106TH CONGRESS

2d Session _ SENATE l Volume 1

REPT. 106-229

DEVELOPMENTS IN AGING: 1997 and 1998
VOLUME 1

REPORT

OF THE

SPECIAL COMMITTEE ON AGING
UNITED STATES SENATE

PURSUANT TO
S. RES. 54, SEC. 19(c), FEBRUARY 13, 1997

" Resolution Authorizing a Study of the Problems of the
Aged and Aging

FEBRUARY 7, 2000.—Ordered to be printed

U.S. GOVERNMENT PRINTING OFFICE
56-465 WASHINGTON : 2000 .




SPECIAL COMMITTEE ON AGING
CHARLES E. GRASSLEY, lowa, Chairman

JAMES M. JEFFORDS, Vermont JOHN B. BREAUX, Louisiana
LARRY CRAIG, Idaho HARRY REID, Nevada

CONRAD BURNS, Montana HERB KOHL, Wisconsin

RICHARD SHELBY, Alabama RUSSELL D. FEINGOLD, Wisconsin
RICK SANTORUM, Pennsylvania RON WYDEN, Oregon

CHUCK HAGEL, Nebraska JACK REED, Rhode Island

SUSAN COLLINS, Maine RICHARD H. BRYAN, Nevada
MIKE ENZI, Wyoming EVAN BAYH, Indiana

TIM HUTCHINSON, Arkansas BLANCHE L. LINCOLN, Arkansas

JIM BUNNING, Kentucky

THEODORE L. TOTMAN, Staff Director
MICHELLE PREJEAN, Minority Staff Director

(1)



LETTER OF TRANSMITTAL

U.S. SENATE,
SPECIAL COMMITTEE ON AGING,
Washington, DC, 2000.

Hon. ALBERT A. GORE, Jr.,
President, U.S. Senate,
Washington, DC.

DEAR MR. PRESIDENT: Under authority of Senate Resolution 54,
agreed to February 13, 1997, I am submitting to you the annual
report of the U.S. Senate Special Committee on Aging, Develop-
ments in Aging: 1997 and 1998, 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
limited to, problems and opportunities of maintaining health, of as-
suring 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 rec-
ommendations be reported to the Senate annually.

This report describes actions taken during 1997 and 1998 by the
Congress, the administration, and the U.S. Senate Special Commit-
tee 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 and
their families.
On behalf of the members of the committee and its staff, I am
pleased to transmit this report to you.
Sincerely,
CHARLES E. GRASSLEY, Chairman.
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Mr. GRASSLEY, from the Special Committee on Aging,
submitted the following

REPORT

Chapter 1

SOCIAL SECURITY—OLD AGE, SURVIVORS
AND DISABILITY

OVERVIEW

Social Security continues to be a topic of national debate. During
the January 1998 State of the Union Address, President Clinton
urged Congress to “Save Social Security First.” The President rec-
ommended that Social Security’s long-range financing problems be
resolved before legislators commit Federal budget surpluses for
other purposes. In addition, he called for a series of bipartisan fo-
rums on Social Security reform to be held around the country
throughout the year, and a White House Conference on Social Se-
curity Reform in December 1998. Finally, the President called for
bipartisan Social Security reform legislation in early 1999,

The 1994-1996 Advisory Council on Social Security issued a re-
port in January 1997 on ways to solve the program’s long-range fi-
nancing problems. The Council could not reach a consensus on a
single approach, so the report contains three different proposals
that are intended to restore long-range solvency to the Social Secu-
rity system. The first proposal, labeled the “maintain benefits”
plan, keeps the program’s benefit structure essentially the same by
addressing most of the long-range deficit through revenue in-
creases, including an eventual rise in the payroll tax, and minor
benefit cuts. To close the remaining gap, it recommends that in-
vesting part of the Social Security trust funds in the stock market
be considered. The second, labeled the “individual account” plan,
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be considered. The second, labeled the “individual account” plan,
restores financial solvency mostly with reductions in benefits, and
in addition imposes mandatory employee contributions to individ-
ual savings accounts. The third, labeled the “personal security ac-
count” plan, achieves long-range financial balance through a major
redesign of the system that gradually replaces a major portion of
the Social Security retirement benefit with individual private sav-
ings accounts. '

Elements of the Council’s recommendations were reflected in a
number of bills introduced in the 105th Congress. More than 30 fi-
nancing reform bills were introduced, most of which would permit
or require the creation of personal savings accounts to supplement
or replace Social Security benefits for future retirees. Some of the
bills would allow or require the investment of Social Security trust
funds in the financial markets. Although none of these measures
were acted upon during the 105th Congress, similar proposals may
be considered during the 106th Congress.

Other Social Security measures were taken up by lawmakers
during the 105th Congress. In April 1998, the House of Representa-
tives passed H.R. 3546 (the National Dialogue on Social Security
Act of 1998). The measure would direct the President, the Speaker
of the House of Representatives, and the Majority Leader of the
Senate to convene a national dialogue on Social Security through
regional conferences and Internet exchanges. The dialogue would
serve both to educate the public regarding the Social Security pro-
gram and generate comments and recommendations for reform.
The measure also would establish the Bipartisan Panel to Design
Long-Range Social Security Reform which would be required to re-
port a single set of recommendations for restoring long-range sol-
vency to the system. The Senate did not act on the measure prior
to adjournment of the 105th Congress.

In September 1998, the House of Representatives passed H.R.
4578 which would create a “Protect Social Security Account” in the
Treasury into which 90 percent of unified budget surpluses pro-
jected over the next 11 years would be deposited until the Social
Security system is projected to be in long-term balance. Subse-
quently, the House inserted the language in H.R. 4578 into H.R.
4579 (the Taxpayer Relief Act of 1998) also passed by the House
in September 1998. The Senate did not act on the measure prior
to adjournment of the 105th Congress.

H.R. 4579 (the Taxpayer Relief Act of 1998) also included a pro-
vision that would have increased the Social Security earnings test
exempt amount for recipients at or above the full retirement age
according to a specified timetable through 2008 (the earnings test
exempt amount is the amount of earnings Social Security recipients
may earn before their benefits are reduced). After 2008, the exempt
amount again would be indexed to wage growth. The provision was
not included in any other legislation passed by the 105th Congress.

As Social Security’s long-range financial picture has worsened,
an increase in the retirement age has been the target of renewed
interest. Two of the three sets of proposals put forth by the 1994
1996 Advisory Council on Social Security recommended that the in-
crease in the full retirement age to 67 in current law be acceler-
ated, so that it would be fully effective in 2016 (instead of 2027),
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and indexed thereafter to increases in longevity. One of these two
sets of proposals further recommended that the early retirement
age be raised in tandem with the full retirement age until it
reached age 65, where it would remain, but with increased actuar-
ial reductions as the full retirement age continues to increase. A
number of bills that would raise the early retirement age and the
full retirement age were introduced during the 105th Congress.

Legislators also addressed concerns over the small number of dis-
ability recipients who leave the benefit rolls and return to work. In
June 1998, the House of Representatives passed H.R. 3433 (the
Ticket to Work and Self-Sufficiency Act of 1998). Under the legisla-
tion, a disabled beneficiary would be given a “ticket” which could
be used to obtain employment, vocational rehabilitation, or other
support services from approved providers. The service provider
would be entitled to a share of the cash benefit savings that result
from the beneficiary’s return to work. The Senate did not take up
the measure prior to adjournment of the 105th Congress.

A. SOCIAL SECURITY OLD AGE AND SURVIVORS
INSURANCE

1. BACKGROUND

Title II of the Social Security Act, the Old Age and Survivors In-
surance (OASI) and Disability Insurance (DI) program together
named the OASDI program is designed to replace a portion of the
income an individual or a family loses when a worker in covered
employment retires, dies, or becomes disabled. Known more gen-
erally as Social Security, monthly benefits are based on a worker’s
earnings. In October 1998, $31.3 billion in monthly benefits were
paid to Social Security beneficiaries, with payments to retired
workers averaging $768 and those to disabled workers averaging
$723. In 1998, administrative expenses were $3.4 billion, represent-
ing less than 1 percent of total revenues.

The Social Security program touches the lives of nearly every
American. In November 1998, there were 44.2 million Social Secu-
rity beneficiaries. Retired workers numbered 27.5 million, account-
ing for 62 percent of all beneficiaries. Disabled workers and de-
pendent family members numbered 6.3 million, comprising 14 per-
cent of the total, while surviving family members of deceased work-
ers totaled 7.1 million or 16 percent of all beneficiaries. In 1999,
there are an estimated 149.9 million workers in Social Security-
covered employment, representing over 95 percent of the total
American work force.

In 1999, Social Security contributions are paid on earnings up to
$72,600, a wage cap that is annually indexed to keep pace with in-
flation. Workers and employees alike each pay Social Security
taxes of 6.2 percent on earnings. In addition, workers and their em-
ployers pay 1.45 percent on all earnings for the Hospital Insurance
(HI) part of Medicare. For the self-employed, the payroll tax is dou-
bled, or 15.3 percent of earnings, counting Medicare.

Social Security is accumulating large reserves in its trust funds.
As a result of increases in Social Security payroll taxes mandated
by the Social Security Act Amendments of 1983, the influx of funds
into Social Security is currently exceeding the outflow of benefit
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payments. At the end of 1997, the Social Security trust funds held
assets totaling $656 billion.

(A) HISTORY AND PURPOSE

Social Security emerged from the Great Depression as one of the
most solid achievements of the New Deal. Created by the Social Se-
curity Act of 1935, the program continues to grow and become even
more central to larger numbers of Americans. The sudden economic
devastation of the 1930’s awakened Americans to their vuilner-
ability to sudden and uncontrollable economic forces with the
power to generate massive unemployment, hunger, and widespread
poverty. Quickly, the Roosevelt Administration developed and im-
plemented strategies to protect the citizenry from hardship, with a
deep concern for future Americans. Social Security succeeded and
endured because of this effort.

Although Social Security is uniquely American, the designers of
the program drew heavily from a number of well-established Euro-
pean social insurance programs. As early as the 1880’s, Germany
had begun requiring workers and employers to contribute to a fund
first solely for disabled workers, and then later for retired workers
as well. Soon after the turn of the century, in 1905, France also es-
tablished an unemployment program based on a similar principle.
In 1911, England followed by adopting both old age and unemploy-
ment insurance plans. Borrowing from these programs, the Roo-
sevelt Administration developed a social insurance program to pro-
tect workers and their dependents from the loss of income due to
old age or death. Roosevelt followed the European model: govern-
ment-sponsored, compulsory, and independently financed.

While Social Security is generally regarded as a program to bene-
fit the elderly, the program was designed within a larger
generational context. According to the program’s founders, by meet-
ing the financial concerns of the elderly, some of the needs of young
and middle-aged would simultaneously be alleviated. Not only
would younger persons be relieved of the financial burden of sup-
porting their parents, but they also would gain a new measure of
income security for themselves and their families in the event of
their retirement or death.

In the more than half a century since the program’s establish-
ment, Social Security has been expanded and changed substan-
tially. Disability insurance was pioneered in the 1950’s. Neverthe-
less, the underlying principle of the program—a mutually bene-
ficial compact between younger and older generations—remains
unaltered and accounts for the program’s lasting popularity.

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

Social Security serves a number of essential social functions.
First, Social Security protects workers from unpredictable expenses
in support of their aged parents or relatives. By spreading these
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costs across the working population, they become smaller and more
predictable. ’

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

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

The Social Security program came of age in the 1980’s. In this
decade, the first generation of lifelong contributors retired and
drew benefits. Also during this decade, payroll tax rates and the
relative value of monthly benefits finally stabilized at the levels
planned for the system. Large reserves accumulating in the trust
funds leave Social Security on a solid footing as it approaches the
21st century.

2. FINANCING AND SOCIAL SECURITY’S RELATION TO THE BUDGET
(A) FINANCING IN THE 1970’S AND EARLY 1980’S

As recently as 1970, OASDI trust funds maintained reserves
equal to a full year of benefit payments, an amount considered ade-
quate to weather any fluctuations in the economy affecting the
trust funds. When Congress passed the 1972 amendments to the
Social Security Act, it was assumed that the economy would con-
tinue to follow the pattern prevalent in the 1960’s: relatively high
rates of growth and low levels of inflation. Under these conditions,
Social Security revenues would have adequately financed benefit
expenditures, and trust fund reserves would have remained suffi-
cient to weather economic downturns.

The experience of the 1970’s was considerably less favorable than
forecasted. The energy crisis, high levels of inflation and slow wage
growth increased expenditures in relation to income. The Social Se-
curity Act Amendments of 1972 had not only increased benefits by
20 percent across-the-board, but also indexed automatic benefit in-
creases to the CPL Inflation fueled large benefit increases, with no
corresponding increase in payroll tax revenues due to compara-
tively lower real wage growth. Further, the recession of 1974-1975
raised unemployment rates dramatically, lowering payroll tax in-
come. Finally, a technical error in the initial benefit formula cre-
ated by the 1972 legislation led to “over-indexing” benefits for cer-
tain new retirees, and thereby created an additional drain on trust
fund reserves. :

In 1977, recognizing the rapidly deteriorating financial status of
the Social Security trust funds, Congress responded with new
amendments to the Social Security Act. The Social Security Act
Amendments of 1977 increased payroll taxes beginning in 1979, re-
allocated a portion of the Medicare (HI) payroll tax rate to OASI
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and DI, and resolved the technical problems in the method of com-
puting the initial benefit amount. These changes were predicted to
produce surpluses in the OASDI program beginning in 1980, with
reserves accumulating to 7 months of benefit payments by 1987.

Again, however, the economy did not perform as well as pre-
dicted. The long-term deficit, which had not been fully reduced, re-
mained. The stagflation occurring after 1979 resulted in annual
CPI increases exceeding 10 percent, a rate sufficient to double pay-
outs from the program in just 7 years. Real wage changes had been
negative or near zero since 1977, and in 1980, unemployment rates
exceeded 7 percent. As a result, annual income to the OASDI pro-
gram continued 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 ex-
penditures, brought reserves down to less than 3 months’ benefit
payments by 1980.

The 96th Congress responded to this crisis by temporarily reallo-
cating a portion of the DI tax rate to OASDI for 1980 and 1981.
This measure was intended to postpone an immediate financing
crisis in order to allow time for the 97th Congress to comprehen-
sively address the impending insolvency of the OASDI trust funds.
In 1981, a number of proposals were introduced to restore short-
and long-term solvency to Social Security. However, the debate
over the future of Social Security proved to be very heated and con-
troversial. Enormous disagreements on policy precluded quick pas-
sage of comprehensive legislation. At the end of 1981, in an effort
to break the impasse, the President appointed a 15-member, bipar-
tisan, National Commission on Social Security Reform to search for
a feasible solution to Social Security’s financing problem. The Com-
mission was given a year to develop a consensus approach to fi-
nancing the system.

Meanwhile, the condition of the Social Security trust funds wors-
ened. By the end of 1981, OASDI reserves had declined to $24.5
billion, an amount sufficient to pay benefits for only 1.5 months. By
November 1982, the OASI trust fund had exhausted its cashable
reserves and in November and December was forced to borrow
$17.5 billion from DI and HI trust fund reserves to finance benefit
payments through July 1983.

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

(B) THE SOCIAL SECURITY ACT AMENDMENTS OF 1983

Once the National Commission on Social Security Reform
reached agreement on its recommendations, Congress moved quick-
ly to enact legislation to restore financial solvency to the OASDI
trust funds. This comprehensive package eliminated a major deficit
which had been expected to accrue over 75 years.

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

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

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

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

Taxation.—One-half of Social Security benefits received by
taxpayers whose income exceeds certain limits—$25,000 for an
individual and $32,000 for a couple—were made subject to in-
come taxation, with the additional tax revenue being funneled
back into the retirement trust fund.

Payroll Taxes.—The previous schedule of payroll tax in-
creases was accelerated, and self-employment tax rates were
increased. _

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

(C) TRUST FUND PROJECTIONS

In future years, the Social Security trust funds income and outgo
are tied to a variety of economic and demographic factors, including
economic growth, inflation, unemployment, fertility, and mortality.
To predict the future state of the OASI and DI trust funds, esti-
mates are prepared using three different sets of assumptions. Al-
ternative I is designated as the most optimistic, followed by inter-
mediate_assumptions (II) and finally the more pessimistic alter-
native III. The intermediate II assumption is the most commonly
used scenario. Actual experience, however, could fall outside the
bounds of any of these assumptions. :

One indicator of the health of the Social Security trust funds is
the contingency fund ratio, a number which represents the ability
of the trust funds to pay benefits in the near future. The ratio is
determined from the percentage of 1 year’s payments which can be
paid with the reserves available at the beginning of the year.
Therefore, a contingency ratio of 50 percent represents 6 months of
outgo.
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Trust fund reserve ratios hit a low of 11 percent at the beginning
of 1983, but increased to approximately 154 percent by 1997.
Under the Social Security trustees’ intermediate assumptions, the
contingency fund ratio in 1999 is an estimated 191 percent (188
percent under pessimistic assumptions).

(D) OASDI NEAR-TERM FINANCING

Combined Social Security trust fund assets are expected to in-
crease over the next 5 years. According to the 1998 Trustees Re-
port, OASI and DI assets will be sufficient to meet the required
ben.efc'llt payments throughout and far beyond the upcoming 5-year
period.

The projected expansion in the OASDI reserves is partly a result
of payroll tax increases—from 6.06 percent in 1989 to 6.2 percent
in 1990. The OASDI reserves are expected to steadily build for the
next 20 years peaking at $3.8 trillion in 2020.

(E) OASDI LONG-TERM FINANCING

In the long run, the Social Security trust funds will experience
two decades of rapid growth, followed by declining fund balances
thereafter (annual deficits are projected to occur starting in 2013).
Under intermediate assumptions, the program’s cost is expected to
exceed its income by 16 percent on average over the next 75 years.

It should be emphasized that the OASDI trust fund experience
in each of the three 25-year periods between 1998 and 2072 varies
considerably. In the first 25-year period (1998 to 2022) revenues
are expected to exceed costs on average by 1.4 percent. Annual bal-
ances are projected to remain positive through 2012, with negative
balances occurring thereafter. By 2007, the contingency fund ratio
is projected to be 301 percent. In the second 25-year period (2023
to 2047) the financial condition of OASDI deteriorates and the
trust funds are projected to become insolvent early in the period
(2032) under intermediate projections. On average, program costs
are expected to exceed revenues by 35 percent. The third 25-year
period (2048 to 2072) is expected to be one of continuous deficits.
As annual deficits persist, program costs are expected to exceed
revenues on average by 42 percent.

(1) Midterm Reserves

In the years between 1999 and 2012, it is projected that Social
Security will receive more in income than it must distribute in ben-
efits. Under current law, these reserves will be invested in interest-
bearing Federal securities, and will be redeemable by Social Secu-
rity in the years in which benefit expenditures exceed payroll tax
revenues (beginning in 2013). During the years in which the assets
are accumulating, these reserves will far exceed the amount needed
to buffer the OASDI funds from unfavorable economic conditions.
As a matter of policy, there is considerable controversy over the
purpose and extent of these reserve funds, and the political and
economic implications they entail.

During the period in which Social Security trust fund reserves
are accumulating, the surplus funds can be used to finance other
Government expenditures. During the period of OASDI shortfalls,
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the Federal securities previously invested will be redeemed, caus-
ing income taxes to buttress Social Security. In essence, the assets
Social Security accrues represent internally held Federal debt,
which is equivalent to an exchange of tax revenues over time.

Though the net effect on revenues of this exchange is the same
as if Social Security taxes were lowered and income taxes raised
in the 1990’s, and Social Security taxes raised and income taxes
lowered in 2020, the two tax methods have vastly different dis-
tributional consequences. The significance lies with the fact that
there is incentive to spend reserve revenues in the 1990’s and cut
back on underfunded benefits in the future. The growing trust fund
reserves enable Congress to spend more money on other govern-
ment activities without raising taxes or borrowing from .private
markets. At some point, however, either general revenues will have
to be increased or spending will have to be drastically cut when the
debt to Social Security has to be repaid.

(2) Long-Term Deficits .

The long-run financial strain on Social Security is expected to re-
sult from the problems of financing the needs of an expanding older
population on an eroding tax base. The expanding population of
older persons is due to longer age spans, earlier retirements, and
the unusually high birth rates after World War II, producing the
“baby-boom” generation which will begin to retire in 2008 (at age
62). The eroding tax base in future years is forecast as a result of
falling fertility rates.

This relative increase in the number of beneficiaries will pose a
problem if the Social Security tax base is allowed to erode. If cur-
rent trends continue and nontaxable fringe benefits grow, less and
less compensation will be subject to the Secial Security payroll tax.
In 1950, fringe benefits accounted for only 5 percent of total com-
pensation, and FICA taxes were levied on 95 percent of compensa-
tion. By 1980, fringe benefits had grown to account for 16 percent
of compensation. Continuation in this rate of growth in fringe bene-
fits, as projected by the Social Security actuaries, might eventually
exempt over one-third of payroll from Social Security taxes. This
would be a substantial erosion of the Social Security tax base and
along with the aging of the population and the retirement of the
baby boom generation, the long-term solvency of the system will be
threatened.

While the absolute cost of funding Social Security is expected to
increase substantially over the next 75 years, the cost of the sys-
tem relative to the economy as a whole will not necessarily rise
greatly over 1970’s levels. Currently, Social Security benefits cost
approximately 4.6 percent of GDP. Under intermediate assump-
tions, Social Security is expected to rise to 6.9 percent of GDP by
2072.

(F) SOCIAL SECURITY’S RELATION TO THE BUDGET

Over the years, Social Security has been entangled in debates
over the Federal budget. The inclusion of Social Security trust fund
shortages in the late 1970’s initially kad the effect of inflating the
apparent size of the deficit in general revenues. More recently, it
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was argued that growing reserves served to mask the true size of
the deficit. In fact, many Members of Congress contended that the
inclusion of the surpluses disguised the Nation’s fiscal problems. As
budget shortfalls grew, concern persisted over the temptation to cut
Social Security benefits to reduce budget deficits.

An amendment was included in the 1990 Omnibus Budget Rec-
onciliation Act (P.L. 101-508), to remove the Social Security trust
funds from the Gramm Rudman Hollings Act of 1985 (GRH) deficit
reduction calculations. Many noted economists had advocated the
removal of the trust funds from deficit calculations. They argued
that the current use of the trust funds contributes to the country’s
growing debt, and that the Nation is missing tremendous opportu-
nities for economic growth. A January 1989 GAO report stated that
if the Federal deficit was reduced to zero, and the reserves were
no longer used to offset the deficit, there would be an increase in
national savings, and improved productivity and international com-
petitiveness. The National Economic Commission, which released
its report in March 1989, disagreed among its members over how
to tame the budget deficit. Yet, the one and only recommendation
upon which they unanimously agreed is that the Social Security
trust funds should be removed from the GRH deficit reduction
process.

Taking Social Security off-budget was partially accomplished by
the 1983 Social Security Act Amendments and, later, by the 1985
GRH Act. The 1983 Amendments required that Social Security be
removed by the unified Federal budget by fiscal year 1993, and the
subsequent GRH law accelerated this removal to fiscal year 1986.
To further protect the Social Security trust funds, Social Security
was barred from any GRH across-the-board cut or sequester.

In OBRA 90, Social Security was finally removed from the budg-
et process itself. It was excluded from being counted with the rest
of the Federal budget in budget documents, budget resolutions, or
reconciliation bills. Inclusion of Social Security changes as part of
a budget resolution or reconciliation bill was made subject to a
point of order which may be waived by either bedy.

However, administrative funds for SSA were not placed outside
of the budget process by the 1990 legislation, according to the Bush
Administration’s interpretation of the new law. This interpretation
is at odds with the intentions of many Members of Congress who
were involved with enacting the legislation. It leaves SSA’s admin-
istrative budget, which like other Social Security expenditures is fi-
nanced from the trust funds, subject to pressures to offset spending
in other areas of the Federal budget. Legislation was introduced in
1991 by Senators Sasser and Pryor to take the administrative ex-
penses off-budget, but was not enacted. The Clinton Administration
has continued to employ the same interpretation of the 1990 law.

(G) NEW RULES GOVERNING SOCIAL SECURITY AND THE BUDGET

Congress created new rules in 1990, as part of OBRA 90 (P.L.
101-508), known as “firewall” procedures designed to make it dif-
ficult to diminish Social Security reserves. The Senate provision
prohibits the consideration of a budget resolution calling for a re-
duction in Social Security surpluses and bars consideration of legis-
lation causing the aggregate level of Social Security spending to be
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exceeded. The House provision creates a point of order to prohibit
the consideration of legislation that would change the actuarial bal-
ance of the Social Security trust funds over a 5-year or 7-year pe-
riod. These firewall provisions will make it more difficult to enact
changes in the payroll tax rates or in other aspects of the Social
Security programs such as benefit changes.

3. BENEFIT AND TAX ISSUES AND LEGISLATIVE RESPONSE

Social Security has a complex system of determining benefit lev-
els for the millions of Americans who currently receive them, and
for all who will receive them in the future. Over time, this benefit
structure has evolved, with Congress mandating changes when
deemed necessary. Given the focus of Congress on the paring back
of spending, and the hostile environment toward expanding entitle-
ment programs, proposals for benefit improvements have made lit-
tle progress.

(A) TAXATION OF BENEFITS

On September 27, 1994, 300 Republican congressional candidates
presented a “Contract with America” that listed 10 proposals they
would pursue if elected. One of the proposals was the Senior Citi-
zens Equity Act which included a measure that would roll back the
85 percent tax on Social Security benefits for beneficiaries with
higher incomes. )

In 1993, as part of the budget reconciliation process, a provision
raised the tax from 50 percent to 85 percent, effective January 1,
1994. The tax revenues under this provision were expected to raise
$25 billion over 5 years. The revenues were specified to be trans-
ferred to the Medicare Hospital Insurance Trust Fund. During ac-
tion on the budget resolution in May 1996, Senator Gramm offered
a Sense of the Senate amendment that the increase should be re-
pealed. His amendment was successfully passed but had no prac-
tical impact. In addition, the budget package was vetoed by Presi-
dent Clinton, nullifying any action in the Senate on the issue.

(B) SOCIAL SECURITY EARNINGS TEST

One of the most controversial issues in the Social Security pro-
gram is the earnings test, which is a provision in the law that re-
duces OASDI benefits of beneficiaries who earn income from work
above a certain sum. Under the law, in 1999, the earnings test re-
duces benefits for Social Security beneficiaries under age 65 by $1
for every $2 earned above $9,600. Beneficiaries age 65 to 69 will
have benefits reduced $1 for each $3 earned above $15,500. The ex-
empt amounts are adjusted each year to rise in proportion to aver-
age wages in the economy. The test does not apply to beneficiaries
who have reached age 70.

The earnings test is among the least popular features of the So-
cial Security program. Consequently, proposals to liberalize or
eliminate the earnings test are perennial. This benefit reduction is
widely viewed as a disincentive to continued work efforts by older
workers. Indeed, many believe that the earnings test penalizes
those age 62 to 69 who wish to remain in the work force. Once
workers reach age 70, they are not subject to the test. Opponents
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of the earnings test consider it an oppressive tax that can add 50
percent to the effective tax rate workers pay on earnings above the
exempt amounts. Opponents also maintain that it discriminates
against the skilled, and therefore, more highly paid, worker and
that it can hurt elderly individuals who need to work to supple-
ment meager Social Security benefits. They argue that although
the test reduces Federal budget outlays, it also denies to the Na-
tion valuable potential contributions of older, more experienced
workers. Some point out that no such limit exists when the addi-
tional income is from pensions, interest, dividends, or capital gains,
and that it is unfair to single out those who wish to continue work-
ing. Finally, some object because it is very complex and costly to
administer.

Defenders of the earnings test say it reasonably executes the
urpose of the Social Security program. Because the system is a
orm of social insurance that protects workers from loss of income
due to the retirement, death, or disability of the worker, they con-
sider it appropriate to withhold benefits from workers who show by
their substantial earnings that they have not in fact “retired.” They
also argue that eliminating or liberalizing the test would primarily
help relatively better-off individuals who need the help least. Fur-
thermore, they point out that eliminating the earnings test would
be extremely expensive. Proponents of elimination counter that
older Americans who remain in the work force persist in making
contributions to the national economy and continue paying Social
Security taxes.

In March 1996, Congress enacted H.R. 3136 (the Contract with
America Advancement Act, P.L. 104-121), which raised the earn-
ings limit according to the following timetable:
$12,500

13,500
14,500
15,500
17,000

25,000
30,000

The cost of the provision (an estimated $5.6 billion) was offset by
other provisions in the bill. Social Security disability benefits to
drug addicts and alcoholics were eliminated, as were benefits to
non-dependent stepchildren. An estimated 1 million recipients aged
65—69 are affected by the new earnings test. Their incomes could
increase by more than $5,000 in 2002 depending on the level of an-
nual earnings.

In September 1998, Congress tock up legislation making further
changes to the Social Security earnings test. The House of Rep-
resentatives approved H.R. 4579 (the Taxpayer Relief Act of 1998)
which included a provision that would have increased the earnings
test exempt amount for recipients at or above the full retirement
age according to the following timetable:

$14,500
17,000
18,500
26,000
30,000
31,300
34,000




35,400
36,800
38,350
39,750

After 2008, the exempt amount again would be indexed to wage
growth. The Senate did not take up the bill, and the measure was
not included in any legislation passed by the 105th Congress.

(C) THE SOCIAL SECURITY “NOTCH”

The Social Security “notch” refers to the difference in monthly
Social Security benefits between some of those born before 1916
and those born in the 5- to 10-year period thereafter. The con-
troversy surrounding the Social Security “notch” stems from a se-
" ries of legislative changes made in the Social Security benefit for-
mula, beginning in 1972. That year, Congress first mandated auto-
matic annual indexing of both the formula to compute initial bene-
fits at retirement, and of benefit amounts after retirement, known
as cost-of-living adjustments (or COLAs). The intent was to elimi-
nate the need for ad hoc benefit increases and to adjust benefit lev-
els in relation to changes in the cost of living. However, the method
of indexing the formula was flawed in that initial benefit levels
were being indexed twice, for increases in both prices and wages.
Consequently, initial benefit levels were rising rapidly in relation
to the pre-retirement income of beneficiaries.

Prior to the effective date of the 1972 amendments, Social Secu-
rity replaced 38 percent of pre-retirement income for an average
worker retiring at age 65. The error in the 1972 amendments, how-
ever, caused an escalation of the replacement rate to 55 percent for
that same worker. Without a change in the law, by the turn of the
century, benefits would have exceeded a recipient’s pre-retirement
income. Financing this increase rather than correcting the over-
indexing of benefits would have entailed doubling the Social Secu-
rity tax rate. Concern over the program’s solvency provided a major
impetus for the 1977 Social Security amendments, which substan-
tially changed the benefit computation for those born after 1916. To
remedy the problem, Congress chose to partially scale back the in-
crease in relative benefits for those born from 1917 to 1921 and to
finance the remaining benefit increase with a series of scheduled
tax increases. Future benefits for the average worker under the
new formula were set at 42 percent of pre-retirement income.

The intent of the 1977 legislation was to create a relatively
smooth transition between those retiring under the old method and
those retiring under the new method. Unfortunately, high inflation
in the late 1970’s and early 1980’s caused an exaggerated dif-
ference between the benefit levels of many of those born prior to
1917 and those born later. The difference has been perceived as a
benefit reduction by those affected. Those born from 1917 to 1921,
the so-called notch babies, have been the most vocal supporters of
a “correction,” yet these beneficiaries fare as well as those born
later.

The Senate adopted an amendment to set up a Notch Study
Commission. In subsequent conference with the House, an agree-
ment was reached to establish a 12-member bipartisan commission
with the President, the leadership of the Senate and the House
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each appointing 4 members. The measure was signed into law
when the President signed H.R. 5488 (P.L. 102-393). The Commis-
sion was required to report to Congress by December 31, 1993.
However, in 1993, Congress extended the due date for the final re-
port until December 31, 1994, as part of the Treasury Department
appropriations legislation (P.L. 103-123).

The Commission met seven times, including three public hear-
ings, between April and December 1994. In late December 1994,
the Notch Commission reported that “benefits paid to those in the
“notch” years are equitable and no remedial legislation is in order.”

The Commission’s report notes that “when displayed on a verti-
cal bar graph, those benefit levels form a kind of v-shaped notch,
dropping sharply from 1917 to 1921, and then rising again. * * *
To the extent that disparities in benefit levels exist, they exist not
because those born in the Notch years received less than their due;
they exist because those born before the notch babies receive sub-
stantially inflated benefits.” The report of the Commission seems to
have put the Notch issue to rest as Congress grapples with other
financing issues.

(D) FINANCING OF SOCIAL SECURITY TRUST FUNDS

Focus on the long-term solvency of the Social Security trust
funds has nullified proposals to increase benefits or cut payroll
taxes. Despite the emergence of Federal budget surpluses for the
first time in three decades, concern persists over expected future
growth in expenditures for entitlement programs, including Social
Security. Recent congressional proposals to shore up the financing
of the Social Security trust funds range from relatively conserv-
ative adjustments within the current program to wholesale restruc-
turing of the system.

(1) Raising the Retirement Age

To help solve Social Security’s long-range financing problems,
. proposals have been made to increase the retirement age. Bills in-
troduced in the 105th Congress would accelerate the phase-in of
the increase to age 67, raise the early retirement age to 65 or 67,
and raise the full retirement age to 70.

Originally, the minimum age of retirement for Social Security
was 65. In 1956, Congress lowered the minimum age to age 62 for
women, but also provided that benefits taken before age 65 would
be permanently reduced to account for the longer period over which
benefits would be paid. In 1983, Congress enacted legislation to ad-
dress the financing problems of Social Security. Under that legisla-
tion, the full retirement age will increase by 2 months each year
after 1999 until it reaches 66 for those who attain age 62 in 2005.
It will increase again by 2 months for each year after 2016 that a
person reaches age 62, until it reaches age 67 for those who attain
age 62 in 2022 or later.

Since the Social Security financial picture has worsened, this so-
lution has been the target of renewed interest. In January 1997,
the 1994-1996 Advisory Council on Social Security issued a report
on recommendations to solve Social Security’s long-range financial
problems. Although it split into three factions because it could not
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agree on a single set of proposals, two of the factions recommended
that the increase in the full retirement age to 67 in current law be
accelerated, so that it would be fully effective in 2016 (instead of
2027), and indexed thereafter to increases in longevity. One of
these two factions also recommended that the early retirement age
be raised in tandem with the full retirement age until it reached
age 65, where it would remain, but with increased actuarial reduc-
tions as the full retirement age continues to increase. During the
105th Congress, a number of proposals to raise the retirement age
were introduced.

Senator Gregg introduced a bill (S. 321) that would raise the full
retirement age and the early retirement age to 70 and 65, respec-
tively, by 2037, and by 2 month per year thereafter.

Representative Sanford introduced a bill (H.R. 2768) that would
gradually increase the age for full retirement, aged spouses and
widow(er)s benefits to 70. The full retirement age would increase
by 2 months for each year that a person was born after 1937 (i.e.,
who attain age 62 after 1999), until it reached age 70 for those
born in 1967 (i.e., who attain age 62 in 2029) or later. Retirement
and aged spouse benefits would still be available at age 62, but
their actuarial reduction would increase (e.g., the reduction for re-
tirement at age 62 would be 40 percent). Similarly, H.R. 2929 in-
troduced by Representative Porter would raise the full retirement
age to 70 by 2037 in the same manner as H.R. 2768.

Another bill introduced by Representative Sanford (H.R. 2782)
would raise the full retirement age to age 70 by 2037 and by one-
half month per year thereafter. The early retirement age would be
raised to 65 by 2020, and by one-half month per year beginning in
2033.

Representative Nick Smith introduced a bill (HR. 3082) that
would raise the full retirement and early retirement ages by rais-
ing the full retirement age by 3 months per year that a person is
born after 1937 (who attains age 62 after 1999) until it reaches age
69 for those born in 1953 (age 62 in 2015). The early retirement
age would also rise by 3 months per year , until it reaches age 65
for those born in 1949 (age 62 in 2011). The earliest age for eligi-
bility for widow and widower benefits likewise would rise, to age
63 for those born in 1949. After 2015, the full retirement age would
be adjusted so as to maintain a constant ratio of projected life ex-
pectancy at the full retirement age to potential working years, de-
fined as the full retirement age minus 20, and the early retirement
age would be adjusted to be 4 years (6 years for widows and widow-
ers) lower than the full retirement age.

Senator Moynihan introduced a bill (S. 1972) that would raise
the full retirement age to 68 by 2017, and would raise it thereafter
by 1 month every 2 years until it reaches age 70.

Senator Gregg and Representative Kolbe introduced legislation
(5. 2313 and H.R. 4256, respectively) that would raise the full re-
tirement age to 70 by 2037 in the same manner as S. 321 described
above, but would increase it thereafter by about 1 month every 3
years.

None of these bills were enacted in the 105th Congress.



16

(2) “Means Testing” Social Security Benefits

Social Security benefits are paid regardless of the recipient’s eco-
nomic status. Since the financing of Social Security has relied on
the use of a mandatory tax on a worker’s earnings and the amount
of those earnings are used to determine the amount of the eventual
benefit, a tie has been established between the taxes paid and ben-
efits received. This link has promoted the perception that benefits
are an earned right, and not a transfer payment. With the crisis
in the financing of Social Security, interest in the issue of whether
high-income beneficiaries should receive a full benefit surfaced. As
a result, the 1983 reforms included a tax of 50 percent on benefits
for higher income beneficiaries (an indirect means test).

Some policymakers have recommended that the growth of entitle-
ments be slowed. Some entitlement programs are means tested—
eligibility is dependent on a person’s income and assets. Means
testing Social Security, the largest entitlement program, could reap
substantial savings. The proposal that received the most attention
in 1994 was offered by the Concord Coalition, a non-profit organi-
zation created with the backing of former Senators Rudman and
Tsongas. Their proposal would have reduced benefits by up to 85

ercent on a graduated scale for families with incomes above
40,000 (the 85 percent rate would apply to families with incomes
above $120,000).

Supporters of a means test for Social Security argue that all
spending must be examined for ways to cut costs. Although the
program is perceived as an annuity program, that is not the case.
Beneficiaries receive substantially more in benefits than the value
of the Social Security taxes paid. Means testing benefits for high
income recipients is a fair way to impose sacrifice. They point to
data from the Congressional Budget Office which show that the
number of Social Security recipients with annual incomes over
$50,000 is estimated to be 6.6 million (estimate for 1997). These in-
dividuals could afford a cut in benefits.

Opponents of means testing believe that such a move would be
the ultimate breach of the principle of Social Security. They believe
that a means test would align the program with other welfare pro-
grams, a move that would weaken public support for the program.
Opponents also believe that means testing is wrong on other
grounds. They argue that Social Security is not contributing to defi-
cits, it is currently creating a surplus. It would discourage people
from saving because additional resources could disqualify them
from receiving full benefits. Also, from a retiree’s view, individuals
should be able to maintain a certain level of income.

As Congress addresses Social Security’s long-range financing
problems, means testing Social Security benefits may once again be
raised as a cost-saving option.

(3) Bipartisan Panel to Design Long-Range Social Security Reform

In April 1998, the House of Representatives passed H.R. 3546
(the National Dialogue on Social Security Act of 1998). The meas-
ure would direct the President, the Speaker of the House of Rep-
resentatives, and the Majority Leader of the Senate to convene a
national dialog on Social Security through regional conferences and
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Internet exchanges. The dialog would serve both to educate the
public regarding the Social Security program and generate com-
ments and recommendations for reform. The measure also would
establish the Bipartisan Panel to Design Long-Range Social Secu-
rity Reform which would be required to report a single set of rec-
ommendations for restoring long-range solvency to the system. The
Senate did not act on the measure prior to adjournment of the
105th Congress.

{(4) Use of Projected Federal Budget Surpluses

In September 1998, the House of Representatives passed H.R.
4578 which would create a “Protect Social Security Account” in the
Treasury into which 90 percent of unified budget surpluses pro-
jected over the next 11 years would be deposited until the Social
Security system is projected to be in long-term balance. Subse-
quently, the House inserted the language in H.R. 4578 into H.R.
4579 (the Taxpayer Relief Act of 1998) also passed by the House
in September 1998. The Senate did not act on the measure prior
to adjournment of the 105th Congress.

(5) Privatization

The 1994-1996 Advisory Council on Social Security issued a re-
port in January 1997 on ways to solve the program’s long-range fi-
nancing problems. The Council could not reach a consensus on a
single approach, so the report contains three different proposals
that are intended to restore long-range solvency to the Social Secu-
rity system. The first proposal, labeled the “maintain benefits”
plan, keeps the program’s benefit structure essentially the same by
addressing most of the long-range deficit through revenue in-
creases, including an eventual rise in the payroll tax, and minor
benefit cuts. To close the remaining gap, it recommends that in-
vesting part of the Social Security trust funds in the stock market
be considered. The second, labeled the “individual account” plan,
restores financial solvency mostly with reductions in benefits, and
in addition imposes mandatory employee contributions to individ-
ual savings accounts. The third, labeled the “personal security ac-
count” plan, achieves long-range financial balance through a major
redesign of the system that gradually replaces a major portion of
the Social Security retirement benefit with individual private sav-
ings accounts.

Elements of the Council’s recommendations were reflected in a
number of bills introduced in the 105th Congress. More than 30 fi-
nancing reform bills were introduced, most of which would permit
or require the creation of personal savings accounts to supplement
or replace Social Security benefits for future retirees. Some of the
bills would allow or require the investment of Social Security trust
funds in the financial markets. Although none of these measures
were acted upon during the 105th Congress, similar proposals may
be considered during the 106th Congress.
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B. SOCIAL SECURITY—DISABILITY INSURANCE

1. BACKGROUND

In recent years, Congress has raised concern over SSA’s adminis-
tration of the largest national disability program, Social Security
Disability Insurance (SSDI). In particular, there was concern that
some SSDI beneficiaries were using the benefit to purchase drugs
and alcohol. As a result of extensive investigation, Congress re-
sponded to these concerns by placing a 3-year time limit on pro-
gram benefits to drug addicts and alcoholics, extending require-
ments for treatment to SSDI recipients, and requiring SSDI recipi-
ents to have a representative payee.

Action was also taken to shore up the financing of the DI trust
fund. The Social Security trustees, in the annual report to Con-
gress, uttered an explicit warning that the DI trust fund would be
depleted in 1995. Congress acted in late 1994 to take steps that
would keep the DI trust fund solvent. The latest projections by the
Social Security trustees show that the DI trust fund will remain
solvent until 2019.

More recently, Congress has addressed concerns over the small
number of disability recipients who leave the benefit rolls because
they return to work. In June 1998, the House of Representatives
passed H.R. 3433 (the Ticket to Work and Self-Sufficiency Act of
1998). Under the legislation, a disabled beneficiary would be given
a “ticket” which could be used to obtain employment, vocational re-
habilitation, or other support services from approved providers. The
service provider, in turn, would be entitled to a share of the cash
benefit savings that result from the beneficiary’s return to work.
The Senate did not take up the legislation prior to the adjournment
of the 105th Congress.

(A) RECENT HISTORY

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

SSA had drastically cut back on CDRs partly due to budget
shortfalls that left it unable to meet the mandated requirements
for the number of CDRs it must perform. In addition, Congress
continued to encounter evidence of a deterioration in the quality
and timeliness of disability determinations being conducted by
SSA, even as the agency was undertaking a system-wide disability
redesign, intended to address backlogs and improve decision-
making.
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2. ISSUES AND LEGISLATIVE RESPONSE
(A) FINANCIAL STATUS OF DISABILITY INSURANCE TRUST FUND

The Social Security trustees warned in 1993 that the SSDI pro-
gram was in financial trouble and that its trust fund may be de-
pleted in 1995 or sooner. The trustees’ 1993 report projected deple-
tion by 1995. Their forecast reflected rapid enrollment increases
over the past few years and tax revenues constrained by a stagnant
economy.

The SSDI trust fund’s looming insolvency prompted proposals to
reallocate taxes to it from Social Security’s retirement program. Be-
cause the trustees projected that the Old Age and Survivors trust
fund would be solvent until 2044, many proposed to allocate a
greater portion to SSDI. Projections issued in 1993 indicated that
the two programs could still be kept solvent until 2036. Such a re-
allocation would eventually shift about 3 percent of the retirement
programs’ taxes to SSDI.

Most advocates of reallocation favored quick action to allay fears
that the program was in danger and to provide time to assess
whether an improving economy would alter the outlook. Others fa-
vored only a temporary reallocation to force a careful assessment
of the factors driving up enrollment and whether there were fea-
sible ways to constrain it. ' ’

In 1993, the House of Representatives approved a provision to
deal with this issue, but it was dropped from the final version of
the Omnibus Budget Reconciliation Act of 1993 along with other
Social Security provisions for procedural reasons. Specifically, 0.275
percent of the employer and employee Social Security payroll tax
rate, each, and 0.55 percent of the self-employment tax would have
been reallocated from the OASI trust fund to the DI trust fund.
The total OASDI tax rate of 6.2 percent for employers and employ-
ees and 12.4 percent for the self-employed would remain un-
changed.

Although the House provision was dropped, this was done for
procedural reasons, not policy reasons. Widespread agreement ex-
isted in the House and the Senate to address this issue again as
soon as possible. Congress acted in late 1994 by enacting a re-
allocation as part of P.L. 103-387. According to the 1998 trustees’
report, the DI trust fund is projected to remain solvent until 2019
and the OASI fund is projected to remain solvent until 2034 (on a
combined basis, the trust funds are projected to remain solvent
until 2032).

(B) NEW RULES FOR DISABILITY BENEFITS

Concern over DI recipients who are drug addicts and alcoholics
(DA&As) and how their benefits are sometimes used resulted in
swift action in 1994 to curb abuse. Since the inception of Supple-
mental Security Income (or SSI, a program financed with general
fund revenues and administered by SSA), the law has required
that the SSI payments to individuals who have been diagnosed and
classified as drug addicts or alcoholics must be made to another in-
dividual, or an appropriate public or private organization. The rep-
resentative payee is responsible for managing the recipient’s fi-
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nances. Federal law did not require the use of representative pay-
ees for drug addicts and alcoholics enrolled in the DI program.

Criticism was also targeted at SSA’s failure to monitor DA&A re-
cipients in the SSI program who were required to undergo treat-
ment. A report issued by the General Accounting Office revealed
that SSA had established monitoring agencies in only 18 states
even though the monitoring requirement had been in effect since
the inception of the program.

The Social Security Independence and Program Improvements
Act (P.L. 103-296) addressed these issues. The new law required
that DI recipients whose drug addiction or alcoholism was a con-
tributing factor material to their disability receive DI payments
through a representative payee. The representative payee require-
ments were strengthened by creating a preference list for payees.
SSA now selects the payee, with preference given to nonprofit so-
cial services agencies. Qualified organizations may charge DA&As
a monthly fee equal to 10 percent of the monthly payment or $50,
whichever is less.

Prior to the enactment of P.L. 103-296, only the SSI recipients
were required to undergo appropriate treatment. There were no
parallel requirements for DI recipients. With the new legislation,
DI recipients were required to undergo substance abuse treatment.
Benefits could be suspended for those recipients who failed to un-
gei'go or comply with required treatment for drug addiction or alco-

olism.

Before enactment of P.L. 103-296, DA&As in both the SSI and
DI programs received program benefits as long as they remained
disabled. The new law required that recipients whose drug addic-
tion or alcoholism was a contributing factor material to SSA’s de-
termination that they were disabled be dropped from the rolls after
receiving 36 months of benefits. The 36-month limit applies to DI
substance abusers only for months when appropriate treatment
was available.

With the Republican party gaining a majority in the 1994 elec-
tions, the issue of drug addicts and alcoholics 1n the Federal dis-
ability programs received renewed attention. The Personal Respon-
sibility Act (part of the House Republican Contract With America)
contained a provision which would wipe out benefits for DA&As in
the SSI program. As the welfare reform debate evolved, proposals
to raise the earnings limit for receipt of Social Security benefits
were rejected because there were no offsets to “pay for” the desired
increase in the earnings limit. Senator McCain and Representative
Bunning sponsored legislation to increase the earnings limit and
included specific offsets to finance the change. H.R. 3136, signed by
President Clinton, increased the earnings limit to $30,000 by 2002.
One of the offsets included in the bill was the elimination of drug
addiction and alcoholism as a basis for disability in both the SSDI
program and the SSI program.

This change in policy was enacted despite warnings that approxi-
mately 75 percent of the people in the DA&A program could re-
qualify for benefits based on another disabling condition, such as
a mental illness. Opponents warned that such a move would result
in fewer people in treatment and increased abuse of benefits be-
cause of the relaxation of the representative payee requirements
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enacted in 1994. Early reports of the implementation of the law
seem to bear out these predictions; however, more information will
be needed as the provision’s requirements are fully implemented.

(C) DISABILITY DETERMINATION PROCESS

In 1994, SSA began to respond to congressional concern over
problems in the administration of its disability determination sys-
tem. The problems were first identified at hearings in 1990. Con-
gressional investigations found growing backlogs, delays, and mis-
takes. The issues raised in those investigations continued to wors-
en thereafter largely because SSA lacked adequate resources to
process its workload.

Acknowledging that the problem must be addressed with or with-
out additional staff, SSA set up a “Disability Process Reengineering
Project” in 1993. A series of committees were established to review
the entire process, beginning with the initial claim and continuing
through the disability allowance or the final administrative appeal.
T}lg effort targeted the SSDI program and the disability component
of SSI.

The project began in October 1993, when a special team com-
posed of 18 Federal and State Disability Determination Services
(DDS) employees was assembled at SSA headquarters in Balti-
more, MD. The SSA effort does not attempt to change the statutory
definition of disability, or affect in any way the amount of disability
benefits for which individuals are eligible, or to make it more dif-
ficult for individuals to file for and receive benefits. Rather, SSA
plans to reengineer the process in a way that makes it easier for
individuals to file for and, if eligible, to receive disability benefits
promptly and efficiently, and that minimizes the need for multiple
appeals.

In September 1994, SSA released a report describing the new
process. Under the new proposal, claimants will be offered a range
of options for filing a claim. Claimants who are able to do so will
play a more active role in developing their claims. In addition,
claimants will have the opportunity to have a personal interview
with decisionmakers at each level of the process.

The redesigned process will include two basic steps, instead of a
four-level process. The success of the new process will depend on
SSA’s ability to implement the simplified decision method and pro-
vide consistent direction and training to all adjudicators. It is also
dependent on better collection of medical evidence, and the develop-
ment of an automated claims processing system.

At the close of 1998, SSA continued to implement the disability
process redesign. SSA’s Accountability Report for Fiscal Year 1998
states:

The initial DI claims workload continues to present chal-
lenges for SSA as it remains one of the largest workload
categories in SSA. Its demands on our resources are con-
siderable as we progress with our disability process rede-
sign * * * The Agency is diligently working to fully trans-
girm the disability process redesign from a vision into a re-

ity.
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(D) CONTINUING DISABILITY REVIEWS

As concern over program growth has mounted, the need to pro-
tect the integrity of the program has moved to the forefront. This
movement has been demonstrated by the inquiries into the pay-
ment of disability benefits to drug addicts and alcoholics, as well
as concerns over the small number of people who are rehabilitated
through the efforts of SSA. Another important duty of SSA which
has been target of congressional interest is the continuing disabil-
ity review (CDR) process.

In recent years, SSA has had difficulty ensuring that people re-
ceiving disability benefits under DI program are still eligible for
benefits. By law, SSA is required to conduct CDRs to determine
whether beneficiaries have medically improved to the extent that
the person is no longer disabled. A GAO study was commissioned
to report on the CDR backlog, analyze whether there are sufficient
resources to conduct CDRs, and how to improve the CDR process.

GAO released its findings in October 1996. The study found that
about 4.3 million DI and SSI beneficiaries were due or overdue for
CDRs in fiscal year 1996. GAO found that SSA had already em-
barked on reforms that would improve the CDR process, although
the agency found that the proposal would not address all of the
problems.

In March 1996, Congress enacted H.R. 3136 (the Contract with
America Advancement Act, P.L. 104-121) which provided a sub-
stantial increase in the funding for CDRs—more than $4 billion
over 7 years. With this new funding, SSA developed a plan to con-
duct 8.2 million CDRs during fiscal years 1996 through 2002.

In September 1998, GAO released its findings that SSA is mak-
ing progress in conducting CDRs, with 1.2 million processed during
the first 2 years of the initiative. In its Accountability Report for
Fiscal Year 1998, SSA reports that it expects to process a total of
9.4 million CDRs over 7 years (1.2 million more than originally es-
timated). The number of CDRs conducted in fiscal year 1998 ex-
ceeded the number conducted in fiscal year 1997 by 101 percent,
and an estimated 1.6 million CDRs will be conducted in fiscal year
1999. According to SSA’s estimates, the DI backlog will be elimi-
nated in 2000, and the SSI backlog will be eliminated in 2002.

C. OUTLOOK FOR THE 106TH CONGRESS

The 106th Congress promises to be an important year on the leg-
islative front. Hearings on Social Security reform will be held, and
a variety of options, ranging from adjustments within the current
program to a major restructuring of the system, likely will be con-
sidered to resolve Social Security’s long-range financing problems.



Chapter 2

EMPLOYEE PENSIONS
BACKGROUND

Many employees receive retirement income from sources other
than Social Security. Numerous pension plans are available to em-
ployees from a variety of employers, including companies, unions,
Federal, State, and local governments, the U.S. military, National
Guard, and Reserve forces. The importance of the income these
plans provide to retirees accounts for the notable level of recent
congressional interest.

In 1997, Congress took steps to strengthen protections for par-
ticipants in §401(k) salary deferral plans. Several measures re-
laxed Federal restrictions on government employer plans. An excise
tax on large pension distributions was repealed. The Federal Thrift
Savings Plan was authorized to establish three new investment op-
tions, and Federal employees under the closed Civil Service Retire-
ment System (CSRS) were granted an “open season” to switch to
the Federal Employees Retirement System (FERS).

A. PRIVATE PENSIONS

1. BACKGROUND

Employer-sponsored pension plans provide many retirees with a
needed supplement to their Social Security income. Most of these
plans are sponsored by a single employer and provide employees
credit only for service performed for the sponsoring employer.
Other private plan participants are covered by “multi-employer”
plans which provide members of a union with continued benefit ac-
crual while working for any number of employers within the same
industry and/or region. About two out of every three private-sector
workers who have attained age 21, work at least 1,000 hours per
year, and have worked for at least 1 year are covered by a pension
plan. Assets totaled $2.7 trillion at the end of 1995. Employees of
larger firms are far more likely to be covered by an employer-spon-
sored pension plan than are employees of small firms.

Nearly half of private plan participants are covered under a de-
fined-benefit pension plan. Defined-benefit plans generally base the
benefit paid in retirement either on the employee’s length of service
or on a combination of his or her pay and length of service. Large
private defined-benefit plans are typically funded entirely by the
employer.

Defined-contribution plans, on the other hand, specify a rate at
which annual or periodic contributions are made to an account.

(23)
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Benefits are not specified but are a function of the account balance,
including interest, at the time of retirement.

Many large employers supplement their defined-benefit plan
with one or more defined-contribution plans. When supplemental
plans are offered, the defined-benefit plan is usually funded en-
tirely by the employer, and the supplemental defined-contribution
plans are jointly funded by employer and employee contributions.
Defined-benefit plans occasionally accept voluntary employee con-
tributions or require employee contributions. However, fewer than
31 percent of defined-benefit plans require contributions from em-
ployees.

Private pensions are provided voluntarily by employers. Nonethe-
less, the Congress has always required that pension trusts receiv-
ing favorable tax treatment benefit all participants without dis-
criminating in favor of the highly paid. Pension trusts receive fa-
vorable tax treatment in three ways: (1) Employers can deduct
their current contributions even though they do not provide imme-
diate compensation for employees; (2) income earned by the trust
fund is tax-exempt; and (3) employer contributions and trust earn-
ings are not taxable to the employee until received as a benefit.
The major tax advantages, however, are the tax-free accumulation
of trust interest (inside buildup) and the likelihood that benefits
may be taxed at a lower rate in retirement.

For decades, the Congress has used special tax treatment to en-
courage private pension coverage. In the Employee Retirement In-
come Security Act (ERISA) of 1974, Congress first established min-
imum standards for pension plans to ensure a broad distribution
of benefits and to limit pension benefits for the highly paid. ERISA
also established standards for funding and administering pension
trusts and added an employer-financed program of Federal guaran-
tees for pension benefits promised by private employers.

Title XI of the Tax Reform Act of 1986 made major changes in
pension and deferred compensation plans in four general areas.

The Act:

(1) limited an employer’s ability to “integrate” or reduce pen-
sion benefits to account for Social Security contributions;

(2) reformed coverage, vesting, and nondiscrimination rules;

(3) changed the rules governing distribution of benefits; and

(4) modified limits on the maximum amount of benefits and
contributions in tax-favored plans.

In 1987, Congress strengthened pension plan funding rules.
These rules were tightened further by the Retirement Protection
Act of 1994, and insurance premiums were increased for under-
funded plans.

The increased oversight of pension administration and funding
was revisited in 1996 with the passage of the Small Business Job
Protection Act. Legislative and regulatory actions over the last 20
years had improved pensions, but the resulting complexity of the
rules were blamed for the stagnation in the number of plans being
offered. For example, these rules resulted in higher administrative
costs to the plans which reduced the assets available to fund bene-
fits. In addition, a plan administrator who failed to accurately
apply the rules could be penalized by the failure to comply with
legal requirements.
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The Small Business Job Protection Act of 1996 was intended to
begin rectifying some of the perceived over-regulation of pension
plans. While commentators seem to agree that the Act will not re-
sult in an increase in defined benefit plans, it may increase the
number of defined contribution plans offered, particularly by small
businesses.

2. ISSUES AND LEGISLATIVE RESPONSES
(A) COVERAGE

Employers who offer pension plans do not have to cover every
employee. The law governing pensions—ERISA—permits employers
to exclude part-time, newly hired, and very young workers from the
pension plan.

The ability to exclude certain workers from participation in the
pension plan led to the enactment of safeguards to prevent an em-
ployer from tailoring a plan to only the highly compensated em-
ployees. In 1986, the Tax Reform Act increased the proportion of
an employer’s work force that must be covered under a company
pension plan. Employers who were unwilling to meet the straight-
forward percentage test found substantial latitude under the classi-
fication test to exclude a large percentage of lower paid workers
from participating in the pension plan. Under the percentage test,
the plan(s) had to benefit 70 percent of the workers meeting mini-
mum age and service requirements (56 percent of the workers if
the plan made participation contingent upon employee contribu-
tions). A plan could avoid this test if it could show that it benefited
a classification of employees that did not discriminate in favor of
highly compensated employees. The classifications actually ap-
proved by the Internal Revenue Service, however, permitted em-
ployers to structure plans benefiting almost exclusively highly com-
pensated employees.

While Congress and the IRS have sought to restrict the abuse
that can stem from allowing certain employees to defer taxation on
“benefits” in a pension plan, these tests have become confusing and
difficult to administer. Many pension fund managers have claimed
that this confusion has led to the tapering off in the growth of pen-
sion plan coverage—particularly in smaller companies. The Small
Business Job Protection Act of 1996 was enacted to combat some
of these problems.

Beginning in 1999, salary deferral plans will be exempt from
these coverage rules if the plan adopts a “safe-harbor” design au-
thorized under the new law. In addition, the coverage rules will
apply only to DB plans. Another important change is the repeal of
the family aggregation rules. Under current law, related employees
are required to be treated as a single employee. Congress also ad-
dressed another complaint of pension plan administrators in the
1}_?(;: }%} changing the definition of “highly compensated employee”
( .

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

56-465 00 -2
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To enable more employees to vest either partially or fully in a
pension plan, the 1986 Tax Reform Act required more rapid vest-
ing. The new provision, which applied to all employees working as
of January 1, 1989, requires that, if no part of the benefit is vested
prior to 5 years of service, then benefits fully vest at the end of 5
years. If a plan provides for partial vesting before 5 years of serv-
ice, then full vesting is required at the end of 7 years of service.

(1) Access

Most noncovered workers work for employers who do not sponsor
a pension plan. Nearly three-quarters of the noncovered employees
work for small employers. Small firms often do not provide pen-
sions because pension plans can be administratively complex and
costly. Often these firms have low profit margins and uncertain fu-
tures, and the tax benefits of a pension plan for the company are
not as great for small firms.

Projected trends in future pension coverage have been hotly de-
bated. The expansion of pension coverage has slowed over the last
decade. The most rapid growth in coverage occurred in the 1940’s
and 1950’s when the largest employers adopted pension plans. One
of the goals of the Small Business Job Protection Act was to in-
crease the number of employers who offer defined contribution
plans to their employees. This reflects the preference for defined
contribution plans by small employers because of their low cost and
flexibility. This preference is demonstrated by the growth in the
number of DC plans. The 1993 Current Population Survey (CPS)
shows that the percentage of private-sector workers reporting that
they were offered a 401(k) plan increased from 7 percent in 1983
to 35 percent in 1993.

The Act will increase access to DC plans by restoring to nonprofit
organizations the right to sponsor 401(k) plans. (The Tax Reform
Act of 1986 had ended the ability of nonprofits to offer these plans.)
State and local government entities will still be prohibited from of-
fering 401(k) plans, however.

The new law also authorized a “savings incentive match plan for
employees” or SIMPLE. This authority replaced the salary reduc-
tion simplified employee pension (SARSEP) plans. The SIMPLE
plan can be adopted by firms with 100 or fewer employees that
have no other pension plan in place. An employer offering SIMPLE
can choose to use a SIMPLE retirement account or a 401(k) plan.
These plans will not be subject to nondiscrimination rules for tax-
qualified plans. In a SIMPLE plan, an employee can contribute up
to $6,000 a year, indexed yearly for inflation in $500 increments.
(The 1999 limit remains at $6,000 because of low inflation since au-
thorization of SIMPLE.) The employer must meet a matching re-
quirement and vest all contributions at once.

(2) Benefit Distribution and Deferrals

Vested workers who leave an employer before retirement age
generally have the right to receive vested deferred benefits from
the plan when they reach retirement age. Benefits that can only be
paid this way are not “portable” because the departing worker may



27

not transfer the benefits to his or her next plan or to a savings ac-
count.

Many pension plans, however, allow a departing worker to take
a lump-sum cash distribution of his or her accrued benefits. Fed-
eral policy regarding lump-sum distributions has been inconsistent.
On the one hand, Congress formerly encouraged the consumption
of lump-sum_ distributions by permitting employers to make dis-
tributions without the consent of the employee on amounts of
$5,000 or less, and by providing favorable tax treatment through
the use of the unique “10-year forward averaging” rule. On the
other hand, Congress has tried to encourage departing workers to
save their distributions by deferring taxes if the amount is rolled
into an individual retirement account (IRA) within 60 days. IRA
rollovers, however, have attracted only a minority of lump-sum dis-
tributions.

Some workers that receive lump-sum distributions spend them
rather than save them. Thus, distributions appear to reduce retire-
ment income rather than increase it. Survey data for 1996 indicate
that only 46 percent of recipients put at least part of their lump-
sum distributions into retirement accounts.

The Small Business Job Protection Act eliminated the 5-year
averaging of lump-sum pension distributions. The 10-year averag-
ing for the “grandfathered” class was maintained, however.

(B) TAX EQUITY

Private pensions are encouraged through tax benefits, projected
by the Treasury to be $77.4 billion for fiscal year 2000. In return,
Congress regulates private plans to prevent ‘over-accumulation of
benefits by the highly paid. Congressional efforts to prevent the
discriminatory provision of benefits have focused on voluntary sav-
ings plans and on the effectiveness of current coverage and dis-
crimination rules.

(1) Limitations on Tax-Favored Voluntary Savings

The Tax Reform Act of 1986 tightened the limits on voluntary
tax-favored savings plans by repealing the deductibility of contribu-
tions to an IRA for participants in pension plans with adjusted
gross incomes (AGIs) in excess of $35,000 (individuals) or $50,000
(oint), with a phased-out reduction in the amount deductible for
those with AGIs above $25,000 or $40,000, respectively. These lim-
its were relaxed somewhat by the Taxpayer Relief Act of 1997 (P.L.
105-34). The $35,000 limit will rise gradually, reaching $60,000 in
2005. The $50,000 limit will reach $100,000 in 2007. Furthermore,
the Roth IRA, which was authorized by The Taxpayer Relief Act
of 1997, allows individuals to save after-tax income and make tax-
free withdrawals if certain conditions are met. Roth IRAs are al-
lowed for taxpayers with AGI no greater than $110,000 ($160,000
for joint filers).

The Small Business Job Protection Act included a major expan-
sion of IRAs. The Act allows a non-working spouse of an employed
person to contribute up to the $2,000 annual limit on IRA contribu-
tions. Prior law applied a combined limit of $2,250 to the annual
contribution of a worker and non-working spouse.
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The Tax Reform Act of 1986 reduced the dollar limit on the
amount employees can elect to contribute through salary reduction
to an employer plan from $30,000 to $7,000 per year for private-
sector 401(k) plans and to $9,500 per year for public sector and
nonprofit 403(b) plans. In 1999, the limit on contributions to 401(k)
and 403(b) plans is $10,000. These limits are subject to annual in-
gl5ation adjustments rounded down to the next lowest multiple of

00.

(C) PENSION FUNDING

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

Prior to ERISA, participants in underfunded pension plans lost
some or all of their benefits when employers went out of business.
To correct this problem, ERISA established a program of termi-
nation insurance to guarantee the vested benefits of participants in
single-employer defined-benefit plans. This program guaranteed
benefits up to $34,568 a year in 1998 (adjusted annually). The sin-
gle-employer program is funded through annual premiums paid by
employers to the Pension Benefit Guaranty Corporation (PBGC)—
a Federal Government agency established in 1974 by title IV of
ERISA to protect the retirement income of participants and bene-
ficiaries covered by private sector, defined-benefit pension plans.
When an employer terminates an underfunded plan, the employer
is liable to the PBGC for up to 30 percent of the employer’s net
worth. A similar termination insurance program was enacted in
1980 for multi-employer defined-benefit plans, using a lower an-
nual premium, but guaranteeing only a portion of the participant’s
benefits.

Over time, concern grew that the single-employer termination in-
surance program was inadequately funded. A major cause of the
PBGC'’s problem was the ease with which economically viable com-
panies could terminate underfunded plans and unload their pen-
sion liabilities on the termination insurance program. Employers
unable to make required contributions to the pension plan re-
quested funding waivers from the IRS, permitting them to withhold
their contributions, and thus increase their unfunded liabilities. As
the underfunding grew, the company terminated the plan and
transferred the liability to the PBGC. The PBGC was helpless to
prevent the termination and was also limited in the amount of as-
sets that it could collect from the company to help pay for under-
funding to 30 percent of the company’s net worth. PBGC was un-
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able to collect much from the financially troubled companies be-
cause they were likely to have little or no net worth.

During 1986, several important changes were enacted to improve
PBGC’s financial position. First, the premium paid to the PBGC by
employers was increased per participant. In addition, the cir-
cumstances under which employers could terminate underfunded
pension plans and dump them on the PBGC were tightened consid-
erably. A distinction is now made between “standard” and “dis-
tress” terminations. In a standard termination, the employer has
adequate assets to meet plan obligations and must pay all benefit
commitments under the plan, including benefits in excess of the
amounts guaranteed by the PBGC that were vested prior to termi-
nation of the plan. A “distress” termination allows a sponsor that
is in serious financial trouble to terminate a plan that may be less
than fully funded.

While significant accomplishments were made in 1986, these -
changes did not solve the PBGC’s financing problems. As a remedy,
a provision in the Omnibus Budget Reconciliation Act of 1987
(OBRA 87) (P.L. 100-203) called for a PBGC premium increase in
1989 and an additional “variable-rate premium” based on the
amount that the plan is underfunded.

In OBRA 90, Congress increased the flat premium rate to $19 a

articipant. Additionally, it increased the variable rate to $9 per
gl,OOO of unfunded vested benefits. Also, the Act increased the per
participant cap on the additional premium to $53.

The financial viability of the PBGC continued to be an issue in
1991. This concern was demonstrated in the Senate’s refusal to
pass the Pension Restoration Act of 1991, a bill that would have
extended PBGC’s pension guarantee protection to individuals who
had lost their pension benefits before the enactment of ERISA in
1974,

The Retirement Protection Act of 1994 (RPA) was implemented
in response to PBGC’s growing accumulated deficit of $2.9 billion
and because pension underfunding continued to grow despite pre-
vious legislative changes. While private sector pension plans are
generally well funded, the gap between assets and benefit liabil-
ities in underfunded plans had grown steadily until 1994, when
PBGC estimated a shortfall of about $71 billion in assets, con-
centrated in the steel, airline, tire, and automobile industries.
While three-quarters of the underfunding was in plans sponsored
by financially healthy firms and did not necessarily pose a risk to
PBGC or plan participants, the remaining plans were sponsored by
financially troubled companies covering an estimated 1.2 million
participants. In 1995, PBGC estimated a reduction in the asset
shortfall to $64 billion, and the agency believes that further reduc-
tions have occurred since 1995.

The RPA was expected to improve funding of underfunded single-
employer pension plans, with the fastest funding by those plans
that were less than 60 percent funded for vested benefits to more
than 85 percent. The agency also expected its accumulated deficit
to be erased within 10 years.
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(D) ISSUES FOR THE 106TH CONGRESS

It is clear that private pension plan coverage rates did not in-
crease significantly in the period 1990-1996. The high concentra-
tion of small firms in the expanding service industry and the low
coverage rates among service industry workers account largely for
this stagnation in the private pension coverage rate. Congressional
action in 1996 to authorize SIMPLE plans for small firms may
'have some impact on coverage, and the 106th Congress is likely to
consider further measures to extend coverage in the small-business
sector.

Another trend in pension coverage of concern to some is the shift
away from traditional defined benefit plans toward discretionary
employee retirement savings arrangements, which may lessen re-
tirement income security for some workers. Some analysts think
that the decline in defined benefit plans reflects the highly regu-
lated nature of the voluntary pension system. Others feel that it re-
flects changes in the economy and worker preferences.

Pressure during the 1980’s and 1990’s to reduce Federal budget
deficits led to a number of belt-tightening measures aimed at tax
advantages for employer pensions, which account for the largest
single Federal tax expenditure. Now that budget surpluses are pro-
jected, and there is a strong continuing interest in improving pri-
vate retirement saving, the 106th Congress may revisit these
issues and consider relaxing certain plan limits.

The issue of pension portability also promises to receive some at-
tention. Pension benefit portability involves the ability to preserve
the value of an employee’s benefits upon a change in employment.
Proponents argue that the mobility of today’s work force demands
greater benefit portability than current law permits.

Sweeping demographic changes have led many experts to ques-
tion whether our Nation can provide retirement income and medi-
cal benefits to the future elderly at levels comparable to those of
today. There is concern that the baby boom is not saving ade-
quately for retirement, yet it is unlikely that Social Security bene-
fits will be increased. To the contrary, the age for unreduced bene-
fits will rise to 67 early in the 21st century, amounting to a benefit
reduction, and further cuts are being contemplated. Thus, law-
makers, economists, consultants, and others concerned about re-
tirement income security will likely continue to seek reforms in the
private pension system.

Finally, the role that pension funds can play in improving the
economy and public infrastructure is often debated because of the
huge amount of money accumulated in pension funds and the
budgetary constraints that limit the ability of Federal and State
governments to address their economic problems. Proposals to at-
tract public and private pension fund investment in financing the
rebuilding of roads, bridges, highways and other public infrastruc-
ture have aroused concerns that the Nation’s $4 trillion in pension
funds may be placed at risk by those who advocate that pension
managers engage in “economically targeted investing” (ETI). The
Clinton Administration has backed away from active advocation of
ETIs because of opposition in Congress, however.
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B. STATE AND LOCAL PUBLIC EMPLOYEE PENSION PLANS

1. BACKGROUND

Pension funds covering 13.3 million State and local government
workers and retirees held assets that were worth $1.4 trillion at
the end of 1995. Although some public plans are not adequately
funded, most State plans and large municipal plans have substan-
tial assets to back up their benefit obligations. At the same time,
State and local governments face other fiscal demands and some-
times seek relief by reducing or deferring contributions to their
pension plans in order to free up cash for other purposes. Those
who are concerned that these actions may jeopardize future pen-
sion benefits suggest that the Federal Government should regulate
State and local government pension fund operations to ensure ade-
quate funding.

State and local pension plans intentionally were left outside the
scope of Federal regulation under ERISA in 1974, even though
there was concern at the time about large unfunded liabilities and
the need for greater protection for participants. Although unions
representing State and municipal employees have supported the
application of ERISA-like standards to these plans, opposition from
local officials and interest groups thus far have successfully coun-
teracted these efforts, arguing that the extension of such standards
would be unwarranted and unconstitutional interference with the
right of State and local governments to set the terms and condi-
tions of employment for their workers. In the Taxpayer Relief Act
of 1997 (P.L. 105-34), Congress permanently exempted public
plans from Federal tax code rules regarding nondiscrimination
among participants and minimum participation standards.

(A) TAX REFORM ACT OF 1986

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

(B) ELECTIVE DEFERRALS

The Tax Reform Act set lower limits for employee elective defer-
rals to savings vehicles, coordinated the limits for contributions to
multiple plans, and prevented State and local governments from
establishing new 401(k) plans. The maximum contribution per-
mitted to an existing 401(k) plan was reduced from $30,000 to
$7,000 a year and the nondiscrimination rule that limits the aver-
age contribution of highly compensated employees to a ratio of the
average contribution of employees who do not earn as much was
tightened. With inflation adjustments, this has since increased to
$10,000 (in 1999). The maximum contribution to a 403(b) plan (tax-
sheltered annuity for public school employees) was reduced to
$9,500 a year (now also $10,000), and employer contributions for
the first time were made subject to nondiscrimination rules. In ad-
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dition, pre-retirement withdrawals were restricted unless due to
hardship. The maximum contribution to a 457 plan (unfunded de-
ferred compensation plan for a State or local government) remained
at $7,500, but is coordinated with contributions to a 401(k) or
403(b) plan. (It has since been indexed for inflation and is $8,000
in 1999.) In addition, 457 plans are required to commence distribu-
tions under uniform rules that apply to all pension plans. The
lower limits were effective for deferrals made on or after January
1, 1987, while the other changes generally were effective January
1, 1989.

(C) TAXATION OF DISTRIBUTIONS

The tax treatment of distributions from public employee pension
plans also was modified by the Tax Reform Act of 1986 to develop
consistent treatment for employees in contributory and non-
contributory pension plans. Before 1986, public employees who had
made after-tax contributions to their pension plans could receive
their own contributions first (tax-free) after the annuity starting
date if the entire contribution could be recovered within 3 years,
and then pay taxes on the full amount of the annuity. Alternately,
employees could receive annuities in which the portions of non-
taxable contributions and taxable pensions were fixed over time.
The Tax Reform Act repealed the 3-year basis recovery rule that
permitted tax-free portions of the retirement annuity to be paid
first. Under the new law, retirees from public plans must receive
annuities that are a combination of taxable and nontaxable
amounts.

The tax treatment of pre-retirement distributions was changed
for all retirement plans in an effort to discourage the use of retire-
ment money for purposes other than retirement. A 10 percent pen-
alty tax applies to any distribution before age 59.5 other than dis-
tributions in the form of a life annuity at early retirement at or
after age 55, in the event of the death of the employee, or in the
event of medical hardship. In addition, refunds of after-tax em-
ployee contributions and payments from 457 plans are not subject
to the 10 percent penalty tax. The Tax Reform Act of 1986 also re-
pealed the use of the advantageous 10-year forward-averaging tax
treatment for lump-sum distributions received prior to age 59.5,
and provided for a one-time use of 5-year forward-averaging after
age 59.5. However, 5-year averaging was later repealed, effective in
2000.

2. IsSUES AND LEGISLATIVE RESPONSE

Issues surrounding Federal regulation of public pension plans
have changed little in the past 25 years. A 1978 report to Congress
by the Pension Task Force on Public Employee Retirement Systems
concluded that State and local plans often were deficient in fund-
ing, disclosure, and benefit adequacy. The Task Force reported
many deficiencies that still exist today.

Government retirement plans, particularly smaller plans, fre-
quently were operated without regard to generally accepted finan-
cial and accounting procedures applicable to private plans and
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other financial enterprises. There was a general lack of consistent
standards of conduct.

Open opportunities existed for conflict-of-interest transactions,
and poor plan investment performance was often a problem. Many
plans were not funded on the basis of sound actuarial principles
and assumptions, resulting in funding levels that could place fu-
ture beneficiaries at risk of losing benefits altogether. There was a
lack of standardized and effective disclosure, creating a significant
potential for abuse due to the lack of independent and external re-
views of plan operations.

Although most plans effectively met ERISA minimum participa-
tion and benefit accrual standards, two of every three plans, cover-
ing 20 percent of plan participants, did not meet ERISA’s minimum
vesting standard. There has been considerable variation and uncer-
tainty in the interpretation and application of provisions pertaining
to State and local retirement plans, including the nondiscrimina-
tion and tax qualification requirements of the Internal Revenue
Code.. While most administrators seem to follow the broad outlines
of ERISA benefit standards, they are not required to do so. Con-
gress acted in 1996 to exempt public employee plans from the non-
dizcrimination and minimum participation rules of the Federal tax
code.

The issue of Federal standards has been tested partially in the
courts. In National League of Cities v. Usery, the U.S. Supreme
Court held that extension of Federal wage and maximum hour
standards to State and local employees was an unconstitutional in-
terference with State sovereignty reserved under the 10th Amend-
ment. State and local governments have argued that any extension
of ERISA standards would be subject to court challenge on similar
grounds. However, the Supreme Court’s decision in 1985 in Garcia
v. San Antonio Metropolitan Transit Authority overruling National
L{aague of Cities largely resolved this issue in favor of Federal reg-
ulation.

Perhaps in part because of the lingering question of constitu-
tionality, the focus of Congress has been fixed on regulation of pub-
lic pensions with respect to financial disclosure only. Some experts
have testified that much of what is wrong with State and local pen-
sion plans could be improved by greater disclosure.

A definitive statement on financial disclosure standards for pub-
lic plans was issued in 1986 by the Government Accounting Stand-
ards Board (GASB). Statement No. 5 on “Disclosure of Pension In-
formation by Public Employee Retirement Systems and State and
Local Governmental Employers” established standards for disclo-
sure of pension information by public employers and public em-
ployee retirement systems (PERS) in notes in financial statements
and in required supplementary information. The disclosures are in-
tended to provide information needed to assess the funding status
of PERS, the progress made in accumulating sufficient assets to
pay benefits, and the extent to which the employer is making actu-
arially determined contributions. In addition, the statement re-
quires the computation and disclosure of a standardized measure
of the pension benefit obligation. The statement further suggests
that 10-year trends on assets, unfunded obligations, and revenues
be presented as supplementary information.
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Some observers have suggested that the sheer size of the public
fund asset pool will lead to its inevitable regulation. There is also
concern about cash-strapped governments “raiding” pension plan
assets and tinkering with the assumptions used in determining
plan contributions. Critics of this position generally believe that the
diversity of plan design and regulation is necessary to meet diver-
gent priorities of different localities and is the strength, not weak-
ness, of what is collectively referred to as the State and local pen-
sion system. While State and local governments consistently op-
posed Federal action, increased pressures to improve investment
performance, coupled with the call for investing in public infra-
structure and economically targeted investments (ETIs), may less-
en some of the opposition of State and local plan administrators to
some degree of Federal regulation.

C. FEDERAL CIVILIAN EMPLOYEE RETIREMENT

1. BACKGROUND

From 1920 until 1984 the Civil Service Retirement System
(CSRS) was the retirement plan covering most civilian Federal em-
ployees. In 1935 Congress enacted the Social Security system for
private sector workers. Congress extended the opportunity for state
and local governments to opt into Social Security coverage in the
early to mid-1950’s, and in 1983, when the Social Security system
was faced with insolvency, the National Commission on Social Se-
curity Reform recommended, among other things, that the Federal
civil service be brought into thé Social Security system in order to
raise revenues by imposing the Social Security payroll tax on Fed-
eral wages. Following the National Commission’s recommendation,
Congress enacted the Social Security amendments of 1983 (P.L.
98-21) which mandated that all workers hired into permanent Fed-
eral positions on or after January 1, 1984, be covered by Social Se-
curity.

Because Social Security duplicated some existing CSRS benefits,
and because the combined employee contribution rates for Social
Security and CSRS were scheduled to reach more than 13 percent
of pay, it was necessary to design an entirely new retirement sys-
tem using Social Security as the base. (See Chapter 1 for a descrip-
tion of Social Security eligibility and benefit rules.) The new system
was crafted over a period of 2 years, during which time Congress
studied the design elements of good pension plans maintained by
medium and large private sector employers. An important objective
was to model the new Federal system after prevailing practice in
the private sector. In Public Law 99-335, enacted June 6, 1986,
Congress created the Federal Employees’ Retirement System
(FERS). FERS now covers all Federal employees hired on or after
January 1, 1984, and those who voluntarily switched from CSRS
to FERS during “open seasons” in 1987 and 1998. The CSRS will
g(laase to exist when the last employee or survivor in the system

es.

CSRS and the pension component of FERS are “defined benefit”
pension plans; that is, retirement benefits are determined by a for-
mula established in law that bases benefits on years of service and
salary. Although employees are required to pay into the system,
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the amounts workers pay are not directly related to the size of
their retirement benefits.

Civil service retirement is classified in the Federal budget as an
entitlement, and, in terms of budget outlays, represents the fourth
largest Federal entitlement program.

(A) FINANCING CSRS AND FERS

The Federal retirement systems are employer-provided pension
plans similar to plans provided by private employers for their em-
ployees. Like other employer-provided defined benefit plans, the
Federal civil service plans are financed mostly by the employer.
The employer of Federal Government workers is the American tax-
payer. Thus, tax revenues finance most of the cost of Federal pen-
sions.

The Government maintains an accounting system for keeping
track of ongoing retirement benefit obligations, revenues ear-
marked for the retirement system, benefit payments, and other ex-
penditures. This system operates through the Civil Service Retire-
ment and Disability Fund, which is a Federal trust fund. However,
this trust fund system is different from private trust funds in that
no cash is deposited in the fund for investment outside the Federal
Government. The trust fund consists of special nonmarketable in-
terest-bearing securities of the U.S. Government. These special se-
curities are sometimes characterized as “IOUs” the Government
writes to itself. The cash to pay benefits to current retirees and
other costs come from generaﬁ) revenues and mandatory contribu-
tions paid by employees enrolled in the retirement systems. Execu-
tive branch employee contributions are 7 percent of pay for CSRS
enrollees and 0.8 percent of pay for FERS enrollees.! These con-
tributions covered 10 percent of the annual cost of benefits to cur-
rent annuitants in fiscal year 1998.

The trust fund provides automatic budget authority for the pay-
ment of benefits to retirees and survivors without the Congress
having to enact annual appropriations. So long as the “balance” of
the securities in the fund exceeds the annual cost of benefit pay-
ments, the Treasury has the authority to write annuity checks
without congressional action. At the end of fiscal year 1998, the
value of trust fund holdings was $451 billion. Because interest and
other payments are credited to the fund annually, the fund contin-
ues to grow, and the system faces no shortfall of authority to pay
benefits well into the future.

Nevertheless, the balance in the fund does not cover every dollar
of future pension benefits to which everyone who is, or ever was,
a vested Federal worker will have a right from now until they die.
That full amount was estimated to be about $768 billion at the end
of fiscal year 1997. This amount exceeded the balance in the fund
at that time by about $341 billion, which represents the unfunded
liability of the retirement systems.

Critics of the Federal pension plans sometimes cite the unfunded
liability of the plans as a threat to future benefits or the viability

1These contribution rates were increased temporarily by a 1997 budget deficit reduction bill.
The CSRS rates are 7.25 percent in 1999, 7.4 percent in 2000, and 7.5 percent in 2001. The
FERS rates are 1.05 percent in 1999, 1.2 percent in 2000, and 1.3 percent in 2001. The perma-
nent rates will again apply beginning on Oct. 1. 2001.
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of the systems; they note that Federal law requires private employ-
ers to pre-fund their pension liabilities. However, there is an im-
portant difference between private plans and Federal plans. Pri-
vate employers may become insolvent or go out of business; there-
fore, they must have on hand the resources to pay, at one time, the
present value of all future benefits to retirees and vested employ-
ees. In contrast, the Federal Government is not likely to go out of
business. The estimated Federal pension plan liabilities represent
a long-term, rolling commitment that never comes due at any one
time. The Government’s obligation to pay Federal pensions is
spread over the retired lifetimes of past and current Federal work-
ers, including very elderly retirees who retired many years ago and
younger workers who only recently began their Federal service and
who will not be eligible for benefits for another 30 years or so.

The trust fund has no effect on the annual Federal budget sur-
plus or deficit. The only costs of the Federal retirement system that
show up as outlays in the budget, and which therefore contribute
to a deficit or reduce a surplus, are payments to retirees, survivors,
separating employees who withdraw their contributions, plus cer-
tain administrative expenses. Any future increase in the cost of the
retirement program will result from: (a) a net increase in the num-
ber of retirees (new and existing retirees and survivors minus dece-
dents); (b) increases in Federal pay, which affect the final pay on
which pensions for new retirees are determined; and (c) cost-of-liv-
ing adjustments to retirement benefits. Also, as the number of
workers covered under CSRS declines, a growing portion of the
Federal workforce will be covered under FERS, and, because FERS
employee contributions are substantially lower than those from
CSRS enrollees, employee contributions will, over time, offset less
of the annual costs.

Nevertheless, the special securities held in the fund represent
money the Government owes for current and future benefits. The
securities represent an indebtedness of the U.S. Government and
constitute part of the national debt. However, this is a debt the
Government owes itself. Thus, it will never have to be paid off by
the Treasury, as must other U.S. Government securities such as
bonds or Treasury bills, which must be paid, with interest, to the
private individuals who purchased them.

In summary, the trust fund is an accounting ledger used to keep
track of revenues earmarked for the retirement programs, benefits
paid under those programs, and money that is owed by the Govern-
ment for estimated future benefit costs. The concept of unfunded
liability, while indicative of future costs that must be financed by
government over a long time period, is not particularly relevant as
a measure of a sum that might have to be paid at a point in time.

(B) CIVIL SERVICE RETIREMENT SYSTEM

CSRS Retirement Eligibility and Benefit Criteria.—Workers en-
rolled in CSRS may retire and receive an immediate, unreduced
annuity at the following minimum ages: age 55 with 30 years of
service; age 60 with 20 years of service; age 62 with 5 years of serv-
ice. Workers who separate from service before reaching these age
and service thresholds may leave their contributions in the system
and draw a “deferred annuity” at age 62.
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CSRS benefits are determined according to a formula that pays
retirees a certain percentage of their preretirement Federal salary.
The preretirement salary benchmark is a worker’s annual pay
averaged over the highest-paid 3 consecutive years, the “high-3”.
Under the CSRS formula, a worker retiring with 30 years of serv-
ice receives an initial annuity of 56.25 percent of high-3; at 20
years the annuity is 36.25 percent; at 10 years it is 16.25 percent.
The maximum initial benefit of 80 percent of high-3 is reached
after 42 years of service.

Employee Contributions.—All executive branch CSRS enrollees
pay into the system 7 percent of their gross Federal pay. (As men-
tioned above, contribution rates are temporarily higher.) This
amount is automatically withheld from workers’ paychecks but is
included in an employee’s taxable income. Employees who separate
before retirement may withdraw their contributions (no interest is
paid if the worker completed more than 1 year of service), but by
doing so the individual relinquishes all rights to retirement bene-
fits. If the individual returns to Federal service, the withdrawn
sums may be redeposited with interest, and retirement credit is re-
stored for service preceding the separation. Alternatively, workers
may accept a reduced annuity in lieu of repayment of withdrawn
amounts.

Survivor Benefits.—Surviving spouses (and certain former
spouses) of Federal employees who die while still working in a Fed-
eral job may receive an annuity of 55 percent of the annuity the
worker would have received had he or she retired rather than died,
with a minimum survivor benefit of 22 percent of the worker’s
high-3 pay. This monthly annuity is paid for life unless the sur-
vivor remarries before age 55. .

Spouse survivors of deceased retirees receive a benefit of 55 per-
cent of the retiree’s annuity at the time of death, unless the couple
waives this coverage at the time of retirement or elects a lesser
amount; it is paid as a monthly annuity unless the survivor remar-
ries before age 55. (Certain former spouses may be eligible for sur-
vivor benefits if the couple’s divorce decree so specifies.) To par-
tially pay for the cost of a survivor annuity, a retiree’s annuity is
reduced by 2.5 percent of the first $3,600 of his or her annual an-
nuity plus 10 percent of the annuity in excess of that amount.

Unmarried children under the age of 18 (age 22 if a full-time stu-
dent) of a deceased worker or retiree receive an annuity of no more
than $4,128 per year in 1998 ($4,944 if there is no surviving par-
ent). Certain unmarried, incapacitated children may receive a sur-
vivor annuity for life.

CSRS Disability Retirement.—The only long-term disability pro-
gram for Federal workers is disability retirement. Eligibility for
CSRS disability retirement requires that the individual be (a) a
Federal employee for at least 5 years, and (b) unable, because of
disease or injury, to render useful and efficient service in the em-
ployee’s position and not qualified for reassignment to a vacant po-
sition in the agency at the same grade or pay level and in the same
commuting area. Thus, the worker need not be totally disabled for
any employment. This determination is made by the Office of Per-
sonnel Management (OPM).
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Unless OPM determines that the disability is permanent, a dis-
ability annuitant must undergo periodic medical reevaluation until
reaching age 60. A disability retiree is considered restored to earn-
ing capacity and benefits cease if, in any calender year, the income
of the annuitant from wages or self-employment, or both, equal at
least 80 percent of the current rate of pay of the position occupied
immediately before retirement.

A disabled worker is eligible for the greater of: (1) the accrued
annuity under the regular retirement formula, or (2) a “minimum
benefit.” The minimum benefit is the lesser of: (a) 40 percent of the
high-3, or (b) the annuity that would be paid if the worker contin-
ued working until age 60 at the same high-3 pay, thereby including
in the annuity computation formula the number of years between
the onset of disability and the date on which the individual will
reach age 60.

Cost-of-Living Adjustments.—Permanent law provides annual re-
tiree cost-of-living adjustments (COLAs) payable in the month of
January. COLAs are based on the Consumer Price Index for Urban
Wage Earners and Clerical Workers (CPI-W). The adjustment is
made by computing the average monthly CPI-W for the third quar-
ter of the current calender year (July, August, and September) and
comparing it with that of the previous year. The Omnibus Budget
Reconciliation Act of 1993 (P.L. 103-66) temporarily delayed the
payment date for COLAs for all annuitants (including disability
and survivor annuitants) to April 1 in 1994, 1995, and 1996. In
1997 the payment date returned to January 1.

(C) FEDERAL EMPLOYEES’ RETIREMENT SYSTEM

FERS has three components: Social Security, a defined-benefit
plan, and a Thrift Savings Plan. Congress designed FERS to rep-
licate retirement systems typically available to employees of me-
dium and large private firms.

(1) FERS Retirement Eligibility and Benefit Criteria

Workers enrolled in FERS may retire with an immediate, unre-
duced annuity under the same rules that apply under CSRS: that
is, age 55 with 30 years of service; age 60 with 20 years of service;
age 62 with 5 years of service. In addition, FERS enrollees may re-
tire and receive an immediate reduced annuity at age 55 with 10
through 29 years of service. The annuity is reduced by 5 percent
for each year the worker is under age 62 at the time of separation.
The “minimum retirement age” of 55 will gradually increase to 57
for workers born in 1970 and later. Like the CSRS, a deferred ben-
efit is payable at age 62 for workers who voluntarily separate be-
fore eligibility for an immediate benefit, provided they leave their
contributions in the system. An employee separating from service
under FERS may withdraw his or her FERS contributions, but
such a withdrawal permanently cancels all retirement credit for
the years preceding the separation with no option for repayment.
. FERS retirees under age 62 who are eligible for unreduced bene-
fits are paid a pension supplement approximately equal to the
amount of the Social Security benefit to which they will become en-
titled at age 62 as a result of Federal employment. This supple-
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ment is also paid to involuntarily retired workers between ages 55
and 62. The supplement is subject to the Social Security earnings
test.

Benefits from the pension component of FERS are based on high-
3 pay, as are CSRS benefits. A FERS annuity is 1 percent of high-
3 pay for each year of service if the worker retires before age 62
and 1.1 percent of high-3 for workers retiring at age 62 or over
with at least 20 years of service. Thus, for example, the benefit for
a worker retiring at age 62 with 30 years of service would be 33
percent of the worker’s high-3 pay, for a worker retiring at age 60
with 20 years of service the benefit would be 20 percent of high-
3 pay plus the supplement until age 62.

(2) Employee Contributions

Unlike CSRS participants, employees participating in FERS are
required to contribute to Social Security. The tax rate for Social Se-
curity is 6.2 percent of gross pay up to the taxable wage base of
$72,600 (in 1999). The wage base is indexed to the annual growth
of wages in the national economy. Under permanent law, executive
branch employees enrolled in FERS contribute the difference be-
tween 7 percent of gross pay and the Social Security tax rate.
Thus, in 1998, FERS participants contribute 0.8 percent of wages
up to $68,400 and 7 percent on wages over $68,400. (The FERS
contribution rate will rise temporarily to 1.05 percent in 1999, 1.2
percent in 2000, and 1.3 percent for the first 9 months of 2001.)

(3) Survivor Benefits

If an employee participating in FERS dies while still working in
a Federal job and after completing at least 18 months of service but
fewer than 10 years, spouse survivor benefits are payable in two
lump sums: $21,783 (in 1998, indexed annually by inflation) plus
one-half of the employee’s annual pay at the time of death. This
benefit can be paid in a single lump sum or in equal installments
(with interest) over 36 months, at the option of the survivor. How-
ever, if the employee had at least 10 years of service, an annuity
is paid in addition to the lump sums. The spouse survivor annuity
is equal to 50 percent of the employee’s earned annuity.

Spouse survivors of deceased FERS annuitants are not eligible
for the lump-sum payments but are eligible for an annuity of 50
percent of the deceased retiree’s annuity at the time of death un-
less, at the time of retirement, the couple jointly waives the sur-
vivor benefit or elects a lesser amount. FERS retiree annuities are
{)edu%ed by 10 percent to pay partially for the cost of the survivor

enefit.

Dependent children (defined the same as under the CSRS) of de-
ceased FERS employees or retirees may receive Social Security
child survivor benefits, or, if greater, the children’s benefits payable
under the CSRS.

(4) FERS Disability Retirement

FERS disability benefits are substantially different from CSRS
disability benefits because FERS is integrated with Social Security.
Eligibility for Social Security disability benefits requires that the
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worker be determined by the Social Security Administration to
have an impairment that is so severe he or she is unable to per-
form any job in the national economy. Thus, a FERS enrollee who
is disabled for purposes of carrying out his or her Federal job but
who is capable of other employment would receive a FERS disabil-
ity annuity alone. A disabled worker who meets Social Security’s
definition of disability might receive both a FERS annuity and So-
cial Security disability benefits subject to the rules integrating the
two benefits.

For workers under age 62, the disability retirement benefit pay-
able from FERS in the first year of disability is 60 percent of the
worker’s high-3 pay, minus 100 percent of Social Security benefits
received, if any. In the second year and thereafter, FERS benefits
are 40 percent of high-3 pay, minus 60 percent of Social Security
disability payments, if any. FERS benefits remain at that level (in-
creased by COLAs) until age 62.

At age 62, the FERS disability benefit is recalculated to be the
amount the individual would have received as a regular FERS re-
tirement annuity had the individual not become disabled but con-
tinued to work until age 62. The annuity is 1 percent of high-3 pay
(increased by COLAs) for each year of service before the onset of
the disability, plus the years during which disability was received.
The 1 percent rate applies only if there are fewer than 20 years of
creditable service. If the total years of creditable service equal 20
or more, the annuity is 1.1 percent of high-3 for each year of serv-
ice. At age 62 and thereafter, there is no offset of Social Security
benefits. If a worker becomes disabled at age 62 or later, only regu-
lar retirement benefits apply.

(5) FERS Cost-of-Living Adjustments

COLAs for FERS annuities are calculated according to the CSRS
formula, with this exception: the FERS COLA is reduced by 1 per-
centage point if the CSRS COLA is 3 percent or more; it is limited
to 2 percent if the CSRS COLA falls between 2 and 3 percent.
FERS COLAs are payable only to regular retirees age 62 or over,
to disabled retirees of any age (after the first year of disability),
and to survivors of any age. Thus, unlike CSRS, FERS nondisabil-
ity retirees are ineligible for a COLA so long as they are under age
62.

(6) Thrift Savings Plan (TSP)

FERS supplements the defined benefits plan and Social Security
with a defined contribution plan that is similar to the 401(k) plans
used by private employers. Employees accumulate assets in the
TSP in the form of a savings account that either can be withdrawn
in a lump sum, received through several periodic payments, or con-
verted to an annuity when the employee retires. One percent of pay
is automatically contributed to the TSP by the employing agency.
Employees can contribute up to 10 percent of their salaries to the
TSP, not to exceed $10,000 in 1999. The employing agency matches
the first 3 percent of pay contributed on a dollar-for-dollar basis
and the next 2 percent of pay contributed at the rate of 50 cents
per dollar. The maximum matching contribution to the TSP by the
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Federal agency equals 4 percent of pay plus the 1 percent auto-
matic contribution. Therefore, employees contributing 5 percent or
more of pay will receive the maximum employer match. An open
season is held every 6 months to permit employees to change levels
of contributions and direction of investments. Employees are al-
lowed to borrow from their TSP accounts. Originally, loans were re-
stricted to those for the purchase of a primary residence, edu-
cational or medical expenses, or financial hardship. However, P.L.
104-208 removed this restriction effective October 1, 1996.

The TSP allows investment in one or more of three funds: a stock
index fund, an index fund that tracks fixed-income securities such
as corporate bonds, and a fund that pays interest based on the
yields on certain Treasury securities. In 1996, Congress authorized
the TSP to initiate two additional funds: an international fund, and
a fund that invests in small-capitalization stocks. These new funds
are not expected to be in operation until 2000.

2. ISSUES AND LEGISLATIVE RESPONSE
(A) COST-OF-LIVING ADJUSTMENTS

The full and automatic COLAs generally payable to CSRS retir-
ees has long been the target of criticisms by those who contend
that, because private pension plan benefits are generally not fully
and automatically indexed to inflation, Federal pension benefits
should follow that precedent. indeed, Congress limited COLAs for
FERS pensions in order to achieve comparability with private
plans. Nevertheless, Social Security benefits are fully and auto-
matically indexed and are a basic component of private pension
plans and FERS. CSRS retirees do not receive Social Security for
their Federal service. In 1995, Congress directed the Bureau of
Labor Statistics to improve its measurement of inflation. These im-
provements are expected to result in slightly lower retirement ben-
efit COLAs each year than would otherwise have occurred.

(B) RETIREMENT AGE

The age at which an employer permits workers to retire volun-
tarily with an immediate pension is generally established to
achieve workforce management objectives. There are many factors
to consider in establishing a retirement age. An employer’s major
concern is to encourage retirement at the point where the employer
would benefit by retiring an older worker and replacing him or her
with a younger one. For example, if the job is one for which initial
training is minimal but physical stamina is required, an early re-
tirement age would be appropriate. Such a design would result in
a younger, lower-paid workforce. If the job requires substantial
training and experience but not physical stamina, the employer
would want to retain employees to a later age, thereby minimizing
training costs and turnover and maintaining expertise.

The Federal Government employs individuals over an extremely
wide range of occupations and skills, from janitors to brain sur-
geons. Therefore, when Congress carried out a thorough review of
Federal retirement while designing FERS, it concluded that a flexi-
ble pension system would best suit this diverse workforce. As a re-
sult, the FERS system allows workers to leave with an immediate
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(but reduced) annuity as early as age 55 with 10 years of service,
but it also provides higher benefits to those who remain in Federal
careers until age 62. Allowing workers to retire at younger ages
with immediate, but reduced benefits is common in private pension
plan design. By including such a provision in FERS, Congress ad-
dressed the problem of the CSRS, sometimes called the “golden
handcuffs,” created by requiring CSRS workers to stay in their
Federal jobs until age 60 unless they have a full 30 years of Fed-
eral service before t%at age. Nevertheless, recognizing the increas-
ing longevity of the population, the FERS system raised the mini-
mum retirement age from 55 to 57, gradually phasing-in the higher
age; workers born in 1970 and later will have a minimum FERS
retirement age of 57. In addition, the age of full Social Security
benefits is scheduled to rise gradually from 65 to 67, with the high-
er age for full benefits effective for workers born in 1955 and later.

In general, although retirement ages and benefit designs applica-
ble under non-Federal plans are important reference points in de-
signing a Federal plan, the unusual nature of the Federal work-
force and appropriate management of turnover and retention are
equally important considerations.

(C) TSP MATCHING

The Federal matching rate for TSP deposits by FERS partici-
pants was established to achieve a number of objectives, including
allowing higher paid workers enrolled in FERS to achieve replace-
ment rates comparable to those of CSRS participants and to rep-
licate employer matching under similar private sector plans. The
matching rates have been criticized by some as overly generous.
However, others advocate higher TSP contribution limits, with the
goal of reducing or eliminating the FERS defined benefit pension.

(D) SOCIAL SECURITY GOVERNMENT PENSION OFFSET (GPO)

Social Security benefits payable to spouses of retired, disabled, or
deceased workers generally are reduced to take into account any
public pension the spouse receives from government work not cov-
ered by Social Security. The amount of the reduction equals two-
thirds of the government pension. In other words, $2 of the Social
Security benefit is reduced for every $3 of pension income received.
Workers with at least 5 years of FERS coverage are not subject to
the offset.

According to a 1988 General Accounting Office report entitled:
«Federal Workforce—Effects of Public Pension Offset on Social Se-
curity Benefits of Federal Retirees,” 95 percent of Federal retirees
had their Social Security spousal or survivor benefits totally elimi-
nated by the offset.

The GPO is intended to place retirees whose government employ-
ment was not covered by Social Security and who are eligible for
a Social Security spousal benefit in approximately the same posi-
tion as other retirees whose jobs were covered by Social Security.
Social Security retirees are subject to an offset of spousal benefits
according to that program’s “dual entitlement” rule. That rule re-
quires that a Social Security retirement benefit earned by a worker
be subtracted from his or her Social Security spousal benefit, and
the resulting difference, if any, is the amount of the spousal benefit
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paid. Thus, workers retired under Social Security may not collect
their own Social Security retirement benefit as well as a full spous-
al benefit.

The GPO replicates the Social Security dual entitlement rule by
assuming that two-thirds of the government pension is approxi-
mately equivalent to the Social Security retirement benefit a work-
er would receive if his or her job had been covered by Social Secu-
rity.

(E) SOCIAL SECURITY WINDFALL ELIMINATION PROVISION

Workers who have less than 30 years of Social Security coverage
and a pension from non-Social Security covered employment -are
subject to the windfall penalty formula when their Social Security
benefit is computed. The windfall penalty was enacted as part of
the Social Security Amendments of 1983 in order to reduce the dis-
proportionately high benefit “windfall” that such workers would
otherwise receive from Social Security. Because the Social Security
‘benefits formula is weighted, low-income workers and workers with
fewer years of covered service receive a higher rate of return on
their contributions than high-income workers who are more likely
also to have private pension or other retirement income. However,
the formula did not distinguish between workers with low-income
earnings and workers with fewer years of covered service, which re-
sulted in a windfall to the latter group. To eliminate this windfail,
Congress adopted the windfall benefit formula but modified the for-
mula before it was phased in completely.

Under the regular Social Security benefit formula, the basic ben-
efit is determined by applying three factors (90 percent, 32 percent,
and 15 percent) to three different brackets of a person’s average in-
dexed monthly earnings (AIME). These dollar amounts increase
each year to reflect rising wage levels. The formula for a worker
who turns age 62 in 1999 is 90 percent of the first $505 in average
monthly earnings, plus 32 percent of the amount between $505 and
$3,043, and 15 percent of the amount over $3,043.

Under the original 1983 windfall benefit formula, the first factor
in the formula was 40 percent rather than 90 percent, with the 32
percent and 15 percent factors remaining the same. With the pas-
sage of the Technical Corrections and Miscellaneous Revenue Act
of 1988, Congress modified the windfall reduction formula and cre-
ated the following schedule:

Years of Social Security coverage:
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Under the windfall benefit provision, the windfall formula will
reduce the Social Security benefit by no more than 50 percent of
the pension resulting from noncovered service.

D. MILITARY RETIREMENT

1. BACKGROUND

For more than four decades following the establishment of the
military retirement system at the end of World War 11, the retire-
ment system for servicemen remained virtually unchanged. How-
ever, the enactment of the Military Retirement Reform Act of 1986
(P.L. 99-348) brought major reforms to the system. The Act af-
fected the future benefits of service members first entering the
military on or after August 1, 1986. Because a participant only be-
comes entitled to military retired and retainer pay after 20 years
of service, the first nondisability retirees affected by the new law
will be those with 20 years of service retiring on August 1, 2006.

In fiscal year 1998, 1.9 million retirees and survivors received
military retirement benefits. For fiscal year 1998, total Federal
military retirement outlays have been estimated at $31.5 billion.
Three types of benefits are provided under the system: Nondisabil-
ity retirement benefits (retirement for length of service after a ca-
reer), disability retirement benefits, and survivor benefits under
the Survivor Benefit Plan (SBP). With the exception of the SBP, all
benefits are paid by contributions from the employing branch of the
armed service, without contributions by the participants.

Servicemembers who retire from active duty receive monthly
payments based on a percentage of their retired pay computation
base. For persons who entered military service before September 8,
1980, the computation base is the final monthly base pay being re-
ceived at the time of retirement. For those who entered service on
or after September 8, 1980, the retired pay computation base is the
average of the highest 3 years of base pay. Base pay comprises ap-
proximately 65—70 percent of total pay and allowances.

Retirement benefits are computed using a percentage of the re-
tired pay computation base. The retirement benefit for someone en-
tering military service prior to August 1, 1986, is determined by
multiplying the years of service by a multiple of 2.5 Under this for-
mula, the minimum amount of retired pay to which a retiree is en-
titled after a minimum of 20 years of service is 50 percent of base
pay. A 25-year retiree receives 62.5 percent of base pay, with a 30-
year retiree receiving the maximum—75 percent of base pay.

The Military Retirement Reform Act of 1986 (P.L. 99-348)
changed the computation formula for military personnel who enter
military service on or after August 1, 1986. For retirees under age
62, retired pay will be computed at the rate of 2 percent of the re-
tired pay computation base for each year of service through 20, and
3.5 percent for each year of service from 21 through 30. Under the
new formula, a 20-year retiree under age 62 will receive 40 percent
of his or her basic pay, 57.5 percent after 25 years, and 75 percent
after 30 years. Upon reaching 62, however, all retirees have their
benefits recomputed using the old formula. The changed formula,
therefore, favors the longer serving military careerist to a greater
extent than the previous formula, providing an incentive to remain
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on active duty longer before retiring. Since most military personnel
retire after 20 years, the cut from 2.5 percent to 2 percent will cut
program costs. These changes in the retired pay computation for-
mula apply only to active duty nondisability retirees. Disability re-
tirees and Reserve retirees are not affected.

Benefits are payable immediately upon retirement from military
service (with the exception of reserve retirees), regardless of age,
and without taking into account other sources of income, including
Social Security. By statute, all benefits are fully indexed for
changes in the CPI. Under the Military Retirement Reform Act of
1986, however, COLAs will be held at 1 percentage point below the
CPI for military personnel beginning their service after August 1,
1986.

2. ISSUES AND LEGISLATIVE RESPONSE
. (A) LONG-TERM COSTS

Prior to 1986, the military retirement system was repeatedly
criticized for providing overly generous benefits that cost too much.
The Military Retirement Reform Act of 1986 was enacted in re.
sponse to these criticisms. The Act’s purpose was to contain the
costs of the military retirement system and provide incentives for
experienced military personnel to remain on active duty. ,

Approximately 1.9 million retired officers, enlisted personnel, and
their survivors received nearly $31.5 billion in annuity payments
in fiscal year 1998. At the current rate of growth, this expenditure
will reach an estimated $33.7 billion annually by the year 2000.
Cost growth projections have been dropping, due to the post-Cold
War downsizing of the military. In fiscal year 1998, military retir-
- ees and survivors received an average of $16,400 in annuities.

Four features of the military retirement system contribute to its
-cost: .

(1) Full benefits begin immediately upon retirement; the av-
erage retiring enlisted member begins drawing benefits at 43,
the average officer at 46. Benefits continue until the death of
the participant. ' :

q (2) Military retirement benefits are generally indexed for in-
ation.

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

(4) Military retirement benefits are not integrated with So-
cial Security benefits. (They may, however, be integrated with
other benefits earned as a result of military service, i.e., Veter-
ans benefits, or may be subject to reductions under dual com-
pensation laws.)

Supporters of the current military retirement scheme have iden-
tified several characteristics unique to military life that justify rel-
atively more liberal benefits to military retirees than other Federal
retirees:

(1) All retired personnel are subject to involuntary recall in
the event of a national emergency; retirement pay is consid-
ered part compensation for this exigency. Several thousand



46

military retirees were recalled to active duty involuntarily for
the Persian Gulf War in 1990-1991.

(2) Military service places different demands on military per-
sonnel than civilian employment, including higher levels of
stress and danger and more frequent separation from family.

(3) The benefit structure has provided a significant incentive
for older personnel to leave the service and maintain “youth
and vigor” in the armed services. In this respect, it has been
largely successful. Almost 90 percent of military retirees are
under age 65, 50 percent under the age of 50.

Military personnel do not contribute to their retirement benefits,
though they do pay Social Security taxes and offset a certain
amount of their pay to participate in the Survivor Benefit Program.
Very few of the studies conducted in the past decade have rec-
ommended contributions by individuals. As a result, no refunds of
contributions are available to those leaving the military before the
end of 20 years. The full cost of the program appears as an agency
expense in the budget, unlike the civilian retirement system where
four-fifths of the retirement plan costs appear in the agency budg-
ets.

Since the beginning of full Social Security coverage for military
personnel in 1957, military retirement benefits have been paid
without any offset for Social Security. Taking into account the fre-
quency with which military personnel in their mid-forties retire
after 20 years of service, it is not unusual to find them retiring
from a second career with a pension from their private employment
along with their military retirement and a full Social Security ben-
efit. Lack of integration of military retirement and Social Security
benefits may add to the perception that military retirement bene-
fits are overly generous.

Military retirement is fully indexed for inflation, as are Social
Security and the Civil Service Retirement System, a feature that
retirees traditionally have considered central to the adequacy of re-
tirement benefits.

(B) CURRENT MILITARY RETIREMENT ISSUES

(1) Should the 1986 military retirement cuts be repealed?

The cost and benefit reductions in military retirement enacted in
the Military Retirement Reform Act of 1986 were adopted with the
stated purpose of bringing military retirement more in line with ci-
vilian systems; saving money; creating an incentive for longer mili-
tary careers, thereby creating a more experienced and capable ca-
reer force; and enabling the military to manage their career force
better. However, concern is growing that their prospective effective
date (the 1986 Act’s reductions will first be effective for those retir-
ing 20 years later, in mid-2006) is contributing to the departure of
too many career people, by reducing the incentive to remain on ac-
tive duty until retirement, and thereby hampering the ability of re-
tirees to compensate for reduced civilian salaries in their second ca-
reers.

The services are experiencing considerable problems in recruiting
and retaining sufficient career personnel, due to competition from
a booming civilian economy where skilled labor shortages are wide-
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spread; frequent moves for which the reimbursements are never
complete; a military health care system adjusting to managed-care
problems; and a high frequency of family separation. Dissatisfac-
tion with the 1986 Act is frequently cited by active duty military
personnel in press accounts of military retention problems. Al-
though some economic analysts have suggested that there are bet-
ter ways to inject more money into the compensation package (such
as those proposed by the Rand Corporation, well-known for its ex-
tensive experience in application of economic analysis to military
personnel and compensation programs), the very negative psycho-
logical effect of the 1986 Act’s cuts among “the troops”—and the
presumed positive effect of their repeal—may well carry the day in
1999. Secretary of Defense Cohen and Joint Chiefs of Staff Chair-
man General Hugh Shelton have recommended restoration of the
cuts made by the 1986 Act, and the individual members of the JCS
have recommended its complete repeal. A proposal to restore the
cuts in the benefit formula made by the 1986 Act (but not its re-
ductions in the COLA formula) were on the table during discus-
sions on the FY1999 supplemental appropriations bill, but were re-
Jected before actually being introduced. It seems certain that at-
tempts will be made again when the 106th Congress convenes.

(2) Should a military Thrift Savings Plan (TSP) be created?

There has been considerable discussion about whether a Thrift
Savings Plan for military personnel, analogous to the TSP for the
Federal civil service, or to so-called “401k” programs in the private
sector, should be established. Under such a plan, a portion of an
active duty military member’s pay would be deposited into a tax-
deferred individual account where the funds are held in trust and
invested, to be withdrawn in retirement. Adopting such a plan
would give military personnel a retirement benefit now widely
available to civilians, and would enable military personnel to share
in the long-term rise in equity markets (especially because frequent
moves usually make it difficult for military families to obtain long-
term investment growth through home ownership over a long pe-
riod of time). Some suggest that adopting a thrift savings plan
would provide an excuse for DOD and/or the Congress to cut other
aspects of military retirement, and would have enormous problems
of design and administration; the unofficial Retired Officers Asso-
ciation is perhaps the best-known skeptic. However, partisans of
current active duty personnel and future retirees, rather than ad-
vocates for those already retired, appear to be much more support-
ive.

(C) THE MILITARY SURVIVOR BENEFIT PLAN

The Military Survivor Benefit Plan (SBP) was created in 1972 by
Public Law 92-425. Under the plan, a military retiree can have a
portion of his or her retired pay withheld to provide a survivor ben-
efit to a spouse, spouse and child(ren), child(ren) only, a former
spouse, or a former spouse and child(ren). Under the SBP, a mili-
tary retiree can provide a benefit of up to 55 percent of his or her
own military retired pay at the time of death to a designated bene-
ficiary. A retiree is automatically enrolled in the SBP at the maxi-
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mum rate unless he or she (with spousal or former spousal written
consent) opts to participate or to participate at a reduced rate. SBP
benefits are protected by inflation under the same formula used to
determine cost-of-living adjustments for military retired pay.

The benefit payable to a spouse or a former spouse may be modi-
fied when a respective survivor reaches age 62 under one of two
circumstances.

(1) Survivor Social Security Offset

Coverage of military service under Social Security entitles the
surviving spouse of a military retiree to receive Social Security sur-
vivor benefits based on coniributions made to Social Security dur-
ing the member’s/retiree’s military service. For certain surviving
spouses, military SBP is integrated with Social Security. For those
survivors subject to those provisions, military SBP benefits are off-
set by the amount of Social Security survivor benefits earned as a
result of the retiree’s military service. This offset occurs when the
survivor reaches age 62 and is limited to 40 percent of the military
survivor benefit. Taken together, the post-62 SBP benefit and the
offsetting Social Security benefit must be no less than 55 percent
of base military retired pay. In essence, this offset recognizes the
Government’s/taxpayer’s contributions to both Social Security and
the military SBP and thereby prevents duplication of benefits
based on the same period of military service.

(2) The Two-Tiered SBP

For retirees who decide to participate in the SBP, the amount of
Social Security at the time of death (i.e., the amount available for
offset purposes) is unknown. Thus, retirees must decide to provide
a benefit at a certain level subject to an unknown offset level. For
this reason (and the fact that the offset formula is terribly com-
plicated) Congress modified SBP provisions. Under these modified
provisions, known as the “two-tier” SBP, a surviving spouse is eligi-
ble to receive 55 percent of base retired pay. When this survivor
reaches age 62, the benefit is reduced to 35 percent of base retired
pay. This reduction occurs regardless of any benefits received
under Social Security and thereby eliminates the integration of So-
cial Security and any subsequent offset. With the elimination of the
Social Security offset, a military retiree will know the exact
amount of SBP benefits he/she is purchasing at the time of retire-
ment.

Under the rules established by Congress, three selected groups
will have their SBP payments calculated under either the pre-two-
tier plan (including the Social Security offset) or the two-tier plan,
depending upon which is more financially advantageous to the sur-
vivor. The first group includes those beneficiaries (widows or wid-
owers) who were receiving SBP benefits on October 1, 1985. The
second group includes the spouse or former spouse of military per-
sonnel who were qualified for or were already receiving military re-
tired pay on October 1, 1985. The third group includes reservists
who were eligible for retired pay except for the fact that they had
not yet reached 60 years of age. The spouses or former spouses of
military personnel who were not qualified to receive military re-
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tired pay on October 1, 1985 (i.e., those who had not been on active
duty with 20 or more years of creditable service) will have their
SBP benefits calculated using the two-tier method. Levels of par-
ticipation in the SBP have increased since the introduction of the
two-tier method. -

(3) Survivor Benefit Plan High Option

Beneficiary dissatisfaction with both the Social Security offset
and the two-tier method has prompted Congress once again to con-
sider modifying the military SBP. Under this option, certain retir-
ees and retirement-eligible members of the armed services can opt
to increase withholdings from military retired pay to reduce or
eliminate any reduction occurring when the survivor reaches age
62. (Retirees must be under the two-tier plan to participate in the
High Option.) The costs of these additional benefits are actuarially
neutral—participants will pay the full cost of this option. Thus,
under the high option, certain personnel and retirees can insure
that limited or no reductions to SBP benefits occur when the sur-
vivor reaches age 62.

(4) Cost-of-Living Adjustment

Military retirees and survivor benefit recipients, along with So-
cial Security and other Federal retirees, received a 2.1 percent
COLA effective January 1, 1998. The next COLA will first be paid
on January 1, 1999, as a 1.3 percent increase. ’

3. RECENT ISSUES AND LEGISLATIVE RESPONSE

In 1997, Congress enacted legislation that would provide a
monthly annuity of $165 to so-called “forgotten widows.” Two
groups were deemed eligible for this annuity. The first consists of
survivors of retired service members who died before March 21,
1974 and who were drawing military retired pay at the time of
death. The second group consists of survivors of a Reserve member
who had 20 years of qualified service at the time of death (but less
than 20 years of active duty) and who died between September 21,
1972 and October 1, 1978. Survivors who are receiving Dependency
and Indemnity Compensation from the VA are ineligible. Subse-
quent remarriage by the survivor may also affect eligibility. This
amount is subject to cost-of-living adjustments.

Starting on May 17, 1998, participating retirees who retired on
or before May 17, 1996 were given an opportunity to drop their cov-
erage. These retirees will have 1 year to make this decision. In ad-
dition, those who have retired since May 17, 1996, including future
retirees, will be provided with a 1-year open season to terminate
their participation in SBP, beginning on the second anniversary of
their retirement date.

In 1998, Congress created the so-called “paid up” provision that
would retain coverage but discontinue retired pay withholdings for
retirees who paid for this coverage for thirty years or reached age
70, whichever came later. These provisions are not scheduled to be-
come effective until 2008.
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E. RAILROAD RETIREMENT

1. BACKGROUND

The Railroad Retirement program is a federally managed retire-
ment system covering employees in the rail industry, with benefits
and financing coordinated with Social Security. The system was
first established during the period 1934—37, independent of the cre-
ation of Social Security, and remains the only federal pension pro-
gram for a private industry. It covers all railroad firms and distrib-
utes retirement and disability benefits to employees, their spouses,
and survivors. Benefits are financed through a combination of em-
ployee and employer payments to a trust fund, with the exception
of vested so-called “dual” or “windfall” benefits, which are paid
with annually appropriated federal general revenue funds through
a special account.

In FY1998, $8.3 billion in retirement, disability, and survivor
benefits were paid to 720,000 beneficiaries of the rail industry pro-

am. As of January 1999, the Railroad Retirement equivalent of

ocial Security (Tier I) is increased by 1.3 percent as a result of
the Cost-of-Living Adjustment (COLA) applied to those benefits.
The industry pension component (Tier II) 1s increased by 0.4 per-
cent because of an automatic adjustment (32.5 percent of the Tier
I COLA) to that benefit. As of January 1999, the regular Railroad
Retirement annuities average $1,297 per month, and combined
benefits for an employee and spouse average $1,887. Aged sur-
vivors average $777 per month.

2. ISSUES AND LEGISLATIVE RESPONSE
(A) THE EVOLUTION OF RAILROAD RETIREMENT

In the final quarter of the 19th century, railroad companies were
among the largest commercial enterprises in the nation and were
marked by a high degree of centralization and integration. As out-
lined by the 1937 legislation, the Railroad Retirement system was
designed to provide annuities to retirees based on all rail earnings
and length of service in the railroads. The present Railroad Retire-
ment program dates to the Railroad Retirement Act of 1974 (the
1974 Act), which fundamentally reorganized the program. Most sig-
nificantly, the Act created a two-tier benefit structure in which Tier
I was intended to serve as an equivalent to Social Security and
Tier II as a private pension.

Under current law, workers are eligible for benefits from Rail-
road Retirement, only if they have completed 10 years of railroad
service. Tier I benefits of the Railroad Retirement System are com-
puted on credits earned in both rail and nonrail work, while Tier
II is based solely on railroad employment. The 1974 Act continued
the previous practice of a separate system for railroad employees,
but eliminated the opportunity to qualify for separate Railroad Re-
tirement and Social Security benefits, based on mixed careers with
periods of nonrail and rail employment.

In its initial report, the National Performance Review (NPR), a
special study group created in the early days of the Clinton Admin-
istration, proposed to disperse the Railroad Retirement Board
(RRB) functions to other agencies. The NPR proposal was not new.
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Similar proposals had been advanced by several previous Adminis-
tﬁations, but none had success in persuading Congress to consider
them.

Aside from heavy political opposition engendered by efforts to
end the board system, there are other impediments to enactment
of such a proposal. First, the problems are complex, and substan-
tial investments of legislative time and resources would be required
by several committees in order to complete congressional action.
Second, the rail industry portion of the benefits would become inse-
cure, given that the benefits are primarily funded from current rev-
enues. Third, the unemployment program described below is de-
signed as a daily benefit, consistent with the industry’s intermit-
tent employment practices evolving over the past century (state
programs are based on unemployment measured by weeks instead
of days). Fourth, costs of the programs’ benefits and administration
are borne by the industry through payroll taxes, and dismantling
the federal administration would not save taxpayers money. Fi-
nally, in the face of these obstacles, there is no clear constituency
exhibiting a consistent and persistent interest in ending federal ad-
ministration of Railroad Retirement.

(B) FINANCING RAILROAD RETIREMENT, AND THE RAILROAD
UNEMPLOYMENT/SICKNESS INSURANCE BENEFITS

The railroad industry is responsible for the financing of (1) all
Tier II benefits, (2) any Tier I benefits paid under different criteria
from those of Social Security (unrecompensed benefits), (3) supple-
mental annuities paid to long-service workers, and (4) benefits pay-
able under the Unemployment/Sickness Insurance program,

The federal government finances windfall benefits under an ar-
rangement established by the 1974 Act, the legislation by which
the current structure of Railroad Retirement was created. The
principle of federal financing of the windfall through the attrition
of the closed group of eligible persons has been reaffirmed by Con-
gress on several occasions since that date.

With the exception of the dual benefit windfalls, the principle
guiding Railroad Retirement and Railroad Unemployment/Sickness
Insurance benefits financing is that the rail industry is responsible
for a level of taxation upon industry payroll sufficient to pay all
benefits earned in industry employment. Rail industry manage-
ment and labor officials participate in shaping legislation that es-
tablishes the system’s benefits and taxes. In this process, Congress
weighs the relative interests of railroads, their current and former
employees, and federal taxpayers. Then it guides, reviews, and to
some extent instructs a collective bargaining activity, the results of
which are reflected in new law. Thus, Railroad Retirement benefits
are earned in and paid by the railroad industry, established and
modified by Congress, and administered by the federal government.

(1) Retirement Benefits

Tier I benefits are financed by a combination of payroll taxes and
financial payments from the Social Security Trust Funds, a balance
established through congressional legislation. The payroll tax for
Tier I is exactly the same as collected for the Old Age, Survivors,
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and Disability Insurance (OASDI) Social Security program. In
1999, the tax is 6.2 percent of pay for both employers and employ-
ees up to a maximum taxable wage of $72,600.

Tier II benefits are also financed by a payroll tax. In 1999, the
payroll tax is 16.10 percent for employers and 4.90 percent for em-
ployees on the first $53,700 of a worker’s covered railroad wages.
The relative share of employer and employee financing of Tier 1I
benefits is collectively bargained.

Financial “interchange” with Social Security.—A common cause
of confusion about the federal government’s involvement in the fi-
nancing of Railroad Retirement benefits is the system’s complex re-
lationship with Social Security. Each year since 1951, the two pro-
grams—Railroad Retirement and Social Security—have determined
what taxes and benefits would have been collected and paid by So-
cial Security had railroad employees been covered by Social Secu-
rity rather than Railroad Retirement. When the calculations have
been performed and verified after the end of a fiscal year, transfers
are made between the two accounts, called the “financial inter-
change.” The principle of the financial interchange is that Social
Security should be in the same financial position it would have oc-
cupied had railroad employment been covered at the beginning of
Social Security. The net interchange has been in the direction of
Railroad Retirement in every year since 1957, primarily because of
a steady decline in the number of rail industry jobs.

When Congress, with rail labor and management support, elimi-
nated future opportunities to qualify for windfall benefits in 1974,
it also agreed to use general revenues to finance the cost of phasing
out the dual entitlement values already held by a specific and lim-
ited group of workers. The historical record suggests that the Con-
gress accepted a federal obligation for the costs of phasing out
windfalls because no alternative was satisfactory. Congress appar-
ently accepted that railroad employers should not be required to
pay for phasing out dual entitlements, because those benefit rights
were earned by employees who had left the rail industry, and rail
employees should not be expected to pick up the costs of a benefit
to which they could not become entitled. For FY1999, Congress has
appropriated $191 million (down from $314 million in FY1992).

Supplemental annuities are financed on a current-cost basis, by
a cents-per-hour tax on employers, adjusted quarterly to reflect
payment experience. Some railroad employers (mostly railroads
owned by steel companies) have a negotiated supplemental benefit
paid directly from a company pension. In such cases, the company
is exempt from the cents-per-hour tax for such amounts as it pays
to the private pension, and the retiree’s supplemental annuity is
reduced for private pension payments paid for by those employer
contributions to the private pension fund.

(2) Unemployment and Sickness Benefits.

The benefits for eligible railroad workers when they are sick or
unemployed are paid through the Railroad Unemployment Insur-
ance Account (RUIA). The RUIA is financed by taxes on railroad
employers. Employers pay a tax rate based on their employees’ use
of the program funds, up to a maximum.
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(C) TAXATION OF RAILROAD RETIREMENT BENEFITS.

Tier I benefits are subject to the same federal income tax treat-
ment as Social Security. Under those rules, up to 85 percent of the
Tier I benefit is subject to income taxes if the adjusted gross in-
come (AGI) of an individual exceeds $34,000 ($44,000 for a married
couple). Proceeds from this tax are transferred from the general
revenue fund to the Social Security Trust Funds to help finance So-
cial Security and railroad retirement Tier I benefits.

Unrecompensed Tier I benefits (Tier I benefits paid in cir-.
cumstances not paid under Social Security) and Tier II benefits are
taxed as ordinary income, on the same basis as all other private
pensions. Under legislation to reinforce Railroad Retirement fi-
nancing in 1983, the proceeds from this tax are transferred to the
railroad retirement Tier II account to help defray its costs. This
transfer is a direct general fund subsidy to the Tier II account, a
unique taxpayer subsidy for a private industry pension. Yet, the
importance of the rail industry to the national heritage and econ-
omy is widely recognized in Congress, as is the probability that
some costs of the rail industry may well have to be “socialized
across the rest of the economy” (in the words of former OMB Direc-
Eor David Stockman) if the rail industry is to remain viable in the

uture.

Furthermore, because the financial outlook for the Tier II ac-
count is optimistic for the next decade at least, these transferred
taxes on Tier II benefits do not actually result in immediate federal
budget outlays; they remain on the account balances as unspent
budget authority. As such, there is no immediate impact of this
transfer on federal taxpayers or on the federal budget.

(D) THE OUTLOOK FOR FINANCING FUTURE BENEFITS.

The Omnibus Budget Reconciliation Act of 1987 (P.L. 100—203)
created the Commission on Railroad Retirement Reform to examine
and review perceived problems in the railroad benefit programs.
The Commission reported its findings in September 1990. In addi-
tion to several technical recommendations, the Commission con-
cluded that railroad retirement financing is sound for the inter-
mediate term and probably sound for the 75 years of the actuarial
valuation.

The combinations of RUIA and retirement taxes projected by the
RRB, the federal agency responsible for administering the Railroad
Retirement and Unemployment/Sickness Insurance programs, ex-
ceed the industry’s obligations for total payments from these pro-
grams over the next decade. If the Board’s assumptions are a rea-
sonably dependable yardstick of the future economic position of the
rail industry, then it would follow that the current benefit/tax rela-
tionship of the two programs considered together is adequate.

Because revenue to support industry benefits is raised through
taxes on industry payroll, there is a direct link between Railroad
Retirement financing and the actual number of railroad employees.
Thus, when the number of industry employees falls, retirement
program revenue drops as well. It should be kept in mind, however,
that a decline in employment may result from improvements in ef-
ficiency as well as diminished demands for railroad services. Thus,



54

the industry’s capacity to generate adequate revenues to the pro-
gram cannot be determined solely by reference to industry employ-
ment levels.

The program, in spite of the direct relationship between benefit
payments and money raised through a tax on worker payrol}, is not
a transfer between generations, at least not in the same sense that
current Social Security benefits are financed by taxes on today’s
workers. Since the burden for generating sufficient revenue to sup-
port rail industry benefits is upon the industry as a whole, the pay-
roll tax is primarily a method for distributing through the industry
the operating expense of retirement benefits incurred by individual
rail carriers. The industry could adopt some other method for dis-
tributing the costs among its components and, indeed, from time-
to-time alternatives are proposed. Yet, inevitably there exists an
ongoing bargaining tension over the amount of industry revenue to
be claimed by competing labor sectors—the active, unemployed,
and retired workers—and the amount to be claimed by the railroad
companies themselves.

3. PROGNOSIS

The Railroad Retirement and Unemployment Insurance pro-
grams will likely remain in their present form for the foreseeable
future. There are no immediate threats to their financial stability,
and no proposals are under consideration that would substantially
alter their respective revenue or benefit structures.



Chapter 3

TAXES AND SAVINGS

OVERVIEW

The Federal tax code recognizes the special needs of older Ameri-
cans. The code; through special tax provisions designed for use by
elderly American taxpayers, helps to preserve a standard of living
threatened by reduced income and increased nondiscretionary ex-
penditures such as those for health.

Until 1984, both Social Security and Railroad Retirement bene-
fits, like veterans’ pensions, were fully exempt from Federal tax-
ation. To help restore financial stability to Social Security, up to
one-half of Social Security and Railroad Retirement Tier I benefits
of higher income taxpayers became taxable under a formula con-
tained in the Social Security Act Amendments of 1983 (P.L. 98-21).
Under a provision included in the Omnibus Budget Reconciliation
Act of 1993 (P.L. 103-66) up to 85 percent of Social Security bene-
fits are taxable in the case of higher income elderly. Those Federal
taxes collected on Social Security income from higher income recipi-
ents are returned to the Social Security trust funds.

The Tax Reform Act of 1986 (TRA86) (P.L. 99-514) resulted in
a number of changes to tax laws affecting older men and womnien.
For example, the TRA86 repealed the extra personal exemption for
the aged but replaced it with an extra standard deduction amount.
This additional standard deduction amount is combined with an in-
creased standard deduction available to all taxpayers and is in-
dexed for inflation. Thus, the Congress wishes to target the tax
benefits to lower and moderate income elderly taxpayers through
the substitution.

The Omnibus Budget Reconciliation Act of 1990 (OBRA90) (P.L.
101-508) made changes to individual, corporate, excise, and em-
ployment provisions of the tax laws. In general, the individual in-
come tax changes that were made affected the tax burden of the
general population at large but did not include provisions specifi-
cally targeting the elderly. This Act did provide a tax credit to
small businesses for expenditures made to remove architectural,
communication, physical, or transportation barriers that prevented
a business from being accessible to, or usable by, those either elder-
ly or with disabilities.

The Congress passed the Taxpayer Relief Act of 1997 (TRA97)
(P.L. 105-34) to provide a modest size tax cut that in the aggregate
consists of a variety of measures applying to particular types of
taxpayers, income, and activities. Included among its most promi-
nent features and of interest to many older Americans are a cut in

(55)
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the tax rates that apply to capital gains, reduction of estate taxes,
and expansion of Individual Retirement Accounts.

A. TAXES

1. BACKGROUND

A number of longstanding provisions in the tax code are of spe-
cial significance to older men and women. Examples include the ex-
clusion of Social Security and Railroad Retirement Tier I benefits
for low and moderate income beneficiaries, the tax credit for the el-
derly and permanently and totally disabled, and the tax treatment
of below-market interest loans to continuing care facilities.

The Tax Reform Act of 1986 altered many provisions of the Inter-
nal Revenue Code including tax provisions of importance to older
persons. As an example, the extra personal exemption for the aged
was repealed. However the personal exemption amount for tax-
payers in general was substantially increased under the act and is
now annually adjusted for inflation. In addition, the Act provides
elderly and/or biind taxpayers who do not itemize an additional
standard deduction amount. Like the personal exemption amount,
this provision is also adjusted annually for inflation.

(A) TAXATION OF SOCIAL SECURITY AND RAILROAD RETIREMENT
BENEFITS

For more than four decades following the establishment of Social
Security, benefits were exempt from Federal income tax. Congress
did not explicitly exclude those benefits from taxation. Rather,
their tax-free status arose from a series of rulings in 1938 and 1941
from what was then called the Bureau of Internal Revenue. These
rulings were based on the determination that Congress did not in-
tend for Social Security benefits to be taxed, as implied by the lack
of an explicit provision to tax them, and that the benefits were in-
tended to be in the form of “gifts” and gratuities, not annuities
which replace earnings, and therefore were not to be considered as
income for tax purposes.

In 1983, the National Commission on Social Security Reform rec-
ommended that up to one-half of the Social Security benefits of
higher income beneficiaries be taxed, with the revenues returned
to the Social Security trust funds. This proposal was one part of
a larger set of recommendations entailing financial concessions by
employees, employers, and retirees alike to rescue Social Security
from insolvency. '

Congress acted on this recommendation with the passage of the
Social Security Act Amendments of 1983. As a result of that Act,
up to one-half of Social Security and Tier 1 Railroad Retirement
benefits for beneficiaries whose other income plus one-half their So-
cial Security benefits exceed $25,000 ($32,000 for joint filers) be-
came subject to taxation. (Tier 1 Railroad Retirement benefits are
those provided by the railroad retirement system that are equiva-
lent to the Social Security benefit that would be received by the
railroad worker were he or she covered by Social Security.)

The limited application of the tax on Social Security and Tier 1
Railroad Retirement benefits reflects the congressional concern
that lower and moderate income taxpayers not be subject to tax



57

when their income falls below the thresholds. Because the tax
thresholds are not indexed, however, with time, beneficiaries of
more modest means will also be affected.

In computing the amount of Social Security income subject to
tax, otherwise tax-exempt interest (such as from municipal bonds)
is included in determining by how much the combination of one-
half of benefits plus other income exceeds the income thresholds.
Thus, while the tax-exempt interest itself remains free from tax-
ation, it can have the effect of making more of the Social Security
benefit subject to taxation.

In the Omnibus Budget Reconciliation Act of 1993, Congress sub-
Jected up to 85 percent of Social Security benefits to tax. Starting
January 1, 1995, up to 85 percent of benefits are taxable for recipi-
ents whose other income 1‘1)1s one-half their Social Security benefits
exceed $34,000 ($44,000 for joint filers). Benefits of recipients with
combined incomes over $25,000 ($32,000 for joint filers) but not
over $34,000 ($44,000 for joint filers) continue to be taxable at the
50 percent rate.

Revenues from the taxation of Social Security benefits have con-
tinued to increase. In 1984, approximately $3 billion in taxes were
paid into the Social Security trust funds. In 1997, that figure rose
to $7.9 billion. By the year 2000, they will reach an estimated $9.3
billion.

(B) THE TAX CREDIT FOR THE ELDERLY AND PERMANENTLY AND
TOTALLY DISABLED

This credit was formerly called the retirement income credit and
the tax credit for the elderly. Congress established the credit to cor-
rect inequities in the taxation of different types of retirement in-
come. Prior to 1954, retirement income generally was taxable,
while Social Security and Railroad Retirement (Tier I) benefits
were tax-free. The congressional rationale for this credit is to pro-
vide similar treatment to all forms of retirement income.

The credit has changed over the years with the current version
enacted as part of the Social Security Amendments of 1983. Indi-
viduals who are age 65 or older are provided a tax credit of 15 per-
cent of their taxable income up to the initial amount, described
below. Individuals under age 65 are eligible only if they are retired
because of a permanent or total disability and have disability in-
come from either a public or private employer based upon that dis-
ability. The 15-percent credit for the disabled is limited only to dis-
ability income up to the initial amount.

For those persons age 65 or older and retired, all types of taxable
income are eligible for the credit, including not only retirement in-
come but all investment income. The initial amount for computing
the credit is $5,000 for a single taxpayer age 65 or older, $5,000
for a married couple filing a joint return where only one spouse is
age 65 or older filing separate return. In the case of a married cou-
ple filing a joint return where both spouses are qualified individ-
uals the initial amount is $7,500. A married individual filing a sep-
arate return has an initial amount of $3,750. The initial amount
must be reduced by tax-exempt retirement income, such as Social
Security. The initial amount must also be reduced by $1 for each
$2 if the taxpayer’s adjusted gross income exceeds the following
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levels: $7,500 for single taxpayers, $10,000 for married couples fil-
ing a joint return, and $5,000 for a married individual filing a sep-
. arate return.

Although the tax credit for the elderly does afford some elderly
taxpayers receiving taxable retirement income some measure of
comparability with those receiving tax-exempt (or partially tax-ex-
empt) Social Security benefits, because of the adjusted gross in-
come phaseout feature, it does so only at low income levels. Social
Security recipients with higher levels of income always continue to
receive at least a portion of their Social Security income tax free.
Such is not the case for those who must use the tax credit for the
elderly and permanently and totally disabled. In addition, since the
initial amounts have not been adjusted for inflation since enact-
ment, the levels of tax free benefits are no longer similar when So-
cial Security and other forms of taxable retirement benefits are
compared.

(C) BELOW MARKET INTEREST LOANS TO CONTINUING CARE FACILITIES

Special rules exempt loans made by elderly taxpayers to continu-
ing care facilities from the imputed interest provisions of the Code.
Thus, the special exemption is relevant to elderly persons who loan
their assets to facilities and receive care and other services in re-
turn instead of cash interest payments. The imputed interest rules
require taxpayers to report interest income on loans even if interest
is not explicitly stated or is received in noncash benefits. In order
to qualify for this exception to the rules, either the taxpayer or the
taxpayer’s spouse must be 65 years of age or older. The loan must
be made to a qualified continuing care facility. The law provides
that substantially all of the facilities used to provide care must be
cither owned or operated by the continuing care facility and that
substantially all of the residents must have entered into continuing
care contracts. Thus, a qualified facility holds the proceeds of the
loan and in turn provides care under a continuing care contract.

Under a continuing care contract the individual and/or spouse
must be entitled to use the facility for the remainder of their life/
lives. Initially, the taxpayer must be capable of independent living
with the facility obligated to provide personal care services. Long-
term nursing care services must be provided if the resident(s) is no
longer able to live independently. Further, the facility must provide
personal care services and long-term nursing care services without
substantial additions in cost.

The amount that may be loaned to a continuing care facility is
inflation adjusted. In 1999 a taxpayer may lend up to $137,000 be-
fore being subject to the imputed interest rules.

(D) TAX REFORM ACT OF 1986

The Tax Reform Act of 1986 made such sweeping changes to the
Internal Revenue Code that the Congress chose to issue the Code
as a completely new edition, the first recodification since 1954. As
a result of the 1986 Act, the elderly like other taxpayers saw many
changes in their taxes. The following is a brief summary of some
of the tax changes which had particular significance to aged tax-
payers.
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(1) Extra Personal Exemption for the Elderly

The extra personal exemption for elderly persons was enacted in
1948. The Senate Finance Committee report stated the reason for
the additional exemption was that “The heavy concentration of
small incomes among such persons reflects the fact that, as a
group, they are handicapped at least in an economic sense. They
have suffered unusually as a result of the rise in cost-of-living and
the changes in the tax system which occurred since the beginning
of the war. Unlike younger persons, they have been unable to com.
pensate for these changes by accepting full-time jobs at prevailing
high wages. Furthermore, this general extension appears to be a
better method of bringing relief than a piecemeal extension of the
system of exclusions for the benefit of particular types of income re-
ceived primarily by aged persons.” At that time, this provision re-
moved an estimated 1.4 million elderly taxpayers and others (blind
persons also were provided the extra personal exemption) from the
tax rolls, and reduced the tax burden for another 3.7 million.

With the passage of the 1986 Act, the extra personal exemption
was eliminated due to a dramatic increase in the personal exemp-
tion amount available to all taxpayers, the provision of future infla-
tion adjustments, and the addition to the Internal Revenue Code
of an extra standard deduction amount for those elderly taxpayers
who do not itemize deductions.

(2) Deduction of Medical and Dental Expenses

The Medicare program has grown from 19 million to 39 million
today. Older Americans now enjoy better health, longer lives, and
improved quality of life, in part because of Medicare. Over the last
3 decades, life expectancy at age 65 has increased by nearly 3 years
for both men and women. The elderly over age 80 also have a
longer life expectancy in the U.S. than in other industrialized coun-
tries. Medicare’s per enrollee rate of spending growth compares fa-
vorably to the private sector. From 1970 to 1996 Medicare’s aver-
age annual per enrollee spending growth was similar to that of the
private sector (10.8 Medicare versus 11.3 for the private sector).
Furthermore, Medicare’s administrative expenses are very low—2
percent—compared to private sector administrative expenses of 10
percent or more.

The elderly spend a greater proportion of their total household
after-tax income on health than do the non-elderly. As a group, the
non-elderly spend 5 percent of income on health whereas the elder-
ly spend 18 percent. In 1994 it was found that elderly households
with less than $11,000 in after-tax income spent 24 percent for
health expenditures; those whose incomes ranged between $11,000
to $21,000 spent 19 percent on health expenditures; those whose
income fell between $21,000 and $34,000 spent 12 percent; those
whose incomes were between $34,000 and $54,000 spent 8 percent;
while elderly households with after-tax incomes greater than
$54,000 spend just 4 percent for health expenditures.

Under prior law, medical and dental expenses, including insur-
ance premiums, co-payments, and other direct out-of-pocket costs
were deductible to the extent that they exceeded 5 percent of a tax-
payer’s adjusted gross income. The 1986 Act raised the threshold
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to 7.5 percent. The determination of what constitutes medical care
for purposes of the medical expense deduction is of special impor-
tance to the elderly. Two special categories are enumerated below.

(A) RESIDENCE IN A SANITARIUM OR NURSING HOME

If an individual is in a sanitarium or nursing home because of
physical or mental disability, and the availability of medical care
is a principal reason for him being there, the entire cost of mainte-
nance (including meals and lodging) may be included in medical ex-
penses for purposes of the medical expense deduction.

(B) CAPITAL EXPENDITURES

Capital expenditures incurred by an aged individual for struc-
tural changes to his personal residence (made to accommodate a
handicapping condition) are fully deductible as a medical expense.
The General Explanation of the Tax Reform Act of 1986 prepared
by the Joint Committee on Taxation states that examples of quali-
fying expenditures are construction of entrance and exit ramps, en-
larging doorways or hallways to accommodate wheelchairs, install-
ment of railings and support bars, the modification of kitchen cabi-
nets and bathroom fixtures, and the adjustments of electric switch-
es or outlets.

(3) Contributory Pension Plans

Prior to 1986, retirees from contributory pension plans (meaning
plans requiring that participants make after-tax contributions to
the plan during their working years) generally had the benefit of
the so-called 3-year rule. The Federal Civil Service Retirement Sys-
tem and most State and local retirement plans are contributory
plans. The effect of this rule was to exempt, up to a maximum of
3 years, pension payments from taxation until the amount of pre-
viously taxed employee contributions made during the working
years was recouped. Once the employee’s share was recouped, the
entire pension became taxable.

Under the 1986 Act, the employer’s contribution and previously
untaxed investment earnings_of the payment are calculated each
month on the basis of the worker’s life expectancy, and taxes are
paid on the annual total of that portion. Retirees who live beyond
their estimated lifetime then must begin paying taxes on the entire
annuity. The rationale is that the retiree’s contribution has been
recouped and the remaining payments represent only the employ-
er’s contribution. For those who die before this point is reached, the
law allows the last tax return filed on behalf of the estate of the
deceased to treat the unrecouped portion of the pension as a deduc-
tion.

As a result of repeal of the 3-year rule, workers retiring from
contributory pension plans are in higher tax brackets in the first
years after retirement. However, any initial tax increases are likely
to be offset over the long run because they have lower taxable in-
comes in the later years.
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(4) Personal Exemptions, Standard Deductions, and Additional
Standard Deduction Amounts

The Treasury Department annually adjusts personal exemptions,
standard deductions, and additional standard deduction amounts
for inflation. The personal exemption a taxpayer may claim on a
return for 1998 is §§,700. The personal exemption amount will rise
to $2,750 for tax year 1999. The standard deduction is $4,250 for
a single person, $6,250 for a head of household, $7,100 for a mar-
ried couple filing jointly, and $3,550 for a married person filing
separately. For tax year 1999, the standard deduction amounts rise
to $4,300 for a single person, $6,350 for a head of household,
$7,200 for a married couple filing jointly, and $3,600 for a married
person filing separately. The additional standard deduction amount
for an elderly single taxpayer is $1,050 while married individuals
(whether filing jointly or separately) may each receive an addi-
tional standard deduction amount of $850. These amounts will re-
main stable for tax year 1999. ’

(5) Filing Requirements and Exemptions

The 1986 Act and indexation of various tax provisions has raised
the levels below which persons are exempted from filing Federal in-
come tax forms. For tax year 1998, single persons age 65 or older
do not have to file a return if their income is below $8,000. For
married couples filing jointly, the limit is $13,350 if one spouse is
age 65 or older and $14,200 if both are 65 or older. Single persons
who are age 65 or older or blind and who are claimed as depend-
ents on another individual’s tax return do not have to file a tax re-
turn unless their unearned income exceeds $1,750 ($2,800 if 65 or
older and blind), or their gross income exceeds the larger of $700
or the filer’s earned income (up to $4,000) plus $250, plus $1,050
($2,100 in the case of being 65 or older and blind). Married persons
who are age 65 or older or blind and who are claimed as depend-
ents on another individual’s tax return must file a return if their
earned income exceeds $4,400 ($5,250 if 65 or older and blind),
their unearned income exceeds $1,550 ($2,400 if 65 or older and
blind), or their gross income was more than the larger of $700 or
their earned income (up to $3,300) plus $250, plus $?850 ($1,700 if
65 or older and blind). All these amount’s rise for tax year 1999.

(6) The Impact of Tax Reform of 1986

Jane G. Gravelle, a Senior Specialist in Economic Policy at CRS
wrote in the Journal of Economic Perspectives an article entitled
the “Equity Effects of the Tax Reform Act of 1986” (Vol. 6, No. 1,
Winter 1992). In discussing life cycle incomes and intergenerational
equity she found that little change was made in the
intergenerational tax distribution from passage of this act. Her
findings suggest that the Tax Reform Act reduced taxes on wage
incomes which tends to benefit younger workers relative to older
individuals. Thus, younger workers “gained slightly more than the
average” since older individuals income involves a smaller share of
earned income. However, older individuals also were found to have
“gained slightly more than average because of the gains in the
value of existing capital.” The implications of these findings were
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that the Act results in “a long-run revenue loss” and how this “rev-
enue loss is recouped will also affect the distribution among gen-
erations.”

(E) THE OMNIBUS BUDGET RECONCILIATION ACT OF 1990

The Omnibus Budget Reconciliation Act of 1990 (OBRA90) made
a number of substantial changes to the Internal Revenue Code. It
replaced the previous two rates with a 3-tiered statutory rate struc-
ture: 15 percent, 28 percent, and 31 percent. In 1999, the 31 per-
cent rate applies to single individuals with taxable income (not
gross income) between $64,450 and $130,250. It applies to joint fil-
ers with taxable income between $104,050 and §158,550, and to
heads of households with taxable income between $89,150 and
$144,400. The Act set a maximum tax rate of 28 percent (which
has since been reduced to 20 percent) on the sale of capital assets
held for more than 1 year.

The Act also repealed the so-called “bubble” from the Tax Reform
Act of 1986 whereby middle income taxpayers paid higher marginal
tax rates on certain income as personal exemptions and the lower
15 percent rate were phased out. However, in place of the “bubble,”
OBRA90 provided for the phasing out of personal exemptions and
limiting itemized deductions for high income taxpayers. The phase
out of personal exemptions for 1999 begins at $126,600 for single
filers, £189,950 for joint filers, $158,300 for heads of households,
OBRA90 also provided a limitation on itemized deductions. Allow-
able deductions were reduced by 3 percent of the amount by which
a taxpayer’s adjusted gross income exceeds $126,600. Deductions
for medical expenses, casualty and theft losses, and investment in-
terest are not subject to this limitation.

Additionally, the Act raised excise taxes on alcoholic beverages,
tobacco products, gasoline, and imposed new excise taxes on luxury
items such as expensive airplanes, yachts, cars, furs, and jewelry.
With the exception of the tax on luxury cars, all of the other luxury
taxes have since been repealed.

The Act provided a tax credit to help small businesses attempt-
ing to comply with the Americans With Disabilities Act of 1990.
The provision, sponsored by Senators Pryor, Kohl, and Hatch, al-
lows small businesses a nonrefundable 50-percent credit for ex-

enditures of between $250 and $10,250 in a year to make their

usinesses more accessible to disabled persons. Such expenditures
can include amounts spent to remove physical barriers and to pro-
vide interpreters, readers, or equipment that make materials more
available to the hearing or visually impaired. To be eligible, a small
business must have grossed less than $1 million in the preceding
year or have no more than 30 full-time employees. Full-time em-
ployees are those that work at least 30 hours per week for 20 or
more calendar weeks during the tax year.

At the time of passage, estimates made by the Congressional
Budget Office, found that most elderly persons should be for the
most part untouched by the changes made by the OBRA90. How-
ever, as might be expected, some high-income elderly will pay high-
er Federal taxes. Some of the excise taxes were found to have a
negative effect on the elderly, in particular the 5 cents a gallon in-
crease on gasoline. Like all changes of the tax laws, certain individ-
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uals may be negatively affected, but as a class, the elderly will
probably pay the same in Federal income taxes as a result of the
passage of OBRA90.

(F) UNEMPLOYMENT COMPENSATION AMENDMENTS OF 1992

While the main purpose of this Act was to extend the emergency
unemployment compensation program it contained a number of tax .
related provisions. The Act extended the temporary phaseout of the
personal exemption deduction for high income taxpayers as well as
revised the estimated tax payment rules for large corporations.
This Act changed rules on pension benefit distributions and in-
cluded the requirement that qualified plans must include optional
trustee-to-trustee transfers of eligible rollover distributions.

(G) THE OMNIBUS BUDGET RECONCILIATION ACT OF 1993

The Omnibus Budget Reconciliation Act of 1993, added a new 36-
percent tax rate applicable in 1997 to single individuals with tax-
able incomes between $124,650 and $271,050 ($151,750/$271,050
for joint filers), and an additional 10-percent surtax for a top rate
of 39.6 percent applicable to individuals or joint filers with taxable
incomes in excess of $271,050. It also made permanent the 3-per-
cent limitation on itemized deductions and the phaseout of personal -
exemptions for higher income taxpayers. This Act also increased
the alternative minimum tax rate for individuals and repealed the
Medicare health insurance tax wage cap. As mentioned earlier in
this print, an increase was provided in the taxation of Social Secu-
rity benefits for higher income taxpayers. Changes were also en-
acted to energy taxes, including adding 4.3 cents per gallon on
most transportation fuel and the temporary extension of a 2.5 cents
per gallon motor fuels tax enacted under OBRA90.

(H) SOCIAL SECURITY DOMESTIC EMPLOYMENT REFORM ACT OF 1994

Changes were made in this Act (P.L. 103-387) to the Social Secu-
rity program. The Act simplified and increased the threshold above
which domestic workers are liable for Social Security taxes from
$50 per quarter to $1,000 per year. Also, a reallocation of a portion
of the Social Security tax was provided to the Disability Insurance
Trust Fund. Finally, the Act extended a limitation for payments of
Social Security benefits to felons and the criminally insane who are
confined to institutions by court order.

(I) STATE TAXATION OF PENSION INCOME ACT OF 1995

This Act (P.L. 104-95) amended Federal law to prohibit a State
from levying its income tax on retirement income previously earned
in the State but now received by people who are retired in other
States. For purposes of the Act, “State” includes the District of Co-
lumbia, U.S. possessions, and any political subdivision of a State.
Thus, the prohibition against taxing nonresident pension income
also applies to income taxes levied by cities or counties. The new
law protects most forms of retirement income and covers both pri-
vate and public sector employees. The law does not restrict a
State’s ability to tax its own residents on their retirement income.
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(J) HEALTH INSURANCE PORTABILITY AND ACCOUNTABILITY ACT OF
1996

There were several provisions included in this Act (P.L. 104-191)
of interest to older Americans. In general, the Act provides for the
same tax treatment for long-term care contracts as for accident and
health insurance contracts. The Act also provides that employer-
provided long-term care insurance be treated as a tax free fringe
benefit. However, long-term care coverage cannot be provided
through a flexible spending arrangement and to the extent such
coverage is provided under a cafeteria plan the amounts are in-
cluded in the employee’s income. Payments from long-term care
plans which pay or reimburse actual expense are tax free. The law
provides for a $175 per day tax-free benefits payment with inflation
adjustments in future years. Amounts above the $175 per day
amount may also be received tax free to the extent of actual costs.
Premiums qualify as medical expenses for those that itemized de-
ductions (although this amount is limited depending on the insured
age). In addition to this provision, the Act provides that accelerated
life insurance benefits can be tax-free. Accelerated death benefits
are exempt from income tax in the case of a terminally or chron-
ically ill individual. Also excluded from taxation are amounts re-
ceived from viatical settlement companies for amounts received on
the sale of a life-insurance contract. In the case of chronically ill
individuals, the maximum exclusion is $175 per day in the case of
per diem policies. Indemnity policies are not included under this
provision.

(K) THE TAXPAYER RELIEF ACT OF 1997

The Taxpayer Relief Act (P.L. 105-34) provides a modest aggre-
gate tax reduction consisting of several major tax cut measures
aimed at particular categories of taxpayers, income, and activities
(e.g., capital gains, saving and investment) along with a host of
smaller, more narrow provisions. In targeting the tax reductions to
certain activities and types of income, the bill was also intended to
stimulate and encourage activities that were argued to be economi-
cally or socially beneficial. The tax cut for capital gains and liberal-
ized IRA rules, for example, were supported on the grounds they
would stimulate saving and investment.

(1) Capital Gains Provisions

The Act contains several provisions that reduce taxes on capital
gains. The Act applies two reduced maximum rates: a maximum 10
percent rate to gains that would be taxed at 15 percent if ordinary
income rates applied; and a maximum 20 percent rate to gains that
would be subject to rates higher than 15 percent if they were ordi-
nary income. Beginning in 2001, the Act reduces its 20 percent and
10 percent maximum rates to 18 percent and 8 percent for assets
held more than 5 years. The Act also replaces prior law’s benefits
for gains from the sale of homes. The Act provides, instead, a
$250,000 exclusion from gain from the sale of a principal residence
($500,000 for joint returns) that is not contingent on rollovers and
is not restricted to those over 55.
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(2) Individual Retirement Accounts

Prior law provided that participants and/or their spouses who
were in retirement plans had contributions phased out beginning
at AGIs of $25,000 (§40,000 for couples). Under the Act the phase-
out thresholds for deductions is increased. The Act also created two
new types of IRAs. A “back loaded” or Roth IRA provides that the
contributions are not deductible but neither are the earnings on
those accounts taxable. The Act also created education IRAs which
allow contributions of up to $500 per student for secondary edu-
cation expenses. Greater detail on the IRA provisions is provided
later in this chapter.

(3) Estate and Gift

The Act reduces the estate and gift tax in a number of ways, but
by far the largest reduction is a phased-in increase of the unified
credit, which provides an effective tax exemption for transfers
below a certain level. The 1997 Act gradually increases the exemp-
tion to $1,000,000, as follows: $625,000 in 1998; $650,000 in 1999;
$675,000 in 2000 and 2001; $700,000 in 2002 and 2003; $850,000
in 2004; $950,000 in 2005; and $1,000,000 in 2006 and thereafter.
The Act provides an additional benefit for estates comprised of fam-
ily-owned businesses. Under its terms, up to $1,000,000 of a quali-
fied estate can be excluded from tax. Among the other estate tax
reductions are: indexation of several existing provisions that have
the effect of reducing estate and gift taxes (e.g., the limit on “spe-
cial use” valuation); reduction of estate tax for land subject to a
conservation easement; and reduction of the interest rate applica-
ble to installment payments of estate tax. Other provisions of inter-
est to elderly taxpayers include technical corrections to medical.
savings accounts. .

(4) The Impact of the Taxpayer Relief Act of 1997

To assess the Taxpayer Relief Act it helps to put it in perspective
by comparing its policy direction to two landmark tax acts of the
1980s—the Economic Recovery Tax Act of 1981 and the Tax Re-
form Act of 1986. The 1981 and 1986 Acts are generally recognized
to have been guided by opposing views of the appropriate role of
tax policy in the economy. The 1981 Act was, in part, based on a
belief in the economic efficacy of targeted tax incentives—that judi-
ciously selected and aimed tax reductions could enhance economic
performance. For example, one of ERTA’s most prominent meas-
ures was expansion of Individual Retirement Accounts, which were
designed to stimulate savings. Only 5 years later, however, the Tax
Reform Act of 1986 was designed to promote economic efficiency,
equity, and simplicity. It was based, in part, on the notion that the
economy functions best when tax-induced distortions of behavior
are minimized; both this idea and the Act’s goal of horizontal eq-
uity led to an emphasis in its provisions on reducing differences in
how different activities and types of income were taxed.

- While a full assessment of the Taxpayer Relief Act is, of course,
premature at this point, it is clear that the measure is closer to
ERTA’s guiding principles than those of the Tax Reform Act of
1986. For example, the 1997 Act’s liberalized IRAs build on the
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IRA concept that was expanded with ERTA. And both the Tax-
aner Relief Act’s IRA provisions and its cut for capital gains are

ased on the same belief in the efficacy of tax incentives for saving
and investment that underlay much of the 1981 Act.

In contrast to the 1986 Tax Reform Act, there is little doubt that
the 1997 Act added complications to the tax system as well as like-
ly reducing horizontal equity. An important difference, however,
between the 1997 Act and both ERTA and The Tax Reform Act is
that the 1997 Act is substantially smaller than ERTA; and while
the net revenue impact of the 1986 Act was quite small, it was sub-
stantially broader in scope than the Taxpayer Relief Act.

(L) BALANCED BUDGET ACT OF 1997

The Balanced Budget Act of 1997 (BBA97, P.L. 105-33) made
several major changes to underlying Medicare law dealing with pri-
vate health plans. It replaces the risk program (and other Medicare
managed-care options, such as plans with cost contracts) with a -
program called Medicare+Choice (new Part C of Medicare). In
doing so, it creates a new set of private plan options for Medicare
beneficiaries. Every individual entitled to Medicare Part A and en-
rolled in Part B will be able to elect the existing package of Medi-
care benefits through either the existing Medicare fee-for-service
program (traditional Medicare) or Medicare+Choice plan.

Distributions from Medicare+Choice MSAs used to pay qualified
medical expenses are excludable from taxable income. Excludable
amounts cannot be taken into account for purposes of the itemized
deduction for medical expenses. Distributions for other than quali-
fied medical expenses are includible in taxable income and a spe-
cial tax applies to such amounts. This additional tax does not apply
to distributions because of the disability or death of the account
holder. Special provisions apply upon the death of the account hold-
er.

B. SAVINGS
1. BACKGROUND

There has been considerable emphasis on increasing the amount
of resources available for investment. By definition, increased in-
vestment must be accompanied by an increase in saving and for-
eign inflows. Total national saving comes from three sources: indi-
viduals saving their personal income, businesses capital consump-
tion allowances and retained profits, and Government saving when
revenues exceed expenditures. As part of the trend to increase in-
vestment generally, new or expanded incentives for personal saving
and capital accumulation have been enacted in recent years.

Retirement income experts have suggested that incentives for
personal saving be increased to encourage the accumulation of
greater amounts of retirement income. Many retirees are depend-
ent primarily on Social Security for their income. Thus, some ana-
lysts favor a better balance between Social Security, pensions, and
personal savings as sources of income for retirees. The growing fi-
nancial crisis that faced Social Security in the early 1980’s rein-
forced the sense that individuals should be encouraged to increase
their pre-retirement saving efforts.
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The life-cycle theory of saving has helped support the sense that
personal saving is primarily saving for retirement. This theory pos-
tulates that individuals save little as young adults, increase their
saving in middle age, then consume those savings in retirement.
Survey data suggests that saving habits are largely dependent on
available income versus current consumption needs, an equation
that changes over the course of most individuals’ lifetimes.

The consequences of the life-cycle saving theory raises questions
for Federal savings policy. Tax incentives may have their greatest
appeal to those who are already saving at above-average incomes,
and subject to relatively high marginal tax rates. Whether this
group presently is responding to these incentives by saving at high-
er rates or simply shifting after-tax savings into tax-deferred vehi-
cles is a continuing subject of disagreement among many policy an-

- alysts.

For taxpayers who are young or have lower incomes, tax incen-
tives may be of little value. Raising the saving rate in this group
necessitates a trade-off of increased saving for current consump-
tion, a behavior which they are not under most circumstances in-
clined to pursue. As a result, some observers have concluded that
tax incentives will contribute little to the adequacy of retirement
income for most individuals, especially for those at the lower end
of the income spectrum.

The dual interest of increased capital accumulation and improved
retirement income adequacy has sparked an expansion of tax in-
centives for personal retirement saving over the last decade. How-
ever, in recent years, many economists have begun to question the
importance and efficiency of expanded tax incentives for personal
saving as a means to raise capital for national investment goals,
and as a way to create significant new retirement savings. These
issues received attention in 1986 as part of the effort to improve
the fairness, simplicity, and efficiency of Federal tax incentives.

The role of savings in providing for retirement income for the el-
derly population is substantial. In 1997, about two-thirds of those
aged 65 and over had property income while only about one-third
received income from pensions. Nearly 20 percent of all elderly in-
come was accounted for by interest, dividends, or other forms of
property income.

Some differences emerge when the elderly population is broken
down by race. Property income accounted for about 21 percent of
the total income of white households. Property income accounted
for 7 percent and 5 percent of black and Hispanic household in-
come, respectively.

The median net worth of all families in 1995 was $56,400. The
median net worth for white families was $73,900, while the median
net worth for other families was $16,500. The wealthiest age group
included those families headed by someone between the age of 55
and 64, whose median net worth was $110,800.

The effort to increase national investment springs from a percep-
tion that governmental, institutional, and personal saving rates are
lower than the level necessary to support a more rapidly growing
economy. Except for a period during World War II when personal
saving approached 25 percent of income, the personal saving rate
in the United States through the early 1990s ranged between 4
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percent and 9.5 percent of disposable income but, recently it has
fallen below that range. Many potential causes for these variations
have been suggested, including demographic shifts in the age and
composition of families and work forces, and efforts to maintain
levels of consumption in the face of inflation. Personal saving rates
in the United States historically have been substantially lower
than in other industrialized countries. In some cases, it is only one-
half to one-third of the saving rates in European countries.

For 1998, Commerce Department figures indicate that the per-
sonal savings rate was 0.5 percent, compared to 2.1 percent for
1997. For the 1970’s and 1980’s, the rates averaged 8.3 percent and
7.0 percent respectively.

Even assuming present tax policy creates new personal savings,
critics suggest this may not guarantee an increase in total national
savings available for investment. Federal budget surpluses con-
stitute saving as well; the loss of Federal tax revenues resulting
from tax incentives may offset the new personal saving being gen-
erated. Under this analysis, net national saving would be increased
only when net new personal saving exceeded the Federal tax reve-
nue foregone as a result of tax-favored treatment.

Recent studies of national retirement policy have recommended
strengthening individual saving for retirement. Because historical
rates of after-tax saving have been low, emphasis has frequently
been placed on tax incentives to encourage saving in the form of
voluntary tax-deferred capital accumulation mechanisms.

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

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

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

2. ISSUES
(A) INDIVIDUAL RETIREMENT ACCOUNTS (IRAS)

(1) Brief History

“Deductible™ IRAs began with the Employee Retirement Income
Security Act of 1974 to offer tax-advantaged retirement saving for
workers not covered by employer retirement plans. Tax-deferred
contributions could be made up to the lesser of 15 percent of pay
or $1,500 a year. The Economic Recovery Tax Act of 1981 hiked
this limit to the lesser of 100 percent of pay or $2,000 and opened
deductible contributions to all workers. However, the Tax Reform
Act of 1986 limited deductibility of contributions by persons with
employer coverage (or whose spouses have such coverage to those
with income below certain limits. Filers ineligible to make deduct-
ible contributions can still make after-tax contributions to “non-
deductible” IRAs, which defer income tax on investment earnings.
If IRA funds that are taxable when withdrawn are withdrawn be-
fore age 59'%, they are also subject to a 10 percent excise tax un-
less the withdrawal is: because of death or disability; in the form
of a lifetime annuity; to pay medical expenses in excess of 7.5 per-
cent of adjusted gross income (AGI); or to pay health insurance pre-
miums while unemployed. Withdrawals must begin by April 1 of
the year following the year in which age 70% is attained in
amounts that will consume the IRA over the expected lifetimes(s)
of account holder and beneficiary.

The Taxpayer Relief Act of 1997 changed IRAs in numerous ways
by: expanding the number of tax filers eligible for tax-deductible
contributions; allowing penalty-free early withdrawals for higher
education and qualified home purchase expenses; and authorizing
Roth IRAs (back-loaded . . . i.e, the contributions are not deductible
from income and earnings are nontaxable upon distribution from
the account) and education IRAs funded by after-tax contributions
that provide tax-free income.

(a) Pre-1986 tax reform

The extension of IRAs to pension-covered workers in 1981 by
ERTA resulted in dramatically increased IRA contributions. In
1982, the first year under ERTA, IRS data showed 12 million IRA
accounts, over four times the 1981 number. In 1983, the number
of IRAs rose to 13.6 million, 15.2 million in 1984, and 16.2 million
in 1985. In 1986, contributions to IRAs totaled $38.2 billion. The
Congress anticipated IRA revenue losses under ERTA of $980 mil-
lion for 1982 and $1.35 billion in 1983. However, according to
Treasury Department estimates, revenue losses from TRA deduc-
tions for those years were $4.8 billion and $10 billion, respectively.
By 1986, the estimated revenue loss had risen to $16.8 billion.
Clearly, the program had become much larger than Congress an-
ticipated.



70

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

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

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

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

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

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

(b) Post-1986 tax reform proposals

In the 101st Congress (1989-1990) several proposals to restore
IRA benefits were made: the Super IRA, the IRA-Plus, and the
Family Savings Account (FSA).

The Super-IRA proposal suggested by Senator Bentsen and ap-
proved by the Senate Finance Committee in 1989 (S. 1750) would
have allowed one half of IRA contributions to be deducted and
would have eliminated penalties for “special purpose” withdrawals
(for first time home purchase, education, and catastrophic medical
expenses). The IRA proposal was advanced as an alternative to the
capital gains tax benefits proposed on the House side.

The IRA-Plus proposal (S. 1771) sponsored by Senators Pack-
- wood, Roth and others proposed an IRA with the tax benefits
granted in a different fashion from the traditional IRA. Rather
than allowing a deduction for contributions and taxing all with-
drawals similar to the treatment of a pension, this approach simply
eliminated the tax on earnings, like a tax-exempt bond. This IRA
is commonly referred to as a back-loaded IRA. The IRA-Plus would
also be limited to a $2,000 contribution per year. Amounts in cur-
rent IRAs could be rolled over and were not subject to tax on earn-
ings (only on original contributions); there were also special pur-
pose withdrawals with a 5-year holding period.

The Administration proposal for Family Savings Accounts (FSAs)
in 1990 also used a back-loaded approach with contributions al-
lowed up to $2,500. No tax would be imposed on withdrawals if
held for 7 years, and no penalty (only a tax on earnings) if held
for 3 years. There was also no penalty if funds were withdrawn to

urchase a home. Those with incomes below $60,000, $100,000, and
g120,000 (single, head of household, joint) would be eligible.

In 1991, S. 612 (Senators Bentsen, Roth and others) would have
restored deductible IRAs, and also allowed an option for a non-
deductible or back-loaded “special IRA.” No tax would be applied
if funds were held for 5 years and no penalties would apply if used
for “special purpose withdrawals.”

In 1992 the President proposed a new IRA termed a FIRA (Flexi-
ble Individual Retirement Account) which allowed individuals to
establish back-loaded individual retirement accounts in amounts
up to $2,500 ($5,000 for joint returns) with the same income limits
as proposed in the 101st Congress. No penalty would be applied for
funds held for 7 years.

Also in 1992, the House passed a limited provision (in H.R. 4210)
to allow penalty-free withdrawals from existing IRAs for “special
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purposes.” The Senate Finance Committee proposed, for the same
bill, an option to choose between back-loaded IRAs and front-loaded
ones, with a 5-year period for the back-loaded plans to be tax free
and allowing “special purpose” withdrawals. This provision was in-
cluded in conference, but the bill was vetoed by the President for
unrelated reasons. A similar proposal was included in HR 11 (the
urban aid bill) but only allowed IRAs to be expanded to those earn-
ing $120,000 for married couples and $80,000 for individuals (this
was a Senate floor amendment that modified a Finance Committee
provision). That bill was also vetoed by the President for other rea-
sons.

Prior to the passage of the Small Business Tax Act in 1996 some
were concerned that the IRA was not equally available to all tax-
payers who might want to save for retirement. Before 1997, non-
working spouses of workers saving in an IRA could contribute only
an additional $250 a year. The Small Business Tax Act modified
the rule to allow spousal contributions of up to $2,000 if the com-
bined compensation of the married couple is at least equal to the
contributed amount. Prior to this change, some contended that the
. lower $250 amount created an inequity between two-earner couples
who could contribute $4,000 a year and one-earner couples who
could contribute a maximum of $2,250 in the aggregate. They ar-
gued that it arbitrarily reduced the retirement income of spouses,
primarily women, who spent part or all of their time out of the paid
work force. Those who opposed liberalization of the contribution
rules contended that any increase would primarily advantage mid-
dle and upper income taxpayers, because the small percentage of
low-income taxpayers who utilized IRAs often did not contribute
the full $2,000 permitted them each year.

The Contract with America and the 1995 budget reconciliation
proposal included proposed IRA expansions, but these packages
were not adopted. The Health Insurance Portability and Account-
ability Act of 1996 allowed penalty-free withdrawals from IRAs for
medical costs. Under this provision, amounts withdrawn for medi-
cal expenses in excess of 7.5 percent of a taxpayer’s adjusted gross
income will not be subject to the 10 percent penalty tax for early
withdrawals. In addition, persons on unemployment for at least 12
weeks may make withdrawals to pay for medical insurance without
being subject to the 10 percent penalty tax for early withdrawals.

(c) 1997 revisions and establishment of Roth IRAs

The Taxpayer Relief Act of 1997 has a number of different provi-
sions related to IRAs, including both liberalization of rules and re-
strictions governing the type of IRAs allowed under prior law; and
creation of 2 new types of IRAs—so called “back loaded” IRAs (so
called because contributions are not deductible, but qualified with-
drawals are not taxed) and education IRAs. The 1997 Act gradually
doubles the phase-out threshold for deductions to IRAs to $50,000
by the year 2005 ($80,000 for couples). The Act also provides that
persons will not be disqualified from deducting IRA contributions
if they, themselves, do not participate in a pension, but their
spouse does. Finally, withdrawals from IRAs prior to age 59 are
subject to a 10 percent early withdrawal tax; the 1997 Act permits
penalty free withdrawals of funds used to pay higher education ex-
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penses or first-time home purchases. In the case of the new type
of “back loaded” IRA—(also called Roth IRAs) if a person expects
to have the same tax rate upon retirement as when contributions
are made, the back loaded IRAs deliver the same magnitude of tax
benefit, per dollar of contribution, as deductible IRAs. Somewhat
different rules, however, apply to Roth IRAs: allowable contribu-
tions to them are phased out at higher AGIs than is the deduc-
tion—between $95,000 and $110,000 for singles (between $150,000
and $160,000 for couples). In addition contributions to all an indi-
vidual’s IRAs (i.e., deductible and Roth IRAs combined) are not per-
mitted to exceed $2,000 in one year. As with deductible IRAs, pen-
alty free withdrawals are permitted under the Act for first-time
home purchases or higher education expenses. The Act also pro-
vides that funds can generally be shifted from prior-law type IRAs
to Roth IRAs. The shifted amounts are included in taxable income.
The Act permits taxpayers to establish education IRAs with annual
contributions limited to $500 per beneficiary and allowable con-
tributions phased out for AGIs between $95,000 and $110,000
($150,000 and $160,000 for joint returns).

(2) Tax Benefits of IRAs: Front-Loaded and Back-Loaded

The two types of IRAs front-loaded (deductible) and back-loaded
(nondeductible) are equivalent in one sense, but different in other
ways. They are equivalent in that they both effectively exempt the
return on investment from tax in certain circumstances.

(a) Equivalence of types

A back-loaded IRA is just like a tax-exempt bond; no tax is ever
imposed on the earnings.

Assuming that tax rates are the same at the time of contribution
and withdrawal, a deductible, or front-loaded, IRA offers the equiv-
alent of no tax on the rate of return to savings, just like a back-
loaded IRA. The initial tax benefit from the deduction is offset, in
present value terms, by the payment of taxes on withdrawal. Here
is an illustration. If the interest rate is 10 percent, $100 will grow
to $110 after a year—$100 of principal and $10 of interest. If the
tax rate is 25 percent, $2.50 of taxes will be paid on the interest,
and the after-tax amount will be $107.50, for an after-tax yield of
7.5 percent. With a front-loaded IRA, however, the taxpayer will
save $25 in taxes initially from deducting the contribution, for a
net investment of $75. At the end of the year, the $110 will yield
$8.25 after payment of 25 percent in taxes, and $8.25 represents
a 10 percent rate of return on the $75 investment. The current
treatment for those not eligible for a deductible IRA—a deferral of
tax—results in a partial tax, depending on period of time the asset
is held and the tax rate on withdrawal. For example, a deferral
would produce an effective tax rate of 18 percent if held in the ac-
count for 10 years, and a tax rate of 13 percent if held for 20 years.

(b) Differences in treatment

There are, nevertheless, three ways in which these tax treat-
ments can differ—if tax rates vary over time, if the dollar ceilings
are the same, and if premature withdrawals are made. There are
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also differences in the timing of tax benefits that have some impli-
cations for individual behavior as well as revenue costs.

(1) Variation in tax rates over time

The equivalence of front-loaded and back-loaded IRAs only holds
if the same tax rate applies to the individual at the time of con-
tribution and the time of withdrawal. If the tax rate is higher on
contribution than on withdrawal, the tax rate is negative. For ex-
ample, if the tax rate were zero on withdrawal in the previous ex-
ample, the return of $35 on a $75 investment would be 46 percent,
indicating a large subsidy to raise the rate of return from 10 per-
cent to 46 percent. Conversely, a high tax rate at the time of with-
drawal relative to the rate at the time of contribution would result
in a positive tax rate. If tax rates are uncertain, and especially if
it is possible that the tax rate will be higher in retirement, the ben-
efits of a front-loaded IRA are unclear. .

(2) Dollar ceilings

A given dollar ceiling that is binding for an individual for a back-
loaded IRA is more generous than for a front-loaded one. If an indi-
vidual has $2,000 to invest and the tax rate is 25 percent, all of
the earnings will be tax exempt with a back-loaded IRA, but the
front-loaded IRA is equivalent to a tax free investment of only
$1,500; the individual would have to invest the $500 tax savings
in a taxable account to achieve the same overall savings, but will
end up with a smaller amount of after tax funds on withdrawal.

Another way of explaining this point is to consider a total sav-
ings of $2,000, which, under a back-loaded account with an 8 per-
cent interest rate would yield $9,321 after, say, 20 years. With a
front loaded IRA, an interest rate of 8 percent and a 25 percent tax
rate (so $2,000 would be invested in an IRA and the $500 tax sav-
ings invested in a taxable account) the yield would be $8,595 in 20
years. In order to make a back-loaded IRA equivalent to a front
loaded one, the back-loaded IRA would need to be 75 percent as
large as a front-loaded one. (Since the relative size depends on the
tax rate, the back-loaded IRA is more beneficial to higher income
individuals than a front-loaded IRA, other things equal, including
the total average tax benefit provided).

(3) Non-qualified withdrawals

Front-loaded and back-loaded IRAs differ in the tax burdens im-
posed if non-qualified withdrawals are made (generally before re-
tirement age). This issue is important because it affects both the
willingness of individuals to commit funds to the account that
might be needed before retirement (or other eligibility) and the
willingness to draw out funds already committed to an account.

The front-loaded IRA provides steep tax burdens for early year
withdrawals which decline dramatically because the penalty ap-
plies to both principal and interest. (Without the penalty, the effec-
tive tax rate is always zero). For example, with a 28 percent tax
rate and an 8 percent interest rate, the effective tax burden is 188
percent if held for only a year, 66 percent for 3 years and 40 per-
cent for 5 years. At about 7 years, the tax burden is the same as
an investment made in a taxable account, 28 percent. Thereafter,
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tax benefits occur, with the effective tax rate reaching 20 percent
after 10 years, 10 percent after 20 years and 7 percent after 30
years. These tax benefits occur because taxes are deferred and the
value of the deferral exceeds the penalty.

The case of the back-loaded IRA is much more complicated. First,
consider the case where all such IRAs are withdrawn. In this case,
the effective tax burdens are smaller in the early years. Although
premature withdrawals attract both regular tax and penalty, they
apply only to the earnings, which are initially very small. In the
first year, the effective tax rate is the sum of the ordinary tax rate
(28 percent) and the penalty (10 percent), or 38 percent. Because
of deferral, the tax rate slowly declines (36 percent after 3 years,
34 percent after 5 years, 30 percent after 10 years). In this case,
it takes 13 years to earn the same return that would have been
earned in a taxable account. These patterns are affected by the tax
rate. For example, with a 15 percent tax rate, it takes longer for
the IRA to yield the same return as a taxable account—11 years
for a front-loaded account and 19 years for a back-loaded one.

Partial premature withdrawals will be treated more generously,
as they will be considered to be a return of principal until all origi-
nal contributions are recovered. This treatment is more generous
than the provisions in the original Contract with America, where
the reverse treatment occurred: partial premature withdrawals
would be treated as income and fully taxed until the amount re-
maining in the account is equal to original investment.

These differences suggest that individuals should be much more
willing to put funds that might be needed in the next year or two
for an emergency in a back-loaded account than in a front-loaded
account, since the penalties relative to a regular savings account
are much smaller. These differences also suggest that funds might
be more easily withdrawn from back-loaded accounts in the early
years even with penalties. This feature of the back-loaded account
along with the special tax-favored withdrawals make these tax-fa-
vored accounts much closer substitutes for short-term savings not
intended for retirement.

It could eventually become more costly to make premature with-
drawals from back-loaded accounts than from front-loaded ac-
counts. Consider, for example, withdrawal in the year before retire-
ment for all funds that had been in the account for a long time.
For a front-loaded IRA, the cost is the 10 percent penalty on the
withdrawal plus the payment of regular tax one year in advance—
both amounts applying to the full amount. For a back-loaded ac-
count, where no tax or penalty would be due if held until retire-
ment, the cost is the penalty plus the regular tax (since no tax
would be paid for a qualified withdrawal) on the fraction of the
withdrawal that represented earnings, which would be a large frac-
tion of the account if held for many years.

(4) Timing of effects

The tax benefit of the front-loaded IRA is received in the begin-
ning, while the benefit of the back-loaded IRA is spread over the
period of the investment. These differences mean that the front-
loaded IRA is both more costly than the back-loaded one in the
short run (and therefore in the budget window) and that a front-
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loaded IRA is more likely to increase savings. These issues are dis-
cussed in the following two sections.

Receiving the tax benefit up front might also make individuals
more willing to participate in IRAs because the benefit is certain
(the government could, in theory, disallow income exemptions in
back-loaded IRAs already in existence). At the same time, however,
the rollover provision makes it much less likely that the govern-
ment would be willing to tax the return to existing IRAs, because
a tax must be paid to permit the rollover.

Some have argued that the attraction of an immediate tax bene-
fit has played a role in the popularity of IRAs and may have con-
!‘J’ibl.)lted to increased savings (see the following discussion of sav-
ings).

(3) Savings Effects

There has been an extensive debate about the effect of individual
retirement accounts on savings. For a more complete discussion of
the savings literature, see Jane G. Gravelle’s The Economic Effects
of Taxing Capital Income, Cambridge, Mass., MIT Press, 1994, p.
27, for a discussion of the general empirical literature on savings
and pp. 193-197 for a discussion of the empirical studies of IRAs.
Subsequent to this survey, a new paper by Orazio P. Attanasio and
Thomas C. DeLeire, IRA’s and Household Saving Revisited: Some
New Evidence, National Bureau of Economic Research Working
Paper 4900, October 1994 was published. That study found little
evidence that IRAs increased savings.

Conventional economic analysis and general empirical evidence
on the effect of tax incentives on savings do not suggest that IRAs
would have a strong effect on savings. In general, the effect of a
tax reduction on savings is ambiguous because of offsetting income
and substitution effects. The increased rate of return may cause in-
dividuals to substitute future for current consumption and save
more (a substitution effect), but, at the same time, the higher rate
of return will allow individuals to save less and still obtain a larger
target amount (an income effect). The overall consequence for sav-
ings depends on the relative magnitude of these two effects. Empir-
ical evidence on the relationship of rate of return to saving rate is
mixed, indicating mostly small effects of uncertain direction. In
that case, individual contributions to IRAs may have resulted from
a shifting of existing assets into IRAs or a diversion of savings that
would otherwise have occurred into IRAs.

The IRA is even less likely to increase savings because most tax
benefits were provided to individuals who contributed the maxi-
mum amount—eliminating any substitution effect at all. (Note that
over time, however, one might expect fewer contributions to be at
the limit as individuals run through their assets.) For these indi-
viduals, the effect of savings is unambiguously negative, with one
exception. In the case of the front-loaded, or deductible IRA, sav-
ings could increase to offset part of the up-front tax deduction, as
individuals recognize that their IRA accounts will involve a tax li-
ability upon withdrawal. The share of IRAs that were new savings
would depend on the tax rate with a 28 percent tax rate, one would
expect that 28 percent would be saved for this reason; with a 15
percent tax rate, 15 percent would be saved for this reason.
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This effect does not occur with a back-loaded or nondeductible
IRA. Thus, conventional economic analysis. suggests that private
savings would be more likely to increase with a front-loaded rather
than a back-loaded IRA.

Despite this conventional analysis, some economists have argued
that IRA contributions were largely new savings. The theoretical
argument has been made that the IRAs increase savings because
of psychological, “mental account,” or advertising reasons. Individ-
uals may need the attraction of a large initial tax break; they may
need to set aside funds in accounts that are restricted to discipline
themselves to maintain retirement funds; or they may need the im-
petus of an advertising campaign to remind them to save. There
has also been some empirical evidence presented to suggest that
IRAs increase savings. This evidence consists of (1) some simple ob-
servations that individuals who invested in IRAs did not reduce
their non-IRA assets and (2) a statistical estimate by Venti and
Wise that showed that IRA contributions were primarily new sav-
ings. This material has been presented by Steve Venti and David
Wise in several papers; see for example, Have IRAs Increased U.S.
Savings?, Quarterly Journal of Economics, v. 105, August, 1990,
pp. 661-698.

The fact that individuals with IRAs do not decrease their other
assets does not prove that IRA contributions were new savings; it
may simply mean that individuals who were planning to save in
any case chose the tax-favored IRA mechanism. The Venti and
Wise estimate has been criticized on theoretical grounds and an-
other study by Gale and Scholz using similar data found no evi-
dence of a savings effect. (See William G. Gale and John Karl
Scholz, IRAs and Household Savings, American Economic Review,
December 1994, pp. 1233-1260.) A study by Manegold and Joines
comparing savings behavior of those newly eligible for IRAs and
those already eligible for IRAs found no evidence of an overall ef-
fect on savings, although increases were found for some individuals
and decreases for others; a study by Attanasio and DeLeire also
using this approach found little evidence of an overall savings ef-
fect. (See Douglas H. Joines and James G. Manegold, IRAs and
Savings: Evidence from a Panel of Taxpayers, University of South-
ern California; Orazio P. Attanasio and Thomas C. DeLeire, IRA’s
and Household Saving Revisited: Some New Evidence, National
Bureau of Economic Research Work Paper 4900, October 1994.)
And, while one must be careful in making observations from a sin-
gle episode, there was no overall increase in the savings rate dur-
ing the period that IRAs were universally available, despite large
contributions into IRAs.

It is important to recognize that this debate on the effects of
IRAs on savings concerned the effects of front-loaded, or deductible
IRAs. Many of the arguments that suggest IRAs would increase
savings do not apply to back-loaded IRAs such as those contained
in the legislation reported out by the Ways and Means Committee
or allowed as an option in other proposals. Back-loaded IRAs do not
mvolve the future tax liability that, in conventional analysis,
should cause people to save for it.

Indeed, based on conventional economic theory, there are two
reasons that the proposal for back-loaded IRAs may decrease sav-
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ings. First, those who are newly eligible for the benefits should, in
theory reduce their savings, because these individuals are higher
income individuals who are more likely to save at the limit. The
closer substitutability of IRAs with savings for other purposes
would also increase the possibility that IRA contributions up to the
limit could be made from existing savings. Secondly, those who are
currently eligible for IRAs who are switching funds from front-load-
ed IRAs or who are now choosing back-loaded IRAs as a substitute
for front-loaded ones should reduce their savings because they are
reducing their future tax liabilities.

Also, many of the “psychological” arguments made for IRAs in-
creasing savings do not apply to the back-loaded IRA. There is no
large initial tax break associated with these provisions, and the
funds are less likely to be locked-up in the first few years because
the penalty applying to withdrawals is much smaller. In addition,
funds are not as tied up because of the possibility of withdrawing
them for special purposes, including ordinary medical expenses.

Overall, the existing body of economic theory and empirical re-
search does not make a convincing case that the expansion of indi-
vidual retirement accounts, particularly the back-loaded accounts
will increase savings. For three papers that review the evidence
from differing perspectives see the three articles published in the
fall 1996 issue of the Journal of Economic Perspectives, pp. 73-90,
91-112, and 113-138: R. Glenn Hubbard and Jonathan S. Skinner,
“Assessing the Effectiveness of Savings Incentives,” James Poterba,
Steven F. Venti, and David A. Wise, “How Retirement Saving Pro-
grams Increase Saving,” and Eric M. Engen, William G. Gale, and
John Karl Scholz, “The Illusory Effects of Savings Incentives on
Savings.”

(4) Revenue Effects

The revenue loss from IRAs varies considerably over time. For a
back-loaded IRA, the cost grows rapidly over time and the long-run
revenue cost (in constant income levels) is about eight times as
large as in the first 5 years, even if rollovers from existing accounts
were not allowed. Front-loaded IRAs also have an uneven pattern
of revenue cost, although they are characterized by a rise to a peak
(as withdrawals occur) and then a steady state cost that could be
a third or so larger than in the first 5 years.

The IRA provision allowing a rollover of existing front-loaded
IRAs into back-loaded IRAs over a 4-year period has the effect of
raising tax revenue in the short run although, of course, the roll-
over will result in lost revenues (with interest) in future years. As
enacted, the IRA provisions are projected to ultimately result in a
significant annual revenue loss. It can be expected that the revenue
losses in the initial period understates the losses that will occur in
the long run due to the shift to back-loaded accounts. The long
phase-in of increased limits for deductible IRAs also causes costs
to be lower in the short run.

(5) Distributional Effects

Who benefits from the expansion of IRAs? In general, any sub-
sidy to savings tends to benefit higher income individuals who are
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more likely to save. The benefits of IRAs for high income individ-
uals are limited, however, compared to many other savings incen-
tives because of the dollar limits. Nevertheless, the benefits of IRAs
when universally allowed tended to go to higher income individ-
uals. In 1986, 82 percent of IRA deductions were taken by the
upper third of individuals filing tax returns (based on adjusted
gross income); since these higher income individuals had higher
marginal tax rates, their share of the tax savings would be larger.

In addition, when universal IRAs were available from 1981—
1986, they were nevertheless not that popular. In 1986, only 15.
percent of individuals contributed to IRAs. Participation rates were
lower in the bottom and middle of the income distribution: only 2
percent of taxpayers in the bottom third of tax returns and only 9
percent of individuals in the middle third contributed to IRAs. Par-
ticipation rose with income: 33 percent of the upper third contrib-
uted, 54 percent of taxpayers in the top 10 percent contributed, and
70 percent of taxpayers in the top 1 percent contributed.

The expansion of IRAs is even more likely to benefit higher in-
come individuals because lower income individuals are already eli-
gible for front loaded (deductible) IRAs that confer the same gen-
eral tax benefit. Less than a quarter of.individuals (1993 data)
have incomes too large to be eligible for any IRA deduction (be-
cause they are above $50,000 for married individuals and $35,000
for singles) and less than a third exceed the beginning of the
phaseout range. Also, those higher income individuals not already
covered by a pension plan are also eligible. Therefore, only higher
income individuals who did not otherwise have tax benefits from
pension coverage were currently excluded from IRA coverage.

Overall, expansion of IRAs tends to benefit higher income indi-
viduals, although the benefits are constrained for very high income
individuals because of the dollar ceilings and because of income
limits which also apply to back-loaded IRAs.

(6) Administrative Issues

The more types of IRAs that are available, the larger the admin-
istrative costs associated with them. With the introduction of back-
loaded accounts, three types of IRAs exist—the front-loaded that
have been available since 1974 (and universally available in 1981-
1986), the non-deductible tax deferred accounts available in prior
law to higher income individuals and that are now superseded by
more tax preferred plans for all but a very high income group and
the new back-loaded accounts. Treatment on withdrawal will also
be more complex, since some are fully taxable, some partially tax-
able, and some not taxable at all.

Another administrative complexity that arises is withdrawals
prior to retirement for special purposes, including education and
first time home purchase.

(7) Advantages of Front-Loaded Vs. Back-Loaded IRAs

Most individuals now have a choice between a front-loaded and
a back-loaded IRA. An earlier section discussed the relative tax
benefits of the alternatives to the individual. This section discusses
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the relative advantages and disadvantages to these different ap-
proaches in achieving policy objectives.

From a budgetary standpoint, the short-run estimated cost of the
front-loaded IRA provides a more realistic picture of the eventual
long-run budgetary costs of IRAs than does the back-loaded. This
issue can be important if there are long run objectives of balancing
the budget, which can be made more difficult if costs of IRAs are
rising. In addition, if distributional tables are based on cash flow
measures, as in the case of the Joint Tax Committee distributional
estimates, a more realistic picture of the contribution of IRA provi-
sions to the total distributional effect of the tax package is likely
to emerge. In that sense, allowing back-loaded IRAs, even as a
choice, has probably made it harder to meet long-run budgetary
goals because the budget targets did not take into account the out-
year costs.

The front-loaded IRA is more likely to result in some private sav-
ings than the back-loaded IRA, from the perspective of either con-
ventional economic theory or the “psychological” theories advanced
by some; hence allowing back-loaded IRAs may have negative ef-
fects on national savings objectives. Of course, a front-loaded IRA
also has so a larger revenue cost that overall saving is only dif-
ferent, under conventional analysis, if the difference in revenue
costs is made up in some other way (and that offsetting policy does
not itself affect savings.)

There are, however, some advantages of back-loaded IRAs. The
backloaded IRA avoids one planning problem associated with front-
loaded IRAs: if individuals use a rule-of-thumb of accumulating a
certain amount of assets, they may fail to recognize the tax burden
associated with accumulated IRA assets. In that case, the front-
loaded IRA would leave them with less after-tax assets in retire-
ment than they had planned, a problem that would not arise with
the back-loaded IRA where no taxes are paid at retirement. A pos-
sible second advantage of back-loaded IRAs is that the effective tax
rate is always known (zero), unlike the front-loaded IRA where the
effective tax rate depends on the tax rate today vs. the tax rate in
retirement. Yet another advantage is that the effective contribution
limit in a back-loaded IRA is not dependent on the tax rate (al-
though it would be possible to devise an adjustment to the IRA con-
tribution ceiling based on tax rate). ’

(8) Conclusion

Unlike the initial allowance of IRAs in 1974 to extend the tax ad-
vantage allowed to employees with pension plans, the major focus
of universal IRAs has been to encourage savings, especially for re-
tirement. If the main objective of individual retirement accounts is
to encourage private savings, the analysis does not suggest that we
will necessarily achieve that objective. Moreover, the back-loaded
approach allowed as an option is, according to many analysts, less
likely to induce savings than the current form of IRAs or the form
allowed during the period of universal availability (1981-1986). In
addition, the ability to withdraw amounts for other purposes than
retirement can dilute the focus of the provision on preparing for re-
tirement.
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This new law may also put some pressure on overall national
savings in the future, as the IRA provisions involve a growing
budgetary cost.

IRAs have often been differentiated from other tax benefits for
capital income as the plan focused on moderate income or middle
class individuals. The IRA has been successful in that more of the
benefits are targeted to moderate income individuals than is the
case for many other tax benefits for capital (e.g., capital gains tax
reductions). Nevertheless, data on participation and usage, and the
current allowance of IRAs for lower income individuals, suggest
that the benefit will still accrue more to higher than to lower in-
come individuals.

Certain features will complicate administrative costs, and there
has been relatively little attention paid to the dramatic differences
in the penalties for early withdrawal associated with back-loaded
vs front-loaded accounts.

(B) RESIDENTIAL RETIREMENT ASSETS

Tax incentives, which have long promoted the goal of home own-
ership, include the income tax deductions for real estate taxes and
home mortgage interest. The other major homeowner incentive is
the tax-free exclusion on up to $250,000 ($500,000 for married tax-
payers) of capital gains from the sale of a primary residence.

Prior to 1986, there was no limit on the amount of mortgage in-
terest that could be deducted. Under current law, the amount of
mortgage interest that can be deducted on a principal or secondary
residence (on loans taken out after 1987) is limited to the interest
paid on the combined debt on these homes of up to $1.1 million.
The $1.1 million limit on debt includes up to $100,000 of home eq-
uity loans that are often used for other purposes.

Now that interest on personal loans is no longer deductible, more
homeowners are taking out home equity lines of credit and using
the proceeds to pay off or take on new debt for autos, vacations,
or to make payments on credit card purchases. In effect, home-
owners are converting nondeductible personal interest into tax de-
ductible home mortgage interest deductions.

Aside from the fairness issues (for example, that renters cannot
take advantage of this tax provision), there is concern that some
homeowners may find it too easy to spend their home equity (re-
tirement savings in many cases) on consumer items, thereby reduc-
ing their retirement “nest egg.” At the same time, many elderly
homeowners are finding home equity conversion programs useful
because they make it easier to convert the built up equity in a
home into much needed supplemental retirement income. A section
that describes in detail home equity conversions is contained in
chapter 13 of this committee print. Others are using this build up
in equity to pay for property taxes, home repairs, and entrance into
retirement communities or nursing homes. Some fear that the in-
appropriate use of home equity loans in the early or mid-years of
life could mean that for some, substantial mortgage payments
might continue well into later life with the possible result being
less retirement security than originally planned.



Chapter 4

EMPLOYMENT
A. AGE DISCRIMINATION

1. BACKGROUND

Older workers continue to face numerous obstacles to employ-
ment, including negative stereotypes about aging and productivity;
job demands and schedule constraints that are incompatible with
the skills and needs of older workers; and management policies
that make it difficult to remain in the labor force, such as corporate
downsizing brought on by recession. '

Ai? discrimination in the workplace {)lays a pernicious role in
blocking employment opportunities for older {)ersons. The develop-
ment of retirement as a social pattern has helped to legitimize this
form of discrimination. Although there is no agreement on the ex-
tent of age-based discrimination, nor how to remedy it, few would
argue that the problem exists for millions of older Americans.

The forms of age discrimination range from the more obvious,
such as age-based hiring or firing, to the more subtle, such as early
retirement incentives. Other discriminatory practices involve relo-
cating an older employee to an undesirable area in the hopes that
the employee will instead resign, or giving an older employee poor
evaluations to justify the employee’s later dismissal. The pervasive
belief that all abilities decline with age has fostered the myth that
older workers are less efficient than younger workers. Since young-
er workers, rather than older workers, tend to receive the skills
and training needed to keep up with technological changes, the
myth continues. However, research has shown that although older
people’s cognitive skills are slower, they compensate with improved
judgment.

Too often employers wrongly assume that it is not financially ad-
vantageous to retrain an older worker because they believe that a
younger employee will remain on the job longer, simply because of
his or her age. In fact, the mobility of today’s work force does not
support this perception. According to the Bureau of Labor Statis-
tics, in 1998, the median job tenure for a current employee was as
little as 3.6 years.

Age-based discrimination in the workplace poses a serious threat
to the welfare of many older persons who depend on their earnings
for their support. While the number of older persons receiving max-
imum Social Security benefits is increasing, most retirees receive
less than the maximum.

According to 1998 Bureau of Labor Statistics (BLS), the unem-
ployment rate was 2.5 percent for workers age 55 to 59,2.7 percent
for workers 60 to 64, 3.3 percent for workers age 65 to 69, and 3.2
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percent for workers age 75 and over. Although older workers as a
group have the lowest unemployment rate, these numbers do not
reflect those older individuals who have withdrawn completely
from the labor force due to a belief that they cannot find satisfac-
tory employment.

Duration of unemployment is also signiﬁcantli' longer among
older workers. As a result, older workers are more ikely to exhaust
available unemployment insurance benefits and suffer economic
hardships. This is especially true because many persons over 45
still have significant financial obligations.

Prolonged unemployment can often have mental and physical
consequences. Psychologists report that discouraged workers can
suffer from serious psychological stress, including hopelessness, de-
pression, and frustration. In addition, medical evidence suggests
that forced retirement can so adversely affect a person’s physical,
em(:;;ional, and psychological health that lifespan may be short-
ened.

Despite the continuing belief that older workers are less Yroduc-
tive, there is a growing recognition of older workers’ skills and
value. In 1988 the Commonwealth Fund began a 5-year study,
“Americans Over 55 at Work,” examining the economic and per-
sonal impact of what the fund saw as a “massive shift toward early
retirement that occurred in the 1970’s and 1980’s.” The fund esti-
mates that over the past decade, involuntary retirement has cost
the economy as much as $135 billion a year. The study concludes
older workers are both productive and cost-effective, and that hir-
ing them makes good business sense.

Many employers also have reported that older workers tend to
stay on the job longer than younger workers. Some employers have
recognized that older workers can offer experience, reliability, and
loyalty. A 1989 AARP survey of 400 businesses reported that older
workers generally are regarded very positively and are valued for
their experience, knowledge, work habits, and attitudes. In the sur-
vey, employers gave older workers their highest marks for produc-
tivity, attendance, commitment to quality, and work performance.

In the early 1990’s there was a steady increase in the number
of complaints received by the EEOC. The number of complaints
rose from 14,526 in fiscal year 1990 to 19,573 in fiscal year 1992.
Since that time, however, preliminary data show the number of
complaints has declined to 15,191 in fiscal year 1998.

2. THE EQuaL EMPLOYMENT OPPORTUNITY COMMISSION

The EEOC is responsible for enforcing laws prohibiting discrimi-
nation. These include: (1) Title VII of the Civil Rights Act of 1964;
(2) The Age Discrimination in Employment Act of 1967; (3) The
Equal Pay Act of 1963; (4) Sections 501 and 505 of the Rehabilita-
tion Act of 1973; and (5) the Americans With Disabilities Act of
1990. N
When originally enacted, enforcement responsibility for the
ADEA was placed with the Department of Labor (DOL) and the
Civil Service Commission. In 1979, however, the Congress enacted
President Carter’s Reorganization Plan No. 1, which called for the
transfer of responsibilities for ADEA administration and enforce-
ment to the EEOC, effective July 1, 1979.
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The EEOC has been praised and criticized for its performance in
enforcing the ADEA. In recent years, concerns have been raised
over EEOC’s decision to refocus its efforts from broad complaints
against large companies and entire industries to more narrow cases
involving few individuals. Critics also point to the large gap be-
tween the number of age-based complaints filed and the EEOC’s
modest litigation record. In fiscal year 1997, preliminary data show
that the EEOC received 15,785 ADEA complaints and filed suit in
less than 1 percent of these complaints.

3. THE AGE DISCRIMINATION IN EMPLOYMENT AcCT
(A) BACKGROUND

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

In large part, the ADEA arose from a 1964 Executive Order
issued by President Johnson declaring a public policy against age
discrimination in employment. Three years later, the President
called for congressional action to eliminate age discrimination. The
ADEA was the culmination of extended debate concerning the prob-
lems of providing equal opportunity for older workers in employ-
ment. At issue was the need to balance the right of older workers
to be free from age discrimination in employment with the employ-
er’s prerogative to control managerial decisions. The provisions of
the ADEA attempt to balance these competing interests by prohib-
iting arbitrary age-based discrimination in the employment rela-
tionship. The law provides that arbitrary age limits may not be
conclusive in determinations of nonemployability, and that employ-
ment decisions regarding older persons should be based on individ-
ual assessments of each older worker’s potential or ability.

The ADEA prohibits discrimination against persons age 40 and
older in hiring, discharge, promotions, compensation, term condi-
tions, and privileges of employment. The ADEA applies to private
employers with 20 or more workers; labor organizations with 25 or
more members or that operate a hiring hall or office which recruits
potential employees or obtains job opportunities; Federal, State,
and local governments; and employment agencies.

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

In 1982, the ADEA was amended by the Tax Equity and Fiscal
Responsibility Act (TEFRA) to include the so-called “working aged”
clause. As a result, employers are required to retain their over-65
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workers on the company health plan rather than automatically
shifting them to Medicare. Under previous law, Medicare was the
primary payer and private plans were secondary. TEFRA reversed
the situation, making Medicare the payer of last resort.

Amendments to the ADEA were also contained in the 1984 reau-
thorization of the Older Americans Act (P.L. 98-459). Under the
1984 amendments, the ADEA was extended to U.S. citizens who
are employed by U.S. employers in a foreign country. Support for
this legislation stemmed from the belief that such workers should
not be subject to possible age discrimination just because they are
assigned abroad. Also, the executive exemption was raised from
$27,000 to $44,000, the annual private retirement benefit level
used to determine the exemption from the ADEA for persons in ex-
ecutive or high policymaking positions.

The Age Discrimination in Employment Act Amendments of 1986
contained provisions that eliminated mandatory retirement alto-
gether. By removing the upper age limit, Congress sought to pro-
tect workers age 40 and above against discrimination in all types
of employment actions, including forced retirement, hiring, pro-
motions, and terms and conditions of employment. The 1986
Amendments to the ADEA also extended through the end of 1993
an exemption from the law for institutions of higher education and
£01i St)ate and local public safety officers (these issues are discussed

elow).

In 1990, Congress amended the ADEA by enacting the Older
Workers Benefit Protection Act (P.L. 101-433). This legislation re-
stored and clarified the ADEA’s protection of older workers’ em-
ployee benefits. In addition, it established new protections for
workers who are asked to sign waivers of their ADEA rights.

The Age Discrimination in Employment Amendments of 1996
(P.L. 104-208) amends the 1986 amendments to restore the public
safety exemption. This allows police and fire departments to use
maximum hiring ages and mandatory retirement ages as elements
of their overall personnel policies.

The ADEA was amended again in 1998 by the Higher Education
Amendments of 1998 (HEA of 1998) (P.L. 105-244). The HEA of
1998 creates an exception to the ADEA that allows colleges and
universities to offer an additional age-based benefit to tenured fac-
ulty who voluntarily retire.

(B) TENURED FACULTY EXEMPTION

Provisions in the 1986 amendments to the ADEA to temporarily
exempt universities from the law reflect the continuing debate over
the fairness of the tenure system in institutions of higher edu-
cation. During consideration of the 1986 amendments, several leg-
islative proposals were made to eliminate mandatory retirement of
tenured faculty, but ultimately a compromise allowing for a tem-
porary exemption was enacted into law.

The exemption allowed institutions of higher education to set a
mandatory retirement age of 70 years for persons serving under
tenure at institutions of higher education. This provision was in ef-
fect for 7 years, until December 31, 1993. The law also required the
EEOC to enter into an agreement with the National Academy of
Sciences to conduct a study to analyze the potential consequences
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of the elimination of mandatory retirement for institutions of high-
er education reporting the findings to the President and Congress.
The National Academy of Sciences formed the Committee on Man-
datory Retirement in Higher Education (the Committee) to conduct
the study.

Proponents of mandatory retirement at age 70 argue that with-
out it, institutions of higher education will not be able to continue
to bring in those with fresh ideas. The older faculty, it is claimed,
would prohibit the institution from hiring younger teachers who
are better equipped to serve the needs of the school. They also
claim that allowing older faculty to teach or research past the age
of 70 denies women and minorities access to the limited number of
faculty positions. :

Opponents of the exemption claim that there is little statistical
proof that older faculty keep minorities and women from acquiring
faculty positions. They cite statistical information gathered at
Stanford University and analyzed in a paper by Allen Calvin which
suggests that even with mandatory retirement and initiatives to
hire more minorities and women, there was only a slight change
in the percentage of tenured minority and women. In addition, they
argue that colleges and universities are using mandatory retire-
ment to rid themselves of both undesirable and unproductive pro-
fessors, instead of dealing directly with a problem that can affect
faculty members of any age. The use of performance appraisals,
they argue, is a more reliable and fair method of ending ineffectual
teaching service than are age-based employment policies.

Based upon its review, the Committee recommended “that the
ADEA exemption permitting the mandatory retirement of tenured
faculty be allowed to expire at the end of 1993.” On December 31,
1993 this exemption expired.

The Committee reached two key conclusions:

At most colleges and universities, few tenured faculty
would continue working past age 70 if mandatory retire-
ment is eliminated because most faculty retire before age
70. In fact, colleges and universities without mandatory re-
tirement that track the data on the proportion of their fac-
ulty over age 70 report no more than 1.6 percent; and

At some research universities, a high proportion of fac-
ulty may choose to work past age 70 if mandatory retire-
ment is eliminated. A small number of research univer-
sities report that more than 40 percent of the faculty who
retire each year have done so at the current mandatory re-
tirement age of 70. The study suggests that faculty who
are research oriented, enjoy inspiring students, have light
teaching loads, and are covered by pension plans that re-
ward later retirement are more likely to work past 70.

The Committee examined the issue of faculty turnover and con-
cluded that a number of actions can be taken by universities to en-
courage, rather than mandate selected faculty retirements. Al-
though some expense may be involved, the proposals are likely to
enhance faculty turnover. Most prominent among them is the use
of retirement incentive programs. The Committee recommended
Congress, the Internal Revenue Service, and the EEOC “permit col-
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leges and universities to offer faculty voluntary retirement incen-
tive programs that are not classified as an employee benefit, in-
clude an upper age limit for participants, and limit participation on
the basis of institutional needs.” The Committee also recommended
policies that would allow universities to change their pension,
health, and other benefit programs in response to changing faculty
behavior and needs.

The 1998 ADEA amendments contained in the Higher Education
Amendments of 1998 incorporate the suggestions of the Committee.
The HEA of 1998 allows colleges and universities to create vol-
untary incentive programs through the use of supplemental bene-
fits, or benefits in addition to any retirement or severance benefits
that are generally offered to tenured employees upon retirement.
Supplemental benefits may be reduced or eliminated on the basis
of age without violating the ADEA. The amendment expressly pro-
hibits non-supplemental benefits from being reduced or eliminated
based on age. The voluntary incentive plans are subject to certain
requirements. A tenured employee who becomes eligible to retire
has 180 days in which time tﬂey may retire and receive both regu-
lar benefits and supplemental benefits. Upon electing to retire, an
institution may not require retirement before 180 days from the
date of the election.

(C) STATE AND LOCAL PUBLIC SAFETY OFFICERS

In 1983 the Supreme Court in EEOC v. Wyoming, 460 U.S. 226,
rejected a mandatory retirement age for State game wardens, hold-
ing that States were fully subject to the ADEA. In two cases in
1985 the Court outlined the standards for proving a “bona fide oc-
cupational qualification” (BFOQ) defense for public safety jobs,
Western Air Lines v. Criswell, 472 U.S. 400 (rejecting mandatory
retirement age for airline flight engineers), and Johnson v. Balti-
more, 472 U.S. 353 (rejecting mandatory retirement age for fire-
fighters). The Court made clear that age may not be used as a
proxy for safety-related job qualifications unless the employer can
satisfy the narrow BFOQ exception.

Criswell’s discussion of the BFOQ defense holds that the State’s
interest in public safety must be balanced by its interest in eradi-
cating age discrimination. In order to use age as a public safety
standard, the employer must prove that it is “reasonably necessary
to the normal operation of the business.” This may be proven only
if the employer is “compelled” to rely upon age because either (a)
it has reasonable cause to believe that all or substantially all per-
sons over that age would be unable to safely do the job; or (b) it
is highly impractical to deal with older persons individually.

In subsequent years, some States and localities with mandatory
retirement age policies below age 70 for public safety officers were
concerned about the impact of these decisions. By March 1986, 33
States or localities had been or were being sued by the EEOC for
the establishment of mandatory retirement hiring age laws. .

In 1986, the ADEA was amended to eliminate mandatory retire-
ment based upon age in the United States. As part of a compromise
that enabled this legislation to pass, Congress established a 7-year
exemption period during which State and local governments that
already had maximum hiring and retirement ages in place for pub-
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lic safety employees could continue to use them. It’s purpose was
to give public employers time to phase in compliance without hav-
ingto worry about litigation.!

upporters of a permanent exemption for State and local public
. safety officers argue that the mental and physical demands and
safety considerations for the public, the individual, and co-workers
who depend on each other in emergency situations, warrant man-
datory retirement ages below 70 for these State and local workers.
Also, they contend that it would be difficult to establish that a
lower mandatory retirement age for public safety officers is a
BFOQ under that ADEA. Because of the conflicting case law on
BFOQ, this would entail costly and time-consuming litigation. They .
note that jurisdictions wishing to retain the hiring and retirement
standards that they established for public safety officers prior to
the Wyoming decision are forced to engage in costly medical studies
to support their standards. Finally, they question the feasibility of
individual employee evaluations, some citing the difficulty involved
in administering the tests because of technological limitations con-
cerning what human characteristics can be reliably evaluated, the
equivocal nature of test results, and economic costs. They do not
believe that individualized testing is a safe and reliable substitute
for pre-established age limits for public safety officers.

Those who oppose an exemption contend that there is no jus-
tification for applying one standard to Federal public safety person-
nel and another to State and local public safety personnel. They be-
lieve that exempting State and local governments from the hiring
and retirement provisions of the ADEA will give them the same
flexibility that Congress granted to Federal agencies that employ
law enforcement officers and firefighters.

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

Last, those arguing against an exemption state that mandatory
retirement and hiring age limits for public safety officers are re-
pugnant to the letter and spirit of the ADEA, which was enacted
to promote employment of older persons based on their ability rath-
er than age, and to prohibit arbitrary age discrimination in employ-
ment. They believe that it was Congress’ intention that age should
not be used as the principal determinant of an individual’s ability
to perform a job, but that this determination, to the greatest extent
feasible, should be made on an individual basis. Maximum hiring

1Senator Howard Metzenbaum, Congressional Record, S. 16852-63, Oct. 16, 1986.

56-465 00 -4
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age limitations and mandatory retirement ages, they contend, are
based on notions of age-based incapacity and would represent a sig-
nificant step backward for the rights of older Americans.

The 1986 amendments to the ADEA also required the EEOC and
the Department of Labor to jointly conduct a study to determine:
(1) whether physical and mental fitness tests are valid measures
of the ability and competency of police and firefighters to perform
the requirements of their jobs; (2) which particular types of tests
are most effective; and (3) to develop recommendations concerning
specific standards such tests should satisfy. Congress also directed
the EEOC to promulgate guidelines on the administration and use
of physical and mental fitness tests for police officers and fire-
fighters. The 5-year study completed in 1992 by the Center for Ap-
plied Behavioral Sciences of the Pennsylvania State University
(PSU) concluded that age is not a good predictor of an individual’s
fitness and competency for a public safety job. The study expressed
the view that the best, but admittedly imperfect, predictor of on-
the-job fitness is periodic testing of all public safety employees, re-
gardless of age. No recommendations with respect to the specific
standards that physical and mental fitness tests should measure
were developed. Instead, the study discussed a range of tests that
could be used. EEOC did not promulgate guidelines to assist State
and local governments in administering the use of such tests.

The issue of mandatory retirement for public safety officers was
addressed in two bills introduced in the House of Representatives.
On July 23, 1993, Representative Major R. Owens, together with
Representative Austin J. Murphy and 15 other cosponsors, intro-
duced H.R. 2722, “Age Discrimination in Employment Amendments
of 1993.” It is similar but not identical to H.R. 2554, “Firefighters
and Police Retirement Security Act of 1993,” that Representative
Murphy introduced on June 29, 1993.

H.R." 2554 sought to amend the Age Discrimination in Employ-
ment Amendments of 1986 to repeal the provision which termi-
nated an exemption for certain bona fide hiring and retirement
plans applicable to State and local firefighters and law enforcement
ogggzrs. H.R. 2554 would have preserved the exemption beyond
1993.

H.R. 2722 sought to amend section 4 of the ADEA to allow, but
not require, State and local bona fide employee benefit plans that
used age-based hiring and retirement policies as of March 3, 1983
to continue to use such policies; and to allow State and local gov-
ernments that either did not use or stopped using age-based poli-
cies to adopt such policies provided that the mandatory retirement
age is not less than 55 years of age. In addition, H.R. 2722 once
again directed the EEOC to identify particular types of physical
and mental fitness tests that are valid measures of the ability and
competency of public safety officers to perform their jobs and to
promulgate guidelines to assist State and local governments in the
administration and use of such tests.

On March 24, 1993, the Subcommittee on Select Education and
Civil Rights conducted an oversight hearing on the issue of the use
of age for hiring and retiring law enforcement officers and fire-
fighters. On March 24, 1993, the Subcommittee held a markup of
H.R. 2722 and approved it by voice vote. The Committee on Edu-
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cation and Labor considered H.R. 2722 for markup on October 19,
1993. The Committee accepted two amendments by voice vote, in-
cluding an amendment offered by Representative Thomas C. Saw-
yer. A quorum being present, the Committee, by voice vote, ordered
the bill favorably reported, as amended.

On November 8, 1993, H.R. 2722, as amended, passed in the
House by voice vote, under suspension of the rules (two-thirds vote
required). On November 9, 1993, H.R. 2722 was referred to the
Senate Committee on Labor and Human Resources. There was no
further action on H.R. 2722 in the 103rd Congress.

On September 30, 1996, The Age Discrimination in Employment
Act Amendments of 1996 amended the ADEA to allow police and
fire departments to use maximum hiring ages and mandatory re-

- tirement ages as elements in their overall personnel policies.” The
1996 amendments to the ADEA were included in the Omnibus
Consolidated Appropriations for fiscal year 1997 (P.L. 104-208).

(D) THE SUPREME COURT

The Supreme Court addressed the elements of an ADEA prima
facie case in O’Connor v. Consolidated Coin Caterers Corp., 517
U.S. 308 (1996). The Court held that a prima facie case is not made
out by simply showing that an employee was replaced by someone
outside of the class. The plaintiff must show that he was replaced
because of his age.2 The Court evaluated whether the prima facie
elements evinced by the Fourth Circuit Court of Appeals were re-
quired to establish a prima facie case. The Fourth Circuit held that
a prima facie case is established under the ADEA when the plain-
tiff shows that: “(1) He was in the age group protected by the
ADEA; (2) he was discharged or demoted; (3) at the time of his dis-
charge or demotion, he was performing his job at a level that met
his employer’s legitimate expectations; and (4) following his dis-
charge or demotion, he was replaced by someone of comparable
qualifications outside of the protected class.”3 The Court held that
the fourth prong, replacement by someone outside of the class, is
not the only manner in which a plaintiff can prove a prima facie
case under the ADEA.4 A violation can be shown even if the person
was replaced by someone who also falls within the protected class.
For example, replacing a 76-year-old with a 45-year-old may be a
violation of the ADEA, if the person was replaced because of his
age.

The U.S. Supreme Court ruled on two cases in 1993 that affect
the aging community. Burden of proof problems formed the heart
of the controversy in both employment discrimination cases.

In Hazen Paper Co. v. Biggins, 507 U.S. 604 (1993), the Court
unanimously held there can be no violation of the ADEA when the
employer’s allegedly unlawful conduct is motivated by some factor

20Q’Connor v. Consolidated Coin Caterers Corp., 517 U.S. 308(1996).

3517 U.S. 308,310(1996).

4 Justice Scalia, writing for the majority states: . .

“As the very name ‘prima facie case’ suggests, there must be at least a logical connection be-
tween each element of the prima facie case and the illegal discrimination for which it establishes
a ‘legally mandatory’ rebuttable presumption. * * * The element of replacement by someone
under 40 fails this requirement. The discrimination prohibited by the ADEA is discrimination
‘because of lan] individual’s age.’” Consolidated Coin, 517 U.S. at 312 (quoting Texas Dept. of
Community Affair v. Burdine, 450 U.S. 248, 254 n.7 (1981)).
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other than the employee’s age. Therefore, the fact that a protected
age employee’s discharge occurred a few weeks before his pension
was due to vest did not per se establish a violation of the statute.

A family-owned company hired an employee in 1977 and dis-
charged him in 1986, when he was 62 years old. The discharge,
which was the culmination of a dispute with the company over his
refusal to sign a confidentiality agreement, occurred a few weeks
prior to the end of the 10-year vesting period for his pension. The
employee sued the employer under the ADEA and the Employee
Retirement Income Security Act (ERISA). At trial, the jury found
that the company had violated ERISA and “willfully” violated the
ADEA. The district court granted judgment notwithstanding the
verdict on the finding of willfulness. The First Circuit Court of Ap-
peals affirmed the judgment on both the ADEA and ERISA counts,
but reversed on the issue of willfulness.

On appeal, the Supreme Court held that an employer’s inter-
ference with pension benefits, which vest according to years, does
not, by itself, support a finding of an ADEA violation. The Court
reasoned that, in a disparate treatment case, liability depends on
whether the protected trait motivated the employer’s decision and
{;hatda decision based on years of service is not necessarily age-

ased.

Justice O’Connor explained that the ADEA is intended to ad-
dress the “very essence” of age discrimination, when an older em-
ployee is discharged due to the employer’s belief in the stereotype
that “productivity and competence decline with old age.” The ADEA
forces employers to focus productivity and competence directly in-
stead of relying on age as proxy for them. But the problems posed
by such stereotypes disappear when the employer’s decision is actu-
ally motivated by factors other than age, even when the motivating
factor is correlated with age, as pension status typically is. Fur-
ther, she explained that the correlative factor remains analytically
distinct, however much it is related to age. The vesting of pension
plans usually is a function of years of service. However, a decision
based on that factor is not necessarily age-based. An older em-
ployee may have accumulated more years of service by virtue of his
longer length of time in the workforce, but an employee too young
to be protected by the ADEA may have accumulated more if he has
worked for a particular employer for his entire career while an
older worker may have been a new hire. Thus, O’Connor concluded
that the discharge of a worker because his pension is about to vest
is not the result of a stereotype about age but of an accurate judg-
ment about the employee.

The Court noted, however, that their holding does not preclude
a possible finding of liability if an employer uses pension status as
a proxy for age, a finding of dual liability under ERISA and ADEA,
or a finding of liability if vesting is based on age rather than years
of service. The Court also held that the TransWorld Airlines, Inc.
v. Thurston, 469 U.S. 111 (1985), “knowledge or reckless disregard”
standard for liquidated damages applies to situations in which the
employer has violated the ADEA through an informal decision mo-
tivated by an employee’s age, as well as through a formal, facially
discriminatory policy.
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In St. Mary’s Honor Center v. Hicks, 509 U.S. 502 (1993) the Su-
preme Court rejected the burden shifting analysis for resolving
Title VII intentional discrimination cases set forth in Texas Depart-
ment of Community Affairs v. Burdine, 450 U.S. 248 (1981).
Burdine had regularly been applied to ADEA cases. See, e.g., Wil-
liams v. Valentec Kisco, Inc., 964 F.2d 723 (8th Cir.), cert. denied,
506 U.S. 1014 (1992); Williams v. Edward Apffels Coffee Co., 792
F.2d 1492 (9th Cir. (1992)). As a result of the holding in St. Mary’s
Honor Center, an employee who discredits all of an employer’s ar-
ticulated legitimate nondiscriminatory reasons for an employment
decision is not automatically entitled to judgment in an action
under ADEA.

Twenty years ago, in McDonnell-Douglas Corp. v. Green, 411
U.S. 792 (1973), the Supreme Court established a three-step frame-
work for resolving Title VII cases involving intentional discrimina-
tion. This framework was reaffirmed by the Court in Texas Depart-
ment of Community Affairs v. Burdine, 450 U.S. 248 (1981):

First, the plaintiff must establish a prima facie case of
discrimination with evidence strong enough to result in a
judgment that the employer discriminated, if the employer
offers no evidence of its own;

Second, if the plaintiff establishes a prima facie case, the
employer must then come forward with a clear and specific
nondiscriminatory reason for the challenged action; and

Third, if the employer offers a nondiscriminatory reason
for its conduct, the plaintiff then must establish that the
reason the employer offered was a pretext for discrimina-
tion. Significantly, the Supreme Court made clear in
Burdine that the plaintiff can prevail at this third stage
“either directly by persuading the court that a discrimina-
tory reason more likely motivated the employer, or indi-
rectly by showing that the employer’s proffered expla-
nation is unworthy of credence.”

The decision in Hicks explaining the various procedural burdens
parties face in presenting and defending a Title VII case will make
it harder for plaintiffs to prevail. The majority held that an em-
ployee who discredited all of an employer’s stated reasons for his
demotion and subsequent discharge was not automatically entitled
to judgment in his case under Title VII. Accordingly, the trial court
was entitled to grant judgment to the employer on the basis of a
reason the employer did not articulate.

In Hicks, an African-American shift commander at a halfway
house was demoted to the position of correctional officer and later
discharged. He had consistently been rated competent and had not
been disciplined for misconduct or dereliction of duty until his su-
pervisor was replaced. The new supervisor, however, viewed him
differently. At trial, the plaintiff alleged the employment decisions
were racially motivated. The employer claimed the plaintiff had
violated work rules. The district court found these reasons to be
pretextual. Nevertheless, it ruled for the halfway house. The dis-
trict court felt the plaintiff had not shown that the effort to termi-
nate him was racially rather than personally motivated. Although,
personal animus was never put forward by the employer at trial to
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explain its conduct, the Eighth Circuit Court of Appeals reversed.
It said that once the shift commander proved that all of the em-
ployer’s proffered reasons were pretextual, the plaintiff was enti-
tled to judgment as a matter of law, because the employer was left
in a position of having offered no legitimate reason for its actions.

In ‘a 54 decision written by Justice Scalia, the Supreme Court
reversed the Eighth, Circuit’s decision and upheld the district
court’s judgment for the employer. The Court abandoned the 20-
year-old McDonnell-Douglas framework and held that the plaintiff
was not entitled to judgment even though he had proved a prima
facie case of discrimination and disproved the employer’s only prof-
fered reason for its conduct. Instead, the majority said that plain-
tiffs may be required not just to prove that the reasons offered by
the employer were pretextual, but also to “disprove all other rea-
sons suggested, no matter how vaguely, in the record.”

Justice Souter wrote a dissenting opinion, joined by Justices
Blackmun, White, and Stevens. Justice Souter charged that the
majority’s decision “stems from a flat misreading of Burdine and ig-
nores the central purpose of the McDonnell-Douglas framework.”
He also accused the majority of rewarding the employer that gives
false evidence about the reason for its employment decision, be-
cause the falsehood would be sufficient to rebut the prima facie
case, and the employer can then hope that the factfinder will con-
clude that the employer acted for a valid reason. “The Court is
throwing out the rule,” Justice Souter asserted, “for the benefit of
employers who have been found to have given false evidence in a
court of law.”

In Oubre v. Entergy Operations, Inc., 522 U.S. 422 (1998), the
Supreme Court considered whether an employee had to return
money she received as part of a severance agreement before bring-
ing suit under the ADEA. The Older Workers Benefit Protection
Act established new protections for workers who are asked to sign
waivers of their ADEA rights. The employee received severance pay
in return for waiving any claims against the employer. The Court
held that the plaintiff did not have to return the money before
bringing suit, because the employer failed to comply with three of
the requirements of the waiver provisions under the ADEA.

A related issue is the effect of arbitration clauses on ADEA
claims. The Court held in Gilmer v. Interstate/Johnson Lane Corp.,
500 U.S. 20 (1990), that the ADEA does not preclude enforcement
of a compulsory arbitration clause. The plaintiff in Gilmer, signed
a registration application with the New York Stock Exchange
(NYSE), as required by his employer. The application provided that
the plaintiff would agree to arbitrate any claim or dispute that
arose between him and Interstate. Gilmer filed an ADEA claim
with the EEOC upon being fired at age 62. In a prior decision, the
Court held “by agreeing to arbitrate a statutory c{)aim, a party does
not forgo the substantive rights afforded by the statute; it only sub-
mits to their resolution in an arbitral, rather than a judicial,
forum.” 5

The Supreme Court revisited the issue of mandatory arbitration
of statutory antidiscrimination claims in Wright v. Universal Mari-

5 Mitsubishi Motors Corp. v. Soler Chrysler-Plymouth, Inc., 473 U.S. 614, 628 (1987).
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time Service Corp., 119 S. Ct. 391 (1998). In Wright, the Court held
that a general arbitration clause contained in a collective bargain-
ing agreement’s grievance procedure was not enough to waive an
employee’s right to pursue statutory antidiscrimination claims in
court. Instead, the Court stated that any clause in a collective bar-
gaining agreement requiring an employee to arbitrate a statutory
antidiscrimination claim must be clear and express. However, the
Court did not address the issue of whether such a clause, even if
clear and express, would be valid.

B. FEDERAL PROGRAMS

There are two primary sources of federal employment and train-
ing assistance available to older workers. The first, and largest, is
the Adult and Dislocated Worker Program authorized under Title
I of the Workforce Investment Act of 1998. The second is the Senior
Community Service Employment Program authorized under Title V
of the Older Americans Act.

1. THE ADULT AND DISLOCATED WORKER PROGRAM AUTHORIZED
UNDER THE WORKFORCE INVESTMENT ACT

The Workforce Investment Act of 1998 (WIA) was enacted on Au-
gust 7, 1998. The intent of the legislation is to consolidate, coordi-
nate, and improve employment, training, literacy, and- vocational
rehabilitation programs. Among other things, WIA repeals the Job
Training Partnership Act (JTPA) on July 1, 2000, and replaces it
with new training provisions under Title I of WIA. States may
begin implementing WIA July 1, 1999 (assuming their state plans
are approved by the Department of Labor) and must implement
WIA no later than July.1, 2000.

Under JTPA, there is an adult training program (Title II-A) for
low-income individuals and a dislocated worker program (Title III)
for individuals who, in general, have lost their jobs as a result of
structural changes in the economy and who are not likely to find
new jobs in their former industries or occupations. Each program
has its separate appropriation, list of authorized services, and could
have a separate delivery system. Under WIA, one set of services
and one delivery system is authorized both for “adults” and for
“dislocated workers”, but funds will continue to be appropriated
separately for the two groups. Funds for these programs are con-
tained in the Labor-HHS-ED appropriations act. The FY1999 ap-
propriation under JTPA for adult training was $955 million, and
for dislocated workers was approximately §1.4 billion. For FY2000,
appropriations for these programs will be made under WIA author-
ity. :

Funds from the adult funding stream, under both JTPA and
WIA, are allotted among States according to the following three
equally weighted factors: (1) relative number of unemployed indi-
viduals living in areas with jobless rate of at least 6.5 percent for
the previous year; (2) relative number of unemployed individuals in
excess of 4.5 percent of the State’s civilian labor force; and (3) the
relative number of economically disadvantaged adults.

Under JTPA, 77 percent of the funds allocated to States are allo-
cated to local areas using the same three-part formula. Under WIA,
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85 percent of the funds allocated to States are allocated to local
areas by formula. Not less than 70 percent of the local funds must
be allocated using the same three-part formula. The remainder of
the adult funds allocated to local areas can be allocated based on
formulas approved by the Secretary of Labor as part of the state
plan that take into account factors relating to excess poverty or ex-
cess unemployment above the state average in local areas.

Under JTPA, 5 percent of the funds allocated to a State for adult
training were to be set-aside training and placement for economi-
cally disadvantaged workers age 55 or older. This requirement is
not contained in WIA. For the period between July 1, 1996, and
June 30, 1997, over 16,000 adults who terminated from the JTPA
adult training program were age 55 or older, representing 10 per-
cent of total adult terminees. Of this total, over 13,000 were served
under the older worker set-aside program.

Funds from the dislocated worker funding stream, under both
JTPA and WIA, are allotted among States according to the follow-
ing three equally weighted factors: (1) relative number of unem-
ployed individuals; (2) relative number of unemployed individuals
1n excess of 4.5 percent of the State’s civilian labor force; and (3)
the relative number of individuals unemployed 15 weeks or longer.
Under WIA at least 60 percent of the funds allocated to States
must be allocated to local areas based on a formula. This formula,
prescribed by the Governor, must be based on factors such as, in-
sured unemployment data, unemployment concentrations, and
long-term unemployment data. For the period between July 1, 1995
and June 30, 1996, over 26,000 adults who terminated from the
JTPA dislocated worker program were age 55 or older, representing
10 percent of total adult terminees. Local areas, with the approval
of the Governor, may transfer 20 percent of funds between the
adult program and the dislocated worker program.

Under WIA, any individual is eligible to receive core services,
such as job search and placement assistance. To be eligible to re-
ceive intensive services, such as comprehensive assessments and
individual counseling and career planning, an individual has to be
unemployed, and unable to obtain employment through core serv-
ices or employed but in need of intensive services to obtain or re-
tain employment that allows for self-sufficiency. To be eligible to
receive training services, such as occupational training, on-the-job
training, and job readiness training, an individual has to have met
the eligibility for intensive service and been unable to obtain em-
ployment through those services. Unlike JTPA, there is no income
eligibility requirement for receiving services. Local areas are re-
quired, however, to give priority for receiving intensive services
and training to recipients of public assistance and other low-income
individuals if funds are limited in the local area. Training is pro-
vided primarily through “individual training accounts.” The pur-
pose of individual training accounts is to provide individuals with
the opportunity to choose training courses and providers. Typically,
under JTPA, services are procured for groups of individuals.

Under WIA, each local area must develop a “one-stop” system to
provide core services and access to intensive services and training
through at least one physical center, which may be supplemented
by electronic networks. The law mandates that certain “partners”,
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including entities that carry out the Senior Community Service
Employment Program, provide “applicable” services through the
one-stop system. Partners must enter into written agreements with
local boards regarding services to be provided, the funding of the
services and operating costs of the system, and methods of refer-
ring individuals among partners.

Since 1984, DOL has sponsored biennial surveys (as supplements
to the monthly Current Population Survey) to collect information
on job displacement. Displaced workers are defined as those who
had at least 3 years tenure on their most recent job and lost their
job due to a plant shutdown or move, reduced work, or the elimi-
nation of their position or shift. Those in jobs with seasonal work
fluctuations are excluded.

The February 1998 survey polled workers who lost their jobs be-
tween January 1995 and December 1997. The majority of displaced
older workers report job loss following a plant closing, for which se-
niority is no protection. Older displaced workers were much more
likely than younger displaced workers to have left the labor force
rather than be reemployed at the time of the survey. Thirty percent
of the 55- to 64-year-olds, and 55 percent of those 65 years and
older were not in the labor force compared to 14 percent of all dis-
placed workers 20 years and older. The reemployment rate for dis-
placed workers 20 year and older was 76 percent, while the rates
for workers 55 to 64 years and 65 years and older were 60 percent
and 35 percent respectively.

2. TITLE V OF THE OLDER AMERICANS ACT

The Senior Community Service Employment Program (SCSEP)
has as its purpose to promote useful part-time opportunities in
community service activities for unemployed low income persons
with poor employment prospects. Created during the 1960s as a
demonstration program under the Economic Opportunities Act, and
later authorized under the Title V of the Older Americans Act, it
is one of a few subsidized jobs programs for adults. The program
provides low income older persons an opportunity to supplement
their income through wages received, to become employed, and to
contribute to their communities through community service activi-
ties performed under the program. Participants may also have the
opportunity to become employed in the private sector after their
community service experience.

SCSEP is administered by the Department of Labor (DoL), which
awards funds to 10 national sponsoring organizations and to State
agencies, generally State agencies on aging. These organizations
and agencies are responsible for the operation of the program, in-
cluding recruitment, assessment, and placement of enrollees in
community service jobs.

Table 1 shows FY1999 funding to national organizations and
state agencies. Total funding is $440.2 million which supports
about 61,000 enrollee positions. Appropriations Committee direc-
tives for most recent years have stipulated that the ten national or-
ganization sponsors are to receive 78 percent of total funds, and
state agencies are to receive 22 percent.

Persons eligible under the program must be 55 years of age and
older (with priority given to persons 60 years and older), unem-
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ployed, and have income levels of not more than 125 percent of the
poverty level guidelines issued by the Department of Health and
Human Services (DHHS).

TABLE 1. FY1999 FUNDING TO NATIONAL ORGANIZATIONS AND STATE SPONSORS

FY1999 Percent of
S oy

American Association of Retired Persons $50.6 116
Asociacion Nacional Por Personas Mayores 13.2 3.0
Green Thumb 106.6 243
National Caucus and Center on the Black Aged 130 3.0
National Council on the Aging 380 8.7
National Council of Senior Citizens 64.4 147
Nationa! Urban League 153 35
National Indian Council on Aging 6.0 14
National Asian Pacific Center on Aging 6.0 14
U.S. Forest Service 284 6.5
National organization sponsors, total $341.5 78.0

State agencies, total 1$96.3 220

Tota! 2$437.8 100.0

1This amount includes funds allocated to the teritories.
2This amount differs from the total appropriation of $440.2 million due to a set-aside by Dol of $2.4 million for experimental projects
under Section 502(e) of the Act.

Enrollees are paid the greater of the Federal or State minimum
wage, or the local prevailing rate of pay for similar employment,
whichever is higher. Federal funds may be used to compensate par-
ticipants for up to 1,300 hours of work per year, including orienta-
tion and training. Participants work an average of 20 to 25 hours
per week. In addition to wages, enrollees may receive physical ex-
aminations, personal and job-related counseling and, under certain
circumstances, transportation for employment purposes. Partici-
pants may also receive training, which is usually on-the-job train-
ing and oriented toward teaching and upgrading job skills.

Participants work in a wide variety of community service activi-
ties. In program year 1997-1998 (July 1, 1997-June 30, 1998),
about one-third of jobs were in services to the elderly community,
including nutrition services, senior centers, and home care, and
about two-thirds were in services to the general community, includ-
ing social services, education and recreation and parks. The aver-
age hourly wage paid was $5.36.

About 73 percent of participants were women. About 40 percent
had a high school education, but 36 percent did not complete high
school. About 60 percent of participants were age 65 and older and
over one-third were 70 years or of:ler. Members of minority racial
or ethnic groups made up 41 percent of total participants.

For further information, see the Older Americans Act Section.



Chapter 5

SUPPLEMENTAL SECURITY INCOME

OVERVIEW

In 1972, the Supplemental Security Income (SSI) program was
established to help the Nation’s poor aged, blind, and disabled meet
their most basic needs. The program was designed to supplement
the income of those who do not qualify for Social Security benefits
or those whose Social Security benefits are not adequate for sub-
sistence. The program also provides recipients with opportunities
for rehabilitation and incentives to seek employment. In 1998, 6.6
million individuals received assistance under the program.

To those who meet SSI’s nationwide eligibility standards, the
program provides monthly payments. In most States, SSI eligibility
automatically qualifies recipients for Medicaid coverage and food
stamp benefits.

Despite the budget cuts that many programs have suffered in the
last decade, SSI benefit standards have not been lowered (although
certain groups, such as immigrants, drug addicts and alcoholics,
and some children) have been barred from benefit receipt. This is
in part because the Gramm-Rudman-Hollings (GRH) Act exempts
SSI benefit payments from across-the-board budget cuts. It is also
because of recognition of the subsistence-level benefit structure and
concern about the program’s role as a safety net for the lowest-in-
come Americans.

Although SSI has largely escaped the budget axe, the program
continues to fall far short of eliminating poverty among the elderly
poor. Despite progress in recent years in alleviating poverty, a sub-
stantial number remain poor. When the program was started a
quarter of a century ago, some 14.6 percent of the Nation’s elderly
lived in poverty. In 1997, the elderly poverty rate was 10.5 percent.

The effectiveness of SSI in reducing poverty is constrained by
benefit levels, stringent financial criteria, and a low participation
rate. In most States, program benefits do not provide recipients
with an income that meets the poverty threshold. Nor has the pro-
gram’s allowable income and assets level kept pace with inflation.
Further, only about one-half to two-thirds of those elderly persons
poor enough to qualify for SSI actually receive program benefits.

In recent years, Congressional attention has focused on the need
to eliminate abuses in the management of the SSI program. Legis-
lation enacted in 1996 (P.L. 104121 and 104-193) eliminated SSI
benefits for persons who were primarily considered disabled be-
cause of their drug addiction or alcoholism. It severely restricted
SSI to most noncitizens, made it more difficult for children with
“less severe” impairments to receive SSI, required periodic system-
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atic review of disability cases to monitor eligibility status, and al-
lowed SSA to make incentive payments to correctional facilities
that reported prisoners who received SSI. P.L. 105-33, enacted
during the 105th Congress, reversed some of the effects of P.L.
104-193 allowing qualified noncitizen recipients who filed for bene-
fits before August 22, 1996 to maintain their SSI eligibility.

In 1997, the General Accounting Office (GAO) designated SSI as
a “high-risk” program because of its susceptibility to waste, fraud,
and abuse and insufficient management of the program. This high
risk label on the program has given rise to a desire among advo-
cates, many Members of Congress, and SSA itself to try and correct
the program’s inadequacies. During 1998, a draft propesal to re-
duce SSI fraud and abuse was circulated, but not introduced. In
October 1998, SSA released a report on management of the SSI
program. According to SSA, its strategy to improve SSI program in-
tegrity and stewardship includes improving payment accuracy, con-
ducting additional periodic continuing disability reviews and SSI
redeterminations, implementing aggressive plans to deter, identify
and prosecute fraud, and increasing debt collections.

A. BACKGROUND

The SSI program, authorized in 1972 by Title XVI of the Social
Security Act (P.L. 92-603), began providing a nationally uniform
guaranteed minimum income for qualifying elderly, disabled, and
blind individuals in 1974. Underlying the program were three con-
gressionally mandated goals—to construct a coherent, unified in-
come assistance system; to eliminate large disparities between the
States in eligibility standards and benefit levels; and to reduce the
stigma of welfare through administration of the program by SSA.
It was the hope, if not the assumption, of Congress at the time that
a central, national system of administration would be more effi-
cient and eliminate the demeaning rules and procedures that had
been part of many State-operated, public-assistance programs. SSI
consolidated three State-administered, public-assistance pro-
grams—old age assistance; aid to the blind; and aid to the perma-
nently and totally disabled.

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

SSI eligibility rests on definitions of age, blindness, and disabil-
ity; on residency and citizenship; on levels of income and assets;
and, on living arrangements. The basic eligibility requirements of
age, blindness, or disability (except of children under age 18) have
not changed since 1974. Aged individuals are defined as those 65
or older. Blindness refers to those with 20/200 vision or less with
the use of a corrective lens in the person’s better eye or those with
tunnel vision of 20 degrees or less. Disabled adults are those un-
able to engage in any substantial gainful activity because of a
medically determined physical or mental impairment that is ex-
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pected to result in death or that can be expected to last, or has
lasted, for a continuous period of 12 months.

As a condition of participation, an SSI recipient must reside in
the United States or the Northern Mariana Islands and be a U.S.
citizen or if not a citizen, (a) be a refugee or asylee who has been
in the country for less than 7 years, or (b) be a “qualified alien”
who was receiving SSI as of August 22, 1996 or who was living in
the United States on August 22, 1996 and subsequently became
disabled. In addition, eligibility is determined by a means test
under which two basic conditions must be satisfied. First, after tak-
ing into account certain exclusions, monthly income must fall below
the benefit standard, $500 for an individual and $751 for a couple
il;lm 1999. Second, the value of assets must not exceed a variety of

imits.

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

In determining eligibility based on assets, the calculation in-
cludes real estate, personal belongings, savings and checking ac-
counts, cash, and stocks. Since 1989, the asset limit has been
$2,000 for an individual and $3,000 for a married couple. The in-
come of an ineligible spouse who lives with an SSI applicant or re-
cipient is included in determining eligibility and amount of bene-
fits. Assets that are not counted include the individual’s home;
household goods and personal effects with a limit of $2,000 in eq-
uity value; $4,500 of the current market value of a car (if it is used
for medical treatment or employment it is completely excluded);
burial plots for individuals and immediate family members; a maxi-
mum of $1,500 cash value of life insurance policies combined with
the value of burial funds for an individual.

The Federal SSI benefit standard also factors in a recipient’s liv-
ing arrangements. If an SSI applicant or recipient is living in an-
other person’s household and receiving support and maintenance
from that person, the value of such in-kind assistance is presumed
to equal one-third of the regular SSI benefit standard. This means
that the individual receives two-thirds of the benefit. In 1999, that
totaled $333 for a single person and $500 for a couple. If the indi-
vidual owns or rents the living quarters or contributes a pro rata
share to the household’s expenses, this lower benefit standard does
not apply. In September 1998, 4.1 percent, or 270,538 recipients
came under this “one-third reduction” standard. Sixty-five percent
of those recipients were receiving benefits on the basis of disability.

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

B. ISSUES

1. LIMITATIONS OF SSI PAYMENTS TO IMMIGRANTS

The payment of benefits to legal immigrants on SSI has under-
gone dramatic changes during the last several years.

Until the passage of the 1996 welfare reform legislation, an indi-
vidual must have been either a citizen of the United States or an
alien lawfully admitted for permanent residence or otherwise per-
manently residing in the United States under color of law to qual-
ify for SSI. Before passage of the Unemployment Compensation
Amendments of 1993 (P.L. 103-152), SSI law required that for pur-
poses of determining SSI eligibility and benefit amount, an immi-
grant entering the United States with an agreement by a U.S.
sponsor to provide financial support was deemed to have part of
the sponsor’s (and, in most instances, part of the sponsor’s spouse’s)
income and resources available for his or her support during the
first 3 years in the United States. Public Law 103-152 temporarily
extended the “deeming” period for SSI benefits from 3 years to 5
years. This provision was effective from January 1, 1994, through
September 30, 1996.

The welfare legislation signed in 1996 (P.L. 104-193) had a di-
rect impact on legal immigrants who were receiving SSI. The 1996
law barred legal immigrants from SSI unless they have worked 10
years or are veterans, certain active duty personnel, or their fami-
lies. Those who were receiving SSI at the date of the legislation’s
enactment were to be screened during the l-year period after en-
actment. If the beneficiary was unable to show that he or she had
worked for 10 years, was a naturalized citizen, or met one of the
other exemptions, the beneficiary was terminated from the pro-
gram. After the 10 year period, if the legal immigrant has not nat-
uralized, he or she will likely need to meet the 3 year deeming re-
quirement that was part of the changes in the 1993 legislation.

SSI and Medicaid eligibility was restored for some noncitizens
under P.L. 105-33, the Balanced Budget Act of 1997. The Balanced
Budget Act (1) continued SSI and related Medicaid for “qualified
alien” noncitizens receiving benefits on August 22, 1996, (2) al-
lowed SSI and Medicaid benefits for aliens who were here on Au-
gust 22, 1996 and who later become disabled, (3) extended the ex-
emption from SSI and Medicaid restrictions for refugees and
asylees from 5 to 7 years after entry, (4) classified Cubans/Haitians
and Amerasians as refugees, as they were before 1996, thereby
making them eligible from time of entry for Temporary Assistance
for Needy Families (TANF) and other programs determined to be
means-tested, as well as for refugee-related benefits, and (5) ex-
empted certain Native Americans living along the Canadian and
Mexican borders from SSI and Medicaid restrictions.

2. SSA DisABILITY REDESIGN PROJECT

SSA’s disability process redesign proposal, introduced on April 1,
1994, was the first attempt to address major fundamental changes
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needed to realistically cope with disability determination workloads
for both Social Security Disability Insurance (DI) and disabled
adult SSI beneficiaries.

Currently SSA’s disability determination process is extremely
stressed. Workloads are increasing, and the backlogs are enormous.
Until recently, SSA had not sought major improvements to reverse
the mounting problems of long waiting periods and case backlogs
at State disability determination service (DDS) offices.

In 1998, it was estimated that 8.9 million DI and disabled adult
SSI beneficiaries received benefits from SSA. The workload for ini-
tial disability claims was 2.0 million in fiscal year 1998. The initial
case claims backlogs were 408,000 cases in fiscal year 1998 and are
expected to remain at that level through fiscal year 2000. SSA’s re-
ported administrative budget for processing disability and appeals
determinations was about $4 billion in fiscal year 1997, almost
two-thirds of its reported administrative costs.

In response to concerns raised by the General Accounting Office
(GAO), Congress, and disability advocates, SSA is in the process of
finalizing its redesign plan. The solution presented by SSA focuses
on streamlining the determination process and improving service to
the public. The proposed process is intended to reduce the number
of days for a claimant’s first contact with SSA to an initial decision,
from an average of 135 days (in fiscal year 1998) to less than 15
days. To accomplish this goal, the team proposed that SSA estab-
lish a disability claims manager as the focal point for a claimant’s
contact and that the number of steps needed to produce decisions
be substantially reduced. The proposal also suggested providing ap-
plicants with a better understanding of how the disability deter-
mination process works and the current status of their claims.

Since 1994, SSA has been testing many of the initiatives outlined
in its proposal, and has stated that decisions will be made in the
gea.r future on whether to implement some of them on a permanent

asis.

3. EMPLOYMENT AND REHABILITATION FOR SSI RECIPIENTS

Section 1619 and related provisions of SSI law provide that SSI
recipients who are able to work in spite of their impairments can
continue to be eligible for reduced SSI benefits and Medicaid. The
number of SSI disabled and blind recipients with earnings has in-
creased from 87,000 in 1980 to 282,600 in 1998. In addition, 25,000
aged SSI recipients had earnings in 1998. -

Before 1980, a disabled SSI recipient who found employment
faced a substantial risk of losing both SSI and Medicaid benefits.
The result was a disincentive for disabled individuals to attempt to
work. The Social Security Disability Amendments of 1980 (P.L. 96—
265) established a temporary demonstration program aimed at re-
moving work disincentives for a 3-year period beginning in January
1981. This program, which became Section 1619 of the Social Secu-
rity Act, was meant to encourage SSI recipients to seek and engage
in employment. Disabled individuals who lost their eligibility sta-
tus for SSI because they worked were provided with special SSI
cash benefits and assured Medicaid eligibility.

The Social Security Disability Benefits Reform Act of 1984 (P.L.
98—460), which extended the Section 1619 program through June
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30, 1987, represented a major push by Congress to make work in-
centives more effective. The original Section 1619 program pre-
served SSI and Medicaid eligibility for disabled persons who
worked even though two provisions that set limits on earnings
were still in effect. These provisions required that after a trial
work period, work at the “substantial gainful activity level” (then
counted as over $300 a month earnings, which has since been
raised to $500) led to the loss of disability status and eventually
benefits even if the individual’s total income and resources were
within the SSI criteria for benefits.

Moreover, when an individual completed 9 months of trial work
and was determined to be performing work constituting substantial
gainful activity, he or she lost eligibility for regular SSI benefits 3
months after the 9-month period. At this point, the person went
into Section 1619 status. After the close of the trial work period,
there was, however, an additional one-time 15-month period during
which an individual who had not been receiving a regular SSI pay-
ment because of work activities above the substantial gainful ac-
tivities level could be reinstated to regular SSI benefit status with-
out having his or her medical condition reevaluated.

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

The 1986 law also made Section 1619 permanent. The result has
been a program that is much more useful to disabled SSI recipi-
ents. The congressional intent was to ensure ongoing assistance to
the severely disabled who are able to do some work but who often
have fluctuating levels of income and whose ability to work
changes for health reasons or the availability of special support
services. Despite SSI work incentives, few recipients are engaged
in work or leave the rolls because of employment. In September
1998, only 4.7 percent of SSI recipients had earnings.

While Congress has been active in building a rehabilitation com-
ponent into the disability programs administered by SSA over the
last decade, the number of people who leave the rolls through reha-
bilitation is very small. In 1997, out of a population of about 7 mil-
lion DI and adult SSI beneficiaries, only about 297,000 individuals
were referred to a State Vocational rehabilitation agency. More-
over, only 8,337 of these individuals were considered successfully
rehabilitated (which meant that State agencies were able to receive
reimbursement for the services provided). Because of concerns
about the growth in the SSI program, policymakers have begun to
&estion the effectiveness of the work incentive provisions. The

neral Accounting Office (GAO) undertook two studies which
were completed in 1996 which analyzed the weaknesses of the
work incentive provisions and SSA’s administration of these provi-
sions. GAO’s report concluded that the work incentives are not ef-
fective in encouraging recipients with work potential to return to
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employment or pursue rehabilitation options. In addition, it con-
cluded that SSA has not done enough to promote the work incen-
tives to its field employees, who in turn do not promote the incen-
tives to beneficiaries.

According to a 1998 report by the Social Security Advisory Board,
entitled, How SSA’s Disability Programs Can Be Improved (p. 37):

To a large extent, the small incidence of return to work
on the part of disabled beneficiaries reflects the fact that
eligibility is restricted to those with impairments which
have been found to make them unable to engage in any
substantial work activity. By definition, therefore, the dis-
ability population is composed of those who appear least
capable of employment. Moreover, since eligibility depends
upon proving the inability to work, attempted work activ-
ity represents a risk of losing both cash and medical bene-
fits. While some of this risk has been moderated by the
work incentive features adopted in recent years, it remains
true that the initial message the program presents is that
the individual must prove that he or she cannot work in
order to qualify for benefits.

During the 105th Congress, the House passed H.R. 3433, the
Ticket to Work and Self-Sufficiency Act of 1998. H.R. 3433 directed
the Commissioner of Social Security to establish a Ticket to Work
and Self-Sufficiency Program (TWSSP) under which a disabled SSI
or DI beneficiary may use a ticket to work and self-sufficiency
issued by the Commissioner to obtain employment services, voca-
tional rehabilitation services, or other support services from an em-
ployment network of the beneficiary’s choice which is willing to
. provide such services pursuant to an appropriate individual work
plan. The bill authorized certain State agencies to elect to partici-
pate in the program as employment networks coordinating and de-
livering services to individuals with tickets to work and self-suffi-
ciency. It permitted private entities to be employment networks. In
addition, 1t required a written agreement stipulating how an em-
ployment network would reimburse a State agency before it or an
approved State plan could accept any referral of a disabled bene-
ficiary from the employment network to which the beneficiary as-
signed his or her ticket to work and self-sufficiency. H.R. 3433 also
extended Medicare coverage to beneficiaries participating in the
Ticket to Work and Self-Sufficiency Program. The Senate did not
consider the legislation during the 105th Congress.

4. FRAUD PREVENTION AND OVERPAYMENT RECOVERY

During the 105th Congress, an anti-fraud proposal was cir-
culated by the House Ways and Means Subcommittee on Human
Resources, but was not introduced. The proposal included provi-
sions that would seek to (1) ensure termination of SSI benefit pay-
ments for deceased recipients; (2) reduce the incidence of residency
fraud; (3) penalize collaborators (i.e., “middlemen”, doctors, health
professionals, attorneys) who help aged, blind, or disabled persons
to fraudulently qualify for SSI benefits; (4) promote cross-program
recovery of SSI overpayments; and (5) make other changes in SSI
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program rules to lower the incidence of fraud, abuse, and erroneous
payments.

Until recently, because SSA was very lax in monitoring the cur-
rent disability status of SSI recipients, many individuals whose
medical condition had improved remained in the program. Mem-
bers of Congress are now aware that there are huge costs associ-
ated with keeping ineligible persons on the rolls. In both the 104th
Congress (P.L. 104-121) and the 105th Congress (P.L. 105-33), leg-
islation was passed that provided additional funding for continuing
disability reviews (CDRs). In addition, SSA has been increasing the
number of SSI non-disability redeterminations (i.e., verifying in-
come and resource requirements) it conducts.



Chapter 6

FOOD STAMPS

OVERVIEW: 1997-1998

In addition to nutrition programs for the elderly operated under
Title III of the Older Americans Act (discussed in the chapter de-
voted to the Older Americans Act), the Federal Government su
ports three non-emergency food assistance efforts affecting sign.i.g:
cant numbers of older persons—the Food Stamp program, the Com-
modity Supplemental Food program, and the adult-care component
of the Child and Adult Care Food program:1 Three significant
pieces of food stamp legislation were enacted in the 105th Con-
gress. But no legislation affecting the Commodity Supplemental
Food program or the adult-care component of the Child and Adult
Care Food program was considered, other than annual appropria-
tions. _
¢ The 1997 omnibus emergency supplemental appropriations

law (P.L. 105-18) included an amendment that allows States
to opt to pay the cost of providing food stamps to noncitizens
(and certain_others) made ineligible for federally financed food
stamp benefits by the 1996 welfare reform act (P.L. 104—193).
And another 1997 law, the Balanced Budget Act (P.L. 105-33)
directed increased Federal spending on work/training efforts
for food stamp recipients.

* In 1998, food stamp provisions added to the Agricultural
Research, Extension and Education Reform Act (P.L. 105-185)
returned federally financed food stamp eligibility to many of
the legal immigrants barred because of the 1996 welfare re-
form law—effective November 1, 1998. This legislation also re-
duced Federal spending for food stamp administrative costs.

In 1997 and again in 1998, food stamp enrollment and spending
dropped significantly. Participation went from 25.5 million people
in FY1996, to 22.9 million in FY1997 and 19.8 million in FY1998.
An improved economy, program changes wrought by Federal and
State welfare reform initiatives, and restrictions on eligibility (e.g.,
loss of eligibility by noncitizen legal immigrants) contributed to this
decline. Participation by elderly persons, however, dropped much

! Nutrition programs that can provide help to elderly persons also include two emergencg as-
sistance programs—the Emergency Food Assistance program and the Emergency Food and Shel-
ter p - The Emergency Food Assistance program provides iculture Department support
(thro the States), in the form of federally donated food commodities and funding for distribu-
tion costs, to aid food distribution to needy persons served by public and private nonprofit emer-
gency feeding organizations, such as food {anks, food pantries, emergency shelters, hunger relief
centers, soup kitchens, and local governmental a%;gzles. The Emergency Food and Shelter pro-
gram, operated through the Federal Emergency agement Administration, makes grants to
local public and private nonprofit entities to provide services to the homeless. No significant leg-
islative changes were made to these two programs in the 105th Congress.
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less (about 5 percent) than other participant categories (e.g., fami-
lies with children); much of this drop was due to restrictions on the
eligibility of legal immigrants enacted in 1996, and only partially
reversed late in 1998. Spending for the regular Food Stamp pro-
gram declined from $24.4 billion in FY1996, to $21.7 billion in
FY1997 and $19.2 billion in FY1998.

On the other hand, participation in the Commodity Supplemental
Food program grew noticeably in 1997 and 1998. Elderly enrollees
in the program increased from 219,000 persons in FY1996, to
243,000 in FY1997 and 249,000 in FY 1998—while spending (for
all recipients, including women, infants, and children) hovered
around $90 million a year. And participation in and spending for
the adult-care component of the Child and Adult Care Food pro-
gram jumped significantly in FY1997 and FY1998—average daily
attendance rose from 47,000 persons in FY1996 to 58,000 persons
in FY1998; program costs increased from $25 million in FY1996 to
$32 million in FY1998.

Recent information about food security among the elderly pre-
sents a mixed picture. A 1997 report from Second Harvest (a food
bank organization) indicates that about 16 percent of persons
served by food banks were 65 years and older. On the other hand,
the Agriculture Department’s Household Food Security survey cov-
ering 1995-1998, found that, for households with elderly members
or elderly persons living alone, some 95 percent reported being
“food secure”—as opposed to about 90 percent of all households in
the survey.

A. BACKGROUND ON THE PROGRAMS

1. Foop StAMPS

The Food Stamp program provides monthly benefits—averaging
$71 a person in FY1998—that increase low-income recipients’ food
purchasing power. Eligible applicants must have monthly income
and liquid assets below federally prescribed limits (or be receiving
cash public assistance) and must pass several nonfinancial eligi-
bility tests: e.g., work requirements, bars against eligibility for
many noncitizens and postsecondary students. Benefits are based
on the monthly cost of the Agriculture Department’s “Thrifty Food
Plan,” are adjusted annually for inflation, and vary with household
size, amount and type of income (e.g., earnings are treated more
liberally than income like Social Security or public assistance pay-
ments), and certain nonfood expenses (e.g., shelter costs, child sup-
port payments, dependent care and medical expenses). Basic eligi-
bility and benefit standards are federally set, and the Federal Gov-
ernment pays for benefits (other than those financed by State reim-
bursements) and about half the cost of administration and work/
training programs for recipients. States shoulder the remaining ex-
penses and have responsibility for day-to-day operations (e.g., de-
termining individuals’ eligibility and issuing benefits) and a num-
ber of significant program rules. The regular Food Stamp program
operates in the 50 States, the District of Columbia, Guam, and the
Virgin Islands. Variants of the regular program are funded through
nutrition assistance block grants to Puerto Rico, American Samoa,
and the Northern Marianas.
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The Food Stamp Act became law in 1964 (after a three-year pilot
program); however, the program did not become nationally avail-
able until early 1975, when Puerto Rico and the last few countries
in the country chose to enter. In 1977, the 1964 Act (as amended)
was substantially rewritten and replaced with the Food Stamp Act
of 1977, which greatly liberalized the program and increased par-
ticipation. Amendments to the 1977 Act during the early 1980s sig-
nificantly restricted eligibility and benefits. But, beginning in the
mid-1980s and continuing through amendments in 1990 and 1993,
program benefits were generally increased. In 1996, the welfare re-
form law (the Personal Responsibility and Work Opportunity Rec-
onciliation Act; P.L. 104-193) incorporated the most extensive
changes to the program since the 1977 rewrite of the law. Substan-
tial benefit and eligibility cutbacks were legislated, and States
were given more latitude in running the program. Among the
changes most affecting the elderly was a provision that barred eli-
gibility for most noncitizen legal immigrants (over 800,000 persons,
many of them elderly). In 1997, provisions in P.L. 105-18 allowed
States to choose to pay the cost of providing food stamp to nonciti-
zens (and certain others) made ineligible by the 1996 welfare re-
form law, and, in 1998, amendments in P.L. 105-185 returned fed-
erally financed food stamp eligibility to many of those barred in the
1996 law. Two other recent legislative changes directed increased
Federal spending on work/training programs for food stamp recipi-
ents (contained in the 1997 Balanced Budget Act; P.L. 105-33) and
cut Federal spending for food stamp administrative costs (in P.L.
105-185).

Eligibility. The food stamp “assistance unit” is a household, typi-
cally those living together who also purchase and prepare food to-
gether. But not all co-residents are required to apply together (e.g.,
while spouses and parents and children must apply together, unre-
lated persons not purchasing and preparing food in common may
apply separately). Food .stamp eligibility depends primarily on
whether a household has cash monthly income and liquid assets
below Federal limits.

For the large majority of applicants, the income test confines eli-
gibility to households with monthly total cash income at or below
130 percent of the Federal income poverty guidelines, annually ad-
just for inflation and differing by household size. Most income is
counted in making an eligibility determination, but a few types of
income are not (e.g., Federal energy assistance payments, most stu-
dent aid, Earned Income Tax Credit payments, noncash income).
For FY 1999, 130 percent of the poverty guidelines equals $873 a
month for one person, $1,176 for two-person households, and high-
er amounts for larger households.2 However, a slightly more liberal
test is applied to households containing elderly or disabled persons
(for more detail on this, see the later discussion of the elderly and
the Food Stamp program).

The liquid asset limit is $2,000, or $3,000 for households with an
elderly member. But all financial resources are not taken into ac-
count. Some important exclusions include a household’s home, fur-
nishings, and personal belongings, the first $4,650 of the market

2Income eligibility limits are 25 percent higher in Alaska and 15 percent higher in Hawaii.
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value of any car, some retirement funds, burial plots, and work- or
business-related assets.

With some exceptions, food stamps are available automatically
(i.e., without regard to the income and asset tests noted above) to
recipients of cash public assistance under States’ Temporary As-
sistance for Needy Families (TANF) programs, Supplemental Secu-
rity Income (SSI) payments, and State or local general assistance
benefits. Under the two major exceptions, (1) SSI recipients in Cali-
fornia are not eligible for food stamps because their SSI payment
is assumed to include a food stamp component and (2) public as-
sistance recipients living with persons not receiving public aid are
not automatically food-stamp eligible.

Non-financial eligibility criteria include those related to work,
student status, institutional residence, and citizenship. Most unem-
ployed able-bodied non-elderly adults must meet work/training re-
quirements to remain_eligible, and eligibility is denied to house-
holds with strikers. Non-working postsecondary students without
children are barred. Residents of institutions (other than residents
in substance abuse programs and shelters for the homeless and
battered women and children) are not eligible. And the eligibility
of noncitizens is limited to (1) those with long U.S. work histories,
(2) veterans and active duty military personnel and their families,
(3) refugees and asylees (for seven years after entry), (4) legal im-
migrant children who entered the country before August 22, 1996,
(5) elderly legal immigrants who were here before August 22, 1996,
(6) disabled legal immigrants who entered before August 22, 1996
(including persons who become disabled after that date), and (7)
Hmong refugees from Laos and certain Native Americans living
along the Canadian and Mexican borders.

Finally, States may, at their own expense, take advantage of an
option to provide food stamp benefits to (1) any noncitizen legal im-
migrant barred form federally financed food stamps and (2) persons
made ineligible for federally financed food stamps by certain work/
training rules for able-bodied adults without dependents.

Benefits. Food stamp benefits are aimed at increasing recipients’
food purchasing power. In FY 1998, monthly benefits averaged $71
a person (about $170 for a typical household). They are inflation-
adjusted each October, and vary with the type and amount of in-
come, household size, and some nonfood expenses. Food stamps are
{)rovided monthly, and, except for very poor recipients, monthly al-
otments are not intended to cover all of a household’s food costs—
most recipients are expected to contribute a portion of their income
to their food expenses.

To determine monthly benefit allotments, a household’s total
cash monthly income is reduced to a “net” income figure (represent-
ing income deemed available for food and other normal living costs)
by allowing a “standard deduction” ($134 a month) and additional
deductions for certain expenses. These include deductions for exces-
sively high (but not all) shelter costs, 20 percent of earnings, de-
pendent care expenses related to work/education, child support

ayments, and, for elderly and disabled, medical expenses above
§35 a month. Deduction for dependent care costs and the shelter
expenses of households without elderly or disabled person are sub-
ject to monthly dollar limits. .
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Food stamp allotments then equal the estimated monthly cost of
an adequate low-cost diet (maximum benefits, set at the cost of the
Agriculture Department’s “Thrifty Food Plan” for the household’s
size and indexed annually for inflation), less 30 percent of monthly
net income (the household’s expected contribution toward its food
costs). The theory is that food stamps should fill the deficit between
what a household can afford for food (its 30 percent contribution)
and the estimated expense of a low-cost diet (maximum benefits). -
For FY 1999, maximum monthly benefits in the 48 States and the
District of Columbia are $125 for one person, $230 for two-person
households, and larger amounts for bigger households; significantly
}ﬁlgheé' maximums apply in Alaska, Hawaii, Guam, and the Virgin

slands.

Monthly allotments may be spent for virtually any food item (but
not alcohol, tobacco products, or ready-to-eat hot foods) in approved
food stores. They also may be used for some prepared meals (e.g.,
in shelters for the homeless and battered women and children, in
elderly nutrition programs), seeds and plants for growing food, and
hunting and fishing equipment in remote areas of Alaska. Pur-
chases with food stamp benefits are not subject to sales taxes, and
food stamp assistance is not counted as income under welfare,
housing, and tax laws. IR

Food stamp allotments historically have been issued as paper
“coupons.” but food stamp recipients in all or part of nearly 40
States and the District of Columbia (about ha.lfp of all recipients)
now receive their benefits through “electronic benefit transfer”
(EBT) systems that deliver them by using special “ATM-like” cards
rather than coupons. And all States are expected to use EBT sys-
tems by 2002. Food stamp benefits also can, in some cases, be paid
as cash—in a limited number of local projects for the elderly and
disabled, for some recipients leaving cash welfare rolls, and in
“work supplementation” programs (where the food stamp benefit is
paid to a recipient’s employer).

Puerto Rico, American Samoa, and the Northern Marianas.
Variants of the regular Food Stamp program operate in Puerto
Rico, American Samoa, and the Northern Mariana Islands. Puerto
Rico’s Nutrition Assistance program provides its benefits in cash
under rules similar to (but generally more restrictive than) the reg-
ular program. Federal support is limited to an annual block grant
($1.2 billion in FY 1998) and the program serves some 1.3 million
persons. The programs in American Samoa and the Northern Mari-
anas also are to limited Federal grants, each funded at $3-$5 mil-
lion a year and serving 3,000-4,000 people. They are not cash as-
sistance programs and are roughly similar to the regular program,
although American Samoa’s program is limited to the elderly and
disabled and the Northern Marianas’ program has special rules di-
recting use of some benefits to purchase local products.

The Elderly and the Food Stamp Program. Food stamp participa-
tion by eligible elderly persons is relatively low, about 30 percent
by the most recent count (1994). This compares with a participation
rate of some 70 percent among all those eligible. Based on 1997-
1998 Agriculture Department survey data, households with at least
one elderly member account for 18 percent of food stamp house-
holds. But, because the elderly generally live in small households
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(78 percent live in single-person households, typically single
women, and 16 percent live in two-person households), they make
up only 8 percent of total food stamp enrollees. Overall, the survey
information also shows that elderly food stamp recipients have in-
come that generally is higher than other participants and, because
of this and their smaller household size, have lower-than-average
benefits. Average total monthly income for elderly persons in the
Food Stamp program is about 80 percent of the Federal poverty in-
come guidelines (compared to 53 percent of poverty among house-
holds with no elderly members), and their average household bene-
fit is about one-third the average for all households in the program.

The Food Stamp program includes a number of special rules for
the elderly—

e A more liberal income eligibility test is applied. House-
holds with elderly (or disabled) members must have monthly
income below the Federal poverty income guidelines after the
standard and expense deductions noted in the earlier discus-
sion of benefits. While their income is compared against a
lower standard than most other households (who must have
total income below 130 percent of the poverty guidelines), the
amount of income counted is significantly less because the var-
ious deductions (nearly $300 a month on average) have been
subtracted out.

e A more liberal liquid asset limit is used. Households with
elderly members can have countable liquid assets of up to
$3,000 and remain eligible (vs. $2,000 for others).

e When calculating benefits and income eligibility, no
monthly dollar limit on the size of the deduction for excessively
high shelter expenses is applied to households with elderly (or
disabllled) members; others are subject to a limit of $275 a
month.

e When calculating benefits and income eligibility, elderly
(and disabled) households can claim a deduction for any medi-
cal costs have $35 a month; this deduction is not available to
others. For those claiming this deduction, it is typically about
$100 a month, translating into a monthly benefit increase of
some $3.

o Elderly (and disabled) persons who are applicants for or
recipients of Supplemental Security Income benefits can make

reliminary application for food stamps through their Social
lS::ecurity office and get assistance in completing their applica-
tion.

In addition, some general food stamp rules can have special im-
portance for the elderly—food stamp offices are required to have
special procedures for those who have difficulty applying at the of-
fice, and applicants and recipients can designate “authorized rep-
resentatives” to act on their behalf in the application process and
using food stamp benefits.

2. THE COMMODITY SUPPLEMENTAL FOOD PROGRAM

The Commodity Supplemental Food program provides supple-
mental foods to low-income elderly persons and to low-income in-
fants, children, and pregnant, postpartum, and breastfeeding
women. It is authorized, through FY2002, under Section 4(a) of the
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Agriculture and Consumer Protection Act of 1973, as amended (7
U.S.C. 612c note), and operates through local projects in 17 States,
the District of Columbia, and two Indian reservations. The program
began in the late 1960s and is the predecessor of the Special Sup-
plemental Nutrition Program for Women, Infants, and Children
(the WIC program). Until 1995, it served primarily women, infants,
and children not participating in the WIC program. But, some 65
percent of is recipients now are elderly—249,000 out of 377,000 in
FY 1998. And, while women, infants, and children are accorded pri-
ority, the proportion of elderly enrollees is expected to continue in-
creasing. Coverage of this program is limited by annual appropria-
tions, and, without significantly increased appropriations, new
projects or substantially enlarged overall caseloads are unlikely.

FY1998 spending for the Commodity Supplemental Food pro-
gram was $89 million ($20 million of which represented support for
administrative costs); in addition, almost $10 million worth of com-
modities donated from excess Federal stocks were made available.
But, while elderly participants made up nearly two-thirds of par-
ticipants, their proportion of the value of the food packages distrib-
uted to them (about $15 a person) was significantly less than for
packages provided to women, infants, and children (just over $19
a person). 5

Participtig local projects establish most of their operating rules
and receive (1) food items purchased with annually appropriated
funds, (2) food commodities donated from excess Agriculture De-
partment stocks, and (3) cash grants to help cover administrative
costs. Food packages distributed by local sponsors are designed
with' the specific nutritional needs of the elderly and women, in-
fants, children in mind. They include foods such as canned fruits,
vegetables, meats, and fish, peanut butter, cereal and grain prod-
ucts, and dairy products.

3. TH_E CHILD AND ADULT CARE FOoOD PROGRAM

The adult-care component of the Child and Adult Care Food pro-
gram provides Federal cash subsidies for meals and snacks served
to chronically impaired disabled adults, or those 60 years of age or
older, in licensed non-residential day care settings (“adult day care
centers”). It is permanently authorized under Section 17 of the Na-
tional School Lunch Act and offers the same subsidies given for
meals and snacks served in child day care centers. Each meal and
snack served that meets Federal nutrition standards is subsidized
at a legislatively set (and inflation-adjusted) rate, with meals/
snacks served to lower-income persons subsidized at a higher rate
than others. For July 1998-June 1999, the subsidy rates ranged
from $1.94 for lunches/suppers served free to those with income
below 130 percent of the Federal poverty income guidelines to 4
cents for snacks served to those with income above 185 percent of
the poverty guidelines. In FY 1998, average daily attendance at the
1,700 sites operated by 1,100 sponsors was just over 58,000 per-
sons, and Federal subsidies totaled $32 million.
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B. LEGISLATIVE DEVELOPMENTS

There was no legislative activity associated with the Commodity
Supplemental Food program or the adult-care component of the
Child and Adult Care Food program during the 105th Congress.
However, three laws were enacted that significantly affected the
Food Stamp program.

The 1997 omnibus emergency supplemental appropriations law
(P.L. 105-18) added a provision to the Food Stamp Act that allows
States to opt to pay the cost of providing food stamp benefits to
noncitizens made ineligible for federally financed food stamp bene-
fits by the 1996 welfare reform act (the Personal Responsibility and
Work Opportunity Reconciliation Act; P.L. 104-193). The 1996 law
made all legal immigrants ineligible for food stamps except 1)
those with long U.S. work histories, (2) veterans and active duty
military personnel and their families, and (3) refugees and asylees
(for 5 years after entry). When enacted, it was estimated that over
800,000 persons were barred because of this rule. Some 17 States
took advantage of this new option to pay for food stamps for all or
some of the noncitizens ineligible for federally funded benefits. P.L.
105-18 also permitted States to pay the cost of food stamp benefits
to able-bodied non-elderly adults without dependents if they lost
eligibility for food stamps because of a special work requirement
limiting their time on food stamps; however, no States took advan-
tage of this option.

A separate 1997 law the Balanced Budget Act (P.L. 105-33) di-
rected increased Federal spending on work/training programs for
food stamp recipients—a total of $1.5 billion over five years.

In 1998, food stamp provisions added to the Agricultural Re-
search, Extension, and education Reform Act (P.L. 105-185) re-
turned federally financed food stamp benefits to an estimated
250,000 legal immigrants (primarily elderly and disabled persons)
affected by the 1996 welfare reform law’s withdrawal of eligibility.
Effective November 1, 1998, eligibility was reinstituted for legal
immigrant children who entered the country before August 22,
1996 (the effective date of the 1996 welfare reform law), elderly
legal immigrants (65 or older) here before August 22, 1996, dis-
abled legal immigrants who entered before August 22, 1996 (in-
cluding those who become disabled after that date), and Hmong
refugees from Laos and certain Native Americans living along the
Canadian and Mexican borders. Moreover, eligibility for refugees
and asylees was extended from 5 to 7 years after entry. P.L. 105-
185 also reduced Federal spending for food stamp administrative
costs by over $200 million a year.

C. FOOD SECURITY AMONG THE ELDERLY

A review of the available data from the last three decades on the
nutritional health and food security of the elderly reveals that a va-
riety of research has been conducted. However, the findings of that
research also reveal both a mixed and inconclusive picture of the
actual nutritional status of this age group.

Concern about nutrition problems, particularly food insecurity,
among the elderly is the result, in part, of the general characteris-
tics of this age group. As a group, older Americans are a growing
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proportion of the U.S. population, yet there is relatively little data
collected on the elderly compared to certain other high risk groups,
such a children. As a group, the elderly seem to be more reticent
to admit to being “hungry” and needing assistance of any kind.
Fixed incomes, a variety of health problems and loss of independ-
ence can all contribute to general health, nutrition and food secu-
rity problems of older Americans. They seem less likely to use
emergency feeding or participate in Federal food assistance pro-
grams. At the same time, the elderly are disproportionately heavy
users of health care. A major concern has become minimizing
health care costs, while maintaining a desirable quality of life in
old age. It is well recognized that poor nutrition increases health
problems and thus health care costs. Thus attention to the food se-
curity of elderly Americans is acknowledged as a way to help in re-
ducing health care costs.

The issue of hunger in America captured public attention in 1967
when members of the then-Senate Subcommittee on Employment,
Manpower and Poverty visited the rural South. The Subcommittee
held hearings on the impact of the “War on Poverty” policy initi-
ated during the Johnson administration and heard witnesses de-
scribe widespread hunger and poverty. Later that year, a team of
physicians under the auspices of the Ford Foundation observed se-
vere nutritional problems in various areas of the country where
they traveled. )

Subsequently Congress authorized a national nutrition survey to
determine the magnitude and location of malnutrition and related
health problems in the country. The results of the Ten State Nutri-
tion Survey revealed that persons over 60 years of age showed evi-
dence of general undernutrition which was not restricted to the
very aA{)oor or to any single ethnic group. The most significant nutri-
tional problems in those over 60 years of age were in the intakes
of iron, vitamins A, C and thiamin, as well as obesity (in elderly
females).

Reports on hunger and malnutrition in the United States, as well
as tllu)e 1970 White House Conference on Food, Nutrition and
Health, contributed to changes in several Federal programs in the
1970s. During this period the results of the Ten State Nutrition
Survey led to the addition of a nutrition component to the health
examination survey conducted by the then Department of Health,
Education and Welfare. This addition created the Health and Nu-
trition Examination Survey (HANES), which was designed to col-
lect and analyze data on the nutritional status of the U.S. popu-
lation. The voluntary nutrition labeling program was initiated to
provide consumers with more information on the nutrient content
of the foods that they were purchasing. The Federal food assistance
programs also underwent significant expansion during this period.
In 1977 the physicians returned to the same communities visited
a decade earlier to evaluate progress made in combating hunger.
They discovered dramatic improvements in the nutritional status of
the residents, which were attributed to the expansion of the Fed-
eral food programs.

Throughout the 1980s, considerable attention was focused on the
re-emergence of widespread hunger in the United States. Begin-
ning in 1981 numerous national, State and local studies on hunger

i
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have been published by a variety of governmental agencies, univer-
sities and advocacy organizations. The reports have suggested that
hunger in America is widespread and entrenched, despite national
economic growth. However, the problem that exists has few clinical
symptoms of deprivation, unlike the hunger observed during
drought, famine, and civil war elsewhere in the world.

In 1983 President Ronald Reagan appointed a commission to in-
vestigate allegations that hunger was widespread and actually
growing in America. The President’s Task Force on Food Assistance
concluded that there was little evidence of widespread hunger in
the United States and reductions in Federal spending for assist-
ance had not hurt the poor. However, it did note that there was
likely hunger that went undetected in certain high risk groups, in-
cluding the elderly. The Task Force formulated several modest rec-
ommendations to make the Food Stamp Program more accessible
to the hungry, along with offsetting cost-reduction measures that
increased State responsibility for erroneous payments and offered
the option of block granting food assistance.

During the 1980s, numerous nongovernmental groups continued
to document the prevalence of hunger and malnutrition throughout
the country. Many reports focused specifically on children and fam-
ilies. The Harvard School of Public Health conducted a 15-month
examination of the problem of hunger in New England and con-
cluded in 1984 that substantial hunger existed in every State ex-
amined, was more widespread than generally believed, and had
been growing at a steady pace for at least three years. The re-
searchers reported that an increasing number of elderly persons
were using emergency food programs, while many others were suf-
fering quietly in the privacy of their homes. The report expressed
concern about reports from medical practitioners that were increas-
ing numbers of malnourished children and greater hunger among
their elderly patients. The researchers cited the impact of mal-
nutrition on health in general and emphasized that children and
gI;e elderly are likely to suffer the greatest harm from inadequate

iets.

In 1984 the U.S. Conference of Mayors issued its first report
which detailed a significant increase in requests for emergency food
assistance, citing unemployment as a primary cause. Subsequent
reports published indicated annual increases ranging from 9 to 28
percent during the period of 1985 to 1998. In 1998 emergency food
assistance requests by the elderly increased in 67 percent of the 30
cities surveyed and requests increased by an average of six percent
in each city.

The New York Times reported in 1985 that scientists estimated
that from 15 to 50 percent of Americans over the age of 65 consume
fewer calories, proteins, essential vitamins and minerals than are
required for good health. According to the article, gerontologists
were becoming increasingly alarmed by evidence that much of the
physiological decline in resistance to disease seen in elderly pa-
tients (a weakening in immunological defenses that commonly has
been blamed on the aging process) may be attributable to malnutri-
tion. Experts reported that many elderly fall victim to the spiral of
undereating, illness, physical inactivity, and depression. Reports
more recently suggest that a significant amount of the illness
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among the elderly could be prevented through aggressive nutrition
aid. Many physicians believe that immunological studies hold
_ promise that many elderly could reduce their disease burden in old
age by eating better.

In 1987 a national survey of nutritional risk among the elderly
was conducted by the Food Research and Action Center. Despite
the fact that the majority of the elderly surveyed participated in an
organized food service for older persons, many respondents re-
ported signs of nutrition risk. Over half of those surveyed reported
that they did not have enough money to purchase food they needed
at least part of the time. Over one-third usually ate less than three
meals a day and 17 percent felt like eating noting at all at least
once a week. Twenty percent had lost weight over the last month
without trying. Some 17.2 percent could not shop for or prepare
their own food, and 18.3 percent could not leave home without as-
sistance of another person. Over 25 percent of respondents had no
one to help them if they were sick in bed. Twenty percent re-
sponded affirmatively to at least five of the risk questions, which
put them into nutritional risk category and this was especially true
of the seniors who were living below the poverty level. Seniors liv-
ing below the poverty level were much less likely to report being
able to purchase the food they needed than those living on incomes
above the poverty level.

Because of well-organized concerns about poor nutritional status
in older Americans, the Nutrition Screening Initiative was formed
in 1990 by three health professionals and aging groups as a five-
year multifaceted effort to promote nutrition screening and better
nutritional care in the America’s health care system. It was a di-
rect response to the call for increased nutrition screening of the
1988 Surgeon General’'s Workshop on Health Promotion and
Healthy People 2000. The group identified a number of risk factors
or early warning signs that might be associated with poor nutri-
tional status in older Americans. The risk factors included such ele-
ments as inappropriate food intake, poverty, social isolation, de-
pendency/disability, acute/chronic diseases or conditions, chronic
medication use and advanced age. Identification of these risk fac-
tors led to the creation of relatively easily administered screening
tools that can be used in settings where social service or health
care professionals are in contact with the elderly. The information
obtained allows for the detection of common nutritional problems
for which an intervention may be indicated and managed by quali-
fied professionals. Nutrition Care Alerts were subsequently devel-
oped and distributed for use by caregivers in long term care facili-
ties.

The General Accounting Office reported in June 1992 on elderly
Americans and the health, housing and nutrition gaps between the
poor and nonpoor. GAO reported that the information on the rela-
tionship between poverty and nutrition among the elderly is lim-
ited, but that the available data indicate that poor elderly persons
‘consume less of some essential nutrients than do nonpoor elderly
persons. As many as one half of poor elderly persons consumed less
than two thirds of the recommended daily allowance of vitamin C,
calcium and other nutrients. However, the agency indicated that
the data were limited by being a decade old, lacking information
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on specific elderly subpopulations and the absence of adequate nu-
tritional standards or guidelines by which to judge the elderly pop-
ulation. GAO indicated that improvements were needed in both nu-
trition data and nutrition guidelines before definitive conclusions
could be drawn about the poor elderly’s nutritional status.

In 1993, the Urban Institute released a report based on about
4300 interviews conducted in both community and meal program
settings to determine the extent of food insecurity among the elder-
ly. The findings showed no difference between the rate of food inse-
curity in urban and rural locations, which was about 37 percent ex-
periencing food insecurity in a six-month period. Hispanic elderly
had the highest levels of food insecurity followed by blacks and the
elderly of other races, while whites had the lowest levels. Other in-
dicators of food deprivation, including eating fewer meals a day,
eating a less balanced diet, experiencing days with no appetite, and
reporting not getting enough to eat, provided an indication that
these populations face a number of problems associated with food
insecurity. Seniors with below poverty incomes appeared to suffer
the greatest food insecurity, but those with incomes up to 150 per-
cent of poverty still report considerable food insecurity. The report
concluded that between 2.8 and 4.9 million elderly Americans expe-
rience food insecurity in a six-month period.

A 1993 study published in the Journal of the American Dietetic
Association reported that over one-third of the elderly who are ad-
mitted from their homes into a nursing facility were malnourished
at the time of admission and nearly forty percent of those admitted
from acute care facilities were malnourished. At the same time the
prevalence of malnutrition in nursing home patients is between 35
and 85 percent of the population. The high prevalence of malnutri-
tion in the nursing home population may reflect in part the trans-
fer of malnourished patients from acute-care hospitals to the nurs-
ing facility or the progressive development of malnutrition during
nursing home stays.

The 1996 Administration on Aging report on the national evalua-
tion of the elderly nutrition program in 1993-1995 indicated that
individuals who receive elderly nutrition program meals have high-
er daily intake for key nutrients than similar nonparticipants.
These meals seem to provide between 40 and 50 percent of partici-
pants’ daily intakes of most nutrients. Participants have more so-
cial contacts per month than similar nonparticipants and most par-
ticipant report satisfaction with the services provided.

The Second Harvest (the largest domestic hunger relief organiza-
tion) report, Hunger 1997: The Faces and Facts, concluded that
about 16 percent of the clients being served by its network were
65 years and older. This age group were reported to represent 16.5
percent of clients in food pantries, 17.2 percent in soup kitchens
and 4.3 percent in shelters.

The recent advanced report of Household Food Security in the
United States released by USDA contained survey data from 1995
to 1998. It indicated that 90 percent of all U.S. households were
food secure, that is they had access at all times to enough food for
an active healthy life with no need for recourse to emergency food
sources or other extraordinary copying behaviors to meet their
basic food needs. About 10.2 percent of households were food inse-
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cure. For the households with elderly and elderly living alone, 94.5
percent and 94.6 percent respectively reported being food secure.
For the remaining approximately 5.5 percent in each group during
this period, about 40 percent reported being food insecure with
hunger, meaning that they did not have access to enough food to
fully meet basic needs at all times during the year.



Chapter 7

HEALTH CARE
A. NATIONAL HEALTH CARE EXPENDITURES

1. INTRODUCTION

In 1960, national health care expenditures amounted to $26.9
billion, or 5.1 percent of the Gross Domestic Product (GDP), the
commonly used indicator of the size of the overall economy. The en-
actment of Medicare and Medicaid in 1965, and the expansion of
private health insurance-covered services contributed to a health
spending trend that grew much more quickly than the overall econ-
omy. By 1990, spending on health care was at $699.4 billion, or
12.2 percent of the GDP. Increases in health care spending during
the late 1980s and early 1990s focused attention on the problems
of rising costs and led to unsuccessful health care reform efforts in
the 103rd Congress to expand access to health insurance and .con-
trol spending. .

In the mid-1990s, however, changes in financing and delivery of
health care, such as the emerging use of managed care by public
and private insurers, had an impact on U.S. health care spending
patterns. While spending for health care reached $1 trillion for the
first time in 1996, growth in spending between 1993 and 1997
steadily slowed. Health spending growth was only 4.8 percent in
1997, the lowest rate in more than 3% decades. Spending as a per-
cent of the economy remained relatively constant at around 13.5
percent; for the first time this could be attributed to a slowdown
in the rate of growth of health care spending, rather than growth
in the overall economy. There are concerns, however, as to whether
these trends in health care expenditures and costs will continue.
Both the Health Care Financing Administration (HCFA) and the
Congressional Budget Office (CBO) project larger increases in
health care spending in the coming years. Both HCFA and CBO ex-
pect national health spending to reach over $2 trillion by 2008, or
approximately 15.5 percent to 16.2 percent of GDP.

National health expenditures include public and private spending
on health care, services and supplies related to such care, funds
spent on the construction of health care facilities, as well as public
and private noncommercial research spending. The amount of such
expenditures is influenced by a number of factors, including the
size and composition of the population, general price inflation, med-
ical care price inflation, changes in health care policy, and changes
in the behavior of both health care providers and consumers. The
aging of the population contributes significantly to the increase in
health care expenditures.
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In 1997, spending for health care in the United States totaled
$1.1 trillion, with 89 percent of expenditures on personal health
care, or services used to prevent or treat diseases in the individual.
The remaining 11 percent was spent on program administration,
including administrative costs and profits earned by private insur-
ers, noncommercial health research, new construction of health fa-
cilities, and government public health activities.

Ultimately, every individual pays for each dollar spent on health
through health insurance premiums, out-of-pocket, taxes, philan-
thropic contributions, or other means. However, there has been a
substantial shift over the past four decades in the relative role of
various payers of health services. In 1960, almost half of all health
expenditures were paid out-of-pocket by consumers, while private
health insurance represented only 22 percent and public funds (fed-
eral, state, and local governments) 25 percent. The growth of pri-
vate health insurance and the enactment of the Medicare and Med-
icaid programs changed the system from one relying primarily on
direct patient out-of-pocket J)ayments to one which depends heavily

“on third-party private and government insurance programs. In
1997, individual out-of-pocket spending (including coinsurance,
deductibles, and any direct payments for services not covered by an
insurer) represented only 17.2 percent of all health ex nditures.

Since 1990, the difference between the share of healt. spending
financed by private and public sources has narrowed. In 1990, pri-
vate spending paid for 59.5 percent and public programs funded
40.5 percent. While all private sources combined continued to fi-
nance most health care spending in 1997 ($585.3 billion, or 53.6

rcent), public program funding increased to 46.4 percent ($507.2

illion). It is federal spending that is the largest single contributor,
financing 34 percent of all spending. The federal government as-
sumed an increasingly sign.iéi:eant role in funding national health
expenditures in 1965 with the enactment of the Medicare and Med-
icaid programs. In 1960 the federal government contribution rep-
resented about 11 ?ercent of all health expenditures; by 1970, the
federal government’s share increased to 24 percent. Federal spend-
ing continued to rise as a percent of all ex enditures until 1976,
when it represented about 28 cents of each health dollar. Between
1976 and 1990, the share of health spending paid by the federal
government hovered around 28 percent. Since 1990, federal spend-
ing on health has grown from this plateau to represent 1/3 of all
health spending in 1997. The federal government spent $367 bil-
lion, 33.6 percent of total national health expenditures, in 1997.
The federal government is expected to spend $469 billion for health
care in the year 2000, amounting to 36.2 percent of health care ex-
penditures.

2. MEDICARE AND MEDICAID EXPENDITURES

The Medicare and Medicaid programs are an important source of
health care financing for the aged. Medicare provides health insur-
ance protection to most individuals age 65 and older, to persons
who are entitled to Social Security or Railroad Retirement benefits
because they are disabled, and to certain workers and their de-
pendents who need kidney transplantation or dialysis. Medicare is
a federal program with a uniform eligibility and benefit structure



123

throughout the United States. It consists of three parts. Part A
(Hospital Insurance) covers medical care delivered by hospitals,
skilled nursing facilities, hospices and home health agencies. Part
B (Supplementary Medical Insurance) covers physicians’ services,
laboratory services, durable medical equipment, outpatient hospital
services and other medical services. Part C (Medicare+Choice) of-
fers managed care options to beneficiaries. Most outpatient pre-
scription drugs are not covered under Medicare, and some other
services (such as coverage for care in skilled nursing facilities) are
limited. Medicare is financed by Federal payroll and self-employ-
ment taxes, government contributions, and premiums from bene-
ficiaries.

Medicaid is a joint federal-state entitlement program that pays
for medical services on behalf of certain groups of low-income per-
sons. Medicaid is administered by states within broad federal re-
quirements and guidelines. The federal government finances be-
tween 50 percent and 83 percent of the care provided under the
Medicaid program in any given state. For more information on the
background and mechanics of the Medicare and Medicaid programs
see Chapters 8 and 9. '

During 1967, the first full year of the program, total Medicare
outlays amounted to $3.4 billion. In 1997, Medicare expenditures
($210.4 billion) accounted for 57.3 percent of all federal health
spending and 19.2 percent of national health spending. While total
Medicare spending has increased significantly since the program
began, the average annual rate of growth has slowed somewhat in
recent years. Over the 1980-1990 period, total outlays grew from
$35 billion to $109.7 billion, for an average annual rate of growth
of 12.1 percent. For the 1990-1997 period, total outlays grew from
$109.7 billion to $210.4 billion, for an average annual growth rate
of 9.5 percent. Different trends are recorded for spending on Part
A and Part B. The average annual rate of growth in Part A spend-
ing remained the same at 10.6 percent over the FY1980-FY1990
and the FY1990-FY1997 periods. However, the average annual
rate of growth for Part B declined from 14.9 percent in the
I‘TY(}QSO—FY1990 period to 7.6 percent over the FY1990-FY1997 pe-
riod.

The Balanced Budget Act of 1997 provided for structural changes
to the Medicare program and slowed the rate of growth in reim-
bursements for providers. Since passage of the Act, CBO has re-
vised its projections for Medicare spending. It projects that Medi-
care outlays will be $334.8 billion in 2007. This represents a dra-
matic decrease in the average annual overall rate of growth to 4.75
percent for the time period FY1997-FY2007. .

Medicaid expenditures have historically been one of the fastest
growing components of both federal and state budgets. From 1975
to 1984, Medicaid spending almost tripled, increasing from $12.6
billion to $37.6 billion. Spending rose even more dramatically in
the late 1980s and early 1990s, increasing an average of 21 percent
per year from FY1989 through FY1992. This was attributed to in-
creased enrollment, increases in spending per beneficiary, and
growth in disproportionate share hospital (DSH) payments. Growth
slowed down, however, to an average of about 10 percent from 1993
to 1995. This may be due to improvements in the overall economy,
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decreased enrollment, and increased use of managed care programs
by states for Medicaid beneficiaries. Total federal and state outlays
for Medicaid in 1998 were $177.4 billion. The federal government
pays about 57 percent of total Medicaid costs. CBO projects that
federal outlays for Medicaid will grow from $101 billion in 1998 to
$205 billion in 2007, an average growth rate of 8.1 percent.

Medicare covers about 53 percent of the total medical costs of the
non-institutionalized elderly. About 14.4 percent of total costs are
paid by the elderly out-of-pocket. The remaining costs are paid by
private insurance coverage (including retiree health insurance
plans and Medigap), government sources such as Medicaid or state
assistance programs, or other private sources such as charity.

Among the elderly in institutions (such as nursing homes), Medi-
care pays about 26 percent of total personal health costs, and Med-
icaid, funded by both the federal and state governments, pays an
additional 29 percent of costs. Institutionalized elderly pay about
35 percent of the costs of care out-of-pocket. Private health insur-
ance pays for a greater proportion of costs among the non-institu-
tionalized elderly (12 percent) than among the institutionalized el-
derly (5 percent) since relatively few elderly have private insurance
coverage for long-term care.

3. HOSPITALS

Hospital care costs continue to be the largest component of the
nation’s health care bill. In 1997, an estimated 34 percent, or
$371.1 billion, of national health care expenditures was paid to hos-
pitals. Hospital care expenditures had reached 41.5 percent of total
health expenditures in 1980, growing at an average annual rate of
31.9 percent. In 1983, Medicare’s prospective payment system
(PPS) was introduced. Under this program, hospitals are paid a
predetermined rate for each patient based on the patient’s diag-
nosis. With this incentive to provide care more efficiently, the hos-
pital share of total health expenditures declined to 36.6 percent in
1990. The rate of growth in hospital spending continued to de-
crease in the past decade, falling to only 2.9 percent in 1997. This
was slower than spending for any other personal health care serv-
ice.

In 1997, public (federal, state, and local) sources accounted for
over 61 percent of hospital service expenditures. The federal gov-
ernment’s share has grown from 17.3 percent in 1960 to 50 percent
in 1997, making it the single largest payer. Medicaid spending for
hospitals dropped by 2.4 percent in 1997 as a result of growing
managed care enrollment, decline in the number of Medicaid recipi-
ents, and restrictions on states’ disproportionate share payments to
hospitals. Medicare spending for hospital services, however, grew
by 6.3 percent, more than twice as fast as overall hospital spending
in 1997,

Private health insurance is responsible for about one-third of all
hospital spending. In 1990, its portion was 37.3 percent, but this
has been declining as a larger portion of care has been provided in
ambulatory settings, and managed care plans have negotiated
lower prices for services. Out-of-pocket expenditures by consumers
represented 20.7 percent of payments for hospital care before the
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enactment of Medicare and Medicaid; they represented only 3.3
percent in 1997.

The introduction of Medicare’s PPS in 1983 also had an effect on
hospital admissions and the number of inpatient days. Hospital ad-
missions for all age groups increased at an average annuai) rate of
1.0 percent between 1978 and 1983. After the start of PPS, how-
ever, total admissions decreased each year until 1993 and 1994,
when they rose 0.7 percent and 0.9 percent respectively. In 1995,
total admissions increased 1.5 percent over the previous year, the
largest increase in 15 years. (While this number was higher be-
cause of the growth of the 65 and over population, incentives such
as the utilization of managed care and outpatient care actually led
to a 6 percent reduction in hospital admissions per capita from
1990 to 1997.) ’

Hospital inpatient admissions for persons 65 and over had been
increasing an average of 4.8 percent per year since 1978. After in-
troduction of PPS, admissions among the older population de-
creased from 1984 to 1986 and then grew more slowly at an aver-
age increase of 1.6 percent from 1987 to 1992. From 1993 to 1995,
growth in hospital admissions of elderly patients ranged from 2.0
percent-2.9 percent. In 1996, however, there was a much smaller
irlxgreiase of 0.4 percent in the number of hospital admissions for the
elderly.

While average length of stays in a hospital tend to be almost two
days longer for the elderly than for those under 65, the length of
hospital stays for elderly patients declined by an average of two’
days from 1990 to 1996. Tge average stay for persons aged 65-74
was about 6.2 days in 1996, compared with 6.8 days for the group
aged 85 and older. ‘

4. PHYSICIANS’ SERVICES

Utilization of physicians’ services increases with age. Largely as
a result of an increase in the number of visits by the aged, the
number of physician contacts per person has increased from 5.4
contacts per person per annum in 1987 to 5.8 contacts per annum
per year in 1995. For the elderly, the number of physician contacts
increased from 8.9 contacts per year in 1989 to 11.3 contacts per
person in 1994. This decreased slightly to 11.1 contacts in 1995.

According to the National Health Interview Survey, an increas-
ing number of the elderly are visiting physicians. This has grown
from 69.7 percent in 1964 to 90 percent in 1995. This may in part
reflect the need for care among those advanced ages combined with
the increased average age of persons over 65 years old and may
also reflect an increase in regular preventive care.

Approximately 54 percent of physician visits by the elderly in
1995 were made to a doctor’s office. The remaining visits were to
hospital outpatient departments, by telephone, in the home, or at
clinics and other places outside a hospital.

Expenditures for physician services, the second largest compo-
nent of personal health care expenditures, stood at $5.3 billion in
1960, and in 1980 had reached $45.2 billion. This represents a de-
cline in the percentage of personal health care spending from 22.5
percent in 1960 to 20.8 percent in 1980. This percentage grew in
the 1980s, reaching 23.8 percent in 1990. Since 1991, the annual
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rate of growth in payments for physician services has been the
slowest since the 1960s, falling from 10.9 percent in 1991 to 2.9
percent in 1996. Expenditures for physician services was $217.6
billion in 1997, or 22.5 percent of personal health care expendi-
tures. This slowdown in the rate of growth could be attributable to
several factors, including adjustments in private sector payment
systems, reflecting Medicare’s fee schedule ?see Chapter 8); and in-
creased use of managed care.

In 1997, approximately 16 percent of the cost of physician serv-
ices was paid out-of-pocket. These payments include copayments,
deductibles, or in-full payments for services not covered by health
insurance plans. Like hospital services, the probability of individ-
uals paying for physicians services has declined sharply since the
1960s. However, unlike hospital services, the single largest payer
for physician services is not the federal government, but rather pri-
vate health insurance companies. In 1960, private health insurers
contributed about 30 percent of the total; by 1990 this figure had
reached 46 percent. In 1997 private health insurers paid for 50 per-
cent of all physician services.

Medicare spending for physician services was $46.4 billion in
1995, or 21.3 percent of total funding for care by physicians. In
comparison, Medicare paid for only 12.5 percent or $1.7 billion of
total physician service expenditures in 1970. According to HCFA,
the change in the average annual rate of growth in Medicare pay-
ments for physician services 1970-1990 was 15.3 percent. National
payments for physician services in this time period grew at an av-
erage annual rate of 12.6 percent. Because of changes in the Medi-
care 1i)hysician payment system, the growth of Medicare spending
for physician services has decelerated substantially. The change in
the average annual rate of growth in Medicare physician payments
increased by 6.8 percent between 1990 and 1997, compared with
5.8_p(eircent for national physician payments during the same time
period.

5. NursiNG HOME AND HOME HEALTH COSTS

Long-term care refers to a broad range of medical, social, and
ﬁersonal care, and supportive services needed by individuals who

ave lost some capacity for self-care because of a chronic illness or
condition. Services are provided either in a nursing home or in
home and community-based care settings. The need for long-term
care is often measured by assessing limitations in a person’s capac-
ity to manage certain functions. These are referred to as limita-
tions in ADLs, “activities of daily living,” which include self-care
basics such as dressing, toileting, moving from one place to an-
other, and eating. Another set of limitations, “instrumental activi-
ties of daily living,” or IADLs, describe difficulties in performing
household chores and social tasks. '

In its estimate of total national heath expenditures, HCFA in-
cludes spending for nursing home and home health care. The total
for these two categories of services amounted to $115.1 billion in
1997, and includes all age groups needing long-term care.

In 1997, almost three-fourths of long-term care spending, or
$82.8 billion, was for nursing home care. Nursing home care rep-
resented 7.6 percent and home care services represented 3 percent
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of national health care expenditures. The cost of long-term care can
be catastrophic. The average cost of nursing home care is in excess
of $40,000 a year. Senior citizens who must enter a nursing home
encounter significant uncovered liability for this care with out-of-
pocket payments by the elderly and their families comprising 37
percent of nursing home spending. Private insurance coverage of
nursing home services is currently very limited, and covered only
4 percent of spending in 1997. The elderly can qualify for Medicaid
assistance with nursing home expenses, but only after they have
depleted their income and resources on the cost of care.

Federal and state Medicaid funds finance a growing portion of
the share of nursing home care—47.6 percent in the 1997. Medi-
care’s role as a payer for nursing home care has also increased in
the last several years to 12.3 percent. This accounts for much of
the increase in the federal government’s share of nursing home
spending, which rose from 31 percent in 1990 to 41.7 percent in
1997.

About 1.56 million Americans were receiving nursing home care
in 1996. This represented only 4.6 percent of the aged, however;
most elderly prefer to use long-term care services in the home and
community.

Comparatively little long-term care spending is for these alter-
native sources of care, with home health care spending at $32.3 bil-
lion in 1997. In 1997, Medicare paid $17.6 billion for home health
services, or 54.5 percent of the total. It should be noted that this
total for home health excludes spending for nonmedical home care
services needed by many chronically ill and impaired persons.
Sources of funding for these services include the Older Americans
Act, the Social Services Block Grant, state programs, and out-of-
pocket payments.

Also, while Americans are not entering nursing homes at the
same rate as they have in previous years, pubic policy experts are
concerned about the large future commitment of public funding to
long term care. The elderly (65 years and over) population is the
fastest growing age group in the U.S. In 1997, there were 34 mil-
lion people aged 65 and over representing 12.7 percent of the popu-
lation. The middle-series projection for 2050 indicates that there
will be 79 million people ages 65 and over, representing 20 percent
of the population.

Although chronic conditions occur in individuals of all ages, their
incidence, especially as they result in disability, increases with age.
The population ages 85 and over is growing especially fast and is
the age group most likely to need nursing home care. This group
is projected to more than double from nearly 4 million (1.4 percent
of the population) in 1997 to over 8 million (2.4 percent) in 2030,
then to more than double again in size from 2030 to 2050 to 18 mil-
lion (4.6 percent).

6. PRESCRIPTION DRUGS
(A) BACKGROUND

According to data from HCFA’s National Health Expenditures, in
1997, prescription drug expenditures in the United States were ap-
proximately §78.9 billion, or about 7.2 percent of total health care
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spending. This figure measures spending for outpatient prescrip-
tion drugs, over-the counter medicines, and sundries purchased in
retail outlets. It does not include the value of drugs and other prod-
ucts provided by hospitals, nursing homes, or health professionals.
These drug costs are included with estimates of spending for those
providers’ services. In recent years, the rate of growth in spending
for prescription drugs has risen at a faster rate than other health
care spending. For example, between 1996 and 1997, spending on
hospital care grew 2.9 percent, physician services spending rose 4.4
percent, and dental services spending grew 6.5 percent. Spending
on prescription drugs in the same period grew 14.2 percent.

(B) ISSUES FOR OLDER AMERICANS

(1) Prescription Drug Coverage Among Older Americans

Most older Americans receive health insurance coverage through
the Medicare program. However, Medicare provides limited cov-
erage for drugs. The program provides coverage for drugs adminis-
tered in a hospital or skilled nursing facility and for some drugs
administered by physicians, but does not generally provide cov-
erage for outpatient prescription drugs. For those that it does cover
(see below), payments are made under Part B of the program. In
FY1997, Medicare, which covered approximately 38 million bene-
ficiaries, paid $2.75 billion for outpatient prescription drugs.

Medicare provides coverage for drugs which cannot be self- ad-
ministered and are “incident to” a physician’s professional service.
Coverage is generally limited to those drugs which are adminis-
tered by injection.

Despite the general limitation on coverage for outpatient drugs,
the law specifically authorizes coverage for certain classes of drugs:
those used for the treatment of anemia in dialysis patients, im-
munosuppressive drugs for three years following an organ trans-
plant paid for by Medicare, certain oral cancer and associated anti-
nausea drugs, and certain immunizations.

Most beneficiaries have some form of private or public health in-
surance coverage to supplement Medicare. In 1996, 88.7 percent
had additional insurance coverage through managed care organiza-
tions, employer-sponsored plans, Medigap (three of the 10 stand-
ardized Medigap plans offer some level of drug coverage), Medicaid,
or other public sources. However, many persons with supple-
mentary coverage have limited or no coverage for prescription drug
costs. According to the Health Care Financing Administration
(HCFA), in 1995, 65 percent of beneficiaries had some drug insur-
ance coverage. HCFA reported that 95 percent of those enrolled in
Medicare HMOs, 88 percent of those with Medicaid,! 84 percent of
those with employer-sponsored plans, and 29 percent of those with
Medigap plans had primary drug coverage. Beneficiaries with sup-
plementary prescription drug coverage use prescriptions at a con-
siderably higher rate than those without supplementary coverage.
In 1995, persons with coverage used an average of 20.3 prescrip-
tions per year compared to 15.3 for those without supplementary

1Persons with full Medicaid coverage have Medicaid drug coverage. Persons covered under the
Qualified Medicare Beneficiary (QMB) or Specified Low-Income Medicare Beneficiary (SLIMB)
programs, but not otherwise Medicaid-eligible, do not have drug coverage.
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coverage. In addition, several states and the pharmaceutical indus-
gyA gffer assistance with prescription drug costs for low-income in-
ividuals.

(2) Prescription Drug Spending by Older Americans

Older Americans take more prescription drugs on'average than
the population under age 65. In 1996, individuals aged 25 to 44
filled an average of two to three prescriptions for the year; those
65 and over ﬁlfed approximately nine to twelve. While the elderly
represent about 13 percent of the population, about 34 million indj-
viduals, they account for almost 35 percent of all prescriptions dis-
pensed in the United States.

In 1997, spending for prescription drugs by persons aged 65 and
over amounted to more than $20 billion or 25 percent of total ex-
penditures for prescription drugs. Medicare beneficiaries (including
disabled individuals under age 65) pay about half of their drug
costs out-of-pocket; this compares with 34 percent paid out-of-pock-
et by the population as a whole. Beneficiaries spent an average of
$600 a year on outpatient prescription drugs in 1995. The National
Academy of Social Insurance (NASI) estimates that this number
has increased to over $900 per beneficiary in 1999.

Out-of-pocket spending varies depending on the beneficiary’s cov-
erage by supplemental health insurance. NASI has estimated 1999
out-of-pocket drug expenditures for non-institutionalized Medicare
beneficiaries who are not in Medicare+Choice plans. It estimates
that 17 percent will have no-drug expenditures. For the remainder,
34 percent will have out-of-pocket expenditures under $200, 21 per-
cent will spend $200-$499, 15 percent between $500 and $999, 7
percent between $1,000 and $1,499, and 3 percent between $1,500
and $1,999. An estimated 4 percent will have out-of-pocket ex-
penses of $2,000 or more.

Some observers contend that prices paid by the elderly paying
cash for their prescriptions are significantly higher than those paid
by large purchasers, such as managed care organizations and the
federal government. One study conducted in 1998 by staff on the
House Government Reform and Oversight Committee surveyed the
prices of particular drugs used often by seniors. The results of their
findings, cited in Table 1, list bulk and retail prices for an average
monthly supply. Some analysts have ecriticized the methodology
used in the study. One analysis of the data cites a problem with
comparing the bulk buyer prices on the Federal Supply Schedule
(F'SS) with retail prices. Whereas the FSS price is the “direct-from-
the-manufacturer” price, the retail price includes markups made
over and above the manufacturer price at both the wholesale and
retail levels.

. Retail ”

Prices for  prices pai

Drug name bulk buyers by senior
citizens

Synthoid : $1.75 $27.05
Micronase 10.05 46.50
Zocor 4295 104.80
Prilosec 56.38 111.94
Norvasc 58.83 113.77
Procardia XL 67.35 126.86
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Retail
Prices for  prices paid
bulk buyers by senior
citizens
Toloft 123.88 213.72
AASource: House Government Reform and Oversight Committee, Democratic Staff Report.

(B) DRUG INDUSTRY ISSUES

Drug name

(1) Growth in Prescription Drug Expenditures

As stated earlier, spending on prescription drugs grew 14.2 per-
cent in 1997. According to the Bureau of Labor Statistics, a rel-
atively small portion of this aggregate spending growth (2.5 per-
centage points) was due to price inflation. In fact, drug price infla-
tion has been consistent with other medical care inflation, rising
3.7 percent in 1998, compared with a 3.3 percent rise in hospital
costs and a 3.0 percent rise in physician service costs. A much larg-
er portion of the growth in spending (11.7 percentage points) was
due to an increased volume of purchases of existing drugs and new
products.

Health plans have experienced large increases in their prescrip-
tion drug costs. A recent Wall Street Journal article stated that
spending for drugs by the automaker Chrysler has risen 86 percent
in five years, and that for Blue Cross/Blue Shield of Michigan,
spending for drugs is 28 percent of total spending—more than
spending for physician visits.2

Profit margins in the pharmaceutical industry are high: they are
predicted to grow approximately 16 percent-18 percent, compared
to 4 percent-7 percent expected growth for other Fortune 500 com-
panies. However, a 1994 study by the Congressional Budget Office
stated that, with proper accounting for the inherent riskiness in
pharmaceutical research and development, profit margins would be
only slightly above industry in general.

(2) Research and Development

The American pharmaceutical industry contends that higher
profits are necessary to draw the investment capital needed for re-
search and development. The industry has been described as one
of the most innovative, producing almost half of the new drugs in-
troduced internationally. About 20 percent of the industry’s reve-
nues are invested in R&D compared to 3 percent-6 percent for
other industries. Costs can be higher than 150 million for clinical
trials of a new drug. The drug development process, including the
pre-clinical trial phase, clinical trials, and the approval phase, can
take over 15 years. A relatively small percentage of drugs which
enter these trials actually go on the market. New drugs have up
to 22 years of patent protection (and exclusivity of sales), after
which the generic drug industry can market their equivalents of
brand name drugs. However, Food and Drug Administration (FDA)
approval for new drugs sometimes comes several years after the
drug was patented. The drug industry maintains that this limits

2Elyse Tanouf'e, “Drug Dependency: U.S. Has Developed an Expensive Habit: Now, How to
Pay for It?” Wall Street Journal, November 16, 1998, p. Al.
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their ability to recover the cost (which averages 500 million) of
bringing a new drug to market.

(3) Health Benefits and Cost-Effectiveness of Drugs

The pharmaceutical industry argues that another reason for in-
creasing expenditures on drugs is that drugs are used as sub-
stitutes for other more expensive health treatments. There are sev-
eral studies that show cost savings result when drugs are used to
treat certain conditions. For example, a study by the Agency for
Health Care Policy and Research found that 40,000 strokes per
year could be prevented through the use of a blood-thinning drug
at a savings of $600 million per year. A study published in the New
England Journal of Medicine found that providing treatment with
beta-blockers to patients following a heart attack can reduce deaths
by 40 percent.3 Another study published in the New England Jour-
nal of Medicine showed that an ACE (angiotensin converting en-
zyme) inhibitor given to patients for congestive heart failure saved
$9,000 per year in hospital costs and reduced deaths by 16 per-
cent.* New drugs used to treat AIDS have dramatically reduced
death from the disease and decreased hospitalization costs. But, ac-
cording to a study by the drug manufacturer Merck, the short-term
costs of treating HIV-positive patients have not dropped; they have
just been transferred from hospitals to drugs.5

(4) Role of Large Payers

Another issue facing the drug industry is the role of large payers,
such as insurance companies, hospitals, HMOs and other managed
care organizations, and federal and state governments.

Through the use of formularies (lists of drugs approved for use),
insurers may limit the type of drugs that they will cover. Their
large market share allows them the clout to negotiate significant
discounts on prices paid to drug manufacturers. Additionally, man-
ufacturers negotiate contracts with federal purchasers buying
drugs through the Federal Supply Schedule. Under the Medicaid
program, manufacturers must provide rebates to states for drugs
purchased by beneficiaries.

(5) Generic Manufacturers

Competition from generic drug manufacturers also affects sales
in the brand name pharmaceutical industry. The Drug Price Com-
petition and Patent Term Restoration Act of 1984 (P.L. 98—417), re-
ferred to as the Hatch-Waxman Act, provided a statutory mecha-
nism which enabled generic drug producers to bring their equiva-
lent products to market immediately upon expiration of the brand
name drug’s patent. According to one market analyst, the generic
drug market share increased from 18.6 percent in 1984 to 42.8 per-
cent in 1995. Managed care organizations and other large pur-
chasers encourage the use of less expensive generic brands.

3 Gottlieb, et al., “Effect of Beta-Blockade Among High-Risk and Low-Risk Patients After Myo-
cardia! Infarction, New England Journal of Medicine, 339 (8), 489-497, 1998.
;ghe SOLVD Investigations, New England Journal of Medicine, 325 (5) 393-203, 1991.
anouye.
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Brand name manufacturers employ methods to diminish the en-
croachment on their markets by generic manufacturers. In some in-
stances, they release a new, improved version of a drug just as the
patent on the old drug expires. They also employ direct-to-con-
sumer (DTC) advertising to encourage individuals to ask their phy-
sicians to prescribe specific drugs by name. DTC advertising, once
thought inappropriate by the drug industry, is used to supp%ement
industry representative visits to physicians and hospitals. Between
1996 and 1997, DTC advertising increased 46 percent.

(C) CONGRESSIONAL RESPONSE

(1) Previous Efforts To ExpandDMedicare’s Coverage of Prescription
rugs

Since its inception in 1965, congress has been concerned over the
lack of prescription drug coverage in the Medicare program. Over
the past decade, two major attempts were made to add this cov-
erage. The first was the Medicare Catastrophic Coverage Act of
1988 (P.L. 100-366). It contained catastrophic prescription drug
coverage subject to a $600 deductible and 50 percent coinsurance.
The Act was repealed the following year. The second attempt was
during the health reform debate in 1994. The Health Security Act,
proposed by the Clinton Administration, would have added a pre-
scription drug benefit to Medicare Part B beginning in 1996. After
a $250 deductible had been met by the beneficiary, Medicare would
pay 80 percent of the cost of each drug; the beneficiary would pay
the remaining 20 percent. This plan was never enacted into law.

(2) Current Debate

Several proposals have been advanced in the 106th Congress af-
fecting prescription drugs for Medicare beneficiaries. Some would
extend coverage to the entire population while others would limit
coverage to low-income beneficiaries. Most proposals would rely on

harmacy benefit managers or similar entities to administer the

enefit and negotiate with manufacturers. A few measures would
not add a new geneﬁt, but rather would focus on reducing the price
beneficiaries pay for drugs.

The issue of prescription drug coverage was one of the most dif-
ficult facing the National Bipartisan Commission on the Future of
Medicare. ilthough a plan was not issued from the Commission,
Congressional attention was again directed at the lack of a com-
prehensive drug benefit.

A number of issues must be considered in formulating a drug
benefit for Medicare.

Persons Covered. Some observers have recommended extending
prescription drug coverage to the entire Medicare population; oth-
ers have suggested targeting a new benefit toward those most in
need, such as those with incomes below 135 percent of poverty who
are not eligible for full Medicaid benefits.

Medigap Mandates. As stated earlier, only three of the 10 stand-
ardized Medigap plans offer some level of drug coverage. Many ob-
servers have noted that only persons who expect to utilize a signifi-
cant quantity of prescriptions actually purchase Medigap plans
with drug coverage. This adverse selection tends to drive up the
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premium costs of these policies. Some have suggested that all
Medigap plans be required to offer prescription drug coverage. Un-
less the benefit were identical across all plans, there would still be
some adverse selection. In addition, requiring prescription drug
coverage could potentially make any Medigap coverage
unaffordable for some beneficiaries, and result in less health cov-
erage for any beneficiary forced to drop their Medigap coverage.

Scope of Benefits. There is debate as to whether the benefit
should be catastrophic or more comprehensive in scope. A cata-
strophic benefit would only help a small portion of the population
and would likely have a high deductible and perhaps high coinsur-
ance charges. A more comprehensive benefit would have lower ben-
eficiary cost-sharing charges, perhaps more comparable to current
beneficiary cost-sharing under Part B ($100 deductible; 20 percent
coinsurance).

Cost Control Strategies. There is currently concern that Medicare
pays more for prescription drugs than do other government pro-
grams or private managed care organizations. Some observers have
suggested that cost control methods should be adopted. However,
the pharmaceutical industry is concerned that cost controls could
shrink industry profits and hinder future research and develop-
ment of new drugs. Possible cost control methods being considered
include drug formularies, manufacturers’ discounts, rebates, prior
authorization for use of certain categories of drugs, implementation
of quantity limits (for example, drugs limited to 30- or 60-day sup-
plies with a limited number of refills), and utilization review.

Pharmacy Benefit Managers (PBMs). A growing number of
health insurers have contracted with PBMs, companies which man-
age pharmacy benefit programs on behalf of health plans. Through
the use of various strategies (developing retail pharmacy network
arrangements, operating mail order pharmacies, developing
formularies, negotiating discounts, etc.) PBMs are credited with
controlling rapidly rising pharmacy costs. They have been attrib-
uted with saving the Federal Employees Health Benefits Program
plans significant costs.

Cost and Financing. The issues of cost and financing also must
be addressed. The Congressional Budget Office (CBO) has esti-
mated that a new benefit with a $250 deductible, 20 percent coin-
surance, and an annual cap on out-of-pocket costs of $1,000 would
have a net cost of $22.5 billion in 2000.6 NASI has estimated that
a drug benefit could add between 7 percent-13 percent to Medi-
care’s cost over the next decade.

There is no consensus on how a drug benefit would be financed.
Currently, Medicare’s limited drug benefit is funded under Part B
of the program. Under Part B, beneficiary premiums cover 25 per-
cent of program costs and federal general revenues cover the re-
maining 75 percent. The addition of a comprehensive drug benefit
under this arrangement would mean a substantial increase in over-
all Medicare expenditures paid by general revenues, and a signifi-
cant increase in the Part B premium, above current CBO projec-

5U.S. Congressional Budget Office. Health Care and Medicare Spending, by Dan Crippen.
ﬁand}?uts g;gsented to the Subcommittee on Health, House Committee on Ways and Means.
arch 8, 1999.
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tions. It is expected that financing a drug benefit will be one of the
most difficult issues to resolve.

7. HEALTH CARE FOR AN AGING U.S. POPULATION

Advances in medical care, medical research, and public health
have led to a significant improvement in the health status of Amer-
icans during the twentieth century. Between 1900 and 1997, the
average life expectancy at birth increased from 46 years to 73.6
years for men, and from 48 to 79.2 years for women. The American
population is aging at an accelerating rate, due to increasing lon-
gevity and the number of “baby boomers” who will begin to reach
age 65 in the year 2011. Currently, those aged 65 and over com-
prise 13 percent of the population. By 2015, they will constitute 15
percent, and will be 20 percent by 2030. The fastest growing group
among those 65 and over is people aged 85 and over. Currently 1.5
percent of the population, by 2050 they will comprise 4.6 percent.

Increased longevity raises questions about the quality of these
extended years and whether they can be spent as healthy, active
members of the community. According to the Medicare Current
Beneficiary Survey,” in 1996, although 79 percent of the elderly
aged 65 to 74 rated their health as good, very good, or excellent,
that number falls to 64 percent in the 85+ group. While only 6.7
percent of the 65-74 age group reported that their health was poor,
over 10 percent of the 85+ group reported their health as poor. Age
is not the only factor affecting health status. Among individuals
aged 65-74, 21.4 percent of whites and 19 percent of Hispanics re-
ported their health as excellent, compared to 12.5 percent of blacks.
Only 9.6 percent of whites and Hispanics aged 85 and over re-
ported their health as poor; 16.5 percent of blacks in the same age
group reported their health as poor. Another factor affecting self-
reported health status is insurance coverage. Of those beneficiaries
with only Medicare fee-for-service coverage, 61.7 percent reported
their health as excellent, very good, or good; 14.45 percent reported
poor health. Those percentages for beneficiaries in Medicare man-
aged care were 80.3 percent and 5.4 percent. Beneficiaries with
Medicaid as their insurance to supplement Medicare reported poor-
er health (50 percent reported excellent, very good, or good health;
21 percent reported poor health). People with both individually-
purchased and employer-sponsored private health insurance to sup-
plement their Medicare coverage reported the best health in 1996:
84 percent in the good-very good-excellent category, and 5.3 percent
in the poor category.

Although most elderly Medicare beneficiaries consider their
health good, about 75 percent report having two or more chronic
conditions. The most common of these are arthritis and hyper-
tension. With age, rates of hearing and visual impairments also in-
crease rapidly. Alzheimer’s disease is expected to become a signifi-
cant source of disability and mortality in coming years, as the num-
bers of the oldest old grow. According to the National Institute on

7Data is based on the Medicare Current Beneficiary Survey Access to Care files which cover
beneficiaries who were always enrolled in the program, i.e., those beneficiaries who were en-
rolled on January 1, 1996, and were still enrolled on December 31, 1996. It does not include
beneficiaries who became eligible for the program after January 1, 1996, nor does it include
beneficiaries who died during that year.
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Aging, as many as 4 million people in the United States and about
half the persons 85 years and older have symptoms.

The extent of need for personal assistance with everyday activi-
ties (such as dressing, eating, moving about, and toileting)also in-
creases with age and is an indicator of need for health and social
services. Non-institutionalized elderly persons reporting the need
for personal assistance with everyday activities in 1996 increased
with age, from only 29 percent of persons aged 65 to 74 up to 77
percent of those aged 85 and older.

Although the economic status of the elderly as a group has im-
proved over the past 30 years, many elderly continue to live on
very modest incomes. In 1995, 73 percent of elderly beneficiaries
reported incomes of less than $25,000. Twenty-eight percent had
incomes of less than $10,000. Medicare coverage is an integral part
of retirement planning for the majority of the elderly. However,
there are a number of particularly vulnerable subgroups within the
Medicare population who depend heavily on the program to meet
all of their basic health needs, including the disabled; the “oldest”
old, particularly women over the age of 85; and the poor elderly.
The majority of Medicare spending is for beneficiaries with modest
incomes: 38 percent of program spending is on behalf of those with
incomes of less than $10,000; 76 percent of program spending is on
behalf of those with incomes of less than $25,000.

Most persons spend a portion of their incomes out-of-pocket for
health care. This spending includes payments for health insurance,
medical services, prescription drugs, and medical supplies not cov-
ered by Medicare. The percentage of after-tax income that the el-
derly spend on health care has risen from 11 percent in the early
1960s to 18 percent in 1994. In contrast, the percentage spent by
nonelderly households has remained relatively constant, declining
from 6 percent in the early 1960s to 5 percent in 1994. The higher
percentage spent by the elderly reflects several factors, including
their higher usage of health care services, payments for long-term
care services, and the premiums paid by those who purchase sup-
plemental insurance (i.e., “Medigap”) policies.

Because per capita, the elderly consume four times the level of
health spending as the under 65 population, the demands of an
aging population for health services will continue to be a major
public policy issue. One major concern is the availability and af-
fordability of long term care. It is difficult however to predict the
numbers of people that will need this service. Much depends on
whether medical technology, which has contributed to the lengthen-
ing life expectancy, can increase active life expectancy among the
oldest old. If symptoms of diseases which disproportionately afflict
the aged could be delayed by five or 10 years, more of the end of
life could be lived independently with less need for expensive medi-
cal services.



Chapter 8

MEDICARE

A. BACKGROUND

Medicare was enacted in 1965 to insure older Americans for the
cost of acute health care. Since then, Medicare has provided mil-
lions of older Americans with access to quality hospital care and
physician services at affordable costs. In fiscal year 1998, Medicare
insured approximately 39 million aged and disabled individuals at
an estimated cost of $198.1 billion ($218.8 billion in gross outlays
offset by $20.8 billion in beneficiary premium payments). Medicare
is the second most costly Federal domestic program, exceeded only
by the Social Security program.

Medicare (authorized under title XVIII of the Social Security Act)
provides health insurance protection to most individuals age 65
and ‘older, to persons who have been entitled to Social Security or
Railroad Retirement benefits because they are disabled, and to cer-
tain workers and their dependents who need kidney transplan-
tation or dialysis. Medicare is a Federal program with a uniform
eligibility and benefit structure throughout the United States. It is
a non-means-tested program, that is, protection is available to in-
sured persons without regard to their income or assets. Medicare
is composed of the Hospital Insurance (HI) program (Part A) and
the Supplementary Medical Insurance (SMI) program (Part B). A
new Medicare-Choice program (Part C), providing managed care
options for beneficiaries, was established by the Balanced Budget
Act of 1997 (BBA 97, P.L. 105-33).

As insurance for short-term acute illness, Medicare covers most
of the costs of hospitalization and a substantial share of the costs
for physician services. However, Medicare does not cover all of
these costs, and there are some services, such as long term care
and prescription drug costs, which the program does not cover. To
allay these expenses, in 1996, approximately 88.7 percent of aged
Medicare beneficiaries had supplemental coverage, including em-
ployer-based coverage, individually-purchased protection (known as
Medigap), and Medicaid. Another 8.0 percent were enrolled in man-
aged care organizations which are required to provide the same
coverage to beneficiaries as traditional fee-for-service Medicare.

- One of the greatest challenges in the area of Medicare policy is
the need to rein in program costs while assuring that elderly and
disabled Americans have access to affordable, high quality health
care.

Among recent achievements are the establishment of the
Medicare+Choice program; payment reform for skilled nursing fa-

(137)
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cilities and home health agencies; and expansion of preventive care
coverage.

The 105th Congress passed the Balanced Budget Act of 1997
which achieved Medicare savings of $116 billion over the period of
FY1998 to FY2002. It provided for new payment methodologies for
skilled nursing facilities, home health agencies, and other service
categories. It also provided for additional coverage of preventive
services. It established the Medicare-Choice program which ex-
pands capitated private plan options for beneficiaries to include
preferred provider organizations, provider-sponsored organizations,
and private fee for service plans; modifies payment methods for
managed care organizations; and provides for a demonstration
project allowing a limited number of beneficiaries to establish med-
ical savings accounts in conjunction with a high deductible health
insurance plan.

1. HOSPITAL INSURANCE PROGRAM (PART A)

Most Americans age 65 and older are automatically entitled to
benefits under Part A. For those who are not automatically entitled
(that is, not eligible for monthly Social Security or Railroad Retire-
ment cash benefits), they may obtain Part A coverage provided
they pay the full actuarial cost of such coverage. The monthly pre-
mium for those persons is $309 for 1999. Also eligible for Part A
coverage are those persons receiving monthly Social Security bene-
fits on the basis of disability and disabled Railroad Retirement sys-
tem annuitants who received such benefits for 2 years.

Part A is financed principally through a special hospital insur-
ance (HI) payroll tax levied on employees, employers, and the self-
employed. Each worker and employer pays a tax of 1.45 percent on
covered earnings. The self-employed pay both the employer and
employee shares. In fiscal year 1997, payroll taxes for the HI Trust
Fund amounted to an estimated $114.7 billion, accounting for the
bulk of HI financing. An estimated $138 billion in Part A benefit
payments were made in fiscal year 1997.

Benefits included under Part A, in addition to inpatient hospital
care, are skilled nursing facility (SNF) care, home health care and
hospice care. For inpatient hospital care, the beneficiary is subject
to a deductible ($768 in 1999) for the first 60 days of care in each
benefit period. For days 61-90, a coinsurance payment of $192 is
required. For hospital stays longer than 90 days, a beneficiary may
elect to draw upon a 60-day “lifetime reserve.” A coinsurance pay-
ment of $384 is required for each lifetime reserve day. For skilled
nursing facility services, for each benefit period, there is no coin-
surance payment required for the first 20 days, and a $96 coinsur-
ance payment for the 21st through the 100th day. The home health
benefit requires no coinsurance payment. For hospice care, a lim-
ited coinsurance payment is required for prescription drug coverage
and inpatient respite care.

Hospital reimbursement.—Most hospitals are reimbursed for
their Medicare patients on a prospective basis. The Medicare pro-
spective payment system (PPS) pays hospitals fixed amounts which
have been established in advance of the provision of services and
are based on the average costs for treating a specific diagnosis.
Each beneficiary admitted to a hospital is assigned to one of ap-
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proximately 500 diagnosis-related groups (DRGs). The amount a
hospital receives from Medicare no longer depends on the amount
or type of services delivered to the patient, so there are no longer
incentives to overuse services. If a hospital can treat a patient for
less than the DRG amount, it can keep the savings. If treatment
for the patient costs more, the hospital must absorb the loss. Hos-
pitals are not allowed to charge beneficiaries any difference be-
tween hospital costs and the Medicare DRG payment.

Underlying Medicare law requires that the base PPS rate be up-
dated annually by a measure (known as the Market Basket Index,
or MBI) of the costs of goods and services used by hospitals. Since
hospital payments represent a significant part of total Medicare
spending, and 66 percent of total Part A payments, reductions in
the growth of Medicare payments to hospitals provides significant
budgetary savings. BBA 97 provided for limits to future growth in
hospital spending, including reductions to the MBI update factor.

In addition to the basic DRG payment, hospitals may also receive
certain adjustments to their Medicare payments. Teaching hos-
pitals may receive adjustments for indirect medical education costs
(those not directly related to medical education but which are
present in teaching hospitals, such as a higher number of more se-
verely ill patients or an increased use of diagnostic testing by resi-
dents and interns). Certain hospitals which serve a higher number
of low-income patients, known as Disproportionate Share Hospitals
(DSH), also receive adjustments to their Medicare payments. Ad-
Justments are also made to hospitals for atypical cases, known as
“outliers,” which require either extremely long lengths of stay or
extraordinarily high treatment costs. BBA 97 made reductions to
each of these types of adjustments.

Additional changes were made by BBA 97 to the way Medicare
reimburses hospitals in other areas including the direct costs of
graduate medical education (including salaries of residents and
teachers, fringe benefits, and overhead costs related to teaching ac-
tivities), capital-related costs, and enrollee bad debt payments.

After Medicare changed to the PPS system in 1983, Medicare pa-
tients have been sent home from the hospital after shorter stays
and, in some cases, greater need of follow-up health care which
may be provided under the Medicare home health care benefit. A
fuller discussion of the SNF and home health benefits under Medi-
care is provided in the next chapter.

2. SUPPLEMENTARY MEDICAL INSURANCE (PART B)

Part B of Medicare, also called supplementary medical insurance,
is a voluntary program. Anyone eligible for Part A and anyone over

e 65 can obtain Part B coverage by paying a monthly premium
?&5.50 in 1999). Beneficiary premiums finance 25 percent of pro-
gram costs with Federal general revenues covering the remaining
75 percent. Part B covers physicians’ services, outpatient hospital
services, physical therapy, diagnostic and X-ray services, durable
medical equipment, and certain other services. Beneficiaries using
covered services are generally subject to a $100 deductible and 20
percent coinsurance charges.

Physician Payment.—The Omnibus Budget Reconciliation Act of
1989 made substantial changes in the way Medicare pays physi-
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cians, effective in 1992. A fee schedule was established based on a
relative value scale (RVS). The RVS is a method of valuing individ-
ual services in relationship to each other. The relative values re-
flect three factors: physician work (time, skill, and intensity in-
volved in the service), practice expenses, and malpractice costs.
These relative values are adjusted for geographic variations. Geo-
graphically adjusted relative values are converted into a dollar pay-
ment amount by a dollar figure known as the conversion factor.
Prior to BBA 97 there were three conversion factors—one for sur-
gical services, one for primary care services, and one for other serv-
ices. BBA 97 amended this, establishing a single conversion factor
beginning in 1998. The conversion factor is updated by a “sustain-
able growth rate” formula based on real gross domestic product
growth.

Practice Expenses.—Practice expenses include such items as sala-
ries for a physician’s staff, equipment and supplies, and overhead.
While the calculation of the physician work portion of the fee
schedule is based on resource costs, the practice expense and mal-
practice expense components continue to be based on historical
charges. The Social Security Amendments of 1994 (P.L. 103—432)
required the Secretary of HHS to develop a resource-based meth-
odology for practice expenses to be implemented in January 1998.
A proposed rule was issued in June 1997. However, its methodol-
ogy was the subject of considerable controversy. Many observers
suggested that sufficient, accurate data was not collected. They also
cited the potential large scale payment reductions that could result
for some physician specialties, particularly surgical specialties.
BBA 97 addressed these concerns. It delayed implementation of a
resource-based practice expense methodology until 1999 and pro-
vided for a 4-year transition. On November 2, 1998, the Health
Care Financing Administration (HCFA) issued a final rule regard-
ing the methodology used to calculate resource-based practice ex-
pense component. HCFA used the American Medical Association’s
Socioeconomic Monitoring System for practice costs by specialty. It
calculates practice expenses per hour by one of six cost pools (in-
cluding clinical labor, medical supplies, office expenses, administra-
tive labor). This is multiplied by total number of physician hours
spent treating patients to determine practice expense pools by spe-
cialty and cost category. Then each practice expense cost pool is al-
located to individual procedure codes, thus deriving costs of each
procedure performed by a specialty. (Where more than one spe-
cialty performs the service, weighted average allocations are made.)
This is known as the “top-down” approach. Although opposed by a
number of specialists groups, this final rule is somewhat less con-
troversial than the proposed rule issued in June 1997. In 1999, the
payment will be based 75 percent on the 1998 charge-based rel-
ative value unit, and 25 percent on the resource-based relative
value; in 2000, the ratio will be 50 percent/50 percent; in 2001 it
will be 75 percent resource-based and 25 percent charge-based. Be-
ginning in 2002, the values will be totally resource-based.

Private contracting.—Physicians are required to submit claims
for services provided to their Medicare patients. They are subject
to limits on the amounts they can bill these patients. Prior to BBA
97, the law was interpreted to prohibit physicians from entering
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into private contracts with Medicare beneficiaries to provide serv-
ices for which no Medicare claim would be submitted. BBA 97 per-
mitted private contracting under specified conditions. Among other
things, a contract, signed by the beneficiary and the physician,
must clearly indicate that the beneficiary agrees to be responsible
for payments for services rendered under the contract. In addition,
the beneficiary must acknowledge that no Medicare charge limits
apply. An affidavit, filed with the Secretary of Health and Human
Services, must be in effect at the time the services are provided.
The affidavit, signed by the physician, must provide that the physi-
cian will not be reimbursed under the Medicare program for any
item or service for a 2-year period beginning on the date the affida-
vit is signed.

Outpatient services.—Medicare beneficiaries receive services in a
variety of outpatient settings, including hospital outpatient depart-
ments (OPDs) and ambulatory surgical centers (ASCs). In the past,
Medicare reimbursed OPDs on a reasonable cost basis with certain
adjustments. BBA 97 mandated a prospective payment system
(PPS) for OPDs (currently scheduled to take effect soon after the
start of calendar year 2000). Unlike most other Part B services
where beneficiary cost sharing is 20 percent of the approved Medi-
care payment, for OPD services, beneficiary coinsurance is 20 per-
cent of actual charges. Because actual charges are higher than ap-
proved payments, beneficiaries often pay a higher percentage of the
Medicare approved payment. BBA 97 included a provision which
will eventually correct this situation.. )

Durable Medical Equipment (DME) and Prosthetics and
Orthotics (PO).—Medicare covers a wide variety of DME and PO.
As defined, DME must be equipment that can withstand repeated
use, is used primarily to serve a medical purpose, generally would
not be useful in the absence of illness or injury, and is appropriate
for use in the home. Prosthetics and orthotics are items which re-
place all or part of an internal organ, other devices such as cardiac
pacemakers, prostheses, back braces, and artificial limbs. DME and
PO are reimbursed on the basis of a fee schedule established by the
Omnibus Budget Reconciliation Act of 1987. If it is determined that
the amount paid by the program is “grossly excessive or grossly de-
ficient and not inherently reasonable,” the Secretary is authorized
to adjust this amount accordingly. This is known as the inherent
reasonableness authority. A lengthy process, involving public no-
tices and input from all interested parties, must be followed before
a change in the reimbursement level can be made. This process or
congressional legislation are the only methods through which
HCFA can address inappropriate reimbursement levels. Investiga-
tions have shown that Medicare payments for some DME and PO
are higher than those made by other health care insurers, includ-
ing the Department of Veterans Affairs (VA). Some interested par-
ties, including HCFA, have suggested granting HCFA the authority
to bid competitively for selected items of DME and PO, a practice
currently used by the VA. BBA 97 required the Secretary to estab-
lish five 3-year competitive bidding demonstration projects, in
which suppliers of Part B items and services (except physician
services) compete for contracts to furnish Medicare beneficiaries
with these items and services. The Secretary is permitted to limit
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the number of suppliers in an area to the number necessary to
meet the projected demand for the contracted goods. The first site,
Polk County, Florida, was announced on May 29, 1998.

Preventive care benefits.—Medicare covers health services which
are reasonable and necessary for the diagnosis and treatment of ill-
ness of injury. In general the program has not covered preventive
services. In recent years, Congress has responded to concerns about
the lack of this coverage by adding specific benefits to Medicare
law. BBA 97 further expanded these services. The program covers
the following preventive services (unless otherwise noted, bene-
ficiaries are liable for regular Part B cost-sharing charges: $100 an-
nual deductible and 20 percent coinsurance):

Pneumococcal Pneumonia Vaccination.—Effective July 1980,
Medicare began covering the costs for vaccinations against pneumo-
coccal pneumonia. The benefit covers 100 percent of the reasonable
costs of the vaccine and its administration when prescribed by a
doctor (i.e., not subject to deductible or coinsurance).

Hepatitis B Vaccination.—On September 1, 1984, Medicare began
coverage of hepatitis B vaccinations for high- or intermediate-risk
beneficiaries when prescribed by a doctor. The benefit includes the
vaccine and its administration.

Screening Pap Smears and Pelvic Examinations.—On July 1,
1990, Medicare began covering pap smears to screen for early de-
tection of cervical cancer. The benefit includes the test, which must
be prescribed by a physician, and its interpretation by a doctor.
BBA 97 expanded the benefit, beginning January 1, 1998, to in-
clude a screening pelvic examination (defined to include a clinical
breast examination) for the early detection of vaginal cancer, once
every 3 years. The law also provides for an annual screening pelvic
examination for certain high-risk individuals. The Pap smear and
screening pelvic examination benefits are not subject to the deduct-
ible; beneficiaries are liable for coinsurance payments for the
screening pelvic examinations.

Screening Mammography.—Medicare began covering screening
mammographies for early detection of breast cancer, subject to
specified frequency limits by age group, on January 1, 1991. BBA
97 authorized coverage of an annual screening mammography for
all women over age 39, effective January 1, 1998. The benefit is not
subject to the deductible.

Influenza Vaccination.—Medicare began 100 percent coverage of
the cost of influenza virus vaccine and its administration on May
1, 1993, for all Medicare beneficiaries. Coverage does not require
a physician’s prescription or supervision, and is not subject to coin-
surance or deductible.

Prostate Cancer Screening.—Beginning January 1, 2000, Medi-
care will cover annual prostate cancer screening tests for men over
age 50. The benefit will cover digital rectal examinations and pros-
tate specific antigen (PSA) blood tests. After 2002, Medicare will
cover other procedures determined effective by the Secretary.

Colorectal Cancer Screening.—Effective January 1, 1998, Medi-
care provides coverage of several screening procedures for early de-
tection of colorectal cancer: annual screening fecal-occult blood
tests for beneficiaries over age 49; screening flexible sigmoidoscopy,
every 4 years for beneficiaries over age 49; screening colonoscopies
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every 2 years for high-risk beneficiaries. Barium enema tests can
be substituted for either of the two last procedures.

Diabetes Self-Management.—On July 1, 1998, Medicare began
covering educational and training services provided on an out-
patient basis by physicians or other certified providers to qualified
beneficiaries. Blood testing strips and home blood glucose monitors
are covered for diabetics regardless of whether they are insulin-de-
pendent. ,

Bone Mass Measurement.—Beginning July 1, 1998, Medicare cov-
ers the cost of procedures used to measure bone mass, bone loss,
or bone quality &r certain high-risk beneficiaries.

3. MEDICARE+CHOICE (PART C)-

The Medicare+Choice program (M—C) was established by the Bal-
anced Budget Act of 1997. It provides expanded options for Medi-
care beneficiaries who are enrolled in both Parts A and B. In addi-
tion to the traditional fee-for-service program, Medicare will pro-
vide coverage in several managed care and other health plan op-
tions: (1) Health Maintenance Organizations (HMOs) allow .bene-
ficiaries to obtain services from a designated network of doctors,
hospitals, and other health care providers, usually with little or no
out-of-pocket expenses. (This option has been available since 1983.)
2) HNY(%S with a Point-of-Service (POS) option allow beneficiaries
to selectively go out of the designated network of providers to re-
ceive services. Higher out-of-poc%::at -expenses are required when a
beneficiary goes out of the network. (3) Preferred Provider Organi-
zations (PPOs) are networks of providers which have contracted
with a health plan to provide services. Beneficiaries can choose to
go to providers outside the network, and the plan will pay a per-
centage of the costs. The beneficiary is responsible for the rest. (4)
Provider-Sponsored Organizations (PSOs) are similar in operation
to an HMO, but they are generally cooperative ventures among a
group of 1Ij)roviders (such as hospitals and physicians) who directly
assume the financial risk of providing services. (5) Private Fee-for-
Service (PFFS) plans. Under these arrangements, the beneficiary
chooses a private indemnity plan. The plan, rather than the Medi-
care program, decides what it will reimgurse for services. Medicare
pays the private plan a premium to cover traditional Medicare ben-
efits. Providers are permitted to bill beneficiaries beyond what the
health plan pays, up to a limit, and the beneficiary is responsible
for paying this additional amount. The beneficiary might also be
responsible for additional premiums. (6) Medical Savings Accounts
(M§As). BBA 97 authorized an MSA demonstration program for up
to 390,000 participants. The beneficiary chooses a private high-de-
ductible (up to $6,000) insurance plan. Medicare pays the premium
for the plan and makes a deposit into the beneficiary’s MSA. The
beneficiary uses the money in the MSA to pay for services until the
deductible is met (and for other services not covered by the MSA
plan). There are no limits on what providers can charge above
amounts paid by the MSA.

A number of protections were established, including a guarantee
of beneficiary access to.emergency care, quality assurance and in-
formational requirements for M—C organizations, and external re-
view, grievance, and appeal requirements.
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Payment to plans is made in advance on a monthly basis. They
are generally set by county. Prior to BBA 97, payments for bene-
ficiaries in HMOs with risi’(-sharing contracts with Medicare were
based on the adjusted average per capita cost (AAPCC) which was
calculated by a complex formuY: based on the costs of providing
benefits to Medicare beneficiaries in the fee-for-service (i.e., non-
managed care) portion of the Medicare program. Under BBA 97, a
county’s M—C rate is the maximum of the following three rates: (1)
A floor, equal to the minimum of either $380 per month in 1999,
for the 50 states and the District of Columbia, updated annually
by the national growth percentage. (2) A “minimum update” rate
equal to the previous year’s payment rate plus an increase of 2 per-
cent. (3) A “blended” rate equal to a combination of local area-spe-
cific (i.e., county) and national input-price adjusted rates. AAPCCs
have been criticized for their wide variation across the country. To
reduce variation, the blended rate will reduce payments in counties
that have traditionally been higher than the national average, and
increase those that have been traditionally lower. Over time, the
blended rate will rely more heavily on the national rate, and less
heavily on the local rate, thus reducing variation in rates across
the country. Rates must produce budget-neutral payments. If the
budget neutrality target would be exceeded, counties scheduled to
receive a blended rate would have rates reduced, but never below
the higher of the floor or minimum update rate. In both 1998 and
1999, no counties received blended rates because of the budget neu-
trality provision.

4. SUPPLEMENTAL HEALTH COVERAGE

At its inception, Medicare was not designed to cover beneficiaries’
total health care expenditures. Several types of services, such as
long-term care for chronic illnesses and most outpatient prescrip-
tion drugs, are not covered at all, while others are partially covered
and require the beneficiary to pay deductibles, and coinsurance.
Medicare covers approximately half of the total medical expenses
for noninstitutionalized, aged Medicare beneficiaries. Remaining
health care expenses are paid for out-of-pocket or by private sup-
plemental heaﬁ‘}i insurance, such as Medigap, by employer-based
coverage, by Medicaid, or other sources. Over 80 percent of bene-
ficiaries have insurance to supplement their Medicare coverage.
The term “Medigap” is commonly used to describe an individually
purchased private health insurance policy that is designed to sup-
plement Medicare’s coverage. These plans offer coverage for Medi-
care’s deductibles and coinsurance and pay for some services not
covered by Medicare. The Omnibus Budget Reconciliation Act of
1990 (OBRA 90) provided for a standardization of Medigap policies,
in order to enable beneficiaries to better understand policy choices
and to prevent marketing abuses.

Standardized packages.—Generally, there are 10 standardized
Medigap benefit packages which can be offered in a state, des-
ignated as Plans A through J. Plan A offers a core group of bene-
fits, with the other nine offering the same core benefits and dif-
ferent combinations of additional benefits. BBA 97 added two addi-
tional high-deductible plans which offer the same benefits as either
Plan F or J, but the deductible is $1,500 for 1999 and will be in-
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creased by the CPI in subsequent years. Not all 10 plans are avail-
able in all states; however, all Medigap insurers are required to
offer the core plan. Insurers must use uniform language and format
to outline the benefit options, making it easier for beneficiaries to
compare packages. All Medigap policies sold in a state must be ap-
proved by that state under a regulatory program with standards at
least as stringent as those established by the National Association
of Insurance Commissioners and approved by the Secretary. There
are no Federal limits set regarding premium prices; however, plans
must return a certain percentage of the premiums in the form of
benefits. States are required to have a process for approving pre-
mium increases proposed by insurers.

Prevention of Duplicate Medigap Coverage.—Before issuing a
Medigap policy to a Medicare beneficiary, the seller must ascertain
what type of health insurance the applicant has, the source of this
insurance, and whether the applicant is entitled to Medicaid. With
certain limited exceptions, it 1s unlawful to sell a health insurance
policy to a Medicare beneficiary with knowledge that it duplicates
Medicare, Medicaid, or private health insurance benefits to which
a beneficiary is otherwise entitled.

Renewability, Preexisting Condition, and Medical Underwriting
Limitations.—Medigap policies are required to be guaranteed re-
newable. Issuers must have a 6-month open enrollment period for
beneficiaries who are turning 65 (this period is not required for the
under-65 disabled population). Prior to BBA 97, issuers were per-
mitted to exclude coverage for services related to a pre-existing
condition, for no longer than 6 months. An individual meeting the
6-month period in one Medigap plan was not required to meet it
again for a new plan. BBA 97 guaranteed issuance for certain spec-
ified beneficiaries without the 6-month pre-existing-condition exclu-
sion, provided they enroll within 63 days of termination of other
enrollment. The guarantee issue is, with certain exceptions, for
Plans A, B, C, or F. BBA 97 also prohibits pre-existing condition
exclusions for individuals enrolling in the guaranteed open enroll-
ment period who have at least 6 months of creditable coverage, as
defined in the Health Insurance Portability and Accountability Act
(HIPAA, P.L. 104-191), for that condition. Medigap insurers are
prohibited from discriminating in policy pricing based on an appli-
cant’s health status, claim experience, receipt of health care, or
medical condition.

Medicare Select.—OBRA 1990 established a demonstration
project under which insurers could market a Medigap product
known as Medicare SELECT which provides services through des-
ignated health professionals and facilities known as preferred pro-
viders. P.L. 104-18, signed into law July 7, 1995, extended the pro-
gram for 3 years (to June 30, 1998) and to all states. A permanent
extension beyond the 3-year period was authorized unless the Sec-
retary determines, based on a study, that the SELECT program
significantly increases Medicare expenditures, significantly dimin-
ishes access to and quality of care, or that it does not result in
lower Medigap premiums for beneficiaries.
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B. ISSUES

A number of observers have stated that the Medicare program is
now at a critical juncture. Efforts have delayed the program’s insol-
vency, but have not addressed completely the underlying problems.
It is argued that the whole structure of the program needs to be
reexamined. BBA 97 provided for the establishment of the National
Bipartisan Commission on the Future of Medicare to develop rec-
ommendations concerning a number of program issues. Some pro-
posals being considered would involve modifications to the pro-
gram’s structure; others would involve major restructuring.

1. MEDICARE SOLVENCY AND COST CONTAINMENT

Controlling expenditures within the Medicare program and look-
ing for ways to assure the program’s solvency continue to be among
the highest priority issues for both the Congress and the Adminis-
tration. A driving force for Medicare cost containment is the need
to assure solvency of the Medicare Hospital Insurance (HI) trust
fund and to control the rate of growth in expenditures in the Sup-
plementary Medicare Insurance (SMI) trust fund. Unlike the HI
trust fund, the SMI trust fund does not face insolvency because it
is financed through a combination of beneficiary premiums and
Federal general revenues. However, both the rapid rate of growth
and the impact of this growth on general revenue spending con-
tinue to be of concern. Both funds are maintained by the Treasury
and evaluated each year by a board of trustees.

Trustee projections show financial problems ahead for the HI
fund. Since 1970, the trustees have been projecting the impending
insolvency of the Part A trust fund. Their April 1997 report pre-
dicted that the fund would become insolvent in 2001. In that year
revenues coming into the trust fund (primarily payroll taxes), to-
gether with any balances carried over from prior years would be in-
sufficient to cover that year’s payment for Part A benefits.

Because of its rapid growth, both in terms of aggregate dollars,
and as a share of the Federal budget, the Medicare program has
been a major focus of deficit reduction legislation passed by the
Congress since 1980. With few exceptions, reductions in program
spending have been achieved largely through reductions in pay-
ments to providers. Of particular importance were the implementa-
tion of the prospective payment system for hospitals beginning in
1984 and the fee schedule for physicians services beginning in
1992. These reductions stemmed, but did not eliminate the year-to-
year increases in Medicare outlays.

In response to the impending insolvency (as well as the larger
goal of bringing the overall Federal budget into balance), the Bal-
anced Budget Act of 1997 was enacted. This legislation provided for
$116 billion in Medicare savings over the FY1998-FY2002 period.
The legislation achieved these savings by again slowing the rate of
growth in payments to providers and by establishing new payment
methodologies for certain service categories. It also provided for a
significant expansion in the choices available to beneficiaries for
obtaining covered services. BBA 97 also provided for the transfer
of some home health spending from Part A to Part B of the pro-
gram. While this action does not reduce overall program spending,
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it does reduce Part A spending and thus delays the Part A pro-
Jjected insolvency date. In January 1999, the Congressional Budget
Office (CBO) projected that the fund would be solvent at least
through 2009. The April 1998 HI trustees report estimated insol-
vency in 2008. Both estimates show that while BBA 97 addressed
the immediate short-term financing concerns, it did not resolve the
longer-term financial problems.

Major demographic changes are slated to affect the Medicare pro-
gram. First, beginning in 2011, the baby boom generation (persons
born between 1946 and 1964) begin to turn age 65. Second, there
is a shift in the number of workers supporting persons receiving
benefits under Part A. In 1995, there were 3.9 workers per bene-
lficig.ry. The ratio is expected to decline to 3.1 by 2015 and to 2.3

y 2030.

The 1998 trustees’ report stated that “to bring the HI fund into
financial solvency for over 25 years, either outlays would have to
be reduced by 18 percent or total income increased by 22 percent
(or some combination thereof)” throughout the 25-year period. To
accomplish this just through an increase in the payroll tax, the rate
would have to be raised from the current 1.45 for employees and
employers to 1.81 percent each; the rate for self-employed individ-
uals would go from 2.9 percent to 3.62 percent. Many observers
have recommended that reforms be developed and enacted as rap-
idly as possible.

2. PROGRAM MODIFICATIONS

Increasing Eligibility Age from 65 to 67.—Some observers have
suggested that the Medicare eligibility age should be increased ac-
cording to the same phase-in schedule established for Social Secu-
rity benefits under the Social Security Act Amendments of 1983.
This legislation provided that the full retirement age be raised
from 65 to 67 over the 2003-2027 period. Proponents of raising
Medicare’s eligibility age argue that it is reasonable given the in-
crease in life expectancy and improvements in health status which
have occurred since Medicare was created in 1965. They further
argue that needed program savings would result. CBO estimated
in 1997 that such a provision would save $10.2 billion over the
FY2003-FY2007 period. Opponents of the proposal argue that it
would place a number of seniors at risk. They refer to problems
faced by the population aged 62-64, 16 percent of whom were unin-
sured in 1996. Of these, 25 percent were poor and 51 percent were
neither employed nor the dependent spouse of an employed person
characteristics that would make it unlikely for them to afford
health insurance. Opponents suggest that the problems could be
magnified for the population aged 65-67. They also contend that
some employers who currently offer health insurance to their retir-
ees might decide that it would be too expensive to extend that cov-
erage for additional years. Raising the eligibility age would also
have implications for Medicaid. The program would (under current
law) assume some of the expenses previously assumed by Medicare,
resulting in some Medicare savings being transferred to Federal
and state Medicaid costs.

Some observers suggest that if Medicare’s eligibility age is
raised, the affected population should be able to buy into the pro-
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gram. According to an estimate by the American Association of Re-
tired Persons, the premium for these individuals would be $420 per
month ($5,041 per year), assuming a 20 percent participation rate.
Higher participation rates could mean lower premiums. The Con-
gressional Budget Office estimates that the premiums would be be-
tween $300 and $400 per month. Some are concerned about the
possible effects of adverse selection (i.e., only those individuals an-
ticipating higher than average medical costs enroll) which could
drive up the per capita costs of the program.

Means Testing.—Currently, Medicare is not a means tested pro-
gram. There are no income or assets tests for eligibility. The é)en-
ate-passed version of BBA 97 would have provided for an income-
related Part B premium. The Congressional Research Service esti-
mated that 1.6 million persons aged 65 or older would have been
affected. The provision was dropped in conference. The major issue
during the debate was how means-testing would be administered.
Although the Internal Revenue Service (IRS) maintains income in-
formation, there is no such operational system in HCFA. Some ar-
gued that establishing such a system in HCFA would require a
large resource commitment and that the IRS should administer an
income-related premium. Others felt that this would be perceived
as a tax.

Increased Beneficiary Cost-Sharing.—Various proposals have
been offered to increase beneficiary cost-sharing, including increas-
ing Part B coinsurance from 20 percent to 25 percent, increasing
the Part B deductible from $100 to a level more comparable to that
in private insurance plans ($200 to $225), and imposing coinsur-
ance on services not currently subject to such charges. Increased
cost-sharing would presumably make beneficiaries more cost con-
scious in their use of services. However, some observers are con-
cerned that it would impede access to care for low-income bene-
ficiaries.

Medigap Modifications.—Beneficiaries with Medigap coverage
tend to perceive services as free at the point when they are actually
receiving them; thus they use more services and cost Medicare
more money than those without supplementary coverage. Some ob-
servers have suggested that incentives in current Medigap policies
should be revised. Specifically, two Medigap plans offer identical
coverage as Plans F and J except that they have high deductibles
in exchange for lower premiums. Some have suggested that this ap-
proach be extended to some or all of the standard 10 Medigap
packages, prohibiting insurers from offering plans without any de-
ductible. This could have the effect of making beneficiaries more
aware of their medical expenditures and could lower Medigap pre-
mium rates.

3. PROGRAM RESTRUCTURING

A number of observers have suggested that more than program
modifications are necessary to address Medicare’s problems. They
argue that Medicare has not kept pace with changes in the health
care delivery system as a whole. Some suggest redesigning the ben-
efit package to reflect employment-based coverage. This might in-
clude a prescription drug benefit or a catastrophic limit on out-of-
pocket expenses. In order to avoid significantly increasing Medi-
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care’s costs, modifications could be considered in the context of
other reforms. These might include higher Part B premiums, more
freedom in selecting a package tailored to individual needs, or plac-
ing an overall per capita cap on expenditures. Another proposal en-
tails combining Parts A and B of the program, noting that most
beneficiaries are enrolled in both parts and that the program is in-
creasingly emphasizing managed care approaches which cover both
parts. One concern about this approach is the different ways in
which the two parts are financed. Under current law, general reve-
nue financing is not available for Part A. Some are concerned that
if the programs were combined, there would be less incentive to
control costs since general revenues might be available. However,
such a plan would likely include some overall limit on general reve-
nue expenditures.

Defined Contribution/Premium Support.—Under the traditional
fee-for-service program, Medicare itself assumes the financial risk
associated with the provision of benefits. Under the
Medicare+Choice program, individual plans assume the risk; how-
ever, they are required to offer beneficiaries coverage for at least
the same services as are provided under the fee-for-service pro-
gram. Payments to the M+C plans are based on a formula estab-
lished in law and a specific dollar amount is paid on behalf of each
Medicare recipient. Under a premium support plan, payments
would be made using the same approach as the M+C program,
However, unlike the current system, plans would not be required
to offer a specified package of benefits. The approach most fre-
quently suggested is that used under the current Federal Employ-
ees Health Benefits Plan (FEHBP). Under this proposal, the gov-
ernment would set minimum standards for plans to participate,
provide a process for qualifying plans, and provide information on
plan choices to the beneficiary population. Beneficiaries would se-
lect from a variety of plans with different benefits, cost-sharing re-
quirements, and premium levels. Presumably, beneficiaries would
no longer purchase Medigap coverage, but would purchase a single
package for all their health insurance needs. The Federal Govern-
ment would make a specified payment (“premium contribution”)

er beneficiary. The beneficiary would Kay the plan the difference
l];etween the Federal contribution and the plan’s premium. A num-
ber of key design issues would need to be addressed, including how
the initial Federal contribution amount would be set and the poten-
tial for adverse selection. Proponents of a defined contribution sys-
tem argue that it would enable the Federal Government to control
aggregate Federal outlays and would enable beneficiaries to pur-
chase coverage more tailored to their individual needs. Critics sug-
gest that the system may place individual beneficiaries at undue
risk if the per capita payment fails to keep pace with the rising
costs of plans.

Private Investment Approaches.—Some persons have rec-
ommended that the current Medicare program be replaced by an
investment-based system under which people build up assets dur-
ing their working years to fund their medical costs in retirement.
Thus is referred to as “privatization.” Privatization proposals would
move away from the current system under which current workers
pay for the Part A expenses of current retirees. Instead, workers
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would be saving for their own future health care needs. A number
of proposals have been offered recently to privatize the Social Secu-
rity cash benefits program. One would replace the current system
with a system of personal investment accounts. Another would
combine the current system with a new personal savings account
system. A third would retain the current program structure but
create a social security investment board with authority to invest
in the stock market. Some aspects of these plans could be adopted
in modified form for the Medicare program. Proponents of privat-
ization hold that investment in stocks or mutual funds would allow
the holdings to grow at rates significantly exceeding those of gov-
ernment securities. Opponents caution that the recent upsurge in
the stock market may not continue over the long term. Another
concern is how the transition from the old system to the new sys-
tem would be financed and structured. Current workers pay for
current retirees. If workers shifted some or all of their funds to
saving for their own retirement, these funds would stop entering
the system for current retirees.

4. PRESCRIPTION DRUGS

Medicare provides coverage for prescription drugs used as part of
a hospital stay, but in general does not cover outpatient prescrip-
tion drugs. There are some exceptions, which include:

e Erythropoietin (EPO), used by end-stage renal disease
(ESRD) patients for the treatment of anemia, which often is a
complication of chronic kidney failure;

e drugs which cannot be self-administered which are inci-
dental to a physician’s service if provided in the physician’s of-
fice, such as an injectable product;

e those used in immunosuppressive therapy, such as
cyclosporin, for the first 36 months beginning after an individ-
ual receives a Medicare-approved transplant, such as a kidney
or liver transplant;

e oral cancer drugs, in certain cases; and

e acute oral anti-emetic (anti-nausea) drugs used as part of
an anticancer chemotherapeutic regimen.

As an option to the current fee-for-service program, Medicare
beneficiaries can choose to obtain all their health care services
through a managed care plan. Many of these managed care plans
offer outpatient prescription drug coverage as part of their stand-
ard benefits package. As of May 1998, 68 percent of these plans of-
fered this coverage.

Beneficiaries may also obtain drug coverage under some em-
ployer-based policies. They may also purchase one of the Medigap
policies that offers partial prescription drug coverage (Plans H, I,
and J). However, these plans require that a $250 deductible be met
and then the plans cover 50 percent of the cost of drugs with an
annual limit of $1,250 for Plans H and I and a $3,000 limit with
Plan J. Beneficiaries who are “dually eligible,” (i.e., are also eligible
for full Medicaid coverage) have prescription drug coverage.

Payment for drugs prior to BBA 97 was based on the lower of
the estimated acquisition cost or the national average wholesale
price. Payment could also have been made as a part of a reasonable
cost or prospective payment. BBA 97 provided that in any case
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where payment is not made on a cost or prospective payment basis,
the payment will equal 95 percent of the average wholesale price.

The cost of prescription drugs can significantly affect the elderly.
A prescription drug benefit for Medicare beneficiaries has been con-
sidered in the past. A limited benefit was included in the Medicare
Catastrophic Coverage Act of 1988. The Act was repealed in 1989.
During consideration of the Health Security Act in 1994 the debate
was again taken up. Some current Medicare reform proposals (in-
cluding those being considered by the Bipartisan Commission) ad-
g::ﬁss the issue of expanding Medicare’s coverage of prescription

gs.



Chapter 9

LONG-TERM CARE

OVERVIEW

Long-term care encompasses a wide range of health, social, and
residential services for persons who have lost some capacity for
self-care. Among older people, who still use the majority of long-
term care services, there is a drive for change in how long-term
care is financed and delivered. Perhaps the most compelling argu-
ment for change is the fact that the expense of long-term care, es-
pecially nursing home care, can bankrupt a family.

Many Americans are under the false impression that Medicare or
their traditional health insurance will cover long-term care costs.
Too often it is only when a family member becomes disabled that
they learn that these expenses will have to be paid for out-of-pock-
et. Furthermore, individuals whose long-term care needs arise as
a result of a sudden onset of a stroke or other illness do not have
adequate time to plan for the set of services that best meets their
needs. With the cost of institutionalized care ranging from
$35,000-$60,000 a year and home care costs between $35-$100 a
day, long-term care expenses are unaffordable to even middle and
upper-middle class families.

At the same time, many older people and their families prefer to
receive services in home and community-based settings. However,
our current long-term care system relies predominately on institu-
tionalized care and there is very little coverage, either through pri-
vate or public programs, for home and community-based services.

Despite often heroic efforts by family members to care for their
older family members at home and help pay for uncovered ex-
penses, many older and disabled Americans eventually rely on
Medicaid to pay for their long-term care. Medicaid, a joint Federal/
State matching entitlement program that pays for medical assist-
ance for low-income persons, has increasingly become the primary
payer of long-term care costs in this country. According to the
Health Care Financing Administration’s (HCFA) National Health
Expenditures report, in 1997 Federal, State, and local spending for
nursing home care, mostly through the Medicaid program, was
$51.4 billion; and an additional $17.7 billion was spent for home
care. For many States long-term care has become the fastest grow-
ing part of State budgets. With the reality that long-term care costs
will only grow as the population grows older in the next few dec-
ades, both Federal and State governments recognize the urgency in
controlling the ever-growing costs of Medicaid long-term care.

Long-term care describes the set of services provided to individ-
uals with disabilities or chronic health conditions that dictate a
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need for ongoing assistance. It differs from other types of health
care in that the goal of long-term care is not to cure an illness, but
to allow an individual to attain and maintain an optimal level of
functioning. Long-term care also differs from other types of health
care in that it includes services that are social, as opposed to pure-
ly medical, in orientation. Indeed, for many persons needing long-
term care, a mixture of social services is often best to meet their
needs. Because an individual’s needs can change, long-term care is
most effective when it encompasses an appropriate mix of health
and social services.

Despite changing ideas about long-term care, neither the private
nor public sector have found adequate ways to finance it. With the
trend toward reducing the growth of entitlement programs and the
fact that institutions long-term care costs are simply too high for
most American families, it seems likely that both sectors will be
critical in financing the long-term care needs of our nation’s elder]
and disabled population. In recent years, there has been a growtK
in the private long-term care insurance market, but still, only a
fraction of the population is covered for these expenses. How long-
term care should be organized and delivered, how broadly it should
be defined, who should be eligible for publicly funded services—all
of these are policy issues confronting Congress and State legislators
throughout the country.

This chapter will describe the various types of long-term care,
the population served, the settings in which services are provided,
and the providers and payers of long-term care services. Some of
the special issues to be addressed in this chapter include inconsist-
ency in the long-term care system, the role of care management,
long-term care insurance, and ethical issues.

A. BACKGROUND
1. WHAT Is LONG-TERM CARE?

Long-term care encompasses a wide array of medical, social, per-
sonal, and supportive and specialized housing services needed by
individuals who have lost some capacity for self-care because of a
chronic illness or disabling condition. Long-term care services
range from skilled medical and therapeutic services for the treat-
ment and management of these conditions to assistance with basic
activities and routines of daily living, such as bathing, dressing,
eating, and housekeeping. Any discussion about long-term care
should include a discussion about its scope and definition. For the
purposes of this section, long-term care includes a continuum of
services of differing intensity. The following is a description of the
services most commonly included in the long-term care continuum.

(A) ADULT DAY CARE -

According to the National Council on the Aging’s National Insti-
tute of Adult Day Care, adult day care is a community-based group
program designed to meet the needs of adults with functional and/
or cognitive impairments through an individual plan of care. It is
a structured, comprehensive program that provides a variety of
health, social, and related support services in a protective setting
during any part of a day, but less than 24-hour care. Individuals
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who participate in adult day care attend on a planned basis during
specified hours. Services that are generally provided include client
assessment, nursing, social services, personal care, physical, occu-
pational, and speech therapies, nutrition, counseling, and transpor-
tation. Adult day care assists its participants to remain in the com-
munity, enabling families and other caregivers to continue caring
at home for a family member with an impairment.

Federal standards for adult day care do not exist. Many States
have requirements for licensure and/or certification to assess the
eligibility of centers for particular sources of funding; however, re-
guirements for licensure and certification vary widely among

tates. NCOA has developed national standards that are designed
to assure quality services delivery. In 1999, adult day care pro-
grams may voluntarily choose to be accredited under these stand-
ards. Accreditation is designed to assist families, consumers, and
health and social services providers to choose quality programs.

(B) HOME CARE

Several categories of care are provided in the in-home setting, in-
cluding home health care, various types of rehabilitative therapy,
Fersonal assistance, personal care, and homemaker/chore services.

t is important to note that not all of the above services are pro-

vided exclusively in the home. For example, personal assistance is
a service that can be provided in any setting, including a work-
place, to a person with a disability.

Patients requiring home care may or may not require medical
care, but almost always require assistance in essential every day
tasks called activities of daily living, or ADLs. The six ADLs are
bathing, eating, dressing, toileting, transferring, and continence. To
provide patients with appropriate services an assessment can be
conducted by an eligibility determination agency, a case manager,
or the home care provider to measure an individual’s functional im-
pairments. After the assessment is conducted, a plan of care is de-
veloped to provide assistance in the affected areas.

According to the National Association for Home Care, there were
over 20,000 home care agencies in the United States as of 1999. Of
those agencies, 9,655 are Medicare-certified home health agencies,
2,287 are Medicare-certified hospices. The rest are home health
agencies, home care aide organizations, and hospices that do not
participate in Medicare.

In the past few years, Medicare expenditures for home health
have increased dramatically. Medicaid, through the home and com-
munity-based service waiver program, provides support for long
term care as an alternative to institutionalization. In these pro-
grams, another way to gauge the need for home care services is by
determining whether the individual would otherwise require hos-
pital or skilled nursing care.

(C) RESPITE CARE

Respite care is intermittent care provided to a disabled person to
provide relief to the regular caregiver. Care can be provided for a
range of time periods, from a few hours to a few days. Care can
also be provided in the individual’s home, in a congregate setting
such as a senior center or drop-in center, or in a residential setting
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such as a nursing home or other facility. Unlike other forms of
long-term care which are aimed at benefiting the frail individual,
respite care is a service to the caregiver usually a family member
as well. Because respite care is not universally available, and has
few sources of public funding, many innovative options for the de-
livery of respite care have taken shape across the country, includ-
ing family caregivers of Alzheimer’s Disease patients pooling their
time and resources to provide voluntary services.

(D) SUPPORTIVE HOUSING

There is a lack of uniformity in defining the different types of
housing-with-services options in the long-term care continuum.
This is partly because there are many funding sources and partly
because housing options have developed without due consideration
being given to the linkages between housing and services. Some of
the names given to the different types of supportive housing are
congregate living, retirement community, sheltered housing, foster
1glroup housing, protective housing, residential care, and assisted

ving.

Assisted living is being given a great deal of attention as a rel-
atively new option with the potential to meet the needs of many
older people. In large part, it has developed because service provid-
ers are recognizing that the medical model of providing long-term
care does not meet the needs of many disabled individuals needing
assistance. Advocates are hopeful that there will be an increase in
availability of assisted living options for persons with moderate in-
comes. However, there has been concern regarding quality of care
in some assistive living facilities.

The various supportive housing options, including assisted living,
are characterized by the availability of services to frail residents on
an as-needed basis. Many such facilities have certain congregate
services such as meals and other activities. Residents normally live
in separate quarters. Laundry and housekeeping services are gen-
erally provided, and other services that can be provided on an as-
needed basis are personal care, medication management, and other
home care-type services.

(E) CONTINUING CARE RETIREMENT COMMUNITIES

Continuing care retirement communities (CCRCs) are special
housing which covers the entire spectrum of long-term care. Older
people enter a CCRC by paying an entrance fee. A monthly fee is
also required. In exchange for this payment, residents, who are
typically able to live independently at the time of admission, are
guaranteed that the CCRC will provide services needed from an
agreed-upon menu of services specified in the entrance agreement.
The menu of services can include skilled nursing care. When addi-
tional services are needed, there may be additional charges, de-
pending upon the specific arrangement made by the community.
CCRCs are an option only for those older people who can afford the
fees, which are beyond the reach of older people with low and mod-
erate incomes.
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(F) NURSING HOMES

Nursing homes typically represent the high end of the long-term
care spectrum in both cost and intensity of services provided. Nurs-
ing home residents are typically very frail individuals who require
nursing care and round-the-clock supervision or are technology-de-
pendent. Nursing homes can have special units to manage certain
illnesses like Alzheimer’s-type dementia. Because of mounting
costs, many States have instituted measures to limit nursing home
construction, and are using gatekeeping measures to limit nursing
home placement to individuals who need round-the-clock skilled
care. Nursing homes have begun to concentrate more on post-acute
care patients and to work aggressively to transition residents into
other forms of care. ) . '

(G) ACCESS SERVICES

A host of other services are considered to be part of the long-term
care continuum because they offer access to other services. Exam-
ples of these services are transportation, information and referral,
and case management. These services deserve mention in this sec-
tion because as Federal, State, and local policymakers work to
fashion long-term care systems, they are increasingly taking these
other services into account. In rural areas, transportation is an es-
sential link to community-based long-term care services. Transpor-
tation is also an issue in the suburbs, where many of today’s and
tomorrow’s older population resides. Suburbs, with their strip zon-
ing and separation of residential, commercial, and service areas,
were built with the automobile in mind. Older people who do not
drive can find the suburbs to be an extremely isolating place. _

Information and referral is also a key linkage service. This serv-
ice is essential because the sometimes conflicting funding streams
and lack of consistent long-term care policy have sometimes re-
sulted in a confusing array of services with multiple entry points
and differing eligibility requirements. Both information and refer-
ral and case management are keys to sorting out this complex sys-
tem for older people and their families. The role of case manage-
ment will be discussed in greater detail later in this chapter.

(H) NUTRITION SERVICES

Nutrition services, including both congregate and home-delivered
meals (also called “meals on wheels”), are also considered. to be a
part of the long-term care continuum because they support older
people living in the community by providing one to three nutritious
meals per day. Home-delivered meals, provided through the Older
Americans Act and the Social Services Block Grant (SSBG), ensure
that frail older people, particularly those living alone, have an ade-
quate supply of calories and important nutrients. Meals are com-
monly delivered hot, but can also be delivered cold or frozen to be
heated and consumed later. In a small number of hard-to-reach
rural areas, meal providers are experimenting with intermittent
deliveries of frozen meals which can be heated in pre-programmed
microwave ovens, which are also supplied by the meal provider.

Congregate meals add a social component to the standard nutri-
tion service. In addition to providing a hot nutritious meal, the din-
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ing site also offers socialization. Dining sites in the congregate nu-
trition program are also important access points for other services,
e.g., health promotion activities, insurance and financial counsel-
ing, and recreation activities.

2. WHO RECEIVES LONG-TERM CARE?

The need for long-term care is often measured by assessing limi-
tations in a person’s capacity to manage certain functions or activi-
ties. For example, a chronic condition may result in the need for
assistance with ADLs, and may require hands-on assistance, or di-
rection, instruction, or supervision from another individual.

Another set of limitations that reflect lower levels of disability is
used to describe difficulties in performing household chores and so-
cial tasks. These are referred to as limitations in “instrumental ac-
tivities of daily living,” or IADLs, and include such functions as
meal preparation, cleaning, grocery shopping, managing money,
and taking medicine.

Limitations in ADLs and IADLs can vary in severity and preva-
lence. Persons can have limitations in any number of ADLs or
IADLs, or both. An estimated 7.3 million elderly persons required
assistance with ADLs or IADLs in 1994. This is nearly one-quarter
of the Nation’s elderly population. Of this total, an estimated 2.1
million elderly persons were living in the community with severe
disabilities, needing help with at least three ADLs or requiring
substantial supervision due to cognitive impairment or other be-
havioral problems. Another 1.6 million elderly were residing in
nursing homes.!

Long-term care services are usually differentiated by the settings
in which they are provided, with services provided either in nurs-
ing homes and other institutions or in home and community-based
settings. The great majority of elderly needing long-term care re-
side in the community. An estimated 5.7 million elderly, or almost
80 percent of the total 7.3 million elderly having difficulty with
ADLs or IADLSs, live in their own homes or other community-based
settings.2

The need for long-term care assistance by the elderly is expected
to become more pressing in years to come, given the aging of the
population and especially the growing numbers of the age 85+ pop-
ulation who are at the greatest risk of using long-term care. Esti-
mates show that the number of elderly needing help with ADLs
and/or IADLs may grow from 7.3 million to 10 to 14 million by
2020, and 14 to 24 million by 2060.3

These snapshot estimates are one way of looking at the preva-
lence of nursing home use among the elderly. Another way to look
at this issue is to predict future nursing home use for a given co-

1U.S. General Accounting Office. Long-Term Care. Diverse, Growing Population Includes Mil-
lions of Americans of All Ages. GAO/HEHS-95-26. November 1996. Washington, 1996. Note
that estimates of the number of elderly persons with long-term care needs varies accordmdg to
criteria used to measure impairment. Greater or smaller numbers of elderly mi ht be judged
to need long-term care if fewer or greater numbers of ADL limitations, or it JADL limitations,
are used to measure impairment. In the past, legislation that would establish new long-term
care benefits has targeted those elderly with two or more or three or more limitations in ADLs,
for2 fbm'd ple.

1Q.
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hort of elderly people. From the standpoint of public policy and per-
sonal planning, this provides a more important look into the need
for nursing home care. While only 5 percent of the elderly reside
in nursing homes, research has shown that many more are ex-
pected to use nursing home care at some time in their lives. Of
those aged 65 and living in the community in 1995, 39 percent are
expected to use nursing home care for some period in their lives;
20 percent for more than one year; and 10 percent for more than
5 years. As people age, their need for nursing home care increases.
Of those aged 85 and living in the community in 1995, 49 percent
are expected to use nursing home care at some point in their lives.4

Analysis of nursing home utilization has found a high degree of
variance in length-of-stay patterns among nursing home residents.
The majority (65 percent) of persons entering a nursing home stay
less than one year; 17 percent stayed for one to three years, and
19 percent stayed for three years or more.> Nursing home residents
are more likely to be very old and female. In 1996, residents age
85 and older comprised 44 percent of the nursing home population,
and 68 percent of elderly residents (over age 65) were female. A
similar pattern exists for men, although their utilization rates are
much lower.€

3. WHERE Is LONG-TERM CARE DELIVERED?

Long-term care services are often differentiated by the settings
in which they are provided. In general, services are provided either
in nursing homes or in home and community-based settings. Most .
settings are community settings, since the great majority of elderly
persons needing long-term care reside in the community. An esti-
mated 5.7 million elderly, or almost 80 percent of the total 7.3 mil-
lion elderly needing assistance with ADLs or IADLs, live in their
own homes or other community-based settings.

Because of the growth in demand for services all along the long-
term care continuum, services are now offered in a vast array of
settings. Outside of the nursing home, there are many options in
service settings. Nutrition services can be delivered in the home, as
in the case of home-delivered meals, or in congregate dining sites.
Sites can be located in senior centers and other community focal
points, senior housing facilities, churches, schools, and government
buildings. Adult day care centers can be located in nursing homes,
hospitals, or in community-based settings such as senior centers,
churches, senior housing facilities, and other focal points. Home
health services are delivered in the recipient’s home, whether it is
a free-standing dwelling, apartment, board and care home, assisted
living facility, or other type of group housing option. Respite care
can be delivered in the client’s home, or in a congregate setting
such as a senior center or drop-in center, or in a residential setting
such as a nursing home or other facility.

4Komisar, Harriet L., Jeanne M. Lambrew, and Judith Feder. Long-Term Care for the Elder-
ly:5 ?b %hart Book. Institute for Health Care Research and Policy, Georgetown University.
i

bIGU.Sg.. Isiealth Care Financing Administration. Medicare Current Beneficiary Survey. Data Ta-
es. 1996.



160

4. WHO PROVIDES LONG-TERM CARE?

Because of the wide assortment of long-term care services avail-
able to disabled individuals, it is difficult to present a comprehen-
sive breakdown of all personnel delivering these services across the
entire long-term care continuum. There is information available,
however, about personnel working in some aspects of the long-term
care field.

Any discussion of individuals who deliver long-term care services
would be incomplete without a discussion of informal caregivers.
This is because most long-term care is provided by these care-
givers. Despite substantial public spending for long-term care, fam-
ilies provide the bulk of long-term care services to family members
with physical and cognitive disabilities. About 37 million caregivers

rovide informal, or unpaid, care to family members of all ages.
}f‘ypically, this care is provided by adult children to elderly parents.
About two-thirds of the functionally impaired elderly rely exclu-
sively on informal assistance. Research has documented the enor-
mous responsibilities that families face in caring for relatives who
have significant impairments. For example, caregivers of the elder-
ly with certain functional limitations provide an average of 20
hours of unpaid help each week. Unpaid work, if replaced by paid
:ﬁms care, would cost an estimated $45 billion to $94 billion annu-

y.

Formal caregivers in community-based settings include those
professionals and paraprofessionals who provide in-home health
care and personal care services. According to the National Associa-
tion for Home Care (NAHC), there were 373,000 personnel deliver-
ing home care in Medicare-certified agencies in 1998. Of those,
most were registered nurses and home care aides. According to a
NAHC survey of home health agency compensation conducted in
1998, the median hourly salary for registered nurses was $18.22,
and for home health aides was $8.76.

5. WHO PAys FOR LONG-TERM CARE?

At least 80 Federal programs assist persons with long-term care
roblems, either directly or indirectly, through cash assistance, in-

ind transfers, or the provision of goods and services. Examples of
issues which have arisen as a result of the payment structure are
access problems and the bias toward a high-cost medical model for
delivering long-term care services.

While the attention to long-term care financing has grown in the
past few years, policymakers have been struggling with various as-
pects of the issue for the past twenty years. Creation of Federal
task forces on long-term care issues, as well as Federal investment
in research and demonstration efforts to identify cost-effective “al-
ternatives to institutional care,” date back to the late 1960s and
early 1970s when payments for nursing home care began consum-
ing a growing proportion of Medicaid expenditures. The awareness
that public programs provided only limited support for community-
based care, as well as concern about the fragmentation and lack of

7Coty, Pamela. Caregiving: Compassion in Action. U.S. Department of Health and Human
Services, 1998. p.13. This estimate is based on elderly persons who need assistance with ADL
and IADL limitations.
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coordination in Federal support for long-term care, led to the devel-
opment of a number of legislative proposals in previous Congresses.

The issue of financing long-term care costs has been heightened
by the desire of Congress to slow the growth of entitlement pro-
grams such as Medicaid and Medicare. The table below indicates
that the nation already spends a great deal of money on long-term
care for the elderly nearly $91 billion in 1995. Federal and State
governments account for the bulk of this spending, $55 billion or
60 percent of the total. ’

TABLE 1. ELDERLY LONG-TERM CARE EXPENDITURES, BY SOURCE OF PAYMENT, 1995
[in billions of dollars]

Ignmeu::re Home care
Medicaid $242 . $43
Medicare . 84 143
Other Federal 0.7 17
Other State and local 0.6 0.5
Out-of-pocket payments and other 30.0 5.5
Private Insurance N 04 0.3

Total 64.4 265
Total Long-Term Care: $30.9. . ’

Source: Office of the Assistant Secretary for Planning and Evaluation, DHHS. Totals may not add due to rounding.

Approximately 70 percent of long-term care spending for the el-
derly is for nursing home care. Examination of the sources of pay-
ment for nursing home care reveals that the elderly face significant
~uncovered liability for this care. Two sources of payment—the Med-
icaid program and out-of-pocket payments—account for nearly 84
percent of this total.

Medicaid is the Federal-State health program for the poor. It lim-
its coverage to those people who are poor by welfare program
standards or those who have become poor as the result of incurring
large medical expenses. Medicaid program data show that spending
for the elderly is driven largely by its coverage of people who have
become poor as the result of depleting assets and income on the
cost of nursing home care. In most States, this “spend-down” re-
quirement means that a nursing home resident without a spouse
cannot have more than $2,000 in countable assets before becoming
eligible for Medicaid coverage of their care. This is not difficult for

ersons needing nursing home care, with average cost in excess of

0,000 per year. It is the impoverishing consequences of needing
nursing home care that has led policymakers over the years to try
to look for alternative ways of financing long- term care.

The table also indicates that nearly all private spending for nurs-
ing home care is paid directly by consumers out-of-pocket. At
present, private insurance coverage for long-term nursing home
care is very limited, with private insurance payments amounting to
0.6 percent of total spending for nursing home care in 1995. This
pattern of private spending for nursing home care is also a driving
force in the long-term care debate. The only way individuals have
been able to pay privately for expensive nursing home care is with
their own accumulated resources and/or income. Some policy-
makers, especially during the last decade, have looked for alter-
native sources of private sector funding, through such mechanisms
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as private insurance, to provide protection against the risk of cata-
strophic nursing home expenses.

While most persons needing long-term care live in the commu-
nity and not institutions, many fewer public dollars are available
to finance the home and community-based services that the elderly
and their families prefer. In 1995, elderly spending for home care
amounted to $26.5 billion, or almost 30 percent of total long-term
care spending for the elderly in that year. This spending does not
take into account the substantial support provided to the elderly
informally by family and friends. Research has shown that about
95 percent of the functionally impaired elderly living in the com-
munity receive at least some assistance from informal caregivers,
but about two-thirds rely exclusively on unpaid sources, generally
family and friends, for their care. Caregiving frequently competes
with the demands of employment and requires caregivers to reduce
work hours, take time off without pay, or quit their jobs.

The table also reveals that Medicare plays a relatively small role
in financing nursing home care services. Medicare, the Federal
health insurance program for the elderly and disabled, is focused
primarily on coverage of acute health care costs and was never en-
visioned as providing protection for long-term care. Coverage of
nursing home care is limited to short-term stays in certain kinds
of nursing homes, referred to as skilled nursing facilities, and only
for those people who demonstrate a need for daily skilled nursing
care or other skilled rehabilitation services following a hospitaliza-
tion. Many people who require long-term nursing home care do not
need daily skilled care, and, therefore, do not qualify for Medicare’s
benefit. As a result of this restriction, Medicare paid for only 13
percent of the elderly’s nursing home spending in 1995.

For similar reasons, Medicare covers only limited, albeit rapidly
growing, amounts of community-based long-term care services-
through the program’s home health-benefit that impaired elderly
persons could use. To qualify for home health services, the person
must be in need of skilled nursing care on an intermittent basis,
or physical or speech therapy. Most chronically impaired people do
not need skilled care to remain in their homes, but rather nonmedi-
cal supportive care and assistance with basic self-care functions
and daily routines that do not require skilled personnel. When
added together, Medicare’s spending for nursing home and home
health care for the elderly amounted to approximately 25 percent
of total public and private long-term care spending in 1995, as
shown on Table 1.

Three other Federal programs—the Social Services Block Grant
(SSBG), the Older Americans Act, and the Supplemental Security
Income (SSI) program—provide support for community-based long-
term care services for impaired elderly people. In addition to these
Federal programs, a number of States devote significant State
funds to home and community-based long-term care services.

e The SSBG provides block grants to States for a variety of
home-based services for the elderly, as well as for younger
adults and children with disabilities.

e The Older Americans Act also funds a broad range of in-
home services for the elderly, including home- delivered meals,
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and authorizes a specific program for in-home services for the
frail elderly.

e Under the SSI program, the federally administered income
assistance program for aged, blind, and disabled people, many
States provide supplemental payments to the basic SSI pay-
ment to support selected community-based long-term care serv-
ices for certain eligible people, including the frail elderly.

However, since funding available for these three programs is lim-
ited, their ability to address the financing problems in long-term
care is also limited. Recent decreases in Federal funding for the
SSBG has affected States’ abilities to support home care services
for the frail elderly. Funding for the Older Americans Act in-home
services program has remained stable in recent years.

B. FEDERAL PROGRAMS

Although a substantial share of long-term care costs are paid
out-of-pocket, the Federal programs that pay for long-term care are
important in that they have provided the framework for how long-
term care is provided in the United

States. The following is a discussion of the primary public
sources of long-term care financing: Medicaid, Medicare, the Older
Americans Act, and Social Services Block Grants. No one of these
programs can provide a comprehensive range of long-term care
services. Some provide primarily medical care, others focus on sup-
portive or social services. The Medicaid program, for example, has
certain income and asset requirements, while the Medicare pro-
gram does not. Many advocates for the elderly contend that these
differences contribute to the fragmented and uncoordinated nature
of the long-term care system in this country. . .

1. MEDICAID
(A) INTRODUCTION

Title XIX of the Social Security Act is a Federal-State matching
entitlement program that pays for medical assistance for certain
vulnerable and needy individuals and families with low incomes
and resources. This program, known as Medicaid, became law in
1965, jointly funded between the Federal and State Governments.
Each State designs and administers its own Medicaid Program, set-
ting eligibility and coverage standards within broad Federal guide-
lines. Medicaid is the largest of the joint Federal/State entitlement
programs and can be thought of as three distinct programs—one
program funds long-term care for chronically ill, disabled and aged;
another ﬁlogram provides comprehensive health insurance for low-
income children and families; and, finally, Medicaid’s disproportion-
ate share (DSH) program assists hospitals with the cost of uncom-
pensated care. In FY 1997, HCFA estimates that Medicaid enrolled
41.4 million persons at a total cost of almost $166 billion. The Fed-
eral share of the cost was $95.6 billion.

Although Medicaid was originally intended to provide basic medi-
cal services to the poor and disabled, it has become the primary
source of public funds for nursing home care. The aged and dis-
abled totaled about 31 percent of Medicaid recipients, but ac-
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counted for about 64 percent of spending in FY 1997.1 This dispar-
ity is due largely to Medicaid’s coverage of long-term care services,
the greater likelihood that elderly and disabled persons will need
and use these services than younger groups, and the high cost of
these services. Because of the enormous role of the Medicaid pro-
gram in financing nursing home care for the elderly, a section of
this chapter provides an in-depth discussion of Medicaid. Medicaid
is the largest insurer of long-term care for all Americans, including
the middle class.

Though Medicaid’s long-term care payments are primarily for
nursing home care, some coverage of home and community-based
care is provided mostly through the Section 2176 waiver program,
also called the Section 1915(c) waiver program. Congress estab-
lished these waiver programs in 1981, giving HHS the authority to
waive certain Medicaid requirements to allow the States to broaden
coverage to include a range of community-based services for per-
sons who, without such services, would require the level of care
provided in a nursing home. Services covered under the Section
1915(¢c) waivers include case management, homemaker, home
health aide, personal care services, adult day care, rehabilitation,
respite, and others.

Due to the rise in long-term care expenses, many States have im-
posed cost containment measures to control their Medicaid expendi-
tures. For example, most States use a form of prospective reim-
bursement for nursing home care—which is a predetermined fixed
payment nursing homes receive for each day of care needed by a
Medicaid enrollee. This payment is intended to cover all costs of
care provided to the nursing home resident; if costs exceed the pay-
ment, the nursing home receives no additional amount and the
nursing home faces a loss. In addition, at least 30 States have in-
stituted formal pre-admission screening programs for all Medicaid
eligible persons wishing to enter a nursing home. Other States
have toughened eligibility standards or adjusted their Medicaid as-
sessment tools to require individuals to be more disabled than pre-
viously required to receive nursing home care. The Omnibus Budg-
et Reconciliation Act of 1987 (OBRA 87) nursing home reforms re-
quire all States to screen current and prospective residents for
mental illness or mental retardation, based on the premise that
nursing homes are inappropriate for such persons. These screening
programs are intended to identify those mentally disabled people
who could be cared for in specialized facilities or their own homes
or in the community if appropriate services were available, and to
assure that nursing home beds are available for those who have
medical needs. The certificate of need process, in which a provider
must apply to the State in order to expand or construct new beds
or risk becoming ineligible for Medicare or Medicaid reimburse-
ment, is seen as a Medicaid cost-containment measure in some
States.

The Balanced Budget Act of 1997 included another option for
States to provide home and community-based services to persons
who would otherwise require institutional care known as PACE
(Programs of All-inclusive Care for the Elderly). This option would

1HCFA's Financial Report for FY 1997. Apr. 1, 1998.
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allow eligible persons, generally very elderly frail individuals, to re-
ceive all health, medical, and social services they need in return for
a prospectively determined monthly capitated payment. This care
is provided largely through day health centers and in persons’
homes but also includes care provided by hospitals, nursing homes
and other practitioners determined also necessary by the PACE
provider. PACE is a covered Medicare benefit as well. Regardless
of source of payment, PACE providers receive payment only
through the PACE agreement, and must make available all items
and services covered under both Titles XVIII and XIX without
amount, duration or scope limitations, and without application of
any deductibles, copayments or other cost sharing. The individuals
enrolled in PACE receive benefits solely through the PACE pro-
gram,

(B) MEDICAID AVAILABILITY AND ELIGIBILITY

In general, Medicaid is a means-tested. entitlement program; it
covers certain groups of persons such as the aged, blind, disabled,
members of families with dependent children, and certain other
pregnant women and children if their incomes and resources are
sufficiently low. Medicaid recipients are entitled to have payment
made by the State for covered services. States then receive match-
ing funds from the Federal Government to pay for covered services.
There is no Federal limit on aggregate matching payments. Allow-
able claims are matched according to a formula which varies in-
versely with a State’s per capita income. Therefore States with
higher per capita income will receive a lower percentage of Federal
matching funds and vice versa. The established minimum matching
rate is 50 percent and may not exceed 83 percent. For FY 1998, 9
States had matching rates of 50 percent. Twenty-three States had
matching rates between 50 percent and 60 percent.-Sixteen States
and the District of Columbia had matching rates over 70 percent.
Mississippi had the highest rate in effect, 77.09 percent. The na-
tional average matching rate was 57 percent.

Each State establishes its own eligibility rules with broad Fed-
eral guidelines. States must cover certain population groups such
as recipients of Supplemental Security Income (SSI), i.e., the aged,
the blind and disabled, and have the option of covering others. His-
torically, Medicaid eligibility for poor families (generally women
with dependent children) was linked to receipt of cash welfare pay-
ments. In recent years, Medicaid’s ties to welfare benefits have
been loosened. This trend culminated in creation of the Temporary
Assistance for Needy Families (TANF) program in 1996. The new
welfare law includes provisions severing the automatic link with
Medicaid but allows States to maintain the link as an option. Med-
icaid does not cover everyone who is poor, reaching only 46 percent
of persons in poverty in 1996. Eligibility is also subject to “categor-
ical” restrictions; benefits are available only to members of families
with children and pregnant women, and to persons who are aged,
blind, or disabled. ‘

Special eligibility rules apply to persons receiving care in nursing
facilities and other institutions. Many of these persons have in-
comes well above the poverty level but qualify for Medicaid because
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of the high cost of their health care. Medicaid has thus emerged
as the largest source of third-party funding for long-term care.

The State-by-State variation in eligibility that Medicaid allows
can mean persons with identical circumstances may be eligible to
receive Medicaid benefits in one State, but not in another State.
State officials have made the case that some individuals are likely
to choose their State of residence according to how generous Medic-
aid benefits are.

States are required under their Medicaid plans to cover certain
services and have the option of covering others. Mandatory services
include: physicians’ and hospital services, and care in a nursing fa-
cility. Optional services include: prescription drugs; eyeglasses; and
services in an intermediate care facility for the mentally retarded.
States may also limit the amount, duration and scope of coverage
of services; e.g., they may limit the number of covered hospital
days. Reimbursement levels vary from State to State as well.

(C) QUALIFIED MEDICARE BENEFICIARY PROGRAM

Because the Medicare program requires beneficiaries to pay a
portion of the cost of acute health care services themselves in the
form of cost-sharing charges as well as a monthly premium for en-
rollment in Part B, such charges posed a potential hardship for
some persons—especially those who did not have supplementary
protection through an individually purchased “Medigap” policy or
employer-based coverage. In response to this concern, the Qualified
Medicare Beneficiary (QMB) Program was enacted in 1988. Addi-
tional changes were made to the program by the Balanced Budget
Act of 1997.

‘Under this program, certain low-income Medicare beneficiaries
are entitled to have their Medicare cost-sharing charges (Medicare
premiums, co-payments, and deductibles) paid by the Federal-State
Medicaid program. These persons are: qualified Medicare bene-
ficiaries (QMBs), specified low-income beneficiaries (SLIMBs), and
certain other qualified individuals. Persons meeting the qualifica-
tions for coverage under one of these categories, but not otherwise
eligible for Medicaid, are not entitled to the regular Medicaid bene-
fit package. The following are the four coverage groups:

Qualified Medicare Beneficiaries (QMBs). QMBs are aged and
disabled persons with incomes at or below the Federal poverty line
($8,240 for a single individual and $11,060 for a couple in 1999)2
and assets below $4,000 for an individual and $6,000 for a couple.
QMB:s are entitled to have their Medicare cost-sharing charges, in-
cluding the Part B premium, paid by the Federal-State Medicaid
program. Medicaid protection is limited to payment of Medicare
cost-sharing charges (i.e., the Medicare beneficiary is not entitled
to coverage of Medicaid plan services) unless the individual is oth-
erwise entitled to Medicaid.

Specified Low-Income Medicare Beneficiaries (SLIMBs). These
are persons who meet the QMB criteria, except that their income
is over the QMB limit. The SLIMB limit is 120 percent of the Fed-
eral poverty level. Medicaid protection is limited to payment of the

2The levels are actually higher since $20 per month of unearned income is disregarded in the
calculation.
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Medicare Part B premium (i.e., the Medicare beneficiary is not en-
titled to coverage of Medicaid plan services) unless the individual
is otherwise entitled to Medicaid.

Qualifying Individual (QI-1). These are persons who meet the
QMB criteria, except that their income is between 120 percent and
135 percent of poverty. Further, they are not otherwise eligible for
Medicaid. Medicaid protection is limited to payment of the Medi-
care Part B premium.3

Qualifying Individuals (QI-2). These are persons who meet the
QMB criteria, except that their income is between 135 percent and
175 percent of poverty. Further, they are not otherwise eligible for
Medicaid. Medicaid protection is limited to payment of that pertion
of the Part B premium attributable to the gradual transfer of some
home health visits from Medicare Part A to Medicare B ($1.07 in
1998; $2.23 in 1999).4

For purposes of the QMB program, income includes but is not
limited to Social Security benefits, pensions, and wages. Assets
subject to the $4,000 limit for a single individual include bank ac-
counts, stocks, and bonds Certain items such as an individual’s
home and household goods are always excluded from the calcula-
tion. :
Participation rates in the QMB program have been lower than
anticipated. According to a 1998 report by Families USA,5 “nation-
ally, between 3.3 and 3.9 million low-income senior citizens and
disabled individuals were eligible for QMB and SLMB benefits but
were not receiving it.” Many low-income elderly and disabled were
unaware of the program. The Health Care Financing Administra-
tion (HCFA) has embarked on an outreach program to enroll those
who may be eligible and HCFA also screens newly entitled Medi-
care beneficiaries to determine their QMB eligibility.

(D) SPOUSAL IMPOVERISHMENT

The need for nursing home care—whose average cost can be in
excess of $40,000 per year—can rapidly deplete the lifetime savings
of elderly couples. In 1988, in the Medicaid Catastrophic Care Act,
Congress enacted provisions to prevent what has come to be called
“spousal impoverishment”—a situation that leaves the spouse who
is_still living at home in the community (the community spouse)
with little or no income or resources when the other spouse re-
quires nursing home care or other long-term care. These rules are
intended to prevent the impoverishment of the community spouse.
Under the spousal impoverishment program, some of the spouse’s

3In general, Medicaid payments are shared between the Federal Government and the States
according to a matching formula. However, expenditures under the QI-1 and QI-2 programs
are paid for 100 percent by the Federal Government (from Part B trust fund) up to that State’s
allocation level. A State is only required to cover the number of persons which would bring its
spending on these population groups in a year up to its allocation level. Any expenditures be-
yond that level are paid by the State. Total allocations are $200 million in FY1998, $250 million
for ¥Y1999, $300 million for FY2000, $350 million for FY2001, and $450 million for FY2002.
Assistance under the QI-1 and QI-2 programs is available for the period January 1, 1998 to
December 21, 2002,

4For more detailed information on Qualified Medicare Beneficiaries, see: CRS Report No.
RL30147, Medicare: Prescription Drug Coverage for Beneficiaries and CRS Report No. 95-854,
Qualified Medicare Beneficiary Program, both authored by Jennifer O’Sullivan.

5Shortchanged: Billions Withheld From Medicare Beneficiaries. Families U.S.A. Foundation,
July 1998. #98-103.
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ownership in assets and income can be transferred to the commu-
nity spouse.

Treatment of Resources.—The spousal impoverishment resource
eligibility rules require States under their Medicaid programs to
use a specific method of counting a couple’s resources in initial eli-
gibility determinations. Under these rules, States must assess a
couple’s combined countable resources, when requested by either
spouse, at the beginning of a continuous period of institutionaliza-
tion, defined as at least 30 consecutive days of care. HCFA’s guid-
ance on implementing spousal impoverishment law requires that
nursing homes advise people entering nursing homes and their
families that resource assessments are available upon request. The
couple’s home, household goods, personal effects, and certain bur-
ial-related expenses are excluded from countable resources; how-
ever, States are required to recover from the nursing home resi-
dent’s estate, following the death of both the resident and commu-
nity spouse, amounts paid by Medicaid on behalf the of the recipi-
ent.

From the combined resources, an amount is required to be pro-
tected for the spouse remaining in the community. This amount is
the greater of an amount equal to one-half of the couple’s resources
at the time the institutionalized spouse entered the nursing home,
up to a maximum $81,960 as of January 1999, or the State stand-
ard. As of January 1999, Medicaid law requires the State resource
standard to be no lower than $16,392 and no greater than $81,960.
These amounts are adjusted each year to reflect increases in the
Consumer Price Index (CPI). When the community spouse’s half of
the couple’s combined resources is less than the State standard, the
institutionalized spouse transfers resources to the community
spouse to bring that spouse up to the State standard. In other
cases, the community spouse may be required to apply resources to
. the nursing home spouse’s cost of care.

Spousal Impoverishment Post-Eligibility Rules.—Spousal impov-
erishment law also established new post-eligibility rules for deter-
mining how much of the nursing home spouse’s income must be ap-
plied to the cost of care. The rules require that States recognize a
minimum maintenance needs allowance for the living expenses of
the community spouse. As of 1999, the minimum is $1,383 per
month. States may set the maintenance needs minimum allowance
as high as $2,049 per month in 1999. These amounts may be in-
creased, depending on the amount of the community spouse’s ac-
tual shelter costs and whether minor or dependent adult children
or certain other persons are living with the community spouse.
Both of these minimum and maximum amounts are adjusted to re-
flect increase in the CPI. To the extent that income of the commu-
nity spouse does not meet the State’s maintenance need standard
and the institutionalized spouse wishes to make part of his or her
income available to the community spouse, the nursing home
spouse may supplement the income of the community spouse to
bring that spouse up to the State standard.
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(E) PERSONAL NEEDS ALLOWANCE FOR MEDICAID NURSING HOME
RESIDENTS

Medicaid law allows nursing home residents to retain a small
portion of their income for personal needs. This personal needs al-
lowance (PNA) covers each month a wide range of expenses not

aid for by Medicaid. On July 1, 1988, the PNA was increased from
g25 to $30 per month. States have the option to supplement this
payment. As of September 1996, 26 States did ranging from $34 in
Colorado to $75 in Alaska. Prior to this, the PNA had not been in-
creased—or adjusted for inflation—since Congress first authorized

ayment in 1972. As a result, the $25 PNA was worth less than
¥10 in 1972 dollars. There is no provision for a cost-of-living adjust-
ment (COLA) in the PNA, even though non institutionalized recipi-
ents of Social Security and SSI benefits have received annual
COLAs to their benefits since 1974.

For impoverished nursing home residents, the PNA represents
the extent of their ability to purchase basic necessities like tooth-
paste and shampoo, eyeglasses, clothing laundry, newspapers, and
phone calls. In addition to personal needs, many nursing home
residents may have medical needs that are not covered by State
Medicaid programs. Although the PNA is not intended to cover
medical items, these residents may have to save their PNA’s over
many months to pay for costs for items such as hearing aids and
dentures.

If a nursing resident enters a hospital, a daily fee must be paid
to the nursing facility to reserve a bed for her return. PNA funds
are often used for this payment. A number of Medicaid programs
will make payments to reserve a bed for a predetermined amount
of days for hospitalization or “therapeutic leave”—such as a home
visit, or vacation days—and all other absent days are considered
noncovered expenses. When a resident cannot pay this fee, he/she
is likely to lose their place in the nursing home. Those Medicaid
plans that don’t make payments will not guarantee the nursing
home resident a bed to come back to. As a result of this and var-
1ous other expenses not covered by many Medicaid programs, many
advocates of the Nation’s nursing home residents believe the $30
PNA is inadequate to meet the needs of most residents.

(F) 1915(C) WAIVER PROGRAM

Prior to 1981, Federal regulations limited Medicaid home care
services to the traditional acute care model. To counter the institu-
tional bias of Federal long-term care spending, Congress in 1981
enacted new authority to waive certain Medicaid requirements to
allow States to broaden coverage for a range of community-based
services and to receive Federal reimbursement for these services.
Specifically, Section 2176 of the Omnibus Budget Reconciliation Act
of 1981 authorized the Secretary of the Department of Health and
Human Services to approve “Section 2176 waivers” for home and
community-based services—known as Medicaid Home and Commu-
nity-Based Services Waiver (HCBW)—for a targeted group of indi-
viduals who without such services, would require the level of care
provided in a hospital, nursing facility, or intermediate care facility
for the mentally retarded, or who are already in such a facility and
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need assistance returning to the community. These waivers are
also called “1915(c) waivers.” The target population may include
the aged, the disabled, the mentally retarded, the chronically men-
tally ill, persons with AIDS, or any other population defined by the
State as likely to need extended institutional care. Community-
based services under the waiver include case management, home-
maker/home health aide services, personal care services, adult day
care services, habilitation services, respite care, and other commu-
nity-based services.

While, typically, programs are not managed care plans in a strict
sense that they use capitation arrangements such as HMOs, they
often incorporate case management principles and occasionally use
service-bundled rates reimbursed under fee-for-service. States use
diverse models of care delivery, management and financing for
waiver programs. )

The number of waivers and expenditures under them continue to
grow dramatically, despite a lack of documentation on the effects
of these waivers on cost, quality of care, or quality of life. According
to HCFA, in FY1998, total expenditures for HCBW was $9.1 bil-
lion. The Federal share was $5.12 billion. The total number of oper-
ating waivers was 249. There are no accurate estimates for the
number of individuals receiving services through these waivers$
(though in 1996 an estimated 250,000 individuals were served). A
high proportion of expenditures are directed toward services for the
mentally retarded and developmentally disabled (nearly % of all
those served). State Medicaid agencies must assure HCFA that, on
average, the cost of providing home and community-based services
does not exceed the cost of institutional care.

(G) PRESCRIPTION DRUG COVERAGE UNDER MEDICAID

(1) Data on Medicaid Prescription Drug Expenditures

Medicaid is the largest outpatient prescription drug program in
the United States. Outpatient prescription drugs are provided to
Medicaid recipients as part of their comprehensive health and med-
ical package under the program.

The Federal share of expenditures for Medicaid prescription
drugs was a little over $7.1 billion in 19977 and nearly 21 million
Medicaid recipients received prescription drugs under the Medicaid
program in FY1997.8 The average Medicaid prescription cost in
1997 ranged from $28.82 in Alabama to $47.17 in Alaska. The av-
erage annual Medicaid drug payment per recipient for prescription
drugs was $571 in 1997.

(2) Medicaid Drug Rebate Program

Created by the Omnibus Budget Reconciliation Act (OBRA) of
1990, the Medicaid Drug Rebate Program requires a drug manufac-
turer to enter into and have in effect a national rebate agreement
with the Secretary of the Department of Health and Human Serv-
ices for States to receive Federal funding for outpatient drugs dis-

6 As per phone conversion with Larry Cutler, HCFA, with Rachel Kelly at CRS.
7 As per phone conversation with Miles McDermott, HCFA.
8 Phone conversation with Tony Parker, HCFA.
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pensed to Medicaid patients. The drug rebate program is adminis-
tered by HCFA’s Center for Medicaid and State Operations
(CMSO). All 50 States and the District of Columbia cover drugs
under the Medicaid program.

As of January 1, 1996, the rebate for covered outpatient drugs
is as follows:

Innovator Drugs—the larger of 15.1 percent of the Average
Manufacturer’s Price (AMP) per unit or the difference between
the AMP and the manufacturer’s best price per unit and ad-
justed by the CPI-U based on launch date (fall of 1990) and
current quarter AMP.

Non-innovator Drugs—11 percent of the AMP per unit.

The best price is the lowest price offered to any other customer,
excluding Federal Supply Schedule prices, prices to State pharma-
ceutical assistance programs, and prices that are nominal in
amount, and includes all discounts and rebates. Reimbursement for
generic drugs requires a rebate of 11 percent of each product’s
AMP. Medicaid managed care plans arrange their own discounts
with manufacturers and rebates are not required.?

(4) Medicaid Drug Use Review Program

The Medicaid Drug Utilization Review (DUR) Program was cre-
ated by the Omnibus Budget Reconciliation Act of 1990. The main
emphasis of the program is to promote patient safety by an in-
creased review and awareness of outpatient prescribed drugs.
States were encouraged by enhanced Federal funding to design and
install point-of-sale electronic claims management systems that
interface with their Medicaid Management Information System
(MMIS) operations (the mechanized claims processing and informa-
tion retrieval system which States are required to have, unless
waived by the Secretary). The annual report requirement provides
an excellent measurement tool to assess how well States have im-
plemented the DUR program and the effect DUR has had on pa-
tient safety, provider prescribing habits and dollars saved by avoid-
ance of -proglems such as drug-drug interactions, drug-disease
interactions, therapeutic duplication and over-prescribing by pro-
viders. It is the intent of HCFA to summarize tﬁe annual State re-

orts and make them available to the public via electronic media.

e first reports reviewed were for FY1994. Subsequent yearly re-
ports will be added as they become available.

(6) State-Based Pharmaceutical Assistance programs for Older
Americans

To assist low-income elderly who are ineligible for Medicaid’s
outpatient prescription drug benefits, 14 States have pharma-
ceutical assistance programs (PAPs) for the elderly. These States
are Connecticut, Delaware, Illinois, Maine, Maryland, Michigan,
Minnesota, New Jersey, New York, Pennsylvania, Rhode Island,
Vermont, and Wyoming. These State-financed programs assist the
elderly (and in some cases, the disabled) by subsidizing the cost of
their prescription drugs. Traditionally, these programs serve elder-

9%& Pharmaceutical Research and Manufacturers of America Foundation, 1998 Industry
Profile.
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ly patients who are poor, but have income levels that make them
ineligible to receive Medicaid. These programs offered subsidized
benefits to some 700,000 persons in 1997.

Funding sources for State PAPs include general revenues, State
lottery proceeds (Pennsylvania), and casino fund revenues (New
Jersey). States have experienced increasing costs for their pro-
grams and several have enacted their own rebate program.10

Nursing home quality

The Senate Aging Committee held a hearing in March 1999 on
nursing home enforcement and complaint investigations 11 continu-
ing the committee’s oversight of quality of care provided by nursing
homes. The hearing concluded that nursing home complaints must
be investigated promptly and thoroughly and enforcement must be
applied consistently. The General Accounting Office (GAO) released
two reports that day discussing the danger faced by nursing home
residents when complaint investigations aren’t followed through.

One report 12 indicated that nursing home compliance with Medi-
care and Medicaid standards had “serious deficiencies.” A common
pattern was that “HCFA would give notice to impose a sanction,
the home would correct its deficiencies, HCFA would rescind the
sanction, and a subsequent survey would find that the problems
had returned.” The second report determined that “Federal/State’s
practices for investigating complaints in nursing homes often are
not as effective as they should be” and that “serious complaints of
nursing home residents being harmed can remain uninvestigated
for weeks or months.” Although Federal funds finance over 70 per-
cent of complaint investigations nationwide, HCFA plays a minimal
role—leaving it largely to the States to decide which complaints
place residents in immediate jeopardy.13

An Office of the Inspector General’s (OIG) report14 found that
quality of care problems still persist. Problems included a lack of
supervision to prevent accidents, improper care for pressure sores,
and lack of proper care for activities of daily living. According to
the report, the OIG has excluded 668 nursing home workers from
participation in the Medicare/Medicaid programs as a result of con-
victions related to patient abuse or neglect and approximately 1
percent or more of nursing home residents have had an abuse expe-
rience serious enough to register a complaint.

In March 1999, the Clinton Administration took action to enforce
current standards for 1.6 million elderly and disabled Americans in
nearly 17,000 nursing homes. HCFA will strengthen complaint-in-
vestigation requirements because some State investigations have
lagged; HCFA will also launch a national education campaign in
the spring on how to identify, report, and stop neglect which will

10Sources: 1998 Industry Profile report issued by the Pharmaceutical Research and Manufac-
turers Of America Foundation; and State Pharmacy Assistance Programs, AARP Public Policy
Institute #9905. Apr. 1999.

11Residents at Risk? Weaknesses Persist in Nursing Home Complaint Investigation and En-
forcement, March 22, 1999. Special Committee on Aging.

12Nursing Homes: Additional Steps Needed to Strengthen Enforcement of Federal Quality
Standards. GAO/HEHS 99-46, Mar. 1999.

13Nursing Homes: Complaint Investigation Processes Often Inadequate to Protect Residents,
GAO/HEH-99-80, March 1999.

14 Brown, June Gibbs. Department of Health and Human Services. Office of Inspector General.
Quality of Care in Nursing Homes: An Overview. Mar. 1999.
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also enable Americans to more easily obtain and review that infor-
mation and also help them make educated decisions about nursing
homes. The Administration has legislative proposals to require
nursing homes to conduct criminal background checks of employ-
ees; to establish a national registry of workers who have been con-
victed of abusing residents; and to allow more types of nursing
home workers with proper training to help residents eat and drink
during mealtimes.

Asset transfer

Under the Medicaid transfer of assets provisions, States must
deny eligibility to persons who need various long-term care services
when they dispose of their assets for less than fair market value
in order-to qualify for Medicaid. These provisions apply when as-
sets are transferred by individuals in long-term care facilities or re-
ceiving home and community-based waiver services, or by their
spouses, or someone else acting on their behalf.

States must “look back” to find transfers of assets for 36 months
prior to the date the individual is institutionalized or, if later, the
date he or she applies for Medicaid. For certain trusts, this look-
back period extends to 60 months. s

If a transfer of assets for less than fair market value is found,
the State must withhold payment for nursing facility care (and cer-
tain other long term care services) for a period of time referred to
as the “penalty period.” The length of the penalty period is deter-
mined by dividing the value of the transferred asset by the average
monthly private-pay rate for nursing facility care in the State. For
example: A transferred asset worth $90,000, divided by a $3,000
average monthly private-pay rate, results in a 30-month penalty
period. There is no limit to the length of the penalty period.

For certain types of transfers, these penalties are not applied.
The principal exceptions are: transfers to a spouse, or to a third
party for the sole benefit of the spouse, transfers by a spouse to a
third party for the sole benefit of the spouse, transfers to certain
disabled individuals, or to trusts established for those individuals,
transfers for a purpose other than to qualify for Medicaid, and
transfers where imposing a penalty would cause undue hardship.

Estate recovery provision

The estate recovery law requires States to claim a portion of the
estates belonging to certain Medicaid recipients in order to recover
funds Medicaid paid for the recipient’s health care. Beneficiaries
are notified of the Medicaid estate recovery program during their
initial application for Medicaid eligibility and their annual redeter-
mination process. Individuals in medical facilities (who do not re-
turn home) are sent a notice of action by their county Department
of Social Services informing them of any intent to place a lien/claim
on their real property. The notice also informs them of their appeal
rights. Estate recovery procedures are initiated after the bene-
ficiary’s death.

In addition, for individuals age 55 or older, States are required
to seek recovery of payments from the individual’s estate for nurs-
ing facility services, home and community-based services, and re-
lated hospital and prescription drug services. States have the op-
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tion of recovering payments for all other Medicaid services provided
to these individuals. In addition, States that had State plans ap-
proved after May 14, 1993 that disregarded assets or resources of
persons with long-term care insurance policies must recover all
Medicaid costs for nursing facility and other long- term care serv-
ices from the estates of persons who had such policies. California,
Connecticut, Indiana, Iowa, and New York are not required to seek
adjustment or recovery from the estates of persons who had long-
term care insurance policies. These States had State plans ap-
proved as of May 14, 1993 and are exempt from seeking recovery
from individuals with long-term care insurance policies. For all
other individuals, these States are required to comply with the es-
tate recovery provisions as specified above. States are also required
to establish procedures, under standards specified by the Secretary
for waiving estate recovery when recovery would cause an undue
hardship.

2. MEDICARE
(A) INTRODUCTION

The Medicare program, which insures almost 98 percent of all
older Americans without regard to income or assets, primarily pro-
vides acute care coverage for those age 65 and older, particularly
hospital and surgical care and accompanying periods of recovery.
Medicare does not cover either long-term or custodial care. How-
ever, it does cover care in a skilled nursing facility (SNF), home
health care, and hospice care in certain circumstances.

(B) THE SKILLED NURSING FACILITY BENEFIT

In order to receive reimbursement under the Medicare SNF ben-
efit, which is financed under Part A of the Medicare program, a
beneficiary must be in need of daily skilled nursing care and reha-
bilitation services following a hospitalization. The program does not
cover custodial care.

The SNF benefit is tied to a “spell of illness” which begins when
a beneficiary enters the hospital and ends when he or she has not
been an inpatient of a hospital or SNF for 60 consecutive days. To
qualify for the SNF benefit, a beneficiary must have been an inpa-
tient of a hospital for at least three consecutive days and must be
transferred to a SNF usually within 30 days of discharge from the
hospital. The beneficiary is entitled to 100 days of SNF care per
spell of illness. Days 21-100 are subject to a daily coinsurance
charge equal to one-eighth of the hospital deductible ($96.00 in
1999).

The SNF benefit has become one of Medicare's fastest growing
benefits. Growth in spending can be explained largely by an in-
creasing number of persons qualifying for the benefit and increases
in reimbursements per day of care. The number of persons receiv-
ing SNF care increased from 384,000 in 1988 to 1,630,000 in 1998,
an average annual growth rate of 16 percent. Reimbursements per
day of covered care increased from $87 in 1988 to $262 in 1998, an
increase on average of 12 percent. The average number of days per
person served increased from about 28 days in 1988 to 32 days in
1998.
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Prior to passage of the Balanced Budget Act of 1997 (BBA 97,
P.L. 105-33), Medicare reimbursed the great bulk of SNF care on
a retrospective cost-based basis. This meant that SNFs were paid
after services were delivered for the reasonable costs (as defined by
the program) they had incurred for the care they provided. BBA 97
required a 3-year phase-in of a prospective payment system (PPS)
for SNFs, beginning July 1, 1998. Prospective payment involves
setting a rate for a specific amount of services before the service
is provided. Because SNFs would know in advance what payments
they could expect and would have to keep their costs within these
limits or incur losses, prospective payment is expected to improve
provider efficiency.

The PPS established by BBA 97 incorporates the costs of all cov-
ered service categories: (1) routine services costs that include nurs-
ing, room and board, administration, and other overhead; (2) ancil-
lary services, such as physical and occupational therapy and speech
language pathology, laboratory services, drugs, supplies and other
equipment; and (3) capital-related costs. It does not cover costs as-
sociated with approved educational activities. Covered services also
includes services provided to SNF residents during a Part A-cov-
ered stay for which payment previously had been made under Part
B (excluding physician services, certain non-physician practitioner
services, and certain services related to dialysis).

BBA 97 provided the basis for establishing a per diem federal
payment rate which includes adjustments for case-mix and geo-
graphic variations in wages. A transition period covering three cost
reporting periods was established to phase in the PPS.

In addition, BBA 97 included requirements for reimbursing the
SNF for covered Part B services provided to beneficiaries who are
residing in SNFs but who are no longer eligible for coverage under
Part A. Under this requirement, known as “consolidated billing,”
the SNF bills Medicare for all items and services received by its
residents, regardless of whether the item or service was furnished
by the facility, by others under arrangement, or under any other
contracting or consulting arrangement. Payments for Part B serv-
ices are based on existing fee schedules. On May 12, 1998, the
Health Care Financing Administration issued final interim regula-
tions establishing the PPS and consolidated billing.15

(C) THE HOME HEALTH BENEFIT

Both Part A and Part B of the Medicare program cover home
health services for persons who need skilled nursing care on an
intermittent basis or physical therapy or speech therapy.

Persons must be homebound and under the care of a physician
who establishes and periodically reviews a plan of care for the pa-
tient. Medicare’s home health benefit is intended to serve bene-
ficiaries needing acute medical care that must be provided by
skilled health care personnel, and was never intended to cover non-
medical supportive or personal care assistance needed by chron-
ically impaired persons. If beneficiaries meet the required eligi-
bility criteria, they become entitled to an unlimited number of

15For SNFs which have not begun the transition to PPS, consolidated billing has been post-
poned for those beneficiaries whose services are not covered under Part A.
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home health visits, which are not subject to deductibles or coinsur-
ance.
_ Home health services covered under Medicare include the follow-
ing:
e Part time or intermittent nursing care provided by, or
under the supervision of, a registered professional nurse;
e Physical, occupational, or speech-language pathology serv-

ices;

o Medical social services provided under the direction of a
physician;

e Medical supplies and equipment (other than drugs and
medicines);

¢ Medical services provided by an intern or resident enrolled
in a teaching program in a hospital affiliated or under contract
with a home health agency; and

e Part time or intermittent services provided by a home
health aide who has successfully completed a training program
approved by the Secretary of HHS.

The home health benefit has been one of Medicare’s fastest grow-
ing benefit. Most of the growth can be attributed to an increasing
volume of services covered under the program, as measured by in-
creases in the numbers of users as well as the number of covered
visits per user. The number of persons receiving coverage increased
from 1,582,000 in 1988 to 3,865,000 in 1997, an average annual
growth rate of 10 percent. The average number of visits per person
served increased from 23 in 1988 to 72 in 1997, an increase of 14
percent per year. In addition, a large portion of growth in volume
of home health visits can be attributed to heavy users: by FY 1996,
home health users with more than 100 visits had grown to 21 per-
cent of all users, up from 4 percent in 1988. Increasing costs for
home health services have accounted for comparatively little of the
growth in spending. Payments per visit increased at an average an-
nual rate of 1.5 percent between 1988 and 1997.

Prior to enactment of the Balanced Budget Act of 1997 (BBA 97),
Medicare reimbursed home health agencies on a retrospective cost-
based basis. In an effort to control the growth of the benefit, BBA
97 provided for the establishment of a prospective payment system
(PPS) for home health services to begin October 1, 1999. This date
was subsequently delayed by one year by the FY 1999 omnibus ap-
propriations act. For the new system, the Secretary of HHS will
consider an appropriate unit of service and the number, type, and
duration of visits provided within that unit, potential changes in
the mix of services provided within that unit and their cost, and
a general system design that provides for continued access to qual-
ity services.

Prior to implementation of the PPS, BBA 97 mandated that
home health agencies be paid under an interim payment system
(IPS). Under BBA 97, agencies will be paid the lesser of (1) their
actual costs; (2) per-visit limits; or (3) a new blended agency-spe-
cific per-beneficiary annual limit. In January and March, 1998, the
Health Care Financing Administration issued the first of its notices
containing the per-visit and per-beneficiary limits for FY 1998. The
FY 1999 omnibus appropriations act made adjustments to the
funding formulas established by BBA 97.
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(D) THE HOSPICE BENEFIT

Medicare also covers a range of home care services for terminally
ill beneficiaries. These services, authorized in 1982 and referred to
as Medicare’s hospice benefit, are available to beneficiaries with a
life expectancy of 6 months or less. Although a small portion of
total Medicare outlays (approximately 1 percent in 1996), the bene-
fit has grown in recent years. The number of Medicare-certified
hospices has increased from 553 in 1988 to 2,154 in 1996. Medicare
outlays for hospices has increased from $118.4 million in 1988 to
$1.8 billion in 1995. Medicare beneficiaries receiving hospice serv-
ices has increased from 40,356 in 1988 to 302,608 in 1995.

Hospice care benefits include nursing care, outpatient drugs,
therapy services, medical social services, home health aide services,
physician services, counseling, and short term inpatient care, and
any other item or service that is specified in the hospice plan for
which Medicare payment may otherwise be made. Hospice services
that are not necessary for the alleviation or management of termi-
nal illness are not covered. The beneficiary must give up the right
to have Medicare pay for any other Medicare services that are re-
lated to the treatment of the terminal condition. However, the cus-
todial care and personal comfort items which are excluded from
other Medicare services are included in the hospice benefit.

Beneficiaries may elect to receive hospice benefits for two 90-day
periods, followed by an unlimited number of 60-day periods. A ben-
eficiary may revoke a hospice care election before a period ends and
thus become eligible for regular Medicare benefits. After having re-
voked an election, a beneficiary is free to re-elect hospice care.

Payments to providers for covered services are subject to a cap
for each beneficiary served, which was $14,788 for the period No-
vember 1, 1997, through October 31, 1998. Enrollees are liable for
limited copayments for outpatient drugs and respite care.

3. SociAL SERVICES BLOCK GRANT

Title XX of the Social Security Act authorizes reimbursement to
states for social services, distributed through the Social Services
Block Grant (SSBG). Among other goals, the SSBG is designed to
prevent or reduce inappropriate institutional care by providing for
community-based care, and to secure referral or admission for in-
stitutional care when other forms of care are inappropriate.

Although the SSBG is the major social services program sup-
ported by the federal government, its ability to support the long-
term care population is limited. Because it provides a variety of so-
cial services to a diverse population, the Title XX program has com-
peting demands and can only provide a limited amount of care to
the older population.

States receive allotments of SSBG funds on the basis of their
population, within a Federal expenditure ceiling. Because there are
no requirements on the use of funds, States decide how to use their
funds to respond to the social services needs of the eligible popu-
lation.

National data on the use of SSBG funds are scarce. States have
been required to submit pre-expenditure reports to HHS on their
planned use of funds, but these reports are not prepared in a uni-
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form format and do not indicate the states’ actual use of funds. In
the Family Support Act of 1988 (P.L. 100—485), Congress required
more detailed post-expenditure reports from states. An analysis of
the state expenditure reports for FY1996 by the Congressional Re-
search Service (CRS) showed that of the states’ FY1996 funds of
$2.4 billion, 11 percent was spent for home-based services for both
adults and children, 7.9 percent for special services for the dis-
abled, 1.6 percent was spent for adult day care services, and 0.6
percent was spent for home-delivered meals. Of the many services
supported by the SSBG, the largest spending categories is for child
day care (15 percent of FY1996 funds). Older persons with long-
term care needs must compete with other eligible population
groups for SSBG services.

Beginning in FY1996, funding for the SSBG was reduced from its
peak amount of $2.8 billion (which was the funding level for fiscal
years 1989-1995). Funding for fiscal year 1996 was $2.4 billion; fis-
cal year 1997, $2.5 billion; fiscal year 1998, $2.3 billion; and fiscal
1999, $1.9 billion. Annual funds for the SSBG will be permanently
set at $1.7 billion, beginning in FY2001 under provisions of the
Transportation Equity Act (P.L. 105-178 enacted on June 9, 1998.

C. SPECIAL ISSUES

1. SYSTEM VARIATIONS AND ACCESS ISSUES

One of the key issues in long-term care is the variation in the
way States have chosen to structure their systems. Because long-
term care has traditionally been a State, rather than a Federal
issue, States have developed widely varying systems. This diversity
can be a strength. The case can be made that the same system
would not work in each State. Indeed, within a single State, the
same system will not necessarily work in each community. Another
recurring theme in long-term care policy is the fragmentation cre-
ated by the multitude of funding streams. Several Federal pro-
grams contribute to long-term care. These programs have differing
eligibility requirements and the agencies that administer them
have historical relationships with different agencies at the local
level. There are also many State programs for long-term care, some
of which work hand-in-hand with Federal programs and some of
which are special State-only programs. Finally, communities differ
widely in the extent to which local governments and private foun-
dations or philanthropies help finance long-term care services.

The above-listed characteristics of the long-term care system can
work together to create, at best, a situation where services are
well-coordinated to meet each client’s needs, and at worst, a situa-
tion of fragmentation and inconsistency that make it difficult to ac-
cess services. Especially in the community-based services arena, it
is important to maintain and improve access so that older people
with chronic impairment receive the services they need in the set-
ting they prefer (such as their own homes) so that institutionaliza-
tion, often undesirable and costly, can be avoided.
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2. THE ROLE OF CASE MANAGEMENT

Case management, also called care management, generally refers
to ways of matching services to an individual’s needs. In the con-
text of long-term care, case management generally includes the fol-
lowing components: screening and assessment to determine an in-
dividual’s eligibility and need for a given service or program; devel-
opment of a plan of care specifying the types and amounts of care
to be provided; authorization and arrangement for delivery of serv-
ices; and monitoring and reassessment of the need for services on
a periodic basis.

Some State and local agencies have incorporated case manage-
ment as a basis part of their long-term care systems development.
The availability of Medicaid funds under the home and community-
based wavier programs has spurred the development of case man-
agement services, but other sources of funds have been used by
States to develop case management systems, including State-only
funds, SSBG, and the OAA.

Case management is carried out in a wide variety of ways. Orga-
nizational arrangements may range from centralized systems to
those in which some case management functions are conducted by
different agencies. Case management may be provided by many
community organizations, including home health agencies, area
agencies on aging, and other social service or health agencies. In
some cases where statewide long-term care systems have been de-
veloped, one agency at the community level has been designated to
perform case management functions, thereby establishing a single
point of access to long-term care services.

Case management has received a great deal of attention in re-
cent years as a partial solution to the problem of coordination of
long-term care services, particularly in community settings. In com-
munities where an older person might have to contact three dif-
ferent agencies, with differing eligibility criteria for providing serv-
ices, it is easy to see how a case manager’s services can be needed
to help an individual negotiate their way through the system.

Case management is also important as a way of accomplishing
the policy aim of targeting services to those most in need. In cases
where a State has established a case management system to co-
ordinate entry into the long-term care system, it is much easier to
ensure that limited services are provided to those most in need,
and that clients have the services that best meet their individual
needs.

There are three basic models for case management, referred to
as the service management, broker, and managed care models. In
the service management model, the one most often used by States,
the case management agency has the authority to allocate services
to individuals, but is not at financial risk. In the broker model,
case managers help clients identify their service needs and assist
in arranging services, but do not have authority over the actual
services. The managed care model uses a risk-based financing sys-
tem to allocate funds to the case management agency based on the
anticipated number of eligible clients who will seek assistance, and
the amount of money necessary to meet their needs.
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Because of the fragmented nature of our long-term care system,
it is likely that the importance of case management will continue
to increase as Congress approaches health care reform.

3. PRIVATE LONG-TERM CARE INSURANCE

Long-term care insurance is rapidly growing market. Almost 5
million long-term care insurance policies were sold by 1996, as re-
ported by Health Insurance Association of America (HIAA). This is
almost a six-fold increase over the 800 hundred thousand policies
sold by 1987.16¢ In one year alone from 1995 to 1996 the number
of policies sold increasec{ by more than 600,000. From 1987 to 1996,
the zi\;erage annual rate of increase in policies sold was 22 per-
cent.

Although growth has been considerable in a short period of time,
the private insurance industry has approached this market with
caution. Insurers have been concerned about the potential for ad-
verse selection for this product, where only those people who are
likely to need care actually buy insurance. In addition, they point
to the problem of induced demand for services that can be expected
to be generated by the availability of new long-term care insurance.
With induced demand, individuals decide to use more services than
they otherwise would because they have insurance and/or will shift
from nonpaid to paid providers for their care. In addition, insurers
are concerned that, given the nature of many chronic conditions,
people who need long-term care will need it for the remainder of
their lives, resulting in an open-ended liability for the insurance
company.

As a result of these risks, insurers have designed policies that
limit their liability for paying claims. Policies are medically under-
written to exclude persons with certain conditions or illnesses. In
addition, most plans provide indemnity benefits that pay only a
fixed amount for each day of covered service. If these amounts are
not updated for inflation, the protection offered by the policy can
be significantly eroded by the time a person actually needs care.
Today, policies generally offer some form of inflation adjustment,
but only with significant increases in premium costs. HIAA reports
that in 1996 the average annual base premium for leading long-
term care insurers was $364 for persons at age 50, $980 for per-
sons at age 65, and $3,907 for persons at age 79. The premium
amounts increased rather substantially when inflation protection
(of 5 percent) was added. Premiums increased to $802, $1,829, and
$5,592, respectively.1® These premiums assume $100/$50 for nurs-
ing home/home health coverage, 4 years of coverage, and a 20-day
waiting period for benefits.

These design features of long-term care insurance have raised
issues about the quality of coverage offered purchasers of policies.
The insurance industry has responded to these concerns by offering
new products that have provided broadened coverage and fewer re-
strictions. In addition, the National Association of Insurance Com-

16This is a cumulative total of policies sold; fewer persons would be covered, due to failure
to gay premiums because of death, a change in income, a decision not to continue coverage, etc.

17Health Insurance Association of America (HIAA). Long-Term Care Insurance in 1996, by
Susan Coronel. September 1998. Washington, DC p. 13.

181bid., p. 28.
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missioners (NAIC) has established a model act and regulations for
long-term care insurance products sold within their jurisdictions.
Although all states have adopted at least some portion of these
standards to protect purchasers of policies, adherence to all aspects
of the NAIC model varies widely. The Health Insurance Portability
and Accountability Act of 1996 (P.L. 104-191) required long-term
care policies to meet many of the standards specified in the NAIC
model act and regulations, in order to receive favorable tax treat-
ment. The HIAA analysis reports that 42 states are at least 60 per-
cent compliant with HIPAA requirements.19

One of the key issues in expansion of the long-term care insur-
ance market is affordability of the policies. As indicated above, pre-
miums tend to be high especially when the policy includes an infla-
tion adjustment. Many elderly people cannot afford these pre-
miums. It is for this reason that some argued against tax code
clarifications for long-term care insurance; they believe the clari-
fications would end up providing tax breaks to wealthy people who
would probably buy coverage anyway.

The insurance industry believes that affordability of premiums
can be greatly enhanced if the pool of those to whom policies are
sold is expanded. The industry has argued that the greatest poten-
tial for expanding the pool and reducing premiums lies with em-
ployer-based group coverage. Premiums should be lower in em-
{xloyer-based group coverage because younger age groups with
ower levels of risk of needing long-term care would be included, al-
lowing insurance companies to build up reserves to cover future
payments of benefits. In addition, group coverage has lower admin-
istrative expenses. HIAA reports that average premiums of the
leading insurers have been decreasing over time; the average pre-
mium in 1996 decreased by, on average, 5 percent compared to
1995 premium rates. Competition and market experience have
tended to keep premiums relatively stable.20

According to HIAA, employer-based activity has increased stead-
ily over the years. By 1996, over 650,000 policies had been sold by
1,532 employers. Most of these plans require employees to pay all
the costs of the premiums. In addition, the number of long-term
care riders that permit conversion of at least some portion of life
insurance policies to long-term care benefits has grown from 1,300
policies in 1988 to 340,000 in 1996.

But just how broad-based employer interest is in a new long-
term care benefit is unclear. Many employers currently face large
unfunded liabilities for retiree pension and health benefits. Em-
ployers are also concerned about benefit costs for their labor force.
The majority of employers sponsoring plans require that the em-
ployee pay the full premium cost of coverage.

191Tbid., p. 7.
20]bid., p. 6.



Chapter 10

HEALTH BENEFITS FOR RETIREES OF
PRIVATE SECTOR EMPLOYERS

A. BACKGROUND

Employer-based retiree health benefits were originally offered in
the late 1940s and 1950s as part of collective bargaining agree-
ments. Costs were relatively low and there were few retirees com-
pared to the number of active workers. Following the enactment of
Medicare in the mid-1960’s, the prevalence of employer-sponsored
retiree health benefit packages increased dramatically. Employers
could offer health benefits to their retirees with the assurance that
the federal government would pay for many of the medical costs in-
curred by company retirees age 65 and older. Retiree health bene-
fits were often included in large private employer plans and were
a major source of Medicare supplemental insurance for retirees.

In the late 1980s, however, retiree health benefits became more

expensive for employers due to rising health care costs and chang-
ing demographics of the work force. The United States saw double-
digit health care inflation and as employees retired earlier, employ-
ers experienced higher retiree-to-active worker ratios. Older Ameri-
cans approaching or at retirement age consumed a higher level of
medical services, and as a result, their health care was more ex-
pensive. With the increase in liability for héalth care costs, employ-
ers began to drop health care coverage for retirees.
" As more workers and retirees moved into managed care and em-
ployers took other cost savings measures, health benefit costs expe-
rienced a period of almost flat growth from 1993 to 1997. The de-
cline in access to retiree health care benefits and participation by
retirees, continued, however, as employment shifted from manufac-
turing to service industries which are less likely to offer health in-
surance. According to the Mercer/Foster Higgins National Survey of
Employer-Sponsored Health Plans, the percentage of large employ-
ers (500+ employees) that provide health coverage to retirees 65 or
over has fallen from 40 percent in 1993 to 30 percent in 1998. For
early retirees, not yet eligible for Medicare, coverage declined from
46 percent in 1993 to 36 percent in 1998. Also, the Department of
Labor reported that fewer retirees were electing coverage when it
is offered by employers because of the increased costs they are ex-
pected to share.

According to the GAO and the Employee Benefits Research Insti-
tute, other factors in the 1990s that may have contributed to em-
ployer decisions to modify or even eliminate retiree health benefits
include downsizing, corporate takeovers, increased competitive
pressures and the declining bargaining power of labor. Employers
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have also become more conscious of retiree health plan costs since
financial accounting standards, known as FAS106, began requiring
r(}e‘cognition of post retirement benefit liabilities on their balance
sheets.

In 1998, while fewer large employers are totally eliminating their
retiree health benefit plans, a vast majority of companies have
made numerous modifications to their retiree health benefits pro-
grams in an effort to reduce their overall liability for health care
costs. Employers are asking retirees to pay an increasingly large
share of the cost of coverage. According to the Mercer/Foster Hig-
gins Survey, 41 percent of employers paid the full cost of premiums
for early retirees in 1993, but only 36 percent covered the total
amount in 1998. Additional cost-control measures include providing
a fixed (defined) employer contribution toward the cost of retiree
health insurance instead of paying the premiums for whatever plan
coverage an employee has chosen; placing lower limits on total life-
time health care costs; changing age and length of service require-
ments for eligibility; and offering a Medicare-risk plan to their
Medicare- eligible retirees.

Some of these curtailments have prompted class-action law suits
from retirees who would face higher costs and restrictions on pro-
viders or who would have to obtain and pay for individual insur-
ance policies. In order to aveoid court challenges over benefit
changes, almost all employers now explicitly reserve the right in
plan documents to modify those benefits. Because of fear of litiga-
tion as well as ethical and public relations concerns, firms are also
more likely to modify or terminate benefits for future rather than
current retirees.

1. WHO RECEIVES RETIREE HEALTH BENEFITS?

Privately sponsored retiree health benefits are far from universal
and retirees are increasingly expected to share in the costs. Em-
ployer plans are nevertheless a major source of health coverage and
of significant value to many retirees. According to EBRI estimates
of the March 1998 Current Population Survey, about 36 percent of
early retirees (ages 55 to 64) have health benefits from prior em-
ployment, while about 20 percent have employment coverage
through another family member. Almost 38 percent have another
form of insurance such as private policies, veterans health care,
and Medicaid; and about 17 percent are uninsured. For those age
65 and over in 1997, 96 percent were covered by Medicare or Med-
icaid, with 35 percent also covered by health benefits from prior
employment. (Percentages totaled more than 100 percent as retir-
ees may have more than one source of health insurance coverage.)

Availability of retiree health benefits tends to increase with
workers’ income and size of firm. Government workers are more
likely to be covered than private-sector employees, though in some
industries (communications and utilities, for example) coverage is
more common. Retiree health benefits are least common in con-
struction, wholesale and retail trades, personal services, and agri-
culture, forestry, and fishing. Unionized employees are more likely
to have coverage than nonunionized, and full-time employees more
than part-time.
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The cost of purchasing an individual health care policy following
retirement is often prohibitive for many retirees who are not yet
eligible for Medicare. Average health care expenses of insured peo-
ple in their early 60s are twice those of people in their 40s; and
they are three times those of people in their early 20s. While em-
ployment-based insurance- spreads these costs over all workers in
the same plan, private non-group insurance premiums generally re-
flect the higher risk attributable to the policyholder’s age and
health status. It is not unusual for people in their late fifties and
early sixties without group coverage to face annual premiums of
$4,000 to $6,000. If they have not had recent insurance coverage,
in most states they could be charged more or even denied coverage.
For those 65 or older living on a %xed income, employer-based ben-
efits may help fill coverage gaps in Medicare, such as deductibles
and copayments or the lack of a prescription drug benefit.

2. DESIGN OF BENEFIT PLANS

Employers that provide coverage for retired employees and their
families in the company’s group health plan may adjust their plans
to take account of the benefits provided by Medicare once the re-
tiree is eligible for Medicare at age 65. (If the employee continues
to work once they are eligible for Medicare, the employer is re-
quired to offer them the same group health insurance coverage that
is available to other employees. If the employee accepts the cov-
erage, the employer plan is primary for the worker and/or spouse
who is over age 65 and Medicare becomes the secondary payer.)

When the Medicare program was first implemented, the most
poFu.lar method of integrating benefit payments with Medicare was
referred to as “standard coordination of benefits” (COB). The em-
ployer plan generally paid what Medicare did not pay and 100 per-
cent ofp the retiree’s health care costs were covered. COB led to
higher utilization of health care services, however, and a major
change gradually occurred in how plans integrate their benefit pay-
ments with Medicare.

Today, two out of three large employers use the “carveout” meth-
od in which retirees have the same medical coverage as active em-
ployees with the same out-of-pocket costs. The employer plan cal-
culates the retiree’s health benefit under regular formulas as
though Medicare did not exist and the Medicare payment is then
subtracted or “carved out”. A 1996 Hewitt Associates survey of
major U.S. employers found .that plan costs using the “carveout”
approach are 40 to 60 percent of the cost of a plan using the
“standard coordination of benefits” method.

In 1994, according to an earlier Foster Higgins Survey, 17 per-
cent of employers with more than 500 employees offered at least
one Medicare HMO plan to their Medicare-eligible retirees. Typi-
cally, enrollees in Medicare HMOs are provided with additional
services such as routine physicals, immunizations, and prescription
drug coverage not available through traditional Medicare. This may
not be an option, however, for retirees who travel extensively or
live for more than 90 days in an area not covered by the HMO.
Medicare HMO and other managed care options may also become
unavailable in areas as some HMOs choose to stop providing care
under Medicare risk contracts. The 1998 Mercer/Foster Higgins
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National Survey of Employer-Sponsored Health Plans indicated
that only 10 percent of employers with 500 or more employees of-
fered a Medicare managed care option in 1998.

3. RECOGNITION OF CORPORATE LIABILITY

Until 1985, companies were not required to disclose the existence
of retiree health plans or liabilities on financial statements or other
reporting forms subject to public scrutiny. In November 1984, the
Financial Accounting Standards Board (FASB), the independent,
nongovernmental authority that establishes accounting principles
and standards of reporting in the United States, adopted an in-
terim rule that required plan disclosure starting in 1985. Specifi-
cally, FASB required firms that provide retiree health benefits to
footnote certain information on their financial statements, includ-
ing descriptions of the benefits provided and the employee groups
covered, the methods of accounting and the funding policies for the
benefits, and the costs of the benefits for the period of the financial
statement.

In December 1990, FASB released final rules requiring corpora-
tions to report accrued as well as current expenses for retiree
health benefits. The accounting rules (known as FAS 106) initially
went into effect for publicly traded corporations with 500 or more
employees for fiscal years beginning after December 15, 1992. Be-
ginning in 1995, FAS 106 requirements became applicable to small-
er firms. A similar requirement known as GASB-26 became effec-
tive for state and local governments in June 1996. The requirement
does not apply to firms whose employees receive health benefits
through a Taft-Hartley plan which are union-organized and provide
health coverage under collectively bargained agreements.

While the new rules did not affect a company’s cash flow by re-
quiring employers to set aside funds to pay for future costs, it made
employers much more aware of the potential liability of retiree
health benefits. Investors are now able to determine whether a
company could fund its retiree health plan and still earn competi-
tive returns. Many companies cited FAS 106 as a reason for modi-
fying retiree health benefits, including the phasing out of such cov-
erage. Others have considered pre-funding retiree health benefits.

4. PRE-FUNDING

If a company could accumulate sufficient cash reserves that could
be set aside in a fund dedicated solely to paying retiree health care
costs, it would be able to finance the benefits out of the reserves
as obligations are incurred rather than out of its operating budget.
Such prefunding would also reduce the problem created by an unfa-
vorable ratio of active workers to retirees where the actives sub-
sidize the costs of the retirees through their premiums. Prefunding
is not, however, a universal solution, as companies operating on the
margins could not afford to put money aside.

The majority of retiree health benefit plans are funded on a pay-
as-you-go basis and represent large unfunded liabilities to employ-
ers. According to a 1997 study of 612 Fortune 1000 companies by
Watson Wyatt Worldwide, 83 percent of manufacturing companies
and 61 percent of service companies provided some form of health
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benefits for retirees. However, only 20 percent of the companies
prefund these postretirement benefits. And in 1997 those compa-
nies had funded only 25 percent of their accumulated obligations
of the retiree health benefits.

In contrast to the companies’ funding of pension plans, there is
no requirement that companies prefund retiree health benefits and
there is little financial incentive for them to do so. Currently, there
are two major tax vehicles for pre-funding retiree health benefits.
Provided requirements are met, 401(h) trusts and voluntary em-
ployees benefit association plans (VEBAs) allow employers to make
tax deductible contributions to health insurance benefits for retir-
ees, their spouses, and dependents and tax-deferred contributions
to retiree and disability benefits. Account income is tax exempt and
benefit payments are excludable from recipients’ gross income.

The Omnibus Budget Reconciliation Act of 1990 (P.L. 101-508)
permits employers to transfer without tax penalty their excess de-
fined benefit pension plan assets to 401(h) accounts for financing
retiree health benefits. P.L. 103-465 extended this provision
through December 31, 2000. However, statutory restrictions and
record-keeping requirements have limited the attractiveness of
401(h) plans. Employer contributions must be “subordinate” or “in-
cidental” to the retirement benefits paid by the employer pension
plan. This provision is interpreted to mean that employers are lim-
ited to contributing to the trust no more than 25 percent of the an-
nual total contributions to retiree benefits, including pension bene-
fits, a limit employers find too low to adequately fund liabilities for
retiree health and other benefits. Section 401(h) funds also cannot
be used to fund other costs in the pension plan.

VEBAs used to be the principal mechanism for prefunding re-
tiree benefits. The tax code treated VEBAs like qualified pension
plans, but imposed fewer restrictions on their use, thus providing
more opportunities for abuse. Congress was also concerned that tax
dollars being spent to fund retiree health and other employee bene-
fit programs were not of benefit to most taxpayers. Strict limits on
the use of VEBAs were included in the Deficit Reduction Act of
1984 (DEFRA) and, as a result, VEBAs lost much of their value as
a prefunding mechanism.

Under the 1984 Act, de