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LETTER OF TRANSMITTAL

U.S. SENATE,
SpeciaL COMMITTEE ON AGING,
Washington, D.C., February 29, 1984.

Hon. GEorRGE BusH,
President, U.S. Senate,
Washington, D.C. .

Dear MR. PresipENT: Under authority of Senate Resolution 76,
agreed to March 2, 1983, I am submitting to you the annual report
of the Senate Special Committee on Aging, Developments in Aging:
1983, 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 1983 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,
JoHN HeiNz, Chairman.
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SENATE RESOLUTION 76 (SECTION 19), 98TH CONGRESS,
1ST SESSION !

Sec. 19. (a) In carrying out the duties and functions imposed by
section 104 of S. Res. 4, Ninety-fifth Congress, agreed to February
4, 1977, and in exercising the authority conferred on it by such sec-
tion, the Special Committee on Aging is authorized from March 1,
1983, through February 29, 1984, in its discretion (1) to make ex-
penditures 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 $1,036,131, of which amount (1) not to exceed $35,000
may be expended for the procurement of the services of individual
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() of such. Act).

! Agreed to March 2, 1983.
Wy



PREFACE

The United States stands today at a significant demographic
turning point—for the first time in our history, there are as many
Americans aged 65 and over as teenagers. There is much more
going on than simply the growing numbers of older Americans.
What we are witnessing is the growing assumption by a majority
in our society that they can expect 10 to 20 years of life after work,
in relatively good health and with adequate and secure retirement
income. The most severe problems associated with growing old—
chronic illness, poverty, and social isolation—persist, but for many
they are being delayed until beyond ages 75 or 85. The widespread
emergence of this new period of healthy, financially secure retire-
ment promises great opportunities for both individuals and for our
society, if only we can learn to reap the full social, economic, and
personal dividends of this new time of life. The great increases in
the number of very old persons, however, poses tremendous chal-
lenges to our systems of health care, retirement financing, housing,
and social and community services.

The Congress took a major step toward meeting the challenges
facing an aging society when it acted during 1983 to restore finan-
cial solvency to the social security retirement program. It also took
an important step toward reform of the medicare program by con-
verting from cost-based reimbursement to a system of set prices for
hospital admissions, according to diagnosis. The long-term implica-
tions of both steps are likely to be profound. Despite these major
accomplishments, serious problems in both retirement income ade-
quacy and health care financing remain unresolved.

Although 1983 will be remembered as the year that the social se-
curity retirement program was financially stabilized, it marked
only the beginning of the effort to similarly stabilize health care
financing. The two major categories of Federal programs benefiting
older Americans—retirement benefits and health insurance pro-
grams—today cost over $300 billion, or 9.8 percent of our total
gross national product. Future projections based on current policies
show very different patterns of financial growth for each. Federally
financed retirement benefits are expected to decline from 7.1 per-
cent of GNP in 1982 to a low of 5.6 percent of GNP in 2005, before
rising again to a second peak of 7.1 percent in 2030. Whatever else
that can be said about the causes of the Federal deficit, retirement
financing over the long term will play a neutral role. Not only is
the OASDI trust fund likely to remain solvent over that period, it
will never take a substantially greater share of our economic re-
sources to finance at any time in the future than it does today.

Health financing, however, presents a very different story. The
rate of increase in health expenditures today constitutes perhaps
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the single most destabilizing element in the Federal budget on the
domestic side. Federal health insurance programs are projected at
current rates of increase to rise from 2.7 percent of GNP today to
7.5 percent by 2040—in effect, adding almost 5 points to the struc-
tural deficit problem.

Projections of this magnitude make clear that the principal do-
mestic challenge facing the Congress today is that of controlling
rising health care costs. Hospital costs have been rising at a rate
almost three times as fast as inflation for the past 10 years, due
mostly to increases in the intensity of medical services (the number
of tests and procedures) provided to each person and to increases in
the charges for these services that have far exceeded increases in
cost generally. As a result, medicare faces projected insolvency as
early as 1990 and cumulative deficits in the range of $90 to %’250
billion by 1995. It seems clear that only major and comprehensive
reforms will be adequate to successfully cope with problems of that
size.

While these issues are analyzed and debated within the Congress
as budgetary matters, they also have significance for individuals,
families, and the economy. Out-of-pocket expenditures for health
care today average over $1,500 for Americans 65 and over, substan-
tially more for those older Americans who must actually use
health care services during the year. In 1983, these out-of-pocket
health costs averaged over 20 percent of the median per capita
income for persons 65 and over. These out-of-pocket costs have been
rising at a rate 2 to 3 times that of other prices—a trend that con-
stitutes the most serious and direct threat to the future economic
and health security of older Americans.

Our health problems are not limited to medicare financing alone.
Most families faced with the responsibility of caring for an aging
relative with a chronic illness or functional limitation find little or
no help in our current public programs, and very limited services
available in the private sector. The situation of a family with a
member suffering from Alzheimer’s disease illustrates the burdens
that no public or private insurance coverage adequately meets.
With total national health care expenditures now equal to 11 per-
cent of GNP, it seems that sufficient resources are already availa-
ble to meet a wider range of health care needs if more coordinated
and efficient delivery systems could be established. A variety of leg-
islative proposals to do that are now under consideration in the
Congress.

Better health care and better public health measures have im-
proved average life expectancy dramatically—by over 25 years
since the turn of the century. But increasing longevity does not
always translate into improvements in the quality of life. There is
disturbing evidence that much of the recent gains in an extended
lifespan may have been accompanied by a corresponding extension
in the period of poor health and functional disability prior to
death. This evidence implies an even greater need for a strength-
ened network of long-term care services than do projected increases
in longevity alone.

Although medical technology has contributed to our ability to
cure sickness and to restore disability, it has also extended our
ability to keep dying persons alive for longer and longer periods.
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The cost of this aspect of health care is illustrated by the fact that
30 percent of medicare expenditures pay for care in the last year of
life. These facts raise difficult ethical and policy issues. One re-
sponse has been a renewed interest in less intensive forms of
health care options. Congress, in response both to cost concerns
and to evidence that many patients prefer a more personally sup-
portive and less technologically intensive environment, enacted a
hospice benefit under medicare in 1982, The increasing support for
home health care programs also reflects congressional and popular
interest in making more appropriate noninstitutional alternatives
available.

The economic well-being of older persons continues to be a seri-
ous concern. Despite an official poverty rate of 14.6 percent in 1982
for Americans 65 and over, which is roughly the same proportion
in poverty as for younger persons, there has been little improve-
ment in this figure for almost 10 years. Yet the aggregate figures
hide two important facts. First, there are relatively more older
Americans living just above the poverty threshold, with only social
security, medicare, and other assistance programs keeping them
from falling beneath it. Median per capita income for Americans
65 and over was only $6,600 in 1982. Second, there persist clear
groups of older persons who bear a very high risk of being poor:
widows, minorities, those who are sick, and those who have lived
intol their eighties. For these groups, poverty remains at crisis
evels.

The provision of a full cost-of-living adjustment (COLA) for social
security benefits is directly related to poverty among the aged and
very old. As a person becomes very old, the protection against in-
flation that the full COLA provides becomes increasingly vital. Per-
sons over 85 are likely to have disproportionately high expendi-
tures for health care, supportive services, and energy costs, yet by
that age they are much more likely than younger individuals to
have exhausted savings or other resources necessary to meet these
higher expenses. COLA limitations would reduce the value of re-
tirement benefits the longer they were received. New retirees
would not be affected, but older beneficiaries—those most reliant
on benefits to support their basic needs—would have the real value
of those benefits reduced every year.

The persistence of high poverty rates in the face of the immense
resources that we devote to programs supporting older Americans
seems to be a paradox. Unmet needs remain even as public re-
sources near exhaustion. This paradox, combined with the increas-
ing economic and health diversity of the older population, is lead-
ing many policymakers to reexamine the use of age criteria alone
as the basis for public benefits. There is a growing interest in using
other criteria in addition to age that more directly assess need. An
example of the congressional openness to this thought is its deci-
sion to make half of social security benefits taxable, but only for
beneficiaries with substantial additional sources of income.

In the other areas of Federal programs serving older persons,
there is increasing concern that in developing separate programs
for housing, income support, health and social services, all directed
to the same population in need, we may have permitted serious in-
consistencies in policy, coverage gaps, and inequities in benefits to
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arise. There seems to be a clear need to reassess these programs
from a more integrated and comprehensive perspective, to reflect
how well they are meeting human needs that are increasingly
likely to involve more than one category of program in the commu-
nity.

The coming 2 years offer the Congress the opportunity to review
and reassess our major aging programs on the anniversaries of
their enactment. The social security retirement program will be 50
years old in 1985; medicare, medicaid, and the Older Americans
Act, 20 years old the same year; ERISA and the SSI program 10
years old in 1984.

In light of these and many other public policy issues of concern
to all Americans, the Senate Special Committee on Aging has en-
gaged 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 1983. It
surveys only Federal policies and programs. Equally significant de-
velopments that are occurring at the State and local levels, in the
private sector, in our universities, in cultural attitudes, or in our
family relationships are not covered. It is the interaction of these
elements that will shape the opportunities of future generations of
older Americans.

We are proud to 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, while we are inevitably maturing as a population, the
process will not be a smooth or gradual one. Instead, the postwar
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.

As we near the close of the 20th century, we can see with ever
greater clarity the challenges that will be before us in the 2lst.
One of the clearest is the need to recast some of our most basic
policies in work and retirement, health care and social services, in
both public and private sectors, to adapt to an older population.
This challenge is hardly a negative one—an older society presents
many opportunities for greater personal freedom and greater eco-
nomic productivity—but it can easily become negative if we fail to
anticipate the changes that will occur or plan now to adapt to
them. In the end, an older and more stable age-structure can lead
to a more mature society, in the full sense of that term. It is this
vision of the future that can guide us in facing the challenges made
possible by the promise of longer life.

JoHN HEINZ,
Chairman.
JOHN GLENN,
Ranking Minority Member.
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98tH CONGRESS RepT. 98-360
2d Session ] SENATE Vor. 1

DEVELOPMENTS IN AGING: 1983
VOLUME 1

FEeBRUARY 29 (legislative day FEBRUARY 27), 1984.f0rdered to be printed

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

REPORT

[Pursuant to S. Res. 76, 98th Cong.]

Chapter 1
AMERICA IN TRANSITION: AN AGING SOCIETY*

America is growing older. One of the most significant demo-
graphic facts affecting America’s present and future course is the
aging of its population. The proportion and number of persons 65
years and older has grown and will continue to grow more rapidly
than other age groups.

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

Growth.—Elderly persons comprise the fastest growing segment
of the population:

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

lation in the last two decades.

* “America in Transition” will be printed annually by the U.S. Senate Special Committee on
Aging. This chapter was revised and unpdated for the 1983 publication by Elizabeth Vierck and
John Rother, staff, U.S. Senate Special Committee on Aging. The Congressional Research Serv-
ice provided invaluable support. The first edition was coauthored 3 John Rother, Cynthia
Taeuber (U.S. Census Bureau), and Elizabeth Vierck, and was Publish by the U.S. Senate Spe-
cial Committee on Aﬁing in “Developments in Aging, 1982, and by the U.S. Bureau of the
Census, Series P-23, No. 128.
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—The 85-plus population grew especially rapidly, up 165 percent
from 1960 to 1982. This “very old” population is expected to in-
crease fivefold by the middle of the next century. :

—Not only are the numbers of elderly persons increasing, but
the proportion of elderly in the population as a whole is also
expanding. Over 25 percent of the population will be 55-plus by
the year 2010.

—Life expectancy improved dramatically over the last century.
The average person born today can expect to live 25 years
longer than if he was born at the beginning of the century.

—Women live longer than men. In 1982, the life expectancy of
females (78.2 years) was almost 8 years longer than the life ex-
pectancy of males (70.8 years).

—Elderly mortality (or death) rates, a statistical measure of the
frequency of deaths in population groups, fell considerably over
the last 40 years, especially for women.

—The ratio of elderly persons to nonelderly has increased from 1
to 25 at the beginning of the century to 1 out of 9 in 1980. This
ratio is expected to be at least 1 to 5 in 1990 and 1 to 3 in 2025.

—Today, the 65-plus population is about equal to the teenage
population, those aged 13 to 19 years. By the year 2000, there
will be an estimated four 65-plus persons for every three teen-
agers and, by 2025, elderly persons will outnumber teenagers
by more than 2 to 1.

Income.—The economic situation of many elderly persons has im-

proved, yet large numbers remain poor:

—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. And, close to one-fourth of
all elderly Americans are “near poor” (below 125 percent of
the official U.S. poverty level).

—Elderly women are almost 70 percent more likely than elderly
men to be poor. Fifty percent of elderly widowed black women
live in poverty.

—A recent census study analyzing the impact of taxes on income
demonstrate that, due to favorable tax treatment and social se-
curity incomes that keep up with inflation, the median after-
tax income of elderly households is higher than that of most
younger age groups. However, analysis of the after-tax income
distribution of elderly households demonstrates that, even
after taxes, the majority of elderly persons have incomes at the
low end of the income scale, in sharp contrast to younger age
groups whose incomes are clustered in the middle range of the
income scale.

Health.—The majority of elderly are healthy, even though they

may have a chronic condition:

—About 8 in 10 persons 65 and over now describe their health
i:ompared with others of their own age as “good” or “excel-
ent.”

—While one-third of the 85-plus population is in good health,
one-third are limited to some degree—but not severely—and
another third need assistance in living due to health problems.
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The greatest need for health and related care is in this. age
group.

Women and men.—Elderly women outnumber elderly men:

—The ratio of elderly women to men is now 3 to 2.

—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. Most older women live alone, while most older
men live in family settings.

Location.—The geographic distribution of older populations is

shifting to rural, small town, and retirement areas:

—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.

—Even though this shift has taken place, the majorlty of older
Americans still live in metropolitan areas.

—Older persons change residences at about one-half the rate of
the younger population.

—Over 70 percent of all elderly persons live in owner-occupied
households, and 80 percent of these homes are mortgage free.

Wi(()rk and retirement.—The majority of elderly persons do not
work:

—Today, after age 65, only about 1 in 5 elderly men are em-

ployed as compared to 1 in 2 in 1950.

—Only about 1 in 5 of those over 65 who work now do so on a
part-time basis, as compared to 1 in 3 20 years ago.

—The proportion of a man’s life spent in retirement has in-
creased from 3 percent at the turn of the century to 20 percent
in 1980.

Education.—The educational “gap” between older and younger
persons has narrowed significantly in the last decade and is expect-
ed to close in the next decade:

—The median number of school years completed is now 12.1

years for the “new” elderly, 65 to 69 years of age, as compared
to 9 years for the 75-plus age group. The median for the 25-
plus age group is 12.6 years of school.

Voting.—Older persons vote in large numbers:

—In 1982, the 55 to 74 year old age group had the highest voter
participation rate, 65 percent, and the 18 to 20 year old age
group the lowest, 20 percent.

These and the trends outlined in the following pages delineate
the impact the aging of the population is having and will continue
to have on American society.

“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 to 64), the “elderly” (age 65 to 74), the “aged” (75 years
to 84), and the “very old” (85 years and over).
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A. THIS CENTURY HAS SEEN TREMENDOUS GROWTH IN
THE OLDER POPULATION

The older population has been increasing at a far more rapid
rate than the rest of the population for most of this century. For
instance, in the last two decades, the 65-plus population increased
at a rate of 24 percent, while the under-65 population increased
only 6 percent.

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, 48.9 million persons, or over 20 percent of the American pop-
ulation was 55 years old or over. Of the total population, about 9.5
percent (22.1 million) were 55 to 64 years old; 7 percent (16.1 mil- -
lion) were 65 to T4 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 66 percent
of that group being white females.

1. THE AGING OF THE BABY BooM WILL INCREASE

THE PROPORTION OF OLD TO YOUNG IN THE POPULATION

The total U.S. population is projected to increase by one-third
from its present size between 1982 and 2050, while the 55-plus pop-
ulation is expected to more than double (table 1, chart 1).* Through
the year 2000, the proportion of the population age 55 and over is
expected to remain stable, at just over 20 percent of the total popu-
lation. By 2010, because of the maturation of the baby boom, the
proportion of older to younger will rise dramatically—25 percent of
the total U.S. population (74.1 million) is projected to be at least 55
years old. Twenty-two percent of Americans are expected to be 65
and over (39.3 million), and the number of persons aged 85 and
over will more than double to 6.8 million or 2.4 percent of the total
population.

By the year 2030, it is likely that 21 percent of all Americans
will be 65 or older (64.3 million), which will represent a 64-percent
increase in a 20-year span. At that same time, almost 3 percent of
the population will be 85 or older (8.8 million). Finally, by 2050, 34
percent of the population (104.3 million) is expected to be at least
age 55.2

1U.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.

21.S. Dept. of Commerce. Bureau of the Census. Series P-25, No. 922, Ibid.
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TABLE 1.—THE GROWTH OF THE OLDER POPULATION, ACTUAL AND PROJECTED: 1900-2050
[Numbers in thousands]

y Total poputation, alt ages 55 years and over 55 to 64 years 65 to 74 years 75 to 84 years 85 years and over 65 years and over
r

@ Number Percent Number Percent Number Percent Number Percent Number Percent Number Percent Number Percent
1900 76,303 100 7,093 9.3 4,009 53 2,189 2.9 172 1.0 123 0.2 3,084 40
1910 91,972 100 9,004 98 5,054 5.5 2,793 3.0 989 11 167 2 3,950 43
1920 105,711 100 11,465 108 6,532 6.2 3,464 33 1,259 1.2 210 2 4,933 47
1930 122,775 100 15,031 122 8397 6.8 4,721 38 1,641 13 M 2 6,634 5.4
1940 131,669 100 19,591 149 10,572 8.0 6,375 48 2,278 17 365 3 9,019 6.8
1950 150,697 100 25,565 170 13,295 88 8,415 5.6 3218 22 517 A4 12,270 8.1
1960 179,323 100 32,132 179 15,572 8.7 10.997 6.1 4,633 26 929 5 16,560 9.2
1970 203,302 100 38,588 19.0 18,608 9.2 12,447 6.1 6,124 3.0 1,409 R 19,980 9.8
1980 226,505 100 47,244 209 21,700 9.6 15,578 6.9 1721 34 2,240 1.0 25,544 113
1990 249,731 100 52,889 21.2 21,090 84 18,054 7.2 10,284 41 3,461 14 31,799 127
2000 267,990 100 58,815 219 23,7179 89 17,693 6.6 12,207 46 5,136 19 35036 131
2010 283,141 100 74,097 26.2 34,828 123 20,279 12 12,172 43 6,818 24 39,269 139
2020 296,339 100 91,629 309 40,243 136 29,769 100 14,280 48 1,337 2.5 51,386 173
2030 304,330 100 98310 323 33,965 112 34416 113 21,128 6.9 8,801 29 64,345 211
2040 307,952 100 101,307 329 34,664 113 29,168 95 24,529 8.0 12,946 42 66,643 28
2050 308,856 100 104,337 338 37,276 12.1 30,022 97 20,976 6.8 16,063 5.2 67,061 217

Source: U.S. Dept. of Commerce. Burea of the Census. Decennial Censuses of Population, 1900-1980 and Projections of the Population of the United States: 1982 to 2050 (Advance Report). Current Popufation Reports, Series P-25, No. 922,
QOctober 1982. Projections are middle series.



CHART 1 ACTUAL AMD PROJECTED POPULATION 53  YEARS
AND OVER BY AGE: 1900-2039
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2. THE “AGED” AND ‘“VERY OLD”’ POPULATIONS ARE THE FASTEST
GRrRoOwWING AGE GROUPS

The age groups which require special attention—and which will
experience dramatic increases in numbers—are the aged and the
very old. These groups are currently growing at a faster rate than
any other age group in the American population. Less than 5 per-
cent 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, 12 percent of the entire population is expected to be 75 years
or older.

Over the same timespan, the population aged 85 and over is pro-
jected to jump from about 1 percent to over 5 percent of the total
population. '

Overall, persons 85 and over are projected to be the fastest grow-
ing part of the older population. Chart 2 illustrates the dramatic
increases in the number and proportion of the very old—from
123,000 in 1900, to 2.5 million in 1980, to a projected 16 million in
2050,

By 2010, in less than 30 years, the number of white males, white
females, and black males 85 years and over is expected to increase

Note: The projections in this section and throughout this report are not forecasts of future
patterns of growth or behavior. They represent the results of continued patterns from the past
and other assumptions about future trends. They do not imply certainty about future events.



CHART 2
ACTUAL AND PROJECTED POPULATION 85 YEARS AND OLDER: 1980-285¢
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SOURCE: U.S. Dept. of Commerce. Bureau of the Census. Decennial
Censuses, 1988-1968@8; and Current Populatiaon Reports, P-25 No. 922,
Middle Series Projections.

about 1% times while the number of black women in that group is
expected to triple.
Because of the large number of persons who survive into their
eighties, it is increasingly likely that older persons will themselves
- have a surviving parent. Four-generation families are becoming in-
creasingly more common.

3. HicH FERTILITY PERIODS ARE PRIMARILY RESPONSIBLE FOR THE
AGING OF THE POPULATION

It is commonly assumed that the current growth of the older
population is due to increased longevity. While a factor, the prime
cause is a steady increase in the annual number of births in the
years prior to 1920. Increases in longevity are, in fact, only a sec-
ondary 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.

The dramatic impact that the increase in the older population
has had and will continue to have on American society is illustrat-
ed in chart 3. At the turn of the century, a small portion—only 6.4
percent—of the population was 60 years and older, divided equally
among males and females. Eight decades later, persons 60 years
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and older accounted for 16.1 percent of the population; 7 percent
were men and 9.1 percent, women. In the next 80 years, a compara-
ble surge in the older population will result in 27.7 percent of the
population aged 60 years or older, 11.7 percent males and 16 per-
cent females.?

Chart 3

ACTUAL AND PROJECTED
CHANGE IN POPULATION DISTRIBUTION

1900 - 2050
MALES FEMALES
1900
32%—~y_ L~ 3.2% 60 PLUS
9% 8% 40-59 YEARS
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1980
7% 9.1%
60 PLUS
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16.1% 16.1% 20-39 YEARS
16.2% 156% 1-19 YEARS
2050
11.7% 16%
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1.9% 1.4% 1-19 YEARS
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SOURCE: U.S. Bureau of the Census, D C of 1900-1980 ano
Projections of the Populstion of the United States: 1382 to 2050, Current
Population Reports. Series P25, No. §22. October. 1982.

3U.S. Dept. of Commerce. Bureau of the Census. Decennial Censuses of Population, 1900-1980
and Projections of the Population of the United States, 1982 to 2050. Current Population Re-

ports, Series P-25, No. 922, October 1982.
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4. THE ProPORTION OF ELDERLY Is LOWER AMONG NONWHITES THAN
WHITES

The proportion of elderly persons in population groups varies
considerably 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 Pacific Islanders, and 5 percent each of American Indians and
Hispanics. :

Over the last decade, the elderly white population grew by about
25 percent, but the elderly black population grew by over 30 per-
cent. The elderly black population has grown at a faster rate than
the white population partly as a result of higher black birth rates
and partly as a result of the more rapid gains in life expectancy
experienced by blacks than whites. In 1900, the average life expec-
tancy at birth was 16 years higher for whites than for blacks; by
1978, the difference 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. The proportion of elderly in the
total population varies by age and sex. In 1982, black men aged 85
and over were 7.6 percent of the total male population in that age
group; black women aged 55 to 64 were 9.3 percent of all women
that age. 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.—PQPULATION 55 YEARS AND OVER BY RACE AND SEX: 1982
[Numbers in thousands)

Total White Black Other races
Number  Percent  Number  Percent  Number  Percent  Number  Percent

Both sexes:
Oto54 183,069 100 154459 844 23590 129 5018 27
55 plus 48,930 100 44078 901 4148 85 704 14
55 to 64 22,096 100 19780 895 1953 88 363 17
65t 74 16,129 100 14531 901 1,380 85 218 14
75t 84 8,239 100 7495 910 646 18 98 1.2
85 plus 2,466 100 22712 921 169 6.9 24 10

Male:
0 to 54 91,820 100 77909 850 11428 124 2482 21
55 plus 21,108 100 19043 %02 1,737 8.2 325 16
55 to 64 10,329 100 9300 %00 861 83 167 16
65t0 74 6,996 100 6318 903 576 8.2 102 15
7510 84 3,053 100 2760 904 245 80 47 15
85 plus 728 100 664 912 55 16 9 12

Female:
0to 54 91,247 100 76552 840 12160 133 2536 28
55 plus 27,825 100 25036 900 2410 87 9 1.4
55 to 64 11,768 100 10480 831 1,092 93 196 17
65to 74 9,133 100 8213 899 804 88 116 13
75 to 84 5,183 100 473 313 400 11 52 1.0
85 plus 1,738 100 1609 926 114 6.6 15 9

Source: U.S. of Commerce. Bureay of the Census. Projections of the United States: 1982 to 2050 (Advance Report). Current Population
Reports. Series P-25, Na. 922, October 1982.



10

5. OLbER WOMEN OUTNUMBER OLDER MEN

Elderly women now outhumber men 3 to 2, a considerable
chinge from 1960 when elderly women outnumbered men by only 5
to 4.

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 predominantly the problems of women.*

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 4). These statistics em-
phasize the fact that the older woman has a high probability of
living longer than the older man and, therefore, of living alone.
Moreover, she is unlikely to remarry once she is widowed. The dif-
ference between the number of older men and women is significant
within every age group.

Chart 4
POPLULATIAN 55 YEARS akD OVER BY AGE ARND SEX: 1882

MUMBER IN MILLIOMNS

SOURCE: U. &,

Serie

4 Siegel, Jacob S., and Sally L. Hoover. Demographic Aspects of the Health of the Elderly to
the Year 2000 and Beyond. ‘vNorId Health Organization, WHO/AGE/82.3, July 1982. Prepared
for the World Assembly on Aging, July~August 1982, Vienna, Austria. p. 22.
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6. Lire ExpEcTANCY HAS IMPROVED DRAMATICALLY IN THIS CENTURY

An individual born in 1900 could expect to live an average of 49
years. By 1954, life expectancy at birth had jumped to 70 years; by
1982, it reached 74.5. In 1930, only 50 percent of all babies were
expected to live to age 65; by 1982, over 75 percent of all newborns
could expect to reach that age. Improvement in the years an indi-
vidual could expect to live has been particularly significant for
women. From 1940 to 1979, remaining life expectancy for males age
65 increased by only about 2 years (from 12.1 to 14.2 years); but for
females it increased by 6 years (from 13.6 to 18.6 years) (chart 5).

TABLE 3.—LIFE EXPECTANCIES AT BIRTH AND AGE 65 BY SEX AND CALENDAR YEAR

Male Femate
At birth At age 65 At birth At age 65

Calendar year:
1900 46.56 11.35 49.07 12.01
1910 50.20 11.38 §3.67 1210
1920 54.59 11.81 56.33 12.34
1930 58.01 11.38 61.36 1281
1940 60.89 11.92 65.34 13.42
1950 65.33 12.81 70.90 15.07
1960 66.58 1291 73.19 15.89
1970 67.05 13.14 74.80 17.12
1980 69.85 14.02 771.53 18.35
1990 72.29 1511 79.85 19.92
2000 73.42 151 81.05 20.81
2010 73.93 15.08 81.62 2.2
2020 74.42 16.45 82.18 2173
2030 74.90 16.81 82.74 2218
2040 75.37 17.18 83.29 22.64
2050 75.84 17.55 83.84 23.11

Source: Social Security Administration, Office of the Actuary, September 1982.
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Chart 5

LIFE EXPECTANCY AT AGE 65
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SOURCE: Socis! Security Administration, Office of the Actuary
September, 1982

Life expectancy at birth differs according to race (chart 6). 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 80 than for blacks.

s Kitagawa, 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 6
EXPECTATION OF LIFE AT BIRTH BY RACE AND SEX
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SOURCE: 1.5. Bursau of the Census, Historica! Statistics of the United States, 1875 and Natlons! Center for Health
y Vitsl Vol. 29, No. 13, September, 1831.

An important measure of improvement in health and longevity
is the frequency of deaths in the population, commonly called
death or mortality rates. Dramatic improvements in the frequency
of deaths in the population have been registered since 1940. Death
rates declined rapidly from 1940 to 1954, changed little from 1955
to 1967, and again declined rapidly from 1968 to 1978. While death
rates have fallen for both men and women, they have improved 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 females. The largest
improvements were for persons 65 to 69 and 85-plus years of age.
The declines in this period were primarily a factor of reductions in
deaths due to major cardiovascular diseases.®

Male and female differences in longevity have steadily increased,
from a disparity in the age-adjusted death rates of 22 percent 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 environmental
or genetic factors has yet to be determined.

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

7 U.S. Dept. of Health and Human Service. Public Health Service. National Center for Health
Statistics. es in Mortality Among the Elderly, United States 1940-1978, Vital and Health
Statisti(%.' Seri%s 53, No. 22. D pub. No. (PHS) 892-1406, March 1982. Washington, U.S. Govt.
Print. Off. pp. 2~
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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 need for health and social services
among the older population. Decreases in mortality rates do not
necessarily translate into better health for all those living longer.
Rather, the projected rapid increase in the size of the older popula-
tion, particularly the very old, implies related increases in the
demand for health care delivery and assistance. And, if the onset of
limitations due to chronic disease were delayed rather than short-
ened, health costs could exceed even current projections.

7. RaTio oF RETIRED TO WORKING AGE PERSONS Is INCREASING
DRAMATICALLY

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. While the total support ratio has declined since 1900, the
marked increase in the aged support ratio (in contrast with the de-
cline in the young support ratio) is especially important since it is
primarily publicly funded programs which serve this age group.
Moreover, the previously noted dramatic growth in the very old
age group, with relatively greater health, social maintenance, hous-
ing, and other economic needs, will require proportionately higher -
levels of “support” than is true today (table 4, chart 7).

TABLE 4.—THE ABSOLUTE AND RELATIVE SIZE OF THE 65-PLUS POPULATION

Cumula- 65-plus Eiderly age groups as a percent of
Number - Aged Total :
of G5-plis fi support support total Ggfrpius population

(millions) ratio ratio 65075 75t8d  85plus

ive asa
percent  percent of
increase  population

Year:
1960 (1 J— 92 1684 8195 66.4 28.0 5.6

1980 25.5 54 113 1859 6439 61.0 30.2 8.8
1990 318 9 127 2070 6257 56.8 323 10.9
2000 350 88 131 2116 6186 50.5 348 147
2025 58.6 155 195 3331 7100 56.4 30.5 131
2050 67.1 170 2.7 3785 7476 448 313 240

1 Ratio of 65-plus to working age poputation, 19 to 64 years.

Source: U.S. Dept. of Commerce. Bureau of the Census. Projections of the United States: 1982 to 2050 (Advance Report). Series P-25, No.
922, October 1982; and Estimates of the Pogulaﬁun of the United States by Single Years of Age, Color, and Sex, 1900 to 1950, 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 7 .
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8. THE MaJority oF ELDERLY PERSONS LIVE IN METROPOLITAN
AREAS

At the time of the 1980 census, almost two-thirds of the elderly
population lived in metropolitan areas and 10 percent of the coun-
try’s metropolitan areas were elderly.

Elderly persons are less likely to live in the suburbs than are
persons under age 65 (34 versus 41 percent), although older white
persons are more likely to live in the suburbs than older black or
Hispanic persons.

9. THE GEOGRAPHIC DISTRIBUTION OF THE ELDERLY POPULATION Is
SHIFTING TO RURAL, SMALL TOWNS, AND RETIREMENT AREAS

At the same time that the majority of 65-plus persons live in
metropolitan areas, growth of the elderly population in small
towns and rural areas has been about 2.5 percent annually in
recent years.8

Counties with a high percentage of elderly are distributed all
across the country (map 1). There are now over 500 rural and
small-town counties in which persons 65 and over make up at least
16 percent of the total population; in 178 counties the elderly make

8 U.S. Congress. Senate. Special Committee on Aging. Calvin L. Beale, Rural Older Americans:
g:nanswo%red Questions. Hearing. 97th Cong., 2d . May 19, 1982. Washington, U.S. Govt.
int. N
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up over 20 percent of the total population. Over 50 percent of these
counties, especially in the Nation’s heartland, are agricultural
areas where the older population has stayed on while the younger
generation has moved out. Heavy outmigration of the young plus
relatively low fertility in some areas contributed to a high propor-
tion of elderly in Iowa, Kansas, Missouri, Nebraska, South Dakota,
Arkansas, Maine, Massachusetts, Rhode Island, and Pennsylvania.
The remainder of the counties with an exceptionally high propor-
tion of elderly are retirement areas to which the older population
have relocated, such as those in Florida, the Ozark Plateau, and
the Texas Hill Country. The number of areas attracting inmigra-
tion from retirees has expanded considerably since the 1950’s and
now extends beyond the Sun Belt (map 2).

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 (1.6 million); Texas (1.4
million); Illinois (1.3 million); and Ohio (1.2 million). With the inclu-
sion of Michigan, almost 50 percent of the total elderly population -
of the United States is accounted for in these eight States (table 5).
Alaska had the smallest number of elderly persons—only 11,500—
less than 3 percent of its total population. Florida is the State with
the largest percentage (17.3) of citizens over 65 in the population.
Arkansas, Rhode Island, Iowa, Missouri, South Dakota, Nebraska,
and Kansas followed with 13 to 14 percent. Most States had at
least a 50-percent increase in the number of persons 85 and over in
the last decade while Arizona, Florida, and Nevada more than dou-
bled the size of their very old population. Nevada experienced the
largest increase of persons 65 and over, 113 percent, and New York
the smallest, 10.8 percent.
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Map 1

PERCENTAGE OF POPULATION 65 YEARS AND OLDER
COUNTIES WITH 15 PERCENT OR MORE
1980 '
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SOURCE: U.S. Bureau of the Census, Decennial Census of the Population, 1980.
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Map 2

AGING POPULATION GROWTH
COUNTIES WITH 35 PERCENT OR MORE INCREASE
IN RESIDENTS 65 YEARS AND OLDER
1970-1980
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SOURCE: U.S. Bureau of the Census, Decennlal Census of the Population, 1870 and 1980.

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 20
percent 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-plus (7 to 8 percent)
and 85-plus (1.3 to 1.7 percent) although these proportions were not
much above the national average. The smallest proportion of met-
ropolitan elderly were in Houston, Tex., with less than 7 percent
elderly. Only the New York metropolitan area had over 1 million
elderly residents.

10. OLDER PERsoNs CHANGE RESIDENCES ABoUuT HALF As OFTEN AS
THE YOUNGER PopuLATION, BUT THosE WHO Move TEnp To Mr-
GRATE TO THE SUN BELT

Most older persons remain in the same place where they spent
most of their adult lives. Between 1975 and 1980 the older popula-
tion who moved from one house to another did so at about half the
rate of the population of all ages. During this time, about 25 per-
cent of the population 55 to 64 years old and about 20 percent of
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the population 65 years or older 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. However, preliminary estimates from the retirement
migration project, analyzing data from the U.S. Bureau of the
Census, demonstrate that the number of elderly who reported mi-
grating from State to State rose sharply from 1970 to 1980. The in-
crease in the number of elderly migrants in the last decade was
four times the increase reported from 1960 to 1970. Of the 1,662,520
Americans over the age of 60 who moved, nearly half went to five
States: Florida, California, Arizona, Texas, and New Jersey. Three
States had an especially rapid increase in the numbers of persons
over 60 who moved from 1960 to 1980. Arizona had a 215 percent
increase, Texas had a 191 percent increase, and Florida a 110 per-
cent increase. Florida captured over one-fourth of all the interstate
migrants over age 60 during the last two decades, according to the
results of the study. Preliminary results of the study also showed
that elderly migrants are relatively affluent, relatively well educat-
ed, and frequently accompanied by spouses.

TABLE 5.—NUMBER AND PERCENTAGE OF EACH STATE'S TOTAL POPULATION AGED 65 AND QVER:
1980

[Numbers in thousands}

All ages 65 and over Percent
increase
Number Rank Number Rank Percent Rank 1970-80

State

Alabama 3,894 22 440 18 113 24 350
Alaska 402 51 12 51 29 51 61.7
Arizona 2,118 29 307 28 113 25 90.4
Arkansas 2,286 33 312 2] 13.7 2 314
California 23,668 1 2414 1 10.2 34 341
Colorado 2,890 28 247 33 86 46 316
Connecticut 3,108 25 365 26 117 18 263
Delaware 534 48 59 48 10.0 36 350
District of Columbia 638 47 74 46 116 20 49
Florida 9,746 7 15688 3 17.3 1 70.6
Georgia 5463 13 517 16 9.5 4 40.6
Hawaii 965 39 76 45 19 4 724
Idaho 44 41 94 41 9.9 37 38.2
lfinois 11,427 5 1,262 6 11.0 29 154
Indiana 5,490 12 585 13 10.7 3 185
lowa 2913 21 388 24 133 4 107
Kansas 2,364 32 306 29 13.0 8 151
Kentucky 3 3,661 3 410 21 11.2 21 215
Louisiana 4,206 19 404 22 96 39 318
Maine 1,125 38 141 36 12.5 11 230
Maryland 4217 18 396 23 94 42 320
Massachusetts. 5,731 11 121 10 12.7 10 142
Michigan 9,262 8 912 8 99 38 21.2
Minnesota 4,076 2 480 18 1.8 17 173
Mississippi 2,521 K] 289 3l 115 21 30.1
Missouri 4917 15 648 11 13.2 5 15.6
Montana 787 4 85 LX) 10.8 32 3.0
Nebraska 1,570 35 206 35 13.1 7 121
Nevada 800 43 66 47 8.2 47 1123
New Hampshire 921 42 103 40 11.2 28 313
New Jersey 7,365 9 860 9 11.7 19 234

New Mexico 1,303 37 116 38 89 45 64.2
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TABLE 5.—NUMBER AND PERCENTAGE OF EACH STATE'S TOTAL POPULATION AGED 65 AND OVER:
1980—Continued

[Numbers in thousands]

Al ages 65 and over Percent
increase
Number Rank Number Rank Percent Rank 1970-80

State

New York 17,588 2 2161 2 123 13 10.2
North Carolina 5,882 10 603 12 10.2 35 457
North Dakota 653 46 80 4 123 14 21.2
Ohio 10,798 6 1169 7 10.8 30 17.2
Oklatoma 3,025 2 376 25 124 12 255
Oregon 2,633 30 303 30 11.5 2 33.8
Pennsylvania 11,864 4 1,581 4 129 9 203
Rhode Island 947 40 127 37 134 3 221
South Carolina 3122 24 287 32 9.2 44 50.5
South Dakota 691 45 91 42 13.2 6 131
Tennessee 4,591 17 518 15 113 26 348
Texas 14,229 3 13 5 9.6 40 38.2
Utah 1,461 36 109 39 15 50 408
Vermont 511 49 58 49 114 23 225
Virginia 5,346 14 506 17 9.5 43 381
Washington 4,132 20 432 20 104 33 340
West Virginia 1,950 34 238 34 122 15 223
Wisconsin 4,705 16 564 14 120 16 193
Wyoming 470 50 37 50 19 48 231

Source: U.S. Bureau of the Census, 1980 census.

At the same time that migration of the elderly from State to
State has increased, about 50 percent of all movement of the older
population is within the same metropolitan area and does not in-
volve a major relocation. For example, between 1975 to 1980, older
persons who had lived in the central city tended to move to an-
other location in the same central city and persons who lived in
the suburbs tended to move someplace else within the suburban
area. Another 50 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 re-
verse; but for persons 75 and over, migration streams in each direc-
tion were equally likely. A variety of factors—medical care, de-
creased physical mobility, the onset of widowhood, and the wish to
be near family—may explain this shift for those over 75.

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.®

9 Ibid.
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11. THE AGING OF POPULATIONS Is AN INTERNATIONAL PHENOMENON

All world regions are witnessing an increase in the absolute and
relative size of their older population. Until recently, the aged have
represented a relatively small proportion of most country’s popula-
tions and were not the primary focus of social and economic re-
sources.

Historically, the attention of educators, scientists, and govern-
ment officials in most countries has been directed toward early
childhood and youth, but this is no longer the case.

The number of older persons in the world is expected to increase
from 376 million in 1980 to 1,121 million in 2025 and the propor-
tion of older persons in the total world population is expected to
increase from 8.5 to 13.7 percent over that period. This will result
in a world population in which one out of every seven individuals
will be 60 years of age or older by the year 2025.1°

Chart 8

- WORLD POPULATION 60 YEARS AND OLDER
FOR DEVELOPED AND DEVELOPING COUNTRIES
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SOURCE: United Nations World Assembly on Aging introductory Document:
D graphic Considerations, Report of the Secretary General, 1982.

There is a substantial difference in the projected rates of aging of
the population in developed (industrialized) and developing (nonin-
dustrialized) countries. In fact, the 1980’s marks a turning point in
which the number of people 60 years and older are about evenly

12 U.N. World Assembly on Aging Introductory Document: Demographic Considerations,
Report of the Secretary General, 1982.
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divided between developed and developing countries (48 and 52 per-
cent). However, by the year 2025, the 60-plus group is expected to
equal 315 million in the developed regions and 806 million in the
developing regions. This will mean that only 28 percent of the
world’s older persons will reside in currently industrialized coun-
tries, while 72 percent will reside in developing countries.

12. LARGE NUMBERS OF VETERANS WILL ENTER THE OLDER AGE
Group IN THis CENTURY

Over two centuries of American history, the United States has
been involved in 10 major armed conflicts. Nearly 39 million
Americans have participated in these wars and over 90 percent
have served during this century. Presently, the living veteran pop-
ulation stands at just over 30 million and the Veterans Administra-
tion operates the largest health care system in the United States.!?

Chart 9

ESTIMATED NUMBER OF VETERANS BY
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Source: Veterans Administration, Research Division.

11 U.S. Dept. of Commerce. Bureau of the Census. Current Population Reports. Series P-60,
No. 140, July 1983. 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.
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The average age of veterans in civilian life is presently about 48
years. (The average age of female veterans is somewhat lower—46.2
* years.) As a result of the large number of World War II veterans
who will enter the older age ranges, this figure will increase by
about 6 years over the next two decades, provided no large buildup
of the Armed Forces will be required.

By the year 2000 two out of three veterans, close to 9 million per-
sons, will be elderly. This will result in a dramatic, although rela-
tively short term, burden on the Veterans Administration health
care system as large numbers of veterans enter the upper age
groups by the beginning of the next century.

B. INCOME AND POVERTY

The economic position of elderly persons, in general, is 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. However,
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.!2

1. OLDER AGE Is AssocIATED WITH SIGNIFICANTLY LOWER INCOME
LEVELS

Income tends to increase with age until about 55, when signifi-
cant numbers of people begin to retire and a steady decline in aver-
age income level begins (chart 10). For example, the median income
in 1982 of men aged 60 to 64 years was almost three-fourths that of
men 15 years younger ($15,536 versus $21,952) but almost double
that of men aged 65 and over ($9,188). The pattern for women is
much the same, although the decline in income begins earlier (at
age 50) and starts out at much lower levels. Elderly women had a
median income in 1982 of $5,365, compared with about $7,418 for
women aged 25 to 64 years. The median income for all elderly per-
sons was $6,593, compared with $12,387 for persons age 25 to 64.
Chart 11 shows the relatively greater proportion of elderly in lower
income brackets, and the much smaller proportion receiving in-
comes above $10,000 than is the case with the population aged 15
to 64.

'2Current data are from the March 1983 Current Population Survey and refer to money
income in 1982 for the noninstitutionalized population only.
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Chart 10
MEDIAN INCOME OF PERSONS 25 YEARS AND OVER BY SEX AND AGE
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A number of income experts have cautioned against interpreting
cross-sectional income data as indicative of lifetime earning pat-
terns for individual workers. However, presently available data
does strongly reflect a drop in income at retirement age and
beyond.
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Chart 11
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2. INcoMmEs oF THE ELDERLY KEEP UP WiTH INFLATION BETTER THAN
INcoMEs oF YOUNGER PERSONS

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 1982, 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
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 6, chart 12).
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TABLE 6.—MEDIAN INCOME (IN CONSTANT 1982 DOLLARS) OF PERSONS 65 YEARS AND OVER:
1951-82

Male ) Female
Current dollars 1982 dollars Current dollars 1982 dollars

Year:
1982 $9,188 - $9,188 $5,365 $5,365
1981 8,173 8,671 4757 5,047
1976 5,293 8,977 2,816 4,776
1971 3,449 8,218 1,706 4,065
1966 2,162 6,430 1,085 32
1961 1,758 5,705 854 2,11
1956 1421 5,047 738 2,621
1951 1,008 3,746 536 1,992
Chart 12
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3. MiNoRITIES AND WOMEN HAVE LOWER INCOMES

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 1982, elderly white men
aged 65 to 69 had median incomes of about $11,900; white women,
$5,700; black men, $5,900; and black women, $3,900 (chart 13). Con-
trary to the popular notion of the older rich widow, the statistics
show that wealthy widows are a very small proportion of the elder-
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ly: Out of 14 million older white women, only 61,000 had incomes
greater than $50,000, and only 31,000 of these were widows. As al-
ready indicated, the high-income elderly population is relatively
small but white males are by far the most likely to be in this
group. Almost 8 percent of elderly white males had incomes great-
er than $30,000 in 1982 compared with 2 percent for white females.

Chart 13
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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 older persons currently
have lower incomes on the average than younger persons. But
much of the difference is due to the loss of a spouse and the alter-
ation of stable and supporting living arrangements, and the loss of
income from work.

In 1982, there were 9.6 million families maintained by a person
65 years old or over. The median income of elderly families for that
year was $16,118 (chart 14), 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 95 percent of that
of all families in 1982. 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.
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Much of this improvement is due to increases in social security
benefits enacted in the 1970’s.

Chart 14

MEDIAN INCOME OF ELDERLY FAMILIES AND INDIVIDUALS
COMPARED TO THE POVERTY LEVEL AND THE WMEDIAN OF
YOUNGER FALILIES AND INDIVIDUALS
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There are a substantial number of elderly families with incomes
at the lowest economic levels as compared with younger families. -
In 1982, of families maintained by an elderly person, 25 out of 100
had incomes less than $10,000, 50 had incomes between $10,000 and
$25,000, and 25 had incomes 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
1982 was about 57 percent of that of elderly white families. The rel-
ative differences were even greater when the family was main-
tained by a woman with no husband 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
15). '

There were 8.4 million elderly “unrelated individuals” in 1982,
most of whom lived alone and some of whom lived with persons
other than their relatives. Elderly unrelated individuals had a 1982
median income of $6,424, which was less than 66 percent that of
unrelated individuals of all ages, a relative position that was also
true in 1950. Single women were the most likely to have the lowest
incomes and to be poor. Thirty-four percent of elderly female unre-
lated individuals have incomes below $5,000, compared to 25 per-
cent of elderly male unrelated individuals.
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Chart 15
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4. THE AFTER-TAX INCOMES OF THE ELDERLY ARE RELATIVELY Low

The impact of taxes on the incomes of all age groups is an un-
known variable, although in 1980 the U.S. Bureau of the Census
estimated the effect of this difference in tax treatment on income
by employing a simulation model of Federal, State, payroll, and
property tax treatment. Because persons over the age of 65 have
relatively low before-tax incomes and because social security bene-
fits are presently not taxed, the elderly tend to pay less in taxes
than younger persons. Based on Census simulations, the median
after-tax income of households in which the head was 65 years or
older was only about 67 percent of the median after-tax income for
all households.13

Chart 16 graphically depicts the Census Bureau’s after-tax
income simulation for members of households headed by persons in
two age groups, 25 to 64 years, and 65 years or older. This chart
portrays the distribution of members of households by their total
household income, which should not be confused with per person
income. Based on estimates of the after-tax income of households,
members of elderly households remain clustered at the low end of
the income distribution, with significantly smaller numbers of el-
derly persons in households in the middle and high income ranges
than persons aged 25 to 64.

13 U.S. Dept. of Commerce. Bureau of the Census. Estimating after-tax money income distri-
butions using data from the March Current Population Survey. P-23, No. 126, August 1983.
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Chart 16
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A number of economists (Sheldon Danziger, Jacques van der
Gaag, Eugene Smolensky, and Michael Taussig) have written ex-
tensively on income distribution in general, and on the relative eco-
nomic status of the elderly in particular. They argue that economic
well-being is more closely tied to consumption than income. They
suggest that traditional census data may understate the economic
status of the aged because, at any given level of family money
income, the elderly on average: pay less in taxes, own more assets,
live in smaller households, and receive more in-kind benefits. It is
also clear that the elderly’s expenses are higher in some areas such
as health care and home maintenance. These factors must all be
addressed to draw a more realistic picture of the economic status of

the elderly.
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5. Soc1aL SEcURITY BENEFITS PLAY A VITAL ROLE IN THE INCOMES OF
THE ELDERLY

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 92 per-
cent of the elderly population and over 50 percent of the elderly
depend on these benefits for more than half of their income.
Twenty percent of the total elderly population and 40 percent of
blacks living alone received virtually all (90 percent or more) of
their income from social security.

While social security accounted for 33 percent of the total money
income of elderly families in 1982, earnings accounted for 30 per-
cent, property income (mainly rents, dividends, and interest) for 22
percent, and private and public pensions for 13 percent. 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.

Wages and earnings contribute far less to the incomes of elderly
unrelated individuals than to elderly persons in families, enhanc-
ing the predominate role of social security in providing adequate
income to elderly persons living alone.

Social security is particularly important as a source of income to
elderly blacks (chart 17). While 33 percent of money income to all
elderly families was from social security in 1982, it provided 44 per-
cent of money income to elderly black householders. And, while it
provided 45 percent of money income to all elderly unrelated indi-
viduals, it was responsible for 59 percent of money income to elder-
ly blacks living alone.
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Chart 17
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Earnings, property income, and pensions are less universal than
is social security and are of varying significance. For example, in
1982, all elderly families receiving property income averaged
almost $6,000 from that source and those receiving pensions on
average received $6,300 from that source. But black families aver-
aged $1,000 and $5,500, respectively, from those sources. While
more elderly receive private pensions than in the past, only 2 per-
cent of the elderly in 1982 relied on pensions for at least 50 percent
of their total income.

The economic position of older persons is significantly affected by
their labor force status. Those who are year-round fuil-time work-
ers have incomes close to those of younger people until the age of
70, at which age the median income drops from $19,000 to $16,000.
In 1982, there were about 8.5 million persons 55 to 64 years old
who worked full time and year round (39 percent of all persons this
age); about 850,000 (10 percent) who were 65 to 69 years old; and
about 430,000 (3 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 benefits. Half of the elderly
who worked year round and full time had incomes between $12,500
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 work-
ing.

6. THE ROLE oF SociaL SEcURITY HAS INCREASED

The increasing importance of social security income is evident
when compared to the relative contributions of other sources of
income for both families and unrelated individuals (charts 18 and
19). This change is in part due to benefit increases in social secu-
rity enacted during the 1970’s and the fact that social security pay-
ments are tied to increases in the cost of living, keeping pace with
inflation at a better rate than wages and earnings.
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Chart 18

TRENDS IN SOURCE OF INCOME OF FAMILIES WITH HEAD
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The portion of income provided from sources other than social se-
curity and wages has remained relatively constant since 1968. How-
ever, for unrelated individuals, income from supplemental security
income and public assistance declined considerably from 4.1 per-
cent in 1968 to 2.5 percent in 1980.

Families with a head 65 years or older have traditionally relied
on wages and earnings for the greater portion of their incomes, al-
though that portion of income contributed by wages steadily dimin-
ished over the 1968 to 1980 period to the point where social secu-
rity is presently of at least equal significance. This is in part due to
the decline in labor force participation rates and the trend toward
earlier retirement of elderly men.
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Chart 19

TRENDS IN SOURCE OF INCOME OF UNRELATED INDIVIDUALS
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7. ONE Out oF SEVEN ELDERLY ARE POOR AND ALMOST A QUARTER
AR “NEAR Poor”

Many persons face poverty for the first time after retirement.
One out of seven elderly persons (14.6 percent or 3.8 million) lived
in poverty in 1982. This figure does not represent a statistically sig-
nificant year-to-year improvement from last year’s 15.3 percent
rate. This rate is a significant improvement, however, from 1970,
when one out of four elderly persons lived in poverty, and from
1959, when more than one in three had incomes below the poverty
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level (table 7). In 1982, for the first time there was no difference in
the poverty rates for all persons and for persons 65 and over. How-
ever, while the elderly were not more likely to be poor, they were
more likely to be near poor. A higher proportion of elderly persons
than of younger persons fell below 125 percent of poverty level
(23.7 percent for persons over the age of 65 as compared to 19.8 per-
cent of persons under age 65) (table 8).

TABLE 7.—PERCENT OF PERSONS IN POVERTY BY MAJOR AGE GROUP: 1959-82

1959 1970 1980 1981 1982

Persons under 65 years 209 113 127 139 15.1
Persons 65 years and over 35.2 24.6 157 183 146
In families 269 148 8.5 84 85
Householder 29.1 16.5 91 9.0 93

Male 29.1 159 8.2 8.0 8.1

Female 288 20.1 15.2 16.0 15.5

Other family members 24.6 130 78 16 1.5

Unrelated individuals 619 472 306 298 271

Male 590 389 244 235 212

Female 633 498 323 314 287

White 331 26 136 131 124
Black 625 417 381 00 382
Hispanic (2) (2) 308 257 266
Metropolitan 269 200 129 126 126
Nonmetropolitan 470 315 205 199 180

‘gther falmg:y members with married couples only: The 1980 figure for other family members without married couples was 6.7 percent.
2 Not available.

Source: US. Dept. of Commerce. Bureau of the Census. Cument Population Reports. Series P-60, No. 140, and unpublished data.

TABLE 8.—PERSONS BELOW 125 PERCENT OF POVERTY LEVEL BY AGE, FAMILY STATUS, AND RACE:
1982

{Number in thousands)

, Total persons, all ages 65 years and older
Rumber below Number below
125 percent of Percent 125 percent of Percent
poverty level poverty level
All races 46,520 20.3 6,106 23.7
White 33,071 16.9 4,889 21.0
Black 11,911 438 1,095 51.6
Spanish origin 5,542 385 A4 40.9
Persons in families with female householder, no husband
present:
All races 20,289 449 3475 40.6
White 12,338 377 2,852 31.5
Black 7,469 65.6 580 65.1

Spanish origin 2,144 66.6 118 69.0
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Poverty rates increase sharply with age, partly because of sub-
stantial reductions in income as a result of retirement and
widowhood. The problem is exacerbated by 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.4

Chart 20
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Poverty is also disproportionately high among elderly women
and blacks. Elderly white men had a poverty rate of 8.3 percent in
1982, but elderly white women were twice as likely as their male
counterparts to be in poverty, black men four times as likely, and
black women five times as likely (charts 20 and 21).

14 U.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.

30-629 O—84—4
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Chart 21
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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 (the latest data
available) for those who lived in metropolitan areas was 11.5 per-
cent. But for those who lived in the small towns outside of metro-
politan 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 25 percent of those
worked full time and year round. Those who worked all year had
poverty rates about 50 percent the rate of those who worked part
of the year, and about 25 percent of those who did not work at all
during the year. Of those poor who worked only part of the year,
over 25 percent said they did not work a full year because they
were il 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, 33
percent said they could not work because they were ill or disabled
and 40 percent said they were retired.

Poverty levels vary widely by State, as do the relative poverty
levels for the elderly as compared with the young 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
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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 percent); the States with
the lowest rates were California, Connecticut, and Wisconsin (8.3,
8.8, and 9.6 percent, respectively).

8. SMALL NuMBER oF Poor ELDERLY RECEIVE CASH BENEFITS

Although over 15 percent of elderly persons had an income below
the poverty level in 1982, only about 33 percent of them received
cash income from public assistance. For about 33 percent of such
recipients (or 1 in 27 persons over 65), public assistance provided
more than half of their income.1%

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. Among households headed by persons 65
and over which were in poverty in 1981, 50 percent received some
form of noncash assistance (chart 22). If the value of in-kind food,
housing, and medical care transfers received by the low-income el-
derly population were regarded as money income, the poverty rate
would change.

!5U.S. Dept. of Health and Human Services. Social Security Administration. Office of Polic{wxv.
Office of Research and Statistics. Income and Resources of the Aged, 1978, Social Security Publi-
cation, No. 13-117217, October 1981.
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Chart 22

DISTRIBUTION OF CASH AND NON-CASH PUBLIC ASSISTANCE
AMONG HOUSEHOLDERS 65 YEARS AND OLDER
AND WITH INCOME BELOW THE POVERTY LEVEL
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SOURCE: U.S. Bureau of the Census, unpublished. reported in U.S. Senate Special Committee on Aging,
Dovelopments in Aging: 1982.

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.16 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
the inclusion of medical care—especially institutional care—for de-
termining poverty status.

Except for medicare, most of the noncash benefits received by el-
derly households were means-tested; i.e., income criteria deter-
mined eligibility. Of the 1.1 million elderly households that re-
ceived food stamps in 1981, 86 percent had incomes below 125 per-
cent of the poverty level and received food stamps with a mean
face value of less than $500 annually. About 949,000 (5 percent) el-
derly households lived in Government subsidized housing. About
2.5 million (14 percent) elderly households received medicaid bene-
fits, and, in 16.8 million elderly households, medicare covered at
least one person. Elderly households made up approximately 17
percent of households receiving food stamps, about 33 percent of
the households in public or otherwise subsidized housing, and 30
percent. of those who received medicaid.!?

16 J.S. Dept. of Commerce. U.S. Bureau of the Census. Technical Paper No. 50, Alternative
Methods for Valuing Selected In-Kind Transfer Benefits and Measuring Their Effect on Poverty.
Washington, U.S. Govt. Print. Off., 1982.

177.S. 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),
gugenthIopulation Report. Series P-60, No. 135. Washington, U.S. Govt. Print. Off., 1982, tables

, C, and I.
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9. LaArRGE NumBERs oF ELDERLY REMAIN Poor DESPITE SIGNIFICANT
FEDERAL OuUTLAYS

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 ($218 billion in 1983), presents a para-
dox. There are three plausible explanations for this situation.

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.

Chart 23

FEDERAL OUTLAYS BENEFITING THE ELDERLY
’ FISCAL YEAR 1983

4% OTHER
2% HOUSING
1@% OTHER RETIREMENT. 22% MEDICARE
VETERANS \ Ve
2% RETIREMENT - N I ‘\\
1% SSI \\ N\
\ \
\l
: 3x MEDICAID
{
8% SECURTTY
SOURCE: Executive Office of the President, Office of Management
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Second, of the approximately $218 billion spent for the elderly,
the overwhelming portion is committed to social insurance pro-
grams (chart 23). 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
1983 Federal budget expenditures reveals that 92 percent of the
total spent on elderly persons was allocated to retirement and
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health insurance programs that are largely self-funded through
lifetime contributions from individuals and employers. About $17
billion, or 2.1 percent of the entire budget, was spent to assist low-
income elderly persons through cash or in-kind means-tested pro-
grams.

The third reason that elderly poverty persists despite the current
level of Federal spending is that maximum benefits in the princi-
pal means-tested programs, such as supplemental security income,
are below the poverty level.

C. HEALTH STATUS

Contrary to stereotype, the older population as a whole is health-
ier than is commonly assumed. The majority of older Americans—
even those with physical limitations—assess their health favorably.
In 1981, 80 percent of elderly persons described their own health as
good or excellent compared with others of their own age; only 8
percent said their health was comparably poor.?® About 40 percent
of the elderly population reported that, for health reasons, a major
activity had been limited (compared 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
50 percent of the population report being limited or unable to carry
on a major activity because of a chronic illness.2°

1. ADEQUATE INcOME AND ABILITY To WORK MEANS BETTER HEALTH

Good health is associated with higher incomes (chart 24). More
than 40 percent of those with incomes over $25,000 described their
health as excellent compared with others of their own age, but less
than a quarter of those with low income (less than $7,000) reported
excellent health.2?

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

19 J.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, 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.

20 U.S. Dept. of Health and Human Services. Federal Council on Aging. The Need for Long
Term Care: Information and Issues. DHHS Publication No. (OHDS) 81-20704. Washington, U.S.
Govt. Print. Off. pp. 27-29.

21 J.S. Dept. otP Health and Human Services. Public Health Service. National Center for
Health Statistics, publication forthcoming, Ibid.

<
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Chart 24

SELF-ASSESSMENT DOF HEALTH BY INCOME RANGE
PERSONS 65 YEARS AND OLDER
1981
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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 workdays—about
4 or 5 days a year on the average for both the younger and older
working population.22

2. GREATEST NEED. FOR ASSISTANCE Is AMONG THE VERY OLD

The very old do have more need for personal assistance than the
younger-old. For instance, in 1978, less than 1 percent of the nonin-
stitutional population 65 to 84 years needed help in eating while
about 4 percent of the population 85 and over did (chart 25); about
10 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 dressing, 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.23

22 U.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.

23 U.S. Dept of Health and Human Services. Federal Council on Aging. Ibid., pp. 27-29.
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Chart 25

PERSONAL HEALTH CARE ASSESSMENT BY SEX AND AGE—1981
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Friends, spouses, relatives, and others provide valuable assist-
ance to many elderly persons who live in the community. A little
over 60 percent of persons 85 years and older who live with nonrel-
atives need assistance in daily living. This figure is 48.7 percent for
those who live with relatives other than a spouse and 31.9 percent
for the extreme -aged who live with a spouse. Almost 33 percent of
this age group who live alone are in need of assistance.

3. Qur-oF-PockEr HEALTH EXPENSES FOR THE ELDERLY ARE ACTUAL-
LYy HicHER Now THAN THEY WERE PREVIOUS TO THE ENACTMENT
oF MEDICARE AND MEDICAID

Health expenditures by elderly persons continue to climb faster
than increases in either income or the overall inflation rate, even
though their health status remains relatively stable.

Health care expenditures for the elderly not covered by medicare
now equal an estimated average of 13.6 percent of their income.?*

4. CHRONIC CONDITIONS, ALTHOUGH NOT NECESSARILY LIMITING, ARE
THE BURDEN OF OLDER AGE

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
problem for elderly persons. There has also been a change in the
pattern of illness within an individual’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 increases dramatically with age. Over 80 percent of per-

24 U.S. Congress. Senate. Health Care Expenditures for the Elderly. Prepared by the Staff of
the Senate Special Committee on Aging. Washington, U.S. Govt. Print. Off,, 1984, in production.
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sons 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 survéys 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.25 The leading chronic conditions
causing limitation of activity for the elderly in 1981 were arthritis
and hypertensive disease, hearing impairments, and heart condi-
tions (chart 26). Stress-related conditions include hypertension, at-
tempted suicides, drug dependency, and so forth. The principal di-
agnoses made by doctors for the elderly in the 1980-81 period were
hypertension, diabetes, chronic ischemic heart disease, cataracts,
and osteoarthritis.2®

Chart 26
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Many elderly people are hospitalized for chronic conditions
rather than illnesses leading to death. Digestive conditions, genito-
urinary conditions, and injuries are leading causes of hospitaliza-

25 Omran, 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.

267J.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics. Unpublished.
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Chart 27

NUMBER AND DISTRIBUTION OF PERSONS WITH
LIMITATION OF ACTIVITY DUE TO CHROMNIC CONDITION
ACTUAL .AND PROJECTED
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tions among the elderly.?” Most visits to physicians by older per-
sons are for chronic conditions such as circulatory problems, diabe-
tes, arthritis, and eye conditions.

There are differences in the types of conditions experienced by
people of different sex or race. The diseases which affect elderly
men tend to be acute and predominate as causes of death while
those which affect elderly women tend to be chronic and predomi-
nate as causes of illness. The health situation of elderly blacks is
generally poorer than that of elderly whites. For example, hyper-
tension was more prevalent among blacks 65 to 74 years old (45
percent) than whites (33 percent) in the 1971-75 period.28

Severe effects of chronic illness may prevent individuals from
functioning independently and have an impact on the need for
future health and long-term care services. In 1980, 10.8 million
people over the age of 65 had some degree of limitation in daily ac-
tivity, from mild to severe, due to chronic illness (chart 27). Future
estimates are that 16.4 million persons 65 years or older are expect-
ed to have functional limitations at the turn of the century. This
fzigure will reach 23.3 million by the year 2020 and 31.8 million by

50

27 U.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics. 1981 Health Interview Survey. Unpublished.

28 U.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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These projections demonstrate that, simply as a result of the
aging of the population, twice as many people may need health and
long-term care services as presently do.

5. HEART DiseASE Is THE LEADING HEALTH PROBLEM FOR THE
ELDERLY

Heart disease leads all other conditions in each of four major in-
dicators of mortality or health care utilization accounting for 10
percent of all doctors visits, 18 percent of all short-stay hospital
and bed disability days, and 45 percent of all deaths (chart 28). As
described earlier, heart disease, cancer, and stroke account for over
three-quarters of all deaths among the elderly. They also are re-
sponsible for about 20 percent of doctor visits, 40 percent of hospi-
tal days and 50 percent of all days spent in bed. Arthritis and rheu-
matism, the leading chronic conditions, on the other hand, account
for relatively few deaths and only 2 percent of hospital days. How-
ever, they account for 16 percent of days spent in bed, nearly as
much as for heart disease.2?

Chart 28
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29U.S. Dept. of Health and Human Services. Public Health Service. National {
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H:l:ll:h gm\gst%lmsmm.tws. First printed in Health. United States, 1982. National Census for
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6. Activitry LimitaTioN DUE TO ILLNESS INCREASES WITH AGE -

The severity of any disease can differ tremendously from person
to person, causing varying degrees of limitation in activity. For ex-
ample, one person with arthritis may become housebound, while
another only suffers from occasional flareups.

A significantly higher proportion of persons 65 and older than
persons under age 65 are limited in activity due to a chronic condi-
tion (chart 29). However, it is not until age 75 that over 50 percent
of the population are limited and only 22 percent of this age group
are limited to the point that they cannot carry on a major activity.
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Chart 29

LIMITATION OF ACTIVITY BUE TO CHRONIC CONDITIONS
BY TYPE OF LIMITATIONS AND AGE GROUP~-1981
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7. Tue ELDERLY ARE THE HEAVIEST USERS OF HEALTH SERVICES

With a greater prevalence of chronic conditions than in the pop-
ulation at large, older persons use 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
discharge rate (number of discharges per 1,000 population) for the
very old is over 75 percent higher than that for the 65- to 7 4-year-
old group. The average hospital stay for persons under age 65 was
about 6 days compared with almost 12 days for the 85-year-and-
over group.3?

Hospital services are the largest personal health expenditure, ac-
counting for 44 percent of the total. In 1981, persons age 65 and
over, representing 11 percent of the population, used 39.3 percent
of short-stay hospital days. The population 75 and over, only 4.4
percent of the population, used 20.7 percent of short-stay hospital
days.

The aging of the population will result in an older hospital pa-
tient population and, unless there are major breakthroughs in
health care and disease prevention, an increased need for availabil-
ity of hospital care (chart 30).

30 J.S, Dept. of Health and Human Serivices. Federal Council on Aging. Ibid., pp. 39-41.
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Chart 30
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According to forecasts based on current rates of short-stay hospi-
tal utilization and U.S. Bureau of the Census population projec-
tions, to meet the health requirements of the elderly population,
there will be a need to increase hospital services by 42 percent by
the turn of the century, by 92 percent by the year 2020, and by 172
percent by the middle of the next decade.

Utilization of physician services increases with age. In 1981, per-
sons aged 45 to 54 averaged 4.7 doctor visits a year, while persons
between age 65 and 74 averaged 6.3 visits. And, according to results
of the 1981 Health Interview Survey, while 71.8 percent of persons
in the 45 to 54 age group reported that they had seen a doctor in
the last year, 78.3 percent of persons 65 to 74, and 83.3 percent of
persons 75 years or older reported this was the case. Since the en-
actment of medicare, the average number of physician contacts and
the percentage of persons 65 and over reporting that they had seen
a physician in the last year has increased significantly, particularly
for persons with low incomes.

The disparity between elderly and young populations in the use
of physician visits is not as great as the disparity for other forms of
health care. In 1980, persons under 65, 88.9 percent of the popula-
tion, accounted for 84.9 percent of physician visits, while those 65
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or over, 11 percent of the population, accounted for 15 percent of
visits.

The aging of the population will create a greater demand.for
physician care. According to projections based on 1980 physician
visit rates and U.S. Census Bureau population projections, the need
for physician visits will increase by 18 percent (over 30 million
visits) by the year 2000, by 30 percent (over 50 million visits) by
2020 and by over 36 percent (over 110 million visits) by 2050.

8. PsyCHIATRIC PROBLEMS ARe Not As FREQUENT FOR ELDERLY
PERSONS AS FOR YOUNGER PERSONS

The elderly are frequently described as having the same preva-
lence of mental health or psychiatric problems as the general
public, ranging from 15 to 20 percent of persons 65 years or older.
However, due to a lack of adequate information, this assumption
has been inferred from nonage specific data. Three recent studies
conducted in New Haven, Baltimore, and St. Louis demonstrate
that, for noninstitutionalized persons, psychiatric problems are not
constant across age groups.3!

These studies, sponsored by the National Institute of Mental
Health (NIMH) examined 9,000 noninstitutionalized participants to
determine the prevalence of specific disorders (affective disorders,
panic and obsessive/compulsive disorders, substance abuse and/or
dependence, somatization disorders, antisocial personality disor-
ders, schizophrenia and phobia) and an eighth related disorder, cog-
nitive impairment. Persons 65 years and older were found to have
the lowest overall rates for all age groups when all eight disorders
were grouped together (chart 31).

31 Myers, Jerome K. et al. The Prevalence of Psychiatric Disorders In Three Communities:
1980-1982. -
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Chart 31

AVERAGE SIX-MONTH PREVALENCE OF PSYCHIATRIC DISORDERS -
OR SEVERE COGNITIVE IMPAIRMENT BY SEX AND AGE GROUP

1980-1982

25 —

20 — 19.9
z
W] 154
z "
w .-
-9

10 ~

\~zg_______—7£

0 f ! 1 l J

18-24 25-44 45-64 65 PLUS

— MALES == == FEMALES

NOTE: Includes: aftective disorders, panic disorders, obsessive-compulsive disorders,
alcohol and drug abuse or dependence, socialization disorders, anti-social per-
sonality, servere or mild cognitive impairment, and schizophrenia or
schizophrenic form.

SOURCE: Myers, Jerome K. ot al., The Prevalence of Psychiatric Disorders in Three C ies: 1980-82.

30-629 O—84—5



54

While the elderly have the lowest rates for all psychiatric disor-
ders, some mental health problems, such as substance abuse and
affective disorders, become rarities in the upper age ranges. Low
rates of mental disorders are in part responsible for the fact that
older persons use mental health programs at half the rate of the
general population.

These findings do not discount the fact that many elderly suffer
severe feelings of grief and depression due to events such as the
loss of loved ones, income reduction, and increasing physical limita-
tion. However, these problems may be seen as transitory in nature
and not as irreversible disorders.

Tragically, the primary mental health problem of older age is
cognitive impairment, with rates for mild impairment being sub-
stantially higher than rates for severe impairment. The NIMH
studies found that rates for mild cognitive impairment were about
14 percent for both elderly males and females. Rates for severe im-
pairment were 5.6 percent for elderly men and 3 percent for elder-
ly women.

It is currently known that Alzheimer’s disease affects more el-
derly persons than any other disease causing cognitive impairment. -
As early as 5 years ago, this disease was neglected by both laymen
and the medical and scientific communities, and was usually not
distinguished from aging in general. However, through extensive
research in this and other countries, considerable progress is being
made in advancing understanding about this disease.

Failure in cognitive functioning is one of the principal reasons
. for institutionalization of the elderly. Data from the 1977 Nursing
Home Survey, the latest data available, indicates that 22.3 percent
of nursing home residents had “primary diagnoses” of a mental
disorder or senility with psychosis.

Another indicator of mental health problems, suicide rates, al-
though extremely low when compared to other causes of death, are
higher for elderly persons than for other age groups. In 1979 and
1981, the suicide rate was about 19 per 100,000 for persons 65 to 74,
about 22 per 100,000 for the 75 to 84 age range, and between 14.6
and 16.3 per 100,000 for persons 85 years and older.??

9. SmaLL. NUMBERS oF ELDERLY Live 1N NURSING HoMES

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 about 23 percent
(557,000) of those 85 and over (table 9). 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 75 percent of nursing home residents are with-
out a spouse as compared with just over 40 percent of the noninsti-
tutionalized 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, suggest

32]bid., pp. 46-47.
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that the absence of a spouse or other family member who can pro-
vide 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.33

According to projections based on current estimates for the nurs-
ing home population and U.S. Census Bureau population projec-
tions, by the turn of the century, this number is expected to in-
crease 80 percent to 2.2 million and, over the next 50 years, more
than triple to 5.4 million (chart 32).

TABLE 9.—POPULATION 65 YEARS AND OVER IN NURSING HOMES BY AGE
{Numbers in thousands}

Age 1963 1973 197 (e
65 years and over 443 961 1,126 1316
65 to 74 93 159 2 232
75 to 84 207 394 465 521
85 years and over 148 408 450 557

! Based on 1982 estimate and g)ro,)onion of the population for each age group in nursing homes in 1977: 65 plus years, 0.049; 65 to 74 years,
9.0144; 75 to 84 years, 0.064; 85 plus years, 0.2259.

Source: The data for 1963, 1970-74, and 1977 are from the U.S. Dept. of Health and Human Services. Public Health 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 Publication No. (PHS) 81-1712. Washington, U.S. Govt. Print. Off.

331bid., pp. 42-43.
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Chart 32

NURSING HOME POPULATION PROJECTIONS
PERSONS 65 YEARS AND OLDER BY AGE GROUP
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10. DEATH RATES FOR THE ELDERLY HAVE IMPROVED DRAMATICALLY
iN THE Last Four DECADES

As noted earlier, the last four decades have seen tremendous im-
provement in life expectancy. Some of the change in mortality for
elderly persons is obscured by the aging of the elderly population.
Analysis of trends in mortality is enhanced by examining age-ad-
justed death rates which are relatively free from the distortions as-
sociated with a changing age composition. The age-adjusted death
rate for the elderly decreased by 38 percent—26 percent for males
and 48 percent for females—from 1940 to 1980 (chart 33).
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11. HEART Disease, CANCER, AND STROKE ARE THE LEADING CAUSES
oF DEATH FOR THE ELDERLY

As mentioned earlier, in the United States, three out of four el-
derly persons die from heart disease, cancer, or stroke. Heart dis-
ease 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 25 percent of all
deaths for those aged 65 to 74 years, a little less than 20 percent of
the deaths for the 75- to 84-years-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 10) 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 popula-
tion.35 The third leading cause of death among the elderly, stroke,
has been a decreasing factor since 1968.

—_—

34U.S. Dept. of Health and Human Services, Public Health Service, National Center for
Health Statistics. Unpublished tabulations, compiled by Lois Fingerhoot.
35 Health: United States, 1981. Ibid., pp. 20-23.
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Chart 34 shows the 15 leading causes of death for persons 65 to
74, 75 to 84, and 85 years or older in 1980. It should be noted that
data for causes of death are based on information taken from death
certificates and that, frequently, underlying causes are not listed,
but a secondary illness will be recorded.
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Chart 34

FIFTEEN LEADING CAUSES OF DEATH BY AGE GROUP

65-74 75-84 85 PLUS
'Nuﬂ Diuaur . Heart Disease Heant Dissase
{40.6%) {44.7%) {48.6%)

Cancer lliﬁénuﬁ Neoplasms)
P t 8 L 1]

Cancer (Matignant Neoplasms)
(18.4%)

Corebrovascular Dissase
{14.3%)

Corsbrovascular Oisease
71.3%)

Cersbrovasculas Dissase
(11.8%)

Cancer (Malignant Neoplasms)
0%)

Chronic Obstructive Polmenary -
Disease and Retatsd Conditions

Chrome Gbsructive Putmonary

" Dissase and Related Conddtions

Pneumonia and Intluenza

“.3%) (3 4%) (5.5%)
Diabetes Preymonia and Influenza Athergsclerosis
12.2%) (3.3%) 4.1%)
Accidents Diabetes Accigents
(1.9%} %) {18%)
i Chrontc Obstructive Pulmonary
Pneumn;a‘ ';,: )lnlhmua “M"‘”:: :om Oisease and Related Conditions
- {1.7%)
Cnmu":: lan:w niixuu Accigents Diabates
and Cirrhosis (1.8%) 1 4%)

{(1.4%)

Nephritis. Nephrotic
Syndrome and Nephrosis

Naphritis. Neghrotic
Syndrome and Napnrosis

Nsphntis. Nephrotic
Syndroms and Nephrosis

{.8%) (%) 1%}
Aihsroscierosis Flu {Septicemia) Hyperiansion
{.8%) 1.5% (.6%)
Suicide Hypertension Flu (Sapticemia)
(8%) i 5%) (5%)
" Chronic Liver Disnase Hernias and
Flu (?;;m)amu) and Curhosis Intestinal Obstructions
(9%) (4%)
. Utcers
Hypertansion {Stomach and Duodenum) U'"_'s
(.4%) (A%} t 3%}

Benign Keoptasms

Hornia and intesting!

Nuiritional Deficiencies

Obstructions
1.3%} o (3%
Ulcers
e
¢Stomach and Deodenum) Benign Neoplasms Gatidladder Disorders
(3%) (3%) 13%)

All other causes
9.3%)

All other causes
19 4%)

Ail other causes
(8 9%}

SOURACE National Canter for Heaith Stauistics. unpubhished tabulatrons




62

The factors which have led to reductions in mortality may or
may not also lead to reductions in disease and chronic illness. If we
continue to live only to about age 85 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 ill-
ness.

D. SOCIAL AND OTHER CHARACTERISTICS

1. Most ELDERLY WOMEN ARE WIDOWED AND LIiVE ALONE, WHILE
Most ELDERLY MEN ARE MARRIED AND Do Nor LivE ALONE

Patterns of living arrangements and marital status differ sharply
between elderly men and women. Eighty-three percent of elderly
men live in a family setting and more than 75 percent are married
and living with their wives. Almost 60 percent of the women live in
families but only about 40 percent are married and living with
their husbands. Elderly women are more likely to be widowed than
married, and a substantial proportion live alone. Fifty percent of
elderly women are widowed compared with about 13 percent of el-
derly men. The disparity is more dramatic at older ages; a remark-
able 70 percent of 75-plus women are widowed while 70 percent of
75-plus men are married (chart 35).

Chart 35
WIDOWHOOD OF PERSONS 535 AND OVER BY RACE AND SEX
1983
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In 1983, 85 percent of older men in the 55 to 64 year age range
were married with their spouse present (chart 36). This figure was
79.8 percent for persons in the 65 to 74 age range and dropped to
70.8 percent for men 75 years or older. Only 67.6 percent of older
women in the 55 to 64 age range, however, were married with a
spouse present (chart 37). This figure drops to 48.8 percent for

women in the 65 to 74 age range and to 23.9 percent for women 75
years or older.

Chart 36
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March, 19683, unpublished data

These differences are due to the combined effects of the higher
age-specific death rates of adult men and of the tendency for men
to marry younger women. Elderly widowed men have remarriage
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 additional 19
years as a widow.
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Chart 37

MARITAL STATUS OF OLDER WOMEMN
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In 19883, 5 percent of elderly men and 5 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. In addition, once married,
black females were most likely to be widowed, white males the
least. Black persons were much more likely to be either single, sep-
arated, or divorced than were white persons.

An increasing number of older persons live alone rather than in
families. In 1950, 14.4 percent of all persons 65 years and older
lived alone, but by 1982 this number had increased to close to 33
percent of the older population. Of the nearly 8 million elderly per-
sons living alone in 1982 (about 30 percent of the elderly popula-

36 U.S. Degt. 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., 1982, pp. 45, 47.
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tion), most were women. Forty percent of elderly women lived
alone as compared with 14 percent of elderly men. Of those 75
years and over, half of the women and about 20 percent of the men
lived alone (charts 38 and 39).

Chart 38

LIVING ARRANGEMENTS OF OLDER WOMEN
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March, 1982

Relatively .small' numbers of elderly live in intergenerational
households with children or with other relatives, although this per-
centage does increase with advancing age, particularly for older
women.



66

Chart 39

LIVING ARRANGEMENTS OF OLDER MEN
1981

PERLZENT

49 4

[0 Lvne aone ]

BN NOT IN HOUSEROLD LIVING IN HOUSEHOLD LIVING IN HOUSEHOLD
WITH SOMEONE ELSE WITH SPDUSE PRESENT

Source: U.5. Bureau of the Census, Curvent Population Survey.

March, 1982

2. RETIREMENT Is No LONGER A LUXURY, IT Is Now AN INSTITUTION

Due to increased longevity and changing social and work pat-
terns, this century has seen dramatic changes in the distribution of
individuals’ time devoted to major life activities such as education,
work, retirement, and leisure. Today, children are spending more
time in school, both men and women in the middle years are
spending more time in work, and older people are spending more
time in retirement.

Retirement is now as much an expected part of a life course as
family, school, or work. The portion of life spent in retirement has
increased substantially since the beginning of this century (chart
40). In 1900, the average male had a lifespan of 46.3 years. An aver-
age of 1.2 years, 3 percent of his lifespan, was spent in retirement.
By 1980, the average male had a lifespan of 69.3 years, and he was
spending 13.8 years, 20 percent of his lifetime in retirement.
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Chart 40
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In 1980, males averaged over 5 more years in the labor force
than in 1900. However, a smaller portion of their life cycle was
spent in the labor force, 55 percent, than in 1900 when males spent
69 percent of their lifespan working.

The number of years spent in school also increased for males
from an average of 8 years to 12.6 years from 1900 to 1980. Howev-
er, the proportion of time devoted to education only increased from
17 to 18 percent.

Change in distribution patterns of major life activities are very
different for women (chart 40).-As more women have entered the
labor force, a dramatic increase has taken place in the portion of
time spent in work outside the home. Since 1900, the average
number of years spent in the labor force increased from 6.3 to 27.5
years and from 13 percent of the lifespan to 36 percent. However,
one caveat must be mentioned; the data for labor force participa-
tion of women is necessarily skewed by the fact that, historically,
women have worked within the home and have tended to interrupt
their work during child-rearing years. Dramatic reductions in such
interruptions are reflected in the decrease in the proportion of
time women spend in retirement or work at home (60 percent in
1900 compared to 42 percent in 1980).

3. EpucaTioN Gap BETWEEN OLDER AND YOUNGER PERSONS Is
CLOSING

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 in nearly equal that of the younger pop-
ulation (table 11).

TABLE 11.—YEARS OF SCHOOL COMPLETED BY AGE, RACE, AND SEX, MARCH 1982

yearsor  Highschool  College 4 or Hedian rsschool
less graduates more years completed
Al races:
Both sexes:
25 plus 15.75 53.30 17.70 12.60
55 to 59 17.44 51.50 14.30 1240
60 to 64 23.23 50.00 10.80 12.30
65 to 69 29.16 42.80 10.30 12.10
10t074 38.20 35.20 9.60 10.80
75 plus 49.73 21.30 8.00 9.00
Male:
25 plus 15.78 49.80 21.90 12.60
55 to 59 18.62 44.70 19.70 1240
60 to 64 23.95 46.20 13.70 12.30
65 to 69 30.88 38.50 13.20 12.10
70 to 74 40.16 31.00 12.00 10.50
75 plus 53.02 23.60 10.30 8.90
Female: .
25 plus 1573 56.30 14.00 12.50
55 to 59 16.39 57.60 9.50 1240
60 to 64 22,62 53.20 8.30 1230
65 to 69 an 46.20 8.00 12.10
01074 36.78 38.10 7.90 10.90

75 plus 4179 29.40 6.70 940
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TABLE 11.—YEARS OF SCHOOL COMPLETED BY AGE, RACE, AND SEX, MARCH 1982—Continued

Syeasor  Highschool  College 4 or  Median Schoo!

less graduates more years comp!rested
White:
Both sexes:
25 plus 14.66 54.30 18.50 12.60
55 to 59 14.92 53.90 15.20 12.50
60 to 64 20.95 52.20 1140 12.30
65 to 69 25.96 45.70 10.80 12.20
70 o 74 35.10 31.30 10.30 11.30
75 plus 4737 28.70 8.50 9.40
Black:
Both sexes:
25 plus 24.66 46.10 8.80 12.20
55 to 59 38.74 31.00 490 10.30
60 to 64 45.32 29.40 3.80 9.70
65 to 69 58.95 16.30 470 8.40
70 to 74 65.81 15.90 3.00 7.90
75 plus 73.98 12.00 3.40 6.60

Source: US. Dept. of Commerce. Bureau of the Census. Unpublished data from the March 1982 Curent Population Survey.

In 1982, the percentage of the population 65 years and over
which had graduated from high school (including those who gradu-
ated from college) was about 60 percent as great as in the entire
population 25 years and over. Nearly 50 percent of the elderly pop-
ulation were high school graduates as compared with nearly 75
percent of the population 25 years and over. About 33 percent of
older white Americans and 66 percent of older black Americans
never went beyond the eighth grade. About a third of whites be-
tween the ages of 60 and 74, and nearly half over the age of 75
never attended high school; among elderly blacks the respective
percentages were about 60 and 75. Thirty-three percent of elderly
whites completed high school while only about 16 percent of elderly
blacks reached that level.

In terms of higher education, about 10 percent of elderly whites
attended 4 or more years of college as compared with about 3 per-
cent of elderly blacks. The gap in educational attainment between
age groups is expected to narrow significantly over the next 10
years, partly because of the educational opportunities that became
available after World War II, and partly because of our history of
immigration. Today’s elderly population has a much higher propor-
tion of foreign born than does the younger population. The elderly
foreign born have a higher rate of illiteracy and lower educational
attainment than the native population.

4. THE MaJoriTy oF ELDERLY PERsONS Do Notr WoRk

The labor force participation of men and women drops rapidly
with increasing age (table 12). People are considered to be a part of
the labor force if they are currently employed or unemployed but
actively seeking work. In 1983, 69.6 percent of 55- to 64-year-old
men were in the labor force and 41.7 percent of 55- to 64-year-old
women. However, for persons 65 years or older these figures
dropped to 17.3 percent for men and 8.1 percent for women.

30-629 O-—84——6
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TABLE 12.—LABOR FORCE PARTICIPATION AND UNEMPLOYMENT RATES BY AGE, AND SEX: OCTOBER

19831
{In thousands}
55 to 64 years old 65 or more years old
Total Male  female  Tofa! Male  Female
Seasonally adjusted:
Civilian labor force 12043 7,43 4501 3091 1839 1252
Labor force participation rate (percent) 547 696 417 119 173 8.1
Number unremployed 670 4371 233 85 47 38
Unemployment rate (percent) 56 6.1 48 2.1 26 30
Number employed 11,373 6,706 4,668 3006 1792 1214
Not seasonally adjusted:
Number employed 11,48 6,766 4,719 3076 1840 1237
Employed part time:
For economic reasons 516 211 305 124 70 54
As a matter of choice 1481 411 1,089 1484 776 709
Employed full time 9489 6,144 3345 1468 994 474
Number unemployed 575 35 216 94 50 4
Duration of unemployment:
Less than § weeks 176 95 81 24 1 12
5 to 14 weeks 118 68 50 37 16 21
15 to 26 weeks 73 42 31 9 7 2
27 or more weeks .28 153 54 25 16 9
Average (mean) duration (in weeks) 292 328 232 220 (?) (®)
Median duration (in weeks) 142 197 9.0 91 ()  (®)

~ 1The USS. labor force includes workers who are employed and actively seeking employment. The participation rate is the percentage or individuals
in a given group (e.p., age group) who are in the fabor force.
2Data not shown where base is less than 75,000.

Source: U.S. Department of Labor. Bureau of Labor Statistics. Current Population Survey. Employment and Eamings for November 1983 and
unpublished reports.

The labor force participation of elderly men has dropped rapidly
over the last 30 years (chart 41). In 1950, almost 50 percent of all
elderly men were in the labor force; by 1960, only 33 percent were
working or looking for work; by 1970, only 25 percent; and by 1983,
17.3 percent (1.8 million). The decreases are due in part to an in-
crease in voluntary early retirement and a drop in self-employ-
ment. The decrease in male labor force participation extends 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 1982, it had de-
clined to 82 percent. In 1960, 77 percent of men aged 60 to 64
worked, but by 1982, only 57 percent did. At age 70 and over, in
1960, 25 percent of men worked, but by 1982 the proportion had
dropped to about 13 percent.
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Chart 41
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Labor force participation of elderly women, on the other hand,
has varied little. In 1950, about 10 percent of elderly women
worked and by 1982, the percentage had dropped to 8 percent 1.2
million). For women over the age of 70, labor force participation
dropped from 6 percent to under 5 percent from 1950 to 1982. But
women between the ages of 55 and 64 have increasingly joined the
work force. In 1950, only 27 percent of the women worked, but by
1982 the proportion had risen to 42 percent.

Historically, labor force participation-of black women has been
much higher than that for white women. Over the last 30 years,
however, the rates have converged so rapidly that, by 1982, less
than 1 percentage point 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.

In 1981, 50 percent of elderly workers were in white-collar occu-
pations. Sex and race were important determinants of the occupa-
tions of the employed elderly. Sixty percent of elderly white women
workers were in white-collar professions and about 66 percent of
black women workers were service workers, predominantly in pri-
vate households. About 50 percent of elderly white male workers
were in white-collar and 25 percent in blue-collar work. Over 33
percent of elderly black males were blue-collar workers with nearly
25 percent in white-collar jobs and another quarter in service jobs.
Farm occupations were more common among the oldest men,;
nearly 20 percent of black and about 17 percent of white working
males 70 years and over were farmworkers, compared with less
than 4 percent for all males 25 years and over.

5. PART-TIME WoRK Is AN INCREASINGLY IMPORTANT FORM OF
EMPLOYMENT FOR THE ELDERLY

In 1982, of the elderly who were at work in nonagricultural in-
dustries, 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 13). 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.®?
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.38

37 U.S. Dept. of Labor. Bureau of Labor Statistics. Employment and Earnings for January
1961, 1971, and 1982.
38 Employment and Training Report of the President, 1981. Table A-25, p. 158.
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TABLE 13.—PERSONS 45 YEARS AND OVER AT WORK IN NONAGRICULTURE INDUSTRIES ON PART-

TIME SCHEDULES BY SEX AND AGE: ANNUAL AVERAGES FOR 1960, 1970, AND 1982

[Numbers in thousands]
Number Percent
Sex. e Tota t Oy O part Total at e et
sthedule  schedule schedule  schedule
1982:
Males:
4510 64 14192 13,212 980 100 93.1 6.9
65 plus 1378 n 661 - 100 520 480
Females:
4510 64 10,235 7,525 2,710 100 75.5 26.5
65 plus 1,011 404 607 100 40.0 60.0
1970
Males:
45 to 64 14915 14,302 613 100 959 41
65 plus 1,536 946 590 100 61.6 384
Females:
45 to 64 9,306 7,151 2,155 100 76.8 23.2
65 plus 921 473 448 100 514 48.6
1960:
Males:
45 1o 64 12,815 12,088 121 100 943 5.7
65 plus 1,494 1,040 454 100 69.6 304
Females:
451064 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 Eamings, for January 1983, January 1971, and January 1961.

For both men and women, the proportion of workers on part-
time schedules increases with age. This trend has become increas-
ingly more dramatic in the last two decades (chart 42). For in-
stance, in 1960, 5.7 percent of males 45 to 64 were employed part
time while 30.4 percent of males over 65 years were on part-time
schedules. Corresponding percentages for 1970 were 4.1 and 38.4.
By 1982, 6.9 percent of male workers 45 to 64 worked part time as
compared to 48 percent of elderly workers.
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Chart 42
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6. UNEMPLOYMENT AMONG THE ELDERLY Is AT AN ALL-TIME HicH

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-
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.3®

Older workers, once they lose their jobs, stay unemployed longer
than younger workers, suffer a greater earnings loss in a subse-
quent job than younger workers, and are more likely to give up
looking for another job following a layoff. Persons 55 and over are
out of work on the average nearly 20 weeks before being reem-
ployed. That is 23 percent longer than the 15.5 weeks between jobs,
on the average, for all unemployed Americans. Likewise, the older
worker who successfully finds another job will, on the average,
earn $1,500 less than he or she got earlier.4° Finally, older workers

39 U S. Dept. of Labor. Bureau of Labor Statistics. Unpublished data, November 1982.
40 Mincer, J., and H. Ofek. Interrupted Work Careers: Depreciation and Restoration of Human
Capital. Journal of Human Resources, v. 17, Winter 1982. pp. 1-24.
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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.4!

7. HousING

Housing, while an asset for most older people, represents a seri-
ous problem for others. In 1980, 72 percent of the households main-
tained by an elderly person were owner-occupied; about 80 percent
were owned free and clear. About 66 percent 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 33
percent of renter-occupied units were maintained by elderly per-
sons in families; the other 66 percent were maintained mostly by
elderly men and women living alone.

Persons 65 years or older are most likely to live in older homes,
whether they rent or own. In 1980, 40 percent of both elderly
owners and elderly renters lived in housing structures built in 1939
or earlier. Another 14 percent of elderly owners and 10 percent of
elderly renters lived in structures built between 1940 and 1949
(chart 43). By contrast, 22 percent of younger persons who lived in
owner-occupied units built before 1939 and another 8 percent lived
in units built between 1940 and 1949. Figures for younger renters
were similar to elderly renters, 40 percent lived in structures built
in 1939 or earlier and 8 percent rented structures built between
1940 and 1949.

While age of housing is not necessarily an index of physical con-
dition, it does bear a relationship to size, functional obsolescence,
and ease of maintenance. Various housing studies reveal that
many older persons live in homes that are too large for current
family size and need. Many elderly with physical handicaps do not
have the funds or the availability of services to adapt older, larger
homes to their physical needs.

Age of housing also determines net worth. The median value in
1981 of homes built in 1939 or earlier was $39,900 as compared to
$79,000 for those built after April 1972.

41Dept. of Labor. Bureau of Labor Statistics. Unpublished data, November 1982.
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Chart 43

YEAR HOUSING STRUCTURE BUILT—
HOUSEHOLDERS 65 YEARS AND OLDER
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A significant proportion of both elderly renters and homeowners
live in housing with flaws. According to the 1980 Annual Housing
Survey, 10 percent of units headed by persons 65 years or older
lived in housing with signs of mice and rats and 30 percent lived in
housing with bedrooms which lacked privacy (25 percent of elderly
owners and 62 percent of elderly renters). Smaller numbers of el-
derly persons lived in housing with flaws such as incomplete kitch-
en facilities (2 percent), open cracks or holes (4 percent), and incom-
plete plumbing facilities (3 percent).

Elderly renters are more likely than elderly homeowners to have
moved from one housing structure to another in recent years. Ac-
cording to the 1980 Annual Housing Survey, 68 percent of elderly
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renters had moved into their present housing unit after April 1970,
as compared to 25 percent of elderly homeowners. Fifty percent of
elderly homeowners moved into their present homes in 1959 or ear-
lier, while this figure was 13 percent for elderly renters.

8. Morg ELDERLY VoTE THAN ANY OTHER AGE GROUP

There are direct relationships between voter participation rates
and the demographic and socioeconomic characteristics of the elec-
torate. Higher education levels, employment, white-collar occupa-
tions, higher income, homeownership, and duration of residence in
the community are all characteristics associated with high voter
participation. ‘

However, voting rates also increase with age. 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 74-year-
old group the next highest (69 percent). Voting participation is
lower among the aged—b58 percent of those 75 and over voted.
These figures compare favorably to the rate of voter participation
(523.2 percent in 1980) for the total population 25 and over (chart
44).

The same relationships between older and younger voters held in
the November 1982 midterm election, although in the election per-
sons 65 to 74 voted at about the same rate as persons 55 to 64 (65
and 64 percent, respectively). Fifty-two percent of persons 75 and
over voted in 1982. The typical decline in voting in midterm elec-
tions is also affected by age; the difference in voter participation is
substantially greater among younger voters than older. Thirty-
seven percent of all voters in 1982 were 55 years of age or older
(29.5 million). Over all age groups, the voter participation rate in
1982 was 48.5 percent.

In both elections, 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 in 1980 but
did not, 40 percent attributed the cause to illness. About 20 percent
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 about half as often. (This information is not
available for the 1982 election.)
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Chart 44

FERCENT REPORTED VOTING IN 198@ AND 1982
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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 differentiation
of the trends. Older Americans are not now and will never be a ho-
mogenous group subject to sweeping generalizations. Improvements
in income and longevity, for example, that have taken place over
the last two decades have made the earlier years of retirement
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 as-
sistance than do younger age groups. Similarly, widows living alone
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and most minority elderly face very different and more difficult sit-
uations 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 postwar baby boom matures. In less than 30
years, an aging society will be upon us, whether we have prepared
for it or not. If we anticipate and plan for this momentous social
event now, individuals and families can still adjust their own ex-
pectations and plan for their futures. The foreseeably great magni-
tude 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 AND THE FEDERAL
BUDGET

A. U.S. ECONOMIC PERFORMANCE DURING 1983 !

Economic activity was surprisingly strong during 1983. After 4
years of stagnating, the U.S. economy has staged a vigorous cycli-
cal rebound. The resurgence in business activity has been accompa-
nied by a better than expected drop in unemployment and a mod- .
erate inflation rate.

In July 1983, the National Bureau of Economic Research’s Busi-
ness Cycle Dating Committee determined that the contraction
which began in July 1981 ended in November 1982. However, at
the start of 1983, if was not clear that the economy had in fact
turned the corner. As is usually the case at cyclical turning points,
the data on economic activity was ambiguous. Moreover, any recov-
ery in 1983 was expected to be sluggish. As the 1983 Economic
Report of the President observed:

The pace of the recovery in 1983 will probably be moder-
ate by historical standards. Low capacity utilization rates
and the need to rebuild corporate liquidity will restrain
capital spending. The worldwide recession and the lagged
effect of the appreciation of the dollar will curtail the
growth of exports. Continued reductions in the nondefense
public sector will limit it as a source of increased aggre-
gate demand.2

Private sector forecasts were equally negative.

The recovery did in fact get off to a slow start. During the first
quarter of 1983, real gross national product advanced at only a 2.6
percent annual rate. But as the year progressed the pace of eco-
nomic activity picked up markedly.?

In retrospect, the economy’s performance during 1983 was a text-
book example of the business cycle’s recovery phase. The recovery
proceeded through several self-reinforcing stages:

—During the final months of the 1981-82 recession, interest
rates fell dramatically. For example, the bank prime lending

rate dropped from 16.5 percent in June 1982 to 12.5 percent in
October 1982. Other short-term rates declined by similar

1 This section on economic performance was prepared by Barry Molefsky of the Congressional
Research Service.

2U.S. President (Reagan). Economic Report of the President. Washington,. U.S. Govt. Print.
Off., February 1983. p. 143.

3 This paper is based on economic data and other information available as of Jan. 24, 1984.
Nearly all of the data presented here are subject to revision.

(80)
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amounts, while long-term rates fell by about 3 percentage
points over the same period. These declines were due to an
easing of private credit demands as well as a more accommoda-
tive stance on the part of the Federal Reserve Board.

—Equity prices began to rise at about the same time as interest
rates declined. The fall in interest rates made the return on
depressed corporate stock prices more competitive and inves-
tors began moving funds into the equity markets. A rise in the
stock market improved household balance sheets.

—The decline in interest rates also stimulated the credit sensi-
tive sectors of the economy, particularly housing and consumer
durables. Housing starts doubled between mid-1982 and mid-
1983 and sales of new automobiles rose to their highest level in
4 years.

—Good economic news resulting from the pickup in durable
goods sales and the stock market served to strengthen consum-
er confidence. Consumers began to increase their spending
across the board. By the second quarter 1983, personal con-
sumption of nondurable goods (after adjustment for price
changes) increased by 6.4 percent, double the 3.2 percent gain
posted in the preceding quarter and substantially above the 1.5
percent increase in the fourth quarter 1982.

—The surge in sales depleted inventories. Manufacturing and
trade inventories in the spring of 1983 were about 4 percent
below the level recorded in summer 1982. Businesses, expecting
further sales gains, began ordering new goods and production
was stepped up. Greater output requires more labor; employ-
ment rises and consequently so does personal income.

—Rises in income result in even higher sales and trigger in-
creased output. Capacity utilization rises. In order to meet fur-
ther demand, industry must expand its capacity by increasing
investment. At first, higher investment outlays are for motor
vehicles, machinery, and other equipment. Later on, spending
for construction will pick up. During the second half of 1983,
real spending for producers” durable equipment rose by a star-
tling 27.7 percent annual rate. Outlays for nonresidential
structures expanded by a mere 3.7 percent.
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CHART 1
ECONOMIC PROFILE OF 1983
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. As 1983 ended, the thrust for further economic expansion was in
the process of shifting from consumer spending to business invest-
ment. The rate of gain in consumer spending began to moderate
while investment outlays began to accelerate.

Far from being sluggish, the 1983 economic recovery turned out
to be, basically, average. This can be seen in table 1 which com-
pares the performance of selected economic indicators during 1983
with their average change during the first year of the seven previ-
ous postwar recoveries. For most of these indicators, there is little
difference between 1983 and the postwar average. There are, how-
ever, several indicators where the differences are startling:

—Corporate profits after tax: The unusually large increase in

after-tax profits (only the recovery from the 1973-75 recession
showed a greater gain) is probably due to two factors. First, the
change in depreciation enacted as part of the Reagan adminis-
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tration’s economic program significantly reduced corporate tax
liabilities. Second, industry was able to reduce its costs and
thereby boost profitability. Between the first and third quar-
ters of 1983, costs per unit of output fell by more than 1.4 per-
cent; unit labor costs for the nonfarm business sector dropped
slightly over the same period.

—Housing starts: High mortgage rates crippled the housing in-
dustry for several years. In 1981, the effective rate on conven-
tional mortgages rose to over 16 percent. Rates stayed high
through 1982, averaging more than 15 percent. At those levels,
many families and individuals were locked out of the housing
market. When mortgage rates declined to about 13 percent in
1983, new homes became affordable and several years of
pentup demand was unleashed. Despite the rise in home con-
struction, however, the level of housing starts is still well
below other peak rates achieved in 1978. :

TABLE 1.—RECOVERY PROFILES
[Percent change during the first year of economic recovery)

Average of seven

postwar 1983

recoveries
Real gross national product 14 6.1
Real disposable personal income 6.0 5.1
Real consumer spending 54 5.4
Corporate profit after tax 416 636
Real nonresidential fixed investment 8.5 11.5
Civilian employment 24 35
Unemployment rate 112 =21
Nonfarm business productivity 48 244
Industrial production 140 153
Housing starts. 15 342
91-day Treasury bill rate. 111 19
Standard & Poor’s 500 stock index 20.3 217

1 Percentage point change.
2 Based on data through the third quarter of 1983, annually rated.

Sources: U.S. Departments of Commerce and Labor.

One of the remarkable aspects of the 1983 recovery has been the
decline in the unemployment rate and the growth in civilian em-
ployment. In no other recovery has employment growth been as
rapid. But the rise in employment does not fully explain the dra-
matic decline in the unemployment rate.

Many analysts attribute the more than 2 percentage point drop
in the unemployment rate between the fourth quarter 1982 and
fourth quarter 1983 to a slowdown in the growth of the labor
force.* During 1983, the civilian labor force increased by only 1 per-
cent, considerably below the 2.4 percent annual rate of growth ex-
perienced during the previous decade. This decline in labor force
growth is apparently due to demographic factors, reflecting the de-
clining birth rates of the early 1960’s.

Despite the rebound in activity there is still considerable slack in
the economy. The unemployment rate may have declined much

4 For example, see: Tatom, John A. National Economic Trends. Federal Reserve Bank of St.
Louis. December 1983, p. 1.
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more than expected, but more than 8 percent of the labor force,.or
over 9 million people, is still jobless. In addition, the gap between-
actual and potential gross national product was about 9 percent in
the last quarter of 1983. This is very high by historical standards
and suggests that there are still substantial unused resources. One
beneficial byproduct of this economic slack is that it tends to
dampen upward price pressures.

The rate of inflation continued to moderate in 1983. As measured
by the Consumer Price Index for All Urban Consumers (CPI-U),
the 1983 inflation rate was only 3.2 percent, the smallest rise since
1967. Table 2 below presents the 1982 and 1983 rates of gain in se-
lected components of the CPI-U. All of the major components of
the CPI-U rose at a slower rate in 1983 than in 1982. Energy was a
major contributor to the easing in inflation. There continued to be
an oversupply of energy products. For the first time in its history,
in-March 1983 the Organization of Petroleum Exporting Countries
was forced to cut its price for crude oil. The weakness in the
energy market was a large factor in the slowing of the CPI-U’s
housing (which includes household fuels) and transportation compo-
nents.

TABLE 2.—CONSUMER PRICE INDEX FOR ALL URBAN CONSUMERS

[Percent change from previous year}

1982 1983

All items 6.1 3.2
Food and beverages 41 22

Housing. 13 2.7
Apparel and upkeep 2.6 2.5
Transportation 41 2.4
Medical care 116 8.7
Entertainment 6.5 43
Special indexes:
Energy 1.5 8
All items less food 6.6 34

All items less shelter 5.7 37

Source: U.S. Dept. of Labor. Bureau of Labor Statistics.

Whether by good fortune or good planning, Government econom-
ic policy tended to foster the economic upturn. Fiscal policy was
particularly stimulative. During fiscal year 1983 (ending September
30, 1983), the Federal Government’s budget deficit approached $200
billion. Without this stimulus, it is unlikely that the recovery
would have been as vigorous as it was. The third phase of the 1981
tax cut, which went into effect in July 1983, undoubtedly gave the
economy additional forward momentum.

Monetary policy was essentially accommodative. The monetary
aggregates grew quite rapidly during the first half of 1983, but this
growth slowed materially in the second half of the year. Ml, the
narrowly defined money stock, rose at a 14-percent annual rate be-
tween December 1982 and June 1983, and at a 4-percent rate from
July through December 1983. For the year as a whole, M1 grew
about 9 percent. At the end of 1983, the various measures of the
money supply were all within the target ranges established by the
Federal Reserve Board at the beginning of the year.
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Interest rates were, for the most part, stable over the course of
1983, albeit at very high levels. At the start of 1983, it had been
feared that the latter months of 1983 would see a clash in the fi-
nancial markets between private and Government demand for
credit which would cause interest rates to rise. Such a rise would
have retarded private investment and slowed the overall pace of
economic activity. But this clash did not occur. There was no in-
crease in business borrowings in 1983, as industry was able to
obtain needed funds from internally generated capital. In addition,
there was a large inflow of capital from overseas which augmented
domestic savings and helped finance the Government’s budget defi-
cit.

In summary, during 1983 the economy experienced a better than
expected cyclical recovery. The unemployment rate declined sharp-
ly while the rate of inflation continued to ease. Nevertheless, at
the end of the year there was still a considerable amount of unuti-
lized resources.

B. THE FEDERAL BUDGET AND OLDER AMERICANS

1. THE FiscaL YEAR 1984 BupGger DiLEMMA

In 1988, the Congress and the Reagan administration reached a
deadlock on the question of how to reduce record budget deficits.
Annual budget deficits have grown from $58 billion to $195 billion
in the last 2 years, and the prospect of continued $200 billion or
more deficits has become the central issue in the budget debate.

In his fiscal year 1984 budget proposal, the President called for
additional social program spending reductions and defense in-
creases, while proposing largely contingent tax increases, to
become effective only if continuing deficits were accompanied by
economic recovery. More than one-fourth of the proposed tax in-
creases in the budget were social security tax changes proposed by
the National Commission on Social Security Reform to solve social
security’s financing problems.

The President’s budget met with a cool reception on Capitol Hill.
The Congress balked at further social spending reductions on the
heels of substantial reductions already achieved in the fiscal year
1982 and 1983 budgets. Instead Congress proposed, in the First Con-
current Budget Resolution for fiscal year 1984, that over 85 percent
of the deficit reduction should be achieved through new taxes. The
resolution called for $73 billion in tax increases and $12 billion in
reduced outlays over fiscal years 1984-86 (in addition to the social
security changes already enacted). The rate of increase in defense
spending was lessened to an annual rate of 5 percent above infla-
tion. The only social program spending cuts proposed by the Con-

30-629 O—84—17
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gress were to be achieved through costcutting measures in medi-
care.

With the completion of the first budget resolution, action on the
budget essentially stalled. A reconciliation bill reducing the deficit
by $10.3 billion over 3 years (H.R. 4169) passed the House but re-
mained before the Senate when the Congress adjourned in Novem-
ber. More substantial deficit reduction efforts, focused on raising
taxes and reducing entitlement spending, were considered by the
Senate Finance and House Ways and Means Committees, but were
never brought before either chamber.

After adoption of the first resolution, attention shifted to taxes
and entitlements, neither of which are subject to the appropri-
ations process. Since changes in the appropriated accounts were
not in dispute, Congress was able to enact 4 of the 13 fiscal year
1984 appropriations bills before the beginning of the fiscal year,
and 9 of the 13 before the end of the first session.

The stalemate remaining in the Congress over deficit reduction
legislation amounted to a standoff between an administration
which feared that tax increases would hamper economic recovery,
yet which was committed to a major defense build up, and a Con-
gress which had reached its limit on social spending cuts. As the
deadlock over the budget set in, interest grew in the Congress in
finding a simple, compromise solution balancing tax increases and
entitlement cuts. The most seriously discussed option was a propos-
al to achieve equal revenues and savings by reducing the indexing
of both tax brackets and the annual cost-of-living adjustments
(COLA’s) in non-means tested entitlements. The proposal, referred
to as “CPI minus 3” would have increased tax brackets and re-
duced COLA’s by 3 percentage points less than the usual full in-
crease in the Consumer Price Index (CPD).

By the beginning of 1984, the Congress had yet to act on legisla-
tion to achieve the targets set in the first budget resolution. De-
spite the beginnings of an economic recovery in 1983, deficits
remain projected to exceed $200 billion a year in the near future.
With growing spending and relatively fixed revenues, the prospects
are bleak for a reduction in the debt without major changes in cur-
rent tax and spending policy.

2. Long-TErRM BUDGET DYNAMICS

Prior to fiscal year 1982, Federal budget deficits were fairly
stable, averaging in the most recent years about $50 billion a year.
Federal budget outlays accounted for between 20 and 22 percent of
GNP, while revenues equaled 18 to 20 percent of GNP. Federal out-
lays became a slightly larger share of GNP in the late 1970’s than
they had been in the early 1970’s, resulting in annual deficits ex-
ceeding 2 percent of GNP in the last years of the decade.
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TABLE 3.—FEDERAL FINANCES AND THE GROSS NATIONAL PRODUCT, 1966-87

{Dollar amounts in billions]

Budget receipts Budget outlays Surplus or deficit{—)
Pl year Amount Per&n; o Amount Pﬂg"}} o Amount Perg‘rg of
1966 $130.9 18.1 $134.7 18.6 —$38 5
1967 1489 19.2 157.6 20.3 -87 11
1968 1530 184 1781 214 —25.2 3.0
1969 186.9 20.5 183.6 20.2 32 A
1970 1928 199 195.7 20.2 —28 3
1971 187.1 18.1 210.2 20.4 —-230 2.2
1972 207.3 184 230.7 204 —234 21
1973 230.8 184 245.6 19.6 —148 1.2
1974 263.2 191 267.9 194 —47 3
1975 279.1 189 324.2 219 —452 31
1976 298.1 18.2 364.5 22.2 —66.4 4.0
1977 355.6 19.1 400.5 215 —449 24
1978 399.6 19.1 448.4 214 —488 23
1979 463.3 19.7 491.0 208 =217 1.2
1980 517.1 201 576.7 224 —59.6 2.3
1981 599.3 20.8 657.2 228 -579 2.0
1982 617.8 20.2 7284 238 —-1107 36
1983 600.6 186 796.0 247 —1954 6.1
1984 estimate. 670.1 188 853.8 240 —1837 5.2
1985 estimate. 7451 19.2 925.5 238 —1804 46
1986 estimate 8149 193 992.1 234 1771 42
1987 estimate. 887.8 193  1,068.3 233 —180.5 39

Source: Office of Management and Budget. The United States Budget in Brief, Fiscal year 1985. February 1984. Table 8.

Beginning in fiscal year 1982, however, radical changes began to
occur in the Federal budget. Federal budget outlays rose substan-
tially, from 22.8 percent of GNP in 1981 to 24.7 percent in 1983,
while revenues declined in relative terms, from 20.8 percent of
GNP in 1981 to 18.6 percent of GNP in 1983.
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CHART 2

FEDERAL BUDGET AS A PERCENT OF GNP
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Rising outlays were driven primarily by large legislated in-
creases in defense spending, which raised the proportion of GNP
spent on national defense from 5.5 percent in 1981 to 6.5 percent in
1983. In addition, net interest payments rose as a result of high in-
terest rates and rising deficits, growing from 2.4 percent to 2.7 per-
cent of GNP over this period. Outlays for entitlements (e.g., social
security, medicare, Federal pensions) also increased over this
period, rising from 10.7 percent of GNP in 1981 to 12 percent in
1983. However, legislation enacted to limit their growth is expected
to reduce entitlement outlays to 1981 levels again in 1984.5

CHART 3
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Increases in defense and entitlement spending were substantial
enough in the early 1980’s to more than offset large reductions in
spending for other, largely social, programs. Nondefense discretion-
ary spending declined, largely as the result of large fiscal year 1982
and 1983 budget cuts, from 5.1 percent of GNP in 1981 to 4.4 per-
cent in 1983.6

:}Jb% Congressional Budget Office. Unpublished Tables. January 1984,
id.
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A substantial shift in spending from social to defense purposes is
expected by the end of the decade, without a change in the law.
Projections prepared by the Congressional Budget Office (CBO), in-
dicate that outlays are expected to stabilize near 25 percent of
GNP for the remainder of the decade. At the same time, defense
spendl‘ng under current law is expected to rise from 6.5 percent of
GNP in 1983 to 7.8 percent by 1989, while entitlements and other
mandatory spending will decline from 12.4 to 10.6 percent, and
nondefense discretionary spending will decline from 4.4 to 3.7 per-
cent. As a result, the portion of the budget dedicated to defense
will grow, under current law, from 26 to 30 percent over this
period, while domestic spending will decline from 62 to 55 percent.”

CHART 4

ALLOCATION OF THE FEDERAL BUDGET
: 1988 AND 1989
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The decline in revenues since 1982 has largely resulted from a
reduction in tax rates enacted as part of the Economic Recovery
Tax Act of 1981 (ERTA). In addition, ERTA authorized a provision
indexing the dollar tax brackets to the Consumer Price Index (CPI).
This provision, effective in January 1985, will result in a further
gecline in income tax revenues relative to the economy in the

uture.

In the last 3 years, the decline in revenues combined with a con-
tinuing increase in outlays has nearly quadrupled annual budget
deficits. Budget deficits have become the most pressing concern of
the Congress, forcing a search for quick and relatively easy sources
of revenues or savings. This search has come to focus on entitle-
ment programs not because they are the source of budget deficits,

7U.S. Congressional Buﬁet Office. Baseline Budget Projections for Fiscal Years 1985-89. A
Report to the Senate and House Committees on the Budget—Part II. February 1984. pp. 19-20.
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but because they constitute such a large portion of budget outlays,
and spending cuts in other areas of the budget have already been
achieved or are nearly impossible to achieve. Since the benefactors
of most entitlement spending are elderly, it is inevitable that con-
cern would center on the elderly and their burden on the budget.

3. FEDERAL SPENDING FOR OLDER AMERICANS

The fact that the portion of the Federal budget devoted to older
Americans has grown substantially in the past, and is expected to
grow in the future, is often used to support the claim that Federal
spending for the elderly is out of control. This conclusion is based
on a simple and misleading analysis of the role of such spending in
the Federal budget. Projected growth in Federal programs benefit-
ing persons over 65 is now almost entirely the result of uncon-
trolled increases in health spending. It is no longer realistic to
assume, as the projections do, that health spending increases at
current rates will continue unchecked.

TABLE 4.—FEDERAL OUTLAYS BENEFITING THE ELDERLY 1

[tn millions]

1982 actual 1983 actual 1984 estimate 1985 estimate

Medicare-HHS, $42,633 $48,433 $56,395 $64,870
Medicaid-HHS 6,044 6,498 6,920 7,535
Other Federal health—miscellaneous 3,010 3,456 3,725 3,991
Health subtotal 51,687 58,387 67,040 76,396

Social security—HHQ 111,587 122,500 132,200 140,100
Supplemental security income—HHS 2 2,686 2,907 2,535 2,676
Veterans compensation—Pensions—VA 3,901 4,413 4,627 4,890
Other retired, disabled, and survivors benefits—miscellaneous ............... 19,960 20,828 22,355 23,571
Retirement/disability subtotal 138,134 150,648 161,717 171,237
Administration on Aging—HHS/USDA 3 708 730 792 739
Older American volunteer programs—ACTION .... 86 88 88 88
National Institute on Aging—HHS 89 83 100 112
Senior community service employment program—Labor .................... 214 319 317 317
White House Conference on Aging—HHS 3 0 0 0
Subsidized housing (sec. 8/pUblC) —HUD .......oovvvvoveecreececemeecerenneae 3,210 3,982 4,215 4,563
FmHA housing—USDA 35 46 50 42
Elderly housing loans {sec. 202)¢ 725 765 764 707
Food stamps—USDA 541 591 555 524
Nutrition/Puerto Rico 8 0 41 4] 41
Social services title XX—HHS 308 326 366 369
Energy assistance—HHS 589 670 560 560
Other—miscellaneous 997 1,690 1,296 1,293
QOther subtotal 7,625 9,331 9,144 9,356

Total dedicated elderly resources 197,446 218,365 237,901 256,989

Percent of total Federal outlays 211 274 219 278

1 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 gggram staff. Other Federal
rro rams that assist the elderly (e.g. consumer activities. USDA extension services. National park services) have been excluded due to data
imitations.

2 fiscal year 1983 and fiscal year 1988 outlays represent 13-month benefit periods, Fiscal year 1984 outlays reflect an 11-month benefit period.

3 Includes elderly feeding cash/commodity support from USDA in fiscal year 1982-fiscal year 1934.

4 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: Office of Management and Budget, February 1985.
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Today, about 27 percent of the Federal budget is spent on bene-
fits for older Americans. In all, 40 percent of the Federal budget
goes to retirement and health programs which include the elderly
as beneficiaries. The share of the Federal budget spent on these
programs has increased from 25 percent in 1965, and is projected to
increase further to more than 50 percent after the turn of the cen-
tury.® All of this is not spending on the elderly, but the increase in
proportion reflects the growing cost of supporting older Americans.

The past growth in spending on the elderly and the growth pro-
jected for the future result from two completely different factors.
Before the 1980’s, the growth in spending on the elderly was large-
ly due to the normal maturing of retirement income programs. As
social security and Federal pension programs developed they sup- -
ported greater numbers of retirees with higher benefit payments
for longer periods. In addition, legislated benefit increases in re-
sponse to high rates of poverty among the elderly raised total pay-
nsx;'ezr(l)ts for social insurance substantially in the late 1960’s and early
1970’s.

Retirement income spending, however, is no longer a source of
growth in spending on the elderly. In the last 2 years, the relative
growth in retirement income spending has slowed, and it is now
projected to decline for 20 years as a result of stability in the size
of the older population, not reaching current levels again until
2030. Social security retirement and disability benefits, which grew
from 2.5 percent of GNP in 1965 to 5.2 percent in 1983, are project-
ed to decline to 4.2 percent by 2005 and then increase to 5.7 per-
cent by 2030. Other pension benefits paid from the Federal budget
are expected to decline from 2 percent of GNP currently to about
1.2 percent of GNP by 2030.°

Today rising health care costs have taken over as the source of
increase in Federal spending on the elderly. In 1970, medicare and
other Federal health programs accounted for only 1.6 percent of
GNP but by 1983 Federal health spending had risen to 2.7 percent
of GNP. With no change in the law, increases in health spending
are projected to accelerate, resulting in more than 6 percent of
GNP going to Federal health spending by 2030.'° In short, if
health care costs are not brought under control, Federal spending
on health care will equal, and indeed surpass, Federal spending on
retirement income within the next 50 years.

Overall, the share of the Federal budget going to the elderly is
expected to remain fairly stable for the next two decades, as de-
clines in retirement income spending offset increases in health
spending. Only then should overall spending on the elderly rise as
a portion of the budget, and then only if health costs have been al-
lowed to rise unchecked in the interim.

8 Estimates derived from the 1983 Reports of the Trustees of the Old-Age and Survivors Insur-
ance and Disability Insurance Trust Funds and the Hospital Insurance Trust Funds, and other
actuarial reports for Federal retirement programs; and based on the assumption that the Feder-
al budget remains fixed in relation to GNP.

9 Social Security estimates are from the 1983 Report of the Trustees of the 0Old-Age and Survi-
vors Insurance and Disability Insurance Trust Funds. Table 30. Based on Intermediate 1I-B as-
sumptions. Additional estimates are from actuarial reports from Federal retirement programs.
“;‘;Mﬁudxnc;re forecasts are from the 1983 Report of the Trustees of the Hospital Insurance

t .



93

Even though entitlement spending in its entirety is neither out
of control nor even rising in relation to the budget or GNP, there is
still pressure to cap entitlement spending to reduce budget deficits.
Social security is the largest entitlement program. By itself it is a
large and ready source for budget savings—its cash benefits to the
elderly now represent 15 percent of the Federal budget and 60 per-
cent of the Federal spending for the elderly.

Although social security cuts could help reduce deficits, it is not
likely that benefit cuts can be easily justified. Social security’s self-
financing generates revenues for the Federal budget which would
otherwise not be available. These are revenues dedicated to the
payment of social security benefits. To use social security revenues
to reduce budget deficits while seeking cuts in social security bene-
fits under the guise of controlling entitlement spending would be
difficult to rationalize. This is especially true since the financing of
the social security trust funds is now a source of surpluses and is
thus already reducing the budget deficit.

Social security is the largest self-financed program, but by no
means the only one. In fact, over half of all entitlement spending is
self-financed. If expenditures for all partially self-financed pro-
grams were excluded from 1982 Federal spending estimates, less
than 4 percent of the Federal budget would be devoted to programs
assisting the Nation’s elderly.

The elderly receive a large share of the Federal budget for good
reason. Most of the care that was once theoretically provided to the
elderly through their extended families is now provided through
mandatory social insurance. While it was relatively easy in a more
agrarian society to support older family members, the greater mo-
bility of younger workers and greater life expectancy of surviving
elders has made it necessary to provide this support more formally.
In the 1930’s, the Federal Government accepted the responsibility
for taxing younger workers and transferring the tax to those no
longer working. This responsibility has become one of the largest
and most important activities of the Federal Government. Thus the
substantial share of the Federal budget dedicated to the elderly re-
flects the important role of government in transferring income
from workers to their nonworking parents.



Part I
RETIREMENT INCOME

After several years of congressional inaction in the face of
mounting financing difficulties and budget pressures, 1983 brought
a flurry of legislation in the area of retirement income. Social secu-
rity’s short run and long run solvency was restored after a decade
of projected deficits, and the railroad retirement system was refi-
nanced to maintain benefit payments to its annuitants. In addition,
two pension bills began to move at the end of the first session of
the 98th Congress despite the failure of similar legislation in previ-
ous Congresses.

For the first time in the 1980’s, the significant retirement income
legislation was not enacted as part of the annual budget process.
Instead, the budget process ground to a halt in 1983, leaving budget
reconciliation legislation stranded in the House and Senate. With
projections of annual budget deficits near $200 billion a year, how-
ever, budget concerns remain predominant. Since retirement
income payments to the elderly account for nearly one-fifth of the
Federal budget, it is inevitable that proposals to trim retirement
income programs will continue to surface in the annual budget
debate. To a large extent, these proposals build on a sense that the
economic status of the elderly has improved tremendously, surpass-
ing that of the nonelderly in recent years.

A. ECONOMIC STATUS OF OLDER PERSONS

The recession in 1982 continued the downward pressure on the
real incomes of those under 65, and brought the average for this
group closer to the average income of older persons. As the income
gap between these groups has narrowed, some analysts have begun
to contend that the economic status of the elderly now equals or
exceeds that of the nonelderly. This contention was reinforced by
the fact that in 1982, for the first time since the measurement of
poverty began, the poverty rate for the nonelderly actually exceed-
ed the poverty rate for the elderly.

Although the income gap between those older and younger than
65 has clearly narrowed, it is not clear that the elderly are now as
a group better off than the nonelderly. Despite substantial im-
provements in the last 30 years, the cash income of the elderly re-
mains substantially lower than that of the nonelderly. Beyond this
simple comparison, the relative economic status of older and youn-
ger persons is difficult to evaluate because of differences which
exist in the nature of their income, wealth, tax treatment, and con-
sumption patterns. Adjustments made to account for wealth, taxes,
and consumption will raise the economic status of some, but not

(95)
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all, older persons. Even with these adjustments, the elderly tend to
be concentrated in income ranges just above the poverty level,
where they are overlooked for social policy considerations. In the
past, justification for special programs for the elderly has been
based on the assumption of higher rates of poverty when, in the
fact, the major differences now occur just above the poverty line.
This section will trace the changing nature of cash income for the
elderly and review the current differences in the incomes of the el-
derly and nonelderly.

1. INcoME TRENDS!

In 1960, one out of every three older Americans was poor—a rate
of poverty twice that of nonelderly adults. Concern over the preva-
lence of poverty and generally low average income of the elderly
brought greater public attention to their income needs and a con-
certed effort to increase public transfers. Improvements in retire-
ment benefits and a general improvement in the earnings and re-
sources of those reaching retirement over the last two decades have
produced a remarkable change in the economic status of the older
population. Today, only one older American in seven has an
income below the poverty level—a poverty rate now quite close to
the rate for nonelderly adults. The transformation in the relative
economic status of the elderly has occurred in two distinct periods.

(A) 1960 TO 1974

Substantial gains in the average income of the elderly occurred
during the 1960’s and early 1970’s due to a general increase in the
standard of living, and specific improvements in social security and
employer-sponsored pension benefits. Those retiring during this
period also benefited from maturation of the retirement income
system, having been in the labor force when coverage of workers
under retirement income programs expanded in the 1940’s and
1950’s. Expanding coverage under the plans, granting of past serv-
ice credits in new plans, rising career wages, and general improve-
ments in benefits helped to raise real benefit levels for each suc-
ceeding generation of workers. Those retiring most recently with
full or nearly full careers under these programs have, of course,
benefited the most.

The most noticeable improvements in the incomes of the elderly
came as a result of substantial real benefit increases enacted in
social security in the late 1960’s and early 1970’s. Between 1968
and 1971, ad hoc social security increases raised benefit levels by
43 percent, while consumer prices rose by only 27 percent.? The
1972 Social Security Amendments increased benefits by another 20
percent across the board. These changes, added to the effects of ma-
turing retirement income programs and economic growth, nar-
rowed the gap between the elderly and nonelderly considerably.

1 Unless otherwise noted, information on income trends comes from special tabulations of data
from the Census Bureau’s Current Population Reports—series P-60 for various years, prepared
by Tom Bailey of the Congressional Research Service.

2 Koitz, David. The Indexing of Social Security. U.S. Congress, Senate. Committee on the
Budget. Indexation of Federal Programs. 97th Cor}g., 1st sess. Prepared by the Congressional Re-
search Service, Library of Congress. Washington, U.S. Govt. Print. Off., 1981. p. 143.
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The resulting improvement in economic status of the elderly up
to 1974 was significant. The poverty rate among those 65 and over
was more than halved, declining from 28.5 percent in 1966 to 14.6
percent in 1974. During this period, the poverty rate among nonel-
derly adults declined less substantially from 10.6 percent in 1966 to
8.5 percent in 1974. The median income for families with a head 65
and older rose in constant (1982) dollars by nearly a third—from
$11,356 in 1967 to $14,690 in 1974. Growth in the median income
for families with a head under 65 also rose in constant (1982) dol-
lars over this period, but not nearly as rapidly as that of elderly
families—from $25,305 in 1967 to $28,147 in 1974.
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(B) 1974 TO 1982

By the late 1970’s, the general effects of stagnation in the econo-
my brought real income increases for all groups to a halt. While
automatic indexing of social security benefits helped protect the
real income of the elderly in a period of rapid inflation and slow
wage growth, it protected less than 40 percent of total income the
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elderly received. At the same time, stagnant final pay levels, earli-
er retirements at reduced benefit levels, declining market prices
for some assets, and only partial indexing of most pension benefits
dampened any upward trend in retirement income.

As a result, the gap in income between the elderly and nonelder-
ly narrowed only slightly after 1974. The average real income of
the nonelderly actually declined somewhat, while the rise in aver-
age real income of the elderly slowed significantly. The median
income of families with a head under 65 declined in constant (1982)
dollars by 5.2 percent from $28,147 in 1974 and to $26,679 by 1981.
The median income of families with a head 65 and over increased
in constant (1982) dollars by 3.6 percent from $14,690 in 1974 to
$15,214 in 1981. In 1982, the downward trend continued for the
nonelderly, with a further decline in the median family income to
$2§$,003, while the median income of elderly families rose sharply
to $16,118.

CHART 2

MEDIAN FAMILY INCOME 1/
BY AGE OF FAMILY HEAD

1965-1982

$30, 800

P UNDER AGE 65

$25, 000 .
u -
o
S
—

520, 900

$15, 200]

AOE 65+
$10, 000 : : 1 ,
1965 1970 1975 1980 1983
YEAR

1/ in constant 1982 dolliars.

SDURCE: CONGRESSIONAL RESEARCH SERVICE, SPECIAL TABULATION
FROM U.S. BUREAU OF THE CENSUS, *“MONEY INCOME OF
FAMILIES AND PERSONS IN THE UNITED STATES,

Poverty rates have shown a similar trend. Poverty rates among
those 65 and over have risen only slightly from 14 percent in 1978
to 14.6 percent in 1982, while poverty rates among adults under 65

llxggze risen dramatically from 8.9 percent in 1978 to 12.3 percent in
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(C) CHANGING COMPOSITION OF INCOME

The rapid growth in real benefit levels for the elderly during the
late sixties and early seventies was accompanied by a substantial
change in the composition of income the elderly received. In the
late 1960’s, families with heads 65 and older derived nearly half of
their income from earnings, while only 23 percent of their income
came from social security. Now, 20 years later, social security has
T_urpassed earnings as the leading source of income for these fami-
ies.

A substantial decline in the role of earnings has been the most
notable feature of this change. The trend toward earlier ages of re-
tirement among older males has caused labor force participation
rates of men 65 and older to drop from 33 percent in 1960 to 19
percent in 1980.3 As a result, earnings which accounted for 48 per-
cent of elderly family income in 1968 accounted for only 31.5 per-
cent in 1980.
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3U.S. Dept. of Labor. Bureau of Labor Statistics. Handbook of Labor Statistics. Washington,
U.S. Govt. Print. Off., 1983.



100

Social security grew in importance as a source of income to elder-
ly families between 1968 and 1974, but has remained fixed since
then. As a result of legislated benefit increases in 1968, 1970, 1971,
and 1972, the proportion of elderly family income coming from
social security increased from 23 percent in 1968 to 31 percent in
1974, Since 1974, however, the proportion of elderly family income
coming from social security has remained steady. In recent years, a
particularly steep decline in the role of earnings has been offset by
an increase in the role of assets and pensions as a source of income.
This shift was most pronounced between 1978 and 1980, as assets
increased from 15.7 percent to 19.4 percent and pensions grew from
13.8 to 15.8 percent of income.

2. CurrenNtT EcoNnoMic Status?

Although poverty rates among the elderly and nonelderly are
now similar, larger proportions of the elderly remain clustered just
above the poverty line. While the elderly receive more economic
advantage than the nonelderly from the tax treatment of income,
government in-kind transfers, lifetime accumulations of wealth,
and family size; these factors do not entirely offset the generally
lower cash incomes of the elderly. When all factors are considered,
the elderly remain more likely than the nonelderly to be only
barely removed from poverty. The following analysis reviews new
information on the effect of these factors on the distribution of
income among the elderly and nonelderly.

(A) CASH INCOME

When compared strictly on the basis of money income, older per-
sons, on average, receive substantially less income than those
under 65. In 1982, the median income of families having at least
one member age 65 or older was $17,216, about 70 percent of the
median income ($24,966) of families with no elderly members. The
median income of elderly individuals not living in families was
$6,367, about half that of nonelderly individuals ($12,246).

The average of elderly income is low due to an extremely large
concentration of older persons at very low levels of cash income.
The distribution of cash income among the elderly is substantially
more unequal than the distribution among the nonelderly. In 1980,
57.3 percent of the families with heads 65 and older has cash in-
comes below $10,000, compared to only 24.9 percent of the families
with heads under 65. The concentration of older families was great-
est between $3,000. and $6,000, but was particularly small at the
lowest income level (under $1,500). Nonelderly families, on the
other hand, were fairly evenly distributed across the low-income
ranges. The tendency of older families to cluster at incomes just
above the lowest income range is evidence of the effect of the
income floor provided through SSI. Very poor younger families
have no similar form of income protection. :

*Information on 1982 income status and poverty comes from special tabulations of the Census
Bureau’s March 1983 Current Population Survey [CPS], prepared by Tom Bailey of the Congres-
sional Research Service. Information on comparisons of elderly and nonelderly income in 1980
%opnsxes from tabulations prepared for the committee by ICF, Inc., using a modified March 1981
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(B) POVERTY

The poverty rate is one regular measure of relative income
which adjusts for variations in need. The poverty rate measures
the adequacy of money income in relation to a minimal level of
consumption, fixed in real terms and adjusted for family size.

Traditionally, larger proportions of the elderly than the nonel-
derly have been unable to attain this minimal level of consump-
tion. However, in 1982, the deepening recession caused poverty
rates for the nonelderly to exceed the elderly poverty rate for the
first time. The rise in poverty among the nonelderly was substan-
tial. Nearly 3 million more nonelderly adults and children were
below the poverty level in 1982 than there had been in 1981. The
poverty rate among the nonelderly—at 15 percent—was more than
1 percent higher than the poverty rate of 13.9 percent in 1981. At
the same time, the number of elderly with income below the pover-
ty level remained steady—varying slightly from 3.9 to 3.8 million—
while the elderly poverty rate reversed an upward trend of recent
years, declining from 15.3 to 14.6.

Poverty is, of course, not uniform among the elderly. Rates of
poverty are lowest among the younger elderly and among whites,
particularly white males. The incidence of poverty increases among
older persons with advancing age. For example, the poverty rate
for persons between the ages of 65 and 74 was 12.4 percent com-
pared to 17.4 percent for those between the ages of 75 and 84, and

30-629 O0-—84——8
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21.2 percent for those age 85 and over. The incidence of poverty
was also higher for females than males—17.5 percent of elderly fe-
males were poor compared to only 10.4 percent of elderly males.
Black elderly had a poverty rate (38.2 percent) three times as that
of white elderly (12.4 percent). Hispanic elderly also had a poverty
rate (26.6 percent) higher than that of white elderly. Older persons
living in a family had a lower incidence of poverty than elderly in-
dividuals. Only 8.5 percent of the elderly who lived in families were
poor, compared to 27.1 percent of those living outside a family set-

ting.
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Poverty is a limited measure of relative economic status, focusing
only on those with income so low they are unable to meet minimal
food needs. It is not surprising to find that at the very lowest
income levels, the elderly are somewhat better protected than the
nonelderly because only the elderly benefit from a uniform Federal
income floor available in the SSI program. At levels just above pov-
erty, however, there remains a significantly greater concentration
of older persons. In 1982, nearly one older person in three had an
income within one and a half times the poverty level, compared to
only one in four younger persons.



103

CHART 6

POVERTY STATUS OF PERSONS BY AGE
FERCENT DISTRIBUTION

1382
4
J1.8m
L 30
(=]
= 24, 70
- ]
=
z
L 20 [] 125-149% poverty level
<
| E in] 100-12dX poverty level
[in]
= helogw poverty laevel
& 1p
f_d

under 63 ags &3 ¢+
AGE GROUFS

SOURCE: CONGRESSIONAL RESEARCH SERVICE, SPECIAL TABULATION
FROM THE U.S. BUPEAU OF THE CENSUS, CURRENT PCGPULATION
SURVEY, MARCH 1983

(C) TAX TREATMENT

The elderly generally pay a smaller portion of their income in
taxes than do the nonelderly. As a result, when tax payments are
taken into consideration, the net incomes of the nonelderly tend to
be reduced somewhat, while the net incomes of the elderly remain
relatively unchanged.

Several features of the tax system advantage the elderly. As a
matter of public policy, there are four special tax provisions aimed
at reducing the tax burden of older taxpayers: (1) The exclusion of
social security, railroad retirement, and veterans pension income;
(2) the additional exemption for the elderly; (3) the elderly tax
credit, targeted to low-income individuals with little or no social se-
culrity; and (4) the one-time exclusion of capital gains from home
sales.

While these four special tax provisions aid the elderly, it is not
clear that they result in a substantial income advantage for the el-
derly relative to other groups. Treasury estimates indicate that, in
1981, the tax loss resulting from the special treatment of elderly
income cost the Treasury $18.3 billion—only 14 percent of the total
tax loss from personal income tax exclusions and deductions (not
including the exclusion of employee benefits).? The tax advantage

57.S. Congress. Senate. Special Committee on Aging. Developments in Aging: 1982, v. 1. 98th
Cong., 1st sess. Washington, U.S. Govt. Print. Off. pt. I, ch. 2, table 7, from a study completed by
'l;légj.l.s. Treasury and released by the U.S. Congress, Joint Economic Committee, November
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benefiting the elderly will lessen in 1984 as a result of taxing half
of the social security benefit of higher income individuals.

Differences in the nature of their income also result in a rela-
tively lighter tax burden for older families than for younger fami-
lies. First, the elderly pay substantially less in social security taxes
because, as a group, they receive little or no income from earnings.
Second, the elderly on average pay income taxes at a lower rate
because of lower cash incomes.

Despite these differences in tax treatment, consideration of tax
payments does not appear to have a substantial effect on the rela-
tive economic status of the elderly. Because the tax burden of the
elderly tends to be light, there is little difference between the dis-
tributions of their pretax and posttax cash incomes. While the
somewhat heavier tax burden of the nonelderly does result in
lower posttax incomes, the difference does not appear to be sub-
stantial. In 1980, only 42 percent of the elderly had pretax incomes
above $10,000, compared to only 43 percent with posttax incomes
above this amount. At the same time, 75 percent of the nonelderly
had pretax incomes in excess of $10,000 compared to 69 percent
with posttax incomes over this level.

TABLE 1.—PERCENT DISTRIBUTION OF ELDERLY AND NONELDERLY FAMILIES, BY FAMILY INCOME
CLASS, USING PRETAX AND POSTTAX INCOME, 1980

Pretax cash income Posttax cash income
Nonelderly Elderty Nonelderty Elderly

Family income amount

Less than §3,000 59 11 6.2 11
$3,000 to $5,999 18 214 93 274
$6,000 to $9,999 111 228 157 24.0
$10,000 to $14,999 148 17.2 19.2 18.2
$15,000 to $19,999 14.0 9.3 17.7 10.0
$20,000 to $34,999 300 11.5 259 103
$35,000+ 16.3 47 6.0 30

Total 100.0 100.0 100.0 100.0

Source: {CF, Inc., Background Data on the Relative Economic Status of the Eiderty and Nonelderly in 1980. Prepared for the U.S. Congress,
Senate Special Committee on Aging. February 1984.

(D) IN-KIND BENEFITS

Critics contend that the difference in income between the elderly
and nonelderly would be reduced if the analysis of income took into
account the value of in-kind transfers. In-kind transfers are of par-
ticular significance to the elderly, since nearly every older person
is covered by medicare hospital insurance. In addition, 20.4 percent
of all elderly households receive at least one means-tested in-kind
benefit such as food stamps, publicly owned or subsidized housing,
or medicaid.®

A Census study of the effect of including in-kind transfers on the
1979 poverty rate concluded that the poverty rate for elderly house-
holds, in particular, declined substantially when the value of non-

6U.S. Congress. Senate Special Committee on Aging. Developments in Aging: 1982, v. 1. 98th
1(;.‘;[0ng.]:l lstgsze%sﬁs Washington, U.S. Govt. Print. Off. pt. II, table 3. From a special tabulation of the
arch 19 X
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cash benefits was included in income. Nearly all of the reduction,
however, was attributable to valuing medical and institutional
care. Including the value of only food and housing transfers in 1979
money income lowered poverty rates among the elderly from 14.7
to between 12.9 and 13.7 percent, depending on the method of valu-
ation. The addition of medical care, including institutional ex-
penses, lowered poverty rates to between 4.5 and 10.8 percent. A
similar revaluation for all poor, including the elderly, had a less
significant effect, lowering the overall poverty rate from 11.1 to be-
tween 6.4 and 8.9 percent.”

TABLE 2.—COMPARISON OF POVERTY RATES USING ALTERNATIVE INCOME CONCEPTS, VALUATION
TECHNIQUES, 1979

{In percent}
Valuation technique
Income concept Cash Pover;za
Market value equivatent budget share
value value

Money income alone:

Elderly 147 147 147

All poor 1L.1 111 111
Money income plus food and housing:

Elderly 128 131 137

All poor 94 9.5 98
Money income plus food, housing, and medical care (excluding institutional care):

Elderly 5.2 9.3 10.8

All poor 6.6 8.7 8.9
Money income plus food, housing, and medical care (including institutional care):

Elderly 45 8.0 10.8

All poor 6.4 8.2 89

Source: US. Bureau of the Census. Aiternative Methods for Valuing Selected In-Kind Transfer Benefits and Measuring Their Effect on Poverty.
Technical paper No. 50. U.S. Govt. Print. Off. 1982,

Including medicare and means-tested in-kind benefits in the
income of elderly and nonelderly families causes a more substan-
tial upward shift in the income distribution of the elderly than of
the nonelderly. When the value of in-kind benefits is added to
income, the proportion of elderly families with incomes in excess of
$10,000 increases from 42.7 percent to 46.2 percent, while the pro-
portion of nonelderly families with incomes in excess of $10,000
only increases from 75.1 percent to 76.0 percent.® The greater effect
of in-kind benefits on elderly income can be attributed largely to
the value of medicare coverage, which improves the income of
nearly all elderly families. Means-tested in-kind benefits, on the
other hand, have little effect on the incomes of middle and upper

7U.S. Dept. of Commerce. Bureau of the Census. Alternative Methods for Valuing Selected In-
Kind Transfer Benefits and Measuring Their Effect on Poverty. Technical paper No. 50. Wash-
ington, U.S. Govt. Print. Off. 1982. Tables A and B.

8Information prepared by ICF, Inc., on the effect of in-kind transfers on 1980 income of the
elderly and nonelderly is based on a “cash equivalent” value of benefit to the recipient. This is
an estimate of the amount of cash which would have provided the same utility to the recipient
as the in-kind benefit received. This method produces a lower value than the cost to the Govern-
ment of providing the benefit, but a higher value than estimates based on the “poverty shares”
method. For details on ICF’s methodology see: ICF, Inc., Background Data on the Relative Eco-
nomic Status of the Elderly and the Non-Elderly in 1980. Prepared for the U.S. Senate Special
Committee on Aging, February 1984. Appendix B.
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income families, and only help to reduce the large numbers of el-
derly and nonelderly clustered at very low income levels.

TABLE 3.—PERCENT DISTRIBUTION OF ELDERLY AND NONELDERLY FAMILIES, BY INCOME CLASS,
USING PRETAX INCOME WITH AND WITHOUT IN-KIND BENEFITS

Pretax cash income Pretax cash income with
_— in-kind benefits

Family income amount
Nonelderly By noegerly  Eiderty

Less than $3,000. 59 1.1 48 39
$3,000 to $5,999 18 214 13 253
$6,000 to $9,999 111 228 119 24.6
$10,000 to $14,999 148 17.2 15.2 18.1
$15,000 to $19,999 14.0 93 14.6 10.6
$20,000 to $34,999 30.0 11.5 30.2 12.3
$35,000+ 16.3 47 16.5 5.2

Total 100.0 100.0 100.0 100.0

Source: ICF, Inc., Background Data on the Relative Economic Status of the Eiderty and the Nonetderly in 1980. Prepared for the US. Congress,
Senate. Special Committee on Aging. February 1984.

While this analysis provides an insight into the effect of in-kind
transfers on individual well-being, it provides only a partial, and
thus biased, measure of their effect on the relative economic status
of the elderly and nonelderly. There is no agreement yet among re-
searchers on how to measure in-kind transfers, and the three alter-
native measures selected in the Census Bureau study produced
.widely varying results on net poverty rates of the elderly and non-
elderly. More significantly, studies to date have attempted to meas-
ure only transfers from means-tested programs which go primarily
to the elderly and poor. No comparable work has been done in val-
uing tax subsidies and employer-provided fringes which go primar-
ily to nonelderly middle and upper income groups. The Census
study suggested that of an estimated $216 billion of in-kind income
provided publicly and privately in 1980, means-tested transfers ac-
counted for only $48 billion. Non-means-tested in-kind income from
tax subsidies and private sources accounted for $113 billion.?

It is reasonable to speculate that including the value of noncash
transfers across the board would raise the incomes of all income
groups, without necessarily affecting the distribution of individuals
across groups. Those who now have the lowest money incomes
could well remain relatively poor under the new income measures,
while the “near poor,” who benefit least from means-tested trans-
fers, employer-provided benefits, or tax subsidies, could well decline
to the lowest relative income levels under the new measures.

(E) ASSETS

The elderly as a group hold substantially more in assets than the
nonelderly. Because of this difference, some analysts have argued
that comparison of only the incomes of the elderly and nonelderly
results in a biased assessment of their relative well-being. They
argue that the assets of the elderly are available to them for con-

- 91)?uléeau of the Census. Alternative Methods for Valuing Selected In-Kind Transfer Benefits.
able 2.
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sumption if necessary and should, thus, be considered in comparing
their relative economic status.

The fact that the elderly hold more assets than the nonelderly is
the result of normal life-cycle processes. People naturally tend to
accumulate savings, home equity, and personal property over a life-
time. A recent study, based on 1973 Treasury Department data, re-
veals that although the elderly accounted for only 20 percent of the
households in 1973, they owned 27 percent of the wealth. The elder-
ly, as a group, had a mean wealth ($50,855) 35 percent greater than
the mean wealth of all households ($37,711).1°

Although the elderly as a group hold greater assets than the
nonelderly, the elderly as individuals are less likely than other in-
dividuals to hold any assets. In other words, wealth greatly en-
hances the economic status of some elderly, but is of little or no
value to most of the elderly. The distribution of wealth is more un-
equal among the elderly than among any but the youngest age
group. Over one-half of the households with heads 65 and over had
no wealth whatsoever in 1973. At the same time, 21 percent of the
t(fg wealth holding households were headed by someone 65 or
older.!!

The inclusion of the value of wealth in the comparison of elderly
and nonelderly income exaggerates the relative economic well-
being of the elderly because of weaknesses in the methodology.
First, the wealth of the elderly is primarily home equity. The elder-
ly are more likely to be homeowners with greater equity in their
homes than the nonelderly. Over 70 percent of elderly households
now live in owner-occupied homes and half of these are owned free
and clear. However, home equity is inherently less liquid than
most other assets, and may easily appear to have greater value on
paper than it has to the individual. Thus, the contribution home
equity makes to economic well-being is uncertain—to include it in
the comparison of the economic status of the elderly and nonelder-
ly overstates the well-being of the elderly, while to exclude it clear-
ly understates their well-being.

The second problem involves the assumption for converting
assets to income. Patterns of dissaving assets do not relate directly
to age. Individuals who draw on their assets to meet consumption
needs, do so at widely varying rates. Younger people using savings
to finance their education or a home purchase may dissave their
assets over a few years, while the elderly are likely to draw down
their assets over a much longer period. The rates that are assumed
in converting assets to income, however, greatly affect the income
value of a given set of assets to an elderly or nonelderly individual.
Using an age-related rate for annuitizing an asset—as if the indi-
vidual were purchasing an indexed life annuity—dissaves the
assets of the elderly at a more rapid rate than those of the nonel-
derly—making the income value of a given asset pool much greater
for the elderly. '

19 Greenwood, Daphne. Age, Income, and Household Size: Their Relation to Wealth Distribu-
tion in the United States. per presented to the C. V. Starr Center for Applied Economics
Conference on International Comparisons of the Distribution of Household Wealth, New York
Unilvlebrséty, Nov. 11-12, 1983. Table 2.

11 Ihid.
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The effect of assets on the relative well-being of the elderly is
substantial, though it is exaggerated by available techniques for
construing asset value as income. Including the annuity value of
nonhousing assets in the incomes of elderly families has its great-
est effect on the incomes of those in the middle income ranges,
with practically no effect on those with incomes below $10,000.12
However, including housing in addition to nonhousing assets, has a
significant effect on the incomes of elderly in all income categories,
reducing the percent of elderly with incomes below $10,000 from
52.7 percent to 42.5 percent.

TABLE 4.—PERCENT DISTRIBUTION OF ELDERLY AND NONELDERLY FAMILIES, BY FAMILY INCOME
CLASS, USING POSTTAX CASH INCOME, INCLUDING IN-KIND BENEFITS, HOUSING AND NONHOUS-
ING ASSETS, 1980

 Posttax cash income, Posttax cash income, Postiax cash income
including in-kind benefits including nonhousing assets, including housing

Family income amount assets and nonhousing

Nonelderly Eiderly Nonelderly Elderly Nonelderly Eiderly

Less than $3,000. 50 39 5.0 38 47 23
$3,000 to §5,999 8.7 254 8.7 24.1 83 17.5
$6,000 to $9,999 16.3 25.7 16.3 247 15.8 227
$10,000 to $14,999 9.7 19.2 9.7 83 19.0 211
$15,000 to $19,999 179 111 179 118 17.5 143
$20,000 to $34,999 263 11.6 263 13.5 276 16.8
$35,000+ 6.1 3.0 6.1 41 10 54

Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: ICF, Inc., Background Data on the Relative Economic Status of the Elderly and Nonelderly in 1980. Prepared for the U.S. Congress,
Senate Special Committee on Aging. February 1984.

While including annuitized wealth in income does narrow the
income gap between the elderly and nonelderly, there remains a
significant difference between these two groups in the distribution
of income. With annuitized housing and nonhousing assets and in-
kind benefits included in income, net of tax payments, the elderly
are still more likely to be concentrated at low income levels than
the nonelderly. After all of these adjustments to income, 42.5 per-
cent of the elderly families had incomes below $10,000 in 1980 com-
pared to only 28.8 percent of the nonelderly families.

(F) FAMILY SIZE

The smaller size of elderly families has a more significant effect
on the relative economic status of the elderly and nonelderly than
any of the other factors. Most older people live either alone or with
a spouse, while younger families tend to have one or more children
living in the household. As a result, the average elderly family size
is 1.5 persons compared to 3.4 persons for the average nonelderly
family. With smaller families, the elderly do not have to stretch

12 The income value of assets in the 1980 data prepared by ICF, Inc. is based on the higher of
either actual income reported from assets in the March 1981 CPS or the annual income which
would be derived if the individual used his assets to purchase an indexed life annuity. The annu-
ity value (contribution to annual income) of the asset increases with the age of the purchaser.
For details on ICF’s methodology see: ICF, Inc. Background Data on the Relative Economic
Status of the Elderly and the Non-Elderly in 1980. Prepared for the U.S. Senate Special Com-
mittee on Aging, February 1984. Appendix B.



109

their incomes as far as the nonelderly, leaving more income for
each family member.

The simplest adjustment for family size is to divide family
income by the number of persons in the family—resulting in a per
capita income figure. The problem with this approach is that it ig-
nores the economies of scale which are possible in larger house-
holds, exaggerating the relative well-being of individuals in smaller
households. For example, the housing cost for a fourth person in a
family is substantially less than the housing cost for the first
person. To compute a simple per capita measure of income assumes
that the housing cost for a single person is one-fourth the housing
cost for a family of four. The best adjustment for family size is one
which accounts for the smaller marginal costs of adding each
successive family member. The equivalency scale based on the
family size adjustment used in the poverty index is used in the fol-
lowing analysis.

Adjustment of income for family size affects the income distribu-
tion of both elderly and nonelderly families, reducing the concen-
trations of families in the low income categories and increasing the
proportion of families appearing in the highest income ranges. The
effect is greater for elderly than nonelderly families, reducing the
proportion of elderly families with pretax cash incomes below
$10,000 from 57.3 percent to 33.2 percent, while the proportion of
nonelderly families with incomes below $10,000 is reduced from
24.9 percent to 17.1 percent.

TABLE 5.—PERCENT DISTRIBUTION OF ELDERLY AND NONELDERLY FAMILIES, BY FAMILY INCOME
CLASS, USING PRETAX INCOME AND PRETAX INCOME ADJUSTED FOR FAMILY SIZE, 1980

Pretax cash income Pretax cash income,
———————  adjusted for family size

Family income amount
Nonelderly Elderty Nonelderly Elderly

Less than $3,000 59 11 40 14
$3,000 to 5,999 19 214 5.1 8.4
$6,000 to 9,339 111 28 8.0 234
$10,000 to 14,999 14.8 17.2 10.7 201
$15,000 to 19,939 14.0 93 125 140
$20,000 to 34,999 300 115 314 203
$35,000+ 16.3 47 28.3 12.3

Total 100.0 100. 100.0 100.0

Source: ICF, Inc., Background Data on the Relative Economic Status of the Efderly and Nonelderly in 1980. Prepared for the U.S. Congress,
Senate Special Committee on Aging. February 1984.

Even controlling for family size, the elderly are significantly
more likely to have low incomes than the nonelderly. Twice as
large a proportion of elderly families than nonelderly families had
family incomes below $10,000, after the adjustment for family size.

(G) CONCLUSION

In recent years there has been increasing support for the notion
that the economic status of the elderly has come to resemble that
of the nonelderly. The notion that the elderly have the same re-
sources younger workers have is used as justification for proposing
cuts in social security spending or increased shifting of medicare
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costs to beneficiaries. However, the contention that the elderly are
as well off as the nonelderly has been based on simple and often
misleading comparisons of average income.

In fact, significantly higher proportions of the elderly than the
nonelderly have low cash incomes. Some of the low income concen-
tration among the elderly can be reduced if income is redefined to
include in-kind benefits and liquid assets, to factor out tax pay-
ments, and to adjust for family size. Similar but less intense
changes occur in the income distribution of the nonelderly when
these factors are taken into consideration. But even when income
is compared net of all of these factors, larger proportions of the el-
derly than of the nonelderly remain concentrated at low levels of
income.

CHART 7

CASH AND TH-KIND AFTER TAX FAMILY INCOME, ADJUSTED FOR FAMILY SIZE
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B. RETIREMENT INCOME—1983

1983 was a year of tremendous change in retirement income pro-
grams. After several years of virtual stagnation on retirement
issues, the Congress finally enacted legislation to correct financing
difficulties in social security and railroad retirement and began se-
riously considering legislation to strengthen the pension benefit
guarantee program and enhance women’s pension benefits. The
social security financing legislation was particularly noteworthy,
first, because it restored a condition of short and long run financial
solvency which the program has not experienced in over a decade,
and second, because in covering new Federal employees under
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social security it set in motion a process of restructuring Federal
employee pensions.

These positive changes obscured for the moment a growing con-
cern about the burden of public income support for the elderly on
younger workers. Though workers’ real earnings will rise this year
due to recent economic growth, in previous years the real incomes
of the nonelderly have declined, while the elderly have maintained
their real incomes, largely because of the successful indexing of re-
tirement benefits. This narrowing of the income gap between the
elderly and nonelderly has created a sense that the incomes of el-
derly families have surpassed those of younger families, and this in
turn has raised interest in capping spending on entitlements as a
means of reducing the budget deficits.

Concern about the growth of entitlement spending in the budget
continued in 1983, even though the social security financing pack-
age reduced fiscal year 1983-85 budget deficits by $35 billion.
Within a month of the enactment of the 1983 Social Security
Amendments, a proposal was introduced in the Senate to further
reduce annual cost-of-living adjustments in social security to
achieve another $25 billion in savings over 3 years. This reduction
was to be linked to a comparable increase in income taxes, as part
of a “CPI minus 3” solution to soaring budget deficits. At the end
of the year, despite the relatively sound financial condition of re-
tirement income programs, policymakers were being driven by
high deficits to search for savings in the one-fifth of the Federal
budget devoted to providing retirement income for the elderly.

The 98th Congress returned, amidst uncertainty about the
budget, to start its second session in the 10th anniversary year of
two landmark pieces of income legislation. Both the supplemental
security income (SSI) program and the Employee Retirement
Income Security Act (ERISA) went into effect in 1974. The first cre-
ated a Federal income floor for the elderly, and the second estab-
lished safeguards and guarantees for the private pension benefits
of retired workers. These anniversaries afford the Congress the op-
portunity to review past progress toward providing the elderly ade-
quate income in retirement, and to renew its pledge to achieving
this goal for the future.



Chapter 3

SOCIAL SECURITY

OVERVIEW

Congress acted in 1983 to restore financial solvency to the social
security program and end 4 years of bitter partisan debate over the
future of the program. The Social Security Amendments of 1983,
signed by the President as Public Law 98-21 on April 20, 1983,
eliminated projected short- and long-term deficits in the retire-
ment, survivors, and disability insurance programs. Congress left
unresolved for the moment the future of the medicare program,
whose hospital insurance (HI) trust fund faces a far more serious
financing deficiency over the remainder of this decade.

The Social Security Amendments of 1983 moved quickly through
the legislative process under the threat of imminent delays in issu-
ing social security checks. The 15-member, bipartisan National
Commission on Social Security Reform reported a “‘consensus pack-
age” of recommendations to the Congress on January 15, 1983.
Hearings on the recommendations before the House Ways and
Means Committee began on February 1, and were followed on Feb-
ruary 15 by hearings before the Senate Finance Committee. On
March 3, the House Ways and Means Committee reported H.R.
1900 to implement the recommendations of the National Commis-
sion, which passed the House 6 days later by a vote of 282-148. The
Senate Finance Committee marked up its own bill—S. 1, which had
been introduced by Senators Dole, Heinz, Moynihan, and others in
January—and reported it with committee amendments on March
11. On March 23, the Senate passed these as amendments to H.R.
1900, by a vote of 88-9. Conferees from the House and Senate met
to work out a compromise bill on March 24, and on March 25 the -
conference report was approved in both Houses by wide margins.

The enactment of this legislation was a major milestone in the
recent history of social security. For the first time in a decade,
there are neither short- nor long-run deficits in the old-age and
survivors insurance (OASI) and disability insurance (DI) trust
funds. The 1983 amendments improved financing of OASI and DI
by $166 billion between 1983 and 1990 and eliminated a projected
75-year deficit of 2.10 percent of taxable payroll.

While the 1983 amendments restore the financial solvency of the
social security cash benefit programs under current forecasts, there
can be no guarantee that the program will remain solvent in the
indefinite future. Deterioration in the economy worse than that al-
ready forecast by the social security actuaries could conceivably
force the Congress to address another short-term financing problem
before the decade is out. In the long run, social security will always

112)
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be subject to review and modification as the Congress strives to
achieve a balance in the program between the interests of those
paying taxes and those receiving benefits.

Social security is essentially a political and not a financial insti-
tution. As such, the fundamental solvency concern is that the Con-
gress act with unanimity and resolve to correct financing problems
when they occur. The most significant achievement of the 1983
amendments was that the Congress acted quickly and decisively to
restore solvency in a manner that reaffirmed the existing structure
of social security and was generally accepted as reasonable and
fair. The bipartisan consensus achieved by the National Commis-
sion on Social Security Reform and its rapid enactment by the Con-
gress are likely to become a model for the resolution of medicare’s
financing crisis and future modifications in the OASDI programs.

A. BACKGROUND

1. ORIGINS OF THE SOCIAL SECURITY PROGRAM

The social security program enacted in 1935 was designed to
begin as a modest program with a relatively low tax rate and grow
in stages until it reached maturity in the 1980’s. As its architects
anticipated, social security has only recently come of age, with the
first generation of lifelong contributors retiring and beginning to
draw benefits. While social security has grown and changed tre-
mendously over the course of its development, the basic guiding
principles of the old-age pension program have remained un-
changed.

Social security was designed as a universal social insurance pro-
gram with compulsory participation. As such, it was intended to
eventually provide all workers and their families with a floor of
income protection in the event the worker was no longer able to
earn income due to retirement or, later, premature death or dis-
ability. This “floor of protection” was to provide only a portion of
the income needed by the worker and his family to maintain their
previous standard of living. It was intended that workers would
supplement this protection with private insurance, savings and in-
vestments, and other arrangement made voluntarily by the worker.

In recognition that workers with low earnings would have great-
er difficulty providing supplementary protection than high earners,
the benefits in the program were weighted to give a higher replace-
ment of earnings to lower income individuals. In keeping with the
concept of insurance, benefits were to be paid when an insured-
against condition or event was determined to have occurred, with-
out regard to whether the individual had other means for support.

Social security was not intended initially to be either an invest-
ment program or a welfare program. These functions are per-
formed through other public or private vehicles. The primary func-
tion of social security has always been to insure some replacement
of earnings when workers are no longer working. As such it also
provides income protection through the retirement program to cur-
rent workers who might otherwise have to financially support
older relatives.
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Social security provides workers with benefits they have earned.
Both the funding for the program and the benefits paid have,
therefore, always been “earnings related.” Funding comes from
earmarked payroll tax “contributions” which are a fixed propor-
tion (6.7 percent in 1983) of each worker’s earnings, matched by an
equivalent employer’s contribution. Social security benefits, then,
are based on the average lifetime earnings of the worker.

While architects of the original program foresaw a more com-
plete from of social insurance, the Social Security Act of 1935 es-
tablished only a Federal old-age insurance program (OAI) with
mandatory coverage for workers in commerce and industry. Initial-
ly, only 43 percent of the labor force was covered.! Employer and
employee contributions were each set at 1 percent of the first
$3,000 of earnings, with a scheduled increase to 3 percent by 1950.
Over the years, this program has been modified to expand cover-
age, improve the quality of income protection for workers, and in-
crease funding for the program.

(A) COVERAGE

In an effort to make participation in social security universal,
the Congress has, over time, continued to bring additional groups
of employees under the system. During the 1950’s and 1960’s, man-
datory coverage was extended to farm and domestic workers, the
self-employed, the military, physicians, ministers, and some mem-
" bers of religious orders. Coverage was extended on an elective basis
in 1950 and 1954 to employees of nonprofit organizations and State
and local government entities. By 1970, virtually all gainfully em-
ployed workers, except employees of the Federal Government, and
some employees of State and local government and nonprofit orga-
nizations, were covered by social security. At the end of 1983, an
estimated 115 million workers, or 95 percent of all jobs, were cov-
ered by social security.

The 1983 Social Security Amendments extended mandatory cov-
erage still further, leaving only current Federal employees and
some State and local government employees outside the system. Ef-
fective January 1, 1984, all employees of nonprofit organizations,
Members of Congress, the President, Vice President, executive
branch employees, Federal judges, and newly hired Federal em-
ployees will be covered under social security.

(B) BENEFITS

The quality of income protection has been improved since the
original law was enacted through the addition of new benefits and
increases in benefit amounts. The simple program enacted in 1935
to pay retirement annuities to workers in proportion to their
career earnings, was never put into effect. A year before the first
benefits were paid, the 1939 amendments added survivors insur-
ance and dependents’ benefits and changed the benefit formula to
provide more adequate benefits to low-income and short-term work-

1Social Security Administration. Social Security Bulletin, Annual Statistical Supplement,
1982. Table 4.
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ers. The change in benefits introduced into social security the prin-
ciple of greater help for greater presumed need.

Additional forms of insurance were enacted in the 1950’s and
1960’s. In 1956, the disability insurance (DI) program was added,
providing cash benefits for severely disabled workers, and for adult
children of retired workers if disabled before age 18. Dependents’
benefits were added to this program in 1958. In 1965, Congress es-
tablished medicare with two parts: A basic compulsory program for
hospital insurance (HI) funded by a separate payroll tax, and a vol-
untary supplementary medical insurance plan (SMI) to provide cov-
erage for physician expenses, funded jointly through monthly pre-
miums paid by the beneficiary and Federal general revenue appro-
priations. Medicare was expanded in 1972 by extending coverage to
those under 65 entitled to disability cash benefits for 24 consecutive
months, and to certain victims of chronic renal disease.

Congress has also sought to maintain the adequacy of benefits
over the lifetime of beneficiaries by granting periodic increases in
benefits to keep up with inflation. Prior to 1975, every cost-of-living
adjustment was legislated separately, frequently increasing bene-
fits by more than the rate of inflation. Between 1968 and 1971, the
Congress enacted across-the-board benefit increases of 43 percent,
while consumer prices rose by only 27 percent. In the 1972 amend-
ments, the Congress enacted an additional benefit increase of 20
percent. However, 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. Nevertheless, rapid price in-
creases in the late 1970’s caused another 40 percent increase in
benefits between 1978 and 1981.

1972 also saw a change in the method of computing the 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.
The legislation also set long-run relative benefit levels below 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 under prior law which were projected to reach 56
percent. The revised indexing of initial benefits enacted in 1977 is
expected to maintain a stable 42 percent replacement rate for the
average worker in the future.
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CHART 1
SOCIAL SECURITY:
AVERAGE REFLACEMENT RATES, ACTUAL AND ESTIMATED
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for Steady Workers'and Projection of Replacement Rates
for Steady Workers' June, 1981

(C) TAXES

Financing for the program has also changed over the years. The
collection of payroll taxes to finance the old-age insurance program
began in 1937 under the provisions of the Federal Insurance Con-
tributions Act (FICA). To minimize the shock, initial tax rates were
low and were scheduled to increase gradually. The tax in-the first-—
year was 1 percent on the first $3,000 of a worker’s earnings with a
matching tax on the employer. The original act included a schedule
of increases in the tax rate of 0.5 percent every 3 years, leading to
a maximum rate of 3 percent on employer and employee 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 in-
creased to 1.5 percent. The old-age and survivors insurance tax rate
di% ?flot reach the originally scheduled maximum of 3 percent until
1963.
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TABLE 1.—0ASI TAX RATES CRIGINALLY PROPOSED AND ACTUAL, 1937 to 1980

- Ratelgcah;dauclfd i Actual rate

1937 1.0 1.0
1940 1.5 10
1945 25 1.0
1950 30 L5
1955 30 20
1960 : 30 275
1965 30 3375
1970 3.0 3.65
1975 30 4.375
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 been increased to keep pace with improve-
ments in the program. Disability insurance was enacted in 1956,
with its own tax of 0.25 percent each on employer and employee.
Hospital insurance (medicare—part A) was enacted in 1965, with
its own tax of 0.85 percent, scheduled to increase to 0.8 percent by
1987.

The combined OASDHI tax rate has been raised several times
since 1965. The tax rate which applied in 1983, established in the
1977 amendments, was set at 6.7 percent on employees and employ-
ers, and 9.35 percent on the self-employed. The 1983 amendments
raised tax rates scheduled for 1984 to 1989, but did not change the
ultimate rate of 7.65 on employer and employee, scheduled to take
effect in 1990. The 1983 amendment also initiated a gradually in-
creasing tax rate on self-employment income which is intended to
approximate the tax treatment of wage and salary income by 1990.
For 1984, the tax rate on employer and employee each is 7 percent,
with a 0.3 percent temporary tax credit for employees making the
effective tax rate on employees 6.7 percent for 1984 only. The tax
rate on self-employment income is 14 percent in 1984, with an off-
setting tax credit to reduce the effective rate to 11.3 percent.

The 1977 amendments also indexed the taxable earnings base to
increases in covered wages. The first automatic increase went into
effect in 1982, raising the amount of taxable earnings to $32,400.
Rising tax rates and taxable earnings amounts have raised the
maximum amount of annual taxes paid by employees from $30 in
1937, to $2,646 in 1984.

30-629 O—84——9
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TABLE 2.—MAXIMUM CONTRIBUTION AND CUMULATIVE SOCIAL SECURITY EMPLOYMENT TAXES PAID

BY EMPLOYEE
Tax imum Maximum Taxes paid
Year pem::r}{3 wargg taxable gﬂ“t’r‘l%u{i‘:n w"t’:t':}"'e
1937 10 $3,000 $30.00 $30.00
1938 10 3,000 30.00 60.00
1939 1.0 3,000 30.00 90.00
1840 1.0 3,000 30.00 120.00
1941 10 3,000 30.00 150.00
1942 1.0 3,000 30.00 180.00
1943 10 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 L0 3,000 30.00 300.00
1947 10 3,000 30.00 330.00
1948 10 3,000 30.00 360.00
1949 10 3,000 30.00 390.00
1950 15 3,000 45.00 435.00
1951 15 3,600 54.00 489.00
1952 15 3,600 54.00 543.00
1953 15 3,600 54.00 597.00
1954 20 3,600 72.00 669.00
1955 20 4,200 84.00 753.00
1956 20 4,200 84.00 837.00
1957 2.25 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 30 4,800 144.00 1,434.00
1962 3.125 4,800 150.00 1,584.00
1963 3.625 4,800 174.00 1,758.00
1964 3628 4,800 174.00 1,932.00
1965 3.625 4,800 174.00 2,106.00
1966 42 6,600 211.20 2,383.20
1967 44 6,600 29040 2,673.60
1968 44 7,800 343.20 3,016.80
1969 48 7,800 374.40 3,391.20
1970 48 1,800 374.40 3,765.60
1971 5.2 7,800 405.60 4,171.20
1972 52 9,000 468.00 4,639.20
1973 5.85 10,800 631.80 5,271.00
19%4......... 5.85 13,200 772.20 6,043.20
1978 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 8,728.35
1978 6.05 17,100 1,070.85 9,799.20
1979 6.13 22,00 1,403.77  11,202.97
1980 6.13 25,900 1,587.67  12,790.64
1981 6.95 29,700 197505  14,765.69
1982 6.70 32,400 217080  16,936.49
1983 6.70 35,700 239190 1932839
1984 17.00 37,800 2,646.00  21,974.39

1 The effective tax rate for the employee is 6.7 percent in 1984 due to a 0.3 percent income tax credit applied at the time of withholding.

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 remained 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
reilluced 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 con-
tinued 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
(signed into law as Public Law 96-403) was intended to buy time
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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 to address the impending fi-
nancial shortfall in social security, but quickly encountered the po-
litical realities of this issue. Congressional concern about the fi-
nancing problem had been mounting throughout 1980, and in Feb-
ruary 1981, the House Ways and Means Committee began consider-
ing comprehensive financing legislation. Simultaneously, proposals
to eliminate social security student benefits and minimum benefits
wiere successfully incorporated into the fiscal year 1982 budget leg-
islation.

But the climate for social security reform soon changed. In May,
the administration’s announcement 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 over even the dimensions of the social
security financing problems. When the Congress enacted the Social
Security Amendments of 1981 to restore the minimum benefit for
current beneficiaries, they included a provision authorizing the
OASI trust fund to borrow sufficient funds from the DI and HI
trust funds to last through July 1983. These amendments, however,
were the last piece of financing legislation 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 12 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
$17.5 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. IMPROVEMENT OF THE TrUsT FUNDS—1983

Based on the recommendations of the National Commission, the
Congress enacted changes in 1983 in the old-age, survivors, and dis-
ability insurance (OASDI) program to correct the short-term deficit
and restore long-term solvency under current assumptions. Neither
the National Commission nor the Congress, however, sought to cor-
rect the even more serious financing problems in medicare’s hospi-
tal insurance (HI) trust fund.

(A) OASDI—SHORT-TERM FINANCING

The fund with the most immediate financing need in early 1983
was the old-age and survivors insurance (OASI) trust fund. At the
end of October 1982, the OASI trust fund had a balance of $10 bil-
lion, almost $1 billion less than was needed to make the November
benefit payments. A loan of $0.6 billion from the DI trust fund in
November, and an additional $16.9 billion from DI and HI in De-
(1:318133,ber’ enablied OASI to meet benefit payments through June

The disability insurance (DI) trust fund was somewhat more
sound, but its surpluses were overshadowed by the immensity of
the projected deficits in OASIL. The existing DI tax rate coupled
with the effect of improvements in actual disability experience was
maintaining 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, but this
reserve was largely depleted by the $5.1 billion loan to OASI.

As a result of the $12.4 billion loan from HI, the OASDI com-
bined trust funds had a 15-percent ratio of reserves to projected
1983 outgo, as of January 1, 1983. Preliminary estimates for the
1983 report of the trustees showed that, without legislation, the
OASDI trust funds were expected to experience deficits averaging
about $21 billion a year between 1983 and 1989 under intermediate
assumptions, and $25 billion a year prior to 1985, increasing to $51
billion by 1989 under pessimistic assumptions.2 Because intermedi-
ate forecasts have proven to be more optimistic than actual experi-
ence in recent years, there was general support in the National
Commission for basing policy decisions on pessimistic assumptions,
or on intermediate assumptions with higher reserve ratios.

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 the minimum safe reserve margin of 15
percent under somewhat pessimistic assumptions or to build up a
somewhat safer reserve margin should economic performance
prove to be better.

2 Social Security Administration. Office of the Actuary. Memorandum of Feb. 7, 1983, based
on assumptions prepared for use in the 1983 trustees report. Tables 2 and 3.
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The changes enacted by the Congress are expected to improve
the financial condition of the trust funds by $166 billion between
1983 and 1989, and maintain, under intermediate assumptions,
barely sufficient reserves throughout. The 1983 amendments called
for the immediate transfer of $20.2 billion from the general fund to
OASDI in May to offset the expected 1983 deficit. Most of the
transfer ($19.7 billion) was made as a reimbursement for gratuitous
wage credits previously granted by social security for military serv-
ice. The remaining $500 million was a reimbursement from the
T}xl'eali:ry for the amount of outstanding uncashed social security
checks.

TABLE 3.—ESTIMATED CHANGES IN OASD! TAX INCOME, GENERAL FUND TRANSFERS, AND BENEFIT
PAYMENTS RESULTING FROM PROVISIONS IN PUBLIC LAW 98-21, UNDER 1983 ALTERNATIVE -8B
ASSUMPTIONS, CALENDAR YEARS 1983-89

(In billions of doHlars)

Calendar year—

Provision : Totat
1983 1984 1985 1986 1987 1988 1989

Total for all changes 28 192 139 153 180 358 412 1662

Increase tax rate on covered wages and salaries 86 0.3 s 145 160 394

Increase tax rate on covered self-employment earnings.. . 1131 30 32 37 44 185

Total for new coverage 15 22 30 39 50 61 218
Cover all Federal elected officials and political ap-

pointees M m om ey )M A

Cover new Federal employees 2 J 1.2 18 24 31 93

Cover all nonprofit employees 13 15 18 2.1 26 30 124

Prohibit State and local government terminations. 1 2 4 6 8 11 3.2

Accelerate collection of State and local taxes 6 () ™ 1 1 1 1.0
Modify general fund reimbursement methods for military

service credits 184 —4 -4 -3 -4 —4 -4 161
Provide general fund transfers for unnegotiated checks .......... 13 1 B 1 1 1 1 1.6
Delay benefit increases 6 months 3.2 5.2 54 5.5 6.2 67 13 394

Limit benefit increases to lesser of wage or price increase,

under certain conditions =z @& @& & & ¢
Continue benefits on remarriage & 3 G 3% (® -1

Modify indexing of deferred survivor benefits 3 G & & &) e
Raise disabled widow (er)’s benefits to 71.5 percent of PIA... -2 -2 -2 -3 -3 -4
Pay divorced spouses whether or not worker has retired ® ¢ ¢ ¢ & -1
Replace 90-percent factor in benefit formufa with variable

percentage, for individuals receiving pensions from non-

covered employment 4y ) ) 1 1
Offset spouses’ benefits by up to two-thirds of noncovered

government pension O ) W ) N C BN C NN ) B O B O |
Expand use of death certificates to stop benefits.............. S C TR D U 0 T ) T . T L) A 1
Impose 5-year residency requirement for certain aliens............ceoerscisissnsinss ) B ) M 1
Tax one-half of benefits for high-income beneficiaries ... 26 32 39 47 56 67 266
All other miscellaneous and technical changes @ ©® e e e ® =1

1 Net additional taxes of less than $50 million. : .

= Although it is not expected that this provision would “trigger” (that is, act_uall{ take effect) under the Alternative 1-B assumptions, reIauv?
small variation from these assumptions could cause it to trigger. Under Alternative 11l assumptions it would take effect with respect to the benefit
increases for December 1984 and December 1985.

s Additional benefits of less than $50 million.

 Reduction in benefits of less than $50 milfion.

Note: Estimates shown for each provision include the effects of interaction with all preceding provisions. Totals do not alm equal the sum of
components due to rounding. Positive figures represent additional income or reductions in benefits. Negative figures represent requctions in income or
increases in benefits.

Source: Svahn, John A. and Mary Ross. Social Security Amendments of 1983: Legislative History and Summary of Provisions. Social Security
Bulletin, v. 46, July 1983. Table 1.
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The OASDI reserves were also bolstered through an immediate
change in Treasury procedure for transferring monthly tax rev-
enues to social security. In the past, transfers of monthly tax rev-
enues had been made throughout the month within a few days of
their receipt by the Treasury. Under this system, because monthly
social security checks are debited at the beginning of the month,
the trust funds were required to have reserves at least equal to a
full month’s payments on hand at the beginning of each month. As
a result of the 1983 Social Security Amendments, effective May 1,
the Treasury at the beginning of each month is now transferring to
social security an amount equal to the estimated receipts for that
month, before the month’s payments are debited.
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As a result of the 1983 amendments, OASDI trust fund reserves
are expected, based on the 1983 trustees report intermediate as-
sumptions revised in November 1983, to increase from a low of 14
percent of expected annual outgo at the beginning of 1983 to 21
percent at the beginning of 1984, Thereafter, reserve ratios are ex-
pected to rise steadily, reaching 68 percent of expected outgo by the
beginning of 1992. These reserves should be sufficient to continue
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uninterrupted benefit payments throughout the decade, and make
required repayments of loans to the HI trust funds.

TABLE 4.—ESTIMATED OPERATIONS OF THE QASI AND DI TRUST FUNDS UNDER PRESENT LAW ON
THE BASIS OF THE REVISED 1983 TRUSTEES REPORT ALTERNATIVE 11-B ASSUMPTIONS, CALENDAR
YEARS 1982-92

[Amounts in billions}

Income QOutgo Interfund borrowing

Calendar year __Emnst
0ASI D! 0ASDI  OASI ] OASDI 0ASI ol

1982 $1252 $227 $1479 $142.1 $180 $1601 $175 —$51
1983 1506 207 1713 1528 18.2
1984 166.7 172 1839 1632 186
1985 185.3 186 2039 1782 196
1986 2012 200 2212 1935 207
1987 2173 215 2388 2084 217
1988 2480 242 27123 2233 229
1989 268.1 260 2941 2381 241
1990 292.1 312 3232 26385 256
1991 3127 336 3464 2697 272
1992 3348 361 3709 2866 289
Net increase in funds Funds at end of year Assets at beginning of year as
a percentge of outgo during
Calendar year year 2

0ASI Dl 0ASDI  OASDI bl 0ASD) ——
0AS! DI OASDI

1982 $06 —$04  §02 $221  §27 a4 15 17 15
1983 -22 235 3 199 51 251 14 15 14
1984 34 -13 21 233 38 271 19 34 21
1985 S 61 304 29 332 20 26 21
1986 65 —b6 59 369 22 391 23 20 23
1987 43 -2 41 412 20 432 25 17 24
1988 182 14 196 593 34 628 2 16 25
1989 249 69 318 842 103 946 33 21 32
1990 386 56 441 1228 159 1387 41 49 42
1991 430 65 495 1658 223 1882 53 67 55
1992 482 72 554 2141 295 2436 66 86 68

1 Positive lzt‘"ligures represent amounts borrowed by the trust fund or recoveries of prior loans to other trust funds; negative figures represent
amounts loaned by the trust fund or repayments of prior loans from other trust funds. . _

2 Assefs at beginning of year are defined for the OASI and DI Trust Funds as assets at end of prior year plus the respective OASI and DI
advance tax transfers for January.

Source: Social Security Administration. Office of the Actuary. Memorandum of Nov. 16, 1983. Table 2.

To protect trust fund reserves from the effects of unanticipated
fluctuations in the economy, the Congress also enacted a “stabiliz-
er’ proposal to reduce annual cost-of-living adjustments (COLA’s)
when reserves are low. Despite the adequacy of projected reserves,
there is a chance that the COLA “stabilizer” could go into effect as
early as 1985.

Under the “stabilizer” provision, annual COLA’s are to be based
on the lesser of the wage increase or the price increase whenever
reserves drop below 15 percent (20 percent after 1987). However,
the “reserve ratio” used to trigger the ‘stabilizer” is computed
quite differently than the normal reserve ratio used in assessing
the status of the trust funds. Under the “stabilizer” computation,
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OASDI trust fund reserves are projected to barely exceed the 15
percent trigger in 1984 and to fall below the 15 percent trigger in
1985. Should the 1984 reserve ratio actually drop below 15 percent,
it is possible that a reduced COLA could be paid in January 1985,
since the CPI increase is currently projected to exceed the wage in-
crease by 1.5 percent.3

(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, in the last 2 years the forecasts for the HI trust
fund have grown significantly worse. It is now anticipated that
absent a change in the law, the HI trust fund will exhaust its re-
serves in 1990 without any prospect of recovery.

The future deficits in the HI program are a result of forecasts of
continuing high growth rates in hospital costs exceeding the
growth rate in the CPI. In recent years, hospital costs have in-
creased at an annual rate in excess of 15 percent, nearly double the
rate of CPI increase. While under Intermediate II-B assumptions
used in the 1983 trustees report, rates of hospital cost increases are
projected to decline from 13.2 percent in 1983, to 8.6 percent in

TABLE 5.—ESTIMATED CHANGES IN HI TAX INCOME, GENERAL FUND TRANSFERS, OR BENEFIT
OUTGO, UNDER PUBLIC LAW 98-21, BASED ON 1983 ALTERNATIVE 1i-B ASSUMPTIONS

[In billions of dollars)

Calendar year—
Provision
1983 1984 1985 1986 1987 1988 1989  Total
Total for HI changes 33 08 1§ 41 59 18 98 336
Provide for prospective hospital reimbursement 2 20 36 5.2 70 180

Delay single reimbursement rate for nursing facilities.............
Reduce aflowable return on equity...
Increase tax rate on covered self-employ T SO
Cover all Federal elected officials and political appointees
Cover all nonprofit employees . . R
Prohibit State and local government terminations.... 1 1 1 2 3 8
Accelerate collection of State and local taxes...........oooooovoovoovooeeo (*) (*) vy ) 2
Modify general fund reimbursement methods for military

service credits 33 -1 -1 -1 -1 -1 -1 2.5

(*)

)

1 1 1 Bl 1 2 J

4 13 15 16 17 18 83
60 R o T G I O R o B O I |

3 4 5 5

)

2

6 3.0

! Savings attributable to grospective payments were computed as the additional savings that would be generated in fiscal year 1986 and later by
eliminating the October 1985 sunset provision on the haspital rate-of-increase-limits of section 101(b) of the Tax Equity and Fiscal Resronsnptllty
Act. The prospective payment legislation as passed by Congress does not mandate a system that would necessarily generate this level of savings.
Instead, the level of prospective payment rates is left to the discretion of the Secretary of HHS.

2 Additional benefits of less than $50 million.

3 Reduction in provider reimbursement of less than $50 million.

+ Net additional tax income of less than $50 million.

Note: Estimates shown for each provision include the effects of interaction with ail preceding provisions. Totals do not al\fr@s equal the sum of
components %ge ;o founding. Positive figures represent additional income o reductions in benefits. Negative figures represent reductions in income of
increases in benefits.

Source: Svahn, John A. and Mary Ross. Social Security Amendments of 1983: Legislative History and Summary of Provisions. Social Security
Bulletin, v. 46, July 1983. Table 6.

3 Social Security Administration. Office of the Actuary. Memorandum of Nov. 16, 1983, based
on revised 1983 trustees report assumptions. Table 2.
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2005, these rates of increase are expected to remain more than
twice the rate of increase projected for the CPI1.#

In the short term, medicare is expected to experience small
annual deficits, maintaining sufficient reserves throughout 1989.
At the beginning of 1983, the HI fund had $8.2 billion in reserves,
roughly 20 percent of the estimated outgo for the HI program. Re-
serves were this low largely as a result of the $12.4 billion transfer
to OASI in December 1982. The prognosis for the HI trust fund was
substantially improved in 1983 as a result of changes in medicare
reimbursement and taxes enacted in the Social Security Amend-
ments of 1983, which are expected to improve the short-term fi-
nancing of medicare by an estimated $33.6 billion between 1983
and 1989. These changes supplemented medicare savings enacted
in the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA).

TABLE 6.—ESTIMATED OPERATIONS OF THE HOSPITAL INSURANCE TRUST FUND DURING CALENDAR
YEARS 1982-96, UNDER ALTERNATIVE 1I-B (INTERMEDIATE) ASSUMPTIONS

{Doltar amounts in billions)

T Interlnd  Net Ratio of

e e e o i ol
19823 3838 36.1 —124 -106 8.2 52
1983 447 -1 D N 35 117 20
1984 45.6 46.6 5 -5 11.2 25
1985 51.3 52.3 -10 10.2 A
1986 58.4 58.0 15 118 18
1987 62.5 64.1 8 12.6 18
1988 66.0 71.0 3.5 16.1 18
1989 70.0 784 .. — 84 18 21
1990 739 86.6 .. —126 (*) 9

1A foan to the OASI trust fund would stil be an asset of the HI trust fund. However, since these assets are nol immediately available for
payment of Hl benefits, they are subtracted from the HI fund balance. A negative amount is a loan to the OASI trust fund. A positive amount is 3
repayment of principal to the HI trust fund.

=Ratio of assets in the trust fund at the beginning of the year to disbursements during the year.

3Figures for 1982 represent actual experience.

4Trust fund depleted in calendar year 1990.

Note: Totals do not necessarily equal the sum of rounded components.
Source: 1983 Report of the Trustees of the Federal Hospita! Insurance Trust Fund. Table 10.

Under intermediate assumptions from the 1983 trustees report,
HI is expected to maintain reserves equal to about 20 percent of
annual outgo through 1988. By the end of 1988, HI is expected to
have a reserve on hand of $16.1 billion, 21 percent of the estimated
payout for 1989.

T ‘b%9§:\3 annual report of the Board of Trustees of the Federal Hospital Insurance Trust Fund.
'able Al.
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CHART 3
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Beginning in 1989, however, HI will run ever-increasing annual
deficits, exhausting its reserves by the end of 1990. Over the next
25 years, under intermediate assumptions from the 1983 trustees
report, HI is expected to have an average annual deficit of nearly
1.24 percent of taxable payroll. During this same period, even
before the enactment of the 1983 amendments, OASDI was expect-
ed to experience an average annual surplus of 0.58 percent of tax-
able under intermediate assumptions.5

(C) THE LONG-TERM OASDI PROBLEM

The OASDI trust fund is expected to experience a favorable fi-
nancial period over the next 25 years, followed by a gradual dete-
rioration of the trust funds beginning around 2015 as the “baby
boom” generation begins to retire. After 2030, the condition of the
trust fund should stabilize, leaving large annual deficits through
the remaining 30 years of the projections. Under 1983 trustees’
report intermediate assumptions, OASDI is expected to have suffi-
cient funds to meet its benefit as a result of the 1983 amendments.

5Ibid., table 11.
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TABLE 7.—ESTIMATED LONG-RANGE OASD! COST EFFECT OF THE SOCIAL SECURITY AMENDMENTS OF

1983
Section provison Effect as percent of payroll
0ASI ] OASDI
Prior Law:
Average cost rate 1304 134 1438
Average tax rate 1013 217 1229
Actuarial balance —-292 +.83 209
Changes included in titles | and IIl of the amendments: *
101 Cover new Federal employees +.26 +.02 +.28
102 Cover all nonprofit employees +.09 +.01 +.10
103 Prohibit State and local terminations +.06 +.00 +.06
11 Delay benefit increases 6 months +.28 +.03 +.30
112 Stabilize trust fund ratio
113 Eliminate “windfall” benefits +.04 400 .04
114 Raise delayed retirement credits -.10 —-.10
121 Tax one-half of benefits +.56 +.05 +.61
123 Accelerate tax rate increase. +.03 +.03
124 Increase tax rate on self-employment +.17 402 +.19
124 Adjust self-employment income —02 —00 -—-03
126 Change DI rate allcation +.81 -8l ...
131 Continue benefits on remarriage —00 —-00 -—.00
132 Pay divorced spouse of nonretired -0 00 -0
133 Modify indexing of survivor's benefits — .05 —.05
134 Raise disabled widow’s benefits —.01 -01
151 Modify military credits financing +.01 +.00 +.01
152 Credit unnegotiated checks +00 +.00 +.00
324 Tax certain salary reduction plans +03 +00 +.03
337 Modify public pension offset -0 —-00 —.00
340 Suspend auxiliary benefits for certain aliens +.00 400 +.00
348 Modify earnings test for those aged 65 and over 2 =01 s -1
Al other provisions of titles | and HI —-00 00 —.00
Subtotal for the effect of the above provisions 3 +207 —68 +138
Remaining deficit after the above provisions -8 +15 -1
Additional change relating to long-term financing (title Il of the amendments): 4
Raise normal retirement age to 67 +83 12 +1
Total effect of all of the provisions 5 +289 —.80 +209
After the amendments:
Actuarial balance —03 403 —.00
Average income rate 1147 142 12.89
Average cost rate 11.50 139 1289

1 The values for each of the individual provisions listed from title | and title NI represent the effect over present law and do not take into
account interaction with other provisions with the exception of section 348.

2 Estimates for modifying the eamings test take into account interaction with section 114, which raises delayed retirement credits.

3 The values in the subtotal for all prowisions included in title | and title Il take into account the estimated interactions among these provisions.

4 The values for each of the provisions of title I} take into account interaction with the provisions included in fitle | and title 1.

s The values for the total effect of the amendments take into account interactions among all of the provisions.

Note: The above estimates are based on preliminary 1983 Trustees’ Report Alternative -8 assumptions. Individual estimates may not add to
totals due to rounding and/or interaction among proposals.

Source: Svahn, John A and Mary Ross. Social Security Amendments of 1983: Legislative History and Summary of Provisions. Social Security
Bulletin, v. 46, July 1983. Table 4.

Prior to the enactment of the 1983 amendments, expenditures
were expected to exceed revenues over the next 75 years by an
amount equal to an average of 2.10 percent of the annual payroll
subject to the social security taxes. This meant that if payroll taxes
had been increased to entirely offset this deficit, the average com-
bined QASDI tax rate would have been raised from 12.29 (as sched-
uled prior to the amendments) to 14.39 percent.



129

TABLE 8.—COMPARISON OF ESTIMATED COST RATES AND INCOME RATES OF THE 0ASDI PROGRAM
UNDER ALTERNATIVE 11-B, CALENDAR YEARS 1983-2060

[As a percentage of taxable payroll]

Cost rate Income rate
N -
Gt e oS D Tl Pt TRy Pence

1983 10.28 121 1149 10.80 10.44 1124 -024
1984 1030 L14 1144 11.40 q7 11.57 12
1985 10.24 109 1133 11.40 .18 11.58 25
1986 10.34 1.07 1140 11.40 .20 11.60 20
1987 10.35 1.04 1139 11.40 23 11.63 24
1988 10.35 102 1137 12.12 25 1237 1.00
1989 10.28 101 1130 12.12 .28 12.40 1.09
1990 10.26 101 1127 12.40 3l 121 1.44
1991 10.18 100 1119 12.40 34 1274 1.8
1992 10.10 1.00 1110 12.40 3 1277 167
1993 994 99 1093 12.40 38 12.78 1.85
1994 9.81 98 1079 12.40 39 12.79 2.00
1995 9.68 97 1065 12.40 39 12.79 2.14
1996 9.54 97 1051 12.40 39 12.79 2.28
1997 9.40 96 1036 12.40 39 12.79 242
1998 9.29 98 1027 12.40 39 12.79 2.52
1999 9.17 100 1017 1240 38 12.78 262
2000 9.06 102 10.08 12.40 .38 12.78 21
2001 8.96 105 10.01 12.40 38 12.78 2.18
2002 8.88 107 995 12.40 38 12.78 283
2003 8.81 L1l 992 1240 39 1279 287
2004 8.75 L14 990 12.40 .39 12.7% 289
2005 8.72 118 9.90 12.40 39 12.79 2.89
2006 8.71 122 993 12.40 39 12.79 287
2007 8.73 126 998 12.40 40 12.80 281
2010 8.95 137 103t 1240 42 12.82 2.51
2015 9.93 149 1143 12.40 A8 12.88 145
2020 11.21 158 1276 12.40 55 12.95 19
2025 : 1240 1.56  13.96 12.40 63 13.03 -93
2030 13.22 151 1473 12.40 .68 13.08  —1.65
2035 13.62 153 1516 12.40 12 1312 204
2040 13.60 157 1517 12.40 J4 1314 203
2045 13.56 161 1517 12.40 .76 1316 —201
2050 13.66 161 1527 12.40 76 1316 211
2055 . 1379 160 1540 12.40 J7 131y -2
2060 13.85 159 1544 12.40 1 1317 =227
25-year averages:

1983-2007 9.61 106  10.66 12.15 34 12.50 1.83

2008-2032 11.14 149 1264 12.40 55 1295 32

2033-2057 13.65 158 1523 12.40 J5 1315  —2.08
75-year average:

1983-2057 11.46 138 1284 12.32 .55 12.87 02

* This figure represents the amount, expressed as a percentage of taxable payroll, transferred in 1983 from the general fund of the Treasury to
the 0ASI and DI Trust Funds on account of military service wage credits attributable to service before 1957.

Note: The definitions of alternatives Il-A and 1I-B, the income rates, cost rate, balance, and taxable payroll are presented in the fext.
Source: 1983 Report of the Trustees of the Federa) Oid-Age and Survivors Insurance and Disability Insurance Trust Funds. Table 27.

Although the 1983 amendments have eliminated the average
deficit over the next 75 years, the status of the trust funds in each
of the three 25-year periods between 1983 and 2057 is expected to
vary considerably. In the first 25-year period (1983-2007), the trust
funds will have an annual surplus of revenues equal to 1.83 per-
cent of taxable payroll. As a result of these surpluses, OASDI re-
serves are expected to build to more than 200 percent of annual
outgo by 1999.
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In the second 25-year period (2008-32), the financial condition of
OASDI is expected to continue improving in the early years, but
begin deteriorating toward the end of the period. Trust fund re-
serves will grow to over 500 percent of annual expenditures by
2015, and then decline, reaching 437 percent of outgo by 2030. The
average surplus during this period will be only 0.32 percent of tax-
able payroll. v

The third 25-year period (2033-57) will be one of continuous defi-
cits. Program costs will grow until 2035 and level off, remaining
above annual revenues. By the end of this period, continuing defi-
cits are expected to have depleted the trust funds. Annual deficits
over the 25-year period are expected to average 2.08 percent of tax-
able payroll.

TABLE 9.—ESTIMATED TRUST FUND RATIOS ALTERNATIVE I1-B, CALENDAR YEARS 1983-2060

Calendar year 0ASI DI Total
1983 15 15 15
1984 20 38 22
1985 20 32 21
1986 22 29 23
1987 23 28 3
1988 23 30 24
1989 28 38 29
1990 35 69 38
1991 47 89 51
1992 59 111 64
1993 15 136 80
1994 91 161 98
1995 110 186 17
1996 130 213 137
1997 : 152 240 160
1998 175 262 183
1999 200 280 208
2000 221 297 234
2001 253 329 261
2002 281 357 289
2003 309 379 Ky
2004 338 396 345
2005 367 409 372
2006 397 419 399
2007 425 425 425
2010 501 431 491
2016 563 421 544
2020 556 405 538
2025 507 390 494
2030 42 393 437
2035 312 388 374
2040 308 369 314
2045 245 339 255
2050 178 3 192
2055 106 284 126
2060 : 3l 260 54

Source: 1983 Report of the Trustees of the Federal Old-Age and Survivors Insurance and Disability Insurance Trust Funds. Table 32.

The long-run financial strain on social security is expected to
result from the problems of financing the needs of an expanding
older population on an eroding tax base. The first part of this prob-
lem is that there are expected to be proportionately more older
people, living longer, and continuing to retire early.
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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-
creased by 5 years since 1940, and is expected to increase by an-
other 4 years before 2040.6

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
gggrzei(pected to rise slowly, reaching the ultimate rate of only 2 in

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 2025.8

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 age 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 3.2 covered workers for
every OASDI beneficiary today, there are expected to be two cov-
ered workers for every one OASDI beneficiary in the year 2035.1°

©1983. Reports of the Board of Trustees of the Federal Old-Age and Survivors Insurance and
Disability Insurance Trust Funds. Table 11.

7 Ibid., table 11.

8 Ibid., table Al

2 U.S. Dept. of Labor. Bureau of Labor Statistics. Unpublished tabulations.

10 1983 OASDI Trustees Report. Table 28.
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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 4.8 percent of the
GNP. Under intermediate II-B assumptions (with 1.5 percent real
wage growth), social security is expected to rise to 6 percent of
GNP by 2035, declining to 5.6 percent by 2060.11

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 grow
at a rate of 0.3 percent per year—0.1 percent below 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 compensa-
tion, leaving only 84 percent to be taxed for social security. Con-
tinuation in this rate of growth in fringe benefits, as projected by
the social security actuaries, will result in nontaxable fringes in
2060 accounting for 34 percent of compensation, leaving only 66
percent to be taxed for social security.!2

11 Social Security Administration. Office of the Actuary. Memorandum of Jan. 17, 1984, based
on 1983 trustees report assumptions.
12 Social Security Administration. Office of the Actuary. Unpublished tabulations. 1983.
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CHART 4

GASDI COST AND INCOME, AS A PERCENTAGE OF GNP
BEEFORE AND AFTER THE S0CIAL SECURITY AMEMDMENTS OF 1983 (P.L. 98-21)
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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 5.6 percent of
GNP, to 4.8 percent of GNP by 2060.13 Income from the taxation of
social security benefits will offset only part of this shrinkage, pro-
viding revenues growing from 0.1 percent of GNP in 1990 to 0.4
percent of GNP by 2060.14

C. THE SOCIAL SECURITY AMENDMENTS OF 1983

Once the National Commission on Social Security Reform
reached agreement on its recommendations, the Congress moved at
a record pace to enact legislation to restore financial solvency in
the OASDI trust funds. On January 20, the National Commission
transmitted recommendations for changes in OASDI to resolve the
short-term financing problem and to eliminate two-thirds of the
projected 75-year deficit. Five days later the Commission’s recom-
mendations were introduced in the Senate as S. 1 by Senators Dole,
Heinz, Moynihan, and others; and within 60 days, the Congress
completed action on the legislation. On April 20, only 3 months
after the Commission reported its recommendations to the Con-

13 Social Security Administration Actuary. Jan. 17, 1984. Memorandum.
14 Social Security Administration Actuary. Unpublished tabulations.

30-629 O—84——10
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gress, the President signed the Social Security Amendments of
1983 into law as Public Law 98-21.

Sections of the 1983 amendments affecting the financing of the
OASDI trust funds embodied the recommendations made by the
National Commission. The Congress appended additional sections
changing hospital reimbursement in medicare, extending supple-
mental unemployment compensation benefits, and making a
number of technical corrections in social security. However, the
major purpose of the act was to restore financial solvency in
OASDI for the remainder of the decade and over the 75-year long-
run forecast period. The final legislation enacted by the Congress
improved financing by $166 billion between 1983 and 1989, and
eliminated all of what had been reestimated to be a 2.10 percent of
payroll 75-year deficit.

The underlying principle of the Commission’s bipartisan agree-
ment and the 1983 amendments was to share the immediate cost of
refinancing social security equitably between workers, social secu-
rity beneficiaries, and transfers from other Federal budget ac-
counts. The Commission’s recommendations split the near-term
costs roughly into thirds: 32 percent of the cost was to come from
workers and employers, 38 percent was to come from beneficiaries,
and 30 percent was to come from other budget accounts (including
contributions from new Federal employees).

The timing of the changes was a second critical feature of the
proposals. The OASDI trust funds were expected to be depleted by
July 1983, as soon as the amount previously borrowed from HI had
been spent. In order to meet immediate revenue needs in 1983
without substantial midyear tax increases or benefit cuts, the Con-
gress authorized an immediate lump-sum transfer of general funds
to the OASDI trust funds (actually amounting to $20.2 billion) to
compensate for contributions not previously made for past military
wage credits and to reimburse for unnegotiated social security
checks. Delay of the COLA scheduled to be paid in July was expect-
ed to save an additional $3.3 billion in the first year. Although
1984 payroll taxes on employers were to be raised slightly, substan-
tial payroll tax increases involving employers and employees were
deferred until 1988, to avoid increasing labor costs during the eco-
nomic recovery. Between 1984 and 1987, most of the deficit reduc-
tion was to be accomplished through the permanent delay in the
COLA and the taxation of social security benefits.

The long-run proposals, however, placed almost all of the costs
on future beneficiaries. Nearly 80 percent of the long-run financing
deficit is reduced through the taxation of benefits, the COLA delay,
and the increase in the normal retirement age. The only other pro-
posal significantly reducing the long-run deficit was the extension
of mandatory social security coverage to new Federal employees
and employees of nonprofit organizations.

The major changes in the OASDI program resulting from the
1983 Social Security Amendments were in the areas of coverage,
the tax treatment and annual adjustment of benefits, and payroll
tax rates. In addition to these changes, the Congress authorized im-
mediate lump-sum transfers, and enacted several other provisions
to safeguard the trust funds and restore public confidence in the
program.
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1. COVERAGE

The 1983 amendments produced the first major expansion of
mandatory social security coverage in more than 20 years. Prior to
the enactment of these amendments, about 5 percent of all jobs re-
mained outside of social security coverage—mostly jobs in the
public sector. Federal employees were completely excluded from
coverage by law. State and local government employees and em-
ployees of nonprofit organizations were covered if their employers
had elected to cover them. As of 1983, 70 percent of all State and
local government employees and about 85 percent of the nonprofit
employees were covered under social security on a voluntary basis.
However, coverage of these employees had been declining in recent
years because increasing numbers of State and local government
entities and nonprofit employers were exercising their one-time
option to terminate social security coverage.

The expansion of coverage was motivated partly by a desire to
stabilize the social security tax base and eliminate tax inequities
and partly by a concern that inconsistencies in coverage unfairly
advantaged some employees and deprived others of an adequate re-
tirement income. Some individuals who spend large portions of
their careers in employment not covered by social security uninten-
tionally receive bonuses in their social security benefits. These bo-
nuses or “windfall benefits” result because social security averages
the zero earnings from periods of uncovered employment with
earnings from covered employment, causing workers with long pe-
riods of uncovered employment to receive the higher proportional
benefits usually paid only to low-earnings workers. On the other
hand, those who work short periods in noncovered employment
generally experience gaps in insurance protection and may also
lose pension benefits when they change employers.

The 1983 amendments resolved some of the coverage problems by
expanding mandatory coverage, preventing further terminations of
coverage, and eliminating inequities resulting from incomplete cov-
erage.

(A) MANDATORY COVERAGE

Congress, in the 1983 amendments, extended coverage as far as it
was considered practical. Current Members of Congress, the Presi-
dent, Vice President, executive branch political appointees, sitting
Federal judges, congressional employees not participating in the
civil service retirement system, and all Federal employees hired
after 1983 are covered under social security effective January 1,
1984. All employees of nonprofit organizations are also covered on
a mandatory basis January 1, 1984.

(B) TERMINATION OF COVERAGE

State and local government entities and nonprofit organizations
which had not completely terminated coverage by April 20, 1983,
are permanently barred from leaving the system. State and local
government entities which had previously terminated coverage
were allowed a one-time election to rejoin.
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(C) WINDFALL BENEFITS

Congress modified the social security benefit formula, for work-
ers with periods of noncovered employment retiring in the future,
to eliminate the “windfall” portion of the benefit. The change will
be phased in for workers becoming eligible for benefits between
1985 and 1990. The revised benefit formula will apply fully only to
workers with minimal social security coverage. In no case will a
worker lose an amount exceeding half of their pension from non-
covered employment. Individuals brought under social security as a
result of the 1983 amendments will not be affected.

(D) GOVERNMENT PENSION OFFSET

The reduction in the benefits of spouses and surviving spouses
who themselves receive a public pension from noncovered employ-
ment is lessened for spouses who become eligible for their pensions
after June 1983. The dollar-for-dollar offset enacted in 1977 was
criticized because it reduced the spouse’s benefit by the entire
public pension amount when only part of the pension was anala-
gous to social security. Under the new provision only two-thirds of
'{)he ;f)_ublic pension will be considered in reducing social security

enefits.

2. PayroLL TAXES

The Congress avoided raising payroll tax rates above rates al-
ready scheduled in the law. Instead, the previous schedule of tax
rate increases leading up to 1990 was accelerated. In addition, the
Congress established uniformity in social security tax rates by re-
vising the tax treatment of self-employment income to approximate
the current tax treatment of wages and salaries. Previously, self-
employment income was taxed at 70 percent of the combined rate
on wages and salaries, compensating for the fact that the self-em-
ployed could not deduct a portion of the social security tax pay-
ment as a business expense. The change in tax treatment is intend-
ed to offset increased social security tax payments with reduced
income tax payments.

The 1983 amendments also expanded the definition of wages sub-
ject to social security taxes to include elective pension contribu-
tions made through salary reduction arrangements. This change
plus the expansion of coverage were intended to eliminate tax in-
equities which could lead to erosion in the social security tax base.

(A) EMPLOYER-EMPLOYEE TAX RATE

The OASDHI tax rate increase of 0.3 percent each on employer
and employee, previously scheduled for 1985, was moved up to Jan-
uary 1, 1984. For the employee, the increase is offset with a tax
credit applied when taxes are withheld, resulting in no effective in-
crease for the employee. Additionally, a portion of the scheduled
1990 tax increase—0.36 percent each on employer and employee—
was moved up to 1988. As a result of these changes, payroll taxes
are higher than previously scheduled for employers in 1984, and
for employees and employers in 1988 and 1989. Under the new
schedule, the combined OASDHI tax rate is 14 percent in 1984 (ef-
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fectively 13.7 percent), 14.1 percent in 1985, 14.3 percent in 1986
and 1987, 15.02 percent in 1988 and 1989, 15.3 percent in 1990 and
thereafter.

TABLE 10.—SOCIAL SECURITY TAX RATES AS A PERCENT OF EARNINGS FOR EMPLOYERS AND
EMPLOYEES (EACH) AND FOR THE SELF-EMPLOYED UNDER PUBLIC LAW 98-21

Employer and employee rates Seff-employed rates
0ASI DI 0ASDI  HI  OASDHI  0ASI Dl 0ASDI Hl  OASDHI

Year

Public Law 98-21:
1983 ..
1984 ..
1985..
1986-87 ..

0625 54 13 67 71125 09375 805 13 9.35
.5 57 13 70 104 1.0 114 26 140
K 57 135 705 104 L0, 114 27 M1
. 5 5.7 145 715 104 1.0 14 29 143
. 9.53 .53 606 145 751 1106 106 1212 29 1502
. 9.60 b 62 145 765 1120 12 124 29 153
2000 and [ater .........oorccrnerevres 5.49 Jl 62 145 765 1098 142 124 29 153

Source: Svahn, John A and Mary Ress. Social Security Amendments of 1983: Legislative History and Summary of Provisions. Social Security
Bulletin, v. 46, July 1983. Table A.

(B) SELF-EMPLOYMENT TAX RATE

The 1983 amendments revised the tax treatment of self-employ-
ment income, effective in 1990, to correspond to the current treat-
ment of wages and salaries. In the interim, the Congress scheduled
an increase in the self-employment tax rate, partially offset by a
tax credit, so that the effective tax on self-employment income will
rise gradually over the rest of the decade.

Beginning in 1984, the OASDHI tax rate on self-employment
income will be equal to the combined rate for employers and em-
ployees. This tax increase will be partially offset by a declining tax
credit, designed to cushion the immediate effect of the increase. As
a result, the effective tax rate on self-employment income will in-
crease from 9.35 percent in 1983 to 11.3 percent in 1984, 11.8 per-
cent in 1985, 12.3 percent in 1986, and 13.02 percent in 1988.

In 1990, the tax treatment of self-employment income will be re-
vised to conform to the tax treatment of wage and salary income.
The OASDHI tax rate on self-employment income will be the same
15.3 percent rate applied to other earnings, but it will be applied to
a lower self-employment income amount. The lower self-employ-
ment income will be equal to total self-employment income less the
equivalent of an employer’s social security tax payment on compa-
rable wage or salary income. The full tax rate will be imposed on
this lower income amount. Half of the resulting tax payment,
equivalent to an employer’s share, will be deductible. For individ-
uals with income below the social security taxable maximum
($37,800 in 1984), the recomputation of income will have the same
effect as a reduction in the tax rate of 1.17 percent—to 14.13 per-
cent. The value of the additional tax reduction will vary depending
on each individual’s tax bracket.

(C) SOCIAL SECURITY TAX BASE

Employer contributions made to pension plans under a variety of
salary reduction arrangements under sections 401(k) and 403(b) of
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the Internal Revenue Code, which had previously been excluded
from social security taxes, will be taxed and credited for social se-
curity, effective January 1, 1984.

3. BENEFITS

The Social Security Amendments of 1983 avoided substantial
benefit changes in the short term, but accomplished most of the
long-run savings through benefit changes affecting future benefici-
aries. The short-term savings from benefit changes were split be-
tween a small proportional reduction in all benefits achieved by de-
laying the annual COLA, and a more substantial reduction in the
value of social security benefits to higher income- beneficiaries
achieved through a change in the tax treatment of benefits. Addi-
tional changes, having no significant effect on the trust funds, in-
cluded a revision of the tax treatment of other disability and retire-
ment income, and minor improvements in social security benefits
for divorced, disabled, and surviving spouses.

Congress made substantial long-run benefit changes to respond
to anticipated increases in average worklife and to provide incen-
tives for later retirement. The 1983 amendments scheduled a grad-
ual increase in the social security normal retirement age—from
age 65 to 67—beginning in the year 2000; accompanied by an in-
crease in the delayed retirement credit and a moderation in the
earnings test reduction.

(A) COST-OF-LIVING ADJUSTMENTS (COLA)

The 3.5 percent social security and SSI COLA, which had been
. due in July 1983, was paid in January 1984. Subsequently, the
annual COLA will be paid each January based on the increase in
the Consumer Price Index (CPI) between the third quarters (July to
September) of the 2 preceding years. The delay in the COLA is de-
signed to reduce real annual social security incomes by a fixed
amount equal to half of the COLA, without lessening the benefit
amount on which future COLA’s will be calculated. To offset the
effect of the COLA delay for SSI recipients, the Federal SSI pay-
ment standard was raised in July 1983 by $20 for a single individu-
al (to $304.30) and $30 for a couple (to $456.40).

In 1983, the 6-month delay of the July 3.5 percent COLA result-
ed in an across-the-board 1.75 percent reduction in real social secu-
rity income. For 1.9 million elderly and disabled social security
beneficiaries who also receive SSI, the maximum $15 loss in month-
ly income from the COLA delay was more than offset by the $20
and $30 a month increase in benefits. However, nearly 2.4 million
elderly poor social security beneficiaries do not receive SSI and
were not protected from the effects of the COLA delay.'® In addi-
tion, it is estimated that more than 250,000 persons age 62 and
older with incomes just above the poverty level, were brought
ge{ow the poverty level as a result of the social security COLA

elay.6

15 Social Security Administration. Annual Statistical Supplement, 1982. Table 9.

16 Borzilleri, T.C. The Effect of Changes in Social Security Cost-of-Living Provisions on the
Income Distribution of the Elderly. A study prepared for the American Association of Retired
Persons. Mar. 10, 1983. p. 4.
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(B) TAXATION OF BENEFITS

Effective January 1, 1984, taxpayers receiving social security
benefits became liable for taxes on half the amount by which the
sum of their adjusted gross income plus half of their social security
benefits exceeds $25,000 if single, or $32,000 if married and filing
jointly. Those married and filing separately are all taxed on half of
their benefits. In no case does more than half of the social security
benefit become taxable. Income from tax-exempt municipal bonds
is included in the calculation of adjusted gross income solely for
the purpose of determining the proportion of the social security
benefit that is taxable. Benefits from railroad retirement tier I and
workers’ compensation will be treated in the same manner.

This change in the tax treatment of benefits is expected to affect
only 7 percent of all social security beneficiaries. One-fourth of
those affected will be taxed on less than half of their benefits.17
Because of the graduated application of the tax, the full tax will
apply only to those whose adjusted gross income exceeds the
$25,000/$32,000 limit by more than half of their social security
benefit. For example, an elderly couple receiving $12,000 in social
security benefits will be taxed on half of the benefit if their adjust-
ed gross income equals or exceeds $38,000. The added tax resulting
from this change is estimated to equal approximately 2 percent of
the income of the elderly beneficiaries affected.

The percent of social security beneficiaries affected by the tax
will increase substantially as rising incomes drive larger percent-
ages of successive generations above the limits. Assuming that the
limits are not adjusted in the future, revenues from this provision
are expected to grow considerably (relative to social security tax-
able payroll). Taxing benefits will yield average annual revenues
equal to 0.33 percent of payroll between 1983 to 2007, rising to 0.75
percent of payroll between 2033 and 2057. On average over the
entire 75-year period, the provision to tax half of the social security
benefit, if unchanged, is expected to yield nearly a third of the ad-
ditional long-run financing provided by the 1983 amendments.

(C) ELDERLY TAX CREDIT

The elderly tax credit and the disability income exclusion were
revised to establish greater uniformity in the overall tax treatment
of retirement and disability income. The elderly tax credit is a 15-
percent credit on taxable, unearned income designed to extend the
tax advantages of social security benefits to retirees with income
from other sources. Prior to 1984, individuals 65 and over could
claim a credit of 15 percent of a base amount up to $2,500 (single)
or $3,750 (couple), reduced by the amount of any social security or
railroad retirement benefits, or half the amount of any other
income in excess of $7,500 (single) or $10,000 (couple). Individuals
under 65 receiving income from a public retirement system could
claim the credit without reduction. The disability income exclusion
allowed permanently and totally disabled individuals under 65 to
exclude up to $100 a week of benefits from an employer’s disability

17 U.S. Congress. Joint Committee on Taxation. Unpublished estimates, 1983.
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plan. The amount excluded was reduced by any adjusted gross
income in excess of $15,000 a year.

As a result of the 1983 amendments, the base amount for the el-
derly tax credit was doubled, effective January 1, 1984. The elderly
tax credit previously available to individuals under 65 receiving
public pensions was replaced with a tax credit available instead
only to persons receiving disability income. The disability income
exclusion was eliminated.

(D) SPOUSE BENEFITS

Four provisions improve benefits for surviving, divorced, and dis-
abled spouses. Beginning in 1984, divorced or disabled survivors
drawing benefits will be able to remarry without losing their bene-
fits, and disabled widows will receive benefits at age 50 that are
comparable to those payable otherwise at age 60. Beginning in
1985, divorced spouses will be able to collect benefits when they
retire without having to wait for their former spouse to begin
drawing benefits, and deferred survivors’ benefits will be indexed
after the death of the worker for wage increases, instead of price
increases, until the survivor begins drawing benefits.

(E) DELAYED RETIREMENT CREDIT

The delayed retirement credit is an adjustment to monthly bene-
fits that compensates workers who defer receiving benefits after
the normal retirement age of 65. The current credit of 8 percent
per year provides less than a full actuarial increase in benefits, re-
sulting in a benefit loss to workers who delay retirement. Begin-
ning for workers reaching age 62 in 1987, the delayed retirement
credit will increase by one-half of 1 percent every other year until
it becomes an 8 percent annual credit for workers reaching age 62
after 2004. An 8 percent credit is thought to be equivalent to a full
actuarial increase and should eliminate the penalty for delayed re-
tirement.

(F) EARNINGS TEST

Social security beneficiaries who work have their benefits re-
duced by $1 for every $2 of earnings above the earnings limit—
which in 1984 is $6,960 for those 65 and over, $5,160 for those
under 65. Beginning in 1990, beneficiaries aged 65 and older will
have their benefits reduced more gradually for earnings over the
limit, losing $1 for every $3 of earnings.

(G) RETIREMENT AGE

Currently, retirees may receive full social security benefits at age
65—the normal retirement age—but can retire as early as age 62—
the early retirement age—with reduced benefits. As a result of the
1983 amendments, the age at which full social security retirement
benefits are paid will gradually increase from 65 to 67. The in-
crease will occur in two stages. For those who reach age 62 begin-
ning in the year 2000, the retirement age will rise by 2 months a
year until it reaches age 66 for those turning 62 in 2005. For those
reaching age 62 beginning in 2017, the retirement age will again
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rise by 2 months a year until it reaches 67 for those turning 62 in
2022. Thereafter the retirement age will remain at 67.

The early retirement age will remain 62—60 for widows—but the
actuarial reduction factor for early retirement will increase due to
the increase in the normal retirement age. For those retiring at
age 62, the reduction factor, now 20 percent, will rise to 30 percent.
Medicare benefits will continue to be available at age 65.

TABLE 11.—EFFECTS OF RETIREMENT-AGE PROVISION IN PUBLIC LAW 98-21

Retir(ement/ age Age 62

Year of birh Ny, pae

worker/spouse  PIA,t worker
1937 (same as prior law) 65/0 80.0
1938 65/2 79.2
1939 65/4 783
1940 65/6 115
1941 65/8 76.7
1942 65/10 75.8
1943 66/0 750
1944 66/0 75.0
1945-54 66/0 75.0
1955 66/2 742
1956 66/4 733
1957 66/6 12.5
1958 66/8 7.7
1959 66/10 70.8
1960 67/0 700
1961 61/0 70.0
1962 and after 61/0 70.0

! Reduced retirement benefits will continue to be available to workers (and srouses) beginning at afe 62 but at a greater reduction. For workers
and spouses, the prior-daw reduction factors (5/9ths of 1 percent per month for workers and 25/36ths of 1 percent per month for spouses) are
retained for the first 36 months of benefits before age 65 and a new factor (5/12ths of 1 percent) is applied for each additional month. For older
survivors, reduced benefits continue to be available at age 60 with the monthly reduction adjusted for each age cohort so as to maintain a 28.5
percent reduction at age 60—the same maximum reduction as cccurred under prior law.

Source: Svahn, John A. and Mary Ross. Secial Security Amendments of 1983: Legislative History and Summary of Provisions. Social Security
Bulletin, v. 46, July 1983. Table B.

4. Lump-SuM TRANSFERS

In response to social security’s immediate and substantial need
for revenue to make benefit payments in 1983, the Congress au-
thorized three sets of transfers from the general fund as reimburse-
ments for outstanding amounts owed to the OASDI trust funds.
These transfers were necessary because no proposals to cut benefits
of future beneficiaries or modify COLA’s could have generated the
savings needed within 2 years of enactment of the bill, and immedi-
ate major payroll tax increases were not acceptable in the midst of
a recession. Within months of the enactment of the 1983 amend-
ments, $20.2 billion was transferred to OASDI in payment for gra-
tuitous social security wage credits given to military personnel for
service prior to their coverage under social security in 1957; De-
fense Department underpayments of social security taxes for mili-
tary service since 1957; and uncashed social security checks for
which the trust funds had been debited but never reimbursed.
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5. SAFEGUARDS

The combination of coverage, payroll tax increases, benefit ad-
justments, and lump-sum transfers improved the financing of
OASDI by an estimated $166 billion between 1983 and 1989, and
2.10 percent of taxable payroll over the next 75 years, under inter-
mediate assumptions. If the economy performs according to the
midrange assumptions adopted by the board of trustees of the
OASDI trust funds, this improvement will be sufficient to enable
social security to continue paying retirement, survivors, and dis-
ability benefits for the foreseeable future. However, in the recent
past, the midrange assumptions have proven to be overly optimis-
tic.' Should economic conditions prove worse than anticipated,
funds for social security would become inadequate within a few
years. To guard against this possibility, the Congress enacted four
“fail-safe” provisions to protect the trust funds automatically if
economic conditions deteriorate. '

The most significant of the “fail-safe” provisions is an automatic
COLA “‘stabilizer” designed to buffer the system’s finances against
unanticipated fluctuations in wages and prices. Between 1984 and
1988, whenever trust fund reserves fall below a trigger level of 15
percent of estimated outlays, the next annual COLA will be based
on the lesser of the increase in a wage index or the Consumer Price
Index. After 1988, the trigger level will be raised to 20 percent. If
COLA’s are reduced as a result of the ‘“stabilizer,” the reductions
will be repaid to affected beneficiaries when trust fund reserves
rise above 32 percent of estimated outgo.

Three additional “fail-safe” provisions went into effect immedi-
ately to insure that adequate reserves would exist for the payment
of benefits through 1983 and thereafter. The first provision ex-
tended the authority of the three social security trust funds (OASI,
DI, and HI) to borrow among themselves through 1987, subject to
repayment. A second provision immediately changed the account-
ing procedures to credit anticipated monthly revenues to the
OASDI trust funds at the beginning of each month. A third provi-
sion requires the board of trustees of the OASDI trust funds to
notify the Congress when trust fund reserves decline to low levels
and provide specific recommendations for statutory changes to re-
store adequate reserves.

Congress also reallocated the tax rates between the OASI and
the DI trust funds so that both funds would have roughly compara-
ble trust fund reserve ratios in the future.

6. OTHER PROVISIONS

A number of relatively minor provisions affecting social security
financing, benefits, and taxes were enacted as part of the 1983
Social Security Amendments. Some of the provisions embodied rec-
ommendations from the National Commission on Social Security
Reform intended to restore public confidence in the program.

(A) SEPARATION OF TRUST FUNDS FROM THE BUDGET

The operations of the OASI, DI, and HI trust funds were re-
moved from the unified budget, effective with the fiscal year 1993
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budget. In the interim, OASI, DI, HI, and SMI trust fund accounts
are to be shown as a separate function in the budget, effective with
the fiscal year 1985 budget. This provision is intended to insulate
the operation of these trust fund programs from the pressures of
unrelated budget concerns.

(B) PUBLIC TRUSTEES

Two public members were added to the social security boards of
trustees. Currently the Secretaries of Treasury, Health and Human
Services, and Labor oversee the operations of the four social secu-
rity trust funds. Under this provision, two public membars will be
appointed from different political parties by the President, with
confirmation by the Senate.

(C) INDEPENDENT AGENCY STUDY

A study was authorized to determine how best to establish the
Social Security Administration as an independent agency.

(D) ADDITIONAL STUDIES

In addition, the 1983 amendments called for a number of studies
on policy questions raised during consideration of the financing
issues. Among the studies specified in the amendments are two to
be completed by the Secretary of Health and Human Services. The
first is a study on the effects of increasing the social security retire-
ment age on those who are unable to extend their working careers
for health or occupational reasons, due January 1, 1986. The second
is a report on the implementation of an earnings sharing plan, due
July 1, 1984, with a review of the plan by the Congressional Budget
Office due 30 days later.

D. ISSUES RAISED BY THE AMENDMENTS

In the months after the enactment of the social security amend-
ments, several social security issues were raised, mostly in response
to provisions of the 1983 legislation. Only one of these issues—the
social security coverage of senior Federal judges—was resolved in
1983. The rest of these issues remain before the Congress, with a
1;)184 ﬁ'esolution likely only of the social security coverage of
churches.

1. MunicipAL BOND INTEREST

During consideration of the 1983 Social Security Amendments,
the Senate Finance Committee adopted an amendment to include
tax-exempt interest from municipal bonds in determining whether
an individual’s social security benefits are taxable. This amend-
ment was added because it was realized that adjusted gross income
(AGI), by itself, would be an inadequate measure of an individual’s
ability to pay. Without the inclusion of tax-exempt interest, an in-
dividual with a $30,000 taxable pension would be fully taxable on
half of his benefits, while an individual with a $10,000 pension and
$100,000 of tax-exempt interest would completely escape taxation
on his social security benefits. The provision did not in any way
affect the tax treatment of tax-exempt interest.
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On April 20, 1983, Senator D’Amato introduced S. 1113 to repeal
this provision in the social security amendments, and exclude tax-
exempt interest from the determination of tax liability on social se-
curity benefits. Supporters of S. 1113 argued that the social secu-
rity amendments would discourage the elderly from investing in
tax-exempt municipal bonds, because, by including the interest in
the determination of social security tax liability, it effectively
levied a tax on the interest itself. Supporters of the repeal effort
also claimed that the diminished demand for these bonds would
substantially raise borrowing costs for municipalities..

Opponents of the repeal effort pointed out that had tax-exempt
interest not been included, the elderly would have had a tremen-
dous incentive to shift their assets into tax-exempt bonds to reduce
their social security tax liability—resulting in a windfall for the
municipal bond market. Further, opponents argued, the inclusion
of tax-exempt interest did not eliminate the tax advantage in tax-
exempt bonds—because the interest itself remains nontaxable, and
the marginal tax rate applied to the social security benefits of
those with tax-exempt interest will be lower than the rate applied
to those without tax-exempt interest. Opponents discounted claims
that the social security amendments would hurt the municipal
bond market—although clearly the repeal of the tax-exempt provi-
sion would help them.

The Senate Finance Committee held hearings on S. 1113 on
August 1, but it is unlikely that further action will be taken on
this matter.

2. SENIOR FEDERAL JUDGES

The Social Security Amendments of 1983 extended social security
coverage to all sitting Federal judges, effective January 1, 1984.
The definition of sitting judges specifically included retired judges
who have elected to remain in senior status and receive cases. Sec-
tion 10lc of the act defined the pay of senior status judges as
“wages” for the purpose of applying both the social security tax
and the earnings limit.

Federal judges reaching the age of 65 with 15 years service (70
with 10 years) have the option of remaining in “regular active serv-
ice,” retiring in senior status, or retiring fully. A retired judge in
senior status can request to receive a prescribed number of cases
and thereby remain active. Retired judges receive retirement pay
equivalent to their pay as a Federal judge ($73,700). Currently
there is no difference in compensation between active, senior
status, and retired judges—under prior law, neither active nor re-
tired judges were taxed for social security.

The Congress included senior status judges in the social security
coverage of Federal judges to treat both types of working judges
equally and eliminate any economic advantage in electing senior
status. However, the equity achieved between active and senior
status judges resulted in an inequity between senior status and re-
tired judges, and a significant financial incentive for senior status
judges to retire completely. First, active and senior status Federal
judges would begin in 1984 paying $2,646 a year in social security
taxes. Second, senior status judges who were receiving or would
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have been entitled to social security benefits would lose them as a
result of the earnings limit. Third, there was concern that retire-
ment pay to senior status judges could also become subject to State
and local income taxes as well. The combination of these tax effects
could have resulted in a $10,000 or more reduction in net income
for a retired judge in senior status, and a strong financial incentive
to retire completely.

The Administrative Office of the U.S. Courts and a number of
Federal judges expressed concern that implementation of the social
security coverage provisions would cause most senior status judges
to retire. Loss of a substantial number of senior judges would fur-
ther burden the Federal court system, since senior Judges now dis-
pose of about 10 percent of the system’s caseload.

Two bills were introduced in the Senate to repeal the social secu-
rity coverage of senior status judges: S. 1276 by Senator Mitchell
and S. 1375 by Senator Specter. However, there was little support
for a full repeal since this would create an inequity between active
and senior status judges.

The Congress did pass a provision as part of the Federal Supple-
mental Compensation Act (H.R. 3929) to delay the coverage of
senior judges until January 1986. The purpose of the delay was to
prevent wholesale retirement in 1984 and give the Administrative
Office of the U.S. Courts time to develop changes in the compensa-
tion of senior status Federal judges to offset the anomalous effects
of social security coverage.

3. SociAL SECURITY COVERAGE OF CHURCHES

Beginning January 1, 1984, as a result of the 1983 Social Security
Amendments, most religious organizations were required to join
the social security system. Previously, religious and other nonprofit
organizations could elect to participate voluntarily in social secu-
rity. The mandatory coverage of churches has aroused controversy
because some religious groups oppose being forced to join the
system.

In response to numerous complaints from religious organizations
and clergymen about the 1983 changes in the law, Senator Jepsen
introduced legislation (S. 2099) to delay mandatory coverage of reli-
gious organizations until January 1, 1986. The Senate Finance
Committee held a hearing on the bill on December 14.

Some religious groups have complained that mandatory social se-
curity coverage of churches violates the constitutional principle of
separation of church and state. They allege that the employer’s
share of the tax is a tax on the church itself. If left unchallenged,
it could lead to further encroachment by the Government into
functions of religious organizations. Beyond this, some religious
orders contend that compliance with the social security law re-
quires members to violate tenets of their faith. Some have argued
that churches, particularly those made up of low-income persons,
might have difficulty absorbing the increased operating costs.
Churches rely largely on the ability and willingness of the congre-
gation to make higher contributions.

Proponents of the mandatory coverage provision argue that
social security should be universal for all workers and that excep-
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tions undermine the concept of social insurance. Optional coverage
of nonprofit institutions as it existed prior to the 1983 amendments
allowed some workers to reap high benefits relative to their social
security tax payments because they may have worked only the
minimum amount of time needed to gain benefit eligibility. Reli-
gious and other nonprofit groups often pay low salaries and many
of their low-income workers, those who might have the greatest
need for eventual social security protection, would be hurt by the
lack of it.

Proponents also argue that mandatory coverage of these groups
does not violate, as some critics have said, the first amendment of
the Constitution, which precludes the Government from interfering
with the affairs of the church. The new law does not involve the
Government in religious functions, they contend, but merely en-
ables society to protect workers of religious entities. The new provi-
sion largely affects lay employees. The law still permits exemptions
from taxation and coverage for clergymen and certain members of
groups opposed to social insurance.

Since the churches appear primarily concerned with the imposi-
tion of the tax on the church as an employer, it is possible that a
compromise may be worked out in 1984 that would enable employ-
eclas ofd churches opposed to paying the tax to be covered as self-em-
ployed.

4. THE SocIAL SecurltY “NotcH”

In 1983, interest was revived in the social security “notch” prob-
lem, largely as the result of a series of misleading newspaper col-
umns on the subject by a nationally syndicated columnist (it was
not related to the 1983 amendments). The “notch” is a difference in
monthly social security benefits between those born in 1916, and
those born in 1917 or later, resulting from a change in the social
security benefit formula enacted in the 1977 amendments. The dif-
ference is substantial only for those in the highest benefit levels
who defer retirement until age 65. It became most noticeable as in-
dividuals born in 1917 reached age 65 in 1982.

The problem stems from a series of changes the Congress made
in the social security benefit formula, beginning over a decade ago.
In 1972, the Congress enacted automatic annual indexing of both
the formula to compute initial benefits at retirement, and of bene-
fit amounts after retirement. The intent was to eliminate the need
for ad hoc benefit increases, and to fix benefit levels in relation to
economy. However, the method of indexing the formula had a flaw
in it—known as “double indexing”’—which caused initial benefit
levels to rise rapidly in relation to the preretirement income of
beneficiaries. Before the 1972 amendments took effect, social secu-
rity replaced 38 percent of preretirement income for an average
worker retiring at age 65. The error in the 1972 amendments
caused replacement rates for the average worker retiring at age 65
to rise as high as 55 percent for the cohort born in 1916.

Without a change in the law, the average worker retiring around
the turn of the century would have been receiving more in month-
ly social security benefits than he was earning prior to retirement.
This projected growth in relative benefits was the cause of the long-
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run deficit in 1977 estimated at 8.2 percent of taxable payroll.
Had the Congress elected to finance this increase rather than
reduce benefits, it would have had to double the social security tax
rate. Instead, in the 1977 amendments the Congress chose to
recoup part of the increase in relative benefits and finance the re-
maining benefit increase with a series of scheduled tax increases.
Future benefits for the average worker under the new formula
were set at 42 percent of preretirement income.

The intent of the 1977 legislation was to create a relatively
smooth transition between those retiring under the old method and
those retiring under the new method. Unfortunately high rates of
inflation in the late seventies and early eighties made the differ-
ences between the cohorts born before and after 1917 greater than
intended. The difference became most extreme for those who de-
ferred retirements, particularly those with maximum earnings. For
two maximum earners with identical earnings histories, one born
in 1916 and the other in 1917, the difference in benefits for retire-
ment at age 62 was only $7 a month. However, these same individ-
uals retiring at age 65 received benefits differing by $111 a month.

Although the “notch” is actually the result of an uncontrolled in-
crease in benefits for those retiring under the old formula, and
does not reflect any reduction in real benefits to those retiring
under the transition rules, it was perceived as a benefit reduction
by those affected. Congress responded to the complaints of this
group by introducing a series of proposals for relief, most of which
would give benefit increases to “notch-year” retirees at a high cost
to social security. For example, one bill introduced by Representa-
tive Frank (H.R. 1965) would guarantee 1916-cohort benefit levels
until nominal benefit levels under the new formula surpass them.
The bill would produce an immediate 12-percent increase for
beneficiaries who retire at age 65, at an estimated cost to social se-
curity of from $15 to $20 billion between 1983 and 1990.

E. ADMINISTRATION OF SSA

With legislation enacted by April restoring the financial solvency
of the OASDI trust funds, the Congress began to turn its attention
toward the end of 1983 to the problems of administering the social
security program. The Special Committee on Aging, in hearings on
November 29, raised the question of how well the Social Security
Administration (SSA) is serving the public. Officials from SSA, the
General Accounting Office (GAO), and line workers from the Social
Security field offices, testifying at the hearing, reviewed factors
which have contributed to the deterioration in the quality of SSA’s
public service in recent years.

In November, the Congressional Panel on Social Security Organi-
zation, established under section 338 of the Social Security Amend-
ments of 1983, convened its first meeting to initiate a study of how
to establish SSA as an independent agency.

1. BACKGROUND

The Social Security Administration (SSA) is the agency in the
Department of Health and Human Services with administrative re-
sponsibility for the Department’s income security programs. SSA
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administers the trust funded cash payment programs: Old-age and
survivors insurance (OASI), disability insurance (DI); and the gen-
eral revenue financed income transfer programs; supplemental se-
curity income (SSI), and grants to States for aid to families with
dependent children (AFDC).

SSA is the fourth largest agency in the Federal Government,
with a $195 billion budget in fiscal year 1984—$190 billion for cash
payments to beneficiaries, and $5 billion for administration. In the
trust fund programs (OASI and DI), SSA spends less than 1.5 per-
cent ($2.6 billion) of the total cost of the program on administra-
tion.

The functions of SSA enter into the lives of nearly every Ameri-
can. SSA has issued over 270 million social security numbers, over
235 million persons qualify for retirement and survivors protection.
Each year 115 million workers are engaged in covered employment,
and each month SSA makes payments to more than 38 million
beneficiaries. In addition to operating the OASI, DI, and SSI pro-
grams and managing grants to States for AFDC, SSA carries out
most of the day-to-day operations of the medicare program, admin-
isters black lung—part B payments, takes food stamp applications,
and administers the low-income energy assistance, refugee assist-
ance, and child support enforcment programs.

SSA employs (as of September 1983) a total of 87,353 personnel
nationwide to provide services to beneficiaries. Of these, 74,511 are
full-time permanent employees. At SSA headquarters in Baltimore,
9,900 employees provide policy and program direction to the field
offices. Another 5,000 employees operate SSA’s computer system.
SSA has 10 regional commissioners with line authority over the
1,340 district and branch offices, 3,400 contact stations, and 33 tele-
service centers which serve as the primary point of contact for the
public. Over 42,000 employees work in SSA’s field offices. Six pro-
gram service centers (PSC’s) review and approve transactions the
field offices cannot handle. Over 15,500 employees are employed in
the PSC’s and in the Office of Disability Operations in Baltimore.
The Office of Hearings and Appeals, with 4,700 employees in hear-
ings offices, process claimant requests for hearings before an ad-
ministrative law judge (ALJ) to review a reconsideration or deter-
mination of benefits.

2. AGiING CoMMITTEE HEARING

On November 29, the Special Committee on Aging held a hearing
entitled “Social Security: How Well Is It Serving the Public?”
While the operating mission of SSA is to “pay the right check to
the right person at the right time,” there is evidence that SSA has
been having increasing difficulty fulfilling this mission.

While the OASI program is the simplést program SSA has to ad-
minister, a surprising number of OASI beneficiaries receive errone-
ous social security payments during their retirement due to admin-
istrative error. A study completed by GAO and SSA in time for the
hearing indicated that nearly 19 percent of all retired beneficiaries
(one beneficiary in five) receive a check with the wrong amount
due to an SSA error some time within their first 5 years on the
program. In 60 percent of the payment error cases, the errors had
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not been corrected at the time of the study. While many of the pay-
ment errors were relatively small, in a third of the cases the error
was in excess of $500, and on average the payment errors affected
4 to 5 months of checks. Furthermore, SSA’s mistakes were three
times as likely to result in an underpayment to the individual as
an overpayment.

Because the GAO/SSA study focused on the experience of
beneficiaries over time, it produced a substantially different view
than SSA and the Congress have previously had of payment accu-
racy in the OASI program. SSA contends, based on a review of 1-
month’s payments, that OASI payment error rates are low, and
that most payment error is caused by the failure of beneficiaries to
properly report postentitlement events. In the most recent sample
of cases (October 1981), SSA found that SSA-caused payment error
occurred in 9 percent of the OASI cases that month (0.6 percent
overpayment, 8.4 percent underpayment). Fewer than 1 percent of
program dollars were paid in error in that month.

In addition to payment error, witnesses identified problems with
processing delays and overpayment recovery methods. Social secu-
rity beneficiaries testifying at the hearing noted the unreasonable
amount of time required to correct a payment error: 14 months to
change a date of death in one case, nearly a year to repay an erro-
neously recovered check, and 9 months to pay an improperly with-
held check.

Delays occur almost routinely when manual processing is re-
quired. Most manual processing takes place at the six program
service centers (PSC’s) and requires reference to paper folders. This
processing normally takes from 4 to 6 weeks, but in the last 2
years, backlogs in manual processing at the PSC’s have become
severe. Despite recent computer improvements, actions pending at
the PSC’s increased by 50 percent in the last year to nearly 2 mil-
lion.18 Delays in postentitlement processing may not only deprive
beneficiaries of income but also cause overpayments necessitating
recovery action.

A recent SSA initiative to accelerate the recovery of overpay-
ments has also created problems. Beneficiaries testifying at the
hearing cited instances in which SSA had made aggressive efforts
to recollect overpayments which had already been recovered. Testi-
mony also brought to light a policy of the Treasury Department
and SSA to recover direct deposit payments from the bank ac-
counts of deceased individuals without prior notification. In two
cases reviewed at the hearing, Treasury had mistakenly recovered
payments from individual’s bank accounts as a result of SSA proc-
essing errors. Witnesses also testified on the effect of the emphasis
on debt collections on workloads for field office personnel. The
added burden of this initiative came at a time of staff shortages
and a governmentwide hiring freeze.

GAO testimony reviewed the changes which have occurred out-
side the control of SSA which have complicated the operations of
the agency. In recent years, significant political, organizational,
and legislative changes have occurred which have added substan-

18 Social Security Administration. Interview with Deputy Commissioner Doggette. OASIS, v.
29, September 1983.
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tially to the complexity of SSA’s programs and the internal disor-
ganization of the agency. Until the early 1970’s, SSA was a reason-
ably stable and simple organization. However, in just the last 10
years:

—Congress has enacted 16 major laws affecting OASI and DI
benefits, five making significant changes in entitlement and
benefits.

—SSA has taken over responsibility for several nontrust fund
programs, including SSI and AFDC.

—Eight different commissioners have been appointed to run
SSA-—compared to only five in the previous 35 years.

—SSA has been reorganized four times—three of them in 5
years; and

—Court activity has increased substantially—with a large
number of cases involving due process rights in social security
appealed to the Supreme Court in the last decade.

These and other changes have made the district offices more
pressured and chaotic places to work. SSA claims representatives
testified at the hearing that increasing workloads and staff cut-
backs at the district offices and backlogs at the program service
centers have eroded productivity and performance of the district of-
fices. Public service, once the major function of the district office,
has increasingly been sacrificed in the crush of claims processing
and postentitlement paperwork.

SSA testimony emphasized the role of computer failure in the
processing difficulties and reviewed the progress now underway in
improving the computer system. SSA Commissioner McSteen testi-
fied that deterioration in the computer system had accompanied
the growth and increasing complexity of SSA’s workload. The four
basic reasons for systems problems have been: Qutdated and patch-
work software; unreliable and outdated computer equipment; use of
magnetic tape (half a million reels) for file storage; and an inad-
equate telecommunications system for the transmission of data
from the field offices. Currently, SSA is in the second year of a 5-
year systems modernization plan, aimed at correcting many of
these problems. SSA intends to implement a field office enhance-
ment project within the next few years to enable field office staff to
get information quickly and replace most of the manual computa-
tion now required in SSA’s processing. The Commissioner stated
her view that this improvement in the computer system would
eliminate most problems of error and delay now occurring in the
program.

2. INDEPENDENT AGENCY STUDY

It has often been suggested, as a solution to SSA’s management
and operational problems, that SSA be separated from the Depart-
ment of Health and Human Services and sheltered from interfer-
ence of governmentwide management agencies. Supporters view
this step as a way to stabilize the agency and restore public confi-
dence in the management and integrity of the social security pro-
gram. Independent agency status, it is argued, would reduce the
duplication of functions, fluctuation of policy and priorities, turn-
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over of management, and overutilization of limited agency re-
sources.

The National Commission on Social Security Reform included, in
a series of proposals for restoring public confidence in social secu-
rity, a statement by the majority of members that “* * * it would
be logical to have the Social Security Administration be a separate
independent agency, perhaps headed by a bipartisan board * * *”
and a recommendation that a study be conducted on the feasibility
of an independent agency. Based on this recommendation, the Con-
gress mandated, in the Social Security Amendments of 1983, the
creation of a study panel to review and report findings on imple-
mentation issues surrounding SSA’s removal from the Department
of Health and Human Services and its establishment as an inde-
pendent agency.

The resulting three-member Congressional Panel on Social Secu-
rity Organization was appointed in October by the chairman of the
House Ways and Means and Senate Finance Committees. The con-
gressional panel, chaired by Elmer B. Staats, former Comptroller-
General, met for the first time on November 23.

The panel has set as its goal the review of three groups of issues:
The type of top-level organizational structure to recommend; the
relationship of the independent agency to related agencies and pro-
grams and to governmentwide management agencies; and the pro-
grams to recommend including in the independent agency. Under
Public Law 98-21, the panel is directed to report its findings and
recommendations to the Congress no later than April 1, 1984.

F. PROGNOSIS

With the enactment of the 1983 Social Security Amendments, for
the first time in a decade, the Congress faces no short- or long-run
solvency crisis in the social security cash benefit programs. As long
as the OASDI trust funds remain solvent, there will be little inter-
est in the Congress in raising further financing questions. It is re-
motely possible that sometime within the next 2 years, while the
QASDI trust funds remain at minimal levels, the “COLA stabiliz-
er” could be automatically triggered, causing the COLA paid in
January 1985 or 1986 to be somewhat lower than the full percent-
age increase in the CPI. But this possibility is not presently, by
itself, a source of great concern in the Congress.

Congressional and public concern about financial solvency is now
focusing instead upon the threatened depletion of the medicare
(HI) trust fund. This trust fund is expected to be exhausted, by cur-
rent estimates, in 1990. Restoration of the HI trust fund will most
likely force the Congress to consider broad reform of the entire
method of financing health care in the United States before the
end of this decade.

In the social security cash benefits programs, attention will
remain focused on the pressing need for reform in the disability in-
surance program (see chapter 7 on disability insurance) and on the
need within SSA to restore the quality of its service to the public.
These two issues are of immediate interest to the Congress.

An equally important, but less urgent, issue in social security is
the need to restructure social security to improve the equity and
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adequacy of benefits for women.1? Although the National Commis-
sion on Social Security Reform did not recommend substantial re-
forms to improve benefits for women, it did include a statement in
the final report that ‘“‘some members of the National Commission
believe that there should be a comprehensive change in the pro-
gram to reflect the changing role of women, for example, by insti-
tuting some form of earnings sharing for purposes of the social se-
curity earnings record.” 20 In addition, the Social Security Amend-
ments of 1983 directed the Secretary of HHS to report recommen-
dations for earnings sharing proposals to the Congress by July 1,
1984. It is likely that sometime within the next few years, the Con-
gress’ will begin to consider changes in the social security program
to improve its responsiveness to the needs of women.

19 For a more complete treatment of women'’s benefits issues see: U.S. Congress. Senate Spe-
cial Committee on Aging. Developments in Aging: 1982, v. 1. Washington, U.S. Govt. Print. Off.,
1983. pp. 120-122.

20 Report of the National Commission on Social Security Reform, January 1983. Washington,
U.S. Govt. Print. Off., 1983. pp. 2-28.



Chapter 4
EMPLOYEE PENSIONS

OVERVIEW

In contrast to 1982, which saw relatively little legislative activity
concerning employee pensions, Congress showed renewed interest
in pension benefit issues during 1983. The first half of the 98th
Congress produced several significant enactments, and a number of
important legislative proposals were still pending as Congress re-
cessed at the end of the year.

Included in the Social Security Amendments of 1983 (Public Law
98-21) was a provision which, for the first time, brings new Federal
employees under social security. This provision not only gave Con-
gress an opportunity to consider retirement benefits for new em-
ployees, but to reconsider such benefits for former and present em-
ployees as well. The result was a commitment to a study of the
present civil service retirement system with a 1985 target for addi-
tional reform. The past year also saw the enactment of the Rail-
road Retirement Solvency Act (Public Law 98-96), legislation
needed to insure the solvency of the railroad retirement system
and to redistribute the burden of financing benefits.

Several additional legislative initiatives were introduced during
1983, but were carried over to the second session of the 98th Con-
gress for final disposition. Pending legislation would change
present pension law to provide pension equity for women, and
reform the single employer termination insurance program to
avert possible insolvency of the Pension Benefit Guaranty Corpora-
tion. Other issues which received attention include asset reversions
following plan terminations, pension fund investment practices, en-
forcement of fiduciary provisions, Federal regulation of State and
local pension plans, and Federal expenditures for military retire-
ment.

A. PRIVATE PENSION PLANS

1. 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
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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-
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. But major expansion in public employ-
ee pensions did not come about until the 1940’s and 1950’s. At the
Federal level this trend was a result of the burgeoning Federal
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
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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
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 ;)y 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.?

CHART 1

WAGE AND §ALARY WORKERS (MOM-AGRICULTURAL),
PERCEMT FARTICIFATION IN FRIVATE PEMSION FLAMNS
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During this same period, however, the number of qualified plans
in effect increased dramatically from 64,000 to nearly 425,000. By
the early 1970’s, although there was an average net increase of
50,000 new plans a year, the rate of worker participation in plans
was leveling off.*

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

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

3Tbid., p. 126, and table 23.

‘Spencer, Charles. Pension and Profit-Sharing Plan.
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2. CHARACTERISTICS OF PRIVATE PENSION PLANS

(A) TYPES OF PENSION PLANS

Today there are more than 52 million private sector wage and
salary workers actively participating in one or more of over 496,000
private pension plans.® 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 1978, 65 percent of
all plans had fewer than 10 participants, and 93 percent of all
plans had fewer than 100 participants. Three-fourths of those plans
with fewer than 100 participants are defined contribution plans.
Defined benefit plans tend to be larger: two-thirds of all plans with
over 100 plan participants are this type. Defined benefit plans had
an average size of approximately 260 participants, while defined
contribution plans had 45 participants per plan.”

Small employers tend to sponsor only one pension plan, typically
a profit-sharing or money-purchase plan. Most large employers also
only sponsor one plan, but it is most likely to be a defined benefit
plan. A significant number of large corporate employers, however,
.provide both a basic defined benefit plan and one or more defined
contribution plans.®

Defined benefit plans pay either a flat-rate benefit or an earn-
ings-related benefit. Flat-rate plans, also called “pattern plans,”
cover primarily employees paid hourly wages in collectively bar-
gained plans. These plans pay a fixed dollar amount to the partici-
pant each month per each year of service under the plan.

Earnings-related plans, also called “conventional plans,” general-
ly cover salaried employees or a combination of salary and wage
employees, and pay benefits in proportion to the worker’s earnings.
Usually the benefit is derived by multiplying 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 they are often the worker’s highest 3 or 5 years
of earnings, or the worker’s earning in his final 5 or 10 years of
employment. The aim of an earnings-related plan is to pay the
worker some fixed proportion of preretirement earnings to assure
that pension benefits bear a set relationship to employees’ stand-
ards of living, regardless of what happens in the economy. In gen-
eral, final earnings and high years’ earnings formulas pay initial

5U.S. Dept. of Labor. Estimates of Participant and Financial Characteristics of Private Pen-
siosnlbfféans, 1983, p. 1.
id.
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benefits which have a more direct relationship to the employees’
final preretirement standard of living than do the benefits paid
under career average formulas.

1IART 2

PERCENT OF PENSIDN PLANS AND FPLAMN PARTICIPANTS
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These features make the defined benefit plan advantageous to a
worker who remains with a single employer throughout his career.
However, several features of these plans tend to penalize mobile
workers. 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 employ-
er several years before retiring, will find upon retirement, that the
purchasing power of this 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 several disadvantages for
the employer as well. Employers who offer defined benefit plans
are obligated to provide the benefits they have promised. If their
assumptions about future plan performance prove to be optimistic,
employers may find it necessary to increase their contributions to
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finance the benefits. In this sense, the employers’ pension costs are
uncertain 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.

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 addition, since the
employee has an account which is vested, 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.

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. There is an advantage to of-
fering a defined contribution plan, however. The employer’s liabili-
ty is limited to the periodic contributions it 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 exciusive.
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.

A second way to look at pension plans is to differentiate between
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 require employers
to make specified contributions on behalf of each worker to a cen-
tral fund. Employees can continue to accumulate years of service
under the plan by working for any of the employers in the plan.
While the contribution rate is determined through collective bar-
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gaining, benefits are defined by the plan’s trustees who are repre-
sentatives 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 work-
ers account as he moves from one participating employer to an-
other. However, benefit guarantees in multiemployer plans may
not be as sound. While benefits are fully protected if a particular
employer leaves the plan, if the plan terminates, workers benefits
are only partially protected by plan termination insurance. Mul-
tiemployer plans can also be a problem for the employer. The de-
fined 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.

(B) COLLECTIVELY BARGAINED PENSION BENEFITS

Another means of characterizing pension plans is to differentiate
between those covering nonunion employees and those covering
employees whose pension benefits are collectively bargained. Col-
lectively bargained plans may be either single employer or mul-
tiemployer plans, but tend to have certain common characteristics.
The design of pension benefits offered unilaterally to nonunionized
employees vary to a greater degree, reflecting the different inter-
ests and needs of the work force as well as the increased freedom
of aél employer to choose the type of plan that best serves its own
needs.

The typical mix of collectively bargained pension benefits is in-
fluenced by the nature of the labor-intensive industries in which
they are commonly found. Hence they are subject, both in design
and continued operation, to forces which differ from those affecting
other pension plans. A recent analysis of pension provisions in col-
lective bargaining agreements indicates that the typical plan pro-
vides for normal retirement at age 65, with nearly one-third of the
plans also stipulating a compulsory retirement age. Most such
plans are noncontributory and, therefore, are funded entirely by
the employer. The lack of cost-of-living increases in the typical
plan is partially offset by the fact that few collectively bargained
plans are integrated with social security. Employees are almost
always permitted to exercise early retirement options, and general-
ly are entitled to some form of pension benefit if forced to retire
due to a total or partial disability. Approximately one-third of the
plans included in the survey are multiemployer plans, while 44
percent of the remainder use benefit formulas which guarantee a
flat dollar amount each month per year of service. Only 15 percent
of these flat-rate plans vary the monthly benefit according to base
rates or separate classifications.®

9BNA Pension Reporter, vol. 10, No. 442, pp. 782-3. The study was based on a survey of 400
contracts chosen to represent a cross-section of bargained agreements. The analysis is based on
193 plans (61 multiemployer) for which sufficient detail was available.
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(C) SOCIAL SECURITY AND PRIVATE PENSIONS!?

The most direct linkage between private pensions and social se-
curity is through pension integration. Statistics on pension integra-
tion conflict, but it is safe to say that more than one-third of all
pension plans are integrated in some fashion with social security.
Integration gives recognition to the value of employer contributions
magde to social security. IRS guidelines permit employers to take
the value of these contributions into account in structuring pension
plans.

Generally speaking, since social security benefits are based only
on earnings up to the social security wage base, employers may
provide pension contributions on earnings above this level without
having to provide the same contributions on earnings below it, pro-
vided that the combined social security and pension benefit does
not favor the more highly paid. Alternatively, employers may de-
velop a formula for determining pension benefits which takes into
account the employee’s benefit from social security. Because social
security benefits are weighted in favor of the lower paid, pension
integration permits the plan to counterweight or tilt its benefits in
favor of the higher paid. Thus integrated pension plans give higher
paid workers a better pension benefit to offset the lower replace-
ment rate they receive through social security. In addition, pension
integration helps reduce the cost of the plan for providers, in part
compensating for the employer’s payment of social security taxes
on behalf of the worker.

Pension integration formulas use either an offset or an excess
method for coordinating pensions with social security. Under the
offset method, a plan may incorporate a proportion of an individ-
ual’s social security benefit in computing the benefit that will be
provided by the pension plan. Offsets are found only in defined
benefit plans. The excess method of integration provides a higher
pension benefit or contribution in regard to earnings above the
plan’s integration level than it does in regard to earnings below it.
A pure excess method pays pension benefits only for earnings in
excess of the integration level. A step-rate excess formula pays
benefits at a higher rate on earnings above the level taxed for
social security. Excess methods are used in both money purchase
and earnings-related plans.

In money-purchase plans, contributions are made to the plan
either exclusively—or at a higher rate—for earnings above the in-
tegration level, which may be the social security taxable wage base
for the year of contribution ($37,800 in 1984). In earnings-related
plans, pension benefits may be calculated as either a set percentage
of earnings above the integration level or as a combination of a
lower proportion of earnings below the integration level and a
higher proportion above. In this case, the integration level is the
social security “covered compensation,” which is the average of the
taxable wage base in the years in which earnings were counted.

19For a more extensive discussion of the linkages between social security and private pen-
sions, see an information pa&r prepared for the Senate Special Committee on Aging b&)cDr.
Bradley R. Schiller and Dr. Donald C. Snyder. Linkages Between Private Pensions and ial
Security Reform, 1982. This section also draws heavily on McGill, Dan N., Fundamentals of Pri-
vate Pensions. Homewood, Richard D. Irwin, Inc., 1979, chap.10.
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Flat-rate plans paying benefits which are not related to a work-
er’s earnings are not integrated with social security. There is little
need for integration in most flat-rate plans since participants in
these plans usually have little variation in earnings.

Both offset and excess formulas are strictly controlled by antidis-
crimination provisions in the Internal Revenue Code designed to
prevent pension plans from using integration to divert plan assets
unfairly to supervisory and more highly compensated employees.
Offset plans are not allowed to reduce pension benefits dollar-for-
dollar for social security benefits. The maximum reduction is set at
8315 percent. In practice, however, plans rarely employ more than
a 50-percent reduction—a $1 reduction in pension benefits for
every $2 in social security. Plans using pure excess methods may
not pay or contribute more than a specified proportion of earnings
above the integration level. Plans using step-rate excess methods
may not exceed a maximum specified difference between rates paid
for earnings below and above the earnings level. The difference in
benefits may not be more than 37% percent; the difference in con-
tributions may not be more than 7 percent.

Pension integration, where it applies, is an important factor in-
tervening in the effects that social security benefit changes have on
retirement income. For workers participating in plans with direct
offsets, a reduction in social security benefits is partially compen-
sated for by an increase in pension benefits. As a result, these
workers have a retirement income which is insulated in part from
social security changes. The retirement income of workers partici-
pating in plans which use an excess method is not insulated from
changes in social security benefits, and can be affected by changes
in the social security taxable wage level. In principle, because this
level is now indexed for wage increases, it should move in tandem
with workers’ earnings and have no effect on pension benefits. In
practice, however, employers may select any integration level
which is not higher than the taxable wage level or “covered com-
pensation,” and many plans do use a lower level with a periodic
revision of the level. Where workers’ earnings rise more rapidly
than integration levels, increasing proportions of those earnings
are being subject to a higher contribution or benefit rate. As a
result, workers participating in excess plans may find their real
pension benefits rising as a result of integration.

The importance of integration as insulation against social secu-
rity benefit reductions should not be exaggerated. Direct offsets
share the costs of social security benefit reductions between plan
sponsors and participants, with neither one being fully insulated
against such changes. In addition, direct offsets appear to pertain
to only one in three pension plan participants, and only one in six
labor force participants over age 25. If these figures are still accu-
rate, most adult workers have no insulation of any kind in their
pensions against reductions in social security benefits.
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3. THE EMPLOYEE RETIREMENT INCOME SECURITY AcT oF 1974
(ERISA)

(A) ORIGINS 11

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 using plans only for tax ad-
vantages 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
assets mismanagement by enacting the Welfare and Pension Plans
Disclosure Act of 1958. This act placed primary responsibility for
monitoring plan activity in the hands of plan participants them-
selves. 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-

11 McGill, Dan N. Fundamentals of Private Pensions. 4th edition. Homewood, Richard D.
Irwin, Inc., 1979. pp. 30-37.
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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 in 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.

(B) 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 nine 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; (i) 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 15 years of
covered service; (iil) graded vesting of 50 percent of 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.

(¢) 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.
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(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
assets or income to any other use than payment of benefits or rea-
sonable plan administration expenses.

(®) 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.

(g 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
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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 $15,000 a year to a Keogh plan. The Tax
Equity and Fiscal Responsibility Act of 1982 basically eliminated
the distinction in tax law between qualified corporate pension
plans and Keogh plans for self-employed individuals. Effective in
1984, annual deductible contributions to a Keogh plan will general-
}$)é Obgo%)imited to 25 percent of compensation up to a maximum of

(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.

(C) EFFECTS 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 tri-
pled and creations of defined benefit plans were reduced by more

30-629 O0—84—12
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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 1973.12
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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 1976.12 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
1974.1¢ 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-

13 Tbid., table II-2.
14 Ibid,, table 1I-2.
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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.15

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.

4. Post-ERISA ENACTMENTS AND EXECUTIVE ORDERS

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

One of the most difficult issues to emerge after the enactment of
ERISA concerned the problem of providing plan termination insur-
ance for multiemployer plans. Many industries with multiemployer
plans have been experiencing declining employment and high rates
of business failure. As a result, the funding obligations for remain-
ing employers 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 Pension Benefit Guaranty Corporation (PBGC). A
later PBGC study raised concern that automatic inclusion of mul-
tiemployer 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 in
multiemployer plans failed.’® 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 Pension Benefit Guaranty Corporation (PBGC) discretion to

15 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 Employee Retirement Income Security Act on
the Termination of Single Employer Defined Benefit Pension Plans. Report No. HRD-78-90,
Apr. 27, 1978. Washington, 1978.

U.S. General Accounting Office. Effects of the Employee Retirement Income Security Act on
Pemionlg%gns with Fewer Than 100 Participants. Report No. HRD-79-56, Apr. 16, 1979. Wash-
ington, .

16 Pension Benefit Guaranty Corporation. Potential Multiemployer Plan Liabilities Under
Title IV of ERISA Sept. 29, 1977.
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cover terminations 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. Manda-
tory coverage of benefits was then postponed several more times,
until it finally became effective in August 1930.

In 1979, PBGC submitted specific recommendations to Congress
for revising the multiemployer termination insurance provisions.
The recommendations became the basis for the Multiemployer Pen-
sion Plan Amendments Act of 1980 (Public Law 96-364) which was
signed into law in September 1980. The amendments sought to
remove incentives for withdrawal, and protect remaining sponsors,
by requiring that an employer withdrawing from a multiemployer
plan continue to fund its fair share of the plan’s total unfunded
vested liability. The withdrawal liability is payable in annual in-
stallments 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.

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 service.

(B) REORGANIZATION PLAN NO. 4

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
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and Treasury were begun to improve coordination of the field activ-
ities of these agencies.

(C) TAX EQUITY AND FISCAL RESPONSIBILITY ACT OF 1982 (TEFRA)

(1) 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.

In general, the motivation for the pension provisions in TEFRA
was to eliminate the pension tax incentives for incorporation, and
the resultant opportunities in pension tax law to voluntarily shel-
ter income in excess of that needed for retirement. The focus on
professional service organizations arose from concern that the in-
dexing of benefit/contribution limits in corporate pension plans
was encouraging professionals to incorporate to take advantage of
the greater tax deductible pension accumulations permitted in cor-
porate pension plans than in Keogh plans for the self-employed.

(2) Provisions

(a) 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 contribution
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.

(b) 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.
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(¢) 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.

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 3 percert of pay will be required in a defined contribution
plan, or if less, the highest contribution rate for any key employee.

(d) Pension integration

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

(e) 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.

(f) 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 required
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 payer will
have to provide recipients with annual notice of their rights to
make, renew, or revoke an election.

5. PRIVATE PENSION ISSUES AND LEGISLATION—1983

(A) PENSION COVERAGE AND ADEQUACY

In February 1981, the President’s Commission on Pension Policy
issued its final report on retirement income problems and policy
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recommendations, entitled “Coming of Age: Toward a National Re-
tirement Income Policy.” The recommendations dealt in large part
with efforts to strengthen private pensions. They focused on prob-
lems with pension coverage, inadequacy of pension benefits, lack of
coordination with other income programs, erosion of benefits due to
inflation, and gaps in pension coverage for women. The principal
recommendation of the Commission was the formation of a manda-
tory universal pension system (MUPS) for all workers.

The privately sponsored Committee for Economic Development
released its own report in 1981, entitled ‘“Reforming Retirement
Policies,” which served as a counterpoint to the President’s Com-
mission recommendation for mandatory pension coverage. The
committee suggested that employer pensions could be improved
and coverage expanded through the continued use of tax and regu-
latory incentives.

Many of the issues addressed by the Commission and committee
have yet to be fully considered in Congress. Among the issues now
receiving increased attention, however, are women’s pension equity
and pension accruals after age 65.

(1) Pension Protection for Women

The President’s Commission emphasized two areas where women
experience particular problems in gaining adequate pension protec-
tion. First, women in the work force typically have lower rates of
coverage than men. Second, women who are spouses of covered
workers face gaps in pension protection when widowed or divorced.
For whatever reason, poverty among the elderly is predominantly
the poverty of older women, and it is principally this failure to
qualify for pension benefits which draws that line. As has been the
case since the original considerations of ERISA, perennial legisla-
tive initiatives were introduced in 1983 addressing these concerns
by Senators Durenberger and Packwood.

(a) The Retirement Equity Act

The emergence of the so-called gender gap in 1983 sparked
Senate leadership interest in pension equity, which culminated in
Senator Dole introducing .the Retirement Equity Act (originally S.
1978, attached to H.R. 2769). After a whirlwind consideration by
the Senate Finance Committee, H.R. 2769 passed the Senate in the
closing hours of the session. The House bill (H.R. 4280), virtually
identical to H.R. 2769, was approved by the Education and Labor
Committee, but did not progress further before the end of 1983.
Passage of some form of pension equity legislation is expected
during 1984.

The pension accrued by the working spouse is often the single
largest asset of an older married couple. Its importance both to the
employed and nonemployed spouse cannot be underestimated.
However, many married women who choose to work in the home
can be deprived of this income by a variety of circumstances in-
cluding death or disablement of the employed spouse, or divorce.
The general philosophy behind the various equity bills is to recog-
nize that the retirement benefit is a jointly owned asset of the mar-
ried couple as partners. For older women, the most significant pro-
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visions of the Retirement Equity Act (H.R. 2769) pertain to women
as nonemployed spouses.

The main issue is that of joint and survivor coverage. The joint
and survivor annuity is an amount equal to the vested benefit of
the employee, actuarially reduced to take into account the poten-
tial early starting date and extended length of payments. Under
current law, mandatory joint and survivor coverage is not provided
until the employee reaches regular retirement age (usually 65). The
employee may elect such coverage at the firm’s early retirement
age (or age 62, whichever is later), but if he takes no affirmative
action, there is no survivor coverage until the employee reaches 65.

Consequently, many dependent spouses have found that they are
not entitled to benefits under their spouse’s retirement plan, re-
gardless of his years of service, simply because he (or she) died 5
years, 5 months, or 5 hours too soon. In other cases, because the
employed spouse alone makes the decision as to whether to receive
the retirement annuity on a joint and survivor basis, a number of
surviving spouses have been surprised to find that benefits ceased
with the death of the retired employee, even though they had been
told, or had assumed, that some benefit would continue through
their lives as well.

The Retirement Equity Act mandates that any plan providing a
life annuity (even as an option) must provide it in the form of a
joint and survivor benefit, unless the employee elects out of that
provision. The Senate bill also proposes to provide benefits to a sur-
viving spouse at a much younger age. If a disabled or deceased em-
ployee has reached age 45 with 10 years of vested service, then the
spouse must be provided with an automatic benefit unless the
couple previously waived the provision. Finally, in order to waive
new automatic survivor coverage, the working spouse must obtain
the written consent of his spouse. (Under present law, an employee
is not required even to notify his spouse of the options.)

In addition to addressing the problems encountered by spouses
who are dependent upon the pension of an employed spouse, H.R.
2769 seeks to remedy some of the difficulties which are encoun-
tered by women earning pensions in their own right.

ERISA standards reward a particular kind of employee: one
whose service is long term, uninterrupted, and highly compensated.
Very often the work histories of women, as primary family care-
takers, do not fit into this mold. If they do work, their employment
is in addition to traditional family obligations. They incur breaks
in service for childbirth and child rearing. Finally, women tend to
work in lower compensated jobs, and in fields which do not provide
adequate pension coverage.

For women who are or will participate in the work force, H.R.
2769 contains provisions intended to increase pension accruals. The
bill proposes to lower the minimum age for participation and vest-
ing to 21 and 18 (from 25 and 22), respectively, in order to allow
women to accrue credits early in their worklife. Fully 68 percent of
all women between ages 19 and 24 work full time, after which
period many leave the job market, if temporarily, to assume family
responsibilities.

Break in service and maternity/paternity leave rules would also
become more flexible under H.R. 2769. Plan participants, whether
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vested or not, would not incur a break in service for such leave,
and would neither lose prior credits nor receive additional credits
for the period of absence. In addition, employees with less than 5
years of credited service would not lose credit for those years due
to a break in service of up to 5 years, for whatever reason, provid-
ing they return to the same employer.

Finally, H.R. 2769 addresses the status of a divorced spouse’s in-
terest in a former spouse’s pension assets. ERISA provisions pro-
hibiting the alienation of pension benefits have been interpreted by
some State courts as prohibiting the division of pension benefits
pursuant to a valid domestic relations order. H.R. 2769 expressly
exempts such orders from ERISA’s antiassignment/alienation
rules, providing that the order is “qualified” according to the terms
specified in the bill. To encourage recipients to treat such distribu-
tions as retirement income, it provides that lump-sum distributions
made pursuant to a domestic relations settlement may be rolled
over into a tax-deferred individual retirement account.

Despite the expected passage of pension equity legislation early
in the second session of the 98th Congress, there remain several
continuing issues in the pursuit of enhanced retirement benefits
for women. Many experts anticipate rising work force participation
among women. Accordingly, future legislation should be designed
to improve the benefits available to employed women by refining
ERISA, the Tax Code, and social security law. Numerous bills have
been introduced suggesting that earnings sharing be implemented
in social security so that working couples receive benefits which re-
flect their combined income. At present, social security provides an
_enhanced benefit for married couples based on the highest earnings
of one or the other partner. Owing to her work history, the wife’s
benefit is often lower than the husband’s. The benefit she receives
based on her husband’s income is greater than that which she
would receive based on her own employment. Earnings sharing
would average the income of the couple on a yearly basis and pro-
vide a social security benefit to each partner based on that average.
Such proposals generally include a phasing out of the dependent
spouse’s benefit.

(b) Sex neutral actuarial tables

Another controversial issue, which is not addressed in the Pen-
sion Equity Act (H.R. 2769) is the use of unisex actuarial tables in
the pension and insurance industries. Insurance companies tradi-
tionally have used sex-based tables to determine pension benefits
and costs, as well as life, health, and auto insurance rates. The use
of sex-differentiated tables results in assessing different costs and
benefits to equally situated persons of opposite sexes. For the pur-
poses of pensions, the statistically longer life expectancy of women
means any monthly annuity provided to a woman is reduced to re-
flect the cost of providing that benefit over a longer period of time.
Conversely, holding the monthly benefits equal, the cost of provid-
ing a monthly annuity is higher for a woman if sex-based tables
are used.

In June 1983, the U.S. Supreme Court mandated in Norris v. Ari-
zona Governing Committee that unisex tables be used in determin-
ing benefits paid by a voluntary deferred compensation plan for
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Arizona State employees. The retirement plan which was the sub-
ject of the Norris case allowed employees to defer a portion of their
income in exchange for several options, including a life annuity at
retirement; however, the monthly annuity payments to women
under the plan were lower than those to similarly situated men.
The decision was foreshadowed by a 1978 case, Los Angeles v. Man-
hart, which prohibited the use of sex-based tables in a mandatory
retirement plan which required women to pay larger contributions
than men in order receive the same benefit.

The Supreme Court’s decision in Norris was restricted to employ-
er-employee relationships. The option to use sex-based tables re-
mains open to private insurers. This option lead to two interrelated
concerns. First, many employers currently offer their employees
the option of receiving annuities or lump-sum distributions of their
benefit. Since private insurers are able to offer sex-based figures,
annuities provided to men by private insurers could be higher than
the annuities they would be able to receive from their employers,
thus leading to a larger percentage of male employees opting for
the lump-sum distribution and private arrangements.

Concurrently, since female employees would not benefit by going
to a private insurer, they would likely opt to receive an annuity
from their employer. But, the exodus of male participants will
drive up the cost of providing these annuities to employees remain-
ing in the annuity plan. In order to curb costs, employers might
well decide not to offer an annuity option at all, forcing more em-
plo%ees to private insurers, where sex-differentiated tables are still
used.

Legislation is now before Congress which would require private
insurers to use sex-neutral actuarial tables as well. The Fair Insur-
ance Act (S. 372, H.R. 100) received initial hearings in the Senate
and House of Representatives, but its progress was stalled pending
a General Accounting Office (GAOQ) study of the costs to the insur-
ance industry of implementing the proposal. Further consideration
of the bills may be taken up during the second session of the 98th
Congress.

(2) Pension Accruals After Age 65

A vital issue still facing older workers is how to expand their em-
ployment opportunities. Of the several obstacles to continued em-
ployment of persons aged 65 and over, one of the most important
work disincentives may be the lack of credited benefit accruals in
more than one-third of all private pension plans.!” Under agency
interpretation of ERISA and the 1978 Amendments to the Age Dis-
crimination in Employment Act (ADEA), mandatory retirement is
generally prohibited prior to age 70, and employers must maintain
coverage under fringe benefit plans for workers over age 65. How-
ever, pension benefits have been exempted from this requirement,
and employers are permitted to cease contributions to pension
plans at normal retirement age; not credit years of service, salary
increases, or benefit improvements; and not increase benefits pay-

17See also, chap. 6, Employment.
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able at retirement to take into account the delayed starting date of
benefit payments due to continued employment.

Unlike special early retirement options, sometimes referred to as
“window plans” or “one shot” retirement incentives, the discontin-
uation of pension accruals is not a positive inducement to retire-
ment, but a disincentive to continued employment. Employers view
the discontinuation of pension accruals as a tool to control the com-
position of their work force, lower the cost of contributions for em-
ployee benefits, and make room for promotions and new hires. It
also serves to help fund the pension plan, because the employee
choosing to continue working beyond age 65 will draw fewer years
of retirement benefits from the plan without any corresponding in-
crease in the amount of the periodic benefit received. Since an em-
ployer’s salary and pension costs are typically higher for older
workers, unless an older worker’s productivity is correspondingly
higher than that of younger workers, the employer has a financial
inceggive to discourage his or her continued employment beyond
age 65.

On September 15, 1983, the Equal Employment Opportunity
Commission (EEOC) formally requested comments on the practice
of discontinuing contributions and service credit at age 65. Employ-
ees consider their pensions part of their total wage/compensation
package. To them, discontinuation of pension accruals is tanta-
mount to a unilateral discriminatory wage reduction solely on ac-
count of their age. Although the number of employees who would
be affected by a change in the rule is small relative to the size of
the total work force, a discontinuation of pension accruals can sub-
stantially reduce the benefits eventually received by those affected,
possibly undermining the adequacy of their total retirement
income. The elimination of the present exemption would require
employers to use retirement incentives, rather than disincentives
to continued employment, to control the composition of their work
force, enhancing the retirement income of those accepting such op-
tions.

(3) Inflation Protection

In contrast to social security benefits, which are automatically
adjusted each year for increases in the Consumer Price Index (CPI),
the benefits received by most private pension participants do not
include provisions granting full cost-of-living adjustments (COLA’s).
The more common practice among private pension sponsors is to
grant ad hoc increases in retirees’ annuities. Some employers have
shown interest in supplemental pension arrangements that grow at
a predetermined rate over some or all of the employee’s retirement
years, but these so-called “escalator annuities” generally involve
cost sharing between the employer and employee. With no inflation
protection at all, a 10-percent inflation rate would cut the purchas-
ing power of a retirement benefit in half in only 7 years. A Labor
Department study determined that even with ad hoc inflation ad-
justments, the real value of pension benefits decreased at an aver-
age yearly rate of 4 to 8 percent in the early 1970’s.®

8Horst, Robert L., Jr., and Donald E. Wise. Private Pension Benefits and the Rate of Infla-
tion. Math Tech, Inc., May 1979.
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The effect of inflation on the purchasing power of a retiree’s
total retirement income is dependent on the mix of income sources
available to the individual. A report published by Towers, Perrin,
Forster, & Crosby suggests that while inflation is a serious prob-
lem, not all retirees suffer irrevocable erosion of purchasing power
throughout their lives. According to the study, most retirees experi-
ence some decrease in purchasing power in the first few years of
retirement, but so long as social security benefits remain indexed
to the CPI, social security COLA’s will tend to offset the effects of
inflation on a retiree’s pension benefit. If, as the report contends,
the CPI overstates inflation by 2 to 5 percent annually, then those
retirees whose incomes consist of at least 70 percent social security
benefits would experience a gradual increase in real income as the
CPI-COLA’s overcompensate for inflation.!®

Assuming that a retirement benefit is adequate at the time an
employee retires, for most, the principal effect of inflation is to
threaten a slow decline in purchasing power after retirement. How-
ever, inflation can impair retirement income security even before
retirement if the formula used to calculate benefits does not make
adequate allowances for its erosive effects.

Many employees are covered by plans which calculate benefits
based on salary levels, either averaging career earnings or earnings
during some specified period of highest compensation. Since salary
tends to increase with inflation as well as promotion and cumula-
tive service, benefit formulas based on the employee’s highest years
of compensation provide the best protection against inflation, while
career average benefit formulas provide less effective insulation.
But many collectively bargained plans simply provide benefits
based on a fixed amount each month per year of service, regardless
of the employee’s salary level. Such plans require continuous ad
hoc adjustments of the fixed benefit to insure that inflation will
. not erode the basic adequacy of the benefit by the time the employ-
ee reaches retirement age. Social security benefits may play some
role in mitigating this effect, as preretirement indexing is designed
to offset the effects of inflation in the same manner that postretire-
ment COLA’s offset inflation once social security payments begin.
For employees covered by flat-rate plans, the degree to which infla-
tion will erode the adequacy of future retirement benefits will be a
function of the proportion of their social security benefits to their
total income.

(B) PLAN TERMINATIONS AND PBGC BENEFIT GUARANTEES

Once Congress enacted the Multiemployer Pension Plan Amend-
ments Act in 1980, attention was gradually focused on the need to
reexamine single employer termination procedures under ERISA.
In its present form, substantial financial incentives exist for some
plan sponsors to terminate their defined benefit plans independent
of any considerations relating to the best interests of plan partici-
pants. In 1983, Congress continued the extensive process of examin-

¥Towers, Perrin, Forster, & Crosby, Special Report. Pensioner Cost-Of-Living Increases: Who
Needs Them?, 1981.
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ing abusive pension plan terminations in an effort to close loop-
holes in the current fabric of ERISA.

With the emergence of several additional pension issues, the
multiemployer termination insurance program received less con-
gressional consideration during 1983 than in recent years. The
most significant development may have come in the form of con-
tinuing legal challenges to the constitutionality of MPPAA’s retro-
active effective date. The Supreme Court is expected to address the
issue sometime during 1984.

(1) Single Employer Termination Insurance Program

The recent recession, coupled with the general decline of major
industries in the United States, has severely stressed many employ-
ers, precipitating bankruptcies and causing the termination of sev-
eral large pension plans. The growing number of terminated plans
which have insufficient assets to pay accrued vested benefits has
placed a burden on employees, employers, and the PBGC termina-
tion insurance program. Unfortunately, the situation has been
worsened by plan terminations that were not necessitated by busi-
ness failures, but represent attempts by irresponsible employers to
take advantage of termination insurance guarantees and escape li-
ability for unfunded accrued pension benefits by terminating the
plan and dumping the liability on PBGC.

(a) Detrimental effects of abusive plan terminations

Any plan termination represents a potential threat to an employ-
ee’s retirement income security. Even though vested benefits are
generally insured by the PBGC, the termination insurance pro-
gram does not guarantee all accrued benefits, setting limits on the
maximum benefit payable. While an employee covered by the ter-
mination insurance program is protected from having his or her
entire pension wiped out by the termination of a plan which proves
to have insufficient assets to pay plan liabilities, the difference be-
tween accrued benefits and guaranteed benefits may have a signifi-
cant impact on the employee’s retirement income. Similarly, the
absence of a defined benefit plan in the future, or the replacement
of the old plan with a new one which provides less generous bene-
fits, means that the employee will receive a smaller monthly retire-
ment benefit than expected. It is therefore usually in the interest
of employees for the employer to resist terminating an underfund-
ed pension plan unless the failure to do so would cause bankruptcy.

It is also in the interest of other plan sponsors for those termina-
tions to occur only as a result of business necessity. At present, the
PBGC termination insurance program is funded by a flat rate (per
employee) premium paid by plan sponsors to PBGC, rather than by
a risk/related premium as is ordinarily paid to private insurers.
The PBGC termination insurance program is therefore not a true
insurance system, but an indirect means of distributing the cost of
unfunded liabilities of terminating plans among remaining employ-
ers. To the extent a particular termination is not motivated by
business necessity, the program essentially requires responsible
employers to subsidize the unfunded pension liabilities of less re-
sponsible employers.
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Abusive terminations designed to dump pension liabilities on the
termination insurance program can also have a serious detrimental
impact on the continuing solvency of the PBGC. Already strained
by terminations that have resulted from a flagging economy, abu-
sive terminations threaten to worsen the PBGC’s already serious
deficit. Although the PBGC has a claim against an employer termi-
nating an “underfunded” pension plan for one-third of the employ-
er's net worth, unfunded plan liabilities frequently exceed this
amount. In these circumstances an employer still has a financial
incentive to terminate the plan, and the PBGC cannot under cur-
rent law proceed to collect from the employer the full value of
guaranteed benefits paid.

(b) PBGC premium rate increase request

At the close of fiscal year 1982, the PBGC reported a deficit of
$333 million due to insurance claims from terminating plans which
were accumulating faster than they could be financed by the collec-
tion of insurance premiums from plan sponsors. The PBGC esti-
mated that unless premiums were increased, the deficit could reach
$938 million by fiscal year 1987.

The PBGC’s single employer termination insurance program is
financed primary from premiums collected from plan sponsors of
ongoing plans, based on the number of plan participants. The
annual premium rate, originally set at $1 per plan participant in
1974, when the program was created, was quickly raised to $2.60 by
Congress in 1978. The annual premium rate has not increased
since then, but a request was made in May 1982, to raise the pre-
mium to $6. A report issued by the General Accounting Office
(GAO), entitled “Legislative Changes Needed To Financially
Strengthen Single Employer Pension Plan Insurance Program”
(November 14, 1983), found the proposed rate increase to be reason-
able and necessary to reduce the deficit at this time. However, the
report also criticized PBGC for not acting on past premium rate
studies which indicated the need for an increase. It recommended
that PBGC act in a more timely manner to advise Congress of
changes needed in its premium rate.

The premium rate increase request is now pending before Con-
gress as part of the administration’s single employer reform bill in
the Senate (S. 1227), as well as a compromise reform bill introduced
by Representatives Clay and Erlenborn in the House of Repre-
sentatives (H.R. 3930). However, the PBGC request is based on an
assumed January 1, 1983, effective date. If the effective date is
pushed back, the $6 premium will not be sufficient to eliminate the
defié:it and the PBGC’s long-term solvency may again be threat-
ened.

(c) Single employer termination insurance reform

Some plan sponsors have objected to the proposed rate increase,
which would more than double plan sponsors’ premium costs.
There has been strong opposition from private pension sponsors to
any increase in the premium rate until those weaknesses in the
present single employer termination insurance program can be
eliminated. In May 1983, Senator Nickles introduced a bill on
behalf of the administration (S. 1227) which incorporates the rec-
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ommendations of a joint agency task force set up in November
1982, and seeks to limit the ability of employers to terminate plans
which have insufficient assets to pay accrued benefits, transferring
their unfunded liabilities to the PBGC.

The administration bill (S. 1227) would permit a plan sponsor to
terminate an underfunded pension plan only when the employer
could prove that continuation of the plan would precipitate bank-
ruptey. It also imposes contingent liability on employers for the
funding deficiency of a plan following a transfer of the business or
the “spinoff’ of a subsidiary corporation. Under an agreement be-
tween PBGC and the IRS, PBGC currently negotiates conditions on
the granting of funding deficiency waivers on a case-by-case basis
with IRS and the plan sponsor. S. 1227 would permit PBGC to
impose conditions on the granting of such waivers, and receive a
lien to cover all plan funding contributions, with interest, outstand-
ing at the time of termination.

Employers objected to S. 1227 because it limits the ability of plan
sponsors to voluntarily terminate a pension plan without necessar-
ily preventing abusive terminations which would dump unfunded
liabilities on PBGC. In response to the concerns of employers and
employees alike, a compromise bill (H.R. 3930) was prepared and
introduced by Representatives Clay and Erlenborn in September
1983. Unlike S. 1227, which links the right of an employer to volun-
tarily terminate an insufficient plan to the threat of bankruptcy,
H.R. 3930 permits an employer to voluntarily terminate a plan at
any time, but effectively shifts the insurable event that triggers
PBGC’s benefit guarantees from plan termination to the employ-
er’s proof of financial “distress.”

Under the Clay-Erlenborn proposal, PBGC benefit guarantees
would be triggered if the employer demonstrates a significant “dis-
tress” situation which would threaten its continued financial via-
bility unless relief were granted. Employers would still be permit-
ted to freeze benefits accrued under the plan under a standard ter-
mination. However, employers would be required to count addition-
al service after termination for vesting and eligibility purposes
(termed a “‘shallow freeze” in current IRS practice), and to contin-
ue to fund the plan until all nonforfeitable benefits are satisfied.

The bill would make plan sponsors contingently liable for trans-
ferred plans for up to 5 years—10 in situations involving large
transactions—in the event that the plan eventually terminates.
PBGC would receive a lien in the amount of any funding deficiency
waivers granted by the IRS, and the amount for which an employ-
er is liable is increased from 30 percent of net worth, as under
present law, to 10 percent of pretax profits for 10 years following
the termination. An additional amount equal to 5 percent of pretax
profits would be payable to a termination trust providing for the
payment of nonforfeitable benefits which exceed the current limits
on benefits guaranteed by PBGC.

The most controversial provision in H.R. 3930 is the inclusion of
a so-called union veto. A plan administrator would be prohibited
from filing a notice of intent to terminate a plan which is subject
to a collective bargaining agreement if objection is voiced by the
employee organization representing plan participants. Some Mem-
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bers of Congress have opposed the “union veto” because it grants
to a union a right which ordinarily would have to be bargained for.

The inclusion of this provision in particular makes the enact-
ment of the bill during 1984 uncertain. It was favorably reported
by the Subcommittee on Labor-Management Relations to the
House Committee on Education and Labor in October, but failed to
progress any further before the close of the first session. H.R. 3930
was also referred to the House Ways and Means Committee, but
the committee did not consider the bill during 1983.

() Reversion of “Surplus” Assets Upon Termination

During recent years the termination of a well-funded defined
benefit pension plan has emerged as a common technique used by
employers to raise capital to meet corporate exigencies. Although
some pension plans have been terminated because of the employ-
er’s insolvency or reorganization, a small but significant number of
plan terminations apparently take place even though the employer
is not financially distressed. Any plan termination is a potential
threat to the retirement income security of participating employ-
ees, who face the danger of receiving a smaller pension benefit
than they had expected, and perhaps relied on, when planning for
retirement. Some Members of Congress have become concerned
that these employees are being put at risk simply because their
employers wish to recapture “surplus” assets from their pension
plan and termination of the plan is the only means available which
allows them to do so immediately.

(@) How “surpluses” are created

Employers usually contribute to their plans according to.an actu-
arial funding method which calls for a constant contribution rate
over an extended number of years. The selection of a level-funding
method avoids large funding increases in later years when benefit
accruals increase in value. A second result is that in the early
years of the plan's existence, its assets will accumulate more rapid-
ly than its liabilities. Therefore, the vast majority of terminated
pension plans have assets equal to or in excess of their liabilities at
termination.

Pension plans which are terminated and result in the reversion
of “surplus” assets to the employer are often referred to as “over-
funded” pension plans. This description is misleading. The use of a
level-funding method itself can create a surplus, as described
above, when the plan is terminated before its liabilities fully
mature. Second, the plan’s projected liabilities, funded on a con-
tinuation basis, take into account future service and salary in-
creases. However, the plan’s actual liabilities upon termination are
limited to accrued benefits based on salary and service at the time
of termination. A surplus at termination, therefore, may represent
the difference between projected benefits funded on a continuation
basis and actual benefits calculated and paid on a termination
basis. Third, many plans are funded using conservative interest
rate assumptions. Current high interest rates used to calculate an-
nuity premiums and other termination liabilities are often substan-
tially higher than the plan’s interest assumptions used for funding

30-629 O—84—13
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purposes. Thus, the surplus may also be the result of the difference
between current high interest rates available to terminating plans
and the plan’s lower assumed rate of return on investment. Given
all of these factors, it is therefore possible for a plan which is only
adequately funded, or even considerably ‘“underfunded,” when
valued on a continuation basis to produce large amounts of “sur-
plus”’ assets at termination.

A few terminated plans have, in fact, been “overfunded” even
when valued on a continuation basis, most likely as a result of un-
expectedly profitable stock market investments during the last few
years. However, true surplus assets—those in excess of liabilities
valued on a continuation basis—are only a portion of the amount
which reverts to the employer upon plan termination. The exist-
ence of assets in excess of termination liabilities primarily reflects
the funding method chosen by the employer and the interest rates
used to calculate termination liabilities, rather than fortuitous fluc-
tuations in financial markets.

(b) “Spinoff” terminations

In the absence of any legislation to limit the reversion of “sur-
plus” assets, the PBGC chose not to authorize the distribution of
plan assets following certain terminations. Some plan sponsors
sought to recapture ‘“‘surplus”’ assets either by terminating their
plan, recapturing the surplus and then starting up a new, compara-
ble successor plan, or by ‘“spinning off’ active employees into a
new plan with just enough assets to fund it, leaving only retirees in
the old plan which is then terminated in order to recapture the
surplus. These terminations are designed to permit an employer to
recapture “surplus”’ assets while continuing to provide pension
benefits to active employees by means of a defined benefit plan.

Terminations which effectively siphon assets in excess of those
needed to fund ongoing liabilities have been perceived by PBGC as
a potential threat to the termination insurance program. If in the
future the new plan’s funding deteriorates and it eventually termi-
nates, the lost recaptured assets could be the difference between
the plan’s having sufficient assets to pay accrued benefits and the
PBGC having to assume insurance liability for the plan’s unfunded
guaranteed benefits.

While PBGC’s concerns may be valid, the unfortunate result of
its resistance may have been to cause sponsors to terminate their
plans completely, recapture the surplus, and replace them with de-
fined contribution plans instead. As 1983 came to a close, there was
some indication that PBGC might be willing to reconsider such ter-
minations on a case-by-case basis, and negotiate what it determined
to be an adequate “cushion” in the successor plan to prevent the
plan from eventually becoming ‘“underfunded” and transferring li-
ability to the PBGC.

(c) Detrimental effects of plan terminations

Some pension experts and Members of Congress have expressed
concern that current law and agency regulations do not adequately
protect the interest of plan participants when their defined benefit
plan is terminated. While employees who receive annuities (to sat-
isfy the plan’s obligation to satisfy all plan liabilities before rever-
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sion can take place) are guaranteed they will receive the full value
of their accrued benefits to the date of termination, they will re-
ceive a smaller benefit than expected at retirement unless the ter-
minated plan is replaced by a new plan which offers equal or great-
er benefits. Employees receiving mandatory lump-sum distributions
of their accrued benefits, however, are in danger of not even receiv-
ing the true present value of their accrued benefits.

Under the current PBGC regulations, an employer is permitted
to calculate lump-sum distributions of the present value of accrued
benefits with the same interest rate used to calculate the premium
paid for annuities purchased to satisfy plan liabilities. A high an-
nuity interest rate assumption will decrease the premium paid by
the terminating plan to purchase annuities, so employers have a fi-
nancial incentive to purchase annuities with the highest available
interest rate. The high interest rate will also decrease the size of
lump-sum payments to employees when used to calculate manda-
tory cash-outs, however, again giving employers a financial incen-
tive to use the highest available interest rate to maximize the
ainount of assets remaining which will eventually revert to the em-
ployer.

If employees are to receive the true present value of their ac-
crued benefits, then the lump-sum distribution must be large
enough to permit the employee to invest it so that it will equal the
full value of the employee’s benefit at retirement. In some in-
stances, the use of very high annuity interest rates to calculate
lump-sum payments has made it increasingly difficult for plan par-
ticipants to invest the lump sum in a manner which will provide a
return high enough to generate the full value of their accrued
benefits. .

Plan terminations in anticipation of a revision of assets have a
destabilizing effect on the private pension system. Plan sponsors
have interpreted current law as permitting them to terminate a
plan for any reason at any time. If this interpretation is correct,
then employers can essentially use their pension plans as a reser-
voir of capital to be reclaimed when convenient in spite of the in-
terests of participating employees. Under these circumstances em-
ployers have a strong financial incentive to terminate a well-
funded defined benefit plan. Companies with well-funded pension
plans can become takeover targets for the same reason. After a
successful takeover, the acquiring corporation can terminate the
acquired corporation’s defined benefit plan and use the reversion to
help defray the costs of the acquisition.

(d) Continuing policy concerns

Congress and the agencies charged with the enforcement of
ERISA have increased activities to scrutinize plan terminations
which result in the reversion of “surplus” assets to the plan’s spon-
sor, but there is as yet no consensus that congressional action is
required or appropriate. While the disadvantages of plan termina-
tions for employees are relatively clear, it would be difficult to
design legislative guidelines that preclude abusive terminations
without impinging on a responsible employer’s ability to terminate
a plan for appropriate reasons, having the unintended detrimental
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effect on undermining plan funding, or causing employers to switch
to defined contribution arrangements.

How a surplus is created, and how its size is determined, is the
core issue in the debate over terminations designed to result in a
reversion of assets to a plan sponsor. Surpluses can be inflated by
using high interest rates to calculate mandatory cash-outs, or by
using high interest rate assumptions to fund a successor plan in
the case of a “spinoff”’ termination. Although the agencies which
oversee the enforcement of ERISA are charged with review of such
interest rate calculations, their ability to diligently protect the in-
terests of plan participants may be limited by administrative work-
loads and divided enforcement authority. Absent a coherent and
comprehensive joint policy developed among IRS, PBGC, the Treas-
ury Department, and the Department of Labor, or legislation
which mandates a joint policy, employees will be forced to bear the
burden of the high cost of litigation to protect their pension rights.

(3) Multiemployer Plans

The enactment of the Multiemployer Pension Plan Amendment
Act of 1980 met with immediate opposition from employers contrib-
uting to multiemployer plans. Opposition continued to be voiced in
1983, particularly from employers owning small businesses, who
have argued that since employers only contribute to the plans but
do not set benefit levels, they should not be liable for the plan’s
unfunded benefit obligations. Under the act, liability is triggered
by the employer’s withdrawal rather than the termination of the
plan itself, and some employers cite this provision as a significant
obstacle to the sale or relocation of the business, or their ability to
borrow money.

Although significant questions remain concerning the continued
solvency of multiemployer plans under MPPAA and the act’s effect
on withdrawing employers, the most significant development of
1983 affecting such plans came in the courts rather than Congress.
Since its enactment, over 100 lawsuits have been filed challenging
MPPAA’s retroactive effective date. Appellate courts reviewing
MPPAA litigation have now split regarding the constitutionality of
the effective date: The Seventh and Fourth Circuit Courts of
Appeal sustained its constitutionality while the Ninth Circuit
Court of Appeals ruled against it. The U.S. Supreme Court recently
decided to examine the ninth circuit’s decision, and will presum-
ably take up its consideration in the upcoming year. Bills to elimi-
nate the retroactive effective date, or make other amendments to
MPPAA, have not been reintroduced in the 98th Congress, largely
due to the lack of a consensus regarding the need for any particu-
lar change.- . _

(C) PENSION PLANS IN DECLINING INDUSTRIES

Employees working in industrial jobs face problems in assuring
their retirement income security inherently different from employ-
ees in other sectors of the economy as a result of the nature of
their employment. Long-term economic decline of large employers
and industries in the United States promises a slow but steady flow
of plant closings and plan terminations. This type of decline may
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be worsened by cyclical business trends, but due to foreign competi-
tion, displacement of labor by technology, and competition from
newly formed nonunion competitors, it is not arrested by an im-
provement in the overall economy.

One symptom of a declining firm or industry is the ratio of retir-
ees to active employees. As the employer’s condition deteriorates,
the ratio of retirees to active employees increases, resulting in a
higher portion of the employer’s labor costs being spent on retire-
ment benefits than wages for active employment. A pension study
of Fortune 500 firms indicates that average pension costs per em-
ployee rose from $1,405 in 1981 to $1,489 in 1982, a major factor in
the increase being the drop in employment levels—as much as 15
percent—for the industrial companies included in the survey. But
for selected industries, such as metal manufacturing and mining
and crude oil production, more than 25 percent of the companies
surveyed experienced an increase in pension cost per employee of
50 percent or more.?° .

In addition to affecting the employer’s total costs, the funding of
the pension plan itself can be undermined by a shift in the compo-
sition of the work force over time. In a typical pension plan, the
majority of the pension costs of employing a particular worker are
incurred during the last 10 or 15 years of employment. A growing
firm will be hiring young employees continually for its work force.
Their smaller pension accruals, as well as forfeitures if they termi-
nate employment before vesting in a pension benefit, more than
offset the larger costs represented by the older workers and plays a
significant role in holding down the cost of funding the plan. But
as an employer’s condition declines, its work force generally be-
comes older. Layoffs in the order of seniority can accelerate this
effect, 'until it reaches a point where the funding of the plan is ad-
versely affected.

A number of major employers have recently attempted to coun-
teract the financial consequences of an aging work force by imple-
menting special early retirement incentives. These one-time ‘‘re--
tirement windows’’ are designed to encourage employees within a
certain age group to retire. They have been utilized in various in-
dustries, not merely to make room for promotions and new hires,
but in the case of financially distressed employers, to prevent in-
creased layoffs or plant closings.

The prospect of more workers exercising early retirement options
at a time when the average age of the population is already in-
creasing will present Congress with changing policy considerations.
Historically, many workers have chosen to retire early even though
choosing to do so would subject them to long-term financial penal-
ties. To the extent that these workers’ pensions are not adequately
protected against inflation, for example, their buying power will be
eroded over an even longer period of time than had they remained
employed. The result would be an increased burden on the social
security system to provide adequate retirement income and infla-
tion protection.

20 Johnson & Higgins, Executive Report on Large Corporate Pension Plans, 1983: Actuarial
Costs and Liabilities, 1983, pp. 16-19.
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Some distressed firms have turned to employer stock ownership
plans (ESOP’s) as a means of preventing layoffs or plant closings.
By exchanging wages or retirement benefits for employer stock,
employees have in some cases been able to preserve their employ-
ment. Likewise, the purchase of a faltering employer by its employ-
ees through the implementation of an ESOP has been credited with
saving jobs both directly and indirectly. Such plans represent a cal-
culated risk for employees, but depressed conditions in many indus-
tries and localities, especially in those communities whose inhabi-
tants are principally employed by one industry or factory, are often
sufficient to justify such risk in the minds of employees. '

It is not clear, however, that ESOP buyouts are in the interest of
all employees to the same degree. Older workers, less vulnerable to
the long-term fortunes of the employer, may not wish to forfeit
wages or other benefits in exchange for stock which may not accu-
mulate fast enough to represent substantial benefits by retirement.
The interest of older workers are determined to some extent by the
adequacy of funding in existing defined benefit plans should the
employer choose to cease business rather than sell the concern to
employees.

The unfortunate result of these factors affecting declining em-
ployers is to induce some employers to compromise the interest of
older employees in favor of those of younger employees—two
groups with divergent needs, preferences, and employment options.
Unless the United States experiences a revitalization of heavy in-
dustry, conflicting policy objectives will continue to confront Con-
gress, challenging its Members to adequately meet the needs of
both younger workers threatened with unemployment, and older
workers seeking income security during the expected increased
length of their retirement.

(D) SIMPLIFICATION OF ERISA AND AGENCY ADMINISTRATION

Single agency bills have been introduced in each Congress since
ERISA was enacted in 1974, and interest in single agency reorgani-
zation resurfaced again during the 98th Congress. A bill introduced
by Representative Erlenborn (H.R. 3339), designed to create a
single agency to oversee employee benefit plan administration, was
introduced in June 1983. The bill would place responsibility for the
administration of pension and benefit law in a newly created Em-
ployee Benefit Administration (EBA). Currently, regulatory respon-
sibility is divided among the Treasury Department, Internal Reve-
nue Service, Department of Labor, and the Pension Benefit Guar-
anty Corporation.

Representatives Erlenborn and Clay, cosponsors of the bill, have
asserted that single agency administration is the key to the devel-
opment of a national pension policy. Proponents of single agency
proposals suggest that the present divided authority results in poor
coordination between the agencies administering the act, and
causes duplication, waste, confusion, inconsistency, and delays in
the day-to-day administration of ERISA. Presently employers must
seek approval from two or more agencies before certain actions can
be taken, increasing the likelihood of delay and inconsistent agency
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responses due to competing policies or poor interagency communi-
cation.

Representative Erlenborn also introduced H.R. 3071, a bill in-
tended to simplify ERISA, during 1983. The bill is actually a rein-
troduction of part of omnibus pension legislation introduced in the
97th Congress. The intent of H.R. 3071 is to eliminate unnecessary
paperwork burdens and employee benefit plan costs, and to remove
obstacles to the continued growth and creation of defined benefit
plans. The bill includes amendments to ERISA definitions, report-
ing and disclosure requirements, fiduciary responsibility, funding,
vesting, and participation requirements, and other miscellaneous
corrections. Other sections of that omnibus bill, concerning single-
employer insurance and single-agency administration, were reintro-
duced separately.

(E) ENFORCEMENT OF FIDUCIARY PROVISIONS

When ERISA was enacted in 1974, it was in part an attempt to
prevent the abusive misuses of plan assets by trustees prevalent in
the pension industry. As the size of pension plan holdings increase,
additional pressures are placed on plan trustees to use plan assets
for purposes that are not in the best interest of employees and plan
participants. Thus there is a constant need for the Department of
Labor, the agency which enforces the fiduciary provisions of
ERISA, to constantly review and refine its enforcement efforts.
During 1983, attention was focused on two issues of fiduciary re-
sponsibility which can have a significant impact on the financial
condition of a pension plan: The use of pension assets in corporate
acquisition/control situations, and the investment of plan assets for
“socially responsible” purposes.

(1) The Role of Pension Plans in Corporate Control Situations

In many recent merger, acquisition, and corporate control situa-
tions, pension plans have been the largest shareholder of one of the
corporations involved. Several recent court cases have addressed
issues concerning the use of plan assets to determine the outcome
of a corporate control situation. Use of pension funds in tender
offers or corporate acquisitions must be closely monitored to insure
that conflicts in interest are avoided and the best interests of plan
participants are observed.

In Martin Marietta Corp. v. The Bendix Corp., a Bendix stock
savings plan held 23 percent of Bendix stock. The case turned on
whether or not the plan trustee was prohibited under plan provi-
sions from taking advantage of a lucrative tender offer by Martin
Marietta. In such situations, plan participants can benefit if the
plan tenders its shares at the premium price offered, but manage-
ment officers often oppose such stock sales because a successful
tender offer could cost them their jobs. The plan trustees, who take
their directions from corporate management and may in fact be
corporate officers of the plan sponsor, are thus placed in an inten-
sive conflict-in-interest situation.

The Grumman case (Donovan v. Bierworth) examined the fidu-
ciary standards applicable to the attempted use of plan assets as a
defensive weapon in a takeover battle. The trustees of a Grumman
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defined benefit plan decided to reject a tender offer by LTV Corp.,
and proceeded to purchase additional Grumman shares at an in-
flated price to avert the takeover attempt. In the suit brought by
the Department of Labor, the court ruled the trustees had acted
imprudently by failing to act solely in the interest of plan partici-
pants.

Other cases have been litigated on related grounds, including a
pending class action law suit challenging the use of a reversion of
surplus assets to buy stock for an ESOP, allegedly to avoid any pos-
sibility of an unfriendly takeover. The Department of Labor has
also filed suit (Donovan v. Simmons) in an attempt to prevent a
plan fiduciary from allegedly using pension plan assets to acquire
personal control of other corporations. Given the current frequency
of mergers and acquisitions the role of pension assets in such situa-
tions will remain a high priority for fiduciary enforcement in the
foreseeable future.

(2) “Socially Responsible” Investing

As total pension plan funds approach $1 trillion, it is perhaps in-
evitable that specific, nontraditional uses for plan asset invest-
ments should be advocated. The significant growth in the size of
pension trusts now makes it possible for plan asset managers to
have an impact on markets and geographic economies by virtue of
their investment activity.

“Socially responsible” investing can be defined as the knowing
acceptance by a plan fiduciary of an inferior risk/return invest-
ment. If the analysis of traditional investment criteria must be
completed before the social impact of a particular investment can
be considered, then arguments over the “social sensitivity” of one
investment as opposed to another—all other financial factors being
equal—become irrelevant. At the core of the issue is whether a
plan fiduciary can (or should) take factors other than those relating
to investment performance into account when determining which
investments will attract pension plan assets.

Social investments may include any number of applications of
pension plan assets targeted for specific purposes. Advocates of
such investing have placed increasing emphasis on projects which
benefit plan participants directly, such as a construction industry
multiemployer pension plan investing in home mortgages to stimu-
late construction and create union jobs. Likewise, pension plan
trustees might wish to avoid investments in competing firms in
other regions whose continued success and expansion could actual-
ly cost plan participants their jobs. The last decade has even seen
efforts to organize investor boycotts of corporations which do busi-
ness in South Africa, or which manufacture infant formula and
market it in Third World countries.

Investing pension funds on the basis of social or political goals
may create increasing costs or risks, and the acceptance of invest-
ments which will produce less than competitive returns may affect
pension fund performance. The special nature of some “social in-
vestments” might impair the plan trustee’s ability to fulfill fidu-
ciary responsibilities to the plan, raising questions of diversifica-
tion, conflict in interest, and overall prudence.
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The debate over “socially responsible” investing raises two broad
concerns for plan participants. The first question is simply who
should bear the increased cost/risk of such investment—employee,
employer, retiree? To some extent this issue depends on the plan’s
characteristics, whether it is a defined benefit or defined contribu-
tion arrangement, and what investment objectives were set for the
plan. The second broad question raised is how to implement such
decisionmaking? It cannot be assumed that retirees, older active
workers, younger workers, highly compensated and lower paid em-
ployees all have the same social interests and objectives. Even if
they do, how can it be guaranteed that these interests will be effec-
tively communicated and implemented by the plan trustees?

The controversy that surrounds investment decisions which are
sensitive to social or political objectives is reflected in the diversity
of legislation introduced in Congress during 1983. Companion legis-
lation introduced by Representatives Gephardt and Wyden, and
Senator Packwood (H.R. 4243/S. 2096) is designed to ease pension
law restrictions on fund investment in mortgages and mortgage-
backed securities. Representative Erlenborn introduced his own
residential mortgage bill in February (H.R. 1179). However, Sena-
tors Denton and Grassley have sponsored a bill (S. 2152) which
would impose new penalties on social investing practices by private
pension plans. Legislation was also introduced in September by
Representative Corcoran (H.R. 3989) which would strengthen
ERISA’s fiduciary standards to assure adequate controls on alter-
native investment practices by pension plans. There is as yet no
consensus that legislation is needed to change current agency en-
forcement policy.

(F) FASB PRELIMINARY VIEWS

In 1974, the Financial Accounting Standards Board (FASB) initi-
ated a comprehensive review of pension accounting principles in re-
sponse to the enactment of ERISA. Now, almost 10 years later, the
FASB has released “Preliminary Views” and a field test of its pro-
posed changes in pension accounting. Present accounting standards
governing disclosures of pension liabilities in corporate financial
statements control the consistency of any accrual methods used,
but permit corporations considerable flexibility in the choice of
method. The FASB proposal is designed to accomplish two pur-
poses: To bring consistency and uniformity to pension accounting
in financial statements, and to move pension liabilities (or assets)
from footnotes onto the balance sheet itself.

The FASB has received considerable criticism of its proposals
from diverse elements within the financial community. Critics have
complained that the proposals would impose an artificially uniform
accounting method on corporate financial disclosures that is no
more accurate than present methods and could increase the volatil-
ity of corporate finances without better serving the interests of in-
vestors and creditors. While some recognize the merits of placing
pension liabilities on the balance sheet, many object that the em-
ployer’s difficulty in measuring the required data outweighs those
benefits.
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Any proposals eventually implemented by the FASB may have
an impact on future pension policy. Some pension experts have
speculated that the transition from present practice to standards
like those contained in “Preliminary Views’’ might discourage the
growth of defined benefit pension plans based on final pay, and
precipitate a shift toward defined contribution arrangements and
career average plans which require ad hoc benefit adjustments to
counteract the effects of inflation. If the proposals are adopted and
have a substantial impact on corporate pension planning, design
and asset mix, Congress may have to rethink current tax policy in-
centives to prevent a major decline in the use of certain types of
defined benefit plans.

(G) TAX POLICY AND EMPLOYEE BENEFITS

Interest in revising the tax treatment of pension benefits, and
employee benefits generally, appeared in two forms during 1983.
The first is a longstanding desire for simplification of the Tax Code
which has appeared periodically, most recently as a modified flat
tax proposal in the Bradley-Gephardt Fair Tax Act of 1983 (S.
1421). The second is an attempt to raise additional revenues by
checking erosion of the tax base and reducing “tax expenditures”
for employee benefits. Such efforts produced changes in the tax
treatment of pensions in the passage of TEFRA in 1982, and a tax
package (H.R. 4170) expected to be passed early in 1984 is likely
also to include some provisions affecting employee benefits.

Such Tax Code reforms are partly a response to the growth of
employee benefits as a percentage of total compensation. Employee
benefits increased from an average of 5 percent of compensation in
the 1950’s, to 10 percent in 1970, and 15 percent by 1980. As of
1979, mandatory employee benefits (such as social security and un-
employment insurance) and voluntary benefits (such as pensions
and health insurance) make up roughly equal portions of average
total compensation. During the last decade, employer stock owner-
ship plans (ESOP’s), group prepaid legal services, van pooling, edu-
cational assistance, so-called 401(k) (salary reduction deferred com-
pensation) plans, and dependent care have all been added to the
list of employee benefits receiving favorable tax treatment.

Recent changes in the Tax Code and the debate surrounding ad-
ditional changes raise issues concerning the efficiency of the
present mix of Tax Code incentives in meeting the policy objective
of encouraging savings for retirement, retirement income security,
and retirement planning. In February 1983, Senator Dole, chair-
man of the Senate Finance Committee, requested the Congressional
Budget Office (CBO) to prepare an analysis of present tax incen-
tives and private pensions. In his request, he asked several impor-
tant questions. Who benefits most, and to what extent, from cur-
rent tax incentives? How do these incentives vary by industry,
income level, sex, and age bracket? How much are savings and re-
tirement income actually increased by these tax incentives? How
could incentives be restructured to encourage broader availability
of retirement income for low-paid workers without jeopardizing the
establishment and funding of plans? The request highlights the
need for comprehensive, consistent, and authoritative estimates of
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“tax expenditures” on employee benefits, as well as the relative ef-
fectiveness of different tax incentives in furthering congressional
policy objectives.

(1) Limits on Pension Benefits and Contributions

Employer-provided pensions and profit-sharing arrangements,
broadly characterized as deferred compensation plans, are tax de-
ferred. Employers can deduct from their taxes contributions to the
pension trust, and pension benefits are not taxable to the employee
until actually received as income at retirement. Tax deferral is ad-
vantageous to an employee because the benefits are not taxed until
the employee presumably is in a lower tax bracket, and to the em-
ployer because tax-free accrual of interest on pension fund assets
permit them to make lower contributions to fund the plan over its
extended life.

Pension benefits and contributions to pension trusts are limited
under section 415 of the Internal Revenue Code. In 1982, TEFRA
altered this benefit/contribution cap, lowering the maximum for a
defined benefit plan from the prior indexed amount of $136,426 to
$90,000, and by fixing the maximum for defined contribution plans
at $30,000. The Fair Tax Act of 1983 (S. 1421) would reduce the
maximum benefit allowable under a qualified defined benefit pen-
sion plan to $60,000, reduce the maximum annual contribution to a
defined contribution plan to $20,000, and freeze both caps indefi-
nitely. Critics of the proposal contend that further reduction in the
section 415 limits, coupled with a failure to index such limits,
would prevent employers from funding benefits for younger work-
ers and would discourage the formation and maintenance of pen-
sion plans.

When faced with additional reductions in the section 415 limits,
employers have three principal options: To use expanded nonquali-
fied pension plans to maintain benefits for highly compensated em-
ployees at present levels, to shift compensation to nonpension bene-
fits, or to increase wages in lieu of deferred compensation.

Although a shift to nonqualified plans would increase short-term
revenues, the long-term practical consequences of such a shift may
simply be to defer an employer’s tax deduction for its pension ex-
pense. Even though the tax treatment of the benefit to the employ-
ee remains the same, at some income level the lack of PBGC termi-
nation insurance of benefits payable by a nonqualified plan will se-
riously impair the employee’s retirement income security. Section
415 limits cannot be lowered beyond the point where these employ-
ees’ benefit will be affected without undermining congressional
policy encouraging the use of private pensions as a means of pro-
viding retirement income security.

Even though some defined benefit plans may have been con-
structed primarily to reward highly compensated employees, the
nondiscrimination provisions of the Internal Revenue Code require
employers to provide benefits to all other employees, which is to
the advantage of lower paid employees. Once the benefit/contribu-
tion cap is pushed below a certain point, an employer may lose its
incentive to maintain the advantageous benefit formula, or to
maintain any defined benefit plan at all. Defined benefit plans play
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a major role in the retirement security of many employees because
the employer bears the risk of providing promised benefits. To the
extent that lower or nonindexed section 415 limits would precipi-
tate a shift away from tax-qualified defined benefit plans with final
pay benefit formulas, lower paid employees could experience a cor-
responding loss of retirement income and security.

Whether or not a tightening of section 415 limits would raise sig-
nificant long-term revenues depends on how employer and employ-
ee respond to the change. If lower section 415 limits result in the
replacement of present deferred compensation arrangements with
an increase in taxable wages, tax revenues would increase. Howev-
er, if employers choose to replace deferred compensation with tax-
exempt fringe benefits instead, there would be a net loss of tax rev-
enues, since pension benefits are tax deferred, not tax exempt.
Before Congress further lowers the section 415 limits in an attempt
to raise long-term revenues, it will have to carefully consider all of
the dynamics of such a reduction.

(2) TEFRA “Top Heavy’ Plan Restrictions

Initial adverse responses to TEFRA as a whole have been mild.
However, some opposition has been voiced to the administrative
burden imposed by the necessity to conform with provisions apply-
ing to pension plans before TEFRA's effective date on January 1,
1984. Small employers in particular complained about “top heavy”
plan requirements that were added to the bill in conference.
Among the criticisms of the provision are problems with the defini-
tion of “key employees” affecting nonprofit organizations, and a
claimed unfair impact on small employers because of the linkage of
top heavy rules to the number of “key employees” in the firm
rather than the size of the firm itself.

As the first session of the 98th Congress came to a close, howev-
er, attempts to repeal or delay the “top heavy’requirements had
not made significant progress. Legislation introduced by Senator
Bentsen (S. 1760) which would eliminate the 10-percent penalty for
early distributions and change TEFRA'’s 6-year vesting schedule, as
well as similar measures introduced in the House, have stalled.
While the Treasury Department recognizes some problems with the
top heavy provisions, and large employers have argued that they
should not be required to comply with certain filing procedures be-
cause there is no possibility that their plans will ever become “top
heavy,” recommendations for changes, if forthcoming, are not ex-
pected until later in 1984.
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(H) PROGNOSIS FOR 1984

Ten years after the enactment of ERISA, 1984 may prove to be a
pivotal year for the private pension system. As the 98th Congress
approaches its close, opportunities remain to either amend ERISA
in an effort to expand coverage and improve the adequacy of bene-
fits for those who must rely most heavily on their pensions for re-
tirement income, or simply continue the recent treatment of pen-
sions on the basis of revenue policy. Congress has yet to establish a
unified national retirement income policy. As ERISA begins its
second decade, the task remains to expand private pensions to in-
clude, to the greatest extent possible, that portion of the work force
which will otherwise be almost entirely dependent on social secu-
rity after retirement.

An analysis of lifetime pension-related tax benefits for workers
under private pensions prepared by the Employee Benefit Research
Institute offers some insights into the operation of current pension
policy (see chart 5). The chart illustrates a simulation of the share
of “tax expenditures” on private pensions that employees in partic-
ular income brackets are likely to receive over their entire lifetime.
The analysis only applies to employees in a 25 to 34-year-old
cohort because their entire work and retirement careers can be
simulated.

A cursory examination of the chart might lead to the conclusion
that present pension policy is generally fulfilling congressional
intent. For example, persons in the middle-income groups ($20,000
to $50,000 annually) receive 57 percent of their age group’s lifetime
pension-related tax benefits. Thus middle-class employees, not the
highly compensated, receive the majority of their age group’s tax
benefit shares.

But assuming that one of the objectives justifying Federal “tax
expenditures” is to provide an additional layer of secure retirement
income to those who would otherwise be unlikely to accumulate
any savings for retirement to supplement their social security
benefits, the conclusion to be drawn is less favorable. Although
low-income workers (who are those least likely to have any signifi-
cant savings for retirement) made up 61 percent of the cohort, they
will only receive 24 percent of their age group’s tax benefits. Work-
ers with incomes of $30,000 or less made up fully 81 percent of the
simulation’s population, but will only receive 44 percent of lifetime
pension-related tax benefit shares.
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CHART 5

NET LIFETIME PEMSIOM-RELATED TAX BEMEFIT SHRARES AMONG
WORKERS AGE 25 TO 34 UNDER PRIVATE PERSIOMS a
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Some “tax expenditures” on pension benefits for high-income em-
ployees must be made in order to encourage employers to provide
tax-qualified pension plans for all of their employees. The simula-
tion model suggests that under current pension policy, Congress
spends $3 on pension benefits for members of this cohort earning
more than $20,000 for every $1 that it spends on workers earning
less than $20,000. This difference is principally attributable to the
fact that low-income workers tend to participate in and accrue
vested benefits under a pension plan at a comparatively lower rate
than high-income workers. If Congress wishes to direct a larger
portion of pension-related “tax expenditures” to low-income em-
ployees, it will have to increase the rate of pension plan participa-
tion among this income group. Amendments to the Tax Code which
cut pension-related tax benefits to middle- and upper-income em-
ployees to raise short-term revenues are not a substitute for com-
prehensive long-term changes in the mix of tax incentives for pri-
vate pensions.

As our society has become more mobile, defined benefit plans
have not been capable of meeting the demands of younger employ-
ees for increased portability of their benefits. Defined contribution
plans have to some extent met that need, expanding coverage to
employees who might otherwise never have vested in and received
any deferred compensation from their employer. Unfortunately,
many employees treat distributions from defined contribution
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plans more like severence pay than the retirement income it is in-
tended to be, and frequently spend their distributions instead of re-
investing them.

Defined contribution arrangements often lower the employer’s
pension costs, and make its plan funding commitment more flexi-
ble, but they are also a less appropriate form of deferred compensa-
tion for particular employees. A guaranteed periodic defined bene-
fit is of special significance to the retirement income security of
less highly compensated workers, because the employer bears the
risk of plan asset performance. Already strained by rising costs,
regulatory burdens, and the specter of pension liabilities on the
corporate balance sheet, defined benefit plans are subject to con-
tinuous challenges from new defined contribution alternatives re-
cently created by Congress. The disproportionate impact that a de-
terioration in the long-term viability of defined benefit plans would
have on lower earning employees must be a primary consideration
for policymakers in the future.

At the end of 1983, several issues appeared to be of continuing
importance. With the recent focus on women’s issues and the
“gender gap,” the enactment of pension equity legislation is antici-
pated during the second session of the 98th Congress. Given the in-
creasingly severe deficit facing the PBGC, single-employer termina-
tion insurance reforms also could be forthcoming, but it is not yet
clear that an exceptable compromise can be worked out among all
of the interested members of the pension community.

The remaining current issues affecting private pensions are
much less likely to receive extensive consideration during 1984.
Since it comes in a Presidential election year, the second session
will be relatively short. Congress can be expected to concentrate on
concluding old business rather than developing new substantive
proposals or exploring new issues.

B. STATE AND LOCAL PUBLIC 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. Most State and local officials, however, have op-
posed Federal regulation of their pension plans. The problems
remain a focus of concern in the retirement income field.

1. 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 State 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
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come into existence since 1950; a fourth of the small plans devel-
oped by 1975 were created in the 1970’s.

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 6,600 State and local government
pension plans with about 13 million active participants. These
plans have assets of over $250 billion and pay out over $18 billion a
year in benefits. They 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 government plans. Most covered employees (82 per-
cent) participate in defined benefit plans exclusively. Another 16
percent participate in a combination defined-benefit/defined-contri-
bution plan. More than four out of five participating employees
were required to make employee 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.??

2. 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

21J.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 8. Congress. Senate. Special Committee on Aging. State and Local Government Termina-
ggns ofOfoocigl’ZSSecurity Coverage. Committee Print, 95th Cong., 2d Sess. Washington, U.S. Govt.

int. Off., X
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plans were required to continue to comply with pre-ERISA require-
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 aspects of government pension plans—adequacy of
levels of participation, vesting and financing arrangements, and ex-
isting fiduciary standards—and to report on the possible 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 employee pension plans
were deficient.

(A) 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.

(B) 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
jobs. However, most employees (82 percent) had some means for
transporting pension credit 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.

(C) 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

30-629 O—84——14
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applicable to private pension plans and other important financial
enterprises. The potential for abuse is great due to the lack of inde-
pendent and external reviews of the operations of many plans.

(D) 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 cost, 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. '

(E) BENEFIT REDUCTIONS AND LOSSES

The task force found that plan terminations and insolvencies
were rare, but that when plans did become insolvent or terminat-
f:d, 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 plans 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-insolvency. As a result of these situations, some public em-
ployees have suffered temporary and, in a few cases, permanent
benefit reductions.

(F) 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
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have no statutory guidance at all, others operated under a tangle
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 practice were also found
to have impaired investment returns to pension funds.

3. FEDERAL RETIREMENT PLANS REPORTING AcCT

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.

4. NATIONAL LEAGUE oF CiTiEs VErRsus 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 congressional power to
regulate interstate commerce under the Commerce clause, was an
unconstitutional 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 congressional authority to regulate ac-
tivities under the Commerce clause could not be used ‘““to displace
the States’ freedom to structure integral operations in areas of tra-
ditional 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.
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The House Education and Labor Committee report on H.R. 4928
and H.R. 4929 states:

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.

5. PuBLic EMPLOYEES PENSION PLAN REPORTING AND
AccounNTasiLITY Act oF 1982 (PEPPRAA)

The proposed Public Employee Pension Plan Reporting and Ac-
countability 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.
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6. RECENT DEVELOPMENTS

A report issued by the Census Bureau indicates significant
changes in the composition and funding status of the State and
local pension plans. According to the Census Bureau data, the
number of retirement systems has consolidated from 3,075 in 1977,
to 2,659 in 1982, largely as the result of efforts in Pennsylvania,
Colorado, Oklahoma, and Wisconsin to bring municipal plans
under State control. Since 1977, the ratio of active participants to
retirees has declined from 4.5:1 to 3.5:1 in 1982.22 Plan assets and
contributions have increased substantially, roughly doubling
during the 5-year period, but it is not yet clear whether the finan-
cial burden or more retirees in State and local systems is being
adequately offset by improvements in plan funding. ‘“Public Pen-
sion Funds, 1983 Report to Plan Participants,” a study by Green-
wich Research Associates of 325 pension funds with average yearly
contributions of $70 million in 1981, found that even though total
contributions were increasing, benefit payments were increasing at
a faster rate and resulting in a net decline in plan contributions.

There is still no consensus that Federal, rather than State, regu-
lation is needed to solve remaining problems concerning State and
local plans. The extreme diversity in plan size, participant popula-
tions, and amounts of assets held by different plans make it diffi-
cult to identify systematic problems which might exist on a nation-
wide basis. Individual States have acted to avert financial crises by
forming their own regulatory bodies to oversee plan investment
and performance. Although opponents of Federal regulation cite
the formation of such State commissions as obviating the need for
Federal standards, the prior absence of any such standards may
have contributed to the development of the crises themselves.

In one respect the obstacles facing some plans are more political
than financial, however. State referenda that require a balanced
budget have been passed or voted on in a number of States. Several
State legislatures, attempting to deal with budget-balancing con-
straints, have turned to public retirement systems as a means of
relieving budget deficit pressures. Because public plans are fi-
nanced over an extended period of time, and yearly contributions
are often quite large, they sometimes become targets for short-term
budget cuts. Such actions are likely to remain controversial, as is
evidenced by a recent California Court of Appeals ruling that the
California Legislature violated the contractual rights of the partici-
pants in a State retirement system when it suspended contribu-
tions for 3 months. Yet continued taxpayer movements to cap ex-
penditures could place even greater pressures on State legislatures
to delay pension plan contributions—an action which, if continued
for an extended period, could have a detrimental effect on the sol-
vency of some plans given the trend toward increasing numbers of
retirees compared to active employees.

Resolution of these issues is unlikely in the near future. In past
years unions, retirees, and taxpayer groups have been the principal
supporters of Federal public pension legislation, and reintroduction

23 Employee Benefit Research Institute. New Five-Year Census Shows Fewer But Better-
Funded State and Local Pension Systems. December 1983.
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of such legislation can be expected before the expiration of the 98th
Congress. State and local government organizations have consist-
ently opposed such legislation, however. Opponents believe that a
diversity of plan design and regulation is necessary to meet the di-
vergent priorities and needs of different localities.

C. FEDERAL PENSIONS

1. FEDERAL CIvIL SERVICE RETIREMENT

Enactment of social security coverage for new Federal employees
in the Social Security Amendments of 1983 touched off a period of
significant change for the Federal civil service retirement system
which should extend well into the next Congress. Social security
coverage itself created both a need to restructure Federal pensions
for new employees and an opportunity for the Congress to reexam-
ine the overall structure of Federal employee compensation. Con-
gressional committees charged with the task of designing a new
pension plan initiated a lengthy study process, deferring the intro-
duction of legislation until 1985. To meet the needs of employees
hired in the interim, the Congress enacted a bill at the end of the
session to provide temporary pension coverage.

Meanwhile, with mounting pressure on the Congress to close
budget deficits, attention continued to focus in 1983 on the issue of
rising entitlement spending. This kept the  controversy going over
whether the current retirement system is overly generous and too
costly. An administration proposal, included in the fiscal year 1984
budget, sought to cut benefits and shift some of the Government’s
cost for the CSRS to employees. This proposal was quickly rejected
by the Congress, which instead moved to simply delay the annual
cost-of-living adjustment (COLA). At the end of the year, this pro-
posal remained before the Senate as part of the budget reconcili-
ation legislation to be considered in the second session.

(A) BACKGROUND
(1) History **

The civil service retirement system (CSRS) is an employee pen-
sion plan which was established in 1920 as a humane way to
remove superannuated employees and to improve turnover in Fed-
eral civil service jobs. The original act established a pension in con-
junction with mandatory retirement, at age 62, 65, or 70, depending
on the job. In addition, pensions were provided to employees who
became disabled after 15 years of service. The retirement annuity
was based on final 10-year average salary and length of service. Fi-
nancing for the pension came from an employee deduction of 2.5
percent of salary plus annual Federal appropriations as necessary
to continue paying benefits. The first Government payments were
made in 1928.

241J.S. Congress. House. Committee on Post Office and Civil Service. Background on the Civil
Service Retirement System. Committee Print No. 98-5, 98th Cong., 1st Sess. Prepared by the
Conigrgssional Research Service, Library of Congress. Washington, U.S. Govt. Print. Off., 1983.
pp. 1-
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In the 1940’s, with growing awareness of income needs in old age,
and the large-scale emergence of private pensions, the Federal Gov-
ernment as an employer began to place more emphasis on provid-
ing income security to its employees. During this period, manda-
tory retirement was relaxed, optional retirement and protection for
survivors and discharged workers were added. At the same time,
Federal civilian employment and coverage under CSRS expanded
substantially, rising to a high in 1942 of over 3 million Federal
workers. Improvements in protection necessitated increases in the
employee contribution rate, which by the end of 1948 was raised to
6 percent of pay.

Through continued improvements in coverage and benefits, CSRS
began to be viewed as a model of a modern employee benefit pro-
gram. Most notably, in 1962, Congress enacted the first automatic
cost-of-living adjustments (COLA’s) for CSRS annuities to provide
postretirement inflation protection. But growing demands on the
CSRS led to financing inadequacies and to the enactment, in 1969,
of Public Law 91-93. This law raised employee contributions to 7
percent of pay, made matching employer contributions mandatory,
and created a system of automatic payments from the general fund
to cover costs resulting from wage and benefit increases.

In recent years, rapidly rising CSRS outlays and growing Federal
budget deficits, have prompted reductions in the CSRS. In 1976, the
Congress began the process of eliminating aspects of the COLA
mechanism which were causing the most substantial increases in
benefits. Serious proposals continue to be voiced to further reduce
annual increases in CSRS benefits.

(2) Provisions

Today, the CSRS covers 2.7 million Federal civilian workers, and
pays benefits to 1.4 million employee retirees and 0.5 million survi-
vor annuitants. Benefits are paid to retired and disabled employees
and to survivors of deceased employees. Full retirement benefits
are paid to employees who retire after meeting age and service re-
quirements (age 55 with 30 years service, 60 with 20 years, or 62
with 5 years). The average monthly benefit in fiscal year 1982 was
$1,046 for retirees and $467 for survivors, an amount which is tax-
able once the annuitant has received an amount equal to the total
of his employee contributions (now usually 14 months after benefits
are first received). Under present law, benefits are adjusted for
annual changes in the cost of living.

(3) Financing 25

CSRS is financed on a ‘“‘pay-as-you-go” basis, with a trust fund
account established to receive income and pay benefits. Income to
the trust fund comes from matching employer and employee contri-
butions of 7 percent of pay, from interest earned on the investment
of trust fund reserves in Federal financial intruments and from ad-
ditional general fund payments. These additional payments are re-

25 U.S. Congress. Senate. Committee on the Budget. Financing Work-Related Entitlement Pro-
grams. Committee Print. 98th Cong., 1st Sess. Prepared by the Congressional Research Service,
lerary of Congress. Washington, U.S. Govt. Print. Off., 1983. pp 301-313.
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quired under Public Law 91-93 to pay interest on outstanding “un-
funded liability,” to amortize (over 30 years) the added cost of wage
and benefit increases, and to pay for military service credit. In
fiscal year 1983, income to the CSRS trust fund totaled $34.3 billion
of which only $4.3 billion came from employee contributions. The
remaining $30 billion in payments was transferred from Govern-
ment accounts: $4.3 billion from employing agencies, $16.4 billion
from the general fund for amortization, military credit, and inter-
est on unfunded liabilities, and $9.3 billion from interest paid on
trust fund assets.

CHART 6

CSRS TRUST FUMDS
ES OF INCOME
Fy 1983

SOURC

— 12% EMPLOYEE

12% EMPLOYER

48% APPROPTNS

SOURCE: OFFICE OF PERSONMEL MAMNAGEMENT, 1983.

The actual cost of the CSRS to taxpayers is the cost of making
monthly annuity payments and refunds, net of employee contribu-
tions. In fiscal year 1983, total CSRS trust fund outlays totaled
$20.8 billion, of which $17.5 billion was paid to retirees and $2.8 bil-
lion to survivors; $16.5 billion of this amount was Federal Govern-
ment payments net of employee contributions.
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TaBLE 1.—CSRS trust fund income and outlays, fiscal year 1983

Income: Billions
Employee contributions $4.3
Employer contributions 4.3
Interest on trust fund assets 9.3
Additional appropriations 16.4

Total reerenrernnanannans 34.3
Outlays. 20.8
Net budget effect rereereeeneesnsas —16.5
Balance of trust fund, Sept. 30, 1983 ........ou oo eees s 109.6

Source: Office of Personnel Management.

Amounts transferred to the CSRS trust fund which are not paid
out as annuities and refunds accumulate as reserves. Reserves are
used to purchase Treasury securities (i.e., they are loaned back to
the Treasury). These reserves are actually a paper debt held by the
CSRS trust fund which will be paid by taxpayers when they are re-
deemed in future years to pay benefits. They effectively convert a
portion of future pension obligations to a paper debt. In fiscal year
1983, $13.5 billion was added to the reserves, raising total CSRS
trust fund reserves to $109.6 billion, an amount sufficient to make
5 years of berefit payments.

The amount estimated to be needed to make future benefit pay-
ments not covered by CSRS trust fund assets is termed the ‘“un-
funded liability.” Assuming continued wage and benefit increases,
the “unfunded liability” of the CSRS is currently estimated to be
$500 billion. Like the cost of redeeming the debt held by the CSRS
trust fund, “unfunded liability” will actually be borne by taxpayers
in the year in which benefits are paid. Together, the “unfunded lia-
bility” and the trust fund assets represent the total cost to taxpay-
ers of making future benefit payments to current Federal employ-
ees. Projections by CSRS actuaries indicate that revenues from cur-
rent financing mechanisms will be sufficient to make these benefit
payments for the next 75 years.

(B) ISSUES

(1) Costs

The cost to the Government of financing the CSRS has become a
focus of criticism of the program. Whether or not the CSRS costs
are excessive depends upon how they compare, on a per participant
basis, to the costs other employers bear for similar plans, and how
large a portion of the Government’s resources are consumed in this
activity.

Compared to the per participant cost of most private pension
plans, civil service retirement costs seem high. The average large
private pension plan, when combined with social security, has been
estimated to cost the employer between 20 and 23 percent of pay-
roll. Even though Federal employees contribute 7 percent of pay
themselves to the CSRS, the Federal Government’s payments
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amount to an additional 30 percent of payroll, nearly 50 percent
more than the cost of the average private plan.2¢

Two features, in particular, of the CSRS contribute to making it
a more expensive plan to operate than the average private pension
plan: The full cost-of-living adjustment (COLA) for benefits after re-
tirement, and retirement with full benefits as early as age 55. Pri-
vate plans usually make cost-of-living adjustments on an ad hoc
basis, limited to 3 or 4 percent a year. Only social security benefits
are fully indexed. Additionally, full private pension and social secu-
rity benefits are usually only available at age 65 and are reduced if
taken at earlier ages. Probably half of the cost differential can be
attributed to these features. A Congressional Research Service
study completed in 1982 indicated that full COLA’s and retirement
at age 55 alone cost the CSRS 5 percent of payroll.2?

Another aspect of concern about the cost of the CSRS is that
annual outlays are large and growing, and that the Government’s
share of this cost is growing as well. Total payments from the
CSRS trust fund have tripled, in current dollars, over the last
decade, rising from $7.2 billion in 1975, to $20.8 billion in 1983, and
an estimated $24.2 by 1985. At the same time, the proportion of
this cost paid by the Government has increased from 65 percent in
1975, to 80 percent in 1983, and is estimated to exceed 80 percent
by 1985.28

(2) Adequacy

The public often assumes because the civil service retirement
system costs relatively more to operate than a private retirement
program that it provides better protection to Federal employees.
However, in recent years, there has been increasing concern among
experts that the CSRS provides inadequate protection for a portion
of the Federal work force. Full career employees usually do well in
the CSRS, but at the expense of more mobile employees. The civil
service retirement system, like most employer-provided pension
plans, tilts its compensation to reward long service and later termi-
nation, and provides proportionately high compensation to highly
paid workers. Social security, by contrast, provides a basic retire-
ment income to all employees, tilts its benefits to provide higher
proportional compensation to lower paid workers, and does not pe-
nalize workers for job mobility or early termination.

Workers covered by social security plus an employer-provided re-
tirement plan benefit from the contrasting advantages of 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 of Federal pension benefits. Employees must
work 5 years to become vested in benefits and must work 10 years
before the benefit formula begins crediting at full rates. Employees
who leave after vesting may choose to withdraw their own contri-

26 {J.S. Congressional Budget Office. Civil Service Retirement: Financing and Costs. Washing-
ton, U.S. Govt. Print. Off., 1981. p. 16.

Senate Budget Committee. Financing Work-Related Entitlement Programs. p. 311.

27 Senate Budget Committee. Financing Work-related Entitlement Programs. p. 312.

28 J S. Office of Personnel Management. Unpublished Estimates, 1983.
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butions instead of qualifying for benefits, but if they do, they forego
the value of the Government'’s share. If they leave their contribu-
tions in the system, they can receive retirement benefits, but the
amount of the benefits will be fixed in relation to their salary at
the time they left Federal service.

These limitations result in Federal employees who spend less
than a full career in Federal service frequently receiving little re-
tirement income of value for their years of service with the Gov-
ernment. OPM estimates that 62 percent of all Federal employees
coming in under the civil service retirement system will receive no
Federal pension benefits. In all, two-thirds of the benefits paid will
go to only one-fourth of the Federal employees. This would be less
of a problem if those who left Federal service early received in-
dexed or transferable credits for their years of service. But lack of
social security coverage effectively denies them portable retirement
benefits they would otherwise have received in the private sector.

(C) DEVELOPMENTS
(1) COLA’s

Because cost-of-living adjustments (COLA’s) are the most expen-
sive feature of the CSRS, they have become, in recent years, a
prime target of cost-cutting efforts to reduce Federal budget defi-
cits. In each of the last 4 years, the Congress has included changes
in Federal civil service retirement COLA’s in the annual budget
reconciliation act. The most recent change, a delay in the payment
of the COLA, was included in the Budget Reconciliation Act of

-1983, which passed the House but was not taken up by the Senate
in the first session.

Congress first authorized the automatic COLA in civil service an-
nuities in 1962, a full decade before indexing was authorized for
social security. The early method for indexing CSRS annuities pro-
vided for an annual increase equal to the percent increase in the
CP], triggered whenever that increase exceeded 3 percent. Over the
following decade, provisions for indexing CSRS annuities were re-
vised three times to improve the responsiveness of the annuity in-
crease to inflation. Then in 1976, in exchange for the repeal of the
1969 provision which paid a COLA 1 percent higher than the CPI,
the Congress converted the triggered COLA to a regular semiannu-
al COLA, effective in March and October of each year.

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. In the
Budget Reconciliation Act of 1980 (Public Law 96-186), the Con-
gress moved to a more conservative method of computing COLA’s
in the first year of retirement, replacing the “look-back’ provision
which paid retirees the higher of two options, with a simple prora-
tion of the COLA for initial annuities. In the Omnibus Budget Rec-
onciliation Act of 1981 (Public Law 97-35) the Congress shifted
from semiannual to annual COLA’s, making increases effective
March 1 each year for the change in the CPI over the previous 12
month period ending December 31.
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In 1982, as part of the Omnibus Budget Reconciliation Act of
1982 (Public Law 97-253), the Congress enacted, on a temporary
basis, the first substantial reductions in the COLA for Federal civil-
ian and military retirees. This act created two classes of Federal
retirees for the purposes of paying COLA’s: (1) Federal retirees 62
years of age and older, along with Federal disability and survivor
annuitants, would continue to receive full COLA’s; (2) Federal re-
tirees under age 62 would receive for a period of 3 years (1983-85)
partial COLA’s which were guaranteed to be no lower than half
the inflation rate specified in the law. The difference in treatment
between younger and older retirees was based on the assumption
that retirees under age 62 (the early retirement age for social secu-
rity) can reasonably be expected to be working at another ijob and
not yet fully retired. The 1982 act also delayed the COLA’s of all
annuitants by 1 month each year for 3 years. Under this law,
COLA’s of 3.9 percent for survivors, disabled, and age 62 and over
retiree annuitants, and 3.3 percent for retirees under 62 were effec-
tive in April 1983.

In 1983, the Reagan administration included in the fiscal year
1984 budget a proposal to cancel the May 1984, COLA and extend
beyond 1985 the payment of partial COLA’s to Federal retirees
under age 62. This COLA proposal was rejected by the Congress,
along with a more controversial budget proposal to restructure the
CSRS. Congressional critics found the cancellation excessive by
comparison to the 6-month social security COLA delay then under
consideration, and proposed instead a permanent 7-month delay in
the payment of the CSRS COLA. On October 25, the House passed
H.R. 4169, the Omnibus Budget Reconciliation Act of 1983, which
includes a permanent shift of the COLA to December (beginning
with the May 1984, COLA), and a corresponding shift in the CP1
measurement period (to the period between the previous third
quarter and the third quarter prior to that). H.R. 4169 was referred
to the Senate, but was not taken up prior to the end of the first
session.

With action to delay the May 1984, COLA still pending, the
Reagan administration is planning to propose in the fiscal year
1985 budget, in addition to the delay, a reduction in COLA’s on an-
nuity amounts in excess of a specified limit. Similar proposals dis-
cussed in the past have suggested paying a lower COLA on annu-
ities in excess of the social security taxable maximum ($37,800 in
1984). Proposals to pay a lower percentage COLA on higher annu-
ities penalize full career Federal workers with moderate or high
final pay, but do not affect the benefits of short-term workers with
high final pay, many of whom may also receive substantial social
security and private pension income.

(2) Civil Service Retirement Reform

In recent years there has been an increasing interest in the Con-
gress in reforming the civil service retirement system. Three major
proposals have been introduced in the last 2 years, each of which.
would take a different approach to reforming the system. The first
proposal, introduced at the end of 1982 by Senator Stevens, would .
have created an entirely new pension system for employees hired
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after the date of enactment involving social security coverage and
a defined contribution pension plan. Senator Stevens’ proposal
would have left the existing system unchanged for current employ-
ees. The second proposal, introduced by the Reagan administration
in the fiscal year 1984 budget, would have restructured the system
for current employees to reduce benefits and increase the employ-
ees share of the costs. The third proposal, introduced in 1983 by
Representative Erlenborn, would have modified the COLA provi-
sions of the current system, and established a defined benefit plan
for newly hired employees covered under social security. These
three approaches provide a sense of the range of options being con-
sidered in the effort to restructure pensions for Federal employees.

(@) S. 2905—The Civil Service Reform Act of 1982

On September 14, 1982, Senator Stevens introduced S. 2905—The
Civil Service Reform Act of 1982—to provide a revised retirement
plan for new Federal employees. The Stevens bill would have man-
datorily covered all Federal and Postal employees hired after the
date of enactment, and would have provided current employees the
option to elect coverage in the new system. The new plan provided
workers a three-tiered retirement system comparable to plans of-
fered in private employment. The first tier of the new system was
social security. New employees would have paid contributions to
social security similar to those paid by current employees to the
current civil service retirement system. These contributions were
to be matched by the Government as employer. The 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 thereafter. There
would have been no employee contributions to this plan. The third
tier was to be a voluntary thrift plan The employee could have con-
tributed any amount to this plan. The Government would have
matched the employees’ contribution up to 3 percent of salary. Em-
ployees would have vested in the new plan after 5 years of partici-
pation, 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 serv-
ice, and it would have continued to draw interest until retirement.
Initially, all employee accounts would have been invested 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 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
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also appeared to be a disadvantage of the program for some. At the
end of the 97th Congress, Senator Stevens annouced his intention
not to pursue passage of his legislation until a majority of those af-
fected by the proposal supported it.

(b) Fiscal year 198} budget

In recent years there has been growing concern that the civil
service retirement system is expensive to operate and that it pro-
vides too generous benefits at too early a retirement age. In the
1984 budget, the Reagan administration proposed a radical restruc-
turing of the CSRS to reduce both the longrun costs of the system
and the Government’s share of these costs. The net effect of the
proposal would have been to raise the employee’s cost from 7 to 11
percent of salary by raising contribution rates, and decrease the
Government’s cost from 30 to 11 percent by reducing annuities.
Specifically, the administration proposed to:

(1) Increase the employee contribution rate from 7 to 9 per-
cent in 1984 and to 11 percent in 1985.

(2) Raise the age at which full benefits are paid from 55 to 65
and reduce benefits by 5 percent for each year of retirement
before age 65.

(8) Change the basis for computing annuities from the em-
ployee’s highest 3 years of earnings to the employee’s highest 5
years; and

(4) Reduce the percentage of the salary paid as a benefit (the
replacement rate) by an unspecified amount.

The administration’s proposals were met with immediate opposi-
tion in the Congress, and were never considered by the Senate Gov-
ernmental Affairs Committee.

(c) Federal annuity and investment reform proposal

On August 3, 1983, Representative John Erlenborn introduced a

. comprehensive legislative package “to provide the framework for a
national debate on needed adjustments in the various Federal re-
tirement-related entitlement and pension programs.” His three-bill
legislative package is known as the Federal Annuity and Invest-
ment Reform (FAIR) program.

The first bill (H.R. 8751) would place a cap on cost-of-living ad-
justments (COLA’s) for retirees whose annual benefits exceed maxi-
mum benefits paid to certain new retirees under social security.
For example, if the maximum social security benefit for 1984 is
$10,000, retirees receiving annual combined federally sponsored re-
tirement benefits above $10,000 would receive the full 100 percent
COLA increase on only the first $10,000 of their benefits, and a
maximum of 60 percent of the COLA on additional benefit dollars.

The second bill (H.R. 8752) would establish a defined benefit and
thrift (savings) plan arrangement comparable to those found in the
private sector to provide supplemental benefits for those Federal
employees newly covered under social security. Under the defined
benefit plan a worker would earn a benefit of 1.15 percent of final
average salary for each year of service in addition to social secu-
rity. For a worker with 30 years’ service, this would amount to
about 35 percent of the employee’s highest 3 consecutive years’
salary. For employees, retiring early, benefits would be reduced by
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2 percent for each year under age 65 (e.g., a worker retiring at 62
would receive 94 percent of the benefit payable at age 65). Workers
would be required not only to contribute 5.7 percent of salary to
social security, but also to contribute 1.3 percent of salary to the
defined benefit plan. (This would be the same as the 7-percent con-
tribution current Federal workers make to the civil service retire-
ment system.) In addition, employees could elect to contribute up to
3 percent of salary into a thrift plan. The thrift plan payment
would be fully matched by an employer contribution.

The third bill (H.R. 3753) is designed to bring greater long-term
stability to the financing of all Federal retirement plans, including
social security, by providing a mechanism for limiting future
annual postretirement benefit increases (COLA’s) to the lesser of
the increase in national wages or the increase in the Consumer
Price Index (or other automatic mechanism currently applicable in
the plan).

(3) Social Security Coverage

The most momentous development of 1983 for the civil service re-
tirement system was the enactment of social security coverage for
new Federal employees, Members of Congress, and others in the ex-
ecutive and judicial branch. Social security coverage for Federal
workers had long been proposed by pension experts as a way to im-
prove their retirement income and, at the same time, improve the
financial condition of the social security trust funds. Popular oppo-
sition was growing as well to the exclusion of Federal workers from
a social insurance system that was compulsory for others.

Recommendations to extend social security coverage to Govern-
ment employees began to emerge from advisory commissions
almost immediately after the collection of the first social security
tax. But the sentiment for extending coverage had became nearly
universal in recent years. Since 1979, three study commissions on
social security and pensions had recommended extending coverage
to Federal employees, and a fourth—the Universal Coverage Study
Commission—had reported to the Congress that coverage of Feder-
al employees was feasible. By the time the National Commission on
Social Security Reform convened in 1982, coverage of Federal em-
ployees had become so broadly supported that this panel was able
to agree to it without debate.

The National Commission on Social Security Reform sent its rec-
ommendations for solving social security’s financing problems to
the President and the Congress on January 15, 1983. Included in
the package was a recommendation to extend social security cover-
age to new Federal employees hired on or after January 1, 1984.
The National Commission also alluded to the need to cover new
employees with a supplemental employer-provided pension plan.
On January 26, Commission members Senators Dole, Heinz, Moyni-
han, and others introduced the National Commission recommenda-
tions as S. 1. In this bill, coverage was additionally extended to all
Members of Congress, the President, and the Vice President. The
House, in H.R. 1900, further extended coverage to include execu-
tive branch political appointees, sitting Federal judges, and con-
gressional employees not participating in the CSRS.
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Strong opposition to coverage was voiced by Federal employee
groups during February and March hearings on the National Com-
mission recommendations before the House Ways and Means and
Senate Finance Committees. Opponents expressed concern that
coverage of new Federal employees would eventually bankrupt the
CSRS trust fund for current employees and that the Congress
would default on its pledge to develop a supplemental pension plan
for new employees.

During consideration of the Social Security Amendments of 1983,
efforts were made to respond to these concerns. Language in the
House Ways and Means Committee report accompanying the bill
expressed the commitment of committee members to the develop-
ment of a supplemental pension plan, and language added in the
Finance Committee stated that nothing in the legislation should be
construed to affect existing rights under the CSRS. An amendment
offered by Senator Long to delay coverage of new Federal employ-
ees until a supplemental pension plan could be enacted was ap-
proved by the Senate, but rejected in conference with the House be-
cause it would have extended the period for debate over coverage
for several years. A preceding amendment offered by Senator Ste-
vens to provide interim CSRS coverage to new Federal employees
without an employee contribution was defeated in favor of the
Long amendment.

Under the Social Security Amendments of 1983, signed into law
by President Reagan as Public Law 98-21 on April 20, social secu-
rity coverage was extended to the following groups of Federal em-
ployees, effective January 1, 1984:

(1) All Federal employees hired or rehired after a break in
service exceeding 365 days on or after January 1, 1984; includ-
ing executive, judicial, and legislative branch employees.

(2) Current legislative branch employees not participating in
the CSRS on December 31, 1983; and

(3) All Members of Congress, the President, the Vice Presi-
dent, executive level political appointees, and Federal judges,
including retired Federal judges resuming judicial duties.

Enactment of social security coverage brought about the immedi-
ate need to repeal the mandatory participation of new Federal em-
ployees in the civil service retirement system, and a long-term need
to develop a supplemental pension for new employees. Because the
Stevens amendment to eliminate the mandatory 7 percent CSRS
employee contribution was defeated on the Senate floor, the Feder-
al Government was to be required by statute to withhold 13.7 per-
cent from the pay of employees hired in 1984—6.7 percent for
social security and 7 percent for CSRS.

Just before the end of the first session, the Congress agreed to an
interim civil service retirement plan for new employees to resolve
the double withholding problem. Drafting of an interim plan had
been deferred because of disagreement between Federal employee
groups and the administration. Federal employee groups insisted
that an interim plan keep new employees in the CSRS and that the
Government continue full funding of the CSRS during this period.
The administration opposed covering new employees under the ex-
isting CSRS and proposed instead that new employees be covered
under a separate agreement. By November, the Senate Subcommit-
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tee on Civil Service, Post Office, and General Services was finally
able to report out a temporary civil service retirement plan, which
was approved by the Senate on November 4 as an amendment to
H.R. 2700, the Federal Physicians Pay Comparability Allowance
Amendments of 1983. The conference report on H.R. 2700 was ap-
proved by both Houses on November 12 and signed by the Presi-
dent on November 29 as Public Law 98-168.

The interim plan is designed to provide supplemental coverage
for new employees under the CSRS while maintaining an equitable
rate of withholding between new and current workers. In addition,
the interim plan assures that the necessary Government contribu-
tions will be made to maintain the CSRS trust fund. The plan pro-
vides temporary coverage until December 31, 1985, at which time
double withholding will resume unless a supplemental plan has
been enacted in the interim. Federal employees hired on or after
January 1, 1984, will have 1.3 percent of pay withheld for the
CSRS, in addition to the 7 percent withheld for social security in-
cluding medicare. Total withholding of 8.3 percent for new employ-
ees will equal the withholding of 7 percent for CSRS and 1.3 per-
cent for medicare for current workers. New Federal employees will
be eligible for death or disability under the plan once they have
met CSRS vesting requirements, but will have any benefits re-
ceived on the basis of this interim coverage reduced by the amount
of any social security benefits creditable to this period. Employees
will not be eligible for retirement benefits during this period unless
they make a deposit for the difference between the 1.3 and a full 7
percent contribution, but they will receive retirement credit for
service during these years under the future supplemental plan.

(D) PROGNOSIS

The design of a supplemental pension system for new Federal
employees now covered under social security will continue for the
remainder of 1984. Sometime in 1985, the Congress will begin draft-
ing legislation to implement the new plan, in order to have the
new plan in place before the interim provisions expire. Proposals to
modify the system for current employees or reduce annual COLA’s,
other than those now contained in pending legislation, are not
}ikely to receive serious consideration by the Congress in the near
uture.

2. MILITARY RETIREMENT

(A) OVERVIEW

In fiscal year 1983, an estimated 1.3 million retired officers and
enlisted personnel and their beneficiaries received $16.4 billion in
annuity payments. On December 12, 1983, the Department of De-
fense (DoD) Appropriation Act (Public Law 98-212) earmarked
$16.6 billion for this same fund, bringing expenditures for military
retirement to between 7.5 and 8 percent of total defense expendi-
tures in fiscal year 1984.

With the exception of a minor cost-cutting measure to round
benefit checks to the next lower full dollar, administration propos-
als to save an estimated $282 million were unsuccessful in the first

30-629 O0—84——15
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session of the 98th Congress. (An additional proposal to delay the
fiscal year 1984 cost-of-living adjustment (COLA) currently sched-
uled for May 1, 1984, until December 1984, is still pending as part
of the budget reconciliation package.)

The military retirement system has been the target of repeated
study and discussion owing to its rapidly escalating costs and its
benefit provisions which some critics feel are too generous. Outlays
have mushroomed from fiscal year 1960, when total costs were $693
million (about 2 percent of the total Defense Department budget) to
the current $16.4 billion figure, to an estimated cost in 2000 of
nearly $45 billion. Since 1969 no fewer than 9 separate studies
have put forth recommendations which would redute the cost of
the sgstem. However, no comprehensive legislation has yet been
passed. _

Critics argue that the system provides benefits which are too
generous given the recent emphasis on budget cost containment,
especially when compared with other public and private retirement
plans. In its report issued in July 1983, the President’s Private
Sector Survey on Cost Control (PPSSCC) concluded that benefits
provided by the military retirement system were six times more
costly than those provided by the best private sector plans. Critics
also contend that allowing members to retire after 20 years at 50
percent of active duty basic pay, in addition to being too expensive,
no longer serves an effective manpower management purpose. It
prolongs careers of certain personnel beyond their usefulness by
not providing them any retirement option prior to 20 years. On the
other hand, it encourages experienced and highly trained personnel
in their forties to leave the forces for public and private sector jobs
at higher salaries immediately upon qualifying for retirement pay.
Fully 87 percent of military retirees are under age 65.

Supporters of the current military retirement system point to a
number of variables unique to military life which they feel justify
the benefits provided. First, they point out, all retired members are
subject to involuntary recall in case of a national emergency.
Hence, military “retirement” pay is compensation for this exigen-
cy. Moreover, military service puts special demands on the employ-
ee which are not present in other public or private employment,
the so-called “x factor.” Finally, it is argued that the hardships of
military service are better borne by younger men and women and
that the military requires “youth and vigor” of its members to cope
with these special dangers and stresses, both present and potential.
The 20-year retirement provision provides a strong incentive for
“older” ‘members to retire once they are entitled to military retire-
ment pay.

Despite the debate, the military retirement system has remained,
as one journalist put it, “high on the list of politically untouchable
programs.”? This is likely to remain true throughout the second
session of the 98th Congress, despite the pending report of the Fifth
Quadrennial Review of Military Compensation (5th QRMC) which,
preliminary reports indicate, will recommend revisions of the 20-
year retirement system.

mgélneb, Vernon. The Lasting Pension of the Military. The Philadelphia Inquirer, July 18,
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(B) BACKGROUND
(1) History

(@) Officers retirement pay

In its earliest days, military service provided few if any benefits
upon the members’ retirement. Prior to 1861 (and with the excep-
tion of certain Naval officers), there was no provision for voluntary
or involuntary retirement of active duty members. Mandatory re-
tirement at age 64 was not introduced until 1882. The result of this
policy (or nonpolicy) was twofold: promotion stagnation, and a mili-
tary leadership unable to command owing to infirmity or disability.
Junior officers often exercised field command beyond their ranks.
As the 19th century progressed, Congress, reacting more to the ex-
igencies of successive wars than to any comprehensive personnel
management policy, enacted a series of separate retirement provi-
sions for each branch of the military. These took into consideration
years of service, physical disability, and age, as well as the need for
a promotion flow within the officer corps.

The act of August 29, 1916 (Public Law 64-241) established two
principles of current nondisability retirement in a revision of the
Navy retirement system: The up-or-out selection promotion plan;
and the formula of the 2.5 percent of monthly active duty basic pay
for each year of service to determine retirement benefits. The
Army and Air Force Vitalization and Retirement Equalization Act
of 1948 (Public Law 80-810) standardized voluntary retirement au-
thority for officers across all branches of the service. It required 20
years of service, at least 10 of which were comprised of commis-
sioned service. It was not until the Defense Officer Personnel Man-
agement Act of 1980 (Public Act 96-513) that Congress unified the
involuntary retirement standards by grade across all branches ac-
cording to pay grade and years of service.

(b) Enlisted personnel

The legislative history of nondisability retired pay for enlisted
personnel is far less complex than that for officers. There has
never been a provision regarding involuntary retirement for enlist-
ed personnel. In order to weed out the ranks, certain personnel
were turned down for reenlistment. Voluntary retirement after 30
years (at the discretion of the Secretary concerned), was standard
in all branches of the Armed Forces by 1907, and retired pay uni-
formly set at 75 percent of active duty basic pay plus allowances
for quarters, fuel, and light.

With the Career Compensation Act of 1949 (Public Law 81-351),
the 20-year voluntary retirement provision was established for both
enlisted and officer personnel. Regardless, all retired military per-
sonnel are subject to recall at any time.

(2) Major Elements

(a) Nondisability retired pay

Nondisability retired pay is by far the largest (and hence the
most often debated) component of the military retirement system.
Nearly 1.2 million retirees, or 89 percent of the total number of
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those receiving annuities in fiscal year 1983, received nondisability
f_ay. Expenditures in fiscal year 1983 amounted to about $14.5 bil-
ion.

Any member voluntarily retiring from active duty after 20 years
of service, or who is retired as a result of law or policy (for reasons
other than physical disability), is entitled to nondisability retired
pay immediately upon retirement. Retired pay is based on a formu-
la of 2.5 percent of a member’s active duty basic pay (i.e., exclusive
of allowances and special pays which, along with basic pay, com-
prise the member’s active duty compensation), for each year of
service. The minimum retired pay is 50 percent of the member’s
basic pay (for 20 years of active duty service). The maximum is set
statutorily at 75 percent of basic pay (or 30 years of active duty).

The basic pay figure used varies according to when the member
retired. For those who enlisted before 1980, terminal basic pay is
used. Those who enlisted after 1980 will receive retired pay based
on the average of their highest 36 months. In addition, in calculat-
ing years of service, three different standards are used to deter-
mine years of service depending on when the member was entitled
to retire. Under a provision in the Defense Authorization Act in
1983 (Public Law 98-94), all completed months of service are now
included in the calculation.

One of the most significant aspects of military retired pay is its
grotection against inflation. Since the passage of the Uniformed

ervice Pay Act (Public Law 88-132) in 1963, COLA’s, based on a
percentage increase in the Consumer Price Index (CPI) have been
periodically provided to military retirees, although the price formu-
la has been modified many times. In 1982, the Omnibus Reconcili-
ation Act (Public Law 97-253) temporarily changed permanent law
on COLA’s in two ways. First, it imposed partial COLA’s for all
nondisabled retirees under the age of 62. Second, it created a 3-year
temporary deviation delaying COLA’s for all Federal retirees until
April, May, and June in fiscal years 1983, 1984, and 1985 respec-
tively, providing a 13-month, rather than a 12-month interval be-
tween them. While the next COLA is scheduled for May 1, 1984,
under current law, a provision now pending in H.R. 4169 would
further delay the 1984 COLA until January 1985.

(b) Disability retirement benefits

Members found unfit for duty because of physical disability may
be retired on disability retired pay provided that: (1) The disability
is not the result of intentional misconduct or willful negligence,
and did not occur during an unauthorized leave of absence; and (2)
the member is more than 30 percent disabled (as judged by stand-
ards established by the Veterans Administration (VA)), or has 20
years of service. Persons with less tha 20 years of service and less
than 30 percent disability are separated with separation pay,
though some members with less than 20 years of service are eligi-
ble to receive compensation from the VA.

Disability retired pay may be computed one of two ways, depend-
ing upon which formula provides the largest benefit to the retiring
service member. The first is the standard 2.5 percent of basic pay
for each year of service. The second is percentage of disability mul-
tiplied by active duty basic pay. In either case, the 75 percent
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maximum benefit rule applies. For 5 years prior to being assessed
as permanently disabled, members are put on a temporary disabil-
ity retired list (TDRL), and are subject to periodic examinations to
determine whether they should be returned to active service or re-
tired.

In fiscal year 1983, disability retired pay cost $1.4 billion, and
amounted to 8.5 percent of the total cost of the military retirement
system. An additional $9.8 billion was paid to veterans with serv-
ice-connected disabilities under VA compensation. Members are oc-
casionally entitled to benefits from both military retirement and
the VA compensation. In such cases, military retirement pay is
offset dollar for dollar by the amount received from the VA. Since
VA compensation benefits are tax free this often benefits the dis-
abled retiree.

(¢) The survivor benefit plan

The third and smallest component of the military retirement
system is the survivor benefit plan (SBP). In fiscal year 1983, pay-
ments amounting to $454 million, or 2.8 percent of total military
retirement outlays, were made.

Since it was enacted in 1972 (Public Law 92-425), the SBP has
provided annuities to surviving spouses, former spouses, dependent
children, or any person with an insurable interest in the service
member. The program follows an earlier survivor protection plan
(the uniformed services contingency option plan, enacted in 1953 by
Public Law 83-239, revised in 1961 to the retired serviceman’s
family protection plan by Public Law 87-381) which provided lesser
benefits to recipients, and which suffered from poor participation
rates. In main, this was due to the high cost for participation since
survivor benefits were funded entirely from a reduction in the
member’s retired pay. The costs of providing the annuity under the
SBP are shared by the Federal Government and retired members.
About 70 percent of costs are offset by a reduction in retired pay
elected by the retiring member according to the coverage chosen.
The minimum annuity provided under the plan is $300 a month,
the maximum is set at 55 percent of the member’s retired pay.

Like disability and nondisability retired pay, SBP does receive
CPI increases and is offset for any VA benefits received. However,
unlike the other two elements of military retirement, SBP is par-
tially integrated with social security benefits.

(C) LEGISLATIVE ACTION—1983

(1) Fiscal Year 1984 Funding

Administration proposals in 1983 focused on curbing costs
through changes in the COLA provisions of the military retirement
system, for a projected savings of $282 million. The average cost to
retirees of these proposals was estimated at $34 each month. How-
ever, of three cost-reduction proposals made by the administration,
only one was actually enacted in 1983 for a projected savings of $9
million each year through 1987. Another is still pending before the
Congress.
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The first proposal would delay the fiscal year 1984 COLA sched-
uled for May 1 until December 1984. The language which is con-
tained in the budget reconciliation package would permanently
make all subsequent Federal retiree COLA’s effective in the month
of December. Congress adjourned on November 18 without complet-
ing action on the budget reconciliation, leaving the 1984 COLA
scheduled for May 1 until Congress takes final action.

The second administration proposal would have instituted a per-
manent half-COLA for nondisabled retirees under the age of 62 for
all Federal retirees, including military retirees. This was supported
by the rationale that: (1) It would bring inflation protection for
Federal retirees more into line with that afforded non-Federal re-
tirees; and (2) nondisabled retirees under 62 years of age are more
likely to have income from part- or full-time employment. A House-
passed version of the Defense Authorization Act would have ex-
tended this provision until fiscal year 1986. However, the Senate
Armed Services Committee objected that the burden of the half-
COLA provision would fall disproportionately on military retirees.
Four of five military retirees, but only one of five civil service retir-
ees is under age 62. The Senate prevailed in the conference com-
mittee.

Only the administration’s third proposal, to round monthly re-
tired pay checks to the next lower dollar, was included in the De-
fense Authorization Act and ultimately passed into law. The provi-
sion, which became effective October 1, 1983, has a projected sav-
ings of $9 million each year through 1987. The Department of De-
fense estimates that retirees will lose between $0.12 and $11.88
each year due to the provision.

(2) Administrative Changes

The administration was relatively more successful with several
administrative changes in the military retirement system.

(a) Accrual accounting

Language authorizing accrual accounting for the military retire-
ment system was included in the fiscal year 1983 Defense Authori-
zation Act (Public Law 98-94). The DoD military retirement fund,
to be administered by the Secretary of the Treasury, will become
operational October 1, 1984. Funds will be accumulated in this fund
in order to finance the military retirement system.

Under prior law the military retirement system was funded
through general operating funds. The amount allocated on a yearly
basis reflected the cost of providing annuities to current retired
personnel. Under the accrual accounting system, allocations in the
DoD budget will reflect the present cost of providing future retire-
ment benefits to current active duty personnel and will put the
military retirement system into the same fund with the civil serv-
ice retirement system, one large Federal retirement account.
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TABLE 2.—BUDGET CHANGES UNDER MILITARY RETIREMENT ACCRUAL
{In bilfons]

Fisca year—
Budget function
1985 1986 1987

051—Defense: Accrual amount (50.7 percent of basic pay) $16.2 $17.3 $18.5
600—Income security: Appropriation to liquidate unfunded liability® ............covvererserecrerrrrrrerree 174 185 19.3
Total 33.6 358 378

Less payment to retirees 174 185 19.3

Net change, Federal budget2 +162 4173 +185

Net change, Defense budget? —-12 —12 -8

1 Amount assumes unfunded liability will be appropriated each year to cover acutal parments needed for all former mifitary on retirement rolls as
of Oct. 1, 1984 d of Actuaries will determine how quickly unfunded liability will be

= The increase in budget authority does not represent additional cost fo the Government, but rather provides for the recognition that a liability
exists and would continue to grow without enactment of the propased legislation.

3 This re&resents the difference between carrying the accrual amount in the Defense budget and including payouts under the income security
function of the Federal budget.

Though it results in a net change in both the Defense and gener-
al Federal budget (minus $1.2 billion in the former, plus $16.2 bil-
lion in the latter in fiscal year 1985), there is no overall change in
the obligation on the part of the taxpayers. The increase in Federal
budget authority does not represent an additional cost to the Gov-
ernment, but rather recognizes that a future liability of retirement
payments to current active duty personnel exists. The decrease in
the Defense budget represents the difference between the cost of
paying benefits directly and the cost of making contributions to the
trust fund (estimated at 50.7 percent of basic pay for each member).
Spending under the income security function of the Federal budget
will increase by the cost of the payouts to retired military person-
nel. The change does not affect the amount of retirement benefits
paid to the member.

Potentially, it will provide a more accurate picture to manpower
planners of personnel costs on an ongoing basis. The danger of em-
ploying such an accounting system is the sensitivity of cost projec-
tions to assumptions about future prices, wages, interests, and per-
sonnel retention rates. Error or manipulation could result in un-
warranted increases or decreases in allocations for the retirement
fund within the Defense budget. Congress has sought to mitigate
this risk by providing a neutral panel of three actuaries from out-
side the DoD.

(b) Repeal of I-year “look back”

The act also contains a provision repealing the l-year ‘“look-
back” provisions enacted in 1967. That provision allowed personnel
to elect to receive retirement benefits based on the pay scale em-
ployed in the year immediately preceding their retirement, in addi-
tion to any retired pay COLA’s made during that year. Retired pay
COLA’s often exceeded CPI increases in active duty pay for the
same year, and thus with the “look-back” provision retirees re-
ceived larger retirement benefits than they would have based on
their actual final pay.

An August 1982, General Accounting Office report stated that
the 1-year look back should be repealed because it was no longer
justified. The administration had recommended that Congress
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repeal the provision in its fiscal year 1983 budget request, and did
so again this year. No savings are anticipated from this legislation
unless retired pay COLA’s outstrip increases in active duty pay (as
has happened in the past). In any event, the provision is not effec-
tive until September 1985, and contains a “save-pay” clause insur-
ing that members who retire after 1985 will not receive lower bene-
fits than they would had they retired before the provision was
eliminated.

(c) Six-month rounding

The Defense Authorization Act also repealed the rule which re-
quired that service of less than 6 months within service year be dis-
regarded for the purposes of computing retired pay. For members
retiring after September 30, 1983, each completed month of service
will be counted for such determinations.

(d) Reservist retired pay and SBP benefits

The act also authorizes retired pay for reservists who served on
active duty during the Berlin crisis, Cuban missile crisis, or Viet-
nam War, but did not serve on active duty during one or both
World Wars, although they served in the Reserves during those
wars. Formerly, all reservists who had served during the World
War I or World War II period, but did not serve on active duty
during either World War or the Korean conflict were ineligible for
Reserve retirement pay at age 60.

In addition, the fiscal year 1984 Defense Authorization Act in-
sured benefits under the SBP to two classes of spouses: Former
spouses who were not entitled to SBP benefits prior to the Former
Spouse’s Protection Act (Public Law 97-252); and, destitute spouses
who would have been covered by the SBP, but whose husbands died
just prior to enactment of the legislation. In the case of the former,
this year’s legislation allows only spouses who had already made a
SBP election at retirement, to redesignate their former spouses as
annuitants, if the member chooses. In the case of destitute spouses
of members who died prior to the enactment of SBP, the provision
corrects an oversight in the original legislation which provided an
additional 6-month enrollment period for eligible spouses, but did
not amend the supplemental income provision to cover that addi-
tional period.

(D) ISSUES

The military retirement system has been highlighted by numer-
ous commissions and the media, along with the civil service retire-
ment system (CSRS), as one of the principal programs aggravating
the Federal budget deficit. In the case of military retirement, the
problem of escalating costs is compounded by the specter of persons
in their forties retiring at 50 percent of basic pay, a full 15 to 20
years before their civilian counterparts are able to retire. A princi-
pal criticism of military retirement is that it simply does not take
into account that retirement at early ages means retirement to an-
other job.

The temptation to draw comparisons based solely on economics is
difficult to avoid, especially absent any immediate threat of war.
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On the one hand, critics maintain that since military pay has been
brought into line with civilian wages for comparable jobs, the impe-
tus no longer exists for continuing to compensate retired military
at rates of between 50 and 75 percent of pay. On the other hand,
proponents of the current system maintain that military service is
qualitatively different than civilian employment, so the more liber-
alized provisions of the military retirement system are necessary
compensation. Many point out that, while benefits paid to officers
may seem large, benefits to enlisted personnel are far smaller. Pro-
ponents maintain that retired pay is not overly generous as it is
not enough to sustain the member and his family in the member’s
“retirement.” In addition, they argue, the likelihood of the member
finding a comparable job upon leaving the service is slim.



TABLE 3.—NUMBER OF MILITARY PERSONNEL RETIRED DURING FISCAL YEAR 1982 AND RECEIVING RETIRED PAY, AS OF SEPTEMBER 1382, BY RANK

All retirees excluding reserves Nondisability excluding reserves Disability only
Rank, i Monthl Monthl Month
rk/gouping Number —nniy__ Number oty Number oty

Average net  Average gross Average et Average gross Average net  Average gross

0-10 5 4,39 4,924 H 4,396 4924 0 0 0
0-9 11 3,956 4,439 11 3,956 4,439 0 0 0
0-8 12 3,622 3872 1 3,525 3874 1 3374 372
0-7 38 3,034 3,346 36 3,028 3,344 2 3,148 3,390
0-6 1,802 2,412 2,651 1,782 2479 2,649 50 2,216 2,717
0-5 2,963 1,723 1,818 2,898 1,725 1,813 65 1,641 2,044
0-4 1,949 1,365 1,421 1,886 1,366 1,416 63 1,360 1,583
0-3 598 1,180 1,247 507 1,221 1,258 91 953 1,183
0-2 38 859 946 12 989 1,019 26 800 913
0-1 11 639 703 0 0 0 11 639 703
Al commissioned 7,481 1,790 1,897 7,178 1,807 1,906 308 1,381 1,676

W-4 448 1,458 1,549 428 1,468 1,552 20 1,231 1,493
W-3 3N 1,031 1,089 350 1,034 1,079 21 581 1,242
W-2 262 858 907 247 863 907 15 767 901
W-1 7 581 706 2 864 864 5 468 642
Al warrant 1,088 1,162 1,232 1,027 1,174 1,234 61 968 1,191

Al officers 8,575 1,710 1,813 8,205 1,728 1,822 370 1,313 1,596

£-9 2,436 1,306 1,375 2312 131 13714 64 1,130 1,388
E-8 5321 951 996 5,159 954 994 162 845 1,051
E-7 11,027 765 801 10,688 768 800 339 674 831
E-6 5,538 611 644 5,094 619 645 444 519 639
E-5 847 452 518 3 513 543 476 403 499
E-4 694 342 428 Hi 452 473 667 337 426
E-3 449 301 366 2 370 370 447 301 366
E-2 225 268 322 3 283 312 222 268 323
E-1 120 258 296 1 536 634 119 256 293
All enlisted 26,657 784 828 826 862 2,940 445 550

23,717

(444



Unknown rank - 0 0 0 0 0 0 0 0 0
Al retirees 35,232 1,010 1067 31922 1,08 1,109 3,310 542 667

Figures include retirees reeeivirhg rayment from DOD and have not been adjusted to DOD budget ﬁgures.
Those retirees receiving a net dollar amount of zero are not included in the average net. Likewise for average gross. . . )

“Number” is the actual number of retirees receiving payment from DOD with the corresponding rank. It s not necessarily the number used in the average annuity calculations. o . . .
“Monthly net retired pay” is the amount chargeable to the appropriation after deducting survivor payments, dual compensation reductions, VA payments, and the fike, but before making individuat deductions such as for income taxes or savings

nds.
Fiscal year (1982) figures are preliminary and subject to minor adjustments.

8§36
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The principal, though by no means entire, topic of discussion is
the entitlement to full retirement benefits immediately upon the
completion of 20 years of service. Other issues include implement-
ing a member contribution and integration of military retirement
with social security.

(1) Twenty-Year Retirement

Of the nine separate studies which have recommended revisions
of the military retirement system (the report of the 5th Quadrenni-
al Review of Military Compensation (5th QRMC) will bring the
total to 10), none has proposed that military personnel should not
qualify for some form of retirement benefits after 20 years of serv-
ice. Most, in fact, have recommended that members be entitled to
benefits with fewer than 20 years of service.

Historically, the main concern has been maintaining the “youth
and vigor” of the armed services, in other words, their physical and
mental stamina and agility. Presumably liberalized voluntary re-
tirement provisions (as well as the judicious use of nonvoluntary
retirement) serve the purpose of weeding out those older members,
and thereby reducing the overall age of the services.

This presumption is disputed on a number of levels today. First,
is the premise that age is an accurate measure of physical fitness,
and the members in their forties are qualitatively less fit for their
duties than their younger counterparts. In fiscal year 1982, the
average ages of officers and enlisted persons retiring on nondisa-
bility pay were 45.5 and 41.7 respectively according to the DoD
Office of the Actuary. Many studies of physiological traits show
that though physical abilities decline with age, the decline is grad-
ual at least until the fifties or sixties. Even at those ages, individu-
al differences lead to wide variances in performance.?® In addition,
as with the population as a whole, a lengthening lifespan has
changed the nature of age as a measure of physical deterioration.

Second, critics have disputed that military service today puts the
same premium on physical stamina that it once did. In 1865, for
example, 90.4 percent of military enlisted personnel were engaged
in ground combat and general duty occupations. By 1963, that seg-
ment has dropped to 14 percent by some estimates, and nearly 86
percent of enlisted positions could be characterized as white or blue
collar.3! A General Accounting Office (GAO) analysis conducted in
1978 estimated that 81 percent of enlisted members and 30 percent
of the officers who retired in fiscal year 1975 were not assigned to
combat-related jobs at any time during their careers.32 If the sole
justification for “youth and vigor” is the rigors of battlefield serv-
ice, then there seems to be a need to at least reassess this factor in
view of the changing nature of warfare and military service.

:‘: lf_’bx%sident’s Commission on Military Compensation (PCMC). April 1978. pp. 53-54.
id.
32 U.S. General Accounting Office. The 20-Year Retirement System Needs Reform; Report to
the Congressllgagsthe Comptroller General of the United States. FPCD-77-81, Mar. 13, 1978.

Washington, . p. 10.
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TABLE 4.—OCCUPATIONAL DISTRIBUTIONS OF DOD ENLISTED POSITIONS

[t percent]
Year—
Occupation

1865 1918 1945 11953 11957 1860 11963
White-collar occupations. 39 166 330 374 399 472 422
Professional-managerial 30 54 104 2168 2207 128 2223

Technical 2 64 104 175
Administrative and clerical...................ooooveevrvvvecrrrenersenns 7 48 12.2 20.6 192 169 19.9
Blue-collar occupations. 5.1 438 36.5 453 450 366 436
Mechanics and repairpersons .................oveveevereeruvnnesnnnes 1 8.1 159 223 249 203 245
Other craft workers 5 123 13 6.6 14 6.2 12
Services, operations, laborers, and miscellaneous 3........ 51 234 133 164 126 101 119
Ground combat and general duty occupations ....................... 90.4 39.6 30.5 17.3 15.1 16.3 141
Tota! classified by occUpation .............coccevevvvvvvemerenrenen 1000 1000 1000 1000 1000 1000 1000

W lloialgl fnlw\;n lHarold5 2Wool, “The Military Specialist” (Baltimore: Johns Hopkins University Press, 1968), table Il}-3, p. 42. All other data are from
oo, {able V-1, p. 52.
Ot;m?ﬂed t]o,tals shown due to differences in classification schemes. Totals for years shown (1953, 1957, and 1963) are for “Electronics” and
er Technical”
3 Miscellaneous equat 1 percent for 1953; includes aerial gunners but include in blue collar.

Notes on coverage: 1865—Union Army only. 1918—Army and regular Navy enlisted personnel only. 1945, 1960—Tota! mifitary force. 1953,
1957,1963—D0D enlisted position only (including musicians).

Source: Report of the President's Commission on Military Compensation.

In fact critics have suggested that a premium might well be put
on experience instead of youth, and that the incentives should be
geared toward exacting a longer commitment. Two studies, the
Hook Commission (1948) and the Defense Manpower Commission
(DMC) (1976) have recommended that a 30-year career be estab-
lished as the norm. The President’s Private Sector Survey on Cost
Control (PPSSCC) (1983) recommended delaying receipt of benefits
until 30 years from the date of entry to the service, a proposal also
set forth in the Retirement Modernization Act (RMA) in 1974. The
RMA also recommended that the multiplier used to establish re-
tired pay be increased to 3 percent (from the current 2.5 percent)
for those serving more than 25 years.

The compensation of military personnel for “combat-related”
jobs though, has been only half the argument for enhanced retire-
ment provisions. It is but one component of the so-called x factor.
The x factor represents those aspects of military service which
differ from civilian employment. These include: The inherent dan-
gers and risks associated with warfare; but also, periodic (and often
involuntary) relocations and separations from family; and, finally a
sacrifice of individual freedom, both during and potentially follow-
ing a)lctive duty service (since members are subject to recall at any
time).

Some critics have argued that on average, military life is not suf-
ficiently different from civilian occupations to justify particularly
the 20-year retirement provision. However, even allowing that re-
tired pay could compensate for the x factor of military life, as the
1st QRMC (1969) pointed out in its report, unusual or dangerous
duty assignments are not uniform across all members of the serv-
ices. Thus, enhanced and deferred compensation for all members is
an inefficient way to reward unusual service required of some.

In the wake of such criticism, at least one study has proposed to
reward those who do serve in unusually difficult or dangerous as-
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signments with immediate retirement benefits after less than 30
years of service. The Defense Manpower Commission (1976) sug-
gested that added retirement point value be given to certain jobs
according to their combat characteristics. Retirement points would
be accumulated at a rate of Yass for each day in the assignment.

A focus on cost effectiveness and equity has led the majority of
the studies to recommend earlier vesting for service members.
Nearly 65 percent of all officers and 89 percent of all enlisted per-
sonnel leave the service prior to serving for 20 years. These service
members never receive a military retirement benefit, although
they may receive separation pay, and have acquired social security
credits. In the private sector, most employees vest in plans after 10
years according to ERISA standards. Five studies have recommend-
ed that benefits be vested after 10 or 12 years of service. One, the
Retirement Modernization Act (1974), suggested a 5-year figure. All
recommended that the entitlement be to an annuity deferred until
retirement age, usually 62. In the interests of encouraging full
career service in the military, many suggested gradual increases in
the multiplier for determining retirement pay. Most would allow
early payment of benefits to a retired member, but would apply
some percentage reduction to that early benefit.

The concerns are twofold. As indicated in a 1978 GAO study, the
emphasis put on retirement benefits by longer serving members
often leads to management retaining them regardless of the needs
of the service until at least early retirement (20 years’ service) 33
Conversely, the combined forces of familial and financial obliga-
tions often leads to a valuable and skilled member retiring once he
has become entitled to retired pay, to take advantage of private
sector wages combined with his retired pay. This leads to a situa-
tion were the services may well not have received the full value of
its training investment in that individual.

(2) Member Contributions

Military personnel do not contribute toward their retirement.
They do, however, pay social security taxes, and, in order to par-
ticipate in the survivor benefit program offset a certain percentage
of retired pay. There has been some suggestion that members be
required to make contributions to their retirement benefits. In the
past some have argued that military pay is depressed by an imput-
ed contribution toward retirement. However recent pay adjust-
ments have aimed at bringing military pay into line with that for
comparable civilian occupations. Several studies, such as the 3d
QRMC (1976) have conclusively disputed the contention that mili-
tary pay includes any imputed contribution for retirement.

Only two of the nine major studies of military compensation
have suggested that members be required to contribute to the mili-
tary retirement system. The prime argument for military person-
nel to contribute toward their retirement is, of course, to reduce
the cost of the program to the Federal Government. In addition,
cost sharing is often thought to be mutually advantageous to both

33 Ibid,, p. 16.
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employer and employee by making both more aware of their rights
and responsibilities as regards compensation.

By one estimate, the savings of such a change to the system,
however, are not great. By requiring a 7-percent contribution by
personnel, savings would amount to about $40 billion through fiscal
year 2000, or about 8 percent of the total costs of the disability and
nondisability program.34

The costs to the individual service member are equally prohibi-
tive, unless a compensating increase in pay were instituted to
offset the cost of the deduction. Even if such a raise were given (at
a significant cost to the Federal Government), the perceived ero-
sion in benefits could pose a problem. In addition, though most
public sector employees do make contributions to their retirement
planss, fewer than 10 percent of private sector plans are contribu-
tory.35

(3) Integration With Social Security Benefits

In 1956, the Servicemen’s and Veterans’ Survivor Benefit Act
(Public Law 84-881) extended social security coverage to persons
having to perform military service. This was to remedy gaps in
social security protection brought about by required service. Gratu-
itous wage credits were extended for military service between 1940
and 1956. Since that time both members and the Federal Govern-
ment (as employer) have made contributions to the social security
system.

Since the institution of social security coverage for military per-
sonnel, military retirement benefits have been paid without any
offset for social security, unlike 86 percent of private sector plans.
The combination, for retirees with long service, has resulted in a
total after-tax income in excess of 90 percent of active duty
income. 3¢

Several studies of the military retirement system have suggested
that some offset be implemented. Proposals have ranged from a
dollar-for-dollar offset for the amount of social security coverage at-
tributable to military service, to an overall reduction in military
pay in recognition of the contribution of social security benefits to
retirement income security.

The obvious objection to such proposals to integrate the two
benefits is that it would be perceived as an erosion of benefits.

(E) CONCLUSIONS

Military retirement is among the small group of fast-growing en-
titlement programs relatively untouched in the past few years of
budget cutbacks. It is unlikely that in the current economic climate
of budget cutbacks, military retirement benefits will remain the
same. The report of the 5th QRMC is due in February 1984, and
preliminary reports have indicated that it will propose substantive
changes in the calculation of benefits, and most likely on a prospec-

34 U.S. Congress. Senate. Committee on the Budget. Financing Work-Related Entitlement Pro-
%;3_:%% Senate Print No. 98-48, 98th Cong., 1st Sess. Washington, U.S. Govt. Print. Off., 1983. pp.
1.
35 Thid

38 PCMC. p. 30.
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tive basis so as not to jeopardize the benefits to those personnel
currently receiving or working toward retirement. In all probabil-
ity Congress will not address any comprehensive reforms of the
military retirement system in 1984 due to the elections.

D. RAILROAD RETIREMENT SYSTEM

1. OVERVIEW

The railroad retirement system is a federally managed retire-
ment system covering employees in the rail industry, with benefits
and financing coordinated with the social security system. The
system was authorized in 1935, prior to the creation of social secu-
rity, and it remains the only federally administered pension pro-
gram for a private industry. It covers hundreds of railroad firms
and distributes age and disability benefits to retired employees,
their spouses, and survivors. Benefits are financed through a com-
bination of employee and employer payments to a trust fund, with
the exception of dual vested or so-called “windfall” benefits, which
are paid for through general revenues out of a separate account.
Currently, about 1 million retirees receive railroad benefits, and
payments to these beneficiaries reached approximately $8 billion in
the period between October 1982 and September 1983. Rail employ-
ment, after dropping heavily from about 500,000 in mid-1981 to
igg,ggg in March 1983, has stabilized at a level hovering around

The railroad retirement system was the subject of considerable
congressional attention during 1983. Early in the year it became
apparent that the poor financial condition of the railroad retire-
ment trust fund, due to the major decrease in rail employment and
hence payroll tax revenue, would require a 40-percent cut in retir-
ee’s pension benefits on October 1. To avert this drastic benefit re-
duction, Congress prompted rail labor and management to collec-
tively negotiate a financing package to restore solvency to the rail
trust fund. The product of that effort, with some modification, was
enacted in August as the Railroad Retirement Solvency Act of
1983. The act includes a number of significant tax and benefit revi-
sions, as well as a reordering of the technical relationship between
social security and the railroad retirement account. The legislation
is predicted to guarantee the financial solvency of the railroad re-
tirement fund at least through the 1990’s.

2. HisToricAL DEVELOPMENT

In the final quarter of the 19th century, railroad companies were
among the largest in America, and were marked by a high degree
of organizational centralization and integration. Occupationally, it
was in the rail industry that the first industrial pension was estab-
lished in 1874, and sophisticated seniority systems were developed
early to cultivate a stable and continuous work force. By the mid-
1920’s more than 80 percent of all rail workers were covered by
pension plans.

In the early 1930’s the financial integrity of these pension plans,
and their utility to rail workers, were in severe question. On the
one hand, the commercial success of the rail industry peaked in the
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period between 1900 and 1920, and rail employment decreased sig-
nificantly in the 1920’s, due to automation and industry matura-
tion.

Unemployment was greatly exacerbated by the depression, and
hundreds of thousands of younger workers were laid off. The rail
labor force was characterized by an unusually large proportion of
older workers, who remained in their jobs due to rigid seniority
structures, and insecurity about retiring to little or no income. Rail
pension plans were for the most part very poorly constructed, and
rarely provided benefits to workers in retirement. Credits earned
with one firm were not readily transferable to other employers,
and there was no regulation of plan terminations, which were fre-
quent. Pension funds were chronically underfinanced, and most
could not stand the financial exigencies of the depression.

Beginning in the middle of the 19th century with land grants,
and then with the Interstate Commerce Act, the railroad industry
has been treated as a unified transportation system with public,
national obligations. This tradition of Federal regulation of the
railroads, in conjunction with the inadequacy of rail pensions and
the social desirability of providing an incentive for older workers to
retire and thereby reduce unemployment, led to the enactment of
the Railroad Retirement Act of 1934. In addition to alleviating
massive unemployment, the railroad retirement system was to
serve as a model for social security, and to promote safety and effi-
ciency in the rail industry.

The original railroad retirement system was structured to pro-
vide annuities to retirees based on rail earnings and length of serv-
ice. Benefits were disbursed for retirees at age 65, although work-
ers with 30 years of service could retire at 60, with a reduction in
payments. The original disability provisions were very stringent,
and little was provided for dependents and nothing for spouses.

Throughout its history, the railroad retirement system has been
modified many times by Congress. In the late 1940’s and 1950’s
benefits were liberalized, and the railroad retirement system was
brought into closer conformity with social security. For instance, in
1946, benefits were extended to survivors, based on combined rail-
road and social security covered employment. This extension repre-
sented a concern for the social goal of providing income security in
old age, or social insurance, rather than simply rewarding career
performance. In 1951, a financial interchange was established be-
tween social security and the railroad retirement system which co-
ordinated payments between the two systems.

The Railroad Retirement Act of 1974 fundamentally reorganized
the railroad retirement system, and established the outline of its
present day organization. Most significantly, the legislation created
a two-tier benefit structure in which tier I serves as an equivalent
to social security, and tier II parallels a private pension. Tier I
benefits are computed on credits earned in both rail and nonrail
work, while tier II is based solely on railroad employment. The
total benefit amounts to traditional railroad annuities, and elimi-
nates duplicate coverage for nonrail service by both social security
and the railroad retirement system.

A major provision in the 1974 legislation is that which phases
out dual vested or “windfall” benefits for those workers who quali-

30-629 O—84——16
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fy for both railroad and social security benefits. In the past, an in-
dividual who met service requirements in railroad retirement, yet
also had earned credits in social security covered employment, re-
ceived duplicate retirement coverage, and was compensated at a
higher rate than employees who worked exclusively in either rail
or nonrail employment. Further, dual benefits were a financial
drain on the railroad retirement fund, which was responsibile for
paying the “windfalls” to retirees.

The 1974 legislation eliminated the windfall for individuals not
vested (defined as 10 years rail employment) by December 31, 1974,
but was not retroactive. Employees and retirees who were vested
by the end of 1974 will continue to receive a windfall, financed by
general revenues. These benefits, however, will not increase due to
social security covered employment undertaken after 1974, nor will
social security COLA’s be applied to them.

3. CHANGES 1IN 1981

The 1970’s were a decade of poor performance in the rail indus-
try, and by 1980, the retirement trust fund was faced with the pros-
pect of insolvency. The primary reason for this was declining rail
traffic, and hence declining employment. Ever since the end of
World War II, the worker/beneficiary ratio has been decreasing, as
described by the table below:

TABLE 5.—EMPLOYEES IN THE RAILROAD INDUSTRY AND BENEFICIARIES OF THE RAILROAD
RETIREMENT SYSTEM SINCE 1945

{in thousands]

Average employment Beneficiaries

Year:

1945 1,689 210
1950 1421 461
1955 1,239 704
1960 909 883
1965 753 930
1970 640 1,052
1975 548 1,094
1976 540 1,100
1977 545 1,107
1978 542 1,100
1979 554 1,003
1980 531 1,084
1981 505 1999
1982 2 446 3988
1983 4 402 5981

1 July 1981.

2 January through October 1982.

3 July 1982.

+ November 1983.

s July 1983.

This longer term financing problem was aggravated by the fact
that congressional appropriations for “windfall” benefits were far
from sufficient to pay for those benefits, and the difference was
paid from the railroad trust fund.

To redress the problem of solvency, Congress included railroad
retirement financing provisions in both the Omnibus Budget Rec-
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onciliation Act of 1981 (Public Law 97-35) and the Economic Recov-
ery Tax Act of 1981 (Public Law 97-34). These amendments raised
payroll taxes on employers and employees, modified benefits, cre-
ated a separate account for “windfall” benefits, and provided the
railroad retirement trust fund with authority to borrow funds from
the General Treasury, when near term cash flow difficulties arise.

The payroll tax increases were applied to the tier II, or railroad
pension, portion of the retirement system. Tier I taxes remained
identical to social security taxes. For the tier II taxable payroll,
employees were required to increase their contribution from 9.5 to
11.75 percent. Employees assumed a tier II tax of 2 percent. Addi-
tionally, the Railroad Retirement Board was given the authority to
borrow money from the Treasury during any month in which the
trust fund cannot pay full benefits to retirees. These loans, which
must be repaid with interest, are really an advance by the Treas-
ury against the sums the Social Security Administration pays to
the rail trust fund in June, under the financial interchange.

This limited borrowing authority is linked to a “benefit preserva-
tion” provision which requires that in any fiscal year that loans
will exceed 50 percent of estimated financial interchange revenue,
rail labor and management, and the President, must submit refi-
nancing proposals to Congress. Further, the Railroad Retirement
Board (RRB) is required to announce the method it will employ to
reduce benefits in any month inadequate funds preclude full pay-
ment, with highest priority afforded tier I benefits.

The 1981 amendments were predicted to assure the solvency of
the railroad retirement system into the future, based upon moder-
ate assumptions about rail employment. Unfortunately, the reces-
sion devastated the railroad industry in the final quarter of 1982,
and by March 1983, employment had fallen to 380,000. In response
to this decline, and its implications for the trust fund, the RRB re-
ported in February 1983, that it expected its loans from the Treas-
ury would surpass 50 percent of expected financial interchange
income in fiscal year 1984,

4. CHANGES IN 1983

Early in 1983, rail labor and management collectively negotiated
a new financing package and submitted it to Congress. If nothing
was accomplished by October 1, the RRB announced that a 40-per-
cent reduction in tier II benefits, or about $55 monthly, on average,
would have been exacted from retiree’s benefits.

The package rail labor and management introduced included em-
ployee and employer payroll tax increases, benefit reductions, and
Federal contributions. The proposal were embodied in H.R. 1646,
which was modified a number of times before becoming law. The
initial package included $9.9 billion in savings over the 5-year
period between fiscal years 1984 and 1988. The burden was distrib-
uted to four constituencies: The Federal Government assumed 59
percent of the costs, rail retirees 22 percent, employers 11 percent,
and employees 8 percent. The House Ways and Means Committee
modified the original package, and notably diminished the Federal
role in solving the trust fund crisis. As modified, the House bill re-
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quired the Government to contribute 44 percent, retirees 24 per-
cent, employers 13 percent, and employees 11 percent.

The Ways and Means Committee reported H.R. 1646 on July 1,
and on August 1, the bill was passed, with three floor amendments.
On August 2, the Senate adopted the legislation without amend-
ment, and on August 12, H.R. 1646 was signed by the President,
and became Public Law 98-96.

The key provisions of the Railroad Retirement Solvency Act of
1983 are summarized below.

(A) BENEFITS

The most significant benefit change is the COLA offset provision,
which requires that the next 5 percent of tier I (social security)
COLA increases will be subtracted, dollar for dollar, from tier II
(railroad pension) benefits. On January 1, 1984, the 3.5 percent
social security (tier I) COLA was deducted from retiree’s tier II
benefits. Essentially, this provision erased the social security COLA
increase for railroad retirees. In 1985, the social security COLA is
projected to be 4.4 percent. However, railroad retirees will receive
only a 2.9 percent COLA, due to the remaining 1.5 percent offset
not accounted for in 1984. This provision is expected to produce
savings of about $1 billion over the next 5 years.

The so-called 60/30 benefit, which allows employees with 30
years of service to retire at age 60 without benefit reduction, is to
be phased out as a result of the legislation. Employees with 30
years of service, who attain the age of 60 before July 1, 1984, may
retire with full coverage. Employees who reach age 60 between
July 1, 1984 and December 31, 1985, will lose 10 percent of their
benefits if they retire before 62. 60/30 candidates after January 1,
1986, will suffer a 20-percent loss in benefits if they choose to retire
before 62.

Eligibility for spousal benefits were revised. In the past, a spouse
was ineligible unless the employee and spouse were living under
the same roof, or if the spouse was supported by the employee, on
the date of application for spousal benefits. This provision was ter-
minated by the legislation.

A number of other benefit changes were included in the act,
most of which brought the railroad retirement system into greater
uniformity with social security.

(B) TAXES

Beginning January 1, 1984, three annual 0.75 percent payroll tax
increases will be collected from rail employees and employers. In
1983, the tax rate on employees was 2 percent; currently it is 2.75
percent, in 1985 it will be 3.50 percent, and in 1986 it will be raised
to 4.25 percent of taxable payroll. In 1983, employer payroll taxes
equaled 11.75 percent; these are to be increased 1 percentage point
in 1984, 1985, and 1986. In 1986, employer payroll taxes will hence
equal 14.75 percent of taxable payroll. Employer payroll tax depos-
its have been accelerated to conform to other Federal payroll tax
deposit schedules, and beginning in 1985, rail taxes will be applied
to earnings on an annual, rather than a monthly basis, as is the
case currently. Railroad retirement taxes for 1984 are summarized
in the table below:
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TABLE 6.—1984 RAILROAD RETIREMENT TAXES

Tax rate ngfn;;g:m’y

Tier I:
Employees 12670 $3,150
Employers 27.00 3,150

Tier Il
Employees 2278 2,350
Employers. 21275 2,350

Maximum monthly regular taxes

Tier | Tier i Total
Employees $211.05 $64.63 $275.68
Employers 220.50 299.63 520.13

! Reflects the 0.3 percent credit for employees during 1984.
2 Percent.
Source: Railroad Retirement Board.

The railroad unemployment insurance tax paid by employers
will be levied on the first $600 of monthly earnings, which is 50
percent more than the old $400 wage base. On July 1, 1986, a tem-
porary unemployment tax will be collected from employers to
repay a debt owned by the unemployment account to the retire-
ment account. The tax will begin at 2 percent of the first $7,000 in
annual earnings, and will increase in yearly increments of 0.3 per-
cent until 1990, when the tax will be terminated.

Tier II benefits and vested dual or “windfall” benefits are now
subject to Federal income taxation under the same guidelines as
private pension earnings—i.e., to the extent the income exceeds the
employee’s contributions. The revenues collected from this taxation
will be transferred to the rail trust fund to finance benefits pay-
ments, through 1989. After that point, the revenues will remain
with the Treasury.

(C) OTHER CHANGES

One critical cause of cash shortages in the railroad retirement
trust was the technical structure of the financial interchange—in
the past, social security reimbursed the rail trust fund each June
to establish financial equality between the two systems. The prob-
lem with this arrangement was that the transfer of funds, accom-
plished annually, led to liquidity shortfalls in the rail trust fund.
The 1983 legislation resolved this difficulty by providing the rail
trust fund authority to borrow from the Treasury against outstand-
ing debts owed by social security, thus making current the inter-
change between the two systems.

Another financial difficulty was resolved by a provision author-
izing the Treasury to pay, in three yearly installments, approxi-
mately $2 billion for shortfalls in “windfall” appropriations for the
fiscal years 1975 to 1981. These payments began January 1, 1984. A
further technical change was accomplished by creating a separate
account for social security equivalent benefits.
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The legislation included a provision requiring the RRB to pro-
duce a yearly report, beginning July 1, 1985, documenting the fi-
nancial status of the railroad retirement system, and any recom-
mendations for legislative changes that may be necessary. On the
Senate floor, Aging Committee Chairman Heinz requested that the
RRB report to Congress by October 1984, on the effect of the COLA
offset provision on railroad retirees, and the means through which
this benefit reduction can be repaid in the future.

It is also important to note that many of the changes enacted as
part of the Social Security Amendments of 1983, discussed in chap-
ter 3, apply to the tier I component of the railroad retirement
system. Specifically, the 1983 COLA increase was delayed 6 months
from July 1 to January 1, 1984, and tier I benefits are subject to
Federal income taxation if adjusted gross income is in excess of
$25,000 for individuals and $32,000 for couples. Tier I payroll taxes
increased from 6.7 to 7 percent on January 1, 1984, and will in-
crease to 7.05 percent in 1985, and to 7.15 percent in 1986. A one-
time tax credit of 0.3 percent of wages will be available in 1984 to
employees.

5. ASSESSMENT

Overall, the Railroad Retirement Solvency Act of 1983, through a
combination of tax increases, benefit adjustments, and Federal as-
sistance should guarantee the solvency of the railroad retirement
system through the 1990’s, even under pessimistic employment as-
sumptions. Further, it is expected that in the future, the worker/
retiree ratio will increase, as the number of retirees has reached its
peak, and should decline in the future.

The legislation is not without flaws though, and it is important
to point out some of the weaknesses in the law. For instance, the
COLA offset provision could not be accomplished if the tier II bene-
fit component were truly an industry pension, and subject to
ERISA regulations. To take funds from tier II to offset increases in
tier I benefits partially undermines the basic assumption of the
1974 reorganization. The abrupt phaseout of 60/30 benefits jeopar-
dizes the plans of older rail employees who had conceived their re-
tirement on benefit assumptions that have been rendered invalid.
To change the rules midstream, and with such rapidity, is inequita-
ble to employees nearing retirement. Finally the tax treatment of
“windfall” benefits as equivalent to pension benefits is inconsistent
with the fact that “windfall” payments accrue from social security
coverage. “Windfall” benefits should be taxed like social security
benefits, not like returns from a private pension.

To address the first of these problems, Senator Heinz introduced
S. 1934, a bill to repeal the second phase of the COLA offset (1.5
percent, scheduled for January 1, 1985) if trust fund reserves are
adequate to finance 30 percent of projected 1985 outgo. The ration-
ale behind the bill is that if rail employment increases, due to eco-
nomic recovery, the second phase of the COLA offset may prove un-
necessary.

Despite its patchwork character, the Railroad Retirement Solven-
cy Act seems to have resolved the short-term financing crisis in the
railroad retirement system. Without the complex combination of
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tax increases, benefit cuts, and financial changes, current retirees
would have lost 40 percent of tier II benefits in 1983, and as much
as 80 percent in 1984. The final package seems to have restored the
system to a position of financial solvency, and it is unlikely it will
be the subject of significant congressional attention in 1984.



Chapter 5

ASSETS: SAVINGS AND CAPITAL ACCUMULATION
PLANS

OVERVIEW

As a result of the Economic Recovery Tax Act of 1981 (ERTA,
Public Law 97-34), major changes in the Tax Code took place in
1982 affecting retirement savings. It was not until 1983, however,
that the full impact of these changes was realized. By the end of
the year it was clear that individual retirement arrangements
(IRA’s) were being utilized at a rate that far surpassed expecta-
tions.

The popularity of IRA’s has prompted several proposals to en-
courage their further growth and increase their flexibility. Interest
has been shown in indexing the limits on annual contributions to
an IRA, and legislation has been introduced which would allow the
use of IRA’s or IRA-like tax-deferred savings devices for other large
personal expenses, such as the purchase of a home, financing col-
lege education, or paying for medical expenses.

This was also the year in which new payroll-based tax credit em-
ployee stock ownership plans (PAYSOP’s) became available as an-
other vehicle designed to encourage ownership of employer stock
- by employees. Proposals have been made to further expand the use
of employee stock ownership plans (ESOP’s) generally. Debate con-
tinued, however, over the appropriateness of ESOP’s when used by
an employer as the sole or principal means of providing retirement
income for employees.

A. INTRODUCTION

Since 1981, public policy has placed considerable emphasis upon
stimulating the growth of the national economy by encouraging in-
vestment. Any increase in investment in the economy must be ac-
companied by a corresponding increase in saving. Total national
saving comes from three sources: Individuals save out of their per-
sonal income; businesses retain, and thereby save, some of their
profits; and governments save when they run a budget surplus or
dissave when they run a budget deficit. It is total national saving
that supports total investment in the economy. A portion of saving
flows into residential investment, investment in inventories, and
net foreign investment (exports minus imports). The remainder is
available to finance business purchases of plant and equipment.’

1 See: U.S. Library of Congress. Congressional Research Service. Capital, Credit, and Crowding
Out: Cycles and Trends in Flows of Funds Over Three Decades, by William Jackson. CRS Report
No. 82-142E. Washington, 1982.
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This chapter on savings will, however, focus exclusively upon
personal savings as a potential source of income to individuals in
retirement. It is important to stress at the outset that accurate
data on savings patterns of individuals are scarce, and the opinions
of experts interpreting the data are often controversial. We do
know that the rate of personal saving in the United States has
tended to be relatively constant, ie.,, there have been cyclical
changes during which the personal saving rate moves up and down,
depending on the economy, but by and large, personal saving rates
have fallen within rather narrow bounds. The following table
shows personal saving as a percent of disposable personal income
from 1929 to 1982.

TaBLE 1.—Personal saving as a percent of disposable personal income, 1929-82

Year:
1929
1933 -
T98BY ..ttt e b e sb et ne st bbb et b ss R e e R e s et s b e s et erseRaeneet e sasraseenasrernanaen
1940 ......... . tevereeresereraeaeas
1941 1
T2 ...ttt ae st e s stttk et b e et st s tae et 2

1943 eeeteteteestete e b et erensasanneneens 2

2
1

1944
TO4D ottt s e b s et
1946 ...t s e b s .
1947 . .
L1948 et bR s bbb bR e
1949 .t bbb

1950 —
1951 ..
1952
1953 o e bbb e

1954 ..ottt b b e R bR bR s bbb
1955
1956 ...t e R bbb b s
1957 oot e bbb et e
1958 ...t e b e bbb e
1959
1960......
1961
1962
1963
1964
1965 .
1966 ...ooniieiriinsercetniest s e e bbbt
16T oottt et st
1968 ...ttt —
1969 vt p e e e

1970 ettt e et et
19TT e e

1972
19T oottt b bbb s e bbbttt
19T oottt s e st
19T et e
LOTO ettt e b br b bbb
1977 -
19T ettt st
19T ettt st
1980 ..ottt
1981 .

1982

Source: Department of Commerce, Bureau of Economic Analysis.
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Except for the World War II period, when savings were as high
as 25 percent of personal income because production focused on the
war effort, the_a saving rate has more or less fluctuated between 5 to
8 percent of disposable income during the postwar period.
CHART 1

PERSONAL SAVIMG RATE
1948-1982
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SOURCE: DEPARTMEMT OF COMMERCE, BUREAU OF ECONOMIC ANALYSIS

Cyclical changes, however, can also be important. Since 1975, for
example, when the personal saving rate was 8.6 percent of dispos-
able income, it declined to 6.5 percent of disposable income in 1982.
A number of factors have been cited to explain the recent low
saving rate. These include the high proportion of the work force
consisting of younger people, who tend to save less; the increased
number of two-earner households; and the efforts to maintain con-
sumption patterns in the face of inflation. Another factor cited has
been the failure of tax policy to adequately reward saving, while
making consumer debt relatively more attractive because of the
tax deductibility of interest on consumer debt.?

The recent cyclical downturn aside, however, it is also true that
personal saving in the United States has been substantially below
the saving rate of other industrialized countries. The following
table and chart illustrate that in the other industrialized countries

2 JS. Board of Governors of the Federal Reserve System. Public Policy and Capital Forma-
tion. Washington, U.S. Govt. Print. Off., 1981, pp. 100-162. See also: U.S. Library of Congress.
Congressional Research Service. Saving and Rate of Return Incentives: Estimates of the Interest
Elasticity of Personal Saving, by William Jackson. CRS Report No. 81-198E. Washington, 1981.
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of the world, individuals tend to save two or three times as much of
their personal income as do Americans. (This disparity is clearly
visible despite technical differences in definitions of saving and in-
vestment across countries.) 3

TABLE 2.—Personal saving rates in the United States and other countries, 1981 !

Percent
United States......... 6.4
France 14.8
West Germany 15.3
Italy 25.7
Netherlands 13.1
Great Britain 13.5
Japan 2 194
Canada 124

; ]f;ast:(i)o of savings to disposable personal income (percent).

Source: U.S. Department of Commerce, International Economic Indicators, vol. VII, No. 4, De-
cember 1982.

CHART 2

PERSONAL SAVIMG RATES
IN THE UNITED STATES AND OTHER COUNTRIES, 1981

PERCENT
f
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)

U.S. A BRITAIN ITALY N'LANDS CANADA W.GER. FRANCE JaPAN

SOURCE: U.S. DEPARTMENT OF COMMERCE, IMTERMATIONAL ECONOMIC
INDICATORS, VOL.8. MNO.4, DECEMBER 1982
B. RELATIONSHIP BETWEEN AGE AND SAVINGS

For many years, a so-called life-cycle theory of saving has been
advanced by some analysts, which has postulated that individuals
save very little as young adults, increase their savings in middle

3 U.S. Board of Governors, pp. 59-74.
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age, and then live off those savings in retirement, ie., dissave.
Thus, according to this theory, individuals entering retirement age
would not be expected to save any more of their income, and they
would be expected to deplete the savings they had previously accu-
mulated.

The truth of the matter is that accurate, current data about the
relationship between age and savings is not available. There are
problems inherent in conducting surveys of individuals and asking
what their assets are and how much income they derive from those
assets. Such surveys, moreover, are expensive.

Nevertheless, two surveys of this subject were done in the 1960’s
and 1970’s, the Survey of Changes in Family Finances (SCFF) com-
missioned by the Federal Reserve Board, and the Department of
Labor’s Personal Consumption Expenditure Surveys (CES).

TABLE 3.—SURVEY OF CHANGES IN FAMILY FINANCES: SAVINGS AS A PERCENT OF TOTAL INCOME *

Age of head

Under 35 35 to 44 45t 54 55 to 64 65 plus Al
Total assets 6.56 5.84 8.04 351 598 6.17
Business assets... 175 —.57 1.21 -192 143 .36
Liquid assets ....... —.10 3.58 6.33 378 5.16 33
Checking deposits 12 .28 .83 J4 .98 .54
Savings accounts 35 3.01 4.49 2.60 4.26 2.74
Savings bonds..... 13 .29 1.01 43 22 46
Investment assets..... 437 2.19 —.62 112 -1.01 14
Miscellaneous assets. 05 -1 07 —.50 —.18 —.10
Retirement assets .50 .76 1.05 1.03 28 R
Total debt —14.84 ~325 2.99 39 —475 —364
Home —127 —-349 242 38 .62 —2.85
INVESEMBNL .....ooveoveeneenernerseessencennennenes 191 1.23 20 21 -5.07 —.62
Personal .16 -9 78 -3 - =12
Installment . 46 .52 99 — .69 .66 A4
Auto ..... 09 49 67 -2 10 24
Nonauto .55 03 33 —40 .56 .20
Noninstallmen —-30 —149 =21 34 —1.08 —.55
Life insurance..... -.32 —.02 —.02 .09 12 —.05
Housing expenditures ... 19.52 6.31 213 3.65 -2.23 6.79
Auto expenditures ........ 6.21 5.25 483 5.90 2.28 5.16
Net financial investment ... —8.21 2.59 11.03 3.90 1.23 2.53
Total savings 1749 11.19 18.29 13.45 1.28 1447

1 Calculated from SCFF data tape (N=2,159). Income is the total income received in the cafendar year by all members of the consumer unit
before any payroll or income tax deduction.

Source: Wachtel, Paul. The Impact of Demographic Cianges on Household Savings, 1950-2050. President’s Commission on Pension Policy. Coming
of Age: Toward a National Retirement Income Policy, technical appendix, Ch. 30.

These two surveys (tables 3 and 4) show that individuals do
indeed tend to save more in middle age than they do in their youth
or in old age. But the data also indicate that the elderly do contin-
ue to save at a rate that is not far from the national average, as
shown by the saving rate by age of household head (table 5). There
is little convincing evidence which shows that individuals generally
exhaust or deplete their assets during retirement, and there is
some opposing evidence which indicates that asset levels remain
relatively constant during the retirement period.
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TABLE 4. —CONSUMER EXPENDITURE SURVEY: SAVING AS A PERCENT OF BEFORE-TAX INCOME

Age of head

Under 25 251034 35t 4505 S5toes O M Total

Net changes in assets and fiabilities

Survey: .
1960-61 2.56 2.50 3.02 3.98 4N 272 319
1972-73 5.92 8.36 8.18 1.75 9.37 5.62 1.22

Net changes in assets
1960-61 11.90 14.54 839 1.52 5.99 2.00 8.39
1972-13 12.90 22.59 13.13 9.84 9.22 6.30 12.82
Net changes in liabilities
1960-61 14.46 12.05 5.38 3.53 1.28 0.27 5.20

1972-73 18.82 14.61 499 2.09 15 68 5.60

Source: Wachtel, Paul. The Impact of Demographic Changes on Household Savings, 1950-2050.

TABLE 5.—Saving rate by age of household head

Percent

saving
rate?!
1979-78
Age of household head (years):
Under 25 —-6.9
25t0 34......... 9.4
35 to 44 9.7
45 to 54 9.2
55 to 64 11.2
65 and over 6.1

1 Saving as percent of disposable personal income.
Source: Economic Report of the President, January 1979, p. 116.

A survey conducted in the summer of 1981 by Louis Harris & As-
sociates and commissioned by the National Council on the Aging,
Inc., found that even though the elderly had incomes only half as
great as those between 18 and 54, the elderly seem to be coping
almost as well. Louis Harris asked:

How come? First, 66 percent of those 65 and over own
their houses free and clear, while this is the case with only
12 percent of those between 18 and 54. Second, by any
measure, the elderly are more frugal and experienced in
the handling of their money. For example, in the last year,
only 39 percent of elderly had to draw down on their sav-
ings to pay bills, while a much higher 52 percent of those
under 65 had to do the same, even though both groups
have the same number, 88 percent, who have a savings ac-
count.

Surveys of savings and loan association depositors conducted by
the U.S. League of Savings Associations in late 1981 and early 1982
confirm these findings that the elderly continue to save at relative-
ly high rates; i.e., they save a high proportion of their income, but
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because income tends to decline with retirement the flow of saving
from retirees also declines.*

Drawing on a nationwide random sample of more than 24,000
savings association depositors, questionnaire respondents were
asked, among other things, to indicate their age, income, and the
amount they expected to save in 1982. Table 6 summarizes these
responses by age group against median income and median expect-
ed saving. The implied saving rate for each of the age groups clear-
ly shows the sharp increase after age 45 that the life cycle of
saving predicts and the decline in saving flow after age 65, even
though the saving rate continues to increase.

TABLE 6.—THE LIFE CYCLE OF SAVING

Median household  Median expected Implied savin
Age group income household saving  rate (percemg

1810 24 $18,544 $840 45
2510 34 28,476 1,267 44
35 to 44 35,730 1,687 47
4510 54 36,620 2310 6.3
55 to 64 31,188 2,949 9.5
65 and over 22,081 2,490 113

Source: U.S. League of Savings Associations, Economics Department, The All Savers Survey Project, 1981-82.

It must be emphasized, however, that savings and loan associ-
ation depositors differ somewhat, particularly among the 65 and
over age group, from the population at large. The median income
of savings association depositors is higher in all age groups than
either the population at large or the population of depositors in all
financial institutions. This characteristic is especially prominent in
the 65 and over age group. For this reason, savings association de-
positors are unlikely to conform as closely to the life cycle of
saving as the population at large, particularly in the age group
over age 65.

C. ROLE OF SAVINGS IN RETIREMENT

1. AsseTs OF THE ELDERLY IN RETIREMENT

In January 1981, the Social Security Bulletin published a study
by Joseph Friedman and Jane Sjogren analyzing the “Assets of the
Elderly As They Retire.” The study was based on a longitudinal
analysis of 11,153 people age 58 to 63 in 1969 who had become 64 to
69 in 1975. The authors analyzed this group of people during that
1969-75 period to learn what types of assets were held by the elder-
ly, how large were these assets, and how the assets changed as the
people entered retirement.

Total assets include liquid assets (e.g., checking and savings ac-
counts, stocks, bonds, and mutual funds), nonliquid assets (real
estate and equity in businesses and professional practices) and
home equity (the value of the home less any mortgage debt).

4 Christian, James W. Tax Incentives for Saving: The Idea and the Evidence. Paper b Chief
Economist, Staff Vice President and Director, Economics Department, U.S. League of Savings
Associations, Chicago, Ill., 1982.
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Nearly 90 percent of the group owned assets of some kind. The
median value of the assets, however, was not large. Over the 1969-
75 period, the assets values (in 1969 constant dollars) ranged from
$19,000 to $21,000 for married men, $10,200 to $13,000 for nonmar-
ried men, and from $8,800 to $9,600 for nonmarried women.

The distribution of the assets among the elderly was skewed. Al-
though a large proportion of them had little or no assets, 4 to 5
percent had assets of more than $100,000 and another 8 to 9 per-
cent had assets between $50,000 to $100,000. As one might expect,
people with relatively higher incomes had larger amounts of assets
than those with lower incomes.

Liquid assets were the most common type of asset held by older
Americans. Nearly 80 percent of the sample population had some
liquid assets. The amounts were small, however, with the median
value being $3,000 to $3,600.

Nonliquid assets were held by less than one-third of the people.

But nearly two-thirds of the elderly owned a home, and more
than 80 percent of the married men owned a home.

What is particularly interesting about this study is that there
was no marked pattern of asset reduction over the 1969-75 period,
which indicates that the group—as a whole—was not liquidating
its wealth to meet retirement needs. Some asset liquidation did
occur, nevertheless, among people in the lower income group who
also had substantial assets to draw upon.

This study portrayed a rather bleak picture of the economic well-
being of older Americans. Generally, it found that as people reach
retirement age their incomes decrease, their property wealth is
limited, and they can seldom be expected to rely on assets to main-
tain their previous standard of living. Although this is generally
true, a small fraction of the elderly with incomes in the highest
one-fourth of the group did have substantial asset wealth.

Data from a more recent survey show the distribution of wealth
(assets) across the different age groups—although they provide no
indication as to the distribution of asset values within different age
bands. This survey was done in 1979 in conjunction with the design
of the Department of Health and Human Services (HHS) survey of
income and program participation (SIPP). For the 1979 survey, a
national probability program of about 9,500 households was can-
vassed six times at roughly quarterly intervals on a wide range of
income, program participation, and related social and economic
matters. Detailed data on net worth were obtained at the fifth in-
terview (or so-called “wave”), referring to holdings as of December
31, 1979. (About 7,000 households responded at that stage.) More
limited net worth data were obtained in the second interview
(wave). The results from these interviews are collected in table 7,
taken from a paper by Robert B. Pearl and Matilda Frankel.®

The data are presented in terms of the age of the “reference
person,” who is generally the individual in whose name the living
quarters are owned or rented.

5 Composition of the Personal Wealth of American Households at the Start of the Eighties.
Paper presented at the American Statistical Association Annual Meeting in Cincinnati, Ohio,
August 1982. The following analysis of this data is taken from the same paper.



TABLE 7.—WEALTH DISTRIBUTION OF HOUSEHOLDS, BY AGE OF REFERENCE PERSON: YEAR END 1879

Assets
Financial assets Equity in:
Age of reference person Net worth mﬂ‘h B ty Equily i Equity in Household un!g};ﬁ‘red
wea quity in - Equity n Cash, ’ . CD's Stocks, rental ouseho debt
own home  vehicles vings  Savings ! ' Own s and
Total ghﬁmg ggcou%lt bonds m rmggl PODRTY  pygipess  OWN farm go}:tggs
Percent distribution by category of assets:
Under 35 100.0 111.8 420 11 16.9 2.1 5.6 0.4 3.0 6.1 9.2 115 16 231 118
351044 100.0 1048 36.2 29 19.5 11 3.7 3 6.0 8.6 127 17.6 5.3 104 =47
45 t0 54 100.0 103.6 36.4 2.8 232 1.3 44 6 9.2 8.2 186 8.6 5.2 8.3 -35
55 to 64 100.0 1015 29.1 23 34.0 1.5 5.7 6 126 14.2 154 9.0 42 69 15
65 to 69 100.0 101.0 318 21 33.0 18 8.0 b 124 10.8 16.4 37 57 12 -10
70 or over. 100.0 100.5 31.6 25 362 18 8.4 5 123 137 184 3 5.1 58 -4
Percent of households owning a given asset:
Under 35 429 609 925 86.4 72.2 20.6 5.3 118 6.1 9.0 80.5
351044 65.7 730 934 89.6 736 235 11.0 250 15.2 15.5 82.6
45 to 54 709 79 920 89.4 76.7 25.4 179 26.2 21.0 118 738
55 to 64 740 780 9456 90.2 76.3 242 240 224 186 118 61.4
65 to 69 68.5 66.5 936 90.4 69.1 199 28.8 23.1 140 49 445
70 or over. 64.1 60.1 96.1 909 147 13.5 211 181 16.1 34 344
Average size of holding per household owning a
given asset (dollars):
Under 35 20,056 22,428 19,650 2,345 3782 485 1,579 466 11,599 10,416 32,688 30,590 22,476 4,819 2,945
35 to 44 65,386 68,501 36,001 2,592 13,865 827 3,333 860 35760 22,495 54,518 80592 132,792 1,251 3,769
45 to 54 74,889 77,562 38,420 2,671 19,348 1,113 435 1,837 38593 23441 66247 75688 92,487 6,649 3624
55 to 64 108,574 110,230 43,621 3,149 39,739 1,797 8,197 3322 57,041 68,469 89,989 102,889 190,012 7,901 2,698
65 to 69 88,300 89,227 40975 3,576 31,709 1,711 10,323 3606 38018 41,061 103494 85247 206958 6,779 2,082
70 or over. 73450 73,795 36282 3057 28,144 1,460 8356 3846 33,381 55271 84,280 15725 196,650 4,323 1,002

Source: 1979 ISDP Survey: Second and fifth waves.

4744
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Aging interrelates with wealth in various and sometimes contra-
dictory ways. Income generally rises up until the middle years,
then levels off and declines as retirement approaches. To the
extent that income and wealth accumulation are related, the latter
would be expected to follow a similar path.- Life cycle consider-
ations stimulate homeownership and acquisition of durables while
families are forming and growing, but often result in movement
into smaller, rental quarters when the children leave. Probably the
major impact of age as it concerns asset formation is the cumula-
tive opportunity for acquisition of wealth as life extends into the
middle and upper years.

The net effect of these factors is exhibited in table 7 in the pro-
portions possessing various assets and in the average holdings of
the various age groups. For most individual categories, asset owner-
ship rates rise rapidly after the early years, reaching a peak in
middle or upper middle age, before dipping downward. The average
size of holdings, however, clearly continues to rise until upper
middle age before some element of dissaving sets in.

The distribution of holdings within age categories provides a
somewhat different view of these tendencies. Among young house-
holds under 35 years of age, home equity is a rather dominant ele-
ment in net worth, even though homeownership rates are well
below average at that stage of life. The explanation for this appar-
ent contradiction is that young families, in general, have little in
the way of accumulated resources and those in a little stronger fi-
nancial position have probably invested almost everything they
have in their first homes, which are often condominium dwellings.
The sizable percentage of the nei worth of the young represented
by automobile equity and household possessions reflects a similar
circumstance. In fact, fully three-quarters of the wealth of young
households is concentrated in these three tangible components. The
relatively high ratio of debts to assets for the young can logically
be attributed to their need for acquisition of possessions at this
stage of life (chart 3).

With the gradual buildup of financial assets in the middle years,
home equity drifts downward to a more typical level of about one-
third of overall wealth. It is in these active years that equities in
business and farm enterprises attain their greatest relative impor-
tance within the portfolio. Equity in rental property becomes more
significant and remains so as age increases.

Home equity represents almost the same proportion of asset
holdings among older households as among those in the middle
years, in spite of the reduction in homeownership at those older
ages. One reason is that older people remaining in their homes
generally own them outright or have little mortgage indebtedness
to offset their equity. The increase in condominium ownership,
sometimes involuntary, has probably affected the elderly a good
deal, as well as the young.

30-629 0—84——17
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CHART 3

UNSECURED DEBT AS A PERCENT OF TDTAL WEALTH
BY AGE GROUP

PERCENT

SOURCE: PEARL, ROBERT B. AHD MATILDA FRANKEL. COMPOSITION OF THE
&ERICAN HOUSEHOLDS AT THE START OF THE EIGHTIES. FAFER
PRESENTED AT THE aMERICAN STATISTICAL ASSOCIATION, 1332,

The most striking difference for older households is the very
large proportion (a third or more) of their net worth which is in-
vested in financial assets (chart 4). Moreover, a much larger pro-
portion of the resource of older people is concentrated in costly and
less liquid categories (certificates of deposit, corporate stocks and
bonds, etc.) than is the case for younger households. The low ratio
of debts to assets for the elderly mirrors the diminution of their
need to acquire possessions. In addition, medicare and medicaid
could be playing an important role in keeping the elderly out of
debt in spite of rising medical expenses.
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CHART 4

WEALTH DISTRIBUTION OF HOUSEHOLDS
63-69 YEARS OF AGE
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GOURCE: PEA&FL, ROBERT B. &ND MATILDA FRAMKEL. COMPOSITION OF THE
PERSONAL LEALTH OF HOUSEHOLDS AT THE START OF THE EIGHTIES,
PAFER FRESEMTED AT THE AMERICAM STATISTICAL ASSOCIATIOM,
CIMCIMNATI, CORIO, AUGUST t982.

2. INcoME oF THE ELDERLY FrROM ASSETS

Two other Social Security Administration studies published in
1983 €7 shed light on a different set of questions: How many elder-
ly people derive income from assets, and how large is that income?
Based on the Census Bureau’s Current Population Survey, two-
thirds of the aged population in 1980 received asset income, includ-
ing interest from savings accounts and bonds, dividends from stock,
rental income, royalties, and income from estates and trusts.

The proportions of elderly units reporting receipt of asset income
were several percentage points higher in 1980 than in 1978. Howev-
er, income from assets has been the least well reported source of
income in the Census Bureau’s Current Population Survey. Total
amounts of dividend income, for example, derived from the Current
Population Survey, equal only 38 percent of total amounts of divi-
dend income estimated from other sources. The increase in the el-
derly’s reported receipt of income from assets in 1980 may be a re-
flection of better reporting of such income in response to a revised
questionnaire. On the other hand, the proportion of aged reporting

8 Grad, Susan. Income of the Population 55 and Over, 1980. Social Security Administration.
Office of Research and Statistics, 1983. Forthcoming.

7 Upp, Melinda. Relative Importance of Various Income Sources of the Aged, 1980. Social Se-
curity Bulletin, January 1983, pp. 3-10.
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receipt of income from assets has increased from 49 percent in
1971, to 56 percent in 1976, 62 percent in 1978, and 66 percent in
1980, which suggests a trend toward increasing receipt of income
from assets among the aged during the 1970’s (chart 5).

CHART 5

ASSET INCOME:
PERCENT SHARE OF AGGREGATE IMCOME OF THE ELDERLY
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SOURCE: SOCIAL SECURITY BULLETIM, JAMUARY 1982/%ol. 46, No. i

The actual percentages of older men and women who received
asset income in 1980 are shown in chart 6.

Three points need to be stressed from this data. First, the per-
centage of older people with asset income in 1980 remained rela-
tively consistent across age groups, i.e., those between 55 and 61
hag relatively the same percentage of asset income as those age 65
and over.
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CHART 6
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Second, the distribution of asset.income is very uneven. Older
men have a substantially larger likelihood of receiving asset
income than women, and substantially fewer black Americans
report asset income than whites.

Third, 81 to 34 percent of the aged reported having no asset
income whatsoever in 1980. And of those who -did report asset
income in that year, the annual median income reported was rela-
tively low, i.e., half of the over-65 group with asset income had
annual income above $1,140 a year, and half had asset income less
than $1,140. Thirty-five percent of the units age 65 and over with
asset income: received less than $500 a year, while 20 percent had
$5,000 or more in annual income from assets.

3. RELATIVE IMPORTANCE OF ASSET INCOME FOR THE ELDERLY

Historically, income from savings and other assets has furnished
a relatively small but growing portion of the income of the elderly.
In 1980, for example, 22 percent of the total money income of the
elderly came from asset income—compared to 15 to 16 percent in
the 1960’s.

Assets are an increasingly common source of income for the el-
derly, and, as we have seen, the share of total income provided by
assets has also increased. At all income levels, income from assets
is far more important than income from private pensions; in 1980,
assets provided three times as much of the total retirement income
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of aged units as did either private- or government-employees pen-
sions.

But asset income is a much more important source of income for
higher income individuals than for those with lower income, as the
following table illustrates. Whereas only 38 percent of those aged
units with income less than $5,000 had some asset income, nearly
all (97 percent) of those with incomes of $20,000 or more had some
asset income. And while roughly one-fourth (27 percent) of the
$20,000-and-over aged group relied on assets for more than half of
their total income, only 2 percent of aged units with incomes of less
than $5,000 derived half or more of their income from assets.
Indeed, assets provided only 4 percent of the total money income of
the low-income group, compared to 34 percent of total money
income among the higher income aged units.®

TABLE 8.—ASSET INCOME DISTRIBUTION AMONG AGED UNITS, 1980

Level of total money income

tem Alonits oo pan  §5,000-  §10,000-  $20,000 or
G000 $5999  $19999 more

Percent of units with asset income 66 38 72 89 97
Percent of all units relying on assets for 50 percent or more of

total income 9 2 6 14 21
Percent of units with assets and relying on assets for 50 percent

or more of total income 13 6 8 16 28
Share of aggregate income provided By aSSetS.........erseerevmrerrerrarenes 22 4 14 21 N

Source: Social Security Bulletin, January 1983.

In view of these findings about the overall level of assets and
their uneven distribution among the elderly, virtually all of the
expert groups and national commissions that recently studied re-
tirement income have recommended the need for public policy to
strengthen individual savings for retirement. Because historical
savings rates of after-tax income have been relatively low, empha-
sis has been placed on tax incentives to encourage savings in the
form of voluntary tax-deferred capital accumulation mechanisms.

D. RECOMMENDATIONS OF ADVISORY GROUPS

1. PrRESIDENT'S CoMMISSION oN PENSION PoLicy

In its final report released in February 1981 the President’s Com-
mission on Pension Policy recommended the following steps to
strengthen individual savings:

Favorable tax treatment should be extended to employee
contributions to pension plans. A refundable tax credit for
low- and moderate-income people to encourage voluntary
individual retirement savings and employee contributions
to plans are recommended. At the time of tax filing, the
employee would choose the higher of a tax deduction or a
tax credit.

8These figures, and the table are drawn from: Upp, Melinda. Relative Importance of Various
Income Sources of the Aged,
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2. NaTioNaL COMMISSION ON SoCIAL SECURITY

In its final report issued in March 1981, the National Commis-
sion on Social Security agreed that it should be the policy of the
Federal Government to encourage individual saving for retirement.

Again, the Commission regards private savings as an im-
portant part of the total income security of American fam-
ilies; it recommends a strengthening of the present individ-
ual retirement account (IRA) opportunities. Present law
permits a maximum tax deductible contribution of $1,500
per year to a qualifying individual retirement account.
The Commission believes this amount should be increased
as a way to encourage savings.

3. ComMITTEE FOR EcoNOMIC DEVELOPMENT

In September 1981, the Committee for Economic Development—
an independent, nonprofit, research, and educational organization
of 200 business executives and educators—issued a report called
“Reforming Retirement Policies.” In it, the CED recommended the
following strategy for increasing personal savings:

It is in society’s interest to make increased individual
savings for retirement a financially attractive and accessi-
ble goal. But changes in the tax law are necessary before a
substantial number of current workers will be able and
willing to increase their saving to any significant degree.
Tax proposals to encourage saving generally deserve favor-
able consideration because they will reduce the current
consumption bias in the Tax Code and contribute to a
higher level of investment. Tax policies that directly en-
courage saving for retirement deserve the most emphasis
of all. Accordingly, we give top priority in this area to the
recommendation that persons covered by qualified pension
plans be permitted to make tax-deferred contributions to
eilther an IRA, a Keogh plan, or to a qualified pension
plan.

E. TAX INCENTIVES FOR CAPITAL ACCUMULATION

The Economic Recovery Tax Act (ERTA) of 1981 (Public Law 97-
34) contained a number of important provisions designed to stimu-
late personal savings. In August 1981, the Special Committee on
Aging published an information paper called “1981 Federal Income
Tax Legislation: How It Affects Older Americans and Those Plan-
ning for Retirement.” ® The overall, 3-year, across-the-board reduc-
tion in tax rates have lowered the marginal tax on each additional
dollar of income earned and will therefore make saving more at-
tractive because the after-tax return on each dollar saved is in-
creased.

In addition to the reductions in tax rates, the 1981 tax law con-
tained specific incentives to increase savings, such as the provision
exempting the so-called “all savers certificate” from Federal (and

9 The Special Committee on Aging published, in addition, Protecting Older Americans Against
Overpayment of Federal Income Taxes, December 1982.
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many States) income taxes and the provisions providing for special
reductions in the tax on interest income (effective 1985) and on
stock dividends of public utilities (effective 1982-85). But the most
important savings provisions of the ERTA, from the standpoint of
individual retirement income, were the provisions expanding tax-
sheltered contributions to IRA and Keogh accounts which became
effective in 1982 and the intended expansion of employee stock
ownership plans.

1. INDIVIDUAL RETIREMENT ARRANGEMENTS (IRA’s)

The Employee Retirement Income Security Act of 1974 (ERISA)
contained provisions (section 2002) enabling individuals to set up
individual retirement arrangements (IRA’s) to save for retirement.
Very simply, if an IRA is created, money paid into the plan is de-
ductible for Federal income tax purposes, and the earnings on the
money paid into the plan are tax deferred. The funds set aside and
the earnings therefrom are not taxed until they are distributed to
the individual. Under current rules, distributions cannot be made
before age 59% or delayed beyond age 70% without incurring pen-
alties. Thus, distributions normally begin after retirement, when
the individual is usually in a substantially lower tax bracket.

The idea of providing tax incentives to encourage individuals to
save for their own retirement can be traced to a message to the
Congress from President Nixon in 1971. It was pointed out that
many individuals were not covered by private pension plans, on the
one hand, nor furnished tax incentives to save for their own retire-
ment as were then available for the self-employed. To fill that gap,
the President recommended that employees who wish to save inde-
pendently for their retirement or to supplement employer-financed
pensions should be allowed to deduct for tax purposes amounts set
aside for retirement.

The President proposed in 1971 that contributions to retirement
savings programs by individuals be tax deductible up to the level of
$1,500 per year or 20 percent of income, whichever was less. This
proposed deduction would have been available to those already cov-
ered by employer-financed plans, but in this case, the upper limit
of $1,500 would have been reduced to reflect pension plan contribu-
tions made by the employer.

Congress appreciated the complexities involved in determining
the exact amount of money that an employer contributed on behalf
of each individual in a defined benefit pension plan. It was also
concerned with the revenue losses that such a program would
cause and the newness of the program itself. Therefore, in passing
the ERISA legislation in 1974, Congress limited the tax incentives
to individuals not covered by an employer-sponsored pension pro-
gram since they generally would be more in need of supplemental
retirement income. These individuals were permitted to contribute
to an individual retirement arrangement (IRA), the lesser of 15
percent of compensation or $1,500. The assets of an IRA could be
invested in a trusteed or custodial account with a bank, savings
and loan, or credit union, in mutual funds, or in an annuity con-
tract issued by an insurance company. This deduction for retire-
ment savings was effective for taxable years beginning after De-
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cember 31, 1974. Basically, the IRA provisions, as outlined above,
remained the same until the recent changes in the Economic Re-
covery Tax Act became effective January 1, 1982.

(A) IRA'S AND THE ECONOMIC RECOVERY TAX ACT OF 1981 (ERTA)

In 1981, Congress heeded the recommendations of the various ad-
visory groups about the need to strengthen personal savings for re-
tirement income and made major changes in the IRA provisions,
both expanding the amounts that can be contributed to IRA’s and
expanding the eligibility for IRA’s far beyond the eligibility rules
laid down in 1974. (To help answer consumer questions, the Special
Committee on Aging published “A Guide to Individual Retirement
Accounts,” in December 1981.)

Specifically, the Senate Finance Committee gave the fol-
lowing reasons in support of the 1981 changes:1°

The committee is concerned that the resources available
to individuals who retire are often not adequate to avoid a
substantial decrease from preretirement living standards.
The committee believes that retirement savings by individ-
uals can make an important contribution toward main-
taining preretirement living standards and that the
present level of individual savings is too often inadequate
for this purpose. The committee understands that personal
savings of individuals have recently declined in relation to
personal disposable income (i.e., personal income after per-
sonal tax payments). During the years 1973 through 1975,
the personal savings rate was no more than 8.6 percent. It
declined to 5.2 percent in 1978 and 1979, and rose only
slightly in 1980 to 5.6 percent. (These savings estimates in-
clude employer payments to private pension funds.)

The committee has found that the present rules provid-
ing tax-favored treatment for individual retirement sav-
ings have become too restrictive in view of recent rates of
inflation and because they do not sufficiently promote indi-
vidual savings by employees who participate in employer-
sponsored plans.

The committee bill is designed to promote greater retire-
ment security by increasing the amount which individuals
can set aside for retirement in an IRA, and by extending
IRA eligibility to individuals who participate in employer-
sponsored plans. The bill also extends additional tax-fa-
vored treatment to voluntary employee contributions to
employer-sponsored plans so that plan participants can
take advantage of systematic payroll deductions to accu-
mulate tax-favored retirement savings.

Before the new tax law, deductions to an individual retirement
account (IRA) were limited to the lesser of 15 percent of compensa-
tion or $1,500. Under the new law, for taxable years after Decem-
ber 31, 1981, the limit on contributions is the lesser of 100 percent
of compensation or $2,000.

19 U.S. Congress. Senate. Committee on Finance. Report No. 97-144.
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Further, the new law allows workers covered by a company pen-
sion plan to participate in IRA accounts. Such workers were ex-
cluded from IRA’s until 1981. For taxable years after December 31,
1981, the $2,000 limit on contributions will apply to contributions
the employee may make to an IRA or as a voluntary contribution
to the company plan. Such voluntary contributions and earnings
from the voluntary contributions will generally be subject to IRA-
type rules. Note that mandatory employee contributions to a com-
pany plan are not tax deductible, under the new law, although var-
ious experts have testified at congressional hearings that it would
be a good idea to make mandatory employee contributions also de-
ductible. In 1981, such plans were not made deductible because: (1)
The revenue loss would have been substantial, and (2) it was felt
that making mandatory contributions tax deductible would not
have as much of an effect in creating new savings as would the de-
ductibility of voluntary contributions.

(B) IRA’S FOR NONEMPLOYED SPOUSES

The pre-ERTA IRA provisions allowed a worker to set up an IRA
for a nonemployed spouse. The maximum combined contribution
allowed under prior law was $1,750, and the contributions had to
be in equal amounts for each spouse. As a result of the new tax
law, the limit on contributions to a spousal IRA, after December
31, 1981, is $2,250 instead of $1,750. Also, the new law deletes the
previous requirement that contributions under a spousal IRA be
equally divided between the spouses. The new law has no such
rules, except that no more than $2,000 can be contributed to the
account of either spouse.

Prior law forbade the nonearning spouse from making contribu-
tions to a spousal IRA after a divorce. Without wage or salary
income, that individual could not continue making contributions to
his or her one-half share of a spousal IRA.

The new law, effective January 1, 1982, allows a divorced spouse
to continue making contributions to a spousal IRA under certain
conditions. The individual’s former spouse must have established
the spousal IRA at least 5 years before the divorce, and the former
spouse must have contributed to the spousal IRA for at least 3 of
the 5 years preceding the divorce. If those requirements are met,
then the divorced spouse may continue to make contributions to
the spousal IRA up to a maximum of the lesser of $1,125, or the
divorced spouse’s total compensation and alimony includable in
gross income.

(C) EMPLOYER-SPONSORED IRA’S OR SIMPLIFIED EMPLOYEE PENSIONS

The Revenue Act of 1978 (Public Law 95-600) provided for an in-
creased deduction for contributions to an employee’s individual re-
tirement plan by the employer under an employer-sponsored IRA
called a simplified employee pension.

If an individual retirement account or individual retirement an-
nuity (IRA) qualifies as a simplified employee pension (SEP), both
the employee and the employer may make contributions to the em-
ployee’s IRA. Before the Economic Recovery Tax Act of 1981, em-
ployer contributions for an employee under a SEP were includable
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in the gross income of the employee and the employee was allowed
a deduction for the employer contribution, limited to the lesser of
15 percent of compensation or $7,500. With respect to employee
contributions, the limit was $1,500 (or 15 percent of compensation,
if less) reduced by the amount of deductible employer contributions
for that year.

The ERTA raised the limit on employee contributions to $2,000,
and raised the ceiling on employer contributions from 15 percent
~or $7,500, to 15 percent of compensation or $15,000, whichever is
lower, effective January 1, 1982.

TABLE 9.—ASSETS OUTSTANDING IN INDIVIDUAL RETIREMENT ACCOUNTS, 1981-83
[in billions}

Financial institution Dec. 31, 1981 Apr. 30, 1982 Dec. 31, 1982  Apr. 27, 1983

Commercial banks $7.0 $12.6 $17.9 $26.3
Thrift institutions 12.6 22.5 27 336

Mutuat funds:
Money market ! 15 34 4.6 5.3
Equity 11 L5 2.8 240
Credit unions 2 5 NA NA
Life insurance 33 NA 36.0 4103
Total holdings 5 25.7 438 59.5 80.0

L IRA and Keogh accounts

2 March 1983 data.

3 September 1982 data.

4 March 1983 preliminary data.

S Totals computed using latest available data for each sector.

Sources; EBRI tabulations of data provided by Federal Reserve Board, National Creidt Union Administration, lovestment Company Institute, and
American Council of Life insurance.

2. KEoGH ACCOUNTS

As tax-qualified pension plans spread, many small business
people found that their employees could benefit by being included
in tax-qualified pension plans, but the employers could not. Nor
could self-employed individuals without employees. Further, where
two people operated similar businesses and realized similar profits,
but if one was a sole proprietor and the other was incorporated, the
corporate operator could benefit from a pension plan even though
he was the only employee of the corporation, but the sole propri-
etor could not.

Efforts were made to remedy this situation, and various bills
were introduced in Congress. The number H.R. 10 was assigned to
an early bill and was retained in succeeding bills until enactment
of the Self-Employed Individuals Tax Retirement Act of 1962.
Today these retirement plans are commonly known as H.R. 10
plans or Keogh plans (named for Representative Eugene J. Keogh
of New York who sponsored the legislation).

The purpose of the Self-Employed Individuals Tax Retirement
Act of 1962 was to enable self-employed individuals to participate
in a tax-qualified retirement plan if they chose to do so, in much
the same way as employees could. Various restrictions and limita-
tions, however, were included in this 1962 legislation.

Contributions on behalf of owner-employees were permitted to
the lesser of 10 percent of earned income or $2,500—but the allow-
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able tax deduction for any self-employed individual (whether an
owner-employee or not) was limited to one-half of the contribution,
up to a maximum of $1,250 in a taxable year. The provision reduc-
ing the allowable deduction to one-half of the contribution was re-
pealed by Public Law 89-909, effective for taxable years beginning
after December 31, 1967. ERISA made additional liberalizations in
1974.

Prior to ERISA’s passage in 1974, self-employed people who es-
tablished a Keogh plan were limited to a contribution of $2,500 per
year, while there was no limit imposed on corporate plans. It was
found that this led to otherwise unnecessary incorporation by self-
employed persons solely for the purpose of obtaining the tax bene-
fits for retirement savings. To achieve greater equity vis-a-vis cor-
porate plans, Congress, in passing ERISA, increased the annual
limit for deductible contributions to Keogh plans to 15 percent of
earned income or $7,500, whichever was lower, and it also provided
a new minimum deduction based on the lesser of 100 percent of
earned income or $750. An overall limit of $100,000, however, was
set on earned income that could be taken into account under a
plan that includes self-employed individuals.

In general, under a tax-qualified plan, loans to participants are
permitted if certain requirements are met. However, H.R. 10 or
Keogh plans were not permitted to lend to an owner-employee. If
an owner-employee participating in an H.R. 10 plan borrowed from
the plan, or used an interest in the plan as security for a loan, the
amount of the loan or se¢urity interest was treated as a plan distri-
bution, and the usual tax rules for distributions applied.

(A) 1981 TAX LAW CHANGES IN KEOGH ACCOUNTS

In 1981, Congress reviewed the Keogh provisions at the same
time that it expanded eligibility for IRA’s and decided there were
reasons for a change, as stated in the Senate Finance Committee
Report No. 97-144:

The maximum deductible contribution for H.R. 10 plans
has not been revised since 1974. The committee believes
this limit should be increased as an adjustment for infla-
tion and to make these plans more attractive.

The committee also believes that current provisions per-
mitting partners who are not owner-employees to borrow
against their interest in an H.R. 10 plan diminish retire-
ment savings. Accordingly, to promote long-term savings
for retirement, the committee believes the current treat-
ment of loans and pledges should be applied to all part-
ners.

The 1981 law retained the present limit of 15 percent of compen-
sation as under prior law, but effective with taxable years after De-
cember 31, 1981, it increased the maximum deduction for employer
contributions to a defined contribution Keogh plan, to a defined
contribution plan maintained by a subchapter S corporation, or to
a simplified employee pension (SEP). The maximum deduction was
increased from $7,500 to $15,000.
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To provide a similar increase in the level of benefits permitted
under a defined benefit Keogh or subchapter S corporation plan,
the compensation taken into account in determining the permitted
annual benefit accruals was increased from $50,000 to $100,000.

(B) 1982 TAX LAW CHANGES IN KEOGH ACCOUNTS

As part of the Tax Equity and Fiscal Responsibility Act of 1982
(Public Law 97-248), Congress made significant changes in the tax
provisions affecting employee benefit plans. TEFRA establishes
parity between corporate and noncorporate plans. To this end,
most of the special rules applicable to Keogh plans have been re-
moved for tax years beginning after 1983.

Maximum limits have been increased effective in 1984 in line
with the new $90,000/$30,000 limits for corporate plans. This repre-
sents at least a twofold increase in the benefits and contributions
for Keogh plans. New loan rules apply to Keogh as well as to non-
Keogh plans. Keogh plans will be subject to the same top-heavy
rules as other plans. A top-heavy plan is defined as a plan under
which more than 60 percent of the accrued benefits (or contribu-
tions) are provided for 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 inter-
ests in the employer.

Special requirements for top-heavy plans include accelerated
vesting schedules and a minimum benefit. Full vesting would 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 of service. The 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 a defined benefit plan. A con-
tribution of 3 percent of pay would be required in a defined contri-
bution plan, or if less, the highest contribution rate for any key
employee.

The effect of removing the special Keogh restrictions is:

Benefits no longer have to be immediately vested.

Social security integration rules have been eased.

Assets do not have to be held by a bank or financial institu-
tion.

The limitations on benefits provided to owner-employees are
removed.

Past service benefits can be provided under a defined benefit
Keogh plan as in corporate plans.

Keogh plans can limit employee coverage under the same
rules used by corporate plans.

Owner-employees do not have to give their consent to par-
ticipate.

The 6-percent excise tax on excess contributions no longer
applies.

Voluntary contributions up to 10 percent of compensation
will be allowed even where only owner-employees participate.
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There no longer is a 5-year restriction on participating again
in the plan for an employee who receives a premature distribu-
tion.

In addition, the first $5,000 of a lump-sum death benefit paid
under a Keogh plan for deaths occurring after December 31, 1983,
will be eligible to be excluded from Federal income tax.

The Senate Finance Committee gave the following reasons for
making the change:

The committee recognizes the importance of tax incen-
tives in creating a strong pension system. At the same
time, however, the committee believes it is necessary to
provide more appropriate limitations to prevent excessive
accumulations of tax-sheltered funds. Moreover, by reduc-
ing limitations on corporate plans, and increasing the de-
duction limits for [H.R.] 10 [or Keogh] plans, the bill takes
a significant step toward equalizing the treatment of plans
benefiting only common law employees and plans for the
self-employed.1!

The combined effect, therefore, of treating Keogh plans and cor-
porate plans under the same pension rules is to increase the pen-
sion incentives under Keogh or H.R. 10 plans and also to eliminate
the tendency for professionals to incorporate simply in order to
take advantage of the higher amounts that could be sheltered from
paying taxes under prior law.

3. EMPLOYEE Stock OWNERSHIP PLANS

Since 1974, Congress has by legislation created several new pro-
grams designed to give employees the chance to acquire a stock
ownership interest in their employer. Under ERISA, Congress first
defined the employee stock ownership plan, or “ESOP.” In the Tax
Reduction Act of 1975, and the Tax Reform Act of 1976, Congress
implemented and then expanded a variation on the original ESOP,
the tax credit employee stock ownership plan (TRASOP). Finally,
in the Economic Recovery Tax Act of 1981, TRASOP’s were re-
placed with another variation, the payroll-based tax credit employ-
ee stock ownership plan, the so-called “PAYSOP.” About 4,000
ESOP’s have been created since the passage of ERISA 10 years ago.

ESOP’s provide employees the opportunity to acquire ownership
of stock, generally without having to spend any personal income.
Although some ESOP’s permit or require employee contributions,
most provide that the employer will make all necessary payments.
ESOP’s are tax-qualified employee benefit plans, and are therefore
required to be operated for the “exclusive benefit” of participating
employees and their beneficiaries.

The employer stock is acquired and held for the benefit of em-
ployees. The stock, which is held by a tax-exempt trust under the
plan, may be acquired through direct employer contributions of
stock or by using moneys borrowed by the trust. Under the usual

11 .S, Congress. Senate. Committee on Finance. Tax Equity and Fiscal Responsibility Act of
1982. Report of the Committee on Finance on H.R. 4961 together with Additional Supplemental
and Minority Views. Senate Report 97-494, 97th Cong., 2d ., July 12, 1982. Washington, U.S.
Govt. Print. Off., 1982, v. I, p. 314.
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rules applicable to tax-qualified plans, an employee’s benefits
under an ESOP are generally not taxed until they are distributed
or made available.

Most conventional ESOP plans came about as the employer con-
tributed company stock to the trust. But a smaller number of
ESOP’s are leveraged, i.e., to acquire stock of an employer for the
benefit of employees, and ESOP may borrow money from a bank or
other lender. The stock is then bought directly from the employer
or from shareholders. When the ESOP borrows the money to pur-
chase the stock, the employer guarantees to the lender that the
ESOP will repay the loan.

Employees are never required to assume any obligation for the
repayment of the money borrowed by the ESOP. The employer is
required to make annual payments to the ESOP in an amount at
least equal to the amount the ESOP must pay on the money it bor-
rowed. These amounts are then paid by the ESOP to the lender
each year. The employer is also permitted to make additional pay-
ments of cash or stock to the ESOP each year.

The employer gets a tax deduction for all payments to the ESOP,
up to a maximum limitation established by the Internal Revenue
Code. This tax deduction is available for the required employer
payments to service the loan and any additional payments, and the
tax effect is to reduce the annual cost of the ESOP to the employer.
Cash put into the ESOP by the employer will be used primarily to
purchase employer stock. In addition, this cash may be invested
temporarily in savings accounts or certain other permitted invest-
ments.

TRASOP’s can be found primarily in large, capital-intensive in-
dustries. Their purpose is the same as an ESOP, but their funding
is different. Until they were replaced by PAYSOP’s, TRASOP’s
were funded with money the employer would otherwise have paid
in taxes by taking an investment tax credit against its annual tax
liability. TRASOP “contributions” were directly related to a com-
pany’s qualified capital investments, so that a rise or fall in the
amount invested, reflected in the investment tax credit, would in-
crease or decrease the TRASOP “contribution.”

Given congressional support for the ESOP concept, Congress
reviewed the plans during the consideration of the Economic Re-
covery Tax Act of 1981, and found reasons to make changes. Spe-
cifically, the Senate Finance Committee Report 97-144 listed the
following reasons for change:

The committee believes that experience in the operation
of the tax laws applicable to employee stock ownership
plans indicates that several changes are appropriate. The
committee is concerned that the investment-based tax
credit for ESOP’s has not provided a sufficient incentive
for the establishment of ESOP’s by labor-intensive corpora-
tions. The committee believes that a permanent payroll-
based tax credit for employer contributions to a tax credit
ESOP will provide a more effective incentive than the ad-
ditional investment tax credit currently allowed. In addi-
tion, the rules in present law which limit the ability of a
leveraged ESOP to acquire employer securities with the
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proceeds of a loan to the plan have proved too restrictive
and have prevented the use of leveraged ESOP’s as a tech-
nique of corporate finance. Certain of the provisions gov-
erning distributions to participants under a tax credit
ESOP or leveraged ESOP have proved burdensome and, in
some cases, have precluded an employer from establishing
an employee stock ownership plan.

The Economic Recovery Tax Act of 1981 terminated, after 1982,
the investment-based tax credit for ESOP, and replaced it with a
payroll-based tax credit. The payroll-based credit is allowed for
wages paid in calendar years 1983 through 1987. For calendar
years 1983 and 1984, the credit is limited to 0.5 percent of compen-
sation paid to employees under the plan, and to 0.75 percent of
such compensation for 1985, 1986, and 1987. The provision expires
January 1, 1988. Although this provision will not have any direct
effect on taxes paid by individuals, the change from an investment
tax credit to a payroll-based credit is intended to encourage the
spread of ESOP plans among labor-intensive firms, which have de-
rive(:id little tax benefit in the past from the investment-based
credit.

The new law increases the limit on ESOP deductions from 15
percent of aggregate employee compensation, to 25 percent of com-
pensation where the contributions are applied by the plan to make
principal payments on a loan incurred to purchase employer stock.
An unlimited deduction is allowed for employer contributions ap-
plied to pay interest on the loan. The new law also removes contri-
butions to pay loan interest and forfeitures of fully leveraged ESOP
stock from the limit on contributions to any participant’s account,
provided the contributions to officers, shareholders, and employees
whose compensation exceeds $83,000 do not exceed specified limits.

4. CURRENT ISSUES AND LEGISLATION IN 1983

(A) CONTINUED GROWTH OF INDIVIDUAL RETIREMENT ARRANGEMENTS

Contributions to, and assets held by IRA’s increased dramatically
during 1983 in response to ERTA’s expansion of IRA eligibility, ac-
cording to data compiled by the Employee Benefit Research Insti-
tute (EBRI). Between January and the end of April 1983 alone, IRA
deposits increased by $20.5 billion, bringing total IRA deductions
on 1982 tax returns to $54.3 billion. This compares to the $25.7 bil-
lion held in IRA accounts at the end of 1981, an amount accumu-
lated over the entire 1975-81 period. IRA deposits are tax-de-
ferrred, not tax-exempt, but they can still have a dramatic impact
on current Federal revenues. The final conference committee
report on ERTA projected Federal revenue losses due to ERTA-gen-
erated IRA deposits to be $0.98 billion in 1982 and $1.345 billion in
1983. Based on actual contributions for tax year 1982, EBRI esti-
mates that Federal revenue losses will be closer to $15.2 billion for
1982 and $14.6 billion for 1983.

These figures suggest that the sudden growth in IRA deductions
will become an important policy issue in the coming year. IRA’s
constitute a major short-term revenue loss for the Federal Govern-
ment. Federal tax expenditures on IRA’s may now be as much as
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one-third the size of the tax revenue loss attributable to tax ex-
penditures on public and private employer pension plans, estimat-
ed in the fiscal year 1984 budget to be $45.3 billion for 1982 and
$49.7 billion for 1983.12

The rapid growth of IRA’s poses dilemmas for employers as well
as Federal retirement income policy. As IRA’s come to play an in-
creasingly more important role in the retirement planning of em-
ployees, they may diminish the importance of the pension bond
which links the interests of employers and employees. Employers
may indeed face new problems in trying to control the composition
of their work forces. Employers design pension plans in a manner
that permits them to control, to some degree, when their employ-
ees will retire. The increased availability of IRA’s, and the growing
reliance of employees on them, reduces the incentive of employee’s
to participate in employer-sponsored defined contribution plans.

The size of current IRA deposits, coupled with the distribution of
taxpayer participation by income level for IRA’s, raises serious
public policy concerns. Participation among low-wage taxpayers is
quite low for IRA’s; they are utilized primarily by middle to upper
income taxpayers. ERTA’s expansion of the availability of IRA’s
may not have improved this distribution, but made it worse (see
chart 7). Pensions, in contrast, must be offered to all employees on
a nondiscriminatory basis, and this policy is enforced by antidis-
crimination requirements in the Tax Code. While this policy does
not distribute pension-related tax benefits evenly among all income
groups, it assures that all income groups will have some opportuni-
ty to participate in the pension plan.

12 Employee Benefit Research Institute. 1982 IRA Growth Sets New Record. 1983.
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CHART 7

Pre- and Peost-ERTA IRA Participation Rates
by Income Class
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Despite this apparent inequitable distribution in the utilization
of IRA tax deduction benefits, interest has continued to grow in the
further liberalization of limits on contributions to IRA’s and reduc-
tion of obstacles to early withdrawal of contributed assets. A pro-
posal introduced by Representative Hance (H.R. 3661) would index
contribution limits to offset the effects of inflation and obviate the
need for ad hoc increases by Congress. A second bill, introduced by
Representative Moore (H.R. 2000), would permit additional, nonde-
ductible contributions to IRA’s of $2,000 annually plus another
$8,000 over the lifetime of the account. While these additional con-
tributions would not be tax deductible, interest accruals would still
be tax deferred until distributed from the account. The bill would
also permit early withdrawals of up to $10,000 to pay for college
tuition or to purchase a house.

Legislation has been introduced by Senator Roth (S. 128) and
Senator Grassley (S. 214) to increase the contribution limits to
spousal IRA’s. The administration has also proposed an increase in
the aggregate contribution limit for spousal IRA’s from $2,250 to
$4,000 in the fiscal year 1985 budget.

Those who oppose liberalizing IRA contribution limits contend
that any increase would primarily be to the advantage of middle-
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and upper-income taxpayers, since the small percentage of lower-
income taxpayers who do utilize IRA’s often do not contribute the
full $2,000 deduction permitted them each year. Since these propos-
als would also decrease revenues, with the indexation of contribu-
tion levels presenting the greatest potential tax revenue loss, it is
unlikely any of them will be enacted given congressional concern
over the present Federal deficit.

(B) CONTINUED PROMOTION OF EMPLOYEE STOCK OWNERSHIP PLANS

ESOP’s, by their nature, can be used for many purposes in addi-
tion to giving employees an ownership interest in their employer’s
company. They can be used as a means of selling the firm to em-
ployees, converting a public concern into a privately held company,
or as in the case of the recent formation of an ESOP by the Dan
River Corp., a defensive weapon against an unfriendly takeover at-
tempt by another corporation. The fact that an ESOP can be used
for so many purposes increases the risk of a conflict in interest be-
tween employer and employees, however. It is therefore important
that any such actions be undertaken with the foreknowledge of
plan participants.

Although ESOP’s can become a valuable source of retirement
income to supplement basic social security and pension benefits,
they are not designed—and were never intended—to be an employ-
ee’s sole source of employer-provided retirement benefits or a re-
placement for defined benefit plans. The purpose of an ESOP is to
give employees an ownership interest in their employer; to give
them a voice in decisions affecting the way in which the company
is run and to give them an incentive to increase their productivity.

ESOP’s can offer employees potential investment returns exceed-
ing those of traditional pensions if the company is growing at a
substantial rate, but at a considerably increased risk. Employees
not only bear the risk of the plan’s investment performance, but
also bear the additional risk of relying on an investment in only
one stock. Because the value of the shares of company stock varies
so greatly with the fortunes of the employer, an ESOP cannot be
considered a secure primary retirement vehicle for employees.
Thus there has been considerable concern over recent action by
some corporations which have terminated their defined benefit
pension plans and replaced them with ESOP’s.

The most sensitive issue surrounding employee stock ownership
plans is their expanded use in closely held corporations, where the
value to employees of such plans is uncertain. For employees to
have meaningful ownership interest in their employer through par-
ticipation in an ESOP, the stock must be fairly valued and the em-
ployee must have some control over the way in which the stock is
to be voted. But in a privately-held corporation, one or both of
these requirements may be constrained.

In the past, ESOP growth among privately-owned corporations
with high work force turnover has been discouraged because high
turnover could result in such a wide dispersal of stock among
former employees that a small or family-owned firm could effec-
tively become publicly owned against the will or intent of those
who formed it. Legislation introduced by Senators Dixon, Stevens,
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and Long (S. 748) is intended to encourage the growth of ESOP’s in
such corporations by limiting the voting rights passed through to
employees. Critics of the legislation reply that limitations on voting
rights compromise both the ownership and productivity incentives
which form the basis of congressional policy favoring ESOP forma-
tion, without limiting employees’ exposure to the increased risks
inherent in ESOP participation.

It is very difficult to value stock contributed to the ESOP of a
privately-owned corporation because there is no ready market for
the resale of the stock. This difficulty creates an enormous poten-
tial for abuse. By overvaluing stock contributions; the employer
can inflate its tax deduction for contributions to the plan, while
employees are hurt because the real value of the stock in their
ESOP account is less than its nominal worth.

S. 748 contains a requirement that any stock contributed to an
ESOP under these circumstances be issued and outstanding at least
24 months before its acquisition by the ESOP. Critics argue that
the efficacy of this safeguard is questionable, at best. The key to
determining the value of any given stock is not how long it has
been outstanding, but whether there is a ready market for its
resale, and what its resale history has been. The market for em-
ployer stock under this proposal. is. no greater than if the stock
were issued directly from the company’s treasury.

Although Congress has expressed its intent to encourage employ-
ee stock ownership, the effectiveness of the ownership and produc-
tivity incentives which form the basis of congressional policy have
been debated. In the case of ESOP’s in closely held corporations
with limited voting rights passthrough, as contemplated by S. 748,
the absence of voting rights and a ready market for resale cast
doubt on the existence of any realistic incentive at all. Even in
publicly-traded corporations with full passthrough voting, some em-
ployee organizations have argued that stock in the ESOP does not
accumulate fast enough, or in amounts large enough compared to
the total amount of stock outstanding, to give employees as a group
any significant voice in corporate decisionmaking. As a result, sev-
eral employee organizations have opposed the implementation of
ESOP’s unless coupled to representation on the employer’s board of
directors.

The ESOP concept still appears to be viewed positively by Con-
gress, in spite of these unresolved issues. By including an ESOP in
the negotiated agreement to fortify the solvency of the Chrysler
Corp. some years ago, Congress sanctioned the use of ESOP’s as a
mechanism for salvaging financially troubled firms or industries.

It is important to note, however, that since an ESOP’s value is
inextricably tied to the financial health of the employer, ESOP’s
should be traded off against current wages rather than retirement
benefits when being used to save financially stressed employers. If
the ESOP is used to replace pension benefits, the demise of the em-
ployer could wipe out a substantial portion of an employee’s retire-
ment income. But by exchanging the ESOP for current wages, an
employee’s retirement income is insulated to an increased degree
from the consequences of an employer’s possible business failure,
and a much stronger link is forged between productivity incentives
and the employee’s present compensation. The interest of older
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workers near retirement differ greatly from those of younger work-
ers, such that an ESOP cannot be utilized as a replacement for tra-
ditional pension benefits without having a differential effect on the
interests of certain groups of employees.

F. PROGNOSIS FOR SAVINGS AND ASSET ACCUMULATION

Predictions of future personal savings rates are especially ten--
uous because they depend on a very complex set of interrelated
economic factors. Although Congress has attempted to encourage
personal savings with new tax-favored devices like IRA’s, it is not
yet clear that they have brought about a significant increase in ag-
gregate savings rates, especially at lower income levels. Some
survey evidence exists suggesting that roughly one-third of IRA
contributions represent savings that taxpayers otherwise would
have spent. But the increased margin of savings must be weighed
against the significant cost to the Federal Government of providing
this tax-deferred savings mechanism. Looming budget deficits may
increase pressures to find new ways to encourage personal savings,
or discourage personal consumption, which do not represent such a
significant drain on Federal revenues.

The growth of IRA assets has significant implications for the
future provision of retirement income. IRA’s will become an impor-
tant income source for the elderly in the next century, according to
a recently released EBRI study.!® The report indicates that sus-
tained long-term growth of IRA contributions will add substantially
-to retirement income security for much of the working population.
For 62 percent of the worker group that is presently aged 25 to 44,
IRA’s will generate an estimated $2,600 to $2,700 in addltlonal
annual retirement income beginning at age 65. This group consti-
tutes the majority of the current labor force.

Others have pointed out, however, that the IRA’s will certainly
not be attractive for low-income individuals, given the pattern of
participation in the past, and the especially large tax value IRA’s
provide for upper income workers in the $20,000 to $50,000 range.
So the debate about savings in public policy in the future will prob-
ably continue to consider whether it is appropriate to encourage
savings by low-income workers through special tax measures: For
example, in 1981, the President’s Commission on Pension Policy
recommended the use of the tax credit as opposed to a tax deduc-
tion.

Tax credits affect all taxpayers equally—dollar for dollar—rich
or poor, since their value does not fluctuate depending on the tax-
payer’s marginal tax bracket. Tax credits are subtracted from a
taxpayer’s tax liability, whereas tax deductions are subtracted
from gross income in determining taxable income before the tax is
computed. The net result is that for each dollar of tax credit a tax-
payer’s tax liability is reduced $1. On the other hand, IRA deduc-
tions reduce a taxpayer’s liability but only by the percentage of the
deduction; the percentage is dependent on the marginal tax brack-
et of the taxpayer—the higher income people have a higher mar-

13 Schieber, Sylvester J. Social Security: Perspectives on Preserving the System. Washington,
Employee Benefit Research Institute, 1982.



266

ginal tax bracket and thereby benefit relatively more on their
taxes than lower income people.

Without special incentives for low-income people, IRA’s. will in-
crease the proportion of the elderly with asset income and increase
the amount of that income, but they won’t contribute much to
eliminating poverty among the elderly.

. Future debate will also evaluate the advisability of making man-

datory employee contributions to company plans tax deductible.
This was considered but not accepted during consideration of the
Economic Recovery Tax Act of 1981, largely because the revenue
losses would have been substantial and the net increase in savings
was not estimated to be as large. Nevertheless, this issue of tax de-
ductible mandatory contributions will still be considered. It was
proposed, for example, in S. 1541, the Retirement Income Incen-
tives and Administration Simplification Act of 1981, and recom-
mended by experts who testified on that bill before the Labor Sub-
committee in November 1981, as well as by other groups testifying
on social security before the Joint Economic Committee on Septem-
ber 22-23, 1981.

The ESOP concept is viewed positively by Congress, and the cen-
cept is often applauded by employees as a chance for a greater
share in their company’s fortune and hailed by employers as an in-
novative way of financing the company’s expansion. If anything,
one might anticipate greater improvements in the ESOP legislation
and continued popularity with employers and employees in the
years ahead. Nevertheless, because the value of the shares of com-
pany stock varies so dramatically with the fortunes of the compa-
ny, it can never be expected that ESOP plans will provide the
major portion of total retirement income, although they will un-
doubtedly play a growing role in supplementing social security and
other employee benefits.

Important factors that could increase overall personal savings in
the future include the broad reductions in individual tax rates and
the indexing of the tax system in 1985 to prevent individuals from
falling into higher tax brackets. The reductions in personal tax
rates, and the indexing provisions in particular, are likely to be
reevaluated by the 98th Congress in terms of their overall econom-
ic effects and their impact on Federal Budget deficits.

Because of the estimated changes in the population’s age struc-
ture, however, analysis suggests there will be a gradual increase in
personal savings over the next 40 to 45 years.!* As the baby boom
generation enters middle age in the 1980’s, this demographic
change should tend to increase savings because middle-aged people
tend to save more. This positive demographic trend is projected to
continue through the first quarter of the 21st century, but as the
baby boom generation reaches advanced age toward the middle of
the next century, total personal savings could decline, in relative
terms, because of the lower savings flow of the large, over 65
group. Such forecasts, however, are based on savings surveys that
are 10 to 20 years old. There also have been substantial policy

14 Wachtel, Paul. The Impact of Demographic Changes On Household Savings, 1950-2050.
President’s Commission on Pension Policy. Coming of Age: Toward A National Retirement
Income Policy. Technical appendix, chapter 30.
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changes since those surveys were conducted—namely the expan-
sion of social security and private pensions of the elderly.

In conclusion, the data on savings are not satisfactory. Many
questions remain unanswered. But based on what we do know, be-
cause of the tax changes and the demographic changes, savings
could well play a larger role in supplying income to the elderly in
the future, although probably not for the low-income elderly.



Chapter 6
EMPLOYMENT

Many of our current employment and pension policies were de-
signed more than half a century ago. They were based on perceived
need to encourage older workers to retire in order to make room
for a growing number of younger workers. Until the mid-1970’s, fa-
vorable demographic and economic conditions permitted the social
security system and many other retirement income programs to
build adequate financial reserves. These conditions led employers
to assume that they could afford to expand early retirement prac-
tices, and policies designed to ease “unneeded” older workers out of
the market became widespread.

Today, the favorable conditions of earlier times no longer exist.
Our Nation now faces mounting pressures brought about by slower
economic growth, high rates of inflation and a larger aged popula-
tion which is living longer in retirement. At the same time, the
labor force participation rate has dropped from 87 percent in 1960
to 70 percent in 1983. Older workers are caught between the tradi-
tional employment and retirement policies of the previous two dec-
ades urging them to get out of the work force early, and the eco-
nomic insecurities and desire to stay productive driving them to
continue working.

There are several reasons for both Federal and industry concern
about the continuing decline in labor force participation for older
persons. First, the future economic position of an older person may
be endangered by early labor force withdrawal since longer periods
of retirement are now anticipated under conditions of sustained in-
flation; second, earlier retirements increase the financial stress on
both social security and private pension plans; third, shortages of
skilled labor could develop in certain industries; and fourth, it ap-
pears that older persons’ preferences for part-time employment are
increasing but that labor demand is not sufficient to satisfy their
current employment needs. Therefore, the potential for reversing
the decline in labor force participation rates and removing the ob-
stacles to continued employment have become major public policy
issues.

Congress recently focused on whether there is too great an incen-
tive to retire early during debate on the Social Security Amend-
ments of 1983. These amendments clearly point in the direction of
longer worklives in the future. However, the earnings limit in
social security and the nonaccrual of private pension benefits

(268)
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beyond age 65 remain a disincentive to continued employement for
at least a portion of the older work force. Additionally, age discrim-
ination continues as a factor in blocking employment of older
workers. More effective enforcement of the Age Discrimination in
Employment Act is required.

Although a number of larger corporations are taking the lead in
capitalizing on the skills and experience of older workers, these are
usually “showcase” examples and have not significantly increased
employment opportunities for older persons. More progress is
needed in this area among small- and medium-sized businesses
where most older workers are actually employed. Strong corporate
inducements to retire early remain attractive alternatives to con-
tinued employment. The general impression that older workers
cost employers more than younger workers persists. Although this
impression has not been substantiated in research, employers
appear to have a valid case, especially with regard to health insur-
ance costs.

Both Government and the private sector face the urgent chal-
lenge to develop employment policies and programs that make ex-
tended worklife an appealing proposition in lieu of retirement, oth-
erwise the current trend toward early retirement will continue and
the future stability of our retirement income systems may be fur-
ther jeopardized.

A. OLDER WORKERS IN THE U.S. LABOR FORCE: A PROFILE

1. THE OLDER WORKER LABOR FORCE—NOVEMBER 1983

Nearly 30 percent of the 1.7 million people employed in the
United States in November 1983 are 45 years old and over. There
are over 12 million workers between the ages of 55 and 64 in the
labor force—7.2 million men and 4.8 million women. These older
workers make up 13.5 percent of the U.S. labor force. There are a
total of 3 million workers age 65 and over in the labor force—1.9
million of these are men and 1.2 million are women.

Labor force participation rates for men aged 65 and over have
dropped from 34 percent in 1960 to 17.6 percent in November
1983.1 For men aged 55 to 64, the rate has dropped from 87 percent
in 1960 to 70 percent in November 1983.

The participation rate for women age 65 and over remains low.
In 1960, slightly over 10 percent of this group was in the labor
force. In November 1983, that rate was 7.8 percent. There has been
a slight increase in labor force activity for women aged 55 to 64. In
1960, the rate was 37 percent. In November 1983, the rate was 41.3
percent. The following table presents a labor force profile of older
workers as of November 1983.

! The U.S. labor force includes workers who are employed 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.
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TABLE 1.—LABOR FORCE STATISTICS ON OLDER WORKERS BY AGE AND SEX, NOVEMBER-1983

{In thousands)
55 to 64 years old 65 or more years old
Total Male Femate Total Male Female
Labor force status (seasonally adjusted):
Civilian labor force 12,051 7,95 485 3074 1872 1,202
Labor force participation rate (percent) ! .....cocoocrvcvienicnr 54.7 70.0 413 1.8 17.6 18
Number unemployed 639 433 206 102 64 39
Unemployment rate (PEreent) ...........oecceecrenserersrsmerssesenn 53 6.0 42 33 3.4 3.2
Number employed 11,412 6762 4650 2971 1,808 1,163
Full- and part-time status (not seasonally adjusted):
Number employed 11481 6789 4,691 3000 1817 1,183
Employed part time:
For economic reasons 537 236 300 133 89 4
As a matter of choice - 1,502 375 1,127 1,470 783 686
Employed full time 9442 6178 3,264 1,397 945 453
Duration of unemployment (not seasonally adjusted):
Number unemployed 589 372 216 103 62 40
Less than 5 weeks 177 86 91 29 13 15
5 to 14 weeks 129 76 52 27 16 1
15 to 26 weeks 71 46 3 19 14 5
27 or more weeks 206 164 42 28 19 9
Average (mean) duration (in weeks).. " 289 35.0 185 233 255 199

Median duration (in weeks) 138 212 84 106 16.2 9.2

* The U.S. labor force includes both individuals who are employed and individuals who are actively seeking employment (unemplug:d). The
participation rate is the percentage of the efigile worker population for a given group (e.g, age group) that is in the labor force.

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

2. INpusTRIAL TRENDS OF OLDER WORKERS

The U.S. economy has been shifting from agriculture and heavy
industry to service and light industries. The shift from physically
demanding or hazardous jobs to those in which skills and knowl-
edge are the important requirements will increase the potential for
older workers to remain in the labor force longer.2

According to employment projections, many working elderly
today hold jobs in industries that can expect the greatest employ-
ment increases (see table 2). Of the projected 1981-90 increase in
employment of 17 million workers, over 75 percent is expected to
occur in the two largest industries—wholesale and retail trade and
services. These two industries currently employ 60 percent of all
workers age 65 and older.

TABLE 2.—EMPLOYMENT BY INDUSTRY, CALENDAR YEARS 1981 AND 1930

1981 Projected Average
oty S g e
65+ Al ages . 153{-90 ' emplo%mem

All industries (in thousands of persons) .............vveeeeees 3119 107,348 124,186 16,838 1.6
Distribution (in percent) 100.0 100.0 1000 ooovreeere e eseeenessemsissssssnens
Agriculture 9.2 30 20 717 —28
Mining A 10 8 —70 -1
Construction 38 6.4 6.3 975 15
Manufacturing—durables.............ccoovveceeeeresssmismmsmmnenns 6.1 134 124 1,019 8

2 Personick, V. The Outlook for Industry Output and Employment Through 1990. Monthly
Labor Review, pp. 28-55, August 1981.
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TABLE 2.—EMPLOYMENT BY INDUSTRY, CALENDAR YEARS 1981 AND 1990—Continued

1981 Projected Average
- T M dmb e
65+ Al ages 198150 emploament
Manufacturing—nondurables ................ooeecevesesrsesrrees 5.6 8.8 74 —242 -3
Transportation 32 6.3 6.0 630 10
Trade—wholesale and retail 23.6 20.5 227 6,194 28
Finance, insurance, and real estate .... 6.1 5.9 59 1,010 16
Services 31.8 29.5 313 1,156 23
Public administration 42 5.2 5.2 883 17

! Employment levels are averages of BLS fow and high-1 employment forecasts, which correspond fo annual increases in employment from 1979
through 1990 of 1.4 and 2.1 percent, respectively. Employment in the service industry includes BLS service and private household categories;
employment in public administration includes only those civillan government workers whose emplayment is not categorized in other industries i the
Current Population Survey.

Sources: CBO tabulations based on U.S. Degt. of Commerce, Bureay of the Census. Current Population Survey, March 1981; and Valerie A.
ll’grg?nick The Cutlook for Industry Output and Employment Through 1990. Bureau of Labor Statistics (BLS). Mom Labor Review, v. 104, August

Over 70 percent of the projected overall increase in employment
also is expected to occur in three occupations in which many elder-
ly currently work (see table 3). These occupations—service, profes-
sional-technical, and clerical—are the three largest employers of
the elderly today.

TABLE 3.—EMPLOYMENT BY OCCUPATION, CALENDAR YEARS 1981 AND 1990

1981 1990, 3 Phrojectegi Avlerage .

Oocupation - , ? change in annual perg:en

G+ Mags WS qpy e
All occupations (in thousands of persons) ................cee 3,119 107,348 123,775 16,403 16
Distribution (in percent) 100.0 100.0 1000 oo
Professional-technical 133 157 16.6 3m 23
Managers-administrators ..................c....covcveemmneccrions 132 11.2 88 1173 —11
Sales 10.3 6.2 6.7 1,652 25
Clerical 141 184 18.6 3,211 17
Craftsmen 13 12.8 12.1 1,209 9
QOperatives 8.9 144 137 1,570 L1
Nonfarm laborers 39 47 5.8 2,182 41
Private household 41 1.2 8 —325 -31
Service 16.3 13.0 15.0 4,554 3.2
Farmworker 8.6 24 19 -3i4 —14

*Employment levels are averages of BLS low and high-1 employment forecasts.

Sources: CBO tabulations based on U.S. Department of Commerce, Bureau of the Census, Current Population Survey, March 1981: and Max L.
Carey. Occupational Employment Growth Through 1990. Bureau of Labor Statistics (BLS). Monthly Labor Review, v. 104, August 1981

Those industries and occupations employing the largest numbers
of elderly in 1981 are also the same as those that had the largest
absolute growth in employment during the previous decade. The
service and trade industries together accounted for over 50 percent
of industry employment growth; and the professional-technical,
manager-administrator, clerical, and service occupations represent-
ed 75 percent of occupational employment growth.

3. THE GROWING NUMBER oF UNEMPLOYED OLDER PERSONS

Older workers age 55 and over generally experience unemploy-
ment rates under the national average. In December 1983, 4.9 per-
cent of the civilian labor force age 55 and over was unemployed—
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compared to 8.6 percent for those age 54 and younger. But older
workers who lose their jobs for various reasons including plant
closing, business mergers, and economic conditions have more diffi-
culty becoming reemployed. In searching for new employment,
older workers have to compete against younger persons with more
recent education and training. They may be seeking higher wages
and salaries than those with less experience and the cost of their
fringe benefits such as insurance and pensions may be higher.

As a result of the above factors, the length of unemployment
tends to be longer for older workers. People age 55 and over are
out of work on the average nearly 20 weeks before being reem-
ployed. That is 23 percent longer than the 15.5 weeks between jobs,
on the average, for all unemployed Americans. (While the youngest
workers have the highest unemployment rates, they are out of
work the briefest periods of time—an average 14 weeks for those
age 20 to 24, 10 weeks for those age 16 to 19.)

4. PART-TIME EMPLOYMENT 3

Despite the trend toward early retirement, surveys consistently
show that there is a strong interest among older people in continu-
ing some form of work after retirement, usually part time. Al-
though the interest exists in part-time work, there is a contradic-
tion between the interest and what appears to be the reality of lim-
ited part-time employment opportunities.*

According to a 1981 Harris survey, older workers, especially
those age 65 and over, desire and seek part-time work. Interviews
with older persons revealed signs of a constant, perhaps increasing,
emphasis on their wanting to remain active in society, primarily as
paid employees. Seventy-eight percent of the employed persons re-
sponding would like to continue part-time jobs.

However, evidence from research conducted in 1983 by the
Public Research Institute for the National Commission on Employ-
ment Policy indicated that, despite statements by older workers
that they have a strong interest in part-time work, in most cases
retirement is sudden and complete. Most older workers retire com-
pletely without a transition period of part-time work. This explana-
tion for sudden retirement is supported by a wide variety of evi-
dence: (1) The employment costs themselves, (2) the lower pay for
part-time workers, (3) the scarcity of part-time jobs for workers of
all ages, (4) the prevalence of layoffs rather than reduction in
hours among married women and students, and (5) the concentra-
tion of part-time work in low-wage industries.

The study found that older workers are likely to retire complete-
ly rather than work part time because of low compensation for
part-time work. The study concluded that this would be true even
if: (1) There was a reduction of employment cost (such as the em-
ployer’s social security contribution), (2) the social security earn-

3 Part-time work is defined by the Department of Labor as ranging between 1 and 34 hours
per week. These data are not seasonally adjusted.

+In 1983, 832,000 male workers and 709,000 female workers age 65 and over worked part
time. Those who do work part time are usually self-employed. Among those employed-by: others,
part-time workers are concentrated in particular industries—agriculture (32 percent); finance,
insurance, and real estate (24 percent); and personal service (28 percent). They are least common
in manufacturing (6 percent), transportation/communications and public utilities (10 percent).
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ings limit was removed, or (3) a subsidy existed for hiring older
workers.

5. THE EARLY RETIREMENT TREND

Age 65 may be the stated norm for retirement, but it is becoming
the exception, in fact. Most older workers are claiming retirement
benefits at age 62.

In recent years, public attention has focused on early retirement
because of its costs to social security. In the Social Security Amend-
ments of 1983, Congress sought to encourage delayed retirement by
gradually raising the age at which full social security benefits can
be received to age 67 from age 65 and by gradually increasing the
benefit 8 percent a year for each year retirement is delayed.

However, based on research conducted for the National Commis-
sion for Employment Policy by Fields and Mitchell, the effects on
retirement patterns of such a change will be minimal—increasing
the average retirement age by only about 3 months. While the leg-
islation did increase the incentives for later retirement, the study,
which analyzed how older people responded to incentives in the
past, indicates these new incentives by themselves are not great
enough to change retirement patterns very much.

The authors, in their paper “Restructuring Social Security: How
Will Retirement Ages Respond,” investigated a variety of incen-
tives that could be incorporated in the social security legislation,
including raising benefits for later retirement. The study found
that other options, such as reducing early retirement benefits,
would also have little effect on most workers’ retirement age.

People retire at a given age for a variety of reasons—such as
health availability of private pension benefits, social expectations,
and long-held plans. The increase in social security benefits that
occurs when retirement is delayed is only one of these.®

A provision in the Social Security Amendments of 1983 calls for
the Secretary of Health and Human Services (HHS) to study the
law’s implications for workers who, because they are engaged in
physically demanding jobs or are unable to extend their working
careers for health reasons, may not benefit from improvements in
longevity. A full report, including any recommendations for provid-
ing protection against risks associated with early retirement due to
health reasons, is due to be submitted to Congress by January 1,
1986.

B. EMPLOYER DISINCENTIVES TO CONTINUED
EMPLOYMENT

The Age Discrimination in Employment Act (ADEA) prohibits
mandatory retirement until age 70. However, the combination of
the recession’s impact of increasing labor supply and the relative
costs of employing older versus younger workers has led employers
to offer very strong “inducements” for workers to retire early.

® Fields and Mitchell. Restructuring Social Security: How Will Retirement Ages Respond. Part
of Research Report Series for the National Commission on Employment Policy. Summer, 1983.
Executive Summary.
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Costs oF EMPLOYING OLDER WORKERS

There is a dearth of empirical information to discern whether it
costs more to employ older workers than younger workers. But a
general impression persists that older workers are more expensive
and may be inhibiting employers from encouraging employment of
them. The higher costs that would have to be borne are in such
areas as compensation, health and life insurance, and workers’
compensation if more older workers were in the picture. In some
cases, pension plan costs would be much higher for a worker who
retired at age 70 instead of age 65.

Employers’ concerns about the rising cost of providing health in-
surance to older workers may be valid. In the last decade there has
been an increasing trend by the Federal Government to seek ways
to curb the rising costs of medicare. One such proposal to limit
costs, included in the Tax Equity Act of 1982 (TEFRA), legislated
changes in medicare coverage for older workers. This change was
prompted primarily by the desire to save medicare expenditures.
Since January 1983, employers can no longer advise workers that
they are to be dropped from company group health insurance plans
at age 65 because they are eligible for medicare. TEFRA requires
that company plans bear the primary insurance costs of an illness;
medicare may pick up some of the costs not covered by the compa-
ny plans.

The TEFRA requirement will raise employer costs in two ways.
First, costs will rise for employees age 65 through 69 who previous-
ly were covered by employer plans, because these plans now are
the primary payer of benefits rather than supplementing medicare.
Second, employees age 65 through 69 who previously were excluded
from employer health plans must now be covered if the employer
offers a plan to any employees.

A report released in June 1983, by ICF, Inc., estimated that
about 434,000 private sector workers age 65 through 69 (about 37
percent of all private sector of this age) will be affected by these
changes, at a total cost to employers of about $500 million. About
286,000, or 66 percent, of these workers were previously covered by
employer plans. The additional health plan costs for these workers
are estimated to be about 8 percent of their total compensation
costs before the amendments. About 148,000 workers who were pre-
viously excluded are likely to be covered by employer plans. The
health plan costs of these workers is estimated to be about 13 per-
cent of their total compensation costs before the amendments. The
study concludes that these changes may initially reduce the
demand for workers of this age by about 1 percent.

According to the Wall Street Journal, some insurance companies
are taking into account the number of older workers in a firm
when quoting group rates for workers. This is particularly a prob-
lem for small firms where most older workers are employed. The
article states that insuring small groups has been a losing proposi-
tion for large insurers because of cutrate competition from-smaller
insurers and the escalating medical costs that have caused health-
insurance claims to soar. Companies that still cover small groups
are being more selective, refusing to insure groups with more than
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a few older employees in them.® If employers were to ask insur-
ance companies for policies with unreduced benefits for older work-
ers, the costs would be much higher, and some employers are likely
to resist assuming this additional cost of labor.

Because of the lack of information on employment costs of older
workers, the Senate Aging Committee along with the Employee
Benefit Research Institute will, in 1984, conduct a study on “The
Costs of Older Workers.” The study will document specific cost
areas including direct compensation, various employee benefits,
turnover, and work options. The study will review cost issues from
a broad human resources perspective and will discuss such issues
as performance and productivity.

C. CORPORATE INCENTIVES TO EARLY RETIREMENT

Most of the incentives in the present pension system are incen-
tives to early retirement. The decision to offer an attractive “out’
to an older employee is often considered a necessary tradeoff for
the maintenance of jobs for younger workers. Employers encourage
early retirement by allowing better than actuarially fair benefits to
be paid to early retirees for a few years until social security pay-
ments are available. Some employers offer pension “supplements”
to their employees which are paid to a pensioner until social secu-
rity benefits become available. The retirement income remains
about equal as social security replaces the supplements. The sup-
plements make the retirement decision an economically feasible
one far before it would have been otherwise. Employers may also
offer the “open window” or “golden handshake” option which
offers the employee a very attractive lump-sum benefit and early
pension benefits in exchange for the employee’s early retirement.
The open window has also come to be associated with coercive
action on the part of the employer when attempting to retire older
workers.

Examples of these types of plans, as cited in the BNA Weekly
Reporter, follow:

1. ALumINUM PRODUCERS

Three major aluminum producers reached agreement with two
unions on new 3-year contracts that include provisions for special
early retirement incentives. The firms agreed to a plan to give
older employees an incentive to retire early. Under the provision,
employees who are at least 60 years old with 30 years of service
(often referred to as “30 and out”), and who were due to retire in
June or July 1983, receive a special $400 per month pension supple-
ment for 1 year or until they reach age 62. About 700 workers were
eligible to choose the option.?

¢ Wall Street Journal. Wednesday, Nov. 21, 1983. p. 27.
7 Bure;u of National Affairs, Inc. BNA Weekly Reporter, Washington, D.C. v. 10, June 6,
1983. p. 977.
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2. TRANSPORT WORKERS/ AMERICAN AIRLINES

Members of the Transport Workers Union ratified a 3-year con-
tract at American Airlines that also included a special early retire-
ment provision.

Under the contract, employees between the ages of 50 and &5
with 15 years of service would receive a supplemental retirement
benefit of $5,000 per year, provided they retired by April 1, 1983.
Regular early retirement would begin at age 55 under the special
early retirement provision.

In an effort to trim employment rolls, the parties also agreed to
a severance benefit of $10,000 for any employee who leaves Ameri-
can, regardless of age or seniority.®

3. CWA-GTE

The Communications Workers of America and General Tele-
phone of California ratified a 3-year contract in early 1983, with
features to encourage older employees to retire early.

The contract included two different plans to soften the effect of
layoff or termination on employees. Under the plan, workers with
20 or more years’ service whose jobs were eliminated because of
technology were entitled to their full service pension plus an addi-
tional $200 to $400 per month for up to 4 years of separation. The
employees were also eligible to receive an additional $3,000, which
they could elect to receive in one of three ways: (1) as payment
‘toward their medical insurance premiums for up to 4 years after
separation, (2) as reimbursement for successful completion of a re-
training course in another field, or (3) as a reimbursement for
moving expenses.®

D. FEDERAL INCENTIVES AND DISINCENTIVES TO
CONTINUED EMPLOYMENT

The Federal Government significantly influences the work and
retirement decisions of older persons. The increasingly earlier utili-
zation of social security and private pension benefits and the con-
tinuation of mandatory retirement practices have recently led Con-
gress to examine whether the Federal Government provides too
great an incentive to retire early, and whether there are too many
disincentives to continued employment.

1. MANDATORY RETIREMENT

The Age Discrimination in Employment Act (ADEA) of 1967 pro-
hibited employment discrimination against persons aged 40 to 65.
The upper age limit was set at 65 because it was the common re-
tirement age in U.S. industry and the normal retirement age for
full social security benefits. In 1978, the act was amended to extend
protection beyond age 65, without any age limit for employees of
the Federal Government and until age 70 for most other workers.
At present, 28 million persons—7 out of every 10 workers between
the ages of 40 and 70 are protected by the ADEA.

8 Ibid. v. 10, Mar. 14, 1983. p. 640.
9 Ibid. v. 10, Apr. 11, 1983. p. 462.
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According to the Department of Labor (DOL) the major short-
term impact of the 1978 ADEA Amendments was to force employ-
ers to raise their mandatory retirement age limits. The total long-
term impact will likely be determined largely by changes in other
Federal retirement policies and future economic performance. (See
section E of this chapter for further anaiysis of the ADEA).

2. SocIAL SECURITY

The compromisés that resulted in the Social Security Amend-
ments of 1983 (Public Law 98-21) clearly point in the direction of
longer worklives in the future. In the long run, older workers will
be encouraged to remain in the labor force through an increase in
the penalty for early retirement, an increase in the age at which
full retirement benefits are paid, an increase in the delayed-retire-
ment credit, and a reduction in the penalty on earnings after re-
tirement.

(A) INCREASED PENALTY FOR EARLY RETIREMENT

The early retirement age will remain 62—60 for widows—but the
actuarial reduction factor for early retirement will increase due to
the increase in the full retirement age. For those retiring at age 62,
the reduction factor, now 20 percent, will rise to 30 percent. Medi-
care benefits will continue to be available at age 65.

(B) INCREASE IN AGE ELIGIBILITY FOR FULL BENEFITS

The age at which full social security retirement benefits will be
paid will rise from 65 to 67 in two stages. For those who reach age
62 beginning in the year 2000, the retirement age will increase by 2
months a year until it reaches age 66 for those turning 62 in 2005.
For those reaching age 62 beginning in 2017, the retirement age
will again increase by 2 months a year until it reaches 67 for those
turning 62 in 2022. Thereafter, the retirement age will remain at

(C) INCREASE IN THE DELAYED RETIREMENT CREDIT

Beginning in 1990, the delayed retirement credit, an adjustment
to monthly benefits that compensates workers who defer receiving
benefits after the normal retirement age of 65, will gradually in-
crease. The current credit of 3 percent per year provides less than
a full actuarial increase in benefits, resulting in a benefit loss to
workers who delay retirement. The new provision raises the credit
by one-half of 1 percent every other year until it becomes an 8 per-
cent annual credit for workers reaching age 65 after 2007. An 8
percent credit is the equivalent of a full actuarial increase and
should eliminate the current penalty for delayed retirement.

(D) REDUCTION IN THE PENALTY ON EARNINGS AFTER RETIREMENT

Beginning in 1990, beneficiaries aged 65 and older will lose $1 in
social security benefits for every $3 in earnings above the exempt
amount—$6,600 in 1983—rather than $1 for every $2 at present.

From the perspective of the older worker, the earnings limit cur-
rently penalizes continued work by making benefit receipts condi-

30-629 O—84—19



218

tional on at least partial labor force withdrawal. In 1983, retirees
65 to 71 lost $1 in benefits for each $2 they earned above the
exempt amount $6,600; retirees 62 to 64 lost the same amount for
earnings above $4,400. This is equivalent to a tax of 50 percent on
those extra earnings, in addition to the social security payroll tax
and Federal and State income taxes. Benefits are not reduced by
the amount of unearned income—including dividend and interest
income from investments and private pension benefits.

The tax-free status of social security and parts of some pension
benefits have been important factors in the thinking of older
people about working again. They hesitate to lose tax-free benefits
in return for taxable wages, and most of them do not believe they
could net enough wages after the loss of benefits to bring them
more income. :

3. NONACCRUAL OF PRIVATE PENSION BENEFITS AFTER AGE 65

Under the present interpretation of the 1978 amendments to the
Age Discrimination in Employment Act (ADEA), pension plans reg-
ulated under the Employee Retirement Income Security Act
(ERISA) are not required to continue accrual of pension credits for
employees who work beyond normal retirement age. Presently, 50
percent of the plans covered by ERISA do accrue benefits after age
65. Assuming the mandatory retirement limit of age 70 was re-
tained and private pension plans were required to continue accrual
of pension credits, an estimated 50,000 more workers age 60 to 70
would be employed by the year 2000. If the age 70 limit was re-
moved as well, a total of 68,000 more men age 60 to 70 probably
would be in the work force by that year.!° These statistics suggest
that the discontinuation of pension benefit accruals are a signifi-
cant disincentive for continued employment beyond age 65 for a
least a portion of the work force.

After the 1978 amendments to the ADEA, the Department of
Labor (DOL) published an interpretive bulletin on the act in May
1979. Section 4(f)(2) of the DOL interpretation allowed employers to
cease pension contributions and crediting for active employees who
work beyond the normal retirement age specified in their pension
and retirement plans. Specifically, these rules interpret the ADEA
to permit pension plans to: (1) Cease employer contributions at
“normal retirement age”’ (65 years of age under most plans); (2) not
credit years of service, salary increases, and benefit improvements
which occur after an employee reaches the normal retirement age
specified in the plan; and (3) not adjust actuarially the benefits ac-
crued as of normal retirement age for an employee who continues
to work beyond that age (29 C.F.R. 860.120).

Shortly after the publication of these interpretations, the admin-
istrative and enforcement authority under the ADEA was trans-
ferred from DOL to the Equal Employment Opportunity Commis-
sion (EEOC). The EEOC commenced a review of the factors rele-
vant to the DOL interpretation by requesting public comments on
the continuation of present practices (see, 48 F.R. 41436, Sept. 15,

19.S. Dept. of Labor. Interim Report: Studies on the Effects of Raising the Age Limit in the
Age Discrimination in Employment Act. December 1981, p. 223.
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1983). Numerous groups and individuals responded to the request,
providing the EEOC with hundreds of pages of information, most of
which supported prohibiting employers from discontinuing pension
benefit accruals at the normal retirement age. EEOC was continu-
ing to evaluate the public responses as 1983 came to a close.

Proponents of continued pension benefit accruals beyond normal
retirement age have argued that the DOL/EEOC interpretations,
insofar as they permit pension benefits to be frozen or suspended,
are contrary to ADEA’s policy promoting employment of older per-
sons by prohibiting employer discrimination against older employ-
ees because of their age. Reversing the 1979 interpretation would
advance the individual civil rights of older employees by treating
older workers as individuals and not as members of a disadvan-
taged group. From this viewpoint, freezing pension benefits at
normal retirement age confers an undeserved windfall on employ-
ers. They suggest that the purpose of pension plans, to increase the
retirement income of the elderly, could be furthered- at little or no
increased marginal cost to the employer by extending the accrual
of pension benefits beyond normal retirement age.

Supporters of the current interpretations oppose any change in
the status quo on the grounds that a change in the rules would cost
employers an exorbitant amount of money. Employers argue that
when the Employee Retirement Income Security Act (ERISA),
which regulates private pension plans, was enacted, Congress un-

-equivocally determined that retirement plans would not be re-
quired to recognize employment beyond normal retirement age
either by accruing benefits or by actuarial adjustments to existing
benefits. Further, they suggest that section 4(f)2) of ADEA author-
izes certain reductions in employee benefits on the basis of age. If
this viewpoint is correct, and the ADEA amendments were not in-
tended to change the intent manifested by Congress at the time
ERISA was passed, then legislation will be necessary to require em-
ployers to continue benefit accruals.

Although the continued accrual of pension benefits would repre-
sent an increased cost for employers who presently freeze benefit
accruals at normal retirement age, several factors suggest that re-
quiring continued accruals would not overburden affected employ-
ers. At present, half of all plan sponsors already permit continued
accrual, apparently without putting an undue strain on their plan.
This is largely due to the employers’ ability to fund such continued
accruals over the entire length of an employee’s career, spreading
out the cost to make it more manageable. Recent employment
trends have shown a preference amongst many employees for early
retirement rather than extended employment. It is unlikely that
an employer would be faced with large numbers of employees wish-
ing to work beyond normal retirement age.

In a 1983 National Opinion Panel Survey conducted by the Inter-
national Foundation of Employee Benefit Plans, 78 percent of the
123 panelists responding felt that employers should be required to
continue pension plan contributions for employees who choose to
work beyond age 65. Summing up the majority opinion, an anony-
mous panelist said:
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So long as one is employed in regular work, regardless of
age, he or she should be entitled to full benefits, pension,
or otherwise.

Some panelists felt that a more workable approach should be op-
tional and voluntary, the survey found. An employee should be en-
titled to pension (profit-sharing) contributions from the time of
minimum participation age is reached and for as long as the em-
ployee continues to work, but should not have to start receiving
benefits before retirement, according to the survey.

The Senate Aging Committee plans to examine the pension ac-
crual issue further in 1984. The committee will sponsor research to
determine the actual cost of requiring employers to continue accru-
al of retirement benefits beyond the normal retirement age.

E. PRIVATE SECTOR UTILIZATION OF EMPLOYMENT
OPTIONS

The desire of older workers to stay on their jobs with reduced
hours has been a major factor in the changing attitudes and poli-
cies favoring alternative work scheduling. As mentioned earlier,
permanent part-time work is becoming the favorite option of older
employees.

Employers too, may benefit from alternative work option pro-
grams such as flextime and shared time. However, many, if not
most, of the programs are experimental in nature, have been intro-
duced by only a small number of firms, and have relatively few
participants. Generally, the programs are unrelated to other per-
sonnel and employee benefit policies—which may explain the rela-
tively low participation rates. Work options programs usually are
not lilnked with an overall human resources management ap-
proach.

With the advent of new work schedules in our society, some new
descriptive terms have developed:

—Job sharing: Two workers share the responsibilities and bene-

fits of one full-time job, each working part time.

—Flextime: Starting and quitting hours are chosen by workers
themselves within limits set by management. Usually the
entire staff is present during “core” hours, such as from 10
a.m. to 3 p.m.

—Work sharing: As a means of preventing layoffs and reducing
employment during times of economic hardship, employees vol-
untarily reduce their working hours temporarily.

—Permanent part time: Employees work less than the standard
40 hours a week but receive better wages and benefits than
what are traditionally associated with part-time work. Perma-
nent part time often extends into management and administra-
tive positions and employees receive pro-rated benefits.

—Compressed workweek: Workers put in their total hours in
fewer days, such as 4 10-hour days instead of 5 8-hour ones.

—Flexi-place: Employees work at home or at other offices near
their homes to cut down on commuting time.

—Job redesign: Instead of laying off aging workers or those with
physical limitations, work stations and tasks are redesigned to
accommodate physical problems workers may have or develop.
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These alternative work options are most viable when recognized
as mutually beneficial by the employer and the older worker.

1. CoRPORATE USE OF EMPLOYMENT ALTERNATIVES

Progressive business and corporate leaders are acutely aware of
the changing structure of the American labor force. Coupled with
responses to recent legislative changes concerning mandatory re-
tirement, this awareness of the growing number of older workers
has been translated into policy changes at the level of the individu-
al company.

These policy changes and their resultant trends within compa-
nies were analyzed and prepared in two papers for the National
Commission for Employment Policy and released in 1982, repre-
senting the most current “state of the art.” The first report,
“Emerging Employment Options for Older Workers: Practice and
Potential, An Evaluation,”!! gives information concerning the
structure of employment options, the key employer, and public
sector policy variables influencing decisions to use options, and the
form of such options. Managers responsible for the design, adminis-
tration, and modification of programs providing special employ-
ment options for older workers were interviewed. Policymaking
managers in Government were contacted to ascertain the role of
Government institutions in influencing public and private employ-
er decisions in providing options for older workers.

The second report, “Innovative Employment Practices for Older
Americans,”!? expands, analyzes, and evaluates innovative program
information collected as part of the national older worker informa-
tion system, a computerized system funded by the Administration
on Aging, containing information about innovative employment -
practices for middle-aged and older adults. Highlights of each ex-
ecutive summary of each report follows:

Emerging Employment Options for Older Workers: Practice
and Potential, An Evaluation

Helping older Americans to continue working, or return
to work, is an issue of mutual concern to Federal, State,
and local governments, to employers, and to the aged
themselves, each for different reasons. The government is
concerned with insuring adequate income and quality of
life for the aged, as well as reducing dependence on public-
welfare. Private sector employers are interested in employ-
ment options because they are experiencing a growth in
the number of older employees, because they desire to pro-
mote a positive image of themselves, and because older
workers can, in some cases, be more productive. Further-
more, as the number of skilled workers entering the work
force decreases, retaining older workers may be essential.
Public sector employers have some of the same concerns,

11Gollub, Henton, and Waldhorn (SRI International), and Pul, Andrus Gerontology Center,
U.S.C. Emerging Employment Options for Older Worders: Practice and Potential, An Evalua-
tion. National Commission on Employment Policy. Washington, D.C., 1982.

2Root, Zarrugh, University of Michigan. Innovative Employment Practices for Older Ameri-
cans. National Commission for Employment Policy. Washington. D.C., 1982.
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but report that they are introducing changes in work ar-
rangements more in response to pressure from the legisla-
tive and executive branches, and to some extent, unions,
than out of concern for the efficiency of their operations or
the welfare of older workers.

Overall, the context has been set for broader develop-
ment of employment options for older workers. Regulatory
policies, administrative changes, and experimentation with
new models of employment assistance have established a
framework on which more concerted efforts can be built.
However, little linkage exists between the employment de-
cisions of public and private employers and program activ-
ities designed to promote such employment options for
older workers. At this point the need is to build on the suc-
cessful innovations that have been developed, by promot-
ing more systematic policy change that is sensitive to the
conditions facing business, by spreading the concepts of
new ways to work, and by encouraging better methods of
linking older workers with labor market opportunities.

In order to develop policy strategies for Federal, State,
and local governments that will help stimulate the avail-
ability of employment options for older Americans, an un-
derstanding of the practices of employers and how they
are affected by the evolving policies of State and local gov-
ernments is needed. To address this need, SRI Internation-
al and the Andrus Gerontology Center at the University of
Southern California carried out an evaluation of employer
options for older workers and an analysis of State and
local policy actions to encourage such options, to help de-
velop a foundation for improving strategies.

The study, carried out under a contract from the Nation-
al Commission on Employment Policy and the Department
of Labor, included two research activities: An evaluation of
seven types of work options for older workers in a sample
of 25 business and government employers, nationwide, fo-
cusing on analysis of their program objectives, implemen-
tation requirements, and program consequences; an analy-
sis of the policy actions taken by 15 State and 15 local gov-
ernments in the areas of regulation and deregulation, tax
policy change, program innovation, administrative reform,
and public-private collaboration.

To accomplish the objectives of a broad strategy to in-
crease employment options for older workers, policies at
the Federal, State, and local levels could be developed.
These might include:

Federal level —Move beyond regulatory changes, such as
eliminating mandatory retirement, perhaps emphasizing
this at the State level. Consider tax credits for employer-
provided training, or deductions for educational costs to
the individual older adult. Insure that training employ-
ment programs, particularly those emerging under the Job
Training Partnership Act, include older workers. Help
such programs build on existing experience. Disseminate
new work concepts about older adults. Develop employ-
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ment brokerage services for the older worker. Promote de-
velopment of national and local public-private partner-
ships to bring private resources and awareness to focus on
older worker issues.

State level. —Build on past State regulatory innovation
in ways sensitive to business conditions, particularly elimi-
nating mandatory retirement and enabling permanent
part-time work. Tax policy change is not likely to be an
area of practical action, but linking older workers to assist-
ance provided under economic development programs in
the community may help. Developing State-level policy
agendas should be a concern, emphasizing changes in regu-
latory and administrative practices in civil service—includ-
ing job application procedures, eligibility, and job classifi-
cation—and linkage of education systems to labor market
needs. Using existing State resources in new ways should
help expand existing services for older workers. States
should consider working with private employers more in
examining older worker issues, and encourage private in-
dustry councils to have older worker committees.

Local level. —There is a low probability that local regula-
tory or tax policies could be a useful area of activity, al-
though some local jurisdictions may be more progressive
than States. Administrative reforms seem to be a way to
make the public employment system more helpful—by in-
creasing job access, and by helping to redefine how public
programs provide employment services to older adults.
Program innovation in partnership with business should
be a priority, including education of employers and older
workers, as well as development of new types of brokerage
services to fill labor market gaps.

Nonprofit sector.—Serve as a convenor and facilitator of
business, government, and community interaction, as well
as help develop and disseminate needed information to em-
ployers and older workers. Provide support for innovative
models of employment service that have already been es-
tablished.

Better linkages between public and private change al-
ready under way through education and brokerage of older
workers, and appropriate changes in policies at different
levels, can increase the array and quality of employment
options open to older workers.

Innovative Employment Practices for Older Americans

Many companies recognize the importance of older per-
sons in the labor force, but barriers still exist which limit
their productive employment. Negative stereotypes may
influence hiring and promotion decisions and training op-
portunities to upgrade skills may be closed off. Minor dis-
abilities may interfere with work routines and there may
be limited options for part-time employment which grows
in importance with age.
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In this paper, we examine private sector employment
programs/practices which are intended to increase employ-
ment options for older workers. Using the University of
Michigan national older workers information system
(NOWIS), a computerized information system containing
descriptions of company programs/practices for older
workers, an illustrative range of private sector approaches
are analyzed to determine the extent to which different
employment problems are addressed and how these pro-
grams/practices meet the personnel needs of the compa-
nies involved.

The analysis suggests that programs are successful when
they are symbiotic—benefiting both the worker and the
company. Approaches tend to focus on special programs to
use needed technical or professional skills and/or to
employ people for part-time or temporary work. Most of
the programs involve white-collar workers and those pro-
grams for blue-collar workers primarily address service oc-
cupations.

Social security policies, the regulation of employee bene-
fits, and the state of the economy have important implica-
tions for the employment of older workers. Private sector
programs can be expected to expand with the growth in
the proportion of older persons in the national labor force.
We can expect these efforts may be limited, however, to
situations in which a program or practice works to the
mutual advantage of the employer and the older worker.
This limitation may particularly affect blue-collar produc-
tion workers and nonclerical white-collar workers.

2. JoB TRAINING PARTNERSHIP ACT

The new Job Training Partnership Act (JTPA), enacted by the
97th Congress, went into effect October 1, 1983, establishing a na-
tionwide system of job training programs administered jointly by
local governments and private sector planning agencies. Although
the legislation itself specified no funding level for the new pro-
gram, Congress appropriated $2.974 billion for the 9-month transi-
tion period from October 1, 1983 to June 30, 1984, and $3.626 bil-
lion for the 12-month program year from July 1, 1984 to June 30,
1985. The legislation requires that JTPA operate on a program
year basis, running from July 1 to June 30 of each year, rather
than a fiscal year basis.

JTPA establishes two major training programs: Title II for eco-
nomically disadvantaged youth and adults, with no upper age limit;
and title III for dislocated workers, including those long-term un-
employed older workers for whom age is a barrier to reemploy-
ment. In addition, section 124(a—d) of JTPA establishes a statewide
program of job training for economically disadvantaged workers
aged 55 and older. Governors are required to set aside 3 percent of
their title II allotments for this older workers program. During the
9-month transition period, this setaside amounts to $42.5 million.
During the full program year, from July 1, 1984 to June 30, 1985,
the older workers’ setaside will be funded at $56.6 million. Nine-

N



285

month funding for the entire title II program (excluding the
summer youth employment program) is $1.415 billion; the program
year is funded at $1.886 billion. The title IIT program for dislocated
workers is funded during the 9-month transition period at $94.3
million; program year funding is $223 million.

The older workers program under section 124 of JTPA is meant
to be operated in conjunction with public agencies, private nonprof-
it organizations, and private industries. Programs must be designed
to assure the training and placement of older workers in jobs with
private business concerns. A preliminary look at the program by
the National Association of State Units on Aging indicates that
some State Governors are appointing their State units on aging to
administer the older workers’ setaside.

3. NUMEROUS RETRAINING ProprosaLs INTRODUCED

The 98th Congress shifted its attention from the training needs
of the economically disadvantaged (which led to enactment of the
Job Training Partnership Act in 1982), to the current and future
retraining needs of workers who are neither poor nor unskilled,
but who may be displaced from their jobs by changes in technology
and the needs of the labor market. Numerous bills were introduced
in the Senate reflecting this interest, although none was enacted.

Older workers who become dislocated would be among those eli-
gible for all of the following proposals, although age is not usually
used as an eligibility criteria. These proposals, sometimes con-
tained in a larger legislation, include: An expansion of the new
JTPA dislocated workers program (S. 493, Kennedy); tax incentives
for private employers to provide training for certain workers, in-
cluding those with obsolete job skills (S. 481, Specter; S. 1810,
Nunn; H.R. 379, Roe; H.R. 807, Gaydos); legislation to require de-
fense contractors to provide training as a condition of receiving
Federal assistance (S. 242, S. Rept. 98-181, Quayle); proposals to
expand training programs for workers displaced by imports under
the Trade Act of 1974 (H.R. 3391, H. Rept. 98-281, passed by the
House September 15, passed by the Senate November 18, Pease; S.
838, Metzenbaum; S. 749, Moynihan); block grants to States to be
used as payments to employers who hire and agree to train eligible
unemployed individuals, including those with obsolete skills (S. 649,
Hatch); a new vocational education grant program to provide train-
ing, retraining, and placement services for workers aged 45 and
older (S. 554, Pell); additional unemployment compensation for dis-
located workers in training programs (S. 1085, Specter).

Although older persons are often eligible for employment and
training programs, job retraining to equip workers for new jobs has
often been unavailable to older workers. More often than not, the
opportunity to participate in new learning experiences and retrain-
ing programs declines as a person approaches retirement. Reasons
for this have included a belief on the part of employers that it was
not worthwhile or cost effective to train older persons compared to
younger persons because of the expectation of shorter worklives.

However, there may be reasons to believe that new training is
complementary with previous training. That is, more highly experi-
enced workers can learn new skills in a shorter period of time,
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thus reducing marginal training costs. To the extent that the prior
experience of older workers makes them more trainable, the in-
.crease in marginal costs of training with age is reduced.

F. AGE DISCRIMINATION BACKGROUND

Age discrimination in employment continues to play a pernicious
role in blocking employment opportunities for older workers. It is
not a new problem. According to the Department of Labor, the
emergence of discriminatory employment practices for older work-
ers can be traced to the late 1800’s in the United States.’* The most
common of these practices were age limits for hiring and restric-
tive physical examinations. There is some evidence to indicate that
even at this time, negative attitudes about the capacities and pro-
ductivity of the aged were already common in the Nation. The de-
velopment of retirement as a social pattern in industry may have
served to enhance and legitimize employment discrimination prac-
tices despite early evidence that older workers were capable, con-
scientious and productive employees.*

Prior to 1920, age discrimination practices in employment were
justified primarily on the basis of the belief that “modern technol-
ogy” required substantial physical strength, agility, and endurance
which was generally beyond the capacity of older workers. The re-
quirements of industrial technology and efficiency were seen as
causing the employment problems of the older worker, and Jjustify-
ing early discharge from employment.

Despite the gradual publication in the 1930’s of industrial studies
that demonstrated the advantages of older workers in terms of pro-
ductivity, reliability, and physical capacities, limitations on em-
ployment of older persons persisted and grew largely because per-
sonnel managers and other corporate officials remained uncon-
vinced of the productive capacity of older workers. Rigid age limits
in hiring continued to be utilized to limit the number of older
workers in the labor force.

These conditions led to early studies of age discrimination, most
of which concluded that the technological environment combined
with pensions, group insurance, and workmen’s compensation,
were responsible for the continuation of discrimination practices.
Nevertheless, gradually and imperceptibly, a shift in beliefs about
age discrimination occurred, with negative stereotypes about older
workers becoming the dominant reason for the continuation of dis-
criminatory employment practices.

With the passage of the Social Security Act in 1935, retirement
as a social pattern gradually emerged in a society where age dis-
crimination was already widely practiced. While age discrimination
did not diminish in intensity, retirement permitted employers to
arrange the work force so that younger workers were predominant
and resulted in reducing the demand for employment by older
workers. Gradually, early retirement policies, accompanied by con-
tinuing discrimination in employment based on age, became a con-

12 Historical information in this section is from an unpublished paper prepared by the Employ-
ment Standards Administration. DOL.
1 Graebner, W., A History of Retirement, Yale University Press, New Haven, Conn. 1980.
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sistent and a significant social pattern which resulted in substan-
tial reductions in labor force participation by older persons.

1. AGE Di1sCRIMINATION IN EMPLOYMENT AcT oF 1967

The Age Discrimination in Employment Act (ADEA) was enacted
in 1067 to “promote empioyment of older persons based on their
ability rather than age; to prohibit arbitrary age discrimination in
employment; and to help employers and workers find ways of meet-
ing problems arising from the impact of age on employment.” The
act prohibited employment discrimination against persons aged 40
to 65. These age limits were chosen to focus coverage on workers
especially likely to experience job discrimination because of their
age. The upper age limit was set at 65 because it was the common
retirement age in U.S. industry and the normal eligibility age for
full social security benefits. '

Since 1967, the ADEA has been amended twice. The first set of
amendments occurred in 1974, when the provisions of the act were
extended to include Federal, State, and local government employ-
ers. Also, the number of workers in establishments and labor orga-
nizations covered by the act was reduced from 25 to 20.

In 1978, the act was amended to extend protection beyond age 65,
without any upper age limit for employees of the Federal Govern-
ment and until age 70 for most other workers. Regulations imple-
menting the 1978 amendments, however, specified that employers
are not bound to credit years of service worked beyond age 65 to
final pension benefit levels. This has and continues to be a disin-
centive to continued work beyond age 65.

Other features of the 1978 amendments were:

—No union or employer can arrange or collectively bargain for
early retirement prior to age 70 as the condition for participa-
tion in an employee benefit plan.

—Compulsory retirement was permitted for bona fide executives
and high policymakers at age 65.

—Colleges and universities were permitted to retire tenured em-
ployees at age 65 until July 1, 1982,

—A jury trial was authorized to determine issues of fact under
any ADEA action.

—An aggrieved party was allowed to file a charge of age discrim-
ination rather than a notice of intent to sue.

In eliminating the mandatory retirement age for Federal employ-

ees, exceptions were made for Federal prison guards, air traffic
controllers, foreign service officers, and some other special groups.

2. REPORT TO THE CONGRESS ON AGE DISCRIMINATION IN
EMPLOYMENT AcT STUDIES

The 1978 amendments also required the Secretary of Labor to
conduct an extensive study on the consequences of the new cover-
age provisions of the law. The study was to examine the effects of
raising the mandatory retirement age to 70, evaluate the probable
consequences of eliminating this age, and review the effects of ex-
emptions from the mandatory retirement age for tenured faculty
members and certain business executives. The results of this study
were submitted to Congress in a report at the end of 1982.
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The executive summary of the report states:

The Age Discrimination in Employment Act Amend-
ments of 1978 (Public Law 95-256) required that the Secre-
tary of Labor conduct an extensive study on the conse-
quences of the new coverage provisions of the law includ-
ing: (a) An examination of the effects of raising the upper
age limit under the act to 70; (b) a determination of the
feasibility of further extending or eliminating the age 70
limit; and (c) an examination of the effects of the exemp-
tions in the law permitting mandatory retirement of ten-
ured faculty members at institutions of higher education
and certain business executives. The 1978 study require-
ments were placed in the context of a general requirement
already in the ADEA, that the Department undertake an
appropriate study of institutional and other arrangements
giving rise to involuntary retirement and report findings
and any appropriate legislative recommendations to the
President and Congress. The amendments required that
the Department of Labor report study findings to Congress
in an interim report in 1981. Also, a final report on the
studies, including departmental recommendations, was re-
quired to be submitted in 1982.

In response to this requirement, the Department of
Labor initiated in 1979, an extensive series of studies de-
signed to produce information on the current and probable
future consequences of the 1978 ADEA amendments. Re-
search findings from most of these studies are summarized
in this interim report. These findings include information
on the labor force participation effects of mandatory re-
tirement, response of current workers and employers to
the increased mandatory retirement age, long-term projec-
tions of the consequences of mandatory retirement age al-
ternatives, and the effects of the ADEA exemptions for
tenured faculty at institutions of higher education and for
executives. The interim report presents the most impor-
tant research findings relevant to the major areas of con-
gressional concern—the effects of raising the upper age
limit in the ADEA to 70; the feasibility of extending or
eliminating the upper age limitation; and the effects of the
exemptions in the law for tenured faculty members and
certain business executives.

In conducting these studies, the Department of Labor
was concerned with both the impact of mandatory retire-
ment on individuals and the administrative and financial
consequences of the ADEA amendments for employers. In
addition the Department recognized that the retirement
decision is simultaneously influenced by mandatory retire-
ment policies, public and private pension policies, and per-
sonnel policies. The study findings in this report examine
the consequences of mandatory retirement policies in the
context of these other major factors influencing retirement
behavior.
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The Age Discrimination in Employment Act Amend-
ments of 1978 represented a substantial modification. of
the provisions of the act by extending the upper age limit
of protection under the act to age 70 for most private
sector and non-Federal public employees, prohibiting man-
datory retirement of covered workers under employee
benefit plans, and extending age discrimination protection
without an upper age limit to almost all Federal employ-
ees. In enacting these provisions, Congress was concerned
about potential consequences of increasing the mandatory
retirement age. The major areas of concern included: (1)
The possibility of an adverse impact on employment oppor-
tunities for younger and minority employees resulting
from large-scale retention of employment by workers after
age 65; (2) potential administrative burdens on employers;
(3) possible cost implications for pension plans; and (4) pos-
sible difficulties for universities and major corporations in
adjusting to the upper age limit of 70.

DEMOGRAPHIC AND RETIREMENT TRENDS

Two trends which have developed over the past 25 years
are of major significance in considering the potential ef-
fects of the Age Discrimination in Employment Act—popu-
lation aging and the decline in labor force participation by
older workers.

Under intermediate demographic assumptions, the 65
and over population will increase from 25 million in 1980
(11 percent of the total population) to 32 million in the
year 2000 (13 percent of the total population). The median
age of the population which was 28 in 1970, is now 30 and
will continue to increase. Contributing to population aging
is the gradual increase in life expectancy; medical ad-
vances in the future could result in even greater life ex-
pectancy leading to higher proportions of older persons in
the population. These trends will result in a gradual aging
of the labor force in the coming years.

While the overall population continues to age, labor
force participation by older workers has declined signifi-
cantly over the past 25 years. For men 65 and over, labor
force participation reached a new low of 19.3 percent in
1980 (28.5 percent of men 65 to 69 were labor force partici-
pants however). Declining participation was also occurring
for men 55 to 64 and 45 to 54 years of age. Labor force par-
ticipation by older women has been low but stable for
many years.

It is generally agreed that the increasingly earlier avail-
ability of social security and private pension benefits and
institutionalized mandatory retirement practices have led
to the development and continuation of the early retire-
ment trend and substantially lowered the labor force par-
ticipation of older workers. A continuation of this trend
will have two major consequences: (a) A substantially in-
creased retirement financial support burden for a smaller
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work force; and (b) weak incentives for older persons to
continue working in view of institutionalized mandatory
retirement rules and income availability from pension pro-
grams. Declining labor force participation by older workers
is of considerable concern since: (1) The economic position
of retired persons will be significantly affected by longer
periods of retirement and continued inflation; (2) early re-
tirement increases the financial strain on the social secu-
rity system and private pension programs; (3) shortages of
skilled labor could develop in certain industries and geo-
graphical areas; and (4) older persons’ preferences for part-
time employment are growing but labor demand is not suf-
ficient to satisfy their employment needs. For these rea-
sons the potential for reversing the decline in labor force
participation and raising or eliminating the mandatory re-
tirement age are important major public policy issues.

ESTIMATED NUMBER OF EMPLOYEES WITHIN SCOPE OF THE
ADEA

An estimated 73 million workers of all ages are em-
ployed by employers having 20 or more employees and are,
therefore, covered by the Age Discrimination in Employ-
ment Act. The exact number of these workers who are in
the 40- to 70-year-old group protected by the act is not
known. However, labor force data show that of the 105
million persons 16 years of age and older who were in the
civilian labor force in September 1980, 39 percent were 40
to 70 years of age. Applying this proportion to the estimat-
ed 73 million persons employed by covered employers,
yields an estimate of 28 million persons covered by the
ADEA or 7 out of every 10 persons aged 40 to 70 in the
civilian labor force.

The final report’s major recommendations include:

(a) Eliminating the mandatory retirement age in the ADEA
except for hiring and promotion where current law would
remain applicable.

(b) Retaining the business executive exemption in the ADEA
permitting compulsory retirement of certain executives at age
65 or over.

(c) Retaining a temporary exemption in the ADEA for ten-
ured faculty members permitting their mandatory retirement
at age 70.

(d) A congressional review of several important issues relat-
ed to pension benefit provisions, hiring and promotion of older
workers, and ADEA legal procedures; and

(e) Development of an information and technical assistance
program by the Department of Labor to improve employment
opportunities for older workers.

3. ENFORCEMENT OF THE ADEA

During the first 10 years after its passage, enforcement of the
ADEA was the responsibility of the Department of Labor.
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As a result of President Carter’s Reorganization Plan No. 1 of
1978, implemented on June 22, 1979, by Executive Order 12144, en-
forcement responsibility for the ADEA shifted from the Labor De-
partment to the Equal Employment Opportunity Commission
(EEOC). The purpose of this shift was to consolidate all Federal en-
forcement of job-regulated civil rights in one agency.

Since the Commission first assumed responsibility for enforce-
ment of the ADEA in 1979, the number of ADEA charges filed with
the Commission has grown from 5,374 in fiscal year 1979 to 18,087
in fiscal year 1983, an increase of 330 percent. ADEA charges have
also become a great proportion of the Commission’s total caseload.

However, the number of cases actually filed in court by the
EEOC under the age statute in the past 3 years is dramatically low
in comparison with the number of age charges filed. In 1983, 33
lawsuits were filed, compared to 26 in 1982 and 89 in 1981.

Because antiage discrimination enforcement activities are of
such critical importance, Chairman John Heinz initiated oversight
proceedings of the EEOC in 1981. The objective of the oversight
procedure was to examine the Commission’s enforcement activity
of the Age Discrimination in Employment Act since it assumed ju-
risdiction over the statute in 1979. The result of these proceedings
was an oversight report, “EEQC Enforcement of the Age Discrimi-
nation in Employment Act: 1979 to 1982.” This report represented
the first thorough congressional oversight of the ADEA.

Findings and recommendations to strengthen ADEA enforcement
made to the EEOC by the committee report included:

(A) DIRECTED INVESTIGATIONS

Findings: The Commission has undertaken virtually no directed
investigative activity under the ADEA. Instead, its resources have
been targeted almost exclusively at individual charge resolution.
As a result, directed investigations constituted less than 1 percent
of the Commission’s ADEA caseload in both fiscal years 1980 and
1981. In fiscal year 1980, the average number of directed investiga-
tions instituted per office was 3.8. The number of directed investi-
gations per office bore little or no relationship to the office’s charge
intake or caseload. Rather, the failure to institute significant num-
bers of directed investigations seemingly stemmed from inadequate
advance planning and insufficient priority attached to directed
work. In addition, various institutional procedures and require-
ments apparently operate as a disincentive to the initiation of di-
rected investigations.

The Commission claims that it has sustained an unanticipated
increase in charge filings under the ADEA, which necessitated con-
centrating its resources in the area of individual charge resolu-
tions. However, the increase in charge filings should not have come
as a total surprise to the Commission. Historically, there has been
an annual increase in title VII charge filings almost every year
since the statute’s enactment, thus, a certain annual increase in
ADEA filings should also have been expected. In addition, the 1978
amendments to the ADEA may well have generated a higher level
of public awareness, especially among older workers, as to rights
under the ADEA. Moreover, the Commission’s longstanding policy



292

under title VII has been to accept all charges filed, even those
which are dismissed for lack of jurisdiction. The Commission has
adopted the same approach with respect to ADEA charges. This ap-
parently is contrary to the former practice by DOL, where the
filing of a number of charges which were either nonjurisdictional
or appeared nonmeritorious were discouraged.

Recommendation: The ADEA’s intent could be advanced by a
more self-consciously directed program of investigation and target-
ed litigation rather than the reactive and limited litigation effort
which now characterizes the EEOC’s ADEA caseload.

(B) LITIGATION STRATEGY

Findings: Under title VII, the Commission operates an independ-
ent office of systemic programs, with staffing in headquarters and
the field, whose sole function is the development of systemic tar-
gets, investigation, and litigation of those cases. The Commission
attaches a high priority to these title VII systemic enforcement ef-
forts. By contrast, the Commission has dedicated no ADEA person-
nel or resources to the development of an ADEA systemic enforce-
ment program. Rather, all ADEA enforcement responsibilities are
consolidated into one age unit in headquarters, with corresponding
offices in the field. These units are not expected or required to ini-
tiate systemic ADEA investigations or to develop ADEA systemic
litigation targets. There is no apparent reasons for the difference
in treatment with respect to systemic enforcement between the
Commission’s title VII and ADEA functions.

Recommendation: The Commission should institutionalize an
ADEA systemic program and move promptly toward its implemen-
tation. When the enforcement function was transferred to the
EEOC, the age attorneys were moved into title VII units. While
they have always worked exclusively in the age areas, it may well
be that with the growth of the ADEA litigation docket, it would be
appropriate to create a separate age unit within the Trial Division.
The creation of a separate unit would give ADEA issues greater
visibility, facilitate monitoring, and effectuate the development of
policy through litigation. With the corresponding greater visibility
and significance that would attach to that unit, increased focus on
systemic activities would be likely to follow.

(C) INSTITUTIONAL EXPERTISE

Findings: The Commission risks losing its institutional expertise
in ADEA law as a result of internal reorganization which combines
title VII and ADEA functions at all levels. New charge-processing
procedures may have affected ADEA enforcement in two respects.
First, potentially strong enforcement vehicles may well be lost as a
result of the pressure to settle as many cases as possible early in
the process. And second, the extent to which the Commission has
formalized its ADEA enforcement procedures may have limited the
ability of investigators to negotiate findings of violations, since re-
spondents may resist entering into settlement negotiations until
they see whether the Commission will issue a formal letter of viola-
tion.
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Recommendation: The Commission should determine whether its
ADEA enforcement is being undermined by the reorganization and
take steps to restore and renew its authority and credibility. While
there is no question that the inflationary costs of litigation, coupled
with budget reductions necessitate some ‘‘belt-tightening”’ at the
Commission, neither of these considerations justifies a retrench-
ment of enforcement effort. The Commission needs to guard
against even the appearance of such a retreat from its statutory
mandate.

Accordingly, the preface to the report states:

As the proportion of older workers in the labor force
grows over the coming years, the Commission will be
called upon to become ever more sensitive to the employ-
ment rights of older workers. We also believe that the
Commission has a very important role to play in educating
employers, unions, and employees about the need to keep
older workers productive in society. This oversight report
both identifies existing problem areas and recommends
ways in which the Commission can improve its ADEA en-
forcement activity.

4. ADEA LEeGIsLATION INTRODUCED IN 1983

Several bills dealing with the ADEA were introduced in the
Senate in the first session of the 98th Congress although none was
enacted. These include:

S. 832, introduced by Senator Heinz and Senator Glenn,
would amend the ADEA to remove the 70-year upper age limit,
would allow compulsory retirement of tenured faculty until
July 1, 1998, and would delay the effect of the act for employ-
ees under collective bargaining contracts until January 1, 1987,
or until the contract runs out.

S. 1751, introduced by Senator Cranston, would remove the
existing 70-year age limit and would abolish the exemption for
those employed in executive or high policymaking positions.

S. 686, introduced by Senator Quayle, would amend the
ADEA to revise enforcement procedures, would remove the 70-
year age ceiling and would allow the compulsory retirement of
tenured college faculty members.

S. 2167, introduced by Senator Grassley, would assure that
the ADEA applies to employees who are U.S. citizens and
empioyed in foreign workplaces that are controlled by Ameri-
cans.

30-629 0—84——20



Chapter 7

SOCIAL SECURITY DISABILITY

OVERVIEW

In 1983, the social security disability insurance (DI) program was
the subject of continuing controversy and congressional attention.
As in 1982, the primary area of concern stemmed from the prob-
lems associated with the Social Security Administration’s (SSA) im-
plementation of the continuing disability investigations (CDI’s).
. The Social Security Disability Amendments of 1980 mandated

that SSA review the eligibility status of beneficiaries on the rolls at
least once every 3 years, except those designated “permanently dis-
abled,” who are reviewed once every 6 or 7 years. The periodic re-
views were to begin on January 1, 1982; however, on its own initia-
tive, SSA required State agencies to begin processing CDI's in
March 1981. Between March 1981 and June 1983, 946,000 case re-
views were completed, and 421,000 beneficiaries were determined
no longer eligible for DI benefits. In other words, 45 percent of
those subject to a CDI were terminated from the rolls. The high
termination rate, in conjunction with the fact that two-thirds of
those who appealed to an administrative law judge (ALJ) had their
benefits reinstated, led to concern that the CDI's were being ad-
ministered in an improper and unjust manner.

Specifically, critics charged that the CDI's were being conducted
hastily and haphazardly, and that the reviews simply did not
render accurate or valid conclusions about a beneficiary’'s capacity
to work. Though the problems with the disability review process
are very complex and multifaceted, controversy has centered on
four key issues: (1) The extent to which persons can be terminated
whose disabling condition has not improved medically since their
admittance to the rolls; (2) the manner in which medical evidence
is obtained and evaluated; (3) the great discrepancy in standards of
evaluation between State disability examiners and administrative
law judges (ALJ’s) and (4) the degree to which the mentally dis-
abled have been discriminated against by the CDI’s.

The various problems with the continuing reviews were the focus
of congressional hearings held by the House Ways and Means Com-
mittee, the House Select Committee on Aging, the Senate Commit-
tee on Governmental Affairs, and the Senate Special Committee on
Aging. Legislatively, numerous bills were introduced in 1983, in-
cluding two comprehensive reform bills, S. 476, and H.R. 3755 (now
part of H.R. 4170). However, no legislation passed both houses,
other than stopgap measures to extend the provision of benefits to
beneficiaries through the ALJ stage in the appeals process, a stipu-
lation mandated by Public Law 97-455, enacted at the end of 1982.

(294)
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Though Congress passed no legislation to halt the reviews, many
States, on their own initiative or by court order, declared morato-
ria on the reviews, or began administering CDI’s under guidelines
that differ from SSA’s official policy. At the end of the year, more
than half the States were either not processing CDI's, or were
doing so under modified standards. In response to public and con-
gressional criticism, the Department of Health and Human Serv-
ices (HHS) initiated a number of internal changes to improve the
CDI process.

It is clear that legislative efforts to comprehensively reform the
continuing eligibility review process will remain a hotly contested
issue in 1984. Further, the crisis created by State moratoria on the
reviews, and judicial rulings unfavorable to SSA, will have to be
addressed.

A. HISTORICAL DEVELOPMENT OF THE DISABILITY INSUR-
ANCE (DI) 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 contacts,
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.
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Only those very severely disabled by a catastrophic illness or
injury could qualify for benefits. A worker had to:

—DMeet an age requirement—age 50 or older.

—Have substantial and recent work under social security; that

is:

(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.

—ﬁclc;:pt 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. PrRoGRAM 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-
quireglents were met—resulted in 10 percent of applicants being
denied.

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
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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
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 ALJ’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 1960, 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 mental 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.
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4. SUPPLEMENTAL SECURITY INCOME (SSI) Program: 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
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
Total Disabled pe?c':fl?'g‘} s
Period:
1974 890,768 387,007 43
1975 702,147 436,490 62
1976 542,355 365,822 67 .
1977 . 551,510 362,067 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 S8l

Infective and parasitic diseases. 13 1.6
Neoplasms (cancer) 10.0 5.4
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 47
Diseases of the digestive system 3.0 2.1
Diseases of the musculoskeletal system 18.7 12.7
Accidents, poisonings, and violence 54 39
Other 28 31

Totat 100.0 100.0

t Includes mental retardation—13.1 percent
Source: U.S. Congress. Senate. Committee on Finance. Issues Related fo Social Security Act Disability Programs October 1979.
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5. OTHErR CHANGES IN 1972

In 1972, Congress also reduced the waiting period under the DI
program from 6 to 5 months, the only change ever made to the
length of the waiting period. But even more important, Congress
increased disability and retirement benefits by 20 percent, and pro-
vided, effective in 1975, automatically adjusted beneliis 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
{tn billions)

DI R\
Year:
1965 $L7 1904
1970 33 110
1973 6.0 116
1974 12 2.1
1975 8.8 31
1976 104 33
1977 119 36
1978 13.0 41
1979 14.2 43

1980 15.9 5.0
1981 17.7 56

1 Represents expenditures under the pre-supplemental security income, Staterun programs of aid to the blind and permanently disabied.

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-
dence rates for disabled worker beneficiaries from 1960 though
1982.
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TABLE 4.—PERSONS INSURED FOR DI AND RATES OF DISABILITY, 1960-82

Persons insured Awards per
for DI (in 1,000 insured

millions) workers
Calendar year: !
1960 46.4 45
1961 485 58
1962 50.5 5.0
1963 515 44
1964 523 40
1965 53.3 47
1966 55.0 5.1
1967 55.7 54
1968 56.9 48
1969 70.1 49
1970 724 48
1971 745 5.6
1972 76.1 6.0
1973 77.8 6.3
1974 804 6.7
1975 83.3 1.1
1976 85.3 6.5
1977 87.0 6.6
1978 89.4 5.2
1979 93.8 44
1980 95.6 41
19812 96.8 36
1982 2 98.7 3.0

1 January 1 of each year.
2 Prelim?nary.

Source: Office of Actuary, SSA, August 1983.

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 focal government employees disability retirement..............covvevee. 69 86 128 152
Private sector long-term disability retirement 1371 1570 1825 1800
Private sector long-term disability insurance 140 1100 1110

1 Figure highly approximate.
Source: President’s Commission on Pension Policy, final report, appendix, Ch. 40: Disability: A 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
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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-
grams of the Federal Republic of Germany and France in the early
1970’s, tapering off by the mid-1970’s.

B. CAUSES FOR GROWTU

Ay T

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-
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ing or too costly to implement. SSA spent several years updating
the listings, which were published in 1979.

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 ALdJ’s decision may request a
review by the appeals council, and 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
U.S. circuit court, and the case may even end up in the Supreme
Court.
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CHART 1
DISABILITY DECISIONMAKING
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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
?St; 8%16 first level. This percentage has risen steadily and tripled by

TABLE 6.—TOTAL DI ALLOWANCES: 1964, 1980

1964 1980
Number of Percent of Number of Percent of
awards fotal 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 25 66,000 210

Source: Social Security Administration.
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CHART 2
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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.

TABLE 7.—SELF-REPORTED INABILITY TO PERFORM USUAL MAJOR ACTIVITY AMONG MEN, AGE 45

T0 64
[In percent]
id not N
mmgg::ol high nggrg dﬁ}g"' rme sgllaogl
Year:
1969 106 0 s
1974 151 5.4 35
1978 171 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-
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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-

lc)ation, skills, experience, motivation, and the alternatives availa-
le.

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 Economic 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
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.
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CHART 3 -
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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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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.
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—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.

—Conduct experiments and demonstrations to test the effective-
ness 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 GAO and SSA reports released in 1981, indicating that
n;)eing 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. THE CURRENT PROGRAM

In 1983, there were 3.9 million DI beneficiaries (2.6 million of
whom were disabled workers). The average benefit for single dis-
abled workers was $441 a month; $841 per month for disabled
workers with dependents. Fiscal year 1983 expenditures on the DI
program were just under $18 billion.

Families of older workers are the primary beneficiaries of DI
benefits: 50 percent of disabled workers are between the ages of 55
and 64, and 73 percent of all disabled workers are age 50 to 64. (At
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age 65, all disability awards are converted to retirement benefits
automatically).

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. DisaBiLITY DECISION 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.

(3) 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,
the medical listings, the applicant is presumed to be disabled with-
out consideration of vocational factors.

30-629 0O—84——21
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(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.

CHART 5
BASIS FOR DISABILITY ALLOWANCES VOCATIONAL FAETORS
1960-1980 . £QUALS MEDICAL LISTINGS
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E. THE CONTINUING DISABILITY INVESTIGATIONS

As mentioned earlier, the 1980 amendments to the Social Secu-
rity Act mandated critical changes in the disability program. These
changes were intended to curb the rapid expansion in the program
experienced in the mid-1970’s, and to encourage beneficiaries to
return to work. A key provision in the legislation was the require-
ment that SSA review the continuing eligibility of beneficiaries at
least once every 3 years, except for the “permanently” disabled,
who are to be reviewed at an interval determined by the Secretary
of HHS (currently once every 6 or 7 years). The new law did not
provide SSA with any new administrative authority. Since the in-
ception of the program, SSA had the responsibility of continuously
monitoring the eligibility of beneficiaries on the rolls. The 1980
amendments simply established a minimum review requirement.
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It should be noted that this periodic review provision was not ex-
pected to yield significant savings until 1984. The CDI’s were in-
tended to begin on January 1, 1982, with their implementation pro-
ducing a net savings of only $10 million in the 4-year period be-
twgen 1982 and 1985.1

A General Accounting Office (GAQ) report issued in January
1981, estimated that as many as 20 percent, or 584,000, of the
beneficiaries on the DI rolls were either ineligible or receiving too
large a benefit payment.?2 The report claimed that SSA’s manage-
ment of the DI program was deficient, and in particular, that
SSA’s procedures for reviewing the disability status of individuals
who were likely to have improved were seriously flawed. Most indi-
viduals never had their eligibility reviewed; and of those that met
the criteria for reexamination, most were never actually rere-
viewed. GAO, after examining this record of poor management, rec-
ommended that SSA improve the effectiveness of the review proc-
ess, and expedite the CDI'’s.

On its own initiative, SSA accelerated the implementation of the
reviews -scheduled to begin January 1, 1982 to March 1981. SSA
witnesses at congressional hearings repeatedly cited the GAO
report, and congressional pressure (as witnessed in the 1980
amendments) as justification for this acceleration. However, it
should be noted that this decision was strongly influenced, if not
determined, by Office of Management and Budget directives to pro-
duce additional savings in the DI program.

The accelerated reviews were included as part of the Reagan ad-
ministration’s fiscal year 1982 budget initiatives, and involved re-
viewing 30,000 additional DI cases per month beyond the regular
review workload. In fiscal year 1980, SSA reviewed the continuing
eligibility of 160,000 beneficiaries; in fiscal year 1981, close to
260,000 CDI's were conducted. Once initiated, the volume of the
CDI's increased dramatically. Overall, between March 1981 and
June 1983, 946,000 case reviews were completed, and 421,000
beneficiaries were determined no longer eligible for DI benefits.

TABLE 8.—CONTINUING DISABILITY INVESTIGATIONS: SUMMARY DATA MARCH 1981 THROUGH JUNE

1983
[D! and SSI cases]
Initial State agency decisions
Period Total cases  Total decisions . ot
reviewed made Continuances  Terminations

March 1981 to Septerﬁber 1981 180,000 146,000 76,000 70,000
October 1981 to September 1982 497,000 435,000 240,000 195,000
October 1982 to June 1983 ! 457,000 365,000 208,000 156,000
Total 1,134,000 946,000 524,000 421,000

! Preliminary data. . . ) X
.?. Congress. Senate. Finance Committee. Committee print 98-93. 98th Cong., Ist Sess. Washington, U.S. Govt. Print. Off., September

Source: U
1983.

1 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., st Sess., Mar.
16, 1981. Washington, U.S. Govt. Print. Off,, 1981. .

2 U.S. General Accounting Office. More Diligent Followup Needed To Weed Out Ineligible
SSA Disability Beneficiaries. Report to the Cong'ress by the Comptroller General of the United
States. HRD-81-48, Mar. 3, 1981. Washington, 1981.
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Not long after the CDI's were implemented in March 1981, con-
gressional concern arose about the quality, accuracy, and fairness
of the reviews. Press accounts of severely disabled individuals who
had been terminated from the rolls began to proliferate; and con-
stituent reports to Members of Congress established an alarming
pattern of questionable terminations. It became clear that close to
half of all DI beneficiaries subjected to a CDI were terminated at
the initial decision level, often without much warning, and in
many instances with much evidence that the individual was not
disabled. Significantly, 65 percent of those terminated had their
benefits reinstated, if they appealed to an administrative law judge.

1. CoNGRESSIONAL REspPoNsE To THE CDI’s

In 1982 and 1983, a great number of legislative proposals were
introduced to address various problems associated with the CDI’s.
Perhaps the most significant measure, H.R. 3755, was reported out
of the House Ways and Means Committee on September 27, 1983.
The committee subsequently incorporated them into the Tax
Reform Act of 1983, H.R. 4170, which entails a wide variety of tax
law revisions, as well as measures related to medicare, medicaid,
and trade adjustment assistance. The bill was never brought to the
floor in 1983. The major disability provisions in the legislation are:

—Permanent authority for continued benefit payments through
the ALJ decision in cases where a termination of benefits for
medical reasons is being appealed (this authority expired
under current law on December 7, 1983).

—For a temporary delay of reviews of all mental impairment dis-
abilities until regulations stipulating new medical listings for
mental impairments are published, which must be no later
than April 1, 1984. This moratorium would include all cases
upon which a timely appeal was pending on or after June 7,
1983, and the bill provides special procedures for any new
mental impairment applications denied during this period and
for those with mental disabilities who had had benefits termi-
nated after March 1, 1981.

—That benefit payments be continued for those under review
whose medical condition has not improved unless the individu-
al is working at the substantial gainful activity level, the origi-
nal determination was in error or obtained by fraud, the indi-
vidual had benefited from advances in medical technology or
vocational therapy, or new evidence (including that arising
from new diagnostic techniques) shows the impairment to be
less severe than originally thought.

—That in cases of multiple impairments, the combined effect of
all the impairments must be considered in making disability
determinations.

—That a face-to-face hearing between the beneficiary and State
agency disability examiners would be held in potential termi-
nation cases at the initial decision level, and that demonstra-
tion projects be held in five States on initial level face-to-face
meetings for all unfavorable decisions (which include those
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rendered to new claimants) with a report to Congress by April
1, 1985.

—That a psychiatrist or psychologist must complete the evalua-
tions of individuals with mental disabilities in unfavorable de-
cisions.

—That all disability decisionmakers within the system (SSA and
the States) are bound only by policy set out in regulation.

—That SSA must apply Federal circuit court decisions uniformly
in that circuit, unless they are appealed.

—For more flexible reimbursement provisions to providers of vo-
cational rehabilitation services.

—PFor a study to be done by the National Academy of Sciences by
January 1, 1985, on using subjective evidence of pain in the
disability determination process; and

—For the establishment of an Advisory Council on Medical As-
pects of Disability.

On the Senate side, a comprehensive bill was introduced on Feb-
ruary 15, 1983, by Senator Levin. It was referred to the Senate Fi-
nance Committee, which has yet to hold markup sessions on the
bill. The major provisions of S. 476 are:

—SSA would have to show that the beneficiary has medically im-
proved so as to be significantly more capable or performing
substantial gainful employment, before the beneficiary could
be terminated, unless the person has been actually working or
was put on or continued in error, or new tests demonstrate
that the disability is not as severe as originally thought.

—SSA would be required to develop a complete medical history
of the beneficiary for the last 12 months and made every rea-
sonable effort to obtain the necessary information from the
treating physician.

—Each beneficiary would be entitled to a face-to-face interview
with the State disability examiner before the decision to termi-
nate is made.

—Each beneficiary terminated by the State disability examiner
would have the right to an immediate appeal to an administra-
tive law judge. This would eliminate the current procedures for
a reconsideration at the State level.

—izlizf]ment of benefits would continue through appeal to the

—SSA would be required to appeal any decision from a circuit
court of appeals to which it has chosen not to acquiesce.

—Uniform standards for determining disability or recovery from
disability would be required at all levels of the review process
and would be promulgated as regulations which are made sub-
ject to notice and comment.

—SSA would be required to provide comprehensive and timely
notice to beneficiaries of their rights under the law and each of
SSA’s decisions made in the review process, including notice of
termination, and notice to review the State decision or the ALJ
decision.

On November 17, 1983, Senators Levin and Cohen attempted to

include as an amendment to H.R. 3959 (a supplemental appropri-
ations bill) a compromise package that was considerably less costly
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than either S. 476 or H.R. 4170. The amendment was tabled by a
vote of 49 to 46.

The major way in which the amendment differs from S. 476 is in
its inclusion of a “prior work” exception to the medical improve-
ment standard. Essentially, this exception would allow SSA to ter-
minate beneficiaries for whom there has been no medical improve-
ment, but nonetheless that individual is capable of performing in
his or her previous employment. Critics of this exception argue
that it would provide a serious loophole through which SSA could
implement arbitrary policies.

Throughout 1983, scores of congressional hearings were held, cov-
ering a wide range of issues related to the implementation of Social
Security Disability Amendments of 1980. Overall, congressional at-
lt)exin;ion has focused on a number of key issues, which are discussed

elow.

(A) MEDICAL IMPROVEMENT

One of the first problems cited with CDI's was the fact that
beneficiaries were being terminated from the rolls despite the fact
that their disabling condition had not improved, or had worsened.
In essence, beneficiaries admitted to the rolls under one set of
standards were being reevaluated upon a new, more stringent set
of standards, and many were being terminated. People who had
been placed on the DI rolls 5, 10, and 15 years before the CDIs,
many of whom had been led to believe they had been granted a
lifetime disability pension, were removed from the rolls with little
advance warning or explanation.

The central issue in the debate surrounding the concept of medi-
cal improvement is the question of who must bear the burden of
proof in the determination of continuing eligibility for DI benefits.
Currently, it is the obligation of the beneficiary to prove during the
course of a CDI that his or her disability meets contemporary eligi-
bility criteria. How long that person has been on the rolls, or
whether or not that person is physically or mentally more fit for
employment than when first granted disability status, is immateri-
al. SSA is obligated only to evaluate cases in relation to present
day medical and vocational standards. With a medical improve-
ment standard, the burden of proof shifts from the beneficiary to
SSA, and it becomes the obligation of the agency to demonstrate
that the individual’s disabling condition has improved.

The issue of medical improvement is understood best when con-
sidered within the appropriate historical context. As mentioned
earlier, the mid-1970’s was a period marked by rapid program ex-
pansion, liberal eligibility standards, and high allowance rates for
claimants applying for DI benefits. Many of those admitted to the
rolls were allowed by virtue of a lenient and favorable “adjudica-
tive climate,” and given the inherent flexibility and subjectivity of
the disability decisionmaking process, such intangible factors can
be very important.

In the late 1970’s and early 1980’s, eligibility standards became
stricter, allowance rates plummeted, and the adjudicative climate
became more rigid. The CDI's, which operate under current stand-
ards, are being applied to cases that were determined in the earlier
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period, and hence it is frequently the case that someone admitted
to the rolls in the mid-1970’s is suddenly terminated because that
person’s disability does not match the current standards.

Both comprehensive bills currently pending before Congress,
H.R. 4170 and S. 476, include a stipulation that in reviewing con-
tinuing eligibility, SSA must employ a medical improvement stand-
ard. In both these bills, SSA is required to demonstrate a benefici-
ary’s condition has improved, or that one of four exceptions apply.
The exceptions are: (1) That the individual is actually working, and
hence should no longer be eligible; (2) the original admittance deci-
sion was clearly erroneous or fraudulent; (3) the individual has
benefited from advances in medical or vocational technology that
allows him to work; and (4) new evaluational techniques show that
the disabling impairment is not as severe as originally thought.

(B) UNIFORM STANDARDS

One of the critical problems in the disability review process is
that different levels of review are bound to different evaluational
criteria. The fact that ALJ’s reverse almost two-thirds of all ap-
peals of State agency termination decisions is the most striking in-
dication of this structural flaw.

Currently, SSA issues many substantive policy changes through
subregulatory means, such as the POMS (operating procedures), in-
ternal memoranda, and Social Security rulings. These changes are
not open to public comment and review. To the extent that there
are ambiguities or substantive conflicts between these subregula-
tory standards and published Federal regulations, State disability
examiners are bound to SSA’s administrative directives, while
ALJ’s adjudicate on the basis of formal regulations.

The root of this inconsistency lies in the statutory exclusion of
SSA from the rulemaking requirements defined in the Administra-
tive Procedures Act (APA) of 1946. The APA requires that if an
agency intends to propose rulemaking changes, it must publish
those proposals in the Federal Register and allow public comment
and review. Agencies are allowed to use internal, subregulatory
channels to disseminate instructions that serve to clarify or pro-
vide interpretive assistance in the concrete administration of the
rules. Although HHS has voluntarily agreed to follow APA guide-
lines, SSA nonetheless continues to promulgate substantive policy
changes through subregulatory methods without ever allowing
public inspection. The upshot of this practice is that there is no
uniformity throughout the disability review and appeals process.

Both comprehensive bills include provisions mandating that SSA
follow the public notice and comment requirements of the APA.
Advocates claim this would insure uniform standards at all levels
of adjudication, and would allow greater public participation in the
rulemaking process.

(C) MENTAL IMPAIRMENTS

One of the most heavily criticized aspects of the CDI’s is that the
reviews systematically discriminate against mentally disabled
beneficiaries. Overwhelming evidence presented at a Senate Spe-
cial Committee on Aging hearing in April 1983, showed the mental-
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ly impaired were among the most likely to be reviewed, and the
most likely to be terminated, of the beneficiary population.

On the first day of hearings, a wide variety of witnesses testified
to the serious problems in the reviews of the mentally disabled.
Witnesses documented again and again the fact that SSA was ter-
minating from the rolls beneficiaries clearly unable to work. Since
the evaluation of mental impairments is often subjective, and
based on symptomological evidence, it was very easy for SSA to ter-
minate people with mental disabilities. The relevant medical list-
ings are antiquated, and SSA instituted an extraordinarily rigid
policy in evaluating the RFC of mentally impaired individuals.

A GAO report presented at the hearing documented that SSA
implemented particularly stringent review standards for the men-
tally impaired, and that these guidelines were deeply flawed. GAO
also reported that State agency disability determination services
were not sufficiently staffed with qualified psychiatrists or psychol-
ogists, and hence medical evaluations of the mentally disabled are
being conducted by general practitioners unqualified to render
valid decisions.

The GAO report demonstrated that although only 11 percent of
those on the rolls are there because of mental impairments, 27 per-
cent of those terminated by the CDI’s are of the mentally disabled
category. Further, ALJ reversal rates for mental disability appeals
cases are much higher proportionally (91 percent) than for the rest
of the disabled population.

In response to the evidence presented at this hearing, Senator
Heinz introduced S. 1144, a bill to impose a temporary moratorium
upon the reviews of the mentally disabled, pending revision of the
regulatory criteria relating to the review of mental impairments.
This revision would be completed by SSA in a period of 6 months,
in consultation with a panel of experts in the field of mental
health. The bill also includes a provision requiring that only a
qualified psychologist or psychiatrist make the medical determina-
tion in mental impairment cases.

On June 15, 1983, Senator Heinz offered an amendment to a sup-
plemental appropriations bill (H.R. 3069) that contained the basic
provisions in S. 1144. The amendment passed the Senate by a wide
margin, but was dropped in the House-Senate conference due to a
procedural conflict with House rules that preclude the addition of
substantive authorizing legislation to appropriations bills.

Subsequently, the major provisions of S. 1144 were incorporated
into H.R. 4170, the House bill to comprehensively reform the dis-
ability review process.

(D) QUALITY OF THE CDI'S

Not long after the CDI's were first implemented, it became clear
that there were serious inadequacies in the review process. With-
out sufficient time, staffing, or resources, State agencies were
forced to process far too many CDI’s, far too quickly. Further, the
manner in which the cases were developed, including the collection
of medical evidence, came into serious question.

The simple increase in volume from a routine 160,000 reviews
per year to roughly 500,000 CDI's in fiscal year 1983, in and of
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itself accounts for a major dimension of this problem. The phase-in
period was much more rapid than intended by Congress, and State
agencies sacrificed thoroughness and accuracy to speed and effi-
ciency.

Legislation enacted at the end of 1982 addressed, to a certain
degree, the problems associated with volume. Public Law 97-455
(H.R. 7093) provided the Secretary of HHS the authority to waiver,
on a State-by-State basis, the requirement that all nonpermanently
disabled beneficiaries be subject to a CDI at least once every 3
years. This waiver authority allowed SSA to decrease the volume of
reviews, and thereby improve their administration.

Another problem cited with the CDI's was their impersonal,
paper-oriented character. CDI's were conducted without the benefit
of any face-to-face interaction between the beneficiary and the dis-
ability examiners. Before the ALJ stage, determinations were
based strictly on written evidence.

Public Law 97-455 addressed this problem, to a limited extent.
The legislation required that SSA begin administering face-to-face
evidentiary hearings at the reconsideration level. Many argue that
this is insufficient, and both S. 476 and H.R. 4170 require SSA to
implement face-to-face hearings at the initial decision level.

Public Law 97-455 also included a provision requiring SSA to
notify all terminated beneficiaries of the procedures employed in
reconsideration decisions, including the right to introduce evidence
and to be represented by an attorney. This requirement addressed
one aspect of the entire problem of properly notifying beneficiaries
about what a CDI entails, what is expected of them, and what the
range of potential outcomes from the CDI might be.

(E) OTHER ISSUES

A key issue that has been involved with the controversy sur-
rounding the continuing eligibility review process is the extension
of benefits through the ALJ stage to beneficiaries choosing to
appeal State agency termination decisions.

Public Law 97-455 included a provision extending benefits
through the ALJ stage, subject to recoupment in the event that the
ALJ sustains the termination decision. This provision, however,
was adopted on a temporary basis only, pending further congres-
sional action to comprehensively reform the disability review proc-
ess. “Aid-paid-pending” was due to expire in October 1983; howev-
er, Congress enacted a 67-day extension as part of H.R. 4101. That
extension expired in December, and unless Congress acts before
April 1984, extended benefits will cease.

Another issue of interest to Congress is the role the combined
effect of multiple impairments should play in the disability deter-
mination process. Presently, if an individual has several impair-
ments, none of which on their own constitute a severe impairment,
that individual is disqualified at the first level in the sequential
evaluation (i.e, the test of a severe or nonsevere impairment). H.R.
4170 includes a provision requiring SSA to evaluate the combined
effect of all the individual’s impairments, regardless of the severity
of any individual impairment evaluated on its own.
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2. ADMINISTRATIVE ACTIONS

In response to congressional pressure and public outcry, the
Social Security Administration has implemented a number of its
own initiatives to address the problems associated with the disabil-
ity determination process in general, and CDI’s in particular. These
initiatives were instituted in two waves; one in late 1982; another
in June 1983.

In 1982, SSA began conducting face-to-face informational inter-
views at SSA district offices to obtain directly from beneficiaries
pertinent medical records. The definition of “permanently dis-
abled” was expanded to include additional impairments, and there-
by exclude from the CDI's certain groups of beneficiaries. SSA
began requiring State disability determination services to collect
all relevant medical evidence for the previous 12 months in order
to improve the medical evaluation and case development proce-
dures. State agencies are also now required to be more thorough
and specific in delineating why beneficiaries are no longer eligible
for disability benefits. SSA also initiated a project to reexamine the
evaluational process employed in reviewing mental disorders, in-
cluding testing the utility of multiple consultative examinations in
psychiatric cases. Finally, SSA reduced the volume of CDI's in a
limited number of States.

In response to many of the problems brought to light by the
April Senate Aging Committee’s hearing on ‘“‘Social Security
Review of the Mentally Disabled,” Secretary Heckler announced a
series of administrative initiatives on June 7, 1983. These initia-
tives included a moratoria on reviews of two-thirds (135,000) of all
mental impairment cases, pending consultation with mental health
specialists on methods to revise and improve the review process for
those with mental disorders. Additionally, another 200,000 benefici-
aries were designated “permanently disabled,” which raised the
total exempt from the CDI’s to 87 percent of all those on the rolls.
SSA also instituted a policy of random selection of CDI cases
(rather than focusing on targeted groups most likely to generate
terminations), thereby lowering the termination rate.

3. STATE ACTIONS

A great number of States have revolted against SSA’s recent
practices and policies relating to the CDI's, and many Governors
and State agency administrators have imposed moratoria on the re-
views. On March 8, Massachusetts Governor Dukakis issued an ex-
ecutive order requiring the State disability determination office to
implement a medical improvement standard in reviewing cases, as
ordered by a district judge in Miranda v. Secretary of HHS. Arkan-
sas, Kansas, and West Virginia have similarly implemented review
procedures at odds with official SSA policy. In Kansas, Governor
Carlin also ordered the reopening and reexamination of all cases
terminated since March 1981.

On July 22, 1983, Cesar Perales, commissioner of the New York
State Department of Social Services, suspended reviews pending
the establishment of a medical improvement standard. Alabama,
New Jersey Pennsylvania, Michigan, Maine, Illinois, Virginia,
North Carolina, and New Mexico all have self-initiated moratoria



319

on the reviews. Alaska, Arizona, California, Hawaii, Idaho, Mon-
tana, Nevada, Oregon, and Washington have now or at one time
initiated temporary or indefinate moratoria. Combined, more that
half the States, at the end of 1983, were either not processing the
reviews, or were conducting them under standards that varied with
official SSA procedures and requirements.

4. JupiciAL RULINGS

As CDI terminations mounted, thousands of individuals appealed
their cases to the Federal courts. The subsequent court decisions
have very frequently ruled that SSA’s policies and procedures vio-
late the law. A number of Federal courts have ruled SSA must
employ a medical improvement standard when conducting CDI’s.
Two courts have determined that SSA’s reviews of the mentally ill
have been administered in an “arbitrary and illegal” fashion.
These legal actions have contributed to the disintegration of na-
tional uniformity in the disability program.

(A) MEDICAL IMPROVEMENT

Currently, SSA does not use medical improvement as a standard
for evaluating the continuing eligibility of disability beneficiaries.
However, a number of Federal courts have ruled that this policy is
in violation of the law, and that SSA must demonstrate either that
an individual has improved medically while on the rolls, or that
the original decision was clearly erroneous before terminating
benefits. This has been the position of the courts in SSI, SSI
“‘grandfathered,” and DI cases. Other courts have ruled that once a
person has been found disabled, there is a presumption that the in-
dividual remains disabled and that SSA bears the burden of proof
in determining that beneficiary is no longer disabled.

The Ninth Circuit Court of Appeals has ruled in two cases—Fin-
negan v. Mathews and Patti v. Schweiker that SSA must incorpo-
rate a medical improvement standard into its administration of the
CDI's. Courts in virtually every other circuit have since rendered
medical improvement decisions unfavorable to SSA.

(B) NONACQUIESCENCE

Under the Federal judicial system, decisions of a circuit court of
appeals are considered the “law of the circuit” and constitute bind-
ing case law on all district courts within the circuit. SSA’s policy
with regard to rulings with which it disagrees has been to apply
the unfavorable decision only to the specific case upon which it was
rendered, and not to the entire circuit, or to the rest of the Nation.
Hence, the interpretation of the law by the court is not considered
binding for either State agency disability determination services or
for Federal SSA offices. SSA also instructs its ALJ’s to persist in
applying existing agency policy and ignore the court’s rulings.

This policy, in combination with SSA’s refusal to appeal any un-
favorable circuit court decisions to the Supreme Court (which
would determine a national standard) has been heavily criticized as
arrogant and lawless behavior on the part of a Federal agency.
Federal judges in both the eighth and ninth circuits have chal-
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lenged this policy of nonacquiescence. In Lopez v. Heckler, a class
action suit in the ninth circuit, the judge refused to grant a stay, as
requested by SSA, of the court’s earlier medical improvement deci-
sions. Currently, in the entire ninth circuit SSA is required by law
to follow a medical improvement standard. However, in an unusual
manner, Supreme Court Justice Rehnquist did grant SSA a partial
stay by allowing SSA to avoid making interim payments to those
who had been terminated from the rolls in the past who must be
reevaluated under a medical improvement standard. The plaintiffs
in the case then asked the Supreme Court to overturn the Rehn-
quist stay, but on October 11, 1983, the Court declined to hear the
request, thereby allowing the Rehnquist stay to remain in force.

Presently, SSA is not processing CDI's in the third and fourth
circuits due to unfavorable medical improvement cases pending
resolution upon appeal. Tens of thousands of cases await Federal
judicial consideration, and it is clear that courts will continue to
rule SSA must implement a medical improvement standard until
the Supreme Court considers this issue (1985 at the earliest).

(C) MENTAL IMPAIRMENT DECISIONS

In two important class action suits, Mental Health Association of
Minnesota v. Schweiker and City of New York v. Heckler, SSA has
been found guilty of implementing a “covert and illegal policy that
systematically discriminated against the mentally ill.” Both courts
ruled SSA must reopen the cases of all mentally impaired individ-
uals initially denied benefits or terminated from the disability
rolls, and reexamine their eligibility under lawful guidelines.

The essence of the illegal and “covert policy” consisted of SSA
internal memoranda, returns, and reviews to State disability deter-
mination offices requiring that if an individual does not meet or
equal the listing of impairments, that person can be presumed to be
capable of performing unskilled work. That policy resulted in a vir-
tual automatic denial of benefits to mentally impaired claimants
under age 50.

In New York, District Judge Jack B. Weinstein argued that the
result of “SSA’s surreptitious undermining of the law” was “par-
ticularly tragic in the instant case because of its devastating effects
on thousands of mentally ill persons whose very disability prevent-
ed them from effectively confronting the system.” He also noted
that by denying disability benefits to the mentally impaired, SSA
simply transferred the costs of their care to the ‘“social service
ggencies, hospitals, and shelters” of New York City and New York

tate.

Both courts found that SSA was not conducting the fourth step
of the sequential evaluation—the evaluation of residual functional
capacity—in accordance with the law. The assessment of RFC, if it
was done at all was reduced to a ‘“paper charade” in which any in-
dividual who did not meet or equal the listings was assumed, ipso
facto, to be capable of unskilled work. Judge Weinstein summa-
rized the implications of this policy in the following passage:

The Social Security Act and its regulations require the
Secretary to make a realistic, individual assessment of
each claimant’s ability to engage in substantial gainful ac-
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tivity. The class plaintiffs did not receive that assessment.
On the contrary, SSA relied on bureaucratic instructions
rather than individual assessments and overruled the
medical opinions of its own consulting physicians that
many of those whose claims they were instructed to deny
could not, in fact, work. Physicians were pressured to
reach “conclusions” contrary to their own professional be-
liefs in cases where they felt, at the very least, that addi-
tional evidence needed to be gathered in the form of a re-
alistic work assessment. The resulting supremacy of bu-
reaucracy over professional medical judgments and the
flaunting of published, objective standards is contrary to
the spirit and letter of the Social Security Act.

F. PROGNOSIS FOR 1984

In 1984, the social security disability program will unquestiona-
bly continue to serve as a major source of congressional interest,
action, and controversy. As States continue to declare moratoria on
the reviews, and as courts continue to rule against SSA, the lack of
national uniformity in the program will have to be addressed,
either legislatively or administratively.
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LOW-INCOME ASSISTANCE PROGRAMS

Despite the historical emphasis on providing a reliable source of
retirement income through social security, private pensions, and
savings, public policy has long recognized the need for programs to
supplement the basic incomes of those who do not qualify for earn-
ings-related benefits or whose income from all sources is insuffi-
cient to maintain a minimum standard of living. Assistance pro-
grams have, therefore, played a vital role in assuring a minimum
level of income to the poor and low-income elderly.

- Four assistance programs play an especially important role in
providing income support to the needy aged--supplemental secu-
rity income (SSI), food stamps, assisted housing, and low-income
energy assistance. On the whole, these programs fared well in 1983
as Congress declined to make any substantial programmatic
changes in either food stamps, low-income energy assistance, or
SSI. As part of the Social Security Amendments of 1983 (Public
Law 98-21), Congress enacted a significant one-time increase in SSI
benefits for individuals and couples, to compensate for the delay of
COLA'’s. While overall appropriations for the food stamp program
for fiscal year 1984 dropped by 8.6 percent from fiscal year 1983
levels, it is anticipated that program participation will drop with
the declining rate of unemployment, and funding levels should be
adequate to meet the need. Congress acted to increase the appropri-
ation for the low-income energy assistance program (LIEAP) for
fiscal year 1983 by $100 million above the authorized level of $1.875
?illion, bringing the total appropriation for the year to $1.975 bil-
ion.

. Fiscal year 1984 funding for 10,000 units of section 202 housing
for the elderly and handicapped was provided by the Congress.
However, no funds were appropriated for the section 8 new con-
struction/rehabilitation and public housing new construction pro-
grams. This portion of section 8 was deauthorized in the Housing
Act of 1983. (Both the housing and energy assistance programs are
discussed in part IV.)

Recently, the character of the poverty debate has changed some-
what, particularly as regards the elderly. As mentioned in part 1,
in 1982, the incidence of poverty among the elderly dropped to 14.6
percent, below that for the general population, though not below
the rate for nonelderly adults. This new situation belies easy analy-
sis and masks differing poverty levels among different segments of
the elderly population. Elderly living alone, for example, have a
poverty rate of 27.1 percent, black elderly, 38.2 percent. In addi-
tion, a significantly higher proportion of elderly than nonelderly
are categorized as near-poor, that is their income is just above the

(323)
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poverty level. Despite this fact, the statistics have given rise to in-
ferences on the part of some that relatively speaking, the elderly,
as a group are among the better provided-for segments of society as
regards government income and in-kind transfer.

CHART 1

SELECTED POVERTY RATES FOR THE AGED
BY SEX AND RACE
1982

90

PERCENT IN POVERTY

WHITE MALES, WHITE ALL WHITE SPAN- SPAN- SPAN- BLACK BLACK BLACK
MALES  ALL PER- PER- FE- ISH ISH I5H MALES PER-  FEMALES
. RACES SONS  SOMS MALES MALES PERSONS FEMALES SONS

Source; U.S. Bur. of the Census, Current Papulation Survey, March 1983

In fact, more than 3 million aged households in poverty receive
no cash or noncash public assistance. And of those 30 percent of
poverty households which do receive cash assistance, about two-
thirds receive up to two noncash means-tested benefits in addition
to the cash assistance. The distribution of means-tested assistance
among these aged households whose income falls below the poverty
level is clearly skewed. This uneven participation on the part of
the population most in need continues to challenge public policy-
makers as they try to address the unmet needs of low-income elder-
ly individuals and their families.

As evidenced by administration testimony before the House
Ways and Means Subcommittee on Oversight, and on Public Assist-
ance and Unemployment in the fall, the valuation of in-kind bene-
fits in determining income has become an important focal point of
the poverty policy discussion. OMB Director David Stockman
argued that if in-kind benefits such as food stamps, medicare, and
housing were given an imputed cash value according to their
market value, the rate of poverty among the elderly would fall
from 14.6 percent to as low as 3.7 percent. However, most analysts
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contend that the use of the market value standard is an extreme
valuation of in-kind benefits. When alternative valuations of in-
kind benefits are used, elderly poverty rates tend to be reduced
only to between 7 and 11 percent.!

Most analysts caution that studies which attempt to reassess the
poverty rate by assigning cash values to in-kind benefits are, to
date, inexact and misleading. First, these studies have focused on
government transfers alone, failing to take into account private in-
kind transfers (such as employer-provided fringe benefits) which
are made to the rest of society. Second, in reassessing the income of
the poor by any valuation of noncash assistance, most studies uti-
lize poverty measures based on cash income only. Third, there is
considerable dispute as to which valuation of in-kind benefits best
represents the value of these benefits: Market value, recipient
value (cash equivalent), or poverty budget share.

Many critics of current revaluations of poverty postulate that if
all these concerns were taken into account, the distribution of poor
persons would not change significantly. Poverty is inherently a rel-
ative measure. Indeed it is possible that those “near-poor,” who do
not qualify for means-tested income assistance might drop to the
lowest relative income levels.

Aside from the issue of adequacy of benefits, resources for Feder-
al programs are increasingly recognized as being insufficient to
meet the needs of all groups. Public policy in recent years has fo-
cused on the issue of targeting, the goal of spending limited Feder-
al funds in a way that the benefits go exclusively to those who
need them. This goal is particularly important in the case of
means-tested programs which are aimed at assisting those with
poverty or near-poverty incomes.

Unfortunately, relatively limited data exist which illustrate how
well means-tested programs are targeted; and the data which do
exist have serious deficiencies. In the early 1970’s, the Department
of Health and Human Services, along with the Bureau of the
Census began development of a survey of income and program par-
ticipation (SIPP) to fill this void. The income survey development
program (ISDP) began collecting monthly income and program par-
ticipation data of a representative sample in 1979. The findings of
this survey include data on the receipt of different and multiple
benefits.2 In October 1983, the Census Bureau began fielding the
operational phase of SIPP. The figures which follow reflect findings
of the 1979 SIPP.

Table 1 presents the number of households that received each of
five selected types of benefits in 1979, as well as the percentage of
each that also received benefits from one or more of the other se-
lected programs. The social security benefits and the unemploy-
ment benefits shown in the table are not means-tested benefits,
they are payable as a matter of right to individuals who meet the
eligibility requirements. Also, the benefits included in table 1 do

1.S. Dept. of Commerce. Bureau of the Census. Alternative Methods for Valuing Selected In-
l(()in&d F’l;téaznsfer Benefits and Measuring Their Effect on Poverty. Washington, U.S. Govt. Print.
2.,Ycas,‘Martymas A., and Charles A. Lininger. The Income Survey Development Program:
lll?fsi%n Features and Initial Findings. Social Security Bulletin. November 1981, v. 44, No. 11, pp.

30-629 O—84——22



326

not include all the noncash means-tested benefits available, such as
medicaid or public housing subsidies. Despite these limitations, the
table provides a useful measure of the degree to which means-
tested benefits supplement other benefits, both those which are
means-tested and those which are not. It shows that more than
four-fifths of the households receiving food stamps or public assist-
ance, and more than three-fourths of those receiving SSI payments,
also received at least one of the other types of benefits under con-
sideration. Far smaller proportions of the households receiving
earnings-related entitlements were also in receipt of at least one of
the other selected benefits. Only 16 percent of those with social se-
curity (OASDI) and 28 percent of those receiving unemployment
compensation also received one of the other benefits.

TABLE 1.—HOUSEHOLDS RECEIVING BENEFITS FROM ONE OR MORE OF FIVE MAJOR PROGRAMS IN

EARLY 19791

T?lgé m;mber Percentage distribution )

Source of benefit ol beneticiary Benefits  Benefits under  standard
uice o Denes h‘i’m’gﬂgs)('" Total unggre :)r?e more Itt?agno:é ?)fa ?;e?;engrg.:

program program 1

Social security program 21917 100 838 16.2 0.8
Food stamps. 5,234 100 16.6 83.4 19
Unemployment compensation 4,154 100 72.3 21.1 2.3
Federally administered SSI 3615 100 233 76.7 2.6
Public assistance 2 3,295 100 16.8 83.2 24

_ VEach wave of the 1979 panel has a fixed reference period of 3 months. The overall ﬁanel, however, was divided into three equally sized,
independent subsamples interviewed at monthly intervals beginning in February 1979. Thus, the calendar reference months for each subsam[])le are
overla) p"clﬁ but not the same. For the February 1973 subsample, the reference months are November and December 1978 and January 19 9; for
the March subsample, December 1978 and January and February 1979; and for the April subsample, January, February, and March 1979,

2 Pyblic assistance includes AFDC payments, general assistance, emergency assistance, and other cash welfare payments received from State or
local welfare departments, excluding ' State-administered supplemental security income payments. In early 1979, about 60,000 individuals were
receiving State-administered but not federally administered payments. About 200,000 other recipients of State-administered SSI payments were
concurrently receiving federally administered payments and are included in that row of the table.

Source: Social Security Bulletin, November 1981.
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CHART 2

HOUSEHOLDS RECEIVING BENEFITS
FROM ONE OR MORE OF FIVE PROGRAMS IN EARLY 1379

BEMNEFITS UNDER MORE THAN OME PROGRAM

D BEMEFITS UNDER ONE PROGRAM

hR—

PERCEMT LDISTRIBUTION

T T T T T
S0C. SEC. FOOD STAMPS UNEMPLOY. 851 PUBLIC ASS.
(21,9 (5. 2) 4. 2) (3.8} (3. 3
i 1 TOTAL MUMBER OF BENEF ICIARY HOUSEHOLDBS Cin millions}

SOURCE: SOCIAL SECURITY BULLETIN, NOVEMBER 1981, Vol. 44 MNo. 11

But as table 2 shows, it is only a minority of households which
receive benefits from one or more of the five selected programs. Of
the 30 million households receiving benefits, nearly 80 percent re-
ceived only one benefit, and this was generally social security bene-
fits. Only 21 percent received benefits from two or more programs,
E_he vast majority of those recipients receiving only two of the bene-

1ts.
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TABLE 2.—PATTERNS OF MULTIPLE RECEIPT OF BENEFITS UNDER FIVE MAJOR PROGRAMS * IN

EARLY 19792
{Household units]
Number of .
Source and pattern of benefits hollazeutgrﬁs )(m s{‘flﬂgﬂ":‘rg, t’i)lirt?fbnx}g%:

Households receiving one or more of the five types of assiStance ..............wmeiseres 30,025 509 100.0
Only one type of assistance 23,642 464 18.7
0ASDI only 18,375 414 61.2
Unemployment compensation only. 3,005 176 100
Food stamps only 868 1 29
SSt 842 109 28
Public assistance only 552 88 18
Two or more types of assistance 6,383 332 213
Only two 4,726 218 15.7
Food stamps and public assistance 1,585 152 53
0ASD! and SS! 1,128 127 38
0ASDI and food stamps 527 86 18
0ASDI and unemployment compensation... 459 80 15
Unemployment compensation and fo0d STAMDS..........cccceiorevuvrecersssrssssssssss 379 96 13
SSI and food stamps 361 71 1.2
0ASDI and public assistance 199 52 R
Other combinations 88 30 3
Three or more types of assistance 1,657 156 56
Only three 1,507 148 51
0ASDI, S8, and food stamps 73 105 26
QOASDI, food stamps, and public assistance 210 54 N
SS1, food stamps; and pubtic assistance 189 51 6

Unemployment compensation, food stamps, and public assistance or
OASD! 193 45 6
0ASDI, SS), and public assistance 142 44 5
Four or more types of assistance 150 16 5
Q0ASDI, SSI, food stamps, and public: assistance 90 35 3
Other combinations 60 25 2

1 Cash payments for old-age, survivors, and disability insurance (OASDI), federally administered supplemental security income (SS1), public
assistance, unemployment compensation, and food stamps: Other benefit programs were excluded; had any of them been included, mulliple program

participation would have increased.
2 See footnote 1, table 1.
3 See footnote 2, table 1.

Source: Social Security Bulletin, November 1381.
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CHART 3

PATTERNS OF MULTIPLE RECEIFTS OF BEMEFITS
UNDER FIVE FROGRAMS IN 19773

1% FDUR OR MORE ——
5% OMLY THREE

1ex OMLY TWO ——\// i

N 79% ONLY OME

MJLTIPLE RECEIPT OF BEMEFITS
SOURCE: SOCIAL SECURITY BULLETIN 1381/Vol. 44, No. 11

The most recent data on the multiple receipt of means-tested
cash and noncash benefits by the elderly is shown in table 3, com-
piled by the Census Bureau. Table 3 shows the number of house-
holds in which the head of the household is age 65 and over, and
the number of such households receiving means-tested benefits.
Among the 17.7 million households with an aged person as head of
the household, in March 1983, 3 million, or some 18.4 percent, fell
below the Federal Government’s 1982 poverty line. Yet nearly 70
percent of these households in poverty did not receive any cash
public assistance, such as supplemental security income (SSI). Just
about 50 percent of this poverty group did not receive any noncash
means-tested assistance, such as medicaid, food stamps, or public
housing subsidies. Forty-nine percent (1.5 million) of the households
in poverty received neither cash public assistance nor noncash
public assistance.
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TABLE 3.—HOUSEHOLDS WITH A HEAD OF HOUSEHOLD AGE 65 AND OVER:* BY NUMBER OF
SELECTED CASH AND NONCASH MEANS-TESTED PUBLIC ASSISTANCE BENEFITS RECEIVED, AND
POVERTY STATUS, 1982

[Numbers in thousands}

All income levels Below current poverty level 2 Above poverty level 2
Not - Not - Not

o R N e Receiv- > -

Noncash benefits feceie mscg‘;h feEe ing ot recgv;lng ing cash

Total 0o puic  Total T Tpublic  Total ST public

g:st:'s’tc assist- aD:SbIISIIC assist- ggglslf assist-

e N’ ances  2N®° aces
1] DO ORI 17,671 16,106 1,565 3022 2,099 922 16,649 14,006 642
Not receiving noncash benefit................ 14,251 14,167 83 1499 1,459 40 12,752 12,709 43

Receiving at least 1 noncash benefit....... 3420 1939 1481 1,523 641 822 1,897 1298 599
Receiving 1 noncash benefit

only+ ... 1,716 697 794 500 294 1619 1,216 403
Receiving 2 noncash benefits+........ 822 192 631 580 17 462 243 74 168
Receiving 3 noncash benefits+....... 181 29 152 147 22 125 3 7 2
Receiving all 4 noncash benefits* .. 3 2 2 2 2 0 1 0 1

+ Households as of March 1983.

* Households are classified according to the poverty status of the family or the nonfamily head of household, based on income for 1982 and the
poverty level for 1982,

3 Means-tested cash public assistance: SSI, AFDC, or other cash assistance, such as general assistance, emergency assistance, refugee assistance.

« Means-tested noncash public assistance benefits: Food stamps, free or reduced-price school funches, publicty owned or other subsidized housing.

Source: U.S. Dept. of Commerce. Census Bureau.

Among the 30.5 percent of aged households below the poverty
line which received cash assistance, about 96 percent received at
least one noncash means-tested benefit in addition. Of this group
receiving both cash and noncash public assistance (882,000 house-
holds), about 33 percent received only one noncash benefit in addi-
tion to the cash benefit. More than half received two noncash bene-
fits in addition to the cash assistance.
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CHART &

DISTRIBUTION OF CASH AND NON-CASH PUBLIC ASSISTANCE
AMONG HOUSEHOLDERS AGE 63 AND OVER
AND WITH INCOMES BELOW THE POVERTY LEVEL

1%

CASH ONLY
1%
NON-CASH QMUY

49%
NO PUBLIC ASSISTAMCE

29% SN
CASH AND MNOM-CASH BEMEFITS

SOURCE: BUREAU OF THE CENSUS, UNPUBLISHED DATA

In conclusion, it is apparent from these data that the numbers of
persons currently eligible for programs in which they do not par-
ticipate is alarmingly high. While many of those eligible choose not
to participate, some are ignorant of their eligibility. The goal of
reaching these elderly poor continues to challenge Federal policy-
makers.



Chapter 8

SUPPLEMENTAL SECURITY INCOME (SSI)

OVERVIEW

In 1983, the major congressional activity addressing SSI were
provisions in the social security amendments, most notably a one-
time increase in the payment standard (320 for individuals, $30 for
couples) to offset the negative effects of the 6-month delay in the
SSI cost-of-living adjustment (COLA). This increase raised the
maximum monthly SSI benefits significantly. In July 1983, the pay-
ment standard was increased from $284.30 to $304.30 for individ-
uals and from $426.40 to $456.40 for couples.

The 1983 amendments also contained a number of other changes
in SSI, including a provision disregarding certain in-kind assistance
provided SSI recipients by private, nonprofit organizations; a stipu-
lation that an SSI alert be initiated in 1984; and a liberalization of
eligibility requirements for temporary, homeless residents of emer-
gency shelters.

The other major area of congressional interest in SSI stemmed
from the continuing eligibility reviews of disability recipients. Leg-
islation to comprehensively reform the disability review process
was not enacted in 1983, and it will most likely be a subject of con-
gressional attention in 1984. The temporary special benefits for se-
verely disabled SSI recipients who engage in employment, mandat-
ed by the Social Security Disability Amendments of 1980, expired
at the end of 1983. Their extension is pending congressional ap-
proval. In recent years, SSI has been considered a major element in
the “social safety net,” and has largely escaped significant budget
reductions, unlike many other means-tested public assistance pro-
grams. In 1983, this trend continued, and in fact, benefits were ac-
tually increased.

A. BACKGROUND

The supplemental security income (SSI) program provides a guar-
anteed minimum income to the Nation’s aged, blind, and disabled.
Enacted in 1972 as title XVI of the Social Security Act, SSI was
designed to establish a uniform, national income floor to insure the
economic security of America’s most needy and vulnerable groups.
Currently, just under 3.9 million people receive benefits from SSI,
with maximum Federal monthly benefits amounting to $314 for in-
dividuals and $472 for couples. SSI is financed through general rev-
eélsues, and is administered by the Social Security Administration.
(SSA).

(332)
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SSI was created to consolidate at the Federal level three State-
administered public assistance programs: old-age assistance (OAA),
aid to the blind (AB), and aid to the permanently and totally dis-
abled (APTD). The advantages of Federal financing and administra-
tion were numerous. States were fiscally relieved from fast-expand-
ing income assistance programs, wide interstate variation in eligi-
bility standards and benefit levels was eliminated, and it was as-
sumed that SSI's affiliation with SSA, and thereby the concept of
“social insurance,” would reduce the stigma of “welfare.”

The initial implementation of SSI posed immense administrative
problems for SSA. Individual State and local recordkeeping sys-
tems, 1,350 in all, containing the files of over 3 million benefici-
aries, had to be converted into a single, unified information system,
capable of calculating benefit levels from very complicated eligibil-
ity criteria, and disbursing monthly payments accurately. Allowed
1 year and 2 months between the enactment of the Social Security
Amendments of 1972, which authorized SSI, and January 1, 1974,
the date the program was to be implemented, SSA was severely
strained to construct an administrative apparatus equal to the task
it had been assigned. In the first year-and-a-half of actual program
operation, almost 25 percent of all SSI checks involved payment
errors, and as much as 10 percent of all benefits dispensed were
overpayments.!

Despite initial technical difficulties, the basic structure of SSI
has changed little during the first 10 years of its operation. Legisla-
tion addressing SSI has been oriented primarily toward improving
administrative efficiency, increasing intraprogram equity, and pro-
tecting former recipients of the State programs from losing benefits
due to federalization.

B. PROGRAM DESCRIPTION

1. EL1GIBILITY

To qualify for SSI, an individual must be either 65 or over, blind,
or disabled, and demonstrate need for income supplementation.
Need is determined through a “means test,” which is an evaluation
of income and assets in relation to established maximum stand-
ards. Currently, recipients cannot receive in income more than the
maximum Federal SSI benefit ($314 for individuals, $472 for cou-
ples), excluding certain disregarded income. To be eligible for SSI,
assets may not exceed $1,500 for an individual or $2,200 for cou-
ples. However, in assessing assets, the value of a person’s home is
not counted, nor are the first $4,500 in fair market value for an
automobile and the first $2,000 in equity value for household goods
and personal effects. Regulations also provide guidelines for deter-
mining the countable value of certain other assets, such as burial
plots and life insurance policies. Eligibility criteria for SSI are sum-
marized below:

o

! Chang, Gordon A. The Supplemental Security Income Program: The “Revolution” Needs
Reform. Cornell Law Review, v. 62, January 1977. p. 317.
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TaBLE 1.—Basic SSI eligibility conditions

Aged....oooeneeireiienenens 65 or older.

Blind ..o Vision no better than 20/200 or limited visual field of 20
degrees or less with the best corrective eyeglasses.

Disabled.......ccccecrevereunne A physical or mental impairment which prevents a person

from doing any substantial work and is expected to last at
least 12 months or result in death.

Resource limits ! ........ $1,500 per individual; $2,250 per couple.

Income limits 2............ Below i$314 a month per individual; below $472 a month per
couple.

Citizenship........c.cc..... U.S. citizen or immigrant lawfully admitted for permanent

residence or otherwise residing in the United States under
color of law.

Residency ........cooenuee. Resilderzit of the United States or the Northern Mariana
Islands.

1 Not all resources are counted in determining eligibility.
2 Not all income is counted in determining eligibility. Also, a person may have income above the limit and
possibly be eligible for a State supplement only, but the income levels vary with each State.

Nore.—Disabled must accept vocational rehabilitation if available. Disabled addicts and alcoholics must
accept appropriate treatment if available.

Once an individual has been determined to be eligible for SSI, it
is up to that person to continually notify SSA of any changes in
income and assets that may develop over time. One of the most
heavily criticized aspects of SSI is the penalty that exists for ex-
ceeding the assets level—currently, if a recipient goes over the
limit by even a small amount, perhaps from interest in a bank ac-
count, that person is deemed ineligible for SSI in the month or
months in which there is an excess. This ineligibility usually leads
to. substantial overpayments, due to the fact the error is detected
after the full benefits have been paid to the recipient. In essence, if
an SSI beneficiary exceeds the assets limit by $10, that individual’s
total benefit is eliminated; rather than reduced $10. This penalty
has been criticized as excessive in relation to the error.

This problem has been exacerbated by SSA’s recent policy 