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FRINGE BENEFITS

THURSDAY, JULY 26, 1984

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,

COMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:31 a.m. in room SD-
215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding.

Present: Senators Dole, Packwood, Chafee, and Symms.
[The press release announcing the hearing, An Overview of the

Tax Treatment of Fringe Benefits by the Joint Committee on Tax-
ation, and Senator Dole's and Senator Chafee's statements follow:]

(Press release No. 84-148, June 4, 1984)

U.S. SENATE, COMMITTEE ON FINANCE, SUBCOMMITrEE ON TAXATION AND DEBT
MANAGEMENT, SD-219 DIRKSEN SENATE OFFICE BUILDING

FINANCE SUBCOMMIrrEE ON TAXATION AND DEBT MANAGEMENT SET-$ HEARING ON
FRINGE BENEFITS

Senator Bob Packwood, Chairman of the Subcommittee on Taxation and Debt
Management, announced today that hearings will be held on Thursday, July 26,
Friday, July 27 and Monday, July 30, 1984 on the issue of fringe benefits.

The hearings will begin at 9:30 each day in Room SD-215 of the Dirksen Senate
Office Bui!Jing.

Senator Pe.-kwood stated that "the purpose of the hearings is to develop a full,
fair hearing record on current fringe benefit topics." le wishes to schedule wit.
nesses with various viewpoints on tax policy issues surrounding fringe benefits in-
cluding:

(1) Should the tax law encourage employers to provide fringe benefits; and if so,
which benefits or services should be encouraged and what type and level of tax in-
centive is appropriate?

(2) What conditions or restrictions are appropriate on tax incentives to encourage
employers to provide fringe benefits?

(3) Are the existing rules concerning fringe benefits sufficient to ensure that all
employers benefit fairly from the tax incentives?

(4) Are the existing tax incentives for benefits such as health care, life insurance,
day care, educational assistance, and cafeteria plans effective in encouraging em-
ployers to provide these benefits to a broad cross section of employees at a lower
total cost than if the Government provided the benefits directly, if employers pro
vided the benefits on a taxable basis, or employees purchased these benefits on their
own?

(5) How will tax laws that encourage employers to provide fringe benefits affect
compensation planning?

(6) Will tax incentives for employer-provided fringe benefits affect potential em-
ployees' choice of employment?

(1)
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INTRODUCTION
N

The Subcommittee on Taxation and Debt Management of the
Senate Committee on Finance has scheduled public hearings on
July 26, 27, and 30, 1984, on the Federal tax treatment of fringe
benefits.

In the press release announcing the hearings, Subcommittee
Chairman Packwood stated that "the purpose of the hearings is to
develop a full, fair hearing record on current fringe benefit topics."
As listed in the press release, these issues include the following:

"(1) Should the tax law encourage employers to provide fringe
benefits; and if so, which benefits or services should be encouraged
and what type and level of tax incentive is appropriate?

"(2) What conditions or restrictions are appropriate on tax incen-
tives to encourage employers to provide fringe benefits?

"(3) Are the existing rules concerning fringe benefits sufficient to
ensure that all employees benefit fairly from the tax incentives?

"(4) Are the existing tax incentives for benefits such as health
care, life insurance, day care, educational assistance, and cafeteria
plans effective in encouraging employers to provide these benefits
to a broad cross section of employees at a lower total cost than if
the Government provided the benefits directly, if employers provid-
ed the benefits on a taxable basis, or employees purchased these
benefits on their own?

"(5) How will tax laws that encourage employers to provide
fringe benefits affect compensation planning?

"(6) Will tax incentives for employer-provided fringe benefits
affect potential employees' choice of employment?"

The first part of the pamphlet is a summary. This is followed by
a more detailed overview of the Federal tax treatment of fringe
benefits. The final part sets forth background information, includ-
ing revenue implications of the tax treatment of certain statutory
fringe benefits. This pamphlet does not describe the statutory ex-
clusion for employer contributions to qualified pension, profit-shar-
ing, or stock bonus plans, qualified annuity plans, or tax-sheltered
annuity plans.

(1)
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1. SUMMARY
In general

The Code defines gross income for income tax purposes as includ-
ing "all income from whatever source derived" and specifies that it
includes "compensation for services" (sec. 61). Similarly, the social
security and unemployment insurance payroll taxes (FICA and
FUTA) and income tax withholding generally apply to all remu-
neration for employment, including noncash remuneration.

The Economic Recovery Tax Act of 1981 (P.L. 97-34) extended
through December 31, 1983, a moratorium on the issuance of Treas-
ury regulations relating to the income tax treatment of nonstatu-
tory fringe benefits. The Treasury Department has announced that
Treasury and the IRS "will not issue any regulations or rulings al-
tering the tax treatment of nonstatutory fringe benefits prior to
January 1, 1985," and that "present administrative practice will
not be changed during this period" (Ann. 84-5, 1984-4 I.R.B. 31).
Statutory fringe benefit provisions

As a general rule, if an employer-provided fringe benefit pro-
gram qualifies under a specific statutory provision of the Code,
hen the benefits provided under the program are excludable (gen-

erally, subject to dollar or other limitations) from the employee's
gross income for income tax purposes. The costs of benefits that are
excluded from an employee's income nonetheless are deductible by
the employer provided that they constitute ordinary and necessary
business expenses. The income tax exclusions also generally apply
for payroll tax purposes.

The Code provides specific exclusions, among others, with respect
to employer provision of (1) up to $50,000 of group-term life insur-
ance; (2) up to $5,000 of death benefits; (8) accident or health bene-
fits; (4) parsonage allowances; (5) certain benefits provided to mem-
bers of the Armed Services; (6) meals and lodging for the conven-
ience of the employer; (7) legal services; (8) commuting through use
of a van pool; and (9) dependent care assistance.

Miscellaneous fringe benefits
Under the Tax Reform Act of 1984 (P.L. 98-369), certain miscella-

neous fringe benefits provided by an employer are excluded from
the recipient employee's gross income for Federal income tax pur-
poses and from the wage and benefit base for purposes of social se-
curity and other employment taxes. The excluded fringe benefits
are those that qualify under one of the following five categories as
defined in the Act: (1) a no-additional-cost service, (2) a qualified
employee discount, (3) a working condition fringe, (4) a de minimis
fringe, or (5) a qualified tuition reduction. Special rules apply with

(3)
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respect to certain parking or eating facilities provided to employ-
ees, and certain on-premises athletic facilities.

In the case of a no-additional-cost service, a qualified employee
discount, a subsidized eating facility, or a qualified tuition reduc-
tion, the exclusion applies with respect to benefits provided to offi-
cers, owners, or highly compensated employees only if the benefits
are also made available to other employees on a nondiscriminatory
basis.

The provisions of the Act generally take effect on January 1,
1985, except that the tuition reduction exclusion applies with re-
spect to education furnished after June 30, 1985. Also, the Act im-
poses a moratorium, with respect to lodging furnished after Decem-
ber 31, 1983, and before January 1, 1986, on the issuance of income
tax regulations providing for the inclusion in gross income of quali-
fied campus lodging.
Taxable fringe benefits

Any fringe benefit that does not qualify for exclusion under the
1984 Act or under another specific statutory provision is includible
in gross income, and subject to employment taxes, at the excess of
its fair market value over any amount paid by the employee for
the benefit.
Benefits provided under a cafeteria plan

Under a cafeteria plan, a participant is offered a choice between
cash and certain fringe benefits. Under prior law, a participant in
a cafeteria plan could choose among cash, taxable benefits (such as
use of on employer-provided vacation facility), and nontaxable ben-
efits (such as coverage under an accident. and health plan). The
participant is not treated as having received cash or a taxable
fringe ben, it solely because the participant has the opportunity,
before the benefit becomes available to the participant, to choose
among the taxable and nontaxable benefits offered under the plan.

On February 10, 1984, the IRS issued a news release (IR-84-22)
that stated that so-called "flexible spending arrangements" offered
as part of a cafeteria plan did not provide employees with nontax-
able benefits under the Code because, under such arrangements,
employees are assured of receiving the benefit of what they would
have received had no covered expenses been incurred. In May,
1984, the IRS issued proposed regulations with respect to the cafe-
teria plan rules and the statutory rules governing the exclusion of
benefits from gross income.

The Tax Reform Act of 1984 limited an individual's choices
under a cafeteria plan to cash and those fringe benefits (other than
scholarships or fellowships, van pooling, and those benefits exclud-
able under the miscellaneous fringe benefit provisions of the Act)
that are excludable under a specific provision of the Code. The Act
also amends the cafeteria plan rules to provide that if, for a plan
year, more than 25 percent of the total nontaxable benefits are pro-
vided to key employees, the key employees will be taxed as though
they received all available cash and taxable benefits under the
plan. The Act imposes certain reporting requirements on employ-
ers maintaining cafeteria plans.
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The cafeteria plan provisions of the Act are effective on January
1, 1985. In addition, the Act provides transition relief from the ap-
plication of some requirements of the proposed regulations up to
January 1, 1985, or, in some cases, July 1, 1985.
Welfare benefit plans

The Tax Reform Act of 1984 modified the tax treatment to em-
ployers of certain benefits provided to employees under a welfare
benefit plan. Under the Act, deductionb for contributions to a wel-
fare benefit fund are limited to qualified costs, defined as the sum
of (1) qualified direct costs an (2) additions, within limits, to a
qualified asset account. In gener l, the qualified asset account limit
is the amount estimated to be necessary under actuarial assump-
tions, which are reasorable in the aggregate, to fund the liabilities
of the plan for the amount of clairis incurred but unpaid to provide
certain benefits and the administrative costs of such benefits. In
addition, the Act provides that the qualified asset account may in-
clude amounts reasonably necessary to accumulate reserves under
a welfare benefit plan so thot the medical benefit or life insurance
(including death benefit) payable to or on behalf of a retired em-
ployee during retirement.

Also, the Act modifies the rules relating to the unrelated busi-
ness taxable income of VEBAs, SUBS, social clubs, or GLSOs and
establishes new nondiscrimination standards for a tax-exempt
VEBA, etc.

These provisions of the Act generally are effective for contribu-
tions paid or accrued after December 31, 1985. A special effective
date is applied to plans maintained pursuant to a collective bar-
gaining agreement in effect on July 1, 1985. In addition, the Act
provides certain transition rules with respect to existing reserves.
The provisions of the Act relating to nondiscrimination require-.
ments apply to taxable years beginning after December 31, 1984.
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11. DESCRIPTION OF TAX TREATMENT OF FRINGE
BENEFITS

A. Statutory Fringe Benefit Provisions

In general
Gross income, for income tax purposes, includes "all income from

whatever source derived" (Code sec. 61(a)). This provision "is broad
enough to include in taxable income any economic or financial ben-
efit conferred on the employee as compensation, whatever the form
or mode by which it is effected" (Comm'r v. Smith, 324 U.S. 177,
181 (1945)).

As a general rule, if an employer-provided fringe benefit pro-
gram qualifies under a specific statutory provision of Federal
income tax law, then the benefits provided under the program are
excludable (generally, subject to dollar or other limitations) from
the employee's gross income for income tax purposes. The costs of
benefits that are excluded from the employee's income nonetheless
are deductible by the employer, provided that they constitute ordi-
nary and necessary business expenses (Code sec. 162). The income
tax exclusions also generally apply for employment tax purposes.

The Internal Revenue Code provides specific exclusions, among
others, with respect to employer-provided benefits of (1) up to
$50,000 of group-term life insurance; (2) up to $5,000 of death bene-
fits; (0) accident or health benefits; (4) parsonage allowances; (5)
certain benefits provided to members of the Armed Services; (6)
meals Lnd lodging for the convenience of the employer; (7) legal
services; (8) commuting through use of a van pool; and (9) depend-
ent care assistance. These fringe benefits have commonly been re-
ferred to as statutory fringe benefits.

in addition, the Tax Reform Act of 1984 provided statutory exclu-
si-)ns for certain other fringe benefits (see Miscellaneous Fringe
Benefits, below). A provision that excluded employee educational
assistance (sec. 127) from gross income expired for taxable years be-
gi:.ning after December 31, 1983.

Nondiscrimination rules
Under present law, exclusions for most of the statutory fringe

benefits are conditioned upon compliance with rules prohibiting
Discrimination in favor of owners, officers, shareholders, and highly
compensated employees.

These nondiscrimination rules generally prohibit discrimination
as to eligibility to participate. A plan or program generally is re-
quired to meet the eligibility requirement by covering a classifica-
tion of employees determined by the Internal Revenue Service not
to result in prohibited discrimination. A self-insured medical reim-
bursement plart or group-term life insurance plan may also satisfy

(6)
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the requirement by covering a stated percentage of the employer's
employees.

The eligibility rules generally permit employees covered by a col-
lective bargaining agreement to be excluded from consideration if
the benefits provided by the plan or program are the subject of
good faith bargaining between the employer and employee repre-
sentatives. The eligibility rules for self-insured medical reimburse-
ment plans also provide that employees need not be taken into ac-
count if they have not completed three years of service, have not
attained age 25, or are part-time or seasonal employees.

The present-law nondiscrimination rules applicable to certain
types of fringe benefit plans and programs also prohibit discrimina-
tion as to contributions or benefits. With respect to self-insured
medical reimbursement plans, present law specifically requires
that all benefits available to the 5 highest-paid officers, 10-percent
shareholders, or the 25-percent highest-paid employees must also
be available to all other plan participants.

Under present law, if a plan is determined to discriminate in
favor of employees who are officers, shareholders, or highly com-
pensated, the otherwise applicable income exclusion generally is
denied for all benefits provided under the plan, including those
benefits provided for rank-and-file employees. (The nondiscrimina-
tion rules generally do not provide express guidance as to when an
employee is considered highly compensated, or the extent of stock
ownership required before an employee is considered a sharehold-
er, because such factors depend on the facts and circumstances of
individual cases.) However, under a discriminatory self-insured
medical reimbursement plan or group-term life insurance plan,
only those employees with respect to whom discrimination is pro-'
hibited are required to include amounts in gross income; other em-
ployees retain the benefit of the income exclusion.
Group-term life insurance

Under present law (sec. 79), the income exclusion for the cost of
employer-provided group-term life insurance is subject to several
limitations: (1) the exclusion is limited to the cost of the first
$50,000 of such insurance on the employee's life, computed pursu-
ant to tables prescribed by the Treasury Department; (2) no exclu-
sion is provided for any "key employee" (officers, five-percent
owners, one-percent owners with compensation in excess of
$150,000, and certain employee-owners) if the program discrimi-
nates in favor of key employees as to either eligibility to partici-
pate or the life insurance benefits actually provided under the
plan; and (3) no exclusion is provided for self-employed individuals
(sole proprietors or partners).

The cost of group-term life insurance purchased by an employer
for an employee for a taxable year is included in the employee's
gross income to the extent that the cost is greater than the sum of
the cost of $50,000 of life insurance plus any contribution made by
an employee to the cost of the insurance. Under prior law, this rule
did not apply to former employees who separated from service on
account of retirement or disability. An employer could provide
group-term life insurance for these two groups of former employees
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in amounts greater than $50,000 without any portion of the costs
being included in their gross income.

If a group-term life insurance plan maintained by an employer
discriminates in favor of any key employee, the exclusion for the
cost of the first $50,000 of this insurance is not available. In that
event, the full cost of the group-term life insurance for any key em-
ployee is included in the gross income of the employee (based on
the uniform cost table). In the case of benefits provided to retired
or disabled employees, prior-law did not require that the benefits
be provided in a nondiscriminatory manner.

The Tax Reform Act of 1984 effects three changes in the present-
law treatment of group-term life insurance. First, the $50,000 limi-
tation on the amount of group-term life insurance that may be pro-
vided tax-free to employees also will apply to retired and disabled
as well as active employees. Second, the nondiscrimination rules
will be applied to plans covering retired employees. Third, under
the Act, if a plan fails to qualify for the exclusion because it is dis-
criminatory, then the employees and retirees will have to include
in income the actual cost of their insurance benefit rather than the
uniform table cost prescribed by the Treasury.

The provisions of the Act are applicable to taxable years begin-
ning after December 31, 1983.1

Death benefits
Present law generally excludes from a beneficiary's gross income

certain benefits paid by or on behalf of an employer by reason of
an employee's death (sec. 101(b)). This exclusion is subject to sever-
al limitations: (1) only the first $5,000 of benefits attributable to
any one employee is eligible for the exclusion; (2) amounts which
are income in respect of a decedent (e.g., uncollected salary or
unused vacation pay) are not eligible for the exclusion; (3) no exclu-
sion is provided for amounts with respect to which the employee
had a nonforfeitable right to receive the benefits, unless the source
of payment is a qualified p*1FiT5n profit-sharing, or stock bonus
plan or certain annuity plans; and (4) no exclusion is provided for
amounts received under certain joint and survivor annuities where
distribution to the participant had commenced prior to death. This
exclusion generally is not available to self-employed individuals
(sole proprietors or partners).

Accident and health benefits
Under present law, an employer's contributions to a plan pro' id-

ing accident or health benefits are excludable from the employee's
income (sec. 106). No similar exclusion is provided for self-employed
individuals (sole proprietors or partners).

Benefits actually paid under accident and health plans generally
are includible in the employee's gross income to the extent attrib-

I The new provisions will not apply to any group-term life insurance plan in existence on
January 1, 1984 (or to any comparable successor plan), but only with respect to those individuals
who retire under the plan, who were employed during 1983 by the employer maintaining the
plan, and who attained age 55 on or before January 1, 1984. The new provisions do not apply to
any employees who retired before January 1, 1984. However, the nonapplication provision will
not apply to any plan that is discriminatory after December 31, 1986, with respect to any indi-
vidual retiring after that date.

39-706 0 - 85 - 2
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utable to employer contributions (sec. 105(a)). However, payments
unrelated to absence from work and reimbursements for costs in-
curred for medical expenses (within the meaning of sec. 213) are
excluded from gross income (sec. 105(b)). In the case of self-insured
medical reimbursement plans (sec. 105(h)), no exclusion is provided
for benefits paid to any employee who is among the 5 highest-paid
officers, a 10-percent shareholder, or among the 25-percent highest-
paid employees if the program discriminates in favor of this group
as to either eligibility to participate or the medical benefits actual-
ly provided under the plan.
Parsonage allowances

Present law permits a minister of the gospel to exclude from
gross income the rental value of a home provided as part of com-
pensation, or a rental allowance paid as compensation to the extent
used to rent or provide a home (sec. 107). The exclusion is subject
to several restrictions: (1) the amount of the exclusion is limited to
the rental value of the home or actual amounts paid to rent or pro-
vide a home; (2) the exclusion is available only if the home or
rental allowance is paid as remuneration for services; and (3) the
exclusion for rental allowance is available only if the employer des-
ignates such payment as a rental allowance in advance of pay-
ment.2

Benefits provided to members of the Armed Forces
Present law permits military personnel to exclude a variety of

in-kind benefits and cash payments from gross income. Specific ex-
clusions apply to certain disability pensions (sec. 104(a04)); qualify-
ing combat pay (sec. 112); mustering-out payments (sec. 113); and
subsistence, housing, and uniform allowances, as well as the value
of quarters or subsistence provided in kind (Regs. sec. 1.61-1(b)).
Meals and lodging for the employer's convenience

Present law excludes from gross income the value of certain
meals or lodging furnished to an employee (or to the employee's
spouse or dependents) by or on behalf of the employer for the con-
venience of the employer (sec. 119).

The exclusion for meals is available only if the meals are fur-
nished (1) on the employer's business premises and (2) for the con-
venience of the employer. The latter requirement is deemed met
where an employer furnishes meals without charge to an employee
for a substantial noncompensatory business reason of the employer.
The section 119 exclusion does not apply to employer-provided
meals if the employee has the choice whether or not to purchase
them (Regs. sec. 1.119-1(a)).

The exclusion for lodging is available only if (1) the lodging is
furnished on the employer s business premises; (2) the lodging is

' In 1983, the IRS ruled that ministers may not take deductions for mortgage interest and
real estate taxes on their residence to the extent that such expenditures are allocable to tax-free
housing allowances provided for ministers (Rev. Rul. 83-3, 1983-1 C.B. 72). The new deduction
disallowance rule generally applied beginning July 1, 1983. Under a transitional rule, in the
case of a minister who owned and occupied a home before January 3, 1983 (or had a contract to
purchase a home before that date), the deduction disallowance rule generally will not apply
until January 1, 1985 (IRS Ann. 83-100). The Tax Reform Act of 1984 extends this transitional
rule date to January 1, 1986.
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furnished for the convenience of the employer; and (3) the employ-
ee is required, as a condition of employment, to accept such lodg-
ing. Several court decisions have held that on-campus housing fur-
nished to faculty or other employees by an educational institution
under the circumstances involved in those cases did not satisfy the
section 119 requirements, and hence that the fair rental value of
the housing (less any amounts paid for the housing by the employ-
ee) was includible in the employee's gross income and constituted
wages for income tax withholding and employment tax purposes.3

Legal services
Present law excludes from gross income employer contributions

to a qualified prepaid legal services plan, as well as the value of
any legal services received by, or amounts paid as reimbursement
for legal services for, the employee, or the employee's spouse or de-
pendents (sec. 120). Also, the exclusion is available to self-employed
individuals covered by qualified prepaid legal services plans.

This exclusion is subject to several limitations: (1) the program
may provide only for personal (i.e., nonbusiness) legal services; (2)
no exclusion is available if the program discriminates in favor of
employees who are officers, shareholders, or highly compensated,
as to either eligibility to participate or the benefits provided under
the plan; and (3) no more than 25 percent of the employer contribu-
tions to theplan may be attributable to the group consisting of em-
ployees (and their spouses and dependents) who own more than
five percent of the stock or of the capital or profits interest in the
employer.

This exclusion is scheduled to terminate for taxable years ending
after 1984.
Van pooling

Present law excludes from an employee's gross income the value
of certain employer-provided transportation ("van pooling") be-
tween an employee's residence and place of employment (sec. 124).

This exclusion is subject to several limitations: (1) the exclusion
is available only for transportation furnished through use of a com-
muter van; (2) no exclusion is provided if the van pooling arrange-
ment discriminates in favor of employees who are officers, share-
holders, or highly compensated- and (3) no exclusion is permitted
for self-employed individuals (sole proprietors and partners).

The exclusion for van pooling is scheduled to terminate for van
pooling provided in taxable years beginning after 1984.
Dependent care assistance

Present law excludes from an employee's gross income amounts
paid or incurred by an employer for dependent care assistance pro-
vided under a qualified dependent care assistance program (sec.
129). Also, the exclusion is available to self-employed individuals
(sole proprietors or partners).

I The 1984 Act imposes a moratorium on the issuance of Income tax regulations providing for
the inclusion in gros Income of the excem of the fair market value of qualified campus lodging
over the greater of the operating cost paid in furnishing the lodgin or the rent received, appiI-
cable to qualified campus lodging furnished after December 31,18, and before January 1,
1986.
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This exclusion is subject to several limitations: (1) the amount ex-
cluded may not exceed the employee's earned income (or, if the em-
ployee is married, the lower of the earned income of the employee
or the employee's spouse); (2) the exclusion is only provided for ex-
penses for household services or care of qualifying individuals (de-
pendents under the age of 15 or physically or mentally incapacitat-
ed dependents or spouses) that are incurred to enable the taxpayer
to be gainfully employed; (3) no exclusion is provided for amounts
paid for qualifying services rendered by the employee's dependent
or child of the employee who is under the age of 19; (4) no exclu-
sion is provided if the dependent care assistance program discrimi-
nates in favor of employees who are officers, owners, or highly
compensated individuals (or their dependents); and (5) no exclusion
is provided if more than 25 percent of the total benefits paid are
for the group consisting of employees who own more than 5 percent
of the stock or of the capital or profits interest in the employer (or
their spouses or dependents).

B. Miscellaneous Fringe Benefits
Background

A moratorium first enacted in 1978 prohibited issuance of Treas-
ury regulations relating to the income tax treatment of nonstatu-
tory fringe benefits. The legislative moratorium expired on Decem-
ber 31, 1983. The Treasury Department has announced that Treas-
ury and the IRS "will not issue any regulations or rulings altering
the tax treatment of nonstatutory fringe benefits prior to January
1, 1985," and that "present administrative practice will not be
changed during this period" (Ann. 84-5, 1984-4 I.R.B. 31).
General rule

The Tax Reform Act of 1984 provides a statutory exclusion from
income and employment taxes for (1) no-additional-cost services; (2)
qualified employee discounts; (3) working condition fringes; (4) de
minimis fringes; and (5) qualified tuition reductions. Special rules
apply with respect to certain free parking, susidized eating facili-
ties, and on-premises athletic facilities provided to employees. No
fringe benefit (other than a de minimis fringe) is excluded under
the Act if another section of the Code provides rules for the tax
treatment of that general type of benefit.

Under the Act, any fringe benefit that does not qualify for a stat-
utory exclusion is expressly includible in gross income, and subject
to employment taxes, at the excess of its fair market value over
any amount paid by the employee for the benefit.

The rules of the Act do not make any change in existing statuto-
ry or regulatory exclusions for benefits for military personnel.
Exclusion provisions

No-additionalcost service.-A service provided to an employee is
excluded if-

(1) the employer incurs no substantial cost (including foregone
revenue) in providing the service;
(2) the service is provided by the employer or another business
with whom the employer has a written reciprocal agreement,
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and is of the same type ordinarily sold to the public in the line
of business in which the employee works;
(3) the service is provided to a current or retired employee, or a
spouse or dependent child of either, or a widow(er) or depend-
ent children of a deceased employee; and
(4) for certain highly compensated employees, nondiscrimina-
tion requirements are met (see below).

Qualifid employee discount.--A discount on merchandise provid-
ed to an employee is excluded to the extent it does not exceed the
employer's gross profit percentage (in the relevant line of business).
The exclusion does not apply to discounts on real property or on
personal property of a kind commonly held for investment.

A discount on services provided to an employee is excluded to the
extent it does not exceed 20 percent of the selling price of the serv-
ices to nonemployee customers (with no gross profit percentage re-
striction).

The following conditions generally must be satisfied for the ex-
clusion to apply:

(1) the property or service is provided by the employee and is
of the same type ordinarily sold to the public in the line of
business in which the employee works
(2) the property or service is provided to a current or retired
employee, a spouse or dependent child of either, or to a
widow(er) or dependent children of a deceased employee; and
(3) for certain highly compensated employees, nondiscrimina-
tion requirements are met (see below).

Working condition fringe.-Property or services provided to an
employee are excluded to the extent that they would be deductible
as ordinary and necessary business expenses (under Code secs. 162
or 167) if the employee had paid for them.

The Act excludes, as a working condition fringe, the value of free
or reduced-cost parking provided to employees on or near the em-ployer's business prmises..De minimis finge.-Property or services not otherwise tax-free

are excluded if their value is so small, taking into. account the fre-
quency.with which similar fringe benefits (otherwise excludable as
de minimis fringes) are provided and other relevant factors, as to
make accounting for the benefits unreasonable or administratively
impracticable. For example, benefits that generally are excluded as
de minimis fringes include the typing of a personal letter by a com-
pany secretary, occasional personal use of the company copying
machine, monthly transit passes provided at a discount not exceed-
ing $15, occasional company cocktail parties or picnics for employ.
ees, occasional supper money or taxi fare for employees because of
overtime work, and certain holiday gifts of property with a low fair
market value.

Subsidized eating facilities operated by the employer also are ex-
cluded as a de minimis fringe if located on or near the employer's
business premises, if revenue equals or exceeds direct operating
costs, and if (for certain highly compensated employees) nondis-
crimination requirements are met (see blow).

Athletic facilities.-An exclusion is allowed for the value of on-
premises athletic facilities provided and operated by an employer
or use of its employees. Under Code section 274, the employer is
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not allowed a deduction for the costs of an athletic facility if the
facility is not primarily for the benefit of employees (other than
employees who are officers, shareholders or other owners, or highly
compensated employees).

Qualified tuition reduction.-The Act provides that a reduction
in tuition provided to an employee of an educational institution is
excluded for income and employment tax purposes if (1) the tuition
is for education below the graduate level provided by the employer
or by another educational institution; (2) the education is provided
to a current or retired employee, a spouse or dependent child of
either, or to a widow(er) or dependent children of a deceased em-
ployee; and (3) certain nondiscrimination requirements are met (see
below).

Nondiscrimination requirements.-The exclusions for no-addition-
al-cost services, qualified employee discounts, subsidized eating fa-
cilities, and qualified tuition reductions are available to officers,
owners, or highly compensated employees only if the property or
service is provided on substantially the same terms to each
member of a group of employees defined under a reasonable classi-
fication, set up by the employer, which does not discriminate in
favor of officers, owners, or highly compensated employees.

Effective dates.-Under the Act, the provisions generally are ef-
fective beginning January 1, 1985. The provisions of the Act relat-
ing to qualified tuition reductions are effective for education fur-
nished after June 30, 1985:

C. Tax Treatment of Benefits Provided Under a Cafeteria Plan
In General

Under a cafeteria plan, a participant is offered a choice between
cash and certain fringe benefits. tTnder prior law, a participant in
a cafeteria plan could choose among cash, taxable benefits (such as
use of an employer-provided vacation facility), and nontaxable ben-
efits (such as coverage under an accident and health plan). Present
and prior law do not permit a cafeteria plan to offer either van
pooling or any benefit that defers the receipt of compensation, with
the exception of the opportunity for participants to make elective
contributions under a qualified cash or deferred arrangement.

The mere availability of cash or taxable benefits under a cafete-
ria plan will not cause an employee to be treated as having re-
ceived the available cash or taxable benefits for income tax pur-
poses. Thus, a participant in a cafeteria plan is required to include
in gross income only those taxable benefits actually received.

Under present and prior law a highly compensated participant,
however, is treated as having received available cash and taxable
benefits if the cafeteria plan discriminates in favor of highly com-
pensated individuals as to eligibility or as to benefits or contribu-
tions. A highly compensated individual includes an officer, a 5-per-
cent shareholder, a highly compensated individual, or a spouse or
dependent of any of the preceding individuals.

The cafeteria plan rules generally do not affect whether any par-
ticular benefit offered under the plan is a taxable or nontaxable
benefit. Thus, a benefit that is nontaxable under the Internal Reve-
nue Code when offered separately is a nontaxable benefit under a
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cafeteria plan only if the rules providing for the exclusion of the
benefit from gross income continue to be satisfied when the benefit
is provided under the cafeteria plan.
IRS release, regulations

On February 10, 1984, the Internal Revenue Service issued a
news release (IR-84-22), which stated that so-called "flexible spend-
ing arrangements" offered as part of cafeteria plans do not provide
employees with nontaxable benefits under the Code because, under
such arrangements, employees are assured of receiving the
amounts available under the arrangement without regard to
whether covered expenses are incurred.

In May 1984, the Internal Revenue Service issued proposed regu-
lations with respect to the cafeteria plan rules and the statutory
rules governing the exclusion of benefits from gross income. These
proposed regulations state that an otherwise nontaxable benefit
wilI be nontaxable if offered in a cafeteria plan only if it continues
to satisfy the provisions governing exclusion of the benefit from
gross income. Accordingly, the proposed regulations state that em-
ployer contributions with respect to an accident or health plan, a
qualified group legal services plan, or a dependent care assistance
program are not excluded from a participant's gross income under
the Internal Revenue Code to the extent that the participant is as-
sured of receiving benefits under the plan without regard to wheth-
er the participant incurs covered expenses.
Provisions of the Tax Reform Act of 1984

The Tax Reform Act of 1984 provides that, under a cafeteria
plan, an employee generally can only choose between cash and
those fringe benefits (other than scholarships or fellowships, van
Pooling, and those benefits excludable under the miscellaneous
fringe benefit provisions of the 1984 act) that are excludable from
gross income under a specific section of the Code.

Also, the Act amends the cafeteria plan rules to provide that if,
for a plan year, more than 25 percent of the total nontaxable bene-
fits are provided to employees who are key employees with respect
to the plan for such year (as determined under the rules of sec.
416(iX1)), such key employees will be taxed as though they received
all available taxable benefits under the plan. Generally, in deter-
mining the portion of the total nontaxable benefits that is provided
to key employees, coverage under a plan (e.g., an accident or health
plan) and not actual expense reimbursements under such a plan
are to be counted. The amendment does not alter the present law
nondiscrimination rules relating to cafeteria plans.

Under the Act, certain employer reporting requirements are ap-
plied with respect to cafeteria plans. The Act provides both general
and special transition relief, with respect to the proposed Treasury
regulations on cafeteria plans, for cafeteria plans and "flexible
spending arrangements" in existence on February 10, 1984. Finally,
the Act provides that the Secretary of Health and Human Services,
in cooperation with the Secretary of the Treasury, is to submit a
report by April 1, 1985, to the House Committee on Ways and
Means and the Senate Committee on Finance on the effect of cafe-
teria plans on the containment of health costs.
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The cafeteria plan provisions of the Act are effective on January
1, 1985.

D. Welfare Benefit Plans

Deductions for contributions to funded benefit plans
The Tax Reform Act of 1984 modified the tax treatment to em-

ployers of welfare benefits provided to employees. Under the Act,
deductions for contributions to a welfare benefit fund are limited to
qualified costs, defined as the sum of (1) qualified direct costs, and
(2) additions, within limits, to a qualified asset account.

Limitations on qualified asset account.-The Act provides rules
relating to the limitation on additions to a qualified asset account.
Such an account consists of assets set aside for the payment of dis-
ability benefits, medical benefits, supplemental unemployment
compensation or severance pay benefits, and life insurance or
death benefits.

In general, the account limit is the amount estimated to be nec-
essary, under actuarial assumptions that are reasonable in the ag-
gregate, to fund the liabilities of the plan for the amount of claims
incurred but unpaid, for benefits described in the previous para-
graph, and administrative costs of such benefits, as of the close of
the taxable year. Claims are incurred only when an event entitling
the employee to benefits, such as a medical expense, a separation, a
disability, or a death actually occurs. The allowable reserve in-
cludes amounts for claims estimated to haw been incurred but
which have not yet been reported, as well as % hose claims which
have been reported but have not yet been paid.

Child care facilities and other capital expenditures.-Under the
Act, in determining qualified direct costs with respect to a child
care facility held by a fund, the adjusted basis of the facility is
treated as deductible ratably over a period of 60 months. Qualified
direct costs with respect to other capital expenditures are those
that would be allowed under the usual Code rules which would be
applied if the employer owned the asset.

Prefunding of life insurance, death benefits, or medical benefits
for retirees.-The qualified asset account limits allow amounts rea-
sonably necessary to accumulate reserves under a welfare benefit
plan for the medical benefit or life insurance (including death ben-
efit) payable to a retired employee during retirement. These
amounts may be accumulated no more rapidly than on a level basis
over the working life of the employee, with the employer, subject to
certain additional limitations.

Safe harbor.-The Act provides that an actuarial certification by
a qualified actuary (determined under Treasury regulations) justi-
fying the taxpayer's reserve computations is not necessary if the
amount in the qualified asset account does not exceed a prescribed
safe harbor, equal to the sum of separate safe-harbor amounts com-
puted with respect to each benefit.

Certain collectively bargained plans.-By July 1, 1985, the Act
provides that the Treasury Department is to publish final regula-
tions establishing special reserve limit principles with respect to
welfare benefit funds maintained pursuant to an agreement that
the Secretary of Labor finds to be a collective bargaining agree-
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ment between employee representatives and one or more employ-
ers, if there is evidence of good faith bargaining over the benefits
provided by the plan between the employee representatives and the
employer (or employers).

Transitional rule.-Under the Act, in the case of a plan that was
in existence on June 22, 1984, special rules are provided for the de-
termination of the limit for each of the first 4 years to which the
provision applies.

10 or more employer plans.-For a plan year in which no employ.
er (or employers related to an employer) is required to contribute
more than 10 percent of the total contributions, the Act provides
that the deduction limits do not apply.

Effective date.-These provisions generally apply to contributions
paid or accrued after December 31, 1985. However, in the case of a
plan maintained under a collective bargaining contract in effect on
July 1, 1985, or ratified before that date, the provisions do not
apply until the termination of the contract, determined without
regard to any contract extension agreed to after that date.4

Excise taxes on funded benefit plans
Under the Act, an excise tax is imposed on the employer equal to

100 percent of any disqualified benefits provided by a fund under a
welfare benefit plan.

The Act defines a disqualified benefit as (1) any medical benefit
or life insurance benefit provided with respect to a key employee
(sec. 416(i)) other than from a separate account established for that
employee under the new rules relating to deductions under funded
welfare benefit plans (sec. 419(AXd)); (2) any medical or life insur-
ance benefit provided with respect to a retired employee unless the
benefit is provided from a fund that meets the additional require-
ments for tax-exempt status provided by the agreement (sec.
505(bXl)); and (3) any portion of the fund reverting to the benefit of
the employer.

These provisions generally apply to contributions paid or accrued
after December 31, 1985. However, in the case of a plan maintained
under a collective bargaining contract in effect on July 1, 1985, or
ratified before that date, the provisions do not apply until the ter-
mination of the contract, determined without regard to any con-
tract extension agreed to after that date.
Tax treatment of exempt benefit organizations

Unrelated business income.-Under the Act, the special rules ap-
plicable to voluntary employees' beneficiary associations (VEBAs)
and social clubs for purposes of the tax on unrelated business tax-
able income are extended to supplemental unemployment compen-
sation benefit trusts (SUBs) and group legal service organizations
(GLSOs). In addition, more specific limits are provided with respect

4 In addition, the Act applies to any contribution of a facility to a welfare benefit fund after
June 22, 1984, so that deductions with respect to this contribution are to be determined under
usual Code rules applicable to recovery of the cost of assets (but taking account of the special
rule for child care facilities described above). Further, these rules apply to other contributions,
such as cash, made after that date which are to be used to acquire a facility, so that later acqui-
sition of a facility with the use of such funds will limit the deduction for the original contribu-
tion. This rule does not apply for any facility acquired under a binding contract in effect on and
at all times after that date, or any facility under construction on June 22, 1984.
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to the amount that may be set aside for exempt purposes by such
an organization.

The Act also provides for a tax on an employer who maintains a
welfare benefit fund that is not exempt from income tax. Under
the Act, in the case of any welfare benefit fund, such as a retired
life reserve account, that is not exempt from income tax as a social
club, VEBA, SUB, or GLSO, the employer who maintains the fund
is to include in gross income for the taxable year an amount equal
to the deemed unrelated income of the fund.

These provisions generally apply to contributions paid or accrued
after December 31, 1985. However, in the case of a plan maintained
under a collective bargaining contract in effect on July 1, 1985, or
ratified before that date, the provisions do not apply until the ter-
mination of the contract, determined without regard to any con-
tract extension agreed to after that date.

Discrimination.--The Act establishes new nondiscrimination
standards for a tax-exempt VEBA or GLSO. With respect to the
nondiscrimination rules, certain employees who are not covered by
a plan may be excluded from consideration in applying the nondis-
crimination standards. These employees are employees who have
not attained the age of 21, employees who have not completed 3
years of service with the employer, less than half-time employees,
employees who are included in certain collective bargaining units,
and certain nonresident aliens.

These provisions apply to taxable years beginning after Decem-
ber 31, 19E
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III. BACKGROUND DATA RELATING TO TAX TREATMENT
OF CERTAIN FRINGE BENEFITS

A. Revenue Implications

Table 1 below shows the estimated increases in revenues which
would result from terminating the present-law exclusions for cer-
tain statutory fringe benefits described in Part I-A of this pam-
phlet. 6

Each entry in the table has two lines. The first represents the
estimated increase in income tax receipts which would result if the
benefit were included in gross income. The second line shows the
estimated increases in social security tax receipts which would
result if the benefit were included in the FICA tax base.

In terms of revenue effect, health insurance is the largest fringe
benefit shown in this table, followed by group term life insurance.
Each of the other fringe benefits shown in this table has less reve-
nue impact.

Table l.--Effects of Including Certain Statutory Fringe Benefits in
the Federal Income Tax Base and the FICA Tax Base

[In billions of dollars]

Item 1984 1985 1986 1987 1988 1989

1. Employer contributions
for health insurance:

Income tax ........................
FIC A ...................................

2. Premiums on group term
life insurance:

Income tax ........................
FICA ............. ......

3. Contributions to prepaid
legal services plans:

Income tax ........................
FIC A ...................................

4. Employer educational as-
sistance:

Income tax ........................
F IC A ...................................

17.6
6.7

2.2.5

(1)
(1)

(I)
(I)

20.2 23.0 26.2 29.9 34.1
7.7 8.8 10.1 11.9 13.7

2.4
.8

(1)
(1)

2.6
.9

2.9 3.2 3.6
.9 1.0 1.1

SThis pamphlet does not describe the statutory exclusion for employer contributions to quali.
fled pension, proflt4haring or stock bonus plans, qualified annuity plans, or tax-sheltered annu-
it, pln(1
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Table 1.-Effects of Including Certain Statutory Fringe Benefits in
the Federal Income Tax Base and the FICA Tax Base-Continued

[In billions of dollars)

Item 1984 1985 1986 1987 1988 1989

5. Employer provided child
care:

Incom e tax ........................ (1) .1 .1 .1 .2 .2F IC A ................................... (1) (1) (1) (1) .1 .1
6. Employee meals and

lodging (other than mili-
tary):

Incom e tax ........................ .7 .8 .9 .9 1.0 1.1
FIC A ................................... .2 .2 .3 .3 .3 .3

7. Benefits and allowances
to Armed Forces person-
nel:

Income tax ........................ 1.9 2.0 2.2 2.3 2.4 2.6
FICA ................................... (2) (2) (2) (2) (2) (2)

(1) Less than $50 million.
(2) Not available.

B. Growth in Fringe Benefits
Tables 2 and 3 present data from the national income accounts

on the growth between 1950 and 1981 of employer contributions to
group health insurance and group life insurance, the two largest
generally available statutory fringe benefits which are shown in
Table 1, measured in terms of revenue effect.

Table 2 shows that during this period, these two benefits grew
considerably faster than wage and salaries. Group health insurance
grew from 0.5 percent of wages in 1950 to 3.8 percent of wages in
1981, and group life insurance contributions increased from 0.2 per-
cent of wages in 1950 to 0.4 percent of wages in 1981.

Group health insurance has grown at a much faster rate than
group life insurance. Group health insurance has continued to
grow throughout the period, while group life has been approxi-
mately the same percentage of wages since 1965. Although many
factors have influenced the growth of these two fringe benefits, it
should be noted that the tax treatment of group term life insur-
ance changed in 1964, when a limit was placed on the amount of
employer contribution which could be excluded from gross income
for income tax purposes.

Table 3 shows another way of examining the growth in employer
contributions to health and life insurance during this period. These
figures compare the increase in wages to the increase in the fringe
benefit during this period.

Between 1950 and 1955, for example, health contributions in-
creased 1.5 cents for every dollar of increase in aggregate wages.
By the end of the period, health benefit contributions increased ap-
proximately 5.5 cents for each dollar of increase in wages. Thus,
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there was a significant acceleration in the growth of health bene-
fits relative to wages over the 1950 to 1981 period, although this
trend stabilized during the 1970's.

In contrast, increases in group term life insurance as percentage
of wage increases declined over the 1950-1981 period. During the
first five years, group term life insurance contributions increased
0.5 cents for every dollar of wage increase. This figure reached a
peak during the last part of the 1950's. Since that time, however,
the increase in life insurance as a percentage of wage increases de-
clined significantly, so that by 1981 these contributions increased
by only 0.3 cents for every dollar of wage increases.

Table 2.-Employer Contributions to Group Health and Life Insur-
ance as cN rcentage of Wages and Salaries, United States, 1950-81

[In percent)

Group health Group life

1950 ................................................................... 0.5 0.2
19 5 5 ..................................................................... 8 .3
19 6 0 .................................................................... 1.3 .4
1965 .................................................................... 1.6 .5
1970 .................................................................... 2.2 .5
1975 .................................................................... 3.0 .5
1980 .................................................................... 3.7 .5
1981 ............... 3.8 .4

Source: Computed from U.S. Department of Commerce data.

Table 3.-Increase in Total Employer Insurance Contributions as
Percentage of Total Increase in Wages, United States, 1950-81

[In percent)

Group health Group life

1950-55 .............................................................. 1.5 0.5
1955-60 .............................................................. 2.8 .9
1960-65 .............................................................. 2.7 .6
1965-70 .............................................................. 3.3 .7
1970-75 .............................................................. 4.7 .6
1975-80 .............................................................. 4.5 .3
1980-8 1 .............................................................. 5.5 .3

Source: Computed from U.S. Department of Commerce data.
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STATEMENT OF SENATOR DOLE, FINANCE SUBCOMMITTEE ON TAXATION AND DEBT
MANAGEMENT

Mr. Chairman, I would like to thank you for holding these hearings on this impor-
tant issue. This hearing will provide us the opportunity to review the specific exclu-
sions from taxable compensation that have developed over the years.

DEFINITION OF GROSS INCOME

The code defines gross income for income tax purposes as including "all income
from whatever source derived" and specifies that it includes compensation for serv-
ices. The definition of gross income includes both legal and illegal income. Similarly,
the social security and unemployment insurance payroll taxes (FICA and FUTA)
and income tax withholding generally apply to all remuneration for employment,
including noncash remuneration.

DEVELOPMENT OF SPECIFIC EXCLUSIONS

Over the years, we have enacted a number of specific exclusions from the broad
definition of gross income contained in the Internal Revenue Code. The exclusions
were intended to achieve social and economic goals which were considered desirable
at the time of enactment. For instance, the exclusion from an employee's gross
income for employer-provided health care coverage was intended to encourage em-
ployers to provide comprehensive medical coverage for all workers. Certainly this
desirable social goal has been achieved through the use of tax incentives.

Congrem has provided specific exclusions from gross income for employer-provided
benefits of. 0) the cost of up to $50,000 of group life insurance; (2) up to $5,000 of
death benefits; (3) accident and health benefits; (4) parsorage allowances: (5) certain
benefits provided to members of the armed services; (6) meals and lodging for the
convenience of the employer; (7) legal services; (8) commuting through the use of a
van pool; and (9) dependent care assistance.

MISCELLANEOUS FRINGE BENEFITS

Since 1978, Congress has been struggling with the issue of nonstatutory fringe
benefits. For the first time in the history of the Internal Revenue Code, the Deficit
Reduction Act of 1984, contains specific rules providing employers with guidance on
the kind of employer-provided goods and services that are excludable from an em-
ployee's gross income. This legislation is probably the most significant fringe benefit
legislation enacted in recent times and provides employers with specific guidance on
how to pay employees with nontaxable compensation. This legislation will affect
every employer, and will have a direct impact on future compensation planning and
employer competition.

Most of the specific gross income exclusion developed independently of each other
and generally were enacted for very worthwhile causes. These hearings will provide
us with an opportunity to review all of the income tax exclusions that we have
granted various employer-provided services over the years and develop a consistent
policy on the tax treatment of these benefits. These hearings will also provide an
opportunity to receive testimony on which employer-provided tax benefits are cost
effective in obtaining the desired social and economic policies intended by Congress.

Hopefully, these hearings will also provide us with useful data on which employ-
ees are benefiting from the various tax-free benefits that Congress has enacted. One
of the significant problems we face when looking at existing tax-free benefits is de-
termining how much they cost the government. I hope that employers and trade
groups will use this opportunity to provide us with specific data on the number and
income range of the various employees who benefit from these services. In addition,
I hope that employers and trade groups would be able to provide us with data of the
most cost effective means of providing these benefits to all workers.

FISCAL AUSTERITY

During the last few years, many of us have had occasion to use the term "fiscal
austerity" when talking about the various direct spending programs of the govern-
ment. This hearing provides us with a unique opportunity to subject the various tax
benefit programs to the same scrutiny that we give to direct government spending
programs. As we are looking at ways to curb the growth of various spending pro-
grams, we must use the same guidelines to review indirect spending programs such
as tax benefits for similar groups.
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We must also assure ourselves that the nondiscrimination rules and other condi-
tions that we place on these tax benefits effectuate our objective of ensuring that
the tax benefits are available to lower paid employees on the same terms and condi.
tions that they are available to highly compensated employees and owners and
shareholders of the company. Unlike direct spending programs, tax benefits are
much more difficult to target for the intended beneficiaries. Dnce the tax benefits
are given, there are very few assurances that the eventual beneficiaries of the tax
benefit will be the ones intended by Congress.

IMPACT ON THE TAX BASE

At this point, I would like to include in the record an editorial from the July 23rd
Washington Post. The essence of the editorial is that once Congress enacts a tax
benefit, such as a specific exclusion from gross income, a constituency develops that
has a vested interest in the continuation of the tax benefit. This constituency makes
it much more difficult for Congress to terminate the tax benefit even if the social
purpose of the tax benefit is not achieved or the tax benefit ends up being overly
generous. In addition, the article concludes, that regardless of the terms and condi.
tions that we maq impose on various tax benefits, the highly compensated employ.
ees may be receiving most of the benefits.

We must also realize that tax-fre- fringe benefits have been growing at a much
faster rate than taxable wages. According to U.S. Department of Commerce data, in
1950, employer contributions to group health plans represented one-half of one per.
cent of wages and salaries. In 1981, employer contributions to group health plans
represented 3.7 percent of wages and salaries. Fringe benefits now count for ap.
proximtwly -6 percent of all compensation and nonstatutory fringe benefit legisla-
tion in the Deficit Reduction Act of 1984 will undoubtedly accelerate this growth.
Hopefully, the witnesses at this hearing can also provide us with accurate data on
the growth of taxable and nontaxable compensation. Except for benefits such as
health plans and life insurance, there is very little information on the nontaxable
compensation.

CONCLUSION
During the Social Security debates of last year, some actuaries estimated that, if

the fringe benefit growth could be arrested, a major part of the uncertainty sur-
rounding the long-range solvency of the Social Security System could be removed.
As we review the testimony presented at these hearings, we must all remember that
to the extent narrowing the tax base causes pressure to increase marginal tax rates,
these tax-free benefits will only appear to be free, because ultimately every taxpay-
er will have to pay for them in the form of higher taxes on the portion of his com-
pensation that is subject to taxes.

(From the Washington Pot, Monday, July 23, 1984)

FRAYED AT THE FRINGES

One big reason that tax rates-both income and payroll--are so high is that less
and less income is being taxed at all. This fraying of the tax base is partly due to
the constant accumulation of deductions, credits and preferences added to the code
at the behest of this or that lobby. But a major source of erosion is the fact that
people are increasingly taking their income in the form of nontaxable fringe benefit
rather than taxable wages.

The tax bill signed into law recently by President Reagan puts some very modest
curbs on the proliferation of fringe benefits. Since every tax loophole quickly creates
a lobby with a vested interest, even these timid reforms have drawn shrieks of pro-
test. The education and training lobby is upset, for example, because companies will
again have to limit tax-free tuition payments for workers to job-related courses.

Providers of education and training protest that the limit discourages learning
and skill development, surely things to be encouraged. Similar arguments will be
made by providers of health, life and disability insurance, child care, dentistry, eye-
glasses, exercise classes, legal advice and consciousness-raising instruction. All these
things can be useful and enjoyable. But why should some people be able to buy
them with before-tax dollars while others cannot?

The introduction of "cafeteria plans," which allow workers to tailor fringe bene-fits to their needs, removes a major barrier to the growth of fringe benefits. When
beenfits were limited to items such as health insurance, the need for which cannot
be predicted with great accuracy, employees were releuctant to convert too much of
their cash wages Into untaxed frignes. But flexible plans allow employees who
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know, for example, that they will need to purchase thousands of dollars of child
care or legal services, to opt for those benefits and avoid taxation.

Fringe benefits have been growing much faster than wages. They now account for
16 percent of all compensation. Without further tightening of the tax law, that
growth is likely to accelerate. This is unfair, since it is the better-paid workers who
typically get the most fringe benefits. It is also a major threat to both the Social
Security system and the general treasury. Actuaries estimate, for example, that if
frienge benefit growth could be arrested, a major part of the uncertainty surronding
the long-range solvency of Social Security would be removed.

Remember that fringe benefits only look free. Ultimately you-and every other
taxpayer-will pay for them in higher taxes on the rest of your income and less
control over how you spender save the money you earn.

STATEMENT OF SENATOR JOHN H. CIIAFEE

Senator Packwood should be commended for holding bearings on this very impor-
tant issue. During the debate on the recent tax bill, "The Deficit Reduction Act of
1984," some of the most hotly contested items were in the area of "fringe benefits."
The length of the witness list for the hearings today, tomorrow, and Monday is an-
other indication of the importance of this issue, and I look forward to hearing what
all these very interested parties have to say.

The title of these hearings may be a little misleading. "Fringe" benefits somehow
suggests that these items are superfluous extras, and perhaps of little consequences
to most employees. I think the accumulated testimony over the next few days will
reveal that these benefits are very important to large numbers of employees, and
that they are very expensive employee benefits. The term "employee benefits"
rather than "fringe benefits" would perhaps be a better term to use to describe
what most of the witnesses are here to discuss.

These hearings are supposed to be examining what some refer to as the "consu-
mable" employee benefits, as opposed to "deferred" emplo ee benefits, such as pen.
sion plans. Since I chair the Finance Subcommittee on Savings, Pensions and Invest-
ment Policy, I have a strong interest in deferred employee benefits. There are nu-
merous questions that need to be asked and answered in separate hearings in that
Subcommittee on Pension Policy. In looking over some of the testimony for today's
hearing I notice that many of the witnesses have taken the opportunity to mix into
their discussion of "fringe" benefits, questions of pension policy that will have to be
addressed more in depth at subsequent hearings.

Pension benefits in many ways overshadow all other employee benefits because of
their tremendous cost. Each year the President in his proposed budget must submit
to the Congress an estimate of how much every tax 'incentive" or tax "break" in
the code costs the Federal Government. He must list each tax "expenditure" and
estimate the cost of it, just as if it were a direct spending program. The tax "ex-
penditure" for pensions (employer plans, IRAs, and KEOGHs) is the largest category
of tax expenditure in the code. For 1983, the cost of employer plans was listed at
$56.9 billion.

I think that we should hold separate hearings on this one category of employee
benefits to determine whether the tax incentives for pension plans are working as
intended. Specifically, we should look at whether all the items listed and justified as
"deferred" benefits are actually being used for retirement or pension security, or
whether they are being used more as currently consumable employee benefits. Are
IRA's and 401(k) plans really being used for retirement purposes or just for tax de-
ferred savings? We should also look at some of the same questions Senator Pack-
wood has raised about the distribution of pension benefits. For example, which
income classes would really benefit from increasing spousal IRAs?

Addressing the questions Senator Packwood has raised in the press release for
these hearings on consumable employee benefits will be quite a challenge in the
next few days. Complicating the discussion by trying to answer other questions re-
garding pension plans should not distract us since there will be future hearings on
the pension issues.

Following my own advice, I would now like to turn to the subject of tax incentives
for "fringe benefits." The Deficit Reduction Act of 1984 contains a long awaited clar-
ification of the taxation of employee benefits. The Act attempts to codify many of
the current practices which have arisen in certain industries to provide "tax free"
benefits to employees. We have protected many of the tax free benefits such as em-
ployee discounts for retail store employees, airline passes for airline employees, and
tuition remission for university employees. Viewed strictly from the tax policy
standpoint, there are some intellectual inconsistencies in what we have done, but
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we have at least provided clarity so that from now on everyone should know which
benefits are taxable and which are not.

Having drawn the rules to clarify which employee benefits are taxable and which
are not, we still have quite a job ahead of us. As I said earlier, the number of wit-
nesses at these hearings is indicative of the popularity and growth of employee ben-
efits as an expected part of any employee compensation package.

What we as policymakers have to do is find the proper balance in the taxation of
these benefits. I am delighted that most employers are routinely providing health
insurance to their employees. I know that the tax free nature of this benefit hits
contributed to this practice.

The tax expenditure for employer provided health insurance is the fourth largest
tax expenditure listed in the Pesident's budget request. For 1983 this tax expendi-
ture was listed at $15.2 billion. The tax expenditure for employer provided life
insurance was $2 billion. Employer provided child care, prepaid legal services and
educational assistance were smaller-$20 to $40 million each.

I think we must look at these items just as we look at direct spending programb in
the budget and see who is benefiting and whether we think we are getting our
money's worth. I am not prepared to continue to expand this list of tax free benefits
to auto insurance, homeowner's insurance and the like, although there is probably
someone out there who will make the argument that employers should be encour-
aged to provide all these benefits as well.

Next year the Congress may be considering serious tax reform, and several of the
current proposals, such as the B~rad ley.G;epha rdt "Fair Tax" bill propose to tax all
employee benefits, I am not certain that all of the people currently advocating a
"flat tax" or "modified flat tax" realize that taxation of currently tax free employee
benefits would be part of that proposal.

While I am not advocating taxation of all the currently tax free benefits, I do
think we ought to seriously consider some sort of overall cap, either based on a per-
centage of compensation or simply a dollar amount. If we do not place some limita-
tion on the amount of non-cash compensation tht can be given tax free, we are
going to see a continued erosion of oar tax base, both for income tax purposes and
for purposes of the social security tax base. Furthermore, the growing inequities
among ei .loyees who work for companies that provide huge amounts of tax free
benefits and those employees who have to purchase these increasingly expensive
items on an after tax basis will grow. We will be increasing the tax burden on the
unlucky wage earner who receives his compensation in cash, while some workers
receiving the same cash wages will be enjoying unlimited nontaxable noncash bene-
fits.

There are other issues which I hope the witnesses at this hearing will address. I
have serious questions about whether the provision of first dollar coverage under
employer provided health insurance plans is contributing much to our efforts to con-
tain the rising cost of health care. I have serious questions about some of the cafete-
ria plans that some partners in law firms are uing to pay $25,000 a year pre-tax to
pay for a live-in nanny for their children, while employees in my office have to pay
after tax dollars for whatever childcare they can afford. True, my employees can
claim up to $1,440 per year as a tax credit for child care expenses, but even for em-
ployczs in the 50 percent bracket, this amounts to a comparable exclusion of only
$2,880 per year.

This is not to say that I want to tax the health insurance coverge or end cafeteria
plans and employer provided day care. What we are going to have to do in this area
is find some balance between sound tax policy and good social policy. We certainly
want to continue to encourage employers to provide health insurance for their
employees, to continue the flexibility of cafeteria plans, and continue to assist fami-
lies with child care. But, some limitations on tax free employee benefits are going to
be necessary if we want to preserve the tax base and assure the equitable taxation
of all employees receiving the same compensation, whether in cash or "fringes."

Senator PACKWOOD. The hearings will please come to order. Let
me first express my thanks to all of the witnesses who have indi-
cated they wished to participate, as well as to the Treasury Depart-
ment.

We have had more of an outpouring of requests to testify than I
ever imagined. Almost all of it is from people with a perfectly justi-
fiable reason to testify. We had 110 requests for appearances, many

39-706 0 - 85 - 3
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people representing individual companies, many of them large,with thousands of employees covered by benefits.
We clearly could not accommodate 110 witnesses in 3 days, being

interrupted as I fear by votes from time to time. So, we cut it down
somewhat, and all the witnesses are aware of the time constraints
that they are going to have to operate under-3 minutes, 4 min.
utes, and in some cases, 5 minutes, the length varying depending
upon the number of people in the panel.

I will be adhering to those times limits very closely. The purpose
of the hearings, as far as I am concerned, is to lay the groundwork
against what I think is going to be a future attack on employee
benefits. I am not quite sure what motivates the attack although I
was struck by one of the things that I found in Peter Biggins state-
ment. He represents LTV, he said, and I quote, "there was a time
when compensation was perfectly flexible. Salary was the only
source of compensation. The employees had complete freedom to
use it as he or she wished. Both the employer and the employee got
full value from compensation."

I recall a long series of discussions I used to have with my then,
and still, close friend Jim Lynn, the former Director of the Office of
Management and Budget, and HUD Secretary. He felt that there
should be no employee benefits, that all compensation should be in
the form of wages. The taxes would be levied upon it, and then the
employee could use it for anything they wanted, whether it was
pensions or health, et cetera.

That is a perfectly legitimate philosophy. It is not one with
which I agree but I understand the philosophy. Some people who
want to fully tax employee benefits I think are motivated by the
desire to get rid of employer provided benefit plans. Whether they
are fully employer paid, partially employer paid, or otherwise, and
would go to a strict market economy. The employees would be paid
whatever their negotiated full value is worth. They would purchase
whatever benefits they want on their own, or if they can form
some kind of a group, they will do so.

I don't find that philosophy publicly stated very often. I have a
feeling that at least privately, it motivates some of the opposition
to employee benefits, or at least to nontaxed employee benefits.

There is another strain that wants to tax them simply because
we need revenue to reduce the budget deficit. That is a fully under-
standable reason. I have been on this committee long enough to see
what happens when we get into a bind and we have to have money.
We go into one of those closed sessions and we start going down a
list of items. At the right hand end of each item is an estimate of
how much revenue it will produce if we close the loophole or adopt
whatever measures we are considering. If we are looking for a
fixed amount of money, we start going down the column until we
come to that amount, without much merit in terms of deciding
what we are going to pick.

It has been my experience that in those closed sessions, if there
is some member that is adamantly opposed to something on the list
and will fight it, it will probably get dropped from the list. What
remains are those things that don't have any extraordinary defend-
ers on the committee, and that becomes the taxbill.
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As I say, in many cases it isn't with or without merit so much as
the fact that it doesn't have a defender. I see Senator Chafee has
joined us. He and I have shared the same view for years on the
need for revenue, and that is one way we get it.

But I think the real issue that I hope these hearings accomplish
is the taxation of employee benefits. I hope the argument willnot
be-are the people of this country going to have benefits. Are they
going to have no insurance? Are they going to be adequately cov-
ered with health protection, with day care protection, with pension
protection? I would hope that battle is over, and that we realize
one way or the other that people are going to be provided with at
least the basic necessities that most of us would consider requisites
to a decent life. Those requisites are either going to be provided by
governments or they are going to be provided by employers. With
most of our major trading competitors in Europe, those benefits are
provided by the government, who of course levies a tax on everyone
to pay for them. In Japan, they are more commonly provided by
employers. Japan has a much higher ratio of employee benefits to
wage than the United States does, and the United States has a
slightly higher one than does most of Western Europe. Things that
we would provide here through employer plans are provided there
quite often through the government.

It seems anomalous to me if we say that people are going to be
covered with adequate health insurance or day care or whatever it
is, if the Government provides it, then there would be no tax levied
on the employee, but if the busiress provides it, there will be a tax
levied.

If the goal is to provide adequate benefits, then I run across
people, except genuine socialists, who would argue that the Govern-
ment can provide the bcntfits better than business, if they are
going to be provided.

Second, it has been my great. experience in dealing with unions
that they do know their members well. I was a labor relations
lawyer for 5 years and negotiated with most of the unions that are
in existence today at one time or another. They really have to take
care of their members reasonably well. The demographics of differ-
ent unions are amazingly different. The employee benefits that
may be needed for one type of industry turn out not to be the em-
ployee benefits that are needed for a different kind of industry,
simply because of the age and makeup of the work force. In some
cases the sexual orientation of the work force determines what em-
ployee benefits are offered, depending upon whether it's more
heavily male or heavily female. When government provides bene-
fits, however, they are the same whether they are provided in New-
port, Oregon, or in New York City. It doesn't matter that New
York City and Newport may have slightly different needs or inter-
ests or age groups or demographics or anything else. It is a govern-
ment benefit, and it is the same throughout the country.

I have read all of the statements that have been submitted to
date. They are a cornucopia of information. Over and over and
over, they make the point, without exception, that none of the em-

loyers, none of the unions are asking for discriminatory benefits.
The unions and employers want to make sure that their members
and employees are taken care of on the broadest possible basis
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without discrimination. I would hope that we are not going to raise
the argument against employee benefits that they have been
abused in the past by small private corporations who have man-
aged to legally twist the tax laws to their benefits.

That twisting is wrong. We do the best we can to correct it, and
to that extent I take my hat off to Mr. Chapoton, with whom I
have worked closely on this issue. We are normally on different
sides, but we both agree that we want to end those flagrant dis-
criminatory abuses that serve no useful purpose. That is a black
mark against all of us who are in favor of these benefits.

I hope-when we are done with these hearings that we will have a
full record of the panoply of benefits that are legitimately provided
by legitimate employers or bargained for by the legitimate unions
in this country. Then we can make a decision (1) are the kinds of
benefits provided legitimate? If so, (2) are they better provided by
the Government or by business? They are going to be provided, and
if they are not provided by business, the clamor to have Govern-
ment provide them will succeed. (3), if they are going to be provid-
ed and if we conclude that it is better they be provided by business,
should we have a tax code that encourages the provision of those
benefits? Should we have a tax code that discourages the provision
of those benefits, knowing full well what the ultimate consequences
would be, Government provision of the benefits. John?

Senator CHArui. Thank you very much, Mr. Chairman. I am glad
you are going to hold these hearings. As you know, you and I have
differed to some degree in our approach to this subject. I think you
make a good point when you speak of those benefits which people
would look to the Government to provide. It is better to have the
private industries provide those benefits, and this is happening
with so many industries today. Of course, the benefits must be pro-
vided on a nondiscriminatory basis. However, when industries
move into a whole series of areas that I don't think any of us think
it is a legitimate Government function to provide, such as auto in.
surance, auto repairs, perhaps home owners insurance, and mat-
ters like that, then we are faced with a different situation. Some
have said that there should be no restrictions on these benefits.
They argue that the employers in their own best interests will not
go further than they should go in providing tax free benefits be-
cause of the expense to the employers.

I don't think it has always worked out that way. I am not sure
that the Federal Government would necessarily provide airplane
rides for a stewardess' parent if the employer didn't provide it. So,
it is a very important area to look at these distinctions. It is costing
the Federal Government a lot of money. I know some would object
to that phrasing. I wish I had a more delicate way of phrasing it
because I don't think the Federal Government is entitled to every-
body's money. However, I do think that the current growth of tax
expenditures in the employee benefit area should be carefully
looked at.

So, Mr. Chairman, I've got a lengthy statement here I would ask
be included in the record, and I look forward to these hearings. Un-
fortunately, the Secretary of State is having a briefing at 10.
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Senator PACKWOOD. I actually asked him to call that because I
knew you would probably want to go to it and couldn't stay for the
hearing. (Laughter.]

Senator CHAFE. Well, I thought there might be some malice of
forethought, but I think I will do something unique. I will read ev-
erything, as long as the statements aren't too long. Thank you.

Senator PACKWoov. Thank you very much.
Senator CHAFEE. Is our first witness Mr. Chapoton?
Senator PACKWOOD, Yes. Our first witness is the Assistant Secre-

taSnator CHAFEE. Not only is he our first witness, but I think it is
the last time we will see him as a witness. Is that right?

Mr. CHAPOTON. That is right, Senator.
Senator PACKWOOD. Is it true that you said no more mister nice

guy when you wrote this statement? (Laughter.]
Senator CHAFER, I am sure you have got a statement about Mr.

Chapoton, but we will all miss him. He has done a superb job over
the lst 3 '/2 years. I marvel at how he manages to retain so much
information on so many diverse topics, convey it all in a lucid
manner, and through it all keeps his sense of humor.

You have really done a superb job and we are grateful for all the
assistance you have given us on this committee.

Mr. CHAPOTON. Thank you, Senator Chafee. I have enjoyed it
very much.

Senator PACKWOOD. Buck, I have got to second that. I don't know
how you have managed over these years to keep your composure,
your sense of humor and your intelligence intact. I have watched
you go through those 13-, 14-, 15-hour sessions, as each one of us
takes a little nip of you. You respond, and when we've have had
our nip, we go off and have dinner or something. Then the next
person takes a shot, and you sit there with extraordinary patience
while making decisions involving billions of dollars.

You speak for the administration, without ever having, in most
cases, been able to talk with anybody about most of the things we
bring up. You do it with marvelous aplomb and intelligence, and I
cannot tell you personally-despite the fact we disagree on this
subject-how much I have enjoyed working with you and how very,
very much I will miss your presence.

Mr. CHAPO roN. Thank you, Senator Packwood. It would be unfair
for me to take all the credit. I have a tremendous staff and a tre-
mendous committee staff that gives us help all the time. It is not
difficult when you have that much help, I assure you. I sure appre-
ciate, more than I can say, the cooperation I have had from all the
members of the committee, as a group and individually. It has been
a tremendous pleasure for me throughout.

Senator PACKWOOD. I would like to say to the other witnesses
that we do not enforced the 3-minute rule on the Secretary. I have
tried on occasion, but it has never worked. [Laughter.]

Senator PACKWOOD. For all other witnesses, we will adhere to a
very tight rule. All of your statements will be included in the
record. If you all speak to us as if you were speaking in the living
room rather than as a witness, we would appreciate it. Buck, go
ahead.
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STATEMENT OF THE HONORABLE JOHN E. CHAPOTON, ASSIST.
ANT SECRETARY FOR TAX POLICY, DEPARTMENT OF THE
TREASURY
Mr. CHAPOTON. Mr. Chairman, I thank you, and I will attempt to

be brief, to summarize my statement.
I would like to start offby joining Senator Chafee in congratulat-

ing you for holding these hearings. As you point out, we have dis-
agreed on certain aspects of this subject-not all aspects-but it is
a very important subject, and I think these hearings-and the
turnout you have had for these hearings-certainly indicates the
importance of it.

So,Iam pleased to present the Treasury Department's views on
this subject. In the just passed legislation, as you know, Mr. Chair-
man, there were some significant changes in the rules governing
fringe benefits, including I would mention particularly the applica-
tion of deduction and other limits to VEBA's and other welfare
benefit plans, and then the very important codification of the tax-
free nature of certain formerly non3tatutory fringe benefits, such
as employee discounts and free parking-that sort of thing.

We think the Deficit Reduction Act was an appropriate step in
rationalizing the Federal tax treatment of fringe benefits, needed
clarification was provided to individual taxpayers and to employ-
ers, and progress was made in limiting the expansion of fringe ben-
efits.

My statement today outlines the areas we see that we continue
to be concerned about in the employee fringe benefit area. I am
going to focus particularly on the statutory frirnge benefits-those
that are exempted from tax under specific provisions of the Tax
Law, and I am going to discuss in particular the growth in fringe
benefits provided under employee-sponsored welfare benefit plans.

At the outset, let me mention that we are concerned that the ex-
pansion of fringe benefits excluded from the Federal income tax
and Social Security tax bases has caused Federal tax rates-both
Social Security and individual tax rates-to be higher than they
would otherwise have to be. I would simply point out that the suc-
cess we have had in recent years in holding and cutting back in the
growth of marginal tax rates could be undermined quickly by any
significant narrowing of the range of compensation subject to tax.

We are also concerned that the ta benefits derived from the ex-
isting statutory benefits may not fairly be distributed among tax-
payers. And, finally, we are concerned that in some instances the
exclusions from gross income of certain benefits fail to promote
policies underlying the favorable treatment.

First, let me deal with the impact on the income of the Social
Security tax base. Generally, as we know, an employee is required
to include gross income for both Federal income tax and Social Se-
curity tax purposes-all compensation in whatever form paid,
whether cash or in the form of other other benefits, but benefits
provided under certain employer sponsored plans that satisfy appli-
cable Code provisions are excluded from both the income and
Social Security tax bases.

Generally, the benefits qualify for exclusion only if the plan sat-
isfies eligibility coverage and nondiscrimination rules designed to
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assure that the benefit is provided to a broad cross-section of the
employees on a nondiscriminatory basis. Prior to the enactment of
ERISA in 1974, the major statutory fringe benefits were qualified
pension and profit-sharing plans, group term life, and medical ben.
efits. These benefits were designed to encourage employers to pro-
vide these types of benefits that would protect employee and their
families from hardship on account of separation from service,
death, and sickness or disability. Beginning with ERISA, however,
statutory exclusion of fringe benefits from taxation has grown to
include employee stock ownership plans, group legal services, van
pooling, educational systems programs, and dependent care pro-
grams. The expansion of the statutory nontaxable benefits has the
effect of reducing the cost of a broad range of goods or services that
are purchased by a wide sector of the population.

Predictably,- this has put pressure on employers to provide in.
creasing portions of compensation in nontaxable forms. Various
surveys based primarily on Department of Commerce and U.S.
Chamber of Commerce data reveal that the percentage of total
compensation that is paid in the form of agreed-upon fringe bene-
fits, such as qualified plans and employer-provided health, as dis-
tinguished from the required benefits, such as employee compensa-
tion and unemployment compensation and worker compensation,
has consistently increased over the last 25 years. One survey indi-
cates that the percentage of total compensation paid in the form of
agreed-upon benefits that are excluded from tax has grown from
2.6 percent in 1950 to almost 10 percent in 1983. The growth in tax
favored benefits--

Senator CHAFEE. Could I just ask a question, Mr. Chairman?
Senator PACKWoOD. Sure.
Senator CHAFEE. Mr. Chapoton, I am surprised that it is not even

more than that. I thought these fringe benefits in some instances
would amount to 26 to 33 percent. Isn t that what they compute for
a Government employee? Something very substantial like that?

Mr. CHAPOTON. This does not include legally required benefits,
such as unemployment compensation. These are, in effect, volun-
tary, agreed-upon forms of fringe benefits, such as retirement bene-
fits, such as health, and now such as legal benefits, which the em-
ployer can or cannot negotiate.

Senator CHAFEE. But you take the auto workers, for example,
they will say that they are receiving $13.00 an hour, but with-
fringes it is $22.00 an hour. In other words, nearly double or 80
percent of their wages.

Mr. CHAPOTON. Sure. For example, they negotiate extremely high
health care or health insurance packages.

Senator CHAFEE. So, these statistics are national statistics, are
they

M CHAPOTON. These are national statistics. That is right. And
we are covering only statutory exclusions. We are not covering
parking and things such as that, but in all candor, I think in dollar
terms, in percentages, those do not add up to-They would increase
these figures if you put them in, but they would not dramatically
increase them.

The growth in these benefits has been stimulated. by the statuto-
ry authorization of cafeteria plans. As we discussed last year before
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this committee at some length-or before the Congress at some
length--cafeteria plans permit individuals-basically individual
employees-to pick and choose which benefits they will receive.
The flexibility inherent in cafeteria plans substantially eliminates
the presence of employee jealousy in the restraint of the amount of
compensation provided in tax-favored forms. The desirability of a
particular benefit-a particular fringe benefit-differs of course
from employee to employee, and fringe benefit compensation is
generally sought by some employees in particular forms and not by
others.

Employee disagreement over the desirability of particular non-
taxable benefits has historically served as a restraint on the
amount of tax-free compensation provided in any on- form.

Cafeteria plans virtually eliminate this restraining factor by per-
mitting individual employees to select the fringe benefits which
meet their particular needs. In addition, where an employer is un-
willing for a variety of reasons to provide additional benefits on a
tax-favored basis, cafeteria plans enable employees to use p re-tax
dollars rather than after-tax dollars to purchase such additional
benefits.

Our revenue estimates with respect to cafeteria plans indicates a
significant impact which they may have on the Federal tax base.
For fiscal years 1984 through 1989, we estimate that cafeteria plans
will reduce individual income tax receipts by $7 billion and Social
Security receipts by over $3 billion, for a total reduction of $10.2
billion over those 5 years. These projections indicate that cafeteria
plans provide a powerful incentive for structuring nontaxable com-
pensation packages. Even more substantial revenue losses would
result if the cafeteria plans rules authorize the exclusion of bene-
fits through the so-called flexible spending arrangements, that is
the FSA's that we discussed in the DEFRA conference committee.
Generally, an FSA permits an employee to designate sone portion
of his or her otherwise taxable salary as available for tax-free reim-
bursement of a specified expense such as medical care, legal serv-
ices, or dependent care systems. We have concluded, and the pro-
posed Treasury regulations reflect this conclusion, that the statuto-
ry provisions granting tax-favored treatment to specified benefits-
the cafeteria rules themselves do not authorize flexible spending
accounts. Therefore, the benefit does not fall under any of the ap-
plicable statutory exclusions if the benefit is provided through an
FSA. If FSA were granted favorable tax treatment, employers
would be better able to style ordinary compensation as tax-free re-
imbursement of their employees' personal expenses.

The effect would be to write out of the Code for employees cov-
ered under cafeteria plans the existing limits on deductions and
credits for a number of personal expenses. This would have a dra-
matic effect on the revenue base. The figures I gave earlier-a
little over $10 billion for the years 1984 through 1989 through the
use of cafeteria plans-would be approximately doubled if flexible
spending accounts were allowed.

Let me turn to welfare benefit plans including VEBA's. General-
ly, the cost of employee compensation, including employer-provided
welfare benefits, are deductible by the employer at the time the
compensation is actually provided to the employee. Also, if an em-
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ployer sets aside amounts for future employee compensation,
income earned on the amount set aside are included in the employ-
er's gross income for income tax purposes. There are exceptions to
these general rules, and they have permitted employers in certain
circumstances to deduct currently contributions to prefund de-
ferred welfare benefits. The critical advantage to an employer in
setting aside funds in VEBA's and other effectively tax-exempt en-
tities is that the income on the funds accumulate on the tax-
exempt basis-generally, neither the employer, the VEBA, nor the
employee beneficiaries are taxed currently on the fund's growth.

The historical development of VEBA-the VE3A rules-indi-
cates that the effectively unlimited tax exemption for VEBA's did
not come about in a considered and deliberate fashion. Basically,
Mr. Chairman, prior to 1969 there was . limit of 15 percent on the
income-the outside income-that could be earned by a VEBA, and
this prevented employers from using VEBA's to accumulate sub-
stantially tax-favored reserves. In 1969, the Tax Relorm Act of
1969, in an apparent attempt to restrict VEBA's, made VEBA's sub-
ject to the unrelated business income tax, and the 15 percent test
was thought to be meaningless and was removed. This left VEBA
income not subject to tax if it is set aside to provide permissible
benefits, and thus there is no longer any limit on the amount that
an employer can set aside in a VEBA to pay a permissible benefit
or on the tax-free earning that can accumulate inside a VEBA.

In recent years, we have seen a significant growth in the number
of VEBA's. According to IRS, there were some 7,700 active VEBA's
that had received favorable IRS determinations as of 1980. B' the
end of 1983, that had jumped 20 percent-9,400 had received favor-
able letters. So, in the last 3 years, we have seen a 20-percent in-
crease, even though VEBA's have been in existence for-have been
tax-exempt-for 54 years.

One of the reasons, we think, for this increase was the enact-
ment of the additional limits under section 415 on contributions
and benefits, and the top-heavy rules under qualified pensions and
profit-sharing plans. VEBA's are not subject to either of these re-
strictions. The combination of the current deduction for deferred
welfare benefits and the tax-exempt growth of funds set aside for
benefits provides employers with substantial tax benefits to the
extent that the employee is able to pre-fund on a deductible basis
his deferred benefits to a tax-exempt entity. A portion of the cost of
the benefit will be purchased with tax-exempt income earned by
that entity, and the benefit to-the employer can far exceed the 46
percent that is normally available for an employee benefit that is
simply deductible when paid. It is important to note that this shift-
ing of costs from the employer to the Government occurs even
though the funding is actuarily sound. The problem is by no means
limited to the overfunding case.

The Deficit Reduction Act contains rules that limit the extent to
which the employer may use a VEBA or similar entity to provide
deferred benefits to employees. If a reserve is set aside in a VEBA
in excess of these reserve limits established in the 1984 Act, the
income of the VEBA is subject to unrelated business income tax.
The Act also has rules aimed at limiting the extent to which an
employer can use a VEBA or similar entity for the intended pur-
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poses. We worked with Senator Packwood on those rules very close-
We would just point out that, even with these limits, there are

very significant tax benefits remaining for employers using the
VEBA's or similar entities. And I think those ought to be inquired
into in these hearings and I am sure that will be discussed at some
length.

Now, let me shift very quickly to the equity questions raised by
fringe benefits. The statutory exclusion from gross income are, of
course, generally conditioned on the delivery of the benefits
through an employer-sponsored plan. The limitations of these bene-
fits to employees covered by an employer plan may be seen to dis-
criminate against individuals who are not covered by plans. Nonco-
vered individuals are going to have to pay for these benefits, such
as health care, with after-tax dollars, where the covered employees
are able to purchase the same benefits with pre-tax dollars. If there
is an unfairness here, it is exascerbated as a percentage of compen-
sation paid in the form of fringe benefits increases over the years.

There are also nondiscrimination problems. A basic justification
for providing a tax benefit in the form of an exclusion from gross
income is to promote the delivery of a tax-favored benefit to a
broad cross section of employees. We think it is important, as do
the members of this committee, that effective coverage and nondis-
crimination rules apply with respect to each employer provided
benefit eligible for an exclusion. Over the last few years, I think we
have all begun to recognize that, as Senator Packwood said, cover-
age and nondiscrimination rules apply to most of the benefits. An
exception is medical plans under a policy with an insurance compa-
ny, which are not subject to the nondiscrimination rules. We would
suggest that you look at that in these hearings.

We are also concerned that cafeteria plans undermine the effec-
tiveness of the statutory coverage and nondiscrimination rules.
Nondiscrimination rules are generally based on the availability of
the particular benefits provided under the plan. In the absence of a
cafeteria plan, an availability type test will ordinarily assure that
the benefit is provided to a broad cross section of employees, but
availability based tests are not effective where the employees are
free to trade tax-favored benefits for cash or other benefits, and I
think that is an aspect of cafeteria plans with which we should be
concerned.

And then, finally, Mr. Chairman, let me just mention the health
policy considerations since they are such an important part of this
entire area. The magnitude of the tax benefits available for em-
ployer-provided welfare benefit plans may create incentives incon-
sistent with other important policy objectives. In particular, we are
concerned that the generous tax treatment of employer-provided
health benefits may have contributed to, rather than have con.
tamed, increasing health care costs. Under the code, there have
been unlimited exclusions from gross income for the cost of employ-
er provided health coverage and medical care and expense reim-
bursements received under such coverage are also provided with an
unlimited exclusion. The primary effect of these provisions is that
employees are supplied with extraordinarily generous health bene-
fits, often with no internal controls or cost or utilization of health
care.
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Some employer-provided health plans are so generous that em-
ployees bear little if any of the cost of routine doctors visits, health
care or medical tests. And as a result, the employees tend to over-
use doctors and hospital services. Such overuse contributes to
rising health care costs. In recognition of this impact from the tax
laws, the administration proposed a cap on a health benefit premi-
um that may be excluded from an employee's gross income. There
may be additional methods of encouraging employers to introduce
more cost sharing into their health plans and to otherwise reduce
private health spending. We think all parties-Congress, the ad-
ministration, and private industry-should work together in an at-
tempt to target tax benefits for health plans more effectively than
they are today.

Also, we believe that the health care cost considerations dictate
that favorable tax treatment not be granted to flexible spending ac-
counts and to cafeteria plans. Because FSAs would allow existing
cost sharing in health plans to ie made with pretax dollars, the
permissive treatment of FSA's would contribute to rising health
care costs. The Department of Health and Human Services concurs
in this analysis, and we have worked with them on this part of the
testimony.

We recognize the argument in particular situations-and certain-
ly, I have heard it a lot-that if an FSA replaces first dollar of cov-
erage, the FSA may introduce a relative incentive for employees
not to use health care. But we have got to recognize that in grant-
ing favorable tax treatment, the FSA's would permit employees to
use pretax dollars to pay for health-related expenses that are cur-
rently paid with after-tax dollars.

These expenses-cost sharing under health insurance, payment
for services not covered by insurance, and employee contributions
to employer-sponsored health care plans-are expected to go to
$118 billion by 1990 according to HHS estimates. If through the
availability of flexible spending accounts a substantial share of
that $118 billion were to be financed with pretax dollars, the
demand for health services would be increased, and health care
costs inflation exacerbated. More effective and equitable strategies
than FSA's are available to aid employees in controlling health
care costs, and just as one example we would point out the cafete-
ria plans without FSA's permit employers to price health benefit
options to encourage employees to select the options with addition-
al employee cost sharing. An employee who selects the lower
option health benefit would then have additional amounts avail-
able to purchase other benefits or to receive in cash, which he
could in turn use to pay for health expenses that are unreimbursed
due to the higher deductible or copayment. And there are certainly
other ways to attack this problem.

Mr. Chairman, I will conclude my summary of my statement
there, and I will be happy to answer any questions.

[Mr. Chapoton's prepared statement follows:J
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SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
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Mr. Chairman and Members of the Subcommittee:

I am pleased to appear before you today to present the
Treasury Department's views on the appropriate tax treatment of
employer-provioed fringe benefits.

In the jitst-enacted Deficit Reduction Act of 1984 (DRA),
Congress made several significant changes in the rules governing
fringe benefits. Among the more important of these were (i) the
extension to retired and disabled employees of the limits
applicable to tax-favored group-term life insurancel (ii) the
application of deduction and other limits to voluntary employees'
beneficiary associations (VEBAS) and other welfare benefit funds;
(iii) the codification of an exclusion for formerly nonstatutory

iP fringe benefits, such as employee discounts and free parking: and
(iv) the exclusion from cafeteria plans of taxable benefits other
than cash, group-term life insurance in excess of $50,000,
certain group-term life insurance for dependents of the employee,
and vacation days. The ORA also adopted reporting requirements,
key employee limits, and special transition rules for cafeteria
plans.

The DRA was an appropriate step in rationalizing the Federal
tax treatment of fringe benefits. Needed clarification was
provided to individual taxpayers and employers alike, and
progress was made in limiting the expansion of fringe benefits.
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My testimony today will outline areas of continuing concern
to the Treasury Department with regard to the tax treatment of
employee fringe benefits. I will focus on the so-called
statutory fringe benefits, those benefits exempted from tax under
specific provisions of the tax law, and will discuss in
particular the growth in fringe benefits provided under
employer-sponsored welfare benefit plans.

We are concerned that the expansion of the fringe benefits
excluded from the Federal income and social security tax bases
has caused tax rates to be higher than they would otherwise be.
Our efforts in recent years to contain increases in marginal
rates of income taxation and in the social security tax rates
could be undermined quickly by any significant narrowing of the
cange of compensation subject to tax.

We are also concerned that the tax benefits derived from the
existing statutory fringe benefits are not fairly distributed
among taxpayers. Current provisions direct a disproportionate
share of such preferences to individuals able to participate in
employer-sponsored benefit plans.

Finally, we are concerned that in some instances the
exclusion of benefits from gross income fails to promote tke
policies underlying such favorable treatment.

lmuact on the Income and Social Security Tax Bases

Statutory Nontaxable Benefits

Generally, an employee is required to include in gross
income, for both Federal income and social security tax purposes,
all amounts received as compensation, whether in the form of cash
or any other benefit, including welfare benefits. Subject to
statutory limits, however, benefits provided under an
employer-sponsored plan that satisfies the applicable Code
provisions are excluded from the income and social security tax
bases.

Generally, a employer-provided benefit qualifies for an
exclusion only if the plan satisfies certain eligibility,
coverage, and nondiscrimination rules. (A notable exception is
health benefits provided by an employer under a policy of
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insurance with an insurance company.) The purpose of these rules
is to assure that the tax-favored benefit is provided to a broad
cross-section of the employer's employees on a nondiscriminatory
basis.

Prior to the enactment of the Employee Retirement Income
Security Act of 1974 (ERISA), the major statutory fringe benefits
were qualified profit-sharing and pension plans, group-term life
insurance, and medical benefits. The favorable tax treatment was
intended to encourage employer to provide benefits that would
protect employees and their families from hardship on account of
separation from service, death, and sickness or disability.
Beginning with ERISA, however, the statutory exclusion of fringe
benefits from taxation has grown to include employee stock
ownership plans, group legal services programs, van pooling,
educational assistance programs, and dependent care assistance
programs.

The expansion of the statutory nontaxable benefits has the
effect of reducing the cost of a broad range of goods or services
that are purchased by a wide spectrum of the population.
Predictably, the broader range of nontaxable benefits has put
pressure on employers to provide increasing portions of
compensation in tax-favored forms so as to maximize the "tax
effectiveness" of employee compensation packages.

Various surveys, based primarily on Department of Commerce
and U.S. Chamber of Commerce data, reveal that the percentage of
total compensation that is paid in the form of "agreed-upon"
fringe benefits (e.g., qualified plan benefits and
employer-provided health benefits), as compared with legally
required benefits (e.g., unemployment compensation and workers
compensation), has consistently increased over the last
twenty-five years. For example, one survey indicates that the
percentage of total compensation paid in the form of
"agreed-upon" benefits was 2.6 percent in 1950, 6 percent in
1970, 8.9 percent in 1980, and 9.8 perceriL in 1983.

Cafeteria Plans and Flexible Spending Arrangements

The growth in tax-favored benefits provided under
employer-sponsored plans has been further stimulated by the
statutory authorization of cafeteria plans. Cafeteria plans
permit individual employees to pick and choose which fringe
benefits they will receive, in effect allowing employees to
design fringe benefit packages tailored to their individual
needs.
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The flexibility inherent in cafeteria plans substantially
eliminates "employee jealousy" as a restraint on the amount of
compensation provided in tax-favored forms. In the absence of a
cafeteria plan, employees would choose compensation in the form
of nontaxable fringe benefits only if the benefits were more
desirable than the after-tax value of the additional salary that
would otherwise have been paid. Because the desirability of
particular benefits differs from employee to employee, fringe
benefit compensation is generally sought by some employees and
opposed by others. Employee disagreement over the desirability
of particular nontaxable benefits has served historically as an
important restraint on the amount of compensation provided in any
one form. Cafeteria plans virtually eliminate this restraining
factor by permitting individual employees to select the fringe
benefits which meet their particular needs.

Also, where an employer is unwilling to provide additional
benefits on a tax-favored basis, cafeteria plans enable employees
to use pretax dollars, rather than after-tax dollars, to purchase
such additional benefits. For example, in the absence of a
cafeteria plan, an employee would have to make the required
employee contribution to a contributory medical plan with
after-tax dollars. But if the employer makes the contributory
medical plan available through a cafeteria plan, the employee
would be able to make the required contribution with pretax
dollars.

Our revenue estimates reflect the significant impact
cafeteria plans have on the Federal tax base. For fiscal years
1984 through 1989, we estimate that, assuming the exclusion for
group legal services is not extended beyond December 31, 1984,
cafeteria plans will reduce individual income tax receipts by
S7.01 billion and social security receipts by $3.2 billion, for a
total reduction of $10.21 billion. (If the exclusion for group
legal services is extended, the appropriate estimates are $7.47
billion and $3.42 billion, respectively, for a total of $10.89
billion.)

These projections indicate that cafeteria plans provide a
powerful incentive for structuring nontaxable compensation
packages. £ven more substantial losses in revenue would result,
however, if the cafeteria plan rules authorized the exclusion of
benefits provided through "flexible spending arrangements."
Generally, a flexible spending arrangement (PSA) permits an
employee to designate some portion of his or her otherwise
taxable salary as available for the tax-free reimbursement of
specified expenses, such as medical care, legal services, or
dependent care assistance. Under an FSA, the employee is assured
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of receiving, in the form of cash or some other benefit, any
portion of the designated amount available for tax-free
reimbursement without regard to whether the employee incurs
covered expenses.

We have concluded; as proposed Treasury regulations on
cafeteria plans reflect, that the statutory provisions granting
tax-favored treatment to specified benefits and the cafeteria
plan rules themselves do not authorize rSAs. Therefore, a
benefit does not fall under any of the applicable statutory
exclusions if the benefit is provided through an FSA.

If FSAs were granted favorable tax treatment, employers would
be better able to style ordinary compensation as a tax-free
reimbursement of their employees' personal expenses. Such
expenses are otherwise nondeductible for tax purposes, or, as in
the case of expenses for medical or dependent care, entitled to a
deduction or credit only under statutory limitations. The effect
of granting favorable tax tredtment to FSAs would be to write out
of the Code, at least for employees in cafeteria plans, the
existing limits on deductions and credits for a number of
personal expenses.

The dramatic effect that FSAs would have on the Federal tax
base is again reflected by our revenue estimates. For the 1984
through 1989 fiscal years (assuming that the exclusion for group
legal services is not extended beyond December 31, 1984), we
estimate that granting favorable treatment to FSAs would cause a
$6.71 billion loss in individual income tax receipts and a $3.11
billion loss in social security tax receipts, for a total loss of
$9.82 billion. (If the group legal exclusion is extended, the
estimates are $8.47 billion and $3.91 billion, respectively, for
a total loss of $12.38 billion.) These estimates are in addition
to the earlier estimates of the reductions in receipts due to
cafeteria plans generally. Thus, for the fiscal years 1984
through 1989, the aggregate revenue estimate of continuing
cafeteria plans dnd granting favorable tax treatment to FSAs is
$20.02 billion (group legal not extended) and $23.27 billion
(group legal extended).

Welfare Benefit Funds, Including VEBAs

Generally, the costs of employee compensation, including
employer-provided welfare benefits, are deductible by the
employer at the time when the compensation is actually provided
to the employees. In addition, if an employer sets aside amounts
for future employee compensation, income earned on the amounts
set aside is included in the employer's gross income for income
tax purposes.
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£xceptidns to these general rules have permitted employers,
in certain circumstances, to deduct currently contributions to
prefund deferred welfare benefits. The critical advantage to an
employer in setting aside funds in VEBAs and other effectively
tax-exempt entities is that the income on such funds accumulates
on a tax-exempt basis. Generally, neither the employer, the plan
or VEBA, nor the employee-beneficiaries are taxed currently on
the fund's growth.

The historical development of the VEBA rules indicates that
the effectively unlimited tax-exemption for VEBAs did not come
about in a considered and deliberate fashion. Indeed, before the
DRA, Congress seems not to have appreciated the potentially
substantial tax benefits that an employer could derive through a
VEBA. Instead, Congress generally viewed VEBAs simply as
vehicles through which employees could join together to provide
certain welfare benefits for themselves without adverse tax
consequences.

Congress originally enacted a statutory tax exemption for
VEBAs in 1928. The exemption was available only for VEBAs with
respect to which at least 85 percent of the income was collected
from members to pay benefits or administrative expenses. Later,
in response to the Internal Revenue Service's argument that
employer contributions, if in excess of 15 percent of a VEBA's
income, destroyed the VEBA's tax-exempt status, Congress provided
that employer contributions would be treated as member
contributions for purposes of the 85 percent test.

Even after the change in treatment of employer contributions,
the 85 percent test, by effectively limiting the investment
income in a VEBA to 15 percent of the VEBA's income, prevented
employers from using VEBAs to accumulate substantial tax-favored
reserves. The Tax Reform Act of 1969, however, in a move
apparently intended to restrict the tax advantages of VEBAs,
subjected VEBAs to the unrelated business income tax and
eliminated the 85 percent test; Congress appeared to believe that
the unrelated business income tax rendered the 85 percent test
unnecessary. Under the applicable unrelated business income tax
provisions, however, VEBA income was not subject to tax if it was
"set aside" to provide permissible benefits. Thus, there were no
longer any limits on the amounts that an employer could set aside
in a VEBA to pay a permissible benefit, or on the tax-free
earnings that could accumulate on the amounts set aside.

In recent years, and especially since Treasury regulations
under the Tax Reform Act of 1969 were issued in 1980, the growth
in the number of VEBAs has substantially accelerated. According
to the IRS, only 7,791 active VEBAs had received favorable IRS
determination letters by November 30, 1980. By the end of 1983,
however, more than 9,400 VEBAs had received favorable letters.

39-706 0 - 85 - 4
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Thus, nearly 21 percent of the VEBAs in existence as of the end
of 1983 have come into existence during the last three of the 54
years for which VEBAs have been tax-exempt. One of the reasons
for this recent increase was the enactment of the additional
limits--the reduction in the section 415 limits on contributions
and benefits and the top-heavy rules--on qualified pension and
profit-sharing plans in the Tax Equity and Fiscal Responsibility
Act of 1982. VEBAs are subject to neither of these restrictions.

The combination of the current deduction for deferred welfare
benefits and the tax-exempt growth of funds set aside for such
benefits provides employers with substantial tax benefits. For
example, an employer that is subject to a 46 percent marginal
income tax rate generally bears about 54 percent of the cost of
providing an employee with a welfare benefit and the Federal
government (or taxpayers generally), through the tax systbm,
bears about 46 percent of the cost of the benefit. To the extent
that the employer is able to prefund, on a deductible basis, a
deferred benefit through a tax-exempt entity, such as a VEBA, a
portion of the cost of the benefit will be purchased with
tax-exempt income earned by the entity. In such a case, the
Federal government (or taxpayers generally) will pick up a
greater share of the total cost of the benefit. If the
prefunding occurs many years in advance of when the benefit is
provided, the government's share of the cost will far exceed the
employer's share due to the greater accumulation of tax-exempt
income. It is important to note that this shifting of costs to
the government occurs even though the funding is actuarially
sound. Thus, the problem is by no means limited to cases where
overfunding occurs.

One way of illustrating the magnitude of this tax benefit is
by comparing the after-tax amounts generated if the same amounts
are set aside, over a period of years, on a tax-deductible and
tax-exempt basis, on the one hand, and on a non-deductible and
taxable basis, on the other. For example, assume that a
corporation is willing to devote $2,000 at the beginning of each
year for 10 years toward providing a benefit at the end of the
10th year. Assume further that the corporation is in the 46
percent tax bracket for each of these years, and that the annual
interest rate is 10 percent.

If the corporation uses a VEBA to fund the benefit, it will
be allowed to deduct the $2,000 in each year of its contribution
to the VEBA. If, however, the corporation merely uses a taxable
bank account to fund the benefit, it will be able to set aside in
each year only the after-tax value of $2,000, which is $1,080.
After ten years of accumulation, the VEBA fund will be
$35,062.33, whereas the balance in the bank account will be only
$14,587.83. The bank account balance, however, will support a
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benefit of $27,014.50, which would be financed by the deduction
for this benefit (.46 x $27,014.50) and the $14,587.83 account
balance. Thus, funding the benefit through the VEBA permits the
corporation to provide a 30 percent greater benefit than funding
through the taxable bank account.

The DRA contains rules that limit the extent to which an
employer may use a VEBA or similar entity to provide deferred
benefits to employees. employer deductions to a VEBA for a year
are limited to the sum of the benefits provided during the year
plus an amount, determined under reasonable actuarial standards,
to cover benefit claims incurred but unpaid as of the end of the
taxable year and to cover projected post-retirement life
insurance and medical benefits. Also, if the reserves set aside
in a VEBA or similar entity exceed the permitted reserve limits,
the income of the VEBA or similar entity will be subject to the
unrelated business income tax. Finally, the DRA limits the
levels of benefits that may be provided to employees f;: purposes
of calculating these deduction and reserve limits. These rules
generally are effective for years beginning after December 31,
1985.

The DRA also contains rules aimed at limiting the extent to
which an employer may use a VEBA or similar entity for unintended
purposes. For example, the DRA applies eligibility, coverage,
and nondiscrimination rules to VEBAs and provides that funds set
aside to provide post-retirement life insurance and health
benefits to a key employee of the employer must be credited to a
separate account and must be counted under the annual section 415
limits as employer contributions to a defined contribution plan.
Also, a key employee may receive the promised post-retirement
benefits only out of the funds credited to his or her separate
account. in spite of the important limits imposed by the DRA,
significant tax benefits remain for employers using VEBAs or
similar entities.

Horizontal Inequity

The statutory exclusions of fringe benefits from gross income
generally are conditioned upon the delivery of the benefits
through an employer-sponsored plan. (An exception is the
exclusion for health benefits provided under a policy with an
insurance company.) The limitation of tax-favored benefits to
employees covered by an employer plan may be seen to discriminate
against individuals not so covered. This latter group of
non-covered individuals must pay for benefits, such as health
care, with after-tax dollars, whereas covered employees are able
to purchase the same benefits with pretax dollars.
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It is worth noting that the degree of unfairness attributable
to the tax treatment of fringe benefits varies directly with the
volume of benefits exempted from tax. As the percentage of
compensation paid in the form of fringe benefits has increased,
the issue of how the related tax benefits are distributed among
taxpayers has taken on increasing importance. Further growth in
the volume of fringe benefits can only exacerbate already
significant concern over taxpayer fairness.

Nondiscrimination and Health Policy objectives

Nondiscrimination

A basic justification for providing a tax benefit in the form
of an exclusion from gross income is to promote the delivery of
the tax-favored benefit to a broad cross-section of employees on
a nondiscriminatory basis. It is thus important that effective
coverage and nondiscrimination rules apply with respect to each
employer-provided benefit eligible for an exclusion from gross
income.

Coverage and nondiscrimination rules apply to most
'.tax-favored benefits, such as group-term life insurance,

self-insured medical reimbursement plans, group legal service
plans, and dependent care assistance programs. However, medical
plans provided by an employer under a policy with an insurancu
company are not subject to nondiscrimination rules. Thus,
discrimination in favor of the Key and highly compensated
employees is still possible in the case of insured health plans.

We are concerned that cafeteria plans undermine the
effectiveness of the statutory coverage and nondiscrimination
rules that presently apply with respect to the statutory
exclusions. These nondiscrimination rules generally are based on
the availability of the particular benefit provided under the
plan. In the absence of a cafeteria plan, an availability-type
test ordinarily will assure that the benefit is provided to a
broad cross-section of employees on a nondiscriminatory basis.
Availability-based tests, however, are not effective where
employees are free to trade tax-favored benefits for cash or
other benefits. Also, the existing nondiscrimination rules
applicable to cafeteria plans generally are not adequate to
assure that the underlying nondiscrimination objectives are being
protected.

Health Policy Considerations

The' magnitude of the tax benefits available for
employer-provided welfare benefit plans may create incentives
inconsistent with other important policy objectives. in
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particular, we are concerned that the generous tax treatment of
employer-provided health benefics may have contributed to, rather
than contained, increasing health care costs.

Section 106 of the Code provides employees with an unlimited
exclusion from gross income for the cost of employer-provided
health coverage. Medical care and expense reimbursements
received under such coverage are provided with an uniimited
exclusion under section 105(b). A primary effect of these
provisions is that employees are supplied with extraordinarily
generous health benefits, often with no internal controls on
costs or utilization of health care. Some employer-provided
health plans are so generous that employees bear little, if any,
of the cost of routine doctors' visits, hospital care, or medical
tests. As a result, the employees tend to overuse doctor and
hospital services and medical tests. Such overuse contributes to
rising health care costs.

In recognition of the effect on health care costs of the tax
treatment of employer-provided health benefits, the
Administration has proposed a cap on the health benefit premium
that may be excluded from an employee's gross income. There may
be additional methods of encouraging employers to introduce more
cost-sharing into their health plans and otherwise to reduce
private health spending. All parties--Congress, the
Administration, and private industry--should work together to
target the tax benefits for health plans more effectively.

Furthermore, we believe that health care cost considerations
also dictate that favorable tax treatment not be granted to FSAs
in cafeteria plans. Because FSAs would allow existing
cost-sharing in health plans to be made with pretax dollars, the
permissive treatment of FSAs would contribute to rising health
costs. The Department of Health and Human Services concurs in
this analysis.

We recognize the argument that, in particular situations
where an FSA replaces first-dollar coverage, the FSA iday
introduce a relative incentive for employees not to use health
care. However, granting favorable tax treatment to FSAs would
permit employees to use pretax dollars to pay for health-related
expenses that are currently paid with after-tax dollars. These
expenses--cost-sharing under health insurance, payments for
services not covered by insurance, and employee contributions to
employer-sponsored health plans--are expected to grow to $118
billion by 1990, according to Department of Health and Human
Services estimates. If, through the availability of FSAs, a
substantial share of the $118 billion were to be financed with
pretax dollars, demand for health services would be increased and
health care cost inflation exacerbated.
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More effective and equitable strategies than FSAs are
available to aid employers in controlling health care costs. For
example, both prospective and retrospective hospital utilization
review, second opinions, restructuring of benefits (e.g., to
cover noninstitutional care), special service delivery
arrangements (e.g., preferred provider organizations), and the
promotion of health maintenance organizations are examples of
proven and developing strategies for private health cost
containment. Also, cafeteria plans without FSAs permit employers
to price health benefit options to encourage employees to select
the options with additional employee cost-sharing. An employee
who selects a lower-option health benefit then would have
additional amounts available tc purchase other benefits or to
receive as cash, which if necessary could be used to pay for
health expenses that are unreimbursed due to the higher
deductible or co-payment.

We believe thorough analysis clearly indicates that even
though FSAs may facilitate particular empioyers in attempting to
introduce incentives for employees not to use health care, the
dominant effect of granting permissive tax treatment to F'SAs
would )e to increase health care costs. We thus believe, and the
Department of Health and Human Services concurs, that granting
such treatment to FSAs would undercut the effort to formulate an
effective health cost containment policy.

Senator PACKWOOD. Buck, let me ask you one quick question on
health. Are you familiar with Pepsico's experience when they
moved their health plan from a cafeteria plan to a flexible spend-
ing plan?

Mr. CHAPOTON. I am not sure I am familiar with Pepsico, but I
know that several employers have done that and they have re-
duced the cadillac nature of their health plans. And in those par-
ticular situations, I think they can make a pretty good case that
their health care costs have been reduced. I think--

Senator PACKWOOD. The Treasury's revenue has increased there-
by.

Mr. CHAPOTON. Because you are shifting from taxable to nontax-
able benefits. But to the extent the benefit is provided under the
flexible spending account-in health care costs, to the extent you
reimburse for eyeglasses, to the extent you reimburse for medical
benefits not under the plan-it is still tax free. Moreover, the pres-
sure to spend that money on that health care benefit is there,
rather than to take it in cash.

On an overall basis, we concede that those can be health saving
costs in a particular situation, but overall when we pay per cost of
pretax dollars, we have to know that we are increasing the demand
for those costs.

Senator PACKWOOD. Going back to my labor relations experience
and reading the statements of witnesses, my hunch is you are
going to see more and more of these negotiated plans having coin-
surance or some kind of deductible. The pressure of the cost is such
that the employer is simply saying we have got to have coinsur-
ance or a deductible. We cannot afford to pay the first dollar of
coverage for our employees. That seems to be growing.

Mr. CHAPOTON. I think that is correct.
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Senator PACKWOOD. Eight or ten years ago a humorous story ap-
peared in the New York Times when the Israeli doctors went on
strike. Israel had almost womb to the tomb coverage and first
dollar coverage although funded through the government. The doc-
tors claimed it was being abused. People were coming in and
taking advantage of every little thing to come to the doctor's office.
They went on strike for 28 days. During the 28 days, the death rate
dropped dramatically in Israel. [Laughter.]

Senator PAC:'WOOD. I don't know what that concludes.
Mr. CHAPOTON. I am not sure I know that either, but that is in-

teresting.
Senator PACKWOOD. Buck, do you think that all individuals

should provide for their own health coverage, rather than having it
collectively provided either by the Government or by employers?

Mr. CHAPOTON. I think clearly some employer-provided health
care makes sense. We have covered a broad spectrum of the popu-
lation with good health care coverage. That has been a very desira-
ble thing. I think it has obviously tended to use health care more
than we would have otherwise used it, but we do need to worry
about the tremendous increase in costs but, as you point out, there
are a lot of ways to attack the cost problem. And moving away
from first dollar coverage and copayment coverage is certainly a
way to go. But we are not at all saying that we would do away with
it.

Senator PACKWOOD. Do you think there is any doubt we would
have national health insurance today had employers not adopted
these broad-based health coverage plans? Unions deserve a gieat
deal of credit for this because they negotiated the early plans and
then other employers who were nonunion followed suit.

Mr. CHAPOTON. I don't want to jump to that conclusion. There
certainly would have been a lot more pressure for it. No doubt
about that.

Senator PACKWOOD. Do you have any question, despite the esca-
lating costs, covering the bulk of the people we now cover with
health insurance, it is probably cheaper the way wc do it than if
we had the equivalent of national health insurance?

Mr. CHAPOTON. Mr. Chairman, that is getting oat of my area of
expertise. I would suspect that is true, but I really heve no--

Senator PACKWOOD. I look at the cost for the coverage of medic-
aid and medicare. Now, admittedly, with medicaid you are talking
about poor people who are more likely to be sick and with medi-
care, obviously, an older population. It has a higher proportion of
costs. But if I look at those two programs and the costs, it is im pos-
sible to extrapolate back to a Government program providing
roughly the kinds of coverage that private health insurance now
covers. I am willing to wager that private health insurance saves
this Government a bundle of money in terms of comparing the lost
revenues from the tax exemption for health insurance versus what
it would cost the Government to provide that same kind of cover-
age

again, that is hard to prove, but having looked at everything else
that Government manages, I find it hard to believe we would
manage a national health insurance system well, or cheaply.
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Mr. CHAPOTON. I think the next step, though, as you point out, is
employers bringing more pressure to bring health care costs down.
And I think they are feeling the pinch and are indeed clearly doing
it. And that is why the cafeteria plan rises to the front. We recog-
nize that, and I think we all ought to be aboveboard though in
saying and recognizing that the flexible money account is simply
not an answer to it. In an individual case they might use and think
that it helps their negotiations with their employees, but overall
we do not see it as helping.

Senator PAcKwoob. If I thought that the people who wanted to
tax employee benefits really only wanted to make them more effi-
cient, I think there would be room for negotiation. While I
wouldn't like the taxation idea, if that is what we were striving for,
I think there would be room for compromise.

I sense that a great many people don't want some of these bene-
fits provided collectively, whether it is by the Government or by
business. So they are using the tax subterfuge in the hopes of crip-
pling or eliminating these benefits. I don't accuse you of that, but I
think that motivates a number of people.

Mr. CHAPOTON. I think the thing we have to worry about, Sena-
tor Packwood, is the growth in the area. And when you see an in-
fringement on the tax base becoming dramatic, I think you have to
worry about it. Whether you worry about it from a tax policy
standpoint solely or from the other social standpoints, it is a
matter of concern. I would shift to one thing. It may be the same
point that you are making.

Say, for retirement benefits, qualified pensions, and profit-shar-
ing plans-they now have meaningful limits on them. The nondis-
crimination rules work generally well. We have some other
changes that we would make, but basically. I think people are gen-
erally happy with such plans.

Clearly, they take significant pressure off of Social Security. I
don't think anybody is talking about backing away on that.

Senator PACKWOOD. Well, let's take one that really isn't on the
cutting edge, although John Chafee has mentioned auto care. You
know my story on that. Years ago I made a speech and kiddingly
at the end of it said, you know what bothers your employees more
than anything else? More than health care or vacations? It is get-
ting their cars fixed. What you really ought to provide is auto care
for your employees.

The group kind of laughed. A fellow came up afterward and said,
Senator, you won't believe this, but our company has auto care. I
said really? He said yes. I asked him who he was and he said he
was Paul Parker, and he was a vice president of General Mills.
They have this plant that they had just put up about 30 miles out-
side Minneapolis.

Then, it was really out in the sticks, and there were no good auto
repair facilities nearby. They were losing too much time-people
coming to work late or leaving work early to go get their cars
fixed. So, they put up a six-bay auto repair facility on their parking
lot. And they fixed their employees' cars. The mechanics are Gen-
eral Mills employees. The parts and labor are about 30 percent less
than you would pay to have it done elsewhere, and General Mills
will stand behind the work. Bring it in once and don't like it, bring
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it in again. If you don't like it, bring it in again. The third time, if
you don't like it, they will give you your money back, and you can
take it wherever else you want to go.

I asked Mr. Parker how the employees liked it. He said like it?
We could get rid of vacations and health insurance before we could
get rid of auto care. [Laughter.]

Now, I am not suggesting that that become a nontaxable fringe
benefit, but let's take as an example day care. At the moment, it is
a nontaxable benefit. Should it be?

Mr. CHAPOTON. I think it is very popular and I am not nearly
prepared to say it should not be. I think, in fact, we have been very
supportive of day care. I think you ought to look to see who is
using it and whether it is serving its purpose. We do have to
always recognize that when we provide a benefit such as that
through an employer plan that is not provided to nonemployees,
then we do have a unfairness about it.

Senator PACKWOOD. Wh.t do you mean "nonemployees"?
Mr. CIJAPOTON. For instance, a self-employed person who takes a

child to a day care center does not receive the same benefit.
Senator PACKWOOD. Oh. I am perfectly prepared to extend it that

far. We could do that now.
Mr. CHAPOTON. Or work for an employer that doesn't provide day

care. I think from a broader social standpoint, if you want to give a
tax benefit there, you probably ought to do it for everyone, even
though I am not prepared--

Senator PACKWOOD. You mean you ought to mandate it?
Mr. CHAPOTON. No, not mandate. You simply allow a deduction

or allow through the tax system benefits whether or not the em-
ployer provides a plan. Now, we leave it to employers.

Senator PACKWOOD. With that I would agree. All of the unincor-
porated partnerships that exist where ou can take the benefits for
your employees but not for yourself, tut if you are incorporated,
you could. And that is unfair.

Mr. CHAPOTON. Or I think the logical case would be employees
whose employers do not have such plans. But again, we have to
recognize we are eroding the tax base whenever we do it.

Senator PACKWOOD. We are not eroding it, however, as much as
if the Government provided the day care.

We have all seen comparative studies done. The best one I recall
was the Division of Direct Reimbursement that we put into the
Medicare bill. The argument was made that the middle man-the
insurer-was going to take too big a portion of the costs for Medi-
care, and so certain providers could send their bills directly to the
Government, and skip the insurance company. The Division of
Direct Reimbursement would then reimburse them. We had some
good comparisons of that Division versus Blue Cross of Maryland.

lue Cross of Maryland was the best one because the headquarters
was located very close to the Division of Direct Reimbursement.
They drew relatively from the same employment pool of the neigh-
borhood. They had the same traffic problems, weather problems,
and so forth. The Divison of Direct Reimbursement's costs per
claim were just outrageous in comparison to Blue Cross' costs for
the identical kind of coverage. It is just one more example of a Gov-
ernment service provided badly.
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Mr. CHAPOTON. I think that that point is well taken. You certain-
ly have to decide that it is a service that the Government would
otherwise undertake.

Senator PACKWOOD. Let me ask you one last question. At the
moment, employee-provided legal services are tax deductible.
Should they be?

Mr. CHAPOTON. We were examining that question in connection
with our fundarrental reform effort. I am not prepared to say. I
think if we bad to take a position today, we would say that they
should roL be certainly, but we are not required to take a position
today. We will be doing so. I frankly do not see that that is a serv-
ice tat the Government would otherwise undertake.

S" nator PACKWOOD. Oh, I will make you a bet. You are going to
5'3 Government legal services grow and grow, if there is not an al-
ternative provision. And we are going to fund it. You seriously
don't contend that and I am not talking about the divorces that
you see advertised or the wills that you can get done for $150 or
$220. The average person who gets stuck with a serious lawsuit
who doesn't have insurance. They can't afford a lawyer. You know
it. I know it. They can't afford it.

Mr. CHAPOTON. But if you provide it in a lawyer or legal services
plan, you don't limit it to that case. You cover people who would
otherwise be able to afford it, and you also tend to encourage
people to take more of that service than they would otherwise take.
We know that.

Senator PACKWOOD. Is that true of day care and health insur-
ance, too?

Mr. CHAPOTON. That is a problem with all these. Correct. And in
addition, we have to recognize that while w-e are attempting to
limit Federal spending-and we spend a lot of time worrying about
that, and Senator Symms and you and I all worry about it-that on
the one hand, we are trying to limit Federal spending, but with the
other hand, we are doing basically the same thing through the tax
system. And so, it is even probably more difficult to get a direct
handle on it than you do through the tax system.

Senator PACKWOOD. Steve?
Senator SYMMs. Thank you very much, Mr. Chairman. I want to

thank you for holding these hearings, and Buck, for your being
here as the first witness. I think this is an issue that really is of
great importance to the working men and women of the country
and to their families.

And I was very pleased, Mr. Chairman, in the passage of-virtu-
ally we enacted S. 1817, which we voted on in here in the passage
of the Deficit Reduction Act here a couple of weeks ago-but we
passed my bill. We didn't accept it here in the committee, but it
was virtually accepted in conference, and I appreciate the work
that was done to have that happen.

But there was one controversial area that I thought was a grave
mistake, and it was not the Senate conferees that rejected, but the
House Democrats basically, and I hope we can get bipartisan sup-
port here in the Senate. I would be glad to ask you about it, Buck,
and that is for the employee-provided educational assistance bene-
fits. At a time when we have a work force that has to be retrained
from some industries that have saturated the market into a more
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service oriented industry, and it requires new training and so forth,
I was disappointed that the conferees rejected the Senate passed
provision to allow those benefits to continue.

It seems to me that those educational benefits provided by the
employers often helped the lowest level employees the most, and
those benefits give those employees a chance to move up the
ladder, and it helps in their efforts for upward mobility. Do you
think that that was a mistake?

Mr. CHAPOTON. Senator Symms, I think Senator Packwood would
disagree with me on this, but no, I do not think that was a mistake.
I think that is the type of benefit that we should not encourage
through tax exemption. I think we should encourage it. It is cer-
tainly very desirable, but I think within the tax system we keep
trying to effect behavior in matters such as that, and we obviously
undermine the tax ba-se. We undermine the social security trust
funds. And we again benefit-we give the benefit to some people,
and we would never do it if we were just giving a direct Govern-
ment benefit. Clearly, a case can be made, and I know the point
you just made that it would benefit some lower paid employees,
and I think the case is also made that, absent of the tax exclusion,
they wouldn't be provided the educational benefit. I am not ever
sure why that is the case. I am not sure why the employer cannot
say I am going to come over here and pay that for you. Ipay it for
you as additional compensation and you are going to have to pay alittle tax on it, but it is still better than if I hadn't paid it at all
and encourage the employee in that way. But when we start with
the tax system deciding that this type of compensation is better
and we want employers to do this, then I think we have got to be
very careful.

Senator SYMMS. I appreciate your point of view on that, Buck,
but Bob Packwood had a bill introduced on it, and I would either
encourage him to reintroduce it or I would like to introduce the bill
right away to reinstate that tax status because it appears to me
that here we are passing legislation in Washington to put more
money in math-science because we say we need higher tech trained
people and to retrain unemployed steel workers and so forth to be
able to do other types of work, and it just seems like that is a tax-
qualified benefit that really offers an opportunity for upward mo-
bility

I kind of agree with Senator Packwood in a more general sense
that I am reluctant to have the Government get involved in every
aspect of the savings plans, the profit-sharing plans, the pension
plans, revenue raising. What I fear is not so much from the stand-
point of the social engineering of it, but I am afraid that what
some people are trying to do is simply raise revenue by going after
tax benefits when we really need to be looking at the spending side
more.

It is a little bit like you said-on one hand we are concerned
about the budget, and we all are, and on the other hand, we are
trying to provide benefits for certain things, but the essence of it is
with some of these services, like education or health benefits that
we do think have a positive impact on society, what is the most ef-
ficient way to provide those services-through the private sector or
the Government sector? I just feel like the Government's record is
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not as good as the private sector's for efficiency and fair distribu-
tion of those same services.

So, I will look forward to hearing what all of our witnesses are
going to have to say, and I look forward to-and in fact, I am like
ob Packwood, in that although I disagree with you on a few of

these issues, I am glad to know that you are just going to go down-
town and be right here with us in Washington. I look forward to-
as soon as this happens-I will bet that Buck will be on the same
side of more issues than he is right now with me. [Laughter.]

Senator PACKWOOD. I have a feeling he may be retained by a few
clients who have a different view than the one we are talking
about right now.

Senator SYMMs. I will tell you one thing about it. He is going to
be a lot more equitably compensated than he is now. [Laughter.]

Mr. CHAPOTON. Senator Symms, besides all that, let me just point
out that your point that the Government cannot do it efficiently-I
think that point is often made and is certainly a valid point. I just
would point out that a lot of people fail to recognize that when we
do something-educational benefits are one of them-that Govern-
ment is becoming involved. Government is deciding that we want
more of our resources in that direction, and you are saying we are
willing to pay a cost. We are willing to pay a Government cost to
do that.

Senator SYMMS. You are right. It encourages allocation.
Mr. CHAPOTON. Yes; government is not neutral.
Senator SYMMS. It would be more ideal if we had a taxing system

with a complete new look to it, but in the meantime, sometimes I
find it difficult to see us on one hand, we are being pressured to
vote for more funds-for example, the most recent passage of the
math-science bill-and then, we will turn right around and say but
if somebody is going to send somebody off here to school to learn
how to be more efficient and proficient in the operation of comput-
ers and mathematics and so forth, that we are going to make them
be taxed on those benefits. It is kind of like one side saying one
thing, and one saying the other thing. That is what bother me,
and that is why I would like to take another look at that issue and
see what this committee would like to do with that. I am not so
sure that we really shouldn't relook it. If some of these other issues
are open, maybe we ought to look at that one, too. That is all I
would like to say and at least get that bill before this committee so
we could talk about it. But thank you, and I see the chairman is
here.

Senator DOLE. I didn't hear Buck's statement.
Senator SYMMS. It was outstanding, as usual.
Senator DOLE. But it does show some restraint, and we are get-

ting things underway here. We always get a good crowd. I notice
we have people in the hallway and people in the other room, and
this room is filled. Everybody wants to drain the Treasury, and I
can get blamed for raising taxes.

I get a little saddle-sore from that from 'ime to time. Symms
votes against the taxes, but he wants to give it away. So, I have a
statement to put in the record, and I think this is an outstanding
hearing. There are several witnesses, and maybe we can come up
with some reasonable across-the-board policy. Did the Treasury
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have any figure on what the revenue loss of all these various bene-
fits?

Mr. CHAPOTON. You would probably look at the tax expenditure
table. We do have some figures in the testimony on the growth of
the percentage of compensation aid through statutory nonfringe
benefits, but you can add it up different ways. I guess the best way
is to look at the tax expenditure table and get a rough estimate.

Obviously, the two big ones are health insurance and qualified
plans, both of which I think nobody is talking about dramatically
cutting back on, but we ought to be worried-particularly in the
health care-about increase in the benefits.

Senator DOLE. I don't know where we are going to end up here
but obviously, we are not going to be taking any action this year. I
hope we aren't going to drag up any bills that didn't make it in
conference because there are 500 people who want to put a little
tax bill together, and I am not one of them. So, I just hope we have
seen our last tax bill this year. Maybe if Mondale is elected, we
could rush through one after the election. [Laughter.]

Senator DOLE. But I think we just ought to give him the tax
trophy, and move on. He does want to raise taxes. Most of us don't.
But we don't want to be forced to raise taxes by losing a lot of
money through the back door and then forcing us to raise taxes in
some other place. I know some aren't concerned about that. Some
would replace the revenue losses that we lose through the fringe
area with a consumption tax or whatever, but we haven't reached
that point yet. I would hope there would be some restraint,

Finally, I want to thank you, Buck. Is this your last committee
appearance?

Mr. CHAPOTON. Yes, sir.
Senator DOLE. Hopefully?
Mr. CHAPOTON. Hopefully. [Laughter.]
Senator DOLE. You have done an outstanding job, and we appre-

ciate it. I know the. many people you have helped and many you
have shafted appreciate it. [Laughter.]

Senator DOLE. I think you have been objective and fair, and that
is the important thing. It has really been a privilege for our com-
mittee and the committee staff to work with you and your people
at Treasury.

Mr. CHAPOTON. Thank you very much, Mr. Chairman. It has
been my pleasure.

Senator PACKWOOD. We will look forward to seeing you back here
in another capacity.

Mr. CHAPOTON. OK.Thank you, Senator Packwood.
Senator PACKWOOD. Thank you, Buck. Good luck.
Mr. CHAPOTON. Thank you.
Senator PACKWOOD. Now we will move on to Bob Georgine, who

is going to show us how a witness can go through his statement in
5 minutes. [Laughter.]

Senator PACKWOOD. Bob Georgine is president of the Building
and Construction Trades of the AFL-CIO but appearing here as the
chairman of the National Coordinating Committee for Multiem-
ployer Plans. This committee has worked with that group and Bob
on a variety of issues involving multiemployer pension plans. Go
right ahead.
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STATEMENT OF ROBERT GEORGINE, PRESIDENT, BUILDING &
CONSTRUCTION TRADES, AFL-CIO, WASHINGTON, DC, ON
BEHALF OF THE NATIONAL COORDINATING COMMITTEE, MUL-
TIEMPLOYER PLANS, WASHINGTON, DC.
Mr. GEORGINE. I will read fast, Mr. chairman. I am Bob Geor-

ine, and I am chairman of the National Coordinating Committee
or Multiemployer Plans, which is an organization that represents

the interests of more than 8 million working men and women and
their families who are covered by multiemployer plans. The
NCCMP and its affiliates are deeply concerned about the continu-
ing viability of collectively bargained employee benefit plans. These
plans provide a wide range of essential benefits to workers who
generally could not otherwise afford them, and thus serve a
number of important public policies.

Nonetheless, a disturbing trend appears to be developing to cur-
tail the Federal tax incentives that have played a key role in the
development of such benefit funds. Several factors appear responsi-
ble. First, the continuing Federal deficits have created intense rev-
enue pressures. Reducing the taxpayer status of employee benefits
appeals to some as a low visibility way to generate additional reve-
nues. In our view, however, the Nation cannot justify any attempt
to balance the Federal budget on the backs of the working men and
women of this country. Our workers and their families depend on
the retirement, the health care, the disability, the life and unem-
ployment insurance benefits provided by these plans. More equita-

le and humane ways of raising revenue exist than curtailing or
eliminating these benefits.

Moreover, cutbacks in privately funded benefits will certainly
result in new revenue pressures on federally funded or assisted
programs. A second reason for the restrictive legislative trend may
be the instances of reported abuse. I am given the example of doc-
tors and other professionals arranging for yachts to be contributed
to a purported benefit plan. To the extent that such abuses actual-
lj exist, th" Coordinating Committee has no interest in protecting
tem.
However, we believe that actual abuses must first be identified

and that any remedy must be carefully tailored in order to excise
only the abuse situation. Abuse surgery that cuts deeply into the
healthy tissue, for example, the recent VEBA legislation, has al-
ready worked unnecessary and unfair hardship on participants in
the legitimate benefit plans.

In this connection, we are aware of no abuse in collectively bar-
gained plans and no such abuse has been reported. It has long been
established that the very nature of the collective bargaining proc-
ess where the employer and the employee have a healthy adversity
of economic interests precludes the kinds of abuses that may exist
elsewhere.

Apparent abuses in one sector should not be used as a smoke-
screen for revenue-motivated cuts in a nonabusive area. In this
regard, we note that the House and Senate Labor Committees have
a familiarity and an expertise on collective bargaining issues that
is not shared by all members of the tax-writing committees. We be-
lieve that their effective exclusion from the legislative consider-
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ation of these issues has produced many unfortunate results and
should not continue.

The third rationale sometimes advanced for restrictions-for ex-
ample, the proposed tax cap on health care benefits-is supposedly
grounded in principles of efficiency and cost containment. Extend
the incentive to a flat dollar amount, the theory goes, and actual
health care costs will magically shrink to stay within the limits.
This is, of course, a pure pipedream. The actual result would be the
taxation of medical benefits for many middle- and low-income
workers. In this respect, cost containment is nothing more than a
pleasant euphenism for the imposition of taxes on health care ben-
efit programs. Moreover, the-efficiency and cost containment argu-
ments generally have ignored the essential substantial historical
contributions of collectively bargained plans in these areas. These
plans pioneered experimentation with health care delivery systems
such as HMO's, designed to provide care efficiently and at a low
cost.

Mr. Chairman. the 73 million workers covered under health in-
surance plans represent a substantial constituency that must be
taken into account. The taxation of benefit programs may well con-
stitute a low visibility no-constituency issue at the present time.
Plan participants tend to take these benefits for granted. Our expe-
rience, has been, however, that when a change actually takes
effect, participants become very vocal. And I expect, Mr. Chairman,
that you have observed this phenomenon yourself.

In closing, our fundamental belief is that the private sector plays
an essential role and is more efficient and cost effective than Gov-
ernment programs in providing health care and other essential
benefits. The relatively modest tax incentives set forth in current
law are an essential element to the viability of the private benefit
systems as currently in effect. We look forward to the continuation
of the collective bargaining process of the health, welfare and re-
tirement benefits on which our members so strongly depend.

Thank you, Mr. Chairman.
Senator PACKWOOD. Very good.
Mr. GEORGINE. Did I make it in 5 minutes?
Senator PACKWOOD. You made it in 5 minutes.
[Mr. Georgine's prepared statement follows:]
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My name is Robert A. Georgine, and I appear here

today in my capacity as Chairman of the National

Coordinating Committee for Multiemployer Plans.

The Coordinating Committee was organized, shortly

after the passage of ERISA in 1974, in order to represent

the interests of the more than eight million working

men and women, and their families, who are covered by

multiemployer plans. The Committee's affiliates include

more than 140 pension funds, health and welfare funds,

and related international unions.

Mr. Chairman, the NCCMP and its affiliates are

deeply concerned about the continuing viability of

collectively bargained employee benefit plans. These

plans provide a wide range of essential benefits to

wo ":ers who generally could not otherwise afford them,

and thus serve a number of important public policies.

Nonetheless, a disturbing trend appears to be

developing to curtail the federal tax incentives that

have played a key role in the development of such benefit

funds. Most recently, the Deficit Reduction Act of

1984 imposed new limits on contribution deductibility

and subjected the earnings of employee benefit funds

to new taxes on so-called unrelated business taxable

income. That Act also repealed the estate tax exclusion

39-706 0 - 85 - 5
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for benefits paid from pension plans. Before that,

the TEFRA legislation subjected pension benefits to

withholding taxes and imposed other restrictions and

burdens on employee benefit plans. There have been

several major efforts, so far unsuccessful, to impose

a "cap" on health care deductions or, alternatively,

to include a portion of an employer's payments for health

care in the income of the beneficiary. Numerous other

examples might be cited to illustrate this trend.

Several factors appear responsible. First, the

continuing federal deficits have created intense revenue

pressures. Reducing the tax-favored status of employee

benefits appeals to some as a low-visibility way to

generate additional revenues.. In our view, however,

this nation cannot justify any attempt to balance the

federal budget on the backs of the working men and women

of this country. Our workers and their families depend

on the retirement, health care, disability, life and

unemployment insurance benefits provided by these plans.

More equitable and humane ways of raising revenue exist

than curtailing or eliminating these benefits.

Moreover, attempting to raise revenues in this

manner is likely to be counterproductive. The curtailment

of supplementary unemployment benefits, for example,
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would likely impose substantial additional pressures

on federally funded or assisted welfare and unemployment

programs. Cutbacks in the provision of pension benefits

would create even more obvious participant needs. The

loss of such benefits would also likely result in

significant grassroots pressure for new programs involving

direct federal spending. Existing federal tax incentives

provide an efficient cost-effective incentive for the

provision of these essential benefits by the private

sector. Substantial curtailment of these incentives

would represent short-sighted and ineffective economic

planning.

A second reason for the restrictive legislative

trend may be the instances of reported abuse -- for

example, doctors and other professionals arranging for

yachts to be contributed to a purported benefit plan.

To the extent such abuses actually exist, the Coordinating

Committee has no interest in protecting them. However,

we believe that actual abuses must first be identified,

and that any remedy must be carefully tailored in order

to excise only the abuse situation. Abuse surgery that

cuts deeply into healthy tissue, for example the recent

VEBA legislation, has already worked unnecessary and

unfair hardship on participants in legitimate benefit

plans.
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In this connection, we are aware of no abuse

in collectively bargained plans, and no such abuse has

been reported. It has long been established that the

very nature of the collective bargaining process --

where the employer and the employee have a healthy

adversity of economic interest -- precludes the kinds

of abuses that may exist elsewhere. All other things

being equal, an employer's economic interest does not

lie in making excessive contributions to employee benefit

plans. While contributions are in the employee's

interest, employees generally want contributions limited

to what is necessary to fund the benefit involved.

A dollar in additional employer contribution generally

means a dollar less in wages. Moreover, multiemployer

plans are jointly trusteed, so that this healthy adversity

is reflected in the administration of such plans.

Finally, collectively bargained plans do not selectively

provide benefits to owners or highly compensated

individuals, thereby posing discrimination problems,

as is generally recognized by the anti-discrimination

provisions of the Internal Revenue Code.

Thus, in our view, the perception of abuse or

abuse potential offers no justification for new

restrictions, tax or otherwise, on collectively bargained
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benefit plans. Apparent abuses in one sector should

not be used as a smokescreen for revenue-motivated cuts

in a nonabusive area. In this regard, we note that

the House and Senate Labor committees have a familiarity

and expertise on collective bargaining issues that is

not shared by all members of the tax-writing committees.

We believe that their effective exclusion from the

legislative consideration of these issues has produced

many unfortunate results, and should not continue.

A third rationale sometimes advanced for

restrictions -- for example the proposed "tax cap" on

health care benefits'-- is supposedly grounded in

principle,% of efficiency and cost containment. Extend

the incentive to a flat dollar amount, the theory goes,

and actual health care costs will magically shrink to

stay within the limits. Lower health care costs would

benefit everyone (except perhaps the health care

providers), and important social policy and federal

revenue considerations would thereby be served.

This is, of course, pure pipe dream. The actual

result would be the taxation of medical benefits for

many middle- and low-income workers. Had the $175 per

month "cap" proposed last year actually been adopted,

one study conservatively estimates the following:
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35 percent of the union-represented employees covered

by multiemployer plans would have been subject to an

average of $145 per year in additional tax. Some

employees in the study would have owed nearly $500 in

additional tax. In this respect, "cost containment"

is nothing more than a pleasant euphemism for the

imposition of taxes on health care benefits programs:

Moreover, the efficiency and cost-containment

arguments have generally ignored the substantial,,

historical contributions of collectively bargained plans

in tese areas. Such plans pioneered experimentation

with health care delivery systems designed to provide

care efficiently and at low cost. These plans were

among the first to utilize Health Maintenance

Organizations, second opinions on the necessity for

surgery, and dental clinics. This experimentation has

continued outside the health care arena, as our plans'

experience with legal services programs amply

demonstrates.

In stunmary, then, the Coordinating Committee

believes that any reappraisal of the tax incentives

presently afforded to employee benefit plans should

not lose sight of the central facts. First, such plans --

particularly collectively bargained plans -- have proven
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to be overwhelmingly successful arrangements for the

private sector provision of essential benefits. Many

of those for whom such benefits are provided have totally

inadequate personal resources, and would otherwise fall

back on the public sector. Efforts to improve on a

system that is working so efficiently may well prove

counterproductive.

Second, any so-called "reform" measures must

be carefully directed, so as to cover only instances

of actual abuse. Such measures should not result in

restrictions on plans, like collectively bargained plans,

where the perceived abuse cannot exist.

Finally, questions of revenue loss, efficiency

and cost containment must be considered in the proper

context. Historically, collectively bargained plans

have been innovative leaders and experimenters in

providing benefits efficiently and at low cost. Moreover,

the "savings" from curtailment of tax incentives in

this area may well be illusory, as plan participants

will necessarily look to alternate sources -- primarily

federally funded benefit programs.

Furthermore, the seventy-three million workers

covered under health insurance plans represent a
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substantial constituency that must be taken into account.

The taxation of benefit programs may well constitute

a low-visibility/no-constituency issue as an initial

matter. Plan participants tend to take these benefits

for granted, and do not generally scrutinize the Daily

Tax Reporter or other public accounts of proposed changes

in this area. Our experience has been, however, that

when the change actually takes effect, participants

become ver vocal. I expect, Mr. Chairman, that you

have observed this phenomenon yourself.

In closing, Mr. Chairman, our fundamental belief

is that the private'sector plays an essential role,

and is often more efficient and cost-effective than

government programs, in providing health care and other

essential benefits. The relatively modest tax incentives

set forth in current law are an essential element to

the viability of the privatebenefits system, as currently

in effect. We look forward to the continuation, through

the collective bargaining process, of the health, welfare

and retirement benefits on which our members so strongly

depend.

Thank you very much for the opportunity to make

our views known.
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Senator PACKWOOD. Let me ask you a question, or maybe Jack
can answer because the one group of unions I did not bargain with
extensively when I practiced was the building trades. The AGC was
represented by another law firm, and they had most of the building
trade contracts. Do you have-whether it is the laborers, the brick-
layers, or otherwise-slightly different employee benefits depend-
ing upon the unions, in that some of them would have a greater
preference for one than the other, or are they pretty much uniform
throughout the trades?

Mr. CURRAN. They are pretty much uniform throughout the
trades. There may be some slight differences, but they are very
slight. And that goes not only for the construction unions, Mr.
Chairman, that goes for all of the other unions. The uniformity of
benefits is pretty consistent throughout the whole system.

Senator PACKWOOD. The reason I asked that is when Jack and I
first got to know each other, it was over the prepaid legal issue,
and at that time, the laborers had it but a lot of other unions did
not, as I recall. Jack, isn't that correct?

Mr. CURRAN. That is correct, but that is because no one else was
in it.

Senator PACK WOOD. Yes. As I recall, Jack, you got into it about
1973 or 1974. A couple of years later, the IRS was trying to tax the
benefits, and that is when we first got together on attempting to
examine that.

Mr. CURRAN. That is right, Mr. Chairman. That was our first as-
sociation.

Senator PACKWOOD. Bob?
Senator DOLE. I have no questions.
Senator PACKWOOD. You are looking very good, Bob. Congratula-

tions.
Mr. GEORGINE. Thank you. I am glad I had a benefit plan to pay

for my recent surgery, I will tell you that.
Senator PACKWOOD. There is a very good example. Could you

have paid for that yourself if you had not had a benefit plan?
Mr. GEORGINE. No way; no way. We are talking about $30,000

worth of medical fees. No way I could have paid.
Senator PACKWOOD. Fellows, thank you very much.
Senator DOLE. Could I just ask a question? You indicated that

the VEBA legislation has resulted in some rather drastic hard-
ships. Could you provide the committee some examples, so we can
loo at those areas.

Mr. GEORGINE. We are going to do that, Senator Dole. You know,
recently they had a convention of that other party.

Senator DOLE. Yes; I read about it. [Laughter.]
Mr. GEORGINE. That has tied up a couple weeks of our time, but

we have--
Senator DOLE. If you have time, though, you might hit some pay-

dirt in Dallas.
Mr. GEORGINE. We do have some examples that we want to show

you and that we want to talk over with you.
Senator PACKWOOD. As long as you are talking about dividing

time, I want to express appreciation for dividing the time that you
did in the past as far as my races have been concerned. I won't
forget it.
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Mr. GEORGINE. Thank you, Senator.
Senator PACKWOOD. I look forward to it in the future, hopefully.
Mr. GEORGINE. We will be there.
Senator PACKWOOD. Thank you. Next, we will have a panel.
Mr. GEORGINE. Mr. Chairman?
Senator PACKWOOD. Yes?
Mr. GEORGINE. I didn't say at the outset that we do have a

longer, detailed prepared statement that we would like to have in-
cluded in the record.

Senator PACKWOOD. Every statement in its entirety will be in-
cluded in the record. I realize that there are not going to be many
Senators at all these hearings. I don't think there is going to be
much action the rest of the year, one way or the other, but when
we get into this next year, I want to have as full a record as possi-
ble of the broad reach of these benefits and how many average,
middle-income employee are covered with legitimate benefits.

By the time we are done with these 3 days, we are going to have
that record.

Mr. GEORGINE. Thank you again, Mr. Chairman, and thank you,
Senator Dole.

Senator PACKWOOD. Thank you. Next, let's take Ed Davey, who is
the executive director and general counsel of the Association of
Private Pension and Welfare Plans, and Frederick Hunt, represent-
ing the Society of Professional Benefit Administrators.

Fellows, go right ahead and follow Bob's example.

STATEMENT OF EDWARD J. DAVEY, EXECUTIVE DIRECTOR AND
GENERAL COUNSEL, THE ASSOCIATION OF PRIVATE PENSION
AND WELFARE PLANS (APPWP), WASHINGTON, DC
Mr. DAVEY. Mr. Chairman, I want to thank you for inviting us to

appear at the hearing, and I want to commend you at the outset
for taking such a leadership role and continuing to have such an
interest in this area. We need some friends on the Hill in this area,
and we appreciate that.

I wouldlike to digress a minute from my statement to talk about
the figure that was bantied around by Mr. Chapoton and Senator
Chafee of 32 percent of wages and salaries going toward fringe ben-
efits. I think we can agree on that figure because that is a figure
that most of us are agreeing on, but I think you have to go beyond
that number and break it down. This is extremely important.

Senator PACKWOOD. That includes Social Security, as I recall.
Mr. DAVEY. Exactly. It includes legal required payments by em-

ployers, which is about 9.5 percent. Then you'have discretionary
payments by employers for paid vacations, sick leave, time off for
unch-which is about 13.5 percent.

Senator PACKWOOD. How -much?
Mr. DAVEY. About 13.5 percent. Then, the next piece, which is

what we call tax-favored benefits, you have about 9 percent, but I
think you have to break that 9 percent figure down into two cate-
gories, and those two categories would be tax-deferred which
amounts to about 4 percent. When we are saying tax-deferred bene-
fits, we are saying eventually, that is under a pension plan or
profit-sharing plan, that will come out from the plan and be taxed
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later on, and that the Government will recover a significant por-
tion of that money, upwards of 75 percent.

The last area, what we call tax-exempt benefits. This amounts to
about 4.6 percent. Here we are talking about such items as group
health insurance, child care, employee discounts. This is the only
revenue that is lost to the Treasury.

Senator PACKWOOD. Health being the overwhelmingly biggest
part of that 4.6 percent.

Mr. DAVEY. Absolutely. I think what we are really talking about
now is a piece of that 32 percent of approximately 4.6 percent. This
is the significant number. We ought to set the record straight on
what is the correct figure.

The second point that I would like to make is that we have had
in the last 10 years five major tax bills that have dealt with em-
ployee benefits. For many of us in the industry, we need to catch
our breath. First of all, we need to find out what the changes are,
particularly in the last 2 or 3 years. Second, and more importantly,
I think what we are groping for is for Congress to develop a nation-
al policy with respect to the private sector and tell us what it is
you want us to provide and how should we provide it. Third, how
should these private programs interrelate with public programs
like Social Security, medicare, etc. I think that if these hearings ac-
complish anything, guidance in this area would be extraordinarily
helpful to us. Andthe last point that I would like to make is that I
think one of the concerns that we have-and I think, Senator Pack-
wood, you mentioned this briefly-is that we are concerned about
the growing trend to encourage individual arrangements rather
than employer-sponsored benefit plans. I think it was precisely the
experience of the depression that prompted Congress not only to
enact Social Security legislation but to begin to provide incentives
for employer-sponsored programs. And I think that is what the
debate is going be about. Should we go the individual route or
should we go employer or the group sponsored route.

Senator PACKWOOD. I don't think that will ultimately be the
debate because I think you are going to end up with Government
provided benefits if you don't go the employer route. I cannot imag-
ine that the history of this country will be any different than most
other democracies. If there is no employer-provided health insur-
ance or day care or the normal range of what people regard as le-
gitimate benefits the Government is going to provide them. The
demand will be there. The votes will be there. We will do it ineptly
and badly and expensively and tax the employers-to pay for it,
and it will cost the employers more than providing it themselves.

Mr. DAVEY. And the one last point that I would like to make is
that our other concern is that we seem to be moving in the direc-
tion of making policy in this area based on the concept of the time
value of money. I think our concern in this area is best expressed
in what happened in the last go-around on VEBA's, and particular-
ly in the post-retirement medical area. I don't think many mem-
bers realize that we are now going to tax the trust for post-retire-
ment medical, and that is a very, very significant precedent. If that
represents a policy shift, I think we ought to be cognizant of that.
Are we going to move into other areas and tax the trust that em-
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ployers are now providing for other benefits? I think that is very
important.

Senator PACKWOOD. Mr. Hunt?
[Mr. Davey's prepared statement follows:]
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Mr. Chairman and Members of the Subcomittee: I am

Edward J. Davey, Executive Director and General Counsel of the

Association of Private Pension and Welfare Plans (APPWP).

I am pleased to be able to appear before you to

testify on behalf of the APPWP. Ours is a non-profit organiza-

tion, founded in 1967 with the primary goal of providing and

fostering the growth of this country's private employee bene-

fits system. The Association represents over 500 organizations

across the United States: both large and small employers who

sponsor plans and leading support organizations to private

plans including banks, insurance companies, accounting firms,

and actuarial and consulting firms. Collectively, APPWP's

membership is involved directly with the vast majority of

employee benefit plans maintained by the private sector.

Currently, the health insurance programs of U.S. businesses

cover over 750 of American workers. The pension programs of

these employers, for people in their 40's today, will provide

pensions to 82% of married couples and 58% of unmarried indi-

viduals. It is easy to discern from these statistics that

these programs are of great benefit to low and middle income

workers.

We commend you, Mr. Chairman for your leadership on

employee benefit issues and your continuing concerns in this

area. We are hopeful that we can all take advantage of this
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opportunity to step back from the legislative activity of the

past months and consider the long term effects of the changes

that have been made over the last several years in the area of

employee benefits. Only from such an inquiry and analysis can

we effectively address the future of the private benefit

system.

The approach to welfare and pension benefits in this

country has, for many years, been fragmented and inconsis-

tent. Changes are made piecemeal, and in rapid succession,

without opportunity to assess how any individual changes will

affect the provision of benefits to employees. In the ten

years since enactment of ERISA, we have seen 5 major pieces of

tax legislation dealing with welfare and pension benefits, a

restructuring of the multi-employer defined benefit pension

plan system, retirement equity bills and a proposal to restruc-

ture the single employer termination insurance program. While

much of the change has been motivated by concerns about the

level of the federal deficit, the scope of benefit coverage,

and the future of Social Security, much of the criticism of the

system is based on sketchy and incomplete data, if based on

fact at all.

A little over a year ago, Jacob Javits, one of the

architects of the first major pension reform act, ERISh, testi-

fied that as of 1982, 750 of those individuals benefiting from

defined benefit pension plans earned less than $50,000 and that

the tax advantages of these programs benefitted more middle

income individuals than the home mortgage deduction. He
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cautioned against too speedy an Indictment of the private

pension system in this country for failure to serve a broad

cross-section of employees. Zn his view, we should be taking

steps now to encourage the health and growth of advance-funded

arrangements. As he pointed out, "it is none too soon to start

amassing the kind of assets we will need for the 'baby-boom's'

retirement."

The Association wholeheartedly agrees. A recent

study by the Employee Benefit Research Institute reveals that

of the over 80 million nonagricultural employees in the United

States, over 47 million, or 590, are covered by retirement

plans, including more than 37% of employees earning less than

$10,000, more than 57% of those earning between $10,000 and

$15,000 and almost 72% of those earning between $15,000 and

$20,000. The statistics on group health coverage are even more

impressive. Of the over 15 million employees earning $5,000 -

$10,000, almost half were covered by group health arrangements

on their current Jobs. Of the almost 18 million employees

earning between $10,000 and $15,000, more than two-tl.irds wp.e

covered. In higher wage brackets, coverage ranges from more

than 80% to nearly full coverage. In the face of these

statistics, it is indeed difficult to maintain that employers

provide statutory benefits only to the highly paid. There is

simply no factual basis for these arguments.

Nor is there any substance to the argument that

benefits are provided by an employer solely to shelter income.

Provision of health care, life insurance and retirement programs
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are enormous employee incentives. Unquestionably, they promote

a happier, more secure, more productive workforce, which in

turn, enhances an employer's competitive position in attracting

and maintaining good employees. Especially at the lower wage

levels, adequate health coverage and other statutory benefits

such as child care facilities, legal services, educational

assistance and disability insurance vastly improve employee

morale, attendance, and productivity.

While the federal deficit and erosion of the tax base

must be of concern to all of us, it would be a grave mistake to

act on the erroneous assumption that all employee benefits are

forever lost to the tax base, or to disregard the social policy

reasons for those tax-preferred arrangements. we fundamentally

disagree with those who see employee benefit coverage largely

as a tax issue, to be tinkered and experimented with through

repeated amendments to the tax code. The Association believes

that the benefits debate should not be conducted exclusively

in the forum provided by the Treasury and the tax-writing

committees. The type and level of benefits provided by

employers is a critical social issue that should not be driven

solely by its revenue implications. We would be making a

"tous mistake if the discussion of how employee benefits can

.omc effectively and efficiently be provided in this country is

carried on only in the context of perceived tax shelter abuses.

It Is the private sector that has provided the most

comprehensive employee benefit package available to employees,

and there is no evidence that the government could run these

39-706 0 - 85 - 6
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programs as efficiently as they are run in the private sector,

or that the government would be prepared to assume the costs

attendant to doing so. Not only is the package comprehensive,

but it has developed into a flexible and need-directed program

that best serves the individual requirements of employees at

different stages of their lives. Moreover, in a period when

the level and availability of government provided benefits is

increasingly in doubt and increasingly costly, the need for the

continued existence and expansion of the private benefit

program cannot be overstated. As the baby boom generation

nears retirement, the ability of the social security system to

deliver at manageable cost levels will be stretched to its

limits. By the year 2020, the percentage of those over age 65

will increase from 11 to 16 percent. The number of individuals

over age 85 will increase 79 percent by 1995. These statistics

graphically demonstrate the enormous burdens that will be put

on the social security system, a system which already relies on

pay-as-you-go financing. As our demographic balance changes,

the system will be even more vulnerable to declining economic

conditions because with the retirement of the baby boom

generation, the number of active workers supporting retired

beneficiaries will decrease by almost half.

The social security system is also widely considered

inadequate at middle or upper income levels. Currently, an

average worker who retired in 1981 receives a benefit roughly

equivalent to 47t of his pre-retirement earnings, although to

replace his preretirement standard of living, he would need a



75

- 6 -

680 replacement rate. While the system is targeted to replace

420 of average pre-retirement earnings, the fact that it is

skewed toward the lower paid results in a 610 replacement rate

for employees earning the minimum wage and less than a 280

replacement rate for employees earning $30,000 or more. Thus,

even If the system were financially sound, it does not provide,

across the board, the kind of retirement income security that

the private system, in conjunction with social security, has

led employees to expect. It becomes, then, even more critical

to support and expand the private benefit system, both to

provide the kinds of coverage which the government system does

not provide, and to bridge the income gap between social

security and an adequate retirement income.

By the same token, the integration rules must be

reconsidered, so that the correlation of private pension

benefit formulas with social security provides incentives Lo

cover both lower paid and highly paid employees within the same

structure. This can be achieved by allowing benefits to be

proportional to pay. The current rules are complex and

difficult to understand and administer. New rules should be

considered which are simple and durable. We believe that a 500

offset of a participant's social security benefit would provide

such a formula.

We are also concerned about the growing trend in

regent tax legislation to encourage individual arrangements

rather than employer-sponsored group benefit plans. This trend

is reflected in the additional incentives for individual
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retirement accounts and the reduction of tax incentives related

to employer-sponsored funded welfare plans and pension plan

contribution and benefit levels. It is revealing that 75t of

pension coverage benefits employees earning under $20,000

annually. In contrast, 18% of all IRA accounts are maintained

by households with adjusted gross incomes of less than

$20,000. Rxployee controlled and initiated benefit arrange-

ments shift the responsibility for saving, and the risk for not

saving, to employees. Instead of an employer assurance that

employees will be treated equitably in terms of their health

care, their provision for dependents at death, and their

retirement income, the movement toward employee assumption of

the risk and responsibility for these benefits may well create

a disparity of treatment amc~ng individuals, depending on their

individual foresight and/or anxiety about the future.

Similarly, an employee's ultimate retirement income will depend

on the state of the financial. and stock markets at the time of

retirement. While it may be that coverage and the level of

benefits will remain constant, despite the shift in the

sponsorship of benefits from employer to employee, it may also

be that severe economic conditions in the future could result

in wiping-out of health, disability and retirement protection,

similar to this country's experience in the 1930's, when

individual arrangements failed.

It was precisely the experience of the Depression

that prompted Congress not only to enact social security

legislation, but to begin to provide incentives for employer-
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sponsored arrangements# and then to increasingly require better

and faster funding of those arrangements, with tax incentives

for doing so. We now seem to be moving in the opposite direc-

tioc,. The swing in favor of a revenue philosophy based on the

time value of money significantly alters the past trend toward

employer-sponsored, vell-funded arrangements. in the short

run, it may increase the flow of revenue into the Treasury;

however, in the long run, it encourages employers to reanalyze

whether funds should be retained at the corporate level,

increasing current pay to employees instead of contributing to

funded deferred arrangements. An example can be seen in the

recent tax changes which make post-retirement medical care

funds taxable. A trend toward making other benefit trusts

taxable would surely be a disincentive to employers to continue

contributions, knowing that the earnings on their contributions

will be taxed, requiring greater contributions to maintain the

same level of benefits, or in the absence of increased

contributions, reduction in these benefits.

This approach may have unintended conseqvences on the

deficit in two ways. First, the lack of tax incentives and

concomitant denial to employers of the use of money say reduce

the working capital of American business, forcing it into the

capital markets for borrowing in competition with the federal

government, thereby generally raising the rate at which every-

one can borrow. That result is not only less efficient for

business, but it also results in increasing, rather than

decreasing the deficit, as was intended by the recent tax
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changes. Secondly, if employers move toward increasing current

wages rather than funding deferred arrangements, and either the

confidence in employees to voluntarily save is misplaced, or

the level of coverage is decreased due to the higher costs of

individual arrangements, the long term result may be greater

government involvement in, and administration and control of,

mandatory employee benefit levels. Eventually, these will be

financed out of tax revenues. Thus, directly contrary to

Congress' intent, the deficit will be increased in years to

come.

In summary, the Association strongly supports a

reexamination of the future of employee benefits. However, we

believe that any consideration of these issues must include an

awareness of the social policy risks inherent in the recent

direction of tax legislative changes, and not only their

revenue implications. We must analyze very carefully who can

best provide employee benefits in the most cost-efficient

manner that will reasonably result in adequate, fair, and

predictable treatment for employees.
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STATEMENT OF FREDERICK D. HUNT, JR., EXECUTIVE DIRECTOR,
THE SOCIETY OF PROFESSIONAL BENEFIT ADMINISTRATORS,
WASHINGTON, DC
Mr. HUNT. As you say, Senator, my name is Fred Hunt. I am ex-

ecutive director of the Society of Professional Benefit Administra-
tors, more conveniently known as SPBA. Ulike a lot of the other
groups, we are not a household word, so let me take a couple of
seconds to explain that we are probably one of the most compre-
hensive voices in employee benefits. About a third of all U.S. work-
ers, retirees, and dependents from every type and size of employ-
ment situation is covered by our independent third-party adminis-
tration firms. Most use VEBA's, and I suspect that since our mem-
bership has grown 500 percent in the last 4 years, a lot of those
extra VEBA's that Buck Chapoton was talking about can probably
be traced to us.

However, the other day I got a call from one of the trade press
who asked if I could give a one-sentence description of the situation
of employee benefits and tax policy today. I said that if Uncle Sam
does not get his act together and stop his schizophrenic tinkering
with employee benefits, about 200 million Americans will suffer ir-
reparable social and financial harm, including serious damage to
Government revenues. Now, those are strong words, but I think
they accurately, though pei-haps too candidly, reflect the position
that employee benefits find themselves in today as a scapegoat in a
political football among the 70 or so Government agencies and a
seemingly equal number of congressional offices which have rules,
desires, and often they are conflicting goals. Half of them say, "you
ought to have more benefits." Half of them say, "no, you are spend-
ing too much-you ought to have fewer benefits." We are caught in
the middle of that.

And as Ed (Davey) says, there is no national policy, which I
think is a real shame. Now, your question in this hearing was
whether tax policy should encourage employee benefits, I should
point out that every Congress and every administration-no matter
what party . . . in this century-has said an absolute yes. One of
the best examples happened just a week or so ago. Senator Chafee
put in a bill which would have mandated preventive child care for
children. A very nice, desirable social goal, but then, here he is on
this committee, which often picks on employee benefits, saying you
ought to be doing this or that . . but where is the money going to
come from? I did happen to pick on him because he is not here, but
that is a recent example right now.

Senator PACKWOOD. What did his bill do?
Mr. HUNT. His bill would have said that a plan could not have

the tax deduction unless it included preventive health care for chil-
dren. I just used it because it is recent. It is a desirable social goal.

One of the other things I should point out is that the Govern-
ment has always mandated benefits when the Government has not
felt that they were being provided or that they were not broad
enough, such as, Social Security, medicare, and so forth It goes on
and on.

The other thing is that the Government, as an employer, is one
of the most exotic employee benefit arenas. When I think of my
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own example in the Army, by the time I got tax-free payments for
housing, food, clothes, transportation, and Lord knows what else, I
remember I was always amazed that I made more in tax-free bene-
fits income than I did in what I was getting paid in the Army
salary. And I am now, for the rest of my life, covered by the Veter-
ans Administration, which to me is an employee benefit based on
my employment in the Army. If you are going to cut things, cut
the Veterans Administration as well.

In all of the talk of taxing benefits, the Treasury and congres-
sional tax staff have had tunnel vision. I think that is one of my
real concerns, and I know you had mentioned it once, Senator, that
they are only looking at plans paid and operated from private
funds, which is very incomplete. In running our office for SPBA, I
happen to be a small businessman. I am the guy who writes the
checks, and there is not a month that goes by when I don't have to
be signing a check for some kind of Government-mandated or Gov-
ernment-run or quasi-Government-run employee benefit-social se-
curity, unemployment ( ipensation, workers compensation etc.
All of these are not run by an insurance company. Those are ones
that were imposed by Uncle Sam, and if you are talking about a
tax cap, if you are talking .bout elimination,you had better be cut-
ting those as well. The other thing is, as Ed (Davey) has shown, sta-
tistics are very unreliable. You opened this hearing by saying that
there is a shopping list, and I noticed that 2 weeks ago the "reve-
nue loss" from employee benefits was $50 billion. Then magically,
they are suddenly talking about $100 billion. I can't think that that
really happened overnight. Someone is creating statistics to sup-
port their own goals.

The other thing is that the Government benefits, such as Social
Security, are not really free. Though they seen to be paid for by
the employer and employee with fully-taxed dollars in the case of
the employee, they are actually-the operations for all of the Gov-
ernment programs-are paid by direct Government revenue. So,
that is not free. We are paying double for that, and as you said, I
suspect we are paying more.

Finally, and most importantly, there is such a churning of laws.
It has created a vicious cycle. There is the excuse that there is an
abuse, so we are going to settle the abuse. The "solution" creates
more abuses, and so on and so forth. And I think that has just got
to stop. Thank you, Senator.

[Mr. Hunt's prepared statement follows:]
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3033 M Sues, NW * Susie 605 * WssBlOsn, D.C. 20036 * (202) 23.6413

OUTLINE OF ORAL (AND W ITTEN) TESTIMONY OF THE

SOCIETY OF PROFESSIONAL BENEFIT ADMINISTRATORS

BY SPBA EXECUTIVE DIRECTOR FREDERICK D. HUNT, ..JR.

BEFORE THE UNITED STATES SENATE COMMITTEE ON FINANCE

SUBCOMMITTEE ON TAXATION S DEBT MANAGEMENT

JULY 26, 27, C 30THo 1984.

The SPMA testimony will simply give direct candid answers to the questions
outlined in the Finance Comittee press release announcement of the hearings.
In some cases, parts of more than one question have been combined and ie-phrased
for fo~r, but more comprehoilve, answers.

1. The current system of employee benefits is a small reflection of...and
often mandated by...the Federal Government programs. The government has a
consistent record of demanding or expanding benefits in the private sector,
such as Workers Compensation in 1911, Social Security in 1935, etc. The
political, financial, and logistical disasters which would emerge if the
private employee benefit system were killed or crippled are unimaginable.

2. Unlike Government benefit programs, the private benefit plans have been
designed and maintained to be stable, competitively cost-effective, and
adequately funded. Benefits promised from any source are useless if the
plan is broke.

3. The chaos caused by the government's constant churning of laws and policies
creates (legal) "abuses', which then bring on more changes in the name of
ureformu, which allows more abuses" etc. There is no national policy or goal
for employee benefits, and there is no tax policy for benefits which lasts long
enough to be evaluated.,

4. Employers are trying to meet the modern changing needs of their workers.
Thus, there is an attempt to adapt to two-worker families and avoid overlaps.
If benefits (used and unused) were somehow taxed, the basic fabric of shared
risk would be destroyed.., and massive costs absorbed by the Government.

S. A sad look Into the crystal ball to forecast that government mis-management
and harrasment will continue for several more years, until the Congress and
the Treasury realize that they have very nearly killed the golden goose...
at which time there will be a hurry and scurry on the part of the government
to save* the private employees benefits.
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VP% SOCIETY OF PROFESSIONAL BENEFIT ADMINISTRATORS.

2033 M Stre, NW 9 Suite 605 # Whtxalton, D.C. 20036 6 (202) 223-6413

Testimony of the
Society of Professional Benefit Administrators (SPBA)

to the
United States Senate Committee on Finance
Subcommittee on Taxation & Debt Management

July 26, 27, & 30th, 1984
by

Frederick D, Hunt, Jr., SPBA Executive Director

TAX POLICY AND EMPLOYEE PENEFIIS

The Society of Professional Benefit Administrators (SPBA), founded in 1975, is tile national
association of independent third party contract benefit administration firms. It is estimated that one
third (VA) of all U.S. workers are covered by employee benefit plans administered by such firms.

SPBA members operate much like independent CPA or law firms... providing continuing profes-
sional out-of-house claims and benefit plan administration for client employers and benefit plans. Most
of the plans employ at least some degree of self-funding. Client plans include those sponsored by cor-
porations of all sizes, associations, and union/management jointly administered Taft Hartley multi.
employer plans.

SPBA membership has been growing consistently at an annual tate of 100%.. .with a current roster
of almost 275 member firms. Similarly, SPBA members have seen the market for their services also
expand rapidly... in large part because of the leading role SPBA members have played in successful
health cost containment efforts and cost-efficient administration techniques for pension and health
benefit plans.

Mr. Chairmn, the first question you raise in the annouicement of the
purpose of this hearing hits the nail on the hf'ad, You ask if the tax law
should encourage employers to provide benefits, and If so, which, and what
tax assistance is appropriate. The answr to the first part. ,,should the
government, though taxes encourage benefits ,. is an obvious YES. This is
true, not only for the welfare of the people, but also for the economic
efficiency and stability of the country.

The person who would most emphatically say that tax-assisted employee
beneti s should be offered is Uncle Saml In fact, everyone else in this
hearing is only following the example and mandates df the Government.
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The Fderal Government not only has one of the met exotic arrays of
eployee benefits for its own workrs., .but every Congress and every President
in this century have urged or created new employee benefits on pri vate employers.
Workers Compensation was mandated in 2911, Social security in J935, along with
UnempJoyjment Insurance. Those are just a few historical highlights. The
mandated benefits since Abrld &Wr ZZ are well known.

Further, virtually every session of Congress addresses me area of
fairness or equality which also tends to expend existing benefits and costs.
Private employers and the benefits Industry are not against such equality.
In fact, private plans have much less discrimination than federal Government
programs.

The point is that all of these created and expended benefits are
mandated employee benefits. Employers have little or no say about the costs
or format. Most of the Government created or mandated benefits entail an
extra tax cost. There are Federal or state bureaucracies fully supported by tax
dollars tooversee such government-mandatod benefits for private employees.
The administrative overhead of the Social Security Administration is a lcood
example. How many tax dollars are used for that and its dozens of sister
agencies overseeing government-mandated benefits? I'm sure that those costs
far exceed the $50 billion "revenue loss" for private benefit plans to provide
more thorough and more stable benefits.

Thus, the answer to whether tax laow should encourage employers to provide
fringe benefits, and if so, which benefits and at what levels mst start with
Uncle Sam. Z believe there is a phrase in the Bible which adminishes all of
us to "Get thine own house in order*. The Congress and President must ask them-
selves whether such program as workers Compensation, Social Security, Medicare,
Medicaid, and Uninsurance Compensation be eliminated and/or made voluntary.

Conversely, some Senators and members of the Administration feel that
there should be a tax on the employee for benefits or a "cap' on the value.
That logic mould som to say that because I was in the Army, my N-2 should
show a percentage of the mJlJions of dollars it takes to run the Veterans
Administration. The VA is an employee benefit to which I am theoretically
eligible. similarly, should the huge costs of running the Social Security
and other government-mandate benefits agencies be divided up and appear on
everyone's W-2 for tax purposes? Z'm sure that everyone in Conress and the
Administration would give an emphatic "No" answer. Then why apply the sam
poor logic only to private employee benefits?

Those are the social and political reasons... but this is the Finance
Committee, so Jet's look at the financial side. If the private employee benefit
sVstem were magically eliminated, the United States mould face an economic disaster.
The millions who are currently under cost-efficient private benefit plans mould
suddenly be dumped onto the roles of Social Security, Medicare, Medicaid,
the Veterans Administration, and all of the other "safety net" benefits which the
Federal Governmart has devised. Ironically, those governmaent-sponsored plans are
already In grave financial trouble... and ae aJready taxing workers and employers
to the maximum legal limits. thus, they kould be swmped with new claims, but
not sore income.
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As the financial planners for the Congress, I think that the Senate
Finance Committee would do wlJ to consider the financial disaster and angry
backlash ur citizens if the private employee benefit system is not encouraged.
YOU1RE G 'TING A REAL BARGAINI It is also a system that is more efficient
and more popular with bhe people than the failing national socialized medicine
programs that have been tried in surope.

In nswer to your questions about the effects of existing rules and tax
incentives, I would say that there Is complete chaos in and out of government.
There are never any stable rules or understanding of the incentives. Neither
the government nor the governed can keep up to date.

There have been hundreds of significant changes to employee benefits laws
and regulations every year, spurred on by a major overhaul every Congress.
For instance, before the ink of lTEFRA was even dry, the Congress was off and
running on a further major change, which has emerged as the Tax Reform Act of
1984. That isn't even printed yet, and we are being told that there will be
significant changes to the changes next year in maybe as many as two major tax
bills. Frankly, this causes confusion, errors, and a vicious cycle of what is
called *abuse". Some citizens are so concerned about the government-caused
Instability (and/or they may also be greedy), that they adopt a policy of trying
to secure their future now. Because of the constant churning and changing of
laws inevitably leaves loopholes, theme pope and their sharp advisors
(many of whom were in the government fomenting the churning laws), So take legal
advantage of the laws. Those who take advantage of the lopholes are called
sabusesw... which then restarts the churning cycle by calling for a new law
whioh will have its own loopholes.

There is an even wore upsetting problem which evolves from the clvirning
and instability of benefits tx policy. Employers are becoming Increasingly
discouraged from providing benefits (which could mean tltt people would be dumped
onto the troubled government plans). The churning and instability of government
tax policy makes the expense and hassle of sponsoring and administering an
employee benefit plan much less attractive. I understand that in many plane
for swmll businesses, it costs as much to administer the benefits and adjust to
the ever-changing government rules, as it does to pay the actual benefits for
the covered workers and their families. That is shameful inefficiency imposed by
the government. It is also counter-productive for the Congressional finance
committees and the Department of Treasury.

If you are concerned about the amount of "revenue loss, then the Congress
the Treasury, the Department of Labor, and all of the regulating agencies should
strive to keep the system simple and stable... not the current chaos. Today,
neither the Congress nor the Administration (nor we in the benefits industry)
can tel whether a much-heralded "reform" has worked. the reform is reformed
Itself, sometimes even before it took effect.

I would be negligent if I did not say that this is not just a problem with
tax law. THERE IS NO NATIONAL POLICY FOR INPWYEE BENEITS. there is chaos
and contradictory policy among all of the 70 or so governaentaJ agencies which
regulate its. It Is foolish to proceed so blindly.
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Your final questions relate to the effect of benefits on the empJoyer-
employee relationship in terms of choice of benefits, compensation, and even
choice of jobs. Yes, employee benefits have a role and effect... but it is
primarily a reflection of the social changes in cnis country and the increase
of two-worker families. The private benefits system and employers have made
a major effort to adjust to and accomodate to the new social structure.
ome of the Congressional and Treasury policies seem to be telling women that

only husbands'should work, and that women should stay home like good little
girls, I don't think that is politically desirable or feasible. Thus, Congress
and the Treasury must catch up with the times. The majority of households now
have two workers, and many have sow form of moonlighting or extra job. It is
financially wasteful for everyone to have overlapping benefits. Sany workers
currently live with that overlap. However, if they were suddenly taxed on the
value of those overlapping or unused benefits...you would see severe personnel
dislocation and unrest in this countrV.

In summary, the current system of emplore benefits is a small reflection
of., ,and often ndat4 d .J.the federal Government programs. Even considering
the estimated $50 billion *revenue loss- pri- tag, they are a cheap and efficient
deal for Uncle Sam. the alternative would be a disastrous overload of government
programs such as Social Security and Medicare. Unlike the government programs,
the Private benefit plans have been designed and maintained to be stable and
adequately funded. Ateral , promisd enfits .., whether from Social Secu rty or
a private plan...are worthless if they go broke. The chaos caused by the
government's constant churning and "reforms" of working 4olicies causos-both
Abe# and instability,..which are then used as an excuse for even further

during and reform and so on ad infinitum. Mplouers are trying to meet the
modern tants and needs of their employees. Under the cncept of spreading risk,
which is the basis of employee"benefit plans, people are willing to share the
costs. However, if they are suddenly getting taxation without appropriate
benefit, they will rebel, just as the founding fathers of this country did over
the tax on tea.

inallV, a personal look into the crystal bell with the hope that by
*hating the vision, it can be avoided. I predict that in the next 5 years,
the churning of laws and lack of coordinated national policy, and the
increasing nibbling of taxes on benefits will severely cripple the private
employee benefits. Then, sometime about 1990, the Senate Finance Committee
the Coimattee on Nays and Means and the Department of Treasury will gather to
hold hearings on the deplorable state of private benefits, and how the
Congress and Administration can "save* and "help" those private plans
(whose importance will suddenly have become glaringly obvious). Will it
be too late? Will government have killed the golden goose? Mio knows...
but why find out, when we can avoid the calamity today.

thank you. Society of
Professional

Benefit

Administrators

3MB
,1, , ,t,
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Senator PACKWOOD. Your last point-and Bob Dole and I have
talked about this-is very valid. 30 and 40 years ago, we used to
have a tax reform bill every 10 or 12 years. By the time Bob and I
got here, they were being done every 5 or 6 years, and now they
are done every year.

Mr. HUNT. Yes, sir; and there is no time for it to sink in because
even the changes take place before the bill even takes effect in
some cases.

Senator PACKWOOD. Time and time and time again, business
people have complained. They don't like taxes and they don't like
uncertainty. Almost between the two, they would rather have the
taxes than the uncertainty, but we will pass a tax bill, and before
the IRS or Treasury has had a chance to issue regulations, we have
changed the law a year later. So the regulations were never issued.
I don't blame people for feeling frustrated.-

Mr. DAVEY. I think that was a perfect example of the problem
that we got into with respect to cafeteria plans. The enormous un-
certainty without any guidelines, and I think that was a perfect ex-
ample of a 6-year lag between when it was passed and when we
even got an announcement from the IRS.

Senator DOLE. I may have a couple of questions, but I will submit
them in writing.

Mr. HUNT. Let me say one thing, in defense of Senator Dole, who
I know has had to be the heavy through a lot of this discussion in
the past couple of months, I want to point out that this serving
attack on benefits has been totally nonpartisan. There have never
been the Democrats versus the Republicans. Also there has never
been any villain. We are not saying that anyone is bad. However,
one of my SPBA members came up and said, "you know the prob-
lem is that everybody wants to help, and the road to hell is paved
with good intentions." So, I would hope you will realize that these
are not slaps at you, Senator Dole.

Senator PACKWOOD. I will say something about Bob. Had-he not
been the strong hand that he has been, we wouldn't have raised
the revenue we have raised to date. And for anybody that calls him
the heavy in that, that is a cheap shot. [Laughter.]

Senator PACKWOOD. We indeed do cast away Government money.
rather easily, and it has to be made up some place. I don't envy the
task of looking at that list that he has to try to get us to adopt.
You have perhaps 80 or 90 items on it, each of which raises $50 to
$500 million, and every one of those has got a built-in zealous
group of opponents. He is the leader who has got to pick and
choose and try to get us to adopt them, and then explain why we
have had to do so.

Senator DOLE. That is why I have thought about leaving next
year. [Laughter.]

Senator PACKWOOD. Fellows, thank you very much.
Mr. HUNT. Thank you, Senator.
Senator PACKWOOD. Next, we will have John Larson, manager of

compensation and benefits for NERCO, Bob Sumner of Good Sa-
maritan Hospital in Portland, and Jane Barber, the corporate ben-
efits manager for Tektronix, which is in Beaverton, OR.

If you have no objection, we will just go in the order that your
names appeared on the list. We will start with Mr. Larson.
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STATEMENT OF JOHN F. LARSON, MANAGER, COMPENSATION
AND BENEFITS, NERCO, INC., PORTLAND, OR

Mr. LARSON. Thank you, Mr. Chairman, and Senator Dole.
I am John Larson from NERCO, a Portland-based resource devel-

opment company..We have submitted our written testimony, and I
will try to abbreviate my own remarks. I think it is important for
us to recognize that employers provide benefits for, I think, three
reasons. One, to promote the health and welfare of the employees
and their families. Two, to promote their own business productivi-
ty, and three, because they are able to do so by taking advantage of
group rates and available tax incentives.

I think it is apparent that with some notable exceptions employ-
ers are not particularly creative or imaginative in the area of pro-
viding benefits and they need to be motivated oftentimes to do
what will serve their employees well. We know now that the work
force demographics have changed significantly since most benefits
programs in place were designed and introduced, and yet those
benefits have not changed appreciably.

One of the reasons that we were very interested earlier in the
year in going to a kind of flexible program was because we wanted
to provide some dependent care assistance for our employees whose
circumstances made that a valuable benefit. We had in mind a two-
pronged approach. One, to join a local organization to provide de-
pendent care guidance and counseling services, and two, to provide
a tax incentive that would make it possible for employees to buy
those benefits with tax-free dollars. We didn't want to impose the
benefit. We wanted to make it available on an elective basis to
those who would use it, and we weren't particularly interested in
providing a new benefit at company cost where utilization would be
confined to a narrow class.

We deferred those efforts, but for joining that local dependent
care assistance organization, when the IRS issued its press an-
nouncement, putting in a very uncertain light the effectiveness of
that kind of a program. We still are very interested in moving
ahead, but we are waiting for a bit more certainty.

I think we would be very much interested in providing to our
entire employee population the opportunity to choose those bene-
fits they think best suit their needs. And I think there is a fairly
clear list of what those benefits would be. They would be health
care. They would be life insurance. They would be dependent care
assistance, long-term disability coverage, and certainly a couple of
others that don't come to mind. And we are not particularly inter-
ested, I don't think, in adding legal services to that list, though it
and others would be considered.

A concept that we have given some thought would have us creat-
ing-which would requre some legislative changes-a sort of super
401K plan that would enable us to pay into that plan for the em-
ployees an amount equivalent to what we are now spending for
benefits. Let them draw upon their own fund for qualifying bene-
fits and let them leave in that fund those amounts that they don't
draw for those purposes and pay taxes on the balance on withdraw-
al at retirement or termination. I think there is an interesting pos-
sibility there for people to do some very solid planning about their
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own futures and decide whether or not they want or need insur-
ance, for instance. They may find as that fund grows that insur-
ance is not important to them. Unitl the fund has grown to an ade-
quate size, they many feel insurance is very important. I think it is
important that we recognize they are probably very capable of
making those decisions for themselves. And I don't think we need
to put ourselves in the position of conferring benefits which may
not be used useful or even wanted.

That is the end of my testimony. Thank you.
Senator PACKWOOD. Thank you. Mr. Sumner?
[Mr. Larson's prepared statement follows:J
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BEFORE THE UNITED STATES SENATE, )

COWtITTEE ON FINANCE, SUBCOMMITTEE ) Frirge

ON TAXATION AND DEBT MANAGEkENT, ) Benefits

July 26, 1984 ) Summary

WITNESS: John F. Larson, Manager of Compensation & Benefits, NERCO,
Inc., 111 S.W. Columbia, Suite 800, Portland, Oregon 97201.
503/?96-.6673.

NERCO supports flexible compensation and endorses measures to
encourage its broad adoption.

Work furce composition has changed since most existing benefits
programs were designed and introduced.

Total compensation is the sum of pay and benefits. Underutilization
of benefits conferred by the employer may result in employee
perception of undercompensation when compared to a high user similarly
situated.

Benefits are provided to promote employee satisfaction and improved
productivity. Cmployer-sponsored benefits programs offer reduced
costs resulting from economies of scale and existing tax incentives.

Existing benefits programs do not necessarily address employee needs
because -f changed work force demographics.

Flexible compensation programs allow for application of part of total
compensation to the purchase of appropriate elective benefits.

Significant tax incentives would promote employer adoption and
employee utilization of flexible compensation programs.

Employers are well situated to assist in the fulfillment of employee
benefits needs.

Work force productivity will improve and reliance on government
assistance programs will decline If employer-sponsored benefits
programs are made responsive to employee needs.

To encourage employee utilization of elective benefits programs,
significant tax incentives, coupled with reduced transactions costs,
must continue to apply.

Employers, employees and the public will be well served by the
introduction and utilization of elective benefits programs.
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BEFORE TYE UNITED STATES SENATE, )

OW*ITTEE ON FINANCE, SUBCOITTEE ) Fringe

ON TAXATION AND DEBT MANAGEMENT, ) Benefits

Jly 26, 1984 )

Mr. Chairman and members of the committee:

My name is John F. Larson. I am Manager of Compensation &

Benefits for NERCO, Inc., a resource development company based in

Portland, Oregon. NERCO employs approximately 1,900 people in

locations throughout the United States.

we support flexible compensation and endorse measures to encourage

its broad adoption. We appreciate this opportunity to assist in the

development of a comprehensive record on current fringe benefit topics.

In the recent past, employee benefits programs were often of

uniform design to meet the needs of a stereotypic employtvt who was

male, married and the father of dependent children. This employee's

spouse was not employed, and his children were of school age. Our

work force demographics have undergone considerable change since this

notion prevailed. Today we would be hard pressed to describe the

stereotypic employee. Clearly, the needs of employees today may not

be best satisfied by existing benefits programs.

Page 1 of 5
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Total compensation is the sum of pay and benefits. However, the

value of a standard benefits, package will vary from employee to

employee. A benefit conferred but never utilized has no real value to

the employee; a benefit conferred and extensively utilized may have

great value. The non-user may feel undercompensated, even though

employer costs may be the same in both cases. Given the composition

of today's work force, the potential for such disparities has

increased significantly.

Apparent pay inequities resulting from varying levels of benefits

utilization could be remedied by eliminating conferred benefits,

providing a fair benefits allocation to each employee, and allowing

the employee to enroll in an elective benefits program constrained

only by the amount of the benefits allocation ano the employee's

willingness to pay any additional costs. Such a program would promote

both cost containment for the employer and improvedd equities for the

employee population.

Benefits are now included in total compensation as a means of

promoting worker satisfaction and improved business productivity. It

is aso true that eployee-sponsored benefits programs offer reduced

costs resulting from economies of scale and existing tax incentives.

Given the changed composition of the work force, benefits provided by

a paternalistic employer may not be producing the desired productivity

improvements. Because a fixed benefits program may not address the

principal concerns of a large segment of the employee population, such

Page 2 of 5
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paternalism may actually result in employee dissatisfaction and

declining productivity. Because the granting of similar benefits to

both husband and wife by different employers will often cause the

value of at least one of the programs to be diminished, both husband

and wife may be displeased that their employers have not allowed them

to take the cash instead. And, because we would generally not seek to

have others do for us what we can do better for ourselves, we may

actually find it insulting that our employers feel obliged to spend a

portion of our earnings on benefits not of our own choosing.

A number of employers seem to cling to the view that if benefits

are made available as a matter of choice, their employees will choose

unwisely or not at all. These bad choices will then somehow result in

declining productivity and a tarnished reputation for the business

which has shown so little concern for the welfare of its employees.

Where elective benefits programs have been tried, it appears this

proposition has been proven erroneous. Furthermore, in this and other

contexts, it has been found that employees trPated like adults often

behave like adults.

Employer attention to the benefits needs of employees remains an

important issue. The employer is well positioned to take advantage of

reduced transactions costs, to assist employees with financial

planning matters, and to offer programs which will improve worker

satisfaction and business productivity. Furthermore, existing tax

Page 3 of 5
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policy-makes it possible for the employer to assist the employee in

securing important benefits more economically than would be true in

the open marketplace.

While employees may select wisely when presented with a choice of

benefits, cost will continue to be a factor weighed heavily n their

final decisions. Significant tax incentives will stimulate employee

participation in employer-sponsored benefits programs. Improved

business productivJty and reduced reliance on taxpayer-supported

assistance programs should be two key objectives in making employee

utilization of employer-sponsored benefits programs an attractive

proposition.

To stimulate employers to modify existing benefits programs in

attending to the needs of today's work force, tax incentives in

support of elective benefits programs must be encouraged. A simple,

equitable and non-discriminatory approach to providing for maximum

flexibility may be to allow for the establishment of a non-taxable

benefits allocation equal to a fixed percentage. of regular pay. All

or any part of the benefits allocation could be applied to the

purchase of qualifying benefits from a shopping list broad enough in

scope to address the various requirements of a diversified work

force. Excess costs would be paid by the employee with after-tax

dollars at favorable group rates.
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We believe that employees, employers and the public would be well

served by efforts to stimulate the introduction and utilization of

elective benefits programs. Appropriate tax incentives will be an

important inducement in bringing about such change. We encourage your

further consideration of this very important issue.

Thank you.

Respectfully simitted,

NERCO, Inc.

bhn F. Larson

Manager, Compensation & Benefits

Page 5 of 5
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STATEMENT OF ROB SUMNER, GOOD SAMARITAN HOSPITAL &
MEDICAL CENTER, PORTLAND, OR

Mr. SUMNER. Thank you, Mr. Chairman. My name is Rob
Sumner, and I am here today representing Good Samaritan Hospi-
tal in Portland. We have gone, I guess, a step farther than Mr.
Larson and his company in that we have implemented a cafeteria
benefits plan effective on January 1 of this year.

For that reason, we have a very keen interest in the issue of tax-
ation of fringe benefits. Our objectives in implementing the plan
were many, but there were two primary objectives which we were
very hopeful of attaining. One is the obvious issue of cost contain-
ment through a more efficient delivery of the employee benefits
package and also through increased cost sharing for the benefits
with the employees.

I am pleased to say that we have made some progress toward
those objectives. The results are very favorable so far, and I have
included information in my written testimony which will give you
some figures on exactly how the cafeteria plan has helped us with
those objectives. I wanted to bring one point out here which I think
is important for us all to keep in mind on this issue. Prior to imple-
menting the cafeteria plan, we did some very extensive surveying
of our employees. The plan was made available to about 1,700 folks,
and we surveyed a group of about 600 in small group discussions.

The primary purpose was to help us shape the plan to decide
what benefits should be included and what should not, but we also
wanted to get some general information from our employees about
their feelings on the issues of employee benefits. One of the state-
ments in the survey that they were asked to respond to was: Do
you feel that your employee benefits package is (a) less important
than your salary, (b) equally important, or (c) more important than
your salary. And we were surprised, as I think most would be, to
find out that over 70 percent of the 600 folks responding to our
survey felt that their employee benefits package was as important
as, if not more important to them, than their salary.

That is the kind of support that is provided by those packages. In
closing, I would just ask that you, in your considerations, keep in
mind-as\has already been brought up-that not all employers are
intending to abuse the tax incentives that are provided for employ-
ee benefits plans, that there are responsible employers who are
making responsible efforts to control costs and to provide meaning-
ful benefits to their employees, and please keep in mind our find-
ings that the vast majority of employees covered by benefits plans
place a great deal of importance on those benefits. Thank you.

Senator PACKWOOD. Thank you.
[Mr. Sumner's prepared statement follows:]
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WRITTEN STATEMENT OF TESTIMONY

UNITED STATES SENATE

COMMITTEE ON FINANCE

SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT

HEARING ON FRINGE BENEFITS

July 26, 1984

Good Samaritan Hospital & Medical Center is a 500 bed, teaching,
research and medical facility in Portland, Oregon.

The hospital currently employs approximately 2,000 people and is the
tenth largest private employer in the state.

On January 1, 1984 Good Samaritan implemented a comprehensive

cafeteria benefits plan which allowed employees options in medical
care coverage, life insurance, disability coverage and paid time off.
A flexible spending account is also an important feature.

The Hospital has dedicated significant resources to the
implementation of this program in the firm belief that the cafeteria
benefits plan will have a significant impact on escalating benefits
costs and will improve substantially the efficiency of our provision
of non-taxable fringe benefits. This will enable us to deliver
better benefits at less cost and therefore less loss of revenue to
the Treasury.

The non-taxability of certain benefits under cafeteria plans is, of
course, the key factor in realizing our belief as stated above.

We understand that the recent Internal Revenue Service position on
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We are not opposed to, and in fact wholeheartedly support reasonable

restrictions being imposed to prevent abuse. The wholesale
condemnation by some parties of cafeteria and other employee benefits
plans as comprising nothing more than "tax dodges" is a dangerous
overreaction which needs to be focused on the abusers who are the
true targets of this reasoning.

To that end, we hold up to you Good Samaritan's "FLEXPLAN" as an
example of a cafeteria plan which was designed with the following
objectives:

o cost containment through more efficient delivery of
benefits

o increased employee satisfaction

o compliance with existing tax laws and regulations

In support of these points please consider the following:

1. Medical Cost Containment

We, like many employers, see the cafeteria plan as the first

significant change in employer-paid medical benefit arrangements that
has a real chance of putting the brake on medical costs. This is
because the employee, through the election process, can become
directly involved in managing his or her own costs by controlling the
use of medical care. If the employee's incentive is removed because
the savings are not returned to the employee, the biggest potential
impact on medical cost containment disappears. We sincerely believe
that the existence of cafeteria plans using a funded reimbursement
account will have a major effect in stabilizing medical costs and
breaking the super-inflationary cycle that has been characteristic of

A TF4- 1rni-m4v-
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2. Overall Reduction in Fringe Benfits

The cafeteria plan is a device to improve greatly the efficiency of
the delivery of nontaxable fringe benefits to employees. It is our
expectation that this will permit us to pay a lesser total amount for
fringe benefits for all employees while delivering a better benefit
for each employee. This is because the employees can tailor their
benefits to their own needs. Money is not wasted furnishing benefits
on a universal basis and including employees who cannot use those
benefits. The result for a taxpaying employer will be less tax
deduction for fringe benefits while greater benefit to employees.
The funded reimbursement account is an integral part of the potential
for achieving this result.

3. Enchancement of Day Care Reimbursement

It is generally conceded that reimbursement for day care is an
important tax policy as evidenced by the inclusion in the Internal
Revenue Code of Section 129 (covering excludable employee
reimbursements) and Section 44A (covering tax credits for day care
expenses). Day care expenses are extremely important to those
employees who need them and are of no value to those employees who
don't. Because of this, day care reimbursement is a prime candidate
for a cafeteria plan. Since day care costs tend to be
upredictable, flexible reimbursement rights are important in
delivering this benefit. The funded reimbursement account is
necessary in order for this to be feasible. As a consequence, it can
be expected that there will be a significant reduction in the extent
to which congressional policy on day care reimbursement will be
realized if the flexible funded reimbursement acccount is prohibited.

As notedthe flexible spending account is the vehicle for reaching
our objectives. In the absence of regulations governing the design

C110%• n Af f . •
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As a result, the hospital's flexible spending account appears to,

comply with the IRS proposed regulations in all aspects save one. It

seemed reasonable to assume that the Treasury would prefer to have

unused account balances paid to employees at the end of each year as

currently taxable income.

Instead, the proposed regulations require unused amounts to be

forfeited by the employee, and therefore never taxed. This no cash
rule had a significant impact on Good Samaritan's flexible spending

account participation.

In the best interest of the hospital employees, they were informed of

the proposed regulations. As provided by the proposed regulations

they were given the option of closing their account by June 1, 1984,

or continuing to participate with the understanding that they may
lose any unused account balance at years end. As would be expected,

this caused a dramatic decrease in participation.

During the initial January 1, 1984 enrollment 552 employees

designated a total of $457,000 to be deposited to the spending

account.

Figures for the period January 1, 1984 to June 1, 1984 indicate the

following use of these funds:

Dependent Child-Care 71% of total

Medical Care 11%

Vision and Hearing Care 7%
Orthodontia 8%

Other Dental Care 3%

100%

Faced with the possibility of losing any unused account balance at

the end of the year, 340 employees or 62% discontinued oarticipation.
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Changes in medical coverage, life and disablllty insurance and in the
amount of paid time off have created opportunities for employees to
create packages that are better suited to their needs at less cost
than the previous package. This has also created cost savings for
the hospital in many cases.

For example two alternative health care plans were offered, both of
which cost less than the existing coverage. One plan is a very
spartan plan with a $500 per person deductible, and the other is a
preferred provider type plan which requires employees to use the
hospitals own facility and physicians. Over 60% of the employees
opted out of their previous high cost coverage into one of these two
alternative plans.

The choices in life and disability insurance also created cost
savings for the hospital. The fact that employees could have
different levels of coverage required a more accurate billing and
accounting system. Rather than the cost being based on a flat
percentage of payroll, it is now based on actual volume of insurance.
This reduced the hospital's cost for these programs by one third.

Another side effect of the program results from the new found
appreciation of and satisfaction with the benefits on the part of the
employees. The ongoing demand for new or more benefits has virtually
stopped. This is because the employees needs can be met in one form
or another under the flexible plan.
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Our purpose in bringing Good Samritan's FLEXPLAN to your attention
can be illustrated by the following considerations:

1. The growing sentiment that employee benefits plans, flexible or
otherwise, are some sort of subtrafuge aimed at eroding the tax base
of our country and lining the vaults of employers is both unfounded
and dangerous for the well being of the employees covered by these
plans.

2. Responsible employers recognize the need for and support well
reasoned limitations and controls on nontaxable fringe benefits.
Employers who do not support this need should be the target of your
effort.

3. The issue of taxation of fringe benefits is one that Is or should
be of vital interest to every employed person in this country. The
decisions you make can have a dramatic impact on the personal
ftnances-uf these people. The financial impact on the employers
providing these benefits should not be overlooked because of the
potential inpact on the economy.

4. There are many responsible employers like Good Samritan Hospital
who are making serious efforts to balance the needs of their
employees and the needs of their organizations against the need to
design programs that are not abusive of tax incentives.

Please use our experience and expertise gained through implementing
and administering employee benefits plans to help you shape the
future of tax policy on fringe benefits in a positive manner for all
parties involved. That result is possible through cooperation and
understanding.

Thank you,
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Senator PACKWOOD. You had a particular problem with child
care, as I recall, because you have people working at all hours. You
just don't have the normal 8 to 4:30 and pick up your child at 5:30
problem that 80 percent of the employers have.

Mr. SUMNER. That is compounded a bit by the fact that, as is typ-
ical of a hospital, over 80 percent of our work force is female, and
that does tend to increase the need for child care. Child care
through a flexible spending account was a provision of our pro-
gram, and we found to date that about 71 percent of the funds that
are being channeled through the flexible spending account are
being used for dependent child care.

Senator PACKWOOD. I would like to give an idea of how big this
hospital is. It is Oregon's 10th largest employer, to put it in per-
spective. In Portland, it is an immense, immense hospital.

I will call upon Ms. Barber, who represents Tektronix. I would
like to say to you, Ms. Barber, it is amazing that you have any em-
ployees left after I toured Sequent, Metagraphics, and Northwest
Industries. You are the mother lode of all of those little electronic
companies that are spinning off. Tektronix, at its zenith, employs
25,000 people. For the first time, I toured at least half a dozen
smaller electronics companies around the Portland area. They
employ anywhere from 200 to 500 people. There wasn't one of them
that didn't have one of your engineers or vice-presidents. I won't
mention which company, but I was fascinated with one employee
who had just left to take on the presidency of a much smaller com-
pany for which he took a $3,000 a week salary cut. Now, he clearly
wasn't going to that company with the hopes of making it up in
salary in the next 3 or 4 years. It is the kind of industry that Tek-
tronix has spawned, which is becoming a very stable employer
around the Portland periphery.

Ms. Barber?

STATEMENT OF JANE BARBER, CORPORATE BENEFITS
MANAGER, TEKTRONIX, INC., BEAVERTON, OR

Ms. BARBER. It is in part because of some of that o.trepreneur-
ship that has begun to stimulate spinoffs from our company, along
with the cost of our benefit programs, that has caused us to just to
spend a full year analyzing our benefit programs as part of our
whole human resources strategy. We didn't want to add to the cost
of our benefit programs any more because cash is more powerful
for attracting new employees and in retaining the ones we have,
but we also over the years have developed a work force that is
quite diverse and our benefit program was no longer meeting the
needs of most of our employees. No longer is our work force made
up of the married male with a wife at home and children. Instead,
we have many female employees. We have many young single em-
ployees. In analyzing our cost problem, we feel that it comes from
the design and structure of our programs over the years. We made
a commitment in the past-many, many years ago-that we would
pay 100 percent of the cost of health insurance, life insurance, dis-
ability insurance. At the time, they were indeed fringe benefits. It
didn't cost very much, and it was administratively easier to do.
But, as a result, when the cost of health care began to inflate, we
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were simply stuck with the cost. We weren't able to control it. We
weren't able to manage that expense, even though our profit at the
time were such that we were looking for all opportunities to better
manage costs.

Additionally, because of that structure of program, when new
benefit plans came into vogue-or as our work force changed and
we began to feel pressure to add new benefits-we weren't able to
say, well, we will add this and let you make a choice. Instead, we
simply had to add a new benefit. We had to do that in order to at-
tract and retain the employees we wanted, or incur rather negative
employee relations.

Additionally, the structure of this kind of program tends to
create a rather dependent behavior on the part of employees and
the citizens in our country, we believe. Employers simply have
taken care of the financial needs of employees. We have not even
shared information with them about the cost of the programs. They
really have no idea what they cost, and they have not a whole lot
of sense of their vqlue. So, we have begun to look at what kinds of
things we could do to change that, to control our cost and to begin
to foster some different attitudes and behaviors on the part of
people. We believe, in contrast to Treasury, where they see cafete-
ria benefits as an exascerbation of the cost problem-we, in fact,
think that cafeteria benefits are the solution, and that they should
be given a chance to run. They take a long time and significant ex-
pense to implement, but we have just-as a result of this year-long
study-decided as recently as this Monday that we want to adopt
one at Tektronix for the very purpose of enabling cost manage-
ment. With such a program we will be able to say we will put x
number of dollars into our benefit programs, instead of being com-
mitted to paying 100 percent of whatever the expense is. We will
be able to add other benefits and let employees make choices about
how to use the benefit dollars that they have available to them and
better tailor the program to their needs. And at the same time, we
will begin to, redirect attitudes and behaviors and cause employees
to understand the cost of benefits. They will be given benefit cred-
its and be asked to spend these to their own advantage. They will
begin to understand the cost of these benefits, understand their
value, and begin to be treated like adults participating with us in
trying to manage the costs, particularly in the case of health care
where we will offer options-several options-variously priced.

They can see that, if they choose a less expensive one and take
on more of the risk themselves, they then have more dollars avail-
able as cash. Most people like cash. TIh-ey are not all looking for tax
shelters. Or they can spend the savings on child-care assistance, or
something of that sort that we are noL now offering. So, we see it
as having great potential to control costs and to begin to shift atti-
tudes in our employee work force and in the country. We further-
more feel that it is conceptually in line with trying to develop more
of the spirit of entrepreneurship within our company by saying you
make some choices, you are responsible, and you participate in
helping the companybea success.

Thank you.
[Ms. Barber's prepared statement follows:]
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Federal tax policy in conjunction with employer self-interest in offering

benefits as part of a human resources strategy, have fostered the

development of privately-mnaged social programs which have done this

country, its communities and its citizens a great deal of good over the

years. Before further changes are made to the tax codes which have

stimulated the formation and continuation of benefit plans, Tektronix

urges Congress to stop back and consider what it wants social policy to be

during coming years.

We believe the policy should be one that fosters self-responsibility and

provides options which will make it attractive for people, in conjunction

with the employers for which they work, to make wise personal decisions

and to plan and save for their own financial futures. Examples of how

these goals can be achieved are 401(k) cash or deferred plans and Section

125 cafeteria pl&ns.

"Cafeteria" benefit programs have, in our opinion, the potential to

provide long term solutions to some problems created by the more

traditional design of benefit plans. We believe they will enable us to

better manage our benefit costs, foster a sense of self-responsibility on

the part of employees and better meet the needs of a diverse work force.

In particular, we look forward to a cafeteria benefits plan helping us

with o~r strategy to restrain increases in the cost of health care.

39-706 0 - 85 - 8
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Mr. Chairman, my name in Jane Barber. I am the Benefits Manager for

Tektronix, Inc., headquartered in Beaverton, Oregon. In that role, I am

responsible for designing and administering the company's benefit program.

Tektronix is Oregon's largest private employer with more than 15,000

employees. We also employ 2,000 people at our Clark County facility near

Vancouver, Washington and another 1,900 people at sales and service

offices in 29 states.

Tektronix is an electronics company that manufactures sophisticated test

and measurement equipment, television products, computer graphics

terminals and peripherals, and comput.r-aided design equipment. Our total

sales in the fiscal year Just completed were $1.3 billion. To be success-

ful in our chosen market and to generate the profits from which tax

revenue can be derived, we must attract, retain, and motivate high-perform-

ing employees. They are our most important resource. They create the

product ideas, they design the products, they manufacture the products,

and they represent the product in the marketplace.

Tektronix believes benefit programs have an important role to play in

helping us to have high-prforming employees. Along with cash
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compensation .they form a part of the package which attracts employees to

our company and through which we reward performance. They help. our

employees be more productive by relieving them from wwrry about what the

financial consequences for themselves and their families would be if they

were to incur large medical or dental bills, or the loss of income through

disability or death. Company provided education programs assist

employees to increase their potential and to adapt to changing Job

requirements, so they may continue to be an effective part of a

high-performing team. We have a profit sharing program and an employee

stock purchase program, which provide productivity incentives and allow

employees to share collectively in the success of the company.

The tax polity of the United States, as well as employer self-interest in

offering benefits as part of a human resource strategy, have fostered the

development of privately managed social programs which have done this

country, its communities, and its citizens a great deal of good over the

years.

Through employer-offered health insurance programs, families have been

kept from becoming destitute as a result of medical bills for serious

illness or injury. And, through the affordability of good medical care,

people have been restored to good health and productive lives. Through

disability income insurance programs, combined with health insurance

programs, employees who became so disabled they could no longer work have
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been able to maintain a reasonable standard of living without turning to

their communities for charity or to government for more assistance. Group

life insurance programs have replaced income for families of deceased wage

earners for a transitional period until they were able to restructure

their lives and find other means to provide for the family.

There is, of course, a cost for these programs. In the-fiscal year Just

ended, Tektronix spent $26 million of its sales on health, life and

disability income programs. Because these programs are tax deductible for

the company and tax-exempt for employees, the government shared in this

cost. However, I believe this was a cost-effective expenditure for the

government, assuming the social needs should have been met somehow.

To provide an example which I know-is over-simplified but which

illustrates the dynamics, last year mO company spent $26 million on

benefit programs, and the government lost revenue of approximately $12

million. If we assume that the government, instead of Tektronix, had

provided the same $26 million to meet the security needs of our employees,

then it could be concluded that Tek would have lost a tax deduction of $26

million which would have yielded the government increased revenue of $12

million. The net effect for the government would have been a loss of $14

million. This would seem to be the wrong direction for a country seeking

to reduce its deficit. What would have happened if the company's

contribution to these programs had been taxable income to employees? In

the short term, the government s share of the cost would have been reduced

to something less. However, there are problems with this approach. Even

now, we have employees who receive more than $50,000 in life insurance



109

Tektronix Statement
Fringe Benefits

Page 4

calling us id saying, "Look, if I've got to pay tax on that amount, I'd

rather have it in cash." If all benefit contributions created taxable

income to employees, I think it's fairly predictable that more and more

employees would begin to pressure their employers to give them cash

instead of benefits. That might be fine from the point of view of raising

revenues, but it would encourage people to take risks with thqir

security. When they then fell ill, became disabled or died, society would

have to develop the means to take care of them and their families. In

short, taxation of these benefits might create short term revenue

solutions, but it most certainly would create long term social problems.

Another factor which must be considered is that the money Tektronix spent

on those programs last year did not just go down a drain never to be seen

again. In the case of the health, life and disability programs, it was

paid out in benefits to persons who purchased goods and services, which in

turn, helped maintain or broaden the tax base from which the government

derived revenue. To the degree it contributed to the success of

businesses or institutions who buy Tek products, some part of it will come

back to Tek in the future.

Despite the good there programs and the other social programs of the

United States have done over the years for individuals, employers$

communities and the country, I also believe they have created some

problems through their structure and design. They have shielded people

from the economic realities of life, much in the same way as a parent does

who pays all the bills a teenager runs up. As a result, they have

stimulated some undesirable results: uncontrolled costs, particularly in

the case of health insurance an expectation that government or employers



110

Tektronix Statement
Fringe Benefit*

Page 5

have an obligation to keep providing more benefits and a minimal under-

standing on the part of individuals that they have a responsibility to

participate in providing for their own security. Just as the current

design of programs, with their attendant messages, have created certain

behavior and attitudes, I believe redesigned programs and appropriate tax

incentives can do their part in creating improved results.

The legislation that enabled Individual Retirement Accounts and 401(k)

cash or deferred plans are excellent examples of how tax policy can

stimulate positive behaviors and desirable social goals. More people are

now saving for their retirements and feeling proud of themselves for doing

so. These programs are fostering independence and a sense of

self-responsibility. The money which is being saved on a tax deferred

basis is being plowed back into the economy through investment and is

broadening the tax base for national, state and local programs. They do

not foster the notion that people have a "right" to total economic

security from the government or employers, which creates dependent

behavior and an appetite which can never be appeased. Instead, these

programs send a message that the government believes it's good for people

to help themselves.

Another piece of legislation which I believe to be capable of providing

some solutions to the problems created by the traditionally designed

programs is that which enabled "cafeteria" benefit plans. Ply company
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has just completed a year-long study of our benefit program for the

purpose of identifying changes which would enable better cost management,

better meet the needs of our now diverse wrkforcet and better foster a

sense of self-responsibility on the part of employees. And, we wanted to

do these things while enhancing employee relations. It's our conclusion

that a cafeteria benefits plan will allow us to meet our objectives, while

still assuring that the positive social purposes of current programs will

be continued.

The essence of the program we plan to design and implement is to create

benefit "credits" by shrinking the portion of the program which employees

automatically receive down to a minimum core. These credits can then be

used to purchase the same benefits they have now, a different combination

of benefits which may be more appropriate to their needs than the

company-designed program has been, or they may trade them for cash.

Conversely, they may spend some of their cash compensation to buy

additional benefits (instead of asking the company to provide additional

benefits). The core would assure that all employees still had some level

of financial security, and that social purpose would be met. Also, the

tax exempt nature of the benefit options, as opposed to the cash option,

will provide employees with an incentive to continue reasonable levels of

insurance protection.

This approach to benefits helps employees better understand there is a

cost to benefits, and it sends a message that employees have a personal

responsibility for identifying and planning for their own financial
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security. It also enhances cost management in several ways. The company

will be able to set a limit on how much it will spend on benefit programs

each year, instead of automatically absorbing whatever expense is

generated by our current commitment to pay 100% of the cost of various

plans. It will allow us to help meet new benefit needs, such as child

care assistance, without necessarily adding to the total cost.of our

program. And, employees will have financial incentives to become better

consumers of benefits, especially health care benefits. They will have a

choice of health plans, with varying amounts of "first dollar" cost for

incurred health care expenses, as well as varying costs for buying the

insurance. If they choose a less expensive option than the plan we now

offer, they may buy other benefits or receive cash. We believe this power

c.f decision and the opportunity to receive cash will begin to cause people

to be more cost-conscious and self-responsible consumers of health care

N.services. We expect this, over time, will reduce the current demand on

the health care system for all of the most expensive kinds of services

that are available. We even hope it may begin to motivate people to take

better care of themselves, since people staying well is the ultimate

health care cost management strategy. As a companion to offering

financial incentives to use the health care system more wisely, we will be

providing employees with a great deal more information than we have in the

past to help them know how to do so.

While on. the subject of health care cost management, I'd like to say a few

words about the strategy of putting a cap on the amount of tax-exempt

contribution a company can provide for an employee's health insurance. It
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is my opnion this would do little or nothing to control the cost of health

Insurance. It would simply add to an employee's taxes, without doing

anything to solve the underlying problems. It would be similar to a

company deciding to solve its health cost problems by simply shifting more

expense to employees. It would aggravate the employees without providing

a way for them to help find solutions or to lower their expenses. It

might increase revenues slightly, but then he government would be in the

strange position of hoping health care co3ts didn't go down, because if

they did* revenues would be reduced.

GgOGI11ui0

Congress must draw its own conclusions about the social value of benefit

plans provided by the employers of the U.S. and how to structure tax

policy. It is my strong recommendation, however, that Congress decide

what it want* the social policy of the United States to be before more

changes are made to the laws which ,,ave stimulated the formation and

continuation of the plans serving social needs.

My personal belief is that the policy should be one that fosters self

responsibility and provides options which will make it attractive for

people, in conjunction with the employers for which they work, to make

wise personal decisions and to plan and save for their own financial

futures. Through this partnership of government, employers and employees,

a vast segamnt of our population will have financial security when serious

illness strikes, when wage earners become disabled or die, and when the
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day for retirement arrives. Through employer-sponsored plans, the

government is relieved of the need to provide for these same life events

which occur in every family at some time. By fostering a notion of

self-responsibility, I belIAeve people wIll feel more Involved in their own

futures, which in turn will play its role in helping this country of ours

to be more productive and competitive in the world market placed.

By personal experience in trying to redesign my company's benefit program

to meet current 4nd future needs, I know that the only way to sensibly

decide what changes ought to be made is to step back and ask, "What are

our objectives?", "How do we want people to behave?", "What are the

alternative objectives?" Once you ve answered those questions, It becomes

clearer how to structure the programs and where to place the incentives

and disincentives.

Tektronix thanks you for this opportunity to testify.

4
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Senator PACKWOOD. Who carries your health insurance?
Ms. BARBER. We are self-insured. We have several HMO's as op-

tions around the country, but on our Tek health plan, it is a self-
insured plan. We fund it through a 501-C-9 trust. Again, we see
that not as a tax shelter, but as a way to control costs.

Senator PACKWOOD. Now, under your self-insured program the
employee can go to any doctor or any hospital? Or do you have cer-
tain ones that they go to?

Ms. BARBER. No; they can go to any doctor or any hospital. We
do feel that the current structure of the plan in a sense creates de-
mands-unnecessary demands-which is why we want to begin to
offer a differently designed plan and several options, and at the
same time begin to provide an education and communication pro-
gram so employees know how to use their plan-how to save them-
selves money. If they choose a plan where they take on more risk,
then we feel the obligation to tell them, for example, that outpa-
tient surgery could be used in this case and it would cost you less.
Right now, if we tell them that, they have no incentive to choose
less expensive care because it is not going to cost them anything.

Thank you. I have no other questions. Bob.
Senator DOLE. I have no questions.
Senator PACKWOOD. Thank you very much.
Senator DOLE. They are doing a good job, as are you, Bob.
Senator PACKWOOD. Now, we will take a panel starting with Bob

McGlotten, representing the AFL-CIO, Dick Warden, representing
the United Automobile Workers, Mike Tiner, representing the
United Food & Commercial Workers, Loretta Johnson, represent-
ing the American Federation of Teachers, and John DeConcini, the
chairman of the board of trustees and international president of
the Bakery, Confectionery & Tobacco Workers International Union.

Senator DOLE. Senator Packwood will be right back, but I think
we can go ahead and start.

STATEMENT OF ROBERT McGLOTTEN, ASSOCIATE DIRECTOR,
DEPARTMENT OF LEGISLATION, AFL-CIO, WASHINGTON, DC

Mr. MCGLOTrEN. Thank you very much, Senator Dole. My name
is Robert Mcplotten. I am the associate director of legislation for
the AFL-CIO. Accompanying me is Steve Koplan, who is one of our
legislative representatives. Senator, I will summarize my state-
ment. I request that the statement be included in the record.

Senator DOLE. All the statements will be made a part of the
record.

Mr. MCGLOTrEN. Thank you. The AFL-CIO appreciates the op-
portunity to state our views on tax-policy issues surrounding fringeUs. Mr. Chairman, we appreciate your consistent and long-
standing support for fair tax treatment of American workers. We
are pleased that this inquiry is being conducted away from the
heat of a legislative battle, and we look forward to recommenda-
tions which will treat the issue of fringe benefits fairly and not be
used as a method to shift more of the tax and deficit-reduction
burden onto workers and away from corporations and the wealthy.

This year's tax laws included useful measures that will raise rev-
enue and eliminate some abuses, but it leaves in place a vast array
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of tax benefits for rich individuals and for the corporate sector. In
addition, the 1984 law included many provisions by which the Con-
ress in its frantic search for deficit reduction revenue callously

jeopardized or wiped out hard-fought gains of workers. For exam-
ple, American workers will suffer as a result of provisions regard-
ing voluntary employees' beneficial associations [VEBA], supple-
mental unemployment compensation benefit trust subs, and group
legal service organizations. Although professional corporations used
mainly by& doctors and lawyers have abused the tax treatment of
contributions to these plans, it was conceded that there hasn't been
any evidence of abuses in plans collectively bargained by the
unions. Despite the absence of any demonstrated abuses in collec-
tively bargained plans, the 1984 tax package contains limits on the
ability of employers to deduct sums paid to fund such plans. This
provision would jeopardize the ability of programs to provide such
important benefits as health and welfare, long- and short-term dis-
ability, medical subs, severance pay, et cetera.

American workers again will suffer as a result of termination of
the statutory exclusion from income of benefits provided employees
under an educational assistance program. This statutory fringe
benefit expired on December 31, 1983. The 1984 tax package reject-
ed efforts to extend the exclusion until January 1, 1986. These pro-
grams provided significant opportunities to women, minorities, and
other workers to upgrade and maintain their skills as part of train-
ing and retraining provided by employers, often as a result of col-
lective bargaining. An extension of this statutory fringe benefit
would not have resulted in any significant revenue loss to the
Treasury. Again, Mr. Chairman, American workers will suffer as a
result of adoption of the dollar limits on benefits under qualified
pension plans for airline pilots. In this context, the taxation of
fringe benefits should not be the focal point of tax reform. In De-
cember 1979, the AFL-CIO convention set forth general standards
with respect to the taxation of fringe benefits. That statement is
included in my statement, and I would like it included in the
record.

With regard to group legal service plans, we continue to urge
that the Congress adopt S. 2080, a bill to make permanent section
120 of the Internal Revenue Code, and- thus continue to encourage
qualified group legal service plans. We believe that concerned tax
treatment of qualified group legal service plans has helped in en-
couraging the use and protection of such plans at minimal cost.
There is no evidence that such plans have been abused, exploited
as tax shelters, or led to inequities, or discriminatory practices. The
Senate Finance Committee has considered legislation to pace
annual limits per family and per individual on the amount of tax-
free contributions employers would make to workers health insur-
ance plans. Any amounts over these limits would be taxable as
income to employees. The presumption is that this will make work-
ers more cost conscious and control rising health costs, and at the
same time raise revenue. Placing a limit on tax-free employer con-
tributions to health insurance or making any amount over that
taxable as income to employers will provide a strong incentive for
unions to seek to have employer contributions which exceed the
Federal tax to other tax-free or tax-deferred benefits. This miti-
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gates the claim that the adoption of such a proposal would lead to
a substantial increase in the Federal tax revenue. Eliminating alto-
gether the tax-free status of health care contributions would force
millions of low- and middle-income workers to give up their protec-
tion against the health-care costs of getting sick.

The rationale is based on the fundamental law of supply and
demand. It is the so-called market solution to our health-care crisis.
Unfortunately, the health-care market does not function like other
sectors of the economy. The principle of supply and demand does
not adequately predict behavior in the health-care marketplace. In
other words--

Senator PACKWOOD. No matter how fast you read, you will not be
able to finish this in time. [Laughter.]

Mr. MCGLOMrEN. Senator, fine. Thank you. I will conclude my
statement. [Laughter.]

Senator DOLE. The last part is better than the first part.
Mr. McGLOMN. I was trying, Senator Packwood.
Senator PACKWOOD. Dick.
[Mr. McGlotten's prepared statement follows:]

I-
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The AFL-CIO appreciates the opportunity to state our views on tax policy issues

surrounding fringe benefits. Mr. Chairman, we appreciate your consistant and lonC-standing

support for fair tax treatment of American workers. We are pleased that this inquiry is

being conducted away from the heat of a legislative battle and we look forward to

recommendations which will treat the issue of fringe benefits fairly and not be used as a

method to shift more of the tax and deficit reduction burden onto workers and away from

corporations and the wealthy.

The Economic Recovery Tax Act of 1981, with its massive, unfair, and unnecesary tax

giveaways, has left the federal government with huge and persistent, deficits. These

deficits and the resulting borrowing needs of the Treasury are pushing up interest rates, the

value of the dollar and the trade deficit.

In addition to its damaging implications for the health of the economy, the 1981 tax

law introduced gross inequities into the federal tax structure. The so-called across the

board cuts in personal income tax rates gave vast and unfair reductions to higher income

earners. On the business side, the accelerated cost recovery system and other new tax

benefits virtually eliminated the corporate income tax.

The 1982 tax law -- the Tax Equity and Fiscal Responsibility Act -- did recover some

revenue as well as address several of the inequities introduced by the 1981 tax law.

Nonetheless, the huge revenue losses caused by the 1981 law continue and most all of the

major loopholes that benefit business and the wealthy remain intact, while several

regressive excise taxes were enacted.
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This year's tax law includes useful measures that will raise revenue and eliminate some

abuses. But it leaves In place a vast array of tax benefits for rich individuals and for the

corporate sector. In addition, the 1984 law includes many provisions by which the Congress,

in its frantic search for deficit reduction revenue, callously jeopardized or wiped out hard-

fought gains of workers. For example:

* American workers will suffer as a result of the provisions regarding voluntary

employees' beneficiary associations (VEBAs), supplemental unemployment compensation

benefit trusts (SUBs), and group legal services organizations. Although professional

corporations -- used mainly by doctors and lawyers -- have abused the tax treatment of

contributions to these plans, it was conceded that there has not been any evidence of abuses

in plans collectively bargained by unions. Despite the absence of any demonstrated abuses

in collectively bargained plans, the 1984 tax package contains limits on the ability of

employers to deduct sums paid to fund such plans. This provision could jeopardize the

stability of programs that provide such important benefits as health and welfare, long and

short-term disability, medical, SUBs, severance pay, etc.

* American workers will suffer as a result of termination of the statutory exclusion

from income of benefits provided employees under an educational assistance program. This

statutory fringe benefit expired on December 31, 1983. The 1984 tax package rejected

efforts to extend the exclusion until January 1, 1986. These programs provided significant

opportunities to women, minorities and other workers to upgrade and maintain their skills as

part of training and re-training provided by employers, often as a result of collective

bargaining. An extension of this statutory fringe benefit would not have resulted in any

significant revenue loss to the Treasury.

* American workers will suffer as a-result of elimination of retroactive application of

amendments made by the Multlemployer Pension Plan Amendments Act of 1980. The

MPPAA was enacted on September 26, 1980. Generally, it imposes liability on an employer

who withdraws from a multiemployer defined benefit pension plan. The withdrawal liability
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provisions of the MPPAA basically apply retroactively to withdrawals after April 28, 1980.

The conference agreement includes a Senate provision that wipes out any employer liability

prior to September 26, 1980. During this five month period many employers moved to

withdraw from multiemployer programs in the hope of escaping their responsibilities to their

employees. Thus the purpose of the April 28 date. By rewarding employers who withdrew

during this period the pension plans and the responsible employers who did not take such

action will face additional funding burdens. If these added costs cannot be met, benefits

may be reduced and liability increased for the Pension Benefit Guaranty Corporation.

* American workers will suffer as a result of adoption of the dollar limits on benefits

under qualified pension plans for airline pilots. The Tax Equity and Fiscal Responsibility Act

of 1982 required that if benefits begin before age 62, the dollar limit on benefits under a

qualified pension plan be actuarially reduced to reflect the value of early payment.

However, federal regulations require that commercial airline pilots retire at age 60. The

1984 tax package dropped a provision that would have limited reduction for early retirement

only to those commercial airline pilots whose benefits begin before age 60.

In this context, the taxation of fringe benefits should not be the focal point of tax

reform.

While not specifically fringe benefits, there are two additional dreas in the 1984 tax

legislation which are also harmful to American workers:

* American workers will suffer as a result of excise taxes on distilled spirits and

continuation of the telephone excise tax. These excise tax increases add up to about $4.5

billion by the end of FY '87 that unfairly fall heaviest on workers. Excise taxes are the

unfairest taxes, falling heaviest on those least able to pay. The 1984 tax package could

easily have reached the necessary budgetary targets through other means.

And, though less directly, American workers will also suffer as a result of the revenue

losses in the bill due to the "Foreign Sales Corporation" (FSC) provisions and forgiveness of

the tax on income that firms, through their "Domestic International Sales Corporations"
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(ISCs), have been deferring for years; the one year extension of the so-called Targeted

lobs Tax Credit which would otherwise have expired on December 31, 1984; the phase out of

the 30 percent withholding tax on interest paid to foreign portfolio investors; and the

decrease in the holding period for long-term capital gains from one year to six months.

in December 1979, the AFL-CIO Convention set forth general standards with respect

to the taxation of fringe benefits. The Convention urged that the Congress should establish

guidelines for the taxation of fringe benefits. These are:

I. Sensible "de minimis" rules that assure that employers and employees need not take

into account small benefit values which would cause unreasonable record keeping and

administrative burdens.

2. Benefits that are necessary to the performance of workers' duties or are provided

for the convenience of the employer, such as the furnishing of uniforms, should not be taxed.

3. Limited benefits, generally and historically available to employees, such as

discounts for retail store employees should not be taxed.

4. Present statutes, which expressly grant tax exemptions under limited circum-

stances for benefits, such as qualified pension plans, group life insurance, health benefits,

group legal services, employee death benefits, educational assistance programs, moving

expenses, should be continued.

The Convention also stated that "... any measures to change current practice be

considered within the context of an overall program of tax justice -- a program which fully

addresses the tax avoidance opportunities of the wealthy and the corporations and does not

add to the already unfair share of the tax burden borne by workers."

With regard to group legal services plans, we continue to urge that the Congress adopt

S. 2080, a bill to make permanent Section 120 of the Internal Revenue Code and thus

continue to encourage qualified group legal service plans. We believe that current tax

treatment of qualified group legal service plans has helped in encouraging the use and

protections of such plans at minimal cost. There is no evidence that such plans have been

abused, exploited as tax shelters, or led to inequities or discriminatory practices.

39-706 0 - 85 - 9
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In addition, in its search for revenue, Congress may attempt to deal with problems

that should not and cannot be effectively dealt with through the tax code. Let me provide a

good example.

The Senate Finance Committee has considered legislation to place annual limits per

family and per individual on the amount of tax-free contributions employers could make to

worker health insurance plans. Any amounts over these limits would be taxable as income to

employees. The presumption is that this will make workers more cost conscious and control

rising health costs and, at the same time, raise revenue.

Placing a limit on tax-free employer contributions to health insurance and making any

amount over that taxable as income to employees would provide a strong incentive for

unions to seek to have employer contributions which exceed the federal cap shifted to other

tax-free or tax-deferred benefits. This mitigates the claim that the adoption of such a

proposal would lead to a substantial increase in federal tax revenues. Eliminating altogether

the tax-free status of employer health care contributions would force millions of low and

middle income families to give up their protection against the high cost of getting sick.

Those who advocate eliminating tax preferences for employer health Insurance

contributions or placing a cap on tax-free employer contributions grossly overstate the

potential for such proposals to reduce health care Inflation. The underlying premise of their

argument is that the passage of an employee health tax would give consumers strong

economic incentives to reduce their coverage which would, in turn, force them to reduce

their demand for health care and force providers to reduce the price they charge for

services.

This rationale is based on the fundamental laws of supply and demand. It is a so-called

"market solution" to our health care crisis. Unfortunately, the health care market does not

function like ther sectors of our economy. The principles of supply and demand do not

adequately predict behavior in the health care market place. For example, a recent article

in the 3ournal of Human Resources used data from the Department of Health and Human
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Services (DHHS) to conclude that health care expenditures which were initiated by

physicians represented 89 percent of total health care expenditures.

In other words, unlike other markets where consumers make their own purchasing

decisions, in health care physicians function as purchasing agents for patients. Physicians

decide when patients need to go into the hospital, how long they stay, and what tests and

medications' they receive while they are there. Organized labor believes, therefore, it would

be extremely unfair for Congress to pass a health tax which would penalize patients for

situations over which they have little control.

For those who believe imposing a health tax on employees will reduce health care

costs, we invite them to discuss this issue with labor negotiators who tell us that, if tax

preferences for health care contributions are scaled back, what will be dropped from benefit

plans is coverage for preventive care, outpatient diagnostic services, dental, eyeglasses and

other benefits which save money. What would be left intact is coverage for hospital and

surgical benefits which have been the major source of our health inflation problems and over

which patients have very little control.

The AFL-CIO would like to make it clear that, contrary to what advocates of the

employee health tax seem to believe, health care is not free to workers. Far from it.

Workers make tough economic decisions and pass up other benefits, including wages, at the

bargaining table to preserve the health care coverage they do have. A number of unions

around the country have reluctantly accepted wage concessions just to preserve health care

coverage. All of our members are extremely sensitive to the rising cost of health care

services and in collective bargaining have had to make great sacrifices. This would not have

happened if Congress had passed a comprehensive cost containment program to reduce the

rate of growth in total health care costs along the lines of the Kennedy-Gephardt bill.

There are those who claim that health insurance benefits are unnecessary subsidies for

higher wage workers. We do not accept that allegation but the fact is that it is not just

higher wage workers who would be affected. The AFL-CIO urges Congress to consider the
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effect of limiting the tax preference for health care contributions on middle and low income

families, older workers and those with chronic conditions. There Is evidence which suggests

that the health tax could turn back decades of progress we have made in insuring workers

against the high cost of getting sick.

Employers contribute the same amount for health care coverage per employee,

regardless of income. As a result, health benefits as a percent of income are more valuable

to families at lower wage levels. Limiting tax-free contributions would, therefore, place a

disproportionate burden on middle and lower income workers who would find it much more

difficult to maintain their level of benefits. Individuals with higher incomes would probably

purchase supplemental health insurance policies to assure that their present coverage is not

interrupted.

Contrary to the commonly held belief that only members of the Auto Workers and

Steelworkers unions would be affected by the employee health tax, a large number of other

union members would suffer including the Machinists, Letter Carriers, Operating Engineers

and the American Federation of State, County and Municipal Employees. Members In some

of these unions have comprehensive health insurance plans; others have less comprehensive

coverage. However, all of these plans provide coverage to workers and their families at a

cost that exceeds any of the federal limits which have been proposed thus far.

Another issue that cannot be ignored is the situation where employees do not have

policies which could be considered highly comprehensive, but which nevertheless would

exceed the proposed limits. Their premium rates reflect high health care costs in their

areas, the age and health status of their group, or both. For example, health benefit

contributions for employees covered by International Union of Electrical Workers' contracts

range from 80 cents per hour in Oklahoma and Texas to $1.16 per hour in California and

$1.41 per hour in New Jersey.

In many ways the employee health tax is A straw man for those who have a

fundamental aversion to the idea of the federal government regulating what are now



125

-8-

staggering rates of increase in hospital and physicians' services. However, these same

individuals are willing to impose a limit on employer funded health insurance benefits

because they believe that somehow forcing employees to pay taxes on benefits would

dampen health care inflation. Ironically, the health tax proposal would impede the

development of cost effective HMOs, which offer more comprehensive coverage but often

at higher than average premiums.

We believe any version of the employee health tax proposal would significantly erode

the progress workers over decades have made in collective bargaining. This Subcommittee

must ask itself whether health care is the right place to look for ways to reduce deficits. It

must not confuse cost containment with revenue raising.

In conclusion, Congress has too often enacted tax legislation that disproportionately

burdens low and middle income workers and too often has considered legislation from the

narrow focus of raising revenue unaware that such legislation will have a major and adverse

impact on collectively bargained fringe benefits. Congress should not consider changing the

current practice with respect to fringe benefits except within the context of an overall

program of tax justice. Nor should it attempt to deal with problems that can't be

effectively dealt with through the tax code such as trying to control health costs by taxing

workers' health insurance.
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STATEMENT OF RICHARD WARDEN, LEGISLATIVE DIRECTOR,
THE INTERNATIONAL UNION, UNITED AUTOMOBILE, AERO-
SPACE & AGRICULTURAL IMPLEMENT WORKERS OF AMERICA
[UAW), WASHINGTON, DC
Mr. WARDEN. Thank you, Mr. Chairman. I don't know whether I

can read faster than Bob, but I will try. Mr. Chairman, my name is
Dick Warden, and I am the legislative director of the UAW. Ac-
companying me today is Alan Reuther, UAW assistant general
counsel. We will appreciate our full statement being filed for the
purpose of the hearing record.

At the outset, Mr. Chairman, we wish to commend you for your
leadership in the area of employee benefits. The UAW represents
1.5 million active and retired members and their families. The col-
lective-bargaining agreements negotiated by the UAW provide our
members with a variety of employee benefits including pensions,
income protection during layoffs, health care, life insurance, legal
assistance, and education and training. The UAW strongly opposes
proposals to eliminate or restrict the favorable tax treatment ac-
corded such benefits.

We believe such proposals would impose unjustified costs on the
network of protection for our members, their families, and millions
of other workers who might not be able to afford the same protec-
tion on their own. Our position does not represent a blanket en-
dorsement of tax-favored treatment for all fringe benefits. We be-
lieve the tax treatment of employee benefits should be based upon
an evaluation of the merits of the particular benefit involved, in-
cluding its actual or expected utility to various income and demo-
graphic groups.

We draw a sharp distinction between those employee benefits
which protect wage earners from the vissisitudes of illness, old age,
or layoff through mechanisms they could not set up by themselves
and those which are primarily used as a device to shelter earnings
for small groups of upper-income individuals. Our support for
granting favorable tax treatment for certain employee benefits
does not mean that we have abandoned our long-standing support
for meeting social needs with Federal programs in favor of a pri-
vate sector approach.

On the contrary, we still advocate comprehensive Federal pro-
grams as the best means for making retirement income, health
care, training, and other benefits available on an equitable basis to
the largest number of persons. But in the absence of Federal
action, the UAW recognizes that employer-provided fringe benefits
are the only way to ensure that large groups of workers have
access to necessary protection. Employee benefits have been target-
ed as a source of revenue, partly because of the concern about huge
Federal deficits, which are projected for the indefinite future. We
agree that the deficits must be reduced, but we think that taxing
employee benefits is not the way to do it. The deficits in our judg-
ment stem from the enormous and unnecessary increases in de-
fense expenditures. This administration, coupled with the huge and
wasteful tax cuts that were enacted in 1981. The deficits should
therefore be attacked by scaling down, we believe, the projected
costs of military spending and by repealing or reducing some of the
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costly tax provisions that were passed in 1981. Many employee ben-
efits, including some negotiated by the UAW, are received in cash
and subject to a taxation along with earnings. Vacations, holidays,
disability insurance payments fall into the cash category. In our
view, there is an important distinction to be made between these
benefits and those which are rendered only as services and cannot
be converted to cash. •

Our prepared statement discusses in detail our views on specific
employee benefits including health care, retirement plans, educa-
tional assistance, and group legal services, and others. We continue
to oppose efforts of the administration to impose a tax cap on
health care benefits. We urge the Congress to reinstate the tax-
exempt status of educational assistance benefits and to make per-
manent tax-exempt status of prepaid legal services benefits, such
as you have proposed, Mr. Chairman. Finally, Mr. Chairman, I
would like to once again thank this committee for the opportunity
to testify. Our prepared statement focuses on a number of employ-
ee benefits, pointing ovt that they warrant favorable tax treatment
because of their merits and the role that they play in the lives of
many people. Thank you again, Mr. Chairman.

[Mr. Warden's prepared statement follows:]
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Mr. Chairman, my name is Dick Warden. I am the Legislative Director

of the UAW. I appreciate the opportunity to testify before this Committee on behalf

of the UAW concerning the tax treatment of employee benefits. Accompanying me is

Alan Reuther, UAW Assistant General Counsel.

At the outset, the UAW would like to commend the leadership displayed

by you, Mr. Chairman, in the area of employee benefits. On Issue after issue - taxation

of health care benefits, continuation of the tax-exempt status for educational assistance

and pre-paid legal service benefits, the imposition of limits on the funding-of VEBAs

and SUB plans - you have consistently advocated policies to encourage the growth and

development of fringe benefits that provide employees with important protections. The

UAW appreciates your efforts, and we look forward to working with you in the future

on these issues.

The UAW represents 1.5 million active and retired members and their

families. The collective bargaining agreements negotiated by the UAW provide our

members with a variety of employee benefits, including pensions, income protection

during layoffs, health care, life insurance, legal assistance, and education and training.

The UAW strenuously opposes proposals which would eliminate or restrict the favorable

tax treatment accorded these benefits. We believe such proposals would impose

unjustified costs on the network of protection for our members, their families, and

millions of other workers who might not be able to avail themselves of the same

protection on their own. Moreover, taxation of these employee benefits would unfairly

increase the relatively excessive tax burden shouldered by moderate Income households.

I want to emphasize that our position does not represent a blanket

endorsement of tax-favored treatment for all fringe benefits. We believe that the tax

treatment of employee benefits should be based on an evaluation of the merits of the

particular benefit involved, Including its actual or expected utility to various Income

and demographic groups. Using this yardstick, we have strongly urged Congress to,
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retain the tax-froe status of health insurance benefits, pre-pald legal benefits, and

educational assistance benefits, which have recently come under challenge. On the

other hand, w. did not oppose the employee benefit changes in the Tax Equity and

Fiscal Responsibility Act of 1082 (TEFRA) or the taxation of group life Insurance

benefits above $50,000, and strongly support measures which make favorable tax

treatment contingent on non-discrimination and other requirements. 'We also have

advocated repeal or reduction of the tax expenditures for 401(k) plans and other tax

avoidance devices.

In other words, we draw a sharp distinction between those employee

benefits which protect wag*-eners from the vicissitudes of Illness, old age, or layoffs

through mechanisms they could not set up by themselves, and those which are primarily

used as a device to shelter earnings for small groups of upper Income individuals.

The UAW's support for granting favorable tax treatment to certain

employee benefits does not mean that we have abandoned our long-standing support for

meeting social needs with federal programs in favor of a private sector approach. On

the contrary, we still believe comprehensive federal programs are the best means of

making retirement income, health care, training and other benefits available on an

equitable basis to the largest number of persons. Specifically, we continue to support

enactment of a national health insurance plan and an effective federal job training

program. Government programs are the best way to Insure that displaced workers,

minorities, women and the poor share fairly in the progress made by the rest of society.

But In the absence of federal action, the UAW and other unions have

understood that employer-provided fringe benefits are the only way to insure that large

groups of workers have access to necessary protection. Government backing through

tax exemptions and deferrals Is therefore justifiable for. workers to preserve the

protection that they now enjoy.
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Employee benefits have been targetted as a source of revenue pertly

because of conewn about the huge federal deficits which are projected for the Indefinite

future. Although we agree that the deficits must be reduced, taxing employed benefits

is not the way to do it. The deficits stem from the enormous and unnecessary Increases

In defense expenditures of the Reagan Administration coupled with the huge and wasteful

tax cuts that were enacted in the Economic Recovery Tax Act of 1981 (ERTA). The

deficits should therefore be attacked by scaling down the pr)jected course of military

spending and by repealing or reducing some of the costly tax provisions that' were

enacted In 1981 and more recently in 1984 - especially t;ose which eroded the corporate

tax base and are further lining the pockets of rich individuals.

Saddling the middle class with taxes on employee benefits to raise additional

federal revenues would simply compound the inequities created by ERTA and make the

tax code even less progressive than it already is. We believe this would be perceived

as fundamentally unfair by the public, and thus only serve to fuel the "tax revolt"

mentality by undermining support for the tax system and for useful social programs.

Many employee benefits, including some negotiated by the UAW, are

received in cash and subject to taxation along with earnings. Vacation, holiday, and

disability Insurance payments fall in the cash category. in our view, there I an

important distinction between these benefits and those which are only rendered as

services atnd cannot be converted to cash under any circumstances. The imposition of

Income or FICA taxes on non-cash employee benefits such as health insurance,

educational assistance benefits, and group legal services is unacceptable because it

would Increase the tax burden of the average worker while nothing is added to his or

her earnings. In the case of unemployed workers enrolled in an employer-sponsored

training program, for example, the imposition of income or PICA taxes would impose

a forbidding out-of-pocket expense. Moreover, because they are provided as services,
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the taxation of each of these benefits presents what we believe are insurmountable

problems of imputing taxable value in a fair and consistent fashion.

One other Justification that has been offered for taxing employee benefits

is that they have become "excessive" and helped to foster inflationary pressures In

sectors of the economy such as the health care industry. This reasoning Is simplistic

and erroneous. As we will show later in our testimony, the inflation in the health

care industry has multiple causes; workers having "too much" health insurance Is not

one of them.

I would now like to discuss in more detail some specific employee benefits.

Health Care Benefits

The expansion of employer health insurance plans since the end of World

War 11 has been dramatic. The growth of group health Insurance coverage among

workers and their dependents has promoted wide access to health care, particularly

throughout the non-elderly population. In 1979, more than 60% of the civilian population

was covered by an employer group health plan; nearly 90% of full-time, year-round

workers participated In an employer group health plan that year.1 Coverage has reached

beyond the higher-wage sectors of the workforce; the economies of scale associated

with greater Inclusion of workers In a group plan have encouraged the extension of

health insurance coverage to lower-income workers.

This expansion of health insurance coverage, both in numbers and scope,

has provided greater financial security and peace of mind to covered families. While

the full array of benefits are not available to everyone and millions of people still

lack effective access to the health care system, the expansion of health insurance

coverage has benefited society as a whole, by contributing to the remarkable

1. Cited in Employee Benefit Research Institute, "Testimony on the Tax Treatment
of Employee Benefits," June 22, 1983.
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Improvement In the health of Americans, to their Increased longevity, and to the

countless breakthroughs achieved in the care and treatment of Illness during the last

three decades.

One important factor in this development, although by no means the only

one, has been the tax-exempt status of employer-provided group health care benefits.

The proposals to have workers pay taxes on the health insurance premiums paid by

their employers threaten the Integrity of existing health Insurance plans and would

adversely affect beneficiaries. Specifically, the proposal by the Reagan Administration

that tax-free employer contributions be limited to $70 per month for individuals and

$175 per month for families would be wrong because:

It would create pressure to reduce negotiated health care benefits, to add copays

and deductibles, and to drop various coverages (such as dental and vision care)

from employee health benefit plans.

* It would penalize groups with more older workers who need to use more health

care services. This in turn would discourage employment of older workers.

It would act as an Incentive for the younger, healthier workers in a plan to leave

the plan, opting instead for reduced, Inadequate coverage, and raising the cost of

the plan to the remaining workers. The fragmentation of plans would add to the

administrative costs of employers.

* It would penalize workers in higher risk occupations, such as assembly line workers,

steel and foundry workers, and mineworkers.
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It would unfairly affect certain geographic regions because of variations in medical

care costs in different areas.

It would put pressure on employers and unions to reduce coverage for preventive

health services. Such barriers to prevention and early treatment of illness could

lead to increased use of high cost hospital inpatient facilities.

Taxation of health care benefits would Impose substantial, unfair new taxes

on working people. If the Reagan Administration's proposal had been enacted, many

workers required to pay income taxes on employer premium payments in excess of the

"cap" would have wound up paying federal income taxes in 1984 on more than 40% of

the health insurance premiums paid by their employer. The tax cap proposal could

have cost a worker with a family as much as $300 to $375 per year in increased taxes,

equivalent to a out of up to $7 in his or her weekly paycheck.

From the point of view of tax equity, the taxation of health care benefits

would result In a more unfair after-tax distribution of Income since employer costs for

health insurance are relatively constant with respect to income levels.

The tax cap and other efforts to tax health care benefits would be

ineffective in stemming the rapid rise in health care costs. Inflation in the sector Is

not due to too little cost sharing among workers. Most workers covered by health

Insurance are still exposed to substantial out-of-pocket payments for personal health

services. UAW members employed by the major auto companies, for example, whose

health insurance protection compares favorably with the broadest and most

comprehensive coverage among American industrial workers, can expect to foot about

30% of their' medical care bills on their own. Their program excludes almost all

services (except surgery and emergency care) performed by doctors In their offices and
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requires significant patient copays for such items as prescription drugs, dental care and

vision care services.

Inflation in the health care industry also cannot be attributed to the

expansion of health insurance coverage. In fact, health insurance coverage practically

ceased growing in the 1970s, while that period and the early 1980s have seen the

greatest Increases in health care prices along with increases in consumer out-of-pocket

payments. It is hard to believe that if we had less coverage or more cost sharing the

problems of the health care system would go away.

A careful look at the problem suggests that health care inflation has

multiple causes including cost based reimbursement of hospitals, reasonable charge

reimbursement of fee-for-service physicians, provider generated overuse of services,

proliferation of for-profit health care providers, the introduction and spread of high-

tech equipment, aging of the population, excess hospital capacity and the absence of

any rational comprehensive cost control program. Taxing health care benefits does not

attack these causes of inflation. Indeed, proponents of reducing insurance and increasing

patient cost sharing fall to realize that:

1. There is no study which indicates that cost sharing has any long

term effectiveness in reducing total health care costs. One only has to look to the

federal Medicare program to see the ineffectiveness of cost sharing In controlling costs.

Medicare has had extensive deJuctbles and coinsurance since its beginning In 1968, and

both have increased over the years. Yet the cost of the program to the federal

government has risen from $4.5 billion in 1967 to nearly $60 billion in 1984.

2. The effect of cost sharing on health status is uncertain. In fact,

there is some evidence that patient cost sharing can serve as a barrier to early

treatment and actually Increase costs because more expensive treatment is required

for conditions which have deteriorated due to postponement of care.
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3. After the patient makes the decision to go to the doctor in the

first place, virtually all decisions about what services are to be provided are made by

doctors and other providers. Deductibles and copayments have been shown to have

little effect on treatment decisions made by doctors.

* Consumers do not admit themselves to the hospital or arrange for

their discharges, nor do they make the decision to stay in the

hospital for an inordinate amount of time.

o Consumers do not write prescriptions for themselves, nor do they

order an array of unnecessary tests and services for themselves.

o. Consumers do not decide to build unnecessary hospital beds; neither

do they decide to keep beds on line that should be closed down. It

is not consumers who permit the continued existence of hospitals

that should be closed.

o Consumers do not decide to acquire additional expensive equipment

already available within the community.

4. Cost sharing has been shown to have almost no effect on the prices

doctors and hospitals choose to place on their services. Providers decide the price of

their services, not some free market.

5. The greatest Increases In hiaalth care costs In recent years have

been In the hospital sector. Yet patient cost sharing has been shown to have even

less impact on Lee of hospital services than on other kinds of health care.
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6. Patient cost sharing discourages access to care by lower-inoome

persons. Study after study has shown that the burden of cost sharing falls inequitably

on the poor, on blue collar workers, on minorities, and on those with large families.

In fact, the principal effect of patient cost sharing Is to penalize consumers

and to distract focus from the more politically difficult Issue of holding our health

care system accountable to public and consumer goals.

The cutbacks Imposed by the Reagan Administration in federal spending

for Mediaere and Medicaid have not resulted in real health care cost containment.

Rather, they have simply shifted costs to the private sector by raising Medicare

deductibles, by requiring employers to provide primary coverage for older employees

also covered by Medicare, and by allowing providers of eare to pass along the burden

of certain governmental "cost containment" efforts to private sector payers. The UAW

and other unions have negotiated health Insurance benefits for their active and retired

members and their dependents which supplement Medicare coverage. When Medicare

benefits are reduced there are no "savings"; there is simply a massive transfer of

liabilities to Individuals, insurers and private sector employers. In the case of private

sector employers, the transfer of liabilities results In higher health Insurance premiums

over which neither the employer nor active and retired employees have any effective

control. It is unconscionable that the Reagan Administration, which has been responsible

for this massive cost shifting to the private sector, also proposes to tax the Increased

health Insurance premiums that result from that shifted responsibility.

A more constructive and effective approach to the problem of rising health

care costs Is to begin the reform of the overall health care system. Ultimately such

reform will be accomplished only under a comprehensive national health program. In

the short-run, we favor an approach by which states would establish, within broad

federal guidelines, "all payer" systems of prospective hospital reimbursement, negotiated

fee schedules for doctors, and fixed diagnostic and laboratory fees. In addition,

39-706 0 - 85 - 10
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alternative forms of delivery, such as health maintenance organizations, should be

encouraged. A serious example of such an approach is the proposed "Medicare Solvency

and Health Care Financing Reform Act of 1984," which has been introduced by Senator

Kennedy (S. 2424) and Representative Gephardt (H.R. 4870).

We urge this Committee to consider such legislation as a positive

alternative to proposals to tax the health benefits of workers. It would begin to get at

the root of the problem by containing escalating costs In the overall health care system

through reduction of the Inefficiencies and the excessive profits which characterize

much of the health care Industry. This would be of great benefit to all payers for

health care services, Including the federal Medicare and Medicaid programs, as well as

to private employer-provided health insurance plans.

Retirement Plans

Like employer-provided group health insurance, employer-sponsored pension

plans have greatly expanded since World War U. By 1983, approximately 43% of all

employees participated In an employer-sponsored pension plan.2 The growth of such

pension plans has been due in large part to the efforts of the labor movement, which

recognized that Social Security needed to be supplemented in order to insure that

workers' retirement years would be free of financial worry. However, the tax deferred

status accorded to pension contributions has also helped to encourage the establishment

of funded pension plans - thus assuring workers a greater measure of security against

the risk of poverty In old age, and creating a "safety net" whose benefits reverberate

throughout the entire society.

In recent years the tax code has been modified in order to encourage the

expansion of salary reduction or 401(k)-type plans, and so-called Individual Retirement

2. Employee Benefit Researh Institute Issue Brief #32, July 1984.
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Accounts Rs), rather than the traditional employer-sponsored pension plans. These

are very disturbing developments.

IRAs and salary reduction plans blatantly favor upper Income individuals.

In the case of IRAs, this is borne out by the results of a May 19PIl survey conducted by

the Census Bureau for the Employee Benefits Research Institute and the Health and

Human Services Department. 3 Of the 16.7 million IRAs established in 1982, 50% were

used by the 15% of all survey respondents earning above $25,000. Proportionately more

than twice as many workers earning $50,000 or more contributed to IRAs as.did workers

earning between $20,000 and $50,000, and more than five times as many workers earning

over $50,000 contributed to IRAs as did those earning between $15,000 and $20,000.

By contrast, coverage under employer-sponsored pension plans is approximately the same

for each of these groups: over $50,000, 74.4%; $20,000 to $50,000, 74.4%; $15,000 to

$20,000, 83.7%. Salary reduction or 401(k)-type plans are also inequitable because they

favor higher-pald employees: only employees who have discretionary Income will

participate, and those will typically be more highly-paid employees. In addition,

contributions are allowed as tax deductions rather than tax credits, again benefiting

those in higher tax brackets.

The dramatic expansion of IRAs and 401(k)-type plans has caused a

considerable drain on the Treasury. After IRAs were expanded in 1981, the Office of

Management and Budget estimated that tax expenditures for them and similar plans

would Increase by $2.1 billion from fiscal 1981 to 1983. In fact, the total jumped by

$11.3 billion; and OMB now projects that IRAs alone will reduce revenues by $14.2

billion in the next fiscal year.

The UAW is also concerned about the growing trend of government policies

which favor an "Individual account" approach tn employee benefits, such as IRAs or

401(k) plans, at the expense of traditional benefit plans. The UAW firmly believes

3. Ibid.
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that defined benefit plans meet workers' retirement needs better than other private-

sector vehicles because they provide a predictable retirement income and do not subject

participants to investment risks. Since benefits can be Increased based upon service

already accrued, adjustments can be made to take account of inflation both for active

employees and for retirees. Flexible funding arrangements allow these costs to be paid

over reasonable periods of time. While they are superior to other pension arrangements,

defined benefit plans cannot be set up Individually; thus the tax incentive provided for

establishing these plans on a group basis clearly enhances social welfare.

The promotions of lRAs, which often "promise" to make younger workers

millionaires by retirement age, have downplayed the interest-sensitivity of these

projections and the Impact that the inflation accompanying these interest rates would

have on purchasing power. Unrealistic expectations engendered by such promotions

could represent a widespread problem In the future.

Eduational Astanee benefits

The UAW is profoundly disappointed by the failure of Congress to re-

establish the tax-exempt status of educational assistance benefits provided by employers

as part of the tax legislation which was recently enacted. We believe the continuation

of hundreds of programs to improve the education and skills of American workers is

now in jeopardy. These programs not only help those directly nvolved; the public at

large also benefits from higher productivity, a more dynamic economy, and a more

equitable society.

The importance of these programs is underscored when we look at the

massive dislocation of American workers that has occurred In recent years. Recession,

import penetration, and technological change have taken an Increasingly severe toll,

causing an unprecedented number of workers to permanently lose their jobs. In addition,
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the skills of scores of thousands of active workers are quickly falling behind the demands

posed by the new, redesigned jobs.
I Within the UAW, our concern about re-employment opportunities for

unemployed members and the uncertain occupational future that many currently employed

members face has led us to give training and retraining a high priority In our collective

bargaining agenda. Early In 1962 we established Important new joint training programs

with the Ford Motor Company and the General Motors Corporation.

Under both programs, the goal is to provide training, retraining, and

developmental opportunities for active and laid-off UAW-represented workers. For laid-

off workers, these programs provide invaluable assistance In seeking re-employment.

For active workers, the programs have provided an opportunity to upgrade skills and

enhance job security.

The response of our members has been enthusiastic. Close to thirty

thousand workers have participated in the various educational, training and related

programs. Taxing these benefits will discourage people from participating in the

programs. For example, the federal Income and FICA taxes of a laid-off GM assembler

receiving unemployment compensation and negotiated supplemental unemployment

benefits would go up 25% or about $150 for a single person, and 50% or about $115 for

a person with a family, if the Individual joined a company-sponsored training program,

and this was treated as taxable income. Even if unemployed workers did not receive

enough Income to owe any Income tax, they would still have to pay FICA taxes,

something that most of them could not afford.

Moreover, for the unemployed as well as for people who enroll In training

programs while holding a job, taxing these benefits would out Into their Income at a

time when they are already facing extra coursework-related expenses - for food away

from home, child care, and/or an extra tank of gas. Groups in dire need of training
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opportunities, such as women and minorities, would be far less able to cope with these

tax costs, and could fall even lower In the occupation and earnings ladder.

Tie Inescapable conclusion is that taxing educational assistance benefits

will severely curb participation In education and training programs, especially those

geared to the unemployed, to the detriment of workers' chances for employment and

career advancement. Efforts already in place, including costly buildings and equipment,

will be utilized far below capacity or not at all. As a. result, the entire economy will

be shortchanged.

Failure to reestablish the tax-exempt status of these benefits means a

return to the situation prior to 1978, when the IRS required that employer-reimbursed

tuition assistance relate solely to present job responsibilities in order to merit tax-

exempt status. This will result in benefits being confined mostly to upper-income

individuals in executive and management positions, and will clearly restrict the

availability of benefits to rank and file workers.

In addition, taxation of educational assistance provides many American

workers with a disincentive to invest in their own human potential, in stark contrast

to the incentives that the tax code lavishes on business for investment in plant and

equipment.

Taxation of educational assistance cannot be defended on grounds of

revenue loss: its current impact on the deficit is very small. Indeed, as a matter of

revenue policy, taxation of educational benefits seems woefully shortsighted. It makes

much more sense to subsidize education and training now, and tax the resulting higher

incomes in the future; in effect, we are not talking about tax exemption as much as

about tax deferral, on higher future earnings.
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The UAW has long been a supporter of group legal service plans. In our

view, they represent the best means of making quality, low cost legal services available

to average working men and women. Traditionally, legal services have been available

in this country only to the top and bottom segments of society. The wealthy and

powerful can afford to hire the best law firms. And the very poor are provided free

representation through legal aid offices. Average middle clas Americans have been

left out in the cold.

This situation began to change because of a number of developments in

the late 1960s and 1970s. An important one was the addition of Section 120 to the

Internal Revenue Code in 1976, making it clear that employer contributions to and

services provided under qualified group legal service plans do not constitute taxable

income to employees.

That tax change removed an obstacle, and the UAW and other labor unions

Increasingly began to take an Interest in negotiating group legal service plans as a

means of assuring that their members have access to quality, low cost legal

representation.

The UAW now has approximately 630,000 active employees and retirees,

along with their families, covered under negotiated group legal service plans. The

response of our membership to the programs has been enthusiastic. They have expressed

satisfaction with the quality of the legal services provided by the programs. And our

members Ltave indicated that they consider group legal services to be an important and

valuable fringe benefit which they are interested in preserving and expanding.

The types of legal problems handled by our group legal service plans are

diverse. The consumer-debtor services have proven to be especially important for our

membership, which has faced financial pressures as a result of layoffs and the recession.

The real estate and probate services have also proven to be valuable. By making these
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legal services readily accessible to our members, they have often been able to obtain

legal advice before serious problems have arisen.

The UAW remains committed to the growth and development of group

legal service plans which can provide quality, low cost legal services to our members.

However, the continued growth and viability of group legal service plans would be

obstructed by termination of their tax-exempt status embodied in Section 120 of the

Internal Revenue Code.

Section 120 is currently scheduled to expire on December 31, 1984. If it

is not extended, the acceptability among employers and unions of new group legal

service plans will be seriously undermined. Worse, the continued operation of existing

plans will be jeopardized.

Keeping the tax-exempt provisions for group legal plans will not cause

any serious revenue loss for the federal government. The Joint Committee on Taxation

has estimated that the tax expenditure associated with Section 120 amounted to only

$20 million In 1982. Even assuming that the number and size of group legal service

plans were to grow considerably in the future, because such plans are relatively

Inexpensive, the tax expenditure still would not be of sufficient magnitude to warrant

concern.

In order to encourage the continued development and growth of group

legal service plan, Congress should now act tu make Faction 120 permanent. We

commend you, Mr. Chairman for Introducing S. 208, which would make Section 120

permanent. We urge this Committee to act promptly to approve this important

legislation. This will give employers and labor unioim the assurance they need in the

long ter,,m viability of group legal service plans In order to make a major commitment

to such programs in collective bargaining. In turn, it will help make legal services

available to millions of middle class Americans.
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For about two decades, most UAW members have been covered by contract

clauses providing for supplemental unemployment benefits when they get laid off; These

cash benefits have eushloned the Impact of cyclical or seasonal unemployment on our

members, -m well as the communities where they live. While SUB benefits are taxable

Income to employees, the total contributions made by the companies to the SUB funds

have always been tax deductible.

The Tax Reform Act of 1984 limits the deductibility of employer

contributions to voluntary employee beneficiary association (VEBAs), supplemental

unemployment benefit (SUB) plans, and prepaid legll service plans. We understand that

Congress acted because of concern about various abuses amooiated with "pre-funding"

of top-heavy plans by professional corporations. The UAW strongly supports curbing

those abuses. However, since no abuses have been documented in connection with

collectively bargained plans, there was no jusification for extending the funding limits

to these plans. As currently structured, the funding limits could have an adverse

impact on our SUB plans, because they are not sensitive enough to accommodate the

wide cyclical swings in SUB payouts. Specifically, these limits could prevent employers

from being able to make sufficient contributions to the SUB plans so that sufficient

reserves are built up to pay benefits during future recessions.

The recent history of the UAW-GM SUB plan demonstrates the need for

substantial reserves and the adverse impact of the new restrictions. In July 19797, the

UAW-GM SUB plan had asset. of $443 million. By September 1980, the auto crisis

had caused the balance to shrink to $30 million. Under the new law, the funding limits

would now restrict the UAW-OM SUB plan to Just $367 million, despite the fact that

during the preceding seven years which can be taken into account in calculating the

funding limits, there were two years (1980 and 1982) when the plan paid out almost

$1 billion. Worse yet, by 1990 - when neither 1980 nor 1982 can be counted in
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calculating the funding limits - the UAW-GM SUB plan could be restricted to a

potentially Inadequate reserve of $150 million.

During the recent depression in the auto and farm Implement Industries,

the existence of large reserves In our SUB plans not only spared many UAW families

from destitution, but also cushioned the shock on numerous communities throughout the

country which were hit hard by massive layoffs and plant closings. Thus, the new

limitations on the funding of SUB plans could have an adverse Impact on the general

public, as well as UAW members.

Under the new law, the Treasury Department is required to promulgate

regulations by July 1, 1985, establishing special reserve limits for collectively bargained

plans. We urge Conress to closely monitor the actions of the Secreta'yj, to Insure

that collectively bargained plans are in fact accorded sufficient flexibility In their

funding arrangements.

Conclusion

Mr. Chairman, this statement has focused upon a number of important

employee benefits, pointing out that they warrant favorable tax treatment because of

their merits, the role they play in the lives of broad groups of people, and the non-

cash form in which they are paid. There are other employee benefits which I have

not discussed due to space limitation, but which are also supported by the UAW. For

example, well designed employer sponsored child care programs can provide desirable

mechanisms and economies not otherwise available to most working people. They

deserve to be encouraged through the tax laws because they accomplish a function not

fulfilled by the current tax credit allowed to individuals for child care expenses.

On the other hand, the UAW supports stringent rules against top heavy

fringe benefit plans and limits on the amount of pension or severance payments which

are tax exempt. Fringes which merely reduce taxable Income for those who are already



147

19.

well off and paying les than their fair share of taxes should not receive favorable tax

treatment 'it.

The UAW is concerned about the size of federal deficits' and supports

effit. to raise taxes to reduce them. The attached UAW tax program sets out in

detail sources of revenue that would bring in substantial funds, while increasing the

progressivity of the tax code and the share of taxes paid by corporations. In the

search for higher revenues, the employee benefits I have discussed should be the last

source tapped, on the basis of the protection they afford to those covered, their positive

impact on society and the fact that no federal action seems to be forthcoming in the

near future to take their place.

We have appreciated the opportunity to present our views concerning the

taxation of fringe benefits. We urge the Committee to give them careful consideration

in any future actions relating to the tax status of various employee benefits.

opeiu494



148

UAW Tax Proum

Taxation of Initkaldes Additional Reveues
Fiscsl Yewr 1"S

o Cap the third year of the 1981 tax cut at $700 $ 6.9 billion

o Repeal indexation of tax brackets scheduled to
begin In 1985. 6.2

o Restore the estate and gift tax, which was
largely repealed by ERTA. 2.1

o Change IRAs from a deduction to a credit, to provide
the same dollar amount of savings to all
"savers" regardless of tax bracket. 3.7

o Phaseout of capital pins preferences. The exclusion
should be cut back to the pre-1979 level of 50 percent,
and a phasedown begun to totally eliminate this
preference over a 5-year period. Special provisions to
protect homeowners should be enacted.
Capital gains preferences for Investing in gold, collectibles,
and other nonproductive assets should be eliminated outright.
The provision In the Tax Reform Act of 1984 that reduced
the long-term capital gain and holding period from one year
to 6 months should be repealed. 3.9

Taxation of CopMutlom

If the corporate Income tax were to bear the same share
of the federal tax burden in 1984 as it did as recently as
1980, receipts would almost double. One way to move in
that direction Is by adoption of a minimum tax for
corporations. Other measures toward the same goal Include:

o Phase out tax preferences related to foreign operations.
Foreign taxes should be treated just like other costs of
doing business. Right now, foreign tax credits allowed on
a dollar-for-dollar basis against a multinational company's
U.S. Income encourage U.S. corporations to export jobs
and to produce abroad.
Multinational corporations should not be allowed to defer
U.S. in&.,me tax payments on the earning of their foreign
subsidiaries until such profits are brought home.
The recently enacted Foreign Sales Corporation provision that
allows deferral of taxes on export profits Is no improvement
over the DISC it replaced and like DISC amounts to a wasteful
and costly tax expenditure. 9.5

o ElIminate tax breaks for the oil Industry. Oil depletion
allowances and write-offs for Intangible dwelling
costs have no economic justification. They favor

P-.
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both major oil companies and so-called Independent
producers, and provide a generous tax shelter to
the income of highly-paid individuals. 6.0

0 Allow the Research and Development Credit for
Incremental Research and Experimentation Expenditures
to expire at the end of 1985. The preferable approach is
for the federal government to target assistance through a
NASA-type agency, so that there is assurance that the
new technologies which are fostered will lead to
job-creating Investment in the U.S. 1/

o Attach meaningful strings to investment incentives.
The UAW has long advocated the repeal of acrossthe-board
investment Incentives. Most often, they become a windfall
for companies that would make the Investment anyway.
Instead, we support targtted federal relief. Either directly
or through the tax system, federal help would be made available
to those companies, industries, and regions which need it most
and which agree to commit themselves to desirable actions
with respect to employment levels, location of facilities,
labor standards, etc. While this shift takes place, there
should be curtu on the revenue drain related to the
investment tax credit and accelerated depreciation schedules.
In particular

o End double-dipping on the Investment tax credit. Since 1981,
accelerated depreciation write-offs have been allowed on the
entire purchase price of new equipment, although as much as
10 percent of the price is offset by the Investment tax credit.
In 1982, Congress disallowed accelerated depreciation
deductions for half the value of the investment tax credit.
That job should be finished by allowing depreciation deductions
only after the full amount of the investment tax credit has
been subtracted. 1.3

0 Stop tax inducements for mergers and acquisitions.
Companies should not be allowed to take advantage of the
unused tax breaks of firms they acquire. Deductions of
interest paid to finance unjustified corporate mergers
and acquisitions should also be disallowed. /

tf None in fiscal 1985, but substantial savings In future years.
T/ Not available.

DDT
7/25/84
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Senator PACKWOOD. Both you and Mr. McGlotten touched upon
the education benefits. I thought that Bill Raspberry had a good
column on it yesterday, which is right to the point. We are in an
ironic reverse situation. With the expiration of the law that says
that all education benefits were nontaxable, we have gone back to
the old law. This means education benefits are not taxable if they
are related to the performance of your present job. They are tax-
able if they are to improve yourself so that you might get a better
job.

But the irony of that is there is hardly a course imaginable that
you couldn't justify as necessary to perform your present job, if you
are a high level employee. But for the poor devil that drops out of
high school at 16, is working in the tool cribs, and now he has got
to learn how to use a computer, and the employer is willing to pay
for it, that is an advancement. These are the people that are going
to have to pay taxes on the education. The employer is going to
have to withhold it. I know what the employer is going to say, and
especially if it is a small employer, it just isn't worth it if we have
got to withhold it and they have got to pay taxes. This is one bene-
fit that has expired where we have really favored the rich, whether
they work in union management positions or employer manage-
ment positions. We have said for anybody that is basically at the
bottom end of the scale, tough luck.

Steve, you wanted to say something?
Mr. KOPLAN. I was just going to comment, Mr. Chairman, that

we are hoping that perhaps at some point before this session ends
that whole issue can be revisited. Certainly, seeing both you and
Chairman Dole here, we are not unmindful of the fact that had the
conferees adopted the Senate provision we would not be in this po-
sition now. So, we are appreciative of both of your efforts in this
regard, and we hope the ball game is not over.

Senator DOLE. Could we tack that on to reciprocity? [Laughter.]
Mr. KOPLAN. Well, we will talk about that at a later time.
Senator PACKWOOD. I think they would prefer to play a double

header, instead of just one game. [Laughter.]
Mr. Tiner.

STATEMENT OF MICHAEL L. TINER, ASSISTANT DIRECTOR OF
GOVERNMENT AFFAIRS, UNITED FOOD & COMMERCIAL WORK-
ERS INTERNATIONAL UNION, WASHINGTON, DC
Mr. TINER. Thank you, Mr. Chairman. My name is Michael

Tiner, and I am the assistant director of government affairs for the
United Food and Commercial Workers International Union I would
like to take this opportunity to publicly express the gratitude of
the UFCW, to Chairman Packwood for his leadership and assist-
ance in the area of fringe benefits during consideration of the
recent tax bill. Millions of American workers benefited directly
from the chairman's expertise and efforts. Turning to the subject of
these hearings now, the basic position of the UFCW is that we
strongly urge the Congress to look at areas other than fringe bene-
fits to raise revenues. Congress provided the statutory exclusion for
certain fringe benefits because it believed that the benefits provid-
ed were sufficiently important to warrant encouragement. Encour-
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agement was provided in the form of the statutory incoming exclu-
sion. The UFCW believes that nothing has changed to merit the
withdrawal of the congressional encouragement needed to continue
to provide these statutory exempt fringe benefits. We realize that
there will be strong pressures to raise revenues to offset the huge
deficits created by the tax giveaways in 1981, and we suggest that
Congress look at those who benefited most in 1981 to now begin to
share in the cutting of deficits. The tax reform bill of 1984 only
partially addressed the question of taxing fringe benefits and did
not resolve all of the problems in this area. For example, the statu-
tory exclusion for education assistance was not renewed. As the
committee is well aware, this worthwhile program was allowed to
lapse because an agreement could not be reached on whether FICA
and FUTA taxes would be paid on this benefit. The UFCW opposed
efforts to impose FICA and FUTA taxes as the price for excluding
educational assistance from the withholding tax. Additionally, the
tax reform bill did not address the need to extend from the income
exclusion legal services. We believe that the current tax treatment
of qualified group legal services has helped in encouraging the use
and protection of these plans at minimal cost. Accordingly, we are
pleased to endorse Senator Packwood's S. 2080 making permanent
section 120 of the Internal Revenue Code and thus continuing to
encourage qualified group legal service plans. We sincerely hope
that the efforts of the chairman to enact this 2080 won't fall prey
to the same fate as the statutory exclusion on educational assist-
ance. The UFCW is opposed to the imposition of FICA included
taxes on group legal service benefits. It is our opinion that the at-
tempts to have FICA included in educational assistance is a harbin-
ger of things to come, not only in group legal services but on the
health and welfare plans as well. Attempts to cap or limit the
amount of tax-free health insurance workers enjoy are not new or
innovative. However, prior to our current deficit problems, these
attempts were billed as a means of controlling rapidly rising hospi-
tal costs. Now, to help pay for the excesses of the 1981 tax cuts for
l-e wealthy, workers are expected to help balance the budget by

allowing Congress to tax their fringe benefits. It is the UFCW's po-
sition, Mr. Chairman, that there cannot be any real cost contain-
ment until the providers and suppliers of services have strong fi-
nancial incentives to change. We urge the committee to ask itself
whether health care is the right place to look for ways to reduce
the deficit.

In closing, let me say we look forward to working with the chair-
man in attempts to come up with a fair and equitable plan to
reduce the current deficit problem. Thank you.

Senator PACKWOOD. Thank you, Mike. Ms. Johnson?
[Mr. Tiner's prepared statement follows:]
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My name is Michael L. Tiner. I am Assistant Director of Government Affairs

of the United Food and Commercial Workers International Union (AFL-CIO).

The UFCW is a labor union with 1.3 million members organized in some 600

local unions throughout the United States and Canada. The UFCW and its local unions

have collective bargaining agreements with tens of thousands of employers throughout

the food processing, retail sales, fur, leather, health, commercial, shoe and other

industries.

Before getting into our testimony, I would like to take this opportunity

to publicly express the gratitude of the UFCW to Chairman Packwood for his leadership

and assistance in the area of fringe benefits during consideration of the recent

tax bill. Millions of American workers benefited directly from the Chairman's

expertise and efforts.

Turning to the subject of these hearings, the basic position of the UFCW

is that we strongly urge Congress to look at areas other than fringe benefits to

raise revenues.
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Congress provided the statutory exclusion for certain fringe benefits

because it believed that the benefit provided was sufficiently important to warrant

encouragement. Encouragement was provided in the form of a statutory income exclusion.

The UFCW believes that nothing has changed to merit the withdrawal of the

Congressional encouragement needed to continue to provide these statutory exempt

fringe benefits.

We realize that there will be strong pressures to raise revenue to offset

the huge deficits created by the tax giveaways of 1981. We suggest Congress look to

those who benefited Dust in 1981 to now begin to share in the burden of cutting the

deficit.

In 1979, the AFL-CIO Convention set forth some general principles with

respect to the taxation of fringe benefits on which Congress should base its actions

in the area of fringe benefits.

1. Sensible "de minimis" rules should be written so that employers and

employees need not take into account small benefit values which would cause unreasonable

record keeping and administrative burdens.

Benefits that facilitate the employee's work performance, are provided

for the convenience of the employer, or other support services, such as the furnishing

of uniforms, should not be taxed.

3. Limited benefits historically and broadly available such as discounts

for employees of retail stores should be exempted from taxation.

4. Provisions of present law, which under specified conditions expressly

grant tax exemptions for fringe benefits including, among others, qualified pension

plans, group life Insurance, health benefits and group legal services should be

continued.

As the members of the Committee know, the Internal Revenue Service for

several years was by statute prohibited from issuing rules regarding the taxation

39-706 0 - 85 - 11
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of fringe benefits. However, in the Tax Reform Act of 1984, the moratorium was

replaced with specific statutory language. The provisions of H.R. 4170 relating

to taxation of fringe benefits represents a fair and equitable approach to the

thorny question of taxing fringe benefits. We were pleased to support that section

of the tax bill.

The Tax Reform Bill of 1984 only partially addressed the question of taxing

fringe benefits and did not resolve all of the problems in this area. For example,

the statutory exclusion for education assistance was not renewed. As the Committee

is well aware, this worthwhile program was allowed to lapse because an agreement

could not be reached on whether FICA and FUTA taxes would be paid on this benefit.

The UFCW opposed efforts to impose FICA and FUTA taxes as the price for excluding

educational assistance from withholding tax.

Additionally, the Tax Reform Bill did not address the need to extend the

income exclusion on group legal services.

Since congress amended the Taft-Hartley Act in 1973 to permit the use of

employee benefit trusts to provide legal services, it has acted twice to extend

the income exclusion. In 1976, Congress extended Section 120 for five years, and

in 1981, it was extended for three years. The UFCW believes that the current tax

treatment of qualified group legal services has helped in encouraging the use

and protections of these plans at minimal costs.

Accordingly, the UFCW Is pleased to endorse Senator Packwood's S. 2080

making permanent Section 120 of the Internal Revenue Code and thus continuing to

encourage qualified group legal service plans.

Although legal service plans exhibit considerable diversity in structure,

cost and benefits, all plans help remedy the unmet legal service needs. Recent

studies show that some 35 percent of the population encounters some problems that
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could be solved by a lawyer, but only 10 percent actually seek legal assistance.

By contrast, an average of 20 percent of covered employees in a group plan obtain

legal assistance. It is important to point out that for the most part these

covered employees are receiving preventive legal services that often make it possible

to avoid litigation or protracted remedial services.

Although we were unable to determine the total number of UFCW locals

currently providing group legal service benefits to members, we have identified

three UFCW locals that provide this benefit. These examples will illustrate the

benefit that this program provides:

1. In the Paterson, New Jersey area, UFCW Local 464A provides free group

legal services for approximately 6,500 UFCW members. As the result of recent

negotiations, an additional 3,000 members will begin receiving group legal service

benefits August 1, 1984. Local 464A was the first New Jersey local to negotiate

group legal services having negotiated this benefit for its members in 1976.

2. In the Detroit metropolitan area, UFCW Local 876's group legal service

plan provides free legal services to approximately 14,000 of its members.

3. In the metropolitan Washington, D. C. area, UFCW Local 400 has a legal

service plan th, provides free legal services to approximately 18,000 employees

of two area retail chains and their families. An additional 10,000 members and

their families, who are not employed by these two chains, qualify for reduced

cost legal services by virtue of their membership in Local 400.

By making advance arrangements on a group basis, the time, cost and

uncertainty involved in selecting and consulting a lawyer when a legal question

arises is dramatically reduced. Thus, though the people covered by a plan tend

to contact a lawyer more often, they also do so at an earlier point in the course
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of a problem. As a result, more people receive legal advice, matters are handled

at lower cost and, in a way, that minimizes disputed litigation.

4The legal services provided by plans are those most often needed by average

citizens. starting with initial legal consultations, advice and routine follow-up,

and continuing through routine matters such as wills, divorces, real estate

transactions, consumer matters and so on, depending on the level of plan funding.

Most plans attempt to provide reasonably generous benefits in case the individual

is sued in civil court. Some plans provide some coverage in criminal cases. Traffic

and misdemeanor matters are more often covered than felonies. Sometimes only the

emergency stages (arraignment and bail) of criminal matters are covered. Plans

generally tend not to cover matters subject to contingency arrangements, such as

personal injury and probate cases, Some plans cover court costs and other litigation

expenses. Almost all plans cover both the employee and his family. Coverage for

retirees is also frequently provided. Although legal service plans fill a real and

important need, their cost is modest.

According to the Joint Committee on Taxation, the annual revenue loss

associated with qualified group legal service plans is $25 million. It is likely

that if Section 120 were made permanent, the figure would grow as more poeople are

covered. Nevertheless few sections of the tax code have so clearly achieved their

objective at such a low cost. We believe that workers should not have to pay taxes

on employers' contributions to qualified legal service plans.

We sincerely hope that efforts of the Chairman to enact S. 2080 will not

meet with the same fate as the statutory exclusion on educational assistance.

The UFCW is opposed to the imposition of FICA and FUTA taxes on group

legal service benefits. It is our opinion that the attempts to add FICA and FUTA
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to educational assistance is a harbinger of things to come not only on group legal

services but on health and welfare plans as well.

Attempts to cap or limit the amount of tax-free health insurance workers

enjoy are not new or innovative. However, prior to current deficit problems, these

attempts were billed as a means of controlling rapidly rising hospital costs. Now

to help pay for the excesses ot the 1981 tax cuts for the wealthy, workers are

expected to help balance the budget by allowing Congress to tax their educational

assistance program, their group legal service program and their health and welfare

program.

Those who advocate taxing health and welfare contributions understand

neither collective bargaining or the health care market. If reductions in benefits

are required due to the imposition of a health tax, what would be dropped from plans

are coverage for preventive care, dental, optical and other benefits which save

workers money. What would be left untouched is coverage for hospital and surgical

benefits which have been the major source of our health inflation problems and

represent a problem over which users have very little control.

We have several other problems with attempts -- whether under the guise

of cost containment or deficit reduction -- to limit tax exempt contributions.

They are:

1. Worker benefits negotiated through collective bargaining should not

be subject to the vagaries of the tax code, which force distortion in coverage

and encourage circumvention of the process.

2. Workers in high cost areas will be severely penalized by a national cap.

3. Employees with chronic conditions and older workers will be forced to

purchase expensive supplemental insurance.
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4. The proposal will discourage hiring of older workers and those with

higher health care costs.

5. The proposal discriminates against workers in unhealthy industries,

such as coal and steel, where health care costs are higher.

6. The plan would be almost impossible to administer for the self-insured.

Since they do not pay premiums, it would be difficult for tax purposes to determine

monthly employer contributions.

7. The proposal would require opening up large numbers of existing labor

contracts, while the issue of whether the proposal will reduce overall health costs

is, at best, open to question.

It is the UFCW's position, Mr. Chairman, that there cannot be any real

cost containmero, until the providers and suppliers of services have strong financial

incentives to change. We urge the Committee to ask itself whether health care

is the right place to look for ways to reduce deficits.

In closing, let me say that we look forward to working with the Chairman

in an attempt to come up with a fair and equitable plan to reduce the current

deficit problems.

0 # #
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STATEMENT OF LORETTA JOHNSON, VICE PRESIDENT, THE
AMERICAN FEDERATION OF TEACHERS, AFL-CIO, WASHING.
TON, DC
Ms. JOHNSON. Mr. Chairman and members of the subcommittee,

I am Loretta Johnson, vice president of the American Federation of
Teachers. Thank you for the opportunity to testify on this issue re-
lating to the taxation of fringe benefits. Thank you also for your
leadership and your efforts and those of the other committee mem-
bers and Senate conferees to protect the status of educational bene-
fits. I would like to summarize my statement as one of the partici-
pants in an educational program, that led to a career ladder, a
B.A., and the status of a teaching certificate. The group that I rep-
resent are paraprofessionals and school-related personnel. They are
of very low economic status-$8,000 to $10,000 in income coming
into their homes. The majority of them are women, minority group
members and heads of household.

Witho it educational upgrading programs, there is no place for
this group of employees to go. They cannot take advantage of such
a program if taxation is added to it. They already face the prob-
lems of keeping a household, watching children, and at the same
time working a full-time position. I would like to give you some of
the experiences that have happened around the country.

In New York City, 200 paraprofessionals who were involved in
an educational program have been upgraded for the coming year
through the career ladder program to teacher status and will help
a teacher shortage in the handicapped area. In Baltimore, my own
city, we have 25 paraprofessionals going into the teaching profes-
sion in Baltimore City because of an upgrading program without
taxation. The paraprofessionals in Philadelphia have also been up-
graded to a level from $6,000 to $12,000 in income through career
credits programs. We have in Baltimore a 2-year free educational
program-for AA degrees-that upgrade the employees to other
fields-lab technicians-and allow them to go into other education-
al programs. Mr. Chairman, it has been my intent to offer a few
examples of the importance of reestablishing the section of 127,
Employee Educational Benefits. I believe this is a necessary task
because the benefits serve many useful social purposes. Because
dropping the benefits has discriminatory consequences, and be-
cause we are once again in a state of confusion on this issue. I will
be happy to respond to any questions that you have.

[Ms. Johnson's prepared statement follows:]
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TZITZNONY BY
LORRETTA JOHNSON
VICE PRESIDENT

AMERICAN FEDERATION OF TEACHERS
BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE

July 26, 1984

Mr. Chairman and members of the subcommittee, I am Lorretta

Johmson, Vice President of the American Federation of Teachers.

Thank you for this opportunity to testify on issues relating to the

taxation of fringe benefits. Thank you also for your

leadership and effort, and the efforts of other committee

members and Senate conferees, to protect the status of education

benefits,

Fringe benefits often provide services to employees,

particularly those of modest income, which they are unable to

provide for themselves. Consequently, fringe benefits often

improve the quality of society for all of its members.

It is to my benefit that my neighbor is more secure, has better

health protection, and is more fully educated.

Recently Congress allowed Section 127 of the federal tax

code to expire. Senate and House conferees were unable to reach

agreement on an extension because the House insisted on some form

of taxation on this vital fringe benefit. The AFT supports the

position taken by Senate conferees that allow F.I.C.A. and

F.U.T.A. taxes to be imposed on employee educational benefits

would set an ominous precedent.

In its effort to address the urgent problem of the federal

deficit, Congress overlooked important social and economic conse-

I
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quences of the employee educational assistance program. This

benefit has served to strengthen educational institutions, to

alleviate shortages in public services, to improve integration

and the status of minorities, and to relieve serious dislocations

in the Job market. In addition, the demise of the tax-free

status of employer provided education assistance has discriminatory

impact on minorities and the economically disadvantaged. The

plain facts are that low income employees will have to come up

with dollars they don't have in order to accept and then pay

taxes on educational benefits. Those who are more affluent will

be able to pay taxes and therefore use such benefits. Social

security taxes, in particular wiAl have a regressive impact -

often being escaped by those with higher incomes.

Further, the expiration of section 127 seems to be short-

sighted as tax policy. While we can only guess the consequences

in terms of tax revenue it seems a safe bet that far greater

revenue would be achieved in the long run by encouraging

employees to raise their education levels and earn higher in-

comes. Finally, the demise of Section 127 places employees and

their representatives in a state of confusion. We know of no

concise and clear definition of "Job relatedness" concerning

employer-provided education benefits. It is unwise tax policy to

knowingly foster such confusion.

I should like to present some examples which illustrate how

employee educational assistance has helped strengthen educational

institutions and has served other important social purposes.

New York City schools have been wrestling with the problem

2
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of a critical shortage of teachers. In part, this shortage has

been met through a "career ladder" negotiated for

paraprofessionals by their union, the United Federation of

Teachers. It is important to understand that paraprofessionals

and classroom or teacher aid positions are low-paying jobs,

typically held by minority-group members. In New York City

paraprofessionals earn an average of about $8,000 per year;

education associates, occupying similar positions, earn

approximately $10,000.

The career ladder has allowed hundreds of paraprofessionals,

over the years, to obtain college degrees and teaching

certificates by means of education paid for, at least in part, by

the school board. Each paraprofessional has available from the

board $240.00 per year for college course work. Recently, the

union and the school board cooperated in a special effort to

expedite the certification of more than 200 paraprofessionals as

teachers for the coming school year. Many of these have special

expertise in education of the handicapped.

A union spokesperson estimates there are currently more than

2000 teachers in the New York school system who previously were

paraprofessionals receiving employee educational assistance. The

career ladder program not only helped meet the shortage of

qualified teachers but also helped produce qualified minorities

for the teaching force.

In Baltimore, because of a union negotiated provision,

paraprofessionals in the school system are provided two years of

free college education. By achieving an A.A. degree they advance

on the salary schedule, and, appropriately, pay more income

3
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taxes. This year, twelve or thirteen paraprofessional who have

used the employee education benefit have become teachers in the

Baltimore system. I believe the employer provided education

benefit has been very instrumental in giving paraprofessionals a

push up the ladder.

Philadelphia paraprofessionals and non-teaching assistants

participating in a union-negotiated plan were provided full

tuition, books, and supplies for up to six college credits this

year. The average cost is $828.00 for the 157 participants.

Paraprofessionals range from $6,000 to $12,000 in salary;

non-teaching assistants range from $8,000 to $16,000. According

to a -union spokesperson, several hundred paraprofessionals or

assistants have earned college degrees and become teachers. Most

paraprofessionals are minority-group members, so this mobility

has helped improve the racial balance of the teaching force.

In Hartford, the school board pays for up to six credits per

year for paraprofessionals at any college or university. Usually

the courses must be in preparation for a career in education.

The highest salary earned by paraprofessionals without college

credits is $9,000 per year. The average cost for the educational

benefit is about $720.00 per year. Approximately 60 percent

of the paraprofessionals are black, 24 percent are Hispanic.

A representative of the Hartford Federaticn of Teachers

reports that over the past two years approximately 25 para-

professionals have become teachers. All but one of these was a

minority-group member. Again, the employee education benefit has

helped integrate the teaching force.

4
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Florida's United Tenchavs of Dade County reports that

hundreds of paraprofessionals have used the employee education

benefit to obtain teaching certificates. In addition, thousands

of %teachers have used the benefit to upgrade their teaching

skills. Under the program, up to $50.00 per credit hour is

provided for courses leading to a BA degree, and up to $150.00

per credit hour for advanced degree work. The average income of

paraprofessionals is under $10,000 per year; the medium income of

teachers is $23,000. As a result of the benefit program, the

expertise of the teaching staff has been improved, as has the

integration of the teaching staff.

The Illinois Federation of Teachers reports that in Cahokie

school secretaries used an employee education assistance program

to obtain first-aid training. The school system was reluctant to

approve this type of training, at first. However, there was a

serious shortage of school nurses. Paraprofessionals and

classroom aids used the program to obtain training in special

techniques for helping handicapped students. This helped reduce

the shortage of qualified aides in special education. School

employees are allowed $125.00 per course, which is the amount of

tuition at a local university. Thus, the benefit is not

sufficient to cover books, transportation, meals, and other

incidental expenses.

In Michigan, teachers represented by taac Highland Park

Federation of Teachers are allowed $40.00 per credit hour for

college course work approved by the school district. Highland

Park, like school districts across the nation, is faced with a

shortage of math and science teachers. Recently, the Highland
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Park district paid for five teachers to earn masters degrees in

mathematics. As you know, the Senate recently passed legislation

to fund teacher training in science and math in order to meet the

national shortage.

The social benefits of employee education assistance are not

confined merely to upgrading and retraining within the field of

education. We know that thousands of workers must be retrained

each year due to layoffs and other dislocations In industry.

There is a certain irony in expecting an unemployed worker to pay

taxes on employer-funded retraining. However, I will leave it to

other witnesses to talk about those issues. I will mention that

registered nurses and medical technologists represented by the

Staff Nurses Council, an AFT affiliate in Milwaukee County, have

an employee education assistance program which provided each

participating member with approximately $600.00 last year for

educational expenses. The funds were expended for such purposes

as retraining medical technologists and upgrading nurses to the

B.A. level. Given the rapid development of advanced technology

in health services, I believe this type of program serves an

important public function. Needless to say, such employees do

not generally earn high salaries.

Higher education is another realm in which ending the

moratorium on taxation of employee education benefits will have

a very deleterious effect. At the University of Michigan graduate

teaching and research assistants reportedly are facing a combined

additional tax liability of over $800,000 this year due to

tuition waivers. In some cases this will amount to more than

6
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$1,000 of extra tax liability per student. Typically, graduate

assistants barely survived, as it was, on the stipends earned

while pursuing their studies. Few universities have the funds to

increase stipends sufficiently to absorb this additional

taxation. We must expect that the demise of Section 127 tax

benefits will have a very depressing effect on graduate training

programs and, hence, university teaching and research.

Another example is offered by the State University of New

York. The S.U.N.Y. system has 3,450 graduate teaching or re-

search assistants receiving waivers for the $2,150 tuition fee.

They also receive an average stipend of $5,000 per year. A

spokesperson for the United University Professions said the new

tax liability will make it very difficult to maintain the same

quality of graduate programs. S.U.N.Y. also has an empoyee

tuition program for community college employees attending the

university. This is viewed as an important program for

upgrading teaching staff and for retraining staff to avoid Layoffs.

Last year 1,865 employees used the program.

S.U.N.Y. additionally has a "space available" program for

staff. It is very important to the university in helping adjust

to its shifting labor force needs. Under this program $500,000

in benefits are available each year for those threatened by

retrenchment. S.U.N.Y. has a "tuition waiver" program which is

available to teachers doing advanced degree work in exchange for

supervision of student teachers. This program is of great impor-

tance in meeting the rising shortage of teachers.

At Henry Ford Comminity College in Michigan a 430,000 fund

will be avaLlble next year to help the staff pursue additional

7
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education. As it is, the costs of pursuing advanced degree work

are not reset by the slight salary increases received.

Acordingly, the college administration and the union agreed that

some additional incentive is necessary. Advanced degree work by

the staff will improve the overall college program and will allow

retraining and retaining of faculty faced with layoffs in their

current subject areas.

Mr. Chairman, it has been my intent to offer a few examples

of the imortance of re-establishing the Section 127 employee

education benefit. I believe this is a necessary task because

the benefit served many useful social purposes, because dropping

the benefit has discriminatory consequences, and because we are

once again in a state of confusion about "Job relatedness." I

will be happy to respond to any questions.

opeiu#2
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Senator PACKWOOD. Ms. Johnson, you are living proof again of
the value of actual examples. We have all got theoretical experi-
ence and we all look at things in the aggregate. We know how
many thousands of people are helped, but it is very helpful to have
somebody come and say let me give you one example-I am one. I
appreciate it. Thank you.

Mr. DeConcini?

STATEMENT OF JOHN DeCONCINI, CHAIRMAN OF THE BOARD OF
TRUSTEES AND INTERNATIONAL PRESIDENT OF THE BAKERY,
CONFECTIONERY, & TOBACCO WORKERS INTERNATIONAL
UNION, ACCOMPANIED BY JAMES C. HOUSTON, VICE PRESI-
DENT, ADMINISTRATION, ITT CONTINENTAL BAKING CO., RYE,
NY, ON BEHALF OF THE BAKERY & CONFECTIONERY UNION
AND INDUSTRY INTERNATIONAL HEALTH BENEFITS & PEN-
SION FUNDS, KENSINGTON, MD
Mr. DECONCINI. I am John DeConcini, president of Bakery, Con-

fectionery and Tobacco Workers International Union, AFL-CIO.
Seated next to me on my right is James Houston, vice president of
ITT Continental Baking Co. We are respectively chairman and sec-
retary of the Bakery and Confectionery Union and Industry Inter-
national Health Benefits and Pension Plans. We very much appre-
ciate this opportunity to testify before this committee on the sub-
ject of fringe benefits. Our plan covers 41,800 bakery-our health
plan-and confectionery workers and their families in 39 States in
the United States.

Our pension plan covers 80,000 workers in 46 States. There are
1,790 contributing employers to one or more of the plans ranging
in size from the largest baking company to small, one- and two-
person retail bakeries. Under the umbrella of each of these plans,
many different levels are provided as a result of local collective
bargaining. For example, the health benefits fund provides cover-
age to several funding vehicles, to self-insurance, eight Blue Cross
plans, one commerciaiinsurance company, and one HMO. Also pre-
scription drugs and vision claims are processed by a third party ad-
ministrator with specific expertise in these types of benefits. The
pension fund provides normal benefits ranging from $100 a month
to $1,200 a month, at age 65 after 25 years of service. The average
is at the $600 level.

Local unions may bargain for benefits to provide for early retire-
ment without actuarial reduction, for protection in case there is a
permanent reduction in force, for vesting at a rate greater than re-
quired by law and for benefits for years of service in excess of 25.

he plans provide complete portability of benefits. For example, if
a worker leaves one employer and moves to another employer who
contributes to the plan either in the same geographical area or in a
different part of the country, the worker's benefits rights are fully
protected. It is as if a worker had been working for the same com-
pany all along-something Congress just mandated in the deficit
reduction act for rank-and-file workers for former Bell system com-
pany employees.

Our appearance here today results from a desire to demonstrate
to you how successful our plans have been. Very often one hears
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only about the failures and the problems of benefit plans. Our ap-
pearance results also from a concern that forthcoming legislation
to be considered by your committee may hurt the successful plans
that we feel are in the majority.

We are concerned that in an attempt to cure some of the failures
or excesses that may exist, this legislation could damage many ef-
fective private benefit plans. Our appearance is also to disspell
some of the misinformation that one often hears about benefits
provided through the private sector. We would like to demonstrate
that our benefit plans have successfully overcome what are often
viewed as general problems. For example, it is often said that the
tax advantages given employers to provide benefits principally aid
the higher paid. We have heard it said that women do not benefit
from the private sector system as presently constructed. Certainly,
we have all heard that private benefits cannot and do not adjust
for inflation. We would like to demonstrate that with the necessary
tax advantages that employee benefits achieve and provided
through collective bargaining are essential to the economic security
of the workers, the dependents, and retirees who are covered by
our plans. The health benefits fund covers bakery and confection-
ery workers in all classifications covered by collectively bargained
plans. The employees are 30 percent women. Seventy-eight percent
of the group is married and have their families covered with bene-
fits. A local union may bargain for any of the 180 base plans in
combination with life insurance benefits from one to 20,000. Four
optional dental plans. Two optional vision plans. One optional drug
plan.

Contribution rates from 44 cents an hour to $2.39 per hour. In
our health plans during the fiscal year ending on May 31--

Senator PACKWOOD. I am going to have you to conclude, Mr.
DeConcini. I have got to stay on time or we will never finish the
rest of our witnesses.

Mr. DECONCINI. All right. I want to make this point in conclu-
sion, Senator. The point that you made earlier in this testimony.
The choice is that union members are needy, older people in our
Nation who will join together to lobby, probably successfully, for
basic security. Retirement and income health coverage paid for by
the Government through increased social security and medicare
and other medical benefits. This would do nothing in the long run
to reduce the deficit or to improve the efficient delivery of health
and retirement coverage. We urge you to continue encouraging the
development and growth of plans such as ours which serve our
members, young and old, men and women, at all income levels
within our industry. Thank you very much.

Senator PACKWOOD. Thank you very much.
[Mr. DeConcini's and Mr. Houston's prepared statement follows:]

39-706 0 - 85 - 12
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SUMMARY OF STATEMENT BY

JOHN DeCONCINI and JAMES HOUSTON

to

THE SENATE FINANCE COMMITTEE (SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT) HEARINGS ON FRINGE BENEFITS, JULY 1984

Health Benefit Fund covers 41,800 Members & families in

39 states.

Pension Fund covers 80,000 workers in 46 states.

1,709 Contributing Employers.

Health Benefits cover the normal range of benefits, i.e.,
Life Ins., Hospital Ins., Medical, Dental, Optical and
Prescription Drug Benefits.

Pension Benefits range from $100 to $1,200 per month w/
an average of $600 per month.

All benefits are portable - coverage continues for employment
by any and each of the employers.

Purpose of appearance - To testify to the fact that present
Plans provide benefits to young and old, male and female, and
to hourly workers from lower paid unskilled to higher paid
skilled.

The system is designed to meet the needs of employees of the
baking and confectionary industries.

The Funds provide for economic security that could not
otherwise be provided.

If these benefits were discouraged, equivalent dollars would
be spent through government programs and those programs would
not meet the needs of the members as well as the benefits
negotiated and bargained by the union and the employers.

The ability to bargain future contributions to benefit programs
will be severely injured if providing fringe benefits becomes
more expensive for an employer than providing wages. That
will create strong pressure for the government to provide
additional programs out of tax revenues.
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JOHN DECONCINI
INTERNATIONAL PRESIDENT
BAKERY, CONFECTIONERY AND TOBACCO WORKERS
INTERNATIONAL UNION AFL-CIO; CHAIRMAN
OF THE BAKERY AND CONFECTIONERY UNION
AND INDUSTRY INTERNATIONAL HEALTH
BENEFITS AND PENSION PLANS

JAMES HOUSTON
VICE PRESIDENT
ITT CONTINENTAL BAKING COMPANY
SECRETARY OF THE BAKERY AND CONFECTIONERY
UNION AND INDUSTRY INTERNATIONAL HEALTH
BENEFITS AND PENSION PLANS

THE SENATE FINANCE COMMITTEE (SUBCOMMITTEE ON TAXATION AND DEBT
MANAGEMENT) HEARINGS ON FRINGE BENEFITS, JULY 1984

I AM JOHN DECONCINI, PRESIDENT OF THE BAKERY AND CONFECTIONERY AND

TOBACCO WORKERS INTERNATIONAL UNION, AFL-CIO, SEATED NEXT TO ME IS

JAMES HOUSTON, VICE PRESIDENT, ITT CONTINENTAL BAKING COMPANY. WE

ARE, RESPECTIVELY, CHAIRMAN AND SECRETARY OF THE BAKERY AND CONFECT-

IONERY UNION AND INDUSTRY INTERNATIONAL HEALTH BENEFITS AND PENSION

PLANS. WE VERY MUCH APPRECIATE THE OPPORTUNITY TO TESTIFY BEFORE

THE SENATE FINANCE COMMITTEE (SUBCOMMITTEE ON TAXATION AND DEBT MANAGE-

MENT) ON THE SUBJECT OF FRINGE BENEFITS.

THE BAKERY AND CONFECTIONERY UNION AND INDUSTRY INTERNATIONAL HEALTH

BENEFITS PLAN COVERS 41,800 BAKERY AND CONFECTIONERY WORKERS AND THEIR

FAMILIES IN 39 STATES IN THE UNITED STATES. THE BAKERY AND CONFECTION-

ERY UNION AND INDUSTRY PENSION PLAN COVERS 80,000 WORKERS IN 46 STATES,
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THERE ARE 1,709 CONTRIBUTING EMPLOYERS TO ONE OR MORE OF THE PLANS

RANGING IN SIZE FROM THE LARGEST BAKING COMPANIES TO SMALL 1 AND 2

PERSON RETAIL BAKERIES. UNDER THE UMBRELLA OF EACH OF THESE PLANS

MANY DIFFERENT LEVELS ARE PROVIDED AS A RESULT OF LOCAL COLLECTIVE

BARGAINING. FOR EXAMPLE, THE HEALTH BENEFITS FUND PROVIDES COVER-

AGE THROUGH SEVERAL FUNDING VEHICLES: THROUGH SELF-INSURANCE,

THROUGH EIGHT BLUE CROSS PLANS, ONE COMMERCIAL INSURANCE COMPANY,

AND ONE HMO. ALSO, PRESCRIPTION DRUG AND VISION CLAIMS ARE PROCESSED

BY A THIRD-PARTY ADMINISTRATOR WITH SPECIFIC EXPERTISE IN THESE

TYPES OF BENEFITS.

THE PENSION FUND PROVIDES NORMAL BENEFITS RANGING FROM $100 PER

MONTH TO $1200 PER MONTH AT AGE 65 AFTER 25 YEARS OF SERVICE. (MOST

WORKERS ARE COVERED AT THE $600 LEVEL.) LOCAL UNITS MAY BARGAIN

FOR BENEFITS THAT PROVIDE FOR EARLIER RETIREMENT WITHOUT ACTUARIAL

REDUCTION, FOR PROTECTION IN CASE THERE IS A PERMANENT REDUCTION IN

FORCE, FOR VESTING AT A RATE GREATER THAN REQUIRED BY LAW AND FOR

BENEFITS FOR YEARS OF SERVICE IN EXCESS OF 25.

THE PLANS PROVIDE COMPLETE PORTABILITY OF'BENEFITS. FOR EXAMPLE,

'F A WORKER LEAVES ONE EMPLOYER AND MOVES TO ANOTHER EMPLOYER WHO

CONTRIBUTES TO THE PLAN EITHER IN THE SAME GEOGRAPHICAL AREA OR

IN A DIFFERENT PART OF THE COUNTRY, THE WORKERS BENEIAT RIGHTS ARE

FULLY PROTECTED. IT IS AS IF THE WORKER HAD BEEN WORKING FOR ONE
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COMPANY ALL ALONG -- SOMETHING CONGRESS JUST MANDATED, IN THE

DEFICIT REDUCTION ACT FOR RANK AND FILE WORKERS OF FORMER BELL

SYSTEM COMPANIES.

OUR APPEARANCE HERE TODAY RESULTS FROM A DESIRE TO DEMONSTRATE

TO YOU HOW SUCCESSFUL Ot PLANS HAVE BEEN. VERY OFTEN ONE HEARS

ONLY ABOUT THE FAILURES AND THE PROBLEMS OF BENEFIT PLANS. OUR

APPEARANCE RESULTS ALSO FROM A CONCERN THAT FORTHCOMING LEGISLATION

TO BE CONSIDERED BY YOUR COMMITTEE MAY HURT THE SUCCESSFUL PLANS

THAT WE FEEL ARE IN THE MAJORITY. WE ARE CONCERNED THAT IN AN

ATTEMPT TO CURE SOME OF THE FAILURES OR EXCESSES THAT MAY EXIST,

THIS LEGISLATION COULD DAMAGE MANY EFFECTIVE PRIVATE BENEFIT PLANS.

OUR APPEARANCE IS ALSO TO DISPEL SOME OF THE MISINFORMATION THAT ONE

OFTEN HEARS ABOUT BENEFITS PROVIDED THROUGH THE PRIVATE SECTOR.

WE WOULD LIKE TO DEMONSTRATE THAT OUR BENEFIT PLANS HAVE SUCCESSFULLY

OVERCOME WHAT ARE OFTEN VIEWED AS GENERAL PROBLEMS. FOR EXAMPLE,

IT IS OFTEN SAID THAT THE TAX ADVANTAGES GIVEN EMPLOYERS TO PROVIDE

BENEFITS, PRINCIPALLY AID THE HIGHLY PAID. WE HAVE HEARD IT SAID

THAT WOMEN DO NOT BENEFIT FROM THE PRIVATE PENSION SYSTEM AS PRE-

SENTLY CONSTRUCT..,. CERTAINLY, WE ALL HAVE HEARD THAT PRIVATE

BENEFITS CANNOT AND DO NOT ADJUST FOR INFLATION. WE WOULD LIKE TO

DEMONSTRATE THAT WITH THE NECESSARY TAX ADVANTAGES EMPLOYEE BENEFITS

ACHIEVED AND PROVIDED THROUGH COLLECTIVE BARGAINING ARE ESSENTIAL

TO THE ECONOMIC SECURITY OF THE WORKERS, THEIR DEPENDENTS AND

RETIREES WHO ARE COVERED BY OUR PLANS
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THE BAKERY AND CONFECTIONERY UNION AND INDUSTRY INTERNATIONAL

HEALTH BENEFITS FUND COVERS BAKERY AND CONFECTIONERY WORKERS IN

ALL CLASSIFICATIONS COVERED BY COLLECTIVELY BARGAINED PLANS. OF

THE EMPLOYEES, 30% ARE WOMEN, 78Z OF THE GROUP IS MARRIED AND

HAVE THEIR FAMILIES COVERED FOR BENEFITS. A LOCAL UNION MAY BARGAIN

FOR ANY OF THE 180 BASE PLANS IN COMBINATION WITH LIFE INSURANCE

BENEFITS FROM $1,000 TO $20,000, 4 OPTIONAL DENTAL PLANS, 2 OPTIONAL

VISION PLANS AND I OPTIONAL DRUG PLAN. CONTRIBUTION RATES RANGE

FROM 44¢ PER HOUR TO $2.39 PER HOUR.

DURING THE FISCAL YEAR ENDED MAY 31, 1984, 367,158 C.AIM CHECKS

WERE ISSUED FOR 104.5 MILLION IN TOTAL BENEFITS. THE BAKERY AND

CONFECTIONERY UNION AND INDUSTRY PENSION PLAN HAS, AS OF MAY 31,

1984, 30,417 PENSIONERS OF WHOM 19,657 WERE MEN AND 10,760 WERE

WOMEN. BENEFIT PAYMENTS TO THESE RETIREES FOR THE FISCAL YEAR

ENDED MAY 31, 1984, AMOUNTED TO $103,000,000. As OF MAY 31, 1984,

THERE WERE 77,900 ACTIVE MEMBERS, 34,400 OR 44% WERE FULLY VESTED

IN THEIR BENEFITS. THERE ARE AN ADDITIONAL 16,000 EMPLOYEES WHO

HAVE PREVIOUSLY WORKED IN THE INDUSTRY WHO HAVE NOT YET REACHED

RETIREMENT AGE BUT WHO HAVE EARNED VESTED RIGHTS IN BENEFITS

BASED ON THEIR WORK EXPERIENCE IN THE PAST AND WILL RECEIVE PENSIONS

WHEN THEY REACH RETIREMENT AGE. THE PROBLEM OF ADJUSTING PENSIONS

ALREADY IN PAYMENT STATUS FOR INFLATION HAS BEEN ADDRESSED BY A

SERIES OF ADJUSTMENTS OVER THE PAST SEVERAL YEARS. THE MONEY TO
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PAY FOR THESE INCREASES WAS EARNED THROUGH GREATER THAN EXPECTED

INVESTMENT EARNINGS WHICH RESULTED FROM THE CAREFUL MANAGEMENT OF

THE FUND'S BILLION DOLLAR INVESTMENT PROTFOLIO. THESE ADJUSTMENTS

HAVE TAKEN VARIOUS FORMS, FOR EXAMPLE. ALL PENSIONERS RECEIVED

A $25 MONTHLY INCREASE IN THEIR PENSION CHECKS BEGINNING DECEMBER 1

1980. IN DECEMBER 1, 1982, ALL PENSIONERS NOT INCLUDED IN THE

PREVIOUS INCREASE RECEIVED A $25 INCREASE IN THEIR BENEFIT. ON

NOVEMBER 1, 1982, THERE WAS AN $8,601,000 PAYMENT TO PENSIONERS

ON THE ROLLS AS OF THAT DATE, THIS WAS DISTRIBUTED ACCORDING TO

A FORMULA PROVIDING AMOUNTS FROM $150 TO $300 DEPENDING ON HOW LONG

A PENSIONER HAD BEEN ON THE ROLLS, THERE WILL BE ANOTHER SIMILAR

PAYMENT IN THE AUTUMN OF 1984 FOR THOSE ON THE ROLLS. THE LUMP

SUM AMOUNTS TO BE PAID IN THIS DISTRIBUTION VARY FROM $300 TO $400,

WE FEEL THAT OUR MEMBERS HAVE BEEN WELL SERVED BY THE PRIVATE BENEFIT

SYSTEM AND THAT THE RESULTS ACHIEVED THROUGH COLLECTIVE BARGAINING AND

THE DELIBERATIONS OF THE BOARD OF TRUSTEES HAVE RESULTED IN ECONOMIC

SECURITY FOR OUR MEMBERS THAT COULD NOT OTHERWISE BE PROVIDED.

THIS FORM OF SECURITY IS IMPORTANT TO US BECAUSE IF FITS OUR INDUSTRY

AND THE RETIREES FROM OUR INDUSTRY. IF ACTION WERE TAKEN TO DIS-

COURAGE PRIVATE BENEFITS, WE ALL KNOW THAT AT LEAST EQUIVALENT

DOLLARS WOULD BE SPENT THROUGH GOVERNMENT PROGRAMS. WE HAVE GRAVE

DOUBTS ABOUT WHETHER OR NOT THEY WOULD MEET THE NEEDS OF OUR MEMBERS

AS WELL AS THE BENEFITS NEGOTIATED AND BARGAINED BY OUR MEMBERS'

REPRESENTATIVES AND THEIR EMPLOYERS.
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WE UNDERSTAND THAT IT IS THE INTENTION OF YOUR COMMITTEE, DURING

THE NEXT SESSION OF CONGRESS, TO SHAPE THE WAY IN WHICH OUR NATION'S

DEFICIT IS TO BE REDUCED. WE KNOW THAT THE AMOUNT OF CONTRIBUTIONS

TO PRIVATE BENEFIT PLANS IS LARGE. THE FACT THAT THEY ARE TAX

DEDUCTIBLE SEEMS ON FIRST GLANCE, TO INDICATE THAT THIS IS A. FRUITFUL

AREA WHERE TAX REVENUES CAN BE RAISED THROUGH REDUCTIONS OF TAX

INCENTIVES OR THROUGH INCREASES IN TAXES. WE URGE YOU TO AGAIN

LOOK CLOSELY AT THE LONG-TERM RETURN ON THESE TAX DOLLARS IN

,TERMS OF:

FUTURE FEDERAL PROGRAMS THAT WILL NOT BE NECESSARY;

THE INCREASED PRIVATE INVESTMENT CAPITAL THAT ASSISTS

IN MAINTAINING A STRONG ECONOMY AND;

THE EFFICIENT WAY THAT PROGRAMS SUCH AS OURS NOW
PROVIDE BENEFITS TO OUR MEMBERS,

THERE IS NO DOUBT THAT OUR ABILITY TO BARGAIN FUTURE CONTRIBUTIONS

TO BENEFIT PROGRAMS WILL BE SEVERELY INJURED IF PROVIDING FRINGE

BENEFITS BECOMES MORE EXPENSIVE FOR AN EMPLOYER THAN PROVIDING

WAGES# EMPLOYEES WOULD NOT PERMIT WAGES TO BE REDUCED BY AN

EQUIVALENT AMOUNT IN RETURN FOR BENEFITS. EMPLOYERS WOULD NOT

INCREASE WAGE PACKAGES, THE CHOICE IS THAT UNION MEMBERS AND NEEDY,

OLDER PEOPLE IN OUR NATION WOULD JOIN TOGETHER TO LOBBY (PROBABLY

SUCCESSFULLY) FOR BASIC SECURITY -- RETIREMENT INCOME HEALTH COVERAGE --
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FROM THE GOVERNMENT THROUGH INCREASED SOCIAL SECURITY AND MEDICARE

AND OTHER MEDICAL BENEFITS. THIS WOULD DO NOTHING IN THE LONG-RUN

TO REDUCE THE DEFICIT OR TO IMPROVE THE EFFICIENT DELIVERY OF

HEALTH AND RETIREMENT COVERAGE. WE URGE YOU TO CONTINUE ENCOURAGING

THE DEVELOPMENT AND GROWTH OF PLANS SUCH AS OURS WHICH SERVE OUR

MEMBERS -- YOUNG AND OLD, MEN AND WOMENo AT ALL !NCOME LEVELS WITHIN

OUR INDUSTRY.

THANK YOU,
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Senator PACKWOOD. Steve, and to everybody else, you know if we
are going to change the educational benefit expiration in this ses-
sion, we are going to have to crack the House or we are just not
going to go anyplace. If we got a bill from the House with that in
it, my hunch is we would accept it. Bob fought and fought and
fought for it in the conference, and you saw what happened-we
could not hold it. We have to start there.

I have watched and listened with amazement as the President
has his news conference, and I see Bob on the Sunday morning pro-
grams frequently talking about the tax situation next year, and the
definition of what a tax is. Apparently, if it is anything but an
income tax, it may not be a tax, in which case it is acceptable. An
excise tax is not a tax. And a user fee is not a tax. Only an income
tax is a tax. I don't know if that means that the President is pre-
pared to say, well, if we need revenue increases that aren't taxes, I
will go along with them.

When we get into that battle, this whole area of employee bene-
fits is going to be one part of a major revenue fight. What bothers
me is that philosophy that I really think ema,lates more from the
bowels of the Treasury Department and career people on the Joint
Committee than it does any place else. That philosophy is that the
tax code is really not to be used for anything but the raising of rev-
enue. It is to be neutral on everything else, and if you follow that
to i4s ultimate conclusion, of course, it goes beyond fringe benefits.
It is dependency exemptions. Why should somebody who has chil-
dren get a benefit over somebody who doesn't have children? It is
the home mortgage interest deduction. I don't know of anybody
who is talking about moving toward that kind of a tax code. But if
we are, then everyone ought to understand what the other side of
that will be. If we are going to try to encourage things beyond the
marketplace and we are not going to use the tax code, whether it is
untaxed employee benefits or whether it is tax deductions, then the
alternative is a Government program. If instead of the mortgage
interest deduction, we are going to encourage housing, I guess the
alternative is to apply for a grant from the local HUD office. When
you find a house you want to buy, they will ask you how many
rooms it has and how old the plumbing is and how long ago the
lawn was put in, and -you turn in your grant form. It comes back, 4
or 5 weeks later, or 4 or 5 months later, approved or disapproved.
By that time, the house has been sold to somebody else, I am sure.
T at is the alternative to using the tax code for incentives. There
are a few people philosophically consistent who believe in having it
be absolutely neutral, and the marketplace will take care of every-
thing-for better or for worse. I do not find that philosophy shared
by very many people. That will animate and drive a good portion of
the philosophy of the tax bill next year, and it is something to
watch out for when we are talking about employee benefits.

I do wish you good luck on the House side on education this year.
Of all of the benefits, that is one that is skewed more toward the
lower income and the most needy and the ones for whom the bene-
fit can do the most good, more than any other single fringe benefit.

Mr. KOPLAN. Mr. Chairman, No. 1, I would like to say that I
share your view as to where we need to concentrate our efforts. Ob-
viously, the Senate did try to take care of this problem for us in
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the tax bill that you brought out of this committee. This particular
fringe benefit-letting it die the way it did-was particularly cruel
because many, many employees-I think with the exception of the
University of Michigan-everybody assumed that this thing would
be kept alive. Now, the result is that employees and employers ret-
roactively to January owe FICA, owe FUTA, employees owe with-
holding-retroactively. This could be applying to people who don't
even have jobs and they are going to have to come up now with
retroactive rioneys to January. So, the fact that this was allowed
to die in the fashion that it did is a particular hardship on people
which you have appropriately characterized as people who can't
afford it. I don't know where they are going to come up with that
money. Something has got to be done at least about that situation
this year. I am not directing that to either you or Chairman Dole
because you worked very closely with us on this one, but something
does have to be done, and all of us at this table feel very, very
strongly about that. I thank you for your comments.

Senator PACKWOOD. Bob?
Senator DOLE. I would just reiterate what I said earlier. You

know what happens once you get a tax bill on the floor.
Mr. KOPLAN. Sure.
Senator DOLE. There are 5,000 people who have various amend-

ments, and we couldn't go through that now. We could package a
little deal.

Mr. KOPLAN. We would be glad to revisit the question of with-
holding on interest and dividends. Perhaps we should work some-
thing out with you on that one. [Laughter.]

Senator DOLE. I guess my banker is just now speaking to me
again. [Laughter.]

We will try to work out something, but I hope you understand
the difficulty of that, on the House side.

Mr. KOPLAN. Sure.
Senator DOLE. I would just like to ask a general question. Is orga-

nized labor supportive of these flat tax, fair tax, mass tax propos-
als? I don't know what they do to all these fringe benefits, but I
don't think tiey do them too much good. Are you on record in
favor of any of those?

Mr. KoPLA.,4. We are on record opposed to the flat tax.
Senator DOLE. There is the flat, the fair, the first, and so on.
Mr. KOPLAN. There are various versions. There is one version-I

believe it is characterized as the fair tax by those that introduced
it-that is more progressive. It would depend on, you know, we
would have to look at that as an option to consider, but the pure
flat tax is something that we do oppose because it would do away
with all of this.

Senator DOLE. We are going to have some hearings on this on the
7th and the 9th of August. I am not abdicating any of those.

Mr. KOPLAN. Sure. We will be appearing.
Senator DOLE. We are just going to take a look at some of the

options, in the event they are needed. I mean, if Mondale should be
elected, we have got to be ready to raise taxes. [Laughter.]

Senator PACKWOOD. Bob raises a valid point on the flat tax, and
he phrases it correctly. You have got to ask somebody what is
meant by a flat tax. Bradley-Gephardt calls it a flat tax, and it is a
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progressive flat tax which is an internal contradiction in terms. If
you really mean flat tax, no exemptions and no deductions, my cal-
culations are, as a rule of thumb, everyone who makes over $30,000
a year will pay less tax, and everybody who makes under $30,000 a
ear will pay more tax. Now, there will be some exceptions to that,
ut by and large, that is where it will come out.
Mr. KOPLAN. That is right, and that is why our preferenc is to

deal with individual sections of the tax code and individual reforms
as opposed to simply flat tax.

Senator PACKWOOD. Folks, thank you very much.
Mr. KOPLAN. Thank you.
Senator PACKWOOD. Next, we will take Robert Winters, who is

the executive vice president of Prudential Insurance, Hayden Han-
kins, the director of the Halliburton Co., Peter Biggins of LTV, and
Roy Howard, the assistant vice president for BellSouth.

Mr. Winters, do you want to go first?

STATEMENT OF ROBERT C. WINTERS, EXECUTIVE VICE PRESI-
DENT, PRUDENTIAL INSURANCE CO. OF AMERICA, WASHING-
TON, DC
Mr. WINTERS. Thank you, Senator. My name is Robert Winters. I

am an executive vice president at The Prudential Insurance Co. of
America. Although our business is insurance, we are testifying
today as an employer, whose benefit plans cover more than 220,000
employees and their dependents.

The system of employee benefits in this country has been effec-
tive in providing for the economic security of American workers
and their families. This system, consisting of a floor of mandated
benefits, plus tax incentives and fairness standards, successfully
provides basic financial security to broad segments of our popula-
tion. This security serves individuals, through protection against
personal financial catastrophy, and society, by reducing the burden
on public welfare. We are concerned, however, as other witnesses
have expressed also, that frequent, piecemeal revenue-driven legis-
lation has the potential for seriously undermining the success of
the current system. What is needed, as Mr. Dole expressed in his
remarks, is a national policy on employee benefits, with a clear
statement of objectives. Once the objectives have been defined, the
Congress will be in a better position to decide whether proposed
changes further the national policy.

The present system of employee benefit taxation may be viewed
as an informal partnership among Government, employers, and
ei.-ployees. We believe that this partnership is the most effective
way of providing benefits to American workers because it recog-
nizes several important characteristics of our society. First, as you
have expressed, the Government cannot provide needed protection
to employees against all significant economic risks. Second, many
American workers could not or would not on their own protect
themselves from the risks of catastrophic illness, early death, or
disability. Third, the competitive free enterprise system is an effi-
cient means of allocating resources. And fourth, employers are in
the best position to minimize the cost of benefits and to maximize
their effectiveness to employees.
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Prudential's qualified thrift savings plan offers an excellent ex-
ample of the system working well. Our plan provides for a basic
contribution of 3 percent of pay by the employee. Prudential
matches that contribution dollar for dollar. An employee may
make additional unmatched contributions of up to 10 percent of
pay. The money accumulates on a tax-deferred basis in investment
funds of the employee's choice. This plan is easily the most popular
of our employee benefits. At the lowest income levels, three-quar-
ters of the eligible employees participate. Overall the participation
rate is 85 percent. Moreover, employees at all pay levels make sub-
stantial additional deposits. The average contribution rate is 7 per-
cent, as compared with the 3 percent minimum required, for those
of our employees who earn less than $15,000, and 9.1 percent for
our top income group. This range of only 2 percent of contributions
we find remarkable. Interestingly, the proportion of employees
making the maximum contribution of 13 percent of pay is quite
large at all income levels-about one-third-27 percent for our very
lowest income group.

Mr. Chairman, I suggest that this voluntary behavior of our em-
ployees demonstrates the power of tax incentives in motivating the
provision of basic financial protection for American workers and in
energizing capital formation in our economy. We hope that these
hearings and the work which follows them will lead to the develop-
ment of a thoughtful national policy on employee benefits. And we
look forward to participating in the development of such a policy.
And I thank you for the opportunity to appear.

Senator PACKWOOD. Thank you. Mr. Hankins?
[Mr. Winters' prepared statement follows:]
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The following statement is submitted by The Pruden-

tial Insurance Company of America for inclusion in the

record of the hearings on fringe benefits held by the

Subcomittee on Taxation and Debt Management on July 26,

27 and 30, 1984. This statement sets forth the views of

The Prudential regarding the issues raised by the Sub-

committee in its press release dated June 4, 1984.

Prudential, the largest life insurance company in

the United States, provides pension, welfare and other

benefits to nearly 75,000 Prudential employees and agents

working in all 50 states. The Prudential also funds

and/or administers pension and welfare benefit programs

covering tens of millions of employees of private em-

ployers across the country.

Our primary views in this area may be briefly sum-

marized as follows:

I. The current system of employee benefit taxa-

tion is working well and should be continued.

II. The current system should be simplified and

improved through the provision of uniform

nondiscrimination rules for all statutory

employee benefits, the encouragement of cafe-

teria plans and in other ways.

III. If broad reconsideration is to be given to the

tax treatment of employee benefits, it is
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essential that -- before any decisions on the

tax treatment of particular benefits are made

-- we first develop a national policy on employee

benefits.

I. THE CURRENT SYSTEM OF EMPLOYEE BENEFIT TAXATION IS
WORKING WELL AND SHOULD BE CONTINUED

We believe that the existing tax system -- under

which employers are encouraged to fill important needs

for individual economic security and to supplement Gov-

ernmental programs such as Social Security and Medicare

-- is a good one and sh6uld be continued without sub-

stantial change. We think that the current system is

the mosc effective approach possible to providing needed

benefits to a broad cross-section of American workers.

The present structure has fostered a very efficient

informal partnership between Government, employers, and

employees that should not be altered lightly.

Our views in this area reflect a variety of im-

portant considerations.

First, the current structure recognizes that the

Government is not in a position to provide needed pro-

tection to employees against all significant economic

risks. Indeed, the problems experienced by the Social
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Security system during the past decade, as well as the

problems projected for Medicare, illustrate the dif-

ficulties created when the Government assumes the pri-

mary burden.

Second, the current structure recognizes that many

American workers would not or could not provide on their

own for the potential financial strains of retirement,

catastrophic illness, early death or disability.

Third, the current structure recognizes that em-

ployers are in the best position to contain benefit

costs and maximize their effectiveness to employees.

Finally, the current structure takes advantage of

the competitive nature of the free enterprise system.

1. The Current Tax System Promotes Important
Social and Economic Policies

While the primary purpose of the Internal Revenue

Code is to raise revenue for the Federal Government, it

is also designed to encourage many socially desirable

actions in furtherance of a commitment to certain

national objectives. For example, because a majority of

women today find it necessary or desirable to work, the

law encourages dependent care; in order to promote fuel

conservation and reduce pollution, favorable tax treat-

ment is afforded for van pool arrangements; and, as part

39-706 0 - 85 - 13
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of a fundamental concern for individual income security,

well-established employee benefits, including retire-

ment, health, disability and death benefits, have been

encouraged with tax incentives.

The tax law also is an important instrument that

promotes national economic policy. For example, the tax

law encourages the creation of qualified retirement

plans and thrift savings programs not only to provide

for individual income security, but also to generate

substantial amounts of long-term investment capital for

the economy.

2. Employer-Sponsor Programs, Maintained Within
Broad Tax and Legal Policy Frameworks,
Provide Benefits Most Efficiently

The current system recognizes that employers are

uniquely situated to minimize the cost of benefits and

maximize the effectiveness of benefits provided to em-

ployees.

Employers, often in formal or informal consultation

with their employees, are in the best position to identify

and evaluate benefit choices based on the needs of their

particular work force, geographic location and industry.

One major reason for the success of the current system

is that it is flexible in accommodating the varying

needs of different American workers.
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Employers have the incentive and the resources

necessary to deliver the best benefits at the lowest

possible cost to their employees. Employee benefit

expenses represent a cost of doing business that any

well-run business will seek to make cost effective.

Insurers, organizations such as Blue Cross/Blue

Shield and alternative health care delivery systems

actively compete to obtain the employee benefit business

of employers. Employers are usually in a better posi-

tion than their employees to evaluate the large volume

of complex and sometimes conflicting information that

affects their employee benefit plans and objectives.

Also, many employers have the purchasing power to pro-

vide more comprehensive and cost effective benefits than

individuals could purchase on their own with the same

dollars. Moreover, many employers benefit from the

economies of scale inherent in the purchase of benefits

for a large work force.

The Prudential's experience confirms our belief

that employers can provide needed benefits to their

workers at the lowest overall cost. For example, during

1983, it cost The Prudential approximately $1,900 per

employee for health benefits. Health coverage of equiva-

lent value, for which we charge an employee who is married
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and has one or more children only $4.70 a week ($244 per

year), simply cannot be purchased by an individual on

the open market. If it could be replaced, however, the

cost of replacing it would be substantially greater than

the current cost of the coverage.

A similar story can be told in the pension are,.

The Prudential pays the entire cost of the retirement

plan for its employees. For a 30-year-old employee,

currently earning $31,400 per year, to provide a retire-

ment income of $27,400 per year beginning at age 65, it

would cost 9.4 percent of gross pay each year for 35

years.!/ That would represent $2,965 -- or nearly 10

percent of gross pay -- in the first year alone, which

is far more than many employees can reasonably afford,

particularly at younger ages.

3. Employer-Sponsored Programs, Administered
Within the Constraints of the Tax Laws,
Provide Benefits Fairly to a Broad
Cross-Section of Employees at All
Compensation Levels

Current law assures that benefits will be provided

to a broad cross-section of employees at all compensa-

tion levels. The tax rules prohibit discrimination in

*/ In setting this retirement income target, we have
assumed a modest increase in the employee's salary
each year between now and retirement.
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favor of officers, shareholders and highly compensated

employees, and are effective in preventing such dis-

crimination.

The Prudential's experience with its benefit plans

is consistent with the view that benefit plans often

favor lower-paid individuals. Even though our health

insurance plan is contributory, a full 98 percent of our

work force has elected to be covered. If our employees

were forced to purchase these benefits in the individual

market, they would be required to pay considerably more

than the present cost of the coverage, and the benefits

provided would result in significant gaps in protec-

tions; lower-paid individuals would suffer dispropor-

tionately. Similarly, if employer contributions for

these benefits were taxed to employees, lower-paid in-

dividuals would again suffer disproportionately.

Similarly, our qualified thrift savings plan enjoys

extremely broad participation by our work force. That

plan requires that the employee contribute 3 percent of

salary in order to participate. The Company matches 100

percent of that employee contribution. In addition,

employees may contribute up to an additional 10 percent

of-pay to the plan. At the present time, 85 percent of
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our eligible employees are participating in the plan.

Perhaps more significant is the fact that contribution

rates are approximately the same at all compensation

levels. A full one-third of our employees at all com-

pensation levels contribute 3 percent of their compensa-

tion to our thrift savings plan. Another one-third

contribute 13 percent of their compensation. The re-

maining employees, at all compensation levels, save

between 4 and 12 percent of compensation in our thrift

savings plan. The average employee, at all compensation

levels, saves between 7 and 9 percent of compensation.

These participation rates for our thrift savings plan

are illustrated in Appendix A and Appendix B respec-

tively.

This experience demonstrates that the current tax

system does work to achieve the intended social and

economic objectives. Lower-paid employees receive the

same health_benefits as higher-paid employees. Em-

ployees at all income levels are encouraged to and do

save for retirement and other purposes. The monies used

to fund for these purposes provide necessary long-term

investment capital. The net result is that the system

both provides financial security to employees and en-

couragcz significant capital formation to support in-

dustrial development in the United States.
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4. Ultimately, There Is No "Free Lunch" for the
Government, for Employers, or for Employees

Any tax incentives to encourage the provision of

employee benefits by employers will cost the Treasury a

certain amount of revenue. While it is clearly appro-

priate for the Congress to analyze the revenue impact of

any tax incentive in light of the effectiveness of the

incentive and other factors, we think that revenue cost

should not be given undue weight. The Congress should

recognize that the major cost of providing benefits is

being paid by employers and employees, even though the

Government does bear part of the cost through tax in-

centives.

An employer must commit at least 54 cents for-every

dollar expended on benefits. The Government contributes

no more than 46 cents of that dollar. An employee must

include the value of many benefits in income currently

or at some date in the future. The employee who is

required to pay for part of his benefits often must do

so out of after-tax income. Even when the employee can

pay for his benefits on a pre-tax basis, he must commit

at least 50 cents for every dollar expended. The Govern-

ment usually contributes much less than 50 cents for

each dollar spent by an employee for employee benefits.
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There is no "free lunch" for employers, employees

or the Government under the current system. Alternative

systems for providing comparable benefits, however,

would likely cost at least as much, or more, in the

aggregate. A major difference between alternative ap-

proaches and the current system is that the costs will

be allocated between the Government, employers and em-

ployees differently. Moreover, experience teaches that

the costs would be higher and/or the protection lower.

II. THE CURRENT SYSTEM OF EMPLOYEE BENEFIT TAXATION
NEEDS TO BE REFINED TO SIMPLIFY THE LAW, PRESERVE
THE REVENUE BASE AND SLOW THE ESCALATION OF BENEFIT
COSTS

We recognize that even a good system can, indeed

should, be improved. The law should better balance the

need for fairness with the need fok administrative sim-

plicity. Moreover, the law should provide more objec-

tive standards that will permit both the Internal Rev-

enue Service and employers to stay off the litigation

merry-go-round as much as possible. To the extent that

the law does not meet these objectives, employers will

be driven to provide benefits to key employees through

nonqualified plans. These plans may result in less

initial revenue loss than under qualified plans, but

they will not benefit most workers. However, to the
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extent that the law does meet the objective of administra-

tive simplicity, both employers and the IRS can con-

centrate on their primary purposes more effectively.

1. The Law Should Be Simplified, Consistent
With the Public Policy Objectives

The Prudential would support appropriate amendments

to the tax law to provide uniform nondiscrimination

rules for all statutory fringe benefits and cafeteria

plans. Current law contains many inconsistencies that

should be removed to simplify the statute and make it

easier for employers to administer their benefit plans.

For example, the tax law contains at least seven dif-

ferent definitions of the "prohibited group" (officers,

shareholders, highly compensated employees, etc.) for

discrimination purposes under seven different types of

benefit plans. Those seven different definitions con-

tain sixteen different categories of persons ,who must

not be favored relative to other employees. Those cate-

gories are set forth in Appendix C.

In addition to the existence of different cate-

gories of individuals who may be part of the "prohibited

group," only five of those sixteen categories are con-

tained in more than one definition. Of those five cate-

gories, three categories are used in two definitions
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each. Two of those categories are used in four dif-

ferent definitions. The lack of consistency among these

definitions is illustrated in Appendix D.

There is no apparent reason for these complex and

inconsistent definitions. They do not appear to promote

any identifiable public policy. Nevertheless, they se-

verely hamper the administration of benefit plans by

employers. Moreover, they make it difficult to admin-

ister a cafeteria plan containing several benefits which

are subject to different nondiscrimination rules.

2. The Law Should Include More Objective
Standards so that Employers Have Firm
Guideposts on Which They Can Rely

The tax laws contain many vague standards that are

not susceptible of accurate definition and measurement.

Frequently, these "facts and circumstances" tests are

appropriate since they give needed flexibility to the

law. Nevertheless, such tests should not be the only

test applicable to a particular employee benefit.

It is extremely important that an employer be able to

design a plan that clearly complies with the law. As

the law stands today, however, an employer is frequently

subject to being second-guessed by an IRS audit agent.

That fact can weigh heavily in a decision by an employer
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regarding whether it will make a benefit available to

its employees.

We believe that, wherever it is possible, "facts

and circumstances" tests should be supplemented by "safe

harbor" rules that draw "bright lines" for employers.

Those employers who are risk-averse will be encouraged

to provide benefits using such rules whereas they might

not otherwise provide the benefit. An example of a case

in which a safe harbor rule has worked well can be found

in Code section 401(k) relating to cash or deferred

profit-sharing plans.

A "safe harbor" test will facilitate determinations

by both IRS and employers as to whether a plan is non-

discriminatory. This means that the IRS will be able to

preserve its energy for more productive, revenue-raising

activity. Moreover, it will lessen the adversarial

nature of the tax system and reduce the litigation ex-

pense currently being borne by both the Government and

employers.

A good example of a provision in the law that needs

a "safe harbor" rule is the term "highly compensated

employee." That term is so subjective and so vague that

it can represent a significant impediment to the im-

plementation by an employer of benefit plans. In many
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cases, an employer will not know whether its plan is

nondiscriminatory for many years, long after it has made

its contributions for one or more plan years. In fact,

this uncertainty was one of several factors that led The

Prudential to defer the implementation of a cafeteria

plan.

3. Serious Consideration Should Be Given to Cont
solidating or Better Coordinating Employee
Benefit Policy and Regulation

Under present law, at least four Federal agencies

or commissions -- Treasury/IRS, the Department of Labor,

the Pension Benefit Guaranty Corporation and the Equal

Employment Opportunity Commission -- have responsibility

for interpreting and enforcing the major laws relating

to employee benefit plans. In many cases, this frag-

mented decision-making process has delayed the resolu-

tion of important issues or resulted in conflicting

interpretations of the laws. For example, in 1983, the

IRS and PBGC proposed to adopt directly conflicting

positions on the question of whether interest should be

payable when certain mistaken payments are refunded to

employers by employee benefit plans. Most recently, the

EEOC decided to publish proposed interpretations of the

Age Discrimination in Employment Act which, if adopted,

would have the effect of imposing requirements on plans
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that were not intended under ERISA and the Code. Also,

the IRS, the PBGC, and the Labor Department recently

experienced initial difficulty in developing regulatory

solutions to very important issues relating to the term-

ination of defined benefit plans, and a uniform approach

was not developed until guidance was provided by the

Administration.

The occurrence of regulatory stalemates or con-

flicts such as those mentioned above periodically re-

sults from the natural inclination of each agency to

interpret the law in the manner which is most consistent

with its regulatory goals and according to its percep-

tions of the "right" policy or result, but without al-

ways giving full consideration to how its proposed re-

solution of the issue may affect the resolution of simi-

lar or related issues pending before other agencies.

Such developments, however, have a variety of serious

adverse effects on the employee benefit system including

the imposition of unnecessary compliance costs and bur-

dens on the private sector, and the creation of sub-

stantial uncertainty as to what the law actually re-

quires -- to the detriment of employers, employees and

the Government.
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Ultimately, we believe that employers, workers and

the Government would derive substantial benefits from

successful efforts to consolidate the administration of

the laws relating primarily to employee benefit plans,

or at least to provide an effective mechanism for iden-

tifying issues that affect matters within the jurisdic-

tion of two or more agencies and for resolving the is-

sues in expeditious and uniform manner. Such efforts

also could help provide a useful and necessary framework

for developing a comprehensive national policy on wel-

fare and retirement benefits.-

4. Cafeteria Plans Should Be Encouraged In Order
to Help Preserve the Revenue Base and Slow the
Escalation of Benefit Costs

As noted previously, we believe that the current

system of providing employee benefits works well and

should be preserved. However, we also recognize the

potential for fringe benefits to unduly erode the reve-

nue base, and we are concerned about recent patterns of

substantial escalation in benefit costs. In our view,

properly designed cafeteria plans can effectively ad-

dress these concerns as well as improve the ability of

employers to provide needed benefits to employees in a

more efficient and cost-effective manner.
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Cafeteria plans are a natural outgrowth of an in-

creasingly complex society under which individual needs

vary more widely than was previously the case. The

growing predominance of the two wage-earner family, the

increasing number of one-person households and other

demographic trends have all contributed to an employee

population that has become quite heterogeneous in nature.

In this context, cafeteria plans have already played,

and should continue to play, a major role by allowing

employees to become partners with their employers in the

overall design of their employee benefit packages, there-

by assisting their employers in efforts to control esca-

lating benefit costs and to spend available benefit

dollars more wisely. For example, in our experience,

employees who have a choice tend to select medical or

other benefits containing relatively high deductible or

co-payment requirements if they can receive cash or

other needed benefits in exchange. Moreover, when em-

ployees must pay for some of their medical expenses,

they are less inclined to purchase marginally useful

medical services and tend to shop more wisely for the

services they need. Thus, cafeteria plans have the

strong potential for containing benefit costs in ways

that can both help the private sector control costs and

help the public sector preserve the revenue base.
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In view of the foregoing, we think that recent

legislation which permits only cash and nontaxable bene-

fits to be offered under cafeteria plans reflects a step

in the wrong direction. We see no reason why employees

should be precluded from selecting lower cost group

automobile or group homeowner insurance coverage or

other'taxable benefits that can be readily valued under

cafeteria plans. The availability of such choices, in

addition to nontaxable benefits, can only encourage

greater employee participation, lower benefit costs and

produce more revenue.

The development of cafeteria plans has been sub-

stantially impeded by significant uncertainty over the

specific rules that apply. In this regard, while some

employers have established cafeteria plans, many others

includingq Prudential) have not done so because of the

confused "egulatory climate and their inability to ob-

tain relatively firm assurance that they can satisfy the

applicable tax l w requirements. We note also that,

while the recently proposed Treasury regulations resolve

some important issues, they also raise some new issues

and leave some basic issues unresolved. We are hopeful

that, through the regulatory process, all of the major

hurdles to the establishment and maintenance of sound
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cafeteria plans will be removed. Given a fair chance to

operate under a reasonable and clear regulatory frame-

work, there is good reason to believe that cafeteria

plans will prove to be a major force in the containment

of benefit costs to the advantage of employers, em-

ployees and the Government.

III. ANY RECONSIDERATION OF THE TAX TREATMENT OF
EMPLOYEE BENEFITS SHOULD BE PRECEDED BY THE
DEVELOPMENT OF CLEARLY ARTICULATED PUBLIC
POLICY OBJECTIVES

1. The Need for a National Policy Regarding
Employee Benefits

If any major changes in the tax treatment of fringe

benefits are to be considered, it is critical that the

Congress first articulate a national public policy on

employee benefits and the objectives of that policy.

Only after there is a precise understanding of where we

are going, and why, can we improve the current system by

measuring whether the tax treatment of particular bene-

fits is consistent with the articulated policy. Stated

differently, the creation of an appropriate tax policy

framework should facilitate sound decisions on the proper

tax treatment of employee benefits.

We are concerned that the last 10 years (and par-

ticularly the last few major tax packages) have marked a

major departure from the period of relative tax law

39-706 0 - 85 - 14
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stability with respect to fringe benefits that existed

until the enactment of the Employee Retirement Income
S

Security Act of 1974 ("ERISA"). Indeed, the ten years

following ERISA have been characterized by an incredible

volume of complex tax and labor legislation affecting

employee benefits that can be grouped in one of the

following categories:

(1) legislation which liberalizes the treatment of
existing employee benefits;

(2) legislation which establishes new tax-favored
employee benefits; or

(3) legislation which restricts or further regu-
lates various types of existing employee bene-
fits.

Perhaps the only clear trend that has emerged from

this flood of employee benefits legislation is that time

and other practical constraints frequently do not permit

adequate consideration of the merits of the proposals

themselves; whether alternative proposals would be more

effective or more simple; the potential impact of the

proposals on future, as well as on current, benefit

practices; or the collateral implications or effects of

proposals intended to apply only to one particular bene-

fit. This trend has very serious implications for the

overall stability of employee benefit plans; the will-
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ingness of employers to continue existing plans or adopt

new plans; complexity in the tax law; efforts to control

and preserve the income tax base; and, ultimately, the

overall economy in general.

The recent experience with constantly changing

employee benefit legislation is indicative of the ab-

sence of an articulated policy on the treatment of em-

ployee benefits generally. It also demonstrates the

need for serious efforts to develop a comprehensive tax

policy framework for decision-making with respect to the

tax treatment of employee benefits. The development of

clearly articulated policy criteria governing fringe

benefits should serve to promote needed stability in

employee benefit plans and to establish the proper mix

of social and tax policy goals that is necessary to

provide better control over the revenue base. Ulti-

mately, a properly designed policy framework should

result in substantial long-term benefits to workers,

employers and the Government itself.

2. The Current System For Providing and Taxing
Employee Benefits Should Be Retained And Im-
proved Under Any Tax System Ultimately Adopted

The need to control budget deficits, general dis-

satisfaction over the substantial complexity of tho tax
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system and many other factors have prompted the Admin-

istration and many members of Congress to begin to develop

recommendations for potentially restructuring the Federal

tax system. In addition to Administration-initiated

studies of such proposals, section 1081 of the Tax Reform

Act of 1984 calls for a Treasury Department study of

"alternative tax systems", including a simplified-gross

income tax, a consumption-based tax, value added or

other national sales taxes, and measures that combine

"income tax base broadening" with lower overall tax

rates. Consideration of any significant "alternative

tax system" will necessarily require consideration of

-the tax treatment of various forms of employer-provided

benefits.

We believe that any broad reexamination of employee

benefits should begin with the development of a clearly

articulated tax policy governing the treatment of all

employee benefits. In our view, that overall policy

should have-two-uderlying elements: (1) to preserve

the basic system of providing employers with tax incen-

tives to adopt and maintain benefit programs which achieve

the defined social and economic policy goals, and (2)

to ensure that the system accomplishes these objectives

in an effective manner through reasonable and clear



205

- 23 -

nondiscrimination standards which continue to require

broad-based coverage of workers (as a prerequisite to

the provision of the tax incentives) and also facilitate

compliance and certainty by employers.

U.S. social and economic policy to date has been

firmly grounded in the notion that it is important to

provide economic security (and protection against common

and significant financial risks) to workers and re-

tirees. The Social Security system and ERISA reflect

the commitment to retirement income security, and the

judgment that this objective can best be accomplished by

providing a floor of Governmental protection, supple-

mented by private industry efforts. Employer-provided

health benefits and Medicare reflect a similar joint.

commitment. Both systems implicitly recognize that the

Government cannot afford to be the sole provider of

economic protection; indeed, we believe that the Federal

Government's role in these areas may, by necessity,

diminish in future years. Both systems also implicitly

recognize that there is no assurance that workers, par-

ticularly lower and middle income workers, would in-

dependently provide themselves with these and other

basic forms of protection.
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We believe that any consideration of alternative

tax systems in general, and employee benefits in par-

ticular, will reach the conclusion that U.S. social and

economic policy continues to view the voluntary pro-

vision of retirement, health, death, disability and

other employee benefits as highly important to the public

interest in worker security. Once this conclusion is*

reached, it follows that the current tax treatment of

employee benefits should be preserved. In this regard,

there is a substantial likelihood that, under any re-

structured tax system, there will be certain critical

areas (such as home ownership and the treatment of chari-

table organizations) where the interest in conceptual

consistency with the overall tax system will need to

give way to the interest in preserving other highly

important social and economic policy goals. In our

view, to the extent that conceptual consistency may

otherwise call for major changes in the current tax

scheme, employee benefits should be one of those criti-

cal areas.

* * * * *

In closing, we would'emphasize again that it is

important to avoid making piecemeal decisions about

employee benefits generally, and that the serious social
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and economic implications of any alternatives to the

current system must be given the most careful consider-

ation. The current system is not perfect. It should be

preserved, however, since it has proven to be an effec-

tive way of delivering -- with little direct Government

involvement -- needed benefits to tens of millions of

American workers and retirees.
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STATEMENT OF HAYDEN L. HANKINS, DIRECTOR OF EMPLOYEE
BENEFITS, THE HALLIBURTON CO., DALLAS, TX

Mr. HANKINS. It is a great pleasure to be here today and have
this chance to offer some comments and ideas on the six questions
that you asked, Senator Packwood. I am the director of employee
benefits for the Halliburton Co., an international company head-
quartered in Dallas, TX, with over 73,000 employees. The company
was incorporated in 1924, is listed on the New York Stock Ex-
change, and is nonunion.

I would like to make brief comments in response to each of the
six questions you asked. One, should the tax law encourage employ-
ers to provide fringe benefits and, if so, which benefits should be
encouraged and what type and level of tax incentive is appropri-
ate? We believe the tax laws should encourage employers to offer
their employees benefit programs designed to help employees meet
at least five broad categories of need. First to cover the extraordi-
nary and largely unpredictable costs of necessary medical, dental,
and legal services for themselves and their dependents. Second, to
partially offset the loss of income resulting from disability or other
circumstances severely impeding the person's ability to be self-sup-
porting. Third, to provide family income protection in case of the
death of the employee or spouse. Fourth, to help provide for the
employee's retirement needs, including necessary medical, dental,
and legal expenses. Fifth, to offer those additional programs that
help build employee morale and foster a sense of well being such as
free parking, subsidized food service, educational reimbursement,
personal savings program, and so forth. The most important single
tax incentive is to make the employer contributions to all nondis-
criminatory programs tax deductible. Employee choice under flexi-
ble benefit programs that are easily understood and administered
should also be encouraged. Finally, tax laws and regulations should
be left in place without change to permit necessary management
planning and commitment to establish and maintain whatever
plans are chosen. Two, what conditions or restrictions are appropri-
ate on tax incentives to encourage employers to provide fringe ben-
efits? Many of the requisite conditions to encourage employers are
already in place. The new tax law's clarification of what benefits
are tax deductible is somewhat helpful.

A number of funding devices and programs are permitted by cur-
rent tax law. These should be simplified whenever possible. None
of them should be subjected to complex, hostile, or belated changes
that do not serve the best interests of the public or private sectors.
Three, are the existing rules concerning fringe benefits sufficient to
ensure that all employees benefit fairly from the tax incentives? In
general, the answer to this question is yes, especially if it is under-
stood to mean full-time employees meeting reasonable eligibility re-
quirements. ERISA's requirements are now generally understood
and accepted and cover most critical areas. The preservation of the
so-called flexible programs is important to encourage employee
choice within limited financial resources. Nondiscrimination con-
cepts that apply to eligibility and substantive plan features are also
important. Freedom of choice, however, should be the main con-
cern, not preconceived optimum results. Four, are the existing tax
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incentives for benefits such as health care, life insurance, day care,
educational systems, and cafeteria plans effective in encouraging
employers to provide these f enefits to a broad cross section of em-
ployees at lower cost than if the Government provided the benefits
directly? If employers provided these benefits on a taxable basis or
employees purchased these benefits on their own? The answer is
yes. There is overwhelming evidence that employers are providing
a broad spectrum of benefits to their employees as confirmed by
the Chamber of Commerce and other studies.

I wish to point out, however, that the Chamber's study is of
hourly employees, and we have to assume that salaried people do
at least as well. Considering the experience already observed by
Government provided programs, it is hard to see how we can rec-
ommend Government alternatives. Without tax incentives, private
benefits would escalate in costs dramatically. It is unreasonable to
suppose that private employers would continue them voluntarily if
they couldn't shift most of the cost to employees. If the employers
were not involved, the employees would be put on the market to
buy their own programs. Not only would they be very costly, but
they are not offered in neatly designed packages carefully sculp-
tured to meet their needs. There would also be a lot of problems
with claim processing, and so forth. It is very difficult to envision
any redeeming advantage of after-tax or Government-provided ben-
efits as an alternative to the present system.

Senator PACKWOOD. Thank you very much. Mr. Biggins?
[Mr. Hankins' prepared written statement follows:]



214

STATEMENT
ON

HEARINGS ON FRINGE BENEFITS

HAYDEN L. HANKINS
DIRECTOR - EMPLOYEE BENEFITS

HALLIBURTON COMPANY

On Behalf of

HALLIBURTON COMPANY

Before The

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

Washington# D.C.
June 26, 27t 30, 1984



215

-1-

The opportunity to submit written comments on behalf of the Halliburton

Company to the Senate Subcommittee on Taxation and Debt Management in

response to the six questions asked by the Chairman, Senator Packwood,

is greatly appreciated. The issues raised are of great interest to the

Ualliburton Company, a nonunion employer of over 73,000 employees.

Since the overwhelWing majority of employees in America are nonunion, the

problems and concerns of the management of Halliburton regarding employee

benefits are probably typical of most other companies.

Although Halliburton is a major international company, because it does not

deal in consumer goods or services, it is possibly less well known than

many others. So perhaps a few introductory rearks are in order.

Halliburton was incorporated in 1924 as the Halliburton Oil Well Cementing

Company. It has since expanded and grovn into a diverse international com-

pany, is listed on the New York Stock Exchange and has operations

throughout the United States and over 80 foreign countries. The main

businesses of alliburton are oil field services and products, engineering

and construction services, both industrial and marine, and life and

casualty insurance services. Because. less than 51 percent of its busi-

ness is manufacturing, it is not listed among the Fortune 500 companies,

although it ranks among them in sue and many other attributes. It does

make the Forbes Market Value 500 end placed 149th in assets, 66th in sales,

43rd in market value and 37th in net profits.

In answering each of Senator Packwood's questions, an attempt will be made

to elaborate on a given point only once even though it ay be referred to

in response to other questions, except insofar as some special aspect may

warrant development on the narrower issue then under discussion.
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Q-l Should the tax law encourage employers to provide fringe benefits;

and if so, which benefits or services should be encouraged and what

type and level of tax incentive is appropriate?

A-i Tax laws should encourage employers to offer their employees - on an

employer paid, employee paid or shared cost basis, or some com-

bination thereof - benefit programs designed to help employees meet at

least five broad categories of need:

First, to cover the extraordinary and largely unpredictable costs of

necessary medical, dental and legal services for themselves

and their dependents;

Second, to partially offset the loss of income resulcing from disabi-

lity or other circumstances severely impeding the person's

ability to be and remain self-supporting;

Third, to provide family income protection in case of the death of

the employee or spouse;

Fourth, to help provide for the employee's retirement income needs

and the ability to meet essential medical, dental and legal

expenses during retirement, and

Fifth, those additional programs (many of which are provided at a

minimum cost) that help build employee morale and foster a

sense of well being.

The benefits that fall in each of the five categories are perhaps

more self-evident in some cases than in others. In each instance,

great variety can and should exist between organizations and no doubt
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new programs will evolve in the future if tax legislation is properly

designed. Assuming the classes of programs that fall in the first

category are self-explanatory, the second group would include sick

pay, short and long term disability benefits van pooling and child

care programs. Family income protection, the third category, would

include life insurance, accidental death and dismemberment insurance,

immediate vesting of benefits under qualified plans, waivers of pre-

miums on others and extensions of some group benefits. The fourth

category includes profit sharing and retirement plans, employee savings

plans on both a pre and after tax basis, payroll deduction IRAs as

well as group life, medical, dental and legal programs for retired

people. The final category is something of a catch-all, but is no

less important simply because of that. In this area of benefits

might be free parking, free or reduced price refreshments at break-

time, subsidized food service, payroll deduction stock purchase

plans, credit unions, payroll deduction IRA plans, ESOPs, discounts

on company merchandise or services, recreational facilities and

preretirement counseling programs.

The most important tax incentive is to make employer contributions to

all nondiscriminatory benefits and services tax deductible. In some

cases, such as employee contributions to an IRA or a deferred compen-

sation program, current tax benefits are also needed for employees.

In most cases, the critical incentive has to be given to the employer

because it is the employer who is responsible for providing the

benefits, administering then and generally bearing all, or a major

portion, of the costs. This is very much the case at Ralliburton, for

example, where employee contributions represent only 16 percent of the

discretionary benefit costs.

39-706 0 - 85 - 15
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If there is a second point to stress regarding taxes, it is to leave

tax rules and regulations in place for as long as possible so

planning and commitment can occur. The net advantage to the Federal

government to be derived from churning benefit related tax require-

ments is very difficult to see on the user end. If Federal revenues

need to be increased, better channels must exist. If abuses are per-

ceived, they should be punished. But many of the refinements and

recharacterizations that have emerged in recent tax laws truly con-

fuse thp best qualified benefits'sanagers and others charged with

legal compliance. Host of the tax changes are totally lost on

employees. They rely, and we want them to, on what we present to

them. But many times unanticipated changes are difficult to make

without accepting unjustified blame for government actions. For

example, we just installed an ISOP for our domestic employees. All

participants share equally in the funds provided. An part of our

communications we said that the funds available would increase i*rom

.5 percent to .75 percent of eligible payroll in 1985, 1986 and 1987.

Now we must explain that this will not happen. It makes us look

indecisive, deceptive or cheap although that simply is not the case.

This sort of thing turns a motivational program into a real employee

dissatisfier. No management wants that in exchange for a tax credit,

Another case in point was the imposition of FICA taxes on savings

under 401(k) plans. This still leaves a very real savings incentive,

but everyone would have been better off if the tax standards had been

set and maintained.
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The present rule also creates an inconsistency between 401(k) savings

and treatment of companion contributions under a flexible benefits

plan - something no ordinary working person will keep straight.

QP-2 What conditions or restrictions are appropriate on tax incentives to

encourage employers to provide fringe benefits?

A-2 As already stated, tax deductibility for employer costs and predic-

tability are essential before employers will be encouraged by tax law

to provide fringe benefits. The statutory tax exclusion of certain

benefit plans has obviously encouraged their growth. Both the Labor

Department and U. S. Chamber of Comerce studies confirm the high

incident of medical and life plans largely caused by specific statu-

tory exclusions, so the recent tax law additions were helpful on

this count. It might have gone further to encourage innovation in

the use of benefits to better meet the costs of socially desirable

programs that are best met on a private group basis. This would

include more reliance on private programs to adequately finance

retirement and its attending costs, to help upgrade the education of

working people to be better informed citizens as well as better

employees and to help them face retirement in better shape physi-

cally, mentally and finarcially.

The principle of nondiscrimination has also been implanted into the

regulatory scheme and is generally desirable. Variations should be

permitted, however, when it is a matter of employee choice and to

reflect differences in income in income-related programs. Moreover,

differences in some programs should be permitted between broad cate-

gories of employees without meeting vague and unique special tests -
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at least, for example, between those classes created by the Wage and

Hour Law. This is not to suggest that all benefits will or should

vary between such employee classes. The prevailing practice at

Halliburton, and in many other companies# is very egalitarian. But

at least a company subject to the Wage and Hour law ought to be able

to follow the same guidelines between employee groups in offering

benefits if it desired to do so without meeting any other specialized

tests. This sort of consistency in the signals from Washington

would help the cause of private benefit growth and development.

Otherwise, you will continue to confuse the average employee by

requiring different criteria between various benefit plans and/or

other program he say be eligible to join.

The funding mechanisms and programs permitted by Sections 125(g),

401(a), 401(k), 403(a), 405(a), 403(b) or 408(k) and 501(c)(9) should

be continued. They should be supported by clear and simple regula-

tions. This includes reasonable rules regarding pre-selected reim-

bursement accounts in flexible benefit plans so employees can better

meet the cost of unknown but anticipated medical dental, child care

or legal expenses that are not otherwise covered. Without this kind

of flexibility, a very valuabl, device for company and personal bene-

fit cost control will be lost. At Halliburton our flexible benefit

program does not include a reimbursement account, but we had hoped to

offer one, subject to reasonable dollar or other limits. Since we do

not have a group legal plan or child care assistance at Halliburtont

our employees would only be able to pay medical/dental deductibles,

medical/dental coinsurance, the cost of such uninsured items as

eyeglasses and some child care. Since most people who work need their
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full M to get by, these are unlikely to be frivolous or discre-

tionary expenses. SLngle parents especially would find working a

more fruitful experience if some of their child care costs were net

on a pretax payroll deduction basis. The taxable income they will

produce by working villa far outweigh any revenue loss incurred by

facilitating child care payments and think of the welfare costs that

are avoided.

Q-3 Are the existing rules concerning fringe benefits sufficient to

ensure that all employees benefit fairly from the tax incentives?

A-3 Assuming it is proper for reasonable eligibility requirements to be

met# the answer to this questions is "Yes". Full-time employees,

after very short service requirements, are typically eligible for

all or most welfare benefits and RRISA has firm standards for par-

tLcipation in qualified plans.

Because of favorable tax laws and the other conditions we have men-

tioned, a great variety of employee benefits are now commonly offered

by companies large and small. The 1982 survey of medium and large

firm by the Department of Labor's Bureau of Labor Statistics showed

virtually all companies provided health insurance, life insurance was

about universal, 931 of all employees had some form of protection for

long and short term dLseabilityt 841 of all employees were covered by

pension plans, two-thirds of those with medical plans had dental

plans, 751 of all employees had accidental death and dismemberment

coverage and similar findings were found in the Chamber of Comerce

survey of hourly benefits in 1982.



222

-8-.

We have already muentioned nondiscrimination rules and the new top-

heavy requirements should be clarified and limited to the special cir-

cumstances they address.

The rules that now limit benefits from or contributions to qualified

plans to fixed dollar limits should be reviewed and indexed as soon

as possible. In fact, they ought to be removed. No one can know

what a truly proper retirement benefit ceiling is and left unad-

justed, the limits will soon impact on the entitlements of middle

class wage and salary people not intended to be disadvantaged by the

Congress.

Moreover, such discriminatory rules miss their target; they simply

lead to more reliance on nonqualified plans - plans that do discrimi-

nate and that are generally affordable only for the top few people

even in relatively small companies. While such plans previously

existed, their growth has certainly been stimulated by this act of

legislative bias.

Q-4 Are the existing tax incentives for benefits such as health care,

life insurance, day care, educational assistance and cafeteria plans

effective in encouraging employers to provide these benefits to a

broad cross section of employees at a lover total cost than if the

Government provided the benefits directly, if employers provided the

benefits on a taxable basis or employees purchased these benefits on

their own?
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A-4 There is overwhelming evidence that employers are providing a broad

-spectrtum of benefits to their employees. Mention of the Department

of Labor's findings has already been made. The Chamber of Commerce

of the United States has been conducting surveys of hourly employees'

benefits for thirty-five years. The results are often mistakenly

cited as reflecting benefits for salaried employees as well. But it

seems safe to assume that salaried people fare at least as well as

the hourly, so the Chamber's findings become more a floor for bene-

fits in America rather than a true average. In any case, the

Chamber's 1982 study of 1,507 companies found that over 99 percent

provide life and medical insurance and 83 percent provide pension

benefits. In combination with other benefits, including those man-

dated by law, this translates into hourly benefits that cost

employers 36.7Z of payroll, or $3.52 per payroll hour or $7,187 per

employee per year.

Even if the government could match employer costs, one cringes at the

prospect of replacing the varied, competitive and ever-evolving mix

of private benefits with a monolithic government substitute.

Considering just the cost question, however, the record in all deve-

loped countries speaks poorly for over-reliance on government managed

schemes. Moreover, the true costs cannot be considered without some

appreciation of the quality of service provided. In countries like

Sweden with no private practice of medicine, for example, citizens

have no choice but to queue up and to tolerate extended delays for

non-emergency care. The same is true in other European countries.

In England, where some private practice remains, going to a private

physician is the much preferred solution to those fortunate few who
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either can afford it or have an employer who provides an insured

alternative.

Developing accurate, timely, comparable cost data from country to

country has proven to be extremely difficult. The most recent United

Nations publication available was their Yearbook of National

Accounts Statistics 1980 vith most data dated 1979 or earlier.

However, general indications are that social expenditures in

European countries were an infinitely higher percentage of their

gross national product than in the United States. But the records

for government programs (exclusive of pure welfare) that resemble

employee benefits in the United States is hardly trouble free.

Consider just the cost problems associated with the unemployment

compensation trust, medicare, veteran's hospitals, social security,

federal employee pensions and the Railroad Retirement Act that

should not require elaboration here.

On the other hand, if employee benefits were to be provided by

employers on an after-tax basis, it would severely alter what most

companies could or would afford. Much more of the cost of voluntary

program would have to be shifted to employees and even then many

programs might have to be cut back to bare essentials. This is

because adverse selection would keep raising costs for optional

health benefits, dental care, life insurance and disability income

benefits. Companies without benefits would actually gain an even

greater competitive advantage - an edge they would be loathe to

lose. But employees' wants and needs would not dry up and go away.
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Employers forced to provide after-tax program would suffer con-

siderable competitive disadvantage with consequent jeopardy even to

their business survival.

The idea of having employees individually buy their own benefits is

quite unrealistic. Benefit programs do not exist in well-conceived

packages on the open market. An individual might be able to buy

some minimum health benefits, but would be at a total loss looking

for comprehensive medical coverage comparable to what is offered to

our employees, for example. Our plan is unique to Halliburton and is

not replicated on the market. What can be said regarding the lack

of good individual medical plans is even more true of dental bene-

fits, AD&D, long term disability and so forth. Nowhere, to my

knowledge, are assortments of all such programs offered for sale to

individuals. But assuming carriers started to offer better indivi-

dual plans, or even combinations of plans, employees would have dif-

ficulty identifying what programs were best to join, some would

later prove to be financial failures, there would be much higher

costs without employer support and even the process of paying pre-

miums would be much more cumbersome without payroll deduction.

Assuming all these hurdles were overcome, the kind of service

offered would be generally inferior. Company benefits are admi-

nistered in a pro-employee manner; company personnel are available

to answer questions and to follow up when problems occur. Time off

the job to see about claims is held to a minimun. The company main-

tains enrollment records so verification of coverage is automatic

and so forth. All this and more would be lost by open market

programs in place of employer-sponsored benefits.
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5 How will tax laws that encourage employers to provide fringe benefits

affect compensation planning?

SLaws-that encourage employer-sponsored benefits probably do not have

any direct effect on compensation planning. The prevailing practice

in most nonunion companies, and they are the vast majority, is to

favor merit pay instead of general increases. Hence, planning for

direct compensation involves reviewing the appropriate rate scales,

possible competitive actions, business prospects and related matters

and then establishing budgetary guidelines to be followed in making

individual awards during a year's time.

Benefit planning is an entirely different exercise that involves

meeting periodic group rate changes or actuarial requirements once a

company has installed a particular program. There is an old axiom in

personnel work, that "What management granteth it cannot taketh away".

It is uncommon for a company to put in benefits one year and cancel

them the next. If there is a union, they cannot and companies without

unions simply do not take away benefits, not if they intend to stay

in business and do not want to destroy the confidence and morale of

their employees. However, negative or confusing tax laws will

discourage the establishment of benefits or extending existing plans

if the tax consequences are unclear.

In short, once benefits are in place, meeting the company's share of

costs as they may change to meet evolving exposure and experience is

more a matter of company comitment to an employee program than an

annual review of how much the company is willing to spend. This does

not man, however, that unexpected benefit costs do not get
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management's attention. A case in point is the rising costs for

health care which have produced a growing number of business

coalitions and the introduction of cost containment features in many

existing medical plans.

Again, this underscores the need for understandable tax rules that

can be counted on as staying in place.

Q-6 Will tax incentives for employer provided fringe benefits affect

potential employees' choice of employment?

A-6 Tax incentives alone will not alter the behavior of job seekers.

Most Americans remain remarkably innocent of the enormous complexi-

ties of the IRS tax code in the benefits area. A significant factor

in companies offering and continuing to offer benefits, especially

above and beyond marginal levels, has to be attracting and retaining

good employees. This motivation may even overcome the difficulties

and uncertainties changing tax laws create.

In any event, benefits offered certainly do affect employees in their

choice of jobs. This is especially true of currently employed

people, highly qualified applicants and others who have a choice of

possible employers. By the same token, an employer has to keep the

faith with his employees to command their loyalty so employers do not

normally play games with their benefit programs. While any simple

assessment has exceptions, it is often the exceptions that get so

much legislative attention. Despite the excellent record of most

employers in utilizing flexible benefit programs, it was the few com-
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ponies who vent too far by establishing open-ended reimbursement ac-

counts that caused the rash of legislative proposals here in Washington.

That kind of reimbursement account, sometimes called ZEBRAs, should

be restricted. The reaction in Washington# at least initially, was

a lot of legislative proposals that would have done irreparable

damage to flexible concepts across the board, punishing the prudent

majority along with the imprudent few. Especially given the history

of Section 125(g), the long period of little use and then virtually

no administrative guidance, the proponents of this particular form

of legislative overkill cannot have seen the'problem in balanced

perspective. While many other examples might be cited, hopefully

this suffices to illustrate the importance of evaluating the good

along with the bad. What is desperately needed is a reaffirmation

by the Congress of their support for the major role played by pri-

vate benefits in the economic and social well being of working

Americans and Congress's commitment to promote the development and

growth of private benefits in the years ahead. In addition to the

traditional forms of benefits provided by employer sponsors, much

could be said for encouraging the growth of IRA type devices to meet

peoples' retirement income needs and to supplement their retirement

medical expenditures as the problem with medicare become more and

more prevalent. There are, of course, some risks with this

approach. There are always risksg but government solutions, however

well intended, are floundering everywhere because they suffer from

certain inherent and inescapable problems that do not afflict the

private sector.



229

-15-~

One of thewe difficulties is the demographic trend toward an older

population because of declining birth rates and because people keep

living longer. While the rate of change in the current ratios be-

tween workers and retirees varies between countries, this is a world-

wide problem in all developed societies. Even outside the area of

retirement-associated benefits, where this problem i* generally

recognized, virtually all government transfer paymen'.s from workers

to nonworking recipients suffer from the growing abalsnce between

the two groups as more government programs are developed or existing

ones expanded. By contrast, in private plans the benefits are

designed to help those in the 8PouO who are working and contributing

to the cost of the program. Moreover, in the case of retirees, the

benefits come from funded trusts or individual IRAs, not from

contributions currently made by some worker or workers who are

totally unrelated to the recipient.

The second unavoidable dilemma for goverment plans in a free society

is the method of financing. Government plans worldwide tend to be

"pay as you go" in nature. There is no acceptable mechanism for

creating adequate funds to meet future exigencies. If we had an

increasing number of workers per retirees or beneficiaries, the

problem might be manageable, but the exact converse is true and it is

merely going to get worse. Even if by some miraclet excess funds

could be created for a government-sponsored plant there is no legiti-

mate investment outlet for them. If there were surplus funds in the

social security trust fund, in the medicare trust fund or the

unemployment compensation trust fund, there is no way those monies
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can be invested at a true profit without leading to government

ownership of the means of production. That would mean the destruc-

tion of the economic core in order to promote social program for a

few - a totally untenable approach that has not, to my knowledge

been undertaken in any developed country outside the Co imunist

sphere. By contrast, monies that are put aside for the future payment

of benefits in private plans are put to work in the private economy.

They are invested and reinvested to provide capital for growth and

development and stimulate economic activity. This is true whether

the surplus money is held in a trust fund, an insurance a.scount, in

an individual IRA, a savings plan, a pension program or a profit

sharing plan. When the question of raising tax revenues is

discussed, recognition should be given to the fact that encouraging

private benefit financing stimulates the economic activity of the

country and clearly serves to enlarge the tax base. In fact,

withdrawing all these funds from private hands would have a very

depressing effect on economic activity from which we Eight not easily

or ever fully recover.

ID#
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STATEMENT OF PETER BIGGINS, DIRECTOR OF PERSONNEL
PLANNING, THE LTV CORP., DALLAS, TX

Mr. BIGGINS. Thank you, Senator. I am director of personnel
planning for the LTV Corp. in Dallas, TX. And the purpose of my
statement is to set forth LTV's views on the subject of employee
benefits. LTV provides its employees with flexible compensation
through a cafeteria program, and my statement will focus on this
approach to the design of the employee benefits. I want to talk
about two subjects-cafeteria plans in general and especially one of
the options under our program-the Benefit Bank-which is also
referred and has been referred to earlier today as an FSA or a
flexible spending account.

Employers like LTV have become increasingly concerned about
the devaluation of their compensation dollar that has come about
through the growth of inflexibilities in their compensation pro-
grams. In 1978 and in 1980, Congress passed landmark legislation
that enabled employers to restore flexibility to their programs
through cafeteria benefit programs. Since January 1, 1983, LTV
has offered its employees a state-of-the-art cafeteria program. It is
our considered judgment that we are now getting a lot more for
our compensation dollar because employees are better able to allo-
cate our dollars than we are. Moreover, they are now actively par-
ticipating in their benefit programs and helping themselves. Bene-
fits provided under this cafeteria plan have not reduced Federal'
revenue and there is data in my prepared statement to back that
up. And I won't go into that now.

1 would like to move on to the benefit bank. One of the most im-
portant parts of our program is the benefit bank and it is absolute-
ly critical to our efforts to manage health care costs. In response to
our IRS concerns as to potential revenue loss, we suggest that Con-
gress consider a qualified plan approach. We would be pleased to
work with you to develop the details, but first, a little bit of back-
ground.

LTV provides base health care benefits for all employees, retir-
ees, and their dependents. To reduce overuse of the health care
system, the company has been replacing its first-dollar health in-
surance plans with a new plan that provides for (1) advance ap-
proval of hospitalization and (2) cost-sharing for other health care.
The design savings, which amount to about 10 percent of the cost,
are passed on to the employees through an addition to supplemen-
tal salary, which is a part of our cafeteria plan. Utilization savings
which are about 10 percent of the cost of the plan are retained by
the company. Redesign of health care benefits has had a major
impact on employees because it has shifted risk to them. LTV
would probably not have made such a drastic change, had it not
been for the availability of a benefit bank. With a benefit bank, the
employee may make deposits to a personal account and request
withdrawals for deductible amounts, copayments, and other health
care expenses.

The pay used for deposits and the amounts withdrawn for health
care are tax-free, just as if the company had provided health care
benefits directly. The employee has an incentive not to use his or
her account because the unused balance is refunded at year end.
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The refund is taxable. I might add that the bank also provides for
day care expenses and legal service expenses. The change to the
new health care plan and the adoption of the benefit bank affect
Federal revenues in two ways. First, there is an increase in Federal
revenues from corporate income taxes due to utilization savings.
These company savings increase LTV's taxable income and gener-
ate a corporate tpun liability.

There is a decrease in Federal revenue due to the fact that the
benefit bank is used for more than what was cut out of the base
health care plan. This added usage decreases employees' taxable
income and generates an employee tax saving of about $75 per em-
ployee per year.

The net effect -is to-increase Federal revenues by about $50 per
employee per year.

In closing, I would like to suggest that a third approach-aside
from the use-it-or-lose-it approach that was adopted through IRS
regulations-and the Conable-Packwood proposal-be considered for
benefit banks, and that is the qualified plan approach. And I have
included in my statement a series of suggestions as to what might
be included in this qualified plan approach. Thank you.

Senator PACKWOOD. Thank you very much. Mr. Howard?
[Mr. Biggins' prepared written statement follows:]
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STATRMNT OF PETER A. BIGOINS

IN CONNECTION WITH THU HEARINGS

OF THE SENATE FINANCE SUBCOMIITTEE

ON TAXATION AND DEBT MANAGE ENT

ON THE SUBJECT OF PRINGE BENEFITS

JULY 26, 27, and 30, 19841.

My name is Peter A. Biggins. I am Director - Personnel Planning for" the LTY

Corporation, P. 0. Box 225003, Dallas, TX 75248. The purpose of my statement

is to set forth LTV's views on the subject of employee benefits. Since

January 1, 1983, LTV has been providing certain employees with flexible

compensation through a "cafeteria" benefit program, and my statement will

focus on this approach to the design of employee benefits.

Development of Cafeteria Plans

There was a time when compensation was perfectly flexible. Salary was the

only source of compensation. The employee had complete freedom to use it as

he or she wished. Both the employer and employee got full value from

compensation.

Then, two things happened. Employers armed to provide employee benefits

instead of salary, and government started to impose a tax on compensation.

Benefit programs were provided because employers lelt a responsibility to take

carse of employees. In general, compensation used directly by employers for

benefits was nontaxable.

Group benefits were accorded favorable tax treatment to keep government-

sponsored programs to a minimum.

-1-
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Employer-seleoted benefit programs flourished and compensation as a whole

beooae inflexible. Without freedom of choice, the mix of benefits became less

than optimal for most employees. Compensation dollars produced lose than full

value for employers and employees.

Inflexible group benefit programs, including employer contributions to

government programs, got to be 37% of base pay. And, based on a recent survey

by Opinion Research Corp., 69% of those surveyed thought their employer spent

les than 20% of their pay on benefits, and another 19% Just didn't know.

About ten years ago, a few employers started questioning the system. They saw

that they were getting less than full value for their compensation dollar

because the benefit programs they selected on a group basis weren't exactly

meeting the needs of individuals in a changing workforce. They wondered

whether they could trust their employees to design their own benefits. After

holdiv& discussions with groups of employees, they found that their employees

wanted and were able to take care of themselves. They realized that their new

computers were well-suited to keeping track of employee-chosen benefits and

that their employees were willing to interface with their computers.

Cautiously, they decided to convert a small part of their inflexible group

benefit dollars into a supplemental source of compensation that employees

could use individually to buy the benefits that they wanted.

These pioneering employers saw that the tax laws were holding them back.

Employee choices had to be limited to Just taxable uses or Just nontaxable

-2-
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uses. Employes could not choose between taxable and nontaxable uses without

rendering the nontaxable uses taxable. In 1978 and 1980, Congress responded

to the concerns of these employers by enacting legislation that allowed choice

between taxable and nontaxable uses, thereby enabling a quantum leap in the

development of cafeteria plans.

The trend toward flexibility is in its infancy. Only a hundred or so

employers have converted from inflexible group benefits to a flexible

compensation source, and those that have have converted no more than about 10%

or 20% of their benefit dollars.

There are signs, however, that a major trend is beginning to develop.

Employees understand and want choices. Employers are becoming more trusting

and willing to let go of their benefit design strings. The experience of the

pioneers is very favorable in terms of both employee acceptance and

administrative capability.

The purpose of this statement is to describe the LTV cafeteria benefit program

and its impact on LTV, LTV employees, and Federal revenues. Before doing so,

however, it will be helpful to establish some basic concepts of compensation.

Two Sides of Compensation

There are two sides of compenation, sources and uses. Sources are where the

money comes from, and uses are where the money goes. Sources of compensation

include base pay, overtime, bonuses, and the dollars spent by an employer on

base employee benefits. Uses of compensation include

-3-
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take-hoes payt taxes, payroll deductions for optional benefits, and the be

benefits purchased with employer dollars. The total of uses equals the total

of sources.

To make compensation more flexible, some employers have converted part of one

compensation source, base benefit dollars, into a new compensation source that

the employee can allocate to a variety of uses. This new source goes by

various names flexible credits, company contributions, benefit bank,

supplemental pay, et.

Taxation Dependent Upon Use

Compensation sources are taxable or nontaxable according to their use. A use

that mkee compensation sources taxable is called a taxable use. One that

makes compensation sources nontaxable is called a nontaxable use. According

to current Federal income tax law, compensation uses are divided into

nontaxable and taxable uses as follows

Nontaxable Uses

o Health ae

o Legal services

o Dy ere

o Disability income

o Eployee life insurance

up to $50,000

o Accident insurance

o Pension

o Tax-deferred capital

accumulation - 401(k)

o Vacation

Taxable Uses

o Employee life insurance

over $50,000

o Spouse life insurance

o IRA oapit4 accumulation

(tax-deductible)

o Regular after-tax capital

accumulation

o Take-home pay

o Taxes

397- 6 321
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Base benefits provided by employers are of the nontaxable variety with the

exception of employee life insurance over $50,000. Optional benefits

historically have been of the taxable variety because of the tax laws.

Since the Pederal inome tax laws were changed in 1978 and 1980, nontaxable

benefits retain their tax effectiveness when they are offered as optional

benefits, regardless of whether they are offered as an alternative to taxable

uses. Before that, benefits that were nontaxable as base benefits became

taxable if offered as an option along with taxable benefits and cash uses.

Social security taxation is the same as Pederal income taxation with one

exception. The 1983 social security legislation included tax-deferred capital

accumulation in the social security wage base if the employee has an option.

Inflexibility in Compenation

Flexible compensation is the absence of inflexibilities in sources and uses.

There are eight kinds of inflexibility: base benefits, source segregation,

limited options, option bundling, benefit maximums, price subsidies, timing

restrictions, adverse selection.

Base benefits are inflexible because sources are earmarked for uses. With

mandatory group benefit programs, the employer's compensation dollars are

automatically spent on specified benefits. This inflexibility can .be

reduced by converting base benefits into supplemental pa.

-5-
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Source segregation exists when the source of compensation available for

certain uses is restricted. Without the 1978 and 1980 changes in Federal

income tax laws, flexible compensation programs could not get rid of

source segregation. Supplemental psy, the new source created out of

reduction in base benefits, had to be spent on nontaxable uses only.

And, base pay had to be spent on taxable uses only (taxable benefits and

take-home pay). The tax laws no longer produce this inflexibility.

Limited options occur simply when an employer does not offer the full

range of "effective" optional benefits. Optional benefits are effective

when, relative to purchase apart from the employer, they have tax

advantages, cost less, or can be pu rchased more conveniently through

payroll deduction. Only a few employers offer all such options that are

available.

Option bundling is the putting together of two or more options in one

option. This is done to simplify the administration and comiunication of

the program and to avoid adverse selection.

Benefit maximums limit flexibility in that an employee cannot purchase as

much of an optional benefit as he or she would like. The most common

benefit maximum are those imposed by law on nontaxable benefits to limit

discrimination in fevor of higher-paid employees (health oarse spending

amount, nontaxable life insurance, tax-deferred capital accumulation,

and IRA). Maximums are also imposed when employers wish to limit overuse

of benefits (health care and disability income).

-6-
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Prise subsidies reduce flexibility because, if the price of a benefit in

subsidized, the employee feels more compelled to select it. One example

is employer matching of employee contributions to a capital accumulation

plan. Another is pricing that does not vary by age for an age-related

benefit like life insurance. When uses are priced without subsidy, true

flexibility is obtained.

Timing restrictions are a form of inflexibility. If the employee cannot

change a benefit selection when his or her needs change, then there is

inflexibility until the change can be made. Some "flexible" benefit

programs operate on an annual basis with no changes allowed during the

year. Soma timing restrictions are necessary to limit adverse selection

of health care, disability income, and life insurance.

Adverse selection occurs with insurance options. Flexibility is.

diminished when employees can predict the occurrence of the event

insured. For example, if eyeglass insurance were offered and employees

could predict their need for eyeglasses, the option price would rise to

the actual cost of eyeglasses. Those who do not need eyeglasses would

not buy the option. Those who do would buy it. Furthermore, there would

be a tendency for the price to rise to the highest cost of eyeglasses as

those with lowest cost dropped out and bought eyeglasses cheaper without

insurance. This is called adverse selection. It renders this type of

"insurance" ineffective as a flexible use. The result is no

flexibility. On the other hand, when the occurrence of the insured event

in not predictable, there can be no adverse use selection, and

flexibility is retained.
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Adverse selection can be reduced by packaging the Insurance with other

uses, by requiring advance selection before the event can be predicted,

by requiring evidence of good health, or by subsidizing the price. All

these methods of reducing adverse selection, however, create other kinds

of inflexibility.

There is no clear-cut definition of flexible compensation. It's a matter of

degree. The fewer the inflexibilities, the more flexible the program.

LTV Employee Benefits

The LTV Corporation is a diversified operating company involved in three basic

lines of business--steel, aerospace/defense and energy products.

The company is a primary supplier of steel products to the automotive,

appliance and construction industries; missiles, aircraft components, tactical

wheeled vehicles and electronics to the defense and commercial aerospace

markets; and tubular products, oil field supplies and drilling and production

equipment to the petroleum industry.

LTV employs approximately 68,000 employees in the United States. About 13,000

are located in Texas, 24,000 in Ohio, 11,000 in Pennsylvania, 8,000 in

Indiana, 5,000 in Illinois and the remainder are scattered throughout many

other states. Together with dependents and retirees, over 300,000 Americans

are protected by various LTV employee benefits, including pension, profit

sharing; savings, health care, life insurance, disability income, vacations,

holidays, day care, and legal services. Some of these benefits are
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nontaxable benefits, and some are taxable. While not all employees have all

the benefits, the benefits ar available to and used by & broad oross-seotion

of employees, whether they be low-paid or high-paid, female or male, black or

white, single or married, old or young. Less than 2% of our employees earn

over $50,000 a year. About 70% of our employees have 10 or more years of

service and are vested in an L pension.

LTV benefit programs have grown primarily as a response to employee needs for

(1) income maintenance in the event of retirement, death or disability, (2)

protection against unexpected health cars eeots, and (3) time off for rest

and recreation. They are secondarily a response to income tax advantages

made available by Congress over the years for social purposes. If the tax

advantages had not been made available by Congress, some of the benefit

programs would not exist, some would not provide the sam level of

protections, and some would not cover as many employees.

LTV Cfeteria Program

Like the compensation programs of most other companies, the programs at LTV

became increasingly inflexible, a monolithic benefit programs grew over the

years at a faster pce than direct pa. Today, employee benefit dollars

exceed 40% of direct pay.

These employee benefit dollars are a part of LTV's total compensation

resources. As an eoonomio entity, LTW is very concerned about mazimizing the

value of its compensation resources. We believe that employee benefit

dollars are better spent if allocated by employees individually to the

benefits that they need. We trust our employees' abilities to determine

their own needs and to select benefits to meet those needs.

-9-
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With the ohangee in the tax laws in 1978 and 1980, LTY has been able to

construot a whole new kind of compensation program for its employees. Called

"Design Your Benefits," it provides employees with choice by providing two

types of benefit programs:

o Bass benefits automatically provided by LTV

o Optional benefits that employees can select to meet their

individual needs.

Supplemental--or extra--pay is provided to employees to help purchase

optional benefits or simply to increase their take-home pay. Supplemental

pay was created by reducing base benefits from the levels formerly provided

by LTV. The pay, whether base or supplemental, that an employee uses to

pur chase "nontaxable" benefits is nontaxable (tax-free or tax-deferred). The

pay used for "taxable" benefits or take-home pay is taxable.

Base benefits sti.1 provided by LTV are health care (tax-free), disability

income (benefits payMents taxable), profit sharing (tax-deferred), retirement

income (tax-deferred), and vacations and holidays (taxable). Optional

benefits include a benefit bank for health care, day care, a,d legal dervices

(tax-free); health maintenance organizations (tax-free), -Upplemental

disability protection (benefits payments taxable); lire insurance protection

for employees (tax-free up to $50,000, taxable over $50,(CO) and spouses

(taxable); accidental death insurance protection for employees (tax-free) and

spouses (taxable); capital accumulation under IRS code Section 401(k)
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(tax-deferred); Individual Retirement Aooount (tax-deduotible); after-tax

ospital aoouulation (earnings tax-deferred); and optional vacation (taxable

when taken).

Supplemental pay is paid each pay period with base pay. The costs of

optional benefits ae deduoted from pay eaoh pay period. In general,

employees can start, stop, or ohange optional benefit seleotions at any time.

The new "Design Your Benefits" program began on January 1, 1983, for 6,600

employees in the LTV Aerospace and Defense Company (Vought sero products

division and Vought missiles division) and for 300 employees in LTV's

corporate headquarters. It began on Ootober 1, 1983 for 5,300 employees in

LTV's steel group (former Jones & Laughlin Steel Corporation). It began on

July 1, 1984 for 2,000 employees in the LTV Energy Produoto Company. The

program will be introduced elsewhere within L in the future.

LTV Cafeteria Results

We have now had a year and a half of experience with "Design Your Benefits"

and are confident that it is meeting our expectation.. T.e orestion of

supplemental pay has shifted an average of 4% of base pay from inflexible

base benefit dollars to the new flexible compensation source. The range is

from 2% to A, depending on age, service, and organiztional unit.

That employees reallooated the benefit dollar to better serve their needs is

confirmed by a variety of selection results for the Vought divisions#

0 45% of employees took more life insurance than they had before and

33% took les. Only 22% bought bask the same amount.
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o 33$ of employees who could buy more vacation than they had before

did so. Forty percent of employees who could buy lose than they

had before did so.

o 63% of employees who could buy more disability protection than

they had before did so. Twenty-one percent who could buy less did

go.

0 Many employees added entirely new protection under "Design Your

Benefits" that they did not have under the old program.

63% chose the benefit bank. Practically every participant

used it for health oare, 11% of participants used it for

legal services, and 7% of partioipants used it for day

care. Ninety-one percent received refunds at year-end.

- 57% chose spouse life insurance.

- 735 chose employee accident insurance.

- 50% chose spouse accident insurance.

- 37% chose tax-deferred capital accumulation.

o Bore employees even inormsed their participation in capital

accumulation options thit existed already in the old program.

Participation in the IRA increased to 31% of employees from

23%.

Participation in the regular after-tax capital accumulation

increased to 40% from 31%.

-12-



245

Two out of three employees participate one way or another in

the capital aooumulation options.

In offering 'tDesif Your Benefits" to employees, we trusted them to aseess

their own needs aid make selections. We tried to keep th. program as simple

as possible. Se,:enty-seven percent of the employees thought the program made

sense. Savouty-five percent thought the written materials were ey to

read. .Almost everyone made use of a programmed-learning workbook that

alloyvd them to calculate their first compensation statement in advance.

The compensation statement is attached to each paycheck the employee receives

and shows the employee's base and supplemental pay for the pay period and

year to date, the level of optional benefits selected, and the amount of

payroll deductions for the period and yw to date. The purpose of the

statement is to regularly remind the employee of the selections. The

employee is free to change optional benefits at ay time, subject to health

evidence requirements for life insurance and disability protection.

There is no way to prove conclusively that LTV is getting more for its

compensation dollar with "Deip Your Benfite" but it is our considered

judgement that we are getting a lot more not only because employees are

better able to allocate our compensation dollar but also because they are

actively participating nd helping themselves.

The average cost of implementing "Design Your Benefits" is about $75 per

employee. As more employees are added to the program, the average cost will

decline due to the spreading of developmental costs.

-13-
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LTV Tax Revenue Effect

There is concern among some obeorvirs about a potentially large revenue lose

that could occur as a by-product of a possible trend toward programs like

"Design Your Benefits" and possible discrimination in favor of higher-paid

employees. We would like to take this opportunity to share certain

statistics from "Design Your Benefits" that indicatewhat we believe to be

minimal impact on tax revenues to the Federal government.

First, employees are not just grabbing all the nontaxable benefits they can

get. In fact, they are actually using far less than the nontaxable benefits

they could potentially select. The average annual payroll deduction selected

by employees of the Vought divisions for nontaxble optional benefits under

Section 125 is $1,168 out of a possible $6,269. Employees

19% of the potential nontaxable benefits. The table below

type of benefit.

are selecting only

shows a suua y by

Annual

Nontaxable Benefit Option Potential

Benefit bank* $5,390

Disability income 43

Employee life insurance 185

Employee accident insurance 79

Vacation 572

$6,269

* Actual benefit bank usage is $505 for

care and $26 for legal services.

Annual

Actual

$ 584

30

165

56

333
$1,168

health care,

Percent

11%

70

89

71

58

19

$53 for dependent

A
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These figures should allay any fears that employees are selecting benefits

with the sole objective of avoiding taxable income. It should also be noted

that employees are participating equally as much in taxable options. Average

annual payroll deductions for other benefits ars employee life insurance

over $50,000 ($231), spouse life insurance ($109), spouse accident insurance

($10), and regular after-tax capital accumulation ($818). In addition, the

average annual payroll deductions for qualified nontaxble options are as

follows: tax-deferred capital accumulation under Section 401(k) ($651) and

IRA capital accumulation ($604).

Second, the estimated revenue loss for nontaxable benefits covered by Section

125 is $1 a year per employee. The average nontaxable income per employee

per year that is related to the availability of Section 125 is as follows:

Nontaxable Benefits

Benefit bank - Health care

Day care

Without With Increase or
So. 125 Sec. 125 (Decrease)

$

Legal services

Disability income* 26

Employee life insurance 185

Employee accident insurance

Spouse pension* 56

Vacation* 319

Base health insurance 2,363

$2,949

I Excludes that portion of the base be

$ 505

53

26

30

165

56

nef it

333

1,-785

$2,953

that has

$505

53

26

14

(20)

56

(56)

(578)
$ 4

remained the same.
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Based on an assumed marginal tax rate of 35% for Pederal income taxes, the

estimated annual revenue lose per employee is $1. Practically speaking,

there is no revenue loss.

In summary, we believe the experience that LTV has had with flexible benefits

indicates that employees in companies like LTV will not substantially erode

the income tax base through cafeteria plans allowed under Section 125. We

believe that Section 125, including the use of salary reduction, should

remain as an integral part of our national tax policy because it enables

employers to maximize the value of their compensation dollars by allowing

employees to choose benefits that meet their needs. We ask that programs

like LTV's "Design Your Benefits" be allowed to develop without arbitrary

limitations.

Health Care

LTV provides base health care benefits for all employees, retirees and their

dependents. To reduce overuse of the health carse system, the company has

been replacing its first-dollar insurance plans with a new plan that provides

for (1) advance approval of hospitalization and (2) cost sharing for other

health care. There is an annual deductible for non-hospital medical expenses

equal to 1% of annual base pay, followed by 20% employee co-payments. These

co-payments stop, however, when they amount, in a year's time, to 2% of

annual base pay. The design savings (about 10%) are passed on to the

employees through an addition to supplemental salary. Utilization savings

(about 10%) are retained by the company.

-16-
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The company has not offered optional health insurance plans that have varying

degrees of cost sharing for two reasons. Pirst, we wanted to obtain

utilization savings for all employees now, not just those who happen to

select the options that have a higher degree of cost sharing. Second, we

were concerned about the cost of adverse selection. We felt that employees

in poorer health would select lower cost sharing and that, no matter where we

set the price of the options, we would get "out-selected".

Benefit Bank

Redesign of health care benefits has had a major impact on employees because

it has shifted risk to them. LTV would probably not have made such a drastic

chasnte had it not been for the availabilty of a "benefit bank". With a

benefit bank, the employee may make deposits to a personal account and

request withdrawals for deductible amounts, co-payments, and other health

care expenses. The pay used for deposits and the amounts withdrawn for

health care are tax-free, just as if the company had provided health care

benefits directly. The employee has an incentive not to use his or her

account because the unused balance is refunded at year-end. The refund is

taxable.

Revenue Impact of Benefit Banks

The change to the new health care plan and adoption of the benefit bank

affect Federal revenues in two ways.

1. There is an increase in Federal revenue from corporate income

taxes due to utilization savings. These company savings amount to

about $250 per employee per year. This increases LTV 's taxable

income and generates a corporate tax liability of about $125 per

-17-
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employee per year. Design savings to the company can be ignored

because they have been passed on to employees through added

supplemental pay.

2. There is a decrease in Federal revenue due to the fact that the

benefit bank is used for more than waiat was out out of the base

health oare plan. This added usage amounts to about $225 per

employee per year. It decreases employees' taxable income and

generates an employee tax saving of about $75 per employee per

year.

The not effect is to increase Pederal revenues by about $50 per employee per

year ($125 - $75 = $50).

The Internal Revenue Service is concerned that benefit banks will decrease

Federal revenue. Though our experience and that of other companies has been

Just the opposite, there is a potential for revenue decrease in certain

situations. Por example, if a company were to introduce a benefit bank

without redesigning its base health oare plan, there would be no utilization

savings to increase the company's tax liability. In such a situation, the

benefit bank simply would be making available to employees new nontaxable

benefits. If LTV were to make a benefit bank available without redesigning

its base health care plan, there would be a Pederal revenue loss of about $75

per employee per year.

While my experience would indicate that few benefit banks have been

established without redesign of the basic health oarse plan, it is appropriate

for the IRS to be concerned about potential revenue loss.
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IRS Benefit Bank Regulations

Several solutions have been put forth to prevent this potential revenue

loss. The IRS has adopted a regulatory solution which is designed to make

benefit banks unattractive. The regulations require that deposits that

remain unused at the end of the year be forfeited. This concept is called

"use it or lose it". If allowed to continue, those regulations will

discourage the use of benefit banks as a device to ease the implementation of

more cost-effective base health care plans. The trend toward cost sharing

will be halted and perhaps reversed.

Companies will still adopt benefit banks, but employees will tend to use them

for more predictable health care expenses, such as orthodontia, elective

surgery and vision care. Employees will be encouraged to overuse health care

at year end because of the "use it or lose it" requirements, and the IRS will

lose tax revenue it would have received on year-end refunds. There is a

greater likelihood for revenue lose with this solution than without it.

Benefit Bank Cap

Various legislative proposals have been discussed that would place an annual

cap, such as 82,000, on the amount that could be paid from a benefit bank for

health care. While the cap approach is much better than "use it or lose it",

there are some problems with it. The benefit bank may lose its

attractiveness and not foster redesign of base health oarse plans. The cap

particularly hurts the employee who has incurred catastrophic expenses.

The Qualified Benefit Bank

A third approach is referred to as the "qualified plan" approach. Under this

approach, both the company's- base health care plan and benefit bank would
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have to meet certain cost-effectiveness requirements to be able to offer a

benefit bank for health oare. An a suggestion, first-dollar benefits sight

be allowed in the base plan only when there is an effective utilization

review program, benefits are for preventive oar* or benefits are for a

mandatory second opinion on elective surgery. Further, cost-sharing would

have to meet certain minimum requirements. In addition, certain exclusions

and limitations would be applied to benefit banks, similar to some of those

that exist in base health oars plans. Por example, oosmetio surgery could be

excluded and eyeglasses could be limited to $75 a person every two years. A

more detailed list of the suggested qualifications is attached.

Without benefit banks, the trend towrd cost-effective health benefits would

virtually come to a halt and might even be reversed. If qualified benefit

banks remain nontaxable, however, there will be a strong incentive for

employers with first-dollar insuranoo program to resume the redesign of

their programs. kmployors will increase the use of nontaxable oost-sha&ring

insurance if they can add benefit banks to ease the transition. They will

use the cost saving to reduce ta ble employee contributions, increase base

pay, or create a nontaxable employer contribution to the benefit bank. And,

they will allow employees to add to their benefit bank accounts through

nontaxable salary reduction under a "cafeteria" program.

The introduction of more oost-sharing (through benefit banks) will inorease

the use of nontaxable HMO's and other alternative delivery systems. HMO's

are much more appealing as alternatives to oost-sharing insurance than as

alternatives to first-dollar insurance. They are a way of retaining

first-dollar protection. So, employers will offer more MO options and more
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employees will select HMO options. Employers will allow employees to make

nontaxable employee contributions for the HMO option under a cafeteriaa"

program through salary reduction or withdrawals from benefit bank accounts.

Some employers will retain first-dollar insurance but on a qualified

nontaxable basis. They would do this through use of predetermination of

benefits, and preferred provider organizations that meet HHS utilization

review standards, inclusion of preventive care benefits, and mandatory second

surgical opinion.

Sumary

Employers have become increasingly concerned about the devaluation of their

compensation dollar that has come about through the growth of inflexibilities

in their compensation programs. In 1978 and 1980, Congress passed landmark

legislation that enabled employers to restore flexibility to their programs

through "cafeteria" benefit programs. Since January 1, 1983, LTV has offered

its employees a state-of-the-art cafeteria program. It is our considered

judgement that we are now getting a lot more for our compensation dollar

because employees are better able to allocate our dollars than we are.

Moreover, they are now actively participating in their benefit programs and

helping themselves. Benefits provided under the cafeteria law have not

reduced Federal revenues.

One important part of our program, a "benefit bank," is absolutely critical

to our efforts to manage health carse costs. In response to IRS concerns as

to potential revenue loss, we suggest that Congress consider a "qualified

plan" approach and would be pleased to work with you to develop the details.
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ATTACHMENT

Suggested Qualifloations for Benefit Banks

1. Pirnt-dollar insurance benefits must meet the requirements of a,

b, or ow

a. Benefits are administered by an employer, an insurance

carrier, or a third-party administrator that has adopted an

independent utilization review program that meets standards

established by HHS.

b. Benefits are for preventive oares, such as physical exams,

Pap smearst and teeth cleaning.

o. Benefits are for the cost of obtaining a mandatory second

opinion as to the need for elective surgery.

2. Cost-sharing insurance benefits must meet the minimum oost-sharing

requirements of a, b, or ot

a. Benefits are subject to an annual deductible equal to at

least 24 times the average straight-time hourly pay rate in

effect at the beginning of the plan year.

-1-
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b. Benefits are subject to at least 25% employee co-payments,

until the oo-payments exceed 48 times the average

straight-time hourly pay rate in effect at the beginning of

the plan year.

o. Benefits are subject to both deductible and oo-payment:

(1) An annual deductible equal to at least 16 times the

average straight-time hourly pay rate.

(2) At least 15% employee co-payments until the

co-payments exceed 32 times the average straight-time

hourly pay rate in effect at the beginning of the plan

year.

The same minimum deductible or maximum oo-payment would apply to

all employees without regard to family size. A higher minimum

deductible or maximum oo-payment could be adopted for larger

family units at the discretion of the employer.

The minimum deductible or maximum co-payment could be pay-related

at the discretion of the employer.

The same minimum deductible and maximum co-payment would apply

regardless of the scope of benefits to which they apply.
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Separate d.duotibles could be adopted for separate benefits as

long as the deduotible amounts bore a similar relationship to

their respective covered expenses and the total of the deduotibl.4

ws not less than the minimum requirement.

A schedule of benefits could be used to moot the minimum

oo-payment requirements if the average payment by employees ovea'

the scheduled amount is at least " large as the minimum

requirement.

3. Benefit banks must moet the requirements of 4, b or o

a. Health oare vithdrals ezolude expenses not normally paid

by insurance plan and Hil1'se home and vehicle improvements,

osmetio surgery, amounts in excess of reasonable and

customary charges, peoial foods, nursi and Mspecial homes,

and transportation other than ambulance service.

b. When added to insurance benefits, health oars withdrawals

are limited for (1) eyeglasses to 875 per person once every

two years and (2) orthodontia to $1,000 for each person.

c* Unused deposits in benefit banks are non-forfeitable and

refunded at year-end in the form of cash or transfer to a

capital accumulation plan.

The entire health care benefit program would have to qualify under these

rules for the benefit bank to be nontaxable.

-3-
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STATEMENT OF ROY B. HOWARD, ASSISTANT VICE PRESIDENT,
PERSONNEL, BELLSOUTH CORP., ATLANTA, GA

Mr. HOWARD. Mr. Chairman, I appreciate the opportunity to
appear before the subcommittee to present my company's views on
the fringe benefit issues which you have raised.

I am Roy B. Howard, and I am assistant vice president for indus-
trial relations for the BellSouth Corp. in Atlanta, GA, which is, as
you know, one of the seven regional holding companies established
as a result of the AT&T divestiture. I have been an employee of the
Bell system for about 35 years, the last 15 of which I have been
involved in personnel administration, either planning, negotiating,
or administrating benefits for either Southern Bell, AT&T, or the
BellSouth Corp.

BellSouth and its subsidiaries employ 97,000 people, of whom ap-
proximately 50 percent are female, and 19 percent are minorities.
In addition, we have 25,000 retired employees who participate in
most of our benefit plans. Seventy-one percent of our employees
are covered by collective-bargaining agreements. Among our bene-
fit plans are two qualified, defined benefit pension plans, two quali-
fied thrift plans, a qualified section 401 thrift plan, self-funded and
insured long-term disability plans, self-funded employer and em-
ployee paid medical care and dental plans, several nonqualified de-
ferred compensation employee incentive plans.

All of our employees are eligible to participate in all of our quali-
fied plans on the same basis, and all plan benefits are provided uni-
formly. In providing employee benefits to approximately 122,000
people, BellSouth benefits Planning and administrative costs
amount to approximately $17.1 million annually, even though our
administrative costs are minimized as much as possible because of
our profit motive.

We would like to suggest several principles which we believe
Congress should follow in designing tax incentives for employee
benefits. First, tax incentives should be provided for benefits which
Congress will be pressured to sponsor, if they are not sponsored by
the employer. Second, tax incentives also should be provided for
benefits which encourage productivity and the cost effective provi-
sion of employee benefits. For example, we heard several times this
morning that tax incentives should be provided when employers re-
train and relocate economically displaced employees. Third, tax in-
centives for employee benefits should not be subject to administra-
tively complex and costly rules. Fourth, we believe that the most
significant and potentially the most troublesome condition or re-
striction imposed on employee benefit tax incentives is the require-
ment that employers benefit plans satisfy regulations issued by the
Internal Revenue Service. We would prefer that future employee
benefit legislation not-contain a broad realm of regulatory author-
ity and that statutes passed by Congress contain all of the material
terms and conditions affecting those incentives. Finally, BellSouth
strongly endorses congressional efforts to assure that benefits are
provided to all employees of an employer.

Tax incentives for employee benefits are not a wasteful Govern-
ment expense, if structured according to the principles outlined
above. As noted, our administrative expenses for our benefits pro-
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grams are large, although we are as efficient in admistering our
plans as possible. If we and other employers did not provide these
benefits, Congress might be pressured to provide the benefits
through federally sponsored programs, which in essence would
entail your assumption of our administrative expenses. Also unlike
the Federal Government, we are able to tailor our benefits as you
have mentioned to the needs of our particular employees and to
monitor wasteful overutilization of these benefits by the recipients
and overcharging by the suppliers.

We appreciate the opportunity to express our views on these
issues and welcome future opportunities to discuss specific pro-
grams.

Senator PACKWOOD. Thank you.
[Mr. Howard's prepared written statement follows:]
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STATEMENT OF BELLSOUTH CORPORATION BEFORE THE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT, HEARINGS OF THE SUBCOMMITTEE

ON JULY 26 - JULY 30, 1984

Prepared by Mr. Roy B. Howard,
Mr. Clyde V. Manning, and
Randy L. New, Esq.
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SUMMARY QOP PRINCPAL POT=

I. The Type of Tax Tnt-entiven whigh Should be Proided,

A. Tax incentives should be provided to the employer for
benefits which Congress will be pressured to sponsor if they are
not sponsored by the employer.

B. Tax incentives should be provided for benefits which
encourage productivity and the cost-effective provision of
employee benefits should be fostered.

C. More distinctions should be drawn between large and small
employers and between employers with union-represented employees
and those without.

D. Specific incentives should not be subject to.
administratively complex and costly rules.

E. Employers should be encouraged to be fiscally responsible
in providing employee benefits.

II. The level of TaX Incentiveu which Should be Provided.

Congress should provide incentives at a level to motivate
employers to spend scarce corporate dollars on benefit programs.

III. Condinona or Saegrictionn which Should be Placod on Tax
TnInt±Mu.

A. Abuse of tax incentives by the highly compensated
business owner should be stopped.

B. Restrictions on advanced funding should not be imposed.

C. Favorable tax treatment should be conditioned on the
establishment of a trust to hold benefit dollars.

D. No future employee benefits legislation should contain a
broad grant of regulatory authority.

IV. TheEffnct of Exi1ntin Rulga on Pefpt of Benefta by all

BellSouth encourages Congressional efforts to assure that
benefits are provided to Al employees.

V. Cont Comnari on among Employer Provided. TaY-Favored lennfite,
Q. inmat Prouidd enfitat n mplover-Provided Benefit4 a aUi

Taxable Basist and mfoyee-Pucthaed Reneflta.

A. The provision of employee benefits by the employer on a
non-taxable basis maximizes the employee's selection of benefits
over current cash compensation.

B. Any system of providing medical benefits or other
employee benefits should incorporate co-insurance or some feature
of employee choice and cost participation.
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STATEMENT OF BELLSOUTH CORPORATION BEFORE THE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT, HEARINGS OF THE SUBCOMMITTEE

ON JULY 26 - JULY 30, 1984

BellSouth Corporation ("BellSouth") is vitally

interested in the Subcommittee's general questions concerning

federal tax law support of employee fringe benefit programs. We

hope to provide you with the perspective of a large employer with

,A.long history in employee benefits on the federal taxation of

employee benefits and to recommend changes in the status quo so

that the federal government's tax dollars "purchase" the largest

possible amount of employee benefits. While we appreciate this

opportunity to inform you of our general perceptions, we would

appreciate additional opportunities in the future to communicate

with Congress and Congressional staff members in a formal way

when specific changes in the federal taxation of employee bene-

fits are considered. We have attempted to answer the broad

questions asked by the Subcommittee in its news release of June

4, 1984, albeit not necessarily in the order in which the

questions were presented.

As you may know, BellSouth, a Georgia corporation, is

one of the regional holding companies established as a result of

the divestiture of American Telephone & Telegraph Corporation.

Two of our subsidiaries, Southern Bell and South Central Bell,

are corporations which provide local access telephone services to

the American public in-nine states: Georgia, Florida, Alabama,

Mississippi, Tennessee, Kentucky, South Carolina, North Carolina

and Louisiana. BellSouth and its eighty percent or more owned

subsidiaries employ 97,000 people of whom approximately 50% are



262

female and 191 ace minorities. In addition, 25,000 retired

employees participate in some or all of our employee benefit

plans. Seventy-one percent of our employees are covered by

collective bargaining agreements. We understand that we would be

rated by Fortune 500 as the twelfth largest corporation in the

United States were a rating based on assets. Our economic

viability and employment opportunities are important throughout

the southeast.

The Bell System, of which BellSouth used to be a part,

historically encouraged employees to save for retirement. We

have continued that tradition and appreciate federal tax incen-

tives provided by Congress which have assisted our efforts. A

variety of employee benefits are provided to employees of the

BellSouth controlled group of corporations, although not all of

our corporations' employees participate in all plans. Among our

benefit plans are two qualified defined benefit pension plans,

two qualified thrift plans, a new qualified Section 401(k) thrift

plan which we have adopted on a limited basis, self-funded and

insured medical benefit plans, self-funded short-term disability

plans, self-funded and insured long-term disability plans, a

welf-funded vision care plan, self-funded and employee-paid den-

tal care plans, and several nonqualified deferred compensation

and employee incentive award plans. Union-eligible employees and

the lowest paid two-thirds of all nonunion-eligible employees

constitute 90% of our total employee population. All of our

employees are eligible to participate in all of our plans on the
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same basis, and all plan benefits are provided uniformly.

Obviously, the variety of employee benefits provided to employees

and our "investment" in employee benefit programs which are

affected by federal tax laws means that we are concerned with

each question which the Subcommittee raised in its press release

of June 4, 1984.

I. THE TYPE OF TAX INCENTIVES WHICH SHOULD BE PROVIDED.

We certainly believe that the tax law should continue to

encourage employers to provide certain employee benefits.

Several basic principles should be followed. First, tax incen-

tives should be provided for those benefits which inherently will

be provided by the federal government if they are not provided by

the employer. These benefits include retirement, disability,

medical and death-type benefits, the last of which the federal

government would be called upon to replace by providing

survivor's benefits. Tax incentives also should be provided for

benefits which encourage the productivity of the American worker;

for example, benefits which allow rank-and-file employees who

havp been economically displaced by mechanization to be retrained

and which allow companies to relocate employees where they can be

.more productive and better compensated. In our opinion, Congress

generally has encouraged these two types of employee benefits;

however, the unwillingness of Congress in this session to exempt

employee relocation programs from coverage under the new discount

and interest-free loan provisions of the Deficit Reduction Act of

-3-
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1984 and its unwillingness to extend the exclusion from

employees' gross income of payments by employers under educa-

tional assistance programs illustrate that Congress perhaps could

do more to consider the importance of employee benefit programs

in encouraging productivity. We only relocate employees when we

believe that productivity will be increased or that some other

important corporate goal will be advanced; thus# tax incentives

for our relocation benefits are not wasted on employee transfers

which lack a real impact on our efforts to produce high-quality,

low-cost telephone service. Similarly, the elimination of the

educational assistance credit occurs at the same time that we are

negotiating with the Communication Workers of America to assume a

major portion of the burden for retraining employees and

increasing their productivity.

The second principle we believe should be followed is

that tax incentives should encourage the cost-effective provision

of employee benefits. The cafeteria plan approach to employee

benefits sanctioned by Internal Revenue Code ("Code") Section 125

ic an example of cost-effectiveness; however, the recently-issued

"use it or lose it" Treasury Regulations restrict the utility of

cafeteria plans as we discuss below. Cafeteria plans are cost-

effective in large part for the same reason that the Bell

System's, and now BellSouth's, thrift plans are cost-effective,

that is, they involve the employee in the purchases of benefits

and make the employee a more educated consumer. Also, the admi-

nistration of certain benefits are not cost-beneficial, and our

employees' abilities to take advantage of some tax incentives

-4-
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are hampered by restrictions which we feel are unnecessary.

For example, the deferral percentage test applicable to Code

Section 401(k) plans adds unnecessary administrative expense co

our defined contribution thrift plans which do not, and never

will, discriminate because of the large plan participation by

rank-and-file employees. The requirement that we amend our plane

to include the top-heavy plan rules, despite the clear fact that

our plans will never be top heavy, is another example.

The third principle which we would urge Congress to

follow in designing and restructuring benefit tax incentives is

that more distinctions should be drawn between large and small

employers and between employers with union-represented employees

and those without. The restriction that incentive stock option

plans receive shareholder approval, a problem for large employers

as discussed below, is one example. We also fail to understand

why our funded welfare plans should be restricted as provided in

the Deficit Reduction Act of 1984 since (1) the Act also imposes

an excise tax on "disqualified benefits" to key employees, which

we perceive to be the real problem, and (2) since-the Senate bill

contained an acceptable alternative proposal which taxed excess

reserves in top-heavy welfare plans, a concept which could have

reached those funded welfare plans used by small employers and

professional corporations only as a device to defer more "owner"

compensation. Unlike the owners of many professional cor-

porations, neither BellSouth's owners nor BellSouth expects to

receive the ultimate benefit of any moneys held in any welfare

benefit fund, yet we face the administrative expense of

-5-
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interpreting and implementing this complex law and we face the

inevitable cutback in funding certain benefits which the Act

will cause. In contrast, the Code Section 416 top-heavy rules

applicable to qualified retirement plans recognize the distinc-

tion between large and small employers and union and nonunion

employers.

Large, publicly-owned employers such as BellSouth suffer

from the perception that tax-favored benefit programs are often

disguised shareholder dividends or tax shelters for the wealthy

-- a perception which may or may not be true as to other types of

employers. Perhaps this perception arises in part from a failure

to understand the economics of employee benefits in a large,

unionized employer. If BellSouth receives a credit or advanced

deduction for providing an employee benefit, the tax savings

really do not ever inure to the benefit of our shareholders.

Before the credit or deduction is received, we have made an irre-

vocable commitment to spend a sum of money to provide a benefit

to our employees. A credit never exceeds our cost in providing

that benefit. An advanced deduction for a benefit to be provided

in the future only compensates BellSouth for a real current loss

of an equal amount of money since our unions and our status as a

publicly-traded employer will prevent any money committed to a

benefit from reverting to BellSouth or its shareholders. If a

benefit is made taxable to the employee, in whole or in part, we

generally will be pressured by our union and our employees either

to "gross-up" the employee's salary or wage to neutralize the

benefit's effect on his or her gross income or to eliminate the
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benefit. For example, we "gross-up" most of our payments to all

of our employees for their relocation expenses (i) because moRt

of their expenses will be in excess of the Code Section 217

dollar limits on deductibility of moving expense reimbursements

and (ii) taxation of expenses in excess of those limits may block

relocations and impair resultant productivity increases. In

short, the economic and business pressures affecting our employee

benefit plan choices are not the same as the pressures affecting

other employers, least of all, professional corporations, and we

ask for Congressional support in recognizing those differences in

designing tax incentives for employee benefits.

The fourth principle which should be followed in pro-

viding tax incentives for employee benefits is that specific

incentives should not be subject to administratively complex and

costly rules. The complexity of administration and costs of

compliance with the Section 401(k) discrimination tests have been

discussed. As another example, the requirement that an incentive

stock option plan receive shareholder approval presents problems

in a large, publicly-held corporation such as ours where

shareholders' meetings cannot be concerned with relatively minor

corporate affairs. This particular requirement is anomalous

since shareholder approval of other compensation programs#

including other tax-favored compensation plans, generally is not

required. Of course, the shareholder approval condition imposed

on incentive stock option plans may be useful as a policy tool in

the small corporation setting, especially in the case of pro-

fessional corporations, where an increase in executive

-7-
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compensation occurs only at the expense of compensation for rank-

and-file employees; however, no such economic principle applies

in a corporation such as ours where the group that might receive

an incentive stock option earns a miniscule percentage of total

employee compensation, and the condition only contributes to our

unwillingness to adopt an incentive stock option plan.

The fifth and last principle which Congress should

follow in designing employee benefit tax incentives is that

Congress should encourage employers to be fiscally responsible in

providing employee benefits. Advanced funding of retirement

benefits such as medical, death, and other benefits, and advanced

funding of nonretirement benefits promotes fiscal responsibility

by employers. Yet, a trend to decrease employers' abilities to

fund benefits in advance is evident from the reduction in the

Code Section 415 limits contained in the Tax Equity and Fiscal

Responsibility Act of 1982 and the complex rules limiting

advanced funding of welfare benefits contained in the Deficit

Reduction Act of 1984. Advanced funding is a fiscally respon-

sible action by BellSouth because current rate payers and not

future generations of rate payers should pay the cost of employee

benefits to current employees. Moreover, demographic trends of

more retirees being supported by fewer working employees support

advanced funding since advanced funding will offset the slow but

steady increase in our liability for future employee benefits

which occurs each year. Finally, a real danger Of the welfare

benefit plan funding limitations will appear when employers

experience low-profit and no-profit years and, as a result,

-8-
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decrease those employee benefits which would have been unaffected

ha advanced funding been allowed to occur.

II. THE LEVEL OF TAX INCENTIVES WHICH SHOULD BE PROVIDED.

The five principles outlined above indicate the type of

benefits which should receive'tax incentives and the optimum

design of those incentives. The Subcommitee also has asked what

level of tax benefits is appropriate. We favor no significant

limitation on the level of benefits which are tax-favored.

Restricting the amount of a deduction for a particular benefit

expense is not helpful in our case since our competitive environ-

ment and our obligation to negotiate with our unions determines

in reality the total amount of compensation which we must pay to

each employee. Our choices only are to pay current, deductible

compensation, which does not save the federal government any

future benefit expense or encourage changes which increase future

productivity, or to "pay" deferred compensation or employee bene-

fits which accomplish both of those goals. While tax credits,

unlike deductions, are truly economically advantageous to

BellSouth and should be limited to the amount necessary to per-

suade us to provide particular benefits, any restriction of

existing tax credits for employee benefits or a refusal to

increase them or create new ones where advisable decreases our

incentive to provide employee benefits. Eliminating the existing

exclusion from the gross income of an employee of any benefit

creates pressure on BellSouth either to "gross-up" the employee's

salary, thereby increasing telephone rates because of our
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heightened compensation expense, or to discontinue the benefit,

thereby adversely affecting our employee relations and possibly

our productivity.

In short, Congress should provide a level of credits,

deductions, and exclusions for employee benefits which is ade-

quate to offset the employers' costs in providing those benefits

and to adequately motivate employers to spend scarce corporate

dollars on benefit programs. We realize that credits, current

deductions, and exclusions for employee benefits are perceived to

have short-range, negative net revenue effect. However,

increased reliance on employers to provide fringe benefits has

at least two positive, offsetting effects. First, benefits can

be delivered by employers more economically than by the federal

government because (1) employers are in a better position to

tailor benefit programs to specific employee needs, depending

upon the ages, working conditions, socioeconomic status, and

other characteristics of their employees, (2) the volume of busi-

ness generated by a corporation of our size provides us with the

purchasing power to buy benefits at the lowest possible cost, and

(3) as the number of persons who belong to a particular benefit

plan grows smaller, each person's benefit costs affect benefit

prices to a great degree, and each person becomes more sensitive

to the need to avoid wasteful overutilization. The latter reason

for favoring employer-provided benefits is important since

employees too often fail to discern the cause-effect relationship

between overuse and abuse of federally-funded benefit programs

and their individual tax liability. Second, if nothing else,
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providing tax incentives for employer-provided benefits saves the

federal government the expense of administering federally-

provided benefits. In providing employee benefits for approxima-

tely 122,000 people, BellSouth's benefit planning and administra-

tive costs, excluding pension trust fund management costs, on an

estimated annualized basis for 1984 equal $17.1 million. Our

pension fund administration costs are $10.5 million. While these

costs are significant, the benefit administration costs are less

than 2% of the total costs of bvnefits delivered to participants,

and our treasurer's administration costs are less than .2% of the

value of the trust fund. Of course, our administrative costs are

minimized as much as possible because of our profit motive, and

the federal government's experience in providing replacement

benefits probably would not be as favorable.

We regret our inability to inform you of the specific

tax incentive level which will produce a particular benefit

program from BellSouth. As noted, we welcome the opportunity to

comment on specific reform proposals at a later date. Obviously,

consideration has been given to tax incentive levels in choosing

and bargaining the benefit programs which BellSouth maintains and

which were previously listed; however, you should only conclude

from our willingness to maintain those plans that federal tax

incentives are marginally sufficient. While we have no plans to

abandon any existing benefit plan, assuming present tax incen-

tives levels and rules are ma..,tained, BellSouth's plan choices

are and will be sensitive to changes in federal ta incentives.

As a final comment on the level of tax incentives, if Congress is
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truly concerned with assuring that rank-and-file and disadvan-

taged employees benefit significantly from tax-favored employee

benefits programs, then restricting either our ability to deduct

currently employee medical benefits or the employee's ability to

exclude medical benefits will be counterproductive. This is true

because an employee's medical costs as a percentage of total com-

pensation are higher as the employee's total compensation

decreases, thus, lower paid employees currently benefit dispro-

portionately from our tax-favored medical benefit plans.

I1. CONDITIONS OR RESTRICTIONS WHICH SHOULD BE PLACED ON TAX

TNCIr1TIVS?

While the need to minimize administrative costs and non-

functional conditions in designing federal tax incentives for

employee benefits has been discussed generally, BellSouth favors

certain specific statutory restrictions and conditions and oppo-

ses others. BellSouth supports efforts to curtail abuse of tax

Incentives by the highly conperisated business owner; for example,

we always are amenable to the restriction that benefits must be

provided as a uniform percentage of pay since we generally are

more favorable to lower-paid employees. If antidiscrimination

rules are clearly elucidated in the statute and reasonable, we

support them as well. BellSouth opposes any restrictions on

advanced funding because they prevent future benefit coats

savings and hamper prudent management of future costs, as

discussed before. Conditioning favorable tax treatment on

establishment of a trust to hold benefit dollars is acceptable,

although BellSouth's need to manage trusts in a conservative
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manner because of its position as a publicly regulated utility

causes problems when we are forced to interpret the extremely

vague prohibited transaction rules.

BellSouth strongly supports tightening of the rules con-

cerning the Pension Benefit Guaranty Corporation. Specifically,

federal insurance premiums should be risk-rated such that

employers who fund their plan above the minimum funding standard

pay lower premiums. Plan funding and plan termination rules

should be upgraded to minimize the risks that employers, such as

BellSouth, will indirectly absorb other employers' pension liabi-

lities.

Finally, the most significant "condition" or

"restriction" which often is imposed on employee benefit tax

incentives is the requirement that the employer's benefit plan

satisfy regulations issued by the Internal Revenue Service.

Increasingly in the future# when Congress designs a tax incentive

package for a particular benefit that includes the prospective

issuance of "clarifying" Treasury Regulations, we feel Congress

will discover little or no employer interest in providing the

benefit until and unless broadly based, #final regulations are

issued. The proposed regulations interpreting Code Section 125

cafeteria plans have been a lesson to employers. As you know,

many employers have used cafeteria plans to effectuate health

care coot savings and deliver a cost-effective benefit to their

employees, as we previously discussed. We planned to adopt such

a plan but awaited the issuance of regulations. Now, with the

Internal Revenue Service's insistence on the "use it or lose it"
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approach in cafeteria plans, the value of these plans to us and

to employers who have used them in the past is minimized. Not

only were the proposed regulations delayed for an inordinate
0

amount of time after enactment of Section 125, the Internal

Revenue Service first indicated retroactive disqualification of

zero-based reimbursement accounts which were arguably within the

vague language of the statute. BellSouth's legal counsel

recently drafted a cafeteria plan which strictly conforms to the

,proposed regulations and, as a result, met only a part of our

needs. Moreover, despite scrupulous adherence to available

authority, our counsel is unable to opine that the plan avoids

the constructive receipt doctrine which Code Section 125 statu-

torily waives. ;T

As further evidence of the effect of this de facto con-

dition, many employers of whomwze are aware have Section 4bl(k)

plans which allow for in-service distributions to employees upon

hardship. Yet, we still do not have benefit of the Service's

official interpretation of the scope of the hardship exception to

the prohibition against in-service distributions from Section

401(k) plans, and, needless to say, we will not make any hardship

distributions In the interim. Almost every employee benefit pro-

vision of the recently-enacted Deficit Reduction Act of 1984 with

which we are concerned contains the ubiquitous Treasury

Regulations proviso. We would prefer that future employee bone-

fits legisalion not contain a broad grant of regulatory

authority an that statutes passed by Congress contain all the

material terms and conditions affecting those incentives.

-14-



275

IV. THE EFFECT OF EXISTING RULES ON RECEIPT OF BENEFITS BY
ALL EMPLOYEES.

BellSouth does not oppose any Congressional efforts to

assure that benefits are provided to all employees of an

employer, whether through rules such as the minimum participation

and vesting rules which apply to qualified retirement plans or

through simple, mathematical antidiscrimination rules. However,

we do object to discrimination rules such as the Code Slection 125

rules which are more complex than meaningful in guaranteeing

benefits to rank-and-file employees. For example, if BellSouth

provides all employees with an equal opportunity to select among

'a cafeteria plan's permissable benefits, why should we be

required to insure nondiscriminatory selection of benefits by

employees? We can only insure such a selection by examining

cafeteria plan election which already have been made during a

plan year and by making unfair, retroactive adjustments.

While supporting the current Congressional attempt to

assure provision of benefits to rank-and-filo employees,

BellSouth questions the advisability of the decrease in the Code

Section 415 dollar amount limits and the postponement of the

cost-of-living,adjustment in those limits both contained in the

Tax Equity and Fiscal Responsibility Act of 1982. Since the

total amount of compensation and benefits which we must pay to

our top executives due to marketplace pressures remains constant,

notwithstanding tax law changes, the dollar amount and cost-of-

living changes have forced BellSouth to increase its use of

nonqualified deferred compensation plans for executives.
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V. COST COMPARISON AMONG EMPLOYER-PROVIDED, TAX-FAVORED
BENEFITS; GOVERNMENT-PROVIDED BENEFITS; EMPLOYER-PROVIDED
BENEFITS ON A TAXABLE BASIS; AND EMPLOYEE-PURCHASED BENEFITS.

Although no statistical data is available in our records

by which we can compare the selection of employee benefits by a

broad cross section of our employees if the benefits are alter-

natively (I) government-provided, (ii) employer-provided on a non-

taxable basis, (iii) employer-provided on a taxable basis, or

(iv) employee-provided, our general experience with our employees

in designing and administering employee benefit plans is that the

provision of employee benefits by the employer on a nontaxable

basis maximizes our employees' selection of employee benefits

over current cash compensation. For example# as a logical propo-

sition, more employees will elect immediate cash compensation

instead of "planning" for medical expenses through participation

in a comprehensive medical expense benefit plan it tax savings

are not involved and the employer pays little or none of the cost

of the benefit directly. Moreover, the less income that the

employee receives during the year, the more likely he or she is

to ignore the advantage of participation in a good medical

insurance or medical benefit program. Thus, a shift to an

employee-purchased medical benefit system or a system in which

the employer provides medical benefits on a taxable basis would

result in less participation, especially by lower-paid employees.

Concomitantly, as the number of benefit plan participants

decreases, the price of medical coverage for each remaining par-

ticipant increases because only persons significantly at risk

select coverage. Additional government-provided medical
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benefits, the last alternate, seems an unwise policy choice given

the problems which plague the existing Social Security system and

the Medicare and Medicaid systems.

Notwithstanding the foregoing, any system of providing

medical benefits or other employee benefits should incorporate

co-irfurance or some feature of employee choice and cost par-

ticipation In order to minimize overutilization and to

demonstrate to the employee the relationship between his or he

individual benefit cost and the price of purchasing the benefit

in the future. We already have explained that removal of the tax

incentives currently provided to our employee benefit programs

will merely result in increased costs to us and, therefore, to

increased telephone bills since we will be unable, for business

reasons, to decrease significantly the benefits which we provide

to the employee on a tax neutral basis.

VI. SULMMARY.

As stated, we appreciate the opportunity to express our

views to thu Subcommittee on the tax incentives which should be

provided tn employers who provide employee benefit programs and

to employees who participate therein. If you have specific pro-

posals or questions, we, again, would appreciate the opportunity

to express our views.
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Senator PACKWOOD. Let me ask each of you to respond to one
question. How important is this issue to the very top level manage-
ment? Let me preface it by saying this: I understand when an issue
comes along and it affects an industry and they lobby it heavily. In
addition to their company lobbyists and trade association lobbyists,
they will retain some of the very good private lobbyists in this
town-the Charlie 'Walkers, the Bill Diefenderfers, the Timmons,
and Corrologuses-that type of group. I saw it on syndication, in-
volving whether or not the television networks or the movie indus-
try was going to keep the money from syndication rights. I saw it
on the tax bill in 1981 when we were talking about 10-5-3. The 10-
year depreciation on property, and 5 years on personal-and 3
years on cars. Whenever it is really important to the business, the
presidents and the chief executive officers come here and call us up
and hire all of the lobbyists that are available beyond their normal
lobbyists. That has not happened on this issue, nor does it happen
with the trade associations-the NAM, the Chamber of Com-
merce-do not take the strong position on this. Is that because this
issue isn't quite of sufficient importance to the corporations that
they will devote the lobbying resources to it that they will to other
issues? I will start with Mr. Howard, and then just go across.

Mr. HOWARD. We are sort of a new kid on the block in this issue,
and I think our particular corporation misjudged what would
happen. We really felt that the lobbying effort that was going on-
conducted by many groups-would be effective. We somewhat lent
our efforts to those groups, thinking they were going to carry the
ball, but I can assure you that the top management of our company
is seriously concerned about this for two reasons. First of all, we
are concerned about the productivity and morale of our employees,
all 97,000 of them, because they have to be productive. Employee
benefits are very important in that issue. And the other one is that
it hits us in the pocketbook. So, we know in dealing with the union,
if this becomes tax, then we are going to have pressure by the
union to gross up to offset that tax. So, for those two reasons, it is a
very important issue. We will do a better job from here on.

Senator PACKWOOD..I might say that the unions have used their
very top people on this. To them, this is one of their two or three
highest priorities and they lobby this to the full extent of the pres-
sure they can bring. I did not quite find that true with this issue.
Mr. Biggins.

Mr. BIGGINS. LTV has been expending extensive resources on
lobbying employee benefits, and particularly cafeteria plan benefits
and benefit banks, but it has been mostly done internally, which is
true of even other lobbying efforts. We have a fine staff in Wash-
ington, and they have been working very hard over the last year or
so on this subject, and it is very important to LTV and it is impor-
tant to the chairman of the board of LTV, and he has been person-
ally in contact with Senator Bentsen in Texas, and it is something
of considerable concern to us.

Senator PACKWOOD. I don't want to give you a misimpression.
Both the Association of Private Pension and Welfare Plans and the
Society of Benefit Administrators lobbied this well, and they are
good organizations. For some reason, business just did not bring the
pressure and clout on this for whatever reason they bring to other
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issues. The impression that leaves in the minds of the Members of
Congress is that this issue 'sn't quite that important to them.

Mr. BIGGINS. I think it is an organization problem. I think it is a
matter of the APPWP and ECFC and the other organizations-
Washington Business Group on Health-who are involved in lobby-
ing, getting us a particular effort together on this, and I wouldn't
be surprised if that might not happen because it does require a spe-
cial effort. And a lot of the people in those organizations tend to be
specialists as opposed to lobbyists, and they need to go the next
step, I think, and actually retain the kind of lobbyists that you are
talking about.

Senator PACKWOOD. Mr. Winters?
Mr. WINTERS. I think in the case of the life insurance industry-

certainly in the case of the Prudential-there are a couple of
forces. I would start by saying that these issues are very important
to us. There is not an awful lot of technology in the life insurance
business. It is a people business, and it is vital to us that we be able
to use resources wisely, effectively, to hire, retain, and motivate
our employees because that is the success of the organization.

I think the reason you have not seen-a couple of the reasons at
least that you have not seen-us vigorously on this subject are,
first-as you are well aware-in the Deficit Reduction Act, we had
our own income taxation very much at issue, and we worked that.
Second, the employee benefit issue really has only recently devel-
oped any sharp point. There has been a gradual erosion of the com-
mitment to stability, to predictability, to at least implicitly agreed
upon policy for employee benefits. I think we were rather rudely
awakened when the IRS issued the tentative regulations on benefit
banks and flexible savings plans. We were in the process of devel-
oping a cafeteria plan. We wanted to use it as a vehicle, as Mr. Big-
gins described, to introduce more cost-containment measures in our
plan and also to extend the plan to some benefits which had not
previously been included. We have not yet figured out any way to
make that step forward without the appeal to the employees of a
benefit bank or something like it. I was interested in the third al-
ternative which Mr. Biggins put forward, and I want to pursue it
some more. But I think that perhaps the biggest single factor has
been the lack of any sharp point on the Issue from the viewpoint of
employers.

Senator PACKWOOD. Could it be this? For whatever reason-and I
have got my own theories but I can't prove them-but things
looked easy for a while. For example, when Jack Curran of the
labors union came to me with the issue of prepaid legal. He said we
will take care of it. We went through the energy crisis, and we
added van pooling. We added educational assistance, and all of
these by and large had administration support in those days.
Whether it was the Ford -administration or even a couple of them
in the late Nixon administration, or the Carter administration, and
it looked like it would not end. If it was something that was gener-
ally regarded as philosophically good for the broad mass of employ-
ees, we would encourage it. I began to see in the last 2 or 3 years a
change in that philosophy. What you are saying is that business
may have been more or less blindsided-they didn't see this change
coming.
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Mr. WINTERS. The word blindsided suggests that somebody took
advantage of us. If we missed it, I think it is our own fault. I must
say I was very disappointed to hear Secretary Chapoton report
what seemed to be such a strong consensus on the part of the ad-
ministration that benefit banks are bad, they cost revenue, and
they do not serve to contain costs. I am not aware that there is
anywhere near enough evidence yet to demonstrate that, in effect,
as you will see---

Senator PACKWOOD. But the evidence is the other way.
Mr. WINTERS. Yes.
Senator PACKWOOD. By and large, apart from the whole philo-

sophical concept that these ought to be taxed. The only examples
that are ever used are the very specific examples of the small cor-
porations devising plans to take care of their officers and twisting
the Tax Code to their advantage. That we can take care of. That
isn't hard to take care of with the nondiscrimination rules, and
every one of your businesses and 99 percent of the other businesses
support those kinds of rules. We have no problem with that. When
you heard Mr. Chapoton talk today, you were hearing a philosophi-
cal objection. Several times during the debate on this issue, he
freely admitted that even if we took care of all of the specific
abuses that would not change the administration's position.

"Mr. BIGGINS. I think one indication of their approach to this is
that they refer to reality-actual cases-as anecdotal, which is
kind of, I guess, an academic way of putting something down. But
they really failed. They close their eyes to the actual experience
that is available to them. They ask for it and, in fact, it is being
given to them, but I don't think they really look at it.

Senator PACKWOOD. That is very common to our way of thinking.
We are much more inclined toward inductive rather than deduc-
tive reasoning. You take a specific and you reason to a conclusion.
You know, Three Mile Island has a problem and that is what is
wrong with the nuclear industry. Well, that isn't what is wrong.
Or, four nuns get murdered in El Salvador. Now, despite the fact
that at least the alleged culprits have been caught and sentenced,
we say that is what is wrong with El Salvador. Well, that isn't the
only problem that exists. There was a fascinating article about 2
months ago. It was on the 30th anniversary of the battle of Dien
Phien Phu, interviewing both of the generals who are still alive--
General DeCastrase in France and General Gap in Vietnam, as to
their view of the battle. The French, 14,000 of them, were en-
camped on the valley in Dien Phien Phu, hills all around them.
General DeCastrase indicated we weren't worried about the hill-
sides because we knew there was no way to get there-there were
no roads. General Gap's view was, when I saw the French were
going to stay on the floor of the valley, I thought to myself how can
we get artillery to the hillsides. For anybody who has traveled
through Asia and seen their extraordinary use of manpower, it was
clearly not beyond their thinking to disassemble every one of those
pieces of artillery and haul them up and down trails and reassem-
ble them on the mountainsides. When you saw the map of the final
battle, the French were just surrounded with artillery on all sides.
After a long bombardment, they had to surrender. What I discover
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is that we are faced with people who are going to use specific ex-
amples, and say that is what is wrong with benefit plans.

I suppose no matter what kind of curative legislation we pass,
somebody is going- to figure out some loopholes to abuse it. We have
never drafted perfect statutes yet, and unless we have a broad-
based lobbying effort, the evidence that you have all laid down
today of the thousands of employees covered on a nondiscrimina-
tory basis, is the kind of evidence that we need. I have that evi-
dence. Few others have it, but it has got to be lobbied at the very
highest level to bring that point home, and especially more on the
Ways and Means Committee. Between the battle, we won it here
and lost it in the Ways and Means Committee. Nothing will make
a greater impression on a Member of Congress than the president
or CEO of a corporation headquartered in that district employing
lots of people in that district. Calling up the member on that com-
mittee and saying, listen, let me tell you how this affects your con-
stituents. Mr. Hankins, I didn't even let you talk. I apologize.

Mr. HANKINS. I am sure this is a very important issue to us and
to our management. We have uniform benefits all the way
throughout the company, from the president on down. So, there is
a selfish as well as a managerial concern. I don't think that we are
probably staffed and postured to do as much lobbying as perhaps
we should. We have a very small corporate office, and I think it is
probably my fault that the president hasn't been more concerned
about this. He has got an awful lot of things to be concerned about
in general, and I am the director of employee benefits, and I should
be in thr'e firing him up on this.

Senator PACKWOOD. I will make you a bet. I don't think this is
going to happen, but, if Vice President Mondale gets elected and
one of his tax programs was a 5-percent increase in the corporate
income tax, every major CEO in this country would contact every
one of us on the Finance and Ways and Means Committees in op-
position to that.

Mr. HANKINS. You are absolutely right. We will see what we can
do.

Senator PACKWOOD. Thank you. I would appreciate it. Gentle-
men, thank you very much.

Mr. BIGGINS. Thank you, Senator.
Senator PACKWOOD. We will conclude today with a panel consist-

ing of David Hurd, the senior vice president from Bankers Life in
Des Moines; Philip Briggs, the executive vice president of Metropol-
itan Life Insurance; Allan Press, trustee of the National Associa-
tion of Life Underwriters; and Mary Nell Lehnhard, the vice presi-
dent of Blue Cross and Blue Shield.

Mr. Hurd, good to see you again.

STATEMENT OF G. DAVID HURD, SENIOR VICE PRESIDENT, THE
BANKERS LIFE, DES MOINES, IA, ON BEHALF OF THE AMERI-
CAN COUNCIL OF LIFE INSURANCE AND THE HEALTH INSUR-
ANCE ASSOCIATION OF AMERICA, WASHINGTON, DC
Mr. HURD. Thank you very much, Senator. It is good to see you

again. Both Phil Briggs and I are here today to jointly represent
the life and health insurance business, and we are hoping to have

39-706 0 - 85 , 19
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brought with us some simple eloquence on the part of the workers
of the United States, who think that the tax incentives have built
the private benefits system and we compliment the Congress for
maintaining them through the decades. We have built a public pri-
vate partnership, and it is aimed in my mind at income replace-
ment. When a worker retires, gets disabled, dies and leaves depend-
ents, with catastrophic medical costs, these programs are aimed at
replacing that income and neither Government nor the private
sector can do the job alone.

As an indication of the private sector's success, there are about
162 million people under age 65-workers and dependents-who
have medical coverage, employer sponsored. And in the pension
area, when we get a little bit past the turn of the century, about 71
percent of the people retiring at that time will have employer-spon-
sored pensions. What is the message behind the data-we are
trying to emphasize as has been said earlier this morning-it is not
just the high-paid folks that are covered-it is the rank and file
workers.

We will certainly concede that there is more to be done-that
there are coverage gaps when you have got an issue such as long-
term care for the fragile elderly-that is going to be a very difficult
thing. But we feel that we have so concentrated in the last few
years on the part of the glass that is empty and we haven't looked
at the part that is full, and we think that we have talked so much
about the blemishes in the tapestry of employee benefits that we
haven't really taken into view the whole tapestry and looked at
what it has accomplished. The very concept of tax expenditures,
that there is this very large tax expenditure of benefits, we think is
evidence itself that the programs are broad and deep and are not
confined to a relatively few high paid persons. And also that if we
do in some major way try to unwind the tax structure around it-
we cut the employee benefits themselves. These are needs that are
being met for the workers and consequently there will be pressure
on the Goveriment to expand the Medicare Programs, Social Secu-
rity, medicaid, whatever, and the revenue gain is to a degree a
loser. You commented earlier this morning and we certainly
strongly feel that a stable tax law is necessary. Why? Plan spon-
sors are looking across decades-I was in a conversation yesterday
in our office, talking about our benefits program, and we were talk-
ing about retiree life insurance for people who haven't been hired
yet. You can't do that kind of planning in an environment where
there is an annual fruit basket upset on what the rules are. It
forces employers to a short-range view. In closing, I would like to
comment that the pension system has built $1 trillion of assets that
are used to finance American business. In a sense, it makes ordi-
nary people capitalists because they become owners of capital in
the form of their pension rights, and in 1983, I was amazed to find
that almost a fifth of the total funds supplied in U.S. credit and
capital markets came from the pension system. As recently as
1978, it was only an eighth-it is a growing supplier of that com-
modity.

With that I will close and turn it over to Phil.
Senator PACKWOOD. Mr. Briggs?
[Mr. Hurd's prepared written statement follows:]
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I am G. David Hurd, Senior Vice President of The Bankers Life,

Des Moines, Iowa. With me today is Philip Briggs, Executive Vice

President of the Metropolitan Life Insurance Company in New York.

we are appearing here today on behalf of the American Council of

Life Insurance and the Health Insurance Association of America. The

Council has a membership of 611 life insurance companies which, in

the aggregate, have 95 percent of the life insurance in force in the

United States and hold 99 percent of the assets of insured pension

plans. The HIAA has 320 members which write over 85 percent of the

commercial accident and health insurance in the United States. Most

of the members of the Council are also in the business of accident

and health insurance.

We are pleased that your distinguished Subcommittee is holding

this public hearing on employee benefits because it affords us an

opportunity to document the vitally important role employee benefits

play in providing economic security to hundreds of millions of

American workers, their beneficiaries and retirees. In recent

years, Congress seems to have lost sight of this fact. It has

enacted major legislation affecting employee benefits on an ad hoc

basis and as a tool to increase revenue in the short run, without

fully considering the long-term implications of such legislation.
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Too often, such legislation has been formulated and finalized in

"eleventh hour" sessions without adequate discussion or

representation from plan sponsors, service providers and regulatory

agencies. We must adopt a national policy statement on how we want

private employee benefits to impact our lives and tnose of our

children. This hearing is certainly a step in the right direction.

While this hearing focuses on employee oenefits, we oelieve it

is important that Congress, as it seeks to reduce the deficit,

examine all tax incentives and federal spending programs, not just

those associated with employee benefits. Only after Congress has

reviewed the cost, value, and the distribution of benefits among the

population of all tax incentives and federal programs, is it

possible to discuss any changes In the tax status of employee

benefit arrangements.

GENERAL COMMENTS

A short time back as history counts time--no more than

three-quarters of a century ago--the average working person could...

o Become ill, forfeit his pay for the period of his illness,

spend his meager savings in the pro iss of recovering, and

none but his family would care.
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o Become disabled, lose his earning power, sink with his family

into poverty--and no one but his kin would be concerned.

o Grow old without savings to support him, lose his place to

younger, stronger workers and retire in penury.

o Oie early in life with nought for his surviving family.

Historians persist in calling this era of domestic concord and

international amity "La Belle Epoque"--the beautiful time. Yet in

the everyone-for-himself pursuit of industrial progress, the

arrangements for dealing with the vicissitudes that might oefall the

average working person were individual, largely voluntary and very

much uncertain. Henry Steele Commager summed up the social attitude

of the day, as embodied in the stories schoolchildren read in their

McGuffey Readers: "Have faith. Should ill befall you, some kind

person will provide."

Today, thanks to both the persistence of Congress in building

a system of social support and the forbearance of Congress in

encouraging the private sector to join in this effort, working

people no longer need to depend upon the magical appearance of "some

kind person" when ill befalls them. In the 73 years since the first

employer bought for his employees the first group insurance policy,

this country has developed a system of social support that is
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certain, manifold, unique and--as subsequent testimony will

show--robust, adaptable and growing more extensive with each passing

year.

Today the typical working person can look at the evils that

might oefall him and know that employer-sponsored benefits will:

o Pay health bills when he is ill,

o Provide income during periods of both short and long-term

disability,

o Provide a solid foundation of life insurance benefits, and

o Produce in retirement years an income generally proportional

to his work life earnings.

As testimony today will demonstrate, private enterprise has

built an effective and efficient arrangement covering the needs of

employees through employer-sponsored pension and welfare plans. It

benefits the majority of rank and file workers and their dependents

and is far superior to any government program which could replace

it. It should not be modified in the name of greater tax revenues.

Employee needs are there and must be met, and if private enterprise

is not encouraged to meet those needs, government will inevitably be

pressured into. doing the job. We believe the ultimate price to our

nation would be greater.
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. . TO be sure, there are blemishes in the tapestry of employer-

sponsored pension and welfare plans which will need attention In the

years ahead. But, in recent years, Congress has placed too much

emphasis on tax revenue in drafting legislation that affects pension

and welfare plans. Congress needs first to study the security these

programs deliver to America's workers--in every income bracket and

in every state--and then try to develop a national policy before

legislating further.

So, today we want to focus attention on the part of the glass

that is full, rather than on the part that is empty.k These

employer-sponsored programs are of major importance to the rank and

file workers of America. The programs have a simple goal. Coupled

with government programs, the objective of employer-sponsored

programs is to replace wages lost through retirement, death or

disability, and to protect against a significant portion of

catastrophic medical costs.

How broadly has this goal been met? The response of the private

sector has greatly reduced the need for government funded social

programs. The health insurance programs of U.S. businesses today

cover about 162 million persons under age 65 through some form of

private group health protection. This private effort has very much

reduced-the demands on government for a national health insurance
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program and its accompanying need for increase taxes. The pension

programs of U.S. businesses are maturing: oy the time individuals

age 35-44 in 1979 retire, 71% can expect to receive a pension

benefit. The growth in private pensions substantially reduces

pressure on the Social Security system to increase benefits and,

therefore, to increase Social Security taxes.

The Congress has been wise for decades in legislating, through

the tax laws, encouragement to American business to create and

maintain these programs for workers' security. As a result, the

United States now has a partnership between government programs and

employer-sponsored programs that delivers income security to most

workers against the major hazards of life. In the years ahead, your

task will be to legislate to maintain and improve this

public/private partnership. Congress should continue to provide

maximum encouragement, through the tax laws, for the vigorous growth

and expansion of employer-sponsored pension and welfare programs.

The "tax expenditure" is large because these programs are and will

be providing income security to most workers. Programs providing

benefits across the spectrum of the work force do not come cheap.

As part of the effort to establish a national policy on

employer-sponsored pension and welfare programs, we ask the Congress

to think long and hard on one fundamental. These programs are, by
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their nature, long-range programs. The goal is to provide lifetime

financial security for workers. To plan and carry out programs that

run for decades, employers need stability in government policy and

rules. Lately, the Congress has been changing the rules for these

programs in virtually every session. This creates an unstable

environment full of uncertainty which forces employers to think

almost entirely in the short range. To preserve and strengthen the

structure of employer-sponsored programs, Congress should retreat

from this counterproductive annual revision of rules ior pension and

welfare programs, and focus instead on the long view. We understand

the forces that have pushed for an annual tinkering, but these must

be resisted for the long-term welfare of American workers and their

families.

EMPLOYEE PENSIONS

Social Security, employer-sponsored retirement plans and

individual savings, together, have traditionally been used to

provide retirement income security for American workers and their

families. It is important that there be a proper balance among the

three mechanisms. In this regard, the function of the Social

Security system is to provide only a basic floor of income
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protection for retired and disabled workers and for the survivors of

deceased workers.

There are two basic reasons why the private system for providing

retirement benefits should be voluntary. First, it is consistent

with the market orientation of our society. Even If the terms of a

pension agreement are not bargained in union negotiations, an

employer has good reason to cast his pension plan in a form most

valued by his own employees: plans are too expensive for an

employer to provide unwanted benefits. Moreover, government has

minimum flexibility when administering programs for everyone, but

private decisions provide flexibility and minimize political

problems. Through the private employer-sponsored pensionsystem,

workers and employers can easily adjust to changing views about

retirement age and other retirement issues. The other basic reason

is that retirement provided through Social Security does not

generate a supply of capital as do private savings arrangements.

These two reasons - more individualized choice and more

private capital - provide strong arguments for placing heavy

reliance on the private pension system for retirement income

protection. There is an additional consideration: the tax

benefit given to pension plans only postpones the tax on savings.

In the current academic debate about tax policy, there is a
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considerable school of experts who say the right way to tax all

savings is to postpone tax until the income is consumed and that

current taxation of savings results in double taxatlon.l/

Future Retirement Benefits under Employer Retirement Plans

Private pension plans currently make a substantial contribution

to meeting retirement needs of American workers. In 1979, more than

74% of full-time, full-year workers participated in an employer

pension plan.2/ Moreover, a significant percentage of all workers

are employed by firms with pension plans so that non-participating

workers have the potential to participate in a plan and receive

pension benefits.

Despite these impressive statistics, trends in pension coverage

and participation have recently been the subject of criticism and

the perception in Congress that pension coverage is

1/ On this adacemic discussion, see What Should be Taxed-- Income
Expenditure? Jos. Pechman ed. BrookIngs, 1980.

2/ Schieber & George, Retirement Income Opportunities in an Aging
America: Coverage and Benefit Entitlement (Washington, D.C.,
Employee Benefit Research Institute, 1981)
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not wide-spread. In our view, however, these discussions of

pension coverage often miss several Important points about the

structure of employer retirement programs and their relation to

retirement income. Two important questions which must be

recognized are: (1) what percentage of families will receive

private pension benefits upon retirement? and (2) what will be the

size of the average pension benefit?

Since 1980, the Council commissioned ICF Inc., a Washington,

D.C. consulting firm, to undertake two studies of these important

questions. In October 1982, ACLI published a report on ICF'Is

findings entitled, Pension CoveraQe and Expected Retirement

Benefits.

The study completed in 1982 concluded that the role of

pensions could be expected to expand substantially in the future

as the pension system matured. The study showed a dramatic

increase over the 25-year period from 1979 to 2004 in the

proportion of families age 65 to 69 drawing an employer-sponsored

pension.

This study was based on detailed information about the U.S.

work force, collected by the Census Bureau, and a careful

projection of how workers would gain or lose pension coverage as
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they aged. The evidence of the study was that in each year over

the next 25, more retiring workers will have spent much of their

working lives under the broad coverage and faster vesting pension

rules in place after the enactment of ERISA. The increased

proportion of retirees getting pension benefits does not involve

any assumption of pension growth; only a projection of conditions

actually revealed by the Census study in 1979. The study found

that private pension and Social Security benefits alone could be

expected to replace over 75 percent of after-tax pre-retirement

income in the initial year of retirement for over one-half of all

families.

In part because the results of the Council study challenged

many preconceived notions about the role of employer pensions, the

study's methodology and results were scrutinized carefully. For

example, in late 1982, the House Select Committee on Aging asked

the Congressional Research Service (CRS) to examine the study's

results and its methodology. This review culminated in a report

prepared in July 1983 by the CR5 for the House Committee on

Aging. Other formal and informal critiques of the study were also

prepared.

The CRS review was, on the whole, complimentary to the ICF

study but, as did other reviewers, suggested that the results

might change if various key assumptions were changed. To respond
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to the major questions which had been raised, ACLI contracted with

ICF in 1983 to conduct additional research on expected retirement

income receipt.

The major findings of the 1984 study have just been published

and confirm the findings from the 1982 study that benefit receipt

under private pension plans will increase sharply and that the

average pension will increase faster than wages:

The percentage of families receiving pension benefits will

increase rapidly in the future. The percentage of families

expected to receive employer pension benefits is increasing

rapidly. The study shows that by the time those individuals age

35-44 in 1979 reach age 67, approximately 82 percent of all

married couples and 58 percent of unmarried individuals can expect

to be receiving employer pension benefits from at least one

spouse's covered employment. Table I below shows that benefit

receipt at age 67 for the group age 35-44 in 1979 will be 25

percent higher than benefit receipt for the group age 45-54 in

1979. Even these estimates understate the potential levels of

benefit receipt because about 10-15 percent of individuals who

will still be working at age 67 and are nonetheless eligible for

pension benefits are not counted as receiving benefits.
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Due primarily to the increase in the labor force participation

rates of women and the maturing of the pension system, Table 1

also shows that married couples have a substantial likelihood that

at least one family member will receive a pension benefit. In

addition, unmarried individuals have a substantial likelihood that

they will receive either pension benefits from their own prior

employment, or survivor benefits from a former spouse's employment.

TABLE 1

EXPECTED AVERAGE FAMILY PENSION BENEFITS
AT AGE 67

(in 1983 dollars)

Cohort Aae 45-54 in 1979 Cohort Age 35-44 in 1979

Percent Average Percent Average
Receiving Pension Receiving Pension
Benefits Benefits Benefits Benefits

Married Couples 70% $8,200 82% $10,400
Unmarried Individuals 44% $ .058% $ 7,400

All Families 57% $7,200 71% $ 9,300

SOURCE: ICF estimates. This table does not include benefits from
IRAs. It understates the percentage of families eligible
for pension receipt because individuals working at ag-e 7
who have a vested right to a pension benefit are not
counted as receiving benefits.

Pension benefit levels will also increase. Table 1 shows that

the average family pension benefit at age 67 will increase to

approximately $9,300 per year (in 1983 dollars) for those

individuals age 35-44 in 1979. This is an increase of almost 30

percent as compared to the average family pension benefit at age
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67 for those individuals age 45-54 in 1979. The built-in

assumption of wage growth over time means that the age 35-44 group

would have real wages 16 percent higher at retirement than the age

45-54 group. The remaining 14 points of the 30 percent increase

reflect the continuing maturation of the pension system.

Specifically, workers aged 35-44 in 1979 will have worked under

expanded employer pension programs and under supplemental

retirement plans and ERISA's vesting rules for 10 more years than

workers aged 45-54 in 1979.

Pension benefit levels will be significant at all income

levels. The study shows that among individuals age 35-44 in 1979,

average pension benefits at age 67 will be slightly larger than

average Social Security Benefits. Thus, the average annual pension

for this group will be about $9,300 (in 1983 dollars) while Social

Security will be only $8,700 (in 1983 dollars).

Pension and Social Security Benefits combined will replace 70

percent of pre-retirement income. The study calculated the

expected replacement rates for families which were not working in

re'.'rement. As expected, replacement rates from Social Security

and employer pensions will be higher for low income workers.

Social Security and pension benefits will replace an average of

over 100 percent of pre-retirement income in the initial year of

retirement for families who earned an average of less than $10,000

39-706 0 - 85 - 20
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per year (in 1983 dollars) in their highest five years of income

after age 56. Replacement rates fall below 60 percent for income

groups above $20,000. The study also estimates that ovei 70

percent of those families with an average of less than $10,000 in

pre-retirement earnings will receive retirement benefits that

replace over 80 percent of their income. On the other hand, less

than one-quarter of those with over $15,000 in pre-retirement

income will have replacement rates larger than 80 percent.

Pension benefits will be widely distributed. While a

significant number of families can expect to receive income from

private pension plans, t. distribution of average pension

benefits differs among family categories. For families with

individuals age 35-44 in 1979, more than 60 percent of married

couples and almost 40 percent of unmarried individuals can expect

to receive annual pension benefits above $2,500 (in 1983 dollars).

Over 35 percent of married couples and 18 percent of unmarried

individuals can expect to receive annual pension benefits above

$7,500 (in 1983 dollars).

Pension Funds in U.S. Capital Markets

Retirement savings are an important source of long-term

investment in the capital goods so essential for a growing and

dynamic economy. The general importance of'pension funds in
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capital markets is suggested by the data in Appendix 1. At the

end of 1983, total assets of private pension plans and state and

local retirement plans amounted to nearly $1 trillion. From 1980

to 1983, the total grew at about a 15 percent annual rate (which

includes the effect of stock market and other capital gains).

Private pension plans and state and local retirement plans are

providing a growing part of the funds supplied to U.S. credit and

capital markets. In Appendix 2, flows of pension funds to U.S,.

credit and capital markets are shown by major type for recent

years. In 1983, these pension funds supplied about $101 billion,

or 19 percent of the total funds raised in U.S. credit and capital

markets. Five years earlier, 1978, these pension plans provided

12.5 percent of the total funds raised n these markets.

The assets of non-insured private plans generally are more

concentrated in corporate equities and U.S. government securities

than are the funds of "Insured" pension plans (Appendix 3). About

one fourth of the pension funds administered by life insurance

companies are now held in separate accounts. The assets in these

accounts are largely in corporate bonds and corporate equities,

but with a growing amount in mortgages and real estate (see

Appendix 4). The remaining three fourths of these funds, handled

through general accounts of life companies, are invested primarily

in corporate bonds and commercial mortgages.
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EMPLOYEE GROUP LIFE INSURANCE

The purpose served by group life insurance is to replace the

Income lost through the occurence of an employee's untimely

death. By promising such replacement, group life insurance also

serves to improve the morale and productivity of employees by

relieving them of significant anxieties and risks resulting from

death. Employer-sponsored benefit plans are the best way of

accomplishing this purpose. Corporate-sponsored employee benefit

plans are now an integral part of the attitudes and philosophy of

our economic way of life.

The initiative for group life insurance has primarily come

from corporate management, spurred on by insurance companies who

recognized the need for employee protection and who formulated the

instruments for serving that need. In slightly less than

three-quarters of a century, the concept of protecting a wage

earner against the physical hazards that threaten his or her

paycheck has become an accepted part of private industry's

thinking. The tremendous growth of group life insurance programs,

not only in the number of workers insured, but also in the variety

of coverages available, is a heartening illustration of what the

private sector can accomplish in the way of economic security for

the wage earner.
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The quest for economic security will not diminish in

intensity; rather it can be expected to increase. The solution

lies in the hands of private enterprise. That is, small, as well

as large employers, must be encouraged to continue to accept the

social responsibility of adequately protecting their employees

against the loss of income through untimely death or disability.

Since its beginning in 1911, employee group life insurance has

enjoyed wide public support. In the editorial column of the

Saturday-LymgingPost of October 4, 1913, appeared the following

observation: "No married man who has not a fortune has any

business to be without it [life insurance], we should like to see

this group-risk plan elaborated until life insurance and paycheck

go together". When the Union Pacific Railroad established its

plan in 1917, one well-known religious figure was quoted, "The

system is the practical putting into effect of the principles of

Christian charity. It establishes the most friendly relations in

the minds of all and brings about harmony and sympathy."

The attitude of the individual worker has. also generally been

favorable to group life insurance plans. The files of insurance

companies are full of grateful acknowledgements from widows and

widowers who had no finances other than group life insurance

proceeds to help them over the difficult period of readjustment
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following the deaths of their spouses. By opening the channels of

insurance to all industrial workers, regardless of age, sex,

physical condition, or character of employment, group life

insurance has performed an outstanding service.

The growth of group life insurance has been prodigious since

its introduction in 1911. At the end of 1983, group life

insurance in force through employers was $1.7 trillion and more

than one-half million employers of all sizes mad purchased life

insurance for their employees. In a 1983 survey conducted among

medium and large employers by the U.S. Department of Labor, 96

percent of all employees were reported to be covered by group life

insurance. And, while the numbers are not quite as dramatic, a

1983 survey conducted by the Life Insurance Marketing and Research

Association (LIMRA) among employers of 3-50 employees indicated

that more than 80% had purchased a group life insurance policy as

part of a package of employee benefits. Qroup life insurance is a

near-universal employee benefit in the United States.

The amounts of life insurance provided through employer-

sponsored plans is typically related to the individual employee's

salary. According to a recent survey conducted by Hewitt

Associates among major U.S. employers, in 1983 approximately 73

percent of all such employers had purchased group life insurance

schedules that were salary-related, with the most popular salary
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multiples being 1-times (32% of the employers) and 2-times (22% of

the employers). In a survey conducted by the Council in April,

1981, more than 50 percent of the total claim payments made under

group life insurance policies were in amounts exceeding $25,000

per beneficiary.

Employer-provided group life insurance also reflects the

changing nature of the American work force. It is well-known that

increasing percentages of women are entering employment.

According to a recent Council publication, nearly 52 percent of

all married women were in the workforce in 1982, up from 41

percent in 1971. A Council study of trends in death benefit

payments under group life insurance policies indicated that in

April, 1981 almost 20 percent of the deaths were female employees,

representing a significant increase over the 13 percent reported

in October, 1966.

In recent years, the attractiveness of group life insurance

has led an increasing number of employers to extend such insurance

beyond the working years of their employees. In a survey

conducted by The Conference Board in 1979, more than two-thirds of

a sample of large and small employers indicated that they were

continuing some group life insurance protection into retirement.

A later survey conducted in 1983 by Hewitt Associates indicated

that among large employers the percentage exceeded 80 percent.
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And, as a growing number of states change their restrictive

group insurance laws, employers are extending their group life

insurance plans to include spouses and dependent children. Where

now permitted, the aforementioned Conference Board survey

indicated that 25 percent or large and small employers were

providing some dependent group life insurance.

As shown by these statistics, employer-provided group life

insurance has grown rapidly in the 73 years since it first became

available. There are broad social aspects to the growth of group

life insurance. One great service of group insurance is that it

extends life insurance coverage to a large number of persons with

little or no other life insurance. And, group life insurance also

extends protection to persons who. cannot qualify for individual

life insurance either because of physical problems or hazardous

occupations. The proportion of employed persons who are

uninsurable for individual policies has been variously estimated

between 5 and 10 percent. It is only through group underwriting

that private life insurance can provide protection for these

persons, and it is advantageous both to the individual and to

society that insurance be made available to them.
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EMPLOYEE GROUP HEALTH INSURANCE

Group health insurance is of enormous value to the public and

our industry has been highly successful in meeting the needs of

American workers. Federal tax incentives played a major role in

that achievement. They continue to be an essential element in the

present system for the protection of employees and their families.

The health insurance provided under employee benefit plans

falls into two broad categories. The first is represented by

benefits for hospital, physician, dental and other medical

expenses. A great variety of coverages is available from many

companies active in thb market, in response to strong consumer

demand. We estimate that at the end of 1982, almost 65 million

workers had group health coverage. Including spouses and

children, approximately 162 million persons under age 65 were

covered by one or more forms of private group health protection,

either through our member companies or through other

arrangements. That represents 80% of the under 65 civilian.

non-institutionalized population, and is a five fold increase

since the end of World War II. Although more remains to be done

in expanding the number covered, we ere proud that much has been

accomplished.
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The second category of health insurance represents income

payments to disabled workers for either short or long-term benefit

periods. In 1982, almost 62 million workers had short-term

protection under various private arrangements, of whom 27 million

were covered under insurance company group plans. Most commonly,

employees' short-term coverage lasts 26 weeks and income benefits

usually equal two-thirds of salary. Many employees are covered

for long-term disability, with benefit periods of five years or to

age 65. At the-end of 1982, 17 million persons were covered under

group plans for long-term disability. Carriers have continuously

explored every opportunity to further extend disability income

coverage to employees, and to ensure that adequate benefit levels

and payment durations are available.

The questions posed by the Subcommittee relate to tax

incentives to employers to encourage health benefits for their

employees. The tax incentive to the employer is the deduction

allowed for the cost of the benefits. The employer cost is not

taxable income to employees, although disabled employees are

subject to tax on income benefits in whole or in part. Thoughtful

issues have been raised, which should lead to a productive

discussion of the subject.

In our view, tax incentives can be justified if desirable

public objectives are achieved through the appropriate response of
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private enterprise. For many years there have been tax incentives

to encourage employers to provide health benefits to employees.

We believe that a major public objective has been achieved in that

162 million persons--workers and their families--have one or more

forms of group health insurance protection. Secondly, that

achievement has been accomplished by private enterprise, which,

through competition in a free economy, has delivered its product

to the best advantage of the consumer. We believe the wisdom of

granting the tax incentives has been well proven for the following

reasons.

The Protection of the Public. Over the past several years,

'most Americans have come to recognize that medical expense

insurance is a basic necessity. Today it is indeed reckless to

risk financial devastation on account of accident or sickness.

Adequate group health coverage eliminates a major source of fear

and uncertainty for those who are covered, both rich and poor

alike. Group medical expense benefits are the same for both high

and low income employees, and provide access to health care

services that might otherwise be unaffordable. The existence of

Medicare and Medicaid demonstrates government's commitment to

coverage for those for whom public programs are necessary. It is

the private sector that has met that same need for the bulk of the

population through employee health benefit plans.



308

-25-

The ability of private companies to offer group insurance goes

hand in hand with the tax incentives for employers and employees.

The relationship can be explained by a brief description of how

group insurance is underwritten.

Under current industry practice, medical expense and

disability income benefits can be made effective for an employee

group without individual medical evidence of insurability, if at

least ten employees are involved. The usual rules only require

that the employees enroll when first eligible, and that they be

actively at work when coverage is to become effective. Dependents

are also covered on a non-medical basis under similar rules.

This liberal approach to offering coverage is of enormous

importance to the public, since many personsbecome group insured

who would have difficulty obtaining medically underwritten

individual insurance.

Insurance companies can appropriately price group health

insurance and maintain acceptable firqncial experience, despite

the absence of individual evidence of insurability. The reason is

that a high degree of employee participation In the plan is

required. If the plan is contributory, at least 75% of employees

must enroll, and all employees must be covered under

non-contridutory plans. With these participation requirements, a

reasonable cross section of risks is obtained which provides
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stability to the financial experience. These rules ensure that

both young and old employees enroll, and also the healthy as well

as those who have medical problems.

There is usually no difficulty in getting employees to enroll,

since the value of health coverage is appreciated and the employer

pays all or nearly-all of the cost of the plan. Furthermore, the

employer contribution is not taxable income to the employee.

There is a supportive relationship between tax incentives which

encourage employers and employees to participate in group health

benefit plans, and the ability of insurers to successfully

underwrite such coverage without medical evidence of

insurability. This has worked so well that the protection of 162

million Americans under 65 has been accomplished by the private

sector without any need for federal intervention.

Response of the Private Sector. As noted above, a justifiable

tax incentive policy should accomplish desirable oublic objectives

through the appropriate involvement of rrivate enterprise. The

protection of the working public through employee health benefits

has been accomplished by private enterprise in a very effective

manner. We believe that our industry has developed group health

insurance in the best traditions of a free economy, further

confirming that tax incentive policy was the right approach for
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government. Today, the group insurance market place is served by

hundreds of insurers, offering extensive portfolios of health

benefit plans to fit a variety of circumstances and employer

pocketbooks.

It was insurance company innovation that brought high limit

major medical expense coverage to the market. That form of

insurance, introduced nationally in 1951, covers a wide range of

medical services provided both within and outside the hospital,

and was designed to encourage use of out-of-hospital services. It

is by far the most prevalent form of medical insurance today, with

over 90% of those, protected by group plans having major medical

coverage. A 1980 study showed that for employees with major

medical protection provided by insurance companies, about

three-fourths had a maximum benefit of $250,000 or more. Nearly

half had a maximum benefit of $1 million or an unlimited amount.

Insurance company innovation also brought to the market dental

expense and vision care insurance, as well as benefits designed

specifically to contain the acceleration in health care costs.

Illustrations of suqh benefits Include coverage for skilled

nursing facilities, home health care services, pre-admission

testing, second opinions for surgery, ambulatory surgery

facilities, preventive care, hospice care and drug and alcohol

rehabilitation.
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rhe pluralistic nature of the private health insurance

business has resulted in intense competition among carriers, As a

result, an insurer must keep its premiums as low as possible which

provides both employees and employers with the most cost effective

protection possible. The consumer interest is also protected

through our system of state insurance regulation, covering such

areas as group policy and certificate provisions, group

conversions, and so forth. In fact, due to the flexible nature of

the business, employees may continue to maintain medical expense

protection upon termination of employment by either converting to

an individual policy or continuing benefits under the group plan

for various periods. In many instances, coverage is also

continued for a specified time for dependents who lose eligibility

due to an employee's death or divorce.

A particularly relevant example of how the competitive

insurance market place served the public interest was the

development of group insurance for small employers with as few as

one or two employees. According to Department of Commerce data,

there were 4.3 million firms with one to forty-nine employees in

1980. These small groups probably provide employment for over 15

million workers. To serve that market, insurers developed pooling

techniques and simplified underwriting rules and, as a result,
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small employers today have a wide choice of plans. The stimulus

of tax incentives and the willingness of carriers to voluntarily

enter the small group market have been of great benefit to small

employers and their employees and families. As a result, small

firms can today obtain many coverages once only available to large

groups, and can fully realize the advantages of the tax incentives

in the law.

Overall, the encouragement of health insurance coverage

through tax incentives has been enormously successful in terms of

social and economic accomplishments. The present system of

employment related health benefits was built up-over several

decades, and works very well. Americans have come to regard

employer-sponscred health protection almost as an automatic

feature of employment, providing benefits of great value. In our

view, no change should be made in tax incentives which might

impair the ability of the private sector to provide essential

insurance protection to the public.

The Subcommittee has asked whether the existing tax incentives

are effective in protecting the working public at a lower total

cost than alternative mechanisms or arrangements. The implication

is that under such alternatives, there would either be cutbacks in

or the elimination of the present tax incentives.
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Let us consider one alternative based upon the supposition

tnat all employer contributions to health benefit plans would be

taxable income to employees, either immediately or on a phase-in

basis. Our industry stands on record in firm opposition to such

taxes because of the many flaws in that approach. At this time

however, we shall confine our discussion to how such a change

could affect the ability of insurers to offer insurance product,

and the likely cost to consumers.

A fair allocation of employer contributions to each employee

for tax purposes would be a very complex task. Whatever formula

was used, the total cost of group health insurance would be

increased by the amount of tax raised. The cost to a oarticular

employee to participate in the group plan would become the

employs 's contribution plus his tax on the allocated employer

contribution. For many employees, the cost to participate would

increase sharply, causing both the discontinuance of coverage and

the weakening of the group insurance mechanism through adverse

selection. This may be seen as follows:

In the first instance, low income employees, especially those

that live in our major urban areas, would be particularly hard hit

by the tax. In our highest cost cities, anrdudal premiums for small

39-706 0 - 85 - 21
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group family coverage can be $4,000 to $5,000 in the middle age

ranges, and higher at older ages. While imputed income would be

the same for high and low income employees, the tax impact on the

low wage earner would be much more severe in terms of

affordability. It is likely that low income employees without

health problems would be pressed to drop their group health

coverage. That could mean disastrous consequences for such

families upon subsequent illness, and government might have to

eventually shoulder an increased burden under public programs.

There are other employees that might decide to withdraw from

group coverage in addition to low income workers. Examples are

young healthy employees that can secure individual coverage at a

lower cost than the group employee contribution plus income tax.

When employees have incentives to either go without group

insurance, or purchase individual coverage, the group plan is

exposed to adverse selection through low participation. A gcod

cross section of health risks is more difficult to maintain. As a

result, the average health status of the insured group is poorer

and premiums must rise, which causes more employees to drop out.

The resulting spiral of higher premiums and increased withdrawals

can threaten the financial viability of group plans, especially in

the small group range.
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The opening of the door to adverse selection could seriously

undermine the group insurance mechanism through which millions

have been protected on a non-medical basis. Overall, the removal

of the present tax-free status of employer contributions could

easily result in a drop in the number of people protected,

especially low income employees in high cost cities. Furthermore,

more adverse selection would occur, impairing the financial

stability of many group plans and the ability of carriers to

underwrite liberally. That indeed would be a heavy price to pay

for any additional tax revenues raised.

-uch-deterioration of the present system would certainly

result in renewed political pressure for national health

insurance. We estimate that in 1983 the cost of private group

medical expense coverage was in the range of $105 to $110 million,

with financing and benefits determined by market place conditions,

involving carriers, employers, and unions. With a government

operated plan, Congress would face the difficult task of raising

new taxes each year equal to or greatly in excess of these

amounts. In view of the financing problems now posed by Medicare,

Congress would be ill advised to embark upon such a vast publics

program.
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In our view, any alternative to the present system must be

subjected to searching analysis to determine just what

improvements are possible. We know what the private sector has

been able to accomplish with the stimulus of tax incentives. We

are deeply skeptical that major changes can be made to generate

new revenue without weakening the present employer health benefits

structure that has worked so well.

CONCLUSION

As our testimony today has shown, the private sector has

accomplished a great deal in providing socially valuable benefits

to American workers and their families. The job, however, is not

done--there are still gaps in coverage. The private sector is

anxious to close these gaps, but it needs help. Tax incentives

have worked in the past, but they must be continued and, where

appropriate, expanded, to provide the impetus necessary to

complete the job.

We appreciate the opportunity to appear before you today to

express our views on this very important subject. If you have any

questions we would be happy to answer them.
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Appendix 1

Pension Plan Reserves in the United States
(Amounts in billions)

Pension reserves of
life insurance companies

Total* Amount Percent of total

1970 $211.9 $ 41.2 19.4%
1975 323.8 71.7 22.1
1980 650.7 165.8 25.5
1983 993.6 264.6 26.6

Average annual compound rate of increase:

1970-1980 11.9% 14.9%
1980-1983 15.2 16.9

*Includes reserves and assets of pension plans
administered by life insurance companies, other
private pension plans, and state and local govern-
ment retirement plans.

Source: Board of Governors of the Federal Reserve
System, Flow of Funds Accounts, and American
Council of Life Insurance.
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Private Pension Plans as a Source of Funds in
U.S. Credit and Capital Markets

(Amounts in billions)

Funds supplied by
Pension plans with

life insurance
companies

Percent of
Amount total

$18.3 4.7%
4.4
5.5
7.6
8.2
7.2

Other private
pension plans

Percent of
Amount total

$16.0
16.0
20.3
21.1
26.5
31.7

4.1%
4.0
5.4
5.6
6.7
6.0

State & local
government

retirement plans
Percent of

Azomnt total

$14.3
19.4
23.4
24.3
26.8
31.5

3.7%
4.8
6.3
6.4
6.8
6.0

p - Preliminary.

Source: Bankers Trust Company, Credit and Capital -Markets 1984, and Board of
Federal Reserve System, Flow of Funds Accounts.

Governors of the

Year

1978
1979
1980
1981
1982
198 3p

Total funds
supplied

$390.2
400.1
374.1
377.6
397.0
527.2

17.5
20.6
28.6
32.7
37.9

coo
00
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Appendix 3

Uses of Funds by Private Noninsured
(Billions)

Corporate bonds

U.S. Government
and agency securities

Corporate stocks

Mortgages

Other

Total

1978

$ 7.4

-0.1

5.3

2.5

0.9

$16.0

1980

$ 3.1

4.5

9.6

1.8

1.3

$20.3

Pension Funds

1982

$ 3.5.

10.2

11.5

1.3

$26.5

Credit and Capital Markets 1984.

1983 est.

$ 3.6

8.4

18.0

1.5

2.0

$31.7

Source: Bankers Trust Company,
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Appendix 4

Distribution of Assets Held in Separate Accounts
of Life Insurance Companies*

Bonds

Stocks

Mortgages

Real Estate

Other

Total

Memo: Total pension reserves
of life insurance
companies (billions)

1970 1975 1980

(Hillions)

$ 878 $ 2,553 $ 12,392

4,041 9,323 17,705

37 200 687

2 563 3,341

103 334 1,647

$ 5,061 $12,973 $ 35,772

$ 41.2

1982 1983

$ 24,563

20,641

2,556

5,686

3,835

$ 57,281

$ 27,294

25,118

4,372

6,437

4,635

$ 67,856

$ 71.7 $ 165.8 $ 225.2 $ 264.6

*Assets in separate accounts are valued at market or, in the case of real estate, appraised
market value.

Source: American Council of Life Insurance.
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STATEMENT OF PHILIP BRIGGS, EXECUTIVE VICE PRESIDENT,
METROPOLITAN LIFE INSURANCE CO. OF NEW YORK, ON
BEHALF OF THE AMERICAN COUNCIL OF LIFE INSURANCE
AND THE HEALTH INSURANCE ASSOCIATION OF AMERICA,
WASHINGTON, DC
Mr. BRIGGS. Thank you, Mr. Chairman. I am Philip Briggs, exec-

utive vice president of Metropolitan, and representing the ACLI
and the HIAA. My comments today have to do with the simplicity
and effectiveness of the group mechanism and the fact that it has
worked so well for so many employees and their dependents over so
many years. The reason it worked so well is because it has a very
clearly favorable tax situation. Without that tax situation, the
system just would not work. Perhaps I should spend a minute to
explain that, since sometimes something that one thinks obvious is
not obvious after all.

Group coverage includes virtually everyone in the group. The
reason you do include everyone in the group is because the employ-
ers contribute a large part of the cost of the policies and he deducts
it on a tax-favored basis to the employees. If that tax favored situa-
tion did not exist, the plans would not work. Employees would drop
out. And the people who would drop out the soonest are probably
the people who need it the most. The people who are on the low
end of the income scale and, of course, the people who are young
and healthy, will take the chance of not being covered. As a result,
you end up having a price spiral on the cost of the plan for those
who stay in which makes it impossible for the plan to continue.
That is a major danger which I see. Admittedly, if a tax change
was made, we would not destroy the system overnight. It would
take some years, probably, but I am sure as I am sitting here that
if all these benefits are taxable, you will see gradually, over a
period of years, a complete erosion of a system which has served
this country extremely well for over 40 years, a system which is
unique to America. No other country has similar plans.

I think the other aspect which we probably should consider is the
question of abuses.

I think you mentioned yourself, Senator, a few minutes ago, that
we tend to hear about the abuses. We have been trying to correct
those abuses. We unfortunately sometimes kill the favorable fac-
tors which also exist at the same time. We overkill in trying to cor-
rect perceived abuses. I think we should address abuses directly. I
agree with you-the system can be fixed. I just hope we do nothing
to destroy what has been an extremely favorable system for the
American worker. Thank you.

Senator PACKWOOD. Thank you. Mr. Press?

STATEMENT OF ALAN PRESS, TRUSTEE, THE NATIONAL
ASSOCIATION OF LIFE UNDERWRITERS, DEMAREST, NJ

Mr. PREss. Thank you. Mr. Chairman, committee members. I am
Alan Press. I live in New Jersey and work in New York City. I am
a trustee of the National Association of Life Underwriters. With
me is Danea Kehoe Martin, an NALU attorney.

My business is like the business of the 130,000 professional life
and health insurance agents whom NALU represents. We sell and
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service life insurance and health insurance, frequently as part of
employee benefit plans that we design for small businesses.

President Reagan calls America a shining city on the hill. Gover-
nor Cuomo has expressed a fear that instead America is a tale of
two cities, with the other city populated by excluded misfortunates
living in the shadow of the glittering city above.

We believe that Government decisions-like tax-favored employ-
ee benefit plans and welfare programs like medicaid and food
stamps-create an America that comes closer to the President's
one shining city than it does to the tale of two cities with its
bottom layer of neglected poor.

As a society, America has demanded that we, through our Gov-
ernment, guarantee a certain basic level of risk-resistant economic
security. Tax-favored employee benefits are a key part of that guar-
antee. This is because the many forms of employer-provided life,
health, retirement, and disability insurance protection keep literal-
ly millions of Americans off welfare rolls. Welfare, in its many
forms, is the ultimate insurer of the American guarantee of a basic
level of risk-resistant economic security. NALU responds to your
six specific questions in our prepared statement. Here we will focus
on just one, whether discrimination rules assure that all employees
share in tax-subsidized fringe benefits.

Fringe benefit law must achieve a balance between encouraging
employers to provide fringe benefits and assuring that all workers
share in those benefits. On one hand, the tax incentive must moti-
vate employers to spend what is a substantial amount, even on a
before-tax basis. This means that the employer must benefit. This
benefit comes from the benefit package's ability to attract quality
personnel, and because the employer's decision makers are also em-
ployees who will participate in the fringe benefit package.

On the other hand, because we taxpayers subsidize tax-favored
fringe benefits, we rightly demand that they be available to all em-
ployees, at least in basic amounts and varieties. The appropriate
balance then lies in the flexibility that discrimination rules allow.

If discrimination rules permit employees to reward the produc-
tive, if they demand equal availability but still allow an employee
to opt out without lessening or preventing the benefits' availability
to those who do want them, they will be appropriately structured
and balanced.

Thus, the popular 25 percent test is too rigid. To require that no
more than 2t percent of all benefits can go to key employees dis-
criminates against small business-and 79 percent of all of our
country's businesses employ fewer than 15 people. Thus, a decision
to opt out by one or two or three of only 10 or 12 employees will
reduce the total amount of benefits that can be offered.

Big businesses with large work forces can absorb the nonpartici-
pant without butting up against the 25 percent test. But small em-
ployers cannot. Thus a 25 percent test gives a competitive advan-
tage to big business when it is small business that is spurring eco-
nomic growth and creating new jobs.

We urge you to draft discrimination rules that achieve a balance
between employer incentives to provide fringe benefits and univer-
sal availability of fringe benefits to all employees. Indeed, if we
could afford it, we should be offering tax-favored fringe benefits for



323

the self-employed, too . . . and raising inflation-eroded limits like
the $50,000 ceiling on tax-free group life insurance. Thank you, Mr.
Chairman.

Senator PACKWOOD. Thank you. Ms. Lehnhard?
[Mr. Press' prepared written statement follows:j
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Mr. Chairman and members of the subcommittee, The National

Association of Life Underwriters represents those whose business

involves the sale and service of life and healt% insurance,

especially under the umbrella of employee benefit plans. Thus,

our clients are usually employers, especially small employers,

and their employees.

NALU is a federation of more than 1,000 state and local life

underwriter associations which together represent almost 130,000

career life and health insurance salespeople.

First, on behalf of both NALU and our clients, thank you for

scheduling these hearings and allowing us the opportunity to

testify. The debate that begins here will certainly result in a

fuller understanding of the fringe benefits issue, because of

your wisdom in shaping the discussion to include social policy

implications. NALU congratulates you for this step toward

halting the unfortunate trend of changing, limiting or elimi-

nating important tax provisions without fully considering rele-

vant factors other than the tax revenues that underlie our tax

code provisions. We are confident that after this debate on both

the justification for and cost of fringe benefits, Congress will

select wisely among the many existing and potential proposals to

fashion equitable, cost-efficient fringe benefit legislation. We

stand ready to assist you in this vital task.

In announcing this hearing, Mr. Chairman, you posed six

basic question to which we will respond. First, however, let us

-1-
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indulge in a generalized overview, set in a context of metaphor

created by the opposing sides of this 1984 election campaign.

Fringe Benefits Support Healthy, Prosperous Societ

President Reagan has characterized America as a "shining

city on a hill." New York Governor Mario Cuomo responded that

America is a "tale of two cities," one glittering on the hill but

the other enveloped in darkness, excluded from the fruits of the

labor of those enjoying economic prosperity.

In reality, the truth probably lies somewhere Jn the middle.

Our government, on behalf of those governed, strives mightily and

continually to achieve the necessary balance bet ween supporting

the productive effort of our free economy and assuring that the

benefits of that free, productive economy are shared fairly among

all those whose labor contributes to it. Much of this govern-

mental effort is successful. One example of this success is the

tax treatment of employee fringe benefits. Appropriately struc-

tured employee fringe benefit laws assure that we all share in

the comfort and security created by a prosperous economy.

Further, employee fringe benefit tax laws accomplish this sharing

in an effective, cost-efficient manner.

The key words in this generalized overview are

"appropriately structured" fringe benefit tax laws, and

"necessary balance" between supporting a productive economy and

assuring a fair distribution of that economy's benefits. Also

important are the concepts of "effectiveness" and "cost

-2-
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efficiency." Accordingly, let us discuss that which makes fringe

benefit tax law "balanced," "appropriately structured,"

"effective" and "cost-efficient."

In general, a balanced, appropriate structure requires tax

laws that encou:age an employer to provide employees with bene-

fits that assure "risk-resistant economic security." These bene-

fits must be available to all employees, but at a cost that makes

economic sense to both the employer and to the Federal treasury,

the provider of the tax subsidy. To be cost-efficient, the cost

of providing the tax subsidy must be less than the cost of pro-

viding the benefit directly. To be effective, the cost must be

commensurate with the benefit obtained by the entity--employer or

taxpayers--incurring the cost.

Risk-Resistant Economic Security

What benefits contribute to "risk-resistant economic

security?" Health insurance protects against financial devasta-

tion due to illness or injury. Life insurance promises to

replace income lost due to premature death of a breadwinner.

Child care assistance allows an employee to take advantage of an

opportunity to perform productive work. Pension benefits safe-

guard old age, when the ability to work is reduced or eliminated.

Disability insurance assures continued income in the event of

long-term illness or injury. Pre-paid legal benefits bring bene-

ficiaries a step closer to guaranteed justice while permitting

individuals to take advantage of such protective measures as will

-3-
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preparation or legal counsel prior to taking an action that may

have legal consequences. There are other benefits that are

variations or enhancers of these basic benefits. For example,

401(k) savings plans strengthen pension protection. Dental

and/or vision insurance supplements basic health insurance.

In addition, there are varying forms of these benefits.

Health insurance can be provided through the usual major medical

and/or hospitalization policy, or through an employer-sponsored

medical reimbursement plan. Pension benefits can come from

defined benefit, defined contribution or profit-sharing plans, or

through annuities. Employees may select the benefits most useful

to them through use of flexible spending cafeteria plans.

The list of basic benefits and their variations in form is

long, and it would be counter-productive for NALU to try to list

here each benefit, in each form in which it is available.

Rather, our most useful contribution to your examination into the

best possible balanced, appropriately structured, effective,

cost-efficient fringe benefit law will be advice, based on our

collective experience in selling and servicing life and health

insurance benefit plans, on the effect of employee benefits and

benefit structures on the literally millions of Americans we

serve.

Should Tax Law Encourage Employer-Provided Fringe Benefits?

Yes. Risk-resistant economic security demands that most

people be covered by a minimum level of some form of life,

-4-
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health and retirement "insurance." That "insurance" can be

traditional, contractual protection as embodied in a typical life

or health insurance policy, pension plan or annuity contract. Or

it can be one of the new, more flexible and sometimes more cost-

effective mechanisms such as self-insured medical reimbursement

plans or cafeteria plans. Or, it can be government-financed and

administered social programs, such as Social Security, Medicare,

Medicaid or food stamps.

To forego that minimum level of risk-resistant security

means that we, as a society, would decide to let some people

starve, or die for lack of adequate health care. In short, to

refuse to assure that minimum level of risk-resistant security

would be to accept the "tale of two cities," with the excluded

unfortunates subsisting in the darkness of the shadow cast by the

glittering city above.

There will be little if any controversy in. rejecting such a

division of "have's" and "have not's." Most, if not all,

American citizens accept their societal responsibility to be sure

that as many people as possible enjoy a standard of living that

at the very least precludes starvation or illness caused by lack

of money.

Once we accept that we as a society want--indeed, demand--

that basic level of protection for all, the next issue becomes

how to achieve it in the most comprehensive yet cost-efficient

manner. Tax-encouraged employer-provided fringe benefits are

proven, efficient means of doing so.

39-706 0 - 85 - 22
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It is almost axiomatic that the private sector can accom-

plish any economic goal more efficiently than can government.

Yet, the cost of providing employee benefits is substantial. For

example, nationally, 36.7% of payroll is expended on employee

benefits. Thus, employers, motivated at least as much by profits

as by a desire to *do right," generally require an economic

incentive to spend the money to provide employee benefits.

Of course, the need to attract and retain competent,

employees is such an incentive. But it is not enough, nor will

it ever be enough while there are more people seeking work than

there are available jobs.

The ability to provide employees with tax-free (or tax-

favored) benefits is a strong incentive. Keep in mind that

"employers" are also employees. The people deciding to install

an employee benefit plan are at least equal beneficiaries of it.

Thus, the tax incentive appeals to the employer/employee's self

interest as powerfully as it appeals to the desire to "do right"

by the work force. The facts prove that the tax incentive of

fringe benefit law works. It has motivated employers to fashion

what is becoming an increasingly strong and important "economic

safety net."

For example, employer-provided life insurance is a near-

universal employee benefit. In 1982, 94% of all group life

insurance was provided through an employer. Group health

insurance was provided to 66.37% of all nonagricultural wage and

-6-
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salary workers in 1983. Almost 93% of those employees earning

less than $30,000 annually participated in a group health

insurance plan. Some 59% of all nonagricultural wage and salary

workers were covered by a private pension plan in 1983.

What Type and Level of Incentive Is Appropriate?

Current law does a reasonably good job of identifying the

basic benefits necessary for "risk-resistant security." To the

extent that the benefits (e.g., health insurance) can be provided

income tax free, the level of incentive is also appropriate.

Competitive, free-market factors serve as an adequate control of

over-use or provision of these benefits. In fact, although

fringes (not all of them tax-free) accounted for 27% of total

compensation in 1980, they accounted for only 28.5% in 1983.

This 1.5% growth rate over three years is far lower than the rate

of growth experienced betwen 1950 and 1980 (15.6%). And, a

substantial portion of the growth rate is attributable to the

increase in Social Security taxes paid by employers on behalf of

their employees, increased (taxable) vacation time, etc. Thus,

it appears that the portion of compensation going for tax-free

fringes is at or near stabilization.

Another example of free-market control is employer-provided

health insurance. Consider the frightening annual increases

in health care costs, and, as a result, health insurance.

Private sector efforts to curb these costs--through deductibles,

coinsurance, flexible spending cafeteria plans that include medi-

-7-
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cal reimbursement accounts, wellness programs, upgraded and

increased consumer education, increased sharing of premium costs,

etc.--have finally halted the spiralling increases. This year's

figures show a drop from 15% to 9% in the health care cost infla-

tion rate.

Indeed, there are very good arguments for increasing the

level of tax-subsidized fringe benefits. For example, the limit

of $50,000 in tax-free life insurance benefits has been eroded by

inflation in the 20 years since Section 79 was enacted. Those

who are self-employed are, in fairness, just as entitled to share

in these tax preferences. Further, there is no policy justifica-

tion for limiting tax-favored fringe benefit provisions to

employees.

However, we realize that you don't need and won't welcome

proposals and justifications for increasing government's cost of

assuring our socially required minimum level of risk-resistant

security. And although it is painful to admit to what amounts to

punishment of those among us who are motivated, competent and

productive, the fact remains that self-employed people are typi-

cally not the drain on societal resources that some of our popu-

lation are.

What Conditions/Restrictions on Tax-Favored Fringe Benefits Are

Appropriate?

The most important restriction on fringe benefit law should

be a careful identification of which benefits go into the basic
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bundle of protections that are required for risk-resistant

security. Certainly, life insurance, health insurance and

retirement insurance--in all of their many forms--are vital

protections. Other benefits may well be appropriate elements of

the security package, too.

Next, the law should in general restrict tax-subsidized pro-

vision of employee benefits to situations in which all employees

have an eual opportunity to participate. Indeed, there are

perhaps some benefits that should be required, if any at-all are

to be offered, at at least a minimum level. For example, because

we the taxpayers will pay the cost of uninsured catastrophic

illness, it is sensible to require a basic level of health

insurance protection before any other benefit could be provided

on a tax-favored basis. However, it would be costly waste to

mandate duplicated protection. Thus, where a potential benefi-

ciary earns enough to disqualify him or her from Medicaid

coverage, or where both spouses work and have access to employer-

providAd -^weraqe, the mandatory basic level of protection needed

to qualify for the tax benefit should be waived or enforced only

once per family.

Appropriate rules to insure that all employees have an equal

opportunity to receive the basic bundle of security-assuring

benefits should include a relatively short--e.g., one year for

life insurance, three months for health insurance--maximum

waiting period before employees are eligible to receive benefits.

Vesting after a reasonable period of service is necessary. But,
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Congress must remember that minimum and maximum waiting periods,

vesting schedules and other eligibility requirements will

necessarily vary among the different benefits.

Are Existinq Fringe Benefit Rules Sufficient To Prevent

Discrimination?

No. The rules are not uniform in concept or design, and in

many cases they discriminate against small business. Discrimi-

nation rules, where they are necessary, should be as uniform as

possible, but care must be exercised to avoid applying "rules of

thumb" where such would be inappropriate for a specific benefit.

The first ctep in fashioning an optimum discrimination rule

is to identify those benefits which should be mandatory for all

employees (assuming that Any benefits are to be offered).

Discrimination rules here are, of course, not required, because

all employees would have to be eligible. Next, those benefits

which all employees should have the option of selecting must be

identified. Then, benefits of value to and appropriate for long-

term productive employees should be identified. Discrimination

rules for these selective employee benefits should be written.

For example, basic levels of life and health insurance

should be mandatory benefits, if benefits are to be provided at

all. The employer's choice of providing extra levels of these

benefits should be contingent on the benefits' equal availability

to all employees. Life insurance coverage levels should be

pegged to compensation levels, but health insurance will be
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utilized, if at all, by employees in all income classes without

regard to compensation level. For example, a mailroom clerk's

appendectomy will cost the same as the company president's,

assuming comparable physical conditions, doctors, hospitals, and

complications.

On the other hand, pension benefits are appropriately keyed

to length of service and income level. Here, the appropriate

discrimination rule should consider equal percentages of pension

compared to salary history and equally applied additions to per-

centage limits to take advantage of length of service. Thrift

plans, such as 401(k) profit-sharing plans, are more in the

nature of rewards for faithful or valuable service and as such

should be subject to discrimination rules that have sufficient

flexibility to allow employers to reward long-term employees

without having to carry new-hires at an equivalent level. At the

same time, the benefits should be provided regardless of the

level of the employees' earning capacity. Perhaps the required

vesting schedule would provide the necessary flexibility.

Finally, Congress must remain aware that what is an invalu-

able benefit to Person A may be totally useless to Person B. A

child care assistance program for the widowed janitor who has two

primary-grade children will be a boon that surely qualifies as

among the appropriate benefits to be included in the bundle of

risk-resistant security protections. However, the 60-year-old

childless accounting clerk will derive no benefit at all from the

program. To require an employer to contribute to the program on
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behalf of both of these employees would completely waste the

contribution for the accounting clerk (or, put another way,

double the cost of providing the benefit to the janitor). Thus,

while both should have an equal chance to benefit from the

program, the employee who doesn't want it should be able to opt

out without imperilling the ability of the employer to provide

the program for those who do want it.

Another factor that must be remembered is individual

circumstances. For example, a 401(k) profit-sharing plan is

usually among the most popular of employee benefits. But, in

order to participate employees must be earning enough to have

sufficient dollars "left over" to save, whether on a before- or

after-tax basis. Thus, employees with big expenses and/or

smaller earning capabilities will be less able to participate

fully in the plan, even if they want to do so.

This "affordability factor" is not solely a function of the

employee's income. Family size and expense, income earned by

other family members, and retirement plans provided by spouses'

employers will have a significant effect on the overall percen-

tage of 401(k) plan participation. If an employer has a larger

than average number of employees who are the sole breadwinners of

their families, the overall percentage of participation will be

lower. Conversely, a higher than usual number of workers whose

salaries are one of two or more in their families will create a

higher participation level. A business with only five employees

will feel the effect of even one employee who elects to not
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a decision to opt out without threatening the level of

participation available to the remaining employees.

It is this scenario that creates difficulties with the

seemingly popular "no more than 250 of benefits can go to key

employees" test. It is an economic fact of life that higher-

income employees can afford and are more inclined to build long-

term savings. The lower-paid clerk's decision to participate at

a smaller level, or not at all, should not penalize those whose

length of service and hard work have earned them sufficient

income to save a larger amount.

further , ours is an exchange society, governed to at least

some degree by the law of supply and demand. The key employee

with a history of long hours, dedication and personal involvement

in the business is probably justifiably entitled to a larger

share of the rewards of the business' efforts. Put simply, there

are always going to be some employees whose production earns them

!arger economic rewards. This is particularly true when the

rewards are provided at a substantial cost to the employer/

business, even when the tax subsidy is considered.

Another problem with the 25% test is purely numerical.

Larger firms with bigger work forces will likely be able to meet

the percentage test. There will be a sufficiently large pool of

employees to accommodate the choice to opt out or participate at

a smaller level. It will be much harder, if not impossible, for
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smaller firms. And smaller firms are the ones spurring economic

growth.

Data from Dunn and Bradstreet prove this. Using a data base

of 5.4 million businesses in the U.S., the figures show that 53%

of all firms have only four or fewer employees. Firms with fewer

than 10 employees account for 72% of all U.S. businesses, and

fully 79% of our nation's businesses employ fewer than 15

workers.

Is it fair to provide a tax subsidy for employee fringe

benefits that, because of the strings attached, can be offered

only to the employees of large businesses? Is it fair, or even

sensible, to give a competitive edge to big business when it is

small business that is providing the bulk of America's economic

growth and jobs?

Thus, NALU urges you to study the implications of any pro-

posed discrimination test very carefully. We agree that as a

general principle tax-subsidized employee benefits should be

available to all workers, including those who do not work for

corporations. But the rules designed to assure this result must

be flexible enough to accommodate the needs of small business,

and the economic reality that some employees will earn and

deserve a greater reward. It is true that we the taxpayers bear

the cost of the tax subsidy. But we the taxpayers are also the

beneficiaries of the economic growth spurred by the extraor-

dinarily productive workers among us. Therefore, it is
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appropriate for us the taxpayers to share in the cost of pro-

viding their reward. The appropriate discrimination rules must

also reflect the fact that the exercise of individual choice can

and will allow yet greater cost efficiency and effectiveness but

also can and will impact substantially on rigid percentage-based

discrimination tests.

Is A Tax Subsidized Benefit Program More Efficient Than A Direct

Government Program?

Absolutely. Encouragement of those who are comparatively

sophisticated financial planners--employers--minimizes the possi-

bility of excessive, duplicative, inefficient or inadequate

protection that could result from leaving the decision to a much

larger pool of relatively less sophisticated consumers. Because

our society will pick up the cost of a foolish decision to forego

basic insurance coverage, it makes a lot of economic as well as

social sense to provide incentives to the group--employers--most

likely to make the wise decision to provide this basic protection.

Let ua hypothesize the result of a decision to withdraw the

incentive to provide employee benefits. Because the benefits

cost, on average, 36.7% of payroll, many profit-minded employers

would undoubtedly cut down on or drop their benefit plans rather

than incur payroll tax costs on the value o t th-j benefits or the

additional cash compensation liability tha: would come from the

inevitable reduction in real earnings experienced by employees

who would become liable for income tax on the value of their
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benefits. The higher wage cost would be inflationary, too, as

employers would pass the costs on to their customers.

From the workers' perspective, the negative impact-is just

as likely. Certainly, some employees--particularly those earning

higher than average salaries--would purchase at least some

protection on their own. But others--maybe most--would simply

forego the protection, or settle for inadequate amounts, rather

than stretch already tight personal budgets to absorb the after-

tax cost of adequate protection.

Then, when these people or their dependents become sick or

die prematurely, our already-burdened social programs would pro-

vide support. For example, in 1981 Medicaid alone paid out over

$27 billion in benefits to 22 million recipients. Medicare paid

an additional $5.8 billion to beneficiaries under age 65. And,

inflation in these costs since 1981 has been some 15% per year.

The tax expenditure for health insurance in 1983 was estimated at

$18.6 billion. It is reasonable to predict that Medicaid and

Medicare payments would increase by far more than $18.6 billion

if as few as half of today's covered population chose to "roll

the dice" and accept the risk of expensive illness--which ultima-

tely would be paid for by Medicaid or Medicare--rather than

purchase sufficient health care coverage with their limited fund

of P'er-tax dollars.

The scenario gets worse under the possible variations.

Consider, for example, the possibility (probability) of economic
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loss due to increased loss of production time as a result of

sickness made more severe for lack of early treatment. (Early

treatment would surely decrease if an individual, already

struggling financially, had to pay 1001 of its cost.) Consider

loss of tax revenue from workers no longer working due to dis-

ability.or loss of employment because of the cut-back in

insurance in force.

An equally grim picture emerges when one speculates on the

social cost of losing near-universal life insurance protection.

Without insurance dollars to cushion the financial devastation of

premature death of a breadwinner, welfare programs--i.e., our tax

dollars--would support these newly bereaved dependents. The

dollars-and-cents cost almost certaly would exceed the

estimated $2.1 billion tax expenditure cost associated with tax-

favored group life insurance.

Already there exists great controversy and concern about the

plight of our nation's elderly. Contemplation of the possibility

of adding potentially millions of ill-prepared or unprepared

retired poor to the welfare rolls chills the blood of even the

least compassionate of us. It would also boggle the minds of

those charged with forecasting budget outlays for these programs.

On a purely financial basis, elimination of basic life,

health and retirement insurance fringe benefits could well be far

more costly than the concededly large tax expenditure projections

associated with these benefits. When you consider the price in
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human dignity, quality of life and peace of mind, the prospect is

even more threatening.

Also, the flexibility possible under the current tax law is

highly beneficial. The ability of an employer to select among a

broad range of benefits allows firms to add protection as their

businesses stabilize and their employees demonstrate loyalty and

productivity. And the most flexible of all programs, cafeteria

plans, not only maximize the effectiveness of an employee benefit

program, they also maximize the effectiveness of the tax subsidy.

This is because only those benefits that are actually wanted are

provided, thus eliminating a subsidy for unused or unwanted

benefits. And the tax expenditure cost should logically

decrease. This is because only already tax-free fringe benefits

are permitted options in a flexible spending salary reduction

cafeteria plan. So the tax cost of the benefits is already

reflected in the tax expenditure estimates for each specific

fringe benefit code provision.

Further, cafeteria plans are becoming increasingly important

and effective mechanisms for the control of health care costs at

the consumer level. So long as cafeteria plans contain a cash-

out or roll-over feature, participants can actually benefit,

visibly, from efficient use of health care services. Yet, their

health care needs are still fully protected. To gut or eliminate

one of the few demonstrably effective toolsfor slowing the rate

of health care cost inflation would be a costly mistake.
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How Do Tax Laws Affect Compensation Planning?

With top income tax rates at 50% for individuals and 46% for

corporations, tax implications are among the most vital of all

factors underlying employers' compensation decisions. And, the

business people with decision-making authority in the compen-

sation area are typically extremely sensitive to the tax implica-

tions of their plans. Thus, the usual compensation-related

decision will be based on a careful evaluation of how to-provide

the maximum competitive after-tax compensation package.

How Do Tax Incentives For Fringe Benefits Affect Employment

Choices?

Most employees at all earning levels consider the benefits

package as carefully as they consider salary, job content and

working conditions when they are choosing among prospective

employers. The benefits package becomes even more important as

workers climb their career ladders.

To the extent that overly harsh discrimination rules

preclude or limit small businesses' ability to design and offer

competitive compensation packages, employee benefits law gives a

competitive advantage to larger, more established firms. Small

businesses have a tougher time attracting and retaining the best-

qualified people, particularly at key management and executive

levels. The cost of hiring employees is higher because compen-

sation must be greater to compensate for benefits that the

smaller employers cannot match or offer at all. In turn, the
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small business' products or services must be priced higher to make

up for the higher cost of personnel.

Summary

Fringe benefits are a proven way by which economic

prosperity is shared among all workers. They are more cost-

effective than reliance on individual initiative as a way of

assuring a basic level of risk-resistant security. The tax

incentive given to employers to provide these benefits is the

best way known to minimize the cost of compassionate caring for

all members of our society.

However, while tax-favored fringe benefits must be available

to all workers, caution must be exercised to be sure that the

incentive to reward productivity remains and that individual

needs and choices can be accommodated.

Finally, to the extent that discrimination rules are

required, they should be as simple and as uniform as possible,

but most importantly, they must not, by design or operation,

discriminate against small businesses.

As this committee undertakes the task of reviewing and,

potentially, changing the body of employee benefit tax law, you

should keep these principles paramount: Fringe benefits help

build a healthier, more productive economy and a healthier, more

productive society.

Thank you.
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Mr. Chairman and Members of the Subcommittee, I am Mary Nell Lehnhard, Vice President

of the Blue Cross and Blue Shield Association, the national coordinating organization

for the 96 Blue Cross and Blue Shield Plans. Today, Blue Cross and Blue Shield Plans

provide health care coverage for more than 85 million Americans. Most of our subscribers

maintain this coverage through group policies offered by their employers, although a

substantial number - 13 million - are covered under individual health benefits contracts.

I appreciate this opportunity to present the Association's views concerning. the tax

treatment of employee benefits,

Current tax policy clearly establishes incentives for employers to provide certain

employee benefits - particularly those thet protect workers and their families against

loss of income or high expenses due to retirement, disability, illness, and death. There

are two major principles underlying this policy. The first is that assuring the economic

security of active, disabled, and retired workers and their dependents is beneficial to

society as a whole. The second is that government-operated programs alone cannot

and should not be expected to achieve the goal of economic security for this population.

We believe these principles are as valid now as they were 30 years ago when the basic

tax treatment of employee benefits was codified. In our view, the fundamental issue is

not whether government should be involved in protecting workers and their families

from loss of income or the high costs of illness but how the government should be

involved. Government involvement can be through incentives in the tax code for the

private sector to establish and operate benefit programs, or through the expansion of

benefit programs operated directly by the government. We believe that the encourage-

ment of private sector benefit programs is the better alternative. Therefore, we

recommend that the current tax Incentives for certain employee benefits be preserved.
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Tax Treatment of Health Benefits

Because we are most familiar with the provision and utilization of health benefits, we

would like to focus our specific comments on the tax status of employee health benefit

plans.

Current tax policy encourages the provision of health benefits through employment by

not treating the costs an employer incurs to provide these benefits as taxable income

to the employee. In addition, the employer does not pay payroll taxes - such as FICA

and unemployment - on these costs. These tax policies have been a major factor in

the growth of employment-related health coverage. Three quarters of the labor force

have employment-related health coverage. This coverage provides protection for about

177 million employees and their dependents.

We believe that this country's extensive group health benefit coverage has had substantial

value for workers, employers, health care providers, the government, and society as a

whole. Workers, including those who could not afford to buy insurance, or who would

otherwise fail to purchase it on their own, are protected from the unexpected and

major costs of illness. Health benefits administered and financed through a group of

employees are less expensive than if comparable insurance were purchased by individual

workers. Moreover, the employer can serve a valuable role in the health insurance

marketplace as a wen-informed bargaining agent for his or her employees. Through

this bargaining and negotiation, employers can tailor a unique health benefits program

that meets the often diverse needs of workers and their families as well as the needs

of retirees and their dependents. In addition, employers are able to attract and retain

-2-



348

workers through the provision of health coverage and the inclusion of particular benefits.

Finally, employee morale and productivity are enhanced as a result of increased job

satisfaction, and this, in turn, strengthens our economy.

By encouraging private group health benefits, current tax policy also has positive effects

on our health care delivery system. Providers of health care services, particularly

hospitals, are assured of payment for their services. In other words, insurers play a

major role in avoidance of hospital bad debts, and that means a significantly smaller

role for the federal and local governments in support of community hospitals.

Finally, and importantly, existing tax policy reduces the need for expanded government

funded and administered entitlement programs.

Because group health coverage is a benefit which is critical to our nation's weU-being

and productivity, the present tax treatment of health benefits is particularly appropriate.

Accordingly, the Blue Cross and Blue Shield Association strongly opposes the taxation

of employer-provided health benefits.

I would now like to comment briefly on proposals to limit the current tax exclusion

that applies to employer contributions to health benefits plans.

ftqpp@W for a Tax Cap on Bupiojee Health Benefits

The present Administration and some Members of Congress favor taxing the value of

employer-provided health benefits above certain levels - the so-called "tax cap." While,

to some, a tax cap may seem to represent a convenient shortcut in dealing with the
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federal deficit or an effective way to control health care costs, the adverse consequences

for millions of Americans would be serious

We believe that the adoption of this type of proposal would be both bad tax policy and

bad health policy for the following reasons.

0 A tax cap would diminish the government's commitment to use tax incentives to

have the private market provide protection against health care costs. A major

objective of our tax system is to encourage the private sector to undertake socially

useful activities in order to minimize the need for tax-supported government

programs. A tax cap on health benefits would send a signal that government had

reduced its commitment to protecting the health of the work force and their

families. Enactment of even a high level tax cap would be deceptive. Once in

place, the temptation to "rachet down" the cap each year - in search of new

revenues - would prove irresistible.

o A cap would impose a "sick tax" on older and chronically ill workers, and on their

employers. Different employee groups have different health care needs. Because

older and chronically ill workers tend to use more health benefits, the cost of

providing health benefits to a group in which these workers are heavily represented

will be higher than the cost of health benefits for a group of young healthy

workers. Consequently, if a cap were imposed on the amount of employer-provided

benefits, or for that matter if all of the health benefits were taxed, employees

of companies with a relatively high percentage of such workers would have to

pay more taxes than workers of other companies.
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A tax cap could also have other serious but more indirect adverse effects on

older and chronically ill workers. If employers responded to the tax cap by

offering employees a choice of plans - a low option which is non-taxable and a

high option which is taxable, those who perceive themselves as healthier likely

would choose the lower-cost, minimal coverage plan. Less healthy workers would

want the protection of a more comprehensive, higher-cost plan. Over time, the

cost of providing services to the high users would drive up the premium of that

group and the healthier workers would drop out. This "adverse selection" would

put the cost of the more comprehensive protection out of reach for those who

need it.

While we do not have precise estimates of the financial effect of a tax cap on,

groups with "high risk" workers, Blue Cross and Blue Shield Association actuarial

simulations suggest how the Administration's proposal might affect older workers.

The additional taxable income for family coverage provided by a particular Blue

Cross and Blue Shield Plan (with a 75 percent employer contribution) is estimated

to be 31 times higher for workers employed in older employee groups (average age

55-64) than in younger groups (average age 35-44). Under the Administration's

proposal, this would mean taxable income of $1,306 versus $41.

o A cap is not needed to contain health care costs. Cost containment has recently

emerged as the major factor in the delivery and financing of health care. Purchasers

of health care, as well as providers have increased their level of sophistication in

a very short time. Programs have been developed to reduce inpatient lengths of

stay, to determine whether services such as diagnostic tests and surgery should

be performed on an outpatient rather than on an inpatient basis, and to determine
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prior to hospitalization whether a hospital admission is warranted. For example,

by, using hospital utilization review, Blue Cross of Iowa cut small group premiums

by a total of $24 million, and Blue Cross of Northeast Ohio cut experience-rated

group premiums by 4 to 6 percent.

Another approach being used to control costs is the offering to employees of

financial incentives to use designated hospitals and physicians in the community

that, through a contract, will provide health care services for a lower price or

with more stringent utilization controls. These new arrangements are called

Preferred Provider Organizations - PPOs - and have demonstrated significant

savings. For example, by using preferred providers arrangements, Blue Cross of

California has cut premiums for large group accounts by an average of 13 percent,

while Blue Cross and Blue Shield of Minnesota reduced rates by an average of

10 percent, saving $10 million. A variant on the PPO approach is called "selective

contracting," in which an insurer or employer contracts with selected providers

in the community whom they know provide high quality services at lower cost.

Employees are not reimbursed for their medical expenses if they go to providers

not covered under the contract. This also has resulted in lower health care costs

for employers.

In addition, more and more employers also are offering their employees the option

of a health maintenance organization - an HMO - since HMOs have strong

financial incentives to control utilization of services while still providing high

quality of care.

These approaches are helping to contain the cost of group health benefits. The

Business Roundtable's Task Force on Health has just reported that, as a result of
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various steps taken by its members, average health care spending per recipient

for the first quarter of 1984 increased only 8.4 percent from the first quarter of

1983 compared with 12.7 percent for the same period a year earlier.

0 A cap would be regressive taxation. Data from the Congressional Budget Office

and the Employee Benefit Research Institute show that, of those employees who

would be subject to additional taxes, the financial burden would fail heaviest on

those with lowest incomes. For example, under the Administration's proposed cap,

workers who earn less than $10,000 a year would pay an additional 2.8 percent

of their income on average. Workers earning more than $50,000 a year pay taxes

equivalent to only 0.4 percent of their Income. Reducing the benefit package to

a value below the cap, could result in dropping covered benefits or providing for

significantly greater employee cost-sharing. Because lower-income persons are

less able to pay, any new cost-sharing requirements or out-of-pocket costs for

non-covered benefits would affect them disproportionately.

For all of these reasons, we believe that Congress should not tax employment-related

health benefits. Some might charge that the current tax status of employer-provided

health benefits is inequitable because it applies only to health coverage obtained through

employment. While it is true that health insurance premiums for those who must

purchase individual coverage are paid for with after-tax dollars, the medical expense

deduction has helped mitigate this expense. If Congress wishes to address the differences

In tax treatment of employer-provided versus non-group health coverage, we suggest

reconsideration of the 1982 change which raised the threshold for claiming the medical

expense deduction from three percent to five percent of adjusted gross income, and
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eliminated the separate deduction for health insurance premiums up to $150. Restoring

the separate premium allowance, in particular, would represent at least a partial solution

to this problem.

In conclusion, we want to emphasize the value of using tax policy to encourage the

private sector to provide benefits which protect our citizens from economic Jnsecurity.

With respect to health benefits, we strongly recommend that Congress not impose a

tax cap or other form of tax on employee health benefits. Such a tax is not needed

and would hurt those most in need of health care.

We look forward to working with you in this important area and would be glad to

answer any questions you may have.
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STATEMENT OF MARY NELL LEHNHARD, VICE PRESIDENT, OLUE
CROSS & BLUE SHIELD, WASHINGTON, DC

Ms. LEHNHARD. Mr. Chairman, I am Mary Nell Lehnhard, Vice
President of the Blue Cross & Blue Shield Association. The Blue
Cross & Blue Shield plans provide health care coverage through
group policies offered by employers for about 70 million workers
and their dependents. Current tax policy clearly establishes incen-
tives for employers to provide employee benefits, especially those
that protect workers and their families against loss of income or
high expenses due to retirement, disability, illness, and death. We
believe that there are two fundamental principles underyling this
policy.

The first principle is that assuring the economic security of
active, disabled, and retired workers and their dependents is bene-
ficial to society as a whole. The second principle is that Govern-
ment-operated programs alone cannot and should not be expected
to achieve 'he goal of economic security for this population. We be-
lieve that these principles are just as valid now as when they were
incorporated as part of the Code 30 years ago. In our view the fun-
damental issue is now not whether the Government should be in-
volved in protecting workers and families, but how. Goverment in-
volvement can come through incentives in the Tax Code for the
private sector to establish and operate benefit programs or through
the expansion of benefit programs operated directly by the Govern-
ment. We believe strongly that the encouragement of private sector
programs is a far better alternative. We therefore recommend that
the current tax incentives for employee benefits be preserved. Be-
cause the Blue Cross & Blue Shield Association is of course most
familiar with the provisions of health benefits, we would like to
comment specifically on tax treatment of employee health benefits.
We believe that this country's extensive group health benefit cover-
age has immeasurable value for workers and employers, health
care providers, the Government, and society as a whole. Workers,
including those' who could not afford to buy insurance or who
would not purchase it on their own, are protected from unexpected
and very major costs of illness. Important'y, existing tax policy re-
duces the need for Government-funded entitlement programs. We
believe that the adoption of any tax on employer-provided health
benefits including the so-called tax cap would be both bad tax
policy and bad health policy. Specifically, a tax cap would erode
the Government's commitment to use tax incentives to have the
private market provide these benefits. Enactment of a high level or
very generous tax cap would be deceptive. Once in place, the temp-
tation to ratchet down the tax cap each year in its desperate
search for revenues, would prove to be irrestible. Second a tax cap
would impose a sick tax on older and chronically ill workers who
have higher health care costs. For example, according to our calcu-
lations, the additional taxable income could be as much as 30 times
more for workers employed in older groups than in younger
groups.

Finally, a tax cap would be regressive taxation, contrary to what
we have heard before. Those employees who would be subject to ad-
ditional taxes under the proposal-the financial burden would fall
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heaviest on those with the lowest incomes. Under the administra-
tion's proposal, workers who earn less than $10,000.00 a year would
have taxes equivalent to almost 3 percent of their income on aver-
age. Workers earning over $50,000 a year would pay taxes equal to
only four-tenths of a percent of their income. For all of these rea-
sons, we believe that Congress should continue to recognize the
value of using tax policy to assure that the private sector protects
workers against economic loss and specifically that Congress should
not enact legislation to tax employment related health benefits.
Thank you.

Senator PACKWOOD. Let me ask each of you one question. I will
start with Mr. Hurd. I indicated earlier, that we are starting to see,
at least in new contracts some addition of deductibles or copay-
ments on health insurance. Employers are simply being driven to
that, and many of the collective bargaining agents are going along
with it. If you have any factual evidence you can give me for the
record, I would appreciate it. Mr. Hurd?

ADDITIONAL MATERIAL FOR RECORD SUPPLIED BY HEALTH INSURANCE ASSOCIATION
FOLLOWS:

The following material is submitted in reply to your request for data on trends in
cost sharing provisions of group health benefit plans.

Hewitt Associates of Lincolnshire, Illinois recently released the findings of its
study which compares the features of the principal benefit plans provided by 250
major employers in the U.S. for their salaried employees, from 1979 through 1983. A
copy of the description of that study and the statistical results for medical expense
coverage follows.

In essence, the results reflect the following trends:
1. More employee sharing of hospital costs.-The percentage of plans providing 100

percent reimbursement for hospital costs decreased from 89 percent in 1979 to 75
percent in 1983.

2. Greater use of front-end deductibles, applicable to all medical expenses. -In
1979, 14 percent of the plans had a front-end deductible. In 1983, the proportion was
32 percent.

3. Increase in the size of annual deductible amounts.-Only 15 percent of the
plans had a per-person deductible of more than $100 in 1979. By 1983, the percent-
age was 32 percent. The major movement has been to deductibles of $150 more per
year.

For each of the above, the change was most dramatic between 1982 and 1983. Also
shown are trends toward increased use of placing a limit on an insured's out-of-
pocket expenses and higher lifetime maximum benefits.
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The Health Research Institute has
released results from its Third Biennial
Stealth Care Cost Containment Survey of
corporate health care cost containment
efforts. A total of 610 of the 1,500 largest t
0.8. corporations responded to the 1983 1
survey. The 41-page report analyses trends t
and provides ideas and opportunities for I
planning cost contalnmant efforts. c

Plan Design Features em

Responses to a question about the basic P
design of medical programs indicated that a

substantial shift has occurred over the past
two years, which shows 53.6% of the 1983
survey respondents using a comprehensive No
health plan approach. This is in contrast to Su
1981, when 39.1% used the comprehensive co
approach, and in 1979, when 32% used it. di
Respondents reported a substantial (and tu
continuing) growth in dental plane (59t in Ws
1979. 74% in 1981, and 77.41 in 1983). (4
Prevalence of short term disability and long
term disability plans has shown little change
over the past two years, 71.4 and 83.7%, responds
respectively. Vision care plans Increased outpatie
from 15.9% in 1981 to 19.3% in 1983. octorto
Although prescription drug plans dropped doctor$o
slightly from 13t in 1979 to 12% in 1981, surveys.
there was an increase in 1983 (18.3%). About Th
0.3% of respondents in the 1983 survey plan inc
offered prepaid mental health plans and
flexible/cafeteria plans. ouaneke

The pattern described by the 1979 and
1981 surveys of high maximums and reason-
able and customary reimbursement patterns
continued in 1983. However, there has been a
shift awsy from the *nearly everything cov-
ered' approach. The proportion of respon-
dents reporting full payment of Semiprivate
or RC hospital charges for room and board
dropped from 90% in 1981 to 85.5% in 1983.
Similarly, 61.3% used unlimited or PAC
charges for payment of hospital miscellaneous
or ancillary charges (compared with 66% in
1981). A slightly Smaller proportion used
RC charges a the payment basis for sur-
geons in 1983 (57.3%, ciapared to 59% in
1981). In 1983, about two-thirds of the
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Respon.dents reported that 85% provide
mental health services through their major
medical/comprehensive plans, but the plans
frequently limited outpatient care. In addi-
tion, 36.8% provide employee assistance
programs to help employees cope with mental
health problems, 9 provide plan design
incentives to use outpatient services, and
0.3% offer a prepaid psychological plan.
Most plans (except for RAPS) provided the
same type and level of benefits for employees
and dependents.

Hospice care coverage nearly tripled
over the two-year period; in 1983, 35.2% of
the responding employers covered such care,
compared to 12.6% in 1981.

a . The coverage of second surgical
opinions increased from 66.9% in 1981 to
73.2% in 1983. Mandatory second opinions
(for all procedures) nearly doubled from 2.1%
in 1981 to 3.6% in 1983. In past surveys, no
question was included about a specified proce-
dures list for second opinions. However,
more than one-third (34.3%) of the responding
employers used this approach in 1983. $early
all employers who use second opinions pay for
the second opinion in full, whereas less than
12% encourage a second or third opinion from
a non-surgeon. employers who kept statistics
determined a savings of 2.8%

Precertification to determine the
duration of nonemergency hospital lengths of
stay was reported by 16.3% of the responding
employers. The 1983 level of savings was
3.6 (up from 1.0 in 1981).

Ambulatory Care

Companies are increasingly recognizing
that-hospitalisation, which is the most
expensive component of health care costs, can
be reduced through efforts to shift utiliza-
tion tom the inpatient to the outpatient or
ambulatory setting. For example, in 1979,
59% of the respondents encouraged and
provided coverage for ambulatory care in
1981, 84%, and in 1983, 98.0%. The survey
continues to note a trend that encourages use
of preadmission testing. In 1981, about 85%
of the respondents' coverage levels for
outpatient preadmission testing were equal to
ti,z level paid in the inpatient setting for
the samb tests. Over the two years, the
proportion reporting equal coverage levels
dropped to 78.9, while the proportion
reporting outpatient preadmission testing -
paid at a higher level than inpatient more
than doubled, from 4.2 to 10.1%.

The trend toward greater use of ambula-
tory surgery also continued. In 1979, 901
paid for ambulatory surgery, compared to
92.3% in 1961, and 96.0% In 1983. Similar to
preadmission testing, the proportion of
respondents providing an equal benefit,
whether surgery was performed in and/or out
of the hospital. has dropped from about 920
to 74.1% in 1983. by contrast, the propor-
tion paying more for outpatient surgery has
increased from 6.4% in 1981 to 20.7% in 1983.

Included for the first time in the 1983
survey was the use of innovative incentive-
based systems. About 0.5% of the responding
employers make medical expense accounts
available to employees, or cash bongsee to
either providers or employees. However, mo:e
than 26% make higher levels of payments
available for use of outpatient facilitieS;
and nes. ly 9% waive the deductible and coin-
surance when alternative sites or treatments
are used.

Funding/Administration Methods

When compared to the previous surveys.
the 1983 data show a marked shift away from
fully-insured, carrier-admlnistered financing
arrangements. In 198). 17.3% of the.
respondents were using a fully-insured
approach, compared to 27.8% in 1981, and 45%
in 1979. The result of the shift seems to
suggest employers may be changing financing
arrangements but are remaining with their
present or another carrier for claims
administration.

In 1983, third-p(#ty0administrators
were reported by 42.9% of.1the iospondents,
compared to 23.6% in 1981 and 201 in 1979.
Self-funded, self-administered plans declined
In 1983 to 10.7%, down from 11.2% in 1981,
which was almost double those in 1979. The
use of alternative funding and administra-
tion methods resulted in an 8.0% savings, up
from the 6.7% reported in 1981.

The majority of the companies (64.5t)
have conducted internal audit* to monitor
eligibility determinations, claims proces-
sing efficiency, etc., compared to 49% in
1979 and 56.9% in 1981. In marked contrast
to the prior two surveys, however, the
proportion of companies conducting an audit
of external administrators has increased to
55.1% (from about 39S in 1979 and 1981).

(CONTINUED)
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coordination Of Senefite

The proportion of respondents with a
coordination of benefits provision increased
from nearly 954 in 1981 (up from 92k in 1979)
to 97.6k in 1983. The overall level of Cos
savings reported in 1983 weas 9.3 comparedd
to 7.31 In 1951, and 6.2k in 1979).

Concurrent utilization review yes used
by 17.31 of the 1983 survey respondents,
18.0k used retrospective utilisation review,
end 6.6k used physician review. The savings
levels reported for concurrent utilizetion
review increased by nearly 50k to 6.11,
savings levels for retrospective review were
insufficient to report in 1981 but showed a
savings of 1.2k in 1983.

Nearly 40k of the respondents have
subrogation clauses and 6S.1% actively pursue
possible recoveries. Where subrogation is
actively sought. recoveries are 2.3k of
claims (up from 1.91 in 1981 and 1.7k in
1%79).

Alternative delivery systems activity
reported by 1983 survey respondents is as
follows,

8Me 67.4k
Preferred provider organizations 2.3
Ifficiant provider organizations 1.3
Prepaid psychiatric care 0.3
Insurer/physician health plan 1.1
oeslth care alliance 1.3
Bollstic health care 0.7
zxpanded industrial (In-house care) 6.3

Although only 2.31 of the respondents
offer a "o, more than ten times as nhny
(26.6k) expect to offer a P10 within two
years. Similarly, more than three times as
many expect to offer an efficient provider
organisation (4.00), and nearly five times as
many (1.71) expect to offer a prep"Id psychi-
atric care plan. Part of the reason for
respondent interest in otber forms of alter-
native delivery systems may be the decline in
reported savings from use of mOs (from 8.5k
In 1961 to 2.4k in 1983).

Respondents reported increases in the
useof alternative care treatments. The
proportion providing coverage for biofeed-
back training increased from IS.1k to 22.61
over the tworyear period. Some birth cover-
age increased from 11.7k to 20.9y cancer and
terminal illness counseling wee provided by
23.3k of the respondentsu hypnosis increased
frcq 1.7k to 7.3k1 and stress management and
pain management services were covered by 12k
to 15k of the companies. Since theme alterna-

tive care treatments require employees to
take a nore active role in their health,
employers are encouraging this trend to their
benefit plan design to support end reinforce
a greater acceptance of responsibility and
Involvement.

health Improvement

Nearly 30k of the employers responding
to the 1903 survey provide for early
detection screening, compared to 21.7% in
1901. Stealth risk assessments were provided
by 10.30 of the respondents at the york
site. Data show a reduction in use of
periodic physical examinstionst 13.0k
provided physical for all employees,
compared to 16.01 In 1981. The proportion of
companies providing pre-employment physical
for all employees declined from 42.1k to
31.2%, but increased for selected employees
(from 13.4k in 1901 to 16.3k in 1983).
Executive physicals declined from 63.41 to
53.8k. A new question Included in this
year's survey found that 7.6k of companies
provided physicals for employees with
identified risk factors. Although savings
levels were not statistically significant,
the average level of reimbursement reported
for outside physicels was 8106, and the
average maximum wae $210.

The proportion of euployers providing
incentives for health improvement behavior
change has increased in nearly all
categories. Seven percent reward employes
for sick time not taken (down from 12.6k to
7.0k), smoking cessation payments or contests
increased from 1.7k to 5.31, payment for
weight loss increased from 0.3k to 4.0k,
bonuses for less than expected medical care
costs increased from none to 1.3k. and those
providing bonuses for non-use of the plan
increased slightly from 0.3k to 0.7%.

wealth education communications has
.hown a significant ilqcrease since 1901. Por
eoampla, the proportion of respondents using
posters increased to 38.2%, internal publica-
tions (to 34.6%), payroll stuffers (to
13.0%), and audio-visual (to 19.6k). Use of
newsletter* declined from 20.31 to 16.3k, and
use of single purpo s meos declined signifi-
cantly from 30.0k to 12.05. In addition,
6.3k of employers have conducted an interest
survey to determine employee need for health
education information, and 5.01 adopted a
comprehensive communication campaign.

(CONTIMnO)
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One of the ways major employers are
approaching health care cost control is
through actions in the community and govern-
ment sectors. Coalition participation has
increased significantly 141 in 19791 30.3t
In 19811 and 61.8 in 19S3. Companies that
have tried joint management/union cost con-
tainment efforts increased from 11.1% in 191
to 18.9 in 1983: Of the respondents
reporting such joint efforts, 68.41 report
the union has been generally cooperative.

To gain top management's support for
cost containment health improvement programs,
some coponies initiated a formal policy
statement. The proportion reporting a
written and agreed-to statement of objectives
has more than doubled, from 14.0 in 1981 to
20.2t in 1983. Where objectives had been
sot, they included a health care coat
containment task force (24.0t), benefits
reduction to maintain costs (14.6t), main-
taining present level of benefits without
cost increases (11.3t), and reduction in
health care costs (10.3t).

Employers have continued to offer
several types of employee choice-making
opportunities. more than one-half (56.2t)
offer an alternative delivery system, and
about one-third (35.St) allow employees to
waive coverage entirely. Other options
include dental plan (18.31), vision plan
(3.71), prescription drug plan (3.01);
approximately St allow choice of the level of
deductible and/or level of coinsurance.

Questions about employee cost-sharing
were included for the first time in the 1983
survey, Employee involvement in costs
Included the followings

Increased deductible
Individual
Family

Increased coinsurance
Larger stop-loss
Limits on hospital payment

Deductible (additional)
Higher coinsurance
Weekend exclusion

Premium (payroll) sharing
Employee
Family

38.5t
35.2
19.6
18.9

13.0
9.6
8.6

18.6
24.3

As in 1979 and 1981, a special analysis
was conducted to determine whether activity
in cost containment and prevention/promotion
efforts have resulted in reduced costs.
Respondents were segmented according to level
of reported acLivity. Thoset reporting more
than six significant cost containment
efforts, and those reporting more than four

prevention/promotion efforts, were compared
to the remaining population to derive the
following

Cost Per Cost As I
employee Of Payroll

All participants
Active in cost

containment
Remaining participants
Active in prevention/

promotion
Remaining participants

$1,366

996
1,438

1,061
1,456

8.61

6.7
9.1

6.9
9.3

The report states. "It is difficult to
escape the conclusion that those active in
cost containment and prevention/promotion
efforts are being rewarded for their efforts
(to the extent of approximately 30t leap
cost). This reward not only manifests itself
in terms of reduced direct employee health
care costs (as shown above), but also in
higher productivity while employees are at
work, decreased absenteeism, decreased inci-
dence of disability, premature death, etc.*

Trends And Observations

The report states.

"The timing for innovative health care
cost containment efforts has never been
better. Employees and providers have
generally accepted initial changes like cost
sharing, *lean* plans, increased deductibles,
and additional payroll deductions. Now they
are more willing to accept outpatient
incentives, medical expanse accounts,
prospective payments, competition, preferred
providers, In-house care, pro-certification,
health improvement/prevention efforts, joint
labor/management councils, prepaid
psychiatric care, alternatives to inpatient
care, patient advocacy, etc.

'The decline in use of less effective
early detection actions (e.g., physicals) and
increases in prevention and focused early
detection actions signals a fundamental naw
direction is emerging in prevention. It
appears employers are using generalized tools
(e.g., health hazard appraisals) to identify
at-risk populations, then focusing resources
on those who have (or are at the greatest
risk for) serious illnesses.*
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4. Cost-containment Activities

The final tablet Table 4, provides Information on the types of cost-containment
activities that states have considered for their employee health benefit programs. Most
states have introduced, or are planning to Introduce, one or more of the traditional cost-
containment strategies. In addition to the approaches mentioned In Table 4, states are
also experimenting with wellness programs, patient auditor programs, flexible benefits,
tightened auditing, tightened utilization review, pre-certification for selected procedures,

and financial incentives for shortened hospital stays.

Although some states have already Implemented substantial cost-containment

strategies into their plans, others are just beginning to introduce broad packages of
change. The case studies presented in Chapter II are of states already implementing cost-
containment strategies, but it is also interesting to examine how some states developed
the proposals they expect to implement. The way in which Vermont and Maryland
developed their proposals offers an instructive contrast: Vermont's initiatives came from
the executive branch and face a tough fight for approval from the union; Maryland's
initiatives came from the legislature, and the union is inactive and not a major force in
the discussion.

Vermont went to a self-insured, administrative services only (ASO) contract
program in 1980, but realized that more changes were needed to curb the growth in
expenditures. The state secretary of administration brought together a team of people
with related experience, including officials of the Medicaid program, the Insurance,
banking, and health departments to review alternatives and come up with a proposal. A
package was developed that proposed.the following: a mandatory outpatient program for
certain procedures and an incentive ambulatory program for other procedures; incentives
for shortened stays and early maternity discharge; no payments for emergency room
expenses, except for accidents and emergencies; and procedures for reduced claims
handling. These proposals are now going through the collective bargaining process, and, if
a contract is reached, must then be approved and funded by the legislature.

The Maryland legislature, concerned with the large increases in the cost of its
employee health benefit plan, asked the Maryland Department of Budget and Fiscal
Planning to study the program in depth, analyze the reasons for the cost increases and-

recommend administrative and program changes. The state review included a thorough
review of actuarial data, administrative procedures, claims processing, equipment used,
and funding options, as well as cost-containment strategies such as second opinion
surgery, preadmission testing, home health and hospice care, cash incentives and fitness
and lifestyle programs. The department completed a two-volume study in May 1983,
recommending major revamping of the state program. The recommendations are
currently being reviewed by a benefits consultant.
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TABLE

TYPES OF COST CONTAINMENT STRATEGIES PLANNED
IN STATE EMPLOYEE HEALTH BENEFIT PROGRAMS

Number of States

Not Already
Planned Planned Implemented

A. Mandate or increase cost-sharing requirements
(deductibles, co-insurance).

B. Provide fiscal incentives for cost-contain-
ment strategies such as second opinions for
surgery, preadmission testing, ambulatory
surgery, shortened stays, etc.

C. Require mandatory second opinions for
surgery or preadmission testing.

D. Develop preferred provider plans, primary
care networks, HMOs or other alternative
finance and delivery systems options.

E. Adopt standard contribution (same contri-
bution regardless of plan chosen) or
other incentives for employees to enroll
in cost-effective benefit plans.

A-13

39-706 0 - 85 - 24

8 21

10 15

8

12

10

11

3

18 6

9 20

18 12
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Mr. HURD. Yes, Senator, I have some specific comments. Our
company primarily insures small and medium sized employers. We
have on the order of 40,000 or 50,000 small employer-sponsored
plans covering maybe 2 million workers. I went through the data
on that just before coming out here, and I found that the first
dollar coverage type of medical plan, as compared to those with a
deductible on the employee's part, was only running 10 percent.
Our total revenue flow from those programs is currently only-10
percent that even surprised me--

Senator PACKWOOD. Let me make sure I understand. Of the
moneys you have coming in from health insurance, only 10 percent
of it comes from plans that have first-dollar coverage.

Mr. HURD. Yes. So, this has been a vast shift. Now, we had essen-
tially stopped selling, even offering, first-dollar coverage in the
small employer market a while back. We still had it available for
the larger plans, but I think there was a union negotiation prob-
lem, but yes, I think that there are changes happening and hap-
pening rapidly.

Senator PACKWOOD. Mr. Briggs?
Mr. BRIGGS. Our business is essentially more towards the very

large employers. Most of the large employer have negotiated con-
tracts, and that has slowed the shift to the deductible and coinsur-
ance-type plans. Nevertheless, we have seen a substantial number
of companies attempt to do this for their nonnegotiating employees,
if nothing else. We know that many of them are planning to intro-
duce deductibles and co-insurance in the very near future. We have
our own employees as an example. We ourselves introduced a $350,
approximately, deductible in our own plan as of January 1, 1984,
and introduced 90 percent co-insurance pretty much across the
board. This was a substantial change.

Senator PACKWOOD. $350 deductible per individual and then you
paid 90 percent above that. They pay 10 percent? Is that what you
are saying?

Mr. BRIGGS. Yes, except in certain cases where we want to en-
courage the employee to do things, in which case we will reimburse
it in full.

Senator PACKWOOD. All right. Mr. Press?
Mr. PRESS. Yes, Mr. Chairman. A significant part of my business

is from direct sales of health insurance to small businesses. We see
a greater use of increased deductibles, moving from calendar year
deductibles to per cost deductibles and in general, higher coinsur-
ance limits. Additionally, we are seeing increased incentives shared
by the employee and the insurer for saving money on medical care
expenditures.

Senator PACKWOOD. Ms. Lehnhard?
Ms. LEHNHARD. Yes. I would say that we do see that trend, and I

would make two points about it. First, the way it is happening em-
ployers are able to take a look at their employees and their finan-
cial need, and tailor the cost-sharing according to their ability to
pay. For example, employers may not want to impose such high
cost-sharing on their low income workers-clerical and secretari-
al-as their higher management level staff. The current system
allows them to make that individual tailoring. That could not
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happen under a tax cap. Under a tax cap, everybody would be
treated equally regardless of income.

The second point is that a tax cap imposed in an overnight fash-
ion would mean that many unsophisticated employers would have
to make a decision about how to cut their benefit package. Where-
as, now it is an evolutionary process, talking to the insurer, the
employee benefits manager, outside advisors, an overnight decision
we believe could easily result in many companies dropping the ben-
efits that we know reduce the most costly part of health care costs,
hospitalization. For example, a surprising number of companies
right now don't cover physician office visits, and we know that
where they do, they reduce hospitalization. An overnight tax cap
would, because of employees being scared about the high cost of
hospitalization, would mean employers have never cover those cost
effective benefits.

Senator PACKWOOD. OK. I have no more questions. Thank you
very much.

Mr. HURD. Thank you, Senator, for having the hearings. We ap-
preciate the chance to talk with you.

Senator PACKWOOD. I am happy to do it. We will reconvene at
9:30 in the morning.

[Whereupon, at 12:31 p.m., the hearing was recessed, to recon-
vene at 9:30 a.m., on Friday, July 27, 1984.]
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FRIDAY, JULY 27, 1984

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,

COMMITTEE ON FINANCE,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding.

Present: Senators Packwood, Durenberger, and Grassley.
[The press release announcing the hearing follows:]
Senator PACKWOOD. The hearing will please come to order. This

is the second in a scheduled 3 days of hearings on the subject of
employee benefits I made a long opening statement yesterday. I
will not repeat that today other than to say that these hearings
were designed to discuss the philosophy of employee benefits and
the philosophy of whether they should be taxed, rather than argu-
ing about specific benefits. There is some testimony relating to spe-
cific benefits, and it integrates very well into the overall subject:
We are going to be getting back into the specifics I hope later this
year on educational benefits and clearly next year. Although I
expect the President will be reelected; but, whether he is or wheth-
er he isn't, I think we are going to be back into this issue next
ear-in tax reform, and flat taxes, and the taxation of employee
enefits, deductions, and others.
To everyone in this group, I think my philosophy on this subject

is well known. All I will do today is remind the witnesses again of
the time limits They have been previously notified. We had a
choice when we scheduled these hearings-frankly, I did not think
we would have as many requests for testimony as we had. We had
about 110. There was Treasury in opposition, and 109 who basically
wanted to speak in opposition to the Treasury's position. [Laugh-
ter.]

Not from public interest groups, not from anybody, was there
any desire to speak on the side that the employee benefits should
be further taxed or totally taxed. Everyone who wished to testify is
a variant of what you will hear yesterday, today, and on Monday.

My choice was to pick a dozen or so witnesses and let them speak
a half an hour at length and hope that they represented a cross
section, or to do as we have done and to take about 70 witnesses,
hold them to rather strict time limits, so that I could have a cross
section of different companies, different trade associations, differ-
ent child care groups, all presenting their interests. The only way I
could do that was to tell you to put your entire statements in the

(365)
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record and talk as if you were talking to me in a living room; and I
will, as I did yesterday, require you to adhere to the time limits
rather strictly. So when that red light goes on, I will a3k you to
complete your testimony.

We will start this morning with a panel of Everett Allen, the
vice president of Towers, Perrin, Forster & Crosby; Carson Beadle,
the managing director of William Mercer-Meidinger; Susan Kora-
lik, partner at Hewitt Associates; and Harper Garrett, vice presi-
dent, Alexander & Alexander.

Unless you have objections, we will go in the order that you are
listed on the agenda.

I have read all of the testimony that had been submitted as of
last night. I have not read any testimony that may have been
handed in today, but your entire statement will be in the record.

Go right ahead, Mr. Allen.

STATEMENT BY EVERETT T. ALLEN, VICE PRESIDENT, TOWERS,
PERRIN, FORSTER & CROSBY, NEW YORK, NY

Mr. ALLEN. Briefly, in the time allotted, we would like to make
six major points. The first of these is that there is a need for pri-
vate plans and that the current system should support them.

National policy for private plans should not be driven by tax
policy alone. The discriminatory practices which occur in a small
percentage of plans should be eliminated in ways that do not ad-
versely affect plans that are not discriminatory. Private plans
should be permitted to integrate with Social Security benefits. And
whatever our policy, it should be stable and not one where we have
almost constant need of modification. And, finally, we should elimi-
nate burdensome administrative requirements.

On the first point, the need for plans, we are dealing with the
economic security needs of people in the event of old age, death, or
illness, and in meeting the expenses associated with health care.
Essentially, these have been provided through three major
sources--the Government, employer-provided plans, and personal
savings.

Now, of the three sources, the two that are most important are
the Government and the private plans provided by employers.

We feel or we sense that underlying legislation in the past has
been the tacit assumption that benefits will continue unchanged
even in the face of onerous requirements. And frankly we don't
think this assumption is valid; there is ample evidence that em-
ployers do respond to onerous legislation by reducing benefits, cur-
tailing plans, terminating plans, or seeking loopholes. We should
recognize this and encourage private plan coverage. If private plan
coverage recedes because of onerous legislation or lack of tax sup-
port, then necessarily there is going to be a burden shifted to the
Federal Government. Personal savings are not going to take up the
slack; the needs are going to continue to exist; and if there is a lack
of or a lessening of private coverage there will be pressure on the
Government to make up the difference.

Senator PACKWOOD. If I may interrupt you for a moment, no-
where are you going o see that. We have now lost the tax benefits
for educational assistance plans. The bulk of those plans are not
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benefiting the highly paid employees. The employer sends their
employees to a community college, and the tuition may be $200 to
$300 a year. It is not an overwhelming expense for employees. But
if you are going to have to withold on it and the employee is going
to have to count it as income, I've got a feeling that a good many
employers are going to say it just isn't worth the headache.

Mr. ALLEN. I agree. I think this is the danger. If we start doing
things to the other plans-the medical programs and everything
else-then the employers back off and we will have strong pressure
on the Government to make up the difference. I am not at all con-
vinced there is efficiency in doing that.

Senator PACKWOOD. Whereupon we are going to levy the tax on
the employers to pay for the programs that the employers would
otherwise pay for more cheaply and administer better if they ad-
ministered it themselves.

Mr. ALLEN. Exactly.
Our second point is that national policy on benefits should not be

driven by tax policy alone; we have lots of other considerations
that have to be taken into account.

Just to give you one specific recent example, let's take the area
of medical coverage for the elderly. The creation of adequate re-
serves for this type of benefit, we think, is very important and so-
cially desirable. This has particular significance when you consider
medicare. That was a program designed to provide health care for
the aged, but with three successive pieces of legislation we have
had a shifting of the cost of medicare benefits to the private
sector-for active employees under age 67, in connection with the
DRG type arrangement, and here we have the Deficit Reduction
Act of 1984 which strongly discourages employers from funding
post retirement medical benefits at a time when they are being
given additional liability for this coverage. It seems to us to be to-
tally inconsistent.

Tax policy is critical and powerful, but it has to be exercised very
judiciously.

We have lots more points. I will just have to summarize them,
because I think we are getting close to running out of time.

Discrimination has to be put into perspective. It exists, but, by
golly, it doesn't exist in very many cases; it's a very small percent-
age of the total universe. We need much more of a rifle-shot ap-
proach to handling discrimination and tax abuse.

We think the integration need is critical. Social Security benefits
are clearly skewed to the lower paid; and to provide adequate non-
discriminatory benefits for all, some form of integration has to be
provided and has to be permitted. And most of the integrated
plans-practically all, in fact-provide benefits that percentagewise
tend in the aggregate to decrease as pay levels increase.

The need for stability in national policy is critical. We have had
7 tax bills in the last 10 years, 2 Social Security amendments, mul-
tiemployer withdrawal liability legislation, and antidiscrimination
legislation in terms of age and sex. You hardly get one plan in
place and supported by systems than you have to go around and
change it again. We need something we can stabilize and live with.

Finally, whatever that is, it really should avoid these burden-
some requirements that have been imposed by the Internal Reve-
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nue Service in terms of plan filings and the like. All kinds of dis-
closure information has to be filed, and it apparently serves no
useful purpose.

As a closing comment, we would like to offer the facilities of our
firm and our total cooperation in helping the committee in any
way we can.

Thank you.
[Mr. Allen's written prepared testimony follows:]
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STATEMENT OF

TOWERS, PERRIN, FORSTER & CROSBY

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

HEARING ON FRINGE BENEFITS

July 26-30, 1984

We are very pleased to appear before your Subcommittee and offer

our comments and opinions on issues relating to private employee

benefit plans.

Towers, Perrin, Forster & Crosby is an international consulting

organization specializing in employee benefits and related human

resource consulting services. Our worldwide practice is devoted

in large measure to helping companies manage all aspects of their

pension and other employee benefit plans. We serve more than

5,000 clients, both large and small, in a broad range of

industrial classifications, as well as in the government, educa-

tion and health service sectors. We have some 325 clients among

the Fortune 500 industrials, 85 of which are in the Top 100, and

220 clients among the Fortune 500 service companies.

We support these hearings and compliment the Subcommittee for

its efforts in developing a full, fair hearing record with

respect to employee benefit plans. We believe that there are

many misconceptions concerning these plans -- for example, the

level of "tax expenditures" associated with tax-favored benefits,

the extent to which abusive practices exist and the magnitude

of coverage and benefits provided for low- to middle-income
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individuals and their families. These hearings create the oppor-

tunity to establish a clear and objective record. We are con-

fident that this record will show that private plans play an

impressive role in providing economic security in a cost-

efficient, nondiscriminatory manner for millions of participants

and beneficiaries.

In our testimony, we will refrain from citing statistics con-

cerning the prevalence of these plans, the extent of their

coverage and so forth. This information will be supplied by

such organizations as the Employee Benefit Research Institute.

Rather, we will comment on several matters relating to national

policy for private employee benefit plans. Specifically, we will

address the following topics:

- There is a need for private plans;

- National policy for these plans should not be driven

by tax policy alone;

- Discriminatory practices, which occur only in a

small percentage of plans, should be eliminated in ways

that do not adversely affect plans that are not discrim-

inatory;

Private plans should be permitted to integrate with

Social Security benefits;
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Whatever our national policy, it should be stable it

should permit employers to put plans and support systems

in place without the need for almost constant modification,

as is now the case;

- Burdensome administrative requirements should be avoided.

The following presents more detailed comments on each of these

items.

The Need for Private Plans

The economic security provided by private plans relates primarily

to the need for continuing income in the event of old age, death

or disability -- and the need to meet expenses associated with

health care. Private plans now provide benefits to meet the

needs of more than 150 million participants and their benefi-

ciaries. Many of these benefits are funded in advance, thus

creating a high degree of security.

Conventional wisdom contends that these economic security needs

are met by the so-called three-legged stool -- government bene-

fits, employer-provided benefits and personal savings. In

reality, government- and employer-provided benefits are the more

significant. Although rcraonal savings are important for many

reasons, they provide a much smaller part of total benefit pro-

tection than the other two sources. (Increasingly, personal

savings are being channeled into employer-sponsored plans
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rather than into traditional savings vhicles.) Many reasons

contribute to this relationship -- the effect of inflation on the

ability to save, social pressures to improve one's standard of

living, the relative illiquidity of some assets such as home

equity, and so forth. Whatever the reason, most individuals look

to the government and their employers for the major portion of

their benefit protection.

We sense that underlying employee benefit plan legislation and

regulation is the tacit assumption that benefits will continue

unchanged and that new coverage and plans will continue to develop,

even in the face of onerous requirements. This assumption is

unwarranted. Ample evidence indicates that employers respond to

adverse laws by curtailing benefits, by terminating plans and by

seeking loopholes. The large number of pension plan terminations

following ERISA is a good example of such employer reaction.

Our national policy should recognize this, and should encourage

the growth of private plan coverage.. The economic security needs

of individuals will not diminish if their private plan coverage

is--reduced or eliminated. To the extent such coverage does

disappear, it will create pressures for government benefits to

expand and, fill the gap.
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Ln our judgment, it would be wrong to expand government programs

beyond their current level. The Social Security system is beset

by its own financial problems (despite the 1983 Amendments)

and faces financial difficulties in the near future with its

Medicare program. Indeed, the system's future financial

integrity may very well depend upon the collection of additional

revenues and/or the reduction of benefits. Increasing Social

Security benefits will only exacerbate these problems and cause a

relatively diminishing base of taxpayers to assume an ever-

increasing burden of transfer payments.

Moreover, Social Security's pay-as-you-go financing does not

contribute to capital formation -- a highly desirable feature

that is part of the advance funding concept associated with many

types of private plans.

National Policy Should Not Be Driven by Tax Policy Alone

Our national policy on employee benefit plans needs to reflect

social and economic interests that go far beyond tax expenditures

and the abuse of tax shelters. Many other factors need to be

taken into account. They include:

- fiduciary responsibilities,

- disclosure requirements,

- capital formation,

- health care cost control,

- age and sex discrimination, and

- insuring plan obligations.
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Tax policy has tended to dominate private employee benefit plan

legislation. We believe this is totally inappropriate. Tax

issues, of course, are important -- but they are not the only

issues that should be taken into accounts the Treasury and

InternLi Revenue Service should not establish or dictate social

policies.

The fact is that tax policies can and often do conflict with other

social and economic objectives. The following examples

illustrate this point:

Health care cost containment is a critical national con-

cern. Nonforfeitable spending accounts and ZEBRAs (zero

balance reimbursement accounts) are techniques that pro-

vide significant assistance in achieving such controls.

In the opinion of many, these were and should continue

to be techniques permissible under Section 125 of the

Code. Yet for revenue considerations and concerns over

potential tax abuse, the Internal Revenue Service held

that such techniques violate the law. (In passing the

Deficit Reduction Act of 1984, Congress has apparently

sanctioned the Internal Revenue Service position.) In

this instance, tax policy seems to conflict directly

with the broader social objective of achieving health

care cost control.
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Another example concerns ERISA's minimum funding stan-

dards. A critical objective of ERISA was to ensure ade-

quate funding of defined benefit pension plans. In

measuring liabilities to determine these minimum funding

standards, actuaries are required to use assumptions

that are reasonable in the aggregate. Under the law,

there is a maximum dollar amount of benefit that can be

provided for any employee, but this dollar amount (after

a limited freeze period) will automatically increase to

reflect changes in the cost of living. For revenue

reasons, and despite the minimum funding and reasonable

actuarial assumption requirements, employers are not

permitted to determine plan liabilities by taking auto-

matic increases in the benefit limitation into account

-- even though they are stipulated by law. This revenue

policy effectively prevents the full advance funding of

liabilities for over one-half the current work force.

Another area of conflicting policy relates to the

establishment of a normal retirement age. The 1983

Social Security Amendments, for necessary financial

reasons, changed the starting age for normal benefits

to age 67 from age 65. Discrimination laws also

serve to encourage employment beyond age 65.
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ERISA, however, generally does not permit a maximum nor-

mal retirement age greater than 65. Although this is

not the proper forum to state an opinion on what is

appropriate, we do want to point out that policies are

inconsistent.

A final example concerns the funding of port-

retirement welfare benefits. The creation of adequate

reserves for these benefits, which can provide important

security for all employees, is socially desirable. This

has particular significance when one considers Medicare.

This program was designed to provide health care

coverage for the aged. With the Social Security

Amendments of 1983 and the enactment of TEFRA and, more

recently, the Deficit Reduction Act of 1984, we have had

a series of changes in Medicare that shift costs to the

private system as a way of solving government financial

problems. However, the Deficit Reduction Act of 1984

strongly discourages employers from prefunding post-

retirement medical benefits. The objective of this

legislation was to correct alleged abuses; however, it

will have a negative effect on benefit security for

nearly everyone, including employees covered by plans

that are clearly nondiscriminatory.

Tax policy is a critical and powerful force. It can serve to

provide major incentives for the development and expansion of

private employee benefits. It can also serve as a major disin-

centive -- as recent legislation has proved.
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Discriminatory Practices

The issue of discrimination in employee benefits needs to be put

into proper perspective. Fewer than three percent of employees

with pension plan and health insurance coverage earn more than

$50,000 a year. And most of the coverage provided for this small

group is not discriminatory. To the extent that there is discrim-

ination, it involves only a very small part of the total

employee benefit universe.

There is no question that discriminatory and abusive practices do

occur from time to time within the current system. Insofar as

possible, such practices should be eliminated. In doing so,

however, it is important that Congress stop short of removing tax

incentives that encourage the adoption of plans providing bene-

fits for rank-and-file employees.

Past efforts to correct abuses have often adversely affected the

entire benefit system. The top-heavy provisions of TEFRA are a

good ex .,ple of this. All plans must include these provisions,

regardless of the plan's size or the likelihood of its becoming

top heavy. And once the provisions have been included (whether

in complete form or by reference), they must, under ERISA's

disclosure provisions, be communicated to employees. This type

of communication will serve only to confuse people in situations

where top-heaviness is irrelevant. Similar observations can be

made about the reserve and funding provisions of the Deficit

Reduction Act of 1984; all plans must comply with provisions

designed to correct abuses found in only a small number of

situations.
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Clearly, for every action# there is a reaction. Imposing too

many restrictions -- particularly when they are not necessary --

can cause plan terminations and delLberalizations. Management

groups and owner-employees can provide for themselves through

other mechanisms even though they are not as tax efficient.

Thus, the real losers from restrictive legislation may well be

the "average* employees who are eliminated from coverage and who

have no adequate means of replacement.

Corrective legislation, if needed, should be directed at specific

areas of abuse, and should not hamstring the entire system.

Further, corrective legislation should be limited to tax-favored

benefits. There is no need to impose restrictions on benefits

otherwise taxable -- for example, group life insurance over

$50,000, the cost of which is currently taxable as income to

employees.

Self-interests have always existed and will continue to exist.

In the long run, the public interest will best be served by a

policy that harnesses these self-interests and uses them for the

good of broad groups of employees. Such a policy requires

accommodation, rather than conflict.

Integration With Social Security

In our judgment, it is imperative that national policy permit the

integration of private plan benefits with those provided by

Social Security. This applies to retirement, disability and

medical expense benefits.
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These two systems, private and public, are not mutually

exclusivei each reinforces the other. The combination of the two

achieves an equitable distribution of benefits at all pay levels.

The failure or partial curtailment of either system transfers

burdens to the other. For example, the Social Security

Amendments of 1977 and 1983 reduced benefits for covered individ-

uals. In both cases, many private plans automatically increased

benefits to reflect the Social Security reductions.

The possibility of the reverse situation should be of particular

concern to Congress, considering the financial difficulties

Social Security faces. Any policy changes that have a negative

effect on private plans and their benefit levels could, in turn,

produce demands for increased Social Security benefits.

Social Security benefits are skewed in favor of the lower-paid.

The following table shows Social Security replacement ratios at

different final pay levels (in 1984) for both a single individual

and a married couple, assuming the employee (and spou-4) is age

65 at the beginning of 1984. The amounts are bpred upon a salary

history consistent with the movement in n*'.Lonal average wages.
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1984 Social Security ReplacementRatios

Social Security Benefit
as a Percentage of

Final Pay
Married

Final Pay Single Couple

$ 10,000 49.20 73.8%
14,000 43.8 65.7
18,000 40.9 61.4
24,000 33.8 50.7
30,000 27.8 41.7
36,000 23.4 35.2
42,000 20.1 30.1
50,000 16.9 25.3
100,000 8.4 12.7

As can be seen, the replacement ratios for a single individual

range between 49 percent and 20 percent at low- to middle-income

pay levels. In contrast, the replacement ratio for someone

earning $100,000 is only 8.4 percent. It should also be observed

that Social Security benefits are income-tax free for most indi-

viduals. If these largely tax-free benefits are related to

pre-retirement aftertax income, instead of to gross pay,

replacement ratios are even higher.

The integration concept is often thought to permit discriminatory

results -- that is, benefits that disproportionately favor the

highly paid. Taken alone, integration of pension benefits does

favor the highly paid, but under circumstances and requirements

that rigidly control the extent to which this takes place. In

essence, the express purpose of integration is to achieve income

replacement levels -- from both public and private sources --

that remain constant or, as is almost invariably the case,

decrease as pay levels increase.
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The following table shows the replacement ratios achieved, from

both sources, under the integrated pension plan of a major

industrial organization. The total replacEment ratio decreases

from approximately 70 percent for lower-paid employees to about

50 percent for the higher-paid. This distribution of total bene-

fits is not at all uncommon -- indeed, it is representative of

the integrated pension plans of many major employers. It is hard

to conclude that this produces discriminatory results.

Actual Income Replacement Ratios

Final Pay

$ 10,000
14,000
18,000
24,000
30,000
36,000
42,000
50,000

100,000

Employees With 30 Years
of Service at Age 65

Retirement Income as
a Percentage of

Final Pay

71.4%
68.7
67.3
63.7
60.7
58.5
56.9
55.3
51.0

If integration is not allowed, and only uniform benefits are per-

mitted at all pay levels, it will be impossible to provide total

benefits that are fair and equitable for all employees. For

example, if the private plan benefit level is set to provide ade-

quate (not excessively high) benefits for mid- to upper-income

employees, the total benefit (from the plan and Social Security)

could exceed final pay for employees at lower-income levels.
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(This poses an interesting questions Should tax policy support

the coLt of a pension plan that, in effect, allows people to

retire at income levels that exceed what they earned while

working?)

Alternatively, setting benefits at a level that prevents

excessive benefits for lower-paid employees produces inade-

quate total benefits for the others. Neither result makes sense.

Integration limits should be designed to permit the two systems,

public and private, to distribute benefits in an acceptable, non-

discriminatory manner.

National Policy Should Be Stable

Whatever our national policy for employee benefits, it should be

stable. It was just ten years ago that ERISA was enacted into

law. Since then, we have had two major Social Security

amendments, additional legislation relating to age and sex

discrimination, revision of plan termination liabilities imposed

on multi-employer plans and seven tax bills. All this legisla-

tion has had significant impact upon private employee benefit

plans.

Apart from the legislation, there has been an enormous amount of

regulatory activity, which, in many cases, has had greater impact

than the legislation itself.

This environment makes it extremely difficult -- in some

situations, impossible -- to design and operate employee benefit

plans. It takes time to design plans, and it takes time to set
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up appropriate administrative and support systems. It is often

difficult and expensive to make plan changes. Yet employers are

constantly forced to modify their plans or plan funding to keep

up with current legal requirements. Moreover, because plan pro-

visions and modifications must be communicated to employees,

they, too, suffer from the confusion of constant change.

The TEFRA provision changing the rules on pension plan distribu-

tions provides a good example. The new rules made little ,ense

to begin with and caused significant problems of compliance.

Nonetheless, the changes were communicated to employees, many of

whom elected to take advantage of TEFRA's grandfathering provi-

sions. With the Deficit Reduction Act of 1984, all these TEFRA

rules have been repealed. As a result, we now have another round

of plan amendments and communication with employees.

Congress and the Administration must develop a thoughtful, coor-

dinated policy that employers and employees can rely on in the

future. There is no need for almost annual change in employee

benefit law. The current situation is frustrating and self-

defeating. We urge Congress to address this issue and come forth

with a meaningful and stable policy that will exist for a reason-

able period of time.
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Administrative Burdens Should Be Avoided

The administrative burdens imposed by law and by regulation are a

matter of major concern for private employee benefit plans. The

time and cost devoted to compliance have grown tremendously --

and, with the Deficit Reduction Act of 1984, are likely to grow

still more. This is due in large part to the complexity of the

law itself and the supporting regulations.

Clearly, administrative burdens can be counterproductive. Before

ERISA, when legal compliance was easy for most employers, we saw

significant growth in private plans and in the funding of prom-

ised benefits. Following the passage of ERISA, we saw a

substantial decline in new plan formation and a shift of emphasis

to the defined contribution approach to providing pension bene-

fits. In addition, by imposing minimum standards, ERISA caused

the institutionalization of these minimums in many situations,

with the result that benefits were often cut back to the minimum.

In our judgment, the requirements of TEFRA and DEFRA will result

in less liberal plan provisions, as well as further plan ter-

minations.

Hundreds of examples could be given of the cumbersome and burden-

some requirements imposed on private plans. Two should suffice

to make the point:

- ERISA requires vesting after a reasonable period of ser-

vice. The law includes a provision to the effect that

1,000 hours of service constitutes a full year for this
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purpose -- a reasonable concept for handling a partial

year of service. In its compliance regulations,

however, the Department of Labor required all employers

to count all hours of service worked by all employees --

notwithstanding the fact that millions of employees are

not required to and do not provide their employers with

detailed records of time worked. After much time (and

after many employers had incurred substantial admin-

istrative costs in trying to comply with this

requirement), the Department relaxed its position and

now permits other ways of determining service. In doing

so, though, the Department found it necessary to use

more than 42,000 words to define what constitutes a

"year of service" -- hardly a complicated concept until

caught up in the regulatory process.

An employer who submits a plan (or plan amendment) to

the Internal Revenue Service for a determination letter

must notify all employees of the submission to give them

an opportunity to contest the request. This requirement

implies an adversarial relationship and is offensive to

many employers. Moreover, it interferes with timing,

often requires the employer to divulge a plan change

before it can or should be communicated to employees, is

almost always confusing and, to the best of our

knowledge, serves no useful purpose. We would be

interested in knowinq how many employees have responded

to this notification and have taken action to intervene

in the plan qualification process.
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We have made this comment several times, but it is worth

repeating: Requirements that inhibit employers and that create

unnecessary and difficult burdens will not have a positive effect

on private plan formation and expansion. Such requirements lead

to plan curtailment and abandonment. The real losers then are

the nonmanagement employees. And because they are the major

beneficiaries of the private system, their losses should be of

particular concern to the Congress. We are traveling down the

road of more and more regulation. Necessary regulation should be

as efficient as possible, and should avoid waste and redundancy.

Administrative requirements should be reevaluated regularly and,

unless they are meaningful, dispensed with promptly.

Concluding Comments

The Subcommittee, in its press release of June 4, 1984, solicited

testimony on various issues relating to employee benefits and

identified six specific areas of interest. We believe that our

comments have touched upon all of these areas, but we should like

to make some brief observations on each point:

(1) Should the tax law encourage employers to provide fringe
benefits; and if so, which benefits or services should
be encouraged and what type and level of tax incentive
is appropriate?

In our judgment, tax laws should encourage employers to

provide these benefits -- at least those plans that pro-

vide economic security against the major hazards faced
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by low- to middle-income employees. Thus, we favor the

support of retirement, death, disability and medical

expense plans. However, we see no compelling reasons

for tax law to subsidize such other, less important

plans as group prepaid legal benefits or educational

expense reimbursement. It is difficult to quantify the

appropriate type or level of tax incentive; this depends

upon the type of benefit involved and the economic cli-

mate in which we live.

(2) What conditions or restrictions are appropriate on tax
incentives to encourage employers to provide fringe
benefits?

We believe that the answer to this question also depends

upon the type of plan involved. For benefit-oriented

plans, any necessary limitation should apply to the

benefits provided; otherwise, it should apply to the

level of contributions involved. Medical benefits are a

good example. Medical plans are benefit-oriented, and

any limitation should apply to the benefits provided,

not to the cost.

(3) Are the existing rules concerning fringe benefits suf-
ficient to ensure that all employees benefit fairly from
the tax incentives?

In our judgment, the existing rules appear to be suf-

ficient. In some respects, as we h)ave pointed out, the

rules may be unnecessarily rigid and thus counterproduc-

tive.
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(4) Are the existing tax incentives for benefits such as
health care, life insurance, day care, educational
assistance, and cafeteria plans effective in encouraging
employers to provide these benefits to a broad cross
section of employees at a lower total cost than if the
Government provided the benefits directly, if employers
provided the benefits on a taxable basis, or if
employees purchased these benefits on their own?

We believe that the most cost-efficient way of deliver-

ing employee benefits is through the current system and

with the current tax incentives. However, we want to

reiterate that the efficiency of the private system is

vulnerable to excessive and unwarranted regulation and

restrictions. For example, the growth of cafeteria

plans has been hampered by the Internal Revenue Service

position -- one that does not seem to be supported by the

original legislation. Similarly, the additional regu-

latory burden imposed by the Deficit Reduction Act of

1984 is likely to have a negative effect on plan for-

mation and expansion.

(5) How will tax laws that encourage employers to provide

fringe benefits affect compensation planning?

We believe that such laws can have a positive effect on

compensation planning. However, because of its fre-

quency, recent legislative activity is having just the

opposite effect. Employers are increasingly reluctant

to plan ahead or to commit themselves to long-term obli-

gations. Most find themselves in a reactive mode and

are simply trying to cope with almost constant change.

" V$I TOVVERS. PEPPIN FOPSTEP&&CROSBY
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(6) Will tax incentives for employer-provided fringe bene-
fits affect potential employees' choice of employment?

We think that the presence or level of fringe benefits

has very little to do with an employee's choice of a

place of employment, at least until after age 40 or 50.

Direct pay is still the most significant consideration

for a majority of those seeking work.

We again would like to express our thanks for being permitted to

appear before your Subcommittee. We would like to offer our

assistance to you in your work in any way that we can. We

strongly believe in the need for the private system to provide

employee benefits and in the system's integrity. We are com-

mitted to supporting its continued growth and expansion.

Senator PACKWOOD. As to your comment about stability, it is not
limited to employee benefits. That is the complaint you get from
almost everyone in this country about the Tax Code. It used to be
we passed a tax reform bill every 10 or 15 years or so. At the time I
came to the Senate we were doing it every 3 or 4 years. Now we do
it every year. It always has the name "reform" on it.

Senator Long was once going to introduce a bill that would pro-
hibit the use of the word "reform" in any tax bill. [Laughter.]

Now we do it so frequently that the Treasury Department and
the Internal Revenue Service often cannot issue regulations before
we have changed the law that they were going to issue the regula-
tions under. We've changed the law before you knew what the new
law was.

Mr. ALLEN. Yes, sir. That's true.
Senator PACKWOOD. Probably it's a benefit in that sense; maybe

the law was never any good anyway, so it's just as well you never
knew what it was before we changed it.

Mr. Beadle.

STATEMENT OF CARSON E. BEADLE, MANAGING DIRECTOR,
WILLIAM M. MERCER-MEIDINGER, INC., NEW YORK, NY

Mr. BEADLE. Thank you, Senator Packwood.
We have held for some time that a review of tax policy would be

helpful in shaping the provisions and regulations that best serve
the social and revenue needs of the country.

Mercer-Meidinger has, for example, just conducted a survey of
several hundred chief executive officers to determine the impor-
tance of tax preferences in the sponsorship of benefit plans by the
private sector. We were also interested in how current practices
might change if these tax preferences were to be eliminated. The
results are still coming in, but let me share with you some of the
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early findings, based on about 400 employer responses received by
last weekend.

Senior officers had this to say about tax preference for benefits:
Eighty-seven percent believe that tax preferences for benefit pro-

grams should remain; 78 percent believe that most U.S. companies
will cut back on benefits if current tax preferences are ended; 72
percent believe that employees would not purchase replacement in-
surance to make up for reduced company benefits even if their sal-
aries were increased to make that possible; 85 percent believe that
employees would not invest money for their retirement under the
same conditions.

Ninety percent of these CEO's believe that eliminating tax pref-
erences would negatively affect the health and welfare of workers
and their families, and 87 percent believe this would negatively
affect the economic security of retired workers.

Senator PACKWOOD. Let me interrupt you to ask you a question. I
asked this yesterday and I'll mention it over and over throughout
this discussion over the next year:

Why don't these CEO's ever call us up about these particular
issues?

Mr. BEADLE. I think that is a very fair question.
Senator PACKWOOD. They called us on 10-5-3. I have had phone

calls from two of the presidents of two of the major textile compa-
nies in this country. It was over a relatively minor bill, a textile
labeling bill about "Made in the United States" but they never call
about these issues.

Mr. BEADLE. I think we have a fundamental issue here, and that
is that we seem to be wrestling with whether the country wants to
do things in a private-sector way or in a socialized way. I don't
think that this has been drawn to the attention of the CEO's of this
Nation. I think what they are addressing at the moment is whether
the tax laws that we have properly support the private sector, and
people who are experts in that are appearing and dealing with that
isp'.ie.

The social issue has not really been brought to the forefront yet
and their interest in it rallied round.

Senator PACKWOOD. What I sense is what I said at the close of
the hearing yesterday. I said, "I'll make you a bet. If by chance
Vice President Mondale was elected, and if by chance his tax pro-
gram included a 5-percent increase in the corporate income tax,
every Member of this Congress would get dozens of phone calls
from the CEO's of the major corporations of this country that this
tax is outlandish, "that it is immoral", "that it is wrong". We
never get phone calls about "are we going to remove the tax status
of health benefits, or are we going to put a cap on them?" There
you get the trade associations, the health insurance industry, the
insurance companies, the pension plan managers, personnel man-
agers, but never CEO's.

Mr. BEADLE. I think we have a tenuous situation in this country.
There are many employers for whom it would be an advantage not
to have to worry about these benefit plans.

Senator PACKWOOD. Except then they would be taxed to pay for
the Government to do it.
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Mr. BEADLE. That's right, but that shifts us, then, into whether
the country ought to provide health benefits and insurance security
in a private enterprise way or in a socialized way.

Senator PACKWOOD. I am curious about the fact why these CEO's
don't want it done by the Government. If they really thought it
through and thought, "they are going to levy a 5-percent employer
payroll tax on me to provide for day care and health benefits for my
employees," they would realize that in the long run it is going to
be cheaper for the company to do it than to pay the tax for the
Government to do it.

Mr. BEADLE. That's the macropicture; when you get down to each
of them as individual organizations, I think we get then into the
philosophical question-on the one hand, should it be Government?
On the other hand, if it is to be private, what do we need to make
it work?

Do I get a couple of extra minutes?
Senator PACKWOOD. Yes. I am going to be the one who delays

these hearings. I will quit asking any more questions. [Laughter.]
Mr. BEADLE. Continuing with the survey, just a couple of more

findings:
Seventy-three percent of the CEO's believe that if employers cut

back on benefits, pressure will be put on the Government to in-
crease Social Security and/or welfare benefits.

Now, the CEOs are concerned about the deficit. Two-thirds say it
is crucial that it be reduced, and another 32 percent say it is 'im-
portant." But 8.1 percent disagree that eliminating tax preferences
for benefits would be a sensible approach to increasing revenues
and reducing the Federal deficit.

The present system, with little more incentive than a favorable
tax climate, has been awesome in its ability to protect upward of
150 million Americans and their families against some forms of
medical costs and loss of income.

Our survey bears out that, at least in the view of employers, this
tax climate is essential to the preservation of private sector pro-
grams as we know them.

Other features of the present system are impressive-the
breadth of protection has been wide-ranging. The ability to respond
in a timely way to the changing needs of the work force has been
remarkable; the high degree of freedom of choice has been provided
to employees while preserving a minimum base of protection.

The point of these illustrations is that the present employee ben-
efit system has addressed a number of vital concerns while preserv-
ing a high degree of freedom of choice and flexibility.

The private sector has been shouldering the responsibility for ar-
ranging for the income security of their employees. If we are to
avoid a drift toward the social approach, we must be concerned
with. what it takes to maintain that interest, or, conversely, what
actions might discourage it and to what extent-the point you
made this morning about education.

The two factors that have given America its private sector solu-
tion to ensuring personal financial security for employees and their
families are, first, a stable environment and second, a climate of
encouragement which the favorable tax treatment has provided. It
takes time to design, approve, and implement benefit changes.
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Once announced, employees want a sense of security they can
count on. Rapid or retroactive legislation of interpretations make it
very difficult to accomplish thes objectives.

Regarding the tax climate, we believe that favorable tax treat-
ment has set benefits apart from cash compensation, and in so
doing has created a subtle pressure to improve the financial securi-
ty of the Nation's people. In spite of the attraction that direct
spendable cash has for most of us, under this system, employers
and unions alike have looked upon benefits specially and the
growth of plans to provide personal financial security has been out-
standing.

For the vast majority of employees and their families, this
growth in income security has been reasonable and self-limiting.

Senator PACKWOOD. I've got to ask you to wind down now; I
didn't take up that much time.

Mr. BEADLE. Yes? Well, I had it down to 4:58. [Laughter.]
I wili just wind up. I do think in the health care area we have

seen an interesting example of how our system adjusts. Hundreds
of ideas are being pursued by employers, insurers, and providers to
find a better way to deliver quality health services at reasonable
cost without Government intervention.

The final point I would make: The tax advantages that spawned
the private-sector approach to meeting the income security needs of
this Nation so impressively need to remain intact. Those employers
that are the architects of redesign need to be encouraged to pursue
improvements. We believe this will be encouraged best through a
stable legislative and taxation environment.

I think that the research you are doing with your committee is
great;' we applaud your efforts

Senator PACKWOOD. Thank you.
Ms. Koralik.
[Mr. Beadle's written testimony follows:]
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Mr. Chairman and distinguished members of the Subcommittee:

I am Carson E. Beadle, Managing Director of William M. Mercer-Meidinger,

Incorporated, a benefits and compensation consulting firm of some 2,700

employees, including over 360 actuaries, and operating in forty cities in

the United States as well as in major cities around the world. I have

been in the employee benefits field for thirty years and had the

privilege of working with employers, joint union management trusts,

medical societies and governments.

Over these years my associates and I have witnessed a great deal of

change and growth in fringe benefits that provide income security to

employees and their families and I hope my comments today will provide a

useful perspective based on this experience.

It is fitting, Mr. Chairman, that you and your Subcommittee are prepared

to examine the broad implications of providing fringe benefits income

security to the nation at a time when the tax structure, which has

effected the development of benefit plans, is under review. The

Subcommittee has posed excellent questions that deserve examination in

depth and my company is committed to lending assistance to you in

whatever ways may be helpful to you.

Aercer-Meidinger has just conducted a survey of several hundred Chief

Executive Officers to determine the importance of tax preferences in the
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sponsorship of benefit plans by the private sector. We were also

interested in how current practices might change if these tax preferences

were to be eliminated.

Let me share with you the preliminary findings from ths s t-vey. I

believe, Senator Packwood, that your staff has a copy of the survey

questionnaire and we would be pleased to provide additional copies. The

following results are based on about 400 employer responses received by

last weekend. Responses are still being received. This ib what these

senior officers had to say about tax preferences for benefits:

o 87% of the people responding believe that the current policy of

providing tax preferences for benefit programs should remain intact

* 78% believe that the majority of U. S. companies will cut back on

benefits if the tax preferences now afforded to employer-sponsored

benefits were ended

72% of these C.E.O.'s believe that employees would not purchase

rerlacement insurance to make up for reduced company benefits, even

if their salaries were increased to make that possible. 85% believe

that employees would not invest money for their retirement under the

same conditions

90% believe that eliminating tax preferences for benefits would have

a negative effect on the health and welfare of workers and their

families
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87% of the respondents believe that eliminating tax preferences for

benefits would have a negative effect on the economic security of

retired workers

73% believe that if employers cut back on benefits, pressure will be

put on the government to increase Social Security and/or Welfare

benefits

CEO's are concerned about the deficit -- two-thirds say it is

"crucial" that it be reduced and another 32% say it is "important".

But 81% disagree that eliminating tax preferences for benefits would

be a "sensible approach to increasing revenues and reducing the

federal deficit".

The present system with little more incentive than a favorable tax

climate has been awesome in its ability to provide financial security to

upwards of 150 million Americans and their families facing large medical

expenses or loss of income due to death, disability or retirement. This

survey bears out that at least in the view of employers, this tax climate

is essential to the preservation of private sector programs as we know

them.

There are other features in the present system that art impressive:

o The breadth of protection that has been made available has been

wide-ranging from medical, dental, and vision care, to continuing
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income to employees who become disabled or after they retire as well

as providing important benefits to protect the lifestyle of the

dependents after the death of a breadwinner

A remarkable ability to respond in a timely way to the changing needs

of the workforce has been demonstrated. Examples include the

currently emerging need for dependent care arrangements, and the

ability of the system to meet the special needs of each community and

each group of workers

o A high degree of freedom of choice has been provided to employees

while preserving a minimum base of protection.

The point of these illustrations is that the present employee benefits

system has addressed a number of vital concerns while preserving a high

degree of freedom of choice and flexibility.

The private sector has been shouldering the responsibility for arranging

for the income security of their employees and we should be concerned

with what it might take to maintain that interest, or conversely, what

actions might discourage it and to what extent.

The two factors that have given America its private sector solution to
6

ensuring personal financial security for employees and their families are

first, a stable environment and second, a climate of encouragement which

the favorable tax treatment has provided.
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By "stable environment" we mean one in which employers and unions can

take a sufficiently long-term view in addressing benefits issues. For

example, any change in the needs of employees requires study -- issues

such as the increased number of women or single parents in the workforce,

or new forms of healthcare, or healthcare costs that are rising more

rapidly than the system can afford. The role of collective bargaining,

where this applies, must be addressed. Then there are such

time-consuming issues as pricing, getting approvals, communications to

employees, development of administrative systems, and actual

participation of employees in the education and counseling this requires,

if it is to be done properly and fairly.

Rapid or retroactive legislation or interpretations intimidate the

planners and reduce the level of constructive experimentation. The

process for dealing with change needs to be more sympathetic to the

practical problems of employers and unions in developing benefit programs

and in communicating these with a consistency that gives employees

confidence.

Regarding the tax climate, we believe that favorable tax treatment has

set benefits apart from cash compensation and in so doing has created a

subtle pressure to improve the financial security of the nation's people

in spite of the attraction that direct spendable cash has for most of us.

To those who would say that this view gives too much weight to the role

played by special tax treatment we would suggest that under this system
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employers and unions alike have looked upon benefits specially, and the

growth of plans to provide personal financial security has been

outstanding. For the vast majority of employees and their families, this

growth in income security has also been reasonable and self-limiting.

Regardless of the fact that further benefit increases can be provided

"tax free", there is a level at which employees and employers begin to

believe that benefits are taking too high a proportion of the

compensation package. When this occurs we begin to see a slowdown in

benefit increases or sometimes even a rollback in benefits, and a search

for greater efficiency and cost effectiveness in benefits design,

funding, investment and delivery particularly in the area of health

services. This became evident during the recent recession, when the

private system in this country responded quickly to the changing economic

environment.

The private sector sponsorship of benefits, with the guidance and support

of the legislators, has produced pension programs in which pension

,;ommitments are funded, unlike pension commitments under

government-sponsored programs such as Social Security. This funding has

in turn contributed significantly to the capital resources of the nati4 n.

The private sector was also on its way to securing the financial future

of its medical plans for retiring persons until the Deficit Reduction Act

slowed this trend.
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The area of healthcare costs is a timely example of the outstanding power

of the system this country has created. Hundreds of ideas are being

developed and tested by a wide range of employers, insurers, and

providers, all seeking to find the best methods of delivering quality

health services at reasonable prices, eliminating where possible the

excessive and questionable use of services without limiting the

individual's right to proper care. In other countries, governments tend

to design and impose constraints to limit healthcare costs.

The tax advantages that spawned the private sector approach to meeting

the income security needs of this nation so impressively, need to remain

intact. Those employers that are the architects of redesign need to be

encouraged to pursue improvements. We believe this will be encouraged

best through a stable legislative and taxation environment.

We are convinced that tax preferences have and will continue to play a

significant role in encouraging employers and employees alike to consider

their needs and to assign some of their spendable cash to prepare for

their own income security.

Thoughtful fine-tuning of tax provisions and interpretations to minimize

abuses will benefit us all. The continuation of tax preferences will

provide the encouragement and stability to the private sector to continue

to takW,,bare of its own employees and their families.

The research undertaken by this Committee is in our view an important

step in this process and we applaud your interest and your efforts.
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STATEMENT OF SUSAN KORALIK, PARTNER, HEWIlTT
ASSOCIATES, LINCOLNSHIRE, IL

Ms. KORALIK. Thank you.
Let me shorten my comments by just saying that I agree with

my colleagues. Our perspective is that the debate over the appro-
priateness of employee benefits has arisen because of the concern
that the need is still there for certain employee benefits, but per-
haps employers have gone too far. And that's why we think a lot of
people are saying that perhaps we should be cutting back on bene-
fits.

We would like to comment on that proposal based on some data
that we have looked at. What we have found is that most of the
growth in employer payments for medical care, which is one of the
most expensive benefit areas, has been due to factors other than
benefit improvements.

As we looked at private health insurance premiums in the
United States, they rose from $22 billion in 1972 to $84 billion in
1982. So they just about quadrupled in 10 years. But during that
same 10-year period we looked at the value of benefits provided to
employees in the medical area, using an actuarial study that we do
of about 100 major employers. We found that benefit improvements
in the medical area were only about 9 percent of the 1972 values.
That suggests that if we reduce current premiums by that 9 per-
cent, premiums for the 1972 benefits would already be at $77 mil-
lion. So the premiums are going up by about a factor of 3.5 in the
10-year period without considering any benefit improvements.

The increase in premiums, therefore, has to be due to the in-
creased number of covered individuals, possibly improvements in
individual insured contracts, and of course the rising cost of health
care.

Beyond that, we also recognized that employers are actually
trying to cut back on their benefits at this point. We recently con-
cluded a survey of 1,200 major employers, and what we found was
that in 1982, 67 percent of those employers were providing for 100
percent of the cost of reasonable and customary hospital charges.
By 1984, just 2 years'later, that 67 percent had dropped to 42 per-
cent who were willing to pay for 100 percent of the costs. We saw
similar shifts in a decrease in payments for surgical benefits, in-
creases in deductibles, and other changes.

We have also seen employers trying to encourage employees to
be better consumers of health care. Twenty-eight percent of the
companies that we surveyed mandate now that employees get a
second opinion before having certain surgical procedures. Thirteen
percent are covering hospices, trying to encourage people to get
into alternate forms of health care. Thirty-nine percent cover am-
bulatory surgery.

So we have found that employers are making a very significant
effort to control their costs while still providing for the financial
security of their employees.

The conclusions that we draw from this are three:
First, that the need for protection against these financial hazards

hasn't changed, but the growth in the level of benefits has leveled
off or has even been cut back.
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Second, the future benefit growth will come from three areas-
first, the increase in pay levels and medical costs; second, the
spread of coverage to more people; and, third, the addition of new
benefits to address new needs such as dependent care.

Our third conclusion is that the employer-sponsored programs
are the most effective means of spreading this coverage to a large
proportion of the population.

Thank you.
Senator PACKWOOD. Mr. Garrett.
[Ms. Koralik's written testimony follows:]
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Testimony of Susan Koralik,
Partner, Hewitt Associates

July 27, 1984

Good morning. My name is Susan Koralik. I'm a partner with

Hewitt Associates, a consulting firm specializing in employee

benefits and compensation. Since the company was founded in 1940

we have worked with over 3,500 employers and our research staff

has routinely collected and analyzed benefit data to identify

common practice and trends. Based on conclusions reached from

our surveys, we would like to comment on the appropriateness of

providing tax-favored status for employee benefits in 1984 and

the future.

Let me start with our understanding of the original purposes

behind granting tax-favored status to benefits. The government

saw two needs.

1. Assets should be set aside to provide a source of income for

the elderly. A retirement plan could prevent dependency on

welfare systems, and provide a supplement to Social Security

to permit a more realistic replacement of preretirement

living standards.

2. Individuals'should be protected against the financial hazards

of unexpected expenses in the family due to health problems,

disabilities and death. By encouraging the pooling of these

risks, the individuals can be protected without depending on

welfare.

These needs were addressed by giving a tax break to the

employee--the value of these benefits would be tax deferred or

nontaxable. And we note that the decision was made to give the

greatest tax breaks to employer-sponsored plans. We assume this

was justified on the basis that as the employer of many

individuals, an organization could negotiate the best financial

arrangement and group pooling for its employees.



404

Another advantage for granting tax breaks for employer-sponsored

plans is the ability toenforce nondiscrimination requirements
for the operation of the plans. Without the inducement of tax

deferment, the government could not insist on broad coverage and
nondiscriminatory allocation of funds among employees. We

currently have nondiscrimination requirements for a wide range of

benefits: pension, profit sharing, 401(k) plans, group benefits

included in cafeteria plans, and group term life insurance. All
of these plans must be available to a broad cross section of

employees, and employer contributions to the programs must be

allocated ina manner that does not favor the highly-paid.

Contrast that with IRA's, which are available to all individuals

but are not subject to any nondiscrimination requirements. In

1982, only 18.9% of the IRA's in place were for people earning
under $20,000. These accounts are by far most prevalent among

middle-income and highly-paid people.

Beyond enforcing nondiscrimination, the tax breaks given to

employer-sponsored plans had the desired effect of encouraging

employees to seek and accept benefits as a form of compensation.

The issue for today is, have they gone too far? Benefit programs
have Lecome very popular with employees and have gradually grown

as a proportion of total compensation. Unfortunately, at the
same time, we have a second issue of an already large and growing

federal deficit. This prompts two questions:

1. If we remove tax incentives, will employees still want

benefits and will employers still provide them?

2. Should we cut back on benefits to close the budget gap?
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The elasticity of the demand for benefits is difficult to

predict. We would anticipate that the demand would fall off to

some degree if the tax breaks were cut. However, the need to

pool risks would maintain some of the demand among employees for

insurance type benefits. And the need to provide an atmosphere

of security and to create an incentive for older employees to

retire would maintain employer interest in some group programs.

But should we cut back? Let me focus on the two benefit areas

with the greatest costs--medical and retirement.

As we look at the growth in employer expenditures for medical
benefits we find that most of the growth is due to factors other

than benefit improvements. Total private health insurance

~e~~* have grown from $22 billion in 1972 to $84 billion in

1982. That is a 3820 increase. But# the growth due to benefit
improvements as measured by Benefit IndexTM, an actuarial study

of the benefits of about 100 major employers, was only about 9%

during this period. If we reduce our total premiums of

$84 billion by 9%# total premiums would still be $77 billion.

That suggests that we would have experienced about a 350%

increase in premiums paid due to an increase in the number of

covered individuals, improvements in individual insurance, and

the rising cost of health care. Therefore, the erosion of the

tax base is not due so much to the expansion of benefits but more

so to the rising cost of standing still.

It should also be noted that employers are now trying to curb the

growth in medical insurance costs by cutting back on medical

benefits. A Hewitt Associates survey of about 1,200 employers

Indicates that in 1982, 67% reimbursed employees for 100% of

remannabh1 and customary hospital charges. By 1984, that

percentage had dropped to 42% of the companies. And activity

among our clients indicates that if we do the survey again in two

years, we will see another significant drop.
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Employers are also trying to control their costs by encouraging

employees to be better consumers. For example, 28t of the
employers now mandate that employees get a second opinion before

going ahead with certain surgical procedures. A growing

percentage of employers are encouraging alternative forms of
health care such as home health care, ambulatory surgery and
UMO's. Employers are trying to control their medical costs while

providing for the financial security of employees.

The need for retirement benefits has not gone away either. As

the Social Security system has matured, benefits for the average
age 65 retiree have been decreased from 44% of pay in 1977 and
are expectel to level out at around 38% of pay by 1985. This
hardly suggests that it is time to discourage action by the

private sector.

Should we discourage advance funding of these benefits? We
believe the answer is no. If anything, because of the potential

rekindling of inflation and the growth of liabilities, it is

appropriate to encourage employers to fund as much as possible

for their employees' security.

N

Here again we might note that we have not seen continued
expansion in the value of pension benefits provided by major

employers. Using our Benefit Index survey results, we saw a
growth in the value of the plans of about 6% in the mid-1970's to
add the vesting requirements and death benefits mandated by
ERISA. Then, we saw an increase in value in the late 70's and
early 80's as Social Security benefits fell and integrated
pensions made up part of the difference. But our surveys
indicate that the average accrual rate in pension plans of 1.6%
of final average pay for every year of service has not changed in

the last several years.
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Therefore, the growth in pension funding is due to the increased

numbers of covered participants, more rapid vesting, better
benefits for eirly retirement, better benefits for survivors of

deceased participants, and a partial balancing of the decrease in
government provided benefits.

Conclusions

Looking at current data and the trends we have been able to
identify over the years, we can draw some conclusions about the
appropriateness of tax incentives for benefits.

1. The need for financial protection for unexpected expenses and
savings for retirement has not changed. But growth in the
proportion of the benefits provided in these areas has
leveled off. If anything, employers are trying to cut back.

2. From now on, benefit growth and the attendant loss of
currently taxable income will be dependent on:

-- Rises in pay levels and the medical costs that benefits

provide protection against.

-- The spread of benefits to greater numbers of people.

-- The addition of some new benefits, such as dependent

care.

3. The great advantage in using employer-sponsored plans is
their tremendous effectiveness in spreading protection to
everyone. One recent example of this effect is the 401(k)
plan. Hundreds of employers have implemented these tax-
deferred savings plans and have put great effort into making
sure that lower-paid employees participate in them. The tax-
favored status of benefits is a powerful tool for ensuring
that all employed individuals have the protection they need.

Getting back to the issue tf whether the tax incentives for

employee benefits should be cut back, we reach this recommendation.
Congress must recognize that we are not dealing with a short-term

problem. The need for benefits is real and is ongoing. We
should not tamper with this long-term issue to deal with short-
term deficit problems. On the other hand, if current tax
incentives extend beyond areas that are considered legitimate
needs, changes should be made. But we must act responsibly and
consider\ the needs of the individual as well as the government.
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STATEMENT OF HARPER L. GARRETT, JR., VICE PRESIDENT,
ALEXANDER & ALEXANDER, INC., NEW YORK, NY

Mr. GARRETT. Thank you for giving me the opportunity to
present our views on the important questions before this subcom-
mittee.

My name is Harper Garrett. I am vice president, director of pro-
fessional services in the human resources management division of
Alexander & Alexander, one of the country's oldest and largest
consulting firms, advising employers on the design and funding of
benefit plans.

Since 1934 we have been helping employers install benefit plans
to protect their employees against the economic hazards of depth,
disability and illness. In 1949 we expanded our services to include
the design and implementation of retirement and capital accumu-
lation plans.

Now, I cite this historical information simply to call the subcom-
mittee's attention to the fact that what were called fringe benefits
in 1934 and 1949 have now grown inexorably into personal econom-
ic security programs for American workers As a matter of fact, it
seems somewhat incongruous to refer to these important programs
as fringe benefits, in light of the historical and continuing growth
and the cost, the number of employees covered, the amounts and
kinds of benefits provided, and the still evolving types of plans that
are made available to more and more working Americans.

In no small part, this continuing expansion is due to the tax in-
centives which have encouraged and supported these programs.

In response to this subcommittee's question No. 1: Should the tax
law encourage employers to provide fringe benefits? We say yes.

What type and level of tax incentives bare appropriate? We recog-
nize that the focus of this hearing is what ERISA calls welfare
plans and not on programs to provide retirement- benefits. None-
theless, it might be instructive to consider very briefly the type of
tax incentives which stimulated the growth and development of re-
tirement plan programs.

Briefly, these are that employer contributions to the cost of the
plan are tax-deductible within reasonable limits. Investment earn-
ings on funds set aside to secure the payment of these benefits are
not taxed until paid in the form of benefits. The benefits are not
taxed until received, and reasonable integration or coordination
rules permit recognition of existence and costs of other employer-
financed benefits such as Social Security.

As a result of these incentives, employers have been willing over
the past 40 years or so to contribute increasing amounts to retire-
ment plans.

I submit that the same type of tax incentives that led to the con-
tinuing development of economic security for retirees are equally
appropriate for the many other employer-sponsored benefits that
sustain employees throughout their working careers.

The existing tax incentives for these other employee benefits
should be continued and expanded, not reviewed with an eye
toward curtailment.

Looking at whether the tax laws should encourage employers to
provide fringe benefits, I think it is important to also consider
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some of the other reasons for employer involvement. One of these
is, the employer has the ability to establish plans that can offer ad-
vantages on a group basis that would not be available to employees
attempting to obtain these benefits individually. Such advantages
are significantly lower administrative expenses, more liberal par-
ticipation requirements, and a wider variety of both types and
amounts of benefits tailored to the needs of the specific group of
employees.

Tax incentives have unquestionably helped in the development of
private pension plans and have taken pressure off of Social Securi-
ty. I believe that continued support of other tax-favored employee
benefits fulfills equally important social goals and takes pressure
off not only current Government programs but obviates the need
for other Government programs that would be required in the ab-
sence of private employee benefit plans.

In short, sir, I believe that Congress has been pursuing the cor-
rect course when encouraging private sector employee benefits and
should continue to do so.

I thank you very much for the opportunity to express our views.
Senator PACKWOOD. Thank you.
[Mr. Garrett's written testimony follows:]

39-706 0 - 85 - 27
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SUBMITTED AS PART OF TIE RECORD OF THE HEARING ON
EMPLOYEE FRINGE BENEFITS

HELD ON JULY 26, 27 aind 30 BY
THE UNITED STATES SENATE FINANCE COMMITTEE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

BY
HARPER L. GARRETT, JR.

VICE PRESIDENT AND DIRECTOR OF PROFESSIONAL SERVICES
ALEXANDER & ALEXANDER INC.

During the coming year, it is quite likely that suggestions will be

made, or proposals put forth, to change the present Social Security

integration rules. Ever since the IRS issued detailed regulations

describing the permissible rules for integrating private pension plans

with Social Security in Revenue Ruling 71-446, these rules have come

under criticism from time to time. Thus, it is entirely possible that

they will periodically be subject to such discussion in the future.

Because of this, I would like to speak out in defense of the concept

of integration. Basically, integration refers to the coordination of

an employee pension plan benefit with the retirement benefits from

Social Security. Since these two sources of retirement income are

provided for, at least in part, by the employer, it is reasonable to

consider them in combination when defining retirement income objec-

tives.

.In the private sector, the retirement income objective is generally

expressed as the amount of income that is adequate to maintain the

retired worker and his dependents on a standard of living reasonably

consistent with thac which they enjoyed during their pre-retirement
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years. This normally takes account of the combined benefits payable

from the private pension plan and payable from Social Security to the

individual. Such amounts are generally expressed in terms of what are

known as replacement ratios, i.e., the percentage of retirement bene-

fits including Social Security as compared to the pre-retirement

income.

Replacement ratios are generally less than 100% for fairly obvious

reasons, such as:

1. Taxes of the retired employee are loss than those of an active

employee.

2. Certain expenses associated with employment no longer exist.

3. The cost of supporting children has generally ceased.

4. Mortgage payments have generally ceased.

Therefore typical replacement ratio objectives in corporate plans

range from about 50%-60% for higher paid employees up to about 70%-80%

for lower paid employees. These replacement ratios are generally

targeted toward a "full service employee", i.e., one who has rendered

perhaps 30 to 35 years of service with one employer.

You will note that in computing replacement ratios, the individual's

personal savings are generally not taken into account. Most of us
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need only look at our own personal cumulative savings to understand

why this is so. Briefly, one's personal savings -would normally not

provide a very substantial amount of retirement income when converted

into an annuity stream. Any personal savings may simply be thought of

as a supplement to the retirement income.

Under the current regulations, there are several permissible ways to

integrate a pension plan with Social Security. However, since by far

the most prevalent method used is the "offset" method (see Report by

the General Accounting Office on Features of Nonfederal Retirement

Programs, GAO/OCG-84-2, June 26, 1984), I would like to concentrate my

remarks on this approach. Under the offset approach, an amount equal

to a portion of an employee's Social Security benefit is deducted from

the benefits that would otherwise be payable under the private plan's

pension formula. In view of the current regulations, most corporate

plans utilizing this approach generally end up offsetting somewhere

between 50%-60% of the individual's Social Security benefit.

Let's look at an example of offset integration, since it will serve to

illustrate the underlying concept of all Social Security integration.

First, let's look at the benefits provided by Social Security. Note

that Social Security was specifically designed to replace a higher

percentage of income at the lower salary levels than at the higher

salary levels. To illustrate this, I have shown replacement ratios

for a retiree in 1984 ranging from 50% at $10,000 to 12% at $70,000
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(see Table 1). Note the very strong tilt in favor of those with

lower earnings.

Next, let's consider the actual replacement ratios under a typical pri-

vate plan which is integrated with Social Security and also complies

with IRS regulations (see Table 2). Note that this offset plan is

designed to recognize the Social Security tilt in favor of lower paid

employees. Therefore, when this plan's benefits are combined with

Social Security benefits, the resulting total replacement ratios are

actually quite close to the original 50%-80% desired replacement

ratios (see Table 3).

If an employer were not permitted to integrate his plan with Social

Security, you can see that in order to provide adequate pensions for

the higher paid, it would be necessary to overpension the lower paid

(i.e., provide replacement ratios in excess of 100%, in many cases).

Such overpensioning could not be maintained over the long term. Not

only does it riot make sense with regard to an individual's situation,

but the nation could not afford the cost of such a pension system.

Instead, the bulk of pensions for higher paid participants would be

gradually moved outside the framework of a qualified retirement plan,

and weaker pensions would be provided inside the plan for all par-

ticipants.

Tax laws must continue to allow full recognition of our universal man-

datory Social Security system in the design of private sector pension
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plans in order to maintain good private sector pensions for the

majority of employees. If any modifications to Social Security

integration are contemplated, they should be restricted to a possible

simplification of some of the current complexities, but in no event

should the permissible offset be reduced to less than 50%. The

underlying principles of Social Security integration are still valid,

and any review of this topic must start with the fact that employers

and employees do share equally in the payment for Social Security.
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TALE I

SOCIAL SECURITY REPLACEMENT RATIOS
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TABLE 2

PENSION REPLACEMENT RATIOS
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TABLE 3

TOTAL REPLACEMENT RATIOS
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Senator PACKWOOD. I am glad to have Senator Durenberger with
us. Dave, do you have an opening statement?

Senator DURENBERGER. Bob, just a brief comment-I. know you
have a long day.

First, I must, because of a longstanding interest in this subject,
thank you for scheduling these 3 days of hearings and for taking
on the rather difficult subject which has a whole lot of difficult-to-
understand philosophy pulling it in a number of different direc-
tions.

You have an incredibly long list of so-called experts out there,
and I don't know that there is anybody who is an absolute expert
on this particular subject, because it seems to me we are dealing in
an area in which not every employer-employee relationship is quite
the same, nor are people of different ages, in different parts of the
country, in different walks of economic life going to make choices
in similar fashions. So you have a very disparate field out there in
which to operate.

It strikes me, however, that one of the things we need to be deal-
ing with here besides the overall issue of fairness and equity, which
I see throughout Buck's statement yesterday and so forth, is the
issue of what role the Tax Code ought to play in facilitating the
delivery of what in many cases is considered public services.

I hear you say often in private at least-I don't know if you have
said it yet in public-that it is cheaper to go this way than the
Government route. And so basically we are talking in a lot of these
areas about what are considered public needs and are therefore
met by the delivery of public services.

But from my perspective, it strikes me that this sort of thing, as
they say, can get out of hand. I am not going to lecture the room
on why we get blamed for destroying the health care system in this
country because we created medicare and medicaid.

I just spent a week in Minnesota going all over the State and
having these doctors come up and say, "Hey, wait a minute-you
are doing all the wrong things out here. The problem is 1965, and
you guys, you politicians, created this giveaway program." And I
listen to them very patiently, and then I go back and say, "No, the
problem started-with your help-in 1954. That was the point in
time at which we decided we were going to use the Tax Code to
facilitate this decisionmaking process."

And in the course of using the Tax Code, both the deduction side
and the exemption side, we-all of us together; these experts down
here and us-brought on medicare and medicaid. But mainly what
we have done is destroyed the concept of health insurance.

There isn't health insurance in this country anymore, except for
farmers and small business people and a few folks that just can't
afford to buy into these programs.

If you adopt the notion that insurance is protection against fi-
nancial catastrophe, we have all helped to destroy that system, and
out there we now have a $360 billion a year sick-care industry
that's taking money away from health in order to feed this sick-
care industry. It has all been very well-intentioned, and it's all
very necessary. We've put things into those health plans, you
know, that people wouldn't do for themselves, but in effect we
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haven't come to grips with some of the basic problems of the con-
sumer's involvement in his or her health care.

So, I will be interested as we go through this process in looking
at the health insurance arrangement, the pension arrangement,
the child care arrangements that you care so much about, and the
education arrangements you care a lot about, but trying to exam-
ine them from the perspective of what impact writing the blank
check, so to speak, to do good for people they wouldn't otherwise do
for themselves, what impact that has on the ability of all of us to
constrain the rising costs in child care or parking or legal services
or health, or whatever. And just that element becomes very impor-
tant to me.

If I have questions of the witnesses, they will deal with what
they feel about putting some kind of cap on the overall benefits.

But, Bob, I really think this is terribly important. it is a very dif-
ficult area. There are many, many ways to approach this and many
opinions on how to do it, and I compliment you-who has a definite
philosophy on this subject-for taking on this subject, and I thank
you for giving me an opportunity to be a part of it.

Senator PACKWOOD. Dave, this is an easy one to be on my side
on. You weren't here when I said earlier, we had 110 requests for
testimony. There was Buck Chapoton and 109 against him. This is
a no-lose situation. [Laughter.]

I want to ask Ms. Koralik a couple of questions, although the
rest of you can comment if' you want.

On page 5 of your statement Mrs. Koralik, you say that growth
will come in three areas, the third one of which is the addition of
some new benefits such as dependent care.

I thought your statement was very good about why health bene-
fits have grown and how it was narrowed down. The debate you
run into, apart from those who will cite some -very specific griev-
ance of a small corporation composed of six lawyers who have con-
torted the Tax Code to take advantage of benefits-those we can
pass laws to prevent. The bulk of these benefits go to the broad
middle-income worker, and we all know that.

Those people who want to use those examples to get rid of these
employee benefits will never be satisfied. They want to get rid of
the benefits, and they use those outlandish examples to prove it.

As far as excessive costs are concerned, employers are gettinL_
pretty good about negotiating. They know the costs. Yesterday we
had some testimony from a variety of witnesses involved in the
provision of health care. As new contracts are negotiated, the coin-
surance or the deductibles are raised to try to hold the cost down
on health care. I'm not worried about those becoming outlandish.
But the interesting change you have is the change in philosophy of
society as to what should be collectively provided.

If we were talking 50 years ago, no one thought it was society's
obligation to provide health care. We might have had county hospi-
tals for the very poor, but that was all. For the rest of the people,
you provided your own health care. The Government didn't provide
it, and business didn't provide it. That philosophy is now totally
changed, and we think it should be provided.

So the question comes: Is it best provided by Government, or by
employers? I think it clearly is best provided by employers. If em-
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ployers provided retirement medical insurance, I don't think we
ever would have started down the road on medicare, by and large.
It was started because there was a huge void that was left when
people retired.

But the question and the fear in some people's minds is what is a
legitimate benefit to be collectively provided, whether it by Govern-
ment or industry?

As you are well aware, some of your companies have done stud-
ies on the Japanese system of employee benefits, which is extreme-
ly broader and more in depth than ours. Japan provides almost all
benefits through business that other governments often provide
through Government. The United States is kind of midway be-
tween most of Western Europe and Japan in terms of employee
benefits.

Every now and then when we discuss this subject, opponents will
say, "Well, it's going to lead to-," and then they will cite automo-
bile repair as an example of what is going to be provided next as a
tax-free fringe benefit.

We now have prepaid legal as a fringe benefit, we had education,
we have day care, we even have van pooling if employers want to
provide it. It turns out that from an energy standpoint it is still the
most efficient way to transport people. Those vans haul eight or
nine people, and if the seats come out, the employer can make
some delivery use of the van between 9 and 3 and then put the
seats back in and take the employees back home again. It's an
ideal way to save on gasoline.

Do you think that group home and auto i-nsurance is a legitimate
fringe benefit that should have tax advantages?

Ms. KORALIK. From the tax standpoint, it's an item of security
covering liabilities that could not be anticipated-the loss of a
home, for instance.

Senator PACKWOOD. Well, that isn't quite right; those are liabil-
ities that can be anticipated.

Ms. KORALIK. Well, you don't expect your house to burn down,
and you don't have money set aside to build a new one if it does
burn down.

Senator PACKWOOD. No, but my hunch would be that most home-
owners have fire insurance.

Ms. KORALIK. All right. So you are going beyond--
Senator PACKWOOD. I am assuming that most anticipate the pos-

sibility of the house burning down.
Ms. KORALIK. So you are not talking about fire insurance. You

are going beyond that to theft in the house?
Senator PACKWOOD. Yes.
Ms. KORALIK. Even that. You wouldn't anticipate being burglar-

ized.
Senator PACKWOOD. No, I don't think most people would think

they are going to be burglarized, unless they live in New York
City.

Ms. KORALIK. I have lived there for 10 years, and I haven't been
burglarized, so it's not too bad.

Senator PACKWOOD. All right.
Ms. KORALIK. So, to the extent that it is something that people

can't anticipate, they do need insurance for it. But I guess I'm not
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sure that it is something we need to subsidize through tax-favored
treatment.

Senator PACKWOOD. Is van pooling something that should be sub-
sidized? That arose in during the energy crisis days. The energy
crisis will come again-as sure as we are sitting here. That was un-
dertaken to encourage people to use the vans and get out of their
cars, and to the extent it is provided by employers it works; but
should we use the Tax Code to do it?

Ms. KORALIK. I think that has a slightly different flavor in that
there is another social good that is being served, in terms of con-
serving energy. So perhaps there is a legitimate case for that. I
v'Juld agree with that.

Senator PACKWOOD. Let's move on to home ownership. We clear-
ly think that is a socially good value. We allow the mortgage inter-
est deduction because we think if people own homes they will be
better citizens; if they have to mow the lawn and paint the roof
and fix the fence. I question the conclusion from that when I am
painting the roof and fixing the fence. [Laughter.]

But that is neither here nor there. Having reached that conclu-
sion, why then shouldn't we encourage employers to provide home
ownership in some form? Whether it be employer loans on a tax-
free basis with no imputed income and tax? Why isn't that a
worthwhile social objective?

Ms. KORALIK. Well, there I think the social objective is being met
through the direct tax deduction on the personal income taxes for
mortgages With health insurance and other benefits, you either
have the employee-sponsored plan or you have the tax deduction.

Senator PACKWOOD. Home ownership is a good goal. It has been
going down recently, however, especially among younger people
who simply cannot afford it.

Ms. KORALIK. That's true.
Senator PACKWOOD. In the era I grew up in, you got out of school

and by the time you were 25 and married you could buy a house
for $8,000 or $9,000, if you had $2,000 down. Those days are gone.

Ms. KORALIK. They are gone.
Senator PACKWOOD. Now, if we wanted to, encourage that, espe

cially among younger people in order to make them feel stable,
what's wrong with the business of having some tax incentive to
provide home ownership in one form or another? Again, it could be
a down payment; it could be help on your payment; there are a va-
riety of ways you could structure it.

Ms. KORALIK. I hadn't thought about it. It seems--
Senator PACKWOOD. I throw these out only for those who want to

put limits on these types of benefits. They say, "Well, in that case
there is no limit to what an employer can provide if the employer
and the employee or the employees bargaining representative have
concluded that this is good for the employer-employee relationship
and helps productivity. The Government should not interfere in
the decision between the employer and the employee '. There
should be a tax incentive for anything that the bargaining agent
and the employer agree to." If you say No, then the Government
says, "Yes, we think items 1, 2, 3, 4, 5, 6, 7, 8 are good things; but
items 9, 10, and 11 are not, but society may change and maybe in
10 years they will be good." You've got to do one or the other;
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either the Government has to say we'll encourage certain things,
or we have to say we have reasonable faith in the free enterprise
collective bargaining system and whatever is jointly agree upon
we'll go along with as a tax incentive. The employers will not willy-
nilly fund all kinds of benefits because they are paying the ex-
penses of them.

Ms. KORALIK. I would agree With that.
Carson, do you have a comment?
Senator PACKWOOD. Mr. Beadle.
Mr. BEADLE. Senator Packwood, I think you are right on the

money on that point. The issue really is, what are those social ob-
jectives that the Government would like to see encouraged in the
country? And then, what is the best method of achieving them?

I think sometimes we have come at them a bit backward; we
have worked on traditional practice, and all the rest. If the mood of
the Nation is that people should not be especially encouraged to
have homeowners insurance, then there is no point in having an
incentive. Whether tax is the only incentive is something else we
haven't really examined in depth.

We have seen that tax preferences can create an environment
conducive to the private sector showing a little more interest in the
subject, and that little more interest is converted into some mighty
potent achievements.

But at times I don't feel we have thought through carefully
enough what it is we really do want to achieve and whether tax
preferences and what form of tax preferences is most likely to help
achieve it.

I say again that I applaud so much what you are doing; I think
you are back to the fundamentals that should guide us into the
right answers.

Senator PACKWOOD. An interesting, relatively new one is prepaid
legal plans. The Government has gotten into it with the Legal
Services Corporation. There are people in this country who cannot
afford their own legal services. When you look at the costs of law-
yers today the average Jane or Joe cannot afford lawyers. Maybe
they can afford an uncontested divorce that you see uavertised on
television, or a will, if that's indeed all it is, for $175 or $200. But
when it is a genuine landlord-tenant eviction case where you might
be talking about $500 or $1,000, or quite a bit more for a contested
case, they can't afford it.

So we set up the Legal Services Corporation. Initially it was
going to fund services just for the poor. This administration is ad-
verse to it, and it hasn t grown much; but given an administration
that wanted it, I could see it grow immensly. The alternative for
many people could be employer-provided legal insurance. Put a de-
ductible on it; and make the employee pay the first $300 or so of
the lawyer's fee. For the case where you are going to get hit with a
$2,000 to $5,000 lawyer's fee, that is not something the average
person expects or saves for. When it hits them they simply haven't
got the money, and they probably go badly represented or not rep-
resented at all, or they give in on a right that should be defended
because they can't afford to defend it.

Mr. BEADLE. Whatever system we use there are going to be situa-
tions where some will argue that that is going to increase the use



423

of legal services, some are going to say we are going to leave people
vulnerable to expenses. But I think in that instance, for example,
the definition can be one that confines the benefit to personal legal
costs. You can do it through definitions.

Senator PACKWOOD. That lrst issue about how litigious this
nation is is another issue.

Mr. BEADLE. Right.
Senator PACKWOOD. Again, I look at Japan and the relatively

slight amount of lawyers they have in relation to their population
and the number we have, and the quantity of different courts we
have in this country and their calendars. I think that is a problem
far separate from whether or not we are going to have tax incen-
tives for it. I think the problem of court clogging and litigiousness
is going to go on regardless. Whether we come to arbitration, or
whether we come to no-fault insurance is another issue entirely.

David.
Senator DURENBERGER. Thank you.
There is a temptation to follow up on Bob's logic' in my line of

questions, but I think what his questions have illustrated is that
first we have to define and make some judgment about the larger
public good that is being met by the intervention of Government
via the Tax Code in the normal decisionmaking processes that
people would make.

Second, it strikes me that we have to look at alternative ways for
meeting this need, to utilizing the employer-employee relationship
and the incentives of the Tax Code. The question relative to home
ownership illustrates that.

There are other ways to go about health care, for example, than
the way we presently provide the deductions and the exemptions in
the Tax Code. We could simply provide for a larger deduction off of
the individual income tax of some kind for out-of-pocket expenses
to meet particular health care needs; we could put a particular de-
ductibility on premiums, and we could put some other kind of fea-
ture on something else.

And certainly before we get into a wholesale selling of legal in-
surance in this country, when we know ahead of time that we are
too litigious and have too many lawyers and all that sort of thing,
it strikes me that before we go whole-hog into that business-and I
understand the inequities and so forth, but to go whole hog into
that then it just creates a whole new impediment to ever changing
a litigious society.

So 1 think what Bob is suggesting to us all is really very impor-
tant, that we on the Government side look at the alternative ways
of "using" the Tax Code, if you will, to approach some of these sub-
jects.

Now, I wonder if-I don't know all of your backgrounds and so
forth, but I would appreciate some feedback from you all on flexi-
ble benefit plans, cafeteria plans.

If I read this thing yesterday correctly, Buck in effect doesn't
like them-I can tell that-and I thought some of his arguments a
little specious. One of them-and this one might not be; I don't
know-is:
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Employee disagreement over desirability of particular non-taxab!e benefits has
served historically as an important restraint on the amount of compensation provid-
ed in any one form.

In other words, he is saying if you make them fight among them-
selves over whether or not we are going to have insurance this
year or whether or not we are going to have pension this year or
something else, then that is sort of a natural restraint on the
growth of benefits.

Once you come along with your cafeteria, and you set your cur-
rent plans in your cafeteria, and you start easing up this conflict, if
you will, because you have individual choice, then Buck claims you
are going to run the cost of these programs through the ceiling.

I would appreciate some reaction on that subject.
Ms. KORALIK. First of all, I think we all do like flexible compen-

sation on this panel; but more specifically on that issue, I think
employers are another constraint on how much is going to go into
employee benefits. They don't want to just keep on plAmping up the
number of dollars going into these programs. In frnct, most of the
employers who are looking at flexible compensation programs
today are looking at it not so much as a way to do something nice
for their employees but as a way to get some control over the bene-
fit costs.

One of the things that we are hearing quite a bit recently is that
we have got to change medical programs from defined benefit pro-
grams where you just have a blank check saying, "No matter what
happens, when you go into the hospital it will bepaid in full, and
we will always pay the premium." They are trying to change over
to what they are now terming "a defined-contribution approach,"
to say:

We will pay this much for your medical insurance premiums, and we will give
you a choice of three programs-there is one that is less expensive than our allow-
ance, one that is equal to the allowance, and one that is more expensive. If you will
step down, we will give you something else with the remaining dollars. If you want
to go up to the most expensive coverage you've got to pay the difference. But in the
future we are not writing out this blank check that says no matter what happens to
that expensive coverage we'll keep picking up the tab.

So I don't think he is correct in saying that employers are just
letting it run wild; they are trying to stop it.

Senator DURENBERGER. You are ringing my chimes when you
talk about what choice actually leads to, because you are telling
me that the bureaucrats and IRS and Treasury think all employers
are captives of the employee organizations in this country. And I
think there was a day when that was true, but my sense is that
isn't the way it is today, and that cost restraint as well as being
sensitive to the fact that the young are not quite the same as the
old, and families are not the same as single people, and so forth,
this is what comes with cost constraints if you will, or limited-so-
called limited-resources in this country.

But as you described the choice of health plans, I just use that as
an illustration.

One of the concerns here, then, would be that, yes, some compa-
nies might do that. It is very logical to have an equal contribution
to each of these plans. But unless Government says that the tax
benefit is to be qualified by an equal contribution to the require-
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ment of at least three plans and then the ability of the part of the
employee to choose less and to get a taxable rebate or another ben-
efit, or whatever the case may be-all of those things I love-but
unless we mandate that, it isn t going to happen.

Ms. KORALIK. I disagree with that.
Mr. ALLEN. I do, too.
Ms. KORALIK. The trend has been tremendous toward increasing

the number of flexible programs. It is something that historically
has not been easy. There have been a number of questions about
how do you administer these programs and can you underwrite
these programs where you have multiple choices if you have a
fairly small group of employees. But I think now we have reached
a point where we have enough experience, where there are comput-
er systems available for employers to manage these programs, that
the number of these programs is just escalating very rapidly. I
would disagree with that.

Senator DURENBERGER. One key element, too, is that they are
really hired on this taking cash back, even if it is a taxable and
flexible fringe benefit plan. But that is some key element to let
people take less of this if they just don't need it and to have a cash
option, is it not?

Mr. ALDEN. We find this utterly baffling, that the giving up of a
benefit that was wholly tax exempt, deductible by the corporation,
and tax free to the recipient, that giving up part of that and ex-
changing it for taxable cash 'is going to reduce Treasury revenues.

Mr. ALLEN. It is very hard to understand.
Mr. ALDEN. It is absolutely backward.
Senator PACKWOOD. As a matter of fact, at the end of the Tax

Conference I posed that issue to Buck Chapoton, because they were
opposed to it I said, "Buck, if you aren't going to allow it to be
rolled forward next year, then you have no taxable income. If they
are allowed to cash out, they pay a tax on it, you have to pick up
revenue, because you are deferring it otherwise" And he said,
"Yes, you do." They still didn't like the whole idea, but you had to
pick up revenue. You were starting from no revenue, so whatever
you picked up was more than you were getting.

Mr. BEADLE. Regardless of how we arrived at it, the flexible ap-
proach that has been introduced into the American system has
been very, very timely. What we are really talking about is a
system that allows for the best use of the available dollars for the
income security needs of a rapidly changing work force, people
with very different needs. The old group approach was to treat ev-
erybody the same, and that had waste in it. We are just removing
the waste.

Senator DURENBERGER. I have one last very brief question. This
is the equity question that we are going to have to deal with, and it
also has some other benefits that I won't go intc. Would you react
to the value of a cap, putting a dollar cap of some kind on the tax
benefits, if you will?

Mr. BEADLE. I would like to make a brief comment, then I think
my associate here has been giving some special thought to that.

The flexible approach is a new approach. It has had some weak-
nesses in it, has had some very fundamental strengths in it. I think
if our time had been spent rather than on defending the whole

39-706 0 - 85 - 28
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process how we might refine it so that it will achieve the public
policy that is the objective, then we would have some idea of what
form of cap. I think a cap of some kind is quite acceptable; our
survey indicates that it would be acceptable. The form of it is going
to be terribly important to get right, or we are going to have an-
other unintended result of the action.

Mr. ALLEN. In our written testimony we do comment on this. We
point out that if caps are considered, it is critical to observe the
nature of the benefit that you are capping, and that plans that are
benefit oriented should probably be developed with a benefits-ori-
ented cap rather than a dollar cap. For contribution plans such as
401(k) plans, savings plans-it is more appropriate to choose a
dollar some other pay-type contribution limit.

For example, we think medical would be much more effective if
we used a cap that is oriented toward the benefits provided, not to
the costs of the program.

Senator DURENBERGER. Thank you very much.
Senator PACKWOOD. Thank you very much.
Next we will have Frank Mason, president of the Mason Corp.,

speaking on behalf of the Chamber of Commerce of the United
States. I see he is accompanied by Don Alexander, a former com-
missioner of the Internal Revenue Service who is well known to
this committee, and who has ably appeared here in many capac-
ities.

It is good to have you here.

STATEMENT OF FRANK L. MASON, PRESIDENT, THE MASON
CORP., BIRMINGHAM, AL, ACCOMPANIED BY DONALD ALEXAN-
DER, ESQ., MORGAN, LEWIS & BOCKIUS, WASHINGTON, DC, ON
BEHALF OF THE CHAMBER OF COMMERCE OF THE UNITED
STATES, WASHINGTON, DC
Mr. MASON. Good morning, Senator.
Senator PACKWOOD. Good morning.
Mr. MASON. As you mentioned, my name is Frank Mason, presi-

dent, Mason Corp., a small business located in Birmingham, AL,
and with me is Mr. Alexander, as you pointed out, with the firm of
Morgan, Lewis, and Bockius. We are here to appear on behalf of
the U.S. Chamber of Commerce and its 200,000 business members.

My interest in employee benefits stems really from my own expe-
rience with my company, its profit-sharing plan, and its employee
benefit program. Our company began profit sharing in 1954. We
had only 25 to 30 employees and one location in Birmingham, AL.
Today we have 180 employees and a location in Birmingham,
Dallas, Raleigh, NC., and a warehouse in Kansas City.

So I know from firsthand experience what the profit sharing and
the employee benefit program can mean to the growth of a small
company and the relationship between the management of that
company and its employees.

This hearing offers, I think, a very unique opportunity to express
one thought that I have, and that is, if it ain't broke, don't fix it. If
it's working, and we believe it is, then don't tinker with it. If we
must tinker, our recommendation would be to improve the circum-
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stances under which small business can afford to have employee
benefit programs within the company.

As was mentioned a little earlier, the changes that have occurred
in the Tax Code from ERISA, ERTA, TEFRA, and this most recent
effort, have simply complicated the process of providing these bene-
fits to the employees.

In our written testimony we talk about the reasons for having
the benefits, but in our case I can say that our company has grown
because we have had profit sharing. It means a great deal to the
emptoyeew-in their planning for their future. Each time these
changes come along, our company and tens of thousands of other
small businesses are confronted with several thousand dollars of
expense to get the plans changed and to be able to continue. Even
with ERISA our attorney advised us, in our case, "I think you
ought to drop your pension plan, because it is just going to get
more complicated, and curtail the benefit". So far we have main-
tained it, in spite of that advice, because we feel that the relation-
ship that we have with the employee as a result of providing these
has allowed us to retain better quality employees and in turn do a
better job.

I was interested in your comment as to why more CEO's are .not
here. I can Say that I m not only a CEO, but the fellow that signs
the note on the back at the bank when we borrow the money, and
sometimes floor sweeper. [Laughter.]

So I really do appreciate the comment, and I think it is very im-
portant that more CEO's do appear. I think from the small busi-
ness standpoint those of us in small business are so busy trying to
meet Friday's payroll that we really don't have the time and the
resources to do all of the homework and to appear in many cases
where we should be.

One thing that was mentioned-maybe I will get a chance to
chatter about that in a moment; I see that my time is running out.

I would just like to ask Don if he has any comments to make
before we are off on the time here.

Mr. ALEXANDER. No, I think you have done it very well. We
might try to respond to some of those questions you put earlier.

Senator PACKWOOD. I am delighted to have the chamber of com-
merce on record in favor of this.

I will come back again to this interest of CEO's in this. The mail
is no longer necessarily an accurate barometer of what people
think. Almost all of it is instigated, and you can't necessarily count
on it being an accurate reflection of your State.

We can go home and spend a couple of weeks there, and by the
time you have spoken to a dozen service clubs and met with the
county commissioners and city hall and spoken at high schools in
one-high-school towns where the students are marvelous reflections
of their parents, and you have met with the labor union, you have
a reasonable idea of what is on their minds. The issue of the tax-
ation of employee benefits never comes up. Now, I shouldn't say
that. With the unions it comes up; I don't know if it is their No. 1
priority but it's a very, high priority for them in this Congress.

But big and small, it is not raised by either the major owners or
CEO's of corporations, and I don't know why.
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Mr. MASON. Could I respond to that, as I see it? I think one of
the problems may be that a good many of the small business people
and their employees are not really aware of the extent to which
the scrutiny is being placed on this area by those who would tax it.
I think that as this becomes more apparent to the employees and
to those small business owners, there will be a much greater re-
sponse to that situation.

Unfortunately-and I use the illustration of OSHA-most small
business people were not aware that the OSHA law had been
passed until the inspector came in and fined them. And I think
that is really the case, that they are not really aware of what is
about to happen.

Senator PACKWOOD. The example I have used more often is Pep-
sico. Pepsico shifted to a flexible benefit plan and gave the employ-
ees an option on madical insurance. Many of the employees chose a
much lower option. The upshot of it was that the Federal Govern-
ment collected about $1.2 million in additional revenues because
they shifted into other things that were taxable. It worked out that
it cut Pepsico's medical costs and increased the revenue to the gov-
ernment. They use this as an example of what will happen if we
have this flexibility.

Their lobbyist Max Friedersdorf was excellent; he was calling my
office daily. I didn't ask him, but I'll wager that Don Kendall never
called Donald Regan about this subject. This whole thing could be
put to rest if the President and Donald Regan would say, "We're
done with this nonsense. We don't want any more of these taxation
ploys and flim-flams or employee benefits." But I'll bet you that
kind of a call was never made, because, for whatever reason, it
didn't rise to the dignity of selling Pepsi Cola in Vladivistok or
something like that in Don Kendall's mind.

Mr. MASON. Hopefully we might be able to be helpful in that.
Senator PACKWOOD. All right.
David.
Senator DURENBERGER. I guess I just need to clarify "if it ain't

broke, don't fix it." You use the example that people don't know
that OSHA is here until the inspector walks in the door. Well, let
me tell you, when the folks find out that the FAST tax, the FLAT
tax, the whatever it is here is here, they are going to say, "Hey, I
wish we would have fixed this thing, because 'it was broke.'"

We somehow tend to ignore the fact that everyone of these deci-
sions that you take for your employees on health insurance, life in-
surance, everything else, is just like sitting up here in an appro-
priations committee spending taxable dollars. Collectively, as em-
ployers in the health care area, by 1988 we will be spending
$35,975 million of taxpayers' money per year, in effect, in revenue
foregone because of these benefits.

Now, I am sounding like a liberal because I'm talking like it's
my money, you know-that sort of thing. I go down the line in-let
me pick a really big one-the net exclusion of pension contribu-
tions and earnings for employer plans with $49,700 million in tax
expenditures, revenue foregone or however you want to character-
ize it, in 1983, rising to $109 billion in 1988. Here is the individual
retirement plan. There are a lot of those kinds of things.
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When the flat tax hits us, or whatever it is that is going to hit
us-I mean, the OSHA inspector walking in the back door is noth-
ing compared to what happens if we get assaulted by the elimina-
tion of some of these spending things.

So I guess what I am trying to figure out here is what we mean
in the Chamber by "if it ain't broke, don't fix it." I mean, we've got
a system, coming back to the health insurance where Chrysler, a
company which was going broke 3 years ago, paying out $6,000-
they aren't paying it out; the Government is paying it out for
them. You and I are subsidizing for these people $6,000 per employ-
ee and retiree every year for a health plan.

Now, I'll bet I could go to the U.S. Chamber and find a lot of
your members that aren't getting anywhere year a $6,000 a year
exemption; they are paying a heck of a lot more for a lot less
health insurance because we are sucking so much into the Chrysler
side of this system. You've got a lot of good chamber members out
there who have the high deductibles and copayments, and you are
doing all the right things. But Chrysler isn t, you know? Their
president says we ought to have a national health insurance pro-
gram, We ought to regulate this health care system. And we are
forking out on his behalf $6,000 per employee per year.

I wonder if there isn't something in here that is just a little bit
"broke," that maybe we ought to fix. -

I know that is really not a fair question of you, Mr. Mason, but I
am trying to get at Don and Dave and everybody else, too.

Mr. MASON. All right. I might respond, if I might, just briefly on
that. In our case, in our company, we noticed that the health care
costs have risen to, at one time, $40,000 to $50,000 a year and
began to get to the $200,000 to $250,000, and with a little projection
we could see $300,000 to $500,000 a year if the trend continues.

We did switch to what I find now is a VEBA. We have a trust
that we put money into, and it pays. But we explained to our em-
ployees this: "If you have a discretionary choice in your health care
that you buy, then let me urge you to do what my wife did, and
that is she had knee surgery but on an outpatient basis. There was
no overnight stay in the hospital and she was able to get by with
lest cost for that treatment by doing that." As a result of a meeting
with employees in groups of 10 or 12 at a time, we went through
and explained that we could either spend it over here in the health
care, or we could spend it over here in the profitsharing. "Now,
you make the choice in your case as to how you want us to spend
that money." And the result has been that we have been able to
contain the costs of our health care service. I don't know whether
the employees are just naturally more healthy or whether some-
where they have made some decisions that have contributed to lim-
iting the growth of that cost as it applied to our company.

So I think that there are cost restraints. Even though it is a tax
deductible item for the corporation, it doesn't mean that the corpo-
ration can discount completely the cost of whatever the benefit is.
So I think there are constraints on how much benefit a company,
especially small companies, and those are the ones I am most fa-
miliar with, there is a limit to how much they can put into a total
employee benefit package. And while we don't have the flexible
benefits offered by some of the larger corporations, that may be a
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better way of controlling the total amount of cost to the corpora-
tion, if employee has the option of choosing. In other words, "this is
how many dollars we have, and you decide which of these is going
to be to your best interests."

Senator DURENBERGER. I am sure glad I let you answer that
question, because you are more credible than these guys are-with
all due respect. [Laughter.]

And I think you have just talked about a part of the system that
we shouldn't be tinkering around with. I mean, all this stuff that
Bob and I believe in in this system (foes work well, because it facili-
tates your decision. All I want is to somewhere get in the record
here-and you don't have to belabor it today-is that there are
other folks that aren't doing that. And all the folks who were here
yesterday, or a lot of the folks who were here yesterday with the
AFL-CIO or something behind their name, I wasn't here but I
know darned well what they said. You know, "Don't touch it.
There is nothing wrong with first-dollar coverage; there is nothing
wrong with $6,000 per employee." Yes; there is something wrong
with it, because it is raising your costs.

Now, you can fight off those costs by making your employees pay
a little bit more and "go get a second opinion," and go do all this
sort of thing, but they ain't doing that much at Chrysler because
they are captured. Now, they are going to break loose from that,
slowly, but it seems to me there might be one or two things we
could figure out to do within this fringe benefit area that would en-
courage the Chryslers of this world to move just a little bit faster
and lower the burden on the rest of you.

Mr. ALEXANDER. Well, now that my lack of credibility has been
established. [Laughter.]

Senator DURENBERGER. It's just like comparisons, Don, that's all.
[Laughter.]

Mr. ALEXANDER. And quite properly. Mr. Mason speaks for the
Mason Corp., and in the Mason Corp. it is working, and it is work-
ing darned well. And the concerns that are reflected in those num-
bers don't exist.

Now, are those numbers real? I wonder about the revenue esti-
mates of the tax expenditure for retirement plans and all the great
benefits that go with those plans. I think it materially changed; it
wen, up in the last year or so from the number computed by a
somewhat different mechanism before. And I guess because of
being with the Internal Revenue for a while I'm very skeptical
about numbers, the Internal Revenue's or anyone else's. I am
somewhat skeptical about these.

None of us, I suppose, can speak for Chrysler-they can speak
for themselves. In the Mason Corp., by gosh, the planned use of the
tax system here to assist in meeting a national need through the
private sector is working. In the Chrysler Corp., perhaps it's not
working. But a cap might not work very well either, for the very
reason that you suggested earlier, Senator Durenberger. You point-
ed out that this was a very disparate field, that people's needs
differ, that there are geographic differences, and differences, of
course, in age.

I don't need any child care, Senator Packwood; although that, of
course, is a comfort to my wife. [Laughter.]



431

So a cap would have to be very carefully crafted. A percentage
cap might make more sense than a dollar cap.

Senator DURENBERGER. I should say the bottom line is, what is
the chamber's position? So often, with all due respect, the chamber
comes in and says, "If it ain't broke, don't fix it," and 6 months
later we pass the piece of legislation without the chamber being in-
volved in it, and we have probably goofed it up.

So do you have a position that conforms to something I heard
from the other panel, which is, "Yes, we are willing to look at it,
and it needs to be examined because of the disparate nature"? You
haven't rejected the possible notion of a cap, have you?

Mr. ALEXANDER. A witness testified in 1983 for the chamber rais-
ing serious concerns about the operation of the cap. I do not believe
the chamber's position has changed since then.

Of course, the chamber is prepared to work with this committee
and other committees of Congress in trying to arrive at a sound
balance between satisfying a public need and producing the reve-
nues that this country needs to operate on.

Senator DURENBERGER. Thank you.
[Mr. Alexander's written statement follows:]
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Good Morning, I Em Frank L. Mason, President of Mason Corporation of
Birmingham, Alabama. With me is Donald C. Alexander of the law firm of

Morgan, Lewis, & Bockius. We appear today on behalf of the U.S. Chamber of
Commerce and its 200,000 business members.

Both Mr. Alexander and I serve on the Chamber's Board of Directors. We

are members of the Chamber's Employee Benefits Committee which I have the

privilege of chairing. Mr. Alexander also serves as a member of the Chamber's
Taxation Committee. Mr. Peter Kelley of the law firm of Kirkland and Ellis

contributed to this statement.

As Commissioner of the Internal Revenue Service (IRS) from 1973 through

1977, Mr. Alexander is well known to members of the Subcommittee. As tax
partner in his firm, his practice often entails representation of clients with
problems involving the tax treatment of employee benefits.

My interest in employee benefits is drawn from my experience with my

company, its profit-sharing plan and other employee benefit programs. The
Mason Corporation began its profit-sharinq plan in 1954, when we had only a
handful of employees operating out of Just one location in Birmingham,
Alabama. Today, we have 180 employees in three plants located in Alabama,

North Carolina and Texas, with a warehouse in Kansas City. As a founder of
the company, I know what this profit-sharing plan has meant to our growth, to

our employees and to the development of our special relationship with our

employees.
We welcome the opportunity to express the Chamber's support for a

strong, voluntary, private sector employee benefit system.
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These hearings offer a unique opportunity to evaluate the origins and

benefits of our present tax policy as it relates to employee benefits. In
brief, our recommendation to you is that "if it ain't broke, don't fix it." If
it's working -- and we believe it is -- don't tinker; but if you must tinker,

then simplify the rules and strengthen the incentive for employers to take on
the obligation of sponsoring employee benefit plans.

What Employee Benefit Programs Have Accomplished
In order to provide a framework for an evaluation of taxable and

tax-favored employee benefits, Congress must focus on some of the important
benefits that result from the current system.

1. Substantial risk protection for more than 30 years. Private
employee benefit programs have provided substantial risk protection to
American workers and their families for more than 30 years. These programs

are broadly-based in terms of numbers of participants and beneficiaries
affected. They provide pension and medical coverage to primarily
middle-income Americans.

Employee benefit programs provide coverage to approximately 150 million

participants and beneficiaries and are maintained by over iae million
employers according to the Employee Benefits Research Institute.

More than 74 percent of all workers and nearly 89 percent of full-time,
full-year workers participated in an employer group health plan in 1979.

2. Maintenance of a less extensive and less costly Social Security
system and avoidance of the burdens and chaos of a broadly-based national
health system. At the same time that private employee benefit programs have
assisted in the growth of the most advanced health care delivery system in the
world, thvy have permitted our government to avoid much of the burden and
chaos that other developed nations have experienced in implementing national
health care systems. The costs and burdens our nation woule have been forced
to undergo over the past 30 years, if the private retirement system were not
in place, is simply incalculable. However, it is safe to say that advocates
of the present tax incentives were correct in the early 1940's when they
argued that the alternatives to those incentives would be much more extensive

government expenditures for social programs.



434

3. Government and private sector cooperation. Experience has shown
that governmental programs for the delivery of services often produce a
uniform system of benefits delivered with heavy administrative costs. Such a
system is frequently inefficient, laden with questionable procedures and
inadequate delivery systems, that serve to frustrate employers, employees and
beneficiaries.

In the current system, employers have voluntarily established a highly

diverse private system, with minimal federal guidelines, that serves the

unique needs of our diverse workforce. The result is a flexible system that

meets the needs of our workforce.

4. Encouragement of a sense of affiliation with the employer leading

to increased employeeproductivity. Employee benefit plans, provided on a
voluntary basis by employers, create an important bond between employers and
employees. Employer sponsorship gives employees a greater sense of their role

in the success of the enterprise and provides them with a greater stake in the

outcome of the economic activities of their employer.

5. Important source of savings and investment. Institutional
investors have become the single most important source of capital to the

financial markets. Retirement funds have become the largest single component

of this institutional investment. In this regard, it is noteworthy that the

objective of building pools of investment capital was one of the underlying
motives for the adoption of some of the tax incentives offered with respect to
private retirement programs.

6. Hedge against inflation. In the early 1940's, one of the
justifications for tax-deferred employee benefits was to dampen aggregate
demand, in order to combat ruinous inflation that could have weakened our

wartime economy. Any study of the benefits of retirement plans should examine
the impact deferred retirement plans may have in fighting inflation.

It should be remembered that the 1938-39 survey of profit-sharing,

undertaken by this Subcommittee under the direction of Senator Vandenberg, led

to tax legislation that encouraged the formation of employee benefit programs.
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The Growth and Composition of Employee Benefits
Since 1951, the Chamber has conducted the most comprehensive survey on

the level and growth of employee benefits in the country. Employee benefits
have grown from 18.7% of payroll in 1951 to 36.7% of payroll in 1982. To put
this in perspective, wages and salaries grew 815%, and inflation increased
271% over the same period.

As Table 1 on page 8 shows, the growth of benefits has not been uniform
for all types of employee benefits. For example, employer discounts have
increased 43% from 1971 to 1982, while unemployment compensation taxes rose
350%. Table 2, on page 8, demonstrates the wide discrepancy in employee
benefit costs between industry groups, ranging from $69 per employee per week
for textile products and apparel to almost $237 per employee per week for the
petroleum industry. While the growth in tax-favored benefits has grown faster
than taxable benefits, the latter comprises a commanding share of the total
employee benefit package.

The most obvious conclusion from the data is that taxable employee
benefits are the largest component of the total employee benefit package. The
data in Table 3 on page 9 indicate that 73% of all employee benefits are fully
taxable. These include FICA taxes, paid vacations and profit-sharing
payments. Twenty-four percent of employee benefits is statutorily non-taxable
and includes insurance and workers compensation. A substantial part of the
taxable benefits are legally required employer payments, such as social
security and unemployment compensation. Other benefits, such as pay for time
not worked, rest periods and paid vacations, are discretionary but depend to a
large degree on industry practices.

It is predicted that the growth in employee benefits and the widespread
use by employees at all income levels should continue, albeit at a slower
rate. The major threat to such growth is the possibility of further tinkering
with tax-favored employee benefit programs. This causes uncertainty in the
business community, making adequate personnel and corporate planning
difficult. Businessmen like certainty; without it, many small and
medium-sized firms likely will drop various employee benefit programs.
Ironically, these tend to have lower .paid employees. The result will be a
decline in the benefits available to all employees.



436

"Tax Expenditure" Estimates
Critics of our present system of tax-favored employee benefits point to

the estimated growth in so-called "tax expenditures" over the last several
years, as reported by the Congressional BudQet Office.

The "tax expenditure concept" is meant to identify and quantify

deviations from the ideal tax. Thus, any abatement relative to what the tax

liability would be, given both the tax rate and the ideal tax base, is

quantified and labeled a so-called tax expenditure. A recurring prohiem with

tax expenditure analysis is, simply, the utter lack of widespread agreement

about what constitutes the ideal tax base.
There are, for example, differing conceptions of what constitutes

income. Should capital expenses be treated as expenses or singled out for

less favorable treatment? Should savings be treated as income taxable when
accrued or simply left out of the calculation of income altogether? Does a
taxpayer have any income if a catastrophic, life-threatening illness forces
him to spend as much as he earns in a given year on medical expenses? Should

the ideal tax base, against which "tax expenditures" are measured, include or
exclude income "exempted" for "fairness" reasons? These and many other
similar questions are the sort which give rise to the lively controversy

surrounding the ambiguous term "tax expenditure," "Tax expenditure" estimates
are unreliable at best and should not be used as the sole criterion in
evaluating the efficacy of tax-favored employee benefits.

The tax code is situated uniquely to achieve public policy goals

unrelated to the ubiquitous aim of raising needed revenue. It is desirable
that the vast majority of the American public be covered by health and life
insurance and have adequate retirement savings. The tax code has succeeded in

encouraging the private sector to provide these goods efficiently to the
American public. This goal should be incorporated into the concept of the
"ideal" tax base for purposes of "tax expenditure" analysis.

Tax Policy and Tax-Favored Employee Benefits
Excluding the value of employee benefits from taxation, or deferring

any tax that is imposed, induces employers to provide more compensation in the
tax-favored manner. Business firms tend to adjust their behavior, providing
more tax-favored benefits and less taxable cash remuneration. In turn, labor
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markets adjust until the tax savings of providing a given amount of non-cash
compensation equals the marginal value of that form of compensation to
employees. After all, one can use only so much health insurance or clothing
even if bought at an employee discount. There is a limit to how much money a

taxpayer can afford to put away for retirement.
Tax-favored benefits make employers more secure financially; they

reduce the risks which an employee faces. They protect employees and their
families from the adverse financial consequences of catastrophic illness,
death or a poverty stricken retirement. Health insurance, life insurance and
retirement savings are part of any sound, long-term financial plan.

Present tax policy also encourages sound retirement planning. Thus,
for example, over 80% of the population is covered by private health insurance
and will not become a burden on either private charity or government
entitlement programs (such as Social Security or Medicare) because of a sick

or penniless old age.
In the absence of the tax incentive, many people would find it

difficult to provide for retirement or have adequate medical coverage. The
burden on private charity and government would therefore be increased.

The present private sector system works. Although the salaries of
those earning under $25,000 annually constitute only 39% of total compensation
paid each year, those earning under $25,000 currently constitute 76% of those
covered by pension plans and enjoy 70% of all vested benefits. Less than 3%
of those covered earn over $50,000. These figures further rebut the assertion
that pension plans are tax shelters for the wealthy.

Some benefits, such as medical and education expenses, should not be
vieweC as economic compensation at all. Instead, they should be viewed as
investments in human capital, as expenses incurred to facilitate earning more
taxable income in the future.

Lastly, the private savings generated by private, tax-preferred pension

funds have been a necessary component of capital formation. Government plans,
such as social security, have a record of poor financial management and,

therefore, do not accumulate capital out of which to pay benefits.

The Need to Renew Section 127 and Revise Section 125 Cafeteria Plans.

Employer provided educational assistance, Section 127, should be
extended permanently. The decision of the Tax Conference Committee in June
not to extend that section is a disincentive to the nation's workers,



438

extend that section is a dizincentive to the nation's workers, particularly

those at lower wage levels. They will find it more difficult to acquire the
new knowledge and skills needed to cope with a changing workplace. The
decision has caused great confusion among employers who have not withheld

taxes and may be subject to interest charges and penalties.
Lastly, the restrictions placed on Section 125 cafeteria plans by the

recently enacted Deficit Reduction Act of 1984 are counterproductive, and

should be revised.

Conclusion
As our review of the favorable impact of employee benefit programs

indicates, the federal government's involvement in encouraging employee
benefit programs has been a resounding success.

Private sector employee benefit programs are broad-based and have
achieved the national policy mission set by Congress, and will continue to

achieve those objectives even in the face of demographic trends indicating a
tremendous growth in dependency of our citizens. After reexamining the

benefits of this system in these hearings and in hearings and studies yet to
be conducted, this Congress and future 3nes should express its resounding

reaffirmation of the national policies which have produced the strong,

voluntary, private sector employee benefits system.
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TABLE 1

TABLE 2

Source: EMPLOYEE BENEFITS 1982, CHAMBER OF CO..IERCE OF THE UNITED STATES,
Washington, D.C., 1984, Tables from INa"ion's Business, April 1964.

Weekly Employe Benefits, per Employe

Percentage
1971 1982 Increase

Ol. age. survivors, dsablity and health
is.,ence (FICA taxes) ......... .......... S7.15 524 50 2,3%

l"suance (life, hosplal, surgical, medical, etc.) ...... 7.10 24.50 295
Pensions (nongovernnent) ....................... 7.73 20.00 159
Paid %acaltons ............ ............... 7.69 17.35 126
Paid omoljeys ................................... 4.69 10.3 127
Pa, rest periois coee breaks, lunch periods, etc .. 5.38 10 06 67
Uierrpioyment compenseton taxes ................ 1.15 5 17 350
Workers' compensation ........................... 1.58 4.96 214
Paid sick leave .. ...... .................... 1.56 4.69 201
Proffl.sfaring paim ents ........................... 1.65 4.19 154
Cental insuan ce ................ ......... N.A. 1.60 NA.
Tn)il peans ... ...... ... ............. .... 0.31 1 54 397
Snorlerm disabit :y . .................... ....... N .A. 1 25 N.A
C,r:steas or o t"e . special bonrSes,

su;pestion awards, etc .......................... 067 1 19 78
Sa;ary continuatjin or longa-term disability .......... N.A. 1.i2 N.A.
Employe education expenditures ............... 0.1$ 1.88 457
Emp!oye meals frrished free ..................... C.25 0.46 64
Discounts on goocs and se ices purchased

from company by employes ..................... 0.23 0 33 43
Ot.le employee Denefits .......................... 1 63 S 79 i
Tctal employe cenefts ......................... 546.92 136.21 183%

Average weekly earnings .............. S15685 $379.79 139%

'%.A. :1a not AvAibte

Employee Benefits Costs by Industry, 1982

Per employ.
Per week

Alf j dustnes ................................................ S138.21
Maniutacturing:

Petroleum industry ........................................ 236.94
Primary metal indussnes .................................. 18908
Che-rc.ls and allied products ............................. 183.67
Stone, clay and glass products ............................. 171.33
Machinery (excluding electrical) ............................. 170.15
Transpo ation equ:pment ............... 166.29
Fabricated metal products (excluding machinery

and rensporlaton equipment) ............................ 149.23
Food. beverages and tobacco .............................. 143.12
Printing and publiShing ..................................... 138.77
Pulp, raper. luv'ier and furniture ............................ 137.31

, lber. testhe* and plastic products ........................ 133.06
Electrical mchinery, equipment and supplies ................. 130.71
Ins:rumerts end miscellaneous manufacturing inoustries . 115 73
Texlie products and apparel ............................... 65.2

Nonma nufacturing-
Public utilities (electric, gas, water, telephone, etm.) ............ 185.63
MWscellanec'is noniainufacturing industries (research,

crigneering, education, government agencies.
construction, etc.) ...................................... 125.35

Insurance companies ................. .................... 124.75
Banks, finance companies and trust companies ............... 110,46
H ospilals ................................................. 102.02
Trade (wholesale and retail other

than department stores) .................. .............. 90.50
Depar m ent stores ........................................ 65.75
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WEEKLY EMPLOYEE BENEFITS, per DPLOYEE 1/
GROUPED BY TAX TREATMENT

19Z1 1982 Percent
Increase

TAXABLE BENEFITS 2/ (73% of total in 1982)

Old-age, survivors, disability
and health insurance (FICA
taxes) .... ............ . $7.15 $24.50 243%

Private Pensions .......... ... 7.73 20.00 159
Paid vacations ........... ... 7.69 17.35 126
Paid holidays' ............ ... 4.69 10.63 127
Paid sick leave ............ ... 1.56 4.69 201
Unemployment compensation . 1.15 5.17 350
Profit-sharing payments. ..... 1.65 4.19 154
Short-term disability ......... N.A. 1.25 N.A.
Thrift plans ... .......... ... 0.31 1.54 397
Salary continuation or
lorg-term disability ..... N.A. 1.12 N.A.

Paid rest periods, coffee
breaks, lunch periods, etc. 5.38 10.06 87

Subtotal .... ............ .. 37.31 100.50 169%

II STATUTORILY NONTAXABLE BENEFITS (24% of total in 1982)

Insurance (life, hospital,
surgical, medical, etc.) . . 7.10 24.50 245

Workers' compensation ......... 1.58 4.96 214
Dental insurance .......... ... N.A. 1.60 N.A.
Christmas or other special bonuses,

suggestion awards, etc ... 0.67 1.19 78
Employee education expenditures. 0.15 0.88 487
Employee meals furnished free. 0.25 0.46 84
Subtotal .... ............ ... 9.75 33.59 245

III OTHER NONTAXABLE BENEFITS (3% of total in 1982)

Discounts on goods and services
purchased from company- by
employees .... .......... 0.23 0.33 43

Other employee benefits. ..... 1.63 3.79 133
Subtotal 1.86 4.12 122%
Total 48.Q2 138.21 183%

Average weekly earnings $158.85 $379.79 139%

N.A.: Data not available.

.1/ The data presented are from the Chamber's Annual Employee Benefit
Surveys.

21 Tax treatment varies.

* Taxable as of 1984.
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Senator PACKWOOD. I'll give you a quick one-liner on day care.
It's the best one I've run across in the past couple of weeks. A po-
litical candidate is opposed to day care, and his opponent says his
idea of day care is that working women should live near their
mothers. [Laughter.]

Let's now move on to a panel: Mr. Rogers, Jerry McKinney, and
Merlyn Flaata.

Senator DURENBERGER. Mr. Chairman, I think, as I heard you in-
troduce them, two of these panelists are from my State. It is not
quite the same kind of panel you had yesterday from the State of
Oregon, but let me just say that these people and as I recall maybe
25 other people similarly situated in Minnesota have come together
several times. They got me to support the Packwood-Conable ap-
proach, and they have been doing a lot of work back there to try to
be helpful in the long term to you and to this committee in the
area of fringe benefit taxation, and particularly the flexible benefit
plans. So I look forward to hearing from them.

Senator PACKWOOD. Thank you. Yesterday I made the point: Not
only do we need the CEO's from General Motors to call us, but
equally important is the Mason Corp. of this world talking to their
particular Member of Congress to say, "Let me tell you what this is
going to do to 3-400 of your constituents in this district." That will
often be more influential than all the other lobbying put together.

Mr. Rogers, why don't you go ahead.

STATEMENT BY CHARLES W. ROGERS, CHAIRMAN, BOARD OF DI-
RECTORS, EMPLOYERS COUNCIL ON FLEXIBLE COMPENSA-
TION, WASHINGTON, DC, ACCOMPANIED BY WILLIAM W. CHIP,
ESQ., IVINS, PHILLIPS & BARKER, WASHINGTON, DC
Mr. ROGERS. Good morning.
Today I am speaking on behalf of the Employers Council on

Flexible Compensation. There are 155 member-companies in that
organization, and those companies provide welfare and retirement
benefits for over 15 million employees and dependents in this coun-
try.

The Employers 'Council on Flexible Compensation's primary in-
terest, I think, in the whole area of indirect compensation is to
have the freedom to act in terms of our franchise agreement with
the Government.

Over the years the Government has provided and decided to pro-
vide health and welfare coverage and pension coverage for the indi-
gent and the needy. And I think you have made an agreement with
private industry, a franchise agreement, that we in the private
sector would provide for working America.

Senator Packwood, earlier you mentioned the amount of tax leg-
islation that has taken place over the past 4 or 5 years, and I
would say during that period of time you have continually-not
you, but Congress has continually-redefined that franchise agree-
ment. But I think you have redefined it in ways that are very diffi-
cult for American industry to adjust to.

I heard earlier mention of Assistant Secretary Chapoton's state-
ment yesterday, and as a practitioner and as a business manager in
this area I have to tell you that I compare my facts and experience

39-706 0 - 85 - 29
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in managing a multimillion dollar benefit program for several
thousand employees with his projections and assumptions, and
something doesn't match up.

For example, I can tell you that at Pepsico when we converted to
a flexible compensation program and added one of those cash-back
reimbursement accounts, more than half of our employees volun-
tarily elected to take less indirect compensation, health and wel-
fare benefits, than we had provided before. And the coverage that
we had provided before was at best average as compared to the
consumer products industry in this country, which is not a gener-
ous industry insofar as indirect compensation is concerned. But
when I compare that fact and that experience with an assumption
that if you provide people with the opportunity to purchase more
coverage, they will automatically do so, it just doesn't align.

There are several other companies-Bethlehem Steel'-and these
are member companies of the ECFC-LTV, Armco, Quaker Oats,
Xerox, American Can-with several thousand employees who have
used either flexible-benefit programs or reimbursement accounts to
cut back on and increase the level of employee cost sharing in their
indirect compensation programs, I think industry recognizes that
the Chrysler programs with $6,000 a year are not tenable for us.
We are trying to adjust and introduce cost sharing to our employ-
ees.

Having the flexibility in the Tax Code for us to make the right
business decisions I think is critical, and I think you need to be
very careful through the legislative process as you enter 1985 not
to take the tools away from us that we need to exercise our fran-
chise effectively.

Thank you.
Senator PACKWOOD. I want to thank you for getting that Pepsico

information for me. I have used it many times in speeches. It is a
perfectly good example of a major company and what will happen
given this alternative. The Government, at least if your example is
accurate, is going to pick up money, in addition to everything else.

Mr. ROGERS. It did, this year.
Senator PACKWOOD. Mr. McKinney.
[Mr. Rogers' written testimony follows:]
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Summary of the Testimony

of Charles W. Rogers on behalf of the

Employers Council on Flexible Compensation

Before the Subcommittee on Taxation and Debt Management

of the Senate Finance Committee

July 27, 1984

i. Cafeteria plans allow employees to choose

between different packages of nontaxable benefits.

Employees who choose the less expensive packages

receive the savings in the form of additional

compensation, which is taxable.

2. Employers offer cafeteria plans because

benefits have become too costly to provide each

employee the same package of benefits without regard

to whether the employee really needs those particular

benefits.

3. When PepsiCo implemented a cafeteria plan,

55% of employees chose a less expensive package of

benefits than previously provided by the Company.

Only 21% chose to increase their coverage. These

results are not uncommon and are the major reason why

employers are excited about cafeteria plans as a tool

for controlling benefit expenditures.
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Testimony of the Employers Council on

Flexible Compensation before the

Subcommittee on Taxation and Debt Management

of the Senate Finance Committee

July 27, 1984

Thank you for the opportunity to testify before this

Subcommittee on the subject of employee benefits. The

Employers Council on Flexible Compensation is an association of

major employers with an interest in cafeteria plans and other

forms of flexible compensation for their employees. Our 155

member companies provide welfare and retirement benefits for

over 15,000,000 employees and dependents located in every state

in the country. A copy of our membership list is attached to

our written statement.

Employers are moving in the direction of flexible

compensation because our workforce has become more diverse. In

the 1940's employers designed a package of benefits for what

was then the typical worker -- a middle-aged male who was the

sole support of his family. Two things have changed since

then. First, the cost of that standard package of benefits has

risen dramatically. Second, the workforce has become more

diverse, and there is no longer a "typical* worker. Given the

high cost of benefits, employers can no longer afford to
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provide the same package of benefits to each employee without

regard to whether the employee needs those particular benefits.

Let me give you a concrete example. Most employers provide

group term life insurance for their employees. An employee

with a dependent spouse or children will in most cases need

more life insurance coverage than an employee with no

dependents. If an employer does not have a flexible

compensation plan, he will probably provide the same level of

group term life insurance coverage for all employees, with the

result that the employee with dependents will end up with less

insurance than he needs and the employee without dependents

will end up with more insurance than he needs.

Another example is the family in which both spouses work.

The husband may have medical insurance from his employer that

covers his entire family, including his wife. At the same

time, his wife may be receiving medical insurance from her

employer that duplicates what the husband's employer is

providing. In a cafeteria plan, the wife can elect to forego

medical insurance and instead receive additional cash

compensation or some other benefit, such as dependent care

assistance.

In a flexible compensation plan, we offer different

packages of benefits to our employees-and let each employee
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choose the package best suited to his or her needs. The cost

of one package of benefits may exceed the cost of another

package by several thousand dollars, and we pass on the savings

to those employees who choose the less expensive package. The

employee receives the savings in the form of additional cash

compensation on which he pays income and social security taxes.

From a revenue perspective cafeteria plans can only be

harmful if employees take advantage of such plans to increase

their nontaxable benefits. We believe that this will not

happen in a qualified cafeteria plan. First, beginning next

year, the nontaxable welfare benefits that may be offered under

a cafeteria plan are limited to accident and health benefits,

group term life insurance, and dependent care assistance.

Except for dependent care assistance, most employees already

enjoy a high level of medical and life insurance protection.

Second, in determining the appropriate 'mix' of cash

compensation and benefits, an employer who does not maintain a

cafeteria plan will have to balance the needs of employees who

want more benefits with the needs of employees who want more

cash and will be forced to provide a level of benefits that is

less than what some employees want and more than what others

want. When the same employer implements a cafeteria plan, some

employees will elect more benefits than previously provided and

some employees will elect fewer benefits, but the average

amount of benefits elected should not change much because the
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pre-cafeteria-plan benefits were already an "average" of what

these employees wanted.

It is the experience of most cafeteria plan sponsors that,

on the average, employees do not choose more nontaxable

benefits under a cafeteria plan than they received before the

plan was implemented. Take the case of my own company,

PepsiCo, Inc. We adopted a cafeteria plan in 1982 and offered

our employees the opportunity to elect more benefits, the same

benefits, or fewer benefits. Keep in mind that our industry,

the food processing industry, has not traditionally provided

the high level of benefits enjoyed by auto industry workers and

others. There was therefore ample room for our employees to

increase their level of benefits. Nevertheless, 55% of our

employees opted for a benefit package that was less expensive

than what they had previously received. Twenty-four percent

opted to keep the same benefits as before, and only 21% chose

to increase their benefits.

During the last decade, the cost of welfare benefits,

whether provided by the Government or by employers, has risen

dramatically. Employers have as great an interest in

controlling these costs as does the Federal Government. While

.the Federal Government may lose twenty-five cents in revenue

for each additional dollar spent on welfare benefits, employers

lose more than fifty cents i% after-tax profits for each dollar
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of benefits provided. I can assure this subcommittee that

employers do not offer cafeteria plans in order to spend more

money on welfare benefits. On the contrary, cafeteria plans

provide an opportunity to educate our employees on the high and

rising costs of these benefits and to limit benefit

expenditures to the minimum amount necessary to provide

adequate protection to those employees.
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EMPLOYERS COUNCIL ON FLEXIBLE COMPENSATION
July 24, 1984

Regular Members

Air Products and Chemicals, Inc.
Amdahl Corporation
American Can Company
American Express Company
American Hospital Supply Corporation
Apple Computer, Inc.
Aramco Services Company
Armco Inc.
Atlantic Richfield Company
Baker Oil Tools, Inc.
Ball Corporation
Bank of America N.T. & S.A.
Bank of Oklahoma
Batus Inc.
Beatrice Foods Co.
Bethlehem Steel Corporation
Blue Bell, Inc.
Champion Products, Inc.
Chemical Bank
C].airson International
Cleveland Clinic Foundation
Comerica, Inc.
Conoco, Inc.
Continental Group
Control Data Corporation
The Daily Press, Inc.
Data General Corporation
Diamond Shamrock Corporation
Digital Equipment Corporation
Dow Chemical Company
Eastman Kodak Company
Economics Laboratory, Inc.
Educational Testing Service
Ex-Cell-O Corporation
Federal Express Corporation
First Bank System, Inc.
General Foods Corporation
GTE Service Corporation
Hershey Chocolate Company
Holiday Inns, Inc.
Honeywell, Inc.
IBM Corporation
Ingersoll-Rand Company
Irving Trust Company
J. C. Penney Company
J. & W. Seligman & Co., Incorporated
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Kansas City Power & Light Company
LTV Corporation
Marriott Corporation
Mary Hitchcock Memorial Hospital
Mellon National Corporation
Mercantile Texas Corporation
Milliken and Company
Millipocr Corporation
Mobil Corporation
Morgan Guaranty Trust Company of New York
Morgan Stanley & Co.
Motorola, Inc.
Northern States Power Company
Norwest Corporation
Old Dominion Freight Line Inc.
Orbit Valve Company
Owens-Illinois, Inc.
Pacific Telesis
Penn Traffic Company
PepsiCo, Inc.
Pfizer, Inc.
Piedmont Natural Gas Company, Inc.
Pitney Bowes Inc.
Ponderosa, Inc.
PQ Corporation
Procter & Gamble
Public Service Electric and Gas Company
Quaker Oats Company
Ralston Purina Company
Rhode Island Hospital Trust National Bank
Rouse Company
Science Applications, Inc.
Sears, Roebuck and Co.
Security Pacific National Bank
Singer Company
SmithKline Beckman Corporation
Southern California Edison Company
The Southland Corporation
St. Paul Fire & Marine Insurance Co.
The Stop & Shop Companies, Inc.
Stouffer Corporation
Sun Company, Inc.
SwissRe Holding (N.A.) Inc.
Sybron Corporation
Tenneco, Inc.
Texaco Inc.
Thomas Jefferson University
3M
Time Incorporated
TRW Inc.
Union Planters Corporation
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Uniroyal, Inc.
University of California
Valero Energy Corporation
Whitehall Group, Inc.
Xerox Corporation

Associate Members

A. S. Hansen, Inc.
Aetna Life and Casualty Company
Alexander & Alexander
Arthur Andersen & Co.
Arthur Young & Company
Bankers Life Company
Barclay Associates
BenePac, Inc.
Blue Cross and Blue Shield Association
Blue Cross and Blue Shield of Michigan
Blue C*oss and Blue Shield of South Carolina
Blue Cross of New Jersey
Booke & Company
CIGNA Corporation
Coopers & Lybrand
DCA, Inc.
Diversified Insurance Services
ERISCO
Equitable Life Assurance Society of

the United States
Findley, Davies and Company
Frank B. Hall Consulting Company
Fred S. James & Company
George B. Buck Consulting Actuaries, Inc.
Hartford Life Insurance Company
Hazlehurst & Associates, Inc.
Herget and Company, Inc.
Hewitt Associates
Johnson & Hilgins
Kirke-'Van Orsdel Benefit Administrators
Kwasha Lipton
Liberty Life Insurance Company
Martin E. Segal Company
Massachusetts Mutual Life Insurance Company
Metropolitan Life Insurance Company
Milliman & Robertson, Inc.
New England Life Insurance Company
Northwestern National Life Insurance Company
Peat, Marwick, Mitchell & Co.
Precious Investments, Inc.
Price Waterhouse
Prudential Insurance Company of America
Public Employees Benefits Services Corp.
Small/Parker/Ackerman/Blossom, Inc.
Tillinghast, Nelson & Warren, Inc.
Touche Ross & Co.
Towers, Perrin, Forster & Crosby, Inc.
Transamerica Occidental Life Insurance Co.
Travelers Insurance Company
Union Mutual Life Insurance Company
William M. Mercer - Meidinger, Inc.
Williams, Thacher & Rand/Gardner & White
Wyatt Company
Yaffe & Offutt Associates, Inc.
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STATEMENT OF JERRY McKINNEY, VICE PRESIDENT,
PERSONNEL, NORTHERN STATES POWER CO., MINNEAPOLIS, MN

Mr. MCKINNEY. Thank you very much.
I am vice president of personnel for Northern States Power Co., a

midwestern utility based in Minneapolis. We have 7,200 full-time
benefit employees serving over 1.5 million customers of gas, elec-
tric, and telephone in a five-State area. Approximately 3,300 of our
employees are represented in a collective bargaining situation by
the IBEW.

First of all I would like to start off by echoing the comments that
Mr. Garrett made that we could no longer talk about "fringe bene-
fits," but more, "employee benefits." At NSP, the benefits are cost-
ing NSP approximately 40 percent of our direct labor costs. While
this may be high compared to the general industry, it is not high
in the utility industry, and this comes about as a result of the de-
mographics of employees in the utility industry. The average age of
our employees is a little over 41; the average length of service is
over 18 years, and our turnover for last year was only 3.5 percent.
So there is a focus on benefits which are seniority related or time
related in terms of their situation.

Now, I might add that these high benefit costs have not gone un-
noticed by outside people. Being a utility, we do have to go before
,he utility commission for any rate increases. The last time we
went in for electric rate increase in the State of Minnesota they
had numerous inquiries in regards to who we were comparing our-
selves with in terms of benefits, why were our benefit costs so high,
why was our nonproductive time high. And I think it is going to
continue. It'has been proved in other States where the public utili-
ty commissions specifically-in five instances that we can recall-
came out and told the utilities, "If you want to increase your bene-
fits and compensation at this rate, that's fine; but you are not
going to pass it on to the ratepayer. And this is what we see as a
fair and equitable amount for you in terms of your rate increases."
So we are going to be very sensitive to the labor costs and particu-
larly to the employee benefit costs.

Our benefits developed largely out of the collective bargaining
process over the past 35 years, and we are not particularly sensi-
tive to the tax laws and the tax incentives. The union has focused
in on the pension, and of course medical care and a full-type pro-
gram like that, with little emphasis for example in the area of life
insurance or a savings program.

We really didn't pay too much attention to some of the tax laws
and tax incentives until we had the opportunity to participate in
the ESOP program 7 years ago, and then 4 years ago we initiated a
cafeteria program, taking advantage of some of the incentives not
only for the company but for the employees.

As a result of how our program has developed, we do not favor
the highly paid executives but are looking at the overall employees
in general.

Furthermore, I think that we as an employer can provide em-
ployee benefits more economically than the Government. We have
numerous self-insured, self-administered type programs. We are
saving the money which would normally be passed on to a third
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party for profits that they must make in order to administer vari-
ous benefit programs. We are saving any costs that might be estab-
lished or be tied up in reserves. And in terms of the individuals, as
was commented earlier, we have the opportunity for greater pur-
chasing power; we can offer some benefits which are not normally
offered on an individual basis, and in some cases we are actually
taking the uninsurable because we have a broad base or because of
the personnel policies that we have that we will take everybody if
they are acceptable for employment.

We think the favorable tax laws have been beneficial, at least in
terms of our cafeteria program; but, in summary, we would like to
say we think it is important that the tax law is not changed drasti-
cally, that there is definitely an economic security of the employees
which is dependent on benefits, and that if there are some changes
in the tax laws which take away some of these benefits or don't
make it quite as attractive for the employer, then we feel it is
going to probably fall back on the Government, because, simply,
the ones most likely to be affected are the lower paid employees or
the employees who have the least amount of seniority with a par-
ticular company.

Thank you for the opportunity to be here.
Senator PACKWOOD. Mr. Flaata.
[Mr. McKinney's written testimony follows:]
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Presentation

by

Jerry McKinney
Vice President - Personnel

Northern States Power Company

for

Finance Subcommittee on Taxation and Debt Management
Hearing on Fringe Benefits

July 26, 1984

My name is Jerry McKinney, Vice President of Personnel for
Northern States Power Company, a Minneapolis-based electric
and gas utility with approximately 7,200 full-time benefit
employees. We serve over 1.5 million customers in a five-state
area and had revenues of $1.7 billion in 1983. Approximately
3,300 employees are represented by the IBEW.

The main points I wish to cover in my presentation are:

1. NSP is sensitive to the total labor costs for its employees,
direct compensation and employee benefits.

2. The current benefit program at NSP was developed largely
out of demands made in collective bargaining negotiations
over many years.

3. Tax laws and tax benefits to NSP as an employer have had a
minimal impact on the design of employee benefits.

4. The benefit program at NSP does not favor the highly-paid
executives.

5. NSP can provide benefits for its employees at a lower cost
than if provided by the government or individually by the
employee.

6. Favorable tax laws encourage flexible benefits, which in
turn reduce costs to NSP. This has a favorable impact on
our customers.



455

I would like to begin by saying that subject "fringe benefits"

should more appropriately be labeled "employee benefits."

Benefits provided by NSP approximate 40% of our direct labor

costs and, as a result, have a sizable impact on our total

employee costs. Our benefit costs, which are on the hiqh side

for general employers, are average for utilities. This occurs

in the utility industry because of the demographics of our

employees. The average age of our pension plan participants

for 1983 was 41.1 years, and the average length of service was

nearly 18 years. The turnover of full-time benefit employees

is less than 3.5% per year. These demographics have the biggest

impact on our pension and vacation benefits.

This high cost for employee benefits did not go unnoticed by

the Minnesota Public Utilities Commission during our last rate

hearings. They raised several questions and we were-able to

provide satisfactory answers to their concerns. However, their

concerns have increased the sensitivity of top management to

-arefully manage benefit design changes and future costs.

NSP has negotiated with the IBEW for over 35 years for wages

and benefits. The influence of these negotiations has had

considerable impact on the design of benefits at NSP. Until

1982, our primary market comparison for benefit purposes in

negotiations was the 15 major utility companies in the U.S.,

and 16 utilities within a 500 mile radius of Minneapolis-St. Paul.

Then, beginning in 1982, we shifted our market comparison to the

major Twin City employers. The major emphasis by the union has

been in the areas of time off, pension, disability and comprehensive

medical care. Very little emphasis, for example, has been placed
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on life insurance--only $10,000 in non-contributory benefits is

provided for the active employee and $4,000 for the retired
employee. We have no matching savings program, however we did
introduce a 401(k) program for union employees in 1983. We
experienced 36% participation, without any match, so it is obvious
that the employees are beginning to recognize the tax value of
this benefit--plus, they are interested in supplementing their

pension benefits.

The tax laws and tax benefits for NSP as an employer have had a
minimal impact on the design of benefits, up until the inception
of our cafeteria benefits program in January, 1981. The cafeteria
program is available to only non-union employees. We have made
it known to the union management that cafeteria benefits could be
a negotiable item, however they have shown no interest during the
last five years. We did take advantage of the ESOP provisions
when first made Available and currently have a PAYSOP program.
The primary driving force, however, in the design of benefits
was the demands of union employees, as mentioned earlier, and not
what tax benefits the company could derive as an employer.

The design of employee benefits at NSP does not favor the highly-
paid employees, as a result of the unions' impact on benefits
during negotiations at NSP. In fact, the only benefits currently
available to the highly-paid employees are free parking for 19
officers and a non-qualified deferred compensation plan. Otherwise,
the highly-paid employees have the same benefits as all other

employees. The average deferral percentage under the 401(k)

program has been:
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Level 1984 1983

Upper 1/3 5.1% 4.6%
Lower 1/3 2.7% 2.5%

The highly-paid employees have the same life insurance and
medical benefits after retirement as do the lower-paid employees.
The lack of executive perks has, at times, been a detriment to
recruiting efforts of executives outside the utility industry.

I feel that NSP can administer and deliver employee benefits at
a lower cost than if provided by the government or purchased
individually by employees. Currently, we are self-insured and
self-administered for medical benefits. As a result, we are able
to personalize some of the relationships with users (our employees),
while at the same time experience turnaround time on claims
comparable to insurance claim administrators--and, at a lower cost
per claim. We have a minimum premium dental plan which is
administered cost effectively by a service organization. In both
instances, there are no unnecessary and costly insurance company
reserves established, nor is a profit being paid to a third party
for administration. The $4,000 retiree life insurance program
is self-insured and self-administered. The $365 million pension
fund is administered by eight fund managers selected by the company
for their high performance, which helps keep our contribution levels
down. When compared to the complex and costly administration of
the social security system and medicare, I feel private industry

can administer the benefit programs for their employees faIr more
effectively--and, at a lower cost than qovernment entities.

39-706 0 - 85 30
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When one compares the cost of individually purchased benefits vs.

group plans, the cost is substantially in favor of qroup plans.

Group plans spread the risks among large groups of people; many

times they will insure the uninsurable, and group purchasing

power is beneficial--regardless of the type of product a company

buys. .In addition, some benefits are impossible or nearly

impossible on an individual basis. Examples might include dental

insurance, long-term disability, matching savings programs and

pre-tax savings programs.

The current tax laws have had a major impact on the design of

benefits at NSP since the inception of our cafeteria program in

January of 1981. The program is currently available to 3,600

non-union employees.

The cafeteria benefits program has allowed us to provide

individualized plans which are responsive to the needs of our

employee population on a cost effective basis. The result has

been a shifting of benefits to satisfy individual employee needs,

without additional costs for benefits to the company. For example,

we added child care benefits at no cost to the company.

The tax incentives in the cafeteria program--prior to the recent

interpretations by the IRS--were attractive to the individual

employees. The participation in the reimbursement accounts for

1984 is as follows:

Health care 47% $397 average deposit

Child care 5% $1,180 " "

Legal 9% $234 " "
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Approximately 95% of the employees used pre-tax dollars to pay

for dependent coverage for medical and dental benefits. Employees

who purchased additional disability benefits used pre-tax dollars

for 66% of the total premium, despite the fact that the disability

benefit received then becomes a taxable income. In the non-matching

savings program we experienced a participation level of 79%.

The employees at NSP also have an option to buy or sell vacation

time. There is no tax incentive for the employee in buying

vacation, it is merely a mechanism for the employee to re-distribute

the cost of taking unearned vacation with pay from his/her total

annual pay. The selling, of vacation time can result in a

temporary tax benefit, or it may only be a re-distribution of

employee benefits.

It is important that the current tax laws and tax incentives

for employees and employers not be drastically changed. The

economic security of employees and retirees is contingent upon

employee benefits. The lack of many current benefits (provided

by employers) would most likely place a large financial burden

on all levels of governmental agencies to provide financial

assistance to millions of low income families. This requirement

for additional government funds would require greater income

taxes to be paid by the employees and employers.

We at NSP strongly support the continuance, at a minimum, of the

current tax laws and tax incentives. Changes by the government--

in an attempt to increase tax revenues--could possibly end up

costing the government more.

I appreciate the opportunity to discuss the issues of taxes

and benefits with this Subcommittee, and will be interested to

hear about the results of these hearings.
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STATEMENT OF MERLYN R. FLAATA, VICE PRESIDENT, EMPLOY-
EE BENEFITS, FIRST BANK SYSTEM, INC., MINNEAPOLIS, MN
Mr. FLAATA. Good morning. I am Merlyn Flaata, vice president

of employee benefits for First Bank System.
First Bank System is a bank holding company headquartered in

Minneapolis. We have our primary service area of Minnesota, Mon-
tana, North and South Dakota, and Wisconsin, with approximately
10,000 employees.

We believe that we have the responsibility not only to the em-
ployee but also to the community to ensure that all employees
have adequate resources to deal with certain life events. But at the
same time, we realize that we have a responsibility to our share-
holders to contain these expenditures to a reasonable level. And we
do this by offering a package of benefits which we consider average
in value when compared to the competition.

On January 1, 1984, we offered our employees a flexible benefits
program to help with their varying needs and also to get better
cost control of our benefits. To give you an idea of our demogra-
phies, 70 percent of our employees are females, 30 percent male, 31
percent are 'single or single parents, and 53 percent are married
with a working spouse, and only 16 percent are married with a
spouse not working outside the home.

I feel that the original concept of benefits was set up for that 16
percent, recognizing only one wage earner in the family. The flexi-
ble benefit program really addresses our changed mix of employ-
ees.

The new plan and an accompanying 401(k) plan have been well
received by our employees. Ten percent of our employees elected a
lesser health care plan, indicating that we had been providing
more coverage than necessary for that group. Employees are also
saving approximately $12 million annually under the 401(k) plan
compared to the $7.5 million under our previous profit-sharing
plan.

We urge that laws continue to permit favorable treatment for
reasonable benefits for all employees, and we urge you to support
the following:

Encourage expansion of flexible-benefit programs We see that as
a bit of cost shifting, how we can shift some of the costs to the em-
ployees but still allow the employees the advantages of the tax de-
ductions that the employer has.

We would also be willing to go along with a realistic cap on
health care coverage, if necessary.

We like continued support of 401(k) plans, but with clear defini-
tions of withdrawals to avoid the younger employees shying away
because they can't get at the funds.

We also would like to see a reduction of compliance rules. We
feel there are a lot of rules that are set up only for the smaller
employers that are applied to larger employers and create a lot of
unnecessary expenses.

We would also like to see reconsideration of the carryover/cash-
out rules for reimbursement accounts as a cost containment issue.
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We also prefer to allow employees to buy and sell vacations and
have a limited vacation carryover but now cannot as they are af-
fected by recent legislation.

The legislative and regulatory bodies should strive to simplify
rules regarding benefits and to develop a well-defined but stable
environment within which private industry can administer employ-
ee benefit programs.

The need for financial protection of unexpected expenses and
savings for retirement has not changed since benefits were granted
a tax favored status. We urge continuation of this tax-favored
status to help avoid employee dependence on welfare for protection
no longer affordable by either the employee or the employer.

[Mr. Flaata's written testimony follows:]
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STATEMENT

BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

OF MERLYN R. FLAATA,

VICE PRESIDENT, EMPLOYEE BENEFITS

FIRST BANK SYSTEM, INC.

JULY 27, 1984

Mr. Chairman, thank you for the opportunity to testify before this

Subcommittee on a matter of extreme interest to First Bank System.

First Bank System is a bank holding company headquartered in Minneapolis

with a primary service area of Minnesota, Montana, North Dakota, South Dakota

and Wisconsin. We have approximately 10,000 employees.

In 1982, we began a Total Compensation Study. During the course of the

Study we developed a statement of objectives for our Employee Benefits

program. A summary of these objectives follows:

* That compensation will be made available to employees In the form if

benefits when one or more of the following apply:

The corporation feels a responsibility-to either tie employee or the

community to ensure that the employee will have adequate resources to

deal with certain life events.

- It is financially advantageous to the employee and the organization

to do so (e.g., group purchasing power).
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- It is consistent with other business objectives of the corporation.

* That employees be provided with credits (in addition to direct pay) to

secure a package of benefits which is average in value when compared to

competition.

* That- a minimal level of required coverage will !e designated as the

core coverage and will not be optional.

* That beyond the core coverage employees should control whether

compensation is taken as cash or as benefits.

* That employees have the opportunity to utilize their direct pay to

secure benefits if they desire greater levels of protection.

The objectives clearly reflect our concern about rising employee benefit

costs, especially when faced with deregulation of the banking industry. It is

our intent to provide an adequate level of coverage based on individual

employee needs, and to share cost increases with employees. We also feel it's

important to encourage employees to save and to provide a vehicle for that

purpose--our 401(k) salary reduction plan.

We have taken several steps in the last two years to help us reach our

objectives.

1. Eliminated first dollar health care coverage.
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2. Implemented a flexible benefits program in which employees can select

individualized coverages according to need.

3. Implemented a 401(k) Salary Reduction Plan under which the company

will match half of the employee contribution, up to 6% of salary,

which encourages all employees to save.

Our decision to convert our Health Care Plan from first dollar coverage

to a Comprehensive Plan was the result of a 30% increase in cost to fund

anticipated claims for the following year. This change reduced our cost

increase to 20%, or a savings of $1,000,000.

While we see this action as cost shifting, we also believe it will help

reduce overall health care costs by giving the employee an incentive to use

less expensive services and products. The greater the expense, the greater

the employee's co-payment.

Our Flexible Benefit plan allows employees to select coverage to fit

their needs. A recent survey of our employees revealed that 70% are female

and 30% male; 31% are single or single parents, 53% are married with a working

spouse and only 16% are married with a spouse not working outside the home.

These demographics quickly point out that a variety of levels are required

within each benefit plan to satisfy the individual needs of these employees.

Our Flexible Benefits plan was implemented on January 1, 1984 and has been

extremely well received by employees.

The Health Care plans allow selection from among four Comprehensive

plans, which vary by the amount of the deductible. We also permit employees
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to establish reimbursement accounts from which expenses not covered by our

Health Care and Dental Care plans could be paid. Of significant interest to

us was that 10% of our employees elected a greater deductible than our $100

deductible plan which was our standard plan in previous years--an indication

that we were providing more coverage than necessary for these employees.

Various options are also available for Long-Term Disability protection,

Life Insurance and Dependent Life Insurance.

We also believe that employees should be entitled to a reasonably

adequate income at ret N ment based upon their salary and length of service

with the Corporation and that cost-of-living adjustments for retirees are very

expensive and should be allowed at the employer's discretion, but not

mandatory. Employees must be educated as to their role in providing for

supplemental retirement benefits and informed of the tax effective vehicles

for such savings. IRA's and 401(k) plans are excellent examples of tax

effective vehicles for encouraging savings. However, even these are tarnished

somewhat by the fear of younger employees that the regulating bodies may

further restrict access to a portion of these savings for critical financial

needs. Employees and employers must have a guaranteed stable and well defined

legal and tax environment to allow for proper benefit planning.

The employee benefit program is extremely important to our employees.

Based on our recent survey, our employees rated the importance of benefits at

4.7 on a 5 point scale. Current tax laws permit us to continue providing a

reasonable level of coverage. If the deductibility of these expenses was no

longer permitted or substantially curtailed, we would find it necessary to

reduce our expenditures and the benefits provided accordingly.
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Tax laws should encourage employers to provide fringe benefits by

allowing the deductibility of expenses paid for a reasonable level of

coverage. Cost containment issues for corporations such as ours will have the

effect of stabilizing expanded benefit prcgrams and cost sharing of existing

benefits by employees. It is only reasonable that the employee should have

the ability to pay for the increasing expenses on the same basis as his/her

employer, in pre-tax dollars. Flexible benefit or cafeteria type plans should

be encouraged for this purpose.

Caps may become necessary to eliminate flagrant abuse of flexible benefit

plans in the areas of Health Care related plans and reimbursement accounts.

However, such caps must be carefully set to avoid a substantial cost shifting

to the employee.

We are also concerned about the forfeiture requirement in reimbursement

accounts and the "no carry-over" rule for vacation if the employee is allowed

to buy and sell days as a flexible benefit option.

Our flexible benefits plan, which was effective January 1, 1984, includes

a Healthcare Reimbursemen, account and a Childcare Reimbursement Account.

Approximately 2,800 employees enrolled in the Healthcare Reimbursement Plan on

the effective date. Except for cash out/carry-over of remaining balances at

year-end, our plan qualified under the proposed IRS Regulations. In view of

the recent IRS posture we felt we had to allow our employees a new election

for the last seven months of 1984 with a forfeiture at year-end. This

required change frustrates our intent to involve employees in the effort to

hold down medical expenses. As an example, only 800 employees elected to

continue to participate for the last seven months. It seems clear that more
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employees will elect more expensive Health Care coverage rather than cover a

higher deductible with a reimbursement account and risk forfeiture if not

used. I also anticipate that employees will use thitr entire reimbursement

account balance, even for unessential service, rather than forfeit, thereby

driving up total health care costs.

We also permitted employees to buy or sell up to 5 days of vacation. In

addition, we previously allowed employees to carry-over up to 5 days vacation

into the first three months of the following calendar year. The new proposed

regulations prohibit carry-over if both purchase and sale is allowed. I am

concerned abGut employees who plan on vacationing near year-end and for

business reasons the employer requests a delay. Our purpose for the

carry-over is certainly not to defer compensation, but to assure employees of

their earned vacation.

First Bank System Is concerned about employee benefits, both as a

business expense and to provide adequate protection for all employees. We are

also concerned about the high cost of compliance. When cost and complexity of

compliance becomes too great, our course has to be to cut such coverages or

withdraw altogether. I hope that private industry can participate with the

legislative and regulatory bodies to develop a well defined but stable

environment in which we can reasonably administer employee benefits programs.
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Senator PACKWOOD. I have no questions.
Let me state again the reason for these hearings. I realize not

many Senators are going to come; but by the time we are done
with these hearings, we will have a record that will show the argu-
ment that these plans are abused is a specious one. They are
abused by very few people, and we can correct it; that is no prob-
lem.

Indeed, the benefits that are provided, with very few exceptions,
are benefits that most fair minded people will say are benefits to
which people are entitled, whether the Government does it or busi-
ness does it. There wouldn't be much quarrel to that.

I think the record will show that business does it better than
Government and cheaper than Government, and probably more re-
sponsively to their employees' needs than Government does. If we
have a Government benefit program, it is going to be the same
whether you live in Minneapolis or Moline. It doesn't matter that
the areas are different or that the demographies of your businesses
are different; you will have the same plan every place.

Now, with all of that, and hopefully with proper lobbying, we
will be able to reverse what has been a very adverse economic/
philosophic opinion about employee benefits for the past 2, 3, 4
years, and it is getting worse rather than better. If President
Reagan or by chance Vice President Mondale is elected, and they
continue this philosophy with an adverse Treasury Department,
and an adverse House-which is what we have at the moment-we
will continue to swim upstream.

I have no questions.
David.
Senator DURENBERGER. Well, I think, Bob, the point in what you

said is to make sure that you have a system in which they do it
better than we do it; and that's why it strikes me that, getting back
to the fixed-broke argument and so forth, there was a time when,
before flexible compensation, before we started involving our em-
ployees in making choices, before we started asking them to con-
tribute a little bit to that choice, there was a point in time in
which it was a lot more "broke" than it is today, and it was break-
ing the rest of the system.

I don't know if you recall what Mr. Flaata said about the demo-
graphics of at least the First Bank System work force, but it is im-
pressive to find out that we have designed an insurance system-or
it has been designed-that really applied to only 16 percent of the
people; that is, the employees with a spouse not working outside
the home. And it ends up now that we look and only 16 percent of
the people fall into that category that we thought everybody fell
into, and we had put together programs for that 16 percent.

But there is no way Treasury can recognize that, you know?
Treasury does not believe that people, when given a choice, will
buy less in health care coverage, or that they will use their noo-
dles. And they cannot factor that into these statistics.

Senator PACKWOOD. But actually it makes sense, You don't need
the more expensive program you used to have, so you choose a
lesser program. You get cash for it, you pay tax on the cash, but
ou still have more cash than you had under the old program for
enefits you didn't use. It makes sense when you think it through
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to its conclusion and my hunch is that the employee has thought it
through to its conclusion.

Senator DURENBERGER. I don't think there is any question.
I just have one other question of the three of these witnesses,

and it deals with the Chrysler example I raised before, the first-
dollar coverage, whichever one of these benefits you are talking
about. Tell me if there isn't some difference in the overall value of
employee choices when they are contributing something financially
to that choice. Or is that not a correct theory?

Mr. McKINNEY. I think maybe I could comment on that. The
Rand study, which was concluded late last year, definitely showed
that as you increase the participation by the participants that the
utilization of the health care services went down, and in those pro-
grams where they had 100 percent payment of health care services,
utilization was far higher than it was in the other cases. It is very
conclusive from that study.

Senator DURENBERGER. Do you find that from your own experi-
ence at NSP, when you went to some cost sharing on your health
benefit plan?

Mr. McKINNEY. Very definitely. I am not sure whether the em-
ployees who selected the highest deductible available were aware
ahead of time what their costs were, but their costs at the end of
the first year and at the end of the second year were very clearly a
lot smaller than those people who had elected a zero deductible
and were willing to even pay more than what we had originally
started out with for their health care coverage.

Senator DURENBERGER. Isn't it also true that once you introduce
two choices of health plans or three choices of health plans, em-
ployee choice gets even better, providing the employer stays neu-
tra1in their financial contribution and does not try to leverage
that choice one way or another? Is that not also a fact?

Mr. ROGERS. In fact, I think most of the flexible benefit systems
have been drawn up on that basis, that it is really critical if you
are going to control health care costs over time to create a mutual-
ity of interest with your employee in terms of the costs that they
incur.

One of the other things that you will see developing in American
industry today as well are very aggressive education programs so
that we can help our employees learn how to be better consumers
of health care. And it is critical that you add that leg onto it, be-
cause, "It's fine that you have made me participate in the cost, but
I am not sure that I understand exactly how I can be more efficient
in using the health system."

Senator, you may be interested to know that through our flex
program we have seen a fairly significant increase in participation
in HMO's, for example, as employees saw that to be a more effi-
cient system through which to purchase their health care. And
they made that decision voluntarily.

So I think if you combine the education process along with the
economic incentives, and create a mutuality of interest with em-
ployees, the combination of those things really is very promising in
terms of being able to control health care costs over time.

Senator PACKWOOD. Gentlemen, thank you very much; I appreci-
ate it.
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Next we will take Marjorie Kopp, day care specialist, for Child
Welfare League; and Carole Rogin, executive director of the Na-
tional Association for Child Care Management.

Good morning. Do you want to go first, Ms. Kopp?

STATEMENT BY MARJORIE KOPP, DAY CARE SPECIALIST FOR
GOVERNMENT AFFAIRS, CHILD WELFARE LEAGUE OF AMER.
ICA, INC., WASHINGTON, DC
Ms. Kopp. Good morning. My name is Marjorie Kopp, and I work

with the Child Welfare League of America.
The Child Welfare League is a privately supported membership

organization of 350 child welfare service agencies, including public
welfare departments and private not-for-profit agencies.

We also represent about 1,100 other child care agencies in the
United States and Canada through our network of 27 State child
care associations.

Thank you very much for the opportunity to come here today. I
am here to call your attention to what we in the field are finding is
a very unfortunate and counterproductive conflict between the
Federal tax system and the Federal Government program initia-
tives to recruit employer-sponsored day care.

As you may know, over the past 4 years there has been a very
strong emphasis on developing public-private partnerships in the
human services field. What you may not be aware of is that child
day care was one of the four areas of special concentration recom-
mended by the 1981 President's Advisory Council on Private Sector
Initiatives.

In response to this, the White House Office of Private Sector Inti-
tiatives embarked on a continuing project to promote employer-
sponsored day care. White House spokespersons convened meetings
with chief executive officers of major corporations in cities across
the Nation to apprise them of the opportunity and responsibility to
strengthen American families and American productivity by offer-
ing day care benefits to their employees. One of the options pre-
sented at these meetings is flexible benefit plans. And according to
a report this month from the Bureau of National Affairs, cafeteria
plans have been one of the main reasons child care benefits have
proliferated-that is, child care benefits sponsored by employers.

At the same time, the Department of Health and Human Serv-
ices has also pursued employer-sponsored day care as one of the
major initiatives, and has signaled the field of day care providers
that this is the avenue to pursue.

According to the BNA report, employer support for child care
has been one of the most widely-heralded developments in employ-
ee relations in the past decade, and the number of employers offer-
ing some child care benefits to workers has doubled since 1982.

Large employers, according to the report, are making increasing
use of flexible benefit plans to provide child care benefits.

As you may imagine, the February 10, 1984, IRS press release
announcing the intention to tax flexible benefit plans retroactively
has had a very chilling effect on these initiatives. The Child Wel-
fare League is concerned about these developments because we are
concerned about the supply and the demand of child care.
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As child serving agencies and child advocates, our members are
in the position to see firsthand the damage which is done to chil-
dren and families when appropriate child care is unavailable. We
do not wish to see the presently inadequate supply of child care
further eroded by mixed governmental signals and failed initia-
tives.

Child. Welfare League members have responded to the challenge
of this administration to find alternative funding for children's pro-
grams. We are interested in pursuing employer assistance to in-
crease the supply of child care, especially in view of the demo-
graphic projection that during this decade the population of chil-
dren under age 10 will increase by 14 percent. We therefore ask
the committee to give renewed consideration to Senator Pack-
wood's recommendation for safeguarding the dependent care bene-
fits in employer sponsored cafeteria plans, under a cap and inte-
grated with the dependent-care tax credit.

We do favor the proposal to index in order to assure that the
benefit retains its current money value, since neither employers
nor employees are inclined to support job benefit programs offering
uncertain future value.

We also recommend some refinement of the situational excep-
tions to allow for changes in family circumstances other than those
envisioned in the original list, and provisions for employees to take
in the form of taxable income in the following year any benefits
not used in the previous year.

We appreciate your interest, and we hope very much that you
will find it possible to help us in our effort to increase the supply of
care, adequate care, for the Nation's children.

Senator PACKWOOD. Thank you.
Ms. Rogin.
[Ms. Kopp's written testimony follows:]
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My name is Marjorie Kopp. I am a Day Care Specialist in the Child Welfare

League of America's Center for Governmental Affairs. The Child Welfare League

is a privately supported membership organization of 350 child welfare agencies

whose efforts are directed to the improvement of care and services for children

and families. League member agencies include pu;)lic welfare departments and

voluntary, private not-for-profit children's service organizations. The League

also represents l,!00 affiliated child care agencies through our 24 state child

care associations. Members and affiliated agencies of the League serve several

million children in the United States and Canada, and represent over 6,000

vounteer board members and several thousand more direct service volunteers.

I thank the Committee for this opportunity to testify. I am here to call

your attention to the unfortunate and counterproductive conflict which cur-

rently exists with respect to the federal tax system and federal government

program initiatives to recruit employer assistance for child day care.

As you may know, over the past four years there has been a strong emphasis

on developing public-private partnerships in the human services field. What you

may not aware of is that child day care was one of the four areas of special

concentration recommended by the 1981 President's Advisory Council on Private

Sector Initiatives. In response, the White House Office of Private Sector Ini-

tiatives embarked on a continuing project to promote employer sponsored day

care. White House spokespersons convened meetings with chief executive officers

of major corporations in cities across the nation to apprise them of the oppor-

tunity and the responsibility to strengthen American families and American pro-

ductivity by offering day care benefits to their employees. One of the options

presented at these meetings is flexible benefit plans, and, according to a re-

port this month from the Bureau of Nation Affairs, Employees and Child Care:

Development of a New Employee Benefit, "cafeteria plans have been one of the

main reasons child care benefits have proliferated."

39-706 0 - 85 - 31
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At the same time, the Department of Health and Human Services began re-

vising its federal leadership role by directing HHS technical assistance and

research and demonstration grants to the recruitment of employer sponsored day

care.

According to the BNA report, "employer support for child care has been one

of the most widely heralded developments in employee relations in the past

decade, and the number of employers offering some child care benefit to workers

has doubled since 1982. Large employers are making increasing use of flexible

benefit plans to provide child care benefits. This approach is favored because

is allows employees without children to select other benefits instead."

As you may imagine, the February 10, 1984 IRS press release announcing the

intention to tax flexible benefit plans retroactively, and the May 7 proposed

Cafeteria Plan regulations have had a chilling effect on these initiatives.

The Child Welfare League is concerned about these developments because of

the effect on child care supply and demand. As children's service agencies and

child advocates, our members are in a position to see first hand the damage

which is done to children and families when appropriate child care is simply

unavailable. We do not wish to see the presently inadequate supply of child

care further eroded by mixed governmental signals and failed initiatives.

Child Welfare League members have responded to the challenge to find alterna-

tive funding for children's programs and have established some workable public-

private partnerships. WP are interested in pursuing employer assistance to

increase the supply of child care, especially in view of the demographic pro-

jections with respect to increasing demand. According to the Congressional

Budget Office (Demographic and Social Trends: Implications for Federal Support

of Dependent Care Services, December 1983) the population of children under age

10 is projected to increase by 14 percent during this decade, with children

under age 5 accounting for two-thirds of the increase.
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We therefore request that this Committee give renewed consideration to

Senator Packwood's recommendations for safeguarding the Dependent Care benefits

in employer sponsored cafeteria plans, under a cap and integrated with the

Dependent Care Tax Credit. We are appreciative of your action in the Deficit

Reduction Act to remove the proposed retroactive sanctions. We are hopeful

that this means you understand the significance for children of encouraging

employers to offer dependent care benefits.

We believe that placing an overall cap on the Dependent Care benefit and

the Dependent Care Tax Credit together provides some guarantee that this will

not be a runaway tax expenditure and revenue loss. We do favor the proposal to

index in order to assure that the benefit retains its current money value,

since neither employers nor employees are inclined to support job benefit pro-

grams offering uncertain future value. We also recommend some refinement of

the situational exceptions to allow for changes in family circumstances other

than those envisioned in the original list, and provision for employees to

'take, in the form of taxable income, in the following year any benefits not

used in the previous year.

In the midst of all the very large tax and deficit issues which you will

be dealing with over the months ahead, we hope that you will not lose sight of

the need to encourage the newly generated interest of employers in investing in

dependent care benefits, so that this resource will continue to be available to

meet the increasing demand for care of the nation's children.
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STATEMENT OF CAROLE M. ROGIN, EXECUTIVE DIRECTOR, NA-
TIONAL ASSOCIATION FOR CHILD CARE MANAGEMENT, WASH-
INGTON, DC
Ms. ROGIN. Thank you.
I am Carole Rogin, executive director of the National Association

for Child Care Management. Our members-to give you some back-
ground-are the private proprietary child care companies in the
United States. I am here representing not only their interests in
the service that they provide-licensed, quality, center-based child
care in America-but also their interest in employee benefits as
employers themselves. I do believe that they were perhaps the first
and probably continue to be the largest group of employers who
provide child care as an employee benefit, so we have had a great
deal of experience in that area.

Additionally, since most of the companies were founded in the
late sixties and early seventies, they have been working in coopera-
tion with businesses, large and small businesses, corporations, and
hospitals to provide child care as an employee benefit. At this point
in time we have close to 100 of our members who report that they
are currently involved in employer-related child care.

To give you a sense of the scope, just 4 of those members run 116
individual employer-assisted child care programs.

Senator PACKWOOD. When you say "employer-assisted," do you
mean on site?

Ms. ROGIN. Absolutely not. These programs span the full range
of programs. There are some that are onsite programs that have
been conceived, developed, designed, implemented, managed and
owned by our child care companies. There are programs such as
programs at Disney World in Florida, Campbell Soup Corp., a
number of onsite programs. The majority of programs are some
kind of contractural arrangement between the child care company
and the business, for the employer too in most cases, to obtain a
discount on the average weekly tuition for his or her employees,
and in return for the company to be able to offer some discount,
too, that relates to really attractive savings for the parents. That is
perceived and is actually a benefit of working for that particular
company.

The need and the rationale for child care as an employee benefit,
and we believe a very legitimate topic for discussion in any fringe
benefit hearing such as this, have been discussed earlier today and
I think are supported by what we see as-I think we all agree-
dramatic and probably permanent changes in the nature of the
U.S. work force. Our written testimony documents and there are
statistics out there everywhere documenting the tact that ultimate-
ly the percentage of workers who are parents and the sole support
of their families has increased dramatically in the United States.

The two things that we believe are absolutely essential to see
this benefit enhanced and provided on a wider scale are education
of businesses in this country to the options for funding the benefit,
and education for businesses regarding the provision of the benefit.

We just talked briefly about the options for providing the benefit,
and I think employers also need tc know that this is a benefit
whose cost can be controlled directly. It is not a benefit that needs
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to be funded at 100 percent of its cost to be perceived as a valuable
benefit by the employees.

So we would see that those two factors are the most important
ones. We see two substantial differences between child care and the
more traditional employee benefits-the fact that child care ad-
dresses current nebds perhaps more directly than many benefits
that we can talk about, and its costs can be controlled by the em-
ployers more completely than virtually any benefit available.

Thank you.
[Ms. Rogin's written testimony follows:]
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TESTIMONY

BEFORE THE SENATE FINANCE COMMITTEE

SUBCOMSITTEE ON TAXATION AND DEBT MAAGEMENT

PRESEUT1ED BY

CAROLE M. ROGIN, EXECUTIVE DIRECTOR

NATIONAL ASSOCIATION FOR CHILD CARE MAGEAG E

The National Association for Child Care Management (NACCM),

representing the private, proprietary providers of center-based

child care, appreciates the opportunity to participate in the

hearing today. On behalf of the NACCM membership, I am pleased to

share our members' perspective on the vital need to recognize

child care as an important employee fringe benefit topic.

As background for you, the 300 NACCM member companies - ranging in

size from one child care center that is owned and operated by a

single individual to companies that operate hundreds of centers

nationwide - are in the business of providing licensed, quality

child care to approximately 200,000 of America's children in

center operations throughout the country. Many of the 300 NACCM

member companies have been in the employer-sponsored child care

business since the early 1970's and continue to create and provide

more diverse services that will contribute to increased partner-

ships between the business community and the child care industry.

In 1984, over 76 NACCM members report participation in some type

of employer-related child care program with corporations,

hospitals, and small or large businesses. For example, just four

of NACCM's members - Childrens' World, Inc., ECLC, Inc., Gerber
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Children's Centers, Inc., and Kinder Care Learning Centers -

operate 116 employer-related child care programs. These programs

span the array of options from one-site centers that are owned and

managed by the child care company to contractual agreements

between employers and the child care companies for a specific

number of children in a selected center.

As a result of the major and probably permanent changes in the

complexion of the U.S. workforce, employer-related child care is

emerging as the fringe benefit of the 1980's. For the first time

in history, an unprecedented number of parents are currently

working or seeking employment. Statistics indicate more than half

of all children in two-parent families had mothers who were

working. Among single parents the proportion where the parent's

earning was the sole support for the family was even higher.

Another major factor influencing the evolving workforce is the

large number of women who are entering and/or remaining in the

workforce. Not only have expanded opportunities for women

resulted in an increase of two-career f;.milies but the reality of

today's economic situation has dictated the need for two paycheck

families in order to even come close to realizing a significant

number of aspirations for themselves and their children.

Additionally, the spiraling divorce rate has greatly increased the

number of one-parent families.

Consequently, traditional benefit programs drafted in the era when

the one-bread-winner family was the rule are no longer satis-

2
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factory for employers or employees. The duplication of

traditional benefits for two-working parent families has resulted

in increased costs to employers accompanied by diminished impact

of corporate fringe benefit objectives for employees. Companies

are challenged to revise corporate policies to satisfy the needs

of this contemporary workforce by diversifying and expanding

benefit programs that address the legitimate needs of their

organization and employees. Motivated by the need to attract and

retain talented, experienced employees, businesses - small and

large - are realizing that good benefits make good business sense.

Satisfied employees translate directly to a more stable workforce

and one which contributes greatly to enhancing the corporate image

in the community, thus increasing the pool of talent from which

employers can recruit. Consequently, child care is recognized as

a fairly universal, attractive benefit and employer-related child

care has evolved as a healthy private sector initiative available

and affordable to America's working parents.

Current estimates indicate that in early 1984, approximately 1,000

employers offered some type of child care assistance to employees.

However, the degree of interest in employer-related child care has

far exceeded actual implementation of the programs. Based on the

volume of calls and letters received by NACCM and individual

members, attitudes are changing and more companies a':e ciisidering

the child care benefit. In response to these inquiries, NACCM has

published an Employer-Related Child Care Services Directory to

assist businesses in developing a child care benefit for their

employees. This directory lists the NACCM companies who are

3
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professionals in the business of developing and managing licensed

child care centers throughout the U.S. and are capable of and

anxious to work with businesses in developing child care programs

appropriate to their needs. By focusing on the companies

throughout the country who are prepared to work with businesses on

employer-related plans, NACCM highlights the fact that child care

as a fringe benefit is an appropriate vehicle to look to and

utilize the services available in local communities. There are an

estimated 20,000 to 25,000 licensed child care centers whose

primary business is the provision of quality, licensed child care.

Existing facilities, most of which are designed and built to

provide a safe and stimulating environment for young children, are

located whet" young families who provide the basis for America's

employment force have chosen to live. These child cace

professionals know the concerns and needs of the working parents

in their area and can facilitate developing child care

arrangements based on experience and expertise.

Employer-sponsored child care programs can encompass a broad range

of options, reflecting the differing characteristics of

businesses, labor force composition and company goals. These

programs can range from flexible personnel policies or information

programs to financial assistance and direct services. Quality

child care is a vital concern for working parents, and because it

is an expensive service to deliver, represents a major expenditure

for young families. We recognize that the cost is also high for

companies to allocate resources targeted for a specific group of

employees - working parents. Flexible benefit plans provide the

4
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vehicle for employers to address different needs of their

workforce - including parent employees. The beauty of child care

as a fringe benefit is the fact that an employer can totally

control the benefit cost. At the employer's option, allotments

for the child care benefit can represent a contribution of the

tuition fee charged by the center with allotments as little as 5%

of the average weekly fee of $45 in our members' centers to as

much as 100% of the tuition fee. As an additional incentive, for

a number of the programs operated and managed by NACCM members,

the child care company provides a discount for employers. One of

our member company's programs provides a flat 5% off tuition fees

and asks the employer to offer at least a 5% contribution.

Another member offers a discount based on a sliding scale that

increases with the number of children enrolled in the employer-

related program. Programs such ab these translate into a benefit

to the employees ranging from $117 to $2,500 in one year, based on

average NACCM member companies' fees which, can make a tremendous

difference in a family budget for working men and women with child

care needs. Opportunities for providing a cost effective, quality

child care benefit are limited only by the legal aspects mandated

by legislative and regulatory guidelines and lack of understanding

by the employer.

Incentives are currently in place to encourage employers to

provide child care as a benefit through Dependent Care Assistance

Plans. In our view, the incentives are substantial, thoughtful,

and appropriate. With the recent IRS and Congressional focus on

rules for implementing flexible benefit programs including child

5
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care and plans for further investigation of specific aspects,

businesses should no longer consider the flexible benefit approach

as a risk. For this reason, NACCM welcomed the proposed IRS

regulations on "Tax Treatment of Cafeteria Plans." Our members'

experience indicated many employers were reluctant to proceed with

flexible benefit plans, including child care, due to lack of

guidance from IRS.' Although we believe some aspects of the

regulation can be improved, NACCM considers the proposed rule to

be an appropriate foundation. NACCM supports legislative and

regulatory initiatives that provide expanded opportunities for

employees to have a choice of benefits to satisfy diverse needs

without burdening the employer with complicated procedures which

may drive interested employers away from flexible benefits. At

this point, current law and plans to refine and clearly define

acceptable corporate procedures may be sufficient incentives for

employers. Many organizations may now prefer to be guided

primarily by their unique management agenda and needs of their

particular employees rather than further initiatives from the

federal government.

Of equal importance to clarification of options for providing

child care as a nondiscriminatory employee benefit is the need to

educate business to the fact that child care is *ot unique from

traditional benefits such as health care. Businesses do not have

to become involved in the business of child care when providing

the benefit. As Linda McFarland of Hewitt Associates observed, "I

wonder if anyone ever thought that to provide medical care for

their employees, they had to run a hospital? If an employer had

6
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to do that, there probably wouldn't be as many medical plans as

there are today. An analogy can be made with child care." There

are existing services today in every community that are prepared

to work with the business representatives to custom design child

care programs most appropriate for the particular organization.

The only substantial difference between child care and traditional

benefits is the fact that child care addresses employees' needs

more directly than any other benefit. Additionally, there are few

benefits whose costs can be managed and controlled by employers as

directly as this one.

Clild care is not a benefit of the future, its time has come. In

order to increase available, affordable child care opportunities

to parents who want and need to work, child care as an employee

benefit is a viable opportunity for the 80's.

In closing, NACCM welcomes your consideration of our comments and

appreciates the opportunity provided by the Committee for us to

present the perspective of the private, proprietary child care

companies.

T555
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Senator PACKWOOD. Ms. Rogin, let me ask you this. The members
of your association provide day care, both onsite and at a variety of
private proprietary child care centers scattered about citis?

Ms. ROGIN. Right. Their business is running child care centers-
developing and managing child care centers that are owned and op-
erated by their companies. They, however, engage in virtually
every kind of innovative arrangement with employers that has
been documented: Contractural kinds of commitments regarding
numbers of children, voucher programs, onsite programs, and even
information and referral programs.

Senator PACKWOOD. If you know, I am curious about which a
parent prefers, assuming that they have a choice. Let's assume just
for the sake of this question that day care costs $100 a child, and
the employer says, "OK, you can leave your child at-" one of your
clients, B'nai B'rith, or the YMCA-"and I will pay $75 a month.
Or, you can bring it to the factory and I'll pay $75 and take $25 out
of your salary." Which would a person prefer? Leaving a child in a
neighborhood day care center close to where they live, or bringing
it into work?

Ms. ROGIN. From all of the research out there, our own compa-
nies as well as research done by others, indicates that parents
prefer child care arrangements that are near their homes. They
select their homes, the places where they live, on the basis of the
kind of environment they want to provide for their children, and
that same concern applies to where their children spend the day in
a safe, healthy environment. They prefer it near home.

Senator PACKWOOD. Dave.
Senator DURENBERGER. Bob, I want to just quickly restate some-

thing' that a witness said in the last statement about what IRS has
done to us. This one company-I think it was First Bank System-
said after the IRS and you lost your fight over there they had to go
back to their employees again, and they had 2,800 people going into
the choice program and only 800 going in after that. The appropri-
ate part ofi the statement I would like to have restated at this point
in the record, demonstrating what Treasury and the IRS have done
this year to drive up not only the tax loss but the cost of health
care.

Ms. Kopp, in your statement, near the end you say that-
We believe that placing an overall cap on the dependent care benefit and the de-

pendent care tax credit, together, would provide some guarantee that this will not
be a runaway tax expenditure and revenue loss.

Ms. Kopp. That's right.
Senator DURENBERGER. I happen to agree with that 100 percent.

Could you just explain for the rest of us why you think that is both
good for dependent care and good tax policy, if you will?

Ms. Kopp. Well, the Child Welfare League comes from the point
of view that we are serving all children. As a matter of policy, the
Child Welfare League is concerned that there be child care assist-
ance for all children who need it. We want to be able to come back
to the Senate Finance Committe on another day to talk about the
title XX ceiling and day care for children whose families do not
benefit from the tax credit or flexible benefit programs-those
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trying to work their way off welfare as well as many other low
income families.

Senator DURENBERGER. It also makes sense, and Bob is the leader
of these battles on the floor, that there is always the urgency to
income-limit the credit. I don't know where we had to end up, at
$40,000 or something like that, last time. And rather than get a
good graduating scale that goes all the way up, there is always this
other urgency to say, "Well, for the lower income it's OK, but ev-
erybody else can afford to do it." And it strikes me that your posi-
tion here is a better, more thoughtful approach to handling that
problem, and it accomplishes the same end.

Now, Ms. Rogin, I don't know if you were here earlier when I
talked about the AMA and the doctors, and so forth, but in one
way your industry or your profession might be considered where
the doctors were 20 years ago. They sort of encouraged us to try to
do all these good things for people in an employer/employee rela-
tionship, and in those days people were buying their own health
care, as Bob pointed out earlier, and it was relatively different
from one part of the country to the other or one demographic to
another. But the reality is, the whole thing got out of hand. I
mean, we didn't put any kind of limits on it. And now there is now
stopping, in effect, the proliferation. The physician prices have
multiplied seven times since 1965. Hospital prices have gone 10
times over since 1965.

Now, what is to say that isn't going to happen in the dependent
care field? I mean, if we just sort of open this wide open, so to
speak, it ought to be good for your business; every 4 or 5 years you
ought to be able to double your prices and expand your services,
and have them popping up all over the place. What is to say that
isn't going to happen?

Ms. ROGIN. I would have to say that looking at my members'
bottom-line interests, that sounds wonderful. However, I think that
is why we are saying to you let's look at the innovative ways to
deliver the benefits. Child care is a very slim profit-margin busi-
ness in the first case, which I think is why when w( are talking
about discounted services for employers, for instance, there is a
limit to what any kind of child care business-for profit or nonprof-
it-can provide that way.

On the other side, we know that employees value benefits that
they have some choice and perhaps some participation in. This is
why we say let's look at some options where there is perhaps pro-
vider participation in the form of a discount, employer participa-
tion in terms of some kind of percentage or dollar amount of con-
tribution per employee, and the balance being employee tuition
fees, if you will.

Senator DURENBERGER. Well, what we really need is an innova-
tive way to finance it, not to deliver it; because the reason prices
aren't going up is that the demand isn't there, and the demand
isn't there not because there isn't a whole lot of need but the
demand isn't there because the financial capability isn't there. And
now some people are expressing a concern that we might make
that financial capability much too easy, so the demand will go up
very fast and the supply will get carried away, and the prices, too.
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Ms. ROGIN. I think the demand is there. We have seen companies
in this industry growing at 20 to 30 percent a year, driven by the
-demographics of the families that they serve. I think the demand
for the service is there. The ability to tie it through employee bene-
fits programs to the work that essentially it serves-for our mem-
bers we are looking at a work-related service-is perhaps the area
of focus.

Senator DURENBERGER. Thank you.
Senator PACKWOOD. Chuck.
Senator GRASSLEY. Mr. Chairman, I have no questions of this

panel.
Senator PACKWOOD. Thank you very much.
Ms. RoGIN. Thank you.
Senator PACKWOOD. Now we will have a panel of Cliff Jernigan,

Clyde Hanks, and John Bilich.
Mr. Jernigan, why don't you go right ahead.

STATEMENT BY CLIFF JERNIGAN, DIRECTOR, GOVERNMENT
RELATIONS, ADVANCED MICRO DEVICES, SUNNYVALE, CA

Mr. JERNIGAN. Mr. Chairman, committee members, my name is
Cliff Jernigan. I am director of government affairs for Advanced
Micro Devices. We are part of the semiconductor industry in Sili-
conValley in California. Our company is the fifth largest maker of
semiconductor products in the United States and ninth in the
world. We are in the top 15 companies in the book "One Hundred
Best Companies to Work for in America."

I think our story is very special and unique. Our fringe benefit
philosophy has been very successful and embodies a partnership be-
tween the company, employee, and the Government. It involves
broad employee stock ownership through the use of stock options
and other stock plans. It involves contributions to these plans by
our employees, thereby requiring them to share in the risk of the
success or failure of our company.

The Government also contributes through the use of tax deferral.
We appreciate that, and we would like to see that continue.

This employee cost participation through the investment in our
stock has permitted us to continue to purchase needed capital
equipment and to make further investments in research and devel-
opment. For example, last year our research and development as a
percent of sales was about 17 percent. This plan has also helped in
reducing employee turnover, because employees have a real stake
in the success of the company, and it has created greater loyalty.

We would like to see many of the present employee benefit laws
continue, because they have been very good for our employees and
also very good for the success of our company.

We would like to see some minor reform in the tax law to accom-
plish what we would regard as greater employee involvement. First
of all, we would like to see more employee health cost containment,
and in this regard, as you know, when employers provide health
insurance and pay the premiums, the premiums are not taxable
income to the employee. Perhaps as a way to have more employee
involvement in this process and more concern for cost containment,
some of these premiums might be taxable to the employee.



488

Again, in regard to employee involvement, we would like to see
plans that further encourage this involvement. For example, we do
not think the Paysop law encourages employee involvement; it's
more of just an extra nicety to the employee but doesn't tie the em-
ployee to the company. We would favor repeal of the Paysop law,
but in its place we favor tax laws to permit stock investments on a
pretax basis.

Finally, we would like to see a liberalization of the hardship
area. Presently the way moneys are withdrawn from our plans is
for major emergencies such as major medical expenses or maybe to
purchase a home or for a college education. We think these are all
worthwhile withdrawal goals, but we think these restrictions possi-
bly discriminate in favor of our higher-paid employees. Many of
our lower-paid employees cannot afford a college education or
afford the purchase of a home. Therefore, we would like to see
some further broadening of the hardship withdrawal areas to
permit such withdrawals for maybe emergency car repairs so they
can get to work, or other personal and family hardships.

Thank you very much.
Senator PACKWOOD. Thank you.
Mr. Hanks.
[Mr. Jernigan's written testimony follows:]
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Finance Subcommittee Hearings
on Taxation of Fringe Benefits
July 26, 27 and 30, 1984

Roderick A. DeArment
Chief Counsel
Committee on Finance
Room SD-219
Dirksen Office Building
Washington, D.C. 20510

Gentlemen:

My name is Cliff Jernigan. I am Director of Government Affairs

at Advanced Micro Devices (AMD) of Sunnyvale, California.

We are part of the electronics industry in Silicon Valley.

AMD is the ninth largest maker of integrated circuits in the world

and the fifth largest in the United States. We employ about

6000 people in the United States. We are in the top 15 companies

listed in the book The 100 Best Companies to Work for in America.

I will restrict my testimony to those benefit's issues which we

consider unique to our industry. With regard to fringe benefits

relating to retirement provisions, AMD has a very successful story

to tell. As is typical with companies in the electronics industry,

AMD has a retirement funding philosophy embodying a partnership

between the company, the employee, and the government. In it,

the employee accepts part of the responsibility for determining

his or her financial future. Our approach in this area encompasses

three concepts:

39-706 0 - 85 - 32
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(1) Employer capital formation

(2) Employee capital formation

(3) Employee equity ownership

Before touching on this company-employee-government partnership,

I want to describe how I will allocate my testimony time.

First, I will describe this partnership. Next, I will list AMD's

plans and the breadth of coverage of these plans. Finally, I

will give you AMD's thoughts about future fringe benefits

legislation.

The partnership for retirement-related vehicles is as follows:

(1) The company contributes:

(a) funds to a profit-sharing plan

(b) matching contributions to an employee salary

reduction plan

(c) discounts on the acquisition of AMD stock

(2) The employee contributes by investing his or her salary in

AMD stock and in a long-term savings p.an

(3) The government contributes through:

(a) permitting tax deferment on employee savings

(b) allowing tax deductions for company contributions
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We believe the employee participation leads to greater loyalty

and identification with the company's goals and strategies. It

helps to cement a team attitude which is vital to continued

success in the international marketplace.

One critical element of our fringe benefit philosophy is that

it should help AMD with its own capital formation. In this

regard, some of AMD's plans require the purchase of AMD stock,

thus providing AMD needed funds for future capital expansion and

research and development. This stock ownership is an important

part of AMD's total compensation package and has permitted AMD

to keep base salaries at a reasonable level and avoid salary

inflation in an industry which is extremely competitive with

a shortage of key personnel. Moreover, we have maintained our

international competitiveness by keeping wage costs closer in

line with our foreign competitors, thus helping keep our end

selling prices competitive and making our industry one of the

.country's leading exporters.

The next part of our program is employee capital formation. We

have accomplished this goal by asking our employees to assume

\some of the costs of their retirement benefits, as in the area of

stock purchases and our salary reduction plan. In so doing, they

have a stake in the success or failure of &MD.
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AMD has been very successful and the employees who have made

contributions to our plans have been well-rewarded.

The last part of our program is the encouragement of equity

ownership in the company. Our employees own about 5% of AMD.

Since our stock has had one of the best appreciation records

on Wall Street, the value of this equity ownership has increased

dramatically for many of our employees. It should also be

pointed out that such equity participation has contributed to

producing a lower employee turnover rate than for companies

not having these kinds of programs, thereby assuring more efficiency

of operations from the continuity resulting.

Having stated AMD's employer-employee-qovernment partnership

philosophy, I want to address the types of fringe benefit programs

we have which embody this philosophy.

First of all, in almost every case, our programs apply to all

employees. We have a cash profit-sharing plan plus incentive

cash bonus plans based on sales and profits. We also have

Section 401 and 401(k) defined contribution plans which in

in some cases require employee contributions, a Section 423

employee stock purchase plan whereby the employee can purchase

AMD stock at a 15% discount, nonqualified stock options and
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incentive stock options, a TRASOP and a PAYSOP. All of these

plans are designed to permit employees to share in AMD's success.

In addition, we have the typical fringes which provide medical

and dental care; life insurance, and tuition reimbursement.

Given the industry's competitive environment for employee talent,

the above plans have been critical in attracting and retaining

employees at AMD.

Finally, I would like to address what AMD believes should be

the future direction of legislation in this area.

Consistent with our philosophy of the employer-employee-government

partnership, we believe that some fringe benefit programs should

require employee cost participation. We think especially of

health care where a limitation on tax-free status of premiums

might help slow down the runaway cost inflation in our society's

health care. It will then have all parties involved in the

process who have an economic interest in cost-effective, high

quality health care.

Next, we believe that fringe benefits legislation should encourage

employee participation in equity ownership. In this context, we

would support repealing the PAYSOP law, which does not require

employee cost participation, in favor of legisl!.ion which permits
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pre-tax dollars to be used to purchase stook in Section 423

plans and other types of stock plans.

Finally, we would like to see a liberalization of the hardship

withdrawal area. Presently the regulations in this area permit

discrimination in favor of the higher-paid employees. Typical

hardship provisions permit plan withdrawals to help purchase

a house or provide for a college education. Unfortunately,

however, many of the lower-paid employees cannot afford the

high cost of housing or a college education. They would benefit

immensely by liberalized hardship withdrawal provisions which

would permit withdrawal for such items as emergency car repairs

and other personal and family hardships which currently have

only questionable status.

Thank you for letting me express some of the fringe benefit

philosophy of AMD. I hope you will consider our input as you

review the employee benefit plan area.
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STATEMENT BY CLYDE A. HANKS, MANAGER, HEALTH AND
WELFARE PLANS, PEPSICO, INC., PURCHASE, NY

Mr. HANKS. Good morning. My name is Clyde Hanks. I am man-
ager for health and welfare plans for Pepsico. Pepsico is an $8 bil-
lion company which employs over 90,000 men and women in the
United States. My purpose in speaking today is to provide the com-
mittee with an example of actual benefits practice in a major U.S.
employer.

Mr. Chairman, I am encouraged by your knowledge of our expe-
rience, and I especially appreciate your understanding of the credi-
bility gap that exists between Pepsico's actual experience and Mr.
Chapoton's untested theoretical computer models.

As an employer, our challenge is to provide--
Senator PACKWOOD. Let me interrupt for just a minute. You have

to understand that when Treasury makes revenue projections they
make them on what they call a "static basis." They assume no
charge in behavior based upon the Tax Code. "If we double the tax
on capital gains, we'll double the revenue; if we quadruple it, we'll
quadruple the revenue." Surely the theory is not true, but in their
defense I've got to say if they start trying to figure out human be-
havior, then you are into the whole range of subjective judgments
about what will the Tax Code induce. Indeed their statis revenue is
absolutely fallacious, but if you are going to substitute something
for it, then you have got to say what is going to be the subjective
substitution.

Mr. HANKS. Perhaps using examples from real life such as Pepsi-
co's may help guide them in their projections.

As an employer, our challenge is really to provide fringe benefits
at an affordable cost in a way that meets basic employee needs and
in a way that makes us desirable as an employer.

I think Pepsico has done an effective job of meeting these chal-
lenges, and we have done it by sticking to three principles:

First, we assure that employees have a minimum set of benefits
that protect them against various risks. Every employee has at
least basic levels of medical coverage and life insurance. We believe
this basic coverage is essential for each employee's financial securi-
ty as well as their psychological well-being.

Second, we recognize that there is no such thing as the typical
employee anymore. That working male with a wife at home with
two children is, only one of many typical employees today. Of our
work force, upward of 40 percent are single. Of those that are mar-
ried, almost half have a working spouse, and there is a growing
number of single parents-mostly women, but some men-who face
the task of working full time and raising a family. Each of these
workers is a valued employee, and each has a.unique benefit need.

Pepsico meets the differing needs of these employees by offering
cafeteria style benefits. The company provides each employee with
an amount of money to buy benefits and a menu of various benefits
types. An employee simply chooses the coverage he or she needs.

Flexible benefits as permitted under section 125 of the Internal
Revenue Code are the only way companies can meet the needs of a
diverse work force and constrain costs. If flexibility were not per-
mitted, employers would be forced to provide a high level of basic
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benefits to meet the needs of a minority of employees. That would
mean-less dollars available for taxable wages.

The third benefit principle Pepsico follows is incentives. In our
'partnership with employees we feel that we have to create a situa-
tion that is in their interest as well as our own. Our flexible spend-
ing account which we started in 1985 is an excellent example of
how properly designed incentive programs work to everybody's ad-
vantage.

The flexible spending account is perhaps the most potent device
that Pepsico or any company has in controlling its health care
costs in the coming years. The principles of it are simple, the incen-
tivcs are clear, and the results undeniable. Yet somehow the IRS
has argued successfully before Congress that this program will cost
the U.S. Treasury money.

The recent rules imposed by Congress in the tax reform bill of
1984 will force employees back into high-option medical plans. Our
experience has shown that this is not the case. I hope that this
committee will reevaluate the laws approach to flexible spending
accounts and reinstitute this needed health care cost containment
weapon.

Thank you for the opportunity.
Senator PAPKWOOD. Thank you.
Mr. Bilich.
[Mr. Hanks' written testimony follows:]

a
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Good Morning

My name is Clyde A. Hanks. I am Manager, Health &

Welfare Plans for PepsiCo, Inc.

PepsiCo is an 8 billion dollar company which employs

over 75,000 men and women in the United States. Our

main products are the Pepsi-Cola family of soft drinks,

Frito-Lay snack foods, Pizza Hut and Taco Bell res-

taurants and Wilson sporting goods.

Corporation-wide, our single largest-expense item in

producing our products is compensation for our diverse

work force. Our total compensation bill is $2 billion

a year or 25% of sales.

Of that, $1.6 billion is direct pay and $.4 billion is

in-various forms of indirect compensation which is

really the area to which I will direct my remarks

this morning.

At its root, compensation has three related functions:

to attract, retain and motivate the men and women who

make and sell our products. The compensation we offer

must meet the basic needs of our employees and provide

a competitive advantage in attracting the talent we

require. At the same time, the cost of compensation

must be constrained to assure that our products are

competitively priced in the market place and that

PepsiCo earns a reasonable rate of return for our

shareholders. Balancing these oft-time competing

forces, is. complex.
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Indirect compensation is perhaps the most difficult part

of our puzzle. One part is the Social Security payments

and pensions which combine to provide a basic income to

employees when their careers are through. The other

part is the health, welfare and other benefits that

meet employee needs during their career.

How can we provide these benefits

o at an affordable cost?

o in a way that meets basic employee needs?

o in a way that makes us desirable an employer?

Mr. Chairman, I think PepsiCo has done a pretty good

job of meeting these challenges. We have done it by

sticking to four basic principles.

First, we assure that employees have a minimum set of

benefits that protect them against various risks.

Every employee has at least basic levels of medical

coverage and life insurance. PepsiCo believes this

basic coverage is eesential for each employee's

financial security as well as their psychological

well-being.

Second, we recognize that there is no such thing as the

typical employee anymore - that working male with a wife

at home with two children is only one of many "typical"

employees today. Of our workforce, upwards of 40% is

single. Of those that are married, almost half have a

working spouse. There's also a growing group of single

parents - mostly women, but some men - who face the

Herculean task of working full time and raisng-&- .,

family. Each of these workers is a valued employee

and each has unique benefit needs.
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To make this clearer, I will use three hypothetical examples:

Lisa Cruz is married and is covered by health insurance

under her husband's plan. She needs life insurance for

herself and day care for her 2 year old girl while both

she and her husband are at work.

Jim Williams is 20 years old and single. Since he is

quite healthy, he needs a minimum of health insurance

and not much else.

Vince D'Angelo has a wife at home with three children

ages 4 to 10 and one more on the way. He needs every-

thing: medical for the new baby, dental for braces

for his 10 year old, life and disability insurance to

protect them all if he should die or be crippled.

PepsiCo meets the differing needs of these employees by

offering cafeteria-style benefits. The company provides

each employee with an amount of money to buy benefits

and a menu of various types of benefits. For 1984, this

menu offers:

3 medical pans

2 dental plans

vision/hearing coverage-

units of life insurance up

to several hundred thousand dollars

units of accident insurance

and long term disability insurance.

An employee chooses what coverage he or she needs.
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If it's Jim Williams, he buys the basic medical plan and

he still has $436 left from the company contribution.

Of this he puts $200 into his Health Care Flexible

Spending Account to cover part of his $300 deductible,

and he takes the remaining $236 as additional, taxable

salary.

If it's Lisa Cruz, she opts-out of medical coverage all

together, buys an extra $100,000 in life insurance and

puts the $615 remaining from the company contribution

into her flexible spending account for day care along

with $1,500 of salary to pay her day care expenses.

Vince D'Angelo uses all the company contributions plus

$1,360 of his pay to buy the highest coverage medical

and dental plans, $100,000 in life insurance, $200,000

in accident coverage and the top LTD plan.

PepsiCo's flexible benefits program allows us to meet

the insurance needs of each of these individuals, and

at a reasonable cost. PepsiCo's cafeteria approach

provides far more cost effective benefits than traditional

programs since excess insurance is not required and

employees share in the cost of coverage.

Mr. Chairman, flexible benefits - as permitted under

Section 125 of the Internal Revenue Code - is the only

way companies can meet the needs of a diverse work force

and constrain costs. If flexibility were not permitted,

employers would be forced to provide a high level of

basic benefits to meet the needs of a minority of

emplayes ... Th&t. would mean less dollars available..,fox'.

taxable wages.
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The third benefits principle PepsiCo follows is incentives.

If you want employees to do something that is in the company's

interest, you need to set it up so that it is in the employee's

interest as well. In the hypothetical examples I mentioned

a few minutes ago, I noted that Jim Williams put money in a

Health Care Flexible Spending Account and that Lisa Cruz put

money in her Dependent Care Flexible Spending Account. Our

Flexible Spending Accounts, which we instituted in 1984, are

excellent examples of how properly designed incentive programs

work to everybody's advantage.

It is very clear from the Rand Study and other research

into health care utilization patterns that high level

medical programs with a lot of first dollar coverage

encourage people to be careless health care consumers.

It has been repeatedly shown that when an individual has

to pay even a few dollars toward some medical care expense,

that person is more likely to consider both the necessity

and cost of the service. The Rand Study concluded that if

a company provides a medical plan with first dollar coverage,

more employees use the plan and each user consumes more

resources.

PepsiCo understood the results of these studies when we

created our current benefits plan, but to offer only a

single low option medical coverage would violate our

philosophy of flexible benefits. We provide three medical

options: a low, medium and high option. Our belief in

the widest number of choices said that if an employee

wanted: a. high option they were free to choose it as:Joag.

as they were willing to pay the price for it. For the
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first three years of our program, 65 to 70 percent of

our employees chose the high option medical plan.

These employees were willing to pay out of their own

pocket to get the richest health care coverage avail-

able. Yet our studies showed that most employees,

over 90 percent, would be better off in the leanest

medical plan. Our challenge was how to convince our

employees to voluntarily choose the lowest medical

plan, a plan that would encourage them to be more

prudent health care consumers.

We accomplished this by instituting a medical care

flexible spending account. We counselled employees

to select the lowest medical option that met their needs

and to put some or all of the money they saved in premium

into the fleQible spending account. In this way, they

were essentially self-insuring the increased deductible

and co-insurance they accepted in the lowest medical

plan. We then told them that if they didn't spend

the money on the deductible or co-insurance during

the year, they could have the money left at the end

of the year as taxable-compensation.

The program design was simple and the results spectacu-

lar.

Fifty percent of our employees voluntarily moved from

the high option plan to the low option plan. This

reduced the total medical premiums paid by employees by

almost 20 percent. Even if you consider the money de-

posite4'iu'fJ1axible spending accounts as a kind ot,;. •
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premium, total dollars spent on medical coverage in 1984

- premium plus money in flexible spending accounts -

will be less than that in 1983 by an average of $125 per

participant. That means an additional $125 is available

as taxable compensation rather than being used as a non-

taxable medical premium. In addition, it is reasonable

to expect that 20 to 30 percent of the dollars deposited

in the flexible spending account will not be spent and

wili also return as taxable compensation.

Mr. Chairman, the flexible spending account, as I have

just described it, is perhaps the most potent device

that PepsiCo or any company has in controlling its health

care cost in the coming years. The principles are simple.

The incentives are clear. And the results undeniable.

Yet somehow the IRS has argued successfully before Congress

that this program will cost the U.S. Treasury money.

The recent rules imposed by Congress in the Tax Reform

Bill of 1984 (HR.4170) will force employees back to high

option medical plans. Our experience has shown, and I'm

confident that it will be verified ty many other employers,

that flexible spending accounts, with the ability to cash

out at year end, can be an important means of controlling

escalating health care costs and at the same time increase

revenues for the Federal government. I hope that this

committee will reevaluate the law's approach to flexible

spending accounts and reinstitute this needed health

care costr:containment.
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The fourth principle that PepsiCo applies to the design

and delivery of its benefit programs is education.. If

we want employees to be cost-effective in the selection

and use of their benefit program, employers have an obliga-

tion to provide information and to educate our employees

to their available options. This need is especially crucial

given the sophisticated nature of our flexible benefits

approach. When employees are knowledgeable about the

risks they face and the proper role of insurance in

mitigating those risks, they can make better choices

under a cafeteria-style benefit program. When employees

receive guidance in how to choose and use their insurance

plans, they can maximize the benefit they receive without

wasting their own, their employers' or the federal govern-

ment's money.

Mr. Chairman, let me take a moment to describe one program

wetve instituted to help our employees become better health

care consumers. In 1984, PepsiCo commissioned a toll free

Healthline that employees can call when they have questions

concerning their interactions with the health care system.

The Healthline has been an unqualified success. To date,

we have had over 250 requests for help in securing second

surgical opinions. We also help employees consider alterna-

tives to hospitalization such as out-patient surgery and

home health care. We counsel on the potential values of

buying generic drugs rather than brand name drugs.

39-706 0 - 85 - 33
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Let me give you two specific-examples where the Healthline

has not only provided general assistance, but also specific

health care support to our employees. Earlier this year,

an employee called saying that her physician had recommended

open heart surgery for her infant son. The physician sug-

gested that the surgery be done in two or three weeks.

The mother was uneasy with the delay because the baby was

a very blue color and had difficulty in breathing. Upon

discussing the case with the Healthline Coordinator, who

is a registered nurse, it was suggested that the woman

seek a second opinion that very afternoon. The Health-

line Coordinator then researched and found a pediatric

cardiologist within reasonable distance from the employee

and arranged for an immediate appointment.

That cardiologist recognized the severity of the infant's

problem and arrionged for open heart surgery the next day.

After surgery, the second cardiologist told the employee

that if the operation had been postponed two or three

more days the infant probably would have died.

In another case, a woman called the Healthline with

questions about foot surgery her podiatrist had recom-

mended. The podiatrist had told the woman, an adult

in her thirties, that she had recently grown an extra

and unneeded bone in her foot that had to be removed

surgically. The woman wondered how an adult could

grow an extra bone and questioned whether a second

opinLonmight. be. advisable. The Healthline Coordinator._
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set up a second opinion with an orthopedic surgeon and,

as you might guess, that surgeon found no "mystery" bone.

The woman's problem was solved through the use of corrective

shoes.

These examples show that support services such as PepsiCo's

Healthline not only help employees become better users of

health benefits, but can also provide a second level of

protection against isolated incidents of poor health care.

Mr. Chairman, let me review the four principles that PepsiCo

uses to design and provide benefits to its employees. We

make sure that their basic needs aie covered. We provide

flexibility through cafeteria-style benefits to meet the

needs of our diverse work force while constraining cost.

We build in incentives to encourage employees to become

better users of their benefits, and we provide the educa-

tion and support necessary for employees to make educated

choices. PepsiCo is able to provide the valuable benefit

program it does in large part because of the tax-exempt

status of these benefits. We have accepted our responsi-

bility to provide a basic level of protection to our

employees, and we do so in the most comprehensive and

flexible way possible given financial constraints. If

the tax status of fringe benefits changed and a greater

part of the compensation dollar is committed to taxes,

less will be available to spend on fringe benefits.
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By allowing companies to provide benefits tax free to

employees, the government has set up incentives that

make it in the beat interest of corporations to provide

basic welfare needs such as medical care and life

insurance. If corporations are unwilling or unable to

provide these benefits, the burden will obviously and

logically fall back to the government. I think the

private sector will be more efficient, more effective,

and more responsive in meeting the basic insurance needs

of its employees than the government could ever be.

Mexico is a good example of the inadequacies of govern-

ment provision of benefits. In Mexico, the government

has chosen to be the principal supplier of health coverage

to its population. Their approach is to tax corporations

to fund the health services the government provides.

Their health tax represents roughly 8% of salary - 5%

paid by the company and 3% by the employee. Yet the

care provided is totally inadequate. International

corporations such as PepsiCo must provide supplemental

health insurance that costs another 2% of salary. In

total, health coverage in Mexico costs 10% of salary

and is barely adequate at best. In the United States,

where we provide very good health coverage, our health

costs run about 5% of salary. If we are to preserve the

role of corporations in this country providing basic

benefit needs to employees, we must retain the freedom

they have in designing those benefits and the tax incena-

tivelto provide those benefits.
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I realize that this year and in coming years, Corgress

will be wrestling with how to pay for the outlays of the

federal government, and I appreciate that there is no

simple answer. If Congress should decide in some way

to reduce the tax-free basis of fringe benefits - and,

as I mentioned above, I don't think this is a wise course -

I urge in the strongest ternis possible that Congress in no

way reduce the flexibility companies have in providing

the benefits that they feel are necessary. Every company

is different just as every employee is different. If you

try to legislate how we should deliver benefits, you will

only force companies toward one common middle-of-the-road

program. This will renew tho inefficiencies of the homo-

geneous, "typical" employee approach that we have reduced

through the use of cafeteria-style benefit plans. If

Congress finds that the level of tax free benefits must be

reduced, then do so in an overall manner, setting tax free

treatment for the first $3,000 of benefits provided by

employers to employees. By giving the private sector tne

freedom to operate under such an umbrella provision, each

company will select the optimum way to provide the most

benefits to its employees while insuring the financial

viability of its benefit program.

Mr. Chairman, thank you very much for the opportunity to

address your committee this morning. I look forward to

answering any questions you may have.
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STATEMENT OF JOHN BILICH, VICE PRESIDENT, HUMAN
RESOURCES, ARMCO, INC., MIDDLETOWN, OH

Mr. BILICH. Thank you, Mr. Chairman.
I am John Bilich, with Armco out of Middletown, OH, and after

hearing this morning's testimony and not wanting to sound like a
broken record, I'm inclined to put my written testimony aside and
just offer a few remarks and some key items relative to Armco.

Armco is a multinational company, $5 billion in sales, 35,000
U.S. employees, and over 15,000 overseas employees. Since our
founding in 1900 we have been strongly committed to social respon-
sibility, and most especially to the protection of our employees.

Armco has maintained that philosophy for 84 years and feels
that our employee benefit programs are an example of our social
commitment. Through our employee benefit programs we relieve
not only our employees but the government of a substantial eco-
nomic burden.

We pioneered social insurance programs in 1917, long before the
influence of unions, and through the years we have developed per-
haps the most comprehensive benefit programs available in indus-
try today.

Somewhat like the Chrysler situation, we have -unacceptable
levels of about $6,000 a year in employee benefits in the nontaxable
area; but, a great deal has been happening in the last few years.
We have introduced flexible benefits at many of our locations, and
we are seeing dramatic results in shifting of the coverages as the
result of these options.

Our programs are designed also to provide similar coverage op-
portunities from the laborer, to the works manager, and all the
way to the president of the company. We simply don't believe in
the top hat-type programs for management. About half of our em-
ployees are represented by independent or national unions, and as
you can well appreciate, the benefit changes require difficult labor
negotiations and are never accomplished quickly.

Also, somewhat unique to Armco is the fact that we do provide
company-paid lifetime medical coverage to our retirees, also to sur-
viving spouses and dependent children of deceased employees with-
out regard to age.

We are convinced that our commitment over the years has re-
sulted in the most cost-effective coverage possible. I recently had
the personal experience to go out and purchase some short-term in-
surance for my da!-ghter, to bridge her from college graduation to
her first assignment as a high school teacher. Needless to say, I
was quite disturbed when I had to pay in excess of $100 per month
for minimum-level coverage, and I realized that my comprehensive
Armco family coverage was only about $190 a month.

We at Armco support the continuation of the existing tax incen-
tives. Without this incentive, we simply would not be able to afford
the additional cost. And if that cost or the tax burden were shifted
to the employees, we feel strongly that we would certainly see
these as negotiating issues in future labor negotiations. In the long
run, the burden could very easily shift back to the government,
which can ill afford the additional cost.
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We feel at Armco that we have fulfilled our social responsibility
over the years in providing comprehensive, cost-effective employee
benefit coverage, and we urge you and your committee to continue
expressing your confidence in us by retaining the current tax treat-
ment of employee benefits.

Thank you.
Senator PACKWOOD. Thank you.
[Mr. Bilich's written testimony follows:]
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ARMCO INC. TESTIMONY TO THE SUBCONNITTEE ON TAXATION AND
DEBT UNAEMNT - FRINGE BENEFITS

JULY 1984

Armco is a diversified, multi-national company with $5 billion in

sales. We have about 35,000 domestic employees located in 47 of our

50 states and another 15,000 employees overseas.

Armco was founded in 1900 and, in the spi-rit of our founder, George M.

Verity, we've been a leader in employer-employee relations. For

example, in 1917 we were the first steel company to provide group

life insurance to our employees. We were a leader then in providing

protection to our employees and that has continued throughout the

years. In 1950 we provided our employees with a noncontributory

pension plan as well as a hospital and surgical program. Ten years

later we added a major medical benefit, followed by a dental plan in

1966. In 1969, we provided a company-paid Long-Term Disability plan

for both our salaried and independent hourly employees. Providing a

long-term disability plan to hourly employees was unusual then and

still is. A vision care plan was added to the health care package in

1975. In addition to these benefit programs for active employees, we

provide company-paid healthcare benefits to most of our retirees and

their surviving spouses.

In 1983, Armco spent an average of $6,016 per employee for dis-

cretionary, tax-favored benefits. In an effort to control part

of this nearly $300 million expense to our company in 1983, we
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modified our health care program on January 1, 1984, for our salaried

and certain represented hourly employees. This medical plan has

deductibles and co-pays in addition to other cost control features

including pre-admission notification, mandatory second surgical

opinion, out-patient incentives and wellness programs. We realize

that shifting cost to the employee is not the total answer, so that

is why we developed these new provisions to encourage reduced

utilization.

Armco has always felt a responsibility to provide all of our active

employees and retirees with protection in the event of illness or

disability and with retirement income. These benefits are broad

based with common programs covering our hourly, nonexempt salaried

and exempt salaried employees.

In our group insurance program, we include life insurance, health

care coverage, including cafeteria plans for our salaried employees,

dental, vision, short-term and long-term disability. Most of these

benefits are fully paid for by Armco. Let me share with you two

specific cases where our benefits have protected employees from

financial disaster.

One Armco employee in our Construction Products contracted Amyo-

trophic Lateral Sclerosis (known as Lou Gerhig's disease) in 1978.
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He retired in 1980 under our pension and long-term disability plan.

This provided a lifetime income to him and, in the event of his

death, to his wife. In addition to this, we provided life, medical

and dental coverage to him and his family. He is still alive today

even though the only movement he has is in his-forehead. He has

electrodes attached to his forehead linked with a computer to enable

him to communicate with his family. His medical costs have already

exceeded $250,000. The protection provided by Armco covered these

expenses and saved him from financial ruin. Most of the expenses

were not covered by Medicare, so it was only through private industry

that he had protection. Incidentally, Larry has prepared a brochure

on his illness which I have attached to copies of my testimony. I

think you will find it interesting.

We have another case in Texas involving a female employee with

multiple sclerosis. We have paid medical bills of $250,000. Once

again, Medicare did not provide coverage for the incurred expenses

whereas private industry did. If the U.S. Congress decides that all

benefits are taxable, and we in private industry determine we cannot

continue to provide such benefits without the tax breaks, the burden

will fall on federal and state government. We need only to look at

Medicare to see what kind of financial burden that would put on the

taxpayers.
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I could give you many more examples of what we are doing to protect

our employees against such expenses, but I hope I've made the point.

I think it is also important to understand what Armco does for surviv-

ing spouses. Once an employee attains 15 years of service, Armco

provides that employee with protection for the spouse in the event

of the employee's death. If the employee should die, we provide the

surviving spouse with a monthly income for the rest of his/her life.

We also provide life insurance proceeds and medical coverage for the

spouse and his or her dependents. We do this at no cost to the

employee or surviving spouse.

We are currently providing benefits to 2,500 surviving spouses, 40%

of those are to persons under age 60, which means they are not

eligible for Social Security or Medicare. In many of these cases,

Armco's payment is the only income the person receives. Combining

this with our medical protection means we have relieved the surviving

spouse of major worry. If we don't provide this protection because

we can't afford it without tax incentives, who will? The federal

government? The state government? Once again, I look at the track

record of Social Security and Medicare at the federal level and

welfare and medicaid at the state level and I shudder at the added

tax burden to the individual and to the business community if

government tries to pick up this added burden.
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I hope the examples I have given you today illustrate the important

role Armco's benefit programs play In the social welfare of our

employees and the country. Armco isn't alone. Private industry

plays a very significant role in this area.

In concluding my remarks today, I would like to answer two questions.

Why does Armco provide these benefits? Why am I here today?

First Armco provides these benefits because we feel we have a respon-

sibility to our employees. As I stated at the beginning of my com-

ments, Armco started providing employee protection way back in 1917--

long before it was fashionable and long before employee unions started

demanding such protection through negotiations. We did it because we

thought it was our social responsibility. Armco has maintained that

philosophy for 84 years and continues to believe that today. We

think we are fulfilling a social responsibility to our employees and

to society. Through our benefit programs, we relieve the government

of substantial economic burdens. Our fringe benefit plans help

relieve the pressure on government-supported social programs.

But our benefits are very costly. If you consider our total benefits

costs of over $11,000 per employee per year, almost $600 million with

more than $300 million in discretionary tax-favored benefits, it is

obvious how prohibitive the costs become if we lose the tax

incentives.
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That gets me to my second question as to why I am here today. I am

here to tell you the Armco story and to ask your help. If we can

get the members of Congress to understand the important role business

plays in providing these benefits, perhaps the appreciation of our

role will increase and in turn the tax incentives for providing these

benefits will be maintained. I think I am speaking for many in the

business community when I say that without tax incentives, we will

no longer be able to continue to provide the benefits we do today.

If that happens, the burden will undoubtedly fall on government. We

strongly believe the most comprehensive and most cost effective

coverages can be best managed within employer provided plans.

Senator PACKWOOD. I want to read about two-thirds of a page of
Mr. Hanks' testimony because it proves what many of us have been
saying.

Pepsico also operates in Mexico, so they have had some experi-
ence with health coverage here and health coverage in Mexico.

I am quoting now:
If corporations are unwilling or unable to provide these benefits-

He is referring to health benefits-
the burden will obviously and logically fall back to the government. I think the pri-
vate sector will be more efficient, more effective, and more responsive in meeting
the basic insurance needs of its employees than the government could ever be.
Mexico is a good example of the inadequacies of government provision of benefits. In
Mexico, the government has chosen to be the principal supplier of health coverage
to its population. Their approach is to tax corporations to fund the health services
the government provides. Their health tax represents roughly 8 percent of salary-5
percent paid by the company and 3 percent by the employee-yet the care provided
is totally inadequate. International corporations such as Pepsico must provide sup-
plemental health insurance that costs another 2 percent of salary. In total, there-
fore, health coverage in Mexico costs 10 percent of salary and is barely adequate, at
best. In the United States, where we provide very good health coverage, our health
costs run about 5 percent of salary. If we are to preserve the role of corporations in
this country providing basic benefit needs to employees, we must retain the freedom
they have in designing those benefits and the tax incentive to provide those bene-
fits.

Mr. Hanks, let me ask you just one question. Is Donald Kendall
still a high-up executive of Pepsico?

Mr. HANKS. He certainly is.
Senator PACKWOOD. Do you think you can get him to call Donald

Regan and President Reagan on this issue?
Mr. HANKS. Well, I think that your knowledge of Pepsico's situa-

tion and conversations that you and other Members of Congress
had with Mr. Friedersdorf-who incidentally reports directly to
Mr. Kendall-show that Mr. Kendall is aware of the issues, and
you would not see our kind of involvement in this issue if he did
not support us actively.
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I will be very happy to convey your concern back to him. Since I
don't mean to speak for him, will just say that I will pass the
message on.

Senator PACKWOOD. Just tell him from this standpoint: from the
cost-effective standpoint. I don't know how much you make--

Mr. HANKS. Not as much as Mr. Kendall. [Laughter.]
Senator PACKWOOD. No, I don't think your employee benefits

have gone that far in the corporation yet. [Laughter.]
But whatever you make and Mr. Friedersdorf makes, and 10,000

other lobbyists who come to the hearings we are going to have, the
costs involved could be obviated if President Reagan were simply to
say, "We're done with this nonsense about taxing the employee
benefits." It has a good cost-benefit ratio from the standpoint of ev-
eryone involved, that is the key.

Much as I appreciate everyone coming here, and much as the
great record we are laying, all I need is one word from the Presi-
dent-"No" we won't tax them-and that will take care of it. I
have no other statements.

Senator DURENBERGER. Well, before you make that call. [Laugh-
ter.]

Let me talk to Kendall. I am not real clear from your statement
exactly what his message is going to be, and I think you know
where I am coming from: I agree with a lot that I have heard from
all three of you, and I compliment you for it.

Using the Mexico example and then putting Japan at the other
end of it-and obviously oversimplifying this whole thing-you can
look at what I call the Bob Packwood alternative to Bob Packwood,
which is the Mexican example, where you just tax the employer,
and the Government spends the money. We all know what that
gives us-an inadequate health care system and something that is
so costly that it makes it more inadequate all the time.

On the other hand, at least the theoretical Japanese model, is
that the employer just provides the service almost directly in many
cases. I think we have all been through their health clinics and a
variety of those sorts of things.

Then in between is the United States, trying to struggle with a
better way to do it than either one of those.

It strikes me that in the old days we couldn't have had the three
of you come in with the kind of testimony you have today. Five
years when I got here, no way would you have been talking to us,
Mr. Jernigan, about this variety of choice, and getting the employ-
ees involved, and everybody talking about three different medical
plans, and all this sort of thing. We wouldn't have had these kinds
of conversations 5 years ago because we were on the way to the
worst of the Mexican and the Japanese models; the employers were
providing one standard of very expensive health care to everybody
in this country, and the Government was about to come in and
freeze that, make it a Government system, by saying all the hospi-
tals will be paid the same, and "we will increase them 10 percent a
year" or something like that-hospital cost containment. And then
the Government would come along and put the some kinds of caps
on the doctors. That was just the point we almost hit when I got to
this committee, I think. Then I think, partially through the defeat
of hospital cost containment and the evolution of some choice in
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this system, we are now able to say-and I think you would
admit-that employers are looking differently today at their role
than they were 5 years ago, and it's because of these high costs
that we are driven to think this way.

Mr. Bilich, you talked about continuity, and I think I need to ask
you all about continuity, because we dealt here in the past 11/2 year
with health care for the unemployed. And we resisted creating a
great big new welfare program, like the House did.

But one of the areas that we feel strongly about, I guess is the
kind of thing that Armco is already doing-that is, this sort of life-
time situation.

I am glad you brought your daughter into this, because that is
the reality of what you all or we all have done to ourselves-we
have priced your daughter out of the market. When she gets to be
18, or whatever it is, and she falls out of the comprehensive, we
have raised the price to her beyond her reach unless she has got a
fairly well-paid daddy or mama.

We have done the same thing in a divorce or a dissolution of the
marriage situation; we have done the same thing in a death situa-
tion; we have done the same thing in the termination of employ-
ment situation. We have created a whole flock of people out there
who can't get at the health care system because of its high cost.

Now, one of the solutions is to say, in exchange for all this tax-
free benefit, we would like to see some continuity of coverage, the
Armco kind of thing, where while you are working, the working
people in effect are paying for some period of time-6 months or 1
year, whatever it is, or some other arrangement-for people I have
just described who fall through the cracks.

Have the three of you given some thought to that? And do you
know what your feelings would be about the cost to employers if
we asked fior some continuity of coverage?

Mr. BILICH. It is part of our design, I think, as we have looked at
our employees or the effect of employees as a result of any changes
in status. We typically have probably been too compassionate in
terms of the costs. The cost are unfortunately much too great for
us to absorb now; but our treatment toward the retirement situa-
tion .,,here we do provide continued coverage to retirees, certainly
protecting them in the event of the obligations well beyond medi-
care, is substantial.

Another key factor is areas such as surviving spouses. It is often-
times overlooked. Probably one of the most dramatbo experiences
you can have is to walk into a 45-year-old spouse, the husband is
just deceased, sitting there with three or four children, and have
the ability to tell that surviving spouse, "You don't have to worry
about medical coverage; you are covered for life, or until you re-
marry. The children are protected as long as they are dependent."

I think it is areas like that where, even though the costs are
quite high, it brings back the real spirit to the company. We
strongly advocate it.

Senator DURENBERGER. Is there any reaction from you or the
other witnesses?

Mr. JERNIGAN. No further comment.
Mr. HANKS. We at Pepsico follow a similar path to Armco. It is a

very, very expensive area, and I think you have to choose hard as
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to where you want to spend your dollars. We put those dollars for
continuity for our valued employees, long-service employees. We
provide continuing medical coverage for the retiree and spouse and
dependents from retirement through the end of their lives.

For the case where an employee is deceased, we provide coverage
to the end of the year following the one in which the employee is
deceased.

Senator DURENBERGER. Well, what is expensive about that? Be-
cause you have a whole lot of benefits in your plan? Does that raise
the cost? I can see where the lifetime benefit may cost something,
but to take the surviving spouse, what's terribly expensive about
that?

Mr. BiLICH. Senator, we are faced currently with 2,500 surviving
spouses in Armco's policy, and that cost in our case is lifetime. You
are typically talking about medical coverages of several hundred
dollars per month.

Senator DURENBERGER. I know, and not a lifetime, but I was back
on a continuity, for example, until the end of the year following a
death, or something like that.

Mr. HANKS. The cost of health care is high, and that coverage for
a spouse with two or three children would run somewhere around
$2,000 to $2,500 a year. It is a matter of having x amount-of dol-
lars, and is that the best place to spend them. That is an area
where we choose to spend it, and we bear the cost. But we recog-
nize it, because there is no longer an employee there who is a per-
forming asset bringing money into the corporation. And you really
have to manage those kinds of benefits very carefully.

Senator DURENBERGER. But one of your principles-and it is
very, very appropriate-is, how can we provide these benefits in a
way that makes us desirable as an employer?

Mr. HANKS. Absolutely.
Senator DURENBERGER. And if that in particular makes you a de-

sirable employer, that if one of these unforeseen things happen you
can walk into the widow, and so forth, and that makes you a better
employer-but you can finance that in other ways. You can finance
that by not running up your $200 a month or $225 a month contri-
bution, but let all of you working employees share in that premium
cost by a little bit more in a deductible or a little bit more in co-
payments. The everyone when they are working shares in that cost
for the unfortunate few. Would you not agree with that as a
theory?

Mr. HANKS. Well, the general function of insurance is the pooled
risk, and everybody paying premiums is paying a little bit in the
event that that catastrophe happens to them. So it is shared cur-
rently.

I think the issue, especially under flexible benefits for our em-
ployees, is that they have a certain amount of money from the
company to buy benefits, and they have the freedom of choice to
say, "I want to spend this on insurance coverage," or, "I want to
ta this taxable compensation." And we find with our employees
that the direct pay that they get, once their basic insurance needs
are met, is a much better motivator of employee performance than
fringe benefits are.



521

Senator DURENBERGER. Mr. Jernigan, one way to get employee
cost participation in these programs, of course, is through the em-
ployer. And one way to get the employer and the employee to get
into cost participation is to limit the tax-free nature of all of these
benefits. Do you in general favor that kind of a concept?

Mr. JERNIGAN. That's one approach that I think we should con-
sider.

Senator DURENBERGER. Does anybody else argue with that?
Mr. HANKS. I think from Pepsico's point of view, a key point if

there were to be a cap on fringe benefits is to retain flexibility
under some sort of umbrella cap. If we can provide $3,000 of tax-
free benefits to employees, let us put out a menu of benefits and let
each employee take from that menu what they need. And some
people will need more than $3,000, and they might pay the tax bite.
Someone will need less, and they'll take the rest in taxable com-
pensation. But I think the greatest danger is to say, "Well, you've
got $200 here and $400 there and $700 here." Not orgy is it com-
plex and difficult to administer, but again you are forcingg every-
body to the middle-of-the road program with its bult-in inefficien-
cy.

Mr. BILcH. We share that position, that if there is a need for a
cap, obviously if we have the flexibility we will design to manage
it.

Senator PACKWOOD. Gentlemen, thank you.
Next we have a panel from Iowa: Tom Walker from Agri Indus-

tries in Des Moines; John Taylor, the president of Bankers Life;
Ronald Pearson, the president of Hy-Vee Food Stores; Jay Storey,
the vice president of the Maytag Co.; Michael Munson, vice presi-
dent of Meridith Corp.; and Edward Shonsey, the vice president of
Pioneer Hi-Bred International.

Senator Grassley.
Senator GRASSLEY. Mr. Chairman, I would like, as you have al-

ready done, to emphasize that this panel of witnesses is all from
Iowa. They are here, obviously, with expertise in this area, and I
want to commend them for their willingness to testify. I also wish
to thank the chairman of the subcommittee for allowing them to
share their expertise with us.

In my experience, I know these panelists as experts in this area
and also as people who are active and willing to demonstrate !ead-
ership in this area as well.

Senator PACKWOOD. Chuck, thank you. Mr. Taylor, let me ex-
press a double appreciation to you. When I was in Des Moines
about 3 weeks ago holding hearings on domestic content, Bankers
Life hosted a breakfast for me. I appreciate it.

Why don't you go right ahead, Mr. Walker.

STATEMENT BY THOMAS C. WALKER, DIRECTOR OF PENSION OP-
ERATIONS, AGRI INDUSTRIES RETIREMENT COMMITTEE, DES
MOINES, IA
Mr. WALKER. I am here today representing Agri Industries which

is actually a cooperative movement. We have some 335 member
cooperatives in what you would more commonly think of as the

39-706 0 85 - 34
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rural grain elevator, which is the part that you see in the land-
scape.

We have 145 of these elevators participating in a fringe benefit
program as individual employers in a multiemployer trust-type sit-
uation, with over 3,900 participating employees.

Now, I think it is important for you to recognize the fact that
over 80 percent of these 3,900 people are making less than $24,000
a year. Over 90 percent of these people are making less than
$30,000 a year, and only 13 of 3,937 are making more than $60,000.
So basically that means that anything that negatively impacts our
particular fringe benefit plans affects virtually only middle and
lower class workers.

Now, in preparation for today, in addition to the written testimo-
ny, which is somewhat more lengthy than what I will be saying
verbally, I took a rather casual poll of 15 of the managers that I
represent. And while that certainly doesn't make it a scientific
poll, I think the results of the questions that I asked are indiciative
of what in fact might happen if the tax status of the plans that we
are currently administering were to be changed.

The first question that T asked them was what did they think
their particular boards of directors would do if the monies that
were currently being spent by their cooperative on their fringe ben-
efit plans were to lose their tax deductible status. And 8 of the 15
simply stated that fringes would cease to exist, and they did not
offer to speculate as to what their employer might do in terms of
replacing those benefits. The other seven said that they were confi-
dent that their boards would in fact do something to replace those
benefits, and as long as wages continued to be deductible would
probably increase wages to offset.

With that, then, in mind, I asked them what they would do indi-
vidually if their employer dropped all fringes and raised their pay
accordingly. It was interesting to note that what they would do is
easily categorized by age groupings. Six of the managers are over
55, and they would continue their benefits irrespective of the tax-
ability of it. Four were under 40, and they thought they would con-
tinue their hospitalization but drop everything else. Five of them
were between 44 and 53, and they would only respond by saying,
'Gee I'd sure have to think about that.'

The tax laws favoring fringe benefits were enacted under the
premise that extensive coverage of workers and their dependents is
desirable social policy. I would suggest that nothing has occurred to
change that, and that any legislation passed now or in the future
needs to be viewed in terms of the impact that it would have on
this generation and future generations and not simply in terms of
increasing revenues so that some extra dollars would be available
to throw at the national debt

The balance of my testimony is in my written words, and I thank
you very kindly.

Senator PACKWOOD. Thank you.
Mr. Taylor.
[Mr. Walker's written testimony follows:]
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Statement of Thomas C. Walker, CLU, ChFC in connection with the
hearings of the Senate Finance Subcommittee on Taxation and Debt
Management on the Subject of Fringe Benefits July 26, 27 and 30, 1984.

Summary of the principal points in the statement of Thomas C. Walker, CLU, ChFC in
connection with the hearings of the Senate Finance Subcommittee on Taxation and
Debt Management on the subject of Fringe Benefits July 26, 27 and 30, 1984.

1. Statement limited to retirement plans.

2. Retirement plans covered by Mr. Walker's statement cover 3,739 individuals with
four (4) plans.

3. Over 80% of participants earn less than $24,000 annually and 98% earn less than
$48,000.

4. Comparison charts show AGRI plans replace pre-retirement income at rates favorable
with amounts stated as desirable by the President's Commission on Pension
Policy, 1980.

5. Restatement of the Treasury Department's estimate of 83% loss of revenue due to
pension related tax deferrals accounting for lifetime collections.

6. Personal savings aspects of pension plans compared with IRA savings by income
groups.

7. Chart distinguishing between legally required benefits, fully taxable benefits,
tax-deferred benefits and tax exempt benefits showing distortion created when
lumping "benefits" into a single category and assuming a tax loss on the total.

8. Table of discretionary tax favored employee benefits, by specific tax treatment,
showing proportion of wages and salaries so allocated to be much less than
popularly believed.

9. Table of Analysis G, Budget of the United States Government, Fiscal Year 1985 -
must be weighed'against the BENEFITS to society.

10. Comparisons over time of numbers of workers covered - and corresponding impact
on total costs.

11. Distribution of benefits by employee income categories (over 75% go to employees
earning less than $20,000 annually).

12. Use of 401(k) to control employer pension costs.

13. ConcluSion: Current law by-and-large serves society well in that the people
most needing the benefits are getting them (75% of pension participants and 80%
of health plan participants earn less than $20,000).
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My testimony will be restricted to the retirement plans we make available
to local co-ops (farmer owned grain elevators and processing plants) for
their employees. The total number of people presently eligible for bene-
fits is 3,739, including currently employed (3,007), retirees receiving
benefits (463), spouses of deceased participants receiving benefits (60),
and termi;nated employees with vested benefits (209).

In order to meet the needs of employers ranging in size from two (2)
employees to over four hundred (400), we maintain four (4) plans for the
local co-op board of directors to choose from. Two are defined benefit
plans (one that the employee contributes to as well as the employer, and
one that is 100% funded by the employer) and two are defined contribution
plans (one is a pure profit sharing plan and one is a thrift/savings plan).

A total of 145 local cooperatives have their retirement plans with us as
follows:

AGRIRETIREMENT PROGRAM

APRIL 1, 1984

NUMBER OF NUMBER OF
PARTICIPATING PARTICIPATING

AGRI PLAN COOPERATIVES EMPLOYEES

CONTRIBUTORY RETIREMENT 67 1,436

NONCONTRIBUTORY RETIREMENT 76 2,200

THRIFT/SAVINGS PLAN* 77 1,576

PROFIT SHARING PLAN 1 89

TOTALS 221 5,301

* 76 of the employers in this category have two plans and are also
included in the Noncontributory numbers. This means only 14 of
the employees in this plan are not duplicated. The Thrift/Savings
Plan is optional for most employees and approximately 71% contribute
on an after-tax basis.
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The employees covered
categories:

under our plans fall into the following income

Income

$ 0- 9,000
9,001-12,000

12,001-17,999
18,000-23,499
24,000-29,999
30,000-35,999
36,000-47,999
48,000-59,999
60,000-89,999
90,000+

Total
by CategoryI

70
165

1007
1191

313
129
71
42
13
4

2.4
5.5

33.5
39.6
10.4
4.3
2.4
1.4
.4
.I

Cumulative
TotalI Z

70
237

1244
2435
2748
2877
2948
2990
3003
3007

2.4
E 7.9

41.4
81.0
91.4
95.7
98.1
99.5
99.9
100

As you can see, over 80% o
annually and 98% earn less
$60,000 and only four earn

r the participants earn less than $24,000
than $48,000. Only 13 employees earn over
above $90,000.

These numbers become very significant when placed side-by-side with the
myth that "benefit programs are only good for the wealthy."

The following table shows the amounts required to replace pre-retirement
income after retirement for married couples retiring in 1980:

RETIREMENT INCOME EQUIVALENT TO
PRERETIREMENT INCOME FOR

MARRIED COUPLES RETIRING IN 1980

SELECTED INCOME LEVELS

REDUCTION IN EXPENSES AT RETIREMENT

PRERETIREMENT
TAXES

GROSS PRE-
RETIREMENT STATE

INCOME FEDERA LOCAL

WORK
DISPOSABLE RELATED

INCOME EXPENSES

$ 6,500 $ 549 $ 29 $ 5,922 $ 355
10,000 1,311 133 8,556 513
15,000 2,550 310 12,140 728
20,000 3,968 520 15,512 931
30,000 6,986 1,061 21,950 1,317
50,000 15,202 2,622 32,176 1,931

SAVINGS
&IN VESTMENTS

0%
3
6
9

12
15

NET PRE-
RETIREMENT

INCOME

$ 5,567
7,786

10,684
13,185
17,999
25,419

$ 0
251
728

1,396
2,634
4,826

f
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(Cont'd)

POST RETIRkMENT
TAXESq

FEDERAL STATE
_icMF i-l

0
0
0
0

53
1,651

0
0
0
0

10
314

EQUIVALENT
RETIREMENT INCOME

DOLLARS RATIO

$ 5,576
7,786

10,684
13,185
18,062
27,384

.86

.78

.71
.66
.60
.55

1. Federal income and social security (OASDHI) taxes.
2. Based on state and local 1978 income tax receipts which were 19% of

federal income tax receipts. Does not include property tax.
3. Estimated as 6% of disposable income.
4. Post retirement taxes are on income in excess of social security

benefits which are non-taxable. Retirees without social security
benefits would need higher replacement ratios.

Source: Preston C. Bassett, consulting Actuary, President's Commission
on Pension Policy, 1980.

When combining one of our defined benefit plans with social security,
following results are achieved:

the

AGRI INDUSTRIES
RETIREMENT PLAN AND SOCIAL SECURITY REPLACEMENT RATIOS

FOR A PARTICIPANT RETIRING AT AGE 65 IN 1982
WITH 25 YEARS OF CREDITED SERVICE

Gross Benefit as a Percentage of Gross Preretirement Income
Preretirement Contributory Social Noncontributory Social

Income Plan Security Total Plan Security Total

$10,000
15,000
20,000
30,000
50,000

34%
37%
38%
39%
40%

55%
48%
40%
27%
16%

89%
85%
78%
66%
56%

20%
20%
22%
25%
27%

55%
48%
40%
27%
16%

75%
68%
62%
52%
43%

Contributory Plan benefit formula is 1.1% of average monthly earnings up to
$400 plus 1.65% of average monthly earnings in excess of $400. all multiplied
by years of credited service.

Noncontributory Plan benefit formula is .8% of average monthly earnings up to
$1,250 plus 1.2% of average monthly earnings in excess of $1,250, all multi-
plied by years of credited service.

NET PRE-
RETIREMENT

INCOME

$ 5,567
7,786

10,684
13,185
17,999
25,419



527

The Noncontributory Plan is used in conjunction with our Thrift/Savings
Plan by all the employers who installed this particular defined benefit
plan. This means the employees have the option of enhancing their re-
tirement income by setting aside up to 6% of their W-2 earnings on an
after-tax basis. The employer matches either 25% or 50% (the employer
chooses one for all employees) of the amount set aside by each employee
who chooses to participate. The numbers above for the Nonrontributory
Plan do not include any Thrift/Savings enhancement.

What do these numbers really mean? They mean that Congress should be
thanked for writing laws that have helped to improve the economic
security of every single one of the people served by our plans, and the
millions of participants and beneficiaries of plans all over our great
nation. This is particularly true since programs such as ours, are
truly serving the middle and lower income population. Referring back to
the table showing our benefits in concert with Social Security, it is
quite obvious that our people would see a reduction in post retirement
income of 20 to 40% without one or the other of our plans being in
place. This shows very clearly that benefits DO NOT principally go to
the highly paid and workers WILL suffer if employer sponsored benefits
do not exist.

We also understand the dilemma faced by our elected representatives in
Congres; who must deal with the out-of-control growth of our national
debt. They must look at all possible sources of revenue and would be
open to criticism if they did not. Accurate information is essential
and also sometimes very difficult to find. One piece of information I
have a problem with is the Treasury Department's number on tax losses
for pension related tax deferrals. I,believe they are overstated.
Treasury statistics imply that 83 cents out of every deferred dollar is
permanently lost, with the other 17 cents accounted for by current tax
payments by retirees. When examined in a lifetime cor.ext, the proportion
of deferred taxes lost to the Treasury ranges from 14 cents out of every
dollar to 40 cents, depending on whether or not one adjusts for inflation
and interest on deferred taxes and the interest factor used.

How Much of Pension-Related Tax Deferrals is
Lost to the Treasury?

Taxes
Method Used Taxes Lost Deferred

Treasury Method 83% 0%

Lifetime Method:
Nominal dollars 14 86
Real Dollarsb 28 72
Discounted for interest:c

at pension rate 40 60
at federal rate 36 64
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SOURCE: Sophie M. Korczk, Retirement Security and Tax Policy
(Washington, D. C.: Employee Benefit Research
Institute, forthcoming).

aBefore adjusting for inflation.
bAfter adjusting for inflation.
CInterest rate used to discount taxes paid in retirement to
the year of retirement.

Pension benefits are not a "today" benefit but rather a long term prop-
osition and the tax aspects can only be fairly viewed when placed in
the same time-frame as the benefit itself. The table above certainly
suggests that changing the taxability of pension related tax deferrals
will not raise the number of dollars that is suggested by the 83% taxes
lost number being used by our Treasury Department.

What are the savings aspects of pension coverage for participants?
Pension coverage constitutes the major source of savings for more than
half of current pension participants. While 52.2 million persons, or
56.4 percent of the labor force, had little or no savings of their own
in 1979, 26.8 million, or more than half, were covered by employer
pensions. Since these persons had incomes just over half the size of
those with some savings, pensions appear to distribute wealth more equally
than would be the case in their absence.

TABLE 6

Savings, Pension Coverage, and Income, 1979

Savings Coveredb Not Covered Average Annual
Statusa (in millions) (in millions) Income

No savings 26.8 29.0% 25.4 27.4% $ 7,672 56.4%
Some savings 25.9 28.0% 14.4 15.6% 13,914 43.6%
Total 52.7 57.0% 39.8 43.0% 11,193 100.0%

SOURCE: Employee Benefit Research Institute calculations based
on Bureau of the Census, Current Population Survey (May 1979).

persons are classified as having some savings or no savings
according to whether or not they reported any asset income
in the survey. Asset income includes interest, dividends,
rents, and royalties.

bCoverage refers to employer plans only, both in the public
and in the private sector, and does not include holders of
IRA and Keogh accounts.

concludes persons reporting negative asset income.
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These numbers become particularly significant whn you compare them with
the distribution of earnings and IRA participation. The people most
served by pensions are least able or willing to utilize the IRA.

CUMULATIVE EARNINGS DISTRIBUTION:
IRA AND SPOUSAL IRA PARTICIPATION FOR THE CIVILIAN LABOR FORCE

AND THE ERISA WORKFORCE, MAY 1983

IRA Contri- Distribution among those
Emplonent button Eligible for Spousal IRA
Distri- Distri- Contributes Established

EARNINGS button button to IRA Spousal IRA

ERISA Workforce

Total Employees* 52,136 11,204 2,U89 1,378
(000's)

less than $5,000 1.86% 1.11% 0.88% 1.30%
less than $10,000 16.21% 8.86% 4.18% 3.09%
less than $15,000 39.46% 23.52% 13.77% 9.39%
less than $20,000 59.54% 41.07% 28.63% 21.99%
less than $25,000 76.48% 57.58% 43.61% 38.34%

less than $30,000 85.89% 70.96% 57.81% 50.31%
less than $50,000 97.13% 91.87% 83.66% 79.05%
Total Earnings 100.00% 100.00% 100.00% 100.00%

Civilian Labor Force

Labor Force* 87,067 14,481 2,905 1,630
(000's)

less than $5,000 13.71% 5.81% 3.91% 3.55%
less than $10,000 32.94% 15.60% 9.81% 6.12%
less than $15,000 54.81% 30.17% 20.19% 12.48%
less than $20,000 70.48% 46.51% 34.27% 25.04%
less than $35,000 82.75% 61.32% 49.05% 41.41%

less than $40,000 89.44% 72.75% 61.41% 52.57%
less than $50,000 97.68% 91.95% 85.00% 79.78%
Total Earnings 100.00% 100.00% 100.00% 100.00%

*Excludes workers without reported earnings

Source: Employee Benefit Research Institute, preliminary
tabulations of May 1983 EBRI/HHS CPS pension
supplement.
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Employee benefits serve a number of purposes. Pensions, profit-sharing
plans, and employee thrift plans provide for deferral of income and en-
courage private saving for retirement. Health benefits, disability
income plans, life insurance, and supplemental unemployment benefits
provide insurance protection against unanticipated, catastrophic events.
Some programs provide for consumption; these include day care benefits
and, sometimes, routine dental and vision care benefits. Many of these
benefits, together with employee vacation time and rest periods, are
intended to raise employee productivity, reduce time lost from work, and
build positive employee relations.

Expanded employer pension and welfare plans over the past thirty years
have significantly improved the income security of current workers and
future retirees. Growth of employer group health insurance coverage
among workers and their dependents has promoted wide access to health
care throughout the nonelderly population. These achievements are, in
part, a response to tax incentives.

The growth of employee benefits as a form of employee compensation has
attracted increasing attention in recent years chiefly because of a
concern that the growth of'benefits occurs at the expense of growth in
wage and salary income. Slower growth of wages and salaries, in turn,
implies slower growth of the tax base. Erosion of the tax base affects
the public sector's ability to finance government programs in general
and the Social Security system in particular. In addition, growth of
nontaxable benefits may generate an important redistribution of the tax
burden across the population. These effects of growth in employee bene-
fits, and in tax-exempt benefits in particular, merit careful attention.

For purposes of analysis, employee benefits can be classified into
three categories:

*legally required benefits (including employer contributions to
Social Security, unemployment insurance and workers' compenso.ion
insurance);

*discretionary benefits that are fully taxable (primarily payment
for time not worked); and

*discretionary benefits that are tax-favored (including employer
contributions to pension and health insurance plans).

Discretionary employer contributions to tax-favored benefits (those
that are not taxed as current income to the employee) can be further
subdivided into two groups: benefits on which taxes are deferred and
benefits that are tax exempt.

* Tax-deferred benefits primarily include employer contributions
to retirement income and capital accumulation plans. Taxation
of these benefits is deferred until the employee withdraws funds
from the plan.

* Tax-exempt benefits include employer contributions to group health
insurance and a variety of smaller benefits that include dental
insurance, child care, merchandise discounts, and employer-provided
meals.



531

Discretionary tax-favored employee benefits represent about 28 percent
of all employee benefits and 9 percent of wages and salaries. Since
1950, tax-favored employee benefits as a share of compensation (table 8)
have grown at an average annual rate of 4.4 percent, compared to some-
what slower growth of egally required benefits and of taxable discre-
tionary benefits.

TABLE 8

Average Annual Growth Rates of Major Employee Benefits
as a Share of Total Compensation, 1950-1983

Average Annual Rate of Growth (in percents)
Employee Benefit 1950-1980 1970-1980 1980-1983

Total Benefits 2.5 1.8 2.2

Legally Required
Benefits 2.6 2.1 3.0

Discretionary Fully
Taxable Benefitsa 1.4 1.2 1.2

Discretionary Tax-Favored
Benefits 4.4 3.0 3.0

Government Pensions 2.1 0 0

Private Pensions
and Profit-Sharing 4.9 4.5 1.9

Group Health 6.3 4.5 6.1

Group Life 2.3 -2.2 0

SOURCE: EBRI calculations based on U.S. Chamber of Commnerce,
Employee Benefits 1982 (Washington, D.C.: Chamber
of Commerce, 1983).

a! Vacation time and other time not worked. Calculations
based on interpolations from Chamber of Commerce data
for 1980 and 1982.

Employer contributions to group health insurance are the fastest growing
component of employee benefits. The expansion of worker and dependents
coverage under employer group plans, the enhancement of benefits under
these plans, and persistent high inflation in health care costs have all
contributed to the growth of employer contributions to health insurance
as a share of compensation. Between 1950 and 1980, employer health in-
surance contributions as a percent of total compensation have risen at an
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average annual rate of 6.3 percent. Reflecting continued high inflation
in health care costs since 1980, employer contributions to health in-
surance have continued to grow at an average annual rate of 6.1 percent
more than the growth of compensation.

Failure to distinguish among the growth of legally required employer
payments, fully taxable employee benefits, tax-deferred benefits, and
tax-exempt benefits has greatly distorted the perception of the tax-base
erosion that can be attributed to tax-favored and tax-exempt benefits.
This common misperception was highlighted by Secretary of the Treasury
Donald Regan; his May 22, 1983, statement to ABC News included the
following comment:

"I think that when you look at the way our pension systems, our
medical systems and the like are. . . running at full throttle,
and are increasing year after year, that sooner or later they're
going to have to be slowed down or else we'll never get these
deficits under control."

The size of tax-favored benefits as a proportion of wages and salaries,
however, is much smaller than such statements suggest. Table 9 summarizes
the distribution of descretionary tax-favored benefits by tax-deferred
and tax-exempt status. In 1982, tax-deferred benefits constituted about
4.5 percent of wages and salaries; tax-exempt benefits constituted 4.6
percent.

TABLE 9

Discretionary Tax-Favored Employee Benefits by
Specific Tax Treatment, 1982

Employer
Employer Employer Contributions

Contributions Contributions as a Percentage of
as a Percentage as a Percentage Tax-

Tax Status/ of of Favored
Benefit Group Wages and Salaries All Benefits Benefits

All Tax-Favored Benefits 9.0 27.7 100.0

Tax-Deferred Benefits: 4.5 13.8 49.5

Pension and Profit-Sharing
Plans a/ 4.0 12.3 44.0

Short-and Long-Term Dis-
ability Insurance b/ 0.3 0.9 3.3

Other Tax-Deferred
Benefits c/ 0.2 0.6 2.2

Tax-Exempt Eenefits: 4.6 14.2 50.5
Contributions to group

health and life
insurance d/ 4.1 12.6 45.1

Other tax-exempt
benefits e/ 0.5 1.5 5.5
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SOURCE: EBRI tabulations of U.S. Chamber of Commerce estimates in
o Benefits 1982 (Washington, D.C.: U.S. Chamber of

Commerce, 1983). pp.1T and 28.

NOTE: Figures may not add to total because of rounding.

a/ Includes EBRI estimate of employer contributions to profit-
sharing plans based on Chamber of Commerce figures.
b/ EBRI estimate based on Chamber of Commerce figures.
c/ Includes EBRI estimate of employer contributions to employee
thrift plans based on Chamber of Commerce figures.
d/ Estimate includes fully taxable employer payments for life
Tnsurance in excess of $50,000.
q/ EBRI estimate of discounts on merchandise, meals furnished by
company, payments for vision care and prescription drugs, and moving
expenses, based on Chamber of Commerce figures.

Private retirement program tax expenditures form the single largest cate-
gory of tax expenditures in the federal budget. They arise from the de-
ferral of taxes paid on: (1) pension and retirement saving contributions;
and (2) earnings on these contributions. Tax deferral of pension and
retirement saving contributions represents deferral of current revenue;
taxes are paid on withdrawals from the funds after the worker retires.
In a lifetime context, however, gross federal revenue losses are signif-
icantly lower than current revenue deferrals. As much as 75 percent of
the real (i.e., inflation-adjusted) value of taxes deferred during pension
participants' working careers is ultimately repaid in retirement income
taxes.

(Sophie Korczyk, Retirement Security and Tax Policy (Wahington, D.C.:
Employee Benefit Research Institute, forthcoming). These simulation
results are consistent with calculations for hypothetical workers
reported by Richard A. Ippolito, "Public Policy Towards Private Pensions"
Contemporary Policy Issues, 3 (April 1983): 53-76.)

TABLE 10

Employer Benefit Tax Expenditures in the Administration's
Budget by Budget Function, Fiscal Years 1983-1985

(In millions of dollars) a/

Provision 1983 1984 1985

Commerce and Housing Credit:

Exclusion of interest on life insurance
savings $ 4,335 $ 4,720 $ 5,180

Education, Training, Employment, and
Social Services:

Employer educational assistance 40 20



534

(Cont'd)

Provision 1983 1984 1985

Exclusion of employer provided
child care $ 20 $ 40 $ 70
Exclusion of employee meals and
lodging (other than military) 680 725 795
Exclusion of contributions to pre-
paid legal services plans 40 40 45
Investment credit for ESOPs 1,250 1,375 1,875

Health:

Exclusion of employer contributions
for medical insurance premiums and
medical care 15,270 17,625 20,165

Social Security and Medicare:

Exclusion of'Social Security benefits:
OASI benefits for retired workers 14,035 13,895 12,975
Benefits for dependents and
survivors 3,775 3,755 3,765

Disability insurance benefits 1,310 1,225 1,105

Income Security:

Exclusion of railroad retirement
system benefits 780 615 450
Exclusion of workman's compensa-
tion benefits 1,885 2,020 2,215

Exclusion of special benefits for
disabled coal miners 160 155 155
Exclusion of untaxed unemployment
insurance benefits 2,960 2,305 1,800

Exclusion of disability pay 120 75 --

Net exclusion of pension contri-
butions and earnings:

Employer plans 46,585 50,535 56,340
Individual Retirement Accourts 8,855 9,190 9,840
Keoghs 1,460 1,475 1,530

Exclusion of other employee benefits:

Premiums on group term life
insurance 2,040 2,170 2,380

Premiums on accident and dis-
ability insurance 120 120 125

Income of trusts to finance sup-
plementary unemployment benefits 20 20 20
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(Cont'd)

Provision 1983 1984 1985

Veterans benefits and services:

Exclusion of veterans disability
compensation $ 1,815 $ 1,810 $ 1,855

Exclusion of veterans pensions 345 335 340

Total $107,950 $114,295 $123,125

SOURCE: Special Analysis G. Budget of the United States Government,
Fiscal Year 1985.

a/ Budget functions are groups of federal programs or activities
that address a common national need. There are 18 budget functions.

Employer contributions to group health insurance are the fourth largest tax
expenditure in the 1985 budget. These contributions are exempt from Social
Security, corporate income and individual income taxation.

Tax expenditure estimates are a poor guide for setting either federal tax
policy or federal retirement or health policy. Nevertheless, the high tax
expenditure estimates for pension and group health insurance plans continue
to attract public attention and critical appraisal of these plans' tax-
favored status. Measurement of current versus lifetime tax revenue messes,
however, is only part of the task of evaluating tax preferences for employer
pension contributions, retirement saving, and employer-sponsored health
insurance. The benefits to society that derive from tax preferences for
these plans must also be appraised. Tax laws favoring employer retirement
and health insurance plans were enacted under the preinise that broad cover-
age of workers and their dependents under these plans is desirable social
policy.

Worker Participation in Tax-Favored Employee Benefits

Between 1950 and 1979, the rate of worker participation in employer pensions
grew by 23 percent; in absolute numbers, employee pension participation rose
by 263 percent. Econometric estimates suggest that, since 1960, 20 to 30
percent of the increase in employer pension contributions as a share of
compensation can be attributed to favorable tax incentives and the growth of
real marginal tax rates.

The tax deferral of employer pension contributions and individual retirement
.saving provides important incentives for employers and workers to provide
f ,.- retirement income. The increasing importance of pensions as a source of
income projected among future retirees is the direct result of past growth
in pension plan participation among workers. The projected rate of pension
recipiency among today's young workers (ages twenty-five to thirty-four)
is nearly twice that of workers who are retiring today (see table 11).
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TABLE 11

Estimated Percentages of Families
Receiving Pension Benefits at Age Sixty-Five, and Average

Real Benefits, by Current Age and Marital Status

All Families Married Couples Sin le Persons
Cohort Percentage Average Percentage Average Percentage Average
Age in to Receive Amount of to Receive Amount of to Receive Amount of
1979 Benefit Benefit a/ Benefit Benefit a/ Benefit Benefit a/

25-34 71 $12,417 75 $14,541 65 $8,701
35-44 65 11,190 67 12,563 60 8,823
45-54 52 8,656 58 9,621 41 6,496
55-64 37 5,315 44 5,548 26 4,718

SOURCE: Social Security: Perspectives on Preservin the System (Washington,

D.C.: Employee Benefit Research Institute, 1982), p.-90.

a/ Real dollars are calculated using 1982 as the base year.

Partly because of tax incentives, participation in employer pension and health
insurance plans is high. In 1979, 48 percent of the total work force partic-
ipated in an employer pension plan; 74 percent were covered by an employer
group health insurance plan. Among full-time, full-year workers, rates of
coverage are much higher. In 1979, more than 74 percent of full-time full-
year workers participated in an employer pension plan, and 89 percent were
covered by an employer health plan (Schieber and George, Coverage and
Benefit Entitlement, pp. 38 and 54; and Chollet, Employer-Provided Health
Benefits. Pension coverage rates for full-time full-year workers include only
nonagricultural workers, age twenty-five to sixty-four, with one year of
service and working more than half-time. Health insurance coverage rates
include all full-time nonagricultural workers who worked fifty weeks or more
during 1979). Participation in tax-favored individual retirement saving
plans is more modest. In 1982, 13 percent of all households that filed a
federal Income tax return reported participation in an Individual retirement
account (IRA). (U.S. Department of the Treasury, Internal Revenue Service,
"Selected Statistical Series, 1970-1983," Statistics of Income (SOI) Bulletin,
3 (Winter 1983-84): 62).

Employee benefits are widely distributed among workers and their families
at all income levels. Reflecting the concentration of workers at low and
middle incomes, most workers who participate In employer pension and health
insurance plans are low or middle income workers. In 1979, 75 percent of
all workers covered by an employer pension plan under ERISA standards, and
80 percent of all workers covered by an employer group health plan, earned
less than $20,000 (see table 12).
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TABLE 12

Distribution of Employees with Pension and Health Coverage
by Earnings, 1979

Employees with Employees with
Earnings Pension Coveraoe Health Coverage

Total Percent Total Percent

(in millions) (in millions)

Less than $20,000 27.8 75.3 58.3 79.8
$20,000 to $49,999 8.7 23.7 13.9 19.1
$50,000 and over 0.3 0.9 0.8 1.1

Total a/ 36.9 100.0 73.0 100.0

SOURCES: Pension distribution based on Retirement Income Opportuiities in an
Aging America: Coverage and Benefit Entitlement (Washington, D.C.:
Employee Benefit Research Institute, 1981). Health distribution
from EBRI tabulation of the May 1980 Current Population Survey (U.S.
Department of Commerce, Bureau of the Census).

A/ Figures may not sum to totals because of rounding.

The growth of new tax-favored employee benefits has alarmed those who see
the emergence of these benefits simply as further erosion of the tax base.
In fact, employers often have independent motivations for setting up these
plans. The growth of new benefits, in particular Section 401(k) salary
reduction plans,generally represents an effort by employers to contain the
cost of tax-favored employee benefits.

Rising employer pension costs have prompted several innovations in the de-
sign of retirement income plans. Section 401(k) plans, authorized by the
Revenue Act of 1978, have become an increasingly popular tool for controlling
employer pension costs. Employees are able to supplement employer contri-
butions to a Section 401(k) plan with tax-deferred contributions of their
own. This allows employers to contain their retirement plan costs. In
general, Section 401(k) plans probably represent a net reduction in employer
pension contributions relative to the level that would be required to ensure
adequate retirement income with lower employee retirement saving.

Section 401(k) plans also reduce the employer's projected cost of indexing
retireirnt benefits. Although pension benefit increases are seldom auto-
matic, most employers provide ad hoc cost-of-living adjustments for current
retirees. Under current law, sponsors of defined-benefit pension plans
cannot reserve funds against future ad hoc cost-of-living increases, even
in cases where the plan has a clear fstory of providing those increases.
Ad hoc increases, therefore, are funded from current contributions, or
offset against actuarial gains, or added to the plan's unfunded liability.

39-706 0 - 85 - 35



538

Section 401(k) plans--and other defined contribution plans--represent a
way to provide employees with some inflation protection in retirement,
at a substantially lower cost to employers. Defined contribution plans
are automatically indexed, since th, asset value of the plan generally
rises with inflation. Inflation reserves, therefore, accumulate auto-
matically.

Section 401(k) plans also meet the demand for retirement income security
among mobile workers and workers with intermittent labor force partici-
pation. Employee contributions to Section 401(k) plans are, by law,
fully and immediately vested. Short-tenure workers, therefore, may be
better served by 401(k) plans than by more traditional plans. These
workers, and workers with intermittent labor force participation, are
protected because they can "roll over" the accumulated contributions and
earnings of the plan into a tax-deferred individual retirement account.
As a result, Section 401(k) plans may particularly benefit young workers
with high labor-force mobility and women who may leave the labor force
for protracted periods.

Many observers of the emerging changes in employee benefit plans have
claimed that the development of new forms of employee benefits merely
represents further tax-base erosion. These claims, however, have often
been made with little or no supporting evidence. There are several
reasons to believe that the growth of nontraditional benefits, in par-
ticular Section 401(k) plans, may actually reduce further erosion of
the payroll and individual income tax bases.

While employer contributions to traditional pension plans are entirely
tax-deferred, employee contributions to Section 401(k) plans are taxable
by Social Security. Employers have favored Section 401(k) plans as a
means of reducing the level of contributions they might have to make if
they offered only a traditional pension plan. If the growth of Section
401(k) plans does, in fact, substitute for the growth of more traditional
pension benefits, they would represent an addition to the current payroll
tax base.

In conclusion, the tax laws favoring specific employer retirement and
health insurance plans were enacteii under the premise that extensive
coverage of workers and their dependents under these plans is desirable
social policy. The growth of worker coverage by pensions and health
insurance since 1950, has been strongly encouraged by the tax advantages
accorded these plans, and by the growth of real marginal tax rates.

Employee benefits are widely distributed among workers and their families
at all income levels. Like the labor force as a whole, most workers
participating in employer pension and health insurance plans are low and
middle income workers. In 1979, more than 75 percent of all workers
covered by an employer pension plan under ERISA standards, and 80 percent
of all workers covered by an employer group health plan, earned less than
$20,000. Contrary to the perceptions of many, there is no evidence that
tax preferences for employee benefits favor only highly paid workers.



539

The historic growth of private pension plan participation among workers,
and the current growth of worker participation in, Section 401(k) plans
and IAs represent private saving for retirement income. Considering
the increasing cost of Social Security and the projected decline in the
ratio of workers to retirees, private saving for adequate income re-
placement in retirement has emerged as a necessary and desirable public
goal.

The emergence of nontraditional benefits warrants careful and balanced
scrutiny. These benefits generally serve to balance the interests of
employers seeking to contain benefits costs and the interests of em-
ployees, who demand a more diversified package of benefits than ever
before. The new forms of employee benefits may serve best those workers
whose needs are least adequately met by more traditional benefits--
younger workers and employed-parents. Further, the growth of nontra-
ditional benefits may actually contribute to the payroll and income tax
bases, to the extent that the new employee benefit forms substitute for
traditional tax-exempt or fully tax-deferred benefits.

A final note: "Tax deductible" does not mean dollar-for-dollar offset.
Even in the highest bracket, half of every deductible dollar spent
could have been retained by paying the tax on it rather than spending it.

Respectfully submitted,

ThQmas C. Walker, C, ChFC -
Director, Plan Operations
AGRI Industries Retirement Committee
P. 0. Box 4887
Des Moines, IoWa 50306

TCW/l hl
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STATEMENT BY JOHN TAYLOR, PRESIDENT, THE BANKERS LIFE,
DES MOINES, IA

Mr. TAYLOR. Mr. Chairman, Senator Durenberger, Senator Grass-
ley, I certainly appreciate the opportunity to come here to make a
few brief comments about the social value of benefit plans.

I am John Taylor. I am president and chief executive officer of
the Bankers Life in Des Moines, IA. We are a collection of financial
companies which, among other things, serve about 50,000 employ-
er-sponsored benefit programs. These plans cover about 2 million
participants. We manage the assets of about $8.5 billion that is de-
voted to employee benefits, and we pay out over $1.5 billion in em-
ployee benefits every year. We have been in the employee benefits

usiness for over 40 years.
I have furnished material, but I would like to make a few brief

verbal comments as well, primarily in the area of the importance
of the partnership between the Government and the private sector
in providing employee benefits but also in terms of some other data
which I have furnished. You will find the data in my written mate-
rial, but let me make a couple of comments about that.

One sample there has to do with the 5,000 employees in the bene-
fit programs of our own company, and the other is a sample of a
cross-section of the benefit programs that we manage.

This data shows that 97 percent of plan participants, whether
you are looking at either sample, earn less than $50,000 a year,
and, depending on the particular sample you look at, two-thirds to
three-fourths earn less than $20,000 a year.

Now, our customers are dispersed in every kind of business
across the country you can imagine, geographically, employers
large and small. And I would suggest that our data represents a
good cross-sample of what is going on in the employee benefit busi-
ness today.

Now, why is this data important to you? We keep hearing that
Congress thinks that employee benefit plans are for the very rich,
but our experience-which is very broad-with small to medium
employers and a sprinkling of large employers, shows that those
benefits are overwhelmingly for the rank and file, for low-income
and middle-income workers. Sure, there are some high-paid em-
ployees there, but they are a tiny minority.

We support strongly this partnership which has developed over
the years, and we hope that in your evaluation you will continue to
look at the long-range aspects of that and not go for short-range
benefits.

I would like to make one other comment, Senator Packwood. You
raised a question earlier about group auto and group homeowners'
plans. We have written over 500 of those kinds of programs, prob-
ably more than any other insurance company in the United States,
and we would be very happy to furnish data to you at some time in
the future on those programs if you would like that.

Thank you very much.
Senator PACKWOOD. I assume at the moment, though, that at

least in theory all the beneficiaries pay taxes on the value of the
premium.

Mr. TAYLOR. Yes; they do.
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Senator PACKWOOD. Mr. Pearson.
[Mr. John Taylor's written testimony follows:]
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WRITTEN TESTIMONY OF JOHN R. TAYLOR, PRESIDENT AND CHIEF EXECUTIVE OFFICER,
BANKERS LIFE, DE MOINES, IA

I'm John Taylor, President and Chief Executive Officer of The Bankers

Life in Des Moines, Iowa. We are a collection of financial companies

which, among other things, serves about 50,000 U.S. employer sponsored

pension and welfare plans covering 2 million participants. We manage

between $8-9 billion of pension assets for these plans and pay out

$1 1/2-2 billion dollars per year in benefit payments. We've been in the

employee benefits business over 40 years.

I'm here today to comment on the strength of our nation's partnership

between the public and private sectors in providing those so called

fringe benefits which are aimed at the major financial hazards for an

employee--retirement, disability, catastrophic medical expenses, and

employee death where dependents survive. Replacing lost employee income

is the primary theme of these programs.

First, a couple of facts about our plan for our own employees. We

have over 5,000 employees in our welfare programs (medical, disability

and life insurance). Three-fourths of our welfare plan participants earn

less than $20,000 per year. And 97% earn less than $50,000 per year. In

our pension plan, which covers about 4,000 people (the 1,000 difference

is our under 25 year old employees) 2/3 of the participants earn less

than $20,000 per year and 96% less than $50,000. (Tables are attached

showing detail.)

Next some facts about our customers. For most, we don't have

employee wage and salary data in our records. But for 3,700 defined

benefit pension plans covering 174,000 workers, we do have wage data in

our files and have analyzed it. Sixty-five percent of these participants

earn less than $20,000 per year. And over 97% earn less than $50,000 per

year. These plans average covering about 50 employees each and many are

much smaller.
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But are these rank and file workers vested? Yes to a great degree.

Almost half these participants have some vesting, and of these vested

people, 56% earn under $20,000 per year and 96% earn under $50,000 per

year. Again a table is attached.

What about retirees? We're paying pensions to over 100,000 retirees

who are averaging less than $2,000 in annual pension.

Why is this data useful to you? We keep hearing the Congress thinks

these programs are mostly for the rich, and we want you to know that in

our broad experience with the small and medium size employers in the

U.S., their programs are overwhelmingly providing benefits for rank and

file workers, for low income and midale income workers. Yes the high

paid are in there also, but they are a tiny minority.

During this century, the federal government has built the Social

Security, Medicare and Medicaid programs, and has maintained tax laws

favorable to private sector development of similar programs. We see

first hand in our day-to-day business the strength of this public/private

partnership in helping the ordinary worker. Depending on how you measure

it, we have perhaps 1-2% of the employee benefit plan market in the U.S.

Our customers are dispersed throughout the U.S. in every kind of private

business imaginable. Our customers are likely a cross sectional slice of

much of employee benefits in the U.S.--primarily small and medium size

firms, but with a good representation of the very large U.S. companies.

The data given earlier is to show you that all of us together have

built a mighty partnership to protect America's workers against major

financial hazards. And we ask you to move cautiously in improving it

that we avoid tipping the scales to start the employee benefits system on

a downward path.
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The Census Bureau projects our over age 65 population moving from

about 12% of population today to almost 20% some 40 years hence. Even

with a significant push-back of retirement age, we're going to need more

than ever a strong public/private partnership on both retirement income

and medical expenses for our retired workers. Private enterprise has

built an effective and efficient supplement to public programs covering

employee needs. These needs are there and must be met. The private

system should not be dismantled in the name of tax revenue. If the

private system doesn't meet these needs, government must--and we believe

its cost will be much higher. I want to caution you that small

businesses think it is fair for their rank and file workers to get a

combination of public and private benefits in the same proportion to pay

that key people do. But benefit plan rules have moved to where they are,

in relation to pay, beginning to discriminate against the higher paid.

And as growing numbers of decision makers in small businesses find their

benefits held down by dollar limits, we have a concern about the

impact--will this result in an expansion or contraction of the private

system? We suspect the answer is obvious.

Small businesses are very cost conscious. Our customers have rapidly

moved over recent years so that only a small fraction still provide first

dollar medical coverage. The order of the day is deductibles and

coinsurance. Small businesses also very much correlate their retirement

programs with Social Security-so public and private retirement combined

make for a good retirement, but avoid over-pensioning in relation to

preretirement pay. As another indicator of cost concern, most small

business welfare plans call for employee contributions to pay part of

plan costs.
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We ask you to think long range aCLObb uLie decades about how to keep

the public/private partnership on employee benefits healthy--and steer

away from appealing short-range actions which damage the long-range

outlook. Reach for a stable, long range policy on a public/private

partnership for employee benefits.

Company Name Bankers Life Company
Plans for our own employees

All Employees #5,500

TABLE 1

HEALTH BENEFIT AVAILABILITY, 1984

Total Plan Insured Part
#/ % %

$ 0-s 9,999
10,000- 19,999
20,000- 49,999
50,000- 99,999
100,000 or more

Total

447
3,627
1,198

138
25

5,435

8.2%
66.7
22.1

2.5
.5

100.0%

423
3,364
1,113

135
25

5,060

8.4%
66.5
22.0

2.7
.5

100.0%

24
263

85
3
0

375

HlMO Part

6.4%
70. 1
22.7

.8

.0

100.0%

Company Name Bankers Life Company
Plans for our own employees

All Employees #5,500

TABLE 2

RETIREMENT PROGRAM AVAILABILITY, 1983

Defined Benefit
Participate Vested
Ii % 1

$ 0-$ 9,999
10,000- 19,999
20,000- 49,999
50,000- 99,999
100,000 or more

Total

189
2,454
1,133

138
24

3,938

4.8%
62.3
28.8

3.5
.6

100.0%

25
798
794
L30
23

1,770

1.4%
45.1
44.9

7.3
1.3

100.0%
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Bankers Life Company
Plans for our own employees

All Employees #5,500

TABLE 3

RETIREE BENEFITS

Number
of PersonsBenefit

Defined Benefit Plan
Retirees in Pay Status

Defined Benefit Plan
Retirees Survivors in Pay Status

Defined Benefit Plan Survivors of
Employees Who Died Before Retirement

Defined Benefit Plan Vested Separated

Retiree Health*

Retiree Life

289

37

30

320

283

283

Total Distributions
or Cost

$1,800,000

175,000

100,000

N/A

260,000

230,000 premium
1,200,000 RLR Deposit

*Includes 227 Retirees
37 Survivors of Retirees
19 Survivors of Employees who died before retirement

Company Name Bankers Life Company--Our customer data

This data is for those 3,662 of our plan sponsor customers where The Bankers Life has
wage and salary data in its records.

TABLE 4

RETIREMENT PROGRAM AVAILABILITY, 1983

Defined Benefit
Participate Vested

Annual Salary

$ 0-$ 9,999
10,000- 19,999
20,000- 49,999
50,000- 99,999
100,000 or more

27,508
85,470
56,221
4,003

722

15.8%
49.2
32.3

2.3
.4

9,093
37,672
33,095
3,020

635

10.9z
45.1
39.6

3.6
.8

173,924 100.0% 83,515 100.0%

Company Name

Year

1983

1983

1983

1983

1983

1983

Total
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STATEMENT BY RONALD PEARSON, PRESIDENT, HY-VEE FOOD
STORES, INC., CHARITON, IA

Mr. PEARSON. Thank you, Senator.
I am Ron Pearson, president of Hy-Vee Food Stores in Chariton,

IA. We are an Iowa-based company operating 134 supermarkets
and 19 drugstores. We operate in the five States surrounding Iowa,
including Iowa. We have been in business for a little over 53 years,
and at fiscal year end employed 13,000 employees-now approxi-
mately 15,000. We are a privately held company and employee
owned, and I would hope the Senator would note that I didn't call
or write but decided to come personally and talk to this group
about capital accumulation through profitsharing.

Senator PACKWOOD. If our problem is, with Chuck Grassley he's
OK. [Laughter.]

Mr. PEARSON. Well, I would like to talk more specifically about
the Hy-Vee Profitsharing Trust. We designed the employee trust to
allow our employees to share in company profits. The trust also
covers retirement benefits, catastrophic medical expenses not cov-
ered by insurance, and dependent education in case of parent hard-
ship.

At fiscal year end we had almost 6,800 employees that were par-
ticipants. Over 85 percent were ages 19 to 44, and 15 percent were
ages 45 to 70. Sixty-nine percent earned less than $20,000 a year.
Eighty-one percent earned less than $25,000, and over 98 percent
earned less than $50,000.

We started our plan in 1960 and now have a participant equity
in excess of $75 million.

We thought three things were important when we designed the
plan-how soon you can get in, how long it takes to be 100 percent
vested, and how much you get. So we elected to allow participants
to be eligible at age 19. We also elected to fully vest a participant
after 10 years by graded vesting. We elected to establish a fixed for-
mula for company contribution rather than have a board of direc-
tors determine that amount. That has averaged almost 25 percent
of pretax company profits since we started the plan.

Now, how is this useful? We think that the plan demonstrates
that rank and file workers are provided outstanding benefits, and
the plan predominately covers low- and middle-class workers; it is
not top heavy.

Our plan was designed to help our employees accumulate capital,
and we think that anything that disturbs this accumulation will
not be in the best interest of the rank and file of Hy-Vee and may
cause our employees to look to the government for more benefits.

Thank you.
Senator PACKWOOD. They absolutely will. Mr. Storey.
[Mr. Pearson's written testimony follows:]
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I'm Ron Pearson, President and Chief Operating Officer of

Hy-Vee Food Stores, Inc., Chariton, Iowa. We are an Iowa based

company operating 134 supermarkets and 19 drugstores, 153 retail

units. We operate in six states--Iowa, Missouri, Minnesota,

Illinois, Nebraska and South Dakota. Hy-Vee has been in business

for 53 years; last year's sales were $1,100,000,000. At fiscal

year end we employed 13,505 employees; 62% were parttime of which

many are highschool or college students.

We are a privately held company, employee owned, with the

largest stockholder having no more than 14k% of the stock.

I'm here today to comment on capital accumulation through

profit sharing. Hy-Vee has both a salary bonus system based on

individual profit center results and an employee profit sharing

trust. With both of these systems we like to think we're a very

employee benefit oriented company.

We would like to give some information about our employee

trust. We designed the employee trust to allow our employees

to share the company profits, building more job satisfaction.

Also the trust is to cover retirement benefits, if the employee

wishes, catastrophic medical expenses not covered by insurance,

and dependent education in case of parent hardship.

First, some facts about our profit sharing trust plan. At

fiscal year end 6,790 employees were participants, 85.15% between

the ages of 19 and 44; 15.73% between 45 and 70 years of age and

.12% over 70 years. Out of all these participants 69.13% earned

less than $20,000 per year; 81% earned less than $25,000 and over

98% earned less than $50,000 per year (table is attached showing

details).
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Additional details about our plan: We started our plan in

1960 with a company contribution of $127,606.00 and have now grown

to a total value of participants' equity of $75,675,285.00. The

plan has grown through healthy company contributions, forfeitures,

and a good earnings record (table attached showing details).

We felt three things were important for our employees when

we were designing our profit sharing plan:

(1) How soon you can get in;

(2) How long it takes to be 100% vested;

(3) How much you get.

Hy-Vee has elected to make participants eligible at age 19;

thus, allowing many of our parttimers to accumulate some capital

while in school. We have also elected to fully vest a participant

after ten years by "graded vesting" and have a graduated scale for

vesting between two years and ten years, i.e., five years 40%,

six years 50%, nine years 80%, ten years 100%.

We have also elected to establish a fixed formula for company

contributions rather than have the Board of Directors determine

the amount each year. We have averaged approximately 25% of pre-

tax company profits contributed to the trust over the past several

yea's.

Why is this data useful to you? We think our plan demonstrates

that rank and file workers, including our 200 union employees, are

provided outstanding benefits. Also the plan covers predominately

low and middle income workers; it is ostensibly not "top heavy."

I would like to give you some of the !xamples of .ome of the

employees who have accumulated capital through this plan.
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(1) Employee #1 - Knoxville, Iowa, parttime employee;

started 1977 at age 16; terminated six years later at

age 23 after completing college. He accumulated vested

capital of $1,488.37.

(2) Employee #2 - Marshalltown, Iowa, parttime employee;

started in 1972 at age 19; terminated twelve years

later. She was 100% vested; she wanted to spend more

time with her family. Her trust account balance was

$11,952.54.

(3) Employee #3 - Clarinda, Iowa, started at age 26, a full

time grocery employee; deceased June, 1984, at age 57;

100% vested; trust account to his wife of $48,851.40.

(4) Employee #4 - Chariton, Iowa, full time truck driver;

started at age 19; deceased March, 1984, age 53; vested

100%; trust account to his wife of $83,449.52.

(5) Employee #5 - Albia, Iowa; employed June, 1940, at age

20; retired in 1983 at age 64; full time grocery em-

ployee; trust account balance of $50,549.88.

(6) Employee #6 - Sioux Falls, South Dakota, employed June,

1977; age 16; parttime clerk; terminated in March, 1984;

vested trust account balance $1,938.12.

(7) Employee #7 - Marion, Iowa; employed August, 1977;

age 16; parttime clerk; terminated March, 1984; vested

trust account balance $2,148.87.

(8) Employee #8 - Trenton, Missouri; employed May, 1967;

Age 47; full time grocery clerk; retired January, 1984;

vested trust account balance of $38,303.26.
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Our plan was designed to help the employees accumulate

capital, whether it be a parttime student or a long time retiree.

We believe that any changes which are made to disturb this ac-

cumulation will not be in the best interest of the rank and

file employees of Hy-Vee and may cause them to look to the

,..government for more of their needs.
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Company Name Hy-Vee Food Stores, Inc.
Plans for our Employees' Trust

TABLE 1

EMPLOYEES' TRUST, 1983

1983 PARTICIPANTS

REGULAR PART
TIME TIME

-0-
1,031

235
-0-

3,576 1,266

-0-
1,811

131
6

1,948

TOTAL PER CENT
EMPLOYEES TO TOTAL

-0-
5,714
1,068

8

6,790

.00
84.15
15.73

.12

100.00

REGULAR PART
TIME TIME

23
686
493
58
6

-0-
-0-
-0-
-0-
-0-
-0-

462
1,405

76
5

-0-
-0-
-0-
-0-
-0-
-0-
-0-

1,266 1,948

TOTAL PER CENT
EMPLOYEES TO TOTAL

491
2,215
1,086

902
793
587
389
138
43
28

118

6,790

7.23
32.62
16.00
13.28
11.68
8.65
5.73
2.03

.63

.41
1.74

100.00

39--706 0 - 85 - 36

AGE
GROUP

0-18
19-44
45-70
Over 70

Total

FULL
TIME

-0-
2,872

702
2

WAGE
GROUP

FULL
TIME

0
5,000

10,000
15,000
20,000
25,000
30,000
35,000
40,000
45,000
50,000

Total

5,000
10,000
15,000
20,000
25,000
30,000
35,000
40,000
45,000
50,000
+

6
124
517
839
787
587
389
138
43
28

118

3,576
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Company Name Hy-Vee Food Stores, Inc.
Plans for our Employees' Trust

Table 2

EMPLOYEES' TRUST, 1983

FISCAL TOTAL COMPANY
YEAR PART. CONTRIBUTION

1960
1961
1962
1963
1964
1965

1966
1967
1968
1969
1970
1971

1972.
1973
1974
1975
1976

1977
1978
1979
1980
1981

561
654
738
827
941

1,024

1,101
1,206
1,291
1,338
1,568
1,827

2.007
2,125
2,287
2,515
2,713

3,620
4,098
4,584
5,081
5,444

$ 127,606
124,188
219,013
414,959
476,785
558,811

675,509
695,064
548,542
900,337

1,010,975
1,047,413

1,298,239
1,623,933
2,276,433
2,614,433
3,447,566

3,222,987
4,024,645
4,394,230
4,735,510
5,643,060

1982 6,156 5,141,420
1983 6,790 5,414,405

PER CENT OF
PRE-TAX PROFIT

16.383
15.756
19.569
25.000
25.000
25.000

25.000
25.000
20.669
25.000
25.000
23.651

25,000
25.000
25.000
25.000
25.000

25.000
25.000
25.000
25.000
25.000

24.126
24.101

--- PERCENTAGE FOR DISTRIBUTION---

CO. CONT. FORFEI- EARNINGS
% OF WAGES TURES PER CENT

3.6216989
2.9999400
4,9065823
7.6603310
7.7313399
8.4152086

8.7462498
7.9638827
5.8996191
8.6607828
7.6769084
6.4283721

6.9681312
7.8461822
8.8340190
8.3029266
9.0131974

6.9390049
7.1723166
6.3896294
5.9541113
6.2359841

-0- .6514429
5.7773930 4.6773020
7.9091210(11.1047078)
4.9749879 9.0212214
4.4422754 6.8161863
3.2570834 8.7542446

4.1579145
3.5774660
2.5204067
3.2026641
2.4799288
1.7636118

3.1065323
2,6635361
2.7051493
1.9216305
2.5289300

.7271988

.7735060

.7494020

.6340154

.6385828

7.7548308
12.9451829
8.8470066
6.0150168
6.7975835
10.4075341

8.2636359
7.3930474
(1.5934195)
13.3010669
16.1065776

9.8795616
9.9662529
9.3887776
7.7457876
3.6703072

4.9050808 .5563821 17.1789124
4.7045339 .5539783 14.3021840
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STATEMENT BY JAY STOREY, VICE PRESIDENT, THE MAYTAG
CO., NEWTON, IA

Mr. STOREY. Thank you, Senator Packwood.
We at Maytag also think Chuck Grassley is OK. [Laughter.]
And we were very happy to have Senator Durenberger in Iowa,

and also you, Senator Packwood. So we are communicating with
you here recently.

I have been asked to tell you just how we go about establishing
the level of benefits at the Maytag Co. But first, before I do, let me
tell you who enjoys these benefits. Ten percent of the people receiv-
ing benefits under the medical and retirement programs at Maytag
earn between $10,000 and $20,000 a year. Eighty-seven percent
earn between $20,000 and $50,000, and only 3 percent of those in
the plans earn over $50,000 per year.

Now, it seems like some feel that management sits around think-
ing up ways to give new benefits to themselves and to other people.
In actual fact, management spends a much greater part of their
time worrying about the cost of their current benefit plans and
what they can do to control these costs. Any new benefit that is
granted is an additional cost and must be added to the cost of our
product and affects our ability to compete in a very competitive
market.

In my 30-plus years at the Maytag Co. our benefit programs have
developed as a direct relation to our negotiation with the UAW.
Now, this happens about like this: Every 2 or 3 years when the
contract expires, the union submits to the company demands which
include a long dream list of improvements to current benefit plans
and new benefit plans-along, of course, with their wage increases.
In typical give-and-take fashion, negotiations reduce these demands
to a level acceptable to both parties, hopefully. This settlement
level is based on the total amount of money which the company is
willing to spend for both wages and benefits in that particular
round of bargaining. Each benefit improvement is carefully and
meticulously costed and included in the total package of improve-
ments.

The company finally says to the union, "We really don't care
how you divide up this money between wages and benefits, but
there is no more money to spend." The benefit package thus negoti-
ated becomes the model, with minor variations for the rest of the
organization, including top management.

Of course, the company is motivated to not let too large a portion'
of compensation be in the benefit area, because in the competitive
labor market of hiring new employees it is the wages that attract
and hold good employees, particularly the younger ones. You just
don't get full credit for dollars spent on benefits.

The question has been posed: What would be the outcome if ben-
efits such as medical and retirement were immediately treated and
taxed as regular income? It is my belief that, if this is done, unions
would more and more opt for negotiating wage increases only and
rely on the employee to determine and purchase what benefits they
individually wanted.

Since the company feels that they do not get full value for
money spent for benefits, they would also be willing to let this
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happen. I submit this would result in employees not buying the
needed level of retirement and medical benefits; more and more
people would then turn to the Government and to welfare for
relief.

Senator PACKWOOD. I know exactly what you mean about the
level of compensation you are going to pay is determined. I prac-
ticed labor law for 5 years, negotiating contracts for employees-
mostly multiemployer bargaining, but some individual-and you
are absolutely right. You sit down and say-this was 20 years
ago-"We crn afford $5 an hour. Divide it up within reason any
way the union wants to divide it up, but that is all we are going to
pay, and beyond that we will take a strike." I discovered that the
real key to the secret of collective bargaining was in convincing the
union you would not go beyond $4.85. If you could convince them of
that and save 15 cents an hour, that was an immense saving to
your client.

Let's see-Mr. Munson is next.
[Mr. Storey's written testimony follows:]
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July 27, 1984

STATEMENT OF J.R. STOREY IN CONNECTION WITH THE HEARINGS OF THE

SENATE FINANCE SUB COMMITTEE ON TAXATION AND DEBT MANAGEMENT ON

THE SUBJECT OF FRINGE BENEFITS.

The attached set of statistical tables show that 10% of people

receiving benefits under the Medical and Retirement programs at

Maytag earn between $10,000 and $20,000; 87% earn between $20,000

and $50,000 and only 3% of those in the plans earn over $50,000 per

year.

My assignment today is to tell you how benefit levels are established

at Maytag. It seems that some feel management sits around thinking

up ways to give new benefits to themselves and other employees.

In actual fact, they (management) spend much more time worrying

about the cost of their current benefit plans (medical, dental,

vision, retirement, etc.) and what they can do to control these

costs. Any new benefit that is granted is additional business

expense and adds to the cost of our products.

In my 30 odd yearsat Maytag, our benefit programs have developed

as a direct result of contract bargaining with the UAW. This

procedure unfolds like this:



558

(a) The union submits its demands which includes a long list of

improvements to current benefit plans and for new plans,

along with their proposed wage increases.

(b) In typical give and take fashion, negotiations reduce the

demands to a level acceptable to both parties. This settle-

ment level is based on the total amount of money which the

Company is willing to spend for both wages and benefits in

that particular round of bargaining. Each benefit improve-

ment is carefully and met tculously costed and included in

the total cost of the package of improvements or concessions

as the case may be.

(c) The Company usually says to the union -- we don't care how

you divide the money lip between wages and benefits, but

there is no more money.

(d) The union decides which benefits to select by sampling ahd/or

sensing the needs and desires of the membership.

The benefit package thus negotiated becomes the model with minor

variations for the rest of the organization, including top manage-

ment.
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At Maytag, the following plans are exactly the same for management

as union employees:

(a) Medical (e) Accidental Death & Dismemberment Ins.

(b) Dental (f) Holidays

(c) Vision (g) Dependent Life Ins.

(d) Drug (h) Educational Assistance Program

The retirement plan for management is based upon a percent of the

highest five consecutive years of earnings out of the last ten,

where union employees currently receive $17.50 per month per year

of credited service. This works out that the average hourly employee

gets a higher percent of final wages than management employees

receive. This is common throughout industry.

The Company is motivated to not let too large a portion of com-

pensation (wages and benefits) to be in the benefit area because

in the competitive labor market of hiring new employees and, to

a certain extent, retaining current employees, it is the wages

and salaries that attract and hold good employees, particularly

the younger ones. You just don't get full credit for dollars

spent for benefits.,



560

The question has been posed -- "What would the outcome be if

benefits provided by the employer were treated and taxed as regular

income"? It is my belief that if this was done, unions would more

and more opt for negotiating wage increases and rely on the employee

to determine and purchase what benefits they individually wanted.

Since the Company feels that they do not get full value for money

spent for benefits, they also would be willing to let this happen

to a great extent. I submit this would result in employees not

uniformly buying the needed level of retirement and medical benefits.

More and more people would then turn to the government and welfare

for relief.

Respectfully submitted,

Jay R. Storey - Vice President of Personnel

THE MAYTAG COMPANY
Newton, Iowa

attachment
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Company Name (Optional) Maytag (Parent Only) 7 All Employees # 3.11o
j= Salaried Only #

TABLE 1

EMPLOYEE BENEFIT DOLLAR COST, BY CATEGORY, 198n

Benefit Employer Payment $ Per Employee $
(In Thousands)

Total Benefits $ 38,.06 $ .ILL

Leza ly-R dEmp1oyer Payments 7,766 2.5

Social Security 1.373 1.7
Unemployment Compensation 197u.
Workers' Compensation _/.0.
Other Payments 13

Discretionary Taxable Benefits 9,780 3.1

Time Not Worked 5_877 1.9
Rest Periods 3.723 1.2
Other Taxable Benefits 180

Discretionary Tax-Favored Benefits 20A523 6.6

Defined Benefit Pension Plans 10,004
Capital Accumulation Plans -O"
Disability Plans 256 0.1
Group Health and Life Insurance -

Active Workers 6,924 2.2
Retirees 31283 1.1

Other Tax-Favored Benefits 56
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Company Name (Optional) Maytag (Parent Onl) £X All Employees #_. llO
L:7 Salaried Only #.

TABLE 2

EMPLOYEE BENEFITS PERCENTAGE'COST, BY CATEGORY, 1983

Employer Fayments as Employer Payments
Percent of Wages as Percent of

Benefit and Salaries all Benefits

Total Benefits 11%.i %

Legally-Required Employer Payents 20.4

Social Security 6.2 13.9
Une.ployment Compensation 2.3 5.2
Workers' Cc.,pensation 0.6 1.3

Other Payments __/

Discretionary Taxable Benefits 11.4 25.7

Time Not Worked 6.9 15.4

Rest Periods 4.3 9.
Other Taxable Benefits 0.2 0.5

Discretionary Tax-Favored Benefits 24.0

Defined Benefit Pension Plans 11.7 26j
Capital Accumulation Plans - -
Disability Plans 3 0.7
Group Health and Life Insurance --

Active Workers 8.1 18.2
Retirees -- B 8.6

Other Tax-Favored Benefits _1 0.1



Company Name (Optional) L77AllEmployees # 3.110
L Salaried Only #

TABLE 3

RETIREMENT PROGntAMAVAILABILITY, 19_W

Defined Benefit
Participate Vested

Employer Capital Accumulation
Participate Vested

N/A

401(k)
Participate Vested

/7. 7N/A

$0-$ 9,999
10,000- 19.999
20,000- 49,993-
50,000- 99,999
100,000 or more

310 10
2,709 87

85 3
6

144 6
2,019 90

79 4
6

3,110 100% 2,248 100%

Co

Maytag (Parent Only)

100% 100% 100% 100%Total
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Company Name (Optional) Maytag (Parent Only) All Employees 0 -ioljn
[j Salaried Only /

TABLE 4

HEALTH BENEFIT AVAILABILITY, 19 83

Group Insurance 125 Plan

N/A

$0-$ 9,999
10,000- 19,999
20,000- 49,999
50,000- 99,999

100,000 or more

Total 100% 100%

HMO
0 N/N/A

3,L110 100%
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Company Name (Optional) Maytag (Parent Only) -...- E All Employees 0.jco _
= Salaried Only #....... .. .

TABLE 5

RETIREE BENEFITS

Number of Persons
Total Distributions

or Cost
(In Thousands)

Defined Benefit Plan
Retirees in Pay Status

Defined Benefit Plan
Retirees Survivors
in Pay Status

Defined Benefit Plan Vested
Separated

Capital Accumulation Plan
Retirement Age DistributJins

Capital Accumulation Plan
Termination Distributions

Retiree Health

Retiree Life

Retiree Other

# 1,521 'Pension
Benefits Paid:

)- Retirement
Death

# 198)

# N/A

# 1,827

# 1,515

# -

* Cost for this item is not available separately -
pension cost of $10,004,000.

cost is included in total

Benefit Year

8,802
132

$

1983

19-U2

19

19-

19-

19

19

19 -

$ -

$ 3. 283

$*

* -
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STATEMENT OF MICHAEL MUNSON, DIRECTOR OF COMPENSA-
TION AND BENEFITS, MEREDITH CORP., DES MOINES, IA
Mr. MUNSON. Thank you, Senator.
My name is Mike Munson. I am the director of compensation

and benefits for Meredith Corp., headquartered in Des Moines, IA.
Meredith Corp. has about 4,800 full-time employees in the corpora-
tion and its affiliated branches.

I have been asked to talk a little bit about our defined benefit
pension plan this morning. Our defined benefit plan for our bar-
gained employees is based on earned-service credit of so many dol-
lars per year of service. For our nonbargained employees we have a
final 5-year plan with a Social Security offset. The net result in
any of these circumstances is a lifetime guaranteed pension for our
employees.

In 1983 our defined benefit plan distributions-51 percent of the
dollars went to employees making $20,000 or less, 94 percent to
those making $50,000 or less.

In 1970 and 1971 the corporation was wrestling with how to
adjust employee pensions after the employee had retired. We con-
sidered several different options, considered some kind of a formula
plan, considered relying on ad hoc adjustments as situations de-
manded, considered a variable annuity program where the retired
lives reserves were invested in the stock market, the retire simply
rode the roller coaster up and down. They may have retired at $100
a month, a year later gone up to $120, and a year later gone back
down to $80.

What we finally chose, with some cooperation from the Bankers
Life Co., was a modified variable annuity. We moved all of our re-
tired live reserve dollars into the stock market, and we modified
the variable annuity to the extent that employees would never get
less than the original amount at which they retired-they would
never go below that particular floor amount.

What we have said to our employees, we have established a
bogey of 5.25 percent performance in those dollars in the stock
market. Seventy-five percent of any gain over that 5.25 percent
goes directly to our retirees on a once-a-year adjustment. Twenty-
five percent of those dollars go into the stabilization or what we
refer to as the rainy day fund.

We have 700 employees who are all subject to this modified vari-
able annuity concept, except for those that took cash allowances
when that was available.

We have had this program in effect for 14 years. The first couple
of years we saw pluses. For that mythical employee with $100, it
went to $102, then went to $104. We then had 3 years in a row
where the unit value of the asset dipped way below $100-it went
down in the $80 vicinity. We maintained the $100 floor as we had
promised; used the rainy day fund and also used other corporate
assets.

For the next 9 years, 7 out of those 9 years have seen pluses, to
the extent now that an employee who retired in 1971 on a $100
pension is now at $190. Of course, it depended on when you retired
as to where you are in this stream of earnings.
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The compounded growth rate for an employee who retired in
1971, through today, is about J percent; for someone who retired in
1975 it has averaged about 5.75 percent. For someone retired in
1978, he has seen 9 percent growth over this period of time.

Senator PACKWOOD. Just out of curiosity, what caused the im-
mense growth for this year.

Mr. MUNSON. I think you should ask Bankers Life. I'm sure they
are very proud of their successes with their account management.

Senator PACKWOOD. Congratulations. That's a whale of an in-
crease in 1 year.

Mr. Shonsey. Shonesy. Which is it?
Mr. SHONSEY. It's Shonsey. It used to be O'Shaunessey, but it

somehow was cut up in the process.
[Mr. Munson's written testimony follows:]



STATEMENT OF MEREDITH CORPORATION, DES MOINES, IOWA IN CONNECTION

WITH THE HEARINGS OF THE SENATE FINANCE SUBCOMMITTEE ON TAXATION

AND DEBT MANAGEMENT ON THE SUBJECT OF FRINGE BENEFITS JULY 26, 27

and 30, 1984.

In 1971, Meredith Corporation established a modified variable annuity

feature for its pension plans. Instead of adopting any type of Cost

of Living Adjustment plan or relying on an ad hoc adjustment, the

Company selected the Modified Variable Annuity approach. In the

process, the Company changed its Retired Lives Reserve Assets from

fixed income investments to a common stock portfolio.

In a true variable annuity situation, the retired employee has all

the risk and all the reward. If the investment performance is good,

his/her pension will go up; if the investment performance is bad,

his/her pension will go down and can be less than the original amount.

Meredith, with the cooperation of Bankers Life Company, "modified"

that situation into a far less risky circumstance for the employee

and, in fact, provided upside potential while guaranteeing a "floor"

amount.

Meredith Corporation pension plans are defined benefit plans. Bargaining

employee plans earn X amount of dollars of pension credit for each
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year of service. Non-bargained employees are in a "final five" Social

Security offset plan. Each Individual who retires has a lifetime

guaranteed monthly pension. The Modified Variable Annuity provides

the potential for that pension to increase on a yearly basis, but

it can never fall below the original guaranteed "floor" amount.

The following paragraph describes the operation of the Variable Annuity:

"The amount of your monthly income payment In retirement may

Increase, depending on the investment performance of the variable

annuity fund. Each July 1st, your monthly income is subject

to change. If the fund increases by more than 5 1/4%, your

monthly payments will increase. If the fund increase is less

than 5 1/4% or decreases, your monthly benefits will decrease.

In no event will the payment fall below the amount established

as your original retirement benefit."

In order to guarantee that the payment will not fall below the original

retirement benefit, only 75% of the excess of fund investment performance

over 5 1/4% is used to increase the Variable Annuity benefits. The

other 25% is placed in a stabilization reserve, or "rainy day" fund

used to help make up shortfalls when investment performance is less

than satisfactory.

The 5 1/4% "bogey" was the average rate of return on fixed income

investments earned by the Meredith plan during the five years preceding

adoption of the Variable Annuity. Meredith would not be "keeping"

39-70G 0 - 85 - 37

\
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more of the return on Retired Lives funds than it had been in the

recent past.

Approximately 700 retirees of the Meredith Corporation are currently

receiving Variable Annuity benefits under the plan. All retirees

are subject to the Variable Annuity with the exception of those who

elected cash benefits when that option was available prior to 1977.

The following is a history of changes in Variable Annuity funds and

retirement benefits:

Net* Fund Performance

N/A

+2.36%

+2.01%

-14.71%

-20.65%

+6.81%

+40.8%

+2.84%

-1.8o%
+7.53%

+10.17%

+17.40%

-1.95%

+5.21%

+23.48%

of amount in excess o

Monthly Benefit

$100.00

$102.36

$104.42

$100.00

$100.00

$100.00

$106.29

$109.31

$107.34

$115.42

$127.16

$149.29

$146.38

$154.01

$190.17

f 5 1/4%.

Date

71

1/1/72

1/1/73

1/1/74

1/1/75

1/1/76

7/1/76

7/1/77

7/1/78

7/1/79

7/1/80

7/1/81

7/1/82

7/1/83

7/1/84

*Net = 75%
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An employee who retired in 1971 with a $100.00 original retirement

benefit is now at 190.17 or plus 90% over 13 years. The actual compounded

value of the stream of benefits is slightly above 3% per year since

1971. A 1975 retiree received a compounded stream of payments at

about 5 3/4%. In recent years, the fund performance has resulted

in even more dramatic changes: A 1978 retiree pension stream has

compounded at about 9%; 1980 at about 9 1/2%.

Variable Annuity benefits from January 1, 1974 to June 1, 1976 actually

fell below the original retirement benefit. The stabilization (rainy

day) fund plus additional corporate dollars were used to insure that

retirees were paid the amount of their original retirement benefit.

The "rainy day fund" is currently equal to approximately 20% of the

present value of all Variable Annuity payments currently being paid

to retirees. The original retirement benefit guarantee seems assured.

In any event, it's unlikely there will be any sizeable application

from the reserve fund for some time since most retirees are receiving

90% more than their original benefit.
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STATEMENT BY EDWARD SHONSEY, DIRECTOR, HUMAN RELA-
TIONS, PIONEER HI-BRED INTERNATIONAL, INC. CO., DES
MOINES, IA
Mr. SHONSEY. I want to thank you gentlemen for allowing me the

opportunity to speak with you today concerning this topic and
being one of the "other 109" that you referenced, Senator Pack-
wood.

My name is Ed Shonsey. I am with Pioneer Hi-Bred Internation-
al. We are an agribusiness company which researches, produces,
and markets agricultura products throughout the world. We have
regular employees, all of whom are eligible for an employee benefit
program, and they are stationed throughout the United States and
also overseas.

It is important to note, of these individuals 39 percent make less
than $20,000 and our average salary is just slightly less than
$25,000 per year. It is, therefore, important in our employee benefit
program to provide them some protection for catastrophic relief
and also to maintain their livelihood.

The profile of our work force is also changing; 39 percent of our
work force now are women or other minorities. This is a 17-percent
increase since the past year, and we expect this trend to continue.
This has injected additional needs into our program and has caused
us to take a look at it, and appropriately so. With our employees
we are reviewing, renewing and redoing our program as appropri-
ate. We ,have decided to manage this change versus being managed
by it.

Now, an example of that, is that we realize that business as
usual isn't necessarily good business and that we need to manage
differently, and we need to use some clout as Senator Packwood
referenced earlier this morning. An example of how we have done
this is in our health care management program. We have attacked
costs through coalitions with other companies in the public sector,
we have provided alternative delivery systems and choices for em-
ployees to manage, and we have redesigned our benefit program to
eliminate the first-dollar payment. We have also provided greater
education for an informed and sensitive consumer, so that they will"use their noodles" as Senator Durenberger mentioned earlier.

We have also looked at a long-term approach to be pro-active
through a wellness program and provide employees a incentive to
manage their own health.

The results are clear for Pioneer. We have reached a level of 443
patient-days per 1,000 compared to a national of 1,000. We have an
average stay of 4.3 days versus the national average of 6.9. Our
wellness program, which is voluntary and is also offered to our
spouses, has reduced the detection of serious abnormalities to less
than 1 percent, compared to over a 6-percent rate in previous
years, having when we just started a few years ago.

The bottom line is, we have reduced our costs 13 percent while
increasing our work force, compared to the 133 percent increase
nationally, over the last 7 years.

Our goal is simpJe: We care about people-not only because it is
morally right but because it makes good practical business sense.
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And that's what we are here to do, to provide them a program, the
best program we can for the resources spent.

We also recognize the interdependence of the private sector and
the public sector, as I referenced, and the fact that the credibility
crisis between them needs to reduce. That is why I am here today.
I am representing the customers of our benefit program-our em-
ployees themselves.

Thank you.
[Mr. Shonsey's written statement follows:]
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STATEMENT OF PIONEER HI-BRED INTERNATIONAL INC. CO. BY EDWARD SHONSEY,
DIRECTOR OF HUMAN RESOURCES

Pioneer Hi-Bred International, Inc. Co. is an agribusiness

company which is a world leader in the research, production

and marketing of seed products. It employs 2,200 regular

employees throughout the United States, all of whom are

eligible for the Company's employee benefit program.

Pioneer's payment of benefits as a % of wages for these

individuals is 47%. 39% of the employees earn less than

$20,000/year and 95% earn less than $50,000/year. Benefits,

therefore, are an essential part of maintaining an

employee's standard of living and livelihood as well as

protection against catastrophic costs due to illness or

other factors. This is best evidenced by two examples of

women employees experiencing catastrophic illnesses in their

families during the past 12 month period, in which Pioneer

paid over $100,000 in each circumstance for medical costs.

Payment of these costs would not have otherwise been

possible by these individuals.

Pioneer is a Company highly committed to its people and

their continued growth, development and satisfaction.

"People make Pioneer" is a philosophy well entrenched, not

only because it may be morally right, but also because it

makes good, practical business sense. In order for the

Company to grow and prosper, people will also need to

develop. This will happen by insuring that their basic

needs are met and protection will be there to allow them to

be more productive. The goal of Pioneer's benefit program

is to do just that while simultaneously working to have its

employees become better managers of these costs through
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choices and education, hence si:aring the concern for the

spiraling effect of the benefits costs.

Pioneer has experienced change in its employee profile. It

has chosen to manage this and other changes versus being

managed by them. Today 30% of its regular workforce are

women and minorities. This is a 17% increase from the

previous year and a significant change in its agriculturally

based history. This change in profile has also injected

additional needs by the employee for other or updated

benefits which Pioneer strives to meet through close contact

with the employees. If the needs were not met within the

Company, the burden would fall toward the public sector.

Pioneer's payment for total benefits in 1983 was $27 million

or $12,748 per employee. Pioneer has, therefore, realized

that business as usual is not always good business and that

the. change and higher costs need to be dealt with via mutual

efforts by the employee, employer and the public sector. It

is necessary for all these groups to review programs, renew

those that remain viable and redo those that are not.

Pioneer has taken a sixfold approach to offset costs and

encourage the marriage or partnership between the three

groups. These six include:

1. coalition

2. alternative delivery systems

3. utilization review

4. benefit plan design

5. wellness benefits
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6. employee awareness

An example of the effectiveness of this approach and results

is seen in the health care cost area.

Pioneer has long been an advocate of reduced medical costs

but also it realized that neither it, nor the public sector

alone could satisfy total needs or resources to control

costs. It, therefore, cosponsored with key corporate and

public sector leaders in Iowa a coalition approach to attack

health care costs and learn to manage the system so that we

get optimum results for the resources spent. This endeavor

to restructure Iowa's health care marketplace to achieve

fundamental, long-term improvement is statewide in scope.

The unique challenge is evident as affirmed by Willis B.

Goldbeck. President of the Washington Business Group on

Health who stated: "Folks in Iowa would cringe at being

called radical, and even reform would sound a bit strong to

many there. To an outsider, what Iowans have done with and

to their medical care system in the past four years is

clearly radical, and something of a lesson for many other

parts of the country." This reshaping in which Pioneer

participates includes: the establishment of a health data

commission which makes available information on doctor's and

hospital's fees; formation of community and state level

coalitions of business, labor consumers and other groups

who, in the past, worked separately; and the establishment

of a private, non-profit Health Policy Corporation of Iowa,

which was formed in May, 1982. This corporation

successfully acts as a catalyst and forum for dialogue for
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aII interest groups per the enclosed brochures. The

coalition approach has, therefore, enabled Pioneer to

successfully address key information and "ssue - more

effectively to lower costs. Additionally, Pioneer ha-

radesiyned its plan to prv d, options for thc ctnployee to

manage his or her costs through alternative sources, such as

Blue Cross/Blue Shield and Health Maintenance Organizations.

Presently we are now analyzing additional options such as

self-administration of health care costs, which we have

already done for our 300 retirees.

Results in Pioneer are significant. Pioneer has replaced

the traditional "first dollar" insurance with cost sharing

plans that include economic incentives to receive needed

care from the most appropriate and cost-efficient providers.

Correspondingly Pioneer has been able to keep the Company's

health care costs below the national average. Examples of

this include reaching a level of 443 patient days per 1,000

with only 93 admissions per thousand vs. a national average

of 1212.5 per 1,000 for 1982. Additionallly, the level of

our people staying in the hospital is an average of 4.3 days

compared to a national average of 6.9 days. Our trend is

also a pcsitive one since these results compare to 826 per

1,000 for Pioneer in 1979 and 577 per thousand in 1982.

Average length of stay in 1981 was 6.2 days and 5.2 days for

1982. Clearly then, health care is a shared concern by

Pioneer's employees.

Additionally it has been recognized by Pioneer that
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attention to improving employee and dependent health through

weiress programs is essential to proactively promote cost

avings in the long term. Pioneer began its Health Guard

program in 1979 and offers all employees and their spouses

an annual health screen which includes vital signs and a

urinalysis. Employees also receive a complete blood

cnhnastcy analysis and a hematology test for white and red

cell counts. The results of the test are confidential.

They are mailed to each employee or spouse with an easy to

compr ehend explanation designed to increase the

participant's overall understanding of health. Each health

screen costs the company approximately $48.00.

Approximately 98% of the employees and 73% of the spouses

participate in the health screen. In addition to the health

screen, two incentive programs are offered:

i. TOTE (Trim off the excess) designed to encourage

employees and spouses to lose excessive weight. (Each

person is paid $5 per pound lost until desired weight is

reached. If the desired weight is maintained for one

year, additional incentives are provided.)

2. COP (Cut out puffing) designed to pay an employee or

spouse $150 to quit smoking for one year.

Since these programs have been operational, measurable

results include:

a. During the first year, 6% of those screened discovered

serious abnormalities. In 1983 less than 1% had serious

abnormal cities.

b. Approximately 60% of all overweight employees
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participate in the TOTE program with 90% achieving

weight loss.

c. An estimated 37% of the Pioneer population smoked in

1979. As of 1983, 40% of these people have stopped for

at least two years as a result of the program.

These steps, as well as aggressive employee health

education, have contributed to our overall cost management

program. Pioneer's per-employee increase in health care

costs decreased from 23% in 1980 to 10% in 1983.

The challenge remains clear for all facets of Pioneer's

employee benefit program. Our disability benefits, life

insurance, health, and dental are self insured so we pay for

only the claims that are incurred. If tax incentives were

the driving factor vs. cost containment, Pioneer would fully

insure all of its benefits which would ultimately be more

costly. The key for Pioneer, therefore, remains one of

encouraging both private and public sectors to diminish the

credibility crisis and enhance the marriage between business

and government to most effectively address the issues.

Pioneer's efforts, as well as Iowa's, are evidenced through

its efforts to seek balance between private and public

sectors, regulation and competition, and between providers

and payers. We are making major investments in long term

systems change toward making quality, affordable plans

available. We request your help in participating in that

long term approach with us.
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Company Name (Optional) PInneer W-re!
International' Inc.

/ All Employees 0 2..LUL
L7 Salaried Only 0___

TABLZ 2

EMPLOYEE BENEFITS PERCENTAGE COST, BY-CATEGORY, 198n

Employer Payments as
Percent of Wagea

and Salariesit

Employer Payments
as Percent of
all Benefits

Total Benefitw

Leia1ly-Required Employer Payents

Social Security
Unemployment Compensation
Workers' Compensation
Other Payments

Discretionary Taxable Benefits

Time Not Worked
Rest Periods
Other Taxable Benefits

Discretionary Tax-Favored Benefits

Defined Benefit Pension Plant
Capital Accunulation Plans
Disability Plans
Group Health and Life Insurance

Active Workers
Retirees

Other Tax-Favored Benefits

472

10%

.072

-.02%
.01%
0

22%

15%

4%

.05%

.05%

21%

15%

__Q2

47%

182
12%
18%

32%

2z

112
10%

.02%

TABLk 4

HEALTH BENEFIT AVAILABILITY, 1983

Group Insurance
0

125 Plan
0 1

HHO

$o-$ 9,999.
10,000- 19,999
20,000- 49,999
50,000- 99,999

100,000 or more

Tital

23
728

69__
3

I
38

57
4

.001

1,906 100%

2

100% 143

~2-
10L

100%/
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Senator PACKWOOD. Gentlemen, you have all reemphasized, the
point that becomes more and more obvious, that the bulk of these
benefits go to low- and middle-income employees, no matter how
you cut it and slice it.

Unfortunately, the examples that are cited as abuses are usually
high-income employees in very small privately held corporations.
Everyone generalizes from that and thinks that's what's wrong
with fringe benefits.

It is the same problem we have in taxation generally; we can
cure the abuses, and indeed we should, with antidiscrimination
clauses. Unfortunately, so few people are affected it doesn't have
much revenue effect.

Indeed, if we are worried about revenue and the loss of revenue,
there is no way that we can tinker with these programs without
affecting the broad, lower, and middle income people.

You have the same problem when we are talking about the defi-
cit and raising money. There are loopholes to be closed, but we are
not going to balance the budget by simply taxing the wealthy-
there aren't enough rich. If we could confiscate all of the income
above $100,000 a year, it would raise $76 billion, once, because
nobody is ever going to make over $100,000 again, and that goose is
therefore gone.

We have to get in our minds the fact that the abuses have to be
cured. But that isn't going to solve the revenue problem. The philo-
sophical question comes: Do we want to solve the revenue problem
by limiting these benefits? Then, the ultimate philosophical ques-
tion would be: If we limit them, do we think that is going to be the
end of the request or the demand for them? If not, how are they
going to be paid for? My hunch is, you are going to pay for them
with taxes on your companies at a much higher rate than you pay
now to provide the benefits and with much less satisfaction to your
employees.

Dave.
Senator DURENBERGER. Mr. Chairman, I am very pleased that all

of these people are here from Iowa. And from the standpoint of
what this hearing is telling the world, hopefully, in terms of the
reliability long-range of the employer/employee relationship, it's a
tremendous learning experience for all of us to watch a State at
work.

In my looking around for innovation in health care over the
years, it strikes me that your county, or that Multnoma County,
OR, is where a lot of innovative things have sprung out of. They
have sprung out of the Twin Cities, the part that I represent. But
now, the latest thing to hit all of us, thanks to the Wall Street
Journal and to the fact that it is Roger Jepsen and not Chuck
Grassley that is bringing all of us to Iowa, is that we are all discov-
ering what wonderful things-you know, 'a big surprise'-that re-
sponsible employers and responsible employees can do if they are
just given appropriate opportunities.
I The other thing, I think if you look closely at just the health care

side in Iowa-and I see one of you has the HPCI stuff attached
here-is how important people are. I mean, Bob Burnett at Mere-
dith-I am just picking one person; there are probably others. But
the president, or chairman, or CEO, or whatever, went up against
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the whole establishment down there in Iowa, rallied all the rest of
these folks behind him, and had to beat up on a whole lot of
people. But they stuck to their guns in that State. I found my expe-
rience down there 2 weeks ago to be incredibly enlightening. In
Minnesota you usually say, "If you can do it in Iowa, you can do it
anywhere." [Laughter.]

The reality is, they are doing it a whole lot faster in Iowa than
we are doing it statewide in Minnesota. And that's what I told
them. And I had a bunch of CEO's sitting at a lunch there. I said:

I'll bet you couldn't go to a comparable group of CEO's in Minnesota-which ev-
erybody brags about as being competition and choice-and find them as smart,
knowledgeable, and committed as you find them in Iowa.

There is one nice thing that at least a couple of these witnesses-
Mr. Shonsey, and Mr. Storey-have attached behind their state-
ments, and that is a breakout of employee benefits percentage
costs. It sort of gives you an interesting view of the legally required
employer payments, the discretionary taxable benefits, the discre-
tionary tax-favored benefits, and where some of this money goes. In
both cases there is a fairly substantial chunk of the total under
"time not worked", "rest periods", and that sort of thing.

I just maybe have a question of one or more of you, and that's in
this whole business of "sick leave," which I happen to think is sort
of an antiquated, very costly approach to this whole business, and
we are really stuck with it in public employment, particularly at
the local government level. They bargained to carry their so-called
sick leave with them forever and all that sort of thing. It is a huge
chunk of an employer's cost.

If you really wanted to do it right in your wellness programs-
besides paying the $150 for not smoking for a year, as Mr. Shonsey
does-you try to convert this whole concept of sick leave, which is
really just a giveaway for a lot of people, into some kind of a well-
ness leave, and put the incentives for time off. Stop sending flowers
to people in the hospita and send the flowers to people who don't
go to the hospital-you know, that kind of a concept-and just deal
with that section of the employee beneifts. Again, they fall into the
category of costing us all something, because you are paying them
salary for taking all that time off, and all the time not worked, and
all those rest periods, and all that sort of thing. There is a pretty
good chunk of revenue foregone there, too.

In Iowa, or in some of these companies, is there some effort to
try to convert this concept of sick leave to something else? How do
we deal with that issue?

Mr. Taylor.
Mr. TAYLOR. I might comment brefly about that, because it is

something that we had that we abandoned. Maybe it is time to
come back to it.

When I first started working for Bankers Life Co. over 30 years
ago, we had a program where, if you were neither sick nor tardy
for a month at a time, you earned an extra half day of vacation.
And the way we controlled the timing on that was whether you
punched in on the time clock. Then it became undignified to punch
in on the time clock. Somewhere in the process it was changed
around so you just had sort of a special time. It is now not motiva-
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tional, for the very point that you are saying. We do have a well-
ness program, but I am very interested in your comments. We may
well think about something like that.

Senator DURENBERGER. There are some companies trying it. It is
real hard to do-you have to be small, and you have to be privately
owned, and that sort of thing.

Mr. SHONSEY. Senator, I would like to also comment on that. I
fully agree with your statement, and we are looking at that. It re-
minds me-I once had a person tell me never to read the newspa-
per in the morning because everything in it is negative, and you
should read it at night so you don't ruin your day. I think the topic
is true, also, for when you say "sick leave." It automatically con-
notes a negative rather than a positive. The thrust we are taking,
and we are struggling with it as you referenced because it is diffi-
cult, is to address how do we increase and provide those benefits
for people with time on the job versus time off the job, and make it
more fulfilling. Hence, from that sheer pragmatic sense that I ref-
erenced earlier, we are going to be more productive also, and the
country will also be more prosperous.

Senator DURENBERGER. Mr. Storey.
Mr. STOREY. I think you said this but I just want to make sure

we all understand. The reason we put this in here is to make sure
that it is understood that when people talk about benefits ap-
proaching 40 percent, that a lot of what they are putting in there
is taxable, and all of this money is taxable, both the discretionary
and the big hunk of it that is legally required, that we have to give.
So the discretionary is much less than that 44 percent.

On your particular question, we worked very, very hard on that.
I believe that for true sickness we should pay, and that we must
keep sickness. We are experiencing in the Maytag Co. with a pro-
gram that does reward people for not being absent, and they earn
time off. I would say, however, that we have done this in regard to

-the-union; but it is kind of an odd thing. What you want to do is
not have people off the job, and here you are giving them rewards
in putting them off the job. So there is kind of a disparity in what
you are trying to achieve. We are struggling with it.

Senator PACKWOOD. Chuck.
Senator GRASSLEY. I suppose I ought to add lots of questions, but

it seems like the hour that I have been here when I have heard
you two ask questions of other panels as well as this one, I'm afraid
I might plow old ground. They have not been bashful about con-
tacting me on this subject, I don't think I will bedraggle the prob-
lem anymore or the issue anymore. [Laughter.]

Senator PACKWOOD. It is exactly that kind of balance that makes
you so popular on this committee. [Laughter.]

Gentlemen, thank you very much.
We will conclude today with a panel of John Kriebel from the

Sun Co., Harry Smith from the Sun Co., R. William Taylor with
the American Society of Association Executives, and Virgil H.
Hare, with FMC Corp., Chicago, IL.

Gentlemen, you have been very patient. Thank you.
Mr. Kriebel, go right ahead.
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STATEMENT BY JOHN W. KRIEBEL, SUN CO. INC., WESTCHESTER,
PA

Mr. KRIEBEL. Thank you, Senator.
I am very proud to be here today. As you know, my testimony is

very short, and I am going to give you a little rest.
I am 77 years old, retired for 13 years, and I was employed by

the Sun Co. at the Marcus Hook Refinery for 46 years. I assure you
I will not give you any of the mind-boggling statements that I have
heard here this morning.

I compliment you gentlemen for listening to all of this testimony
and even questioning some of these people with questions they
couldn't answer. My compliments to you.

My first job with Sun was in 1925 as a messenger boy, and I
went through a program of foremanship into the personnel depart-
ment, which I understand today they call Human Resources. I
ended up as a supervisor of employee activities and community re-
lations. I set up a program in community relations for the compa-
ny.

At the time I was hired in 1925 there were no benefits-none at
all. The first benefit that the company gave us was a stock pur-
chase plan. We were able to put a percentage of our salaries into
the stock plan, and the company contributed something to that.
This program was very helpful to me. I was able to educate two
sons-one is now a doctor west of Seattle, and the other is a school-
teacher at the Milton Hershey School in Hershey, PA, which you
might know as Chocolatetown, USA.

Later on the company got into a program with the Aetna Insuir-
ance Co. which was a supplementary program to medicare. This
was very helpful to me. For the last 2 years I have been fighting
cancer, and I spent the last year at Sloan-Kettering Hospital in
New York. You might be interested to know that Monday of this
week I had an examination at Sloan-Kettering, and they say I have
no more cancer. I am cured. So I will go back in November for an-
other examination.

But the cancer wasn't too bad; my problem was medicare in New
York. Now, medicare in New York thinks there is only one place,
that's Westchester, NY. But I live in Westchester, PA. So I was get-
ting mail from Westchester, NY, and Westchester, PA. But the
post office was very good-they stuck to the ZIP Code and every-
thing came t8' Westchester.

But this was a complicated program. They got everything fouled
up. In fact, I knew a widow who was in the same position as my
wife was in these forms. Her husband died and she had these com-
plicated forms-insurance, Social Security-and she finally said,
'You know, I kind of wish now he hadn't died." [Laughter.]

But, gentlemen, I think the private sector can administer these
programs beautifully. I have these medical programs that I have
lived with for many years. They io a wonderful job. And in the pri-
vate sector you are eyeball to eyeball with the administrator of the
program. If you have a problem you can go to them; they know
who you are. You are not a number. And it has just been a wonder-
ful experience for me to be with Sun and be retired.
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Senator PACKWOOD. Your story reminds me of when John's wife
Emma died: Sy came over to see John and went on at some length
about how sorry John must feel. After a minute or two, John said,
"Well, now, Sy, it wasn't as if she was a blood relation." [Laugh-
ter.]

Mr. Smith.

STATEMENT BY HARRY G, SMITH, DIRECTOR, HUMAN
RESOURCES SPECIAL PROJECTS, THE SUN CO., INC., RADNOR, PA

Mr. SMITH. We also appreciate the opportunity to be here. We
submitted our written testimony to you, and our modesty permits
us to tell you it is an absolutely brilliant record of a success story-
a success story in the private sector handling comprehensive bene-
fit programs for thousands of employees. And that success story, in
my view, could be repeated many times over throughout the For-
tune 500 and the Fortune 1000. I am talking heavy industry; I'm
talking big industry. I am hot talking the few professional associa-
tions or organizations that are doing things that get you people up
in the air and cause you to do bad things to us; I'm talking about
where the bulk, where the millions of American workers are em-
ployed.

I don't think I can add to the body of knowledge here today, but I
would like to make a couple of observations. I would like to say
again that these benefits are for all employees covering-the entire
spectrum of income; they are not for the highly paid-that is just
foolish. I talked to EBRI here in town, and they have some good
research for you.

You call these fringe benefits-that, they ain't. We have 35,000
employees over the whole company and in the oil-related activities
maybe 15,000, and the other day we looked into the cost there, and
we came up with $225 million roughly, and that includes the legal-
ly required payments. Further calculation revealed that for every
dollar of wages, 50 cents is going into these benefits. That's why I
say they are really not "fringe" or "marginal", they are pretty
heavy. And we will pay attention to those costs.

Another thought I would like to leave with you is that I sort of
view benefits in two tiers. There are those benefits that are just the
basic needs of humanity, and there is the other group. Those basic
needs are associated with aging, with disability and death and ill-
ness, all that kind of thing. There are new ones coming on. I am
not so sure but that in a two-income society day care is just as
basic as burying somebody, keeping him well, sending him to the
hospital.

So we have to be alert to the changes in our society so that we
can make adjustments to take care of the problems.

The other set of benefits-the ones I call the others-you know,
Congress made some changes in the code, and then we had a whole
army of just absolutely brilliant consultants. They can come up
with a dazzling array of all kinds of benefits or produce most any-
thing you want, from a yacht, vacation spas, and heaven only
knows. I imagine you can even get tickets to the Redskins' games

39-706 0 - 85 - 38
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But the benefits that we feel should be supported by tax incen-
tives are the basic benefits; what you do with the others is up to
you.

They say, "Well, they serve a useful social purpose." Well, so
does Little League ball, but I really don't see a relationship be-
tween that and the employment relationship. So I think-well, one
last thought.

We know we have a deficit, and we feel that the benefits commu-
nity will have to do its part. But we just ask you to show restraint.
I am reminded of the farmer who had this beautiful farm and had
a peg-leg hog. A stranger driving along said, "I've got to stop in
and see about that hog." The farmer kept ducking the issue, and
showed him the farm. Finally he said, "You've got to tell me about
this peg-leg hog." "Oh," he said, "that's the most marvelous animal
in the world." He said, "Last spring it saved my daughter; she fell
in the pond, and before I could get there the hog pulled her out. He
done several things."

"Well, what I want to know, tell me about the peg-leg." "Well,"
the farmer says, "when you have an animal that valuable, you
don't eat him all at once." [Laughter.]

Don't eat our benefits all at once.
Senator PACKWOOD. Mr. Taylor.
[Mr. Smith's written testimony follows:]
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SUN COMPANY, INC. TESTIMONY TO THE SENATE FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

July 26, 27, 30, 1984

We are here today to share with you a description of Sun's Benefit
Program so you may fairly assess the efforts of private industry at providing
income security.

I. Direct Cost of Benefits

In 1983, Sun Company spent $155,783,000 to provide basic benefits to
all regular employees. Additional benefits were provided which resulted in
a supplemental expenditure of $80,616,000 for a total benefit expenditure
of $236,399,000. For every dollar Sun spent in 1983 on base wages for an
employee, another 50¢ was spent to provide benefit coverage.

II. Benefit Program

Sun maintains a carefully designed retirement program which is intended
to meet the replacement income needs of its employees. This program is
made up of two plans. One is a defined benefit pension plan, the Sun
Company, Inc. Retirement Plan, which provides fixed retirement income and
serves as the primary source of retirement benefits. The other is a
defined contribution plan, which is called "SunCAP". This plan combines a
cash or deferred arrangement (401(k)) with a thrift plan feature which
together provide for pre-tax employee contributions, the first 5% of which
are matched dollar for dollar by employer contributions. Upon termination
or retirement, an employee's account balance is available in the form of a
lump sum.

Sun Company has responded to the impact of post retirement inflation
in the past by periodically granting non-qualified supplemental payments.
Recently, this has been addressed by the Optional Retirement Benefit Income
Trust ("ORBIT") Program which preserves retirement income by giving partici-
pants who retire the option under SunCAP to purchase an annuity from their
account balances. The employee pays only a portion of the full cost of the
annuity with Sun paying the balance. This provides a total of 15 annual
retirement increases.

Other benefits which are provided to all regular employees and retirees
include comprehensive medical coverage, life insurance which is payable
before or after retirement, and once eligible for early retirement, all
employees Fe-cme eligible for an automatic 25% spouse's pension in case of
an employee's death. After retirement, there is an automatic 50% spouse's
pension provided.

III. Conclusion

Sun has a very strong benefits program which would be severly eroded if tax
incentives, as they are currently designed, did not exist or were limited
in the degree of deductibility. Without the current tax incentives, Sun
would be less inclined to develop new programs and would likely, over time,
modify existing programs that would provide the employees or retirees with
a much lower level of benefit.

PJH/DLD1
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Mr. Chairman, we welcome the opportunity to testify

today concerning the future of employee benefits and

economic security.

Throughout the 20th century, the economic security of

workers and retirees has been protected by the strong

social values of benefit plans in American industry.

This has been evidenced by the strong support these

programs have given the troubled Social Security

programs as well as to Medicare and Medicaid. It is our

view that the Social Security system would have

disappeared and been replaced by large, inefficient

federal welfare programs without these company sponsored

benefit plans.

We would like to take a few moments to discuss the

reasons for the emergence of employee benefits. Basic

employee benefits are designed to help handle many

everyday problems which Americans must face. For

example, a disability program allows a disabled employee

to continue to maintain his or her approximate standard

of living while at the same time encouraging

rehabilitation and return to work. Medical insurance

programs assist employees in meeting their medical

expenses, including those of the employee's family and

they also promote good health. Death benefit programs

protect dependents against loss of income in the event
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of an employee's premature death, and retirement

plans help to handle the problems associated with aging

by providing for the continuation of a reasonable

portion of an employee's income in the event of

retirement after a career of active service.

Unfortunately, neither our most sophisticated

technologies, nor our vast government have been able to

eradicate or effectively deal with these problems.

Benefit programs are designed to protect all income

level employees from the blue collar worker to the

executive. Theseprograms also protect the long service

employee as well as the employee with very little

service. In other words, these programs protect all

employees.

The Employee Benefit Research Institute has stated that

the economic security constituency for employee benefits

is made up of over 150 million participants and

beneficiaries. We feel that a constituency so large

should lead more elected officials to be concerned about

the future of employee benefits.

However, it seems there is a view in Washington that

these programs are for the highly paid employees only or

that they are viewed as tax-shelters by all involved.

This perplexes us since this view is contrary to our own
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experience. Consequently, we are here to share with you

a description of Sun's benefit program so you may fairly

assess the efforts of private industry at providing

income security.

Direct Cost of Employee Benefits to Sun

In 1983, Sun Company spent $155,783,000 to provide basic

benefits to all regular employees. This included

expenditures for the following benefits:

Benefits

Pension Obligations

Medical Insurance

Legally Mandated Payments

Sun Capital Accumulation Plan (SunCAP)

Long-Term Disability

Death Benefits

Dental Insurance

Total

Expense

$51,967,000

39,756,000

33,661,000

19,322,000

4,507,000

4,213,000

21357,000

$155,783,000

Of these dollars, 33.4% was spent for the pension

obligations, 25.5% for medical insurance, 21.6% for

legally mandated payments, 12.4% for SunCAP and 7.1% for

other benefits. Sun also provided additional benefits
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which resulted in a supplemental expenditure of

$80,616,000 for a total benefit expenditure of

$236,399,000. For every dollar Sun spent in 1983 on

base wages for an employee, another 50¢ was spent to

provide benefit coverage.

These amounts are expended to provide Sun's employees with

significant levels of economic security. The following

discussion describes the specifics of Sun's benefit

program and how it provides for our employees' welfare.

I. Retirement Plan

Sun maintains a carefully designed retirement

program which is intended to meet the replacement

income needs of its employees. This program is

made up of two plans. One is a defined benefit

pension plan, the Sun Company, Inc. Retirement

Plan, which provides fixed retirement income and

serves as a typical employee's primary source of

'etirement benefits. This plan covers all regular

hourly and salaried employees and retirees. It

provides retirement benefits equal to (1 2/3% times

final average earnings times plan service up to 30

years) plus (3/4% times final average earnings

times plan service over 30 years) less (1 2/3%

times primary social security at age 65 times plan
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service up to 30 years). Examples of retirement

income at various pay levels are as follows:

Employees Retiring 1/1/85 at Age 65 with

30 Years of Service

Final Combined

Avg. Plan Social Retirement % of Final

Pay Benefit Security Income Average Pay

$15,000 $ 3,890 $7,222 $11,112 74%

20,000 6,076 7,849 13,925 70%

25,000 8,474 8,055 16,529 66%

40,000 15,843 8,321 24,164 60%

II. Sun Capital Accumulation Plan (SunCAP)

kThe other part of Sun's retirement program is a

defined contribution plan, which is called "SunCAP."

This plan combines a cash or deferred arrangement

(401(k)) with a thrift plan feature which together

provide for pre-tax employee contributions, the

first 5% of which are matched dollar for dollar by

employer contributions: Upon termination or

retirement, an employee's account balance is

available in the form of a lump sum. More than 80%

of all regular eligible employees participate in

SunCAP.
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III. ORBIT Program

As you know, sustained periods of inflation seriously

threaten any retirement program. As in many

companies, Sun's Retirement program is linked to

pay and, in this way, keeps pace with changes in

the standard and cost-of-living which occur during

an employee's career. However, this self-adjusting

mechanism stops at retirement, leaving retirement

income vulnerable to even modest rates of inflation.

For example, the income of a Sun worker who retires

on a pension of $1,000 per month, assuming an

inflation rate of 5% per year, will be worth $783

after five years in real dollars; after 10 years,

the individual's pension will be worth only $613.

In the past, Sun responded to the impact of post-

reti.ement inflation by periodically granting

non-qualified supplemental payments, payable from

its general assets, which increase the basic

benefits provided under the retirement plan. Sun

granted ten such increases between 1960 and 1983.
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Sun subsequently developed the Optional Retirement

Benefit Income Trust ("ORBIT") Program which protects

retirement income and is designed to augment basic

benefits without changing the underlying design of Sun's

qualified plans. It is designed to encourage employees

to dedicate a portion of their account balances in Sun's

Capital Accumulation Program to the purchase of retirement

income.

Under Sun's ORBIT program, participants in the Sun

Retirement Plan and SunCAP who retire are given an

option under SunCAP to purchase an annuity from their

accumulated account balances. The employee pays only a

portion of the full cost of the annuity with Sun paying

the balance. The ORBIT annuity provides, in effect,, a

total of 15 annual supplemental retirement income

increases. Beginning in the second year of retirement

and for each of the next 14 years, the annuity pays an

increase equal to 3% of the benefits paid in the prior

year from both the basic Retirement Plan and ORBIT.

This compounds, so that by the 16th year o-f retirement,

the retiree's income hav increased by 56% (3% compounded

15 times). At that point, the augmented retirement
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income remains level for life. The annuity also contains

a 50% survivor benefit coupled with a refund feature

which preserves the employee's contributions used to

meet a portion of the cost of the annuity.

In designing this program, Sun explored various alter-

natives for protecting retirement income. Our objective

was to use tax qualified plans to fund Sun's obligation

so that employees would not be in constructive receipt

of taxable income prior to actual payment. The use of

annuities provides the employee with the assurance that

the benefit payments would be fully funded at retirement

and that payments would be guaranteed by an insurance

company throughout his or her retirement years. At the

same time, annuities purchased through tax qualified

plans are less expensive than those which could be

purchased individually and the distribution of the

annuity will not alter the availability of favorable

lump sum tax treatment on other cash amounts distributed

with the annuity.

Another key consideration was to share the cost of

providing adequate retirement income with employees. In

the past, supplemental payments were necessarily provided

at employer expense. Partly to reduce the cost of the
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projected benefits, but mostly due to Sun's philosophy

that employees should share the cost of inflation

protection through savings, the ORBIT program was

designed to be funded by matching employer and employee

contributions.

Current law also requires an employer to ratably accrue

a pension over the course of an employees' participation

in the plan. However, it is difficult to encourage an

employee to set aside for retirement hard-earned cash

thirty years in advance of retirement based on assumptions

of what the eventual cost and need might be. Because of

this difficulty inherent in advance-funding retirement

benefits with employee and employer funds, the program

was structured so that the ORBIT annuity could be

purchased at retirement, at the employee's option when

the employee is more sensitive to his or her retirement

needs and the economic environment. The company contri-

bution was provided at that point to persuade the

employee to dedicate his or her funds towards the

purchase of the supplemental retirement income represented

by the ORBIT annuity.
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In order to get ORBIT started, a transition period was

established to help employees retiring in the years

immediately ahead who wouldn't have as much time to save

for their share of the cost of the 3% ORBIT benefit.

Even though many current employees have been partici-

pating in Sun's capital accumulation programs for some

time and do have enough accumulated to meet a 50%

cost-sharing requirement, the transition period insures

that all Sun employees will be able to participate.

Thus, in the first year of the program Sun met 90% of

the cost and employees paid 10%. This gradual phase-in

has planned to last for 10 years, at which point Sun

will be paying one-half of the cost of the annuity and

the employee the other half.

The following example illustrates how Sun's ORBIT

program works:

Frank retired on January 1, 1984 at age 62. His basic

retirement benefit is $585 per month. He learns from

Sun that an ORBIT annuity would cost $10,498. He pays

15% of the cost - or $1,575 - and Sun pays the other

85%, or $8,923. During his first full year of retirement,
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Frank receives $585-per-month benefit from the Sun

Company, Ind. Retiremtent Plan (SCIRP) or $7,020 for the

year. The following year, that benefit is boosted by 3%

or $17.55. Frank would receive this amount in a check

from an insurance company, bringing his monthly retirement

income from Sun's plans to $602.55. His total annual

benefit in that year would increase from $7,020 to

$7,231 for an increase of $211. The following chart

describes how Frank's benefits grow annually:

Total Annual

Annual ORBIT

Benefit Increase

Year of (SCIRP plus Over

Retirement ORBIT ) SCIRP

1 $ 7,020 --

2 7,231 $ 211
3 7,448 428
4 7,671 651
5 7,901 881
6 8,138 1,118
7 8,382 1,362
8 8,633 1,613
9 8,892 1,872

10 9,159 2,139
11 9,434 2,414
12 9,717 2,697
13 10,009 2,989
14 10,309 3,289
15 10,618 3,598
16 (& thereafter)10,937 3,917

Accumulated ORBIT \
Increase $29,179
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By the time Frank has received all 15 increases, his

retirement income from Sun plans has grown to $10,937

annually or $911 per month, and it remains at that level

for the rest of his life. When he dies, his surviving

spouse receives 50% of the $911 monthly benefit, or $456

a month.

As can be seen from this example, Sun's ORBIT program is

intended to benefit employees by: increasing their

retirement benefits; guaranteeing the source of those

benefits during retirement years; providing flexibility

in the approach toward funding tUe benefit at retirement;

and encouraging employees to save for their retirement

years.

IV. Medical Programs

Due to high cost of medical care today, few in-

dividuals can afford to "go it alone" when they

become ill or need expensive surgery. To help meet

these financial responsibilities when these events

occur, Sun provides a Medical Program for all of its

regular employees, as well as retirees and their

dependents for life.
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Additionally, if an employee dies, Sun will continue

coverage for all eligible dependents for six months

free of cost. The employee's dependents may

continue the coverage beyond this time by making

any necessary employee contributions. Coverage may

continue for a period equal to the employee's years

of completed company service.

The type of medical coverage which Sun provides is

what industry calls "comprehensive" medical coverage.

It has no lifetime maximum benefit, provides

coverage for a wide range of health care treatment

and places a limit on out-of-pocket medical expenses

which the employee would have to pay in one year.

An example of how this program specifically works

is as follows:
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Suppose John, an e0l oyee should be hospitalized after suffering a heart attack. Upon
discharge, he convalesces at home for six weeks. This example shows what his bills
would have been and what benefits he would have received under Plan 1i1. (Assume
John ba not incurred any covered medical exponoes this year.)

expo aes qgver a by

Comreenv oVerage
type of service bills (no deductible) $150 deductible

ambulance to clinic $ 40 $ 40

emergency medical care
(outpatient hospital) 300 300

emergency doctor's care 1S0 150

hospital room and board,
15 days at $300 per day 4,500 $ 4,050 450

hospital miscellaneous
expenses 8,000 7,200 S00

surgery 1,000 1,000

consultation 200 200

special nurses 900 oo

doctor's visits at home 200 200

outpatient drugs 250 250

outpatient hospital tests 900 g0

totals $16,440 $11,250 $5,190

Plan III would pay:

Benefits payable with no deductible

Of the $5,190 in expenses subject to
the $150 deductible,. John would pay
75% of the balance

The remaining expenses of $1,410
exceed the out-of-pocket limit on
employee medical expenses ($1,000),
so the Plan pays expenses above the
limit in full, so $1,410 - $1,000 =

For a total benefit of

So, of the total bills of

Plan III would have paid

John would have paid

$11,250

3,780

410

$15,440

$16,440

$15,440

$ 1,000

39-706 0 - 85 - 39
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Sun also provides dental coverage to all active employees.

In conclusion, Sun is very concerned about the rapid

escalation in the cost of medical goods and services in

this country and has taken numerous steps towards cost

containment and the effective management of such plans.

These have included accomplishments as developing a

Health'Maintenance Organization in the Philadelphia

area, implementing a comprehensive medical plan as a

lower cost option for active employees, and beginning a

nurse consultant program which conducts utilization

review and monitors the cost and quality of medical care

provided.

V. Death Benefits

Sun company also provides all regular employees

with life insurance which is payable to a benef4.ciary

in the event of an employee's death before or after

retirement. The Plan offers non-contributory life

insurance equal to one times base compensation up

to a maximum of $50,000 and supplemental insurance

up to'three times compensation so an employee may

choose the type of coverage which best suits

his/her needs. The Company pays the cost of the

non-contributory coverage under the Plan.
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In addition to Sun's Death Benefit Program is an

automatic 25% spouse's pension in case of an

employee's death. This coverage is provided for

all active employees once they become eligible for

early retirement. The cost is satisfied totally by

Sun. The employee may also elect an additional 25%

spouse's pension which is financed through a

reduced benefit at retirement or for the spouse

upon the employee's death prior to retirement.

After retirement there is an automatic 50% spouse's

pension provided which is company paid.

VI. Additional Benefits

Sun also makes contributions to its Payroll Employee

Stock Ownership Plan for every regular employee and like

most employers provides benefits for time not worked

such as up to six weeks vacation; educational assistance

which provides all regular employees with 90% of the

cost of any approved course of a recognized educational

institution to further his/her career; a scholarship

plan whereby children, of active, deceased or retired

employees may compete for scholarship assistance; and a

matching gift plan whereby Sun matches the amount of a

personal gift of money or securities that an employee or



604

retired employee contributes to a domestic educational

institution. Sun also provides an amount equal to the

employee's personal contribution to a qualified community

organization.

Conclusion

As you can see, Sun has a very strong benefits program

which would be severely eroded if tax incentives as they

currently are designed did not exist or were limited in

the degree of deductibility."

Benefits such as post-retirement medical and life

insurance would most likely be the first to be curtailed

if significant funding or deductibility restrictions

were placed on such benefits. Plans such as the educational

assistance, scholarship support, and matching gift plans

would likely be the next to be eliminated. Finally the

medical and life insurance coverages for active employees

of all salary levels would be reduced to coincide with

any future limitations.

Company support for pension plans Vould be reviewed

carefully in light of any congressional amendments which

affect pension plans. One can expect over the long run

that amendments which make retirement plans more expensive

or to deny advanced funding of future pension obligations
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such as the current freeze on cost of living adjustments

to the maximum limitations on contributions to qualified

plans* will force us to ultimately reduce retirement

benefits by decreasing the amount employees receive as a

percent of final average earnings. Sun would also not

be inclined to provide funds which create indexed

pension benefits for retirees through our current ORBIT

Plan.

Suns retirement and welfare programs are designed to

provide financial security and independence for employees.

To the extent these incentives are "rolled-backed" by

Congress, this financial independence must be replaced

by dependence on the public systems which are far more

inefficient and costly than the programs described

herein. Exhibit A demonstrates the lump sum value of

these programs reduced to a multiple of final pay

measured at retirement.

Sun drafted testimony as of July 28, 1983 on behalf of

the Association of Private Pension and Welfare Plans

which demonstrated the impact of a permanent freeze

under such limits. Under even reasonable assumptions

such a freeze reduces current funding for a retiree who

earns as little as $13,000.
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In conclusion without the current tax incentives Sun

would be less inclined to develop new programs and would

likely over time to modify existing programs that would

provide the employees or retirees with a much lower

level of benefit.

CB1040

7/24/84
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EXHIBIT A

INCOME REPLACEMENT AT AGE 65 PROVIDED BY VARIOUS SUN CO.
RETIREMENT PROGRAMS AND SOCIAL SECURITY

Percent of Income
Replaced by Employer

Provided Portion

265%

37%

150%

Postretirement Medical

Postretirement Life
Insurance

58t

Percent of Income
Replaced by Employee

Provided Portion

6%

150%

2%

9%

519%

Total Percent
of Income
Replaced

265%

43%

300%

60%

10%

678%

1%

159%

Note: Benefits shown above are based on a sample employee age 65 now with final
earnings of $25,000 who entered the plan at age 35. It was assumed that
SUNCAP had been in existence for at least 30 years.

Program

SCIRP

ORBIT

SUNCAP
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STATEMENT BY R. WILLIAM TAYLOR, PRESIDENT, AMERICAN
SOCIETY OF ASSOCIATION EXECUTIVES, WASHINGTON, DC

Mr. TAYLOR. Thank you, Senator Packwood.
I am William Taylor, president of the American Society of Asso-

ciation Executives. We are an organization of about 11,000 individ-
uals who serve more than 6,000 national, State, and local tax-
exempt associations. These associations represent an underlying
force of about 55 million people who are the members of these or-
ganizations.

Many associations sponsor retirement, health, or other welfare
plans as a service to their members. The members who most fre-
quently participate in such plans are small employers or individ-
uals. Our response to your six questions are as follows:

First, the tax law should encourage employers to provide fringe
benefits. Tax incentives are essential to the success and stability of
the current system of employer-provided employee benefits. Since
ASAE's members are individual association executives, the tax in-
centives of primary importance to ASAE are the ones that result in
tax-preferred status at the employee level.

The benefits which ASAE members are most interested in are re-
tirement benefits on a qualified and nonqualified basis, health
care, life insurance, disability benefits, day care, educational assist-
ance plans. These basic benefits, in our view, should not generate
taxable income for employees.

Second, we oppose the targeting of the fringe benefit area for re-
vision simply to raise revenues. Tax incentives in the fringe benefit
area are necessary and should be designed with the singular goal of
encouraging the types and levels of benefits that the Congress and
the public believe is in the national interest.

Third, ASAE believes the existing rules concerning employee
benefits are sufficient to ensure that all employees benefit fairly
from the tax incentives. Speaking for our members, under existing
rules concerning fringe benefits ASAE members provide a high
level of coverage for all employees. Approximately 83 percent of
the population covered by private health insurance are through
employer group plans.

Fourth, the existing tax incentives for benefits such as health
care, life insurance, day care, educational assistance, are effective
in encouraging employers to provide these benefits for a broad
cross-section of employees at a lower cost than any other approach.

If ASAE and its members did not pro. Ade sponsored welfare ben-
efits and education programs, many of these benefits would other-
wise be unavailable to individuals or to small employers, or their
costs would be prohibitive. The only way these benefits become
readily available is on a group purchase basis, frequently requiring
involvement of all employees.

Fifth, tax laws that create an incentive to provide certain fringe
benefits encourage employers to modify their plans to utilize the
tax benefits. It is critical that the tax laws remain relatively con-
stant, because of the cost of implementation and the time it takes
to revise such programs, particularly in associations.

Six, ASAE members are particularly sensitive to the tax incen-
tives for employer-provided fringe benefits because these incentives
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affect their ability to attract well-qualified personnel. Because most
associations are small employers, they are concerned about tax in-
centives that pay the large employers or create tax disadvantages
for small employers.

Thank you, sir.
Senator PACKWOOD. Thank you.
Mr. Hare.
[Mr. R. William Taylor's written testimony follows:]
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TESTIMONY OF

R. WILLIAM TAYLOR

ON BEHALF OF THE

AMERICAN SOCIETY OF ASSOCIATION EXECUTIVES

BEFORE THE

SUBCOMMITTEE ON TAXATION AND

DEBT MANAGEMENT OF

THE SENATE COMMITTEE ON FINANCE

July 27, 1984

I

PRELIMINARY STATEMENT

I am R. William Taylor, President, American Society of Association

Executives (ASAE). I am submitting this statement on ASAE's behalf before

this Subcommittee that is currently considering viewpoints on tax policy is-

sues concerning fringe benefits.

ASAE is the professional society for executives who manage trade

and professional associations as well as other not-for-profit voluntary

organizations in the United States and abroad. ASAE members also include

individuals and organizations that serve the association community. Founded

in 1920 as the American Trade Association Executives with 67 charter members,

ASAE now has a membership of over 10,000 individuals representing more than

6,000 national, state and local associations. In turn, these business,

professional, educational, technical and industrial associations represent
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an underlying force of more than 55 million people throughout the world. ASAE

is dedicated to enhancing the professionalism of association executives, to

improving the performance of the voluntary membership organizations they rep-

resent and to assisting these executives and their organizations in dealing

effectively with public policy issues and in servicing the broad needs of

society.

ASAE is almost overwhelmingly made up of representatives of tax-

exempt associations. Most of these organizations are either tax exempt under

Internal Revenue Code (Code) Section 501(c)(3) or 501(c)(6). An association

is tax exempt under Code Section 501(c)(3) if, among other things, it is

"organized and operated exclusively for...charitable,... or educational pur-

poses." An organization is tax exempt under Code Section 501(c)(6) if,

among other things, it is a businesses league,.. .not organized for profit

and no part of the net earnings of which inures to the benefit of any private

shareholder or individual." Over 90% of these tax-exempt associations are

structured in the corporate form.

Many associations also sponsor retirement, health or other welfare

programs as a service to their members. The members which most frequently

participate in these programs are small employers or individuals. The large

employers already have the "buying power" to purchase these employee benefits

competitively.

As a representative of tax-exempt associations, ASAE represents a

unique constituency. ASAE's members are vitally interested in fringe benefit

issues. As a not-for-profit organization, a tax-exempt association must

look soley to employee benefits to supplement salaries and provide employees

with adequate retirement income and other employee benefits. These programs

2
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are necessary to allow for the purchase of health and retirement benefits on

a group basis to achieve some cost savings.

Accordingly, ASAE is an interested party at this hearing in its

capacity both as a spokesman for tax-exempt associations as employers and as

a representative of the benefit programs maintained by ASAE's members for

their members, whether they be employers or individuals. As an interested

party, we appreciate the opportunity to testify before the Subcommittee and

to submit our views in writing. What follows is a list of the six (6) tax

policy issues raised by the Subcommittee in its Press Release No. 84-148,

dated June 4, 1984, and our responses to those issues.

II

TAX POLICY ISSUES

(1) Should the tax law encourage employers to provide fringe benefits; and

if so, which benefits or services should be encouraged and what type and

level of tax incentive is appropriate?

The tax law should encourage employers to provide fringe benefits.

Employers should be encouraged to provide their employees with certain

basic employee benefits such as health care and life insurance. As an

incentive to do so, the tax laws provide in certain cases tax deductions

for employers and non-taxable income for employees. ASAE believes these

tax incentives are essential to the success and stability of the current

system of employer provided employee benefits.

The tax incentives of primary importance to ASAE on behalf of the

employees of associations are the ones that result in tax preferred

3
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status at the employee level. This is because ASAE primarily represents

organizations that are exempt from taxation under Code Section 501(c).

Therefore, although tax deductions are important to for-profit organiza-

tions, this is not an issue for ASAE's tax-exempt members. The tax-

exempt associations represented by ASAE serve public interest goals.

Indeed, that is the basis for their tax exemption under Code Sections

501(c)(3), (c)(6) or other subsections of Code Section 501(c). Their

purpose is not to make a profit. Because tax-exempt organizations are

different in kind from for-profit organizations, their special needs

should be considered in preparing future legislation.

Tax benefits at the employee level are critical to ASAE members be-

cause they relieve them of the obligation to pay for both the benefits and

the taxes that would be paid by employees on the benefits. In particular,

the benefits which ASAE's members are most interested in are retirement

benefits on a qualified and non-qualified basis, health care, life insur-

ance, disability benefits, day care and educational assistance plans.

These basic benefits should not, in our view, generate taxable income

for employees. These benefits are fundamental to the continued harmoni-

ous daily existence of employees. Without this protection, individuals

are more likely to become destitute and dependent on government-provided

benefits. The free-enterprise system must encourage the private sector

to provide necessary employee benefits to workers by virtue of adequate

tax incentives to ensure the stability and growth of the American eco-

nomic system.

4
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(2) What conditions or restrictions are appropriate on tax incentives to
encourage employers to provide fringe benefits?

ASAE does not have a specific position on what conditions or re-

strictions on tax incentives are appropriate to encourage employers to

provide fringe benefits. ASAE believes, however, that the existing

rules have created a system for delivery of employee benefits that is

working smoothly and efficiently. A major factor in the success of the

current system is the tax incentives under current law.

Unfortunately, it appears that raising tax revenues has become an

important if not 9uiding motivation in recent employee benefit legisla-

tion. This trend, if allowed to continue, can only serve to jeopardize

the sophisticated and efficient delivery system for benefits that pre-

sently exists. To tamper with the status quo is to endanger the needs

of workers who have come to rely on their employer provided benefits.

ASAE recognizes that it is appropriate to examine periodically existing

tax incentives to insure that the system is working properly. We wel-

come further discussion of these issues, and additional legislation to

cure unintended defects and consider whether new and innovative types

of benefits such as dependent care should be encouraged through the tax

laws. However, the need for legislation to cure defects must be tem-

pered by the need for stability in the law in this area. We oppose

regarding the fringe benefit area as ripe for revision simply to raise

revenues. Tax incentives iA the fringe benefit area are necessary and

should be designed with the singular goal of encouraging the types and

level of benefits that the Congress and the public believe to be in the

national interest.

5
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(3) Are the existing rules concerning fringe benefits sufficient to ensure

that all employees benefit fairly from the tax incentives?

ASAE believes the existing rules concerning employee benefits are

sufficient to ensure that all employees benefit fairly from the tax

incentives. Speaking for our members, under the existing rules concern-

ing fringe benefits, ASAE members provide a higtr level of coverage to

all employees. In this regard, we are attaching to this testimony the

portion of the ASAE's 1983 Association Executive Compensation study

concerning fringe benefits. Further, the Employee Benefit Research

Institute in its 1984 publication entitled "Employer-Provided Health

Benefits" has set forth significant figures in support of its conclusion

that employer group health plans are the major source of private health

insurance coverage in this country. These figures show 83 percent of

the population covered by private health insurance in 1979 were covered

by an employer group plan.

(4) Are the existing tax incentives for benefits such as health care, life

insurance, day care, educational assistance, and cafeteria plans effec-

tive in encouraging employers to provide these benefits to a broad

cross-section of employees at a lower total cost than if the Government

provided the benefits directly, if employers provided the benefits on a

taxable basis, or employees purchased these benefits on their own?

The existing tax incentives for benefits such as health care, life

insurance and day care are effective in encouraging employers to provide

these benefits to a broad cross-section of employees at a lower total

cost than if the government provided the benefits directly, if employers

provided the benefits on a taxable basis or if the employees purchased

6
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these benefits on their own. (Since the legislation authorizing educa-

tional assistance programs under Section 127 of the Code expired on

December 31, 1983, this testimony refers to the tax incentives that

were provided under that Code Section.) ASAE and iLs members are active

in providing association sponsored welfare benefits and education pro-

grams for association members. ASAE's experience shows that many of

these benefits would otherwise be unavailable to individuals or to small

employers or their cost would be prohibitive. The only way that those

benefits become available to individuals and small employers is on a

group purchase basis.

One efficient way to provide benefits on a group basis is through

the use of a Voluntary Employee Beneficiary Association, commonly re-

ferred to as a VEBA. VEBAs enjoy a tax-exempt status under Section

501(c)(9) of the Code. Congress has just legislated limits on the

reserves that can be accumulated on a tax-free or tax-deferred basis.

This creates the ability to accumulate reserves on a tax-exempt basis,

thus allowing more money to be spent on benefits. However, the IRS has

issued regulations under Section 501(c)(9) that are being applied in a

manner which denies a tax exemption to organizations representing em-

ployees of related employers operating In more than one state under

the concept of "geographic locale," including employee beneficiary as-

sociations established by national trade associations. The regulations

require that membership In an employee association be defined by refer-

ence to objective standards constituting an employment-related colrnon

bond among the individual participants. The IRS' position is that multi-.

state and national multiemployer associations do not qualify for tax

7



617

exemption under Section 501 (c)(9). This will result in the VEBAs of

these associations being subject to taxation. ASAE strongly opposes

the application of this "geographic locale" concept by IRS. IRS' posi-

tion is without support in the law or its legislative history. Although

we recognize that IRS has in the past expressed concern about the receipt

of tax-exempt income by associations from welfare programs sponsored by

associations for their members and has used its regulatory authority

to attack perceived abuses in this area, this concern should be satisfied

through the IRS' latitude to find that an association has unrelated

business income and the new limits on reserves under the Tax Reform Act

of 1984. Therefore, any perceived abuses may be controlled through

existing law without denying tax-exempt status to a multi-state or

national association under the geographic locale standard. On this

point, we dsk Congress for clarification that this result was unintended

and, if necessary, for legislation.

ASAE believes that the total cost to society is lower for employer-

provided benefits than government-provided benefits because the private

sector is generally more efficient and, therefore, able to provide

"cheaper" benefits. Further, even if this were not the case, the public

sector should provide benefits only if there is no other source of simi-

lar benefits.

(5) How will tax laws that encourage employers to provide fringe

benefits affect compensation planning?

Tax laws that create an incentive for employers to provide certain

fringe benefits affect compensation planning by encouraging employers

to modify their plans to utilize the tax benefits. It is critical that

8
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the tax laws remain relatively constant because the implementation of

most benefit programs takes an extensive period of time. Also, many

employee benefit programs provide long-term benefits such as retirement

benefits, disability benefits, life insurance or health care. There-

fore, regular changes in tax incentives lead employers to resist estab-

lishing new programs and to abandon existing programs. In addition,

each time the law is changed large amounts of time and large sums of

money are spent hy the association community and others to comply with

changes in the law. Often, these changes are merely technical in nature

and do not make any meaningful substantive chanoes.

(6) Will tax incentives for employer-provided fringe benefits affect

potential employees' choice of employment?

ASAE's members are particularly sensitive to the tax incentives for

employer-provided fringe benefits because these incentives affect their

ability to attract well-qualified personnel. Industry and associations

frequently compete within the same labor pool for individuals who have

developed the necessary technical expertise and sensitivity from the

industry the association represents. These individuals may come from

an employer large enough to afford a comprehensive benefit package even

in the absence of tax incentives. Because many associations that are

members of ASAE are small employers, they are concerned about tax incen-

tives that favor large employers or create tax disadvantages for small

employers because they create an often insurmountable handicap in at-

tracting employees. The importance of employer-provided fringe benefits

to potential employees, particularly ones looking to change jobs after

acquiring family responsibilities, should not be underestimated.

9
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Ill

CONCLUSION

ASAE is pleased to be a part of the ongoing dialogue concerning the

role of the tax laws in the employee benefit area. We represent a large,

well-informed constituency that is extremely interested in this and other

employee benefit issues. We welcome the opportunity to assist the Congress

by providing the much needed information it needs to analyze the effectiveness

of the current tax law and to consider the need for future changes. We are

available to collect and provide you with the information you need to makp

informed well-reasoned decisions concerning tax-exempt associations and em-

ployee benefit programs sponsored by associations for their members. ASAE

will continue to communicate with its membership to advise it of the status

of Congress' deliberations on this and other issues of interest.

Attachment

10
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Section 1I

Personnel Practices
and Fringe Benefits

Observations
The changes in distribution of answers to questions asked in both 1981 and

1983 surveys are attributable at least in part to whatever changes there were in
the make-up of the sample. The relationships among associations of various scopes
and among the listed alternative responses are similar for both surveys.

Questions new to this survey give additional information to association exec-
utives. There is a cash bonus system in less than one-fifth of the reporting as-
sociations. Bonuses are based on many criteria, including the following: merit,
association budget surplus, performance in department activities, increasing mem-
bership, excess of association revenue over annual goal, and others. Bonuses are
paid according to various formulae: "in kind," e.g., spouse travel or car allowance;
salary levels; and as a means of recognizing good performance after the top of the
salary range has been reached.

There were a few changes in the retirement questions in the current survey.
Employer cost of the retirement program was broken out to show the cost as a
percent of total association payroll and a percent of the payroll of employees
covered. There are no clear patterns in these responses among associations by
scope of membership. Cost-of-living adjustments for retirees were defined in this
survey as "automatic," "ad hoc," or "none." Over two-thirds of the responding
associations make no cost-of-living increases for retirees.

In an effort to present the information on medical insurance in a more com-
prehensive format, we have presented all positive responses without regard to
whether coverage was for single plan, family plan, or both. Often, whether or not
a person reported the type of plan available depended on marital status. Hospital
indemnity insurance was added to the list of medical insurance coverage this
year.

A new question on base salary for an entry level clerk was added to this survey.
There were only slight variations in the averages and medians, regardless of
association characteristics.
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By Type
Trade Associations
Professional Societies

By Budpt
t200.000 or under
$200,001-300,000
$300,001-500,000
S500,001-750,000
$750.001-1,000,U00
S1.000.001-2.500,000
$2,500.001-5,000,000
$5,000.001-10.000,000
Over $10,000,000

By Scope
National
State/Regional
Local

By Area
New England
Middle Atlantic
East North Central
West North Central
South Atlantic
East South Central
West South Central
Mountain
Pacific

Entry Level Clerk-Daes Salary
0 of ampomses

525
433

141 1
115
154 1

121 1
86 1

193 1

83 1
41 1
24 1

421 1
405 1
132

38 1
118 1
225 1
68

248 1I
41

67 14
53

102 1

bveraes
10.500
10,200

0,400
9,800

10,300

0.400
0,500
.0,600

0,300
0.100
0.100

0,800
0,100
9,700

0,300
0,000
0,200
9.700
0,800
9,000
0,400
9,800
1.000

Median
$10,000

10,000

10,000
10.000
10,000
10,000
10,000
10,400
10,000
10,000
10,000

10,500
10,000
9.600

10.000
10,000
10,000
10,000
11,000
9,000

10,000
9,600

10,800
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TABLE 36 Personnel Practices
Analysis of Salary Administration Policies by Association Scope
Position: All Manaement Personnel

" ahsgay sotut for
Idpe eemaud:

Total Respondents

Salary Grad"
Yes

No

No Answer

Salary Rangsa
Yes

No

No Answer

Types of Salary Increass

Merit Increases

Geneael (acrss-ths-
boardl Increases

Coet-ol-Livin8 Increases

Lorilth-of.Servics Increases

Usual Intervals and Timing of
Salary Reviews

UJuol Interval
6 months

12 months
Othe,"

No set interval

No Answer

Usual Timing
Anniversary date

January 1

Fiscal Yo

Annual Convention

Other

No Answer

Cash eonu System
For Chief Paid Executive

Yes

No

For Second Highest Paid Executive
Ye

No

For Dspertment Head
Yes

No

%oI
%of % Of Slatw State/ %Of

Total No. Total Natloal Nadomal Reoeaal Raieeool Local Local
of Ases. Amss. Am.a Ainn. Ais. Atone. A sse Amine

1.129 100% 476 100% 494 100% 159 100%

171 15% 96 20% 59 12% 16 10%
677 78% 346 73% 3" 61% 132 83%
61 7% 34 7% 36 7% 11 7%

327 29% 177 31% 114 23% 36 23%
731 65% 273 57% 345 70% 113 71%
71 6% 26 6% 35 7% 10 6%

87 79% 396 04% 365 74% 124 78%

369 33% 139 29% 178 38% S2 33%
441 40% 179 38% 205 42% 64 40%

132 12% 51 11% 50 10% 31 20%

47 4% 15 3% 21 4% 11 7%

966 85% 416 88% 422 86% 126 79%
6 1% 1 4 % 1 1%

33 3% 11 2% 0S 3% 7 4%

77 7% 31 7% 32 5% 14 9%

261 23% 143 30% 67 I 18% 31 19%
293 26% 106 22% 127 26% 60 38%
343 31% 133 26% 182 37% 38 24%

36 3% 23 5% 13 2% 0 0
49 4% 25 5% 19 4% 5 3%

147 13% 56 12% 66 13% 25 16%

182 16% 69 15% 74 15% 39 2S%
924 62% 396 83% 409 83% 119 7S%

124 11% 511 11% S 10% 22 14%
806 73% 368 78% 335 418% 104 65%

776 60% St 1% 49 10% t! 10%776 69% 3110 1 71% 1 319 65% 97 1 61%

-MW IS , upaua eq mmsgsA e Of eq yjM' eq lIM d mavimises
-dN 11m 1%

47
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48 TABLE 37 Personnel Practices
Analysis of Employment Contracts by Association Scope
Position: Chief Paid Executive, Deputy Chief Paid Executive

Clie Pai UNIaIsive
Total Respondents

Type of Contract
Formal Conuact

Letter of ASmment

Retained by Resolution
of the Board

Verbal Arrangement Only

Other

Term of Contract
I Year

2 Years

3.4 Years

5 Years

Over 5 Years

Continuous Contract

Deputy Choef Pid Executive

Total Respondents

Type of Contract
Formal Contract

"o,ter of Aleement

Retained by Resolution
of the Board

Verbal Arrangement Only

Other

Term of Contract

I Year

2 Years

3 Years

4-5 Years

Over 5 Year

Continuous Contract
Lm the 1%

%of
%of % f Stlot Slow %Of

Total N. Total NeMta Netea ROOIMWl 1Ial011 Local Local
of Ass.. Aoms Am. A Ase. Aos Ase Anan. An"om.

1.129 100% 476 100% 494 100% 159 100%

330 29% 171 36% 122 25% 37 23%

143 13% 71 Is% 54 11% to 11%

350 31% 128 27% 1?3 35% 49 31%
397 26% oo 21% 142 29% 55 35%

6 1% S 1% 1 0 0

90 8% 44 9% 28 6% 10 11%
SI 5% 26 5% 1 4% 7 4%

121 11% 69 I5% 39 8% 13 0%

47 4% 27 6% 16 3% 4 3%

7 1% 4 1% 3 1% 0 0
37 3% Is 3% 20 4% 2 1%

812 100% 371 100% 343 100% 96 100%

46 6% 22 6% 18 5% 6 6%
92 11% 52 14% 33 10% 7 7%

106 1% 47 13% 49 14% 10 I0%

$55 68% 240 64% 238 69% 73 75%

17 2% to 3% s 2% 2 2%

3s 4% 23 6% 9 3% 4 4%
S 1% 4 2% 1 0

17 2% 6 2% 6 2% 3 3%

I I 0 0

0 0 00
1o 1% a 2% 4 2% 0
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TABLE 37 Personnel Practices
" ouad Analysis of Employment Contracts by Association Scope

Position: Chief Paid Executive, Deputy Chief Paid Executive

Cnbw clause allowing sociatuon
1o ,ormnIMt before the specified

number yOeaid Paid Liaetlo.

Yee
No

wtwy Chief ecetlve
yes

No

Lent of notice to be given
Chie reid wuive

I month

2 months

3 months

4 months

6 months

9-11 months

12 month

Deputy Cd ecutive

I month

2 months

3 months

4 month$

6 months
"Lam "a I%

%ofofd SlaW Sow %at
TOtMN. OT a Ntlemal Natode4d aRVImeal R0lsl Leca Local
of Assm Am Mm M M Am. MAsm m.

251 22% 127 27% 95 19% 29 18%

129 11% 71 1I% 40 % i s6 11%

41 5% 20 5% 14 4% 7 7%

51 6% 24 6% 22 6% s 5%

42 4% 17 4% to 3% 9 6%

36 3% II 2% to 4% 6 4%

83 7% 40 6% 34 7% 9 6%

9 1% 6 1% 3 1% 0 "0

90 7% 52 11% 20 4% a 5%

I ' 0 0
24 2% Is 3% 9 2 0

21 3% I 2% 6 2% $ S%

5 1% 2 1% 2 1% I 1%

2 , 1% 8 2% 3 1% . 1%
3 2 1% 1 0

7 1% 5 1% 2 1% 0

49
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50 TABLE 38 Personnel Practices
Analysis of Employment Experience by Association Scope
Position: Chief Paid Executive, Deputy Chief Paid Executive

Cisf Pad rateeve
Total Itspondests

Number of years in present
position

1".2

3-5

6-0

10-14

15-19

20-20

30 or more

No Answer

Previous Position
Current Association
(different capacity)

Another Association

Government

Military

Private Industry
Self-employed Professional
Educational Institution

Other
No Answer

OeptMy Cd EsaXctlea
Total Respondents

Number of years in present
position

10.2

3-5

6-9
10-14

15.19

20-29

30 of Mon

No Answer

Previous Position
Current Association
(different Capacity)

Another Association

Government

Military

Private Industy
Self-employed Professional
Educational Institution
Other
No Anwer

-ledM s, ,e *M I .

%of
% of %ef St Slatw %o

Tota N. Totea Neteml Netem geos Eeolma Lec Local
of Amao Am Ass Am Ao Ameeb Aasna. Ao

1.129 100% 476 100% 494 100% 159 100%

183 16% 02 19% 71 14% 20 13%
277 25% 114 24% I15 23% 48 30%
210 19% 80 17% tI 20% as 18%
233 21% 96 20% I; 23% 2s 16%
04 8% 37 6% 43 9% 14 9%

104 9% 43 % 43 0% 16 11%
13 1% 5 1% 6 1% 2 1%
15 1% 9 2% 3 1% 3 2%

222 20% 108 23% 95 10% 19 12%
386 34% 155 33% 172 35% 61 36%

104 9% 34 7% 56 12% 12 8%
25 2% 13 3% 7 1% 5 3%

253 22% 103 - 122% 06 22% 42 26%

41 4% 16 3% 16 3% 9 6%
80 7% 30 6% 34 7% 7 4%
12 1% 6 1% 3 1% 3 2%
4 2 %1 1 %

812 100% 371 100% 343 100% 96 100%

236 2% 100 27% 10 32% 29 30%

222 27% 0 24% 101 30% 31 32%
153 16% 71 19% 65 19% 17 17%

106 13% 61 18% 36 10% 11 11%
43 S% 21 6% 16 5% 6 6%
37 5% 21 6% 14 4% 2 2%
3 2 1% 1 0 0

8 1% S 1% 1 2 2%

145 1% 76 20% 54 16% is 16%

141 17% 77 21% so 15% 14 14%

02 I1% is 7% 5o 17% 9 0%
14 2% 4 1% 7 2% 3 3%

261 34% 127 34% 111 32% 43 44%

30 4% 12 3% 14 4% 4 4%

79 10% 36 11% 35 10% S S%

25 3% 11 3% 9 3% 5 5%

5 1% 0 50 5 1% 0 *"
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TABLE 39 Fringe Benefits
A of bn mmout Benefits by Ao clann on ScopePosition: AH Manapment Penonnel

Tota Repo, eats
TYPO o o meat PSMO

IRS Quidll d ItlRtment PlNS)
JAS Qul. A Df"a d CoMp. Plan
D$Famd Compeneaon ?IWO)
individual Reementt AcC. (IRA
Tax Soita d Annuty (TSAI
Otbw
Noe (no plan)
No Answe

Plan I:
WOIne aeit Plan
Defined Contributlon Plan
No Anwe,

At aW
21 and below

22-24

25

26-30

And/or ufter
I ye 's employment
2 yea' employment
3 years' employment
4-S years employment

100% Immediate

Graed t00% In:
La dant 10 yea

10 yees
I1.ISy eas

CItN vsen 100% after1O yne.
Otbar

No AMw
:Add . .1 U. b. d uIsft pl.a
I* tIs

S %a bees' 1tle %e

TelN.. T"tal Nomamai ma e" l laaml l
A AAm & A Am Am m A& Am Am

1.1n 100% 476 10o% 44 100% is# 1o

531to 48% 246 52% 210 43% 60 38%

80 7% 3y 6% 32 0% it 7%
$a 7% 33 7% 31 0 % it 7%

i15 10% 34 7% So 12% 3 14%

94 9% 3 11% 28 6% 54 9%

60 5% 20 4% 29 3% 1t 7%

n 1 , 3 13% of 20% 33 2a%
1i 2% 1 2% 3 2% 2 1%

347 37% 173 43% 133 34% 36 21%

429 40% 179 43% l31 40% 605S%
is 17% 5 14% W1 20% 21 17%

35 4% I1 3% 13 4% 3 6%

47 5% 22 S% 22 0% 3 2%

173 56% O 24% s0 15% 1 14%

1 1% G 1% 2 1% 0

240 27% 12 31% 15 24% 26 21%

21 % # 2% o 10 3% 2 %

so I 3 % 22 0% i t %

23 2% 14 3% . % 3 2%

1" 21% 81 1 2% 73 18% 36 26%

126 14% 57 14% s 14% 1s 13%

177 1% #1 22% 72 1 % 14 11%

91 10% 41 12% 36 6% 13 50%

160 17% of 18% 74 19% 20 16%

13 1% 9 2% 4 1% 0 *

358 38% 1 _ 2119 % 173 45% 01 48%

51
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52 TABLE 39 Fringe Benefits
CoAUntued Analysis of Reiremeut Senefits by Association Scope

Position: All Manaement Personnel

Normal retirement at:
Under 62

62
65

70

Other aem

Fally retirement at:
Under SS
SS

60

62

Other aes

Latb of Sorvice Requiremntt
Maximum Benefit:

Years of Service
Under 10

10

ii.15

20

25

Over 25

Earlv Reirement
Yeors of Service
Under 10

to
11.15

Over 1S

Minimum Benefit
Years of Service
S or less

6-10

Over 10

Benefit reduction for early retirement
Yes

No

No Answer

uada ead hPoyeat
Percent of retirement program cost

paid by the association
50% or les

100%

%of % d slow. Staw %f
TOa No. Tota Ntimal Notrema Regima eO Os Local Local
f Au.. Ama. Auae Afta. Asamoe Aaaa Aato. A....

24 3% 9 2% 12 3% 3 2%
16 2% 6 1% 6 2% 4 3%

654 70% 316 77% 256 65% 76 62%
11 1% 4 1% S 1% 2 2%
2 so I I. 0 1__

14 2% 6 1% G 2% 2 2%
240 26% 132 32% 82 21% 26 21%

so 6% 26 6% 28 7% 4 3%
83 9% 36 6% 34 9% 1 9%
22 2% 0 2% 7 2% 7 6%

48 5% 21 5% 22 6% 5 4%
157 17% 75 16% 7 17% 15 12%

75 8% 41 10% 26 7% 6 5%
53 6% 29 7% 20 5% 4 3%

114 2% 6 2% 5 1% I 1%
42 5% 22 5% 17 4% 3 2%

45 S% 23 6% 16 4% 6 5%
140 16% 60 19% $6 14% 13 10%

32 3% to 5% 10 3% 3 2%

30 3% 12 3% 16 4% 2 2%

146 1% 76 19% S4 14% 14 11%
00 0% 29 7% 26 7% S 4%

o 1 % S 1 % 1 0 0 0 "

436 47% 221 54% 173 44% 44 36%
231 25% 93 22% 97 24% 41 32%
365 Z6 0 24% 123 32% 41 32%

1 2% it 3% 5 1% 2 2%
52 6% 31 0% 16 5% 2 2%

677 72% 303 Ij 71% 267 73% 67 1 66%
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TABLE 39 Frinse Benefits
Costiwd ,Analysis of Retirement Benefits by Association Scope

Position: All Management Personnel

Employer cost of program a % of
total "Cilation payroll

3% or ee

4.5%

6.7%

8-9%

10%

11.15%

Ovsr 1S%

Employer cost of program as % of
payroll of employees coverd

6% or less

7.9%

10t%

11.14%

Over 14%

Rellrsent benefit adlusts"
automatically for cost-of.living
incressos for rstires

Retiremnent benefit edlusted on an
sd hoc basis for cost-ol-ivin
Increase for rstires

No coet.of.livin8 increaes are
currently made for retirees

Retirement beeit integrated with
social security benefit

Yes

No

No Answer

Pro-rstrment spouse's benefit
Yes

No

No Answer

If ys. is it:
Contributory

Funded by the association

No Answer

Employees an ae addltional
voluntary contributions to the
pla

Yes

No

No Answer
-toe f t%

%Of
%of % e S se t ar % Of

Total e. Total Ietisee NetMl R"eW Rsed Lecal Local
d Ams Am . Ames. Assest. Ams Aes. Ase. Asse

67 7% 35 0% 1 19 5% 13 10%

8 9% 40 101% 36 9% 10 8%

92 10% 45 12M 39 10% s 4%

at 9% 43 10% J 8% 6 S%

s0 9% 30 7% 43 11% 7 6%

84 9% 38 9% 33 6% 13 10%

29 3% 14 3% 13 3% a 2%

104 11% 47 1% 40 10% 17 13%

127 14% 72 MAI 44 11% 11 9%

10S 11% 47 11% 46' 12% 12 10%

73 8% 30 7% 31 8% 12 10%

60 9% 41 10% 34 9% 5 4%

40 4% 19 5% 16 5% 3 2%

39 4% 17 4% I 5% 4 3%

644 69% 305 74% 239 66% s0 63%

326 3$% ISS 30% 133 33% 38 30%

468 50% 211 51% 196 S% 61 48%

140 15% 47 11% 66 17% 27 22%

190 20% 97 23% 77 19% 16 13%

578 62% 255 62% 240 61% 63 66%

166 18% 61 15% 78 20% 27 21%

is 8% 10 10% 3 4% 2 13%

159 64% 76 61% 69 90% 12 76%

16 8% 6 9% 5 6% 2 13%

455 49% 221 S4% 171 45% 56 44%

352 39% 150 36% 153 39% 49 39%

127 13% 42 10% 64 16% 21 I7

39-7C6 1352

53
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54 TABLE 40 Fringe Benefits
Analysis of Life & Accident Insurance by Asociaton Scope
Position: All Management Pesnonnel

1 ~ %s
%111 %of Suw S14140 osf

TOal N. Tal Natsele Natismal 4018ma0 Isg1ssal Lcal Local
gdmw Am Am Am Am Am Ams" Amsow

Total Respondents 1.12 100% 478 100% 494 100% IS0 100%

Basic Ufe Insurance CoverqP
Yet s67 96% 423 80% 415 1 4% 129 81%

No 152 13% 4 10% 78 15% 30 19%

NoAmwer 10 1% 7 1% 3 1% 0 0

Maximum amount
Under SS0.000 371 38% 141 33% I6 40% 64 50%

150,000 or above 572 58% 271 64% 339 58% 62 48%

No Answer 24 2% I1 3% 10 2% 3 2%

Schedule is determined by
Salary 405 51% 235 5% 206 O%0 54 42%
Job clasification 220 23% 85 20% 104 35% 31 24%

Both 101 11% 52 12% 39 9% 10 8%

Other 120 12% 43 10% s0 12% 27 21%

No Answer 31 3% 8 2% 1 4% 7 5%

If by salary. amount Is
Under 2 times alay 310 52% 141 49% 133 54% 36 56%

2 times salary or more 271 45% 135 47% It0 45% 26 41%

No Answer 1s 3% t 4% 2 1% 2 3%

% of premium paid by association
100% 910 94% 395 93% 394 95% 121 ,4%

Under 100% 27 3% Is 4% 9 2% 3 2%

No Answer 30 3% 13 3% 12 3% 5 4%

Accidental Death end
Dismemberment Coverqs

Yes 822 73% 3M 77% 351 71% 102 64%

No 202 25% 93 20% 135 27% 54 34%

No Answer 25 2% 14 3% 8 2% 3 2%

It yes. is it irziuded in
life insurance policy
Yes 548 67% 251 60% 226 64% 71 70%

No 226 27% 95 26% 107 31% 24 23%

No Answer 44 0% 23 6% 18 5% 7 7%

Maximum covered is
Under 5100.000 395 40% 15,0 43% 182 52% 55 54%

$10.0004150.000 239 29% 112 30% 100 3% 27 26%

Over 5150.000 143 17% 83 23% 44 13% 16 16%

No Answer 45 0% 1 4% 25 7% 4 4%

% of premium paid by association
100% 748 91% 331 W0% 325 03% 52 90%

Under 100% 30 4% 13 3% 12 3% 5 5%

No Answer 44 S% 23 7% 14 4% 5 S%

Asoclation provides travel
accident Coverage

Yes 666 59% 327 69% 24 54% 71 45%

No 442 39% 130 29% 218 44% 83 33%

No Answer 21 2% 10 1 2% a 2. 3 r 2%
Lo, dm St
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TABLE 41 Fringe Benefits
Aalysis of Lon;Term Disability Insurance by Association Scope
Position: All Management Personnel

%Of
%ef %01 St"W State %Of

Total Ne. Tota Netlissi Netoid KReemtal R*glam Local Local
of Am& Aloft Am.. AIN&s. Am. Am...... A i. An".

Total Reporidents 1129 100% 476 100% 464 100% 159 100%

Associaton provides a long-term
disability PiaI

Yes 755 67% 334 70% 124 66% 97 61%

NO 352 31% 134 26% 15 32% 60 36%

No Answer 22 2% a 2% 12 2% 2 1%
If yes. after total disability.

benefits commence in
30 days or lIt" 19 26% s9 21% 96 30% 33 34%
60 days 120 16% 52 15% 53 16% Is 15%
W0 days 249 33% 107 32% 15 35% 27 28%
Over 90 days 157 21% W 26% 47 15% 16 19%

Other 14 2% 6 2% 4 1% 2 2%

No Answer 17 2% 6 2% 9 3% 2 2%

Duration of the payments
for accidents is
Las than five yows 83 11% 33 10% 31 10% 19 20%

S-10 yomr 68 9% 25 7% 31 10% 12 12%
Over Oyom 1S 2% 2 1% 12 3% I 1%
To sp 6S* 357 47% 177 S3% 143 44% 37 38%
For life 19 25% 79 24% 90 26% 20 21%
NoAnswer 43 6% i 5% 1? 5% 8 8%

Duration of the payments
for illness Is
Ls thm five yr .rs 93 12% 34 10% 39 12% 20 21%
5-lOyasm 72 10% 25 7% 32 t0% Is 15%

Over o years i2 2% 2 1% 9 3% 1 1%
To ap 65S 342 45% 177 53% 131 40% 34 35%
For life 137 16% 56 17% 64 20% 17 18%
No Aniwer 9 I M:% 40 12% 49 15% 10 10%

PaymenU am integrated with -

Social Security
Yes 3Th 44% 152 46% 143 44% 40 41%
No 38 52% 18 50% 169 52% SI 53%

No Anwer .2 4% 14 4% 12 4% 6 6%

eneflt se % of lay
Over 60% 213 21% 75 22% 109 34% 29 30%
50%-0% 352 47% 176 53% 133 41% 43 44%

1.a than S% t31 17% 60 1% 5 1% 13 14%
NoAnswer S % 23 7% 24 _% 12 12%

% of preiolum paid by association
100% 701 93% 306 91% 302 93% 93 96%
Lowi tn1oo% 36 S% 19 4% 1 1I 5% 2 2%
No Answer t 2% 9 3% 2% 2 2%

°W'eeeti phi

55
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56 TABLE 42 Fringe Benefits
Analysis of Medical Inurmce by AUmocaton Scope
Position: All Muagement Personnel

Total Respondents

Aasooation provides medical
Insurance

Yes

No

No Answr

U yes, types of coverele
Basic Hospitalizaltion/Surgical

Mljor Medical

Health Mainteance
Orgmlszetion

Direct medical expense
payments

Dental Inaurance

Hospital Indemnity
Ilnsurnce

% of total medical Insurance cost
paid by the association

Single plt
100%

51%-99%

SO%

Below 50%

Family plan
100%

5 1%-99%
50%

Below 50%
"atoe" Iai %

%of
%f%ef Stew slaw % of

Ta No. T411 NaeMel Niemed alaeed 3.0usd LOca Leca
of Am Asm A . Aosm. Am Am Am" Ame.

1,121 100% 476 100% 494 100% 156 100%

1.076 95% 455 96% 474 96% 147 92%
45 4% 19 4% 17 3% 12 6%

5 1% 2 3 1% 0

656 60% 378 63% 366 78% 110 75%

919 93% 424 1 3% 442 63% 133 90%

134 12% 63 14% 51 11% 20 14%

I1 11% 50 11% 50 11% is 12%

459 43% 215 47% ISO 38% 64 44%

53 5% 20 4% 26 6% 5 3%

606 57% 272 60% 256 54% s0 _ 4%

51 5% 34 7% 15 3% 2 1%

i1 % 7 2% 2 2 1%

3 2 0. 0 1 1%

601 56% 227 50% 293 62% 8 SK
109 10% 73 16% 28 6% a $%

26 3% 17 4% a 2% 3 2%

90 8% 41 f % 35 7% 14 10%
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Sumary of July 27, 1984 Testimony of R. William Taylor on Rena'f f
American Society of Association Executives (ASAE) Before the

Subcommittee on Taxation and Debt Management of the Senate Conittee on r.'
on Tax Policy Issues Concerning Fringe Benefits

(1) ASAE believes that it is in the best public interest for employers to provide en," ....
with finge benefits which protect them against the exigencies of life for whmch, O'Pr

they not protected by employer-provided fringe benefits, employees would )e iP;P-'
on federal or state government social welfare programs. We believe that the t ) ' w
shjulJ encourage employers to provide fringe benefits, and that employees should Pn

tiose benefits on a tax-preferred u;,sis, since the provision and the receipt of
benefits both represent responsible action, consistent with public welfare a-,I -le ,'

of the American economy, on the part of the employer and the employee. As a repre),n-

tative of the employees of tax-exempt associations, the tax incentives we are most -:.

cerned with are those which provide tax-preferred status at the employee livel.

(2) Although ASAE has not been able to develop a consensus on what conditions or re ;!r'-

tions on tax incentives are appropriate to encourage employers to provide frime )en?

fits, ASAE believes that raising revenue should not be the primary motivatilon -

ployee benefit legislation. Tax incentives should be designed based on the a ,p-'v- te

types and level of benefits.

(3) Undar the existing rules concerning fringe beivefits, ASAE members as compared e-' ''
ers of a comparable size provide a high level of coverageto all employees.

(4) The existing tax incentives for benefits such as health care, life insurance, idv a3rp

and educational assistance are effective in encouraging emplnyers to prove il those ,',-

fits to a broad cross-section of employees at a lower total cost than if te governriet

provided the benefits directly, if employers provided the benefits on a taxable asis ir

if the employees purchase these benefits on their own. ASAE and its members are Ictlv

in providing association sponsored retirement and welfare benefit pli or ass'.a

members. ASAE's experience shows that many of these benefits either are una aia
individuals or to small employers (except on a group purchase basis) or, are ava'la e

only on a premium basis.

(5) Tax laws that create an incentive for employers to provide certain fringe benefits a,-
fect compensation planning by encouraging employers to modify their plans to utilize !,e
tax benefits. It is critical that the tax laws remain relatively constant taeca se -e
implementation of most benefit programs takes a long period of time.

(6) ASAE's members are particularly sensitive to the tax incentives for employer prni'-le-
fringe benefits since many of their employees have technical expertise that can only le
acquired at the member level. Many associations that are members of ASAE are sma"
employers and many of the individuals who they need to hire are being employed wy !Ar)P
employers that are their members. Therefore, a change in existing laws to create !3Y
disadvantages for small employers to provide benefits to their employees when c
to large employers puts ASAE's members at a disadvantage in attracting empiyeps.

39-706 0 - 85 - 41
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SUMMARY STATEMENT
OF

V. H. HARE
DIRECTOR, COMPENSATION & BENEFITS

FMC CORPORATION
BEFORE THE

SENATE FINANCE SUBCOMMITTEE ON
TAXATION & DEBT MANAGEMENT

JULY 27, 1984

I AM VIRGIL HARE, DIRECTOR OF COMPENSATION AND BENEFITS FOR THE FMC
CORPORATION. FMC WELCOMES THE OPPORTUNITY TO SUBMIT A STATEMENT Tu THIS
COMMITTEE ON THE VALUE OF EMPLOYEE BENEFITS.

EMPLOYEE BENEFIT PROGRAMS TOUCH UPON THE LIVES OF MILLIONS OF EMPLOYEES. THEY
RELY ON EMPLOYEE BENEFITS FOR THEMSELVES, THEIR DEPENDENTS ANt) THEIR
BENEFICIARIES. EMPLOYEES HAVE MADE DECISIONS ON SAVINGS, ON HEALTH CARE, ON
LIFE INSURANCE, AND HAVE PLANNED FOR THEIR FUTURE, AND FOR THEIR DEPENDENTS'
i4UTURES THROUGH THE USE OF TAX-FAVORED EMPLOYEE BENEFIT PROGRAMS.

FOR EXAMPLE, THROUGH TAX-FAVORED EMPLOYEE BENEFIT PROGRAMS, FMC:

0 PROVIDES RETIREMENT PROGRAMS FOR ITS EMPLOYEES AND THEIR
BENEFICIARIES;

0 CONTINUES TO PAY THOSE WHO ARE TOTALLY DISABLED;

0 MAKES LIFE INSURANCE PAYMENTS TO BENEFICIARIES AFTER THE
DEATH OF THE PRIMARY BREADWINNER;

o PAYS THE MEDICAL BILLS OF THOSE WHO ARE ILL, OR WHO ARE
ACCIDENT VICTIMS;

o HAS A SAVINGS PLAN SO THAT EMPLOYEES CAN SUPPLEMENT THEIR
RETIREMENT PLAN OR SAVE FOR MAJOR EXPENDITURES, SUCH AS A
HOUSE OR CHILDREN'S EDUCATION;

0 GIVES SHARES OF STOCK TO EMPLOYEES.

THESE BENEFITS MEET OUR EMPLOYEES' BASIC NEED FOR ECONOMIC SECURITY.

FMC RECOGNIZES THAT ALL TAX-FAVORED PROGRAMS MUST BE SCRUTINIZED CAREFULLY TO
MAKE SURE THEY MEET THE SOCIAL NEEDS OF THE UNITED STATES. WE URGE YOU IN
YOUR DELIbERATIONS TO CAREFULLY CONSIDER THE EFFECT THAT ANY CHANGE WILL HAVE
UPON THE MILLIONS OF U.S. EMPLOYEES COVERED BY THESE PROGRAMS.
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STATEMENT OF VIRGIL H. HARE, DIRECTOR, BENEFITS AND
COMPENSATION, FMC CORP., CHICAGO, IL

Mr. HARE. Thank you, Mr. Chairman.
I am Virgil Hare, director of compensation and benefits for the

FMC Corp., which is headquartered in Chicago. We are a major
international producer of machinery and chemicals for industry,
agriculture, and the U.S. Government. We had 1983 sales of $3.5
billion, and we have 31,000 employees.

We welcome the opportunity to submit a statement to this com-
mittee on the value of employee benefits.

We think that Congress was farsighted in enacting legislation
creating the incentive for employers to establish various employee-
benefit programs. Through the use of tax-favored initiatives the
private sector is able to support the general objective of the eco-
nomic security, health, welfare, and well-being of the U.S. public.

Millions of employees rely on employee benefits for themselves,
their dependents, and their beneficiaries. They have made deci-
sions on savings, on health care, on life insurance, and have
planned for their future and their dependents' futures through the
use of tax-favored employee benefit programs.

I would like to comment briefly on some tax-favored employee
benefit programs at FMC. We, of course, have retirement programs
for our employees. We have 17,000 retirees and beneficiaries receiv-
ing checks each month; $33 million was paid to them last year. The
value of their benefits, which is held in trust solely for them, is
$538 million.

We continue to pay those who are disabled. We have 230 people
on disability. Payments last year were $1.5 million, and we hold
$11 million in a disability trust to be used for the benefit of our
employees.

We make life insurance payments to beneficiaries after the death
of the employee. During the last 12 months we paid out $6.5 mil-
lion to 713 beneficiaries.

We pay the medical biii of those who are ill, or who are accident
victims, after an appropriate deduction for copayments.

We also have a savings plan so that employees can supplement
their retirement save for major expenditures such as a house or
their child rens' education; 80 percent of those eligible participate
in our plan, and the total value of their plan benefits is now $175
million.

Through the 1975 Tax Reduction Act we provided stock to our
employees. The plan value is $9.8 million.

Programs like FMC's serve millions of employees, their benefici-
aries and dependents. We think any change in the tax-favored
status of these programs would seriously threaten their economic
security. Changes to these benefit programs must be taken as seri-
ously as changes to our Social Security system.

Should Congress remove the tax-favored status of employee bene-
fits, it would be highly unlikely that these additional costs would
be shared by industry. Likewise, taxing employees on the values of
these benefits would result in many employees declining such cov-
erage; and we think that, without doubt, those declining coverage
would be the lower paid employees.
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We recognize that Congress must look at all tax-favored pro-
grams, and scrutinize them carefully. We urge you in your delib-
erations to carefully consider the effect that any change will have
upon the millions of U.S. employees covered by these programs.

Thank you.
Senator PACKWOOD. Thank you, Mr. Hare.
[Mr. Hare's written testimony follows:]
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STATEMENT OF V.H. HARE, DIRECTOR, COMPENSATION AND BENEFITS, FMC CORP.

MR. CHAIRMAN, MEMBERS OF THE COMMITTEE, GOOD MORNING.

I AM VIRGIL HARE, DIRECTOR OF COMPENSATION AND BENEFITS FOR THE FMC

CORPORATION.

THE FMC CORPORATION, HEADQUARTERED IN CHICAGO, IS A MAJOR

INTERNATIONAL PRODUCER OF MACHINERY ANU CHEMICALS FOR INDUSTRY,

AGRICULTURE AND THE GOVERNMENTSWITH 1983 SALES OF $3.b BILLION.

WORLDWIDE, THE COMPANY HAS 31,000 ACTIVE EMPLOYEES LOCATED IN 126

MANUFACTURING FACILITIES AND MINES, IN 29 STATES AND IN 15 OTHER

NATIONS. ADDITIONALLY, FMC HAS 17,000 RETIREES.

FMC WELCOMES THE OPPORTUNITY TO SUBMIT A STATEMENT TO THIS COMMITTEE

ON THE VALUE OF EMPLOYEE BENEFITS.

CONGRESS WAS FARSIGHTED IN ENACTING LEGISLATION CREATING THE

INCENTIVE FOR EMPLOYERS TO ESTABLISH VARIOUS EMPLOYEE BENEFIT

PROGRAMS. THROUGH THE USE OF TAX-FAVORED INITIATIVES, THE PRIVATE

SECTOR IS ABLE TO SUPPORT THE OVERALL OBJECTIVE OF THE ECONOMIC

SECURITY, HEALTH, WELFARE AND WELL-BEING OF THE U.S. PUBLIC.

EMPLOYEE BENEFIT PROGRAMS TOUCH UPON THE LIVES OF MILLIONS OF

EMPLOYEES. THEY RELY ON EMPLOYEE BENEFITS FOR THEMSELVES, THEIR

DEPENDENTS AND THEIR BENEFICIARIES. EMPLOYEES HAVE MADE DECISIONS

ON SAVINGS, ON HEALTH CARE, ON LIFE INSURANCE, AND HAVE PLANNED FOR

THEIR FUTURE, AND FOR THEIR DEPENDENTS' FUTURES THROUGH THE USE OF

TAX-FAVORED EMPLOYEE BENEFIT PROGRAMS.
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FOR EXAMPLE, THROUGH TAX-FAVORED EMPLOYEE BENEFIT PROGRAMS, FMC:

o PROVIDES RETIREMENT PROGRAMS FOR ITS EMPLOYEES AND THEIR

BENEFICIARI ES;

0 CONTINUES TO PAY THOSE WHO ARE TOTALLY DISABLED;

o MAKES LIFE INSURANCE PAYMENTS TO BENEFICIARIES AFTER THE

DEATH OF THE PRIMARY BREADWINNER;

o PAYS THE MEDICAL BILLS OF THOSE WHO ARE ILL, OR WHO ARE

ACCIDENT VICTIMS;

o HAS A SAVINGS PLAN SO THAT EMPLOYEES CAN SUPPLEMENT THEIR

RETIREMENT PLAN OR SAVE FOR MAJOR EXPENDITURES, SUCH AS A

HOUSE OR CHILDREN'S EDUCATION;

0 GIVES SHARES UF STOCK TO EMPLOYEES.

THESE BENEFITS MEET OUR EMPLOYEES' BASIC NEED FOR ECONOMIC SECURITY.

A BRIEF REVIEW OF FMC'S PROGRAMS CAN PROVIDE THE COMMITTEE WITH A

FULLER UNDERSTANDING OF HOW THESE PROGRAMS WORK.
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PENSION PLANS. THE FMC CORPORATION MAINTAINS PENSION PLANS FOR ITS

EMPLOYEES SO THEY CAN PLAN FOR RETIREMENT RELATIVELY FREE OF

FINANCIAL WORRIES, THUS ALLOWING EMPLOYEES WHO HAVE COMPLETED THEIR

WORKING LIFE TO ENJOY THEIR RETIREMENT YEARS. BENEFIT PROVISIONS

ARE COMPARABLE TO SOCIAL SECURITY BENEFITS IN THAT FULL BENEFITS ARE

PAYABLE AT AGE 65, ALTHOUGH EARLY RETIREMENT CAN BE ELECTED AS EARLY

AS AGE 65. VARIOUS PLAN PROVISIONS PROVIDE FOR A CONTINUATION OF

EMPLOYEE BENEFIT CREDIT DURING PERIODS OF DISABILITY, AND ALSO

PAYMENTS TO BENEFICIARIES SHOULD AN EMPLOYEE DIE BEFORE REACHING

RETIREMENT AGE.

FMC PAYS FOR THE FULL COST OF ITS PENSION PLANS; NO COST IS BORNE BY

THE EMPLOYEE. THE TOTAL VESTED AND NON-VESTED VALUE OF OUR PENSION

PLANS IS $538,000,000. WE HAVE 17,000 RETIREES AND BENEFICIARIES

RECEIVING PENSION CHECKS EACH MONTH. TOTAL DOLLARS PAID OUT LAST

YEAR REACHED $33,000,000. ALL MONIES IN THE PENSION PLAN ARE HELD

IN TRUST FOR THE BENEFIT OF EMPLOYEES ANU THEIR BENEFICIARIES.

DISABILITY PAYMENTS. FMC HAS A LONG TERM DISABILITY PLAN THAT

PROVIDES UP TO bO% OF AN EMPLOYEE'S SALARY UPON PERMANENT AND TOTAL

DISABILITY. THERE IS $11,000,000 IN THE DISABILITY TRUST, WHICH IS

SOLELY FOR THE BENEFIT OF EMPLOYEES. WE HAVE 230 PEOPLE RECEIVING

PAYMENTS. PAYMENTS DURING THE LAST 12 MONTHS TOTALED $1,bUUUUU.



640

LIFE INSURANCE. FMC'S LIFE INSURANCE PROGRAMS PAY BENEFITS TO

BENEFICIARIES UPON THE DEATH OF EMPLOYEES. DURING THE LAST 12

MONTHS, WE PAID-OUT $6,500,000 TO 713 BENEFICIARIES.

HEALTH CARE PLANS. LAST YEAR, FMC SPENT $55,000,000 FOR HEALTH CARE

FOR ITS EMPLOYEES. IN ADDITION TO THE NORMAL MEDICAL CARE THAT PAYS

FOR DOCTORS AND HOSPITALS, WE ALSO PROVIDE DENTAL AND VISION CARE.

EMPLOYEES SHARE IN THE COST OF THEIR HEALTH CARE BY PAYING FOR A

PORTION OF THEIR EXPENSES. ALTHOUGH HEALTH CARE COST CONTAINMENT

HAS BEEN A MAJOR EFFORT BY FMC, WE CONTINUE TO VIEW THE COST OF THIS

PROGRAM AS A MAJOR EMPLOYEE BENEFIT THAT ADDS A SENSE OF ECONOMIC

SECURITY TO EMPLOYEES WHO ARE FACED WITH MAJOR ILLNESSES OR WHO ARE

VICTIMS OF ACCIDENTS.

SAVINGS PLAN. SINCE 1961, FMC HAS HAD A SAVINGS PLAN, ENTITLED

"THRIFT AND STOCK PURCHASE PLAN," THAT ALLOWS EMPLOYEES TO

CONTRIBUTE UP TO 10% OF THEIR SALARY WITH FMC MATCHING UP TO 60% OF

THE FIRST 5%. OUR EMPLOYEES USE THIS PLAN TO SAVE FOR MAJOR

EXPENDITURES SUCH AS PURCHASE OF A HOE, CHILDREN'S EDUCATIONAL

EXPENSES, MAJOR EMERGENCIES, OR TO SUPPLEMENT THEIR RETIREMENT AND

SOCIAL SECURITY BENEFITS.
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IN APRIL OF 1982, WE CHANGED THIS PLAN TO A 401(k) PLAN THAT ALLOWED

EMPLOYEE CONTRIBUTIONS TO BE MADE ON A BEFORE-TAX BASIS. THIS

CHANGE FURTHER ENCOURAGED PARTICIPATION IN THE SAVINGS PLAN; WE NOW

HAVE 80% OF THOSE ELIGIBLE IN THIS PLAN. AS AN EXAMPLE OF THE

INCREASE IN SAVINGS CAUSED BY THE CHANGE TO A PRE-TAX BASIS, TOTAL

CONTRIBUTIONS IN 1982 WERE $13,700,000 WHILE IN 1984 THEY ROSE TO

$29,400,000. THE TOTAL VALUE OF PLAN BENEFITS IS $175,000,000.

THE TAX-FAVORED STATUS OF CONTRIBUTIONS AND OF DISTRIBUTIONS FROM

THE PLAN IS A MAJOR REASON EMPLOYEES SAVE. THESE SAVINGS ADD TO THE

FUND OF CAPITAL NEEDED FOR ECONOMIC GROWTH IN THE UNITED STATES,

WHILE ALSO PROVIDING A MEASURE OF ECONOMIC SECURITY FOR OUR

EMPLOYEES AND A SENSE OF WELL-BEING.

EMPLOYEE STUCK OWNERSHIP PLAN. IN 1975, UNDER PROVISIONS OF THE TAX

REDUCTION ACT, FMG ESTABLISHED A STOCK OWNERSHIP PLAN THAT PROVIDES

FOR DISTRIBUTION OF STOCK TO ITS EMPLOYEES. THE PLAN ALLOWS

EMPLOYEES TO SHARE IN THE GROWTH AND PROFITS OF FMC THROUGH THE

VALUE OF ITS COMMON STOCK. EACH YEAR, FMC CONTRIBUTES TO THE

EMPLOYEE STOCK OWNERSHIP PLAN AN AMOUNT BASED UPON EITHER AN

INVESTMENT TAX CREDIT OR A PERCENT OF PAYROLL TAX WHICH IS USED TO

BUY FMC STOCK THAT IS THEN CREDITED TO EMPLOYEE ACCOUPTS. AT

PRESENT, EMPLOYEES HAVE ACCUMULATED AS MANY AS 24 SHARES OF FMC

STOCK FOR A PLAN TOTAL OF $9,8UOOOO.
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FMC ALSO PROVIDES EDUCATIONAL ASSISTANCE PAYMENTS TO ITS EMPLOYEES

WHO WANT TO FURTHER THEIR EDUCATION. A RECENT CHANGE IN THE TAX LAW

HAS MADE THIS BENEFIT LESS VALUABLE TO EMPLOYEES. THESE PAYMENTS

SHOULD BE EXEMPT FROM TAXATION BECAUSE THEY ENCOURAGE EMPLOYEES TO

UPGRADE THEIR SKILLS, A SOCIALLY DESIRABLE GOAL. FMC THUS URGES THE

RETROACTIVE REINSTATEMENT OF THE SECTION 127 EXCLUSION.

BENEFITS AT FMC ARE AVAILABLE TO ALL COVERED EMPLOYEES, WITHOUT

REGARD TO SALARY. EMPLOYEES CAN CONTRIBUTE TO THE SAVINGS PLAN,

RECEIVE BENEFITS FROM THE EMPLOYEE STOCK OW-oERSHIP PLAN AND SHARE IN

THE RETIREMENT PLAN.

FMC'S PROGRAMS ARE NOT UNIQUE. PROGRAMS LIKE FMC'S SERVE MILLIONS

OF EMPLOYEES, THEIR BENEFICIARIES AND DEPENDENTS THROUGHOUT THE

UNITED STATES. ANY CHANGE IN THE TAX-FAVORED STATUS OF THESE

PROGRAiS WOULU SERIOUSLY THREATEN THEIR ECONOMIC SECURITY. CHANGES

TO THESE BENEFIT PROGRAMS MUST BE TAKEN AS SERIOUSLY AS CHANGES TO

OUR SOCIAL SECURITY SYSTEM.

SHOULD CONGRESS REMOVE THE TAX FAVORED STATUS OF EMPLOYEE BENEFITS,

IT WOULD BE HIGHLY UNLIKELY THAT THESE ADDITIONAL COSTS WOULD BE

SHARED BY INDUSTRY. MOST LIKELY, WOULD BE THE CESSATION OF MANY

EMPLOYEE BENEFIT PROGRAMS. ANY SHIFTING OF COST TO THE PRIVATE

SECTOR WOULD RENDER THE PRIVATE SECTOR LESS COMPETITIVE WITH OTHER

COUNTRIES AND WOULD PLACE US ON AN EVEN MORE UNEQUAL FOOTING WHEN

COMPETING IN THE WORLD MARKET PLACE.
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LIKEWISE, TAXING EMPLOYEES ON THE VALUE OF NOW TAX-FAVORED BENEFITS

WOULD RESULT IN MANY EMPLOYEES DECLINING SUCH COVERAGE. WITHOUT

DOUBT, THOSE DECLINING COVERAGE WOULD BE LOWER-PAID EMPLOYEES, THUS

TILTING EMPLOYEE BENEFITS IN FAVOR OF THE HIGHER-PAID.

EMPLOYEE BENEFITS DOVETAIL WITH MANY GOVERNMENT PROGRAMS SUCH AS

SOCIAL SECURITY, MEDICARE AND DISABILITY PAYMENTS. THEY RELIEVE THE

GOVERNMENT OF SUBSTANTIAL ECONOMIC BURDENS. WITHOUT PRIVATE SECTOR

PLANS, EMPLOYEES WOULD BE IORE DEPENDENT ON THE FEDERAL GOVERNMENT;

AND IT WOULD BE IMPRACTICAL AND COSTLY FOR THESE PLANS TO BE

PROVIDED BY THE FEDERAL GOVERNMENT.

FMC RECOGNIZES THAT ALL TAX-FAVORED PROGRAMS MUST BE SCRUTINIZED

CAREFULLY TO MAKE SURE THEY MEET THE SOCIAL NEEDS OF THE UNITED

STATES. WE URGE YOU IN YOUR DELIBERATIONS TO CAREFULLY CONSIUEk THE

EFFECT THAT ANY CHANGE WILL HAVE UPON THE MILLIONS OF U.S. EMPLOYEES

COVERED 8Y THESE PROGRAMS.

ON BEHALF OF FMC'S 48,000 ACTIVE AND RETIRED EMPLOYEES, THEIR

DEPENDENTS AND BENEFICIARIES, WE THANK MEMBERS OF CONGRESS FOR THEIR

PAST SUPPORT OF EMPLOYEE BENEFIT PROGRAMS AND ASK FOR THE

CONTINUATION OF THE TAX-FAVORED STATUS OF EMPLOYEE BENEFITS SO THAT

FMC MAY CONTINUE TO SUPPORT THE FINANCIAL AND ECONOMIC NEEDS OF ITS

EMPLOYEES IN A SOUND AND EFFECTIVE MANNER THAT HELPS US ALL--THE

EMPLOYEE, THE COMPANY, AND THE FEDERAL GOVERNMENT.

THANK YOU.
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Senator PACKWOOD. Gentlemen, thank you. I have no questions.
This has been a very, complete morning. I am not sure there is
much more information to be gathered.

David.
Senator DURENBERGER. If I may, I would just say something to

Mr. Kriebel.
You have articulated the frustration of the 29 million Americans

who have had to deal with an insurance company that is run by
535 people who don't know anything about insurance, and that is
the reality of medicare. All you have to do is get elected to the Con-
gress or the Senate and you are then a health insurance expert.

What I for one am trying to do is to get us out of the insurance
business. As you know, we are now changing the reimbursement
system from the old cost-based system that everybody used to some-
thing that makes sense to the providers and puts some incentives,
but it is still an insurance system. Yet, we still say we are going to
pay so-much for an appendix, and we are going to pay so-much for
an interocular lens transplant, and all that sort of thing, and then
we have a process to make sure nobody is cheating.

But while we are doing that-Bob mentioned this health plan op-
eration out in Oregon that has been in existence for a long time-
we are on another track which will get us out of the insurance
business, which in effect is the capitated payment, or "you qualify
based on your age and your sex and your previous health condi-
tion" and you have a condition that has a cancer, and the average
cost of Westchester, PA. And "we entitle you to x-number of dol-
lars." And you go into that community and you buy from private
health plans that are competing with each other for however many
people there are in Westchester County that are over 65, compet-
ing for that business. And those plans then go in and leverage the
hospitals and the doctors and so forth and help to get you a good
deal. It's got a lot of potential.

You know, we can pay these vouchers, if you will, to employers
who want to continue their employees on some choice of company
health plans. Rather than give it to the individual, just give it to
the employer, and keep that continuity going so that we accom-
plish that similar end.

But we can't do it-and this is addressed to the rest of you-
unless you are providing your employees with some choices of
health plans. If you aren't providing choices of health plans, notjust a self-insured plan or a company plan that has a high-option, a
low-option and a something else, but an option to buy from Blue
Cross or an HMO or Aetna, or whatever-once you provide those
choices as employers in your various communities, then in the com-
munity develops all of these health plans. And they start leverag-
ing against the system. And then we can move more quickly out of
the insurance business.

But right now the employers in this country become a real key to
facilitating that choice, because they are the ones tha have got all
the folks out there, and they are the ones that can create this envi-
ronment that will get us out of the insurance business and help to
bring these costs down.

So, from just one Senator's standpoint, that is the direction we
are trying to go. And it's why I believe strongly in this relationship
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we have developed here and in the value of making sure the Tax
Code works in the right kind of way, because we have come a long
way from 1925 where maybe Montgomery Ward was the only place
that had some kind of a program-Sun obviously didn't have it-to
today where we've got these fat benefits that pay you to brush your
teeth and see the dentist twice a year, and all that sort of thing,
that nobody is contributing anything to.

Somewhere in between that is the reality of where we ought to
go. And it seems to me that this system of taxing fringe benefits or
not taxing them has a whole lot of potential to facilitate the deci-
sions that everybody is making.

So, Bob, I thank you for this opportunity.
Mr. KRIEBEL. I have only one thing there, and I certainly agree

with you. This won't take a second.
This week I got a check from medicare in New York for a $2,500

operation I had in February.
Senator PACKWOOD. That's pretty fast. [Laughter.]
Mr. KIEBEL. It took me 3 months to get medicare to change my

address from New York to Westchester. And their payments are at
least 3 to 4 months behind schedule. But the doctor's bill always
says, "Please pay immediately."

Senator PACKWOOD. Instead, what you want to do is get the In-
ternal Revenue Service to think you live in Westchester, NY.
[Laughter.]

We stand adjourned until Monday morning.
[Whereupon, at 12:40 p.m., the hearing was adjourned.]



FRINGE BENEFITS

MONDAY, JULY 30, 1984

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,

COMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:30 a.m. in room SD-
215, Dirksen Senate Office Building, the Honorable Bob Packwood
(chairman) presiding.

Present: Senators Packwood, Durenberger, Danforth, Chafee, and
Mitchell.

Senator PACKWOOD. The committee will come to order, please.
This is the third in a series of three hearings on the subject of em-
ployee benefits.

The reason these hearings are being held is to establish as com-
plete a record as possible as to who benefits from employee bene-
fits, and whether or not tax incentives are justified. All of the wit-
nesses have been given a list of six questions, many of which have
been specifically addressed.

Let me tell you what the hearings in the first 2 days have re-
vealed. One, it's very clear that the bulk of employee benefits go to
lower and middle income employees. The numbers of employees
above $35,000, above $50,000 a year are relatively de minimis as far
as the entire coverage is coi. erned.

Two, almost all of the witnesses have indicated that they would
support continuing the policy of broadening the antidiscrimination
provisions except in a few areas where the discrimination is both
supported and justified. This would eliminate those few abuses
used by small corporations, founded by professionals who find a
legal way to contort the tax laws so that the benefits are skewed to
a very few employees in upper income brackets. It is those exam-
ples which critics often use to cite what is wrong with employee
benefit provisions. We can eliminate those loopholes, and those
malefactors that take advantage of the tax system. If the tax struc-
ture of employee benefits is going to be changed, if henceforth they
are going to be broadly taxed, it's very clear that the tax is going to
fall heavily on middle and lower income people.

The reason this record is so important, unless I miss my guess, is
that we are going to get into the battle about whether or not we
are going to have new taxes next year. I often discover that in
terms of the taxation of employee benefits, people often will sup-
port that even though they don't count that as taxation. But for

(647)
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those who pay it, I don't think they care what the name is. A tax is
a tax.

Next year, I expect a wholesale tax on employee benefits-an
effort to limit them, an effort to have all compensation by what-
ever form derived counted as taxable income. The support for that
will be divided into two groups. Those who simply want more reve-
nue, period from whatever source derived in order to reduce the
deficit. Narrowing the deficit is a legitimate goal. We will get into
a battle trying to raise any place from $75 to $100 million and we
will strike out in all directions to raise it. Employee benefits will be
one thing that will be touched. You will get into a subsidiary argu-
ment there as to whether or not benefits are taxed you will actual-
ly collect the taxes or would you rather, in essence, destroy the
benefits, in which case no taxes would be collected.

The other group that supports eliminating the tax-free nature of
employee benefits comes from those who do not think the Tax Code
should be used as an incentive for anything; not for home owner-
ship, not for charitable deductions, not for employee benefits. It is
a very logically consistent position. It is not held by a broad scope
of a broad number of people. The one thing I find that is over-
looked is the assumption that if the Tax Code has no incentives,
and many of these socially worthwhile benefits are eliminated, that
they are simply not going to be offered by anybody, Goveriment or
otherwise. I think the flaw in that thinking is that for many of
these benefits, whether they are pensions or day care or education-
al benefits or something else, if they are not offered by employers,
there will be a demand for them to be offered by Government. That
demand will eventually succeed. We will probably end up with pay-
roll taxes to pay for those benefits, which will be more expensive
than if the benefits were offered by the employers. It will be less
responsive because tney will be uniform throughout the Nation,
and it won't matter what the demography of your work force is.
They will be badly managed by civil servants who will be unre-
sponsive to the bulk of the employees' needs. That, seems to me, to
be the alternative in considering this subject.

Today, as I have done in the past, I'm going to have to hold the
witnesses to very strict time limits. You have all been advised of
this. Your entire statement will be in the record. The reason I am
doing that is we had 110 requests for testimony on this subject. I,
frankly, was surprised that for 3 days the room would be as full as
it is. But it has been full every day.

Of the 110, Treasury wanted to testify in opposition to the con-
cept of untaxed employee benefits. But the other 109 witnesses
were on the other side. [Laughter]

Senator PACKWOOD. There is no one else, who asked to testify on
the same side as the Treasury. So the choice was to pick 15 or 18
witnesses that would be. representative of the entire cross-section
and let them each speak for 20 or 30 minutes or to take as many of
the 110 as we could because many of the requests come from indi-
vidual companies with excellent plans and good experience. We
chose to take 60 or 70 and very seriously limit the time; encourage
people to talk on an ad hoc basis and put their statements in the
record, but give us as much oral testimony as possible in the limit-
ed time that we have. If I seem arbitrary and rap the gavel when
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you approach your time limit, you must understand the situation
we are in.

With that, we will start with Congressman John Erlenborn a col-
league with whom I have worked on many, many matters over the
years.

John, we are delighted to have you with us this morning.

STATEMENT OF HON. JOHN ERLENBORN, U.S. HOUSE OF
REPRESENTATIVES, STATE OF ILLINOIS

Mr. ERLENBORN. Thank you, Mr. Chairman. I certainly appreci-
ate your allowing me to testify with regard to the future tax status
of employee benefits. You are to be commended for holding these
hearings on a subject that affects all Americans and which, I regret
noting, has generated more legislative and regulatory activity than
it has constructive deliberation and thoughtful intention.

My statement can be brief. It deals only with the need for a
sound retirement income security policy, and misconceptions sur-
rounding the tax incentives involved. Among the other witnesses
before the subcommittee are representatives of EBRI and NEBI,
two well respected private organizations who are better able to pro-
vide you with the significant data.

I'm here, Mr. Chairman, to urge a go-slow approach to the tend-
ency of the Department of the Treasury and the Congress in look-
ing for new revenues to attack the provisions of the Internal Reve-
nue Code that encourage various employee benefits, especially
those for pension plans. The reality is that cutbacks in these incen-
tives produce comparatively little in the way of revenue, while dis-
couraging proven programs for retirement income security. In
other words, I'm suggesting that the beneficial effects of these tax
provisions far exceed whatever revenue might be gained by elimi-
nating or reducing tax incentives for retirement savings, whether
by employers or individual taxpayers.

A sound retirement income security plan requires a firm founda-
tion, a three-legged stool, if you will, consisting of Social Security
benefits and employer-sponsored pension and individual savings. If
any one of these legs is eliminated or reduced, the security every
American seeks in old age simply will be diminished, and the Gov-
ernment will have to assume a greater financial burden than the
revenue that may be lost by providing the needed retirement
saving tax incentives in the first place.

We are all aware of how the costs of Social Security and the Fed-
eral retirement programs have grown, and how difficult it is to
constrain them. We all also are aware of the virtual impossibility
of providing complete retirement income security through such tax-
supported schemes. There is an indisputable need for private pen-
sion plans as part of the complex of benefits to meet the needs of
those whose normal income has been lost due to retirement.

Tax incentives have been the genesis of the private pension
system and continue to be an important incentive to the creation
and maintenance of individual plans. The attacks on these incen-
tives overlook some basic facts. Much of what is called lost revenue
is, in fact, deferred revenue, since taxes are paid on the benefits
when received. In addition, the capital represented by the assets of

39-706 0 - 85 - 42
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these plans is an invaluable resource for our free enterprise cap-
italistic system. These pension funds provide the capital necessary
to finance new businesses or expand older ones, thus, creating jobs
and additional tax revenues.

The more than $1 trillion in private pension funds and IRA's
represent a significant capital resource.

Finally, Mr. Chairman, we must look beyond our intentions to
the effect of our actions. ERISA, as well intentioned as it was, in
fact, precipitated the termination of thousands of defined benefit
p pension plans. No one knows how many plans failed to be estab-
ished because of this law. The attack on pension tax incentives

often seems to be based on the assumption that benefits go mainly
to the rich. TEFRA, with its top heavy rules, was aimed at the
owners and the highly compensated employees of businesses. The
effect in too many cases was to remove the incentive to initiate or
maintain a pension plan, and the average employee was the victim.
The highly compensated could find other tax shelters. Thus, the in-
tended victim was not the real victim.

Tax and pension laws are two of the most complex and interac-
tive laws with which we have to deal. My plea to you, Mr. Chair-
man, is that we move cautiously in making changes in these laws,
and not be stampeded by populace arguments that the well to do
are benefiting from them. They certainly do, but the average
worker also benefits when the incentives lead to actions that en-
hance all workers' retirement income security as well as providing
the capital to create jobs.

There is an urgent need, Mr. Chairman,* to get our Federal
budget under control. Deficits of $200 billion a year jeopardize our
economy. We can cut that deficit, however, without jeopardizing
the retirement security of lower and middle income taxpayers.

Again, thank you for allowing me to testify. There are a few
other things I mentioned in my prepared text, but in the interest of
time I have skipped over those.

Let me make one additional comment, however. The frequent
changes that we have been making, mostly in tax laws, in recent
years also have a very negative effect on our pension plans. Since
ERISA, it has been required by law that all pension plans be re-
quired to be maintained pursuant to a written document. Every
time we change our tax laws or ERISA in a way that affects pen-
sion laws, we require the trustees, the owners of businesses, to go
back to their lawyers to have their plans redrafted. Now, as one
who is about to go into the employee benefits practice in the pri-
vate sector, I probably shouldn't be mentioning this, but it seems to
me indisputable that many owners of businesses are discouraged
from beginning plans or maintaining plans because of the frequent
changes and the excessive costs associated with redrafting plans. So
I would also plead with you that whatever changes are to be made
should be in an omnibus bill, and we ought to have one of those
about every 5 or 10 years; no more often.

Thank you, Mr. Chairman.
Senator PACKWOOD. John, it has gotten bad we have a tax reform

bill every year now. When you and I first came here we used to
have them every 5 or 10 years. Years ago, they were every 20
years. Often we will pass a tax bill and before the IRS has had a
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chance to draw regulations, we repeal or modify whatever the sec-
tion was they were drawing the regulations on. I don't blame
people for being frustrated.

You mentioned a problem. We try to tighten these and we try to
prevent those who are in the upper income brackets from abusing
these, and we may inadvertently end up hurting the very people
we want to help. That happened in the tax bill we just passed on
educational benefits. Eployers could provide educational benefits
for their employees without being taxed. We had a 5 year sunset,
and it expired the end of last December. That has disappeared. We
now go back to the old rule. Te old rule was that the employer
could provide educational benefits for the employee if it was relat-
ed to the employee's job. But if it was to train the employee for a
better job, that was axable income.

Well, the outcome is devastating. There is hardly a person in this
room, it would be my guess in looking at the audience, or any cor-
porate vice president for whom education cannot be provided that
probably falls within the purview of that person's job, and there-
fore is not taxable. If you dropped out of high school at either 16 or
17, you are working in the tool crib and you would like to be
trained on a computer so you could improve yourself a bit, and the
employer is willing to send you to a community college to do that
for a cost of $200 or $300 or $400, that's income.

I think that the employer is going to eliminate the educational
assistance plan because it is too much paperwork. If the employer
has to withhold on every one of those employees and every one of
them has to pay taxes, and we are talking about $300 or $400 or
$500 a year, the employer just won't do it. It's not going to hurt the
vice president of the corporation. He or she will still go off to Har-
vard for their 2-week training or to the Brookings for their week's
program and that will all be paid for and it won't be counted as
income. But the person who gets hurt is the lower level employee.

Mr. ERLENBORN. I think you are absolutely right, Mr. Chairman.
We have to look beyond the rhetoric, the populous arguments, and
look at the real effects.

Senator PACKWOOD. John, thank you very much for coming here.
Mr. ERLENBORN. Thank you.
Senator PACKWOOD. Now we will move onto-a panel of Dallas

Salisbury, Lance Tane, and Eugene Kalwarski.
Mr. Salisbury, I might say that your organization has perhaps

provided more continual solid research in this field than almost
any other group. There is a lot of good specific research and a lot of
good evidence from individual companies, but your particular asso-
ciation has just been exemplary over the years in the quality of the
information we have rec(' ved.

Mr. SALISBURY. I thank you, Senator.
Senator PACKWOOD. Go right ahead. And your entire statement

will be in the record.
Mr. SALISBURY. Fine.
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STATEMENT OF DALLAS L. SALISBURY, PRESIDENT OF
EMPLOYEE BENEFIT RESEARCH INSTITUTE, WASHINGTON, DC
Mr. SALISBURY. It's a pleasure to be here. I know you had, as you

noted, many witnesses before and will have many more after. I do
offer our services, if there are questions and gaps in data, after the
hearings where we might undertake specific research projects or
other data collection that would help fill this record and the record
of future hearings.

As you well know, Senator, employee benefits represent a nation-
al commitment to economic security, a social contract, if you will.
If we believe in this commitment to helping those help themselves
later on and during their working careers, then the first question
in the press release must be answered "yes." Tax incentives are ap-
propriate to help provide this economic security net.

A number of issues were mentioned in the other witness' state-
ments that I read this weekend. I think one thing that stands out
is most witnesses focused on a balance of cost and benefits. The
Treasury statement focused exclusively on costs without regard to
economic security considerations.

I think it important to note on the benefit side that health, life
and disability benefits today provide for between 90 and 95 percent
of all full-time workers in this country. I think it worth noting that
retirement programs now provide for over 75 percent of full-time
workers, a significant statement of success in response to other
questions in the press release that the tax incentives have helped
to provide an economic security net across the entire income spec-
trum, across all sizes of employers.

Second, there are two sides to any issue of tax base erosion, an-
other principal point in the statement of the Treasury. First, I
would note that tax expenditure numbers, as is stated clearly in
the Federal budget, don't represent what can be gained in absolute
dollars by policy change. I note in the Treasury statement they
pointed out that one reason changes in the section 415 limits had
not raised new revenue is because people had shifted and made use
of VEBA's. Therefore, they propose that they cut down VEBA's.

I don't use that as an evidence of what should or should not be
done, but simply as a statement that the tax expenditure gain that
was claimed in the tax bill of 1982, by the Treasury's own admis-
sion, did not occur in 1983. Second, the cost benefit question in the
press release. It is important to note that for a $17 billion health
care tax expenditure by Treasury estimates over $77 billion in ben-
efits were provided. For a $50 billion tax expenditure for retire-
ment programs, over $87 billion in benefits were provided in that
year, a direct implication that direct Government expenditures
would have had to have been far higher than the tax expenditures
would indicate.

Finally, on that point, I note that out of the over 33 percent of
pay that is provided for voluntary employee benefits only 9 percent
is currently given tax-favored status; 4 percent is totally tax
exempt; the other 5 percent is tax deferred. As you know, our re-
search indicates, as well as the Department of Labor research, that
over 70 percent of that deferred tax is eventually regained.
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Third, there is a question of equity raised in the Treasury testi-
mony and in the press release between those with employer bene-
fits and those without. Taking health insurance as an example on
this equity issue, those without health insurance in 1982 paid taxes
at an effective tax rate of between 3 percent and 9 percent. They
paid 8 percent of all individual income taxes in this country.

I question, and think that the Congress and the Treasury should
seriously question, whether providing "greater equity for this small
portion of the taxpaying base" is worth totally disrupting a system
which provides such pervasive economic security to over 150 mil-
lion American workers, their dependents and their beneficiaries.

Fourth, some have implied that employee benefits undermine the
Social Security Program. I would point to international experience
and the fact that other nations are currently looking very closely
at how they can duplicate our employer provision, to compliment
those programs. I point to an article in this morning's Wall Street
Journal, that I suggest be in the hearing record for this hearing,
that points to the tremendous age growth of the population. It asks
one question-can we afford the very old? It, in the third page,
makes a clear statement: "People are going to need an enormous
increase in their assets to maintain their standard of living for so
many additional years."

I think private employee benefits, employer sponsored, provide
the promise of that.

Finally, Mr. Chairman, in conclusion, I would note as you did,
taxation of benefits would clearly lead to loss of coverage for many.
It would put increased spending pressure on the Government, on
Social Security, on medicare, on medicaid, and multiple other pro-
grams. And, it could well lead to age discrimination and age tax-
ation problems. All of these factors need to be carefully considered
before action is taken.

[The prepared written statement and the Wall Street Journal ar-
ticle from Mr. Salisbury follow:]
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I. Introduction

Employee benefits have a long history in the United States as part of a
national commitment to providing a base of economic security to active
workers, displaced and disabled workers, retirees, and their dependants and
survivors. Most American workers have come to take the presence of social and
employer provided employee benefits for granted, viewing them as
representative of a social contract: including the current tax treatment of
primary employer provided benefits.

* Plymouth Colony settlers decreed the first recorded military
retirement program in 1636.

* Gallatin Glassworks established the first recorded profit sharing plan
in 1/94.

* American Express Company established the first recorded private
employer pension plan in 1815.

* Montgomery Ward Company established the first recorded group health,
life, and accident insurance program in 1910.

* Baylor University Hospital introduced the first recorded formalized
prepaid group hospitalization plan in 1929.

0 Congress established the basic retirement income portion of Social
Security in 1935 and the Medicare portion in 1965.

The tax treatment of these employee benefit programs has been relatively
consistent over time, with health insurance being tax exempt and retirement
and capital accumulation programs being tax deferred. Nearly the entire
generation of current American workers have experienced the present tax
treatment of primary benefits for their entire careers. The law has changed
over time to include nondiscrimination requirements such that benefits now
generally accrue to all workers, and minimum standards for retirement, capital
accumulation and welfare programs ensure that benefit promises are kept.

The total number of plans, assets, and benefit commitments had grown to such a
point by the late 19/Os that the need for dedicated research activity in the
employee benefits area was recognized. In 1978 the Employee Benefit Research
Institute (EBRI) was formed as a non-profit, non-partisan, public policy
research organization to conduct research and educational programs. EBRI is
by charter committed to the premise that the nation is served positively in
both social and economic terms by the existence of employee benefit programs:
they can be clearly shown to improve economic security. We are aware,
however, that there may be limits to wh3t can and should be provided for both
social and economic reasons. EBRI undertakes to provide the studies and the
statistics that will allow informed priority decisions to be made based upon
assessment of documented costs and benefits.

To design efficient long-run public policy, the growth, costs, benefits
provided, and the definition of tax-favored employee benefits must be
evaluated in a ),road context. It is important that policy makers understand
the different roles played by the various types of employee benefits--both the
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traditional benefits like pensions and health, and the newer forms of benefits
like Section 401(k) salary reduction and new delivery approaches like Section
125 flexible compensation plans.

This testimony reviews some of the basic questions of concern to Congress and
to those interested In the future of employee benefits and the economic
security they provide to over 150 million Americans: what are employee
benefits; why do we have employee benefits; how much do they cost?; what
social and economic objectives do they serve; how have they evolved, where are
they going, and what is the role of the tax code; what is the oxperience of
other nations; how much do they cost employers and employees; how much do they
cost the Treasury; and what costs might accompany major policy changes.

I. What Are Employee Benefits?

Employee benefits represent virtually any form of compensation that is
provided in a form other than direct wages, paid for in whole or in part by
the employer, even if provided by a third party. Generally, media articles,
cost surveys, and reports lump all benefits together. For policy assessment
purposes this should not be done. Different benefits serve- different social
and economic needs. For legislative policy assessment purposes benefits can
be classified into at least nine categories;

1. legally required benefits (including employer contributions to
Social Security, Medicare, unemployment insurance and workers'
compensation insurance);

2. discretionary benefits that are fully taxable (primarily, payment
for time not worked);

3. discretionary benefits that insure the employee against financial
risks and are tax exempt (including employer contributions to
health, life, and disability insurance plans);

4. discretionary benefits that help the employee meet special needs and
are tax exempt (including employer contributions to child care and
legal plans);

5. discretionary benefits that have traditionally been called fringes
and are intended to meet employer needs and are tax exempt
(including employer provision of purchase discounts, job site
cafeterias, special bonuses and awards, van pools, clubs, and
parking);

6. discretionary "reimbursement account" benefit programs that have
been legally allowed since 1978 which allow employees to have
reimbursement accounts--funded by the employer or through salary
reduction--to pay expenses that fall into "statutory benefit" areas
and are tax exempt (including health care reimbursement, child care
reimbursement, etc.);
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7. discretionary benefits that provide retirement income as a stream of
payments and for which taxes are deferred until benefits are received
(including employer contributions to defined benefit pension plans and
to defined contribution plans which require payment in the form of an
annuity);

8. discretionary benefits that provide for the deferral of salary until
termination of employment, generally pay benefits as a lump sum, and
for which taxes are deferred until benefits are received (including
contributions to some profit sharing plans, to money purchase plans
and ESOPs); and

9. discretionary unefits that provide for the deferral of salary until
special needs arise (loans and hardship), or until termination of
employment, generally pay benefits as a lump sum, and for which taxes
are deferred until benefits are received (including contributions to
some profit sharing plans, thrift-savings plans, and salary reduction
plans).

During a time when there are no apparent limits on direct federal
expenditures, or on "tax incentives," analysis may not need to focus on the
diversity of employee benefits. Durirg a time of apparent limitations,
however, when priorities must be decided upon, careful analysis is required of
each employee benefit: why each employee benefit exists.

III. WbX.Do We Have Employee Benefits?

The Congress, p.'.lic and private sector employers, and public and private
sector employee representatives, have historically shown concern for the
welfare of workers, their dependents, and their eventual survivors. This
concern has taken the form of both social consciousness'and paternalism. It
has created an effective social contract between the government, employers,
and American workers and their dependents and survivors.

The list of specific values of employee benefit programs that motivate benefit
provision can be found in numerous books, with most industrialized nations
responding to them, and nations such as Japan now striving to establish
employer based programs to complement social employee benefit programs. A
formal employee benefit program can meet needs arising from death, disability,
medical problems, or the desire to retire, in a fair, consistent, efficient,
and certain way.

The nation benefits from employee benefits in many ways:

* morale is improved if workers and their families are relieved of worry
and fear over possible financial disaster from unexpected or unplanned
for events. Retirement, for example, may be unplanned for in the
sense that the individual will not have saved sufficiently to be able
to afford retirement.
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• Social Security retirement, employer based pensions that pay lifetime
benefits, employer based pensions that pL'ovide for capital
accumulation, and Individual Retirement Accounts, have all been
established to avoid this problem while seeking to meet the national
goal of allowing retirees to maintain pre-retirement life styles.
Experience in this country and in other nations has shown that this
"organized" savings effort is essential, particularly at low and
middle income levels.

* Social Security disability, Medicare, Medicaid, employer based health,
life, and disability insurance programs have been established to
protect the working, the non-working, and the retired against
financial disaster.

* The nation achieves work force objectives through the provision of
employer based employee benefit programs. Because workers are
economically able to retire, channels for promotion are kept open;
voluntary early retirements can be encouraged with employer based
programs if bad economic times require work force reductions;
productivity and work quality are enhanced, and thus competitiveness,
by strengthening worker identification with the success of the company
through employer based profit sharing programs, employee stock
ownership programs, and stock purchase programs.

* The nation achieves social stability and popular support for social
programs that favor the poor and those with the lowest incomes through
income redistribution, by allowing middle- and upper-income workers to
build upon the basic level of support the social programs provide
them, with employer based tax-favored employee benefit programs.
Including, for example, health insurance for both active workers and
retirees.

International experience has also shown that a combination of social and
employer based programs is the most efficient and effective way to meet
economic security needs and objectives.

As pay-as-you-go social programs such as Social Security and Medicare age, and
as the "return on contributions" continues to drop, popular support will be
very important. The popular support will be present, even if additional
changes are made to reduce social program benefits to middle- and upper-income
groups--beyond benefit taxation and higher retirement ages---if employer based
benefits are available.

Employer based benefits have now been a part of the work place for the entire
working lives of most of those working today for government, unionized private
employers, large non-unionized private employers, and many small employers.
Employee benefits are viewed by most workers as part of a social contract that
should and will not be abrogated--by employers or the government. This
attitude is the most likely explanation for ju.rvey results indicating that
employees today take a good benefit package for granted.



659

IV. Do Tax XncenkteEnco__aee it Availability?

Expanded employer pension and welfare plans over the past thirty years have
significantly improved the income security of current workers and future
retirees: this development has been possible due to tax incentives. Employee
benefit programs are making a significant dollar contribution to the economic
security of workers and retirees: at least partially due to tax treatment.
The Social Security retirement program paid over $138 billion in benefits to
over 36 million beneficiaries in 1982, over 825,000 employer based pension
programs provided coverage to over 50 million workers, and paid over $76
billion in benefits to over 15 million beneficiaries in that year (Table 1).
Medicare and Medicaid provided $83.3 billion in health protection and private
health insurance provided $76.6 billion.

Table 1

Retirement Benefits Patd: 1982

Program Doll rs (Aillions)

Social Security 138,800

Employer Pensions 76,891

Federal Pensions 19,211

State/Local Pensions 15,680

Private Pensions 42,000

SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis, Survi of
Current Business, July 1983.

Employer-Provided Pensions

Between 1950 and 1983, the rate of worker participation in employer pensions
grew by over 23 percent; in absolute numbers, employee pension parLicipation
rose by nearly 300 percent. Econometric estimates suggest that, since 1960,
20 to 30 percent of the increase in employer pension contributions as a
share of compensation can be attributed to favorable tax incentives and the
growth of real marginal tax rates.

The tax deferral of employer-pension contributions and individual retirement
saving provides important incentives for employers and workers to provide
for retirement income. The increasing importance of pensions as a source of
income projected among future retirees is the direct result of past growth
in pension plan participation among workers. The projected rate of pension
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recipiency among today's young workers (ages twenty-five to thirty-fo,,r) is
nearly twice that of workers who ar3 retiring today (see Table 2 and Figure 1).

Table 2

Estimated Percentages of Families
Receiving Pension Benefits at Age Sixty-Five, and

Aver e Real Benefits,_b_ Current.A e and Marital Status

All Families Married Couples Single Persons
Cohort Percentage Average Percentage Average Percentage Average
Age in to Receive Amount of to Receive Amount of to Receive Amount of
1919 Benefit Benefit a/ Benefit Benefit a/ Benefit Benefit a/

25-34 11 $12,417 75 $14,541 65 $8,701
35-44 65 ll,lO 67 12,563 60 8,8a3
45-54 52 8,656 58 9,621 41 6,496
55-64 37 5,315 44 5,548 26 4,718

SOURCE: Social Security: .Pespe_ctives on Preseryi ...tt.Systen (Washington,
DC: Employee Benefit Research Institute, 1982), p. 90.

a/ Real dollars are calculated using 1982 as the bare year.

Employer-Provided Health Insurance

Growth of employer group health insurance coverage among workers and their
dependents has promoted wide access to health care throughout the population.
Health Insurance is', the most common benefit offered employees in the United
States. In 1982, 76 percent of all workers, and 90 percent of full-time
full-year workers, reported coverage from an employer group health insurance
plan. Most workers (59 percent) have coverage from their own employer plan;
however, 22 percent of workers with employer health coverage--i? percent of
all workers--have coverage only as the dependent of another covered worker
(see Table 3). More than half of all non-workers (52.2 percent, excluding
retirees) were covered by an employer group health insurance plan. These
persons included primarily non-working adults and children.

Data collected by household and insurer surveys indicate that insurance
coverage for major health care expenses, and access to health care services,
has risen steadily among the U.S. population since 1960. In 1983, over 66
percent of the nonagricultural wage and salary workers had health insurance
coverage from their employers group health plan--nearly 59 million workers.
Recent congressional concern over lack of health insurance among unemployed
workers and their families suggests that Congress continues to perceive high
rates of private health insurance coverage as a public policy goal.
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!:(,RE I

COMPARISON OF PARTICIPATION RATES FOR ALL WORKERS

AND BENEFIT RECEIPT FOR 65-69 YEAR OLDS, 1950-2007

100
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1950

Percentage Receiving Pension Benefits:

Participation Rate
For All Workers

2%

8%

1967 1979 1997 2007

NOTE. The pension plan participation rate is defined as the percentage of All i., it-C arc
ortvate sector .-oier a rtlrccipatng in employer sponsored retirp-rt .,or-s. *r e
rates or benefit receiDt are for fam, 1 ie4 containing ind ,vidtils age 55-..i? ir- all
2(Q07. the percentage for families containing a 67 year oldc. these ram. ,eS ,C t t
,nri, -ida is wiho worik and those that have not worked. The percentage Cf ram-es
rece,v,ng bener,ts includes those eligible for benefits from pilot c and cr-ate er, .-er
o'ns-on programs or K.eogh plan%. it does not include iRAs.

SOURCE: Estimates or benefit receipt in 196/ iron Sociai Security 4dd,n,strat c ei 2 aa a
Econ3mic CharaCte.stics or the AQed. 1975. Ic analysis of March iQen aid *,yii

Current Population Survey cata for 1979 values. iCF estimates ior 199, and 2 ,?
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Table 3

Percent of Workers Covered by an Employer Group
Health Insurance P an by Level of Workforce Activit, 1982 a/

-m mpl o*No
,or ce Direct Indirect Employer
,c'.*vtry Total Coverage b/ Coverage b/ Coverage

. il t ime workers 84.1 /5.4 8.8 15.9
Full-year 90.0 84.0 6.0 10.0
Pdrt-vear 10.0 54.6 15.4 30.0

Part ti.me workers 59.5 18.1 40.8 40.5
Full-year 63.4 21.6 35.8 36.6
Part-year 51.3 13.1 43.6 42.1

A,' workers 75.9 59.3 16.6 24.1

3, ukCE EBRI tabulations of the March 1933 Current Population Survey (U.S.

Department of Commerce, Bureau of the Census).

a, Includes only civilian nonagricultural wage and salary workers; excludes
self employed workers and civilian wage and salary workers living in
families in which the greatest earner is a member of the Armed Forces or
an agricultural worker.

b, Direct coverage is defined as coverage provided by the worker's own
employer plan at any time during 1982; indirect coverage is coverage
received as the dependent of another worker in 1982.

he removal of tax preferences for employer health insurance contributions
might dramatically reduce rates of coverage among low-income workers and their
families, among workers and their dependents who experience unemployment
during the year. and among persons who are eligible for Medicaid or Medicare
average.

kn EBRI simulation of the probable pattern of coverage loss suggests that tax
preferences for employer health insurance contributions strongly benefit
low-income workers and their dependents, provide important economic security
for workers with fragmented employment histories, and reduce the public cost
of health care entitlement programs.

'ax preferences for employer health and pension contributions and individual
saving for retirement are a critical factor in determining worker
part-cipation and covc-age. Nondiscrimination provisions in the tax code make
tax benefits continger. on the breadth of the plan's coverage, that is, both
high- and low income workers must be included in tax-qualified plans.
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Conclusion: partly because of tax incentives, participation in employer
pension and health insurance plans is high. Among full-time, full-year
workers, rates of coverage are even higher. In 1983, more than 70 percent of
full-time rull-year workers were covered by an employer pension plan, and *
percent were covered by an employer health plan.

Appendix I to this testimony presents tables that show the number of workers
in each of the fifty States and the District of Columbia covered by employer
pension and health programs, IRAs, and 401(k) plans. The tables also present
the average incomes of those covered. Three populations are analyzed in these
tables: first, the total civilian workforce; second, the "ERISA Workforce,"
which represents those over age 25, with one year of service, and working over
1000 hours per year; and those over age 35 meeting these criteria. For this
last population, 12% are covered by a pension, 83% by a health plan, and 28%
have IRAs.

V. D,o Tax Incentive VondiscriminAtionpCriteria Aseure Aviui a tYatj_
Earnings Levels?

Employee benefits are widely distributed among workers and their families at
all income levels. Reflecting the concentration of workers at low- and
middle-incomes, most workers who participate in employer pension and health
insurance plans are low- or middle-income workers. in 1983, 16 percent of all
wage and salary workers covered by an employer pension plan, and 80 percent of
workers covered by an employer group health plan with their employer and
reporting earnings, earned less than $25,000 (see Tables 4 and 5).

The distribution of IRA savings among income groups also suggests distribution
of IRA tax advantages at every income level (Table 6). In 1982, 18 percent of
all IRA accounts, and 14 percent of all IRA contributions, were made by
households with adjusted gross income less than $20,000. More than a third of
all IRA contributions- -34 percent--were made by households with adjusted gross
income of less than $30,000. It shows that employer sponsorship does increase
utilization, but there is no evidence that tax preferences for employer and
employee based employee benefits favor only highly paid workers.

VI. Do Pensions Provide Savins?

Pension coverage constitutes the major source of savings for more than half of
current pension participants. While 52.2 million persons. or 56.4 percent of
the labor force, had little or no savings of their own in 1979, 26.8 million,
or more than half, were covered by employer pensions. Since these persons had
incomes just over half the size of those with some savings, pensions appear to
distribute wealth more equally than would be the case in their absence.
Table 7 shows that federal tax law has been effective in encouraging
retirement savings at lower income levels that could not otherwise be expected.

VII. How Much Do.?Mploee T_otal?

Possibly the most often-quoted figures on the level and growth of employee
benefits are those compiled by the Chamber of Commerce of the United States.
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Table 4

Employment Coverage and Vesting:
Distribution by E~rnings for

onaiculturalXWajLe.and Salay .Wore _ 1983

Number of Workers (00
Earnings Employment Coverage Total Vested Benefits

Total 80,289 47,372 27,603
$1-4,999 10,014 2,433 358
$5,000-9,999 15,323 5,747 2,023
$10,000-14,999 11,821 10,328 5,484
$15,000-19,999 13,101 9,422 5,874
$20,000-24,999 10,283 8,159 5,641
$25,000-29,999 5,515 4,365 3,048
$30,000-50,000 6,611 5,547 4,072
$50,000 and over 1,615 1,371 1,106

Percentage eDistribution Within Incoqme Grqup
Employment % Covered % Vested

to Employed to Employed

Total 100.00% 59.00% 34.38%
$1-4,999 100.00 24.29 3.57
$5,000-9,999 100.00 31.51 13.20
$10,000-14,999 100.00 57.93 30.76
*15,000-19,999 100.00 11.92 44.83
$20,000-24,999 100.00 79.34 54.85
$25,000-29,999 100.00 79.14 55.26
$30,000-50,000 100.00 83.91 61.51
$50,000 and over 100.00 84.90 68.50

Percenjae Distribution Across Income Grous
% Employ- % of % of Total

ment Coverage Vesting

Total 100.00% 100.001, 100.00%
$1-4,999 12.47 5.14 1.30
$5,000-9,999 19.08 12.13 7.33
$10,000-14,999 22.20 21.80 19.87
$15,000-19,999 16.32 19.89 21.83
$20,000-24,999 12.81 11.22 20.43
$25,000-29,999 6.87 9.21 11.04
$30,000-50,000 8.23 11.71 14.75
$50,000 and over 2.01 2.89 4.01

*Excludes workers without reported earnings

SOURCE: Employee Benefit Research Institute tabulations of May
1983 EBRI/HHS CPS pension supplement.
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Table 5

Distribution of Workers
Covered by an Employer Group Health

I.nsu.rance Pla~Lby Pa.so_3a_.'.i. .1982 a/

Workers with Percent of
Employer Percent of All Workers
Coverage b/ Workers within with Employer

Personal Earnings (in millions) Earnings Group Coverage

Loss 1.1 41.2 0.5
$ 1-$ 4,999 29.5 53.3 18.4

5,000- 7,499 10.8 64.6 8.1
7,500- 9,999 9.1 /4.1 7.9

10,000- 14,999 19.0 84.7 18.8
15,000- 19,999 14.3 90.0 15.1
20,000- 24,999 10.5 92.5 11.3
25,000- 29,999 6.8 93.6 7.5
30,000- 34,999 4.2 93.0 4.6
35,000- 39,999 2.3 93.0 2.5
40,000- 49,999 2.3 90.8 2.5
50,000- 59,999 1.1 91.1 1.2
60,000- 74,999 0.1 88.3 0.7
15,000 or more 0.9 86.2 0.9

Total, All Workers c/ 112.7 /5.9 100.0

Loss-$ 9,999 50.5 59.2 34.9
$10,000- 24,999 43.8 88.3 45.2
25,000- 39,999 13.4 93.3 14.6
40,000 or more 5.1 89.7 5.3

SOURCE: Employee Benefit Research Institute tabulations of the March 1983
Current Population Survey (U.S. Department of Commerce, Bureau of the
Census).

a/ Includes all nonagricultural civilian workers who reported employer group
health insurance coverage at any time during 1982, except workers in
families in which the greatest earner is a member of the Armed Forces or
an agricultural worker.

b/ Includes coverage from the worker's own employer group plan or from the
plan of another worker.

c/ Items may not add to totals because of rounding.

39-706 0 - 85 - 43
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Table 6

Utilization Rates for Voluntary Contribution
Retirement ProSrams, Employer

or gol-ProM dod KRISA.wokforce. May 1983

Employer Employer Own IRA: Own IRA:
Deferred Provided Employer Employer
Compensa- IRA Has 401(k) Does Not
tion Plan Plan Have 401(k)

TOTAL PRIVATE 60.41% 33-.02% 31.36i 20.68%
Participants 63.34 33.81 32.42 22.84
Vested Workers 68.64 31.46 37.18 27.24
Noncovered Workers 54.77 31.05 28.56 18.76

Unionized 55.49 22.18 30.37 15.82
Nonunionized 61.98 36.64 31.41 22.04

Size of Firm
less than 25 62.43 46.38 33.84 22.18
25 to 99 49.23 41.70 25.06 21.13
100 to 499 63.59 35.98 28.91 20.13
500 to 999 58.93 31.26 27.53 21.56
1000 or more 61.85 31.49 34.14 21.38

SOURCE: Employee Benefit Research Institute, preliminary tabulations of May
1983 EBRI/HHS CPS pension supplement.
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Table 7
Svji .PesinojnCvqera e. and Income, 1919

Savings Covered b/ Not Covered Average Annual
Status a/ (in millions) (in millions) Income

No savings c/ 26.8 29.0% 25.4 21.4% $ 7,672 56.4%
Some savings 25.9 28.0 14.4 15.6 13,914 43.6
Total 52.7 57.0 39.8 43.0 11,193 100.0

SOURCE: Employee Benefit Research Institute calculations based on Bureau of
the Census, Curent Poop.uatjonurveX (May 1979).

a/ Persons are classified as having some savings or no savings according to
whether or not they reported any asset income in the survey. Asset
income includes interest, dividends, rents, and royalties.

b/ Coverage refers to employer plans only both in the public and in the
private sector and does not include holders of IRA and Keogh accounts.

c/ Includes persons reporting negative asset income.

The figures are based on responses to an annual survey of a small number of
employers (fewer than 1,000); the employer sample is not scientifically
selected, and it is not weighted to be representative of true national
totals. Nevertheless, estimates based on these data capture a picture of the
general distribution of employee benefits among: (1) legally required
employer payments; (2) fully taxable employee benefits; and (3) tax-favored
employee benefits. Disaggregating the total level of employee contributions
reported in the Chamber of Commerce data among these three groups clarifies
the magnitude of tax-base erosion that can be attributed to the growth of
employee benefits.

According to the Chamber of Commerce data, employer contributions to fully
taxable, tax-exempt and tax-deferred employee benefits exceeded 32 percent of
wages and salaries in 1982. Nearly three-fourths of this figure (23.5 percent
of wages and salaries) represented either legally required employer payments
(9.5 percent of wages and salaries) or discretionary employer payments (13.9)
percent of wages and salaries) that are fully taxable. Legally required
employer payments include contributions for Social Security, unemployment
compensation insurance, workers' compensation insurance, and a variety of
smaller public insurance programs. Discretionary employer contributions to
benefits in the Chamber of Commerce data represented 23.0 percent of wages and
salaries in 1982. Of this amount, nearly two-thirds (60.4 percent) were fully
taxable both by Social Security and by the individual income tax. The fully
taxable benefits reported in the Chamber of Commerce data include employer
payments for time not worked (paid vacations, holidays, and sick leave) as
well as paid rest periods, lunch periods, and other paid employee time not
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directly spent in production. Less than one-third of the total level of
employee benefits reported in the Chamber of Corturerce data (21.7 percent)
represen discretionary tax-favored benefits paid by employers In 1982,
tax-favored benefits totaled 9.0 percent of wages and salaries.

bL_.Size _ orr Benet-.Employer contributions to tax-favored
benefits--those that are not taxed as current income to the employee--can be
divided into two groups: benefits on which taxes are deferred and benefits
that are tax exemjg.

* Tax-deferred benefits include primarily employer contributions to
retirement income and capital accumulation plans. These constituted
about 4.0 percent of wages and salaries in 1982. Taxation of these
benefits is deferred until the employee withdraws funds from the plan.

e Tax-exempt benefits include employer contributions to group health
insurance and a variety of smaller benefits that include dental
insurance, child care, merchandise discounts, and employer-provided
meals. These benefits constituted 4.6 percent of wages and salaries
in 1982.

Failure to distinguish among the growth of legally required employer payments,
fully taxable employee benefits, tax-deferred benefits, and tax-exempt
benefits has greatly distorted the perception of the tax-base erosion that can
be attributed to tax-favored and tax-exempt benefits. This common
misperception was highlighted by Secretary of the Treasury Donald Regan; his
May 22, 1983, statement to ABC News included the following comment:

"I think that when you look at the way our pension systems our medical
systems and the like are... running at full throttle, and are increasing
year after year, that sooner or later they're going to have to be slowed
down or else we'll never get these deficits under control."

The size of tax-favored benefits as a proportion of wages and salaries,
however, is much smaller than such statements suggest. Tables 8 summarizes
the distribution of tax-favored benefits by tax-deferred and tax-exempt status.

VIII. ftowMuch Have Tax-Fav2.e.dnloyee Beneft Costs Grown?

Over the past thirty years, tax-favored employee benefits have grown more
rapidly than wages and salaries, and slightly faster than either legally
required employer payments or fully taxable employee benefits. Consequently,
tax-favored benefits have absorbed a rising share of total compensation. In
the context of strong and increasing tax incentives for employees to demand a
greater share of compensation in the form of tax-deferred or tax-exempt
benefits, however, the growth of these benefits as a share of total
compensation has been remarkably slow. Additionally, the cost of tax-favored
benefits appears to be slowing as employers work to ration scarce resources.

The National Income and Product Accounts data compiled by the Department of
Commerce indicate that employer contributions to major tax-favored benefits as
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Table 8

Cogosition of Employee Benefits by Benefit Groug, 1982

Employer Payments Employer Payments
as a Percentage of as a Percentage of

Benefit Group Wages and Salaries All Benefits

Total Benefit Payments M 100.0

Letally-Required Emeloyer Payments: 9.5 29.2
Social Security (FICA) 5.2 16.0
Unemployment Compensation 1.1 3.4
Workers' Compensation 0.9 2.8
Other Legally Required Payments a/ 2.3 7.1

Discretionary Taxable Benefits: 13.9 42.
Time not worked b/ 9 1. 30.2
Rest Periods 3.8 11.7
Other Taxable Benefits c/ 0.3 0.9

Discretionary Tax-Favored Benefits: 9.0 27.7
Contributions to pension and
Profit-Sharing Plans d/ 4.0 12.3

Group Health, Life, Short-Term
Disability Insurance 4.4 13.5

Other Tax-Favored Benefits / 0.6 1.8

$umry:

Legally Required Employer Payments and
Discretionary Taxable Benefits 23.5 72.0

All Discretionary Benefits 23.0 61.5
Fully Taxable Benefits 13.9 42.8
Tax-Favored Benefits 9.0 27.7

SOURCE: EBRI tabulations of estimates produced by the U.S. Chamber of
Commerce, Employee Benefits 1982 (1983), pp. 11 and 28.

!/ Includes government employee retirement. Railroad Retirement Tax, Railroad
Unemployment and Cash Sickness Insurance, and state sickness benefits
insurance.

b/ Includes paid vacations and payments in lieu of vacation; payments for
holidays not worked; paid sick leave; payments for State or National Guard
duty; jury, witness, and voting pay allowances; and payments for time lost
because of death in family or other personal reasons.

£ EBR.I estimate based on Chamber of Commerce report of amount of Christmas
or other special bonuses, service awards, suggestions awards, special wage
payments ordered by courts, and payments to union stewards.

d/ ZBRI estimate of Chamber of Commerce report of employer contributions to
profit-sharing plans.

I/ EBRI estimate of Chamber of Commerce report of employer-paid dental
premiums, merchandise discounts, employee meals furnished by company,
payments for vision care and prescription drugs, moving expenses, and
contributions to employee thrift plans and employee education
expenditures. Tax-preferred benefits are overstated by the amount of
separation or termination pay received by employees but not
distinguishable from other tax-favored benefits in the Chamber of Commerce
estimates.
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a fraction of total compensation increased at an average annual rate of 12.8
percent between 1960 and 1982. The long-term growth of tax-favored benefits
relative to total compensation growth is presented in Table 9.
The growth in the early 19703 reflects several factors: Lhe slow growth of

wages both before and during economic recession; employer efforts to improve
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Table 9

Average Annual Growth Rates of Major Employee

...... Averafe Anrlua..Rate of QrWtk_(in percent#__

Employee Benefit 1950-1980 1910-1980 1980-1983

Total _B. e9" 2.5 1.8 2.2

Legally Required
Benefits 2.6 2.1 3.0

Discretionary Fully
Taxable Benefits a/ 1.4 1.2 1.2

Discretionary Tax-Favored
Benefits 4.4 3.0 3.0

Government Pensions 2.1 0 0

Private Pensions
and Profit-Sharing 4.9 4.5 1.9

Group Health 6.3 4.5 6.1

Group Life 2.3 -2.2 0

SOURCE: IBRI calculations based on U.S. Chamber of Commerce, Employee
Benefits 12 (Washington, D.C.: Chamber of Commerce, 1983).

j/ Vacation time and other time not worked. Calculations based on
interpolations from Chamber of Commerce data for 1980 and 1982.
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pension funding in anticipation of the enactment of the Employee Retirement
Income Security Act (ERISA) and in response to ERISA; net growth in pension
and health plan participation; and sudden increases in the employer cost of
group health insurance benefits. The recent slower growth of employer
pension contributions appears to be likely to continue, according to the
most recent employer surveys. The slower growth between 1980 and 1982 of
employer health insurance contributions as a share of total compensation may
reflect the maturation of group health coverage and benefits, as well as
employer efforts to contain the cost of private health insurance plans.

Employer contributions to group health insurance are the fastest growing
component of employee benefits. The expansion of worker and dependents'
coverage under employer group plans, the enhancement of benefits under these
plans, and persistent high inflation in health care costs have all
contributed to the growth of employer contributions to health insurance as a
share of compensation. Between 1950 and 1980, employer health insurance
contributions as a percent of total compensation have risen at an average
annual rate of 6.3 percent. Reflecting continued high inflation in health
care costs since 1980, employer contributions to health insurance have
continued to grow at an average annual rate of 6.1 percent more than the
growth of compensation.

The growth of employee benefits as a form of employee compensation has
attracted increasing attention in recent years chiefly because of a concern
that the growtA of benefits occurs at the expense of growth in wage and
salary income. Slower growth of wages and salaries, in turn, implies slower
growth of the tax base. Erosion of the tax base affects the public sector's
ability to finance government programs in general a;d the Social Security
system in particular. In addition, growth of nontaxable benefits may
generate an important redistribution of the tax burden across the
population. These effects of growth in employee benefits, and in tax-exempt
benefits in particular, merit careful attention.

IX. How Much Do Costs Vary byemployer?

The cost of discretionary employee benefits varies significantly from
employer to employer. During 1982 total expense ranged from 12.5 to 29.0
percent of total compensation among Fortune 500 firms, and the expenditure
would be lower for very young and small businesses. Table 10, presenting
data for the Fortune 500 and for twelve different industry groups, shows
that significant variation is also found in industries. Analysis of
industry by industry wage and salary levels vary to offset employee benefit
cost variation.

X. How Muh_o Costs Vary by Employee.f?

Employee benefits such as defined-benefit pensions and health insurance are
almost always discussed as a flat dollar cost per employee or as a level
percentage 6f pay per employee. Employee representatives, employees, and
employers have been content with this approach since the actual distribution
of cost does not affect either the taxes to be paid by the employee or the
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Table 10

Low, Averale and High Employer Contributions to Discretionary
Employee Benefits as a Percent of Total Compensation, 1982

Total Worker
I/.Retireent Y

Industrial Classifications Ww Avg. High

PetroleumA Refining 8.6 11.2 13.9

Electronics (Appliances) 6.0 7.6 9.2

Office Equinment (includes
computers) 5.1 6.5 7.7

Industrial and Farm
Equipment 7.5 9.7 13.6

Pharmaceuticals 7.4 8.8 9.8

Chemicals 10.1 11.6 15.0

Paper, Fiber and Wood
Products 7.5 9.2 10.3

Food

Utilities

Life Insurance

Banks

Retailing

Fortune 500

8.3

7.4

8.1

11.4

6.0

5.1

10.0

10.1

12.S

13.9

7.1

9.8

11.6

12.6

15.0

15.0

7.8

15.0

Total Worker Total Retiree
Insurance Benefits.3/Dis. Health /
Low Avg. High Low Avg. Hh

6.9

7.2

9.0 11.2

9.0 10.9

7.6 9.6 11.3

7.8

8.1

8.5

8.0

8.2

6.9

6.0

7.2

6.2

6.0

10.1 14.1

9.7 10.8

9.8 12.6

9.9

9.9

9.S

9.1

8.8

7.4

9.8

11.1

11.5

11.9

11.1

10.0

8.1

14.1

Grand Total
Low Av. . High

.7 .9 1.1 16.2 21.1 26.2

.5 .6 .7 13.8 17.2 20.8

.6 .7 .8 13.3 16.8 19.8

.7

.8

.8

.9

.7

1.1

1.0

.7

.3

.3

.9

.9

.9

1.1

.9

1.5

1.6

.8

.4

1.1

1.3

1.0

1.2

1.2

1.0

1.9

2.0

.9

.4

2.0

15.9

16.3

19.4

16.4

17.3

15.4

15.1

19.3

12.5

12.5

20.7

19.4

22.3

20.2

20.8

21.1

23.2

23.5

14.9

20.6

29.0

21.5

28.8

22.6

24.1

26.4

28.3

26.8

16.4

29.0

Source: EZRI calculations of data provided by Hewitt Associates.

Based on Fortune magazine's industrial classifications.

Total worker retirement includes employer contributions to defined
pension plans, and profit sharing plans.

benefit and defined contribution

3/ Total worker insurance benefits includes employer outlays to group life aid survivor plans, lon-
and short-term disability plans, and health insurance (including medical, dental and vision plans),

4/ Total retiree disability and health Includes employer contributions to health insurance and
disability income for retirees.

i/
2/
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employer. As a result, the only attention given to date to actual per
employee cost variation has been undertaken very recently to assess (1)
approaches to health care cost containment and (2) possible disincentives to
hiring or keeping on older workers. These recent studies show very
significant cost variation by age (Table 11).

Does this cost variation matter as a matter of tax policy? I would suggest
that the answer would be yes if employee benefits were to be subjected to
income tax or FICA tax. Yet, it is an issue that has been ignored in all
analysis undertaken to date. For example, during testimony before this
Committee on June 22, 1983, the Administration's witness analyzed the proposed
health care tax cap only as an issue of income levels, not of age. When asked
by Senator Bentsen if it would not have an age discrimination effect,
Assistant Secretary Rubin responded: "No, because those costs are spread over
the entire company. So it amounts to somewhat inconsequential in terms of
dollars-per-worker over the entire company."

Yet, let us assume that the Bradley-Gephardt "Fair Tax Act" is adopted and
these benefits are fully taxable to the employee. Will the young worker be
willing to pay tax on an average amount when it is known that the actual cost
for him or her is only 70% of that amount and that for an older low paid
worker it may be nearly 225% of the average? Will this form of tax "inequity"
be allowed to exist? If it does will any young people want health insurance?
And, if It doesn't, will older workers be able to afford to have health
insurance?

The present approaches to health insurance pricing and delivery were developed
in the tax environment that we havo today. A major change in that environment
will have a major affect on those approaches and structures. Nearly all of
the government and academic research done on this subject to date AssumE that
thes factors will in no wa change and that human behavior will not change.
This assuM..tion is contrary to over sevenyearsof experience with employee
benefits -under the tax code.

Does this say that the tax treatment of employee benefits should not be
changed? Not necessarily, but it does say that we must do far more--and far
more complete--analysis than has generally been done thus far.

XI. Tax Preferences and Federal Revenue Losses: The Cone .. of Tax
Ee n'ditur es -K__kss

Since enactment of the Congressional Budget Act of 1914,. the Treasury
Department has, been required to compile annual estimates of tax expenditures
resulting from "exceptions to the normal structure" of the tax code.

Deferred taxation on pension contributions and investment earnings and tax
exemption of other employee benefits produces what the law defines to be a tax
expenditure. These estimates are important to an employee benefits policy
discussion because they are frequently used as estimates of the revenue the
government could raise if particular provisions of the law were changed.
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Table 11

Summary of Cost Factors by Age for Use in Costing Benefit Plans

Medical Cost
Factor as % of
Average Cost

80.0%

80.0%

80.0%

80.0%

100.0%

112.5%

125.0%

160.0%

225.0%

Defined Benefit
Cost Factor as
% of Average

Cost

23.0%

33.0%

48.0%

69.0%

100.0%

146.0%

216.0%

323.0%

Life Insurance
Cost as Z of
Pay for One
Times Pay

0.1%

0.1%

0.2%

0.3%

0.6%

1.0%

1.5%

2.3%

2.3%

SOURCE: The Costs of Employing Older Workers (Washington, DC: U.S.
Special Committee on Aging and the Mployee Benefit Research
Institute, forthcoming)..

Note: Same life insurance cost is assumed for 65-69 as for 60-64

because it is assumed that the benefits will be reduced to

equal cost; regulations allow a 30% reduction.

If benefits are not reduced, assume costs at 65-69 are about

30% higher.

Defined contribution costs are the same by age.

Pension costs are determined on the basis that retirements are

&t age 65 or current age is greater.

Age Group

Under 30

30-34

35-39

40-44

45-49

50-54

55-59

60-64

65-69
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The government recognizes the shortcomings of these estimates and publishes
warnings about the use of tax expenditure numbers:

* Estimates assume no other changes in the tax laws.

* Estimates assume no change in taxpayer behavior if the law is
changed--even if this is the onlX provision changed.

Economists refer to this as "partial equilibrium" analysis. This means that
most of the real world is assumed away so that rough estimates are possible.
As a result, these estimates suffer as guides to policy. Therefore, they must
be used with great care. Analysts cannot, for example, legitimately use the
numbers to indicate that elimination of favorable employee benefit tax
provisions would produce $X of additional revenue for the flsc or SX for the
use of such programs as Social Security, health Insurance for the unemployed,
or Medicare.
XrI. HLw Much Do Bnef t.? a Cosrtp s Treasury?

The total estimate of tax expenditures for employee benefit programs- -social
and employer sponsored--totaled 91.4 billion dollars in FY 1983. IRAs and
plans for the self employed added another 10.3 billion. Appendix II provides
a full list of the tax expenditure estimates.

Because of the tax-deferred status of pensions, estimates of how much they
cost the Treasury--how big the tax expenditure is--are wide ranging: from $28
billion to $56.9 billion for FY 1983.

The wide variation in these estimates and in year to Year 0M estimates can be

attributed to the following:

o Frequent changes by Treasury in assumed tax rates.

* Recent changes in the universe of plans included in the estimates.

* Differences in the methodology used to calculate the
partial-equilibrium tax expenditure estimates.

As noted, all of the available estimates overstate what could be gained by the
fisc if all tax preferences for pensions were eliminated:

* Part of all pension tax expenditure estimates is the deferral of tax on
the full value of contributions. Yet, if these amounts were paid as
direct compensation, some portion of It might still be sheltered from
tax under other code provisions.

a Part of all pes-;ion tax expenditure estimates is the deferral of tax on
investment earnings. Yet, investment of these funds in tax-exempt
municipal bonds would lead to no tax revenue ever, and investments in
real estate, equities, or bonds would allow the deferral of tax for
very long periods. In fact, if invested in housing, an increasingly
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large portion might escape tax altogether due to the capital gains
exclusion for those over age 55.

# Recent contributions to the literature debate methodology. New methods
which use a lifetime estimation approach are better that the
traditional cross-section approach. But to be comparable to other tax
expenditure categories, these lifetime estimates cannot count future
interest on what some have classified as the tax free loan from the
Treasury.

Numerous other shortcomings of using tax expenditures as a basis for decision
making have been pointed out by various economists, politicians, and actuaries.

Private retirement program tax expenditures form the single largest category
of tax expenditures in the federal budget. They arise from the deferral of
taxes paid on: (1) pension and retirement saving contributions; and (2)
earnings on these contributions. Tax deferral of pension and retirement
saving contributions represents deferral of current revenue; taxes are paid on
withdrawals from the funds after the worker retires. In a lifetime context,
however, gross federal revenue losses are significantly lower than current
revenue deferrals. As much as 72 percent of the real (i.e.,
inflation-adjttsted) value of taxes deferred during pension participants,
working careers is ultimately repaid in retirement income taxes (Table 12).

Treasury tax expenditure statistics overstate the proportion of current tax
deferrals permanently lost to the Treasury. Treasury statistics imply that 83
cents out of every deferred dollar is permanently lost, with the other 17
cents accounted for by current tax payments by retirees. When examined in a
lifetime context, the proportion of deferred taxes lost to the Treasury ranges
from 14 cents out of every dollar to 40 cents, depending on whether or not one
adjusts for inflation and interest on deferred taxes and the interest factor
used.

Employer contributions to group health insurance ara the fourth largest tax
expenditure In the 1985 budget. These contributions are exempt from Social
Security, corporate income and individual income taxation.

Tax expenditure estimates are a poor guide for setting either federal tax
policy -ir federal retirement or health policy. Nevertheless, the high tax
expenditure estimates for pension and group health insurance plans continue to
attract public attention and critical appraisal of these plans' tax-favored
status. Measurement of current versus lifetime tax revenue losser, however,
is only part of the task of evaluating tax preferences for employer pension
contributions, retirement saving, and employer-sponsored health insurance.

Tax laws favoring employer retirement and health insurance plans and statutory
provisions for other 'benefits were enacted under the premise that the broad
coverage of workers and their dependents under these plans is desirable social
policy. Employment practices have developed surrounding these
programs--principally retirement, savings, health, life, and disability--for
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Table 12

Mow Much of Pension-pl3J1tTA. Deferrals is ust KO the Treasury?

Taxes
Method Used Taxes Lost Deferred

Treasury Method 83% 0%

,inal dollars 1/ 14 86
R, dollars b/ 28 72
Di. ted for interest: g/
at i on rate 40 60
at f I rate 36 64

SOURCE: Sophie M. Korczyk, 1e_tre.k~qtgE~y._T#_."P
(Washington, DC: Employee Benefit Research Institute,
forthcoming).

a/ Before adjusting for inflation.
b/ After adjusting for inflation.
c/ Interest rate used to discount taxes paid in retirement to

the year of retirement.

decades. Further, workers and their families have come to depend upon them
and to expect them. A change in the tax treatment of these programs must be
recognized as a fundamental change in the social contracts of our society.

While this does not say change is impossible; it clearly argues for a public
and well informed debate. Few of the over #SO million Americans who depend on
these programs have any awareness that change is even being discussed. And
all in the government must recognize that enactment of basic tax reform
proposals would include fundamental change in the tax treatment of employee
benefits.

XIII. YXP of Kwljqoo lpef iti

The growth of new tax-favored employee benefits has come under close scrutiny
due to concern that they might represent further erosion of the tax base. In
fact, employers often have independent motivations for setting up these
plans. The growth of new benefits--in particular, Section 401(k) salary
reduction plans and Section 125 cafeteria plans--generally represents an
effort by employers to contain the employer cost of tax-favored employee
benefits. Introduction of child-care programs is an accommodation to the
growing number of working mothers, particularly single heads of households.
For the latter group, this benefit may be the only thing that makes working

BEST AVAILABLE COPY
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possible. If they couldn't work, a direct public social expenditure would be
more likely.

Rising employer pension costs have prompted several innovations in the design
of retirement income plans. Section 401(k) plans, authorized by the Revenue
Act of 1978, have become an increasingly popular tool for controlling employer
pension costs. Employees are able to supplement employer contributions to a
Section 401(k) plan with tax-deferred contributions of their own.

This allows employers to contain their retirement plan costs. In general,
Section 401(k) plans probably represent a net reduction in employer pension
contributions relative to the level that would be required to ensure adequate
retirement income with lower employee retirement having.

Section 401(k) plans also reduce the employer's projected cost of indexing
retirement benefits. Although pension benefit increases are seldom automatic,
most employers provide SA W cost-of-living adjustments for current
retirees. Under current law, sponsors of defined-benefit pension plans cannot
reserve funds against future N4 bgs cost-of-living increases, even in cases
where the plan has a clear history- of providing those increases. 6A hoe
increases, therefore, are funded from current contributions, or offset against
actuarial gains, or added to the plan's unfunded liability.

Section 401(k) plans--and other defined contribution plans--represent a way to
provide employees with some inflation protection in retirement at
substantially lower--st to employers. Defined contribution pians are
automatically indexed, since the asset value of the plan generally rises with
inflation. Inflation reserves, therefore, accumulate automatically.

Section 401(k) plans also meet the demand for retirement income security among
mobile workers and worker with intermittent labor force participation.
Employee contributions to Section 401(k) plans are, by law, fully and
immediately vested. Short-tenure workers, therefore, may be better served by
401(k) plans than by more traditional plans. These workers, and workers with
intermittent labor force participation, are protected because they can "roll
over" the accumulated contributions and earnings of the plan into a
tax-deferred Individual Retirement Account. As a result, Section 401(k) plans
may particularly benefit young workers with high labor-force mobility and
women who may leave the :.abor force for protracted periods.

The growth of cafeterLa (or Section 125) plans also reflects employers'
efforts to control th. cost of employee benefits. Generally, the primary
motive of employers in establishing a cafeteria plan is the containment of
employer contributions to health insurance and to make workers more sensitive
to health costs. "Matu.e" cafeteria plans can be characterized as those which
havoc broken the automat:tc link between inflated health care costs and employer
support for health insurance coverage. Cafeteria plans encourage employees to
elect less generous health insurance coverage and substitute othbr
benefits--both tax-favored and fully taxable benefits--for generous health
insurance coverage. taike Section 401(k) plans, cafeteria plans enable
employers to meet the benefit neads of an increasingly diverse work
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force- -including young workers and women--while controlling total benefits
costs.

Cafeteria plans have emerged and matured despite the fact that regulations
were only recently promulgated. Alleged abuses in the design of some
cafeteria plans have recently been dramatized. Cafeteria or flexible
compensation plans plans may include a reimbursement account or flexible
spending account; but broad based plans are not synonymous with, or dependent
on, flexible spending accounts. Where the government believes abuses exist,
limits or guidelines for the use of benefits within cafeteria plans have been
set on at least a proposed basis. Examples of possible abuses within
cafeteria plans should not obscure the overall efficiency of these plans and
their cost advantages for both employers and employees.

XIV. jruigat ions of _w .Eq;7miL ~ pgo__

Many observers of the emerging changes In employee benefit plans have claimed
that the development of new forms of employee benefits merely represents
furthe: tax-base erosion. These claims, however, have often been made with
little or no supporting evidence. There are several reasons to believe that
the growth of nontraditional benefits--in particular, Section 401(k) plans and
cafeteria plans--may actually reduce further erosion of the payroll and
individual income tax bases.

While employer contributions to traditional pension plans are entirely tax
deferred, employee contributions to Section 401(k) plans are taxable by Social
Security. Employers have favored Section 401(k) plans as a means of reducing
the level of contributions they might have to make if they offered only a
traditional pension plan. If the growth of Section 401(k) plans does, in
fact, substitute for the growth of more traditional pension benefits, they
would represent an addition to the current payroll tax base.

The growth of cafeteria plans also impliec potential growth of the payroll and
income tax bases. Cafeteria plans typically include a menu of taxable and
tax-favored benefits. Cafeteria plans encourage employees to elect less
generous health insurance coverage, and substitute spending for other
benefits--both taxable and tax-favored--for tax-exempt health insurance
spending. As a result, these plans do not necessarily represent erosion of
the tax base.

XV. on kq

Tax laws favoring specific employer retirement and health insurance plans and
other statutory employee benefits were enacted under the premise that
extensive coverage of workers and their dependents under these plans is
desirable social policy. The growth of worker coverage by pensions and health
insurance has been strongly encouraged by the tax advantages accorded these
plans and by the the needs of workers and their dependants and survivors for
economic security.

I
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Analysis of the distribution of coverage and vesting by earnings category
indicates that pensions are broadly distributed among lower and middle income
workers: 76 percent of all nonsgricultural wage and salary earners covered by
a pension earn $25,000 a year or less. Similarly, 10 percent of all vested
benefits belong to nonagricultural employees earning $25,000 or less. \

Nay 1983 BBRI/MMS survey data also show that women are gaining pension
entitlement in greater numbers than ever before. Among those women meeting
ERISA standards for plan participation, coverage expanded by 2.2 million

workers since 1919 and nearly 1.3 million more women became entitled to
pension benefits at retirement.

1983 survey data also shows that the tax law has been successful in spreading
health insurance coverage across the income spectrum, with over 80 percent of
those with health insurance earning less than $25,000 in 1983.

This government policy success should be a matter of national pride. There
are many different types of benefits--each must be carefully evaluated. They
must be judged against both social and economic criteria--the costs and the
benefits. The favorable tax treatment allowed them may not be crucial to the
existence of some benefits--but it is essential to the provision of employee
benefits at all income levels.

Other nations now seek to match the success of this nation in developing a
true public and private sector partnership in meeting economic security
needs. Employee benefits do not cost the Treasury as much as some charge--.but
evaluation of whether it may be to much is a desirable and legitimate function
of the Congress. Were employer-sponsored benefits to disappear, howover, one
could expect higher rates of elderly poverty, greater demands on social
programs, heightened strife among generations, and tens of millions of
surprised and disappointed Americans.
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SOURCE: NiDI tabulatLons of 1983 BBRI/IOIS Current Population Survey May
Pension Supplement.
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APPENDIX II

Employer Benefit Tax Expenditures in the Administration's

Budget by Budget Function, Fiscal Years 1963-1985
(In millions of dollars) s/

1983 1984 X4

Commerce and Mo..int Credit:

Exclusion of interest on life insurance
savings

Education. Trainin" Emumloment. and
Social Servica8:

Employer educational assistance
Exclusion of employer provided
child care

exclusion of employee meals and
lodging (other than military)

Exclusion of contributions to pro-
paid legal services plans

Investment credit for 1SOPs

exclusion of employer contributions
for medical insurance premiums and
medical care

Social Security and Medicare:

Exclusion of Social Security benefits:
OASt benefits for retired workers
Benefits for dependents and
survivors
Disability insurance benefits

Income Security:

Exclusion of railroad retirement
system benefits

Exclusion of wormaan's compensa-
tion benefits

Exclusion of special benefits for
disabled coal miners

Exclusion of untaxed unemployment
insurance benefits

Exclusion of disability pay

Not exclusion of pension contri-
butions and earnings:

Employer plans
Individual Retirement Accounts
Keogha

Exclusion of other employee benefits:

Premiums on group term life
insurance

Premiums on accident and dis-
ability inmrance

Income of trusts to finance sup-
plementary unemployment benefits

Veterans benefits and services:

Exclusion of veterans disability
compensation

Exclusion of veterans pensions

12W1

$4,335 S4,720 $5,180

40

20

680

40
1,250

20

40

725

40
1,375

70

795

a5
1,875

15,270 17,625 20,165

14,035

3,775
1,310

780

1,885

160

2,960
120

13,895

3,755
1,225

615

2,020

155

2,305
75

12.975

39765
1.105

450

2,215

155

1,800

46,585 50,535 56,340
8,855 9,190 9,840
1,460 1,475 1,530

2,040

120

20

2.170

120 i

20

2,380

125

20

1,815 1.810 1,855
345 33S 340

107,950 114,295 123,125

SOURCE: Special Analysis 0, l~dtet of
Year 1983.

the United States Government. Fiscal

&/ budget functions are groups of federal programs or activities that address
a common national need. There are 18 budget functions.

Provision

the United States Goverment Fiscal
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STATEMENT OF LANCE D. TANE, MANAGER, THE WYA'ff CO.,
WASHINGTON, DC

Senator PACKWOOD. Mr. Tane.
Mr. TANE. Thank you, Mr. Chairman.
My current role is as manager of the flexibile compensation team

with the Wyatt Co. In that capacity I have worked with a number
of major employers who are currently in the process of assessing
and in some cases redesigning their benefit program. I would like
to start by saying that I agree with the conclusions that you reiter-
ated this morning. In working with these companies, it's very clear
that they do consider tax laws and tax incentives in deciding what
benefits they want to offer their employees. And I think it's also
very clear that these tax incentives have served to create the cur-
rent situation where most workers are covered by medical cover-
age, by retirement plans outside of -4hat provided by the Govern-
ment.

I think it is also clear that these companies work very hard to
ensure that these benefits are provided in the most cost effective
manner. And it's difficult for me to imagine the Government pro-
viding these benefitg'-ore cost effectively than these corporations
do with the ever present discipline of the bottom line.

I think clearly the issue then is not whether there should be ben-
efits, but the limit of those benefits. And this is a decision that
needs to be carefully considered. But in that context, I would like
to spend the majority of the time of my remarks talking about
flexibility.

Recently, many major employers have been looking at their ben-
efit programs and deciding that the current one size fits all ap-
proach does not make the most sense. They have been adopting an
approach where employees can chose which of their benefits they
want. I think there are a number of different imperatives that
have made this approach probably the only approach that makes
sense currently. The demographics of the work force are one of
those factors. Whereas in 1960 48 percent of our families had a
single wage earner, by 1980, only 33 percent had a single wage
earner.

Women in the work force have increased over that same period
from 38 percent to 51 percent. Clearly, the needs of our workers
vary much more greatly than they ever have before. At the same
time, the cost of benefits has risen sharply. And it's very clear that
we cannot afford to provide everyone with everything just because
the tax incentives require that that be the case.

Many of our employers have also found that through programs
of flexibility they are able to significantly increase employee
awareness of their benefits and appreciation of their benefits and
get them more involved in personally planning for their retirement
and their retirement security.

I think it muit be recognized that the cost of benefits is of great
concern to companies. And that they are along with the Govern-
ment looking for ways to control benefit costs. But still they do feel
that these benefits provide an important part of their social con-
tract.
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Some of the experiences of these clients are very interesting. One
client that we are working with, when they offered their employees
a plan of flexibile compensation that included as options all their
current benefits, less than 6 percent of the employees chose the
benefits they had in the past. Over a number of different imple-
mentations that we have now done, in general, less than 10 percent
of the employees choose the benefits that they had in the past. So
clearly the ability to choose does provide employees with the oppor-
tunity to adapt these programs to their varying needs.

Another thing that takes place is that employee satisfaction with
benefits increased with flexible compensation programs. At one
client that we work with where we did some statistically valid test-
ing, before the introduction of flexibility, only 48 percent of the em-
ployees felt the program met their needs. After the implementation
of a flexible program, 93 percent did. And that's without spending
any more money. So it's very clear that flexible compensation in-
creases the employees' appreciation, awareness and participation in
the benefit process.

Another concern that has been raised is that the flexible com-
pensation programs favor the highly paid. Our research has shown
that elections don't support this contention.

I think the problem is that the issues related to flexible compen-
sation have been misunderstood. Flexible compensation in and of
itself does not erode the tax base. It's the fact that what it does is
highlight incentives that are currently in the tax base without
limits. Through flexible compensation programs, the administra-
tion has pointed out that the employee jealousy factor is eliminat-
ed, thus allowing everyone to choose everything. What is needed is
not turning back from flexibility, but a redefinition of these incen-
tives so that the approach is that those things that we feel are im-
portant should be made available to all the people. Those things
that aren't as important are not necessarily available. An example
might include providing some overall limits on the total package of
benefits which would be nontaxable.

I think it's interesting to note that many major employers would
support this kind of an approach and would probably rely on it to
communicate to their employees why they have to cut back bene-
fits.

Thank you very much.
Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Tane follows:]

k
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My name is Lance Tane* and I manage the Flexible Compensation Team of

The Wyatt Company, the nation's largest independent employee benefits

consulting firm. The Flexible Compensation Team is the largest

professional unit in the country working exclusively on the design end

implementation of flexible ("cafeteria") benefit plans for major employers.

Our clients include a number of Fortune 100 manufacturers and the 50

largest bank holding companies.

Accordingly, I am focusing my testimony on flexible benefit plans -- which

are destined to play a central role in the future of employee benefits in

this country. Benefit flexibility is a critical subject for this subconirrIttee

to consider in the development of appropriate tax policy with regard to

employee benefits in an overall sense.

The fundamental issue facing legislators is how to reconcile the critical

need of today's increasingly diverse work force for greater benefits choice

and flexibility with the equally critical need to avoid increasing tax

expenditures in the face of unacceptably large budget deficits.

Contrary to popular opinion, these two imperatives -- promoting individual

choice in employee benefits and preserving the income tax base -- are not

mutually exclusive.

*The views expressed in this testimony are those of the author and are

not intended to represent the views of The Wyatt Company.
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It is important to realize that greater choice and flexibility in benefits does

not in itself erode the tax base -- it merely surfaces a broad range of

underlying tax incentives thdt have been in the tax code but have not

been fully utilized over the years.

Why have these tax incentives not been fully utilized? The answer is that

these incentives are available to employees only through their employers --

and employers could not make them readily available until recently.

They could not do so for two interrelated reasons -- the first based on

economics and the second on a doctrine of tax law. The economic reason

was well explained by Assistant Treasury Secretary John Chapoton in

testimony before the Finance Committee last year on S. 640. lie said:

"Prior to the establishment of cafeteria plans, there was a practical
limitation on the extent to which employers could provide compensation
to employees in the form of non-taxable fringe benefits.
Economically, any individual employee would prefer to receive more
compensation in the form of non-taxable fringe benefits only if the
employee needed or would use the additional fringe benefit as much as
the cash payment that otherwise would be paid, less the tax that
would be imposed on that cash compensation. The need for additional
fringe benefits would differ from employee to employee. As a
consequence, the provisions of additional frinfge benefits would be
sought by some employees and opposed by others. In the past,
employees as a 1, roup have reached a mutually satisfactory
accommodation where the level of fringe benefits offered by each
employer is acceptable to the employee group as a whole.

The level of benefits at which any group of employees develops
conflicting interests will depend on the type of benefit being
considered and the particular circumstances of the employees. For
example, all employees may desire medical insurance protection up to
a certain level. However, employees without dependents may want to
limit the level of employer-provided health insurance to coverage for a
single employee. Collectively, these employees will resist reducing
their general level of cash compensation in order to provide more
extensive insurance protection that would benefit only emplo,,ces with
dependents.
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The establishment of cafeteria plans eliminates 'employee jealousy' as a
constraint upon the use of fringe benefits as a principal means of
compensation. Under a properly designed cafeteria plan, an employee
will never bear any portion of the economic cost of the fringe benefits
enjoyed by other employees. Again looking to the example of medical
insurance, an employee will not care if another employee receives
tax-free comprehensive health care insurance coverage for an entire
family so long as he or she can receive either cash or an equivalent
amount of compensation in the form of a desired tax-free fringe
benefit."

Until recently, employers could not offer their employees this kind of

tradeoff without running afoul of "constructive receipt."

Before this doctrine was waived for qualified cafeteria plans '.y Section 125

of the Internal Revenue Code, if employers offered their employees a

choice between taxable arid non-taxable benefits, the availability of the

choice automatically resulted in taxable income for the employees regardless

of what they actually chose.

Thus, the combination of employees' economic self-interest and constructive

receipt encouraged employers to purchase a lowest -common-denoininator

approach to benefits -- to offer a uniform benefits package of theoretically

universal appeal for all employees.
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For many years, the "one-size-fits-all" benefits philosophy was viable --

and it artifically protected the tax base from the full impact of the tax

incentives for all kinds of benefit-related items embedded in the Internal

Revenue Code.

But recently, several powerful trends have converged which have rendered

traditional fixed benefits obsolete and created an explosion of interest in

the kind of benefit flexibility made possible by Section 125 -- and opened

up the underlying benefit tax incentives to greater utilization.

There are five major trends which have converged to reshape the benefits

environment:

TREND #1 -- The work force has been transformed by massive

demographic shifts. In 1960, 48 percent of American families were

supported by one breadwinner. But by 1980, only 33 percent still relied

on only one income -- and the number is dropping rapidly. During the

same 20-year period, women jumped from 38 percent of the work force to

51 percent.

At many of our large corporate clients, for example, the "typical" employee

for whom traditional benefits are designed -- a married man with a

non-working wife and children at home -- now represents less thnn 15

percent of the work force!



708

TREND #2 -- Benefit costs have soared, largely due to virulent medical

inflation. According to the annual Chamber of Commerce study, average

company benefit costs have shot up from 19 percent of payroll in 1951 to

some 37 percent today.

In dollar terms, the 1,500 companies in the Chamber study spent $510

billion on benefits in 1982 -- about three times what they paid 10 years

earlier. Not surprisingly, healthcare cost-containment is a critical concern

for many employers.

Companies are attempting to control costs in many different ways. One of

them is flexible benefits, because unnecessary benefits (e.g., high levels

of life insurance for single employees) or redundant coverage (e.rg.,

overlapping medical plans for two-career couples) can be avoided.

TREND #3 -- The recent severe recession has given even greater urgency

to controlling benefits costs. Employers have begun to realize that

traditional benefits programs are really blank checks -- management is

essentially committed in perpetuity to a specific market basket of benefits,

regardless of future cost.

Flex plans, however, redefine the company's benefits obligation in dollars

rather than in goods and services. This rips up the blank check. Each

employee is allocated a certain number of benefit credits, and every year

the employer decides how much to increase the benefit allowance.
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Because flex increases the value of benefits to employees, it can be a

powerful tool to accomplish any of three objectives:

1. Add new benefits at lower cost than through a fixed benefit
plan.

2. Increase the value of benefits to employees without increasing
costs.

3. Maintain the value of benefits to employees while reducig costs.

TREND #4 -- A computer revolution has swept the country. Employers

who had been scared off by the complexity of administering a different

benefit plan for each employee now have powerful new technologicad tools

at their disposal.

Sophisticated software has become available to handle every aspect of the

administration of individually tailored benefit programs for Coilpanies )f all

sizes. There are even versions of such software designed for the personal

computer.

TREND #5 -- A body of experience has developed which proves thnt flex

plans are feasible for employers. And that employees like them -- even in

cases where companies have actually reduced their benefit cxpnditures.

Several statistics from companies we are working with are particularly

revealing:

At one major client, only 6 percent of employees chose to buy back their

old benefit package when given the chance. At another , employee

satisfaction with the benefits package rose from 48 to 93 percent after
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management introduced a flex plan -- and the company's costs didn't

increase at all. At a third, the company is saving $2 million a year and

employees prefer the new plan to the old!

As a result of these forces, flexible benefit -plans are now catching on

rapidly in companies large and small in all industries and arpas of the

country. Flex plans are particularly popular in companies where the

employee population tends to be young and female.

They are also becoming widespread in high-technology and professional

service businesses, as well as in fields such as banking that are evolving

rapidly -- and which must attract, motivate, and retain a higher caliber of

employee than ever before.

In addition, utilities and manufacturing companies have turned to flex, --

and unions are starting to get past their initial negative reactions and

realizing the advantages to both labor and management.

Hundreds of companies large and small are making their benefits more.

flexible -- ranging from adding elements of choice to conventional plans to

establishing comprehensive flex plans.

There is a groundswell of employee interest across the country. And the

press -- always looks to spot a trend -- has caught on to the story.

Flex is an idea whose time has come. It is too powerful to stop because it

simply makes too much sense and responds too well to the needs of today's

work force.
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Giving people the freedom to control their own economic decisions strikes a

deep chord in the American psyche. Moreover, promoting individual

initiative is consistent with the philosophy of this Administration and

eliminating artificial barriers to consumer choice is in step with the

deregulatory mood of the times.

And contrary to the prevailing notion in Washington, flexible benefits do

not discriminate in favor of the highly paid and the concept has powerful

appeal to people in all income brackets.

On a legal and regulatory level, tough anti-discrimination requirements are

written into both the recently issued proposed regulations for Section 125

and the newly enacted Deficit Reduction Act of 1984.

In practice, employees in all salary categories tend strongly to favor

flexible benefits. As benefits consultants, our experience is that 85 to 95

percent of employees choose to rearrange their existing benefit package

when given the chance to do so with a flex plan. The 85 to 95 percent

range holds steady across the wage spectrum.

Finally, a sharp contrast to conventional wisdom is the fact that flexible

benefits appear to be of even greater interest to the lower-paid thain to

the higher-paid. In a recent nationwide attitude survey conducted by the

Opinion Research Corporation, 49 percent of respondents in all income

brackets said that when considering roughly equal job offers from two

different companies, they would be more likely to choose a company

offering flexible benefits over one with conventional fixed benefits.
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However, an extraordinary 59 percent of employees in the study earning

$15,000 per year or less said they would be more interested in a job that

offered a flex plan over one that did not. By comparison, only 48 percent

of the respondents earning $35,000 per year or more were similarly

motivated by a flex plan. So much for the myth that flex appeals only to

the highly-paid.

However, as the flex trend rapidly gains momentum, there is increasing

concern is some quarters that it may lead to erosion of the tax base

because employees have access to a larger portion of their total

compensation in a non-taxable form.

What is to be done? The answer is not to try to turn back the clock and

crack down on individual choice -- but to rethink the underlying tax

incentives. It is my belief that some of these longstanding incentives have

become misfocused and need to be reconsidered.

For example, let's look at medical insurance, the example (ited by

Assistant Secretary Chapoton.

All payments to covered employees from employer-sponsored medical plans

have long been non-taxable to these employees. However, for people vho

are not participants in an employer-sponsored plan, any medical expenses

incurred up to 5 percent of adjusted gross income are non-deductible and

must be paid for with after-tax dollars.
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This contrasting tax treatment leads to some important questions:

0 Did Congress intend to have payments for everything covered by
employer-sponsored medical plans go completely tax-free?

* Should there be a distinction in tax status between essential and
non-essential coverage? Are eyeglasses deserving of the same
tax incentives as heart surgery?

* Was the enormous increase in medical costs -- and hence the
value of this tax exclusion -- foreseen?

* Philosophically, is it fair to discriminate between
employer-provided and employee-purchased medical benefits?
Why should there be unequal tax incentives?

One way to redress this serious inequity would be to designate as taxable

income to the employee a portion of the payments -- not the coverage but

the proceeds -- that he or she receives from an employer-sponsored

medical plan.

For example, if we want to equalize the tax incentives for insured and

uninsured medical expenses, payments for employer-sponsored medical

plans could be made taxable up to 5 percent of adjusted gross income.

This would continue to protect employees against catastrophic expenses and

give them a tax incentive for medical cost-containment. It would also

avoid penalizing choice, instituting a regressive tax, or creating an

administrative burden for employers.

39-706 0 - 85 -- 46



714

This kind of approach could also significantly increase tax revenues.

Rased on a reasonable set of assumptions, additional Federal tax revenues

in tie neighborhood of $15-25 billion a year could be generated if

payments from employer-sponsored medical plans were made taxable up to 5

percent of W-2 income.

If proceeds were made taxable up to only 1 percent of W-2 income, this

would still raise $4-6 'billion a year -- not an inconsequential sum in view

of the fact that the recent tax bill will raise only some $50 billion over

three years.

This is just one possible way to carry out what must be a fundamental

attribute of tax policy regarding fringe benefits -- it must accommodate

individual choice. The tax treatment of benefits provided by employers

through a "one-size-fits-all" plan or through a flex plan -- or purchased

by an individual outside of any plan -- should be the same.

The issue is the extent of the tax incentives various kinds of fringe

benefits deserve -- not the form in which the benefits are provided.

This leads to two other possible approaches that would help preserve the

tax base, while avoiding the imposition of a tax penalty on choice.

The first approach is to scale back the incentives for various types of

benefits considered less deserving of tax-favored treatment. Do benefits
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such as van pooling, elective surgery, and emergency medical treatment all

deserve the same level of tax exemption? Should some items lose their tax

benefits? Should others have them reduced but not eliminated?

What is required are carefully considered judgments and even-handed

assessments of the proper level of incentives in particular cases.

Regardless of the determinations, this approach would promote choice

because the form in which the designated benefits are offered would

become irrelevant.

The second approach is simply to put a dollar cap on the total value of

fringe benefits that can be excluded from an individual's taxable income

every year.

Contrary to popular opinion, employers would support a reasonable cap.

Corporate management is every bit as interested as Congress in bracing

the growth of benefits. Research shows that the increased costs of

providing more non-cash compensation to employees in the form of benefits

does not reduce employers' overall compensation expenditures. The

establishment of tax incentives for benefits creates employee expectations

and pressure for these benefits. That expectation and pressure is for the

employer to provide those benefits in addition to whatever direct

compensation the employee felt he was otherwise entitled. While most

employers agree it is socially desirable to provide a core of benefit

protection to their employees, unlimited tax incentives simply serve to
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increase employee expectations for the provision of more and more

expensive benefit packages. The implementation of reasonable limits on

non-taxable benefits would be well received by many major employers and

could be used by those employers as a rationale for benefit cutbacks.

A cap on total benefits wculd also avoid penalizing choice, again because

the form in which benefits are offered would be irrelevant, and also

because each individual could select whatever types of befits he or she

most wanted -- all that would matter would be the aggregate value of the

benefits.

These are only a few ways in which the underlying .tax incentives for

benefits could be refocused to protect the tax base without penalizing

individual choice. No doubt there are many other viable approaches.

The central issue is the extent of the tax incentives various kinds of

benefits deserve and which fiscal realities can accommodate -- not the form

in which the benefits are provided.

The tax treatment of benefits provided by employers through either a

conventional "one-size-fits-all" plan or a flex plan -- or purchased by an

individual outside of any plan -- should be the same. This principle

should become a cornerstone of tax policy toward employee benefits.
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However, making it a reality will require Congress to grapple with many

difficult and controversial benefit issues at the very heart of the present

structure of tax incentives.

The fact that this Committee is taking three days to hear testimony on

fundamental tax issues affecting employee benefits is a hopeful sign.

Unfortunately, benefits policy has been set in chaotic, patchwork fashion

for many years. Critical benefits issues have been addressed almost

exclusively in the context of loophole closing and frantic last-minute

revenue raising.

Benefits are no longer an arcane subject of interest only to actuaries and

consultants. They have long fulfilled important social needs and have

contributed significantly to the nation's economic wellbeing over the past

generation.

But today, with the groundswell of interest in shaping benefits packages

to meet the needs of employees of all kinds -- including young singles,

divorced mothers, two-career couples, and old workers -- benefits have

become a critical issue for almost every constituency in American society.

More than ever before, employers need a clear, consistent, and

unambiguous framework -- a coherent set of tax policies which don't

change every year -- to move ahead with to design responsible and

effective benefit plans that meet the needs of both labor and management.

This tax framework must recognize that benefit flexibility is an idea whose

time has come -- and that individual choice must not be restricted in a

misguided attempt to protect the tax base.
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STATEMENT OF EUGENE M. KALWARSKI, F.S.A., MILLIMAN &
ROBERTSON, INC., WASHINGTON, DC, ON BEHALF OF THE NA.
TIONAL EMPLOYEE BENEFIT INSTITUTE
Senator PACKWOOD. Mr. Kalwarski.
Mr. KALWARSKI. Good morning, Mr. Chairman. Mr. Chairman,

I'm here to testify on behalf of the National Employee Benefit- In-
stitute. With ne here today is Thomas Schendt, associate director
of the institute. I apologize that Mr. Sebastian and Mr. Rodriques,
who were listed as joining me in this presentation-are not here
due to conflicting schedules.

The National Employee Benefit Institute is an organization com-
posed of Fortune 1000 sized companies which share a common in-
terest in legislation and regulations which impact benefit planning.
NEBI represents more than $100 billion in pension assets, and its
members employ hundreds of thousands of workers who are cov-
ered by many types of benefit programs.

The text of NEBI's written testimony as submitted for the record
was prepared through the combined efforts of benefit managers of
the following major companies who happen to serve on a steering
committee of NEBI: The 3M Co., American Can Co., Atlantic Rich-
field Co., Conoco Inc., First Interstate Bancorp, Hunt Wesson
Foods, Inc., Security Pacific National Bank, and Southern Califor-
nia Edicx.

Ovr written testimony focuses broadly on three major areas-the
economic and fiscal implications of the current employee benefit
tax policy, a discussion of the labor force currently covered by em-
ployer paid tax favored benefits, and the historical and social
medium in which employee benefit plans, as we currently know
them, began. In my oral testimony I'm just going to cover some of
the key points from the written testimony.

With respect to economic and fiscal implications, we point out
that only a small portion of employee benefit related revenue is
permanently lost to the Treasury. While there are few tax free
bnefits, most employee benefits are merely tax deferred or fully
taxable. Further, the tax exempt treatment accorded by Congress
to the relatively small amount of fringe benefit payments that are
tax exempt to the worker reflect a policy commitment to ensure
the provision of medical coverage to as broad a cross-section of the
American population as possible, and to encourage the private
sector to assume much of the responsibility for this coverage.

Employer sponsored retirement plans are a major source of sav-
ings for the majority of current pension participants. There is a
two-fold economic consequence of the post-ERISA trend toward
greater retirement savings and company sponsored plans. First,
there will be reduced pressures on Government. This will enable
our nation to better cope with the huge Social Security deficits
which are predicted for the coming years. By whatever means the
Government must pay for some portion of retirement benefits, Con-
gress must choose whether the Government will take a more active
role to the administration of the giant Social Security system or
continue to be an inactive participant which pays through reduced
revenues. Congress must determine whether it is in the Nation's
best interest for the Government to shoulder more of this burden.
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The second result of having a Nation of financially secure retir-
ees is that more deferred tax dollars will eventually find their way
to the Treasury as postretirement tax payments. We caution that
more retirement dollars will be needed in the future. As an actu-
ary, I know that what is needed to support a postretirement popu-
lation with a relatively short remaining life expectancy is quite dif-
ferent from the resources that are going to be needed in the 21st
century with the maturing baby boom generation and advance-
ments in medical technology leading to longer life expectancy.

We want to make the point that a broad based labor force shares
in employee benefits. One of the more frequently voiced concerns of
employee benefits is the assertion that the current tax structure
has created a system benefiting the corporation and the highly
compensated individuals by providing deductions and tax shelters.
NEBI disagrees with this assertion, and data available at member
companies repudiates this assertion. And although the private pen-
sion system or private benefit system may not be perfect in design
and delivery, the population participating in fringe or retirement
plans is larger than ever and is virtually identical to the composi-
tion of employment force as a whole.

In summary, I want to point out that tax incentives to employers
have improved the flexibility, and innovation in approach and
design, to accommodate different geographic areas, age groups, and
employee needs. This would not be possible if the Government pro-
vided these benefits directly and removed the tax incentives that
compel employers to provide the benefits.

In conclusion, Congress, business, and labor have cooperated for
over 50 years in setting up a joint public-private employee benefit
system. &fore upsetting that balance, Government must consider

-- This complex structure. Congress has listened to business and labor
and has been responsive to their needs in this area for many, many
years. To look now to the future, we ask the subcommittee and the
full Congress to decide whether the real social and long-term reve-
nue costs of tax revenue increases benefitting the corporation and
the highly compensated individuals by providing deductions and
tax shelters. NEBI disagrees with this assertion, and data available
at member companies repudiates this assertion. And although the
private pension system or private benefit system may not be per-
fect in design and delivery, the population participating in fringe
or retirement plans is larger than ever and is virtually identical to
the composition of employment forces as a whole.

In summary, I want to point out that tax incentives to employers
have incurred flexibility and innovation in approach and design to
accommodate different geographic areas, age groups and employee
needs. This would not be possible if the Government provided these
benefits directly and removed the tax incentives that compel em-
ployers to provide the benefits.

In conclusion, Congress, business, and labor have cooperated for
over 50 years in setting up a joint public-private employee benefit
system. Before upsetting that balance, Government must consider
this complex structure. Congress has listened to business and labor
and has been responsive to their needs in this area for many, many
years. To look now to the future, we ask the subcommittee and the
full Congress to decide whether the real social and long-term reve-
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nue costs of tax revenue increases in employee benefit areas will be
too high. Thank you.

Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Kalwarski follows:]
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NATIONAL EMPLOYEE BENEFITS INSTITUTE

INTRODUCTION

The National Employee Benefits Institute ("NEBI") is
an organization composed of Fortune 1000-sized companies which
share a common interest in legislation and regulations which
impact benefit planning. NEBI represents more than $100 billion
in pension assets, and its members employ hundreds of thousands
of workers who are covered by many types of benefit programs.

The text of the NEBI testimony was prepared through
the combined efforts of benefits managers at the following nine
member companies who served on a steering committee:
3M Company, American Can Company, Atlantic Richfield Company.
Conoco, Inc., First Interstate Bancorp., Hunt-Wesson Foods,
Inc., Security Pacific National Bank and Southern California
Edison. Although this testimony necessarily reflects these
companies' experiences as large employers, the composite
employee group depicted in this joint project represents an
extremely diverse workforce who live and work in all regions of
the United States. The employees described in this testimony
include the young and old, male and female, married and single,
those who perform manual and clerical jobs and those who have
technical, professional, managerial or executive positions.
The one characteristic they share is their employment by major
companies who are actively interested in the current health and
welfare of their employees and dependents, and who want to
provide economic security in the event of their separation frorr
service, retirement, death or disability.

NEBI wishes to express its appreciation to the
Taxation and Debt Management Subcommittee of the Senate Finance
Committee for the opportunity to present testimony and support-
ing data concerning tax policy issues related to employee
benefits. We strongly support your commitment to develop an
ongoing fiscal policy which recognizes the inevitable impact
that changes with respect to taxation of employee benefits will
have on the continuing viability of other major policy areas
and national goals.

Millions of American workers and their families count
on private benefit plans as a primary or supplemental source of
current assistance and future security. The Internal Revenue
Code and regulations, ERISA, ERTA, TEFRA and innumerable labor
laws and regulations have created a complicated, interrelated,
regulatory framework upon which thousands of intricate benefit
programs have been built. Public programs have assumed the
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continued existence and vitality of private ones and vice
versa. Congress, business and labor have all contributed to
the final product. It is not surprising that fringe benefit
legislation and regulations, as well as the plans which they
govern, reflect a balance among competing revenue, commercial
and social interests.

Our testimony will cover three major areas: the
economic and fiscal implications of the current employee
benefit tax policy; a discussion of the labor force currently
covered by employer-paid, tax favored benefits; and the
historical and social medium in which employee benefit plans as
we currently know them germinated.

ECONOMIC AND FISCAL IMPLICATIONS

Large federal deficits have caused widespread concern
in the executive and legislative branches as well as in the
private sector. Although there is little dispute that some-
thing.must be done to reduce the deficit levels, few programs
or persons are willing to assume the role of "bullet biter"
voluntarily. Congress has been unduly pressured to cut spend-
ing and increase revenues without raising taxes or disturbing
anyone's favorite program. This cannot be done. A reevalua-
tion of many tax exemptions, deductions and credits is one
logical approach, and may provide an opportunity to eliminate
some inadvertent or obsolete exclusions. But before any
changes are warranted, it is appropriate to consider carefully
the reasons for creating each "tax expenditure" and the impact
that its removal would have on the economic and social well-
being of the American people.

The current focus on employee benefits as a potential
source of substantial additional revenue presupposes two
premises: that a significant amount of revenue is permanently
"lost" through benefit programs, and that the losses are not
justifiable in light of the more compelling revenue considera-
tions. NEBI disagrees with both of these propositions.

1. only a small portion of employee benefit-related
revenue is permanently lost to the Treasury. Employee benefits
may be divided into three basic categories: tax free, tax
deferred and fully taxable.

(a) Tax free benefits. Health-related benefits
are the primary component in the "lost revenue" category of tax
free benefits. Employers contribute an average of 5% of
payroll to provide health-related benefits. To the extent
payments are made to health services providers who are subject

-2-
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to income tax (such as physicians), the payinents will be taxed
to a taxpayer (the provider) soon aftur employers make the
payments.

(b) Tax deferred benefits. The second category,
tax deferred benefits, includes pension, profit sharing and
other employee savings plans. Although contributions to these
plans reduce current revenue, the deductible contributions will
eventually return, interest augmented, to the income stream.
Even after adjusting for inflation and tax breaks for the
recipient, one study shows that as much as 60% of the contribu-
tion amount will return to the tax base as taxable income.'
Federal revenues are reduced to a small extent by tax credit
employee stock ownership plans (commonly called "PAYSOPs").
However, the reduction is arguably offset by the increased
productivity of workers who become company shareholders.

(c) Fully taxable benefits. The majority of
"benefit" dollars do not receive tax-favored treatment.
According to U.S. Chamber of Commerce figures, over two thirds
of employee benefits (23.5% of payroll) are fully taxable,
discretionary employer-paid benefits such as paid vacation,
holidays, lunch periods and sick leave, most of which are
subject to both income and Social Security taxes.' Another
9.5% are in the form of legally required employer payments
(Social Security, paid rest periods, unemployment compensation
insurance and worker's compensation insurance). Accordingly,
there are no revenue enhancement possibilities for the majority
of benefit dollars currently spent on behalf of U.S. workers.

2. Lost revenue is'justified by balancing considera-
tions. The tax exempt treatment accorded by Congress to the
relatively small amount of fringe benefit payments that are tax
exempt to the worker reflect policy commitments to ensure the
provision of medical coverage to as broad a cross section of
the American population as possible and to encourage the
private sector to assume much of the responsibility for this
coverage. Thus far, the people of this national have indicated
a strong preference for a private health care system over a
national health insurance system (such as that in place in

'S. Korczyk, Retirement Security and Tax Policy

(Washington, D.C., Employee Benefit Research Institute,
forthcoming).

'Employee Benefit Research Institute, Why Tax Employee
Benefits?, Table 1. (Washington, D.C., 1984).
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Great Britian). Actual tax revenues "lost" in implementing
this country's private health care system should be compared to
the administrative cost of a government-sponsored program. To
imply that taxation of health care benefits would enhance
revenue rolls dollar for dollar overlooks the hidden costs of
collecting this revenue.

3. Employer-provided health benefits are delivered
at a relatively low cost. Since the 1960s, our member companies
have experienced a dramatic rise in the cost of providing
health care coverage for their employees. As one example,
Conoco reports that in 1970 its medical plan was funded at 1%
of the cost of its payroll. Today it is 6% of payroll. Conoco
is only one of the victims of this phenomenon. However, the
private health care system is not the cause of rising health
care costs and should not be looked to as the source of the
solution.

In making such a statement we do not intend to
imply that the private delivery system is without fault, nor do
we minimize the crisis caused by the rise of health care
costs. NEBI companies, along with large and small employers
everywhere, have begun to implement serious programs to contain
rising health care costs. Current efforts include greater
employee cost sharing, tighter control of benefits, sophis-
ticated data monitoring systems, employee health incentives and
employee communication programs. Member companies report plans
operating at a high level of efficiency, with 95% of medical
plan dollars being paid out as benefits.

Our members believe that many factors have
contributed to the health care cost explosion. The high cost
of new technology is a primary catalyst of cost increases.
Other factors include excessive hospital capacity, unnecessary
hospital utilization, oversupply of physicians with target
income, noncompetitive practices and public and private insur-
ance plans with open reimbursement policies. NEBI believes
that Medicare, as the single largest health care plan, can and
should assume a leadership role in holding down the cost of
medical care delivery. However, the companies represented by
this organization do not believe that a more comprehensive
government-sponsored health care program would alleviate the
health care cost crisis. In fact, most cost-saving techniques
employed by companies today started through the efforts of a
few innovative companies. Without experimentation by many
companies and competition among providers (generated by
industry's concern for high costs), new and more efficient
delivery systems would not emerge.

-4-
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4. Retirement plans are major sources of savings for
the majority of current pension participants. It has long been
part of our national economic policy to encourage savings and
investment by American workers. Yet, Japan and the Scandinavian
countries have personal savings levels which approximately
triple the American rate of under 5% of net pay. NEBI member
companies indicate that their profit sharing, savings and
thrift plans are the sole or major voluntary savings programs
for most employees. Just as important, company-paid pension
and other retirement plans will be the major source of income
for future retirees.

One of the chief characteristics of the new
industrial age was reduced personal retirement savings. requir-
ing government to assume an unfamiliar role in providing assis-
tance for the post-employment years. Tax incentives provided
to companies and their employees in order to encourage retire-
ment self-sufficiency are no less valid government tax expendi-
ture today than when first established.

5. Current and future employees will retire with
larger savings. There is a two-fold economic consequence of
the post-ERISA trend toward greater retirement savings in
company-sponsored plans.

(a) Reduced pressures on government. Future
retirees will be less dependent on Social Security or Medicare
due to longer participation in defined benefit and defined
contribution plans. The stronger the private retirement
system, the more prepared we will be to cope with the huge
Social Security deficits which are predicted for the coming
years. At some point in the near future, economics will force
us to take a hard look at our public old-age health °ind welfare
delivery system.

By whatever means, government must pay the
cost for retirement benefits. Congress must choose whether the
government will take a more active role through the administra-
tion of the gargantuan Social Security system or continue to be
an inactive participant which "pays" through reduced revenues.
Congress must determine whether it is in the nation's best
interest for government to shoulder more of this burden.

(b) Assets paid out of retirement plans will be
taxed. The second result of having a nation of financially
secure retirees is that a much higher percentage of deferred
tax dollars will eventually find their way into the Treasury as
post-retirement tax payments. Employees' income tax brackets
will probably not drop as dramatically after retirement. Our
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members report that their retirees are leaving the work force
with a retirement income ranging from 40-100% of their pre-
retirement earnings. The higher percentages are at the lower
end of the wage scale.

Even considering the various tax advantages (such
as rollovers and ten-year forward averaging) given to the
benefit recipient, the Treasury is not permanently losing,
dollar-for-dollar, the amount of money calculated to be
benefit-related tax expenditures. For example, in 1983,
Conoco's annual retirement pla. contribution (and tax deduc-
tion) was $27 million. The same year over $46 million (all
taxable income) was paid to about 3700 retirees. As the number
of vested employees continues to grow, and they earn a larger
pension benefit due to longer service under the plan, the
government can anticipate more recaptured revenue. In fact.
the fairly conservative funding standards adopted by most
corporations, improved retirement benefits to employees, longer
life expectancies for current and future retirees and the
changing demographic distribution which will accompany the
aging of the baby boomers will create an environment in which
the difference between tax dollars deferred and recovered is
narrowed dramatically. Tax recoveries may even exceed deduc-
tions early in the next century.

6. More retirement dollars will be needed. The
demographic changes expected as America enters the twenty-first
century should not be overlooked. The retirement planning
implications are enormous. What is needed to support a small,
post-retirement population with a relatively short remaining
life expectancy is quite different from the resources req'Ared
to maintain at an adequate income level a far larger, longer-
living group. Although never intended to supply full retire-
ment income, Social Security and Medicare will be less prepared
to cope with the twenty-first century's population distribution
and culture. Inflation is another serious problem. Carefully
planned retirement savings must account for dollar dilution in
the post-employment years. Cost of living increases - and the
funding necessary to supply them - will become even more
important.

we, as a nation, have given much thought to these
and similar issues beginning with the Revenue Act of 1921
(exempting interest income on trusts for stock bonus or profit-
sharing plans from current taxation) and continuing through to
the most recent tax.law. We are only now beginning to appre-
ciate the post-ERISA economic impact of well-funded, broad-based
private pension coverage.

-6-
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A BROAD BASED LABOR FORCE SHARES IN EMPLOYEE BENEFITS

One of the more frequently voiced concerns with
employee benefits is the assertion that the current tax struc-
ture has created a system benefitting the corporation and
highly compensated individuals by providing deductions and tax
shelters.

ERISA was the first comprehensive attempt to guarantee
that retirement benefits would be widely available on an equit-
able basis. More legislation followed. Nondiscrimination
rules have been enacted to insure that both use and avail-
ability of statutory fringe benefits are nondiscriminatory.
The top-heavy rules of section 416, contribution and benefit
limitations under section 415, and relevant sections of the Age
Discrimination in Employment Act, among others, have further
assured widespread availability of employee benefits. In fact.
there is great concern that Congress has gone too far in
assuring nondiscrimination. The complexity of and disincen-
tives inherent in recent legislation (such as the top heavy
rules in TEFRA) threatens the continuation of retirement plans.
especially defined benefit plans and plans maintained by small
employers.

The body of laws governing the employee's retirement
benefit incorporates such features as the following: fiduciary
responsibilities of all plan sponsors, trustees, administra-
tors, consultants, attorneys and others; reporting and disclo-
sure requirements; minimum funding standards; nondiscrimination
tests; and tax incentives. Among the plan watchdogs are: the
participants themselves; the business community; the plan
fiduciaries; the Internal Revenue Service; the Department of
Labor and the Pension Benefit Guaranty Corporation. Current
and future benefit recipients can be confident that their
employer-funded retirement savings will be available as
expected.

New legislation has focused upon incidental discrimi-
natory impact issues, such as breaks in service related t3
maternity or paternity leave and gender-based vesting gaps.
NEBI believes that legislation has been an appropriate remedy
where large numbers of workers have been adversely affected by
certain legal requirements or commonly-included plan provi-
sions. It is our contention, however, that after ten years of
operating under ERISA, the benefit plan problems which deserved
legislative solution have been virtually eradicated, and any
remaining discrimination (real or alleged) through by plan
design or administration are more appropriately dealt with by
market forces.

-7-
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A competitive advantage in the marketplace is a
primary impetus for offering fringe benefits and retirement
plans. Regardless of any tax advantages to the company or
participant, it is illogical to assume that an employer would
provide any benefit in lieu of the more easily understood and
administered direct compensation if there were not pressures
from within the marketplace to do so. And although the private
system may not be perfect in design and delivery, the popula-
tion participating in fringe and retirement plans is larger
than ever, and is virtually identical to the composition of the
employment force as a whole.

1. Coverage and vesting gaps between men and women
are narrowing as more women enter and remain in the work
force. Statistics show that more than one half of adult women
now work outside of the home (as compared with one third ir
1960 and an expected 80% by 1985). The figure rises to 70% for
adult female "baby boomers." With a growing awareness of the
political and economic force generated by this expanding group,
both legislative initiatives and market factors have provided
these women with greater and more equitable benefits than ever
before.

NEBI respondents report a closing gender gap in
employment and vesting. One example is First Interstate
Bancorp. This company has a rather atypical gender mix of
approximately 60% female to 40% male. Although an observer
might assume that men would dominate the long tenure positions
(executive and managerial), which would result in a widely
disparate male-female mix at the retiree level, this is not the
case. Of the company's 3603 actual retirees, 58% are female
and 42% male. Women at this company are becoming vested and
staying at First Interstate Bancorp. until retirement.

Certain fringe provisions are a reflection of the
large number of women who remain in the work force through
their child-bearing years. Hunt-Wesson cites as an example its
liberal maternity leave policy (offered as part of its sick
leave and disability plan), which can provide full pay or 60%
of pay for six weeks with an additional six weeks off at 60% of
pay if medically indicated.

Another example is the dependent care assistance
program. In many companies this program has made economically
feasible, for many women with small children, the decision to
seek and retain employment outside the home. It is not only
the working mother who benefits from this assistance. The
accessibility of quality child care at more affordable prices
is advantageous for the entire family.

-8-
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There are other benefits, such as educational
assistance, which are more widely utilized by women and lower
income wage earners than by the older and higher-paid employees.
Atlantic Richfield's (ARCO) educational assistance program is
evidence of this tendency. ARCO reports that its program's
primary participants are young female clerical workers who'are
at the lower end of ARCO's wage scale. These women are return-
ing to school with ARCO's assistance in order to obtain the
skills to qualify them for management track positions. Not
only are these young clerical workers benefited personally by
the availability of educational assistance, the employer
obtains the benefits of a more diverse management team in an
industry that has historically tended to be dominated by men at
all levels.

2. Lower income individuals would suffer severe
economic consequences if required to purchase or oav for bene-
fits currently provided by employers. Although anticipated
retirement income needs and the size of retirement benefits
will vary along income lines, the cost of many fringe benefit
programs, including large catastrophic medical and other
welfare benefits (such as dental. disability and life insur-
ance) are totally independent of income level.

According to a 1982 Bureau of Labor Statistics
survey, corporations paid 65% of all health insurance premiums.
Also, 93% of all workers employed by the surveyed employers are
covered by long and short term disability insurance. For
example, First Interstate Bancorp.'s health insurance plan
requires a premium of up to $246 pel month for family cove'rcge,
of which the employee must pay approximately 25%. If employers
did not pay the majority or all of the health care premiums,
the impact on the $20,000 combined income family would be much
greater than on the $80,000 combined income family. The
financial burden of medical insurance, without regard to any
life insurance or disability coverage, could leave many
families unprotected or underprotected, and vulnerab]s tn
economic catastrophe.

Informal polling by some of our steering committee
:embers indicates that there is an inclination among younger
and lower-paid employees to respond that they would have to
terminate benefits (in order to maintain their present direct
compensation) if the employer ceased to provide these fringes.
Although NEBI does not propose that these unscientific
samplings are representative of all workers' attitudes,
certainly they point out certain significant issues which need
to be addressed. We must consider the future scenario in the

-9-
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event that employer incentives were eliminated or significantly
changed.

For example, let us assume the most drastic case,
that all tax incentives to employers were eliminated and
Employer X decided to terminate all benefits and retirement
programs. Employees would fall into three categories: those
who could and would replace critical benefits out of their own
resources (for example, through the purchase of high-cost
individual coverage); those who financially could, but would
not, duplicate the employer-paid benefit coverage; and those
who simply could not afford to replace the benefits in any
meaningful way. This last group would consist of lower paid
workers, persons who because of their age, hazardous occupation
or some other factor would be priced out of the health, dis-
at",!: y and life insurance markets. Their other more pressing
otiiations or higher priorities would force them to 'olay the
cocds.

Inevitably, after enough catastrophies, there
would be an increased demand placed upon government assistance
programs. Congress would feel compelled to do something to
breach the benefit gap. How much of the burden would fall on
the employees directly and how much would be left in govern-
ment's hands is, of course, impossible to state with any
certainty. NEBI s member companies anticipate a wide range of
responses to elimination of tax incentives. The possibilities
range from the institution of some degree of increased employee
cost sharing to the complete elimination of some current
benefit programs. Although employers recognize a certain moral
obligation towards their employees and dependents, this is not
encuah to offset completely their financial obligation to
shareholders. Neither is it sufficient to withstand the pres-
sure from employees who are unwilling to share significantly in
benefit cost.

HISTORICAL COALITION FOR SOCIAL PROGRESS

Throughout this testimony, we have made allusions to
the important role played by the private sector in the imple-
mentation of the nation's social programs. In 1890, only 3.9%
of the total population of the United States was 65 years of
age or older. That year, 4.3% of the labor force was composed
of persons age 65 and older. By 1983, the over 65 age group
represented 11.6% of the total population. The projection for
the year 20i3 is that persons over age 65 will make up 14.7% of
the total population. Between the years 1890 and 1976, how-
ever, the percentage of the total labor force over age 65
actually declined. Although a law prohibiting mandatory
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retirement prior to age 70 may have some effect on the number
of persons who, remain in the work force beyond age 65, it is
clear that the present and future prognosis is that the popu-
lation spread between the younger working segment and older
nonworking segment will continue to narrow. Because this group
continues to increase in numbeL and percentage of the popula-
tion, Congress must establish its policy towards the nonworking
elderly now.

1. Private employee benefit plans are necessary
components in Congressional social programs such as retirement
security, health care, educational assistance, employment
security and worker's compensation. The Social Security Act of
1935 created the first national program of social insurance,
the Federal Old-Age, Survivors, and Disability Insurance
(OASDI) program. Social Security was established to be a
necessary adjunct to retirement income, whether derived from
employer-sponsored retirement plans or personal savings.
Although Social Security was not one of the most popular enact-
ments of the New Deal program of President Roosevelt at the
start, it quickly gained popularity, and through the next
decades additional programs were added to the original retire-
ment program: supplemental security income, Medicare and
disability benefits.

The unfunded "pay as you go" Social Security system
became increasingly problematic as the number of recipients
grew, as the benefits increased and as cost of living increases
were mandated by inflation. The enormous costs incurred by
this program are carried by current wage earners who are taxed
on current earnings. As the percentage gap between workers and
retirees narrows and as retirees live longer, this tax rate
must grow. A nationwide attitudinal survey towards Social
Security prepared for the National Commission on Social
Security in 1981 indicates that the public is well aware of the
implications of these facts and numbers: 61% of the non-retired
respondents expressed doubt that the funds would be available
to pay their retirement benefits. Of those between the ages of
25 and 44, almost 75% gave this response.' Persons expressing
this doubt will certainly resist losing their employer-
sponsored, tax-deferred savings and retirement plans. The
purpose of this testimony is not to discuss the merits of
Social Security, nor to suggest means of reform. Rather, it is

'National Commission on Social Security, A Nationwide
Survey of Attitudes Towards Social Security (1981).
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intended to show that the public retirement system has been
strained due to economic and demographic factors. A "pay as
you go" system can be disasterous during periods of high
inflation. Increased payments must be made from currently
collected dollars. Wage earner tax dollars must be used
directly for administrative costs, so that the tax expenditure
cost to the government is exacerbated. An adequately funded
private system must supplement this "pay as you go" Social
Security system.

Social Security was intended to supplement private
retirement income sources. Private plans alleviate some of the
social and fiscal pressures on government. From the fiscal

---perspective, private plans reduce government expenditures
needed for retirement payments (and provide a pool of invest-
ment capital for the national economy). Private plans must be
adequately funded, providing additional capital and interest
dollars. The interest dollars will help defray the plan's
administrative expenses and provide cost of living adjustments
as they are needed. Omitting any tax adjustment at payout, the
Treasury's eventual recovery may be expressed as follows:

dollars contributed to plan + interest - adminis-
trative cost = dollars returned to income stream

From the government's perspective, this dollar cycle compares
favorably to the Social Security system. Social Security
collects contribution dollars (which are reduced by payments of
administrative costs) and almost immediately pays them to the
recipient without the intermediate stop in the economy as
invested capital. Although this model is simplistic, it
demonstrates that the private pension system is beneficial to
the economy.

From the social standpoint, private plans play a key
role. At the time it was enacted, Social Security was a
drastic response to a social and economic crisis. Prior to the
Industrial Revolution, a young, agrarian nation could take care
of its elderly. Extended families jointly operated farms where
the few who survived to old age remained productive in some
manner so long as he or she was physically able. The indus-
trialization of America brought about social changes in our
work and living habits which could not accommodate the Great
Depression.

2. Social Security was not intended to provide
universal retirement income. Social Security and private
retirement plans are intended to.supply retirement income to
wage earners. The essential difference between them is that
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Social Security was intended as "insurance." Henry L. Bowden,
a member of the President's Commission on Pension Policy,
commented in 1981, that "(the Social Security system] insures
against an inadequate income at the time of retirement. If you
have an adequate income at time of retirement, you have not
suffered the loss against which you were insured.

Federal policy has been legislatively expressed.
There's a commitment to provide the retired with adequate
income. Opinions may differ over how much assistance is appro-
priate and who should pay the bill. Some of the "how much?"
questions have been answered by the Congress. The basic Social
Security benefit operates within prescribed limits. For the
private sector, Congress has established retirement plan con-
tribution and benefit limits. The next question is "who
provides?"

Congress had hoped that people would voluntarily
save without tax incentives (or, through IRAs, with tax incen-
tives). Because personal savings have not been sufficient to
ensure post-retirement security (and because low income
persons, who need savings most, have not used IRAs as much as
higher income taxpayers), government requires that employers
and covered employees make mandatory contributions to Social
Security. The private sector employer is induced to do its
share with tax incentives. The government necessarily "pays'
one way or another for the implementation of its stated
policies. Companies, employees and their dependents await your
eventual decisions on the future of employee benefits.

3. Tax incentives to employers have encouraged
flexibility and innovation in approach and design to accom-
modate different geographic areas, age and sex groups and
employee needs. Let us assume that the government can deliver
health, retirement and disability benefits at no greater cost
than the private sector. Even at identical price there are
sound reasons for delegating some of this responsibility to the
employer. The employer is in a better position to respond to
the individual needs and demands of its employees. Note that
fringe benefits have always been a major subject of collective
bargaining agreements.

Our member companies affirm that employees are
not passive recipients of benefits. Rather, competitive forces
spur the creation of an attractive benefit package which will
induce the best possible candidates to choose and remain with a
company. While young workers may be less concerned with
extensive defined benefit programs, they may be very interested
in generous maternity benefits, dental plans and child care
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assistance. An older population mix may demand retirement
security and a savings plan with self-directed investment
options. Only a decentralized, market sensitive benefit
delivery system can permit such fine tuning. NEBI does not
believe that total uniformity is in the country's best interest.

4. Tax incentives to employers have encouraged
private sector cooperation in other policy areas. Collecting
revenue is only one item on the congressional agenda. The
nation has set certain other goals involving quality of life.
Education is to be readily available to as broad a segment of
the population as possible. Therefore, the government has
established low interest loan programs and has historically
given employers the incentive to establish their own educa-
tional assistance programs.

Quality of life in congested urban areas is
another national interest. The government can provide direct
aid to local government for mass transportation systems and
provide employers with the incentive to set up qualified
transportation programs. These plans are beginning to shot
results. For example, 52% of Atlantic Richfield's employees in
traffic-congested Los Angeles are voluntarily participating in
a qualified transportation program. Participants are reim-
bursed for parking costs if they form a car pool o' three or
more riders. The plan also covers van pools and individual use
of public transportation. Such programs are new and have been
tried by relatively few employers. NEBI asks this Subcommittee
to consider this question: Is the cost through tax loss to the
federal government any greater than that occasioned by direct
payment of highway assistance or implementation of an air
clean-up program? Even an employer-provided lunch program has
value beyond employer convenience. It allows some employers to
locate in less urbanized areas, perhaps creating needed jobs.

5. Compensation increases in the form of retirement
benefits tend to be less inflationary than direct compensation
increases. These contributions are properly characterized as
savings, and savings do not add fuel to the inflationary
flame. The emphasis is on the retirement benefits because some
benefits are immediately paid into the economy and are not
"saved." Health benefits coverage is the easiest and most
obvious example.

Health benefits are intricately tied to the
alarming inflationary spiral in health care costs. However,
this is one instance where the application of the old maxim
"Don't throw out the baby with the bath water" is appropriately
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repeated. Employers have recently been forced into devoting
more and more of their available benefits and compensation
dollars to provide the same, or in many cases an inferior,
health benefit package. Our member companies, and webelieve
them to be representative of all employers on this issue, are
vigorously working to find solutions to the problem we have
described. Employers, who must show profits to their inves-
tors, are working to find innovative ways to control health
benefits costs. We believe that thousands of employers,
working in competition in the marketplace, will discover more
ways to save costs than one government-mandated program could
ever do. Employers and participants are starting to learn some
hard lessons about health care expectations. A punitive tax
structure is not the solution. The private sector requests the
cooperation of Medicare and Medicaid in finding the proper
course.

CONCLUSION

Many member companies have asked themselves a very
difficult question: In the event of a major tax incentive
overhaul, would they be able to provide the same protection to
their employees, or even adequate protection for the present
and future health and welfare needs of their employees?
Respondents report that it is too early for their companies to
actually make decisions, but that they believe that their
companies would have to completely eliminate all benefit
programs or severely curtail the employer contributions to them.

Congress, business and labor have cooperated for over
50 years in setting up a joint public-private employee benefits
system. Before upsetting the balance, the government must
consider this complex structure. Congress has listened to
business and labor and has been responsive to their needs in
this area for many, many years. Look now to the future. We
ask this Subcommittee and the full Congress to decide whether
the real social and long term revenue costs of tax revenue
increases in the employee benefits area will be too high.
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Senator PACKWOOD. Mr. Tane, in your judgment, simply because
a benefit is tax free, does that mean the company is going to be
willing to provide it no matter what the cost?

Mr. TANE. Absolutely not, Senator. Each decision is really made
independently and after careful study, looking at the cost and the
benefits. The fact that there is a tax incentive for offering the ben-
efit will be a consideration, and in some cases a major consider-
ation. But it does not result in the company automatically offering
that benefit. The needs of the employees, the competitive forces,
the fiscal ability of the company to provide it, all will be taken into
consideration.

Senator PACKWOOD. So taxable or tax free, the employers don't
abuse it.

Mr. TANE. Clearly not. They are very concerned about benefit ex-
penses.

Senator PACKWOOD. In that case, why should the Federal Govern-
ment tax any of the benefits that an employer choose to provide?
The employer is going to be wary about providing them because he
or she has to pay part of the cost, and the employer and the em-
ployee decide between them that this is good for productivity, and
good for employee stability.

Mr. TANE. I think I would agree that in general they shouldn't
tax it. One of the points that we have seen is that in almost all
cases pressure for benefits is for those benefits in addition to the
underlying wage. Employees don't view an additional benefit as
taking the place of direct compensation. And, therefore, companies
have to consider very clearly whether or not it is cost effective for
them to offer th..

Again, I think that in most cases the concern is significantly
overstated. Most of the companies that we are working with are
very concerned about benefit costs and are independently looking
at ways to cut those costs.

Senator PACKWOOD. David.
Senator DURENBERGER. Just one question, I guess, probably of

Mr. Tane. And the chairman of this subcommittee is much more
familiar than I am with this issue. But just for the record, I take it
you are familiar with IRS' May 7 regulation or proposed regulation
regarding the cafeteria benefit plan.

Mr. TANE. Yes, sir.
Senator DURENBERGER. And it strikes me that forfeiting unused

amounts, particularly in the health area, is nonproductive because
all the incentives are then to use it up rather than let it be forfeit-
ed. And I know one of the proposals that Senator Packwood and
Barbara Conable had was to permit that unused portion to be
either paid out in cash, used to provide another benefit, or rolled
over into a retirement counter into the second year. Would you
comment on the appropriateness of our expanding the eligible use
of those flexible benefit plans to utilize those kinds of options, and
why that would be better, in effect, for the system than the IRS
proposal?

Mr. TANE. Yes, sir. There's a very significant problem in the cur-
rent Tax Code and that is that in most cases that tax incentives for
medical care are only there if the benefit is offered as a plan of
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insurance. And, in effect, the IRS guidelines have said that same
thing. There has to be an element of risk.

Well, a lot of recent studies-and probably the most comprehen-
sive is a Rand study-have clearly indicated that when the employ-
ee has some financial stake in the health care consumption deci-
sion, the employee is a more careful consumer. So what we have is
an incentive to create a delivery system that is inconsistent with
cost containment. The incentive right now is for a company to pro-
vide all the benefits through the insured plan. If the employer
wants to create some coinsurance ur create somve deductible
amounts, those amounts, if they were provided by the plan of in-
surance, would be nontaxable. If the employee has to pay them
himself, they are taxable.

So what the reimbursement account does is that it enables a de-
livery mechanism that does not put a tax penalty on getting the
employee involved in the health care consumption decision. And I
think that's a very key element, if we are going to do that.

Tax policy can't be at conflict with good health care cost contain-
ment principles. So I think allowing some sort of financial realloca-
tion of those amounts back to the individual, being in the form of
cash-outs or roll overs, is essential to having a structure that does
not provide necessary incentives for employers to provide the cov-
erage in an insured form as opposed to one where the employee
gets involved in the decision.

Senator DURENBERGER. Thank you.
Senator PACKWOOD. Gentlemen, we have no further questions.

Thank you.
Senator PACKWOOD. Now we will move on to a panel consisting of

Boris Auerbach, vice president and secretary, Federated Depart-
ment Stores, Cincinnati, OH; and Edward E. Burrows, Government
Affairs Committee, the American Society of Pension Actuaries,
Washington, DC.

Mr. Auerbach, go right ahead.

STATEMENT OF BORIS AUERBACH, VICE PRESIDENT AND SECRE-
TARY, FEDERATED DEPARTMENT STORES, CINCINNATI, OH,
AND CHAIRMAN OF THE BOARD, ERISA INDUSTRY COMMITTEE,
WASHINGTON, DC
Mr. AUERBACH. Thank you.
I am vice president of Federated. I am chairman of the board of

the ERISA Industry Committee, known as ERIC, on whose behalf I
am appearing today.

ERIC is made up of over 100 of the Nation's largest employers
and sponsors of benefit and retirement security programs for mil-
lions of employees.

I think the ;"ints we are going to make are going to be in large
part repetitious, but I think they should be made. I think these are
points that have to be driven home. The strength of our current
system cannot be ignored. First of all, the growth of our system of
benefits is a result of voluntary action; not Government-mandated
compliance. It is a clear example of how a limited measure of tax
policy can be translated by the private sector into substantial bene-
fits for working Americans.
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Second, as was stressed by one of your earlier panelists, our
system is diverse and dynamic. Flexibility is the key. There are dif-
fering needs of employees at various stages of their work life-dif-
ferences in geographical locations, varied resources of employers,
different kinds of industries and different makeup of work forces.
Government programs can't do this.

Third, the private sector provides a safety net which we believe
is far more cost effective and efficient than government programs,
which would be necessary to provide similar benefits.

I should also point out that it wasn't until the mid to late 1950's
that health retirement and disability programs became a common
expectation of American workers. In addition, ERISA's prefunding
and 10 year vesting requirements are only a decade old. And over
one-half of pension plans currently in operation are less than 10
years old.

As you pointed out in your discussions with Congressman Erlen-
born, we keep passing laws and the rate is accelerating at a fright-
ening pace. It is extremely difficult to do the kind of long-term
planning that is needed if the rules keep changing.

In addition, Federal budget tax expenditure analysis shows that
it is considerably more economic to provide benefits through the
private sector. The budget shows that current tax expenditures of
over $56 billion for pension contributions and earnings would cost
the Government $81 billion. And, as has been pointed out earlier,
this ignores the fact that the Government recoups virtually all the
current expenditures on present value basis since the taxes are
only deferred until a later date.

Employers will not suffer if the changes in tax policy discourage
or prohibit prefunding of benefits through tax qualified plans. The
employer will receive his tax deduction for benefits paid whether
paid out of current income or through a qualified plan. But if
changes in tax laws cause the prefunding of benefits to atrophy or
disappear, employees, retirees, and their families will be subject to
the vacillations of the economy, rather than certainty of prefunded
payments. Employers could pay benefits in good years and would
be forced to suspend them in bad ones. And unlike today, benefit
payments would not survive the employer.

I think I would rather have the funded plans of industry than
the huge unfunded problems that we have seen with some govern-
ment systems such as New York City.

The funds set up by employers create a group coverage for em-
ployees that provide benefits at a cost no employee on his own
could match. And, indeed, few could afford the same broad cover-
age at individual policy rates. To abrogate these prefunded benefits
will limit their availability, reduce their coverage, and threaten
economic security of millions of active and retired workers, their
families, and beneficiaries.

In addition, these prefunded benefits provide a major source of
investment capital approaching $1 trillion, which I think we should
think lon an hard about before we change.

I would simply like to leave the committee with two clear
thoughts. First, that the present system of employee benefit tax
provisions represents a clearly sought out, longstanding, and we be-
lieve, rational policy providing economic security for tens of mil-
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lions of American workers. And, second, if there are going to be
substantive changes in tax preferences, please do it slowly, intelli-
gently and not in a rush seeking revenues.

Thank you.
Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Auerbach follows:]
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The ERISA Industry Committee

TESTIMONY

Subcommittee on Taxation and Debt Management
Committee on Finance
United States Senate

HEARING ON FRINGE BENEFITS
July 26, 27, 30, 1984

for The ERISA Industry Committee
Boris Auerbach, Chairman

July 30, 1984

Mr. Chairman, members of the committee, my name is Boris

Auerbach, I am Vice President and Secretary of Federated Depart-

ment Stores and Chairman of the Board of The ERISA Industry

Committee -- known as ERIC -- on whose behalf I am appearing

today.

ERIC is made up of over a hundred of the Nation's largest

employers and sponsors of benefit and retirement security

programs for many millions of employees. Our members comprise a

variety of different industries including communications, steel,

retailing, automobile, high technology, service, banking, food

marketing, oil and chemical, insurance, and manufacturing. Our

members are located in every state in the Union.

Mr. Chairman, it is worth noting at the outset, that all of

ERIC member companies offer comprehensive employee benefit pro-

grams and all of those programs provide benefits to all of their

full-time employees, regardless of income level. We are pleased

that Senator Packwood has chosen to call these hearings and that

he and the subcommittee are dedicating so much time to the issue

of employee benefits. We have chosen to limit both our remarks

and our written testimony today to the narrow issue of fringe

I/,F RISA hIdmitri (inimmuet. I '21fI JSte. N 1'. Suu i,1. IImty','z.w W, 20?u;f412(P2>H " ,n
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benefits. Clearly other issues also touch on the subject such as

proposals to overhaul the present tax system, retirement security

programs and other issues. We have chosen to save those issues

for another day.

During the last four years there has been a great deal of

debate surrounding the maintenance of the government's 'safety

net* for the truly needy. In addition, much has been made of

using the private sector to replace the government wherever

possible in its role as provider of benefits and services to the

needy. This is as it should be.

It is not without a certain sense of irony, that I appear

before you today to defend tax qualified employee benefit pro-

grams. For, as surely as food stamps and welfare benefits are

safety nets for the needy, employee benefits are the safety net

for working Americans throughout our nation.

Mr. Chairman and Senators, it is my task and that of my

colleagues in the business community to convince you today that

the private sector safety net should not be sacrificed for short-

term revenue gain.

No single endeavor of our American economic system so fully

responds to human needs as the network of employee benefits

provided by American employers. These benefits have not been

created in a vacuum. They have evolved through the years is a

result of spreading prosperity, a clear government policy

favoring their creation and growth, and, in many cases, direct

negotiations between labor and management.

Our nation's employee benefits programs are a success story

-- not a tax loophole.
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Let me begin my defense by outlining the "rtngtJb of our

current system

First, the growth of our system of employee benefits is the

result of voluntary action, not government mandated compliance.

It is a clear example of how a limited measure of tax policy can

be translated by the private sector into substantial benefits for

working Americans.

Second, our system is diverse and dynamic. It responds to

the differing needs of employees at various stages of their work

life, differing geographic locations, the varied resources of

employers, varying kinds of industries, and the composition of

different workforces. Government programs cannot duplicate this

diversity.

Third, the private sector safety net is far more cost effec-

tive and efficient than government programs which would be neces-

sary to provide similar benefits.

Private sector employee benefits are one of the dazzling

sucesses of our economic system

1. 90% of full time, full year workers now receive
health care coverage (1979, current population
survey compiled by EBRI).

2. 82% of married couples and 58% of unmarried
individuals YJUI receive employer-sponsored pen-
sion benefits upon retirement (1982 ACLI study).

The statistics for disability and life insurance are equally

compelling.

This is true despite the fact that we are working with a

program that has not fully matured. While some aspects of

employee benefit programs been supported by tax policy since the
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late 1920's, both the Depression and World War 1I conspired to

contain their growth. It was not until the mid-to-late 1950's

that health, retirement and disability programs became a common

expectation of American workers. In addition, BRISA's prefunding

and ten-year vesting requirements are only a decade old and over

one-half of pension plans currently in operation are less than

ten years old.

The statistics of success which I cited earlier are premised

upon continued government support for employer-sponsored,

prefunded employee benefit programs. Continuance of employee

benefits requires the ability by sponsors to make long-term

decisions based on stable government policy. Employers must make

decisions today on benefit levels to be provided 20 or 30 years

from now. The great population bulge represented by the postwar

baby boom now fills the ranks of the American labor force -- and

will within a few decades be at the door of our nation's retire-

ment programs.

The federal budget tax expenditure analysis clearly

indicates the economy of providing benefits through the private

sector. Even though the budget shows a current tax expenditure

of over $56 billion for pension contributions and earnings,

estimates in the budget of what it would cost the government to

provide those benefits is $81 billion. Moreover, these tax

expenditure numbers ignore the fact that the government recoups

virtually all of the current expenditure on a present value basis

since the taxes are only deferred until a later date.*

* Taxes are collected in the future both on the amount of the
original deferral plus income earned on investments at the
time these amounts are paid out to individuals in the form of
benefits.
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PY 1985. But, according to the budget, it would cost over $28

billion t, provide that protection through the government. In

the case of each benefit expendituresa, estimates show the

private route to a better deal fr, the government.

Employers will not suffer if changes in tax policy

discourage or prohibit prefunding of benefits through tax quali-

fied plans. The employer will receive a tax deduction for bene-

fits paid whether they are paid out of current income or through

a qualified plan.

But if changes in tax policy cause prefunded benefits to

atrophy or disappear, employees, retirees and their families will

be subject to the vacillations of the economy rather than the

certainty of prefunded payment. Employers could pay benefits in

good years but would be forced to suspend them in bad ones. And,

unlike today, benefit payments would not survive the employer. We

would return to the very problems which led the Congress ten

years ago to enact ERISA.

In addition, a tax policy which prohibits or discourages

prefunding pushes employers further from tax qualified plans and

their anti-discrimination tests.

The funds set up by employers create a group coverage for

employees that provides benefits at a cost that no employee on

his own could match. Indeed few could afford the same broad

coverage at individual policy rates. To abrogate these prefunded

benefits will limit their availability, reduce their coverage,

and threaten the economic security of millions of active and

retired workers, their families and their beneficiaries.

39-706 0 - 85 - 48
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Prefunded retirement and welfare benefits provide a major

source of investment capital approaching one trillion dollars.

Clearly, this pool of private investment resource will be

severely depleted if we change long-standing social policy which

recognizes the tax preferred status of employee benefit programs.

As government makes its choices in the name of deficit

reduction, it must consider whether its needs for revenue take

precedence over the needs of employees and private investment.

It is not a judgment to be made lightly.

The point is often made that Medicare, unemployment,

disability and other government provided income security

programs are a necessary underpinning for the private sector.

What gets overlooked is the opposite point: private sector

employee benefit programs are equally necessary to the success of

these important government protections.

The pressures on Social Security to increase benefits would

be enormous today if many people did not also have private pen-

sions to help maintain their standard of living. The pressures

on future benefits for social security would be prohibitively

expensive when the baby boom generation retires if private plans

were to diminish. Private sector disability, unemployment

insurance, life insurance and other benefits clearly meet social

needs which would otherwise be pountding at the door of

government.

Nowhere is this more obvious today than in the field of

health care, where a large portion of money saved recently in the

Medicare system has consisted of shifting costs formerly borne by

Medicare to private sector health care through first payor
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requirements, co-payments, deductibles, and so forth. If the

private sector had not been there to take up the slack and to

find innovative ways to reduce health care costs, each Member

here knows that the personal suffering -- not to mention the

public outcry -- involved in these Medicare cutbacks could well

have made them prohibitive.

Private employee benefit programs are not set in stone.

They are creatures of social and tax policy, the growth of our

economy, the desire of the private sector to retain productive

employees, demands of workers themselves, and many other reasons

that vary from employer to employer, employee to employee, region

to region and industry to industry.

The favorable tax policy and legislative support accorded to

various employee benefit programs should not be reduced. We have

a dynamic, diverse, successful system providing benefits to tens

of millions of American workers. We cannot afford to be short-

sighted.

I would like to leave the Subcommittee with two clear

imperatives: first, that the present system of employee benefit

tax provisions represents a clearly thought out, long-standing,

rational policy of providing for the economic security of tens of

millions of American active and retired workers and second, that

if there are to be substantive changes in tax preferences,

whether by way of deficit reduction, tax equity, a flat tax or

some other system of taxation, Congress must face up to the

question of how that new system will affect the income, health,

and retirement security of active and retired employees, their

families, and their beneficiaries.

Not to do so will imperil the security of many millions of

people who now rely on and make long-term plans on that existing

system.



748

STATEMENT OF EDWARD E. BURROWS, GOVERNMENT AFFAIRS
COMMITTEE, THE AMERICAN SOCIETY OF PENSION ACTUAR-
IES, WASHINGTON, DC
Senator PACKWOOD. Mr. Burrows.
Mr. BURROWS. Thank you, Mr. Chairman.
I'm speaking on behalf of ASPA, the American Society of Pen-

sion Actuaries. ASPA is a national professional society with about
2,000 members. Our members provide actuarial and administrative
service to a large number of employee benefit plans. These include
about 30 percent of all private retirement plans in the country.

The principal thrust of our written statement is that employee
benefit legislation has suffered from an absence of national policy
and objectives. We believe it's time to back up a step and do some
long-term planning.

First, before deciding how much of the job belongs to Social Secu-
rity and how much to the private sector, we suggest defining the
job. This will include a consensus on amounts of benefits, when
protection should begin, and how we should handle inflation. In de-
fining the job, it's important that we sort things out by cause of
need and not by plan or type of plan.

The list includes these causes: Death, disability, medical care,
living a long time, education, homeownership, unemployment.

Let me give an example of our failure to analyze by cause.
ERISA has mandated for many retirement plans, a preretirement
spousal survivor benefit. This benefit is complex to administer, dif-
ficult to understand, and to be quite honest, not worth very much.
The Pension Equity Act is about to be born. It promises to make
this requirement even more complicated. Through all of this,
nobody has asked what other sources of death benefits there might
be. What is the plan sponsor doing about group life insurance?
Should the ERISA preretirement survivor requirement reflect the
employer's group life plan? Arguably, it should.

Now after we have decided what the job is, we will need to ask
how much of it the private sector should be performing. And here I
suggest we ask not whether we are providing too much incentive,
but instead whether we are providing enough. Without nearly uni-
versal private plan coverage, we are going to continue to take heat
on further Social Security and medicare expansion. We have got to
find ways to take those employers who don't sponsor adequate
plans and make them an offer they simply cannot refuse.

The tax expenditure to do this will be far less than the cost of
expanding Social Security.

Finally, with the job defined and the role of the private sector
defined, we can sit down and do some legislating. We should follow
our game plan religiously. We should keep it Simple. And most im-
portantly, we should be sure we have got the private sector into
the act.

ASPA, for its part, wants to be in the act. We want to help wher-
ever we can be helpful.

Thank you.
Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Burrows follows:]
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STATEMENT ON FRINGE f3I-NEFI[S
BY

AMEICAN SOCIETY OF PENSION ACTUARIES
TO

SUCOMMITTLt ON TA.XATIO)N AND DEB3T MANAGEMENT
SENATE COMMITTEE ON FINANCE

INIROIUC TION

The American Society of Pension Actjaries welcomes this opportunity to submit its
statement in connection with the hearing on fringe benefits conducted by the
Subcommittee on Taxation arid Debt Managemenit of the United States Senate Committee
oni Finance.

The American Society of Pension Actuaries (ASPA) is a national professional society,
whose 2,0011 members provide actuarial consulting and administrative services to a
large number of employee benefit plans. These include approximately 30% of all pri-
vate retirement plans. The subject matter of the subcommittee hearing is of great
concern to our members.

We are restricting our statement to the question of retirement income. In this ar-
ea, we are devoting most of our attention to the need for reaching a broad consensus
on goals before any further legislation is attempted. In our view, there has been
entirely too much legislative tinkering and entirely too little attention to long-
term objectives.

In this statement, we suggest that the first step is to formalize retirement income
goals for the nation as a whole. Then, policy should be established or the relative
roles of government, private employers, and individual workers in meeting these
goi Is.

After policy is formulated on both of these questions - goals and roles - it will be-
come possible to develop intelligent legislation. This legislation wII cover both
requirements and incentives for private plans.

In our belief, it has been harmful and debilitating for so much legislation to have
been enacted without benefit of this long-term policy planning.

Since enat'memt of ERISA, employee benefit legislation has become almost an annual
affair. Lam'h round of legislation introduces a round of regulation writing. Quite
frequently, plains will have to be amended to accommodate legislation and then re-
amended to a(mommodate the regulations precipitated by the legislation. During 1984
and 19135, almost every defined benefit plan in the country will have to be complete-
ly restated Ili coinmply with the 1982 Tax Act (1EL-1,A). These same plans will have to
be further aii'cnded to %Jit ty adIdlLiomial requirements of the 1984 Tax Reform Act,
the [984 IPemision t qtjity Act, Larly Plat termination Regulations promulgated in
January 1914 as a result of EIISA, ail R.,enue Ruling 79-90 promulgated five years
ago. And, this list assumes no furLher legislative or regulatory activity.
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The process of legislation without long-term direction is vividly illustrated by the
tinkering which has taken place relative to the rules on retirement plan distribu-
tioris (Section 401(aX9)of the Internal Reveniue Code). I-LRA drastically amended
these rules. As a result, some plans have already been amended. Others are in var-
ious stages of the amendment process. The Internal Revenue Service has drafted sug-
gested laIguage for use in master and prototype plans. All of this has taken place
at cotisiderable cost to taxpayers. Now, with the ink still wet on the TVFI-A conpli-
ance amendneits, Section 401(aX) has been changed completely by tile 1984 Tax
Reform Act.

In identifying areas for policy planning, we also suggest, in broad terms, the pol-
icy decisions which might emerge. We do not mean to imply that these are the only
possible decisions. In our view, it is critical that there be rational long-term
planning. Dhe exact details of the decisions are less critical, provided these deci-
sions are based oin an informed consensus.

ASSUMP IONS

In order to restrict our remarks to t manage able length, we are stating certain as-
suiqJtions without developing them completely. In some cases, we believe the appro-
priateness of these assumptions will be self evident. In others, we believe there
will be ample treatment through testimony received by the subcommittee from other
sources. Nevertheless, we shall be happy to supply additional material relative to
any of these assurtition3, if desired.

These are the assumptions we have made:

1. (Jor society will continue to insist that its older citizens be permit-
ted to live in dignity, comfort, and self-respect after retirement.

2. Individuals will not generally make their own provision for retire-
ment through voluntary savings unless given powerful incentives offer-
ing current rewards.

3. To a great extent, the resources necessary to- provide retirement in-
come for any single generation should be provided through that gener-
ation's economic output. Intergenerational transfer arrangements,
such as the current social security system, need not be eliminated,
but should be de-emphasized.

4. Even if we were starting from scratch, it would not be desirable that
the whole task of providing retirement income be handled through the
public sector. The public sector would not do the job with the de-
gree of administrative efficiency likely to be achieved by private en-
terprise. Furthermore, the overall arrangement should make
allowances for regional and cultural differences in workers' needs.
Allowances for these differences would prove difficult in a totally
public program.
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5. The current interaction of public and private programs has experi-
enced a significant degree of success. It would be a disorderly and
costly setback to scrap this current interactive approach in favor of
an all-,jublic arrangement.

6. It is not desirable that private sector involvement be placed on a
mandatory universal basis. There are private enterprises which are
marginal in terms of ability to survive, in some cases, this margin-
al status is temporary, in others it may continue indefinitely. In
both cases, these marginal enterprises play a positive role in our
economy. However, they are not well equipped to shoulder their share
of an expanded mandatory retirement income program.

7. If powerful incentives offering current rewards are to be utilized,
it is more desirable to format the incentives as tax expenditures
thati as direct cash subsidies.

8. When balancing costs and benefits, a tax expenditure should not be
mii, sured as current year revenue losses minus current year revenue
gains. Instead, it should b,; measured as current and future revenue
loss attributable to this year's active workers minus future rev-
enute ains attributable to these same workers. In performing this
calculation, appropriate adjustments should he made for the time val-
ue oif money.

GOALS F[OR R_ rl1EM-NT INCOME

We believe reaching a cOnsensus on the nation's retirement income goals will be aid-
ed if the 144k is approached with four questions:

- In relation to active wages, how much retirement income should be

provided?

- At what age should retirement occur?

- Should retirement be a sudden and complete step, or should it be grad-
ual and, in somme cases, partial?

- How should the problem of inflation after retirement be handled?

We treat each question separately.

AMOUNf (i II REMENT INCOME

Whin retirement income is expressed as a percentage of wages immediately before re-
tirement, the percentage is usually described as a replacement ratio.
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It seems likely that a consensus on our goal for replacement ratios will come fairly
easily. This consensus will be that we should try to permit the worker to maintain
a standard of living after retirement which is the same as his pre-retirement
standard.

This does not mean our goal should be a replacement ratio of 100%.

A number of costs diminish sometime around the point of retirement:

- Housing costs are lower, once the children have grown, and smaller ac-
coM1nondations have become preferable.

- Child-rearing costs - particularly the costs of education - have
ceased.

Work-related costs have ceased. These costs include transportation,

clothing, and meals at the workplace.

The personal savings flow is reversed:

- Home mortgage payments cease, and home equity becomes available to fi-
natice retirement living.

- Other personal savings plans follow similar reverses.

Taxes qo dowi:

- Age exemptions become available.

- Some rash receipts, such as savings withdrawals and some social secu-
rity benefits, are tax free.

- Payroll taxes, such as the social security tax, are eliminated.

Some costs, notably medical expenses, go up.

It seems likely that a consensus will place the desired replacement ratio somewhere
around 65% for "Middle America." It will need to be higher for worker, at the lower
end of the spectrum. It can) certainly be lower for those at the upper end.

RL TIRLMLNT A{UE

We believe it is time to question the sanctity of age 65 as our target retirement
age.

This sanctity was questioned successfully with the 1983 social security amendments.
Under social security, the target aye is now sf-heduled to increase gradually until
it reaches 67 for workers born after 1959. [IISA rules continue to treat 65 as sa-
cre~d. Our failure to maintain correlation between private plan rules and social se-
curity is just one example of our failure to estlablish and follow a long-term plan.
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It is statistically defensible to predict age 65 life expectancies which will have
increased by 25% during the 50 years ending in 1990. Consider these life expectan-
cies for 65 year-old males, taken from Actuarial Study Number 92 of the Social
Security Administration, using alternative II:

Life
Calendar Expectancy

Year (Years)

1940 11.9
1960 12.9
1980 14.0
1990 15.1 (est.)

With our headway against chronic diseases gaining momentum, we are making advances
in healthy life expectancies, as well. This means that in the years to come, we
shall probably be living longer and staying healthy longer.

If we adhered to age 65 as the target age, we would soon reach the point where 25%
of our population is on the retirement roles. We have a great many social needs com-
peting for our resources. It seems questionable whether supporting this 25% ratio
reflects a sensible allocation of these resources.

Perhaps the rules covering private plan retirement ages should be brought very quick-
ly into line with the 1983 social security definitions. Then a means might be
sought by which both social security and private plan rules will be subject to fu-
ture automatic adjustments. These automatic adjustments would be designed to keep
in line with changes in life expectancies and healthy life expectancies.

It might be well if this adjustment process were removed from the political arena.
This could be accomplished by relating automatic statutory adjustments in normal
retirement ages to changes in objectively measurable longevity statistics.

Just to illustrate' the potential magnitude of these future adjustments, it does not
seemi unrealistic to predict that 75 years from now, age 78 will have the same mean-
ing that age 65 has today.

PHASED RIRVl MNT

At present, our rules are geared to the concept that a worker is either active or re-
tired - nothing in-between.

Anyone who has worked with retirees, or employees about to retire, can testify to
the trauma of cliff retirement. It is not healthy to be fully active one day and
fully retired the next.

Cliff retirement is not particularly healthy for the active employees left behind,
either. If the retiree had been pulling his weight, his sudden departure means very
difficult work reassignment problems the day after retirement day.

And finally, it may not be a good allocation )f national resources to force total
non-productivity upon a worker who might prefer to be partially productive.

Our rules miqht be structured to encourage gradual retirement.
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INFLA TION PROTEC TION

It would be a mistake to define a national policy on retirement Income without ad-
dressing the question of inflation after retirement.

Certain public plans - notably social security - incorporate automatic inflation pro-
tection. Sometimes these automatic features seem to go too far. This is the case,
for example, when retirees are totally insulated from the impact of rising fuel
costs or rising health care costs. In the case of social security, we have paid
dearly for this total insulation. Over the last ten years, indexation has increased
program rosts by more than 10%. With some types of rising costs, the right answer
probably is not to insulate, but to rethink our priorities on resource allocation.

Private plans have gone to the other extreme. It is a rare plan which automatically
adjusts for inflation after retirement (although ad hoc increases are quite common).

At ASPA, we have mixed feelings respecting automatic adjustments. On one hand, we
believe it would be a mistake to index everything in our economy to inflation. This
could lull us all into believing that inflation is no longer a problem requiring
containment.

On the other hand, we must acknowledge that retired workers on fixed pensions are
more vulnerable to the ravages of inflation than any other group in our society. It
may be that an element of automatic protection should be part of our national pol-
icy. lo the extent we do employ iiidices, we must be sure they reflect the facts.
Inflation in pension costs and inflation reflected by generalized indices, such as
the 1l31S Consumeir Price index, are not necessarily the same.

MLL. IING OUR GOALS

With the nation's goals firmly defined, it will become appropriate to define the
roles to be played by social security, private plans, and individual worker savings.

UNIVERSAL PRIVATE COVERAGE

It will be recalled as one of our assumptions that intergenerational transfer pro-
grains su(h as social security should be de-emphasized. Another is that the job
should inot be handled entirely through the public sector. Still another is that pri-
vate plan coverage should not be mandatory.

But, there can be no meaningful role for private plans unless their coverage is vir-
tually universal.

In order to make private plan coverage virtually universal, we must make those em-
ployers not now sponsoring plans an offer they cannot refuse. There are those who
say that tax expenditures on behalf of private retirement plans are too great. We
suggest that in some respects, these expenditures are riot great enough.
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We believe the payoff of nearly universal private coverage will far exceed the cost
of the additional incentives. This payoff comes in two broad measures.

The first owicwroe,- is reduced pressure on social security. If there is no signif-
icant, class of worker urnproterted by private plans, social security can gradually
fall hack it) the level originally intended for it. We believe social security
should be viewed as a safety net just adequate to insure that no citizen need live
in poverty. This would bring to fruition the hope expressed by Labor Secretary
Donovani in iinhi ining formation of the National Pension forum. In his June 14, 1984
news release, Donovan stated "the private retirement system will rival the social se-
curity system in the benefits provided to future retirees."

This social serturity rollback should riot happen overnight. It will be a long grad-
ual process. I avtH of us has a contract with the social security system. The system
should nut be permitted to back off on the portion of this contract based on years
already worked. to perint this would be no fairer than to permit cutting back a pen-
sion 4ic,'ruemd widmr a private plan.

the other larqp, ieasur of payoff involves the redesign possibilities for private
pi ns already ir exist fence.

At present, the private plan generates a "target" or "optimum" benefit level for any
worker who retires fter, typically, 25 years or inure. There is no law telling a
plan sponsor it has tI be this way. Out, as things stand oow, the sponsor knows
that a hisjh percertarje oif his new emnpliyes will not be bringing vested pensions
with themni. ')o, if the employee who ret,'es after 25 years with the sponsor is to
have an admitiatm' private pension, it must come from the sponsor's plan.

S)pl)os, the spoinsor knows that a new employee who has ever worked anywhere else al-
ready ownms a vw,;ted benefit. Now, the sponsor need only feel responsible for that
portion of the worker's career spent with the sponsor.

SUflpose the sponsor had previously been one of those who had established 25 as the
required muiber of years for a inaximum benefit. The sponsor might now increase the
nuniber 2". - perhaps to 46. This might reflect the period from age 21 to age 67.

Th; result would be a substantial reduction in yearly pension credits under the sp(*m-
stir's plan for employees who retire after 25 years or less. The new yearly credit
would be just 2S/46ths, or 54% of the old. This is a reduction in benefits,(and
costs) of 46%. In general, the employee is not hurt. Whatever is no longer V
provided by the sponsor who had always maintained a plan will now be provided by the
employers who accept our "offer they cannot. refuse." 1The original sponsor might
find that after this cost reduction, there is money enough to finance such things as
inflation protection.

The approach does exacerbate one problem. ihis is the problem of the homemaker,
whose adult hifetimne is spent largely working for compensation not measured in
ddllars.

The homemaker typically works for pay for a brief period, leaves the labor market to
manige the homie for several years, and finally returns to the labor, market. It is
often asserted that because of the homemaker's situation, pension credits should be
retlilred to build up quickly, early in a worker's period of employment. This reason-
iny underlies the ten-year build-up reqtuirement of the TEFRA top-heavy minimum ac-
crued benefit provisions.
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In setting national policy, we must be careful not to solve the homemaker's problem
in a way which forces overkill for employees who are not homemakers. In the last
analysis, a better solution to the homemaker's problem is probably a more aggressive
approach to rules on spousal income splitting.

The additional tax incentive, the "offer they cannot refuse," might take the form of
a tax credit related to annual plan costs. It might be temporary, with penalties
for early plan termination. Alternatively, it might be an annual arrangement which
continues indefinitely. Any such indefinite arrangement might be cast so that it
has relatively little impact on the larger or inure successful employer who already
has incentive enough.

THL kI lt )- .)(CIAL SfCURITrY

As already ,Ii-wussd, social security might gradually recede to the point where it
is just adeiite to protect against poverty.

THL tRolfI I il: PRIVATL PLAN

Different workers at the same wage level need different replacement levels to sus-
tair their pre-ri'tiremtit living standards. rhis means that for any wage level,
there is a spectrum of target replacement ratios.

In defining tt!. role of the private plan, we might select replacement ratios from
the low etid of the spectrum. The,;(.- low-end ratios might range frcin 8J% for the low-
est paid worker, to 65% for the middle income earner, and perhaps 5)% for the upper-
intcome persoti.

The optimuni .oinmitmeiit of the private plan might be determined using this formula:

- Multiply the low-end replacement ratio by the worker's final pre-
retirement annual wage.

- Subtract social security.

- Subtra(t the yield from the minimum reasonable personal savings ex-
pertevid of the worker.

- The balance would be the private plan's optimal commitment.

We propose this formula as an analytical tool to help frame the nation's goals. We
do not proo)i)se it as a formula to be required, or even recoimmended, for
incorporation into individual pension plan documents.

1HI iMu) t (A INDIVI UAL SAVINGS

n,, of iei, hem's that in today's world, the average American is unable to amass any
si qnifi('amt, pel'io laI savings.

For ths. lowest earner, this assertion is true enough.
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For Middle America, it is demonstrably not true. A great many middle-income workers
approa-h retirement with,. if nothing else, significant home equity. This home owner-
ship phennoeti)in might furnish useful guidance in defining minimum reasonable person-
al savings.

Suppose, for example, it were concluded that the typical middle income worker reach-
es retirement with home equity equal to 200% of wages immediately before retirement.
Our national policy planning might include development of a curve showing minimum
reasonable personal savings as a percentage of wages immediately before retirement.
This curve might start at zero for the lowest earner, increase to 200"'. for the mid-
dle earner, and increase to higher percentages for higher income workers. This
curve would riot appetir in any statute. It is proposed, simply, as another
aiialytical tool.

Any worker who needs more than the minimum replacement ratio might reasonably be ex-
pected to provide the extra through his own initiative. This would be in addition
to the minimum reasonable personal savings expected of everyone.

LEGISLATING THL PRIVATI.. PI.AN REQUIREMENTS

ONLY AF fLlR L(ON(-T RM POLICY HAS I3.1N DEFINED WILL IT BE POSSIBLE TO
FURMULAIt RATIONAL I.;GISLA IVL RE(QUIREMLNTS FOR PRIVATE RETIREMENT
PLANS.

Once that point has been reached, we believe there are a number of guidelines which

would help insure success of the legislative effort.

1. F.tlLOVW NATIONAL POLICY RIGOROUSLY AND EXPLICITLY

Every proposed requirement should be analyzed with this question: Does
the proposal move explicitly in the direction of satisfying national
policy?

This guideline is best illua.rated by a recital of some of our failures.

First, consider our current rules on integration of private plans with so-
cial security. If these rules help arrive at rational replacement ratios,
it is strictly by accident. The rules start off by making an arbitrary
and ind.fetisible distinction between employer-financed and employee-
financed social security benefits. In a mandatory program such as social
security, nu purpose is served in making this distinction.

1hen the rules go on to define certain very arbitrary ratios between prima-
ry benefits and total henefits.

It would be far more sensible to say that our goal is tj satisfy certain
replacement ratios, which we have specified. In deciding how much of the
goal we hope to achieve through the private plan, we shall subtract, dol-
lar for dollar, the portion achieved through social security.

Ii tegration of public and private retirement programs is essential if we
are to satisfy rational goals rationally. The weakness of existing
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inteqration rules must not be accepted as "proof" that social security
integration is bad and should be forbidden. We are saying, instead, that
with a goal3-oriented approach, the rules would read differently and more
sensibly.

Second, consider the minimum accrued benefit requirement for non-key em-
ployees in a top-heavy plan. The entire minimum is accrued in ten years.
Stppouse a worker has participated in four different plans sponsored by
four different employers. Suppose he participated for 10 years in each.
In the absence of inflation and improved productivity, he would walk away
with it replacement ratio equal to 80% of pay. This would be just from the
private plans. Social security would be extra. If each of the four m-
ployers wished to enjoy the same limitations on benefits and contributions
autto'latically available in non-top-heavy plans, the 80% figure would in-
cre se to 120%.

It is difficult to imagine a national policy served explicitly by these
provisions. Inflation is a fact of life not likely to disappear in the
near future. This makes our 80% scenario improbable. Nevertheless, the
11.RA minimum is conspicuous as & rule which will produce overkill for
some workers, arid probably shortfall for others.

Third, cufosider the discrepancy between rules for top-heavy plans and
rules for those which are not top-heavy. Is it a matter of national pol-
icy that employees in top-heavy plans will enjoy protection unavailable to
empluyees in inon-top-heavy ones? Clearly it is not. Have we taken this
action because we thought our tax expenditures are greater for top-heavy
plans as it class than for non-top-heavy ones? Clearly the reverse is
true. Indeed, this irrational and inequitable discrepancy is even now sap-
piny the vitality of the voluntary private pension system.

2. P ,UVI)I- TAX INCLNITIVES PROPORTIONATE TO AN EMPLOYER'S
WILl ININ S )MLEtl NATIONAL GOALS

It seens almost axiomatic that employers willing to go part way towards
mretinioj national policy should receive some tax incentive. Employers will-
Mg to go further should receive more.

The permitted pre-TLFRA approach to "social security excess plans" violat-
ed this rule. It provided tax expenditures for employers who, in some
C;ses, did nothing for their rank and file employees.

TtI- A top-heavy rules for defined benefit plans are just as far off the
mark in the other direction. They tell the employer he is free to do noth-
irtg or fret- to provide the full mandatory TEV-RA top-heavy minimum - noth-
imy im-between.

We should he telling every employer we have a goal for private plans.
Every employer is free to go as far as he wishes towards this goal. But,
he must go a least as far with his rank-and-file employees as he does
witt, his key ,)eople.
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3. [NCUU F AGt- CONSTRUCT rIVE PRIVA fT . C fUN PARTICIPATION IN
RUl MAKING

50(iith of tie private plan requirements which will inevitably result from a
yi,,ili-oriented approach will be difficult for the private sector to
accept.

For exartle, many observers fetel that rational goals are riot rour-iatible
with anything less than full, irruvediote vesting. ]he junP to full immed-
ate ve'itin will be much less costly thai most plan sponsors realize.
However, the isste is charged with emotion. It is a subject which re-
quires, whei discussed, diplomacy anid eolucatiorial effort.

Diplmiracy, openness, statesnanship, and the encoouragment of constructive
private doctorr partic patron have riot been the must promonerit characterls-
tics of , law writ irq it, r'ceiit years. PrubNhly, the nadir was reached
with N. R A, where many of the retirement incorne' provisions were incorporat-
eij without benefit of public heir'rs.(4s.

If riii1 ial trust cai! reptai'e mutual dist rus i, a ?oro' soundly cutceived Jp-
proach to retireineiit inicoxne will result.

It will probably be riei'essary to n' plore reqwrene t which are even more
truohlesomne to the private sector than) matidatory irmmedlate vesting. F or
exaroiple, it seems inevitable that pre-retirefietit nu.t -of 1. ving iride ,ation
of vistted benefits will have to be examiend. The qrAe'tion of post.-
retiremenit cost-of-living indexation will ilso require attention.

Theiv .ii e all sensitive areas. I xtreme itid vitractable initial postures
must be avoided if we are to achieve satisfactory results.

Of i'uur'je, once invited to participate in ;a ur itru'tive way, it will be
u;) tt) lht, private sector to ai-ept the inivitat ion. ASt'A, for one, pledges
to participate in every way puisible.

4. AiJUM- ft WAR,)S A MOM, AI CJI-,lt U$ I(l IMA I_ VO! UNlFINIL)
81. N i if I-t ANS

As national policy (tvelops, it is likely to include rany objectives more
easily ,iatisfiied by defined betnefits than by de'fined contributions.

The two must obvious exampls are inflation protection and individually
tailored, phased retirement. There are tany other examples where objec-
tives can be satisfied only appruximately with defined contributions, but
precisely with dtined beiiefits. Precisioni neanls ,doing enough without en-
goyigi in overkill. Hienc e, precision reflects a more efficient use of our
resources.

Consider the most obvious point of all etiremerit income, to he effec-
tive, ,rust continue throughout the worker's retired lifetime, this life-
time isiraitee i impnsiiible to achieve iti a defined contributing plan
wit ikoul FJrliiig t) air iiisur'a.ire r'oirliaiiy We hlieve it might be desirable
for national retirement icome policy to be neutral on the qi*wst ion of eii-
r'niuriilinq or discouragiing the use of insuraticecu 'oie iny products.
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5. ENCOURAGf. SIMPLICITY AND STABILITY

Iin retirement plan legislation, the private sector has managed to create
for itself the unenviable image of being against all change. One reason
for this posture is the rapidity with which change has been emanating
from the legislators. Plan sponsors are bewildered. Plan participants
are bewildered. Practitioners are, of necessity, demanding ever increas-
ing fees just to keep up with the changes. In our introduction, we
recited the changes defined benefit sponsors will be required to make just
int 19 4 and 1985.

Adinimitrative complexity has emerged as a related problem. Consider, for
example, the inter-relation of Sections 415(e) arid 416(h) of the Internal
Revenue Code. Whatever one might say for or against the objectives, the
results are monstrous.

We see a need for much more involvement in the legislative process by
those responsible for plan administration. These are the people with the
experience to think through a proposal from the standpoint of its poten-
tial administration problems. lowards this end, ASPA, with its 2,000 ac-
tive practitioners, stands ready arid eager to contribute.

CONCLUSION

The rallying cry, today, is deficit reduction. This makes every tax expenditure
guilty until proven innocent.

We believe intelligently conceived tax expenditures, designed to encourage effective
private retirement plans, will help rather than hurt the federal budget.

An effective private retirement system will clear the way for a de-emphasis of so-
cial security. This de-emphasis could have a profound and positive effect on the
federal fiscal scales. This positive effect could far outweigh any perceived neg-
ative effects of tax expenditures to encourage private plans.

The only requirements are that the expenditures be cost effective, and that they not
favor any segitient of our citizenry over any other. We believe both of these crite-
ria can be achieved through careful and intelligent planning.

We view formation of the National Pension Forum as a promising first step in this

process.

ASPA wishes to help in any way the subcommittee might find useful.

. .t I I * I

this statinimeoml is respectfully submitted on behalf of the American Society of
Pension Actuaries by its Government Affairs Committee.

July 25, 1984 ," "
.'ward E. Burrows, M.S.P.A
committee Member

39-706 0 - 85 - 49
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Senator PACKWOOD. You are right about Social Security. Govern-
ment, if it wants, can just mandate employers to provide coverage,
not unlike workers comp or unemployment comp. We could do that
as an alternative to Social Security increases and say the employ-
ers will make up the difference. I would prefer to get there volun-
tarily through tax incentives rather than legal coercion.

As you look down the road, I can foresee exactly what you are
suggesting possibly happening. I have never been able to get an ac-
curate cost, because I'm not sure there is a way to do it, of what it
would cost the Federal Government to provide the equivalent
health coverage through national health insurance that we now ba-
sically get through employer-paid health plans. Weighing that cost
against the alleged tax expenditure, because the premiums are not
taxable would be hard to get a comparison.

Medicaid and medicare, are two unique groups where probably
you have got higher medical expenses than would be similar for
other people of similar ages.

I'm willing to bet, had we not had health insurance over the
years, we would now have national health insurance. The demand
would have been there. We would have a system not unlike the
Scandinavian systems or the British systems that would cost em-
ployers more for worse coverage than we now get.

Mr. BURROWS. Indeed, we would.
Senator PACKWOOD. I would also be willing to bet that if 20 or 30

or 40 years ago employers began to provide health coverage for
their retired employees, we never would have gotten into medicare.
But they didn't, and we did and we are not going to back off of that
now. But I would be willing to bet that would have been the out-
come.

Dave?
Senator DURENBERGER. Thank you, Mr. Chairman.
I probably should save this comment for later, but it keeps

coming up and you have just reiterated it. And that is that Govern-
ment is bad andbusiness is good. One of the sentences in Mr. Auer-
bach's statement is typical. It says:

The private sector disability, unemployment insurance, life insurance and other
benefits clearly meet social needs which would otherwise be pounding at the door of
government.

Now in sort of a political historical perspective-if you went back
into the sixties and the seventies, it sure looks like that. Mr. Bur-
rows points out that this is the time to sort of look back and get
equal credit for the demise of some of these systems on both sides.

Now I was just handed by a previous witness a response to a
question that was raised last week about first dollar coverage. And
let me preface my comment by saying that when I go around
having health care hearings on reforms in medicare, which we in-
stituted-it wasn't Government that told us to institute it or busi-
ness that told us to institute it-the doctors always come up and
blame everything on 1965 and the medicare-medicaid program.
And I take them back to 1954 when we changed the Tax Code to
try to facilitate what a lot of good businesses were doing. That is
implementing this relationship between employers and employees.
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Well, the response to this question on first dollar coverage is,
with pride, business has decreased first dollar coverage from 36
percent of the companies surveyed 1n 1980 down to 7 percent. Now
that is really terrific. But look what you all did to the health care
system in America with first dollar coverage from the period 1954
or 1965 up to 1980. You brought in the dentists, who are going to
testify later, and mental health and a whole lot of things we
needed in these systems. But you gave them away in effect. You
destroyed the concept of health insurance. The idea that people
ought to be involved in making some of these choices. And they
ought to be put partially at financial risk in making those choices.

SI make this little speech not in preface to a question, but to
make sure that if we are going to make good long-range policy that
we all recognize that business left on its own doesn't do much
better of a job than Government does. And by its past record.

And I am still committed, as Bob is, to doing a lot of these things
in the private sector. But when it comes to your next statement,
Mr. Auerbach, using health care as an example-if you hadn't had
the third party backup, we wouldn't have been able to shift medi-
care cuts. That is absolutely true. But then don't claim that it was
businesses finding innovative ways to reduce health care costs that
alleviated all this personal suffering.

I will take you to Arizona and Massachusetts and a lot of States
where business is using Government. Now you can give me a lot of
the other examples and I will credit you. But business is using Gov-
ernment to bring State rate setting and franchising of this whole
incompetent hospital care delivery system and a lot of business
people don't understand the value of giving their employees choices
and what that choice could do to turn this system around.

So that is all my frustration. I have shared it with everybody,
and I won't have to repeat it during the course of the day. But if
we are going to do this right-and you guys are absolutely right.
The chairman is absolutely right. It's patience with me an every-
body else in going through this long list of witnesses in this hear-
ing. If we are going to do it right, we are all going to have to recog-
nize, one, it isn't easy; two, the system of- income security and
health is very complicated; three, that Government isn't necessari-
ly bad, business isn't necessarily bad, but we both have to find that
sort of partnership utilizing in part the Tax Code and in part other
things to get the job done.

And I didn't want to sit here the rest of the day and have a long
list of business witnesses coming and repeating this line about Gov-
ernment will screw it up and we are all OK out there. Thank you
for letting me.

Senator PACKWOOD. Don't paraphrase me too much, Dave. All I
am saying is Government is a bad manager, we are not bad at set-
ting goals. It's when we try to actually manage things ourself. If we
think we can teach better than Catholic University, if we think we
can administer health better than Blue Cross, fine. Let's socialize it
all and we will see how we do. But my hunch is that it will cost us
more for less. Setting goals is another matter. When we say to busi-
ness or to education or to somebody else you must teach the follow-
ing, that is what Government ought to do. We shouldn't try to do it
ourselves too often.
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Senator DURENBERGER. And my only response to that is that we
set broad goals like accessibility and quality in the system, but
then we ought to rely on the private sector and individual choice in
all of these areas-pensions, health care, child care, or whatever.
And this is a good message for unions and everybody else. Rely on
those folks out there. They make a heck of a lot better choice than
we do as an employer on their behalf, and, certainly, that we, as
Government, as an insurer of this system.

Senator PACKWOOD. George?
Senator MITCHELL. I have no questions.
Senator PACKWOOD. Gentlemen, thank you very much.
Senator Packwood Now we will move on to a panel of Harry

Garber, vice chairman of the board, the Equitable Life Assurance
Society of the United States; and Carl Sardegna, executive vice
president, Union Mutual Life Insurance of Portland, ME.

Mr. Garber, why don't you go right ahead.

STATEMENT OF HARRY GARBER, VICE CHAIRMAN OF THE
BOARD, THE EQUITABLE LIFE ASSURANCE SOCIETY OF THE
UNITED STATES, WASHINGTON, DC
Mr. GARBER. All right. Mr. Chairman, Senator Durenberger, Sen-

ator Mitchell, I appreciate the opportunity to appear before the
subcommittee today to present Equitable's views on the important
issues that you have identified. These questions are important to us
not only because we are an insurer for such plans but because we
are an employer and sponsor of benefit plans covering some 30,000
employees.

What I will try and do today is talk about some of broad concepts
that we have applied in the development of our plans, with some
specific examples, and then go a little bit into some of the problems
of changing the tax structure and benefit plans.

To give you a sense of the dollars involved, Equitable benefit
plans paid to active and retired employees and agents and their

neficiaries $34 million in retirement benefits, more than $8 mil-
lion in disability income, $41 million for hospital and medical care
benefits and $9 million in death benefits. We hold funds for the
payment of future payments under retirement plans of about
three-quarters of a billion dollars. This is for our own employees
and agents.

Our philosophy is to seek to maintain an integrated set of plans
which will provide financial protection against illness, disability,
death, and old age sufficient to avoid a material reduction in the
standard of living of the employee and his family. The value of
these benefits transcends their economic costs. With this protection
our employees have happier personal lives and are more productive
on the job. We think good human relations is good business in this
respect.

The maintenance of an economic security ,net requires periodic
reviews and changes in benefit plan structure. I have three exam-
ples here. The first deals with retirement benefits where the ramp-
ant inflation of postwar era has made it quite clear that pension
plans based on career average earnings will often produce inad-
equate retirement benefits.
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In response, Equitable has its retirement benefits based on the
average salary during the last 5 years, and this practice is now
widespread in industry. Further, to protect against inflation in re-
tirement we have, since 1969, explicitly indexed the benefits to the
CPI, with limits. It's not full indexing. That is not only for retire-
ment benefits but for income benefits payable on employees' death
or disability.

When we adopted this it was unique in private industry, and it is
still an uncommon practice today. The inflation in health cost is
even more pronounced than the increase in prices, generally. Fur-
thermore, advances in medical technology have made available life-
saving procedures at a cost far beyond the average pocketbook, and
benefit structure of the health insurance industry of 20 years ago.
And over that time, we have responded by increasing what was
then a lifetime per person limit on health care costs of $20,000 in
1963 to what is now unlimited benefits.

And in response to Senator Durenberger, I think this is illustra-
tive of what happens in the private industry. That, in fact, you
don't do everything at once, but that you learn by doing so that
you go through this carefully.

Let me get to the last point. Employer sponsored benefits have
grown in an unparallel fashion to fill a need for employee economic
security. And favorable tax treatment has not been the driving
force behind this growth. For the most part, it has been nondis-
criminatory and relied on mass insurance principles to prevent an
extension of security nets to employees who could never have ob-
tained comparable coverage on their own at an affordable cost.

Although the benefit plans were established largely for relief un-
related to tax policy, this structure could be undermined by major
changes in the tax policy. And in my testimony I cite how this can
happen. Essentially, when one begins to introduce either reputed
income or limitations on these benefits what happens is that the-
you have a situation in which the employee-you get more careful
cost calculations for the employees. Those employees for whom the
mass broad coverage is not favorable will opt out of the plan, and
the costs on the average go up. And it's a never ending cycle to the
point where the plan is destroyed.

So I would urge that in any change in tax policy that the Con-
gress give very careful consideration to the underpinning of these
plans and to what may happen to them by the changes being made.

Thank you.
Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Garber follows:]
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Testimony of itrry 0. arber, Vice Chairmmn
The Equitable Life Assurance Society of the United States

Subcommittee on Taxation and Debt Management of the Senate Finance Committee
Washington, D.C., 3uly 30, 1984

My name is Htrry 0. Gerber. I am Vice Chairman of The Equitable Life

Assurance Society of the United States, the nation's third largest life

insurance company. I appreciate the opportunity to appear before this

subcommittee today to present our views on the important tax policy issues

that you have identified relating to employee benefits.

These questions are significant to us not only as an insurer but also as

an employer and sponsor of benefit plans covering some 30,000 employees,

agents end retirees.

In my testimony I will seek to discuss some broad concepts that have been

applied In the development of the Equitable-sponsored benefit plans, using

specific examples drawn from plan actions in recent years. I believe these

concepts apply to the plans of many other employers. Let me start with a

brief description of the Equitable-sponsored plans and how they have changed

over the years.

Equitable established a defined benefit, pay-as-you-go retirement plan for

its employees in 1912; in 1943 a funded pension pl.,n was established based on

career-average earnings.
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In 1938, we introduced a hospital end surgical benefit for our employees;

a few years later, a major medical plan was added. The benefits under our

plan, then as now, were uniformly available to all employees regardless of

earnings or occupational classification. A short term disability plan was

added In 1951 and was supplemented in 1964 by a long-term disability plan.

Dental benefits were added to our medical plan in 1968. Employer subsidized

life insurance has also been a staple in our benefit plans since 1912.

In 1969, we changed our retirement plan from a career accrual to a final

pay basis and introduced a profit-sharing investment plan which has encouraged

employee accumulations for long-term savings 2nd retirement purposes.

Equitable fully matches employee contributions to this plan up to 5% of pay,

regardless of salary.

A more detailed description of the plans is presented in Appendix 1; a

distribution by salary range of the active employee participants in three of

or major plans is shown in Appendix 2.

To give you a sense of the dollars Involved, last year Equitable benefit

plans paid to active and retired employees and agents or their beneficiaries

$34 million in retirement benefits, more than $8 million in disability income,

almost $41 million for hospital and medical benefits and $9 million in death

benefits. The funds held for future payments under the retirement plan total

almost 3/4 of $1 billion.
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As en employer, Ecuitable seeks to maintain an Integrated set of plans

which will provide, at a minimum, the benefits needed to assure that the

various exigencies of life (e.g., Illness, disability, death, old age) will

not cause a material reduction In the standard of living of the employee and

his or her family. This "security net" reduces employees' concern over the

possibly catastrophic economic consequences that may otherwise befell them If

they incur extensive and extended disability or serious illness or have

Insufficient retirement income to cope with an uncertain economy. The value

of these benefits transcends their economic worth. With the minimizatlon of

their concern over protection during an emergency or the adequacy of their

funds day to day, our employees are more productive on the job. Good human

relations is good business in this respect.

If I may be permitted a personal example. I grew up during the

depression. In the middle 193O's my another had to be hospitalized for a long

period. There was no health insurance available and though my father had a

good job in those times, the debt was overwhelming and my family struggled for

many years to pay it off. Contrast this with the situation sixteen years ego

when we found that our two-year old son required open-heart surgery the same

week that our oldest daughter began college. without the health Insurance

coverages available as an Equitable employee that necessary procedure would

have put us in essentially the same position that my parents had been in a

generation before. With that coverage, the cost was manageable.
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The maintenance of the employee benefit security net requires
periodic reviews of and changes in the benefit plan structure. Some

examples.

The experience of the post-war era has made it quite clear that e

retirement benefit based on career average earnings will often
produce inadequate retirement benefit levels in an Inflationary

ara. In recognition of this problems we revised the Equitable

retirement benefit plan formula several years ago so that

retirement benefits are now based on the average salary during the

employee's last five years. To assure that income levels remain

adequate we have also indexed the benefits to grow with Increases

in the CPIX but at half of rate increase of the CPI.

The inflation in health costs has been even more pronounced than

the price increases generally. Furthermore, advances in medical

technology have made available many new life saving procedures but

at costs far beyond the average pocketbook and the structure of the

health insurance benefit of twenty years ago. Equitable responded

by increasing the lifetime per-Derson limit from $20,000 (in 1963)
to an unlimited benefit today. Many other employers have followed

a similar course.
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. One final example. Equitable employees are increasingly using

computer terminals with video display units. There is a concern

with whether constant use of a video terminal will result In vision

impairment., Therefore In the changes In the benefit plans made

this year, we have for the first time Introduced a limited vision

care benefit for our employees. If experience is satisfactory, we

would expect to extend this benefit in future years.

In addition to making sure that benefit plans fully reflect the

security nat needs of Its employees, an employer can often serve as a

cost-effeotive, mass-buyer of benefits for employees, particularly with

respect to benefits where the employee pays most of the costs involved.

In structuring benefit plans and the cost-sharing arrangements with

employees, en employer must be conscious of the size of benefit plan

costs In relation to total com)ensation. Employers are always seeking to

keep costs of existing plans to a minimum. In addition to being good

business practice, this will assure that funds will be available for any

necessary expansion of benefit plans. For example, we have just

completed a review of our health insurance plans. Knowing that it was

Important to add vision care benefit and certain other features, we

sought to identify cost-saving actions which would permit us to add to

these features with no overall increase in cost. We found that we were

able to achieve this by increasing charges to and minimum deductibles for

high salaried employees end by introducing certain cost-containment

features such as the need for a second opinion on elective surgery.
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This brief summary gives you a sensor of the philosophy which has

guided the development of the benefit plan structure at Equitable.

Although other companies undoubtedly aoproach these questions somewhat
differently, I would expect a large degree of overlap in actual practice.

Ohet I believe should be clear from the testimony you will be

receiving is that employer sponsored benefits have grown in an

unparalleled fashion to fill a need fcr an employee economic security net

and that favorable tax treatment has rot been the driving force behind

this growth. For the most part this growth has not only been

non-discriminatory, and by relying on mass-insurance principles has

permitted the extension of the security net to many employees who could

never have obtained comparable coverage on their own. In the process

benefit plans have become an integral part of the ntion's economic

security structure.

Although the employer benefit plans component was established largely

for reasons unrelated to tax policy, this component could be undarmi;ned

by major changes in tax policy. This is because of the financial

structure design which characterizes many, if not most,

employer-sponsored plans. Three key ingredients of such plans are broad

coverage (as close as possible to lOCS), absence of or limitation on the

ability of individual employees to select benefit levels and sufficient

employer contribution to assure that the costs paid by the employees with

the most favorable risk characteristics will be less than the price at
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which they could purchase comparable coverage outside of the benefit

plan. In fewer words# these plans ire universal, relatively simple in

design and cost effective. A decision to impose a tax on the "imputed

income" received in the form of health insurance or a provision to limit

the coverage to tax-free health benefits under a plan to some dollat

amount could lead to one of two consecuences. This first would be a

complete reassessment of employee contribution formulas to recognize more

accurately individual risk levels-a step that would fundamentally change

the nature of the plans. The other possible consequence is even worse.

It is a scenario In which the best risks opt out of the plan, purchase

insurance privately, the experience of the plan becomes worse and the

average charge (or "imputed income") goes up; as plan costs per employer

increase the best risks among the remaining covered members opt out end

the average cost increases again; and this cycle continues until the plan

is effectively destroyed. The history of insurance is jeplete with

examples of failures of mass-insurance arrangements based on broad

averaging of costs whenever the better risks could purchase insurance

privately at a significantly lower cost. And, in this Lge of tax

sophistication, a tax on "imputed income" will be considered by employees

to be the same as a direct charge.

Although not a perfect institution# employer-sponsored benefit plans

are a significant factor in the economic fe~ric of the nation. The

underlying financial structure of such plars rests on a few fundamental

principles of operation and the benign tax structure governing these

plans has permitted this institution to develop and flourish with these

princ ples of operations. I would urge the Congress to consider

carefully any proposed changes in the tax structure of orployer-.:ponsorod

benefit plans in order to assure itself that the changes proposed will

not Impair the essential operations of these plans. The alternative

would place a far greater burden on the national treasury than any

revenue received from such a step.
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APPENOIX I

Additional Veatyres of Equitable Benefit Plans

Retirement Plan

Eligible participants who are age 25 or over are automatically enrolled in

our defined benefit retirement Plan, The noncontributory "Final Pay" plan
formula provides that employees with 30 years of service are eligible to
receive 6(X of their five, highest, consecutive years' earnings (out of their
final ten years). Benefits are subject to a Social Security offset and

actuarial reductions for retirement earlier than age 65.

C-apital AcqMI.,ation Plan

Employees who are age 21 or over and have at least one year of service are

eligible to participate and, in fact, more than 83% of employees have chosen
to participate. They can contribute up to 12% of earnings and have several

investment options. Through a recent liberalization, all eligible

participants are able to receive a 5% employer match on the first 5X of

earnings they contribute. Employer contributions are vested in the second,

full, calendar year following contribution.
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Helth insurance

Equitable has a comprehensive plan covering employees for medical, dental,

and psychiatric problems, Both employee premiums and, starting next year,

medical deductibles are pay-related. That is, the cost of the participant's

premium and the size of the deductible increase with his or her earnings. To

reduce the devastating cost impact of catastropic or prolonged illness or

injuries, all participants are limited to spending $1,000 out-of-pocket

annually for health insurance claims. All claims over $1,000 are paid at 100%

in contrast to the ordinary reimbursement level of 80%. Because health

insurance is such a valuable benefit, participation levels at all Income

brackets are extremely high.

Disability Insurance

Eligibility for Equitable's disability plans starts early. Participants

with at least four weeks of service are eligible for the short-term plan.

Generally, the amount of the bwnfit depeds on legth of service, end, to a
lesser extent, on salary. To be eligible for long-term disability,

participants must have one year of service. Participants receiving LD

payments for one year or more receive automatic, annual, cost-of-living

adjustments.
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LIN- Insurance

Equitable has long provided a minium level of free life insurance
coverage for its employees. This Can be supplemented through purchases
of additional coverage. All employees ore assessed the same charge
(which Equitable partially subsidizes). This results in older employees'

receiving a substantial benefit for this coverage. No preadmission
physical is required.

- Additional life insurance benefits are available on an
employee-pay-all basis. Interest in this benefit is more a function of
age and family status than other factcrs. Equitable absorbs
approximately 90% of the overall cost associated with delivering group
life disability and health insurance annually to employees.

Many of the key features in our plans are not dependent upon
participants' earnings--they are neutral--and in some cases are tilted
toward favoring the longer-service or lower-paid employee. In 1983, the
per-participant dollar value of the total package of government-mandated

and discretionary benefits averaged $8,578. The employer subsidy thus
acts in a particularly beneficial manner for the lower-paid employee.
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Senator PACKWOOD. George, I believe you would like to say some-
thing about our next witness.

Senator MITCHELL. Yes, Mr. Chairman. Union Mutual is one of
our Nation's oldest, largest insurance companies. It's one of the
largest employers in the State of Maine. The good citizens of our
State have Mr. Sardegna here on their behalf.

STATEMENT OF CARL SARDEGNA, EXECUTIVE VICE PRESIDENT,
UNION MUTUAL LIFE INSURANCE, PORTLAND, ME

Senator PACKWOOD. Mr. Sardegna.
Mr. SARDEGNA. Thank you, Mr. Chairman. Senator Mitchell, I

appreciate this honor.
In my current position I am responsible for my company's em-

ployee benefits operation. With over $4 billion assets, Union
Mutual is one of the Nation's largest life insurers and we are the
country's largest provider of group disability coverage. We are a
major force in the employee benefits marketplace; particularly, as
it relates to small- and medium-sized employers.

I am here today primarily to underscore two fundamental points:
First, strong public policy considerations continue to call for Gov-
ernment's support and encouragement of employee benefits.
Second, cafeteria or flexible benefit plans represent a sound evolu-
tionary development consistent with these public policy consider-
ations and should be encouraged in order to meet the needs of our
Nation's changing demographics and lifestyle patterns.

Since employee benefits essentially protect against casualty
events, such as death and illness, they impact individuals indis-
criminately across the entire spectrum of our population without
regard to age, sex, or economic circumstances. These needs exist
and must and will be met. The question from a societal viewpoint
is how to meet these needs more effectively and efficiently. They
have been met by a combination of Government and private pro-
grams. Development and expansion of employee benefit plans have
been shown to be an efficient and effective means of assuring that
these needs are met. This has been recognized in the past by Con-

39-706 0 - 85 - 50
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gress and encouraged by tax incentives. Indiscriminate and piece-
meal approaches to reducing these tax incentives will, to a large
extent, only shift the burden to Government, increasing Federal ex-
penditures. In large measure, the result may be that no true reve-
nue will be realized. In fact, it may well be counter productive.

Union Mutual does not support the use of employee benefits as
sophisticated tax evasion mechanisms, but neither should we sabo-
tage important public policy objectives by imposing tax restrictions
on perfectly legitimate employee benefit programs.

Accordingly, we urge you to recognize in your future delibera-
tions that employee benefits are an impressive American success
story. They have evolved in support of Government programs. Con-
gress should take great pain to avoid any disruptions to this deli-
cately balanced system.

With regard to the development of flexible benefit plans, it is im-
portant that the nature of these plans be understood by Congress
in their deliberations. In the past 30 years, the demographics of our
Nation have changed dramatically. The traditional stereotype of a
family with two children and one wage earner has declined to less
than 15 percent of the total population. Lifestyles and personal at-
titudes have changed dramatically. Americans are demanding
greater individual choice in all aspects of their lives. Flexible bene-
fit, plans are a nearly ideal response to the needs of today's Ameri-
cans.

Very importantly, they increase the effectiveness and efficiency
of meeting financial security needs previously described. In effect,
they provide a means to essentially take the same amount of dol-
lars and allocate these dollars to meet individual needs without in-
creasing the overall cost of the programs. They help all employees
at all levels-the young and the old, the single person and the fam-
ilies, the highly compensated and the not so highly compensated.

Again, it simply bundles existing benefits in a unique and cre-
ative manner. It is important to keep the total picture in mind.
Total tax of the flexible benefits ought not to be less than nor
greater than the tax on each individual piece if not packaged with
a flexible benefit plan.

Similarly, the total discrimination standards are not to 'be either
more lax or more onerous in the discrimination rules of each piece.

Thank you very much.
[The prepared written statement of Mr. Sardegna follows:]
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STATEMENT OF CARL J. SARDEGNA

EXECUTIVE VICE PRESIDENT

UNION MUTUAL LIFE INSURANCE COMPANY

BEFORE THE UNITED STATES SENATE COMMITTEE ON FINANCE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT FRINGE BENEFIT HEARINGS

JULY 1984
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GOOD MORNING, MY NAME IS CARL J, SARDEGNA, EXECUTIVE VICE

PRESIDENT OF UNION MUTUAL LIFE INSURANCE COMPANY-OF PORTLAND,

MAINE. WITH OVER $4 BILLION OF ASSETS UNION MUTUAL IS THE

NATION'S 34TH LARGEST LIFE INSURANCE COMPANY, THE INDUSTRY

LEADER IN GROUP DISABILITY INSURANCE FOR SEVEN CONSECUTIVE

YEARS, UNION MUTUAL IS A MAJOR FORCE IN THE NATIONAL EMPLOYEE

BENEFITS MARKETPLACE. OUR PORTFOLIO ALSO INCLUDES LIFE,

MEDICAL AND DENTAL COVERAGES, AS WELL AS A WIDE ARRAY OF GROUP

PENSION PRODUCTS,

I AM A MEMBER OF THE GROUP INSURANCE COMMITTEE OF THE AMERICAN

COUNCIL OF LIFE INSURANCE, AND MY COMPANY IS VERY ACTIVE IN THE

ACTIVITIES OF BOTH THE AMERICAN COUNCIL OF LIFE INSURANCE AND

THE HEALTH INSURANCE ASSOCIATION OF AMERICA, WHILE I DO NOT

INTEND TO REPEAT THE TESTIMONY PROVIDED TODAY BY THOSE TWO

ASSOCIATIONS, I WANT TO ADD MY COMPANY'S STRONG SUPPORT TO

THOSE REMARKS, AND URGE UPON YOU THEIR SERIOUS CONSIDERATION.
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I AM HERE TODAY PRIMARILY TO UNDERSCORE TWO FUNDAMENTAL POINTS$

FIRST, STRONG PUBLIC POLICY CONSIDERATIONS CONTINUE TO CALL FOR

GOVERNMENTAL SUPPORT AND ENCOURAGEMENT OF EMPLOYEE BENEFITS,

SECOND, CAFETERIA, OR FLEXIBLE BENEFIT PLANS, REPRESENT A SOUND

EVOLUTIONARY DEVELOPMENT CONSISTENT WITH THESE PUBLIC POLICY

CONSIDERATIONS, AND SHOULD BE ENCOURAGED IN ORDER TO MEET THE

NEEDS OF OUR NATION'S NEW DEMOGRAPHIC AND LIFESTYLE PATTERNS IN

THE FUTURE,

EMPLOYEE BENEFITS ARE DESIGNED TO MEET THE SECURITY NEEDS OF

INDIVIDUALS AND FAMILIES AND TO PROTECT THEM FROM THE ADVERSE

FINANCIAL CONSEQUENCES OF SICKNESS, DEATH, DISABILITY,

RETIREMENT AND SIMILAR EVENTS,

SINCE THESE ARE ESSENTIALLY CASUALTY EVENTS, THEY IMPACT

INDIVIDUALS INDISCRIMINATELY ACROSS THE ENTIRE SPECTRUM OF OUR

POPULATION WITHOUT REGARD TO AGE, SEX OR ECONOMIC

CIRCUMSTANCES, THESE NEEDS EXIST AND MUST AND WILL BE MET,
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THE QUESTION FROM A SOCIETAL VIEWPOINT IS HOW TO MEET THESE

NEEDS MOST EFFECTIVELY AND EFFICIENTLY,

THE DEVELOPMENT AND EXPANSION OF EMPLOYEE BENEFIT PLANS IN THIS

COUNTRY HAS BEEN SHOWN TO BE AN EFFICIENT AND EFFECTIVE MEANS

OF ASSURING THAT THESE NEEDS ARE MET FOR A BROAD SPECTRUM OF

OUR POPULATION THROUGH PRIVATE SECTOR ACTION AND PRIVATE SECTOR

DECISIONS, THIS HAS BEEN RECOGNIZED IN THE PAST BY CONGRESS

AND ENCOURAGED BY TAX INCENTIVES, INDISCRIMINATE AND PIECEMEAL

APPROACHES TO RAISING THESE TAX INCENTIVES WILL, TO A LARGE

EXTENT, ONLY SHIFT THE BURDEN TO A GOVERNMENT EXPENSE$ THE

RESULT IS THAT NO TRUE REVENUE WILL BE REALIZED, IN FACT, IT

MAY BE COUNTER PRODUCTIVE,

IT SHOULD BE POINTED OUT EMPHATICALLY THAT UNION MUTUAL DOES

NOT\SUPPORT THE USE OF EMPLOYEE BENEFITS IN ORDER TO SECURE

IMPROPER WINDFALLS TO CERTAIN CLASSES OF EMPLOYEES; NOR ARE WE

UNMINDFUL OF THE EXISTENCE OF ABUSIVE PRACTICES (SUCH AS
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ZEBRAS), WE SHOULD NOT PERMIT THE USE OF EMPLOYEE BENEFITS AS

SOPHISTICATED TAX INVASION MECHANISMS BUT NEITHER SHOULD WE

SABOTAGE IMPORTANT PUBLIC POLICY OBJECTIVES BY IMPOSING TAX

RESTRICTIONS ON PERFECTLY LEGITIMATE EMPLOYEE BENEFIT PROGRAMS,

ACCORDINGLY, WE URGE YOU TO RECOGNIZE IN YOUR FUTURE

DELIBERATIONS THAT FRINGE BENEFITS ARE AN IMPRESSIVE AMERICAN

SUCCESS STORY, THE QUALITY OF TENS OF MILLIONS OF LIVES HAVE

BEEN DRAMATICALLY IMPROVED BY PRIVATELY PROVIDED AND PRIVATELY

FINANCED EMPLOYEE BENEFITS PROGRAMS WHICH HAVE EVOLVED IN THE

PAST 30 YEARS TO SUPPORT GOVERNMENT PROGRAMS. CONGRESS SHOULD

TAKE GREAT PAINS TO AVOID ANY DISRUPTION TO THIS DELICATELY

BALANCED SYSTEM,

WITH REGARD TO THE DEVELOPMENT OF FLEXIBLE BENEFIT PLANS

(SOMETIMES KNOWN AS CAFETERIA PLANS), IT IS IMPORTANT THAT THE

NATURE OF THESE PLANS BE FULLY UNDERSTOOD BY CONGRESS IN THEIR

DELIBERATIONS,
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IN THE PAST 30 YEARS THE DEMOGRAPHICS OF OUR NATION HAS CHANGED

DRAMATICALLY. THE TRADITIONAL STEREOTYPE OF A FAMILY WITH TWO

CHILDREN AND ONE WAGE EARNER HAS DECLINED TO LESS THAN 15% OF

THE TOTAL POPULATION, AS MORE AND MORE WOMEN HAVE ENTERED THE

WORK FORCE, TWO EARNER FAMILIES HAVE BECOME THE NORM RATHER

THAN THE EXCEPTION. SINGLE HOUSEHOLDS AND SINGLE PARENT

FAMILIES HAVE PROLIFERATED, LIFESTYLES AND PERSONAL ATTITUDES

HAVE CHANGED DRAMATICALLY. PARTIALLY IN RESPONSE TO THE

DEPERSONALIZATION OF THE AUTOMATED AGE AND PARTIALLY

FACILITATED BY THE CAPABILITIES OF THE AUTOMATED AGE, AMERICANS

ARE DEMANDING GREATER INDIVIDUAL CHOICE IN ALL ASPECTS OF THEIR

LIVES,

FLEXIBLE BENEFITS PLANS ARE A NEARLY IDEAL RESPONSE TO THE
k

NEEDS OF TODAY'S AMERICANS. THEY ADVANCE OUR PREFERENCE FOR

INDIVIDUAL DECISION-MAKING TO A NEW LEVEL OF REFINEMENT BY

FACILITATING INDIVIDUAL RATHER THAN GROUP SELECTION OF DESIRED

BENEFITS, PRIVATE SECTOR RESPONSIBILITY, WITH A MINIMUM OF
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GOVERNMENTAL CONCERN, IS PRESERVED AND EXTENDED, MOST

IMPORTANTLY FLEXIBLE BENEFITS INCREASE THE VALUE TO THE

CONSUMER BY ALLOWING HIM OR HER TO TAILOR THESE BENEFITS TO

INDIVIDUAL NEEDS RATHER THAN THE NEEDS OF AN AVERAGE

POPULATION.

VERY IMPORTANTLY, FLEXIBLE BENEFITS SIGNIFICANTLY INCREASES THE

EFFICIENCY AND EFFECTIVENESS OF MEETING THE FINANCIAL SECURITY

NEEDS DISCUSSED PREVIOUSLY. IN EFFECT, IT PROVIDES A MEANS TO

TAKE ESSENTIALLY THE SAME AMOUNT OF DOLLARS AND ALLOCATE THESE

DOLLARS TO MEET DIFFERENT NEEDS WITHOUT INCREASING THE OVERALL

COSTS OF THE PROGRAMS. IT IS, IN OUR VIEW, A MAJOR SIGNIFICANT

BREAKTHROUGH.

YET, FLEXIBLE BENEFITS ARE NOT REALLY NEW-BENEFITS AT ALL.

RATHER, FLEXIBLE BENEFIT PLANS ARE PURELY A REPACKAGING OF

EXISTING BENEFITS IN A MANNER WHICH UNIFIES THEM INTO A VEHICLE

FOR INDIVIDUAL CHOICE TO MEET INDIVIDUAL NEEDS. THEY BENEFIT
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ALL EMPLOYEES AT ALL LEVELS -- THE YOUNG AND THE OLD, THE

SINGLE PERSON AND THE FAMILY THE HIGHLY COMPENSATED AND THE

NOT SO HIGHLY COMPENSATED. A FLEXIBLE BENEFIT PACKAGE

GENERALLY DOES NOTCONVERT AN OTHERWISE TAXABLE BENEFIT INTO A

NONTAXABLE ONE., GAIN, IT SIMPLY BUNDLES EXISTING BENEFITS IN

A UNIQUE AND CREATIVE WAY-- A WAY WHICH DRAMATICALLY ENHANCES

THE PARTICIPANT'S ABILITY TO MEET HIS OR HER NEEDS, THUS,

FLEXIBLE BENEFIT PLANS ARE IN TOTAL HARMONY WITH ENLIGHTENED

NATIONAL POLICY.

IN ITS DELIBERATIONS ON EMPLOYEE FRINGE BENEFITS, CONGRESS

SHOULD REVIEW THE EXISTING TAX LAWS TO ASSURE THAT THEY

RECOGNIZE FLEXIBLE BENEFIT PLANS AND TREAT THEM AS A WHOLE,

RATHER THAN A PIECEMEAL COLLECTION OF BENEFITS. WHEN COMBINED

UNDER THE UMBRELLA OF FLEXIBLE BENEFIT PLANS, EMPLOYEE BENEFITS

TAKE ON A VALUE TO THE WORK FORCE WHICH EXCEEDS THE SUM OF

THEIR INDIVIDUAL PARTS.
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THE TAX LAWS SHOULD ADDRESS THIS UMBRELLA OF FLEXIBLE BENEFITS

AND REGULATE IT AS SUCH, IT IS IMPORTANT TO KEEP THE TOTAL

PICTURE IN MIND. THE TOTALTAX OF THE FLEXIBLE BENEFITS

PACKAGE OUGHT NOT TO BE LESS THAN OR GREATER THAN THE TAX ON

EACH INDIVIDUAL PIECE IF PACKAGED WITHIN A FLEXIBLE BENEFITS

PLAN, SIMILARLY, THE. TOTAL DISCRIMINATION STANDARD OUGHT NOT

TO BE EITHER LAX OR MORE ONEROUS THAN THE DISCRIMINATION RULES

OF EACH PIECE. IN SUM, SECTION 125 OF THE INTERNAL REVENUE

CODE AS CURRENTLY WRITTEN FAILS ADEQUATELY TO RECOGNIZE THE

TRUE NATURE OF FLEXIBLE BENEFIT PLANS AND HAS LED THE IRS TO

ADOPT UNWARRANTED BIAS TOWARDS RESTRICTING THESE PLANS AND

REGULATING THEM IN PIECEMEAL FASHION,

FLEXIBLE BENEFIT PLANS PROVIDE A UNIQUE OPPORTUNITY TO PROVIDE

GREATER VALUE, FACILITATE PUBLIC POLICY AND POTENTIALLY HOLD

OUT THE HOPE OF CONTAINING THE RISING COSTS OF MEETING THESE

NEEDS, IT IS CRITICAL THAT CONGRESS RECOGNIZE THE NATURE OF

THESE PLANS AND THEIR POTENTIAL DURING THEIR DELIBERATIONS,
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OBVIOUSLY, THE SUBJECT OF EMPLOYEE FRINGE BENEFITS IS ONE OF

ENORMOUS COMPLEXITY AND IMPORTANCE BOTH TO THE REVENUES OF THE

FEDERAL GOVERNMENT AND TO THE WELL BEING OF THE AMERICAN

PEOPLE, THESE BRIEF REMARKS MERELY SERVE TO HIGHLIGHT TWO KEY

CONCERNS WHICH UNION MUTUAL WISHES TO PLACE BEFORE YOU AS YOU

BEGIN YOUR EXTENDED DELIBERATIONS, WE APPLAUD YOUR EFFORTS IN

THIS REGARD, AND STAND READY TO PROVIDE YOU AND YOUR STAFF WITH

WHATEVER ASSISTANCE MAY BE HELPFUL TO YOU AS YOU CONTINUE YOUR

EFFORT,

THANK YOU VERY MUCH FOR THE PRIVILEGE OF APPEARING BEFORE YOU

TODAY.
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Senator PACKWOOD. All of your statements are accurate. You
make one statement that is particularly true. You talked about the
Treasury and the revenue that it think it is going to get-"indis-
criminate and piecemeal approaches to raise these tax incentives

-will, to a large extent, only shift the burden to a Government ex-
pense. The result is no true revenue will be realized."

The Treasury Department, in estimating revenues, operates on
what it calls a static basis. It assumes no change in behavior based
upon a change in tax laws. We double the income tax, we will
double the income tax collections. If we quadruple it, we will quad-
ruple the income tax collections. Raise it 100 times, we will get 100
times more. Well, people do respond. At some stage you are not
going to get exactly, the increase or decrease in revenue based
upon the percentage of increase or decrease in the tax.

I don't blame Treasury too much because if they don't use a
static estimate, then they have to put in whatever subjective for-
mula they can come up with to try to estimate what people will do
in response to a change in the Tax Code.

So long as you understand that Treasury uses static revenues,
you can understand how they come out. You have to simply under-
stand that in using that basis, the one thing you can be absolutely
sure of, if they are going to use a static base of projection, is that
the revenues that the Treasury Department predicts will not be
the revenues that will result. That you can bank on 100 percent.

-- Dave.
Senator DURENBERGER. Mr. Garber, does Equitable have health

insurance?
Mr. GARBER. Do we have health insurance?
Senator DURENBERGER. Yes.
Mr. GARBER. Yes.
Senator DURENBERGER. I mean do you have an operating compa-

ny?
Mr. GARBER. Yes; Equitable itself sells both health insurance to

employers and it administers employer health plans, and also sells
individual health plans.

Senator DURENBERGER. What percent of the market do you have?
Mr. GARBER. Oh, I would think on the lawyer's side since Blue

Cross-Blue Shield has 50 percent, I think we probably have about
10 percent of the insurance company market or a little less. I think
somewhere around 4 or 5 percent.

Senator DURENBERGER. As you described your health coverage
available to your employees, is that like a self-insured plan or your
own plan?

Mr. GARBER. Well, we deal with ourselves as an insurance com-
pany so that we, Equitable, the employer, has Equitable, the insur-
ance company, to provide this kind of benefit.

Senator DURENBERGER. And do you provide your employees with
other choices of health plans?

Mr. GARBER. Other what?
Senator DURENBERGER. Other choices of health plans.
Mr. GARBER. Only the HMO choice, which is mandated by law.

We have not gotten into a cafeteria-type benefit at this point.
Senator DURENBERGER. And is that for all the reasons that you

outlined on page 7, which are your objections to any of a limit on
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the tax-free nature of the plans which deal with behavior of people
in response to this system?

Mr. GARBER. I think I would say that it's not that we wouldn't
want to do that some time down the road. We have been waiting
somewhat for a tax policy to clarify in this area.

But also in a very large company, cafeteria plans get to be very
complicated to deal with. I think one wants to assure that there is
some minimum base kind of protection and wouldn't want people
to opt out of any protection just because they would like to have
their money put somewhere else. And, furthermore, the design of
such a plan requires considerable attention to making sure that
the costs don't increase because people do choose the thing which
they are most interested in and which may be most beneficial to
them.

All of these health matters, really, has been that you move cau-
tiously in a limited fashion. I think the introduction of vision care
is typical. We introduced limited benefit. We see how it goes; what
it costs. Then we gradually expand it and modify it over time,
when we get a better fix on what the cost structure is and what
sort of limitations have to be built in to prevent it from being
abused.

Senator DURENBERGER. Thank you.
Senator PACKWOOD. George.
Senator MITCHELL. Mr. Sardegna, the dental program. Has that

been a popular program? Do you think it would be jeopardized by a
ta cap.

Mr. SARDEGNA. It has been a popular program. It's difficult to
tell which, benefits will be jeopardized by a tax cap. But it is clear
that if you propose a tax cap, it becomes less beneficial to employ-
ees and employers to provide more comprehensive benefits, and
somewhere, the total pie will shrink. Exactly where it will shrink
is difficult to tell.

Senator MITCHELL. Do you know where deductible-are there any
other similar measures with which you are familiar?

Mr. SARDEGNA. I referred to one that I think in the long term
can be a very important measure in containing costs, and that's
flexible benefits. If, in fact, you give people individual choices and
you get them involved in the decisionmaking process you can help
reduce or contain the escalating cost of medical care and other
types of coverages. Right now, there is no" incentive for them to
become involved in the process. Flexible benefits provide a means
for them to become involved in the process.

Similarly, we have been encouraging-and there is a growing
evidence of this throughout the United States-wellness-type pro-
grams which extend beyond purely insured benefits to really focus
attention on keeping people well. And, in fact, if there is encour-
agement by Congress wellness programs and flexible benefits are,
major ways for us to reduce the total cost.

Senator MITCHELL. Thank you.
Senator PACKWOOD. Thank you, gentlemen.
Senator PACKWOOD. Next we will take Sally Goldfarb, represent-

ing the National Women's Law Center; Willis Goldbeck, president
of the Washington Business Group on Health; Donald Bentley, the
president of the American Dental Association; Cheryl Westphal,
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the President of the American Dental Hygienists; and Roger
Bruggmier, chairman of the Retirement and Insurance Committee
of the Air Line Pilots Association.

We will start with Ms. Goldfarb.

STATEMENT OF SALLY F. GOLDFARB, NATIONAL WOMEN'S LAW
CENTER, WASHINGTON, DC

Ms. GOLDFARB. Mr. Chairman, and members of the committee,
thank you for the opportunity to appear here this morning. I am
Sally Goldfarb, and with me is Nancy Duff Campbell. We are both
attorneys with the National Women's Law Center, which is a legal
organization working to preserve and advance women's rights.

Our testimony today is also presented on behalf of three other
organizations-the National Women's Political Caucus, the Project
on Equal Education Rights of the NOW Legal Defense and Educa-
tion Fund, and Wider Opportunities for Women.

We have prepared written testimony which has been submitted
for the record. I will cover a few major points today.

The subject of our testimony is employer cafeteria plans and
their potential to help meet the growing need for dependent care
assistance among American workers. This need is especially great
among women workers, who are more likely than men to have re-
sponsibility for providing care not only for children but also for dis-
abled or elderly relatives.

We very much appreciate the Congress' attention to cafeteria
plans. In particular, we welcomed the inclusion of transition rules
for existing cafeteria plans in the recent Deficit Reduction Act.
However, many of the legal requirements for cafeteria plans
remain very unclear. The proposed IRS regulations of May 7 did
not address many of these issues or addressed them in ways that
we feel were inappropriate. So we hope that the subcommittee will
monitor the development of final regulations, and when necessary,
initiate legislatiQn to resolve remaining problems.

Employers are beginning to show increased interest in helping
workers meet their dependent care needs, but many employers will
be unwilling to set up cafeteria plans if they cannot be sure of the
legal requirements that they have to meet.

Today we would like to discuss the requirements for nondiscrim-
ination in cafeteria plans. The Deficit Reduction Act set up a two-
art discrimination standard for cafeteria plans, geared to both
highly compensated employees and key employees. These two dis-

crimination standards should be more clearly defined, and they
should be coordinated both with each other and with the separate
discrimination standards that apply to specific components of cafe-
teria plans such as dependent care assistance programs. The dis-
crimination rule should be more responsive to differences among
employers. A rule that no more than 25 percent of nontaxable ben-
efits may be provided to key employees has very different effects
on small and large employers. Among small employers, the number
of participants may be so low that the tax status of a plan may
suddenly shift because one low-paid employee has reduced her ben-
efit elections. This type of unpredictability makes cafeteria plans
unworkable for most small employers.
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The discrimination standards also should be responsive to differ-
ences among the employees of a given employer. There may be le-
gitimate disparities in election of nontaxable benefits, between
those who have children or other dependents and those who do not.
Also, lower paid workers who do have dependents may not use caf-
eteria plans for dependent care because they rely on title XX care
or on the dependent care tax credit, which is more advantageous
than salary reduction for most families with adjusted gross incomes
below about $26,000.

An issue related to discrimination, which is receiving increasing
attention, is the idea of a ceiling or cap on tax free benefits avail-
able under cafeteria plans. If such a cap is imposed, it needs to
have the following characteristics. First, dependent care should be
capped separately from other cafeteria plan benefits. Second, the
use of a cafeteria plan up to its cap for dependent care should not
reduce the availability of the dependent care tax credit for other
additional care expenses. This is not double dipping because either
the dependent care tax credit or salary reduction, but not both,
would be available for a given dollar in care expenses. Third, any
cafeteria plan cap should apply only to salary reduction since em-
ployers should be encouraged to provide their own funds for these
benefits whenever possible.

Thank you.
Senator PACKWOOD. Thank you.
[The prepared written statement of Ms. Goldfarb follows:]
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Mr. Chairman and members of the Committee, the National

Women's Law Center is a national legal organization which has

worked for over a decade to preserve and advance women's legal

rights. "We are pleased to have this opportunity to testify on

employer cafeteria plans. Our testimony today is also presented

on behalf of the National Women's Political Caucus, the Project

on Equal Education Rights of the N.O.W. Legal Defense and

Education Fund, and Wider Opportunities for Women.

Cafeteria plans can provide important tax savings for women

workers. In particular, cafeteria plans, when they incorporate

dependent care assistance programs, have the potential to offer

significant support to workers who have dependent care expenses,

the majority of whom are women.

The need for assistance with the costs of dependent care is

widespread, and the need is growing as more and more women enter

the paid labor force. Today, the paid labor force includes 31

percent of married women with children under the age of one year,

almost 46 percent of all women with children under the age of

three, and almost 57 percent of all women with children aged

three to five. These numbers are expected to increase durin

this decade.

The need for dependent care assistance is not limited to

families with young children. Frequently, elderly family members

need care. One in ten of all women aged 45 to 65 have

responsibility for an older relative, and one out of eight

retired women reported in 1975 that they had retired because they

were needed at home to care for dependents. Disabled family
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members also require care. There are approximately 500,000

disabled children under the age of six and 4.2 million disabled

school-aged children in this country, as well as 8.4 million

severely disabled adults between the ages of 18 and 64 who are

living in families with at least one other adult.

Women who work outside the home to provide financial support

for themselves and their families often have great difficulty

meeting the costs of care for their dependents. As the following

table shows, average costs for dependent care are high.

Average Dependent Care Costs

Infant (under 2 years)

-- group or center: $3,000 - $5,000 per year

-- family day care: $1,800 - $3,500 per year

Child (3-5 years)

-- group or center; $2,200 - $3,200 per year

-- family day care: $1,200 - $2,200 per year

Child (school age)

-- $10 - $50 per week

Adult

-- $11.82 - $50 per day

As women struggle to meet the care needs of their dependents

while maintaining paid employment, every source of assistance,

including cafeteria plans, can be enormously important. Of

course, cafeteria plans will never be a dependent care panacea.

For instance, increased direct funding through Title XX of the

Social Security Act is indispensable for the most needy

families. Also, we are very concerned that the use of cafeteria
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plans could significantly erode workers' Social Security

benefits, because portions of salary converted to nontaxable

benefits are not subject to Social Security tax; we are studying

this issue to assess its impact on women workers and hope that

the Subcommittee will consider and attempt to resolve this

problem. Nevertheless, cafeteria plans have the potential to

'make a contribution toward meeting the pressing dependent care

needs of American workers. Our testimony today is directed

toward identifying ways in which the legal contours of cafeteria

plans could be shaped to realize that potential.

First, we commend the Congress's recent attention to the

requirements for cafeteria plans. In particular, we welcomed the

passage of legislation establishing transition rules for existing

plans. However, many issues affecting cafeteria plans remain to

be clarified. Since the proposed I.R.S. regulations did not

address many of these issues, or addressed them in ways we feel

were inappropriate, we hope that the Subcommittee will monitor

the I.R.S.'s development of final regulations and when necessary

devise legislation to resolve remaining problems. Today, we will

discuss the issues of carryover and cash-out of unused benefits,

the length of the plan year, changes in family status, the

discrimination standards, and the question of a ceiling, or cap,

on tax-free dependent care benefits.

Subject to the effective dates in the transition rules, the

proposed regulations would require that all benefits which an

employee elects but does not actually receive during a plan year

would be forfeited. Any carryover to a future plan year, or
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reimbursement of the cash value of the unused benefits, would be

prohibited. We feel that this treatment is unduly harsh and

would undermine important public policy goals. The severity of

the "use it or lose it" rule will lead employees not to

participate, or to-underestimate their elections of nontaxable

benefits under salary reduction agreements, in order to avoid

possible forfeiture. Lower-paid workers will be less able to

risk losing any compensation and will thus be more likely not to

participate, or to underestimate nontaxable expenses

significantly, choosing taxable cash instead. The result will be

that workers, especially those with lower pay, will be unable

fully to reap the intended advantages of using a cafeteria plan

to pay qualifying expenses out of pre-tax dollars. For those

workers whose projections of dependent care expenses or other

covered costs are indeed too high, automatic forfeiture is too

severe a penalty. At a minimum, carryover of unused benefits to

a future plpn year should be permitted. In addition, cash-out of

unused benefit amounts would be taxable and thus would actually

result in increased tax revenue.

Especially in light of any restrictions on carryover and

cash-out of unused benefits, plan years of less than twelve

months' duration should be explicitly permitted. (The proposed

I.R.S. regulations do not specify the minimum permitted length

for plan years, but state that plans of twelve months' duration

will be acceptable.) Covered expenses, including dependent care,

are often difficult to predict as far in advance as twelve

months. A twelve-month plan year thus discourages employee
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participation. Permitting shorter plan years can allow employees

to make realistic projections of their benefit needs without

sacrificing the requirement that employees elect their benefits

before expenses are incurred.

Once the plan year has begun, the proposed I.R.S.

regulations would not permit employees to begin or end

participation, revoke a benefit election, or make a new election,

except if there has been a change in family status. The change

in status exception is crucial for preserving necessary

flexibility within cafeteria plans. The changes in status listed

in the proposed I.R.S. regulations -- marriage, divorce, death of

spouse or child, birth or adoption of child, and termination of

employment of spouse -- are only a few examples of many. While

legislation explicitly recognizing other changes in status may

not be appropriate, legislative history could be useful in

providing the I.R.S. with guidance on other examples. For

instance, a change to part-time from full-time work or any other

change in work hours or employee status, by either an employee or

the employee's spouse, could greatly alter employees' cafeteria

plan needs by changing their eligibility for non-cafeteria-plan

employee benefits or by changing their need for paid dependent

care. The beginning or end of a family member's illness,

disability, or other condition causing inability to care for

oneself, is another significant change in status. If an

employee's father becomes unable to care for himself, and the

employee must pay a care provider to come into her home to care

for her father while she works, she should not have to wait until
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a new plan year begins in order to elect to participate in the

dependent care assistance program available under her cafeteria

plan. Similarly, if her father recovers, she thould not be

locked into a fixed amount of dependent care benefits. Other

examples of significant changes in status are a change in

schooling for a dependent, a move, and the hiring or loss of a

care provider. In addition, an employee who revokes her election

during the plan year, and has benefits remaining which she has

not yet used, should be explicitly permitted to use up those

benefits.

Reevaluation and clarification of the discrimination

standard for cafeteria plans is urgently needed. The proposed

regulations, read in conjunction with the recently-passed tax

legislation, appear to provide the following two-part standard.

A discriminatory plan is one which discriminates in favor of

highly compensated individuals as to eligibility to participate,

or in favor of highly compensated participants as to

contributions and benefits, see 26 U.S.C. S125(b)(1) as amended

(with "highly compensated" defined as someone who is an officer,

a shareholder owning more than five percent of the voting power

or value of all classes of stock of the employer, or highly

compensated, see Answer #13 of proposed regulations); or one

which provides to key employees over 25 percent of the aggregate

statutory nontaxable benefits provided for all employees under

the plan, see 26 U.S.C. 5125(b)(2) as amended (with "key

employees" defined as officers of the employer earning more than

$45,000 a year, see 26 U.S.C. 5416(i)(1)(A)(i) as amended, or one
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of the ten employees owning or considered as owning the largest

interests in the employer, see 26 U.S.C. 5416(i)(1)(A)(ii), or a

five-percent owner of the employer, see 26 U.S.C.

5416(i)(1)(A)(iii), or a one-percent owner of the employer having

an annual compensation from the employer of more than $150,000,

see 26 U.S.C. 5416(i)(1)(A)(iv)).

This two-part standard leaves open many questions not

answered by the proposed regulations or existing legislation.

Some legislative action should be forthcoming to ensure that

these questions are addressed. Most importantly, the dual

discrimination standard should be streamlined and simplified --

and integrated with, the separate discrimination standards

applicable to specific components of cafeteria plans, such as

that for dependent care assistance programs, 26 U.S.C.

5129(d)(2), (4) -- .'n order to eliminate redundancy and

confusion. Currently, the relationship between the "highly

compensated" category and the "key employees" category is not

clear, and the two categories -- and the tests for each -- appear

to overlap. Remaining questions also include the definition of

"highly compensated"; the test for determining whether a plan

discriminates in favor of the highly compensated as to

eligibility to participate or as to contributions and benefits;

and the meaning of the phrase "benefits provided" in determining

whether the key employees test is met (does it mean nontaxable

benefits which are available to key employees, or elected by key

employees, or received by key employees?).
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In refining the discrimination rules, two crucial principles

should be observed.

First, the discrimination rules must be responsive to

differences among employers. A rule that no more than 25 percent

of nontaxable benefits may be provided to key employees has a

predictable impact on a conventional employer with a

preponderance of staff members at low salaries, but it has an

entirely different impact on employers such as small, non-profit

organizations (as well as certain high-technology and

entrepreneurial enterprises), where "key employees" often

constitute the overwhelming majority of the work force. Among

the latter employers, the key employees rule often operates in a

highly erratic and unpredictable manner. For instance, among

small employers, tax-free benefits already received by a higher-

paid employee may suddenly become taxable because one low-paid

employee has reduced her election due to a change in family

status. Such uncertainty renders cafeteria plans unworkable for

many small employers.

Second, the discrimination standard must be responsive to

differences among the employees of a given employer. Differences

in the need for and use of benefits by different people in the

same work force may lead to results that appear discriminatory

but in fact are based on non-discriminatory factors. This is a

particularly pressing problem in the dependent care area, because

dependent care expenses may account for huge disparities in

election of nontaxable benefits between those who have children

or other dependents in need of care and those who do not.
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Indeed, as the age of child-bearing goes up, younger, lower-paid

workers may be less likely to have children than somewhat older,

more highly-paid workers. Also, older workers more commonly have

an elderly parent in need of paid care. Moreover, those lower-

paid workers who do have dependents are frequently unlikely to

use salary reduction as a way of financing their dependent care

expenses, because more advantageous alternatives exist for

them. Low-income workers may be eligible for free or subsidized

dependent care under Title XX programs. Also, the dependent care

tax credit is initially more advantageous than salary reduction

for most families with adjusted gross incomes below about

$26,000. Therefore, the fact that lower-paid workers do not

elect salary reduction for dependent care as readily as their

more highly-paid coworkers should not necessarily be attributed

to discrimination on the part of the employer's cafeteria plan.

An issue which has received increasing attention is the idea

of imposing a ceiling, or cap, on tax-free benefits available

under cafeteria plans. If such a cap is imposed, we urge that it

have the following characteristics.

First, dependent care should be capped separately from other

cafeteria plan benefits, in recognition of the major difference

in benefit needs between employees who do and do not have

dependent care expenses.

Second, the use of a cafeteria plan up to its cap for

dependent care should not reduce the availability of the

dependent care tax credit for other, additional care expenses.

Th4s is necessary because many forms of care -- including infant
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care and care for the frail elderly -- are routinely so expensive

that the support of both salary reduction and the dependent care

credit will frequently be needed. This is not "double-dipping,"

because for a given dollar of dependent care expenses, either the

credit or salary reduction could be used, but not both. No

integration exists between the itemized medical deduction and

cafeteria plan medical benefits; similarly, the tax system should

not curtail its available dependent care benefits by imposing an

integrated cap on the dependent care tax credit and dependent

care assistance under cafeteria plans. However, if a unified,

integrated cap of $2,400 for one dependent, or $4,800 for two or

more dependents, were established for both salary reduction and

the credit, then that ceiling and the dependent care tax credit's

own statutory maximum should both be indexed, so that they both

rise together with inflation.

Finally, any cafeteria plan cap should apply only to salary

reduction. Employers willing to provide their own funds for

benefits should be encouraged to do so to the full extent of

their resources, as long as the results are nondiscriminatory.

Indeed, greater employer support for dependent care is urgently

needed.

In conclusion, Congressional action is necessary to assure

that the above issues either are addressed directly through

legislation or are resolved through prompt regulatory activity by

the I.R.S. Six years after passage of Section 125, and three

years after passage of Section 129, the remaining legal

ambiguities pose a hardship for employers who wish to establish
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legitimate plans but hesitate to proceed without clear

guidelines; for their employees who may be denied the many

benefits of cafeteria plans while the employers are forced to

wait for further guidance; and for both employers and employees

who are faced with possible penalties if they go forward with

cafeteria plans which may eventually be found invalid. The

I.R.S. press release and proposed regulations issued this year

have had a chilling effect on many employers. Particularly in

light of the pressing dependent care needs of many workers,

speedy action toward clear and comprehensive legal standards for

cafeteria plans is called for.

STATEMENT OF WILLIS B. GOLDBECK, PRESIDENT, WASHINGTON
BUSINESS GFOUP ON HEALTH, WASHINGTON, DC

Senator PACKWOOD. Mr. Goldbeck.
Mr. GOLDBECK. Good morning. I am Willis Goldbeck, the presi-

dent of the Wshington Business Group on Health.
I think from the health perspective we have really a singular ob-

jective-to create an efficient medical marketplace. To do so re-
quires a cooperative venture of Government and the private sector
developing an integrated strategy for cost management, liking the
efforts involving control of utilization, reimbursement and systems
capacity.

One facet of all of this is recognizing that, in fact, we are talking
about the end of traditional insurance. The insurance market, if
you will, is going to be prepaid, negotiated, involving choices which
are designed to create adverse selections based on precertification.
That is not the model that you all began to regulate or that the
rest of us began to know many years ago.

On your immediate agenda, the Educational Assistance Act
needs, with your leadership again, to come back to life. It is utterly
preposterous to consider that we want to make our population
more educated to deal with the change in nature of work in Amer-
ica, more educated to deal with sophisticated employee benefit
issues, but we don't want to provide any assistance to accomplish
these rational goods.

Obviously, by now you have heard enough about section 125
plans. Let me only echo the point that it seems rather ridiculous to
study the plans if we are not going to allow them exist enough to
study them. It is inherently contradictory. You have enough activi-
ty going on out there among creative folks, some of which are
foing to succeed and make a contribution if they are allowed to go

reward. If they are not allowed to go forward, you end up with
only one totally predictable result-a lost opportunity.

I think it's important that the Congress understand that it is
giving very conflicting messages. On the one hand we want to have
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employees participate more in costs, and we want to avoid tax
losses so we eliminate the opportunity for employers to take as a
deduction the amount that they contribute to employees for things
like smoking cessation programs. On the other hand, we cave into
a few select Members of the Congress and reduce the cigarette
taxes by half, an embarrassment for anybody seriously interested
in human health.

Senator PACKWOOD. Let me just suggest this. [Laughter.]
You are a betting man. I would not place any money on the side

of that tax going down permanently. I would be inclined to bet that
that tax never goes down at all. You recall it doesn't run out until
the end of next year.

Mr. GOLDBECK. I am delighted with your response, and to what-
ever extent we can encourage and support it, we will be delighted
to do so.

One of the important aspects of fringe benefits is giving the em-
ployees and their families assistance in the management of fringe
benefits. You have an opportunity to do so in H.R. 5602, with the
Wyden amendment, now title 5, which supports the concept of dis-
closure of comparative price, utilization and quality statistics. This
is central to the concept of choice, to the concept of competition, to
the concept of a free market. The only people who have a reason to
oppose it are those who have something to hide or don't respect the
intelligence of the public.

The point is that government needs to be a risk taker, to be an
innovator, to be a leader in this area. I have tried to point out in
my testimony, the written part, that the real issues in terms of
fringe benefits are not the tinkering with today's designs, but the
recognition that this Nation cannot and I would suggest will not
pay for 20 to 40 year retirement periods. That's the issue that cries
out for major leadership. Leadership to help decide what the next
major trends are. When is that next baby boom going to come or is
it never? What are the implications of that, of the old, old, or of
the female working population.

When you look at the intervention of government in fringe bene-
fits-many times very valuable and very important-there are cer-
tain apparently simple solutions that we need to be wary of. Many
doctors and hospitals and some Members of Congress want the tax
cap on medicaid benefits. One employer response could be to hire
their own physicians and build their own facilities: a response very
good for many employers and very bad for many communities.

In closing, it seems to me that we ought to come to a mutual rec-
ognition that worker health is public health. They are not two sep-
arate subjects.

Thank you.
Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Goldbeck follows:]
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My name is Willis B. Goldbeck. As President of the Washington
Business Group on Health, it is my privilege to reflect for you the
view, conditions and future concerns of our members. We are a small
organization but, when it comes to a consideration of future fringe
benefits it may be useful to note that some 50,000,000 employees,
retirees and dependents receive their benefits through our member
companies.

In addition to addressing the specific questions raised In your July
4, 1984 announcement I want to comment on two issues: the role of
government in fringe benefits and the changing nature of work in
America.

Government and Benefits

Deciding what government should do about specific private sector
employment benefits is dependent upon achieving agreement -- or at
least understanding -- on what the generic role of government should
be. Since there are no well articulated rules to follow and
precedent could offer solace to nearly any perspective one wished to
defend, let me posit a few principles.

1. The federal government should stay out of private benefits
unless one of Its basic functions Is called upon. These
functions, other than defense, which Is not relevant, are
limited to:

a. protection against discrimination by sex, race, age,
nationality, religion or handicap

b. maintenance of an equitable tax system

c. protection of the public health

d. accomplishment of the nation's social and economic
objectives as articulated in law.

2. Government should lead, not follow, corporate America in
appreciating trends and understanding future Imperatives.

3. Government should intervene when the pace of private
progresses Inconsistent with the public good. A delicate
balance is required to avoid interventions which stifle
rather than stimulate. .

4. Finally, government is the arbitration forum in which
competing interests must be exposed, analyzed and
appropriately compromised.

It is our view that each benefit issue brought to your attention
should have to pass through the screen provided by these principles
before you decide to Intervene.
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Frinue Benefit

Several benefit issues would successfully meet these criteria.
Together, they represent an action agenda for 1984-85.

A. Reinstate the educational assistance deduction that
included preventive, worksite wellness and health
education programs. We appreciate Senator Packwood's
leadership on this issue and urge the other members of
Congress to join him In recognizing that improved
educational and health status are investments which can
contribute directly to the reduction of future dependency
on government.

B. The Section 125 flexible spending accounts should not be
allowed to expire next July. The concern of IRS for
potential revenue loss is understandable. However, there
is no evidence of what that loss will be. And, there is
evidence that these accounts can achieve two significant
economic objectives we share with Congress:

1. reduced medical expenditures

2. increased incentives for- all workers to become
prudent users of medical benefits

The latter can be demonstrated by the ALCOA, Xerox and
Quaker Oats programs, among others. Quaker's 1983 results
also prove the cost effectiveness, for the company, the
worker and the government.

"Without a change, our plan costs for 1983 would have been
about $1,745 per employee (a 20% increase over 1982
costs). Actual 1983 medical claims expense was $1,331 per
employee. An average additional $76 per employee was
refunded as unused health expense account funds and a
dividend averaging $128 per employee was credited to the
following year's (1984) expense accounts.

"Our plan achieved its objectives of reducing the rate of
medical cost Inflation and passing along savings to
employees. It also resulted In reducing the company's tax
deduction for medical care by $210 per employee and added
an average of $76 per employee in taxable Income. Both of
these increased tax revenues."

We can protect against Inappropriate use of these benefits
by requiring a level of cost sharing as a criteria for
eligibility. Firms using the Section 125 approach should
be given a five year period to demonstrate the programs'
impact. If negative, they can be stopped. If positive,
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they can be expanded. If we do not allow this
demonstration period all we will have done is stifle cost
management creativity and use our Ignorance of the outcome
to dictate policy.

C. We do not need a tax cap on medical benefits. As a method
of reversing the trend toward poorly designed and
excessive benefits, the cap might have been helpful eight
years ago. Today it is not needed. This Issue warrants
three additional commei.cs.

1. U you pass a cap, then exempt prevention (worksite
wellness) programs so these will flourish.

2. Employer support for a cap is seriously undermined
every time Congress and state government mandate new
benefit coverages. Some of those mandates may be
good policy but they are not consistent with the cap
concept.

3. The strongest argument for a cap Is the inequity of
Increasing tax support for worker benefits while
decreasing tax support for care of the poor. A tax
cap does not provide any- guarantee of increased
protection for the poor, only of decreased benefits
for workers, many of whom are just above the poverty
line themselves. We need new public-private programs
for dealing With Indigent care and for appropriately
funding government programs like Medicare. There is
little doubt that tax Increases will be part of this
process and we expect to pay our share. However, we
are not convinced that a tax cap on existing benefits
Is either a guarantee of equity or a needed stimulus
for better private sector cost management.

D. There is one. item on which Congress can act that, while
not a fringe benefit issue per se, will help all employers
and unions manage their medical benefits. Title V of H.R.
5602, proposed by Congressman Ron Wyden, will assist all
purchasers of care to more easily obtain and better manage
provider-specific comparative utilization, price and
quality data. That there is strong provider opposition
for this measure is all the proof you need to know that
the Idea is valid. Congress wants to stimulate a more
efficient medical market. So do our members. So does the
public. So do the unions. So do the senior citizens. So
do efficient and responsible medical practitioners. The
only opposition to disclosure comes from those who either
have something to hide, have no respect for the public's
intelligence, or those *who want implied governmental
protection from competition.

39-706 0 - 85 - 52
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E. Finally, Congress will inevitably be considering the issue
of prefunding retiree medical benefits. This Is an
Important issue which warrants your attention and calls
out for a joint management-labor approach. Attached is
our recent testimony to the House Select Committee on
Aging, which we hope will be a useful reference. Let me
add one caution: In the desire to protect against the rare
cases of negated benefits do not write laws that will
cause far more companies to simply drop their retiree
medical benefits entirely.

In the private sector there has been a major change: the philosophy
of medical benefits. Once viewed as compensation which should not
be tampered with by employers, the medical benefit is now seen as a
corporate financial asset which should be jointly managed with the
employees. The result of this changing attitude Is the creation of
a new consumer, one not only provided with economic support for
access but also with a combination of economic incentives and
information that will facilitate selecting the right provider in the
most cost efficient setting. As Congress considers fringe benefit
legislation it must recognize this change and do everything possible
to assist that new consumer -- at the aggregate corporate and
Individual worker. levels -- to have accurate, timely and
comprehensible information to stimulate the efficient medical market
we all seek and know is attainable.

Changing Nature of Work In America

We urge the Congress to base your decisions about fringe benefits on
a clear understanding of the society we are becoming rather than
upon fond memories of what we were or even how we are today.

Any serious consideration of fringe benefits must be Infused with an
equally serious examination of the two essential ingredients upon
which all benefit policies are based: workers and the nature of work
itself. This Is something that neither the public nor private
sectors do very well. We have proven to be a very shortsighted
society; quick to react and far too reticent to plan ahead.

A few facts make clear that the current rate of change has far
outpaced our traditional reactive approach:

o more than 40 percent of the U.S. workforce is over 40
years old

o between 1960-00 the U.S. lost 39 percent of its share of
world markets

0 70 percent of women between 25-39 are now in the
workforce...twice the rate of just 25 years ago
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o Harris poll shows nearly 50 percent of today's retirees
want to work... just think what the percentage will be in a
10 years

o by 1990, the Medicare budget alone will be equal to the
world's eighth largest national budget

o the deficit and national debt are not just a mortgage
against our future, they are reducing our current options,
placing a drain on ;reatlvlty and forging greater
divisions among a population whose future is dependent
upon unity

o to prefund retiree medical benefits for just the "Fortune
500" would require an investment nearly twice that of the
combined assets of all 800 of those firms

o companies that, 10 years ago, had ten or more active
workers for every retiree now have only two

Given these and many other equally harsh realities, we really need
to accept the fact 1hat this nation cannot,, will not and should not
financially support a retirement and medical benefit system in which
people have a. 20-40 year dependency at the very time when their
experience can make them the most valuable members of society.
Social Security, private pensions, Medicare and retiree medical
benefits were a fine, humanistic concept for a 5-10 year
period.. .which is the most they were designed for! The future of
fringe benefits must not focus on protecting people for 20-40 years
of inactivity. On the contrary; people needed to be protected from
inactivity. Let government replace false expectations and dependency
with support for healthy aging in a renewed economic and social
system that recognizes and rewards the cyclical, rather than
sequential, nature of education, work, and leisure.

We need a new ISM: neither Marxism nor textbook capitalism but
rather creativism... the driving forces of middle class populist,
peaceful, revolution that can have an impact of no less magnitude
than the industrial revolution itself. The Ingredients of
creativism are already emerging, albeit neither well integrated nor
articulated.

A work environment that contributes to creativism would have:

1. employee participation in management

2. profit sharing at all levels as a condition of employment,
not a benefit

3. facilitation of healthy aging
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4. ethnic, age and sexual diversity as a positive creative
force

5. decentralized authority within a team cooperative concept

6. Intrapreneurship: the rewarding of the entrepreneurial
spirit within the corporation

7. family involvement; replacing the concept of workers and
dependents with one of family units

8. Job security, not meaning the same job but meaning the
commitment to cycles of education and Individual growth In
an environment which is econ-mically supportive rather
than job threatening

These points are not a prescription nor are they to be relegated to
a distant future. All can be found today as emerging trends which,
good or bad, cannot be ignored. All will have major Implications
for the future of fringe benefits.

Creativism -- or whatever term you may wish to apply to these new
forces -- is being, accompanied by new legal dynamics in the U.S.
workplace.

Workers are winning rights to a smoke free environment, to reject
unsafe work conditions, to access employer financial information
about issues of profitability and relocation. The traditional view
of employment as a series of adversarial relationships is being
countered by the success stories of industrial democracy.
International workers' job security movements, as exemplified by the
Vredeling Initiative of the EEC, Canada's Unfair Dismissal Statute
and Norway's law to protect against job alienation are already
having an Influence here. A committee of the California Bar just
Issued a report supporting "Just cause" standards and worker
arbitration rights. Employees are becoming more aggressive about
the investment of pension funds decisions; structural unemployment
is on a curve that far outpaces even the most liberal jobs
retraining program. The ability of the U.S. to be the unofficial
benefactor of the third world's poor Is undermined by the reality of
population explosions in Africa and Latin America where growth is
projected to exceed 65 and 44 percent respectively by year 2000.
This compares to a population growth rate of less than 5 percent In
Europe.

I mention these uncomfortable Items because it is so important for
you who are willing to take the lead in government to see clearly
the magnitude of change with which we will have to cope. Fringe
benefits must be made to reflect these emerging realities.
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STATEMENT OF DR. DONALD BENTLEY, PRESIDENT, AMERICAN
DENTAL ASSOCIATION, WASHINGTON, DC

Senator PACKWOOD. Dr. Bentley.
Dr. BENTLEY. Mr. Chairman, first of all, as president of the

American Dental Association allow me to thank you for your previ-
ous efforts against proposals to levy tax on health care benefits,
and also to commend you for scheduling these hearings on the gen-
eral issue of fringe benefits and national tax policy.

And I would be remiss if I didn't call attention to words that I
have heard before from my-I was going to say old friend, but that
doesn't work right-it's long time friend-Senator, Senator Duren-
berger, from Minnesota. I think the many discussions we have had
are moving in the right direction.

I'm not here to speak on the entire fringe benefit subject, but
will, unless specifically requested to do otherwise limit my testimo-
ny to the health care field, with the emphasis on oral health.

All that has been written by economists, reporters, tax consult-
ants, and others concentrates on Federal tax revenue problems and
rarely alludes to the social and economic gains due to the encour-
agement of private sector health benefits for millions of employees
and their families.

We in the health care field think this requirement is paramount.
Experience and hindsight make clear that encouraging employer
sponsored health benefit plans has been less costly, more efficient
and has provided more choices and more innovations than any con-
ceivable government financed and regulated system. I'm not sug-
gesting that the system can't be improved and become more cost
effective and efficient. And, in fact, this association has some sug-
gestions in this area.

You see, I'm old enough to remember when dentistry, through
stimulation from patients as well as talk of national health insur-
ance, first entered the dental insurance field. Really, it's prepaid
care because with 97 percent illness, it's not really insurance. But
at that time, back in the fifties, you could not find an actuary or an
actuarial firm that had any experience table relative to the cover-
age of dental care, and even more particularly, a group risk plan.

Consequently, we decided to employ copayment and deductible
features in all our policies, something distinctly unique at that
time. And this became a blessing in disguise because it did two
things. It kept costs under control and it also provided a form of
modified utilization control, both very cost effective.

Because of this, this discipline of health care, dentistry, can show
statistically that for the past two decades the cost of oral health
care has been at or below the CPI for all services. No other health
care discipline can make this claim.

We think this system can be adapted to all health care systems, I
realize that it is occurring, but it's little and it's slow.

Mr. Chairman, we in dentistry, figuratively speaking, wrote the
book on this effective cost and utilization control system in the
health care arena, and we would like to have the decisionmakers
read it. Can the private sector keep up adequate standards of care
if billions of support dollars are siphoned off to Federal tax coffers?
We think not.
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People needing oral health care receive next to nothing in help
from medicaid and medicare. Yet from 1960 to the present, the
membership in dental plans for employees has grown from 12 mil-
lion to 90 million people. Even with this, 'however, as late as 1979
the National Center for Health Statistics estimated 6.1 million
days loss of work per year due to acute dental conditions, still far
too large a loss figure in production costs.

In summary, certain refinements are in order,. but Federal tax
policies have provided essential assistance and encouragement to
make good health plans available to the vast majority of American
workers. Withdrawal of this support might well be devastating and
leave workers without adequate protection or require a more costly
standardized Government program.

Thank you very much.
Senator PACKWOOD. Thank you.
[The prepared written statement of Dr. Bentles follows:]
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Mr. Chairman, members of the Committee, I am Dr. Donald E.

Bentley of Hawley, Minnesota, President of the American Dental

Association.

We commend the Chairman for scheduling these hearings on the

issue of fringe benefits and national tax policy.

Recently published articles by certain economists, newspaper

writers and others have concentrated almost exclusively on the

tax treatment of fringe benefits in relation to immediate pro-

blems associated with Federal tax revenue collections. Little,

if any, attention has been given to the counterbalancing long-

term economic and social gains that have been achieved under

existing tax policy in this area. It is our hope and belief

that these hearings will provide solid documentation of the fact

that it is in the best interests of this country to continue that

policy which has successfully encouraged private sector coverage

of health benefits for millions of employees and their families.

Historically, the development and growth of employee health

benefit plans coincided with the following events:

(1) A public demand and need for mechanisms to allow

families to budget health care expenses on a group, risk-

spreadina basis;

(2) extensive debate in Congress over legislation that

would have established a universal, government-run compulsory

health system;
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(3) changes in the law regarding collective bargaining

on employee benefits;

(4) the adoption of a tax policy that encouraged employer

participation in benefit plans to promote better health for

employees and their families.

Following upon, and related to these developments, of course,

was the enactment of Medicare and Medicaid under which govern-

ment assumed a major responsibility for direct assistance to

the aged and the poor in meeting many, but not all, of their

health care needs.

The result of the foregoing and many other related evolutionary

decisions, actions and policies is a pluralistic, flexible

health care system, which, for all of its problems and needed

improvements, provides reasonably adequate protection for the

great majority of Americans.

Whether that protection can be maintained, much less improved,

if billions of supporting dollars are siphoned off and trans-

ferred from employee benefit plans to federal tax coffers is

the question, as we understand it, under consideration here today.

The answer, we believe, is that it could not. In our opinion,

the withdrawal of the support and incentives provided by current

tax law would reverse the progress toward adequate health insur-

ance coverage in the private sector and lead directly to renewal
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of public pressure for greatly expanded government programs

at much greater cost, lower efficiency and with regulatory

mechanisms that could affect adversely the quality, selection

and availability of health services.

In the case of our own interest which is to improve access to

dental care and thereby improve the oral health of the public,

a few pertinent facts and observations are:

The current tax law has encouraged coverage of employer-

sponsored dental benefit plans for more than 90 million

people.

- People covered by such plans are motivated to

receive more preventive care than those not covered, resulting

in better dental health and cost savings over their lifetimes;

- should such plans be dropped, alternative coverages

would not be available since benefits must be offered on a

group, rather than individual or family basis;

- the growth of dental benefit plans, which covered

12 million people in the 1960s as compared to over 90 million

today, has not been accompanied by the high rates of inflation

that have characterized costs of many other health services.

In fact, dental care costs during this period have increased

less than the rate of increase for all services as measured by

the CPI, owing in part to the fact that dental benefit plans
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uniformly require beneficiary participation through copayments

and other mechanisms;

- dental benefit plans make care available to many low

income employees in contrast to Medicare and Medicaid which are

almost totally deficient in this regard;

- better dental health results in higher productivity

and consequent economic benefit to industry (National Center for

Health Statistics estimated that in 1979 acute dental conditions

caused 6.1 million days of work loss).

For the foregoing and many either reasons, we believe it is

clear that Federal tax policies have appropriately and necessarily

provided essential assistance in making health care benefits

available through the private sector to millions of workers

and their families. Alternatives either would leave many of

these individuals without adequate protection or would require

a costly, standardized federal program with minimal benefits.

While we fully appreciate the problems facing the Congress and

the country because of the enormous Federal budget deficit, we

do not believe that altering federal policies which have success-

fully encouraged the best protection against the costs of disease

is a wise or proper approach.

We thank you for this opportunity to discuss this important

issue with the Subcommittee.
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STATEMENT OF CHERYL WESTPHAL, PRESIDENT, AMERICAN
DENTAL HYGIENISTS ASSOCIATION, CHICAGO, IL

Senator PACKWOOD. Ms. Westphal.
MS. WESTPHAL. Senator Packwood, Senator Durenberger, I am

pleased to be able to appear and submit testimony today on the
issue of fringe benefit taxation. I am Cheryl Westphal, president of
the American Dental Hygienists Association. I represent 30,000
dental hygienists across the country. Dental hygienists are provid-
ers of dental care with a specialization in preventive dentistry. We
are employees of both private dental offices, as well as larger
dental centers and other private and public institutions.

Our association understands that the subcommittee wishes to de-
velop a full, fair hearing record on current fringe benefit topics. As
providers of preventive dental care, our statement for the July
1984 hearing focused on dental insurance and the importance of
maintaining oral health care for more than one-third of the Na-
tion's population who have employer paid dental insurance for em-
ployees and their families.

The Health Care Financing Administration has just reported the'
spending for dental care in 1984 should reach $23.7 billion. Only $1
billion of this amounts represent Federal, State and local govern-
ment funds. Patients' out of pocket expenses totaled $15.8 billion,
private dental insurance accounted for $6.9 billion. Expenses for
dental care are expected to increase to approximately $31 billion in
1987 and to $39 billion by 1990. The proportion of this total gener-
ated through employer paid private dental insurance can be. ex-
pected to increase, with such increases continuing through this
decade. It appears possible that employer paid dental insurance
could account for up to $10 billion of the estimated $39 billion
dental expenditures in 1990.

As an organization which represents oral health specialists, it is
logical that the American Dental Hygienists Association would en-
courage this committee to develop tax laws which encourage em-
ployers to provide fringe benefits, especially oral health benefits,
for their employees. For the past 40 years, health care benefits
have been an essential part of what is known as fringe care bene-
fits, which are negotiated between labor unions and industry. And
among these, beginning in 1954, was the dental prepayment insur-
ance. Prepayment of dental insurance both preventive and restora-
tive have been a fact of life for three decades and has led to a life-
style that regards dental health as ranking in importance with
general health and well-being.

As the American Dental Association has pointed out, dental in-
surance plans maintain the cost of dental ctcre, and especially in
our area of interest, preventive dental care maintains and reduces
the cost of moneys spent on restorative care.

The Association recognizes the problem of fringe benefits, which
the subcommittee is addressing in this hearing, and we are sensi-
tive to the need in Congress to develop solutions to increase reve-
nue in order to reduce the massive Federal deficit. It is our hope,
however, that fringe benefits for health care, especially oral health
care, will not be taxed. We know the committee and Congress will
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need to make agonizing decisions about which fringe benefits
should be taxed and which should remain tax free.

It is our hope that Congress will opt for healthy Americans and
healthy teeth and gums and save tax free status of the dental plan.

Thank you.
Senator PACKWOOD. Thank you.
[The prepared written statement of Ms. Westphal follows:]
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Introduction

Senator Packwood and members of the Subcommittee on Taxation and

Debt Management, I am pleased to be able to appear and testify

today on the issue of fringe benefit taxation. I am Cheryl Westphal,

RDH and current President of the American Dental Hygienists' Association.

My permanent residence is Totowa, New Jersey.

Comments on Fringe Benefits Taxation

The American Dental Hygienists' Association is pleased to have this

opportunity to submit a record statement to the Senate Finance

Subcommittee on Taxation and Debt Management on the issue of fringe

benefits.

The Association represents approximately 30,000 dental hygienists

who are specialists in the delivery of preventive dental care. The

majority of the members of the Association practice dental hygiene in

offices of private practice dentists but an increasing number practice

in institutional settings which include nursing homes, long-term care

facilities for the aging, special care facilities for the disabled

and handicapped, correctional institutions, hospital dental clinics,

dental hygiene and dental schools, community health centers, etc. As

preventive oral health specialists, the role of dental hygienists is
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expanding substantially in reducing the incidence of dental carie,

and preventing the onset of periodontal disease.

The Association submitted a record statement to the Senate Committee

on Finance in May 1983, addressing the proposed "tax cap" cn employer-

paid health insurance. The Association was concerned at that time

that estimated income to be derived from a tax on health insurance

would be used to finance a health insurance program for the unemployed

whic, the Committee was also considering. The Association expressed

deep concern that the linkage between the "tax cap" proposal and

health insurance program for the unemployed be carefully studied

before any action was taken by the Committee. We are pleased that

the Committee did not act on either proposal and that now a record

is being developed on the issue of fringe benefits generally, with

a view towards developing tax policy that will be fair for employers

and employees.

The Association understands that the Subcommittee wishes "tc develop

a full, fair hearing record on current fringe benefit topics" but,

as providers of preventive dental care, our statement for the July

1984 hearing will focus on dental insurance and the importance of

maintaining the oral health of more than one third of the nation's

population who have employer-paid dental insurance for employees and

their families.
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The Health Care Financing Administration has just reported that spending

for dental care in 1984 should reach $23.7 billion. Only $1 billion of

this amount represents federal, state and local governments funds.

Patients out-of-pocket expenses totaled $15.8 billion and private

dental insurance accounted for $6.9 billion. Expenses for dental care

are expected to increase to approximately $31 billion in 1987 and $39

billion in 1990. The proportion of this total generated through

empl .yer-paid private dental insurance can be expected to increase,

with such increases continuing through this decade. It appears

possible that employer-paid dental insurance could account for up

to $10 billion of the estimated $39 billion dental expenditures in

1990.

Among the vast array of fringe benefits that will be considered

during the July 1984 hearings, the Association will confine its

comments to private dental insurance plans and urge that this fringe

benefit remain completely tax free for employers and employees. The

Association's rationale for urging that the status quo be maintained

on dental health insurance plans was presented to the full Senate

Committee on Finance last year and it is unchanged in 1984.

As an organization which represents preventive oral health specialists,

it is logical that the Association encourage the Committee to develop

39-706 0 - 85 - 53
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tax laws which encourage employers to provide fringe benefits, especially

oral health benefits, for their employees. For the past 40 years health

care benefits have been the central part of what is now known as

"fringe benefits" which are negotiated between labor unions and

industry and among these, beginning in 1954, was included dental

pre-payment insurance (the International Longshoremen's and Warehouse-

men's Union-Pacific Maritime Association and the west coast shipping

industry).

The pre-payment of dental services, both preventive and restorative,

has been a fact of life for three decades and has led to a life style

that regards dental health as ranking in importance with general health

and well-being. The 98th Congress recently passed the comprehensive

debt reduction bill, leaving the proposal to tax health care benefits

for the next Congress to consider and current law, which does not

require that health care benefits be taxed, is still in'force.

Do Employees Benefit Fairly From
the Tax Incentives?

Dental benefit plans, according to the American Dental Association,

help to control dental costs. Dental insurance rewards patients who

take care of their teeth in order to avoid oral disease which would

require expensive restorative care.
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Major dental benefit plans, in most instances cover 100 percent of

the cost of diagnostic and preventive treatment, which includes

routine oral examinations, prophylaxis, fluoride treatment, pit

and fissure sealant applications, x-rays, tooth charting and perio-

dontic charting. All of these procedures, performed generally by

dental hygienists in most dental offices, are preventive oral health

measures intended to help patients avoid dental disease, such as

dental caries and periodontia.

Most dental benefit plans are negotiated under the collective

bargaining system between labor and management. While the Plans

may vary in dental coverage from industry to industry, they provide

benefits fairly among the employees. Co-payment requirements in

most dental benefit plans help to control the cost of dental services

and encourage employees to care for their teeth. Failure to do so,

with the co-payment features of these Plans, requires more out-of-

pocket expenses by employees.

Are Lxisting Benefits Effective in Encouraging Employer to Provide
Them to Employees at a Lower Cost Than Government?

Earlier in this statement, we cited a current report of the Health

Care Financing Administration on the nation's spending for dental

care in 1984. It is significant that spending for dental care by
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federal, state and local governments was only $1 billion of a total

annual expenditure of $23.7 billion. On the other hand, patients

themselves spent $15.8 billion and dental benefit plans accounted

for nearly $7 billion of the 1984 dental bill.

It appears that existing benefits for dental care do encourage

employers to provide dental care at acceptable low cost levels,

as opposed to providing benefits by governmental agencies. The

provision of dental care under Medicare and Medicaid has been

historically and traditionally minimal and inadequate.

Conclusion

The American Dental Hygienists' Association is a health provider

organization and is unquestionably dedicated to providinq preventive

oral health services to the people of this nation. If the Association's

goals and objectives to eliminate dental disease appear to represent

a special interest group to the Subcommittee, we can offer no dis-

claimers or apologies. Our special interest is the promotion of oral

health to all who seek it and need it.

T's Association believes that taxing health care benefits, namely

dental benefit plans, is an unhealthy idea which will defeat the

great progress made by the dental hygiene and dental professions

over the past three decades. The incidence of dental caries has
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declined and periodontal disease has become a focal point of treat-

ment by the dental hygiene and dental professions. If oral health

is a national coal and objective -- and the Public Health Service

Surgeon General thinks it is -- we believe that dental benefit plans

should remain tax free and that current statuatory law should not be

changed.

Despite our bias in addressing the issues of fringe benefits, the

Association recognizes that the Senate Finance Committee, and the

Congress generally, are confronted with a dilemma. The plethora of

fringe benefits is impacting on the nation's revenue base. Congress

and the Executive Branch as well, are compelled to act. If revenues

must be increased to offset deficits, it is apparent that the tax-

free health insurance fringe benefit will be carefully scrutinized.

The Association recognizes the problem of fringe benefits which the

Subcommittee is addressing in this hearing and we are sensitive to

the need in Congress to develop solutions to increase revenues in

order to reduce massive federal deficits. It is our hope, however,

that fringe benefits for health care, especially oral health care,

will not need to be taxed.

We know that the Committee and Congress will need to make some

difficult decisions about whether fringe benefits should be taxed.

If the concept of taxation of employee benefits is accepted, the

next step is to decide which ones to tax and which to allow to

remain tax free. It is our hope that Congress will opt for

healthy Americans and Americans with healthy teeth and gums and

save the tax free status of dental benefit plans.
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STATEMENT OF CAPT. ROGER A. BRUGGEMEYER, CHAIRMAN, RE.
TIREMENT AND INSURANCE COMMITTEE, AIR LINE PILOTS AS-
SOCIATION, WASHINGTON, DC
Senator PACKWOOD. Captain Bruggemeyer.
Captain Bruggemeyer. I'm Capt. Roger A. Bruggemeyer, and I'm

here today to address this subcommittee in my capacity as the
Chairman of the National Retirement Insurance Committee of the
Air Line Pilots Association, International.

The association represents a professional interest in more than
34,000 pilots and collective bargaining units with 45 airline carri-
ers. The association's collective bargaining is conducted separately
with respect to pilot groups with the result that the association
members are covered by 45 separate collective bargaining agree-
ments. Each of our pilot groups has depended upon the present
system of Federal taxation and tax deferral as it relates to pension
plans, life and health plans and associated vehicles such as
VEBA's. Each group has sought an understanding with its employ-
er, who in turn has relied upon the current intent of the law in
reaching agreement to protect all of its employees. To change now
would have a very serious and destabilizing effect upon all of the
working men and women who have had faith that the benefit
system would continue to function as promised.

Airline pilots have been victims of similar cutbacks in the very
recent past. TEFRA reduced the benefits and funding levels appli-
cable to some of our members' defined benefit plans, plans that had
been specifically designed to meet the unique needs of our mem-
bers. As you are aware, commercial airline pilots are required by
the Federal Aviation Administration to retire at age 60. However,
TEFRA treated our normal retirement age of 60 as an early retire-
ment, requiring a reduction from the maximum permissible benefit
available to all other employees at age 62. This also requires a re-
duction in the funding level applicable to such plans.

TEFRA is a hard example of sudden change. And the association
wishes to see stability in the benefit system; not erosion in the
name of deficit reduction. The Congress must obviously address the
issue of raising Federal revenues, but it must also address the ques-
tion of why certain employee benefits were encouraged through
congressional tax incentive avenues. In our case, benefits have
been collectively bargained to provide an integrated package of eco-
nomic security. They are balanced to meet the needs of employees
while at the same time meeting the employer's indirect compensa-
tion objectives. These needs and objectives include the provision of
an adequate standard of living for the employee and his family,
recognition of outstanding employee performance, protection
against liability for ordinary and extraordinary medical expenses,
protection against loss of income, in the event of the employee's
premature death, disability and unemployment, and the provision
of adequate retirement income, especially when the Social Security
system is confronted by major problems that might disturb its long-
term effectiveness.

And, additionally, an important national objective is achieved in
according tax exempt status to employee pension benefit trusts by
providing a vehicle for accumulation of significant portion of this
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country's available investment capital. To place a cap on the dollar
cost of health premiums is particularly vexing. This will cause de-
creases in the number of employees covered by health programs
and will reduce the care now available to those who need it. The
burden of paying for t he lost health benefits will fall directly on
those who can least afford to augment the lower care level.

The previous attempt of such a regressive move was defeated by
Congress. Your leadership, Mr. Chairman, in helping to defeat that
past proposal is sincerely and deeply appreciated, and we only hope
that you shall continue to support the working force.

By encouraging the private system through tax incentives, base
regulations as a primary burden of providing economic security to
the retired sector shifted away from the individual to help prevent
financial calamity, but also away from the Federal and local gov-
ernment as well. As Congress has so clearly recognized in the past,
it is really in the national interest not to disturb the balances that
have been created by the present tax treatment of employee bene-
fits.

The association firmly believes Congress should continue to
foster provisions that provide for adequate retirement and health
security. The association strongly opposes the efforts of those few
Members of Congress and the Treasury Department who would di-
minish or eliminate the promises of the past.

We will submit more detailed testimony in writing. And thank
you, Mr. Chairman, for this time.

[The prepared written statement of Captain Bruggemeyer fol-
lows:]
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Captain Roger A. Bruggemeyer, Chairman
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Air Line Pilots Association, International

before the

Subcommittee on Taxation and Debt Management

Committee on Finance

U.S. Senate

July 30, 1984

Taxation of Employee Benefits

I am Captain Roger A. Bruggemeyer, and I am here today to address this

subcommittee in my capacity as Chairman of the National Retirement and

Insurance Committee of the Air Line Pilots Association, International. The

Association represents the professional interests of more than 34,000 pilots

in collective bargaining with 45 airline carriers.

The Association's collective bargaining is conducted separately with respective

pilot groups, with the result that the Association members are covered by 45

separate collective bargaining agreements. Each of our pilot groups as they

bargain, has depended upon the continuation of the present system

of Federal taxation and tax deferral as it relates to pension plans, life and

health plans and associated vehicles such as VEBAs. Each group has

sought an understanding with its employer, who in turn has also relied on the

current intent of the law in reaching an agreement to protect all of its

employees. To change now would have a very serious and destabilizing effect
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Additionally, an important national objective is achieved in according tax

exempt status to employee pension benefit trusts by providing a vehicle for the

accumulation of a significant portion of this country's available investment

capital.

To place a cap on the dollar cost of health premiums is particularly vexing.

This will cause decreases in the number of employees covered by health

programs, and will reduce the care now available to those who need it. The

burden of paying for the lost health benefits will fall directly on those who

can least afford to augment a lowered care level. The previous attempt of such

a regressive move was defeated by Congress. Your leadership, Mr. Chairman, in

helping to defeat that past proposal is sincerely and deeply appreriuted, and

we only hope that you shall continue to support the working force.

By encouraging the private system through tax incentive base regulations,

the primary burden of providing economic security to the retired and sick is

shifted away from the individual to help prevent financial calamity, but

also away from the federal and local governments as well. As Congress has so

clearly recognized in the past, it is really in the national interest not to

disturb the balances that have been created by the present tax treatment of

employee benefits. The Association firmly believes Congress should continue to

foster provisions that provide for adequate retirement and health security.

The Association strongly opposes those few members of Congress and the Treasury

Department who would diminish or eliminate the promises of the past.

Due to the time constraints, we shall submit a more detailed explanation of our

concerns in the near future.

Thank you, Mr. Chairman, for this time, and I stand ready to respond to any

questions that you may have.
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upon all of the working men and women who have had faith that the benefit

system would continue to function as promised.

Air line pilots have been victims of similar cutbacks in the very recent

past. TEFRA reduced the benefits and funding levels applicable to some of our

members defined benefit retirement plans. These plans had been specifically

designed to meet the unique needs of our members. As you are aware, commercial

airline pilots are required by the Federal Aviation Administration to retire at

age 60. However, TEFRA treated our normal retirement age of 60 as an early

retirement, requiring a reduction from the maximum permissable benefit

available to all other employees at age 62. This reduction also requires a

reduction in the funding level applicable to such plans.

TERFA is a hard example of sudden change, and the Association wishes to see

stability in the benefit system; not erosion in the name of deficit reduction.

The Congress must obviously address the raising of federal revenues. But, it

must also address the question of why certain employee benefits were encouraged

through Congressional tax incentive avenues. rn our case, benefits have been

collectively bargained to provide an integrated package of economic security.

They are balanced to meet the needs of employees while at the same time meeting

the employer's indirect compensation objectives. These needs and objectives

include the provision of an adequate standard of living for the employee and

his family, recognition of outstanding employee performance, protection against

liability for ordinary and extraordinary medical expenses, protection against

loss of income in the event of the employee's premature death, disability and

unemployment, and provision of adequate requirement incomeespeCially when the

Social Security system is confronted by major problems that might disturb its

long term effectiveness.
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Senator PACKWOOD. Captain, I wish it was only a few Members of
Congress. It is the majority of the Ways and Means Committee at
least. It's always a touch and go fight on the Finance Committee
and it is the absolute heart and soul, unfortunately, of the Treas-
ury Department. They are opposed to the tax free nature of these
benefits. I don't know if they just don't want them provided. They
never come and testify in that fashion. But they certainly want
them taxed and that is where the devil takes the consequences as
to what may happen if they are taxed. The evidence we have seen
laid out here today by them is that some of them are going to be
cut back. No question about it. Some of them are going to be cut
off. No question about it. And we will be back at picking them up.

Dave?
Senator DURENBERGER. There is one other element to add on and

that is all the people that are buying Bill Bradley's book on the
notion that somehow or another all we have to do is put a 14- or
26-percent tax on everybody's income and eliminate all the loop-
holes. Well, what you would eliminate is the whole purpose of
having this hearing. I mean it would be gone. Forget about it. So
there is a tremendous amount of pressure on this system, largely,
from people, as we are illustrating in these series of hearings, that
haven't quite come to the conclusion that there might be some
good in a sensible tax code. And maybe we have done some good
things in the past.

I hope that if you expand your testimony, any of you, that one of
the things you would give a little thought to-and I see where ev-
erybody stands on the tax cap. Obviously, I do support that but for
some different kinds of reasons. The thing that is of greater inter-
est to me is how we might condition access to this large amount of
tax expenditure that exists here. Whether it's the deduction or the
tax free income.

We, in the public sector, haven't really put any requirements
back on the system. One of them that comes to mind, of course, is
continuity of coverage. And we talk about what happens when a
member of the family reaches age 18 or 21, whatever it is, and they
are out of the plan; what happens in the case of a divorce or disso-
lution of the marriage? Out of health care coverage.

You look across the unemployed or uninsured in America and
there are a whole lot of people that are not in the medicaid catego-
ry. They are people who unfortunately through circumstanes usu-
ally beyond their control have missed what they could have been
provided somehow through the employment system.

So I hope that as each of you continues your participation in this
process that you might look at a better way for us to look at this
system than just putting caps on or something like that. Tell us
how we might, in effect, condition this $35 billion a year in revenue
foregone even though we are doing it unfairly across parts of the
country and unfairly across income levels. Maybe there is some
good cost sharing and continuity and catastrophic and those sort of
features. So as you go back to your associations, Mr. Chairman, I
think it would be helpful to all of us to get that kind of a feedback
into this process as well.

Senator PACKWOOD. Ms. Goldfarb, I thought the point you made
about Title 20 was a good one. There are people who simply fall
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between the cracks who are unemployed. It's not their fault they
fall between the cracks, and they are going to be covered. I suppose
the Government could work out a Government paid insurance
system that would take care of them. If not, we are going to take
care of them directly. And that is a legitimate function of Govern-
ment and a legitimate concern.

Thank you t ery much. We have no more questions.
Senator PAAWOOD. Next is a panel consisting of Paul Jackson,

vice president, the Wyatt Co.; Gerald Facciani, president of the
Professional Plan Administrators; Ed Delaney, chairman of the
American Bar Association; and Carl Mammel, president of the As-
sociation for Advanced Life Underwriting.

STATEMENT OF PAUL H. JACKSON, VICE PRESIDENT, THE WYATT
CO., WASHINGTON, DC ON BEHALF OF THE NATIONAL SMALL
BUSINESS ASSOCIATION
Senator PACKWOOD. Mr. Jackson.
Mr. JACKSON. Thank you, Mr. Chairman. We very much appreci-

ate the opportunity to present the views of the National Small
Business Association and the Small Business Legislative Council.
With me today is Mr. Herbert Liebenson, who is president of the
National Small Business Association.

The Small Business Legislative Council has now grown to repre-
sent 82 national trade associations with small business interests,
and the combined membership of 41/2 million enterprises represents
more than one out of every four business firms of all types in the
country. This group accounts for about 40 percent of the total gross
national product, creates about half of all industrial innovation,
and is responsible for a major percentage of the new jobs in our
economy.

We have a prepared statement, which I think is far too long to
try to read. I would like to emphasize a few points in it.

In coming into the building this morning, I couldn't help but be
impressed by the extent to which our society is dominated by the
lunatic fringe. My umbrella had to be photographed to let people
know that I wasn't bringing in dangerous items. Thirty years ago
that sort of thing didn't happen. Thirty years ago, however, in the
group life insurance field there were a few lunatic fringe employers
who were providing a thousand dollars of insurance for all of their
employees but because of the tax break, the president would get
himself $100,000 of insurance. Those programs have now been con-
trolled. They were controlled to some extent by State laws limiting
maximum amounts of life insurance. There are antidiscrimination
rules that the Federal Government has imposed on almost all of
these group insurance plans. And with the exception of the fussi-
ness, the detail, the difficulty that many small businesses have
with rules like the TEFRA provisions for top heavy plans, theso
generally have worked. And they have eliminated the abusive
plans.

What hasn't worked too well, in our judgment, are the incen-
tives. And they haven't worked for a couple of reasons. First, there
is a host, at this point, of thousands upon thousands of highly edu-
cated skilled tax practitioners who are bound to look at whatever
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Congress writes, however tightly you try to button anything up-
these people are out there to make use of these plans in a tax effi-
cient manner. This is their business. They do a fine job of it. And
they outnumber you probably 100 to 1, so it's no wonder that legis-
lation simply can't keep up with it.

Second, incentives have encouraged first dollar coverage. For ex-
ample, dental insurance, vision care, legal insurance, and so on. On
the other hand, the lack of incentives has discouraged coverage like
group survivor income coverage, group life insurance, where taxing
amounts over $50,000 has effectively limited the amount of cover-
age in many cases to $50,000. That amount was set in the early
1960's, and a lump sum of $50,000.00 will provide a widow aged 50
with a monthly income indexed by cost of living of approximately
$150. I doubt very much that Congress feels that $150 a month is a
good limit to impose on this.

Finally, government, when it injects itself through tax incen-
tives, tends to design the program. Government design gets compli-
cated. There are hundreds of pages of regulations that small busi-
ness simply can't read. Many of these things are ignored or the
coverage simply isn't put in. So at the very least whatever is done,
we ought to try to keep the system simple so that it can actually be
complied with by the many small businesses.

Thank you.
.[The prepared written statement of Mr. Jackson follows:]
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The National Small Business Association (NSB) is a multi-industry
trade association representing approximately 50,000 small business
firms nationwide. The NSB sincerely appreciates the opportunity
to present the views of small business on fringe benefits and tax
incentives.

Small business is most important to the U.S. economy. Small
business generates a disproportionate share of new jobs, new
processes, new inventions. Small business is where the action is.
Many thousands of small businesses are established each year and
at the time of founding, these businesses probably have an
expected future of only four or five years on the average. Many
small companies fall by the way in a year or two, but a few go on
to become giants.

The characteristic most important to today's topic is that small
businesses must rely on benefit programs more heavily than large
companies because their shakier future requires a demonstration of
soundness in the delivery of employee benefits. Furthermore,
small businesses have minimal clerical forces and administrative
facilities, so that government rules and regulations fall more
heavily on them than they do on corporations which are large
enough to have staff experts who specialize in employee benefits
and the laws and regulations controlling them.

Over recent years, federal regulations have tended to be unfairly
discriminatory. One illustration is the Department of Labor
regulation on Qualified Plan Asset Managers (QPAMs). Here certain
organizations are considered qualified to manage plan assets if
they meet minimum size standards. Otherwise, substantial tests
are required.

Another illustration is the top-heavy requirement in TEFRA.
Because of the complexity of the rules and the confusion that is
raised in the minds of employees, the larger firms where the rules
are not expected to apply have asked to be given a free ride. If
this should happen, the top-heavy rules, like so many others, will
be applied only to small business. We deplore this type of
regulation. We deplore the mindset on the part of certain
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government regulators that smallness somehow implies a greater
ossibility of wrongdoing, and therefore stricter rules are needed
ut only for smaller organizations.

This hearing is focusing on a number of interesting questions that
delve into the relationship between tax incentives and fringe
benefits. While it is common today to view the existence of
generous group insurance plans such as group life insurance,
medical expense insurance, disability income insurance, accident
insurance, and the like as having developed by reason of the tax
incentives that are offered by government, it is clear that in
every instance the benefit plans came first and the tax incentives
did not show up until a later date. For example:

hundreds of employee benefit associations were
established between 1905 and 1910, and yet the formal
tax code treatment for such plans was not introduced
until the 1942 Code.

Group life insurance was developed in 1911 and had
spread to many companies before a Solicitor General tax
ruling in the 1920s held that the employer could deduct
the cost and the employees would not be currently taxed
on income.

The first pension plan was established in 1875 and a
reasonably thorough set of tax incentives was not
included in the Code until the 1920s.

Employee benefit plans are adopted because they are needed by
employees and because employers feel an obligation to make some
provision for those needs. Employee benefit plans designed to
meet widespread needs develop before there are any tax incentives
intended to encourage such programs.

As a general principle, we believe that the primary purpose of the
Tax Code is to raise sufficient revenue to operate our government.
Clearly that revenue should be raised'in such a way as to minimize
distortions, inequities, and unfair treatment of various groups.
The concept of collecting more tax from people with more money
through a progressive income tax scale is essentially a tax
raising consideration rather than a solely social one. It's
easier to collect more from somebody who has more.

We believe that incentives offered in the Tax Code deliberately,
in order to encourage private citizens to act in one way or
another, have proliferated beyond the desirable point.
Furthermore, they tend to encourage the development of benefit
programs that maximize tax advantages rather than programs that
meet employee needs. First-dollar health insurance, routine
dental coverage, vision care, legal benefits, etc., all developed
because a tax incentive was offered. Indeed, the tax incentive
encourages such programs to pick up all routine expenses that
every employee has since there is then no redistribution, just tax
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breaks. Anyway, at this stage we should be considering minimizing
such tax incentives.

The government now believes that by reason of offering a tax
incentive or collecting a lower tax than otherwise might have been
collected, the same degree of government monitoring is required as
if government actually collected the tax and then spent it on
various programs. Thus, tax incentives encourage a central
government to inject itself in ever more detail regarding the
conduct of daily life on the part of citizens and businesses. Our
society is a pluralistic one and the small businesses have a wide
range of employee benefit plans because the needs of their
employees and of those businesses vary widely. Such benefit
design decisions in the private sector are made only after a
"benefits/cost analysis". Centralized benefit design by Congress,
on the other hand, is usually based on a "benefits only analysis"
because no direct federal expenditure is involved. This is
grossly inefficient and basically unamerican. We advertise
ourselves as a "free society" and yet by virtue of these
regulations and rules issued to monitor tax incentives, we find
government injecting itself as a benevolent uncle with costly
ideas as to how private groups should be spending their own money.

Tax incentives are deviations from normal tax policy intended to
encourage certain behavior. We are not even clear as to just what
normal tax policy is. Some of the principles that we followed for
many years are now being eroded. For individuals, the personal
income tax once was on a strictly cash basis for the reason that
added taxes will apply to an individual only after he has received
the added funds which have been taxed, and therefore has the cash
available to pay the tax.

In recent years there has been much talk about taxing each
employee on the investment yield of a pension fund or on the
employer contribution to that fund. This runs counter to the cash
principle since the employee would not have any added income to
pay the tax over and above that income which was used to develop
his base income tax liability. Other "imputed income" of this
sort is the value of parking in a company lot, the value of the
protection received from a group life insurance policy greater
than $50,000, the imputed rental value of an owner-occupied home,
and a host of others. All of these are considered desirable
because they broaden the tax base. All of them fail the cash
test. It is somewhat ironic that many of these suggestions for
taxing an individual can easily be considered the normal tax
policy so that failure to tax on that basis becomes a tax
expenditure.

In the good old days before ERISA, when employer pensions were
less secure than they are now and in some instances forfeitable up
to the date the employee was eligible to retire, there could have
been no imputed tax because of the substantial risk of
forfeitability. Congress, by enacting ERISA, forced employers to
increase the certainty of benefit delivery by use of minimum
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vesting standards. Nowhere in the description of ERISA, however,
can the sponsors of the legislation be found to be taking credit
for any increased vulnerability to taxation. Maybe some employees
would prefer less secure pensions and no current tax liability.

One of the current pressures to generate greater tax revenue is
due to the substantial deficits projected in the next few fiscal
years. In theory, this government deficit must compete against
private interests in borrowing from the funds available for
investment. Therefore, the greater the deficit the greater the
pressure on interest rates and the greater the likelihood of an
imminent recession. If this is the reason we wish to balance our
budget, it would then be rather dumb to try to tax pension funds
directly. Each $1 taken from a pension fund and paid to the
federal government will reduce the deficit by $1 and will
simultaneously reduce the funds available for investment by $1.
The process is clearly one which has no impact whatever on
relieving the pressure of too many borrowers seeking too few
funds. Indeed, by discouraging 'the adoption and expansion of
pension or savings plans, in short order such a tax would result
in a greater reduction in funds available for investment than the
reduction in deficit and actually make matters worse.

When government attempts to do something directly, it succeeds
only to some degree. When it attempts to do something indirectly,
it almost always fails totally and achieves the opposite result.
Milton Friedman illustrated this point by stating that the man who
was once underpaid at $1.00 an hour is now unemployed at $3.50 an
hour. Incentives often produce the wrong response.

There have been periods in our history where personal income tax
rates have reached almost confiscatory levels. We also have a
famed Supreme Court justice stating that no citizen is obligated
to pay more tax than the minimum required under the law. As a
result, we have an entire industry composed of thousands upon
thousands of bright, imaginative and well-paid individuals whose
occupation consists of minimizing the taxes ior their customers.
Whenever tax incentives are offered, this group of tax
practitioners invents and develops Lew devices to take advantage
of the incentive with or without carrying out the intent of
Congress. The pressures are somewhat less by reason of the recent
reductions in personal income tax rates, but the army of tax
practitioners is already there, fully developed and prepared to
support itself on whatever new legislative changes are introduced.

One more illustration of tax incentives should be mentioned. From
its beginning, group hospital/surgical/medical insurance has stood
in a favored tax position because the benefit recipients are sick
people and it seems unreasonable to impose a tax on monies paid
simply because of their misery. Whatever the reasons, for the
last 50 years employers have been able to pay premiums for group
health insurance and deduct them from corporate income for tax
purposes. The employee has not been asked to pay income tax on
the premiums paid nor has he been asked to include the benefits

39-706 0 - 85 - 54
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paid in his income subject to his right to a standard medical
expense deduction. Unlike the pension area, this is a case where
the tax is never collected. Whether or not this tax incentive is
responsible, medical plans have developed over the last 50 years
from plans providing only partial protection against a few major
expenses to plans which provide almost 100t protection against
hospital, surgical and doctors' bills. At the same time we now
face a terrible national problem with health care costs rising at
unsustainable rates. Thus many of these programs, for cost
reasons, are being redesigned so as to cut back on first-dollar
protection. It is quite possible that tax incentives have been
responsible for this predicament.

The basis for government control is that tax incentives are viewed
as the equivalent of collecting the full tax and then paying it
back -- i.e., tax expenditures. This is a concept that was first
developed in the late 1960s and incorporated as part of the budget
procedure in the 1970s. Basically, the concept itself is flawed
and the numbers are really phonies, and yet they are used as
though they indicated an amount of tax collections that could be
expected if the tax law were to be changed. The first problem
with the tax expenditure concept is that it ignores second order
effects, namely, if the tax law is changed, then people change
their patterns and procedures. The British philosopher, Herbert
Dingle, once posed the query, "What would be the color of an
elephant's eggs if an elephant laid eggs?" In large part, a tax
expenditure is a Dingle query, "How much tax would have been
collected if we had had a tax law different from the one we now
have, but everyone behaved as though we didn't?"

Apart from their basic flaws, the tax expenditure numbers are not
even comparable from year to year. A part of the growth in tax
expenditures for private pensions, for example, from 1980 to 1983
included in one year the addition for the first time of state and
local government: plans and in a second year, a grossing up to put
the tax expenditure on an "outlay equivalent" basis (which may be
a concept having even greater flaws than the tax expenditure
concept). The point is that Senators and Congressmen should not
look at the tax expenditure numbers they are given as being
representative of taxes that are being spent by the government, or
of taxes that could be collected if the government changed the tax
laws. The numbers can be made as large or as small as the person
responsible for the calculations wants them.

By reason of the recent substantial increase in tax expenditures,
many in government have felt that this" calls for an increasing
role on the part of the federal government in the determination of
many-details regarding employee benefit plans just because taxes
coVIA have been collected if we had had a different tax law. This

s'led to a tremendous increase in the complexity of the laws and
regulations relating to these coverages. This complexity is
particularly burdensome on small businesses. Thirty years ago,
the entire tax treatmgt of group life insurance was covered by a
simple Solicitor's Opinion in 1920.* Now~we have Section 79 rules
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and regulations tlat are almost impossible for a small business
to understand and apply. They are probably honored more in the
breach.

For survivor income plans the complexity is 'such as to simply
discourage coverage entirely. When survivor income coverage is
involved, the small employer providing this income to surviving
spouses is supposed to determine the actuarial value of that
coverage at the beginning and end of each of the 12 months in the
course of a calendar year based on the spouse's age and on the
employee's age and pay in order to determine the average monthly
excess to which the Section 79 table is to apply. Just describing
this suggests that it is so complicated that those few small
businesses which have this highly desirable coverage either ignore
the calculation because they have never heard of it, ur they do it
wrong.

Another illustration of the complexity is the pension area, where
the passage of ERISA, MEPPA and TEFRA have gotten us to a point
where the laws and regulations relating to, the tax and labor
aspects of these plans are now contained in books so large and
cumbersome that only a handful of experts in the United States can
truly be said to be expert in the entire field. One cannot
establish a plan by just calling in one individual. The large
plans call in a half dozen or more to make sure they are following
the rules. Rules for these plans are issued by the Internal
Revenue Service, Department of Labor, PBGC, EEOC, Department of
Justice, and Joint Board for Enrollment of Actuaries. It took 300
pages to spell out all the rules relating to the crediting of
service. The rules relating to the rehiring of a retired worker
are so complex as to defy description. The small businessman does
not have a staff so large that an entire section can be devoted to
employee benefit plans and all the federal rules that apply to
them.

What is the effect of all this regulation on fringe benefits?
Group life insurance at one point was offered without restriction.
It grew rapidly. In the 1950s, coverage spread to most groups.
By 1960, tax consultants had found a great loophole whereby a
group could provide $1,000 for all employees and $100,000 for the
President. Partly due to such abuse, in 1962 Congress required
that coverage be non-discriminatory and established a $50,000
limit on the amount of coverage that could be provided without
tax.

Section 79 requires the employer providing amounts in excess of
$50,000 to determine the excess each month during the year, apply
the Section 79 tax table; and report the imputed income at year
end. The amount of tax that is actually raised by this rule is
fairly small, but the amount of fuss and bother involved is
significant. More to the point, many small employers stop their
coverage at $50,000 in order to avoid the tax calculations. And
what will $50,000 provide today? A widow aged 50 who is given
$50,000 in cash can be given a monthly benefit indexed by cost of
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living and payable for the rest of her life of about $150 a month.
Surely Congress does not believe that $150 a month is the most
that should be provided to a widow without jumping in with tax
complications. In any case, most group life plans carried by
small businesses limit the amount of protection to $50,000 except
for a handful of key people. Quite probably many small companies
that do provide more than $50,000 are unaware of the tax and do
not go through the complicated calculations.

A second illustration of the effect of tax incentives is the
historical developments in group permanent life insurance. Group
paid-up life insurance was developed because of a tax problem with
an employee benefit association in 1940. Group paid-up is a sound
group insurance product with cash values for the retiring or
separating employees. When tax rules were finally developed to
ermit this form of coverage, tax practitioners encouraged
nsurance companies to develop other forms of group permanent life
insurance which would take even greater advantage of the tax laws.
The end result was that the IRS had to expand Section 79 iL- order
to control the unreasonable proliferation of these tax avoidance
schemes.

Yet another illustration is the voluntary employee beneficiary
association which historically preceded group life insurance as a
means of providing benefits to an employee group. Once the tax
E ractitioners found this product out, the 501(c)(9) trust was used

y major organizations as a tax avoidance device. Most of these
VEBAs are not "voluntary" and there is no employee association
involved at all. Here again, practitioner abuse led us to the
point where legislative action was necessary to control it. The
Tax Reform Act of 1984 is not easy reading and very few small
businesses will be able to avail themselves of the tax incentives
for VEBAs.

Retired lives reserves originated as a means of making retiree
benefits more secure. Generally they operated in a reasonable
manner until the tax experts discovered that it could be used as a
means of avoiding tax. Similarly, reimbursement accounts
developed under the cafeteria plans were pushed closer and closer
to the line by tax practitioners until the so-called "zero balance
accounts" were developed. These are nothing more than a device to
obtain a medical expense deduction without the 5% barrier that al,
other private citizens have to contend with. Clearly, one reason
that tax incentives are inefficient is that tax experts continue
to refine and distill new benefit plans and programs until they
achieve maximum tax efficiency, and this means isolating and
discarding many of the elements of protection that Congress is
trying to encourage.

To summarize, we believe that the more Congress tries to control
the details of individual employee benefit programs through tax
incentives, the greater the proliferation of tax practitioners,
tax avoidance schemes, and tax abuse. Furthermore, our society
loses the advantage of many of our brightest young people to an
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occupation which does not serve to increase the supply of goods or
services available to our country. One of the best paying
occupations of the present time for brilliant people is the
minimizing of taxes under a Code which is so complex as to defy
analysis by the average citizen or business..

We now have some $10 billion annually being paid into group life
insurance plans and we are taxing employees on the estimated value
of the benefits in excess of $50,000. We collect insignificant
revenues by this abnormal tax but we inhibit the growth of group
life insurance and of survivor income insurance. Even worse, we
leave our society in a position where more and more reliance must
be placed on the survivor income protection under the Social
Security -program. As a revenue enhancer, the taxation of group
life amounts over $50,000 must be considered to be a total
failure. And the limit set in 1964 will, as we go on, affect a
greater and greater percentage of the work force.

The Tax Code is a means whereby the government raises the funds
necessary to operate. It should be designed so as to raise those
funds in an efficient and fair manner. Just because there are
very few rich people, Congress should not allow itself the
pleasure of imposing heavy taxes on them which raise little
revenue but which sound good on the campaign trail. Similarly,
just because employee benefit plans are an integral part of the
employment relationship today and affect millions of people,
Congress should avoid the temptation to try to design benefits for
everyone in the country through the process of offering tax
incentives or tax penalties. In general, the government s rules
intended to prevent discrimination in amount or availability of
benefits are too fussy and detailed, but they have worked. On the
other hand, such rules should be viewed as limits beyond which
plans become so bad that they should not be permitted. The
current rules disqualify many plans that, on balance, would make a
positive contribution to our welfare.

We should have a stable tax system that changes infrequently and
predictably if we are to encourage long-term programs that meet
employees' needs. We should have a tax system that taxes not the
promise to pay future benefits, but the future benefits that are
paid if we are to avoid inequity. We should have a tax system
that taxes actual income, not imputed values.

If we have a tax system that is perceived as fair, we can avoid
abuse. If we have a tax system that is not impossibly complex, it
will not be ignored. If we have fewer government rules on how
employee benefit plans should be designed, we will have greater
freedom to design those plans to meet the real needs of small
business and its employees.

* * * * * *
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STATEMENT OF GERALD D. FACCIANI, PRESIDENT OF THE
PROFESSIONAL PLAN ADMINISTRATORS, INC., CLEVELAND, OH
Senator PACKWOOD. Mr. Facciani.
Mr. FACCIANI. I appreciate the opportunity to testify this morn-

ing as a small businessman on the subject of fringe benefits. I am
president and owner of a small business in Cleveland, OH. Our
firm employees 14 full-time people, 12 of whom are female. We
sponsor a variety of fringe benefit programs such as one, 401(k)
profit sharing plan; two, group term life insurance; three, acciden-
tal death and dismemberment insurance; four, short-term disability
insurance; five, medical insurance; six, medical expense reimburse-
ment plan for expenses incurred of up to $2,500 per year per em-
ployee; and, finally, a dependent care assistance program for ex-
penses incurred of up to $2,500 per year per employee.

These formal benefit programs are provided in addition to vaca-
tions, holidays, sick leave, and continuing education programs. And
employees across all pay and service levels can and do participate
equally in our benefit programs.

Clearly, however, our employees at lower compensation levels
benefit much more from these programs than higher compensated
employees. The firm sponsors these benefits for a number of rea-
sons. One, we want our employees to work in an atmosphere con-
ducive to productivity and professionalism. Two, we want our em-
ployees to know the company cares about them. Three: we want
long service employees and we feel these programs help attract and
retain high quality personnel. And, four, the company cares about
the financial well-being of its employees and their families and it
wants to support the financial integrity of those families.

Every one of our' benefit programs, except disability, has been
used by our employees. And these programs have literally made
the difference in several situations where our employees' husbands
were temporarily unemployed or laid off. These are the employees
who appreciate the dignity such benefit programs can offer. And
these are the employees who would suffer most if such programs
were terminated.

The tax deductible nature of these programs allows us to support
them. If current benefit levels were not deductible in toto, the ben-
efit plans of our company-and I feel the majority of small busi-
nesses-would be scaled back or terminated. This could result in
the federal Government spending more money to provide support-
ing benefit programs.

In summary, our fringe benefit plans have been installed to ben-
efit everyone. The benefit program is very essential to the econom-
ic security of our employees. If such programs were terminated by
us, the burden would fall most heavily on our female, middle
income earners. Not only would their benefits contract, but also
their ability to save money and thereby promote much needed cap-
ital formation in America would diminish proportionately. For ex-
ample, our sponsorship of these benefit plans in no small measure
accounted for the 9.6-percent average contribution rate of our
lower paid two-thirds employees to our 401(k) plan.

Our employees applaud the thought that went into the develop-
ment of all the plans available to them. Not to have these fringe
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benefits available for sponsorship would mean lower employee
morale, less flexibility for employees within a changing demograph-
ic scenario, less stability in budget planning, and more instability
for those small businesses which support such programs.

Thank you.
Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Facciani follows:]
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I appreciate the opportunity to provide testimony on the subject, and I

welcome any questions regarding my written testimony. Professional Plan

Administrators, Inc., is a small business located in suburban Cleveland,

Ohio. The purpose of this testimony is to provide information on employee

benefit plans sponsored by our company and to focus on the importance of

such programs to our business and our employees. This statement will

explain the various benefit plans sponsored by our company, why we provide

such benefits, the tax treatment of such benefits, and why such plans are

cost-effective for our company and our employees.

Professional Plan Administrators, Inc. is a fee-for-service benefit

consulting firm. The firm pres, ly employs 14 full-time employees, 12 of

whom are women and 2 of whom are men. Our company offers the following

formal benefit programs:

-Profit Sharing/401(k) Plan. Immediate eligibility on February 1 each

year for full-time employees at least age 21 with 100% immediate

vesting.

-Group Term Life Insurance equal to one times total annual

compensation, not in excess of $50,000. Eligibility for Group Life

Insurance is 30 days of employment.

-Accidental Death and Dismemberment Insurance equal to the amount of

Group Life Insurance. Eligibility for Accidental Death and

Dismemberment insurance is 30 days of employment.
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-Short Term Disability Insurance equal to 50% of earnings, first day

accident, eight days off, and 26 weeks maximum benefits. Eligibility

for Short Term Disability insurance is 30 days of employment.

-Medical Insurance through Blue Cross & Blue Shield of Northeast Ohio

(the first $75 of the monthly premium for the most comprehensive

medical payment plan available). Eligibility for Medical insurance is

30 days of employment.

-Medical Expense Re1ursement Plan for reimbursement of medical

expenses in excess of reimbursements and payments received from

insurance companies, to a maximum of $2,500 per year per employee, no

deductibles. Immediate eligibility.

-Dependent Care Assistance Program for full-time employees who have

completed three months of service and who are full-time. The amount

of dependent care expenses incurred to a limitation of $2,500 per

employee will be reimbursed.

These formal benefit programs are provided in addition to regular

vacations of two or three weeks (depending upon an employee's years of

service), holidays, sick leave, other paid time off, and continuing

education programs sponsored and paid for by the company. The firm

provides some degree of flexibility to employees in planning daily

schedules in addition to the above benefit programs.
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All benefit programs are available and are used to a varying extent by all

full-time employees, and thus it is possible our direct fringe benefit

programs could cost between $6,000-$7,000 per employee, exclusive of the

cost of governmentally-mandated programs (e.g., Social Security, Workmen's

Compensation, Unemployment Taxes, etc.). Furthermore, this cost is spread

fairly evenly among employees, notwithstanding compensation levels, due to

the favorable eligibility requirements of our benefit programs. Thus,

employees across all pay and service levels can and do participate equally

in our benefit programs, and clearly employees at the lower compensation

levels benefit much more from these programs than employees at higher

compensation levels.

Our 14 employees fall into the following compensation categories:

Bracketed - Number of
Compensation Employees

Less than $10,000 0

$10,000 - $20,000 6

$20,000 - $30,000 4

$30,000 - $40,000 2

Over $40,000 2
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As a small business which sponsors a good variety of formal benefit

programs for all employees, we have found such programs to be extremely

cost-effective for the employees and the company. For example, our

Dependent Care Assistance Program was used by only two employees last

year, neither of whom would have been considered a "key" employee under

TEFRA; yet, the benefits provided were very much appreciated because of

the high expense of providing quality dependent care assistance for

children. In fact, the program was specifically put in for three female

employees who had childcare expenses. The plan was not used last year by

any officer or owner of the company.

We have these benefits for a number of reasons. First, we want our

employees to be able to work in an atmosphere conducive to productivity

and professionalism, while providing some degree of flexibility. Second,

we want employees to know the company cares about them, and this image is

conveyed to a great extent through the delivery of non-discriminatory

fringe benefits. Third, we want our employees to be long-service

employees, and fringe benefit programs attract and retain high-quality

personnel who tend to stay. Fourth, the company cares about the financial

well-being of its employees and their families, and it wants to do

everything possible to maintain the financial integrity of the families of

those employees who work for us. Deductible fringe benefit programs

greatly aid in this process, because additional spendable income is

available to employees to help improve their standards of living and

provide more dignity for such people in their day-to-day lives. These

programs have been widely used by us over the years, and benefits

delivered in the years in which the programs have been operative include
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death benefits, hospital and medical insurance benefits for all families,

dependent care assistance for two families, dental surgery for three

employees (none of whom were so-called "key employees"), and finally,

and most importantly, an additional layer of financial security for all

employees. These programs have literally made the difference in a few

situations where the husbands of spouses were temporarily unemployed or

laid off--these were the employees who appreciated the dignity that such

benefit programs can offer.

Each of the benefits provided by the company is tax deductible to the

company and not includible in the income of the employee. We would

probably not provide benefits at their current levels if they were taxed

to employees, and, since the tendency is for employees not to spend their

own funds on benefits, the employees and their families would suffer. The

reason we would probably not offer the benefit programs is to escape the

legal and accounting expenses associated with the sponsorship of such

programs. If current benefits were not deductible in toto to the company,

the benefit levels would definitely be scaled back to whatever the

deductible levels would be.

Although all employees are eligible for all programs virtually

immediately, individual program utilization varies from year to year among

individual employees based upon the contingencies which arise during a

given year. Additionally, the benefit programs are monitored to ensure

not only that there is no discrimination among employees, but also to

ensure there is no adverse utilization by any employee(s). For example,
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all employees have been told the sponsorship of such benefit programs is

purely voluntary on the part of the company, and if an abuse situation is

perceived to be taking place, the benefit programs will be discontinued

for everyone. The reason we monitor these benefit programs so closely is

that the cash to pay for such programs is very difficult to come by, given

the competitive nature of the business in which we operate.

Moving from the narrow view of our own company benefits to a more expanded

view of the "whys" and "wherefores" of benefit programs generally, it is

clear to me as an employer that the sponsorship of such programs by small

and large business promotes and encourages a great degree of individualism

among people, boosts morale and promotes an attitude of wanting to make a

company "the best in the business". The safety net provided by federal and

state programs is commendable, laudable and necessary; however, the

support given employees by company-sponsored, voluntary programs can and

do lead to a heightened awareness of the positive results tax code

provisions for employee fringe benefits Can provide, and in the end lead

to a greater appreciation on the part of employees of the wisdom of

Congress in allowing such programs to proliferate.

Clearly, tax code provisions allowing tax-favored employee benefit

programs such as the ones sponsored by our company provide the impetus to

offer such programs to all employees. Without such tax code provisions,

small business would not offer such benefit programs to employees. In the

end, of course, this would mean that employee morale would deteriorate to
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a certain extent, and the Federal government would probably have to spend

more money to provide supporting benefit programs now sponsored by various

private companies--not only large companies, but also small businesses

such as ours. Based upon the interaction I have with other small business

owners, it is fair to say such business owners would love to be in a

position to be able to offer every fringe benefit program available to its

employees. The reason such employers are interested in providing such

benefit programs to employees are reflected in this written testimony.

In summary, it can be seen at least insofar as our business in concerned,

that fringe benefits are not installed for the highly paid, but rather

they are spread among all job and income classifications; the benefit

programs are essential to the economic security of our employees; and

there is no doubt our employees will suffer if employer-sponsored benefits

do not exist. Since 12 of our 14 employees are female, middle income

earners, the burden will fall most heavily on them if such prograff, re

terminated by the company. Thus, we feel the tax law should encourage

employers--both large and small--to provide fringe benefits for all

full-time employees. The availability of tax free fringes allows a company

to provide a more expanded list of benefits to employees, and the end

result is that the employees' net spendable income is increased. In our

case, this increase in net spendable income to a great extent accounted

for anaverage 401(k) deferral percentage of 9.6% of compensation among the

lower paid two-thirds employees. Thus, to a very direct extent, the

availability of tax free fringes encouraged our employees to save for

retirement at a level which is stunning in its long-term impact.
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Any conditions or restrictions on minimum age, minimum service, and

compensation should'be used to encourage rather than discourage the

proliferation of fringe benefit programs. Existing rules seem to do a

good job of ensuring that all employees benefit equally from the tax

incentives afforded by such plans with the exception of private retirement

plans. To have these benefit plans available for sponsorship means greater.

employee morale, flexibility for employees within a changing demographic

scenario, greater stability in compensation planning, and stability of

employment patterns within industries which wish to provide an array of

employee benefit programs. We suggest the Finance Committee consider not

only our fact situation, but. also other statistical and demographic

information supporting the importance of privately sponsored fringe

berfdit programs, such as the excellent factual data developed by the

Employee Benefit Research Institute of Washington, D.C.

In summary, our employees applaud the thought which went into the

development of all plaois a' ilable to them, and they wanted me to extend a

special thanks to the Senate Finance Committee for making such programs

available. Thank you for the opportunity to provide written testimony, and

please let-me know if you would like me to provide any additional

informal ion.,
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STATEMENT OF EDWARD N. DELANEY, CHAIRMAN, THE TAX SEC-
TION OF THE AMERICAN BAR ASSOCIATION, WASHINGTON, DC
Senator PACKWOOD. Mr. Delaney.
Mr. DELANEY. Mr. Chairman, Senator Durenberger, Senator Dan-

forth, I am Edward N. Delaney and I appear today as chairman of
the tax section of the American Bar Association. I am here today
to speak to you about the views of the American Bar Association
on certain fringe benefit topics.

I am accompanied by William Sollee, who is the chairman of our
Committee on Employee Benefits.

The tax treatment of statutory fringe benefits has become and
will continue to be extremely complicated. It will become increas-
ingly difficult for employers and their counsel to sift through, let
alone understand, the maze of laws and regulations affecting em-
ployee fringe benefits.

While the recent and pending changes may serve legitimate tax
policy goals, the resulting complexity threatens to jeopardize the
largely self-enforcing aspect of fringe benefit laws.

The American Bar Association recommends that future changes
be motivated primarily by efforts to obtain simplicity, and that
changes be made only after a comprehensive review and study of
the present tax laws governing statutory fringe benefits. We urge
that any recommendations for legislation arising out of these hear-
ings take account of these complexities, and that a coordinated leg-
islative effort be developed that will be consistent with simplifica-
tion objectives.

The ABA strongly believes that the private welfare and pension
system should provide equality of treatment for all persons, wheth-
er self-employed or employed by others. TEFRA made major strides
toward parity by eliminating many of the distinctions between per.-
sion plans maintained by incorporated and unincorporated entities.
However, important distinctions continue to exist in the pension
area, and in the statutory fringe benefits area.

We will emphasize areas of disparity in the statutory fringe ben-
efits context as they exist today, and which we urge this subcom-
mittee to consider amending to achieve parity. These areas are sec-
tion 79, section 104(a), sections 105 and 106, section 119, section
124, section 125, section 132, section 501(cX9) and 505.

The parity of treatment that the ABA urges reflects the view
that tax provisions governing the private retirement system and
statutory fringe benefit plan should not be dependent upon the
form of organization of the business. Furthermore, the tax provi-
sions should apply to all employees, regardless of whether a large
or small employer is involved.

There is no rational tax policy justifying discrimination based
upon business organization or the nature or size of the business
conducted. Such discrimination stands in the way of fundamental
economic and social policies that are served by the private pension
and welfare plans system, and should be ended.

We would also like to support section 120 of the code, which pro-
vides for the tax treatment of qualified group legal services plans.
It states that an employee's gross income does not include contribu-
tions made by an employer to a qualified legal services plan or the

39-706 0 - 85 - 55
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value of any legal services received by the employee under the
plan. This provision expires at the end of 1984 unless extended.
The ABA urges that the provisions of section 120 be made perma-
nent. We testified before your subcommittee in March of this year
and voiced the ABA's strong support of S. 2080, which would make
this important code provision a permanent part of the tax law.

In conclusion, if there is to be a major effort to reform the tax
laws and increase Federal revenues, in the next year or two,
changes in the law governing statutory fringe benefits should be
approached thoughtfully and with due deliberation. The private
welfare and pension systems are of critical importance to the coun-
try, and the health of the systems need to be preserved. Changes
should have simplification as a major goal. Parity for the self-em-
ployed, continuation of group legal service plans, improvement of
the sanctions system, rationalization of the rules for taxation of
distributions, and simplification of the integration rules for defined
benefits plans, are all goals to be ardently sought.

Thank you.
Senator PACKWOOD. Thank you. There is one comment 1 would

like to make to you, Mr. Delaney, before we go onto Mr. Mammel.
The Treasury Department testified earlier in these hearings that
they are not prepared to support the extension of the prepaid legal
deduction. Unless there is a change, the same thing is going to
happen to you that happened to educational assistance. It's going
to expire and it's an uphill battle against the administration and
against the House. It can be done, but it cannot be done just by
testifying to this committee. That's what we discovered with educa-
tion. This takes extraordinary lobbying. I think education got blind
sided. They didn't expect that such a nice, good, decent employee
benefit would be allowed to expire. But it did. The same thing may
happen to legal if it is not properly pushed.

Mr. DELANEY. Mr. Chairman, this is not the first time we have
had some dispute with Treasury and we do intend to urge the en-
actment on a permanent basis.

[The prepared written statement of Mi. Delaney follows:]



859

STATEMENT OF

EDWARD N. DELANEY

CHAI RMAN

SECTION OF TAXATION

AMERICAN BAR ASSOCIATION

BEFORE THE

SUBCOMMITTEE ON TAX AND DEBT MANAGEMENT

COMMITTEE ON FINANCE

UNITED STATES SENATE

JULY 26, 1984



860

My name is Edward N. Delaney of Washington, D.C. I am

Chairman of the Section of Taxation of the American Bar Associa-

tion (hereinafter "ABA"), and I appear before you today to

present the views of the ABA with respect to certain fringe

benefits topics.

Major revisions in the tax treatment of welfare and pension

plans were enacted recently as a part of the Tax Equity and

Fiscal Responsibility Act of 1982 (TEFRA) and the Deficit

Reduction Act of 1984 (DEFRA). Additionally, major revisions in

our pension laws are proposed in the pending Retirement Equity

Act of 1984. I should also note that it is widely predicted that

employee benefit plans will be reviewed as Congress considers

revenue measures in 1985.

As a consequence, the tax treatment of statutory fringe

benefits has become, and clearly will continue to be, extremely

complicated. It is becoming increasingly difficult for employers

and their counsel to sift through, let alone understand the maze

of laws and regulations affecting employee fringe benefits. While

the recent and pending changes may serve legitimate tax policy

goals, the resulting complexity threatens to jeopardize the

largely self-enforcing aspect of fringe benefit laws.

The American Bar Association recommends that future changes

be motivated primarily by efforts to obtain simplicity, and that

changes be made only after a comprehensive review and study of

the present tax laws governing statutory fringe benefits. The
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Section of Taxation would be pleased to be of assistance to the

Committee staff in that effort.

DEFRA requires the Secretary of the Treasury to study and

report by February 1, 1985, the possible means of providing for

minimum standards for employee participation, vesting, accrual

and funding under welfare plans for current and retired

employees. A report on the health care cost containment aspects

of cafeteria plans is also to be made by April 1, 1985. We urge

that any recommendations for legislation arising out of these

hearings take account of those reports, and that a coordinated

legislative effort be developed that will be consistent with a

simplification objective.

In addition to these general comments, we have several

specific suggestions.

Parity for Self-Employed

The ABA stongly believes that the private welfare and

pension system should provide equalilty of treatment for all

persons, whether self-employed or employed by others. This

position is reflected in a formal policy statement of the ABA

which has been in effect since 1963.

TEFRA made major strides toward parity by eliminating many

of the distinctions between pension plans maintained by incor-

porated and unincorporated entities. However, important

distinctions continue to exist in the pension area, and in the

statutory fringe benefits area.
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We will emphasize areas of disparity in the statutory fringe

benefits context as they exist today, and which we urge this

Subcommittee to consider amending to achieve parity. The areas

are:

"1) Group term life insurance (Section 79);

(2) Compensation for injuries or sickness (Section
104(a));

(3) Accident and health plans (Sections 105 and 106);

(4) Meals and lodging (Section 119);

(5) QualiFied transportation (Section 124);

(6) Cafeteria plans (Section 125);

(7) Fringe benefits (Section 132); and

(8) Voluntary employees' beneficiary associations
(Sections 501(c)(9) and 505).

The parity of treatment that the ABA urges reflects a view

that tax provisions governing the private retirement system, and

statutory fringe benefits plans, should not be dependent upon the

form of organization of the business. Furthermore, the tax

provisions should apply to all employees, regardless of whether a

large or small employer is involved.

A major objective of legislation with respect to fringe

benefits should be to provide incentives for comprehensive

inclusion of the broadest possible class of employees in fringe

benefits plans. This worthy objective will be furthered by the

removal of all remaining povisions in the tax code affecting

statutory fringe benefits which result in exluding the self-

employed. There is no rational tax policy justifying discrimina-

tion based on the form of business organization or the nature or
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size of the business conducted. Such discrimination stands in

the way of fundamental economic and social policies that are

served by the private pension and welfare plans system, and

should be ended,

Group Legal Services

Section 120 of the Code provides for the tax treatment of

qualified group legal services plans. It states that an

employee's gross income does not include contributions made by an

employer to a qualified legal services plan or the value of any

legal services received by the employee under the plan. This

provision expires at the end of 1984 unless extended. The ABA

urges that the provisions of Section 120 be made permanent.

Patrick J. Keating, on behalf of the ABA, testified before your

Subcommittee in March of this year and voiced the ABA'a strong

support of S. 2080, which would make this important Code

provision a permanent part of the tax law.

Alternative Sanctions to Disqualification

Under current law, the sanction for violation of one or more

of the requirements for qualification of a pension plan is

disqualification of the entire plan. This is true regardless of

the significance of the violation. The Section of Taxation

believes that this sanction is often unduly severe, and it has

under study an alternative sanction system.

The guiding principle is that sanctions should be simple,

uniform, and predictable. Further, they should be proportionate

to the violation, and should be designed to prevent or to correct

the harm caused by the violation. As nearly as possible, the
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sanction should be easy oi enforcement, and without the need for

lengthy or complicated administrative procedures. Finally -- and

most importantly -- the sanction system should advance policy

objectives in this area to encourage private savings for retire-

ment through broad-based employee benefit plans.

For these reasons, the sanction system should seek to put

plans where they would have been had they been operated in

compliance with the qualificiation provisions of the Code from

the start. The sanction should not impose a tax penalty or any

other form of "punishment" on the plan or its participants. The

sanctions must be sufficiently costly, and their imposition

sufficiently pertain, to induce compliance, but should be imposed

on the person inducing the activity that gives rise to the

sanction.

We urge that any effort at tax reform in the private pension

and welfare plans area be accompanied by efforts to simplify the

system of sanctions for violation of the qualification standards.

An excise tax approach to violation of qualification standards,

it is submitted, may well offer promise. We intend to continue

our work on this matter, and look forward to working with this

Subcomittee and the staff in seeking an effective sanction

system.

Taxation of Distributions

The statutory provisions dealing with the taxation of

distributions from qualified plans, IRAs and deferred annuities

are complex and diverse. It is often difficult to determine

whether a distribution of an employer's entire account balance
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from a plan constitutes a lump sum distribution qualifying for

the ten-year special averaging rule provided for under Section

402(e). For example, where an employer maintains a PAYSOP and a

Section 401(k) thrift plan which allows discretionary investment

of account balances and distributions in employer securities, a

distribution of an employee's entire account from the PAYSOP in

one taxable year on account of his termination of employment may

not be a qualifying lump sum distribution if the employee's

account balance under the thrift plan is not also paid to him in

the same year. This is so since the thrift plan may be considered

a stock bonus plan (as well as a prof i sharing plan) like the

PAYSOP. With the DEFRA provision on rollovers of a partial

distribution, it is now easier to determine whether a distribu-

tion is eligible for a rollover, but there will still be many

types of distributions from qualified plans which do not, but

should, qualify for rollover treatment. One of the more difficult

questions involves the taxation of periodic payments from a

thrift plan to which employee contributions have been made. It

is often impossible to determine whether to treat all payments as

first being a return of employee contributions or to utilize an

exlusion ratio for each payment which attributes part of each

payfiiant to employee contributions (which are not taxed) and part

to employer contributions and earnings (which are taxed).

If employees are not able to determine the character of

distributions, widespread noncompliance will occur. This type of

noncompliance is by and large inadvertent, and much of it can be
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avoided if the rules governing the taxation of distributions are

made more uniform and simple.

The Section of Taxation has recently undertaken a project to

consider ways in which this uniformity and simplification can be

achieved. We will be pleased to share the results of our study

with the Committee, and we urge that future tax reform include

consideration of these matters.

Qualified Retirement Plans Integrated With Social Security

Qualified pension plans may not discriminate in favor of

officers, shareholders and highly compensated employees, but they

may be integrated with Social Security.

TEFRA tightened the integration rules applicable to defined

contribution plans, but did not deal with those for defined

benefit plans. Under the latter rules integrated plans may be

categorized as either "excess" plans for "offset" plans. Under

an excess plan, benefits may be provided exclusively for those

participants whose earnings exceed social security covered

compensation. Under an offset plan, benefits may be offset by

83-1/2 percent of the primary social security insurance amount.

Under both types, lower-paid employees may be essentially

excluded from benefit entitlement.

We believe that the integration rules applicable to defined

benefit plans are overly complex and in some cases inequitable.

The Section of Taxation has undertaken a study to determine

whether simpler, more equitable rules are possible. We will be

pleased to share the results of our work with the Committee and
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its staff. We submit these matters should be taken account of in

the attempt to reform and simplify our private retirement system.

Conclusion

If there is to be a major effort to reform the tax laws, and

increase federal revenues, in the next year or two, changes in

the law governing statutory fringe benefits should be approached

thoughtfully, and with due deliberation. The private welfare and

pension systems are of critical importance to the country, and

the health of the systems needs to be preserved. Changes should

have simplification as a major goal. Parity for the self-

employed, continuation of group legal service plans, improvement

of the sanctions system, rationalization of the rules for taxa-

tion of distributions, and simplification of the integration

rules for defined benefit plans, are all goals to be ardently

sought.
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STATEMENT OF CARL G. MAMMEL, PRESIDENT, THE ASSOCIA-
TION OF ADVANCED LIFE UNDERWRITING, WASHINGTON, DC
Senator PACKWOOD. Mr. Mammel.
Mr. MAMMEL. Thank you, Senator Packwood. First, I would like

to express our appreciation for the opportunity to testify at the
hearing, and to thank you for your interest and the interest of your
committee in the subject of employee benefits.

I am here as the president of the Association for Advanced Life
Underwriting, which is an organization of 1,100 members, princi-
pally including firms like ours. We are involved in the employee

nefits business similar to Mr. Facciani, and employ 65 or 70
people working principally with small businesses in helping them
with their employee benefit problems. Another similar member of
ours that you are familiar with, Senator Packwood, is Eli Morgan
with the MCG Northwest firm. Eli is one of AALU's members.

So I am here speaking for the members of AALU and perhaps
even more important for the small businesses that our members
serve. And I am here to speak to you as a small business owner
and some of the concerns that I have.

Certainly it is not necessary with this group to discuss the impor-
tance of keeping the employee benefits business in the private
sector. That seems to be what everybody before me has said. And
we would certainly support this and feel that most small businesses
share that view. We believe that a private system of providing em-
ployee benefits is more efficient than the Government doing it with
the administrative load that would be required. And, more impor-
tant, if the Government provides employee benefits, they would
provide them for everybody, irrespective of need, and I think it's
apparent to all of us that the cafeteria flexible benefits compensa-
tion concept, as pointed out-that there are differences in need and
that we should solve the needs of individuals and not of everybody
which may ngt be the same.

The Government tax incentives have promoted employee bene-
fits. Certainly, if we were to look back 30 or 40 years ago and pre-
dict how many firms would have health insurance plans, dental in-
surance plans, group life insurance plans, disability plans, retire-
ment plans, we would have predicted a much lower percentage
than has actually occurred.

There is, however, an area of void. Not necessarily a void, but
small business has fallen behind; particularly, in the area of retire-
ment plans. It's important to keep in mind that small business rep-
resents a large portion of the population of the United States.
Fifty-three percent of businesses have four or fewer employees.
Seventy-two percent have less than 10 employees. Some 14 million
employers, principally small employers, small businesses, provide
60 percent of the jobs. Well, our employee benefit system today has
presented small business owners with some serious problems.

And what I would like to do is to just touch on these four prob-
lems that I think need to be addressed by your committee in plan-
ning for the future.

We now have in our tax laws a small business exclusion test
where topheavy provisions have been applied not only to qualified
plans, but to legal services, child care, educational benefit plans,
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and cafeteria plans. This was not plans that are discriminatory, but
just simply plans where a certain percentage of the benefits go to
owners.

Mr. Delaney talked about the lack of parity that exists between
partnerships, if you will, and corporations. And I won't add any
more to that, but that certainly is affecting small business.

We have had serious problems with the complexity and the fre-
quency of the change of the laws, and this is very important to
small business because to revise a qualified plan for an employer of
10,000 costs the same as revising a qualified plan for an employer
of 50 or 25 employes. And the small employer just won't do it.

The other thing that is happening is that we have IRS manipula-
tion of the laws either through the issuance of regulations or the
lack of issuance of regulations. I hope that you will keep these com-
ments in mind in your planning as they may affect small business.

Thank you.
[The prepared written statement of Mr. Mammel follows:]
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STATEMENT OF
CARL G. MAMMEL, CLU, PRESIDENT

ASSOCIATION FOR ADVANCED LIFE UNDERWRITING

Presented on Behalf of the
Association for Advanced Life Underwriting

Before the Subcommittee on Taxation
and Debt Management of the

United States Senate Committee on Finance

July *, 1984

My name is Carl Mammel. I am an independent

life insurance agent from Omaha, Nebraska, and appear

before you as president of the Association for

Advanced Life Underwriting (AALU). I am accompanied

by Gerald Sherman and Stuart Lewis of the Washington,

D.C. law firm of Silverstein and Mullens who are

counsel to AALU.

AALU is a nationwide organization of

approximately 1,100 membelkspecializing in one or

more fields of advanced life underwriting.

Collectively our members are responsible for annual

- ii
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sales of life insurance in excess of $2 billion,

mostly in circumstances involving complex factual

situations and often -dealing with qualified

retirement plans and other employee compensation

techniques. Much of the work performed by our

members is with small businesses. Consequently, AALU

is in a position to speak with. authority concerning

the problems of the- small, businets community with

respect to fringe benefits and the private pension

system.

The National Association of Life

Underwriters (NALU) is independently submitting its

own testimony which AALU has reviewed and fully

endorses.

I. Introduction

A. Importance of Small Business

Because much of AALU's work is with small

businesses and because AALU is particularly

knowledgeable concerning the .use of fringe benefits

by small businesses, our testimony will focus

N



872'

primarily on the availability and use of fringe

benefits by that vital segment of the economy. it

should be noted at the outset that historically

America has always been a community of small

businessmen.

Even today small business accounts for

between 39 and 50 percent of our gross national

product. Over 14 million small businesses employ 60

percent of the entire national workforce and create

more new jobs by far than any other sector of the

economy. Of 16 million jobs added to the economy

over a 10-year period, 12 million were created by

small business.-

B. Need to Address Small Business Concerns

There is an urgent need for the direction of

Cqngressional attention to a number of major problems

concerning the provision of fringe benefits by small

1/ These statistics are primarily derived from the
Small Business Administration. See SBA, Facts About
Small Business and the U.S. Small Business
Administration (February 1981).
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business. A recent study has demonstrated that

pension and health care coverage is less extensive

for workers in small business than for workers in

large business. Only 30.9 percent of employees in

small firms with fewer than 10 employees have both

health and pension coverage, whereas for large

employers, 95.3 percent of:workers have both types of

coverage. This study has indicated that, among the

principal reasons for the lower pension coverage, are

the high cost of setting up the plan, plan

complexity, the need for costly expert advice and the

constantly changing governmental regulations that

create uncertainty about future costs and

benefits.2/ The implicit conclusion of this study

(a conclusion to which Congress has frequently failed

to give legislative credence) is that small

businesses are less able to cope with complex

standards and administrative costs than are large

businesses. The inherently costly nature of changing

2/ See Coverage, Characteristics, Administration
and Costs of Pension and Health Care Benefits in
Small Businesses, Final Report, submitted to the
Office of Advocary, Small Business Administration,
James Bell and Associates, Inc. and ICF Incorporated
(March 1984).

39-706 0 - 85 - 56
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legislative rules imposes on small business a burden

that may be intolerably high when compared to the

employee benefits that are thereby generated. If,

for example, a large plan spends $10,000 on expert'

advice to gain understanding of complex new tules,

that $10,000 is a relatively low cost per employee.

For a company with 10 employees, however, the cost

per employee is much more substantial and often

prohibitive. When one considers the added fact that

the- cost may be a repetitive annual one because of

the frequency of new laws and regulations, the

problems become even more intractable.

The importance of small business in the

American economy and in the American workforce

mandates that Congress change its focus regarding the

development of laws and regulations on fringe

benefits. The focus should be centered on the

problems and concerns of small business. As we note

in greater detail in this testimony, many of the

newer Colgressional approaches to fringe benefits

often operate to discriminate against small business

by denying such businesses the availability of such

benefits on a reasonable parity with larger
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businesses. Thus, a substantial portion of the

American workforce is being denied equal access to

tax-advantaged employment benefits.

C. Importance of Fringe Benefit Tax Incentives

Tax-advantaged fringe benefits are

undeniably of major importance in accomplishing

worthwhile social goals. It has clearly been

demonstrated that tax incentives will cause employers

to alter their economic behavior.3- Special tax

incentives, such as the availability of tax-free

educational expenses or day care, have played a major

role in stimulating employers to adopt such

programs. Tax incentives for qualified retirement

plans constitute a classic example of this behavioral

change phenomenon, with between 50 percent and 80

percent of the workforce now receiving pension

3/ See Feldstein and Clotfelter, "Tax Incentives and
charitable Contributions in the United States: A
Microeconomic Analysis," published in III Commission
on Private Philanthr6py and Public Needs 1393 (Dept.
Treas. 1977).
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coverage./ Without tax based motivation, the

life, health and retirement coverage of our workforce
k

woula be substantially diminished and the workers in

this country would be far less secure than they are

today.

Recent actions by Congress have indicated

that, through pension and fringe benefit statutory

amendments that are designed to capture relatively

insignificant amounts of revenue, short-term budget

considerations are undermining the long-term security

of workers' benefits. It is important that., before

there is a change in any major aspect of the employee

benefit system, there should be placed on the

proponents of the change a heavy burden to

demonstrate need for its implementation. The laws

underpinning this system reflect inherently long-term

planning goals for employers and employees that will

be adversely affected if changed frequently.

With these general principles in mind, we

will approach specific areas of concern.

4/ See, e.g., Munnell, The Economics of Private
pensions (Brookings 1982).
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II. AREAS REQUIRING CONGRESSIONAL CONSIDERATION

A. Trend Toward Discriminatory Treatment of
Small Business Employees.

1. Description of Trend.

AALU is alarmed at an unfortunate trend

in legislation involving a departure from the

historic discrimination standards used in the

employee fringe benefits area. The trend, which is

both recent and appears to be gaining momentum,

involves the effective denial to the small business

management level of various tax-advantaged fringe

benefits that are otherwise available to their

counterparts with large corporations. Recent changes

to the Internal Revenue Code have denied benefits to

the executives of small firms where more than a

certain percentage of the total benefits are made

available to them, whether or not there has been a

pro rata allocation of benefits to rank and file

employees or, in fact, whether or not there are rank

and file employees to whom an allocation 6an be

made. Essentially, Congress has imposed a new layer

of restrictions (effectively applicable only to small
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business) that function in addition to the

traditional nondiscrimination rules for qualified

plans and selective statutory fringe benefits.

This layer of restrictions creates a

situation in which executives of large corporations

and of small businesses that earn the same rate of

pay are not treated equivalently for fringe benefit

purposes. Such discrimination is not desirable from

eitner an economic or social point of view and is

contrary to articulated public policy favoring the

initiation and development of small business. If the

trend is permitted to grow, the cost of operating a

small business will increase while, at the same time,

small business recruitment of first class talent will

be severely impeded.

The trend to which I refer is best

exemplified by the qualified group legal services

plan provisions added to the Internal Revenue Code

(hereinafter, Code) by the Tax Reform Act of 1976,

child care plan provisions added to the Code by the

Economic Recovery Tax Act of 1981 (ERTA), the pension

top-heavy rules added by the Tax Equity and Fiscal
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Responsibility Act of 1982 (TEFRA), and most

recently, the cafeteria plan rules in the Tax Reform

Act of 1984. The education assistance plan

provisions of section 127, which expired at the end

of last year, also exemplify the trend. I will

explain these provisions and their impacts.

a. Qualified Group Legal Services
Plan.

With the enactment of the Tax

Reform Act of 1976, Congress adopted for the first

time in the history of the Internal Revenue Code,

restrictions on a fringe benefit that denied plan

benefits to owners if they received more than a

certain percentage of benefits.-/

5/ Although the H.R. 10 plan rules tontain
Limitations that appear similar, they did not evolve
out of an effort to limit benefits to smaller
employers, but rather, they evolved from a
Congressional reticence (now generally accepted to be
misplaced) to extend corporate tax benefits to the
self-employed segment of the economy. See II, C,
infra.
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Under Code S120, an employer is

permitted to establish a prepaid, nontaxable personal

legal services plan for its employees if certain

qualification requirements are met. The provision

contains standard nondiscrimination requirements with

regard to eligibility and coverage, benefits and the

operation of the plan. In addition, it contains a

requirement that no more than 25 percent of the

amount contributed during *the plan year be used for

the benefit of 5-percent owners. In effect, if more

than 25 percent of the benefits go to this group, no

one in the group may exclude the benefits received.

For many small firms, this is a virtual impossibility

due to the ratio of owners to common-law employees.

On the other hand, a large corporation with such a

plan and with hundreds of employees can easily meet

the restrictions, thereby permitting corporate

executives to participate and receive benefits that

their small business counterparts are effectively

denied.

b. Educational Benefit Plans.

Until December 31, 1983, when Code

section 127 expired, amounts paid for expenses
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incurred by an employer for educational assistance

provided to an employee were excluded from the

employee's gross income if paid or incurred pursuant

to a written plan that met certain requirements and

that was for the exclusive benefit of the employees.

Excludable amounts included tuition, fees, and

similar expenses, as well as the cost of books,

supplies, \and equipment paid for or provided by the

employer. The provision contained certain standard

nondiscrimination requirements with regard to

eligibility and coverage, benefits, and the operation

of the. plan. In addition, section 127, which was

effective for taxable years beginning after December

31, 1978, contained a requirement denying the

exclusion where more than 5 percent of the benefits

were paid to 5-percent owners of the business. Under

these constraints, in order for a small employer to

receive the advantages of an educational benefit

plan, ninety-five percent of the benefits had to go

to nonowners.

c. Child Care Plans.

Under section 129 of the Code,

enacted in 1981, an employee who receives dependent
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care assistance payments provided 
under an employer's'

written plan may exclude the payments from his or her

gross income subject to an earned income limitation.

The provision contains nondiscrimination requirements

conforming to the traditional nondiscrimination

rules, however, the section also contains a

requirement similar to that for qualified group legal

services plans that not more than 25 percent of the

amounts paid or incurred by the employer during the

year be provided to individuals who are 5-percent

owners. In effect, if more than 25 percent of the

benefits go to this group, no one in the group may

exclude the benefits received. Thus, once again,

because it is far more difficult for a small firm to

conform to this top-heavy limitation than a large

one, small entrepreneurs may be effectively denied

the benefit.

d. Pension Plan Top-Heavy Provisions.

In 1982, TEFRA added to the Code

S416 which contained a new set of broad scale

qualified plan requirements which effectively limit

benefits for key employees of top-heavy plans.
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Essentially, under these rules, in order to remain

qualified, plans that are top-heavy must meet more

rapid vesting schedules, provide a minimum benefit or

a minimum contribution for all non-key employees,

restrict the amount of compensation that may be taken

into account by the plan in determining contributions

or benefits and reduce the overall limits on

contributions of benefits under an employer's defined

contribution and defined benefit plan. The rules

automatically apply where 60 percent or more of the

benefits provided under the plan go to key einplt ees

who are defined as certain owners, Officers and the

highly paid. Since a disproportionately large share

of top-heavy plans are small plans consisting of an

owner and several common law employees, the rule

leaves a small employer with a series of unpalatable

choices. He may cut back his own benefits so that

they are proportionately lower than the benefits of

his employees, or he may bear the cost of providing

proportionately larger benefits to his employees.

If, as if cften the case, neither choice is

acceptable, the employer will have no viable

alternative but to terminate the plan and cut off

benefits to all employees.
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e. Cafeteria Plans.

On July 18, the President signed

into law the Tax Reform Act of 1984 which contains

new fringe benefit rules affecting cafeteria plans.

Under these rules, not more than 25 percent of the

total nontaxable benefits of the plan can be provided

to employees who are key employees as defined in the

section 416 top-heavy rules. If the 25 percent

limitation is exceeded, key employees will be taxed

as though they receive taxable benefits to the extent

possible under the plan. Thus, under these new

rules, many small business executives may not be able

to participate in a cafeteria plan because there

would be no way t3 avoid the 25 percent limitation.

For example, in the situation where a plan consists

of a key employee and two common law employees, and

the benefits are distributed on an equal basis, the

key employee will receive benefits that are in excess

of the statutory 25 percent limit.

2. Inequitable Application.

The limiting provisions in all of these

arrangements essentially reach only executives of
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small businesses. Whenever these executives receive

more than a certain specified percentage of benefits

under their plans, they are precluded from obtaining

for themselves any of the tax-advantaged benefits of

the established programs. This is the result whether

or not there are other employees to be considered, or

where, if judged under the traditional

nondiscrimination rules, the benefit arrangement

would be considered to have provided a fair

percentage of benefits to common-law employees.

The special limiting provisions of Code

SS120(c), 125(b), 129 and 416 should be viewed in

contrast to the traditional nondiscrimination rules

that apply uniformly regardless of the size of the

business involved. For example, in order to satisfy

the requirements of the traditional nondiscrimination

standards of Code SS401 (qualified retirement plans),

79 (group term life insurance) and 105 (medical

costs), contributions and benefits must be equally

allocated on the basis of compensation to all

employees in the covered group. As a general rule,

provided every covered employee receives a percentage

of benefits equivalent to his percentage share of
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total compensation, there is no discrimination. The

special limiting rules in Code SS120(c), 125(b), 129

and 416 apply over and above these traditional

nondiscrimination rules and create more stringent

requirements that effectively deny benefits to

executives ot small firms.

AALU seeks uniform treatment for all

employees across-the-boar* regardless of the size of

the organization for whicn they work. If in a given

set of circumstances, Congress feels it necessary to

limit the economic group to which tax benefits are

granted, there is ample precedent for doing it in an

equitable fashion which does not discriminate against

small business. Code S415, for example, limits

contributions to qualified plans by reference to a

certain level of compensation that applies to all

participants based on a flat percentage of salary or

a set dollar limit regardless of the size of the

business involved. One might take issue with the

social policy on which section 415 is based, however,

once that policy is accepted, section 415 goes on to

generate a tax neutral rule as between large and

small businesses. In a like way, our social security
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laws contain an across-the-board limit on the amount

of compensation that will be considered for those

purposes.

3. Need for Neutrality

The tax laws should be tax-neutral

respecting incentives for employment with large

versus small business. To favor large business in

the manner that has recently occurred severely

hampers the ability of small business to develop and

grow. Small businesses are typically

service-oriented and are designed around the creative

skills of a single individual or a small group of

individuals. If the tax laws favor employment with

large firms over small firms, talent will be drained

away from existing small businesses and creative

individuals will be discouraged from taking

entrepreneurial steps to establish small businesses.

Further, the lack of ability to retain qualified

executives will encourage small businesses to be

acquired by and merged with large businesses, thereby

further diminishing the pool of small business talent

in this country.
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Real tax-neutrality would lead to

special incentives for small businesses. Small

businesses are at an automatic disadvantage compared

to large businesses because of administrative costs,

limitation of cash resources and other inherent

problems. For example, it should be remembered that

large corporations have opportunities, not available

to small firms, to dispense to their employees tax-

advantaged equity benefits such as stock-options.

Real equality necessitates special incentives to

offset these inherent disadvantages. Tax credits

(limited to small businesses) for the set-up costs of

fringe benefits programs for employees, for example,

would reduce the initial costs that are particularly

burdensome for small businesses.

AALU strongly urges Congress to

recognize that there is a growing trend involving the

denial of benefits to small business management level

executives. The trend is both arbitrary and unfair

and we recommend that Congress correct the courseby

imposing only those limits that are applied uniformly

to all employees whether they work for a small firm

or for the largest corporation.
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B. Unnecessarily Large Administrative Burden on
Small Business.

Major pension legislation has, in recent

years, unfortunately, become too frequent, including,

for example, the Tax Reform Act of 1984, the Tax

Equity and Fiscal Responsibility Act of 1982, the

Economic Recovery Tax Act of 1981, the Multiemployer

Pension Plan Amendments Act of 1980, the Revenue Act

of 1978, and the Tax Reform Act of 1976. Following

each of these legislative enactments, the Internal

Revenue Service (Revenue Service) develops, over an

extended period of time, temporary, proposed and

final regulations that contained additional changes

not clearly envisioned as part of the statutory

structure. Further, the Revenue Service, in its

administration of these laws, changes its

interpretation through Revenue Rulings and other

announcements that require further plan changes.

Plans are expected to be continually updated

and submitted to the Revenue Service for approval of

their qualified status under the tax laws. This has

become a most difficult burden for employers and plan

administrators. Yearly keeping up to date with

39-706 0 - 85 - 57
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regulatory changes is a substantial burden, but the

added impact of the frequent legislative changes,

especially the major changes included in this years

Tax Act and TEFRA, have seriously exacerbated this

problem. Coupled with this is the fact that most of

the substantive employee benefit changes made by the

Tax Reform Act of 1984 and TEFRA impact primarily on

small business, a group that is less capable of

accommodating these changes than are other segments

of the business community.

The result is the creation of appreciable

administrative burdens and an increase in operating

cost for pension and profit sharing plans, especially,

those of small business. These cost increases arise

not only from the substantive impact of the changes

in the rules, but also from the administrative

necessity of keeping the plans abreast of applicable

legal requirements. Especially in the case of small

plans, this burden may be very substantial indeed.

By and large, big businesses are better

equipped to handle the complexity of the new laws

than are small businesses. Large firms typically
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have their own specialized in-house staff familiar

with employee benefits and have the resources to hire

outside counsel for any additional expertise, as

needed. Small firms, on the other hand, infrequently

retain in-house benefits experts and, due to their

size, typically use outside consulting, accountant,

actuarial, and legal firms for advice, which may cost

more than retaining in-house expertise.

According to a recent study prepared for the

Small Business Administration by James Bell and

Associates, -Inc. and ICF, Incorporated, per capita

pension costs are substantially nigher for small

firms than for large. This study indicates that per

capita costs declined from approximately $1,080 for

firms with one to ten workers to $574 for

establishments with 500 to 999 workers. Further the

stuay shows that per capita pension administration

costs, which are highest for very small firms (one to

ten employees), decrease as firm size increases.-/

6/ Coverage, Characteristics, Administration, and
costs of Pension and Health Care Benefits in Small
Business, Final Report, submitted to the Office of
Advocacy, Small Business Administration, by James
Bell and Associates, Inc. and ICF Incorporated
(March 1984).
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The study also showed that about half of the small

firms studied administer their plans themselves and

about one-third use outside plan administrators and

the remainder rely on insurance companies.-/ The

study also documents that the ongoing administrative

costs for small firms (under 100 employees) are an

estimated $500 to $1500 per year (depending on the

type of a plan and the number of participants)

With regard to the source of these costs, many small

employers included in the study observed that it was

not so much the regulations that were a burden, but

rather the constant changes in laws and regulations

which often impose substantial costs on the firms

when they made plan amendments../ Among those

areas of regulation and reporting requirements that

were considered most burdensome by small employers

were parts of the Form 5500, "Controlled Group

Requirements", Percentage Coverage Requirements, some

7/ Ia. page 75.

8/ Ia. page 75.

9/ Id. page 76.
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regulations under the Multiemployer Pension Plan

Amendment Act, and "Merger and Spin-Off Rules".0

C. The Need for Full Parity Between Corporate
Employers and the Self-Employed.

One of the major beneficial aspects of TFFRA

was a move to establish partial parity between

corporate and noncorporate employers. Particularly

in the treatment of qualified retirement plans, TEFRA

largely eliminated the distinction that had existed

between the two types of employers--a distinction

which at this point is alost entirely one of form

rather than of substance. To perpetuate it through

tne income tax laws does not serve to further any

valid purpose. Instead, such a distinction merely

aads unnecessary complication to the laws and

encourages incorporation of businesses that would

otherwise continue to operate in noncorporate form.

The net result has been a proliferation of corporate

entities motivated by the desire to utilize tax

benefits available only to corporations when there

10/ Ia. page 76.
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is, in fact, no valid policy reason to treat

corporate and noncorporate employers differently.

Because TEFRA has taken substantial steps

towards full parity, Congress should now take the

final step and complete the process. Congress should

eliminate the other distinctions that exist in the

law between corporate and noncorporate fringe

benefits. Two of the most important of these are the

treatment of group-term life insurance and the

treatment of medical benefits for employees. Under

the statutory rules of S§79 and l05., respectively,

these benefits are only available through corporate

form even though on policy grounds, self-employed

individuals, as well as corporate employees, are

equally entitled to the benefit of these rules.

Section 79 permits the exclusion of up to

$50,000 of group-term life insurance purchased for an

employee by a corporate employer. Where a

self-employeo individual purchases life insurance for

himself, he does so with after-tax income and

receives no deduction.
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Section 105 generally provides that amounts

received by an employee as reimbursements for medical

care and payments for permanent injury or loss of

bodily function are excludable from gross income.

Under §105(g), a self-employed individual is not

treated as an employee for purposes of Sl05.

Therefore, for example, benefits paid under an

employer's accident or health plan under §105 to or

on tenalf of a self-employed individual will not be

treated as received through accident and health

insurance for purposes of tne exclusions found in

§105.

Similarly, section 404(a) (8) limits the

amount of contributions to qualified plans on behalf

of self-employed individuals in a way that

contributions on behalf of corporate employees are

not limited. Section 404(a) (8) (C) permits a

deduction for contributions only to the extent that

such contributions do not exceed the earned income of

the individual and to the extent that the

contributions are not allocable to the purchase of

life, accident, health, or other insurance. This

provision tends, without a rational basis, to hamper
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the purchase of life, accident, health or other

insurance through a qualified plan for self-employed

individuals. Such a limitation does not apply to

corporate employees.

We recommend tnat Congress promptly enact

legislation eliminating all further distinctions in

the tax laws in the employee benefit area between

corporate and noncorporate business entities so that

any benefits that are available for corporate

employees should be equally available for

self-employea individuals.

D. Manipulation of System by, Agencies Charged
with Administering the Tax Laws.

Congress frequently leaves to the Revenue

Service responsibility for carrying out the laws

through the promulgation of regulations. In some

instances, the Revenue Service and the Treasury

Department have used the issuance (or nonissuance) of

regulations as a way to promote their own policy

objectives whether or not those objectives reflect

Congressionally propounded policy. A notable and

recent example involves the 6-year delay in the
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issuance of the proposed cafeteria plan regulations

under §125. In the six years since the enactment of

the section in-, 197b, numerous corporations had

adopted cafeteria plans based on a reasonable

interpretation of the statute and its legislative

history. When the Revenue Service finally issued a

news release and proposed regulations earlier this

year, it took a very restrictive approach to what

woulCa De permissible under S125. To add insult to

injury, the Revenue Service also proposed to apply

these regulations retroactively even though it was

well aware that the practices it proposed to prohibit

hau been emp.Loyea in a large number of cases. The

employment of those practices were not only arguably

permitted under the statute, but were in fact

encouraged by the government's failure to issue

regulations during the six year period. In effect,

tne lack of action by the Treasury and the Revenue

Service had the effect of enticing taxpayers into

activity which those same agencies subsequently and

retroactively said was impermissible.

AALU respectfully submits to this Committee

that an agency should not be permitted to use the
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issuance or nonissuance of regulations as a way to

promote policies that have not been enacted by

Congress. Congress can avoid this problem in the

future, by requiring the issuance of regulations

within a reasonably short period of time after

enactment of any new provisions affecting employee

benefits. Failure to issue those regulations within

the allotted time should preclude the issuing

government agency from applying them with retroactive

effect.

E. Section 79 Nondiscriminatory Life Insurance
Exemption Snould be Raised to $100,000.

Section 79 provides that the cost of up to

$50,000 of group-term life insurance paid by an

employer shall be excluded from the income of the

employee. Section 79 was enacted in 1964 and the

$50,000 limit has not been changed since that date.

AALU respectfully submits that the amount should be

adjusted to reflect increases in the cost of living.

The legislative history of S79 reveals that

in setting the $50,000 limit, Congress considered

whether the dollar amount was adequate to keep a
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family unit together when a breadwinner dies

prematurely.11'/ The House of Representatives had

initially set the limit at $30,000 but the Senate,

indicating its concurrence with the policy to protect

family units, adopted a higher limit, $70,tb00. (In

conference, the conferees settled on $50,000 without

further explanation.)

In 1964, the dollar had the purchasing power

of $1.08 (compared to the value of the dollar in

1967). In May, 1983, that same dollar had a

purchasing power of only 340.1L In other words,

in the nineteen years from the enactment of section

79, the purchasing power of a dollar has dropped by

more than two-thirds and tne value of the $50,000

limit today is the equivalent of only $15,741. In

order to restore the limit to its original purchasing

power and to carry out the Congressional intent to

11/ Revenue Act of 1964, House Report No. 749, 88th
Cong., 2d Sess. 39-40 and S. Rep. No. 830, 88th
Cong., 2d Sess. 45-46.

1Y/ Statistical Abstract of the United States 1984,
U.S. Department of Commerce, Bureau of the Census, p.
484.
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permit the exclusion of an amount paid to purchase a

sufficient amount of insurance to keep the family

together at the time it looses its breadwinner, the

$50,000 limit would have to be increased to $158,821.

The $50,000 limit in S79 is grossly out of

date because it has never been changed to reflect

current economic realities. AALU is not suggesting

that Congress apply, automatic cost of living

increases over which Congress has no control once

enacted. Rather, AALU recommends that Congress

increase the limit by setting an amount, perhaps

$100,000, that takes into consideration the loss in

the dollar's purchasing power since 1964. AALU

suggests that the new limit be at least $I00,000.

AALU stands ready to assist the Committee in

this important fringe benefit review. We appreciate

the opportunity of presenting our views to you.

Thank you.

0935F/0946F
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Senator PACKWOOD. One thing that I have discovered in my
years serving in Congress is that business would almost rather put
up with unfairness than uncertainty. If you were to write a tax
system that was bad, but you were to say you can have this for 10
years and you can count on it, and it won't be changed, business is
amazingly versatile and flexible and somehow they would bring
themselves to live with it. But we do change it, and there is a tax
reform bill every year. Russell Long was right when he said we
should pass a law that prohibits the use of the word "reform" in a
tax bill.

Mr. MAMMEL. I'm reminded of Mr. Facciani's comment about the
fact that his firm has installed a plan of cafeteria benefits. We did
the same thing, and the day after we announced it came the pro-
posed regulations which completely unwound what we had an-
nounced.

Senator PACKWOOD. You are absolutely right.
Mr. MAMMEL. The Government had 6 years to issue those regula-

tions.
Senator PACKWOOD. You know why they issued them. They were

trying to force our hand, and they got basically what they wanted.
They got a severe limitation of employee benefits; we codified some
that we hadn't codified before that they were never goifig to be
able to tax anyway. But I understand exactly why they did it and
when they did it and it wasn't that it took them 6 years to do it.
My hunch is when they finally decided to issue the regulations it
didn't take them more than 2 weeks or 4 weeks to actually draw
them up and issue them.

Dave?
Senator DURENBERGER. I have no questions, Mr. Chairman. I do

find the statements, the oral statements, to be very helpful.
Senator PACKWOOD. Gentlemen, thank you very much.
Wait. I didn't see Senator Danforth come in. I apologize.
Senator DANFORTH. Gentlemen, can you explain to me just as a

matter of public policy why Congress should prefer one form of
compensation over another form of compensation? That is, the con-
cept of tax-free fringe benefits is that we have reached a conclusion
as a matter of Government policy that we want business to be
paying their employees in the form of fringe benefits as opposed to
cash compensation. And we will reward the fringe benefit decision
by not taxing it. If the business makes the mistake of paying cash,
particularly too much cash, we will really sock it to them. And
maybe there is a policy reason why we should tax one form of com-
pensation over another. I have been fishing for it a number of
years now. And maybe you can help me figure it out.

Mr. JACKSON. Senator, I think when our country started out
taxing income it was taxing cash income. This was an easy thing
for an individual to deal with. As our society has evolved, we come
out with many, many more concepts of what constitutes income.
You say fringe benefits constitute income. The benefits are paid to
certain people, and in some cases taxed once. And then you try to
tax them again because the employee is covered. Group life insur-
ance is an example. Survivor income coverage is an example. If
someone dies, a benefit is paid to the survivor and the -survivor
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pays an income tax on it. Why should we go around and also tax
the employees who didn't die on imputed income?

We have the Treasury now talking about taxing the imputed
rental value of an owner occupied home. Most people think this is
ludicrous. The Treasury doesn't. I suppose the rental value of an
owner used set of golf clubs or an owner worn tuxedo-anything
other than pure consumption, you can say is income and we should
be taxing someone for it.

Senator DANFORTH. But we are not talking about the use of
somebody's golf clubs. We are talking about big, big dollars, aren't
we?

Mr. JACKSON. Well, in the case of medical coverage, for example,
the tax treatment came about because as a society we didn't want
to tax sick people. We are providing the coverage to all sorts of
people. Someone who is healthy and reaches the end of a year
without having had to use any of these services at all, has been
given coverage that is worthless. Demonstrably, it shouldn't be
taxed. The benefits are paid to people who are sick and the ques-
tion is do you want to tax them. Maybe you do want to tax the rich
ones. Maybe there should be an income tax of some sort. But we
require now a 5-percent of pay throwaway on medical expense de-
ductions, and maybe that's too high. Maybe we should tax all the
benefits and lower the deduction and be done with it. That way the
people in high tax brackets would get a better break than the
people in low tax brackets. And the tax expenditure would be
eliminated.

But, basically, as you sit down and try to focus in on how you are
going to tax these things-the process is almost self-defeating. Con-
gress has been rumored to be thinking of taxing pension funds, for
example, or employee thrift and savings funds in order to cure the
deficit and take some of the pressure off of interest rates. As you
know, there are only so many funds around, and a bunch of bor-
rowers come in and then the Government comes in with its debt
and the borrowing pressure raises the rate of interest. When you
take $10 billion from pension funds and transfer it to the Federal
Government, and lower the debt by $10 billion, you have also low-
ered the supply of funds available for investment by $10 billion and
you are chasing your tail. Nothing has been accomplished.

You have to be very careful, but I would like to second what
these gentlemen have said about the simplicity. The code itself now
is terribly complicated.

Senator DANFORTH. Well, the way it gets complex is that we just
keep piling up exceptions. We have a basic tax that is applied to
taxable income, and then we start developing all of these excep-
tions. So we have to have relatively high rates in order to pay for
all the exceptions. All these fringe benefits programs are the same
as entitlement programs. You are just saying to the business or to
the taxpayer, well, if you want to fall within such and such a cate-
gory, have at it, and Uncle Sam will take the money out of some-
body else's pocket.

And I don't understand the policy justifications. For us to mean
that as a matter of public policy that we in the Government prefer,
we in the Congress prefer, you in business to pay people compensa-
tion in one form rather than another form.
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Mr. MAMMEL. Senator, at least from my perspective it seems that
it's appropriate from the standpoint of providing financial security
for death, disability, catastrophic medical expenses, and retirement
be the principal areas. And it is an incentive for individuals to take
care of themselves and for businesses to help these individuals take
care of themselves as opposed to not doing this in advance and let-
ting it fall to the Government.

Senator DANFORTH. Well, that doesn't apply to legal services or
the van commuting the services, child care assistance, employee
discounts, tuition.

Mr. MAMMEL. I'm not suggesting that that point applies to every-
thing, but it does apply to some major areas, and I think that
should be kept in mind.

Senator DANFORTH. Do you like cafeteria plans? Do you think
they are a good idea?

Mr. MAMMEL. Yes; I do.
Senator DANFORTH. Just write your own tax bill.
Mr. MAMMEL. No, not writing my own tax bill. I think it's a

matter of risk shifting. We use the cafeteria plan in our company
in order to implement a medical plan with a very large deductible,
$300 or $400, in order that people would be mindful of the medical
expenses and wouldn't nickel and dime the plan to death, if you
will. Ard if they don't incur these medical expenses, then that
compensation will be provided to them either through some other
form of benefit or we would hope to pay it to them in cash. We felt
that was something that was going to control health care costs in
the long run and cut our costs down.

Senator DANFORTH. Anybody else have a comment that you
would like to make on this?

Mr. DELANEY. Senator, on behalf of the ABA we are limited in
what we can say by what positions have been adopted by the ABA.
We don't feel it would be--

Senator DANFORTH. The basic thrust of your testimony was your
concern about the complexity of the code.

Mr. DELANEY. That's correct.
Senator DANFORTH. And it sure is getting more and more com-

plex. I mean to the extent-people now-I was just back in my
State. Everybody was asking, well, what do you think about a flat
tax. When I explained that we just passed a 1,300 page tax bill,
they said what do you think about the flat tax. And I take it that
the advocates of all these fringe benefits don't think much of a flat
tax because I mean the whole theory of all of these fringe benefits
is the more complex we get the code, the better. We tax different
forms of compensation different ways. And if you can think up
fringe benefits and develop plans that are attractive, have at it.

Do any of you support the flat tax?
Mr. JACKSON. It's--
Senator DANFORTH. Thank you, Mr. Chairman.
Mr. JACKSON. It's simple, Senator.
Mr. MAMMEL. I think if we had a full understanding of what the

flat tax would be and how it would work we could respond to that
question. I'm not sure I understand what it all means. I wouldn't
say I'm categorically opposed to a flat tax.
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Senator CHAFEE. Let me just ask one question if I might, Mr.
Chairman, of Mr. Jackson. What happens to the fellow who isn't
fortunate enough to work for a company that provides your splen-
did benefits, and yet he has to purchase these himself?. Is that just
too bad? Would he have to buy these things at after tax dollars? Is
that just too bad for him? He just wasn't lucky enough to get with
the right company.

Mr. JACKSON. I think it's too bad at the present time. I think one
of the problems is the way we tax savings in America. That indi-
vidual has the wonderful option of putting money off--

Senator CHAFEE. How--
Mr. JACKSON. That individual in our country today has the

option of putting his savings some place, generally let s say in a
savings account. And the Government, of course, taxes that. As he
gets a sufficient amount of savings, he can start taking advantage
of things like investing in a home, investing in common stocks, mu-
nicipal bonds, things that aren't taxable. There are lots of tax shel-
ters that are almost as effective as pension funds. For the citizen
that doesn't work for a company. But pension plans are not really
savings plans. They provide benefits in the event of early disability.
They provide reasonable benefits when you install the plan where
savings plans simply won't develop enough.

Senator CHAFEE. Let's take two fellows. Both are earning $20,000.
One works for a company that pays for his pension. He doesn't
have to purchase it. The other does not get a pension from the com-
pany. Now the one who receives the pension, that's not counted as
taxable income to him. He just gets his pension paid for.

Mr. JACKSON.He pays the tax when he receives the benefits.
Senator CHAFEE. When he receives the benefits, yes.
Mr. JACKSON. It's all taxed, isn't it?
Senator CHAFEE. What?
Mr. JACKSON. It's all taxed. Everything that goes into the fund

that was ever deducted by the employer. All of the interest that
goes into the fund, the sum of it goes out of the fund to the employ-
ee in the form of benefits and he pays the tax on it when he re-
ceives it, which is our system of taxing individuals.

Senator CHAFEE. When he receives it, yes. But let's take the
other fellow who is also making $20,000. He has no pension paid
for by the company, so he has to set aside after-tax dollars to pur-
chase the pension of some kind. Is that a fair system?

Mr. JACKSON. Well, you have all these other programs that are
available. You have thrift and savings plans that are available.
And they are offered by insurance companies, and banks, and other
institutions.

Senator CHAFEE. No one is suggesting that his after-tax situation
is the same even if he puts money into a Keogh or even an IRA.

Mr. JACKSON. A 401(k) plan.
Senator CHAFEE. He isn't going to come out the same as some-

body who is working fox Ford Motor Co. and pays nothing for his
pension.

Mr. DELANEY. But, Senator, isn't it a timing issue? The person
who puts his money away with after-tax dollars and acquires a ben-
efit will be given a deduction for that. He will be able to recover
his cost when the payout starts.
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For example, if the person were to acquire an annuity contract
that is tax sheltered through the accumulation period, he has paid
in a certain sum of money for that contract. When distribution
starts, he is taxed, but he is given a deduction for a share until he
recaptures either his cost in full or an amount that comes out of
every payment.

But it seems to me that what we are largely talking about is a
timing matter. That may present a lot of problems.

Senator CHAFEE. Let's take an easier case. Take a health pro-
gram case. One fellow works for a company that pays his entire
Blue Cross. The other doesn't and he has to buy it for his family.
Now is that the same situation?

Mr. DELANEY. Not since you adjusted the deduction question.
Senator CHAFEE. We all know that. The tax situation for the two

is vastly different. One gets all his health insurance paid for. The
other doesn't. Now is that fair?

Mr. JACKSON. Well, you are saying it's insurance. I would say it's
benefits. And my question is "Do you want to tax the person who is
sick, the one who goes to the hospital for 30 days in the course of
the year?" He received a massive amount of money. If you want to
tax the sick individual on the benefits he got, tax him. The other
individual who is also covered by the plan but who didn't collect 1
penny in benefits shouldn't be taxed just because somebody called
something insurance. It was practically worthless. Why should he
pay a tax on it? He got absolutely nothing. He was handed an
empty bag.

Mr. MAMMEL. Senator, I might add a comment on that particular
point.

Senator CHAFEE. We are talking about two different things. You
are talking about benefits. I'm talking about premiums.

Mr. JACKSON. You are talking insurance. I'm saying there is no
insurance here. Consider the group insurance that Ford buys from
an insurance company, for example. Ford may send $1 billion to
the insurance company, and outside of the money that it takes the
insurance company to administer the plan, the insurance company
spends the $1 billion on certain of Ford's employees. There is no
insurance. Ford is not buying insurance. They are buying benefits
and a benefit paying service.

Senator ChAFEE. Thank you very much.
Senator PACKWOOD. Senator Danforth posed an interesting ques-

tion. He said why should one form of compensation be taxed differ-
ently than another. Let's take Senator Chafee's two employees
making $20,000 apiece. I see Mr. Sharpe is going to be here from
Brown & Sharpe from Rhode Island, so let's assume that they work
for Brown & Sharpe. They are both 30 years of age. They both
make $20,000. One of them has an ill father and is paying $3,000 or
$4,000 a year in extra medical expenses and cannot afford to buy a
house. The other one can afford to buy a house. Under our Tax
Code we say you can deduct that money. So we do discriminate be-
cause we think home ownership is a good policy. I have not seen,
with one exception, any of the flat tax proposals that eliminate
that deduction. Nobody has had the nerve to say we mean a real
flat tax. No more home mortgage interest deductions. No more
charitable deductions. No more dependent deductions because we

39-706 0 - 85'.,- 58



906

think those are good policies. You take charity. Take the same two
people making $20,000. We think it's a good idea that they make a
contribution to the program for underprivileged children or some
other charity, and so we encourage them to make those contribu-
tions. There are only two ways we really use the tax codes for in-
centives. One is the deduction. And the other is an untaxed, em-
ployee benefit or fringe benefit.

I think Senator Danforth misstated the question. The question
should be: Are there certain things that we want to encourage
beyond what the marketplace would otherwise encourage? Very
few people would say nothing beyond the marketplace.

So then the question becomes: Do we encourage employe benefits
through the taxation of all of our citizens and set up Government
programs to provide the things that we think should be provided
beyond the marketplace or do we use the Tax Code to do it? Should
it be in the form of tax deductions or nontaxed fringe benefits?

I think the ultimate question you want to ask first is: Are there
certain social policies you want to achieve? Do you want people to
have adequate pensions or good health care or decent educations or
affordable day care? If your answer to those is yes, you then go to
the next question: How do we want to encourage that? You have
paid out taxation in Government appropriation and Government
run programs or through some incentive to the private enterprise
system in this country to provide it. And between the two, I much
prefer the latter.

Senator DANFORTH. And also to provide a disincentive for cash
compensation.

Senator PACKWOOD. Well, that's what we do.
Senator DANFORTH. I mean obviously if you weight the scales in

one direction you increase the pressure on the other. And that's ex-
actly what we are saying. We are telling business that we really
don t want you to pay people "n cash. We are going to tell you how
to pay them. We are going to tell you how to pay people, and you
do it our way, and we will give you a special tax break.

Senator PACKWOOD. That's also what we are doing with home
ownership. We don't want you to rent, we want you to buy. That's
a deliberate policy of the Government.

Senator DANFORTH. And the question is not the real flat tax. You
know, ohe rate and absolutely no exclusions for anything. Every-
body is p proposing a lumpy tax; not a flat tax. [Laughter.]

But I think the question is how many lumps are in it and how
big are the lumps. And I think that some people say that some-
where between a 1-page Internal Revenue Code and an Internal
Revenue Code that grows in 1,300-page increments by the year-
somewhere between the two is a rule of reason. And I think that
one thing that we have to ask is if we have exceeded that. Have
we, in the Congress, attempted to fine-tune decisions that are oth-
erwise made in the private sector by a proliferation of tax prefer-
ences?

And a lot of people think-this is the big Presidential debate.
What do we do about the deficit? A lot of people think, well, we
have to have some increase in revenue. How are we going to do
that? If we have to raise revenue, how are we going to do it? And
we can do it, I think, in one of a number of ways.
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One thing we can do is what we have been doing the last 2 years
and that is to have another huge code and have a lot of little
items-a huge tax bill and have a lot of little items in it. The other
*thing we can do is raise rates. The President has indicated he
doesn't want that.

And the third thing we can do is broaden the base. And I take it
this is what the Treasury Department is studying right now. Can
we broaden the base of the Tax Code so that we can have a fairer
tax so that people similarly situated are treated more or less the
same. And I think if we are going to have a fairer tax and a sim-
pler tax, we are going to have to look at some very popular prefer-
ences that exist in the code. And we are going to say is it fair, even
if there are people who love them, is it fair to have a code that is
this oriented to this extent-toward fine tuning and toward manip-
ulation of decisionmaking in the private sector, and the treating
people who are otherwise similarly situated in very different ways.
And I think that when you have a code and one guy is on one side
of the street and the other on the other, and they have basically
the same income, and one finds his income taxed and the other
finds his income largely .untaxed, that raises the question of equity.

So I just wanted to raise my usual yellow flag, Mr. Chairman, on
the question of fringe benefits.

Senator PACKWOOD. I want to come back to the use of the Tax
Code. Senator Danforth is the most eloquent, able supporter and
innovator in the area of research and development credits which
he thinks are good. Those should be allowed because businesses
need those. Some businesses use them more than others.

I support him. I think they are good credits. But what this really
boils down to is who likes which programs. If you don't like the
programs, then you use the argumert we shouldn't use the Tax
Code to do it. If you do like the programs, you probably have no
objection to using the Tax Code, and especially if you think you are
not going to get any moneys appropriated for your program. In
which case then you would think the Tax Code is the next best al-
ternative.

Again, it comes to those two philosophies in terms of broadening
the tax base, in terms of where do we get the revenue. That should
not be a problem for this country. If we have the will to raise it, we
have the capacity to raise it. If you exempted all income, from the
income tax in this country, that does not mean that you couldn't
raise sufficient revenues to run this government. There are all
kinds of taxing devices other than income taxing devices that could
be used. The windfall profits tax is a perfect example. The windfall
profits tax passed this Congress in 1978, as I recall, on the assump-
tion that it was a tax on oil companies. Turns out it isn't. It's an
excise tax and you pay it as the oil comes out of the ground, wheth-
er your company makes a profit or not. Who does that tax get
passed onto? Every single person that buys food or heats their
home or drives their car. It is passed right on through the system
with no exemptions. So can we raise the money? Yes; that tax
could be raising a lot more money than it raises now had our ex-
pectations then of what oil prices were going to do continues. We
were assuming oil prices of $45 to $50 a barrel by now, and we can
still raise it.
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If we want to pass a tax, it will need broad based support. All we
will have to do is call it the corporate malefactors tax. We can pass
it without any difficulty. But we can raise the money that is neces-
sary to close the deficit if we are going to go the route of taxation
to do it.

The fact that we eliminate certain things from coverage under
the income tax does not mean we can't raise enough revenues to
run the government.

Any other questions?
[No response.]
Senator DANFORTH. Not after that. [Laughter.]
Senator PACKWOOD. I still support the research and development

credits. [Laughter.]
Senator PACKWOOD. Thank you. Now we are ready for Mr.

Hurley, the vice president of Chase Manhattan Bank; and Father
William J. Byron, president, Catholic University.

The two of you have been very patient. I have been watching you
out there in the audience.

Mr. Hurley, go right ahead.

STATEMENT OF JOHN HURLEY, VICE PRESIDENT, CHASE MAN-
HATTAN BANK, NEW YORK, NY, ON BEHALF OF THE AMERICAN
SOCIETY FOR TRAINING AND DEVELOPMENT, INC., WASHING-
TON, DC
Mr. HURLEY. Good morning, Mr. Chairman. I'm John Hurley,

vice president and a director at the Chase Manhattan Bank of New
York. I'm here to present the views of the American Society for
Training and Development on employer provided educational as-
sistance.

The American Society for Training and Development is especial-
ly pleased to testify in support of emp!oyee educational assistance
since our society represents those in the work place who are re-
sponsible for employer-sponsored employee training and education
programs. We have nearly 50,000 members in our national organi-
zation, and in the 141 chapters throughout the country. Our mem-
bers are engaged in training and retraining our Nation's work
force from entry level youth to top management.

I currently serve on the Society's National Issues Committee,
and would like to convey the message that the decision of the
recent House-Senate Tax Conference Committee in June not to
extend section 127 of the tax code carries a profoundly negative
message from Congress.

As you all know, employer provided educational assistance provi-
sions became a part of the tax code in 1979. The pre-1979 tax rules,
which now again apply for employer educational assistance, result-
ed in demonstrably severe discrimination against lower level mem-
bers of the work force-women and minorities-disproportionately.
The job relatedness test for excluding educational aid from employ-
ee income tax, Treasury regulation 162-5, represented a clear disin-
centive from the Federal Government to lower paid employees who
want to achieve upward mobility and acquire new knowledge and
skills and cope with changing work place needs. These discrimina-
tory Treasury regulations seem to be in direct conflict with civil
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rights law which provide for affirmative action and upward mobili-
ty programs for minorities and women.

These old rules especially tax employees who take educational
initiatives to qualify for new or more advanced jobs. The same job
relatedness test amounts to a broad disincentive to the entire Na-
tion's work force for acquiring new job knowledge and skills and
does so at a time when a work force of the highest quality is essen-
tial for meeting the fierce and growing intern _tional economic
competition. The principle of the pre-1979 law is vividly illustrated
by the realization that those dislocated workers who get retraining
under the new labor agreements in the auto and telecommunica-
tions industries will probably have to pay income tax on the value
of the retraining they receive.

Data show that extending the statute would result in increased
revenues, not revenue losses, for the Federal Government, through
increased taxes from the higher incomes of those who advance
their economic status through more occupational education and
training. There are also other national economic benefits such as
improved work force productivity and lower unemployment costs.

The job-relatedness test itself caused extensive administrative
confusion in interpretation before 1979. Wide variations in inter-
pretation of what was job related were increasingly evident before
1979 among employers and among Internal Revenue Service deci-
sions. Retroactive tax liabilities and tax court litigation were grow-
ing around this issue.

Taxing employees for employer educational assistance is incon-
sistent with the Federal Government encouraging more involve-
ment of employers, less regulation, and more education and train-
ing of the work force, especially through cooperative programs be-
tween educational institutions and the private sector. Employee
educational assistance is a positive example of a productive social
goal easily achieved through the tax code rather than through
direct appropriated spending programs administered through Fed-
eral bureaucracies.

We at Chase Manhattan, are much involved in these programs
and we are still working to resolve differences between ourselves
and the IRS for cases prior to 1979. There are court cases that date
back to 1973 over the confusion caused by regulation 162-5. We
have recently announced the impact of the return to 162-5 with a
resulting decrease of over 50 percent in participation in this par-
ticular program. The majority of those people who have discontin-
ued the program come from the lower level work force, including
minorities and women.

I'm about at the end of my time here so I will stop at this point.
Senator PACKWOOD. Thank you.
[The prepared writen statement of Mr. Hurley follows:]
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SUMMARY

TESTIMONY ON EMPLOYER EDUCATIONAL ASSISTANCE

The 50,000 members of the American Society for Training and

Development strongly support a reinstatement and permanent

extension of Section 127 of the tax code which provides an

exclusion of employer educational assistance from employee

income. The decision of the tax conference committee in June
not to extend that statute carries a profoundly negative

message from Congress:

e Employer-provided educational assistance provisions
became a part of the tax code in 1979 'Revenue Act of
1978). The pre-1979 tax rules, which now again apply
for employer educational assistance, resulted in
demonstrably severe discrimination 1.gainst lower-
level members of the work force -. women and minori-
ties -- disproportionately. The job relatedness test
for excluding educational aid from employee income
tax (Treasury regs. 1.162-5) represented a clear
disincentive from the federal government to lower
paid employees who want to achieve upward mobility
and acquire new knowledge and skills and cope with
changing workplace needs. These old rules especially
tax employees who take educational initiatives to
qualify for new or more advanced jobs. Data clearly
demonstrate an increase in participation rates by
non-exempt (non-management and non-professional)
employees since 1978.

* The same job relatedness test amounts to a broad
disincentive to the entire nation's work force for
acquiring new job knowledge and skills -- at a time
when a work force of the highest quality is essential
for meeting the fierce and growing international
economic competition. The principle of the pre-1979
law is illustrated vividly by the realization that
those dislocated workers who get retraining under the
new labor agreements in the auto and telecommunica-
tions industries will probably have to pay income
tax on the value of the retraining they receive.

American Society for Trainiog and Development
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0 Projections show that extending the statute would
result in increased revenues, not revenue losses for
the federal government, through increased taxes from
the higher incomes of those who advance their eco-
nomic status through more occupational education and
training. There are also other national economic
benefits such as improved work force productivity and
lower unemployment costs.

* The job-relatedness test itself caused extensive
administrative confusion in interpretation before
1979. Wide variations of what courses were job-
related were increasingly evident before 1979 among
employers and among Internal Revenue Service deci-
sions. Retroactive tax liabilities and tax court
litigation were growing around this issue.

* Taxing employees for employer educational assistance
is inconsistent with the federal government encourag-
ing more involvement of employers, less regulation,
more education and training of the work force,
especially through cooperative programs between
educational institutions and the private sector.
Employee educational assistance is a positive example
of a productive social goal easily achieved through
the tax code rather than through direct appropriated
spending programs administered through federal
bureaucracies.

A simple, permanent extension of Section 127 would be in the

best interests of all. It would directly nelp those in the

work force who want to advance themselves, it would bring

increased revenues to the Treasury, and it would help improve the

quality of the national work force.

American Society for Training and Development
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Good Morning. I am John Hurley, Vice President at Chase

Manhattan Bank of New York. I am here to present the views of

the American*Society for Training and Development on employer-

provided educational assistance (Section 127 of the tax code).

The American Society for Training and Development is especially

pleased to testify in support of employee educational assis-

tance since our Society represents those professionals who are

responsible for employer-sponsored employee training and

education programs. We have nearly 50,000 members in our
national organization and in the 141 chapters throughout the

country. Our members are engaged in training and retraining

the nation's work force from entry level youth to top manage-

ment. I currently serve on the Society's National Issues

Committee.

The employer-provided educational assistance provisions of the

tax code (Section 127) eliminated the problems of the previous

Treasury regulations which were causing administrative confu-

sion in interpretation with increasing tax court litigation.

This tax exclusion also eliminated the general discriminatory

effects against non-supervisory employees and women and minori-

ties. These discriminatory rules seemed to be in direct
conflict with civil rights programs which promote affirmative

action and upward mobility for women and minorities. By
broadening the employee income tax exclusion for employer

educational assistance, more employees have utilized employer

educational aid.

In 1978, ASTD submitted survey data which showed that employee'
participation was three times greater when the employer's

practice was not to withhold income tax for educational aid.

Thus, greater proportions of the work force, and especially

those at lower income levels, began participating in employer-

provided educational assistance when Section 127 took effect.
ASTD had the privilege of working with Senators Packwood,

American Society for Training and Development
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Javits and Moynihan in 1978 in developing the employer educa-

tional assistance provisions which were incorporated in the

Revenue Act of 1978. We are attaching data on the increase in

participation rates, especially for non-supervisory employees,

and information on other studies of tuition aid.

These provisions have worked well for five years. We have

heard of no abuse of Section 127 of the code. And now as a

result of the June Congressional tax conference, a retroactive

extension of Section 127 was eliminated from the recent tax

bill.

Many employers, fully expecting an extension, are now .faced

with withholding for back taxes on educational assistance

programs from January 1, 1984, as well as possible penalties.

Employees will have to pay income and social security taxes on

educational assistance that enhances their job competence, their

career, and the national economy. Especially hard-hit are those

workers who are being retrained under new labor agreements in

the auto and telecommunications industries. In addition to

serving as a deterrent to retraining for the displaced or about

to be displaced worker, this is a negative signal from Congress

for a-positive, new kind of labor-management cooperation. The

United Auto Workers (UAW) has negotiated training programs

worth approximately $10 million with General Motors and Ford.

Workers can be reimbursed for as much as $1,000 a year in

tuition expenses over a four year period. Some of these

programs are preparing workers for jobs unrelated to the

automotive industry. And the Communication Workers of America

and the companies of the former Bell System have agreed to

establish personal and career development training programs for

workers faced with employment security problems. Those educa-

tional aid programs may now be taxable to workers because of the

absence of Section 127.

American Society for Training and Development
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Educational aid programs are also found at many small com-

panies. Machine tool shops, which have an average of 25

employees, frequently send their machinists and die and mold
makers to technical schools and junior colleges for training in

new skills. The industry has a large number of apprentices who
may now have to pay taxes on the value of that training for

more advanced jobs.

And employers in high technology and information processing

industries like banking have enthusiastically supported con-
tinuing education courses for engineers, scientists, techni-

cians, and professionals in areas such as international mone-

tary policy. One high tech employer told us that "continued

education for our employees is a must, not a luxury."

We have heard from ASTD members in the banking industry who are

experiencing drops of as much as 50 percent in registrations

for banking courses since Section 127 expired. A large propor-
tion of these enrollments are women and minorities trying to
improve their careers. A typical profile for 25 bank employees

in educational assistance programs includes: 17 females and 8
males; 17 foreign born and 8 born in the U.S.; 14 bank clerks,

3 secretaries and 6 supervisors, and only 2 bank officers.

We have seen many cases of educational assistance helping lower

paid employees improve their skills. One example is the

Continuing Education Institute of Massachusetts. This non-
profit institute provides basic education courses (reading,

math, writing, etc.) through company-sponsored tuition aid
programs. A study of the Continuing Education Institute's 1982
and 1983 graduates showed that 22 percent had received promo-

tions and 50 percent had gone on to additional education and

American Society for Training and Development
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training. Seventy-six percent of the students were women; 63

percent were minorities; 25 percent had been on welfare at one

time. Twenty-five percent had never attended high school, and

32 percent were born outside the U.S. Only 12 percent of the

employees were reading at high school level when they enrolled.

This is just one example demonstrating that educational assis-

tance is not a "perk" for highly compensated employees. Now

these employees will have to pay taxes on these- basic education

courses.

Our data shows that educational assistance is offered to a

broad cross-section of employees and since 1978, more lower-

paid employees have participated. Section 127 clearly states

that employer educational assistance programs cannot discrim-

inate in favor of officers, owners, or highly compensated

employees. In addition, educational assistance should not be

considered 'a "perk" since Section 127 specifically states that

the educational assistance cannot be provided to employees in

lieu of additional compensation, or on a salary reduction

basis.

Without the specific rules of Section 127, employers will have

to go back to the confusing, vague and discriminatory pre-1979

regulations on educational assistance. Employers must decide
whether the educational assistance they are providing each

employee meets the job-relatedness test. Inevitably this has

led to wide variations in the tax treatment of similar situa-

tions.

We are seeing this great confusion again from employers from

all over the country who have called our national ASTD office

with questions about penalties and rules for withholding.

As the Joint Taxation Committee said in its explanation of the

inclusion of employer education provLsions of the Revenue Act

of 1978, "The job-related distinction often seems both ambigu-

American Society for Training and Development
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ous and restrictive... If a person with little or no work

experience is employed in an entry-level position and receives

training from his employer to advance to a job requiring some

greater skills or experience, the value of the training may be

taxable. This may discourage self-improvement."

During the recent tax conference, the House conferees insisted

on applying FICA (social security) and FUTA (unemployment)

taxes on educational assistance. The combined employee-

employer contribution amounts to about a 16 percent tax on

education. This disincentive would again hamper the education

of employees who are trying to upgrade their skills and earn a

higher taxable income. In addition, employers would still have

to make withholding judgments and apply the job-relatedness

test of pre-1979 on all educational assistance to determine

which courses are subject to FICA and FUTA.

ASTD and our coalition of numerous business, trade and profes-

sional associations, unions, educational institutions, and

individual employers strongly support a simple reinstatement

and permanent extension of Section 127 of the tax code. A

competent, well-trained work force is central to the economic

vitality of our business and industrial enterprise. With

fierce international economic competition, it is imperative

that we build the highest quality human capital and work force

productivity.

Employees are now faced with rapidly changing needs for new job

knowledge and skills. The quickening pace of change in tech-

nology, the economy, work force demographics, and labor/manage-

ment contract agreements are creating even more intensive

demands for work and career-related education and training.

Employer-provided educational assistance is an effective means

to help upgrade skills of American workers.

American Society for Training and Development
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As we pointed out in 1978, the measure has the added benefit of

simplifying the administration of the tax code and should

increase the earning power and tax revenue from participating

employees. Estimates of the number of employees receiving

educational assistance from their employers range from 2-3

million to 7 million (estimates from data gathered by the

National Center for Education Statistics). We can take the

lowest estimate of 2 million employees to make some economic

assumptions. An increase in knowledge and skill results in an

increase of only 2% in the average income of these two million

people, and their average income is about'$17,000 per year. If
their collective tax bracket is about 25%, Treasury would

collect $170 million in additional income taxes from people who

are improving their economic well being.

In addition, for every one percent increase in unemployment,

the cost to the Treasury is $30 billion in unemployment insur-

ance, welfare support, lovs of income taxes, etc. If employer-

provided educational assistance helps only one percent of the

two million recipients to stay off the unemployment roles for

half a year, the savings to the government would amount to

about $300 million. These valid arguments in favor of national

economic benefits such as improved work force productivity and

lower unemployment costs far outweigh the meager revenue loss

of less than $40 million that the Treasury estimates for

employer educational assistance.

Everyone benefits from a retroactive extension of Section 127

-- the employees, the employers, and the nation's economy. We

urge Congress to reinstate employee educational assistance in
the tax code. We stand ready to help the Senate Finance

Committee pass legislation this year.

102-07

7/25/84
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EMPLOYER TUITION REFUND PLAN
EMPLOYEE UTILIZATION AT ONE LARGE COMPANY

CALENDAR YEAR 1982

TOTAL EMPLOYEES: 40,063

Annual
Salary Ranges

$5,000-$19,999

$20,000-$24,999

$25,000-$29,999

$30,000-$34,999

$35,000-$44,999

$45,000-$64,999

$65,000 and over

Summary

Percentage of
Employees by
Salary Range --- (Cumulative)

23%

17%

23%

10%

12%

10%

5%

23%

40%

63%

73%

85%

95%

100%

Percentage of
Employees-in this
Range Completing
a Course

11.0%

8.1%

5.3%

10.5%

6.5%

3.7%

.4%

Percentage of
Participating
Employees in
this Range ------- (Cumulative)

35%

18%

17%

14%

11%

4%

1%

35%

53$

70%

84%

95%

99%

100%

* 40% of the employees earn less than $25,000. Of these employees, 53% completedcourses.

* 73% of the employees
courses.

earn less than $35,000. Of these employees, 84% completed

9 Highest rate of participation is by employees in the lowest salary range, employeesmaking less than $20,000 per year (11%).

0 Of all employees who participate, the greatest percentage are those in thelowest salary range (35%).

a
0

5.

3-I

5.

o
9)
a.
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SAMPLE EMPLOYEE EDUCATIONAL ASSISTANCE DATA

Company A

Percent increase in participation by compensation level
from 1977-1982:

Employee Class

Management

Professional

Non-exempt
(non-supervisory)

Hourly

(177-1982)

20%

26%

46%

30%

Company B
Years

1977-1983

Exempt Employees

Non-Exempt Employees

Education Reimbursements:

Year....! r -

1977 $19,855

1982 $62,523

1983 (Estimate) $75,850

% Increase in tuition aid participation

45%
50%

(Super-visory) Non-Exempt

$28,288

$65.409
"$79,350

Company C

Tuition Aid participation in 1983:

Total participants: 1,583

Management 503

Non-management 1,035

White male 468

Minority male 139

White female 560

Minority female 371

American Society for Training and Development
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Company D
Employee Class

Management

Professional

Clerical/Technical
Nonexempt Salary
Hourly

Male participants

Female participants

1977

10%

44%
33%

14%

1981

10%

39%
34%

17%
4,738
2,375

Company E

Employee Class 1977 1981

Management 3.97% 5.22%

Professional 10.23% 10.40%

Nonexempt Salary 6.95% 9.17%

Hourly 2.00% 2.64%

Company F

"The average percent of the population participating in tuition aid
from 1979-1982 was 50% higher than in the years 1975-1978."

1982 Data on Tuition Aid by compensation level:

Employee Class

Exempt (Supervisory)

Nonexempt (non-supervisory)

Executive

Male

Female

% in T.A.

49%
51%
0%

68%
32%

% in Workforce

49%
50%
1%

75%
25%

American Society for Training and Development
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Company G 1978

Participants in Tuition Aid 7,500

% participation in Tuition Aid 3.4%
% women participants
% women in company workforce
% administrative (clerical,
support) participants

% administrative in company
workforce

% blue collar participants

% blue collar in company workforce

% manager participants
% managers in company workforce

Company H

Educational Assistance
Courses Comel1ted-

1978 174

1981 580

"65.1% increase in participation rates from 1978-1981".

Number of Participants

2,319
2,324
3,421
5,360
4,857
6,047
6,500 (Estimate)

% of EmployeesPartic ijat ing

4.83%

4.84%

9.27%

10.80%

9.83%
12.40%

13,50%

American Society for Training and Development

1982
13,509

6.3%
32.0%
25.0%
25.0%

18.0%

5.0%
9.0%

12.0%
14.0%

Company I

Year

1977

1178
1979
1980

1981

1982

1983
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Company J

Years

1974-1981

1974-1982

%Increase in Participation

+ 139%

+ 157%

Company K
1983 Tuition Aid Data

Total company workforce 600 employees

% participating in T.A. 10%

Company L

1978 261 tuition aid participants

3,909 eligible employees

6.7% tuition aid participation rate

1983 572 tuition aid participants

4,300 eligible employees

13.0% tuition aid participation rate

EMPLOYEE EDUCATIONAL ASSISTANCE

Sample data showing changes in participation rates
zation's work force:

Organization

Company 1

Company 2

Company 3

Company 4

Company 5

Company 6

Year

1978
1981

1977
1981

1978
1982

1978
1982

1977
1982

1977
1982

No. of Employees
Participating

328
606

5,784
7,107

1,174
1,641

7,500
13,509

255
535

5,784
8,093

for an organi-

% of Change
+85 %

+23 %

+40 %

+80 %

+109%

+40 %

American Society for Training and Development
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TUITION AID SURVEYS

1984 Valley National Corp.
N-75 96% with tuition assistance programs

1984 Jos. O'Neill - Conference of Small Private Colleges
N-655 96% with t.a. programs

1980 Jos. O'Neill - Conference of Small Private Colleges
14-358 98% with t.a. programs

1979 Industrial Relations News
N=363 employers 90% with t.a. programs

1979 Conference Board - 79% with t.a. programs for non-exempt
production & operations personnel; 91% for non-exempt office
and clerical personnel.

1978 AT&T
100 of Fortune 500 93% have t.a. plans

1977 Employers Assn. of Detroit
96% have t.a. plans

1977 BNA
N=141 employers, with 1000 employees or more, and
with less than 1000 • 91% have t.a. plans

1977 City of Milwaukee
28 private sector organizations - 100% with t.a.
13 public sector organizations - 77% with t.a.

1977 American Assn. of Industrial Management of New England
hourly non exempt employees 77%
clerical, technical salaried
non-exempt employees 86%

supervisory, professional
exempt employees 89%

1976 Adult Education Council of Greater St. Louis
Business and Industry = 72% with t.a. programs
Hospitals = 81% with t.a. programs

1975 Conference Board
N=610 firms of 500 or more employees
89% have t.a. programs

1975 Miami University and General Accident Group Insurance Co.
over 90% have t.a. programs

no Management Resources Assn., Inc. (Milwaukee)
date 91% of employees of a total 19,538 employees in 61

organizations covered by tuition aid plans

American Society for Training and Development
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ASTD National Report January 30, 1984

DRAMATIC INCREASE IN EMPLOYER EDUCATIONAL SUPPORT
Data from the National Center for Education Statistics (U.S. Dept. of Education)
strongly suggest that the now-expired Employee Educational Assistance tax legisla.
tion greatly encouraged those in the work force to take advantage of employer aid
for education and retraining to improve job performance and to get new jobs.

According to NCES' Participation ins Adult Education reports for 1978 and 1981,
the number of adult education coses having business and industry as a source of
payment rose nearly 74% during those three years. The new law, which stopped
the Internal Revenue Service from making employees pay income ta, on employer
education aid, took effect on Jan. 1, 1979. It seems reasonable to conclude that ex-
cluding employer education aid from employee income tax helped substantially to
increase work force participation in continuing education.
Moreover, some 92% of all adult education courses supported by business and in-
dustry in 1981 were taken for job-related reasons. Further, 56% of the participants
in adult ed courses were women.

We should point out that these data reflect the "business and industry" category
only. Because of inconsistencies of survey questions between survey years and other
problems, we have not tried to include data relating to aid from "private organiza.
tions," partial support, governments as employers, etc.
The NCES data also indicate that the new law achieved its intended-effect of get.
ting more lower-paid people into continuing education. Traditionally, NCES data
have shown that participation in adult education correlates closely with past educa-
tion and level of income-the more prior education and the higher the income, the
more likely one participates in more education. But the comparison of adult ed par-
ticipation by occupation before and after the law was changed shows substantial in-
creases in the rates of participation of lower-paid occupational groups.
Below is a listing of changes in the rates of participation in adult ed by occupational
groups:

Occupation Percent Change ,f Rate of
Participation 1978-1981

Non-farm laborers " .28.1
Transport equipment operatives .24.6
Operatives, except transport -20.0
Craft and kindred workers . 18.6
Service workers, including private household 17.0
Managers and administrators, except farm - 15.3
Sales workers + 8.6
Clerical workers + 4.2
Professional. technical and kindred workers 1.2
Farm workers 15.0

These data and other evidence clearly indicate that not taxing wt.,!'ees for im.
proving themselves encourages people to become better educated and more compe-
tent in their work. With the nation facing continually changing demands for new
work force knowledge and skills-because of fierce foreign competition. changing
work force demographics, and the onrush of new technology-national policy that
discourages work force development seems completely out of order.
Should Congress not extend Section 127 of the Internal Revenue Code which ex.
pired Dec. 31, or impose regulatory disincentives on employers or employees, we
can surely expect to see downturns in these trends for employer investment in the
nation's human capital.

American Society for Training and Development
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ASTD National Report JWY 5, 1984

BUSINESS MOST POPULAR ADULT ED COURSE
From the new Digest of Educaim Statistias 198,1.84 by the National Center for
Education Statistics (U.S. Dept. of Education):

Number of participants in adult education 21,252,000
Percent of total adult population 12.8%
No of courses taken in adult education (top six)

Business 8,564,000
Health care and health sciences 3,993,000
Engineering and engineering technology 3,654,000
Education • 2,926,000
Philosophy, religion and psychology 2,377,000
Physical education and leisure 2,373.000
Arts: visual and performing 2,373,000

Income levels of participants
$50,000 and over 7.7%

25,000 - 49,000 34.4
24,000 & under 54.9
Not reported 7.7

American Society for Training and Development
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ASTD National Report April 9, 1984

WHO AND HOW EMPLOYERS RETRAIN
Some findings from interviews with more than 300 human resource executives of
Fortune 1500 firms (84% manufacturing) by ITT Educational Services, Inc.:

Whose jobs are most affected by the need for retraining in your organization?

Senior management 9% Technicians 54%
Middle management 29 Other workers 24
Secretarial/clerical 40

At your company, is retraining carried out by:

Existing personnel 29% Some combination of the above 62%
Hiring additional personnel

to conduct training 2 No retraining taldng place 3
Training employees externally 3 Don't know/no answer 2

Although 62% use a combination of sources, they say they prefer managing their
own training problems without outside intervention.

How likely would you be to rely on the training services provided by the following?
V07 or Unikey or DX/Somewhat LikalJ Ver Un.cly. NA

Outside vendors offering retraining
services 68% 29% 4%

Industry trade associations 55 41 4
American Management Associations 38 58 4
Chambers of Commerce 19 76 4

With reference to outside vendors, for your industry, where does most worker retrain-
ing take place?

Public and private vocational schools 64%
Two-year community colleges 44
Universities 37
Other 26
Through correspondence courses 20

In your opinion, who should have the major responsibility for funding worker
retraining?

The employer 38%
Private Industry Councils 1
The employee 0
Government 0
Unions 0
Some combination 60

94% of those surveyed do retrain workers, at *0 a't in a few instances, but presently,
retraining is not the most consistently used solution for coping with workers' ob-
solete skills. Hiring new employees with the required skills tops the list. However,
74% said that most of their employees were positively inclined toward retraining,
not resistant.

Among the ITT observations about the survey: 1. Business is not averse to retrain-
ing employees, although currently prone to replace rather than retrain and 2.
employers and employees need to share responsibility for retraining.

More information about the study may be obtained from LAWRENCE G. LaBEAU.
Director of Corporate Relations and Advertising, ITT Educational Services, Inc.,
3500 DePauw Blvd., P.O. Box 68888, Indianapolis. IN 46268.

American Society for Training and Development
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ASTD National Report Jauary 30, 1984

MANAGEMENT'S SHARE OF TRAINING DROPPING
Management Development, Organizational Development and Supervisory Training
account for one-third of all training purchases in the United States, according to
a new study from Hope Reports. Five-year spending on these subjects, however,
has not kept pace with spending for other training topics. Revenues from off-the-
shelf prograns, custom-deig training and generic seminar presentations for these
three subjects increased 88% from 1977 to 1982, while a a group, sales of 17 other
topics rose 124% over the five years.
Five of the topics jumped more than 200% in sales over five years compared to the
increase of 111% for all training subjects. The leading "hot" topic, based on ten
criteria, is Data Processing Training, which ranked third of all topics in gross sales
in 1982.
The full report is being released in two volumes, Hope Report. U.S. Training
Business. Vol. 1, and Hope Reports Trtaing Butiness Directory, Vol. ii.
Inquiries should be sent to Hope Reports, 1600 LyeU Ave., Rochester, NY 14606.

ASTD National Report Februar 27. 1984

EMPLOYEE TUITION AID SURVEY DATA
More than 96% of the responding companies in a recent survey had tuition reim-
bursement plans for their employees. The survey was done by JOSEPH P. O'NEILL
of the Conference of Small Private Colleges with a questionnaire mailing to the In-
dustrial Fortune 500 and the Service Foatne 500 companies. O'Neill's report covers
655 responses representing more than 17 million employees. Other findings:

26.4% required that the employee pay part of the tuition
At 130 companies. employees paid 10% t9 25% .. :.
At 37 companies, employees paid 26% to 50%
No company required employees to pay more than 50%

Fewer than 30 companies varied the percentage according to grade received
Explicit limits on tuition reimbursement were reported by 45.3% of the corn-
panies. Of the 158 companies that stated dollar limits, the ranges were:

$ 200 to $ 499 10 companies
500 to 999 42 companies

1000 to 1499 50 companies
1500 to 2000 40 companies
more than 2000 16 companies

86% of the respondents reimbursed only upon "satisfactory completion"
60% give new employees immediate eligibility for tuition aid

A report on this survey of corporate tuition aid programs may be obtained from
Joseph P. O'Neill, Conference of Small Private Colleges, P.O. Box 24, Princeton.
NJ 08542.

- American Society for Training and Development
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ASTD National Report July 5, 1984

96 PERCENT OF FIRMS STUDIED OFFER TUITION AID
Here are some findings from a new survey of Employee Tuition Aid Assistance pro.
grams in 65 financial institutions and 10 industrial and utility firms in the western
U.S. The study was conducted by JOHN KILROY of the Valley National Corp.,
Phoenix, AZ.

96% of the responses offered tuition assistance
100% paid for undergraduate courses
98% paid for graduate courses
73% paid for work-related seminars
76% paid for non-credit courses
22% reimbursed at time of enrolment
66% had no dollar limit on reimbursement
62% indicated there was a tenure requirement for participation
87% required supervisor approval
20% offered loans for tuition
43% offered tuition aid to part-time employees

Among the smudy recommendations: Business and industry should establish a stronger
link locally with education in the development of courses to meet the future needs
of the work force and the community.

For more information: John Kilroy, Program Development Officer, Valley National
Sank of Arizona. Headquarters B311, P.O. Box 71, Phoenix, AZ 602/261.1485.

American Society for Training and Development
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Senator PACKWOOD. Father, let me read who you are represent-
ing today because if you read them all, it will use up all of your 4
minutes. [Laughter.]

Father Byron is speaking on behalf of the American Association
of Community and Junior Colleges, the American Association of
State Colleges and Universities, the American Council on Educa-
tion, the Association of American Universities, the Association of
Catholic Colleges and Universities, the Association of Jesuit Colleg-
es and Universities, the Association of Urban Universities, the
Council of Independent Colleges, the Council of Graduate Schools
in the United States, the National Association of College and Uni-
versity Business Officers, the National Association of Independent
Colleges and Universities, the National Association of Schools and
Colleges of the United Methodist Church, the National Association
of State Universities and Land-Grant Colleges, and the National
University for Continuing Education Association.

Senator DANFORTH. Did I hear the National Association of
Schools and Colleges of the United Methodist Church?

Senator PACKWOOD. You did. [Laughter.]
Senator DANFORTH. Vatican three. [Laughter.]
Senator PACKWOOD. Go ahead, Father.

STATEMENT OF REV. WILLIAM J. BYRON, S.J., PRESIDENT,
CATHOLIC UNIVERSITY OF AMERICA, WASHINGTON, DC

Father BYRON. Thank you, Mr. Chairman, and members of the
subcommittee. I'm accompanied by Mr. Sheldon Steinbach, who is
the general counsel of the American Council on Education.

We are here to express the concern of the higher education com-
munity at the expiration of section 127 of the Internal Revenue
Code, the Employee Educational Assistance Act. It is our hope that
the Congress can act at the earliest opportunity to reinstate this
provision.

Section 127 was enacted to eliminate inequities and to remedy in-
efficiencies in programs of educational assistance for employees.
Prior to 1978, an employee could claim a deduction for amounts ex-
pended for education only if the education related solely and direct-
ly to the employee's current job position. This limitation on deduct-
ibility of educational expenses severely limited the ability of lower
compensated employees to seek job advancement and also limited
the ability of an employer to promote the training and technologi-
cal advancement of his or her work force.

Section 127 is not in any strict sense a fringe benefit since educa-
tional assistance cannot be provided to employees in lieu of addi-
tional compensation. Section 127(bX4) specifically provides that a
qualified program must not allow employees a choice between edu-
cational assistance and remuneration includible in gross income.
The prohibition on use of salary reduction plans under section 127
means that educational assistance programs are adopted by em-
ployers on the basis of a calculated judgment as to their own long-
term business needs. Employer financing of educational assistance
programs ensures that the programs maintain a primary business
rather than compensatory focus. We do not seek any change in this
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aspect of section 127. The concern I am expressing today is with
the extension, not with any expansion, of section 127.

Throughout 1983, with the sunset date of section 127 approach-
ing, representatives of both industry and higher education attempt-
ed to convince the Treasury and the Congress of the need to pre-
serve the provision. Although the legislative timetable was unset-
tled, there was evidence during 1983 and increased evidence in
1984 of strong support for employee educational assistance, and
there was good reason to believe that action would be taken to
extend, or during 1984 to reenact, section 127. On this basis, and
recognizing the importance to both business and individuals of sus-
tained and stable educational opportunities, many employers main-
tained established programs and continued to treat educational as-
sistance payments as amounts excluded from gross income.

In light of the legislative situation, this was a reasonable and re-
sponsible practice, and I believe that under the circumstances no
penalties should be imposed under normal IRS practice with re-
spect to either income tax or employment taxes which might be
owing for periods after 1983. I also believe, however, that this
should not be left for determination, with needless expenditures of
effort and expense, in an individual audit context. If action on sec-
tion 127 should for any reason not be retroactive to December 31,
1983, I would ask the Congress for an expression of its intent that
no penalties be applicable with respect to the continuation of the
tax treatment provided by section 127 during the period, I hope a
short one, of its statutory lapse.

The cost of section 127 is relatively slight, but the return both to
employers and to society is substantial. Our Nation's needs for em-
ployment retraining and technological advancements and opportu-
nities for the traditionally underemployed are so great that it
seems shortsighted, indeed, to eliminate a program that in a few
years has achieved significant demonstrable success.

Mr. Chairman, I have remarks in my full testimony about facul-
ty housing.

Senator PACKWOOD. Why don't you go ahead and cover that? I
realize your time is about up, but you are the only witness that is
touching upon this particular subject. It starts on page 5 of your
testimony.

Father BYRON. I can give a digest of it. Recent tax legislation im-
posed a moratorium until the end of next year on the issuance of
any rules or regulations providing for taxation of certain qualified
faculty housing furnished in 1984 and 1985. At the same time, Con-
gress failed to deal fairly, we think, with four New England schools
which are vulnerable for past years. They are Wesleyan, and Am-
herst and Smith and Wellesley. This subject should be resolved
before the end of the present Congress.

Senator PACKWOOD. Thank you very much.
[The prepared written statement of Father Byron follows:]
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Mr. Chairman and Members of the Subcommittee on Taxation:

I am William Byron, President of the Catholic University of America.

I appear today on behalf of the American Council on Education, an association

representing over 1,700 colleges, universities, and other organizations in

higher education, and the associations listed on the cover sheet of my testi-

mony, to express the disappointment and concern of the higher education

community at the expiration of section 127 of the Internal Revenue Code, the

Employee Educational Assistance Act. It is our hope that the Congress can act

at the earliest opportunity to reinstate this provision.

Section 127 was enacted to eliminate inequities and to remedy ineffi-

ciencies in programs of educational assistance for employees. Prior to 1978,

an employee could claim a deduction for amounts expended for education only

if the education related solely and dir,.ctly to the employee's current job

position. This limitation on deductibility of educational expenses severely

limited the ability of lower-compensated employees to seek job advancement, and

also limited the ability of an employer to promote the training and technologi-

cal advancement of its work force.

With the full support of the higher education community, Congress

acted in 1978 to provide a more even-handed and efficient incentive to employ-

ment-related education. Section 127 allows an exclusion from gross income for

amounts paid by an employer, not including amounts paid in lieu of taxable

compensation, for educational expenses of an employee whether or not related to

the employee's current position. Because of a sunset provision in the 1978

legislation, and because of a dispute over imposing FICA and FUTA payments on

such benefits, section 127 expired. I believe that the lapse of this provision

was extremely unfortunate as a matter of social policy, and was wholly unneces-

sary as a matter of tax policy.
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In hearings before this and other committees in April and November

of 1983, experts and educators testified as to the importance of employer

assistance for education in maintaining our national technological capacity,

in retraining displaced workers, and in opening new employment opportunities to

women and minorities. Statements submitted on behalf of businesses which have

adopted educational assistance programs indicated that such programs are used

in large part by lower-compensated employees, taking courses to prepare them

for better jobs; that the programs play an important role in facilitating

career advancement for minorities and women; and that employees would be much

less likely to participate in educational assistance programs if additional

amounts had to be withheld from wages.

Moreover, the many corporations and industry associations which

supported an extension of section 127 emphasized, in addition to the signifi-

cant societal benefit of the provision, a clear and direct business benefit.

An officer of General Dynamics, for example, suggested that, "education and

training is a critical work force function that is an absolute necessity to

meet the rapidly changing and advancing technology of the modern world today.

It is the only viable means to maintain a highly motivated and productive work

force."

Section 127 is not in any strict sense a "fringe benefit," since

educational assistance cannot be provided to employees in lieu of additional

compensation. Section 127(b)(4) specifically provides that a qualified program

must not allow employees a choice between educational assistance and remunera-

tion includible in gross income. The prohibition on use of salary reduction

plans under section 127 means that educational assistance programs are adopted
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by employers on the basis of a calculated judgment as to their own long-term

business needs. Employer financing of educational assistance programs ensures

that the programs maintain a primary business rather than compensatory focus.

We do not seek any change in this aspect of section 127. The concern I am

expressing today is with the extension, not with any expansion, of section 127.

The business-purpose orientation of employee educational assistance

programs under section 127 is, I believe, a sufficient and satisfactory answer

to the tax policy concerns that the Treasury has expressed in the past, and

that members of this Subcomittee may feel. The distinction drawn, under the

regulations implementing section 162, between education that is related to an

employee's current job and education that allows job advancement grew out of

the traditional view that expenditures for education are presumed to be per-

sonal in nature, and thus nondeductible, in the absence of a showing that the

education is primarily business-related. The distinction between present jobs

and potential jobs is simply a matter of administrative convenience, to elimi-

nate the need to inquire in each case as to the specific motivation of the

individual. I do not believe that the Treasury would argue that expenses for

education actually related to job advancement are inherently less business-

oriented than expenses for education to maintain a current job. The issue is

only one of proof, and the current-job rule of section 162 is simply a way of

drawing an enforceable line between personal and business expenses.

In programs established under section 127, this tax policy issue is

adequately addressed. I believe that we can rely upon employers who are

expending their own funds for educational assistance to maintain the appro-

priate business orientation, and to see that employees do not use the program
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to satisfy personal education objectives with tax-free funds. The protection

against tax-favored treatment for personal consumption of education which is

provided in section 162 by the present-job limitation is provided in section

127 by the requirement of employer funding.

Once the tax policy oojectives of the Treasury are satisfied, we can

evaluate section 127 on a value-for-money basis. I think that, so measured,

the employee educational assistance program is among the best buys in the

federal budget. The Treasury Office of Tax Analysis estimated last November

that if section 127 were extended, the government might forego $25 million in

revenues in 1984, and an average of $50 million a year in 1986-88. These

figures represent the taxes that (in theory) would be paid by workers who were

required to include in income amounts paid for education related to job

advancement, assuming a marginal tax rate for such workers of less than 25%.

Testimony at the 1983 hearings indicated that when educational assistance is

taxable, employees, including those of colleges and universities, are much less

likely to use the program. All of this means that any revenue foregone under

section 127 serves as a real incentive to behavior which is valuable to busi-

ness and important to the nation - an incentive that is significantly leveraged

through employer funding.

The cost of section 127 is relatively slight, but the return both to

employers and to society is substantial. Our national needs for employment,

retraining, technological advances, and opportunities for the traditionally

under-employed are so great that it seems short-sighted indeed to eliminate a

program that in a few years has achieved significant demonstrable success.

39-706 0 - 85 - 60
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Throughout 1983, with the sunset date of section 127 approaching,

representatives of both industry and higher education attempted to convince the

Treasury and the Congress of the need to preserve the provision. Although the

legislative timetable was unsettled, there was evidence during 1983, and

increased evidence in 1984, of strong support for employee educational assis-

tance, and there was good reason to believe that action would be taken to

extend, or during 1984 to reenact, section 127. On this basis, and recognizing

the importance to both business and individuals of sustained and stable educa-

tional opportunities, many employers maintained established programs, and

continued to treat educational assistance payments as amounts excluded from

gross income.

In light of the legislative situation, this was a reasonable and

responsible practice, and I believe that under the circumstances no penalties

would be imposed under normal Internal Revenue Service practice with respect to

either income tax or employment taxes which might be owing for periods after

1983. I also believe, however, that this should not be left for determination,

with needless expenditures of effort and expense, in an individual audit con-

text. If action on section 127 should for any reason not be retroactive to

December 31, 1983, I would ask the Congress for an expression of its intent

that no penalties be applicable with respect to the continuation of the tax

treatment provided by section 127 during the period, I hope a short one, of its

statutory lapse.

Faculty Housing

Recent tax legislation imposed a moratorium until the end of next year

on the issuance of any rules or regulations providing for taxation of certain

qualified faculty housing furnished in 1984 and 1985. At the same time,
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Congress failed to deal fairly with four New England schools which are vulner-

able for past years. This subject should be resolved before the end of this

Congress.

We believe that educational institutions should bc able to provide

cost-based faculty housing programs without tax consequences to them or their

faculty and staff. It makes no sense fora faculty member to have to pay rent

based on what a businessman in the community would have to pay for the same

dwelling, when it is likely that the faculty member would otherwise be living

in less expensive, more remote housing o, at least in the longer run, would

prefer to be purchasing housing in order to take advantage of various interest

and tax deductions . It makes no sense to view faculty housing programs as

commercial operations, since they are maintained by nonprofit educational

institutions for education-related objectives of promoting an integrated campus

community. Finally, it makes no sense to use a fair market value standard for

faculty housing, which would require annual appraisals and result in serious

inequities, when Congress has opted for a cost-based approach where airline

travel, employee discounts, and other fringe benefits are concerned.

The Congress cannot, moreover, allow four New England schools to be

forced by the IRS to pay back taxes based on the difference between rents

charged and the fair market value of their housing. By virtue of its enactment

of the moratorium on taxing faculty housing, the Congress has implicitly but

clearly determined that the law governing this area is at best unclear. These

schools should not be forced to-pay up or to litigate their claims where their

interpretation of the relevant law was so plainly reasonable. Congress should

thus act to make clear for the future a prospective rule for faculty housing

programs, and to wipe the slate clear for the past.

• .
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Senator PACKWOOD. Here is a classic example of a service that
the Government is going to provide, if it is not otherwise provided,
assuming we were willing to appropriate the money at all to do it.
We certainly ha, set one goal in this country; education. That
goal is upgrad;:ig education for people who have suddenly run out
of trainable jobs, and their skills need upgrading. I see no harm in
encouraging businesses, universities, community colleges to partici-
pate in that in whatever fashion we can encourage them to partici-
pate.

Of all of the benefits, this is the one that hurts tlie most because
it, I think, unfairly disappeared. Father, you have touched on it ex-
actly in terms of retroactive tax status. We are now going to have
unemployed workers who are being retrained, hopefully, for a job
and they are going to have to pay taxes on the value of their train-
ing, and they are unemployed. It is simply unfair.

Dave?
Senator DURENBERGER. No questions.
Senator PACKWOOD. Jack, you came in next.
Senator DANFORTH. No questions.
Senator PACKWOOD. John.
Senator CHAFEE. No questions.
Senator PACKWOOD. I would touch on just one thing before yqu

leave. Senator Chafee questioned if it is fair that you go to work for
one company and it provides a certain level of health benefits or
none, as the case may be, and the same thing can be said about
any employment in general in this country. We are a diverse coun-
try. Indeed, we could have uniformity throughout this country if
we wanted. We could say that every single employer must provide
1 week of vacation after a year of work and 2 weeks after 3 years,
and 5 weeks after 10 years, if we want. But we don't. If you happen
to go to work for an employer that provides only 3 weeks of vaca-
tion after 10 years and somebody else works for one that provides 5
weeks of vacation after 10 years, you have a variety of options. But
we have never thought it was necessary Government policy that
everyone's employment conditions-whether they be vacations or
sick days-had to be absolutely equal. I think the system's diversi-
ty by and large has worked out pretty well.

Is it unequal? Of course. Diversity is unequal. But the choice is
Government mandated uniformity. I'm not sure that is to be de-
sired in education or employment.

Senator CHAFEE. Well, I don't think anybody is asking for uni-
formity in this country. That is un-American. That is bad business.
We all know that. But it seems to me that not only is there cur-
rently existing unfairness but this Congress a couple of years ago
made it even more unfair because the person who does not have
his health and accident premiums paid for formerly, at least, could
deduct a portion of the health insurance premiums he paid for
himself. As I recall, you could deduct up to half of your premium.
Now you can't even do that. We eliminated that benefit.

I think the only way you can deduct your premium now is as
part of your general medical expenses. Thus unless you reach the
threshold required percentage that you have to have in order to
deduct your medical expenses, you can not deduct the health insur-
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ance premiums at all. Is that correct? I notice you are shaking
your head. I always look for somebody who is shaking his head.

Senator PACKWOOD. John, I think you are roughly right. As
recall, it may have been a maximum deduction of $150. We did get
rid of it 2 or 3 years ago.

Senator CHAFEE. It seems to me we have retreated from fairness,
These hearings are to explore these matters and to try to lear
more. I'm not saying that we should eliminate tax-free employer
paid medical insurance. However, it does seem to me that there is
a good deal of unfairness which was probably accentuated by what
we did in 1981.

Thank you, Mr. Chairman.
Senator PACKWOOD. Gentlemen, thank you very much.
Father BYRON. Senator, thank you. And for the higher education

community I thank you for your leadership in the area of employee
educational assistance.

Senator PACKWOOD. Thank you, Father.
Senator PACKWOOD. Now we will take Henry Sharpe, Jr., the

chairman of the board, Brown & Sharpe; Robert Ragland, the di-
rector of taxation for the National Association of Manufacturers;
William Badgett, the director uf benefits planning for Motorola;
Ernest Reach, the manager of employee benefits, Sun Chemical;
Warren Moser, division staff manager, benefit plans, Southwestern
Bell; and George Perrin, the manager of benefits planning for East-
man Kodak.

Senator CHAFEE. Mr. Chairman, I just want to say how delighted
we are to welcome Mr. Henry D. Sharpe, Jr. He has been presi-
dent-chairman of one of the largest manufacturing companies in
Rhode Island. He has done e wonderful job at that. He has been an
outstanding citizen in our State in a host of ways. It's a great treat
for me to introduce him. Furthermore, he's my cousin. [Laughter.]

Senator DANFORTH. I will make similar comments with respect to
Mr. Moser except for the fact that he is not my cousin. [Laughter.]

Senator PACKWOOD. Mr. Sharpe, don't you have any more influ-
ence over your cousin than you do? [Laughter.]

STATEMENT OF HENRY D. SHARPE, JR., CHAIRMAN OF THE
BOARD, BROWN & SHARPE MANUFACTURING CO., NORTH
KINGSTOWN, RI
Mr. SHARPE. I take it that I am going to be called upon to answer

Senator Danforth's question.
Senator PACKWOOD. Before we are done, yes.
Mr. SHARPE. I wish I knew the answer to that question. I am

here today representing myself, my company, and the Rhode Island
Business Group on Health, a recently formed association of employ-
ers in the State of Rhode Island who have a total now in Rhode
Island of 28,000 employees and who nationally employ over 70,000.

And I come here today not an expert. Listening to the expert tes-
timony that has been given on all sides here by people who really
know their stuff in the world of benefits, I don't want to pose as
the equal of any of these gentlemen.

I am here, however, schooled-as I have been in the last 5 or 10
years-by the hard knocks of foreign competition. American manu-
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facturers are intensely under the gun today to inspect their effec-
tiveness and efficiency in every aspect of their operations. Health
care and related benefit costs, of course, have become a very impor-
tant part of the American cost structure.

When I say a "very important part," we have to appreciate that
benefit costs in the group that I represent range between 22 and 36
percent of all wage and salary compensation.

I am also impressed by the fact that the impact of any proposed
changes in the benefit area will have a predominately larger effect
on those of lower income than on those of higher income.

And third, I'm impressed by the fact that very constructive ini-
tiatives are being taken in our community today, not only to
simply restrain health care costs, but to work closely with health
care deliverers to enhance the effectiveness with which their serv-
ices are delivered.

I cannot imagine moreover, to simplify a very complex equation,
that a monolithic government plan, more closely administered than
that we now have at the local level in America, could possibly be
more effective even with the imperfections that we see today.

I subscribe to Senator Packwood's remarks about diversity. And I
would be very careful in removing jack straws from among the
interrelationships that have been established in this benefit area
that you are now considering. I would be very careful, indeed,
about anything resembling rapid or cataclysmic change.

Thank you for the opportunity to appear.
Senator PACKWOOD. Thank you, Mr. Sharpe.
[The prepared written statement of Mr. Sharpe follows:]
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U.S. Senate Committee on Finance
Subcommittee on Taxation and Debt Management
Hearings on Fringe Benefits July 30, 1984

Written Testimony
of

Henry D. Sharpe Jr.
Chairman of the Board

Brown & Sharpe Manufacturing Company

On behalf of employers in Rho'e Island, I wish to thank the

Senate Finance Subcommittee on Taxation and Debt Management for

the opportunity to present for the record our concerns regarding

employee benefits. I speak to you today as a representative of

the Rhode Island Business Group on Health, a coalition of 22

employers representing 28,000 Rhode Island workers, and over

70,000 employees nationwide. 1

Congress has demonstrated the wisdom of encouraging the

private sector to provide for the welfare of its employees

through benefit programs tailored to their specific needs, during

their active worklife and in their retirement. By encouraging

this diversity, the health and retirement income needs of the

workers of this- country and their families are provided for with-

out resorting to national health insurance or further diluting

the Social Security program. This broad coverage of an estimated

150 million people should continue to be encouraged by the tax

code. Should the tax incentive be dismantled by encroaching

taxation, restriction or excessive paperwork, Congress would be

left to meet these needs through direct expenditures on social
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welfare programs and retirement security.

I can demonstrate the breadth of this coverage using my own

company as an example. Brown & Sharpe employs approximately

1,000 people in Rhode Island at this time. In 1983, we spent a

little over 5 million dollars on employee benefits. This

represents for us 23.5% of wages and salaries. This expense can

hardly be called "fringe" benefits any longer, however we stand

behind this investment in the welfare of our workforce as

critical to the success of our business. Of this amount, over

half provides payments for benefits required by law, social

security, unemployment compensation and workers compensation.

The remaining $2.2 million or 44% provides health coverage,

dental insurance, life insurance and retirement security for our

workforce. (See tables 1 & 2). I pose the question: could any

federal government program provide for the health and income

security needs of 1,000 Rhode Islanders for $2,237 each per year?

A few words need be presented on the effect of benefits

across income levels, particularly tax favored employee benefits.

Legally required benefits are paid generally as a percentage of

payroll. So, too, would be pay for time not worked or other tax-

able benefits. The company's investment is made as a percentage

of pay, and that percentage remains relatively uniform across pay

scales. The tax free benefits tend in large part to be paid on a

capitation basis. Premiums for health insurance are our largest

single tax free expenditure. Because of the nature of health

premiums, my company's investment in this program is about 7% of
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overall pay; but for a $10,000 per year employee it represents

15.5% of his pay, for a $20,000 salaried person, obviously half

that. The tax favored health and welfare plans have the greatest

compensation impact on the lower paid; they are a relatively

insignificant portion of the total compensation of middle and

upper management. And it has been demonstrated that 80% of those

covered by employee health plans make less than $20,000 per year. 2

Conseqently, any restriction or taxation of these sums would

adversely effect the lowest end of the payscales.

The Rhode Island Business Group on Health was formed last

year to assess what we could do to reduce health care costs.

Employers generally have at least as great a stake as does

Congress in containing the increasing cost of medical care for

our employees. As a group, we find we are spending between 22%

and 36% in addition to wages on benefits for our employees. A

third of this investment is in legally required payments, another

third or so is in taxable items. And we spend more than half of

our employees tax advantaged compensation on health insurance.

We are all interested in ways of holding this cost down.

However, two very important points should be made about the cur-

rent system. The first has already been demonstrated: we spend

more proportional compensation on benefits for our lowest paid

workers. However, we also deliver health coverage at a lower

average cost in Rhode Island than we can in other parts of the

country as measured by those of us who operate divisions

elsewhere with substantially similar benefits. As a group we

cover over 70,000 employees and beneficiaries with broad health
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coverage. And we are endeavoring to deliver quality coverage at

efficient cost levels through our coalition efforts. It is in

all of our best interests to vigorously pursue this cost factor.

In conclusion, my company and our associated companies in the

Rhode Island Business Group on Health are investing large sums in

our employees welfare through these programs. I doubt that any

government program could provide as much at a similar cost, while

respecting the diversity of employees needs. But if employer

provided benefits are squeezed by additional taxation, legal

restriction, or burdensome paperwork, the responsibility we have

demonstrated will be discouraged. In the absence of these types

of programs, our employees would look to government for medical

aid, and we believe the price tag of a national health plan would

be substantially greater to our nation.

I thank you for the opportunity to present my thoughts to you

today and hope you will continue to encourage the dialogue

between policy makers and employers on the subject of employee

benefit tax policy.

-Notes-

iSee Attached membership list.
2Employee Benefit Research Institute: Brief on Employee
Benefits: Trends, Equity, and Federal Revenue Implications
April 1984.
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RHODE ISLAND BUSINESS GROUP ON HEALTH, INC.

CURRENT MEMBERSHIP

A. T. Cross

AT&T

American Hoechst Corp.

B.A. Ballou

B.I.F.

Brown & Sharpe

Ciba-Geigy Corporation

Davol, Inc.

Electric Boat

Federal Products Corp.

Fram Corporation

GTE Sylvania

Hasbro Industries

Kenyon Piece & Dyeworks

Murdock Webbing

Narragansett Electric

Providence Journal

RI Builders Association

Textron

Tupperware

BC/BS

1,200

2,800

443

400

1,100

200

400

700

350

352

1,441

460

255

1,000

2,200

3,500

918

17,719

Commercial/HMO

Hancock

Travelers (MM)

Metropolitan

Prudential

Prudential

Travelers

RIGHA
Blackstone Valley
Medical Group

RIGHA
Ocean State

RIGHA

RIGHA

Aetna

Aetna

650

1,100

200

400

5,600

800

205

60

26
126

2

60

2,137

1,000

12,366

/KLM
4-30-84

Total

1,200

2,800

650

443

400

1,100

.400

800

5,600

700

1,150

617

1,593

460

257

1,000

2,200

3,560

3,055

1,000

28,985
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Company Naze (Optional) Brown & Sharpe__ All Employees # 1,000
~J7Salaried Only 0

TABLE I

EMPLOYEE BENEFIT DOLLAR COST, BY CATEGORY, 19..a3

Employer Payment $ Per Employee $

Total Benefits

Legally-Required Employer payments

Social Security
Unemployment Compensation
Workers' Compensation
Other Payments

Discretionary Taxable Benefits

Time Not Worked
Rest Periods
Other Taxable Benefits

Discretionary Tax-Favored Benefits

Defined Benefit Pension Plans
Capital Accumulation Plans ESOP
Disability Plans Thrift
Group Health and Life Insurance

Active Workers
Retirees

Other Tax-Favored Benefits

Benefit

5j 41±000
2,877,000

1,464,000

.i o 000
l,1" 000

2,237,000

363,000

1,546,000

", o000

-_5,-114

2,877

1,464

-- 313
--1.-160

._2 37

-363

1.546

328
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Company Name (Optional) Brown & Sharpe All Employees . 1,000
7 Salaried Only 0

TABLE 2

EMPLOYEE BENEFITS PERCENTAGE COST, BY CATEGORY, 19_13

Employer Payments as
Percent of Wages

Benefit and Salaries

Employer Payments
as Percent of
all Benefits

Total Benefits

Legally-Required Employer Payments

Social Security
Unemployment Compensation
Workers' Compensation
Other Payments

Discretionary Taxable Benefits

Time Not Worked
Rest Periods
Other Taxable Benefits

Discretionary Tax-Favored Benefits

Defined Benefit Pension Plans
Capital Accumulation Plans
Disability Plans
Group Health and Life Insurance

Active Workers
Retirees

Other Tax-Favored Benefits

23.5%

13.2

6.7%
1.4%
5.0%

100%

56.3%

28.7%
6.1%

21.5%

1.7%

6--. 4% 27.1%

.--9.5%
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STATEMENT OF ROBERT A. RAGLAND, DIRECTOR OF TAXATION,
THE NATIONAL ASSOCIATION OF MANUFACTURERS, WASHING-
TON, DC
Senator PACKWOOD. Mr. Ragland.
Mr. RAGLAND. Mr. Chairman, good morning. I'm Robert Ragland,

Director of Taxation for the National Association of Manufactur-
ers. With me today is Pat Callahan, NAM's director of employee
benefits. On behalf of our member companies, we are pleased to
present our comments on the tax treatment of fringe benefits. As
the text of our comments will appear in the record of today's hear-
ing, I will summarize my remarks at this time.

There are four points that I would like to make. First, we are
concerned that Congress is looking to employee benefits for reve-
nue necessary to reduce unacceptably high Federal deficits. We
think that this is an unfortunate development. Expanding the tax
base by taxing employee benefits will raise precious little new reve-
nue at the expense of the network of sound public policy objectives
embodied in our Tax Code. While we recognize that America has a
great interest in a balanced Federal budget, we also recognize an
equally legitimate interest in an educated, qualified, healthy and
secure work force which has resulted from the current system.

Second, there has been enough change. After months of work,
the Congress recently enacted a sweeping codification of so-called
nonstatutory fringe benefits. Other changes occurred in 1981 and
1982. Certainly by now Congress has closed the most egregious
areas of abuse. If so, I think we can all well benefit from a time of
settling out.

Third, we do not believe that Congress can make the employee
benefit system work better by withdrawing from the business Gov-
ernment partnership which has promoted a sound labor force in
this country. Pursuant to Federal policy, the business community
has provided a whole range of benefits which have become expect-
ed by employees. Fine tuning this program is not likely to produce
acceptable results.

Fourth, and finally, as employees have come to expect a certain
level of employee benefits we think that they will seek the status
quo. We don't believe that the average employee can find equal
benefit in the free market. Through collective bargaining and col-
lective purchasing of benefits by employers, all have secured a
broad range of benefits essentially available on a nondiscrimina-
tory basis. And these have been provided cost effectively.

In closing, the NAM recommends that Congress continue to focus
on ensuring the network of employee programs be available as
widely as possible on a nondiscriminatory basis. This focus does not
call for more reform in the tax treatment of fringe benefits.

Thank you, Mr. Chairman.
Senator PACKWOOD. Thank you.
[The prepared written statements of Mr. Ragland, Mr. Huard fol-

lows:]
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Statement

of the

National Association of Manufacturers

on

The Tax Treatment of Fringe Benefits

Before the

Subcommittee on

Taxation and Debt Management

of the

Senate Finance Committee

Presented By

'Robert A. Ragland

Director of Taxation

July 30, 1984

I am Robert A. Ragland director of taxation for the National

Association of Manufacturers (NAM).

NAM is a voluntary business association of over 13,500 companies,

large and small, located in every state. Members range in size from

the very large to over 9,000 small manufacturing firms, each with an

employee base of less than 500. NAM member companies employ 85

percent of all workers in manufacturing and produce over 80 percent of

the nation's manufacturered goods. NAM is affiliated with an

additional 158,000 businesses through its Associations Council and the

National Industrial Council.
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On behalf of our members, I am pleased to be here today to

discuss the subject of the tax treatment of fringe benefits.

The National Association of Manufacturers would like to take this

opportunity to commend the Subcommittee for scheduling these hearings.

The tax treatment of employee welfare plans and fringe benefits is a

matter of importance to those interested in a qualified and productive

workforce and secure retirements, without undue reliance on Federal

programs.

In its hearing notice, the Subcommittee asked for responses to a

series of questions regarding the public policy aspects of Federal tax

policy in the fringe benefits area. Before responding to those

questions, the NAM would like to present some general observations.

In recent years, substantial changes in the tax treatment of

employee benefits have been enacted. Over the past three years,

Congress has been on a rampage seeking new revenues to close deficits.

Rather than cut spending, taxes have been raised through a series of

so-called l.oophole" closers and "anti-abuse" devices. After the

bright beginning of the Economic Recovery Tax Act of 1981 (ERTA), the

President in 1982 signed the Tax Equity and Fiscal Responsibility Act

(TEFRA) with congressional assurance that tax increases would be more

than equaled by spending cuts. The promise, however, never

materialized. Instead of a 3:1 ratio of spending cuts tz tax

increases, the country got more Federal spending. More recently, in

July of this year, the President signed H.R. 4170, the Deficit
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Reduction Act of 1984. As with TEFRA, at signing, the spending

package was - and remains - in large part incomplete.

One victim of this tax and spend melee both in TEFRA and now, is

employee benefit programs. For example, the recently-enacted employee

benefit provisions of H.R. 4170 establish a series of administrative

burdens and other policies which will only become more complex over

time. Viewing these rece- changes in conjunction with those made by

TEFRA, it becomes apparent that Congress is moving toward enlarging

the tax base by restricting or eliminating a broad range of so-called

tax preference items. NAM believes this trend is damaging to the

legitimate public policy objectives embodied in those items and to the

.overall. network of our tax code.

For example, Congress has allowed the section 127 exclusion for

tuition assistance to expire. The resulting Federal policy is that

employees receiving educational assistance from their employers must

include those payments la their income unless the course taken is job

related and does not qu-lify the recipient for a new trade or business

- a vague and restrictive standard. This result does little to help

the displaced worker or to keep America's work force technically

skilled.

The point is that each tax-advantaged employee benefit program

represents an important public policy determination. Rather than

scrap these incentives as loopholes ia th_ name of revenue

enhancement, NAM urges Congress fir%, to exercise fiscal restraint -

39-706 0 - 85 - 61
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through such mechanisms as the Balanced Budget Amendment - and then to

the extent new revenue still is needed, to raise it through a

transaction-based consumption tax, such as a value-added tax (VAT),

In this regard, I have attached a copy of NAM's comments before the

Treasury Department on the subject of tax reform.

We turn now to the specific questions presented in the hearing

notice.

(1) Should the tax law encourage employers to provide fringe

benefits: and if so, which benefits or services should be encouraged

and what type and level of tax incentive is appropriate?

NAM believes that the tax law should encourage employers to

provide broad based nondiscriminatory benefits. In our judgment,

health, disability, life insurance, and pension programs are more cost

effectively provided by the private sector than through Federal

intervention. The current system, in our view, is complementary to

other government sponsored programs such as Medicare/Medicaid and

Social Security. Obviously any cut back will tend to shift the burden

from the private sector to the public. This result should be avoided

if at all possible.

(2) What conditions or restrictions are appropriate on tax

incentives to encourage employers to provide fringe benefits?

Restrictions, by their very nature, discourage the offering of
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benefits. Some restrictions may be necessary to ensure that the

benefits of tax-advantaged programs are broadly based and

nondiscriminatory. It is equally necessary, however, to strike a

balance between the government's wish to ensure wide distribution of

benefits and the employer's desire to avoid unnecessary administrative

costs.

An example can be found in Title V of the recently enacted Tax

Reform Act of 1984 (one of two major divisions of the Deficit

Reduction Act of 1984). In addressing subsidized eating facilities,

Congress said that the value of subsidized meals provided by the

employer in a dining facility is not includable in the employee's

income if the facility is on or near the premises of the employer, the

employer derives revenue sufficient to cover the direct costs of

operation, and the facility is operated on a nondiscriminatory basis.

On its face these seem to be reasonable requirements, but in fact

they will result in an administrative nightmare.

For exa;nple, to ensure wage parity, some companies pay food

handlers on the same wage scale as manufacturing employees. This

practice is nit uncommon in union shops. To comply with the

requirement that revenues equal direct costs employers will have to

charge exorbitant rates or apportion the difference among all

employees using the facility. The choices are three in number:

(1) close the cafeteria; (2) realize revenue equal to direct cost; or

(3) charge subsidized rates and apportion the shortfall as income to
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all employee users.

As most companies operating cafeterias do so for sound business

reasons, the likely result will be cost apportionment with its

attendant recordkeeping requirements.

(3) Are the existing rules concerning fringe benefits sufficient

to ensure that all employees benefit fairly from the tax incentives?

We believe the current rules are more than adequate for this

purpose. In our judgment the legislative changes of the past few

years have resulted in extensive confusion, uncertainty and

unpredictability. Some "settling time" would be highly beneficial.

Further change, therefore, is warranted only to address the most

egregious examples of abuse.

(4) Are the existing tax incentives for benefits such as health

care, life insurance, day care, educational assistance, and cafeteria

plans effective in encouraging employers to provide these benefits to

a broad cross section of employees at a lower total cost than if the

Government provided the benefits directly if employers provided the

benefits on a taxable basis, or employees purchased these benefits on

their own?

We believe that the most cost effective method of providing any

of these benefits is through the private sector. The Federal

government has demonstrated no particular expertise in the management
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of existing social programs, and is not likely to improve its record

soon. An expanded Federal role would not be supported by the NAM.

We al3o would not support a shift to employee purchased benefits.

This change would result in either increased cost or diminished

coverage, and is likely to discriminate against the elderly. For

example, employee purchased health care would:

o Result in Less Coverage at Higer Rates. By purchasing group

coverage many NAM companies are able to average the cost of coverage

over many persons. Those more prone to illness are subsidized by

those not so likely to be ill. Moreover, the scope of these plans

generally is broader, ensuring a healthy and productive work force. In

addition, employer provided health plans - rather than Medicare - are

now considered primary for workers 65 to 69 under regulations

implementing TEFRA. Thus older workers are more reliant on private

coverage - particularly where the employee group includes a

significant number of older workers.

o Discourage the Use of Health Maintenance Organizations (HMOs).

Because of their comprehensive benefit coverage, HMO premiums are

often higher than health plans which cover fee-for-service care.

HMO's, however, have provided cost savings through decreased

hospitalization.

(5) How will tax laws that encourage employers to provide fringe

benefits affect compensation planning?-
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Certain standards of employee welfare benefits are expected to be

met by U.S. employers. These standards have resulted from collective

bargaining agreements, Federal and State tax laws, and employee

safety, health and development programs, and not primarily from a

desire to put compensation on a non-cash basis. Therefore,

maintenance of the existing system is not likely to affect

compensation planning.

Conversely, if the government's support (through the tax laws) is

withdrawn from the business-government partnership, it is the cost of

expected benefits, not the standard, that likely will be shifted. As

disposable income is reduced we expect collective bargaining

agreements to be re-opened and salary negotiations generally to start

at higher levels. Obviously, this will have an inflationary impact.

The result, in some cases, will be higher product costs for the

consumer both here and abroad, and in other cases, reduced levels of

employment.

(6) Will tax incentives for employer-provided fringe benefits

affect a potential employee's choice of employment?

Currently, we don't believe so. Statistics appear to show that

job satisfaction for most employees is more important than bene,.fits.

How much this will change is not known. Our sense, however, is that

most workers will continue to opt for satisfying and secure employment

with the expectation that standard benefits will continue to be
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provided.

SummaLX

Additional changes in the tax treatment of employee welfare and

fringe benefit programs is not now needed. Indeed, we believe that

great benefits would result from an extended period of stability in

this area. Assuming that the most egregious abuses were closed by

TEFRA and the Tax Reform Act of 1984, we can see no reason to further

change a body of law already encumbered by a tortuous maze of

regulations.

Instead, we encourage Congress to focus on more pressing issues.

Spending restraints, such as the Balanced Budget Amendment, need to be

enacted. Federal programs need to be carefully reviewed and cut or

eliminated to prevent duplication and unnecessary services. Finally,

as a last resort, new revenues can be sought preferably through a

transaction based consumption tax, such as a VAT.

In this way, any perceived need for new revenue can be met

without compromising economic growth and stability through continued

tinkering with the tax code.
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STATEXENT OF

PAUL R. HUARD

ON BEHALF OF THE

NATIONAL ASSOCIATION OF MANUFACTURES

BEFM THE U.S. TREASURY DEPARTMENT

HFARINGS ON TAX REF

JUNE 26, 1984

I am Paul Huard, Vice President for Taxation and Fiscal Policy of the

Naticmal Association of Manufacturers (NAM).

NAM is a voluntary business association of over 13,500 companies, large

and small, located in every state. Members range in size from the very large

to over 9,000 small manufacturing firms, each with an employee base of less

than 500. NAM member companies employ 85 percent of all workers in

manufacturing and produce over 80 percent of the nation's manufacturered

goods. NAM is affiliated with an additional 158,000 businesses through its

Associations Council and the National Industrial Council.

On behalf of our members, I am pleased to be here today to discuss the

subject of comprehensive tax reform.
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Discussion of Present System

Let me state at the outset that we applaud this effort by the Treasury

Department, at the direction of President Reagan, to develop a comprehensive

plan to reform our Federal tax system. In our view, the present system is

both excessively complex and widely perceived as being unfair, a situation

which undoubtedly has an adverse effect on compliance. More significant,

however, is the excessive reliance of the current system on the taxation of

individual and corporate income. At present, about 55 percent of the

government's receipts are derived from income taxes. NAM believes this

percentage is too high.

For decades, federal tax laws have tended to favor consumption at the

expense of savings and investment. This is evident from the fact that income

is taxed when it is earned, and then if it is saved the income on such income

is also taxed. Another glaring example of the system's anti-investment bias

is the double taxation of corporate earnings paid out as dividends. In such

cases, the combined income taxes paid by the company and its shareholders on

the company's earnings can rise to as much as 73 percent at the federal level

alone.

We acknowledge that the tax system's tilt towards rewarding consumption at

the expense of savings and investment was in part redress-d by the capital

formation incentives contained in the President's Economic Recovery Tax Act of

1981 (MMflA). However, we must also note regretfully that these incentives
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have already been substantially diluted as a result of the Tax Equity and

Fiscal Responsibility Act of 1982 (TEFRA). NAM believes it is critical that

we preserve important capital formation provisions such as the Accelerated

Cost Recovery System (ACRS) and the Investment Tax Credit (ITC) without any

further erosion. These incentives are necessary to enable our members to

increase their productivity and improve their international competitiveness,

two factors which are essential for sustained econinic growth and greater

employment.

Indeed, a major drawback of the present tax system is its adverse effect

upon our export competitiveness. Payroll taxes together with income taxes now

account for over 90% of all federal budget receipts. A substantial portion of

such taxes are reflected in the cost of U.S.-manufactured goods. Under the

General Agreement on Tariffs and Trade (GATe), however, it is not possible to

rebate, on items exported from the U.S., that portion of an item's cost that

can be attributed to the income and payroll taxes paid by its manufacturer.

On the other hand, many of our trading partners derive a much higher proportion

of overall tax revenues than we do from transaction-based taxes such as the

value-added tax (VAT) which, under the GATT, may be rebated on exports. The

availability of such tax rebates to exporters in those countries puts U.S.

exporters at a significant competitive disadvantage.

At present, the United States government derives well under 10 percent of

its total budget receipts from transaction-based taxes that are rebatable on

exports. We suggest that a substantial increase in this percentage would be
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warranted-in general for the purpose of improving the bal ,nce of a system

that now rewards consumption and penalizes investment, and in particular to

improve the export competitiveness of our manufacturing industries.

Tax Reform Alternatives and Timetable

We realize that the Treasury Department's mandate is to consider reform

alternatives which raise approximately the same amount of tax revenue as the

present system. In preparing this statement, nevertheless, we concluded that,

with or without the Administration's active encouragement, Congress ,ray in

1985 attempt to raise a substantial amount of new tax revenue as a means of

reducing federal budget deficits. NAM believes, as dces this Administration,

that the primary strategy for lowering deficits must be reductions in the

growth of federal spending. Nonetheless, it is possible that tax reform and

meaningful expenditure reduction are likely to be forthcoming from the

Congress only as a package.

We therefore have concluded, albeit regretfully, that the prudent course

is to consider tax reform in the context of an attempt to increase federal

revenues. In this regard, we think the following approaches are likely to be

considered:

A. 'Reform' of the system through numerous adjustments to the existing

basic framework. This approach would merely repeat the technique used so

successfully in TERA and the pending Tax Reform Act of 1984, where

literally hundreds of changes modifying existing law were adopted.
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B. Major overhaul of t~ie existing tax system, involving a substantial

broadening of the taxable income base together with a lowering of margin4l

tax rates. The base broadening cou.d be achieved by either eliminating

many existing deductions and credits, or expanding the definition of gros

income to include items presently excluded, or both.

C. Enactment of a tax which is an "add-onO to the existing system and

thus leaves that system intact. Surtaxes levied on the present income tax

would be one approach; another would be imposition of a totally new tax

such as a VAT or a national retail sales tax.

The first approach listed is clearly the least desirable. Bills like TEFRA

and the pending Tax Reform Act of 1984 merely add further complications to a

statute already overburdened with complexity. They are not based upon any

discernible principles of sound tax policy. Rather, their primary motivation-

and in our view quite possibly their sole justification-is purely and simply

the raising of revenue to reduce deficits. At their best, such bills are

patchwork repair jobs; at their worst, they are. examples of political

expediency.

Attempting a major overhaul of the existing system does have a great deal

of appeal, particularly from the standpoint of simplicity. Any such overhaul,

however, is likely to face enormous obstacles. in particular, efforts to

broaden the taxable income base can be expected to give rise to substantial

resistance on numerous fronts. All of the comprehensive case-broadening plans

we have examined would require repeal of literally scores of exclusions,
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constituency which could be expected to react vigorously in opposition to the

proposed repeal. in some cases, for example with regard to capital formation

incentives such as ACRS and the ITC, NAM would be among those resisting repeal.

Another problem is that wholesale repeal of existing law provisions is

bound to be highly disruptive in that it will upset the financial assumptions

underlying the long-term business and investment planning that goes on every

day. Avoiding such disruption would at a minimum seem to require a relatively

long transitional period for the phasing in of the new system. Finally, there

is the issue of the length of time that would be required to achieve a massive

restructuring of the current income tax law. We think it probable that some

in Congress may want to increase tax revenues as part of the next Congressional

budgeting cycle. If so, there obviously might not be enough time for adequate

consideration of any major overhaul proposal.

In light of the foregoing considerations, the final generic approach that

we mentioned--an *add-on' to the existing system-seems to have some promising

features, An *add-on* tax that is simple and fair could be enacted in a much

shorter time frame and with considerably less attendant controversy than could

any major overhaul or restructuring proposal. Of the two "add-ons proposals

most often mentioned-income tax surtaxes and transaction-based consumption

taxes-it is clear to us that the latter are much to be preferred to the

former.
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Income tax surtaxes are simple, but they are hardly fair. Indeed, they

would cray serve to magnify existing differences amongst taxpayers, so th4t

those already paying the highest effective rates would also pay relatively

more in surtaxes. Moreover, such surtaxes would further exacerbate the

already excessive reliance of the U.S. government on income, taxation as the

principal source of its revenues. For these reasons, NAM would strongly

oppose the imposition of surtaxes on the existing incotu* tax.

The various factors recited above, among others, have led NAM to conclude

that a consumption-based tax would offer the best balance between the need to

retain incentives for savings and investment and any perceived need for

additional federal revenues. Revenues from such a tax could be used at least

in part to replace revenues from the existing income tax system, thereby

reducing its bias against savings and investment., Any revenues not so used

should be applied exclusively to deficit reduction.

Cn this last point, we share the concern, expressed by many others, that

consumption taxes are such'powerful devices for raising revenue that their use

might serve to fuel a resurgence in Congressional spending. We therefore

would enthusiastically support statutory or constitutional limitations

intended to preclude such a result. The possibilities Include-but are not

limited to-a balanced budget requirement, a limitation on spending as a

percentage of the gross national product. (GNP), a limitation on growth in tax

revenues geared to GN growth, or a dedication of all or a specified portion

of the revenues from the new tax to deficit reduction.
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Design of a Consumtion-Sased Tax

in designing a consumption-based tax, NAM believes the following factors

should be taken into account:

Simplicity. The tax should be simple to understand and to administer.

This factor would seem to point in favor of a transaction-based consumption

tax, e , one imposed on an ad valorem basis wnen a taxable product or

service changes hands. Indirect approaches to taxing consumption, for

instance the sc-called "consumed income* or* cash flow expenditure' types of

taxes which, in effect, provide unlimited deductions for net savings and

investment, are theoretically quite attractive. However, they would lead to

an unpreceder ed increase in the recordkeeping required of individual

taxpayers. Determining what is a deductible addition to savings and

investment would raise many thorny definitional problems. (For example, is

purchase of a personal residence consumption or investment?) Fairness clearly

would appear to mandate extensive transitional rules for the treatment of

amounts put into savings under existing law. Finally, the perception that

only the wealthy can afford to save or invest would give rise to substantial

political liabilities. Thus, while such indirect approaches would provide a

desirable stimulus to capital formation, their practicality is doubtful.

Breadth. Obviously, .the broader the base of the tax, the lower the rate

that will be required to raise a specified amount of revenue. This is perhaps

the most critical factor co :e evaluated in determining the scope of any
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transaction-based tax. Among the questions to be considered and resolved are

the coverage of the service sector and the point of collection of the tax. Itf

the service sector is substantially omitted, the burden of the tax will tnd

to fall entirely on manufactured goods and a much higher rate will be

required. A similar result will occur if the retail markup is witted from

the taxable base.

Fai . in the cae of transaction-basd conxption taxes, an often-

voiced concern is the potentially regressive impact of such taxes n lower

income individuals. We believe, however, that any such impact can either be

eliminated or at least satisfactorily mitigated by (a low rating, zero rating

or exmpting certain necessities such as food and medicines, (b) providing

income tax credits or increased personal exetions and zero bracket amounts

for such individuals, or (c) some comination of these techniques. Another

fairness issue relates to the effect that ImXosition of a broad transaction-

based consumption tax would have upon those sectors already burdened with

excise taxes (e.g., alcohol, tobacco, fuels, tires, telephone service, etc.).

It would sa appropriate to consider either repealing such taxes or at least

reducing them by the amount of the new levy.

WO hope that the foregoing suggestions are of assistance to the Treasury

Department in its study of tax reform alternatives. Cn the specific subject

of cona;Wption-based taxation, we have included as an appendix hereto a more

detailed discussion of the economic implicatior.ns of conumption taxation,

including an analysis of the European experience with VAT. I will be pleased

at this time to address any questions you may have.
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SUM" OF TUE £OOC IMLICA IOS OF CON6WPTIM

TA)E AND TU lnC Or WESTM EUIWOP

Prepared by Dr .Gordon Richards
Director Of iconmic Analysis

Taxation and fiscal Policy Department
National Association of Manufacturers

There has been conaatively less reech done on the economic effects of

consumption taxes than other tax provisions in the United States, in part

because of lack of available data for the country as a whole. However, based

in part on the experience in other countries and theoretical studies, it is

possible to delineate several major effects.

I. Distibutional Uffc3ts. One of the most pervasive (if not altogether

justified) arguments that has been alleged ag inst consumption taxes has to

do with possible regressivity. This, however, is applicable Lny in the

event that the tax is levied equally across sectors. The regressivity problem

could be alleviated through differential rates on goods typically consumed by

upper income brackets, or by lower rates .on basic necesities, or by offsetting

adjustments to the income tax. Although the relative tax shares of income

brackets would probably be affected by consumption taxes, it is somewhat less

clear that they would substantially shift the aggregate distribution of

39-706 0 - 85 - 62
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incme. Wn onsetic tests gauging the impact of a VAT, consumption taxes

are invariably found to be regr essive, but when differential rates are used,

they do not always have a pronounced impact on income distribution.

2. FMfegts on ftices. The proximate effect of consumption taxes is an

increase in the price level. in theory, ths should be a one-time-only

outcome, since prices are marked up over tax costs but otherwise left

unchanged. In practice, the situation may be more complex. LAbor unions,

confronting a decline in the real purchasing power of their members, may

attempt to coqmnsate for this by raising wages, setting a cost-push mechanism

in motion.

The likelihood of "tax-shift inflation' taking place is undoubtedly

greater in an environment characterized by loose monetary rather than by

restrictive demand management policies. If the increase in the price level ts

not accommodated, real money balances (the nominal money supply lps prices)

will fall, leading to greater slack in the economy; hence, wage increases are

unlikely. If on the other hand the consumption tax is a;ccmlpanied by a

one-time-only jump in the money supply, higher inflation will result only if

wages are increased in response and monetary policy s accommodates the wage

increases; if the subsequent wage increases are not accomodated, the effects

on prices will be transitory.

3. EIffecg on Regn and tO;uM . in the near tterm, consumption taxes

induce a fall in demand, both because real money balance will decline and

because the tax induces a shift from consumption to saving. The economy
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therefore slows down under the 1Jact of the decline in spending, the

mag itude of the slowdown depends on the magnftude of the tax increase.

However, interest rate also decline, primarily because of the weakness in

credit demand associated with slower growth, but also because the Federal

deficit declines, mitigating the 'crowding out" process in credit markets, and

higher saving raises aggregate liquidity. The decline in interest rats,

possibly in conjunction with an easing of moatary policy, will provide

greater stimulus to the economy, leading to higher growth. in the long-term

therefore, the negative effects of consumption taxes on demand and output are

likely to be transitory, while the positive effects are likely to predominate.

4. Effects on Lnvestment. ne of the strongest arguments in favor of

consumption taxes is that they will tend to shift the mix of output toward

greater capital formation. By taxing consumption, the taxes would induce

consumers to invest mre of their current income in financial assets, thereby

raising aggregate liquidity and lowering the user cost of capital. This

effect would be particularly marked in the event that the tax exempted (or

gave a preferential rate to) spending on capital equipment.

S. g oT .wade. Because of their effect on the relative prices of

imports and exports, consumtion taxes would tend to lower trade deficits.

The price of sports wuld be raised, while the price of exports would be

unaffected, since the tax would not apply to goods sold abroad. In essence,

consumption taxes operate as a de facto tariff in terms of their effect on

trade. This would raise real output in the short term, since imports would
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of GNP. The only scenario in which this would not occur would be if domestic

prices rose sufficiently to outweigh the relative price change in traded goods.

6. 9f t n ec*[juejdthe,,Vefi D*cit. treasqs in consumption

taxes probably represent a mote effective way of reducing the deficit than

other types of revenue increases such as income taxes# tax surcharges, etc.

Consumption taxes, in addition to their direct revenue effect, also reduce* the

debt service costs of the Pederal government by raising savings, as noted

above. Conversely, income taxes do not have this effect, since taxpayers can

react to the drop in income by drawing down their savings.

II. TIE VXItLW OF WESTERN EURO

in order to gauge the possible implications of consumtion taxes, it may

be worthwhile to overview the effects of such taxes in mjor Wst European

countries, where they have been used extensively. Consumption taxes in Europe

have generally consisted of Value-Added Taxes (VAT) levied at each stage of

production. The VAT is levied on a sum equal to total value added (the

difference bet en the value of a firm's sales and the value of material

inpts to production) less purc Ases of capital equipment. while a VAT on

gross income, i.u, one which disallows deductions for investment and

depreciation would theoretically be possible, in practice the industrial

countries using VATs have not made use of this option. The VAT is typically
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not levied at a uniform rate on all sectors, but rather is applied at

differential rates across industrial categories. The only ma3or exceptions

have been Dnmark, which has consistently levied a single-rate VAT, and the

United Kingdom, where a uniform rate was established in 1979. In S mden,

which nominally has a single rate VAT, the effective rate nevertheless varies

across sectoral lines since only A fraction of value added is subject to

taxation for sowe categories of goods.

France In France, the V"T has been in effect foe over three decades and

represents the major form of taxation used in this country. The VAT accounts

for 48% of the revenues of the central government, followed by 20% for

personal taxes, 10% for corporate income taxes and 8% for the excise tax on

energy. The differential rates of the VAT have been explicitly designed to

mitigate the regressive impact of consumption taxes, and to change relative

prices in order to support the government's industrial policy, which has been

aimed at channeling resources into heavy industry and capital investment: a

zero rate applies to exports, a reduced rate to business equipment, and an

increased rate to luxuries. Despite the differential rates, the effect of the

VAT has been to take the tax system substantially more reo:esaive and

partially offset the £qact of progressive personal income tax schelules. The

distribution of overall tax liabilities by income bracket is roughly U-shaped,

declining at the middle incom levels, but rising at the upper and lower ends

of the income scale.

The major economic effect of the VAT has been to shift spending into

durable goods and industrial equipment, and away from the light industries and
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luxury products. Because of the zero rate on exports, the VAT has tended to

support the French balance of trade, and econometric simulations suggest that

reductions in the VAT are likely to be associated with external

disequilibrium. Because of the distinctive feature of the VAT in France,

however, in pticular its use as part of a concerted industrial policy, its

relevance to the United States is somewhat limited.

T It In ItalY, the VAT represents a more recent innovation, having been

initially adopted in 1973. Its introduction was delayed in part by the

existence of any number of prior retail and excise taxes which the VAT

replaced. Differential rates have been used both to support macroeconomic

objectives and to offset the possible regressivity of the VAT. Currently, it

is levied at five rates ranging ftom 2% to 35%, with most categories taxed at

15%. A zero rate, however, applies to exports and some domestic activities

that are likely to result in greater export activity. Because of the

differential rate system and special treatment accorded to certain categories

of agriculture and small business, there have been substantial adminstrative

problem associated with VAT. Not only are the costs of acdmnistation

relatively high, but the failure to enforce record-keeping and the special

treatment of accounting for msall business has led to widespread evasion. It

is estimated that VAT receipts have been reduced by 30% to 400 because of

systematic evasion or inadequate accounting pcocedurel by smaller

enterprises. Conversely, in the parastate sector (nationalized or semi-public

corporations) and in large manufacturing enterprises, evasion is estimated to

be much smaller.
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In terms of its economic effects, the VAT has been linked in morn-studies

with the acceleration in inflation during the early 1970s, on the grounds that

wages were raised in an effort to cour;nsate for- the increase in retail

prices. However, the contribution ot the VAT to the inflation rate in general

appears to have been negligible, and in this respect it is significant that

the rise in inflation in 1971-73 anteceded the iplementation of the VAT. The

other effects appear to have been more favorable. The relative price of

exports and certain inputs to manufacturing declined, resulting in higher

growth in these sectors and a better external trade performance. The VAT also

tended to raise investment, since capital spending was now exempted from

taxation, whereas it had previously been subject to a levy. The effects on

the distributuion o income do not appear to have been particularly

pronounced. Because of the differential rate structure, the VAT did not

appreciably r.iuce the progressivity of the tax system.

United Kingdom The VAT in the United Kingdom also dates from 1973, and

was adopted specifically in order to gain entrance to the suropean Economic

cOwnity. It incorporates several distinctive features, among .them the

relatively large nrzoer of sectors other than exports that are wholly

exupted. To a large degree, this was due to the aim of replicating the

pre-existing sale tax system as closely as possible under the VAT. Further,

the rates have been changed on several occasions. Originally, the VAT

consisted of a standard rate and several higher rates. in 1979, however, this

was changed to a single rate of 15%; this was motivated less by equity or

progressivity considerations as by the need to raise revenues, following the
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Thatcher government 's reductions in income tax rates.

Because the VAT yielded tax rates that wore not dissimilar from those

previously in effect, its economic impact is not thought to have been

particularly pronounced. As in Italy, the VAT was blamed in some circles for

accelerating the price rise in 1973-74. over, in view of the other factors

affecting inflation at this time, in particular the OPEC crisis and the

wage-price rebound following the breakdown of the Heath government's controls,

the effect of the VAT on inflation was minor. The VAT, in conjunction with

accelerated depreciation allowances which permit -irst year expensing of

capital equipment, substantially raised the cate of return on investment.

While the ability of the VAT to boost investment spending has been the object

of some debate in aritainp the generally lower ratio of investment to GDP in

this country does not reflect any failure on the part of the VAT, but rather

is attributable to other economic factors. If anything the VAT appears to

have partially offset factors such as high rates of wage increase and high

interest rates which worked against capital formation. On the other hand, the

VAT is actually more neutral toward capital formation in certain sectors than

the preceding selective employment tax, which generally worked in favor of

greater capital intensity. The VAT did not raise British exports as much as

in other Zuropean countries pcimarily because the pound was allowed to float,

while the other European currencies were pegged under the EME system.

Nevertheless, it did chaiwo relative prices in favor of greater export

activity. A further distinctive feature of the VAT in Britain is that it is

not estimated to have reduced the progressivity of the tax system. although

this was achieved only through the inclusion of numerous exemptions. \
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!!Mt rany In west Germany, the VAT was adopted in 1965, although a

general transactioni tax had been in force prior to this time. IMe VAT is

levied at a normal cate which has fluctuated between 10% and 134, and a

preferential rate set at one half the normal rate. &ports are wholly

exU lted, and any nufter of other exemptions are allowed in health, education

and other social services. In contrast to France, where the VAT has been used

in support of industrial policy goals, in Germany the use of preferential

rates and exeeions has been aimed more at social welfare goals. Also, in

contrast to Italy, the system of administration has militated against evasion,

with the result that Gerumn authorities can point to almost universal

compliance.

The *coomic effects of the VAT are generally adjudged to have been

favorable. The German ecnmy achieved high rates of growth in exports and

investment during the period in which the VAT was in effect, although other

factors contributed to this. The VAT did, however, shift the allocation of

income between savings and consuaption; in this respect, it is generally

credited with increasing the savings rate and raising the liquidity ratio of

the German econa'. There is considerable evidence to indicate that the VAT

had no effect on inflation. Despite the one-tim increase in retail pices,

the government secured an agreement for wage restraint by the ma3or unions,

with the result that the VAT-induced price increases were not transmitted to

unit labor costs. The result was that in 196"7 after the VAT was adopted,

the cate of inflation actually declined. Various estimates have been made as

to the effects of the VAT on the distribution of income. Mile the government

estimated that the VAT was essentially neutral, som private sector studies
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claimed to have found an increased regressivity in tax brden. Nevertheless

if the progreuivity of the tax code was affected, the maqnitude by which this

took place was exceedingly small.

The Notherland In the Nethelands, he VAT wu ph sed in during the late

1960s as pat of a general overhaul of the tax Code; it replaced a coVplx

eries of consution taxes, and is widely credited with having achieved a

mJor simplification of the tax structure. A relatively large share of social

services, including health, rents and insurance have been wholly *eneated.

Most exports are Also zero rated, due to the substantial share (roughly h4af)

of aggregate economic activity ccoprised by exports. A preferential VAT of 4%

is levied on basic necesities, while other categories are taxcQz at 18%. The

VAT in the Netherlands has been considered to be more neutral with rexpect to

specific industries than comparable taxes in other countries.

In term of its economic effects, the VAT has tended to raise exports.

for this and for other reasons, the Netherlands has enjoyed large trade

surpluses during the period in which the VAT ha been in effect. If anything,

policy makers have had reason to believe that the cotwination of the zero

rating on exports and the normal VAT on mst imports (except Logocted inputs

to expocr.ing indusries) has on occaion put too much Wad pressure on the

exchange rate. Studies of copliance in the Netherlands have concluded that

evasion has resulted mLiny frm administrative c lexity and difficulties in

record-keeping, Non-compliance was estimated in 1976-77 as amounting to only

it of total revenues, however, a lowt figure than in much of Western Europe.

The effects on the distribution of income are considered to have been
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mnii al. Although the VAT has not been neutral, as its framers originally

claimed, its regreivity has been offset by other policies, with the re-t4t

that the etheclands has maintained one of the mot egalitarian distributions

of income in the world. The VAT is estimated to have engendered a one-time

increase in the price level of approximately 31# although tis figure cannot

be egaded as fully reliable inasmuch as the period during which the VAT was

introduced coincided with a major jump in wages following the liberalization

of wage controls. By the early 1970s, however, whatever impact the VAT my

have had on inflation had been offset by a combination of wage restraints and

more restrictive macro caoi policies, with the result that the Netherlands

has een able to hold its inflation rate below the r rpean average.

Implications of WEo Eprjenc e The experience with the VA? in

western utope has a series of i lications vis-a-vis the use of conswrtion

taxes in the United States.

1. The VAT has generally been subject to Is resistance than personal

income taxes. Compliance rates have normally tended to be higher,

notwithstanding the experience of countries like taly where evasion has been

facilitated by inadequate adfistrative procedures. The greater compliance

with the VAT and the erative absence of widespread resistance stem in

pet from its lower visibility, ."., the fact that it is collected on the

basis of sales rather than incom.

2, 2he VAT should not be viewed as inherently inflationary, despite the

one-time increase in constaer prices. Instead, if cons motion taxes are

aIc-co anied either by wage res aint or by non-accowstoative monetary
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policies, there is no lasting impact on inflation. moreover, studies which

have purported to find a relationship between the VAT and inflation have

frequently failed to differentiate the impact ot the tax from other factors.

In the United States, the current high level of unaployment and other factors

working against inflation make it highly unlikely that consuo~tion taxes would

have any significant effect on the rate of inflation.

3. By changing relative price., however, the VAT has tended to produce a

more favorable tax treatment of investment and exports. Further, the VAT has

frequently generated an increase in the savings rate.

4. The regressivity problem is not necessarily a serious one. The use of

differential rates and the exemption of basic necessities has meant that the

VAT has not resulted in a significantly more regressive distribution of income

or of tax liabilities.

STATEMENT OF WILLIAM F. BADGETT, DIRECTOR, BENEFITS
PLANNING AND DEVELOPMENT, MOTOROLA, INC., SCHAUM-
BURG, IL
Senator PACKWOOD. Mr. Badgett.
Mr. BADGE r. Thank you for this opportunity to represent our

60,000 employees in the United States and their thousands of
family members of Motorola throughout the 50 States.

Today I would like to share with you the legitimate concerns we
and our employees feel when we hear about and read about efforts
in Washington to take away or reduce present tax advantages of
benefit programs. The particular plans we are concerned about and
which. will cover today are insurance, welfare types of plans, and
our retirement income security plan, the types of our benefit plans
which have tax favored treatment. These plans cover all of our em-
ployees, both hourly and salaried, both lower paid and highly paid.
And they meet the common financial or security types of needs
that all of us need whether we work for a business firm, Govern-
ment or any other type of organization.

Those forms of protection, of course, are the sickness and injury
protection, disability, death and the provision of retirement
income. These plans we, maintain are reasonable in cost and they
do not favor highly compensated employees. In fact, the plans and
their sources of tax advantages are at least as important to lower
paid people as they are to the highly compensated.

As an example, in Motorola's actual experience, in 1983 our costs
for employees were as follows: An employee earning $10,000, these
benefits cost 19.1 percent of pay. For the $20,000 employee, the cost
was 15.1 percent of pay. For the $50,000 employee, the cost was
11.5 percent of pay. Above $50,000, the percentage continued to de-
cline.
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These are benefits employees need. If Motorola had no corporate
income tax deduction for them, it is highly unlikely we could afford
them and till remain competitive in the worldwide markets in
which we operate. If the employees do not receive reasonable
income tax treatment, we do not believe they would be willing or
possibly even able to afford to continue the plan.

If employees do not maintain these plans, many of our major na-
tional interests and goals would be adversely affected. The Federal
tax problems, of course, could be great if Government replaces
these benefits. As mentioned earlier, the major source of capital
formation would be lost if there were no pension profit sharing sav-
ings for employee stock ownership plans.

Also, if the profit sharing or stock ownership plans disappeared,
we would lose an important incentive to achieve productivity gains.

The private benefit system, in short, is not a tax give away pro-
gram for the rich. Rather it is a successful, proven system that con-
tributes to the best interest of millions of employees who partici-
pate in the plan, and tle companies which provide them and the
Nation as a whole.

To continue the success, we must look for two ways Congress can
help us. First, consider carefully and in depth any change. Do not
make changes early to correct perceived abuses, but only real
abuses. And limit the corrections to the abuses themselves.

Second, please avoid frequent changes and sunset provisions.
Benefit changes are very difficult, costly and time consuming. The
cost of the number of employees we have and the geographical
spread, we find it takes from 1 to 8 years for employees to really
fully understand any benefits change we make in our program.

This hearing is an excellent step, we think, for greater mutual
understanding. We hope that we will be able to participate in the
future as you go through your process of determining and deciding
legislation for the benefits area.

Thank you.
[The prepared written statement of Mr. Badgett follows:]
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Motorola Inc., is a world wide manufacturing company in the
electronics and communications industries with corporate offices in
Schaumburg, Illinois.

Our United"States manufacturing facilities are located in Alabama,
Arizona, California, Florida, Illinois, Iowa, Massachusetts,
Missouri, New Mexico, New York and Texas. Additionally, we have
sales and service locations in all 50 states.

Today I have three objectives. First, I want to establish the value
of employee benefits to employer organizations and all of their
employees, not as tax savings or tax avoidance schemes, but as sound,
reasonable financial protection and security plans. To do this I
will describe, briefly, Motorola's benefits program for its United
States employees. Although our benefits program is not the same as
programs of other employer organizations, our concepts and concerns
for our programs are similar.

Second, I will describe why our objectives for our benefits program
are compatible with and contribute to national objectives.

Third, and finally, I will indicate why reasonable and dependable tax
treatment is essential if we are to meet our objectives, and, thus to
contribute to important national economic and social goals.

Motorola maintains four separate benefits programs. Three of them
cover approximately 8,000 U.S. employees who are in three separate
subsidiaries. The fourth program, identified as our Motorola
Benefits Program, covers our other 52,000 U.S. employees. All four
programs have similar types of benefits, similar purposes and similar
levels of value to employees.

The remainder of today's presentation covers the Motorola Benefits
Program covering 52,000 employees plus their family members.

The only major benefits not covered in this presentation are time-off
with pay benefits...holidays, vacations, breaks, etc.

PURPOSES OF BENEFITS PROGRAMS

Motorola uses the following criteria for making decisions concerning
the designs of our total benefits program and the individual benefits
plans which form the total program:

1. Do the benefits meet the financial protection and security needs,
of our employees?

2. Can Motorola provide the means to meet those needs more
economically, efficiently and with a higher degree of certainty
than the individual employee can outside of a plan sponsored by
Motorola?

3. Do the benefits contribute toward fulfilling Motorola's corporate
obligations to its employees and the communities within which we
operate?
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4. Do the benefits contribute to such corporate objectives as
quality of products and services, improved productivity and good
employee relations?

S. Can Motorola provide a means for an employee to economically and
effectively use his or her own funds to meet financial needs or
to supplement Motorola's program.

6. Can Motorola administer and communicate the program effectively
and develop employee understanding of the plans?

7. Are the costs reasonable in relation to the value of the benefits
provided?

8. Can Motorola afford the costs of the benefits, both at the
present time and under adverse economic conditions which might
oc.ur in the future?

We believe our benefits programs meet these criteria.

MOTOROLA'S SPECIFIC BENEFITS PLANS

Our Motorola benefits program is designed to meet the following four
basic needs of our employees:

1. Protection for our employee and his or her family against the
potentially catastrophic costs of illnesses and injuries.

2. Protection for our employee and his or her family against loss
of income.

3. Protection for our employee's family against the financial
consequences of untimely death.

4. Provide an adequate level of retirement income to permit a
reasonable standard of living following retirement from Motorola.

These are basic needs which exist for employees of all organizations
and are recognized by our Social Security System and benefits
programs of most local, state and governmental organizations.

Employees today expect a reasonable benefits program. An
organization without such a program will have difficulty in
attracting and retaining competent employees &t allllary levels.

Additionally, some benefits can meet dual objectives of financial
security and enhancement of business objectives. Profit Sharing
Plans and Employee Stock Ownership Plans can accomplish this.

Further, some benefits can contribute to national goals unrelated to
benefits, such as savings and capital formation. Qualified Pension,
Profit Sharing and Employee Stock Ownership Plans can accomplish
this.

In order to provide financial protection and security in each of the
four areas, Motorola maintains the following benefits plans.
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1. Protection against expenses of health care.

Three plans provide protection in this area.

Our Medical Plan covers 80% of the costs of most medical expenses
after an employee's or dependent's medical expenses exceed an
annual individual deductible amount of $300 or a family
deductible of $500. If an employee's share of the expenses for
his or her family exceed $2,500 plus the deductible amount, the
Medical Plan pays 100% of the expenses.

Each employee pays a portion of the cost of the medical and
dental plans.

Our dental plan pays 100% of the expenses for preventative dental
care. After an annual individual deductible of $100 or family
deductible of $300, the plan pays 80% of other dental expenses,
subject to maximum annual amounts.

Our third plan is a health expense reimbursement account. Under
this plan, Motorola deposits $46 per month which the employee may
useto pay health care expenses not covered by the medical and
dental plans. This plan was established on January 1, 1984. The
funding of the $46 per month deposits was provided through
savings from benefits reductions in our medical and dental
plans.

2. Protection against loss of income.

Our short term and long term disability plans provide this
protection from the date of disability to age 65, or in some
cases as long as age 70. During the first three months of
disability an employee would receive from 7500 to 100% of his or
her salary.

After the first three months, the benefit Is 60$ of salary.

There is no cost to the employee for these disability benefits.

Our Pension Plan provides lifetime income after long term
disability payments cease.
Our Profit Sharing and Employee Stock Ownership 4Plans provide
additional funds for the disabled employee.

3. Protection Against Untimely Death

All employees are provided group term life insurance equal to the
employee's salary at no cost to the employee.

An employee may purchase additional group term life insurance
equal to one or two times salary.

An employee also may purchase modest amounts of group term life
insurance for his or her dependents.
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Motorola provides additional accidental death and dismemberment
insurance and travel accident insurance at no cost to the
employee.

The Profit Sharing Plan provides additional funds. If the
employee is over 5 and had 10 or more years of service, the
Pension Plan will provide modest annual income to a surviving
spouse.

4. Adequate Retirement Income

Motorola's major retirement income security is provided by our
Profit Sharing Plan, which has been in existence since 1947.
Motorola's annual contribution, which has averaged about 5$ of
salaries over the past five years, is based on a specific
formula. The range of the contribution over those five years was
from less than 2% to slightly over 6$ of salaries.

Our Profit Sharing Plan permits employees to contribute up to 12%
of salary on a "before tax" basis under the provisions of Section
401(K) of the Internal Revenue Service* Code.

Our Pension Plan, when combined with Social Security, provides a
modest level of retirement income for most employees. The levels
for long service employees retiring at age 6S would range from
about 50% to 70$ of salary for lower paid employees down to
about 35% to 45% for higher paid employees. Motorola pays the
full cost of the Pension Plan.

Our final element in this area Is our Employee Stock Ownership
Plan under which Motorola contributes one half of one percent of
each employee's compensation. The contributions are used to
purchase Motorola Common Stock for each employee.

To provide an insight into the distribution of benefits costs among
various salary levels, Motorola's 1983 costs for those benefits
described were:

Motorola's Cost of Benefits
Salary Level as Percentage of Salary

S 10,000 19.1$
20,000 1S"r
130,000 12.4
400000 12.2
506000 11.5

Over $50,000 Less than 11.5

These are our major benefits programs. Some important comments on
them are:

1. These plans cover all Motorola employees regardless of pay level
or whether they are hourly paid or salaried employees.
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2. All of the plans have maximum limitations which affect highly
paid employees. Some of the limitations are required because of
Federal laws, and some were selected by Motorola.

3. The levels of benefits are reasonable, and none of the costs are
excessive.

4. In appropriate plans the benefits are designed to recognize and
coordinate with legally required benefits such as Social Security
and Workers Compensation.

S. All of the benefits have some form of tax advantage for
employees, Motorola or both.

6. Most of the benefits can be maintained for a period of time by
employees who are placed on lay-offs or leaves of absence.

7. The benefits are at least as important to lower paid employees as
they are to higher paid employees.

I have not attempted to describe all of the details of our various
plans. However, the description fairly and accurately reflects the
values of the plans.

Our benefits program has evolved over many years In response to
changing and emerging employee needs. In a continuation of this
gradual, evolutionary process we plan to add a higher degree of
1exibility to our benefits program. Changing lifestyles and

demographics have made it difficult to design plans meeting the
requirements of. employees with diverse needs. Thus, our thrust for
the near future is to give employees more individual choices on how
benefits dollars are spent for them personally.

GOVERNMFNT POLICIES ON BENEFITS

We believe most working people in the United States expect large
employers to provide reasonable benefits for them in addition to
benefits provided by governmental plans.

Therefore, if large employers do not provide those benefits, most
working people will expect the Federal government to provide them.
If this occurs, substantial tax increases will be necessary.
Further, national benefits plans would not respond as effectively and
economically to changing employee needs as would pltrs of individual
employers.

A special problem for all of us today is the rapid rise in health
care expenses. Employers, including Motorola, and providers of
health care services have recognized this problem and the need to
correct it. Many steps have been taken in response to the cost
problem, and some favorable results have occurred. Employers have
reduced medical benefits, Initiated wellness programs and implemented
employee educational and informational programs, all designed to make
employees informed and concerned purchasers of health care
services...a market oriented approach. And employers are beginning
to manage their health care expenses, applying business principles to
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health care activities. We have done these things at Motorola.

Health care providers have responded with new and more effective ways
to deliver their services. And they are better managing their own
costs.

We strongly believe Motorola and other large companies are acting
responsibly and effectively in the benefits area. But we need the
understanding and cooperation of Congress to continue to do so.

Employee benefits are subject to complex federal tax laws and
regulations. Employers accept these complexities and design their
programs to comply with them because of the importance of favorable
tax treatment.

If the tax treatment for both employer and employee did not provide
reasonably advantageous treatment, it is unlikely the benefits would
be continued. If business employers could not receive tax deductions
for the costs of these benefits, few businesses could provide the
programs and still remain competitive in today's world of
international trade.

If employees were taxed immediately on their benefits, there would be
little sense in having plans designed to provide retirement income,
and very few employees would be willing to contribute from their own
pay. Various types of company sponsored insurance or welfare plans
would be less attractive and much less likely to be maintained.

In other words, without reasonable tax treatment most U.S. citizens
would end up with only Social Security and ofer government plans at
retirement placing even more pressure on federal taxes for these
programs.

In addition to reasonable tax treatment, consistent and dependable
tax treatment is essential. Frequent changes in tax laws applying to
benefits, such as we have experienced over the past 10 years, create
substantial additional administrative costs and cause confusion and
serious misunderstanding for employees.

At Motorola, and I am sure other large companies face the same
problem, it Is very difficult to communicate changes, even simple
ones, in benefits plans. Our facilities range in size from a few
large manufacturing plants with 1,000 to 5,000 emploljes to small
sales and service offices with 3 to 10 employees lodbted in all So
states. Any benefits change requires a major communication effort to
reach all of them. Even then, it usually takes one to three years
before changes are fully understood.

In summary, we and our employees need the present tax treatment, and
we believe present tax laws adequately prevent excesses and abuses
in the benefits area. Frequent changes are unnecessary and should be
avoided. The Internal Revenue Code Ts complex and many of the
Sections dealing with benefits plans are inter-related. A change in
one Section can cause unanticipated results and complications in
another Section. Therefore, we make two recommendations:



989

1, Develop a thorough understanding of the effects on benefits
rograms before changing tax laws or Imposing additional rules on
enefits plans. Be certain that broad tax abuses exist before
passing laws to correct them. If abuses exist, write the law so
as to correct the abuse without adversely affecting benefits
programs which are valuable to millions of people and which
contribute to national objectives. Recognize that favorable tax
treatment may serve important purposes. Make certain additional
rules accomplish worthwhile purposes.

2. Do not make frequent changes in laws affecting benefits, and use
sunset provisions only when absolutely necessary.

We recognize that what we ask is difficult and could be time-
consuming. But we urge Congress to hold open and frank discussions
in special hearings before considering benefits legislation. Allow
employers and other informed individuals and organizations to
participate in your consideration with adequate time to achieve real
understanding.

This series of hearings is an excellent step in the right direction,
and we appreciate the opportunity you have given us to be heard.

Motorola would be pleased to participate in the process In any way we
can contribute.

Thank you for the opportunity to share our concerns with you.
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STATEMENT OF ERNEST J. REACH, MANAGER OF EMPLOYEE
BENEFITS, SUN CHEMICAL CORP., FORT LEE, NJ

Mr. REACH. Good afternoon. My name is Ernie Reach. I'm the
employee benefit manager of Sun Chemical Corp. in Fort Lee, NJ. I
have been actively employed in the development and the adminis-
tration of employee benefits programs more than 28 years. I have
worked for insurance companies, consultants, and for manufactur-
ing employers.

The Sun Chemical Corp. itself is a diversified manufacturer of
chemicals and equipment. Principally, the equipment is for the
graphic arts industry but also in support of the defense establish-
ment. We have close to 5,500 employees domestically, located at ap-
proximately 50 locations in 35 States. We are a Fortune 500 public-
y owned corporation with anticipated sales in 1984 in excess of

$800 million.
The goal of benefits programs for the Sun Chemical Corp. is the

protection and financial security of our 5,500 employees, and their
dependents. We do our planning within the parameters of need and
satisfaction and the funds available to satisfy these needs and satis-
factions.

Consistency and stability are elements basic to providing conti-
nuity to a welfare benefits program. In order to achieve this con-
sistency and stability, it's necessary to be able to depend upon the
same qualities in the underlying governmental rules and regula-
tions. Otherwise, the result of entation would concern only
for short-term results and loss of long-term continuity.

Unfortunately, in recent years governmental rules and regula-
tions have been in such a state of flux that they have severely di-
luted efforts on behalf of the welfare of our employees. This unsta-
ble environment which is a result of Congress' constant rules
changing is both costly and counter productive.

It sounds as if I am being very, very picky and very, very pointed
toward my complaitts about Congress. It might appear as if I
haven't looked into the problems that we have faced, that we
haven't done ourselves toward making things better. That's not en-
tirely so. If I were talking to a bunch of manufacturers, I would
probably be saying man y of the same things to them that I am
saying to you this morning.

Continuous refinement of legislative rules is understandable, but
in order to preserve the strengths of out currently valuable welfare
and benefits structure, Congress must be cognizant of the long-
range nature of these programs and resist the all too frequent
temptation of over regulation.

With passage of the Revenue Act of 1921, tax effectiveness
became an important element of a well designed benefit program.
So long as an enlightened Congress provides such incentives, tax
effectiveness will continue to have a major effect on benefits plan-

iAe private sector, left to its own devices, with only tax incen-

tives, has in the past achieved major accomplishments in providing
welfare benefits to American workers and their dependents. We
have not found it necessary to resort to socialized medicine as have
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other countries, with the consequential, crippling costs and what
appears to be a diminuition of essential health services.

These tax incentives encouraged employee benefits to protect the
economic security of our employees at Sun Chemical at all salary
and age levels. Approximately 70 percent of our employees, 35 per-
cent of which are women, earn less than $25,000 annually.

Sun Chemical's benefit programs are reflective of the private sec-
tors in general and complement Social Security, medicare, and
other social welfare programs. The perception of health care and
other living standards in the United States is very high and it's
based upon its correlation between Government and industry.

I would like to say in conclusion that my company andI both
believe that the present system is probably the most effective one
that could come about. We have had a modicum of success based
upon 26 years of efforts, and any efforts to change it to prevent us
from providing the benefits that are so vital to the economic stabil-
ity of our lower and middle income families would be contrary to
the public interest.

Thank you.
Senator PAcKWOOD. Thank you.
[The prepared written statement of Mr. Reach follows:]
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I am Ernest J. Reach, Manager of Employee Benefits of Sun

Chemical Corporation, Fort Lee, N.J. I have been actively

involved in the development and administration of employee behe-

fit programs for more than 28 years.

Sun Chemical Corporation is a diversified manufacturer of

chemicals and equipment, principally for the graphic arts

industries, but also in support of the defense establishment.

We have close to 5,500 employees domestically, at approximately

50 locations in about 30 states. We are a Fortune 500 publicly-

owned corporation with anticipated sales in 1984 in excess of

$800 million dollars.

The goal of benefits programs for the 5,500 Sun Chemical

Corporation employees is to provide protection and financial

security to them and their dependents. Consistency and stability

are two of the base elements necessary to the continuity of a

pension or welfare benefits program. In order to achieve this

consistency and stability, it is necessary to be able to depend

uoon the same qualities in underlying governmental rules and

regulations.

In recent years these rules and regulations have been in such

a state of flux that they have severely diluted efforts on behalf

of the welfare of our employees. This unstable environment which

is caused by Congress' constant rules changing is both costly and

counter productive.
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Continuous refinement of legislative rules Js understandable

but in order to preserve the strengths of our currently valuable

welfare and pension benefits structure, Congress must be cognizant

of the long-range nature of these programs and resist the all too

frequent temptation of over regulation.

With passage of the Revenue Act of 1921, tax effectiveness

became an important element of a well designed benett program.

So long as an enlightened Congress provides such incentives, tax

effectiveness will continue to have a major effect on benefits

planning.

The private sector, left to its own devices, with only tax,

incentives, has achieved major accomplishments in providing pension

and welfare benefits to American workers and their dependents. We

have not found it necessary to resort to socialized rodicine as

have other countries, with the consequential, crippling costs and

what appears to be a diminuition of essential health services.

These tax incentive encouraged employee benefits protect the

economic security of our employees at all levels. Approximately

70% of them earn less than $25,000 annually. There are still

gaps that need filling in our plans, but we've come a long, long

way.

Sun Chemical's benefit programs are reflective of the pri-

vate sector's in general, and complement Social Security, Medicare

and other social welfare programs. The perception of health care
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and other living standards in the United States is very high

because of the inter-facing of public and private sector fund-

ing, which is encouraged by our Federal tax incentive policy.

All of this is demonstrative of the best traditions of a free

economy,

My company and I believe that the present system of pro-

viding health care and retirement income funding through the

combined public and private sectors, as developed over a period

of 64 years, has had a modicum of success in spite of all the

impediments it has encountered and continues to encounter. In

my view any change in tax incentives that would serve to reduce

or impair Sun Chemical's ability to continue to provide worth-

while programs that are so vital to the economic security of

Sun Chemical's low and middle income workers is not in the public

interest.
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STATEMENT OF WARREN L. MOSER, DIVISION STAFF MANAGER,
BENEFIT PLANS, SOUTHWESTERN BELL TELEPHONE, ST.
LOUIS, MO
Senator PACKWOOD. Mr. Moser.
Mr. MOSER. Mr. Chairman, members of the subcommittee, I'm

Warren Moser, division staff manager for employee benefits plans
for the Southwestern Bell Telephone Co., headquartered in St.
Louis, MO. We currently operate in the States of Arkansas,
Kansas, Missouri, Oklahoma, and Texas, with over 70,000 employ-
ees and some 25,000 retirees on our rolls.

My intent this morning is to provide some insight into the impor-
tance Southwestern Bell s benefit programs have on the lives and
economic security of our employees and retirees. I would like to
emphasize that the primary impact of these programs is on the
lower and middle level income groups. Last year in 1983 we had
99.4 percent of the benefit dollars expended on behalf of those
income groups, while only six-tenths of 1 percent were expended on
behalf of senior managers.

I wouiti like to review two major concepts this morning First,
that pensions and benefits appropriately receive and should contin-
ue to receive a tax favored status under the Tax Code. To under-
stand why, I think we need only look at the administrative costs of
providing these benefits Currently, some 227 employees of South-
western Bell, with an expenditure of some $15 million, are spent
internally on the administration and delivery of these programs. In
addition, some $20 million are spent externally for third party
payers, insurance companies, trustees, and banks for the further
delivery of those programs.

My message is both simple and direct. If benefits are taxed on
the same basis as wages, why would any company continue to
spend such exorbitant sums for the delivery of those programs? I
think the answer is that they would not. And I don't think we
would.

Inevitably, a result of that would be a diminishment or a discon-
tinuance o those programs with increased pressure on the public
sector.

A quick examination of recent government policies, both in the
tax area and in the ERISA area, indicates certain questions to the
informed person regarding the effect of those policies. For example,
plan terminations on pensions in 1983 were at a rate of 131/A per-
cent, compared to some 12.3 percent in both 1982 and 1981, while
new plans were being formed at an increased rate of only 6 percent
compared to 10.1 percent and 10.9 percent the previous 2 years.
There appears to be a real paradox here, it seems to me, in that
ERISA was passed originally to protect employees against the loss
or alienation of their benefits and now it appears that ill-advised
tax policy may leave those same workers with less certainty than
they ever had before.

Quickly, then, the second concept I would like to review is that
both individual and business plans for benefits are necessarily long
term. They are not readily adaptable to change, and both individ-
uals and businesses have relied on and have a right to rely on con-
sistency in Government policy. Rightly or wrongly, Government
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policy has been perceived by businesses and individuals as well as
unions as being that of providing base. programs only. Supple.

ments, if you will, to the programs provided by the private sector.
A change in tax rules relative to the benefits could lead to a rever-
sal of the roll, with a significant negative social impact.

In conclusion, I would say I don t envy you your task. I would
only plead for consideration of the effects a change in taxatioh
would have on the vast majority of our workers. Consider, if you
will, the economic impact on the 25,000-plus pensioners that I men-
tioned earlier. I assure you of our corporate concern regarding your
deliberation. I would offer you any assistance both now and in the
future that we might be able to furnish.

And I thank you for this opportunity for us to share our con-
cerns.

Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Moser follows:]

SUMMARY OF STATEMENT OF W.L. MOSER, ON BEHALF OF SOUTHWESTERN BELL
TELEPHONE Co.

Favorable tax treatment of pensions and benefits provided by Southwestern Bell
Telephone Company has a major impact on lower- and middle- evel employees and
retirees, that large majority of our work force for whom 99.4% of company benefit
and pension expenses were incurred and paid in 1983. There are two primary con-
cepts to consider in support of the importance of benefit programs on the lives and
economic security of our employees and retirees.

(1) First, that pensions and benefits provided through the private sector appropri-
ately receive, and should continue to receive, a favored status under the tax code.
The absence of such tax incentives will lead to reductions in such programs in the
private sector and, inevitably, to demands for extension and expansion of such pro.
grams from the public sector.

(2) Second, that current programs offered by Southwestern Bell Telephone and
other major employers are the result of businesses perception of long-standing gov-
ernment policies, and that significant alterations of such policies bring about sub-
stantial negative economic consequences to business and employees. Employee plan
for their retirements over extended periods of time. In doing so, they have relied on,
and have a right to rely on, consistency in government policy relative to those as-
pects of their retirement security most affected by government-principally Social
Security and Medicare but also governmental involvement with their pensions
through ERISA, TEFRA and DEFRA.

Any contemplated changes in tax treatment of benefits should take into account
long-term consequences. It is critical to recognize that lower- and middle-level em-
ployees are those most affected by government policy changes.

STATEMENT OF GEORGE E. PERRIN, MANAGER, BENEFITS PLAN-
NING AND DEVELOPMENT, EASTMAN KODAK CO., ROCHESTER,
NY
Senator PACKWOOD. Mr. Perrin.
Mr. PERRIN. Mr. Chairman, and members of the subcommittee, I

am George Perrin, manager of benefits planning, and development
for Eastman Kodak Co. This will hardly be new, but we would like
to add our voice to those who have commended you for taking the
initiative in holding these hearings. And, further, we want to
thank you for the opportunity to appear and comment on tax
policy issues as they affect employee benefits.

We are here because we believe firmly that the system of private
pension and welfare benefits, as it exists today, is a valuable and
necessary socioeconomic institution, helping to meet the security
needs of millions of Americans. As only one example of that
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system, Kodak has a pension and benefits program for all of its
84,000 U.S. employees. In addition, another 29,000 individuals are
currently receiving retirement, disability, or survivor benefits.

A program such as Kodak's does not spring into being overnight.
Rather it matures and evolves over many, many years. In 1929,
when our retirement plan was introduced, there were less than a
dozen retirees in that first year. Forty-five years later, in 1974, the
number had grown to 12,000. In 1984, we are currently paying ben-
efits to 22,000 retired people, a ratio, by the way, which is one re-
tired individual for every four active employees.

In order to meet commitments to employees that emerge over
long periods of time, employers must prefund benefits throughout
the course of the employee's working career. I think a previous wit-
ness indicated that it really isn't as of much significance to the em-
ployer to get that deduction for a contribution to a tax qualified
plait as it is important to the employee's ultimate security that
that benefit be there when he is ready to retire.

A favorable tax and legislative climate in the past has been a
very significant factor for Kodak and for other employers to fund
this system to meet these commitments. I would like to suggest
that a stable and predictable legislative regulatory environment is
absolutely essential to the continued health and welfare of the pri-
vate system. And to encourage the introduction of new programs.

Frankly, personally, I would find it very difficult to initiate a
program of the magnitude and scope that we sponsor today in the
current climate. That's my feeling; not r.,y employer's.

When tax incentives to encourage private plans are provided by
Congress, then Congress is rightly concerned that they not be dis-
criminatory. We strongly support this proposition. However, we
would like to point out that coverage under major large benefit
programs is already very broad based and nondiscriminatory.

Again, if I may, using my own company as an example, all em-
ployees, hourly end salaried, from the CEO to the mail clerk, are
in one comprehensive program. Participation in our defined benefit
pension plan is immediate upon employment and the majority of
participants can be characterized as being in the lower paid or
middle income brackets.

Mr. Chairman, we believe that it's inappropriate to have tax
policy be the primary or sole force impacting pensions and welfare

nefits. For this reason, we would like to see an effort made
toward establishing a broad based national policy for pensions and
benefits. And we would be very supportive of that.

Thank you.
Senator PACKWOOD. Thank you, Mr. Perrin.
[The prepared written statement of Mr. Perrin follows:]
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Mr. Chairman and Members of the Committee, my name is George E.

Perrin, Manager, Benefits Planning and Development for Eastman

Kodak Company (Kodak). Kodak is a 104-year-old domestic

corporation with world headquarters in Rochester, New York,

manufacturing units in nine states, and marketing, distribution,

and processing services situated throughout the country. Kodak

provides benefits and pension programs for all of its

approximately 84,000 domestic employees, and another 29,000

individuals receive retirement, disability or survivor benefits.

we appreciate this opportunity to appear before the subcommittee

to comment on tax policy issues surrounding employee benefits.

We are here specifically to discuss the need for long-term

stability of pension and benefits program so that our employees

can plan their individual decisions over a lifetime.

The private system of pensions and welfare benefits sponsored by

American employers is a necessary socio-economic institution, and

in order to grow in a healthy manner, or even to survive, the

private pension and benefit system is dependent upon reasonable

tax incentives and -- very importantly -- a stable legislative

and regulatory environment.

'I
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Concern in the Congress for the size of the deficit and the

erosion of the tax base is understandable. Most Americans share

that concern. However, we believe it is critical not to let that

concern overwhelm and further erode or take away altogether the

security bnd protection afforded American workers by the private

pension and benefits system. Workers will continue to feel a

need to protect their families from the unexpected death of a

breadwinner or the high cost of health care and want reasonable

security in retirement. We know that you too have the same

concerns about the security of workers and their families.

We've all heard stories about "fat cats" in connection with

employee benefits. But how much do we ever hear about the

"little guy" and his security needs? Ordinary lower and middle

income employees constitute the vast majority of participants in

Kodak's benefits program as they do in programs of all major

employers. I'd like to share the stories of two such real people

with you:

John is an employee -- 51 years old -- whose oldest son had a

tragic accident two or three years ago. At the time, the boy,

age 21, was a first-year medical student. He experienced a

traumatic head injury and will never be able to care for himself,

although he can expect to live a long life.

39-706 0 - 85 - 64
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John has already suffered a heart attack, a matter of some

concern to him in the light of his son's condition. Under

Kodak's Family Protection Program, John's wife (or his son) is

eligible for life insurance protection of up to six times his

salary.

When John is retirement eligible in a few years, his wife can be

covered by a survivor income benefit equal to 50 percent of

John's pension. In the event that both parents predecease the

disabled son, the son would then become the lifetime beneficiary

of this survivor income benefit.

In addition to the life insurance and survivor income protection#

John's wife and/or disabled son are eligible for lifetime

coverage under our Survivor Health Care Program. The real value

of all of this to John is the knowledge that his disabled son has

a source of income for the rest of his life.if something happens

to John. Benefits provided John's son under this private program

can also serve to reduce the likelihood of the son becoming a

public charge.

Or take the case of three-year-old Jesse, who has suffered from a

rare disease that prevents his body frov producing immunities to

illness. For this reason Jesse has had to spend much of his life

in a germ-free hospital room. To date, the Kodak health care

plans have paid over $500,000 for expenses incurred by Jesse for
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hospital confinement, bone marrow transplants, etc. Very few of

us would be able to cover even a portion of such a medical bill

if we had to do so from our personal resources.

The question isn't that human needs for protection and security

don't exist -- the Johns and Jesses of this country will always

be there. The question really is, "who will meet these human

needs, the private or public sectors?" We firmly believe that

both share a responsibility -- neither one can do it alone.

Where one or the other system is curtailed, there is a

corresponding burden on the other. And the public system is

already in trouble, as evidenced by the concerns for Social

Security and the shifting of an increasing part of costs

previously borne by Medicaid to the private sector. At the same

time, a proliferation of legislation and regulation is

threatening to cripple the private system and weaken its ability

to make up for the shift in benefits from the public sector.

Especially vulnerable, it seems to us, is the defined benefit

pension plan.

Under a defined benefit plan an employer promises a "career"

employee (variously defined as one who works for an employer 25,

30 or 35 years) a determinable benefit which will replace a

certain percentage of his or her salary. The benefit is usually

paid in the form of an annuity with monthly payments. Commonly,

the benefit is based on the average of an employee's pay in the

final three to five years immediately before retirement. That
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benefit is integrated with Social Security to provide, for

example, a combined benefit of 75 percent-85 percent of final pay

for a lower paid employee.

For example, a "career" employee whose final pay is $20,000 might

receive combined retirement income from his or her employer's

plan and Social Security of 83 percent of final pay.

There are at least four reasons why defined benefit plans are of

greater importance to American workers than defined contribution

plans:

First, the employer commits to and assumes the obligation for

providi.ng a specific benefit at retirement. The employer is

required to make necessary contributions (relatively few major

defined benefit plans require employee contributions) in order to

fund the benefit, and bears the risk of investment performance.

In the event that investment return is not favorable, the

employer is responsible for making up any shortfall. Under a

defined contribution plan, if investments go sour, it is the

employee who assumes the risk.

Second, a retirement benefit under a defined benefit plan, since

it is established by formula, is predictable. Employees can have

a good idea of what to plan on many years in advance.
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Third, unlike savings and other defined contribution plans, the

majority of defined benefit plans do not permit lump-sum

distributions. Therefore, early dissipation of assets is

impossible, and there is a much greater assurance of a continuing

stream of income payments for life.

Fourth, employers sponsoring defined benefit plans have been

sensitive to the erosion of purchasing power that occurs during

periods of high inflation. As a consequence, many employers

adopted an informal practice of granting benefit increases from

time to time (Kodak is one such company). In cases where a

defined contribution plan is the only retirement vehicle, it is

completely up to the employee to protect his or her retirement

benefits from inflation.

A story from the early history of our company illustrates why we

feel the way we do about defined benefit plans

In 1912, George Eastman, Kodak's founder, established a profit

sharing program which he called a wage dividend. The idea was

that just as stockholders receive dividends, employees should

receive a dividend based on the fruits of their labor. In

addition, Mr. Eastman felt that his wage dividend would provide

his employees with a means of' sdving for their retirements.

However, there was only one problem: human nature being what it

is -- and I personally don't think it has changed very much in

the intervening years -- Eastman observed that the annual
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dividends being paid by the company were going for more immediate

things like automobiles and that at retirement employees did not

have the expected savings.

Accordingly, Mr. Eastman introduced A defined benefit retirement

plan in 1929 at the same time that he inaugurated a group life

insurance plan and a total and permanent disability benefit plan.

That defined benefit pension plan has been in continuous

existence for the 55 years since 1929.

As a mature plan, Kodak's defined benefit plan is currently

paying benefits to more than 22,000 retirees, a ratio of better

than one retired person for four currently active employees.

Just 10 years ago there were only 12,000 Kodak retirees. As a

matter of trivia, our oldest retiree will be 98 this year. He

has been retired for 38 years; ten years longer than his Kodak

working career of 28 years.

Participation in the Kodak retirement income plan is immediate

upon employment, and there is no distinction made between hourly

and salaried employees -- all, from the CEO to the newly hired

mail clerk are in the one plan. Currently, the Kodak retirement

income plan covers 84,000 active employees.

The career employee who is at the lower end of the wage/salary

structure and who retires in 1984 will receive 80 percent of his

or her final salary from a combination of plan benefits and
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Social Security. The individual at the higher end of the salary

structure will receive a replacement of approximately 55 percent

of salary.

In addition to pension income and substantial death benefit

protection, retirees are covered under a comprehensive health

care and dental program which costs Kodak approximately $1,300

per year for a retired person and his or her spouse.

Favorable tax law through the years has been a significant factor

in Kodak's ability to provide a substantial level of security for

retired and active employees. A mature pension and benefits

program like Kodak's just doesn't develop overnight. A

population of retirees emerges gradually over a long period of

years, and it is necessary to provide for this throughout an

employee's entire working career.

Tax incentives have encouraged employers to pre-fund for benefits

that are not due and payable for many years down the road. The

sheltering of income produced by pension trusts has further

increased the ability to meet plan commitments. As a result,

money is there to secure a promise when people retire. This fact

was recognized by Congress when it passed ERISA. On the other

hand, a deduction on a pay-as-you-go basis is a very

unsatisfactory way of assuring a retirement benefit, or for that

matter post-retirement life and health benefits.
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We believe it would be entirely inappropriate for the nation to

get into a situation where, due to lack of proper incentives, the

burden for employees' health care, life and disability protection

and retirement security itow being borne by the private sector

would shift to the government. The government already has its

own problems financing existing promises.

There is another reason why we believe it is important to

encourage employers to sponsor pension and benefit plans.

Benefits are needed to attract and retain people and are an

important element of compensation. However, in order to stay

competitive, employers must run plans on s cost effective basis.

Private employers have a built-in incentive to keep plan costs

down since we pay the cost of benefits. That is especially

important for U.S. companies, like Kodak, who are competing in

world markets.

Pension and welfare benefit plans are adopted for the long term

and cannot function properly in a constantly shifting (chaotic)

environment. The legislative and regulatory process in recent

years is a disincentive to the establishment of new plans,

especially a defined benefit plan, which may already be on the

endangered species list.

A stable and reliable environment is important for the following

reasons:
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First, it encourages employers to establish program, with ln

term commitments to employees' welfare and security.

Second, employees need to be confident that they can rely on

their employers' programs over many years -- an entire working

career and beyond -- in order to assure adequate planning for

their families' security.

Third, complying with frequent and erratic changes in law and

regulations is very time-consuming and costly -- wasteful, in

many crises. These costs are reflected in the costs of doing

business, and again are reflected in U.S. industry's ability to

compete with foreign manufacturers. As result of this process,

everyone loses: employers and government lose revenue and

employees get no improvement in benefits.

Let me cite a small but important example of how the current

process impacted our ability to fulfill a long-term commitment to

employees made under our pension plan.

For years Kodak had provisions in its defined benefit pension

plan which permitted all participants to provide any survivor,

not just a spouse, with an assurance of lifetime income by

electing a joint and survivor annuity. Employees who had no

spouse upon retirement could elect to have a brother, sister,

disabled child, or any other person whom the employee supported



1010

as a contingent beneficiary of his or her pension benefit. Through this

election, the employee could assure a continuing stream of lifetime

payments to the dependent.

Then, TEFRA amended the Internal Revenue Code to restrict survivor

annuities for non-spouse beneficiaries to no more than five years -- in

effect making a lifetime payment impossible. Remember John and his

disabled son in my previous anecdote? TEFRA prohibited us from paying

the 50 percent survivor benefit out of our pension plan.

Further, employees who were contemplating distribution in the form of

installments from our savings plan were impacted. They now had to

contemplate a 100 percent distribution over their lifetimes instead of

50 percent, thus eliminating any residual amount for survivors. This

change forced Kodak and its people to find alternative means of providing

for survivors.

The law provided a transition rule which grandfathered previous elections

of all plan participants as of December 31, 1983. A major effort was

mounted to amend the benefit plans by January 1, 1984, in order to retain

qualification status.

Then, in mid-November, 1983,, the IRS published a notice which for all

practical purposes nullified the grandfather provisions. It would have

required educating and receiving Informed elections from 84,000 employees
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located across the United States in just one month. Furthermore, it

would have required very young employees Co make a current election

with respect to form and timing of a benefit distribution which would

not be made for many years.

So, at the l1th hour we had to restructure plan provisions.

Since the first of 1984 we have revised and published several employee

publications to explain the new TEFRA rules, oriented more than 100

specialists who administer the plans and counsel employees, and modified

several computer systems.

Now, just seven months lacer due to the repeal this month in the current

tax bill of TEFRA's special distribution rules, we must repeat the

process. While we are pleased with the ultimate action Congress took

on this subject, the unsettling aspect of this scenario is the rapidity

and frequency with which changes in the law occur. These changes

disrupt the rational flow of long-term plans and commitments to employees,

and create costs which impact the price of goods and servi.es. This

situation is not unique to Kodak, but experienced by any company providing

progressive employee benefits.

Hr. Chairman, it does not seem to be appropriate to have tax policy be

the sole engine driving legislation and regulation impacting employee

pensions and benefits. Long-term concern for employees and their
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survivors should be carefully considered when making short-term decisions

regarding immediate revenue needs. Accordingly, we would strongly

support an effort that would lead to a broad non-discriminatory national

policy on pension and benefits. Further, we believe It is essential to

have representatives of the private benefits community participate in

that effort.

Finally, we would welcome the opportunity to share our experiences in

developing and administering a major benefits program and would like to

invite members of the committee staff to dialogue informally with our

staff people who are involved in the day-to-day operation of our program.

Thank you.

Senator PACKWOOD. Let me ask each of you just one question. It
is a political question, a lobbying question. It probably doesn't
apply to you, Mr. Sharpe, because you are the CEO of the corpora-
tion.

We have had very little contact from the principals, the presi-
dents, and CEO's of corporations on this subject. When we were de-
bating this subject in the tax conference, Pepsico gave us some very
good information on it. They shifted their heal th plan from a de-
fined benefit plan to a cafeteria plan. Indeed, the employees opted
for some lower benefits plans. They took money instead. The Treas-
ury actually gained money on the shift. They were using it as an
example of how they were paring health costs and giving employ-
ees more variety.

I asked the lobbyists if Mr. Kendall had ever called Secretary
Regan or President Reagan, as the case may be on this, and I
think, Mr. Badgett, your ultimate Loss probably would have the
contacts to do that if he chose to do that. What I sense when I go
home or any place else is that principal officers of the corporation
do not bring this subject up. They will remember 1981 when we
had the tax plan. One of the big issues was 10-5-3 on depreciation,
10 years for real estate, 5 years for personal property, years for
cars and light trucks. There must have been dozens of CEO's who
contacted me on that. But not on this.

Does it really reach a sufficient level of importance to the presi-
dents or CEO's of your corporations that they are willing to lobby
this hard or is this really of more interest to all of you, save Mr.
Sharpe, who are involved directly in the management of these
plans and to whom it is an obvious concern?

Mr. Reach.
Mr. REACH. My perception is that the president and chief operat-

ing officer of our corporation is very interested in this point, and
would give a lot of support for it.

Senator PACKWOOD. Would, but haven't though.
Mr. REACH. They have in the past, yes.
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Senator PACKWOOD. Have they?
Mr. REACH. Yes.
Senator PACKWOOD. Mr. Moser?
Mr. MOSER. I would answer it in two ways. One, I think the field

of benefits is a highly technical one that most CEO's would feel
somewhat uncomfortable with. If it's something involving the oper-
ations, most of them have risen in the ranks of the company
through the operation of departments and feel more comfortable to
address issues like that.

Senator PACKWOOD. Let me interrupt you for just a moment.
Ten, five, three, with all of its variations on depreciation is as
equally complex as this.

Mr. MOSER. But, again, Senator, I think that maybe they have
more involvement in thar in the day-to-day operations of the busi-
ness whereas the benefits field tends to remain remote. I don't like
that. I'm just saying it's a reality.

The other part, I would say, in our company-my CEO knows
what I am saying here. He has reviewed my testimony. I have re-
viewed it personally with the vice president of personnel before ar-
riving in Washington. I believe that if there was some doubt as to
what I was saying, there would have been evidence of that before I
left.

Senator PACKWOOD. It isn't doubt. It's really use up a chit to
lobby for this.

Mr. MOSER. I'm not certain. I don't know. Again, I think in the
lobbying arena, the CEO's are weighing what they are asking for
on one hand versus what they are asking for on the other hand.
And in our particular industry, as you probably know, we are get-
ting a lot of guidance and direction from the Government.

Senator PACKWOOD. Mr. Ragland.
Mr. RAGLAND. Senator, my sense is that the question you are

asking is how does it rate in our hierarchy of CEO needs, wants,
and desires. And my sense is that a lot of the CEO's in this country
have got a hierarchy that essentially falls this way. No. 1, Federal
deficits. I think that is what has got them scared. And then you go
down the list where you have got the tax department coming in
and saying we have got a problem with Congress considering, say,
a tax on corporate economic income. We have got a situation of
creeping repeal of the ACRS system. And these things are bottom
line, profit and lots oriented issues that hit right now, third quar-
ter, fourth.quarter, first quarter, second quarter. They involve
what the CEO is able to do on Wall Street, with the financial com-
munity. They involve the sale of stock and so forth and so on.

Employee benefits, on the other hand, is a situation where it's
working. And that's the point that I tried to make. It's working.
Leave it alone. It doesn't need to be fixed. We have right now a
qualified work force, perhaps one of the best educated work forces
in the world, if not the best educated work force in the world.

And what we are saying is that this situation developed through
a reasonably well worked out series of incentives and programs in
the employee benefit area. And that what we need to do is main-
tain that commitment to make sure that we go into the 1990's and
the year 2000 with a work force that continues to be qualified; par-
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ticularly, as we go into more and more mechanized production pro-
cedures and things along this line.

So would the CEO use up a chip on this? I doubt it. I doubt you
will see one walking through the door with a baseball bat in his
arm; making other decisions based on this. But they are aware of
the competence of the work force They are acutely aware of the
health and the happiness of their employees. But right now I think
that they are more concerned with assuring that there is a job
there for that man to fill or that woman to ill and that they are
satisfied with that level of employment. That would be my answer
to your question.

Senator PACKWOOD. Mr. Sharpe.
Mr. SHARPE. I don't think I have much to add to what has just

been said. As I pointed out in my original remarks, our company,
like other. machine tool companies in this country have been strug-
gling mightily against Japanese and foreign competition. With the
tremendous change of circumstances, the attention of CEO's in our
industry is focused on operational matters, and we have not had a
lot of extra time or resources to try innovating in the world of
fringe benefits. That doesn't mean we are opposed to the idea. In
fact, I am personally attracted to moving in many phases of man-
agement and the work environment, toward increased individual
choicemakingand participation. That seems to me to be the way of
the future. I have no resistance to the idea.

Senator PACKWOOD. Mr. Badgett;
Mr. BADGEMr. I would say that Motorola is truly a people orient-

ed company, including our chairman of the board, Bob Galvin. And
employee benefits are one of his major areas of concern. He takes a
great deal of participation in all decisions affecting benefits, and
it's a big concern to him. And, in fact, he did send a telegram to all
the members of the Senate Finance Committee when the tax bill
was being considered. So I would say yes, he's extremely interested.

Senator PACKWOOD. Mr. Perrin.
Mr. PERRIN. My immediate response to that, Mr. Chairman, is

that I wouldn't be here today if I didn't have the support of our
president and CEO. Now as far as his personal involvement, I can't
answer for that other than that employee benefits and pensions
have been a very serious matter for Kodak for 55 years. I suspect
that with respect to many people in business in the high echelons
perhaps the problems that we are perceiving down here more at
the working level, that the awareness of that probably is not as
great.

Senator PACKWOOD. I will make you a bet. I think Mr. Ragland is
probably right. If by chance, Vice President Mondale were elected,
and one of his tax plans was a 5-percent increase in the corporate
profits tax, we would have the CEO's of all your companies here
personally testifying in opposition to that particular tax effort.
They would regard that, as Mr. Ragland has said, as affecting this
quarter, next quarter, stock profits. That would be a high priority.

All I can say to all of you is the philosophy has changed-not
with me. But 5, 6, 7 years ago everyone thought that employer pro-
vided benefits were good and should be encouraged. In a space of 3
or 4 years we adopted van pooling and prepaid legal and education-
al assistance and everyone said fine. That philosophy has changed
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and the tide is now running against us rather than with us. It will
continue to do so unless one or two things happens.

If enough CEO's of major corporations get to the President and
say, Mr. President, look what you are doing; look what is going to
happen, and the President said no, we are not going to have that,
that would be the end of it for the duration of his administration.
Short of that, it is going to be a long, uphill battle with the admin-
istration and the Treasury and a fair portion of this committee and
over half of the Ways and Means Committee against not only fur-
ther extension of employee benefits but probably taxing them or
cutting them back.

Jack?
Senator DANFORTH. I'm tempted to ask whether the CEO's of

our various companies are interested in the size of the deficit, but
won't.
The Joint Committee on Taxation staff has provided us with a

booklet and it has some tables in the booklet. And the tables indi-
cate that between 1950 and 1981 employer contributions to group
health and life insurance as a percentage of wage and salaries has
increased.

Can you tell me in the past, say, quarter of the century has the
cost of fringe benefits as a percentage of wages and salaries been
going up or has it been going down or has it been staying about the
same as far as your businesses are concerned?

Mr. REACH. Senator, if you will let me address that. It has been
going up in our business. And 2 years ago, for the first time, we
required employee contributions for our health insurance program.
The health insurance program, the traditional type, the Blue Cross
and Blue Shield type, is what-we have two plans. One is a com-
prehensive health insurance plan that does not require employee
contributions.

Senator DANFORTH. But just in the aggregate as far as the em-
ployer cost is concerned.

Mr. REACH. Yes.
Senator DANFORTH. For all the fringe benefits, has it been in the

last quarter of the century been going up? And has it been going
up, would you say, significantly?

Mr. MosER. Senator, if I might. I think a close analysis in our
company would reveal that the greatest increase has been in the
medical area. The other benefits have remained relatively con-
stant. Now I think that there is a reason for this and I kind of wish
Senator Durenberger was here because he addressed this point ear-
lier.

I think that there is a reason for why the medical costs have
risen so dramatically. One is that when the plans were originally
bargained with the unions-and ours was-the bargaining was not
over what the content of the plan was. It was over how it would be
paid. The plan itself was a high first dollar coverage and it was on
a schedule. The combination of employee payment and the sched-
ule tended to control the radical increase in costs. In 1971 when we
changed to a reasonable and customary level rather than on a
schedule and also went to 100 percent employer-paid premiums on
the plan, that's when the dramatic increase in costs came. In retro-
spect, I wish we had not done that. But at the time reasonable and
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customary seemed like a reasonable solution for the pressures that
were being applied to us in the bargaining process for raising the
schedules.

Senator DANFORTH. Instead of the general, I mean have fringe
benefit costs been going up or have they been the same or have
they been going down? And then would you expect-another table
in this book indicates that between 1984 and 1989 there will be a
significant increase in the cost to the Treasury in lost revenue as a
result of fringe benefits. For example, between 1984 and 1989, the
loss of income taxes from employer contributions for health insur-
ance was expected to go from $17.6 billion to $34.1 billion in just
income taxes alone, not mentioning Social Security.

And I was wondering if that history of increase as a percentage
of wage and salaries has been the case in your company. And, fur-
ther, if you would anticipate that the cost of fringe benefits is going
to continue to go up, and if so, whether it will go up faster or the
same as or slower than the cost of wages and salaries.

Mr. MosER. What I am saying to you is that relative to medical
care, the costs have gone up. I think the trend is clearly in the
area of introducing more cost sharing and more deductible plans,
and I think you will see this, and I think that the tendency will be
to curb it because businesses can't afford it. But if you look at the
other major contributors to benefits costs-and I'm talking primar-
ily pensions-those have not gone up significantly. Life insurance
has not gone up significantly. The area where we have not exer-
cised control, and I have explained why, has been in the medical
area. And I think if we put that one under control, we can do the
job in the private sector.

Senator DANFORTH. Anyone else care to address the question?
Mr. BADGETT. Well, I was just going to say that within Motor-

ola-and, in fact, we may be typical. If you go back the 25-year
period, there were a lot of benefit improvements in, say, the last 25
years; primarily, in the area of medical plans, adding new dental
plans, increased vacations. In the last 3 to 4 years, though, I think
there has been a marked change in most companies, including us.
Our costs have gone up only because of the medical expenses. And
we have taken steps to stop that. If we are successful in the area of
containing the health care costs, we don't anticipate in that time
period you described any change in our benefits costs as a percent-
age of pay.

Mr. PERRIN. I would say at Kodak that costs-in terms of dollars
expended-have increased. But as a percentage of pay, they have
remained relatively stable. And I think in a sense this reflects, as I
was trying to say before, the experience of a mature program. We
have shared the cost of health care premiums with employees since
the 1970's so there was some dampening on the employer s expend-
itures resulting from the increase in health care costs.

We have a final pay pension plan, pension plans do tend to in-
crease with salaries. But, again, as a percent of pay they have re-
mained relatively stable.

Senator DANIFORTH. Mr. Sharpe.
Mr. SHARPE. And Rochester, if I recall, is your headquarters

town. It has got the best health care containment program of any
city in the United States.
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Mr. PERRIN. I'm sorry Senator Durenberger left.
Mr. SHARPE. And that's partly a Kodak happening.
Senator DANFORTH. What is your experience, Mr. Sharpe?
Mr. SHARPE. The reason I'm here today is because we got our-

selves a Blue Cross increase unilaterally of over 30 percent a year
or so ago, and nobody asked us whether that was all right or not.
So after the fact, we decided it wasn't all right. And we formed this
organization to start buzzing around the hives and getting some-
thing done, and here I am. [Laughter.]

Senator DANFORTH. Mr. Ragland, some witnesses have said that
these fringe benefits are really a saving to the Government because
the Government-if benefits weren't paid as fringe benefits, the
Government would be doing it. Has our Federal budget been better
off as a result of the fringe benefits, or have they been in addition
to Government programs, in your opinion?

Mr. RAGLAND. My sense is that we are probably better off with
the current system than if we started to move a lot of the pro-
grams into the Federal sector.

Senator DANFORTH. I mean have we in the history of fringe bene-
fits, has the budget decreased? I don't think so.

Mr. RAGLAND. The Federal budget for this kind of stuff? No, I
don't think that's--

Senator DANFORTH. I think the Federal budgets for these things
has been going up and the revenue lost because of the tax-free
nature of fringe benefits has also been going up at the same time
so we have been given a double whammy.

Mr. RAGLAND. Well, let's follow the thought out a little bit, if we
could, Senator. I think where we go-if we move, let's say, to a less
involved corporate community in the provision of, say, health costs,
I don't think that the expectation of quality health care would go
down in this country. People would still demand it whether they
are in a clerical position or a senior management position. People
are going to demand high quality health care.

Senator DANFORTH. I would say that it's debatable that the qual-
ity of health care is necessarily equated 1 to 1 with the amount of
money you spend on that health care. It just seems to me that we
have a problem. And it's a $200 billion deficit. Most business people
I know understand that. They think it is terrible to have a $200
billion deficit. They think that we are really hurting the country,
short term and long term. We are really hurting the country with
deficits this size. And then we look at what we are spending for the
same kind of programs, direct spending for the same kind of pro-
grams, that are provided for by the fringe benefits. And then we
look further at the increased cost of fringe benefits and the in-
crease in fringe benefits is a percentage of wages and salaries over
the last 30 years or so and then we look at the projections of the
increased revenue costs to fringe benefits to the Treasury over the
next 5 years, and the business community comes in and says, oh,
it's too unsettling to us for you to consider changing this.'

Maybe this is the same as everybody else who comes in. Let
somebody else solve the deficit. Maybe we can put in place the
Grace Commission or something and that will take care of our
problem for us.

39-706 0 - 85 - 65



1018

But it just seems to me that when we have a major deficit prob-
lem, and when we have not a reduction of direct Federal outlays
for these programs during this period of time, but an increase,
fringe benefits have not offset Government spending. Government
spending has gone up with or without fringe benefits. Then to say,
well, status quo, status quo. I mean if you were in our shoes-and
maybe it's political poison. I am sure it is to suggest any changes-
but these fringe benefits are entitlement programs. Let's face it.
These are entitlement programs just like any other entitlement
programs. In your opinion, should we do anything about entitle-
ment programs or just forget them?

Mr. PERRIN. May I comment?
Senator DANFORTH. Sure.
Mr. PERRIN. First, I have difficulty lumping everything under the

broad title of fringe benefits. I tend in my own thinking to estab-
lish a hierarchy, and the keystone in that hierarchy is retirement
security. And in looking at what we urge which is to determine a
national policy toward pensions and benefits, I think you have to
get in and analyze what this benefits animal is. The defined benefit
pension is most important. And, frankly, my concern is that we not
disturb a system which in combination with Social Security is al-
lowing a lot of people to lead good, comfortable retirement lives.

Senator DANFORTH. I don't think anybody is suggesting touching
qualified pension plans. I think really the question is there some
way that we can get a grip on the whole fringe benefit concept or'
do we take the position that we in the Congress readly prefer fringe
benefits over other methods of compensation, and we are going to
encourage more and more through cafeteria plans, zebras, and so
on and so forth.

Mr. PERRIN. Well, they are down on the benefits scale.
Mr. RAGLAND. May I jump in for just a second, Senator?
Senator DANFORTH. Sure.
Mr. RAGLAND. I'm not entirely convinced that the fact that the

amount of money that has been committed to so-called noncash
compensation shows that there is a policy in the business commu-
nity to pay people in other than cash. I'm just not sure that that is
there.

But coming back to your point on the deficit situation, you are
right. There is a major problem there. And NAM has spoken on
that enumerable times. But when you sit down and take a look at
special analyses which has, all these programs in it, the so-called"cros-Treasury programs-revenue loss programs-I mean which of
those do we start throwing out. Special analysis G is entertaining
reading if you sit down some evening and go through that thing. I
can't even tell you what some of them are. But what we are doing
here is we are moving toward some kind of flat based tax system,
and we are saying, well, we have got to take something from fringe
benefits, we have got to take something from home mortgage inter-
est, we have got to take something from the old people, the young
people, the infirm, the not infirmed, the Catholics, the Methodists.
That's not the way we need to raise revenue in this country to the
extent that revenue needs to be raised.
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The line that we have followed or have been preaching now for a
couple of years is that you first cut spending and then you go and
raise revenue.

Senator DANFORTH. I agree with that.
Mr. RAGLAND. And that is why we have attached at the back of

our comments the proposals that we sent to the Treasury Depart-
ment for moving toward a value added form of taxation in this
country as a supplement to the income taxation. Quit tinkering
around with the system that we have got. It's just not that bad.
Let's go ahead and put an add on and raise the revenue necessary
to balance out this red ink that we are dealing with. And the situa-
tion of the national debt, we would deal with with another set of
considerations. But right now let's deal with the $170 billion that
we are going to have to book this year in addition to the national
debt.

Senator DANFORTH. You are not concerned about these projected
costs of the doubling of the costs to the Treasury, of the cost of
fringe benefits over a 5-year period of time?

Mr. RAGLAND. Senator, numbers amaze me in this city. Every-
body has got a number. Treasury has got a number. The GAO has
mot a number. The White House has a number. We have a number.
Everybody has got a number.

And, no, it doesn't concern me because I think we need to have a
commitment in this country to a qualified work force, a healthy
one, productive one, and not be worrying about whether or not
somebody is parking in a paid parking spot. That's just not the di-
rection that I think we need to worry with at this point in time.

Senator DANFORTH. Does anyone else have anything to add to the
good of the cause?

Mr. SHARPE. Could I just reiterate another gut feeling? Every-
body is in sympathy with getting this deficit in order; my Lord,
that certainly is important.

Senator DANFORTH. As long as we don't touch you.
Mr. SHARPE. I suppose that s right. [Laughter.]
But it just seems to me that if you start tinkering with the estab-

lished framework of employee benefits-especially in the realm of
health care-then you are going to pull the whole hay mow down
onyour head; the American people don't need that.

Senator DANFORTH. Mr. Sharpe, you testified that 23 percent of
your payroll-let's see, what do you say?.In 1983, we spent a little
over $5 million on employee benefits. This represents 232 percent
of wages and salaries.

Mr. SHARPE. Right.
Senator DANFORTH. That's dynamite. Is that going up or down?
Mr. SHARPE. I would think that if we are not successful in get-

ting uncontrolled fringe benefit costs down, we are not working
hard enough. In reference to the 23V% you just mentioned, that
figure represents both government mandated fringes and voluntary
ones. Moreover at the 23 % figure, we are at the lower end of the
various RI employers in the group I am representing, the whole
group ranges from 22 percent, slightly lower than ours, up to as
high as 36 percent. And that's a--

Senator DANFORTH. And, in fact, Uncle Sam is paying for 46 per-
cent of that portion of compensation.
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Mr. SHARPE. If the revenue has to be raised-and I certainly
don't dispute that-it just seems to me that there are other por-
tions of the equation that ought to be looked-to and asked to ante
up. But if you ask the fringe benefit portion of the equation to do
so, you will simply cause more discombobulation than is necessary.
That's a personal opinion. I'm not an expert in this area. I'm just a
guy trying to make a buck.

Mr. MOSER. Senator, if I might add. I think a message that has
been communicated here repeatedly this morning is not one of
saying don't touch it. I think what we have said is use caution in
touching it. Try to establish' some long-term policy, something that
businesses can adhere to, something that we can plan on with some
consistency because it is too disruptive on the lives of our pension-
ers and our employees. And I think Senator Packwood addressed
this point earlier in his earlier comments. And I agree with those.

Senator DANFORTH. Do you think that we can agree that at least
we don't want to set in motion something that would balloon fringe
benefits? I mean, for example, the zebras.

Mr. MOSER. I think the zebras were clearly a bad proposal. I
don't think that major businesses responded to those significantly.
I think that there were a few companies that adopted them be-
cause they were available. And I think when loopholes like that
are discovered, they ought to be closed.

Senator DANFORTH. How about VEBA's? How do you feel about
them?

Mr. MOSER. VEBA's, I don't think, are in the same category. I
think that VEBA's are a matter of prefunding. I think that they
clearly follow some of the fast beef standards that are required for
medical costs for retirees. And I think for particular kinds of pro-
grams, they ought to be considered.

Senator DANFORTH. All right. Your deduction early.
Mr. MOSER. I don't think it's a matter of that. I think it's a

matter of ensuring that the benefit is going to be there when the
person who has worked his entire life and is now passing into re-
tirement has a right to expect that that benefit is going to be avail-
able.

Senator DANFORTH. I thank you all and I appreciate, Mr. Chair-
man, the opportunity to have my questions beyond any reasonable
amount of time.

Senator PACKWOOD. Let me call you on one factual statement
that you made. You said these benefits are growing, both fringe
benefits costs and at the same time the Government cost for the
same services are growing. I don't think that is true in health cov-
erage. Health coverage grows in two gat areas-medicaid and
medicare. Those are two areas that employers do not cover, by and
large. In the medicaid situation, it is usually for those on welfare
or unemployment, medicare is for retired people, and only very re-
cently have any employers to any great degree gone into covering
people who are retired.

What it costs in terms of lost income-assuming the Joint Com-
mittee's July 24, 1984 estimates are right, is that we will lose
$20,200,000,000 in income tax collections because of the tax free
status of employee benefits, health benefits. It is my contention
that if we didn't have those benefits, you would have the equiva-
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lent of medicare or medicaid for all of the population. That would
cost us infinitely more in taxes or else the deficit would be infinite-
ly greater to achieve worse coverage and less responsive coverage
than we get for the $20,200,000,000 we forego to encourage employ-
ers to provide it.

Thank you very much.
Senator PACKWOOD. We will conclude with Timothy Williams, di-

rector of human resource planning, Owens-Illinois; and Dean Bard,
general manager, payroll and employee benefits, MAPCO.

Mr. Williams, go right ahead.

STATEMENT OF TIMOTHY L. WILLIAMS, DIRECTOR OF HUMAN
RESOURCE PLANNING, OWENS.ILLINOIS, INC., TOLEDO, OH

Mr. WILLIAMS. Mr. Chairman, and distinguished members of the
Subcommittee on Taxation and Debt Management, my name is
Tim Williams and I am director of human resource planning for
Owens-Illinois, Inc. My company, with headquarters in Toledo, OH,
employs in excess of 8,000 salaried and 24,000 hourly workers locat-
ed in 120 communities throughout the United States, with 1983
consolidated sales of over $3.4 billion.

Owens-Illinois believes the tax law should encourage employers
to provide fringe benefits. Those benefits or services currently fa-
vored in the Internal Revenue Code should continue as well as the
existing type and level of tax incentives, if it remains a national
commitment to provide a system of private and public economic se-
curity for workers, survivors, retirees and their dependents. Con-
templated revisions should be analyzed in light of the social out-
come of any restructuring of the Internal Revenue Code. If the ob-
jective is purely to reduce tax expenditures without cognizance of
the broader societal goals, an incoherent and possibly dangerous
situation occurs. The rush to increase tax revenues, to balance the
budget, should not be undertaken without an understanding of the
historical perspective of the place of tax favored employer spon-
sored fringe benefits, and how they integrate with Government
programs and personal coverage.

It is worth noting that within Owens-Illinois health care cover-
age is provided for all active employees, all retirees and all depend-
ents. The level of coverage and cost to recipients is equal regardless
of income or gender.

Owens-Illinois also believes that if there were no tax incentives
for providing fringe benefits, a severe shrinkage of employer spon-
sored plans would result. While the net tax burden to companies
like Owens-Illinois would remain the same, there would be signifi-
cant pressure from our employees to keep them whole for the re-
sulting additional personal tax liability on fringe benefits which
heretofore have not been taxed. Employees once taxed on their em-
ployer sponsored fringes might then choose not to be covered under
company benefit plans due to the inability of both meeting the
added tax burden and for meeting other quality of life economic
choices.

This, then, could further erode the ability of our employees to
adequately provide for a portion of their own economic security
and that of their dependents. Employees could purchase fringe ben-
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efits on their own. Some now do this to supplement government
and employer sponsored programs. However, individual coverages
are usually purchased at a much higher cost than those obtained
through and on behalf of any large sponsoring group. Of course,
the Federal Government could enter the benefit business. However,
ivn the recent well publicized problems with medicare and Social

urity, it also appears as if the private sector should continue, or
even increase, its share of the economic security benefit burden.

Based on our unique long history of providing such benefits, I be-
lieve Owens-Illinois can continue to provide this economic security
on a cost effective, nondiscriminatory basis if the appropriate tax
incentives remain in place. However, it becomes virtually impossi-
ble to develop a coherent, long-range, strategic compensation plan
for our employees since we are never sure which benefits will
become disfavored and what after tax benefits to employees will
result.
* Owens-Illinois thus recommends that Congress consider a mora-
torium on all employer sponsored fringe benefit tax legislation
until the issues are openly and freely debated and a national direc-
tion is established. Owens-Illinois would suggest that the Internal
Revenue Code is neutral with respect to employer size and the abil-
ity or inability to provide fringe benefits. The fact that larger em-
ployers are able to offer a wider variety of benefits is based not on
present tax policy, but on the ability of employers to obtain cost
effective coverages due to the relative number of people employed.
As Congress considers tax policy with respect to employer .pon-
sored fringe benefit programs, please bear in mind the long history
of tax provisions favoring the widespread development of economic
security benefits, that these provisions result in full participation
by all employees and the present rules ensure that all participating
employees benefit fairly from the tax incentives.

Taxation of employee benefits as a revenue enhancement meas-
ure will result in a shrinkage of the employer sponsored benefit de-
livery system and put new and dramatic pressure on Government
sponsored social welfare programs at an added cost to all taxpay-
ers. Please do not mortgage our future to pay for the present.

Thank you.
Senator PACKWOOD. Thank you.
[The prepared written statement of Mr. Williams follows:]
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$S.LARY

TIMOTHY L. WILLIAMS
DIRECTOR, HUMAJ RESOURCE PLANNING, OWENS-ILLINOIS, INC.

BEFORE THE SENATE FINANCE COMMITTEE, SUBCOMMITTEE ON TAXATION AND DFBT
MANAGEMENT, THE HONORABLE R. PACK14OOD, CHAIRMAN, JULY 30, 1984.

Owens-Iltinois has been providing benefits for its salaried tnd hourly

employees for over 62 years. We are a Dow-Jones "30 Industrial" company,

with over 30,000 employees and 16,000 retirees, with 1983 consolidated

sales of S3.4 billion. Our fringe benefit plans include health ard life

insurance, disability insurance, survivors' benefits retirement, and

capital accumulation, at an annual cost to the company of $149.6 million.

Congress, i its wisdom, has qranted tax-!a,,ored status to certain

employee fringe benefit plans. This, in partnership with existing public

programs such as Medicare and Social Security, and personal self-sufticient?,

has formed an effective web of economic security for the vast ra:ority of

American workers.

It is our concern that, shoulJ the Congress now decide to revoke st.c:.

tax-favored status for our existing plans for whatever reason (but especially

if to "enhance revenue" without first toroughly examining their place in

the total benefit delivery system), serious negative consequences for

Owens-Illinois and its employees will result.

We believe the employer-sponsored benefit system which has evolved

through the encouragement of existing tax provisions should be allowed tc

continue, and even increase. The taxation of er.pioyee benefits is a

reversal of long-standing tax poliy and will lead to a contraction of the

employer-eponsored fringe-benefit delivery system.

Taxatiun of employer-sponsored tringe benefits will mortgage the

future to pay for the present.
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STATF.MENT

SV.NATCR PACKWOCD AND DISTINGUISHED .mEmIERS Or THE SUBCOMMITTtEE ON TAXATION

.\%N [LIST MANAGEMENT:

My nro x. T~m Wiliams, and I am Pirector of Human Resource Planning

14-r Is-linols, inc. My company, with headquarters in Toledo, Ohio,

.ompiroys n excess 3f 3,r)00 alaried and 24,000 hourly worze-s, located in

,'( ,'mmkinitis tnrcuqhout the United Statvs, with 1983 consolidated 3ales

<,-,,, $3.4 billion. Owens-Illlnois xs one of the world's leading and most

.vive.~if)od manufacturers ol packaging and specialized qlass products. Tho

Crany iiso -in investment in health care and ±tnancial s-3rv-ces.

(.,rws-Illinois (or 0-1) has a long and proud history of providing its

omployeps significant economic security and wellbeing through a variety of

company -sponsored Ltenefits. We have in pl3ce, today, programs providing

for health care, survivors' berefits, saldry and hourly wage continuation,

capitji accumulation, retirement, and retiree health care and lite insur-

ance. In fa,-t, we mve been providing benefits for over 62 -,'ears; we were

partners in one of tne firstt sroup insurance contracts ever issued in the

wnt 1A. Our oldest retiree is 97 years old and has been receiving a pension

ztheck for 31 vears. We have been providing retirement benefits for over 40

yearn. For (-I a promi.e made is, indeed, a promise kept.

in 1983, our total expenditures for the above fringe 5enuf:t plans wa

$149.6 million.

During my presentation, I will discuss the six questions posted in the

press release; however, I will specifically address the third and fourth

quest ions.
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In response to Question One, the tax law should encourage employers to

pro:de fringe benefits. Those benefits or services currently favored in

the Internal Revenue Code should conti',ue, as well as the existing type and

level of tax incentives, if it remains a national comn cement to provide a

system of private and public economic security for workers, survivors,

retirees, and their dependents.

Contemplated revisions should be analyzed in light of the social

outcome of any restructuring of the Internal Revenue Code. If the objec-

tive is purely to reduce "tax expenditures" without cognizance of the

broader societal goals, an incoherent, and possibly dangerous, situation

occurs. The rush to increase tax revenues should not be undertaken without

an understanding of the historical perspective of the place of tax-favored

employer-sponsored fringe benefits, and how they integrate with government

programs and personal coverages.

In brief response to Number Two, if the operative word is "encourage,"

then more favorable tax treatment is needed without limitations, "caps,"

etc.

In answer to Number Three, there is currently a variety of provisions

enhurinq that all of 0-I's employees benefit fairly from the tax incentives

which govern our employee benefit plans.

Within Owens-llinois, health care coverage is provided for all active

employees, all retirees and all dependents. The level of coverage and cost

to recipients is equal regardless of income or sex.

During 1983, the total cost for our active and retired employees in

our health care programs was $72 million. Please note that of this expendi-

ture, less than oine percent, or $500,000 went to our Senior Executive

group.
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Survivors' benefiLs are provided at some multiple Of active sal,y to

all salary employees, based on the theory of income replacement to the

survivors. This benefit is completely paid for by 0-1.

This same theory (income replacement) is also the basis for thie

benefits provided under our Sdlary Retirement Plan, which is based on a

percent of active salary with one-half primary Social Security offset, and

provided at no employee cost. Our salary and hourly retirement plan- "ovor

MW of our employees, who become participants from their ftrst day of

active full-time service. Total 1983 company contributions to the plans

were $55.4 million. Annual retirement benefit payments for our hourly and

salary retirees, survivors, and orphans was $73.3 million.

Our capital accumulation plan, a qualified, defined contribution

401(k) itock purchase plan with a 504 company match, is also based on a

percent of salary contribution, and is offered to all salaried employees.

Existinq provisions in the Internal Revenue Code are sufficient to

ensure that all O-I employees benefit fairly from employer-sponsored fringe

benefits. 0-f's fringe benefit programs are offered to ill employees, male

and female. This is also true fcr the fringe benefit programs resulting

from the collective bargaining process.

In response to Question Four, 3f there were no tax incentives for

providing fringe benefits, it is anticipated that a severe shrinkage of

employer-sponsored plans would result. While the net tax burden to companies

like 0-T wculd remain the same, there would be significant pressure from

our employees to "keep them whole" for the resulting additional personal

tax liability on fringe benefits which heretofore had not been taxed.

Fmployees, once taxed on their employer-sponsored fringes might then choose

not to be covered under company benefit plans due to the inability of both

meeting the added tax burden and for meeting other quality-of-!ife economic



1028

1,';. vT,%, then, could further erode the ability of our employees to

",!#4.tjjtely provide for a portion of their own economic security and that of

tli dependt.-ti s.

Employees could purchase fringe benefits on their own. Some now do

this to suplement qovernment and employer-sponsored progrAmsi however,

individual coverages are usually purchased at a much higher cost than those

obtaaf ted ttirough, 4nd on behalf of, any large sponsoring group.

of course, the Federal government could enter the benefit business.

lk wevur, given the recent well-publicized problems with Medicare and Social

Security, it also appears as if the private sector should continue, or even

increase i*.s share of the economic security/benetxt burden.

bsed on our unique long history of providing such benefits, I believe

u-I can continue to provide this economic security on a cost-effective,

non-discriminatory basis, if the appropriate tax incentives remain in

place.

Question Five addresses the role of tax policy on compensation plan-

By revising the tax treatment of fringe benefits only as a revenue-

enhancement measure, it becomes virtually impossible to develop a coherent,

long-range strategic compensation plan, since we are never sure which

benefits will become disfavored, and what after-tax benefit to employees

will result.

In response to Question Six, the Internal Revenue Code should be, and

is, neutral with respect to employer size and the ability or inability to

provide fringe benefits. The fact that largerr" employers are able to

otter a wider variety of benefits is based not on present tax policy, but

on the ability of employers to obtain cost-effective coverages due to the

relative number of people employed.
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Senator Packwood and Distinguished Ccrmittee Meroers, thank ',ou for

Affording ne this opportunity to present my company's view4 on benefit.,

u co have a long history; we do provide benefits on a cost -e:fective,

:ion-discriminatory basis, all of our employees participate in our plans.

As Congress considers tax policy with respeket to employer-sponsored

frinqe benefit programs, please bear in m4nd the lorq history of tax

provisions favoring the widespread de,,elopment c,. economic security bene-

rits, that these tax provisions resulted in tu l participation by a;I

employees, and that the present rules ensure thcit all par t icipating

e employees benefit fairly from tax incentives. The taxaticti '-f employee

beretits as a revenue-en nancement measure wi!: result in a snrinage n t'

airiployer-sponsored benefit lelivery system, and put new and dramatic

pressure on government-sponsored social welfare programs, at In added cos!

to all taxpayers.

Do not mortgage our future to pay for our present.

Thank you.
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STATEMENT OF DEAN BARD, GENERAL MANAGER, PAYROLL AND
EMPLOYEE BENEFITS, MAPCO, TULSA, OK

Senator PACKWOOD. Mr. Bard.
Mr. BARD. I am Dean Bard, general manager of Payroll and Em-

ployee Benefits of MAPCO. MAPCO is an integrated energy compa-
ny exploring for oil, gas, and coal, producing, refining and market-
ing oil and precious metals; operates the Nation's largest gas liq-
uids and ammonia pipeline system; and producing and marketing
liquid plant food. MAPCO has over 7,000,employees, which all but
140 are nonunion. MAPCO employees work in 30 States ranging
from Idaho to Alaska, Louisiana and Maryland. MAPCO's costs to

ovide our employee benefits was in excess of $58 million in 1983.
We provide our employees with a benefit package of protection. We
develop and design our plan to provide security and protection
against unforeseen catastrophic events or circumstances during
that employee's working years.

Also, we provide benefits which the employee may accumulate
during their working years to provide them with the income securi-
ty they need after retirement. We also have a definite philosophy
to provide benefits to those employees who have the largest expo-
sure to catastrophic events or to those employees who have the
greatest need.

MAPCO does not consider our benefits as additional compensa-
tion, but a package of protection. Throughout our employees' ca-
reers some may never receive anything from a particular benefit
plan. Two examples would be our long-term disability or offtime,
which is basically our sick time plan.

If the employee does not become disabled or doesn't become sick,
basically no benefits would ever be received. But on the other
hand, if they do become disabled, they do have something there
and they have something that they can rely on. If they become dis-
abled and cannot work, they are not solely dependent upon State
or Federal government programs for their existence. For our em-
ployees, the benefits are there when and if they are needed.

Taxation of the MAPOO benefits program would be improper be-
cause an employee would be taxed for benefits that they may never
receive.

We do not consider our benefits as compensation because they
are strictly a protection against the loss of income; not a substitute
for income. Further, the employee cannot use them as a substitute
for income by picking and choosing among those benefits, what
sometimes happens in flexible benefit plans electing to receive
cash.

There has also been a recent discussion to tax employees on the
amount of medical premiums paid by employers on behalf of the
employee for the purpose of cost containment. Escalating medical
costs is probably one of the most intensive subjects in the employee
benefits area, much like our national problem recently with infla-
tion. There are a number of variables causing the escalating costs,
and the private sector has been working very hard to find solutions
to this problem.

Briefly, our health delivery system does not operate like other
sectors of our competitive, free enterprise system which normally
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involves a willing buyer and a willing seller. In the health care
system, the employees are the consumers, the doctors and hospitals
are the ,providers, and the insurance companies or employers are
the payers. Not one of these segments alone are at fault. All three
have played a role which has created the escalating cost problem.

We have and continue to make changes, hold seminars, in an
effort to participate in employer health coalitions working with
providers. The chief financial officer of MAPCO is a board member
of one of the local hospitals. In our benefits plans, in order to en-
courage employee participation in this effort, we recently rede-
signed our medical benefits in order to promote cost containment
as opposed to cost shifting which happens in flexible plans. We
have increased the employees' deductibles and out of pocket expo-
sure, eliminated coordination of benefits, which is duplicate cover-
age, and terminated the coverage of working spouses who have
medical coverage where they work.

In summary, I would like to emphasize that not all employers
are in favor of the new trend of cafeteria or flexible benefit plans.
Many of us believe there is a real distinction between compensa-
tion and benefits and the Congress in most cases has wisely recog-
nized that distinction. We believe if employers establishes and Con-
gress blesses plans which permit income and income security to be
interchanged, the legitimate distinction will be blurred; a legiti-
mate social policy will be frustrated; and undue taxation may
result. And, finally, I would ask for a 3-year moratorium on future
benefits legislation. As I have stated previously, benefits have a
definite purpose and the multitude of recently passed Federal legis-
lation and regulation is causing employers to wonder if their bene-
fit programs are worth the trouble. if you add to this the possible
taxation of benefits, I would say it is not.

Thank you.
Senator PACKWOOD. Thank you, Mr. Bard.
[The Prepared Written Statement of Mr. Bard Follows:]

TwrIMONY Banroas T SusosmmIrm om TAXATION AND DBT MANAGEMENT
SENATE FINANCR COMMITI'

One of the main issues that should be discussed is the philosophy of Employee
Benefits and their original purpose which justifies their existence. There appears to
be a new philosophy emerging changing the original definition of Employee Bene-
fits. The MAPCO policy with regard to Empolyee Benefits has not accepted this new
philosophy that Employee Benefits are compensation. In opposition to my colleagues
who view Employee Benefits as only an extension of compensation, I believe that
Employee Benefits provide the empoly.e with protection and security as viewed
from a traditional approach. Our benefits are designed in such a way that the em-
ployee does not receive benefits unless there is a catalyst which is an event that
occurs to that employee or his family which entitles that empolyee to receive bene-
fits as described by the p&ans. Otherwise, if the empolyes has not experienced an
event which is the catalyst triggering the payment of benefits, the employee re-
ceives no economic benefit from the MAPCO program. I am currently in the process
of introducing a new concept to upper management in a form of communication to
our employees that would describe the MAPC) benefits as the MAPCO Package of
Protectin. This is opposed to Employee Benefits as a form of compensation, with an
employee having the option to elect different benefits or cash. Under that scenario,
he has constructive receipt of an economic benefit. Under the MAPCO Benefit Pack.
axe of Protection, if the employee or the employee's family incurs medical cost, the
plan Days, as specified, the medical benefits to which the employee is entitled under
the plan. If an employee's family under our health plan does not incur any medical



1032

bills during the year, he is actually not receiving any economical benefit from the
MAPCO medical plan.

At this point I would like to address the current discussions with regard to tax-
ation of medical benefits as a cost containment feature to be legislated by the Con-
gress.

Our medical plan is self-insured and self-administered, and our cost per employee
is substantially below industry averages for fully insured plans. Recently, we have
been very concerned with the increase in our cost of medical benefits from one year
to the next. Our costs have been one-half the cost of fully insured plans, but we
have also experienced twenty to twenty-five percent increases per year for the last
six years.

Some employers have shifted their medical cost to other employers through cafe-
teria benefits by allowing their empoyees to opt out of their medical plan by giving
them additional benefits in another area. An employee may have other insurance
coverage available through a spouse at another employer and thus, medical costs
have simply been shifted to other employers. We elect not to shift our medical costs
to other employers through our plan design, but instead attack the problem directly
by increasing deductibles and total out-of-pocket exposure to the employee in order
to get the employee involved in the effort to control rising medical costs.

Plan design is by far the best medium for controlling cost. Some employers have
failed to recognize the need to reevaluate their benefit plans to identify areas of ex-
cessive use, analyze the reason for the increase, and take the steps or measures ap-
propriate to eliminate abuses of the plan. Since the implementation of our plan
changes, our six-month cost figures for 1984 compared to the previous six months of
1983 have increased one percent, as opposed to historical twenty to twenty-five per-
cent annual increases.

Under our basic disability plan, an employee who becomes totally disabled for a
period of twenty-six weeks, is eligible to receive fifty percent of his base pay less
other offsets, assuring that employee a guaranteed minimum in the event of dis-
ability. As in the other plans, if the employee does not become disabled, no benefits
are received by the employee, so no taxation should result.

We also have a life insurance plan that pays survivor's benefits. The benefits are
designed to assist those employees who have the need as opposed to cafeteria plans,
which propose equity benefits for all employees. Our plan recognizes that employees
with families composed of spouses and/or dependent children have a larger liability
and exposure in the event of death than single employees. Our plan does not pay a
death benefit over and above an amount for an employee's funeral expenses, nor
does it pay excessive amounts into an individual's estate which would possibly go to
a single employee's distant relatives who do not suffer financial loss because of the
death. In the situation where the employee is married or has children, however, we
provide a benefit to that family unit so that it is not destroyed financially by the
death of the employee. The plan coverage is the traditional two times annual base
salary for all employees. In addition, it the employee is married, a survivor benefit
of forty percent of the employee's ban salary is paid to the surviving spouse until
that spouse reaches age 65, death, or remarry . An additional children's benefit of
ten percent is paid to the surviving souse unil the youngest child reaches age 23.
As you can see, the MAP) Benefi-ts Package of Protection, as demonstrated by our
life insurance plan, attempts to provide benefits where there is the greatest need.

In order to give the employee fexibility at his date of retirement, we provide both
a defined benefit plan and defined contribution plan. We believe it is quite desirable
to provide employees with both types of retirement plans, because both have a spe-
cific purpose in meeting differing retirement needs of various employees. Our basic
pension retirement plan, the defined benefit plan, provides the employee with a
level of replacement income relative to his fiRa avera pay. Our defined contribu-
tion plan on the other hand is a capital accumulation plan which gives the employ-
ee the flexibility to add to his monthy retirement income by converting the capital
accumulation into an annuity, or if that is not necessary, to take the capital pro-
ceeds and buy a retirement home for his retirement years. Our retirement program
should not be construed as current income since the employee receives no economic
benefit currently. These br.efitM of course, are taxed when and if they are received
by the employee.

In a time when our government-administered retirement program is struggling
for its own survival, I don't believe it is in the best interest of the American worker
and this nation to discourage the formation and cultivation of the private retire-
ment system.

We applaud current and past tax legislation that has encouraged employers to
provide benefits to their employees under the traditional programs, where benefits
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are established in order to provide the employee with security and protection in the
event of unforeseen circumstances such as medical expenses, long-term disability,
and death, or to provide for their retirement needs. The current tax laws which
allows the non-recognition of tax on the benefit accrual and the resulting non-tax-
ation of income on assets accumulated for these benefits is very desirable from the
employee's prospective, and also from that of the employer. The invested income
generated by the trust to provide these benefits reduces the overall cost for the em-
ployers to provide the program. Under the MAPCO approach of providing benefit
as a Package of Protection, the existing rules concerning traditional fringe benefits
are sufficient to insure that all employees benefit fairly from the tax incentives that
are currently part of our current Internal Revenue Code.

There are also current tax incentives provided by our Federal Statutes which
allow employers to provide such benefits as day care, Section 125 'Reimbursement
Accounts and also Cafeteria Plans. MAPCO has not adopted these because they do
not fit our philosophy of Package of Protection. These benefits, in our opinion, do
provide the employee with additional tax free non-cash or cash compensation, and
do not fit our philosophy of employee benefits. These expenditures are not retire-
ment related, nor are they really protection against the unforeseen. They should be
part of the employee's every day living expenditures. We see little justification,
other than tax avoidance, for day care benefits or reimbursement accounts.

In recent years, some employers, either advertently or inadvertently, have
blurred the distinction between benefits and compensation. We believe Congress
should maintain the distinction. Clear substitutes for ordinary income should be
taxed as income, but benefits which provide income security in the event of retire-
ment or unforeseen events should not be taxed until and unless they are received.

In closing, I would like to respectfully request that Congres impose a three-year
moratorium on future benefits legislation. As I stated previously, benefits have a
definite purpose and the multitude of recently passed federal legislation and regula-
tion is causing employers to wonder if their programs are worth the trouble. If you
add to this the possible taxation of benefits, I would say it is not.

Finally, I have attached copies of magazine and newspaper articles I have written,
and a speech I delivered at an Employee Benefits Seminar in Stanford, Connecticut,
April 20, 1983.

MAPCO is an integrated energy company exploring for oil, gas and coal; produc-
ing, refining and marketing oil, and precious metals; operating the nation's largest
gas liquids and ammonia ieline system; and producing and marketing liquid plant
foods. MAPCO has over 6,&'M employees of which all but 140 are nonunion. MAPCO
employees work in thirty states ranging from Idaho to Alaska to Louisiana, and
Maryland. MAPCO's cost to provide our employees their benefits was in excess of
$58 million for 1983.

FLmIL BzNwmrrr-Nxw awrioNs, "IS UNANSWERZD QUESONS

(by Dean Bard, Stamford, CT)
I would like to recognize the other speakers today on their commendable presen-

tations. They have given you a lot of food for thought. I have been asked to speak to
ou today on Flexible Benefits from possibly a different perspective than what has

en discussed previously. I am not addressing 125 Flexible Spending Accounts, but
converting existing benefits to flexible benefits. There appears to be a certain
change in general definition of what are employee benefits. I would like to present
to you what I believe you should consider and questions you should ask yourself

ore implementing a Flexible Benefit plan. It is my belief that employee benefits
were first implemented into the corporate structure to give the employee peace of
mind in the event of unforeseen circumstances. For example, medical insurance was
provided by an employer on a group rate basis because medical expenses even yeas
ago were more costly that whai the normal average family could afford to pay with-
out the coverage of some type of insurance. Then the employee benefits field contin-
ued to expand to include such catastrophic or unexpected circumstances which
could occur such as death of the employee, short term disability and long term dis-
ability. Also, retirement programs were implemented to assist the employee in pro.
viding supplemental monthly income after hi/her productive years.

Today, there seems to be a new wave of what are employee benefits. Flexible Ben-
efits proponents state that employee benefits are additional compensation. This is a
question I believe you must as yourself. Are employee benefits additional compen-
sation or are employee benefits put into place in order to give that employee in ad-

39-706 0 - 85 - 66
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dition to their salary a certain level of confidence and assurance that ;f something
occurs that is catastrophic this event will be taken care of under the employee bene-
fit plans. This major change in philosophy of what employee benefits are has a
major impact on what your basic corporate goal is that your trying to accomplish
for your employees. I believe such benefit plans such as short term disability or sick
pay was originally instituted in order to take care of that employee in the event
they become sick or disabled. What has transpired through employee perception is
that a short term disability plan has become to be viewed as a inherit right to be
received regardless if the employee is sick or not. I support the philosophy that em-
ployee benefits basically were instituted in order to give that employee a comfort
level to handle problems when they occur and they were not instituted to give the
employee additional compensation. The main problem with conventional benefits is
the lack of proper communication of what the employee benefit plans purpose was
when it was implemented.

If you accept the traditional philosophy of what employee benefits are your prob-
lem is not in trying to redevelop your employee benefit program and change its
basic philosophy, but to communicate to your employees why these benefits were
put into place. Flexible Benefits proponents have stated how the demographic make-
up of the American worker today has changed, what employee benefits are, and how
they should be structured. This view supports that employee benefits are additional
compensation and a single employee is entitled to as much of these employee bene-
fits as the married employee with 2 or 3 children. Under the traditional approach
the company looks at the employee benefits as protection for those employees who
have additional liability, and exposure to catastrophic events, and if a single em-
ployee under a life plan for example dies should the Company pay out dollars under
a life insurance plan to a mother or father. The MAPCO life insurance plan was
designed to pay two times the annual base salary and double indemnity in the event
of Accidental Death off the job for all employees which gives a certain level of confl-
dence that certain financial obligations of that individual will be taken care of if
that employee dies. But, in addition, the MAPCO life insurance plan if you are mar-
ried, pays a monthly survivor benefit to the surviving spouse and an additional
monthly benefit to the spouse for the benefit of their children. This plan was imple-
mented so that in the event of death of the employee who was married with chil-
dren that the family unit would not be required to sell family assets and the life
style of that family would not be completely destroyed because of death of the em-
ployee. Traditionally single employees benefit costs are not as high as the married
employee with dependents. Flexibility for married employees reduces benefits if
total costs are maintained.

My next concern regarding Flexible Benefits is adverse selection. Proponents
state that adverse selection can be taken care of through careful flexible benefit
plan design. My experience with employee benefit plan design even in the tradition-
al approach is very difficult. I'm sure you have implemented a new benefit plan or
change thinking all the bases were covered. Afteriards, there are employee situa.
tions which you would have never considered, and that situation doesn't quite fit
your basic Intention of the plan. And with a flexible benefit plan that p blem is
magnified tremendously by the multiple options an employee can elect. It is my
opinion after a period of years of a flexible benefit plan that the employee would
have figured out virtually every angle of a flexible benefit plan which will adversely
affect the cost previously anticipated by the Company.

It has been said also in other articles that flexible benefits help the employer con-
trol the cost of employee benefits. In the articles that I read this is to be done on the
basis that flexible dollars will be fixed. In the event the employee benefit cost in-
creased it is up to the employer to decide whether to raise the amount allocated to
emloyees in flexible dollars. In this way the employer is able to control its costs.
Let s assume in the year one the employee has $2,000 to allocate to his flexible plan
and he allocates those benefits in such a manner that get. his benefit plans de-
signed to what he prefers. Let's assume that employee benefit costs in total for the
next two years increase to $2,400 per employee. The employer decides not to raise
the employee's benefit dollar allocation from the $2,000 to the $2,400. At this stage,
the employee has now suffered a benefit reduction under a flexible benefit arrange-
ment where he wouldn't have experienced this reduction under a traditional ap-
proach. The employee must also re-evaluate his position and possibly adjust his ben-
efits in order to achieve the desired protection under particular coverages. In myopinion, this indirect benefit reduction will create adverse employee attitude toward
the company and the benefit program. I believe it is very important today to retain
the employee s confidence by demonstrating that the employer is honest, straight
forward and direct and does not do things under the table. By reducing benefits
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under a traditional concept if needed and through proper communications an expla-
nation of why changes are made, the mAjority of the employees can understand
what you're doing, and why you're doing it. You must be direct, to the point, and
tell them the straight facts which I feel will be very much appreciated by your em-
ployees in that it was not done on the basis of an under the table or behind the back
reduction of their benefits.

If the employer decides to Increase the flexible benefits in order to keep his bene-
fit package in line and competitive with other employers plans who are using a tra-
ditional benefit approach, he will be required to increase those flexible dollars in
order to maintain that competitive position. The traditional benefit plans will be ex-
periencing cost increased In benefits and the Company will absorb those increases
until they change the plans and reduce benefits directly. So I contend that flexible
benefits do not control cost anymore than a traditional plan except on the basis if
an employer does attempt to control costs by reducing benefits to that employee in-
directly.

Another concern I nave regarding flexible benefits is the governments perception
of employee benefits as a tax free deferred benefit which is another of the major
reasons why employee benefits came about in the beginning. If employee benefits
are taxed in total, why should an employer have employee benefits when the alter.
native could be to increase his salary and let him spend his dollars where he wants
to. This approach is the ultimate flexible benefit plan. My major concern in this
area was addressed in a recent

nusins8 INSURANCE ARTICLE
Under flexible benefits the employee can pick and choose the types of "compensa-

tion" he would like to receive and the government at that time could very easily
defend the position that the employee now is receiving additional compensation
other than salary which should be recognized as current taxable income. The em-
ployee will lose one of the biggest benefits he currently enjoys under traditional
plans of those benefits being received tax free. I believe we stand a better chance of
deferring this taxation under a traditional benefit program.

Another concern I have with regard to flexible benefits is most benefits today are
being implemented with a core of benefits in order to protect the employee under
the traditional approach and carving off a top piece in order to create the flexible
dollar bank for the employee. O'nce these plans are implemented, there could be ad-
ditional employee pressure to make the entire benefit program flexible. It would be
my view if you as an employer believe I should have the flexibility to pick and
choose my compensation in a manner to fit my personal situation, that I should be
able to do this in total and I should not be retried. I've become very concerned at
this point on the basis of an employee making an election to opt out of all benefit
plans (which could very well be my choice) and take all flexible benefit dollars allo-
cated to me toward a defined contribution plan. The amounts in that defined contri-
bution plan could then subsequently be used for all benefit purposes that the em-
ployee may need I.e. short term disability, vacation, holidays, LTD. After a period of
time, the employee should have a substantial sum of money built up in a defined
contribution plan to handle the multitude of events that could occur or hap, in as
long as one of the events does not occur early In their carrer. At the time of elec-
tion, he/she would be making the choice and gamble that they are in good health,
their family is in good health, nothing is going to occur to them or their family in
the near term, they will have good experience, they will beat the the norm and will
come out ahead in the long run. One besic problem with this app roach is what hap-
pens if the employee's wrong. For exam plI the empl works for five years and i
killed In a automobile accident, his wire and three cidren are left with virtually
nothing. How is the company going to be viewed in this situation that allowed the
employee to get himself hi this-position. And who is going to be called upon to take
care of this poor family that the employer neglect his responsibility to protect
that employee in the case of an unforeseen catastrophic event.

INTER-COMP*NY COST SHIPINO AND MEDICAL CO00S

In summary before implementing a flexible benefit plan please consider:
(1) What are Employee Benefits? Compensation or Employee peace of mind and

"Security".
(2) What is your company's philosophy with regard to benefits? To provide securi-

ty or additional compensation.
(3) Communicate your company philosophy to your employees.
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(4) Can plan design actually handle adverse selection in a flexible plan over a long
period of time?

(5) Benefit cost control. If you want to control costs by benefit reduction do you do
it directly or indirectly. If it's done indirectly you may create bad employee rela-
tions.

(6) How will the government's attitude toward the non-taxable status of employee
benefits be affected?

(7) If a company is pressured into total flexibility of the plans and an employee
chooses the wrong coverage and is subsequently adversely affected by his decision
will it ultimately be the companies fault.

(8) Inter-company cost shifting of medical costs.
(9) Very expensive.

(From Businw Insurance, Mar. 14, 1983

TAx Wouw Cus APPEAL or FLzxibL BNxrTs

(By Jerry Geisel)
WAsnaoON.--Congress' proposal to impose Social Security taxes on flexible ben-

efits plans will diminish the appeal of the fast-growikg plans and cost employers
more, benefit experts say.

The House of Rapresentatives last week approved Social Security bailout legisla-
tion that imposes FICA payroll taxes on cafeteria-style benefit plans that give em-
plo ees a choice of tax-free benefits and cash.

Under the legislation, H.R. 1900, which is now pending in the Senate, cafeteria
plans would be subject to Social Security taxes if the menu of benefits from which
employees can chose Includes cash or any other taxable benefits.

For example, if a cafeteria plan offered an employee a choice of family health in-
surance coverqe or $500, the employee's taxable wage base would be increased by
$500-ven If the employee selected the health insurance benefit.

By contrast, under current tax law, employees enrolled in cafeteria plans only pay
taxej if they select a taxable benefit.

While the proos legislation states that any cash or other taxable benefit of-
fered in a flexible benefit p1an would be subject to the FICA taxes, other taxable
benefits besides cash are seldom included. If they were, the amount the company
spent on those benefits also would be figured into the taxable income.

The proposed taxation of cafeteria benefit plans would diminish the appeal of the
fast-growing cafeteria plans experts say.

For employers, the cast o4 th. plans would increase, too. Companies would have to
pay Social Security taxes on the taxable benefits, which could cost large employers
hundreds of thousands of dollars,

For example, if the average employee's taxable wage base were increased by $200
because of taxable flexible benefit plan options, a 10,000b-mployee company would
find its Social Security costs rising by $140,000, assuming the FICA tax next year
rises to 7% of the payroll from the current 6.7%.

At the same time, employees' take-home pay would be reduced since they would
pay more Social Security taxer

'This will increase the cost of employee benefits," said Sylvester Schieber, direc-
tor of research at the Employee Benefit Research Institute, a Wshington-based ben-
efits think tank.

Employers, though, could avoid the increased FICA tax by eliminating any tax-
able benefit options from flexible plans, said Bob Wallace, a consultant and actuary
with Buck Consultants Inc. in New York.

For example, they could just offer tax-free options like health insurance, vision
car and dental coverage and not cash.

However, this might reduce the appeal of the plans. The freedom to choose cash
in lieu of benefits is especially attractive to young workers who may need the
money to meet hefty mortgage payments."Flexible benefit plans will survive, but their appeal will be diminished," said
William Chip, a Washington attorney with Ivins, Phillips & Barker, which repre-
sents the Employers Council on Flexible Compensation.

"Most companies won't offer a cash option," Mr. Chip added.
Benefit experts say there are broad implications in the House's decision to Impose

new taxes on cafeteria plans.
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"Congress is changing its definition on what is taxable compensation," said Jim
Waters, a vp with Towers, Perrin, Forster & Crosby in New York. Legislators are
now considering benefits-not just salary-as part of the taxable wage base, Mr.
Waters adds.

"This is a foot in the benefits taxing door," said Lloyd Kaye, a principal at Wil-
liam M. Mercer Inc. in New York. "Once Congress starts, no one knows where they
will stop. That is what is most alarming."

As a matter of fact, the Social Security bill also proposes taxing up to half of
Social Security benefits for middle-class and well-to-retirees and would make wages
deferred under 401(k) salary reduction plans subject to FICA taxes, too.

However, in contrast to the proposals to tax 401(k) contributions and Social Secu-
rity benefits, the cafeteria benefits tax never was discussed or analyzed when the
House Ways and Means Committee held hearings on the entire Social Security bill.
It was added just prior to the committee vote.

"Increasingly, the real legislation is not presented until the hearings are over.
This was done behind the scenes," one lobbyist said.

There was little time for employers to do much," said Mr. Chip of the Employers
Council on Flexible Compensation, which is now lobbying fiercely against the pro-
posal to subject flexible benefits to the FICA tax.

But the lobbying effort faces tough odds. In the coming months, the attention of
legislators and their aides will be focused on other parts of the Social Security bill
that affect many more people, like higher payroll taxes and mandatory Social Secu-
rity coverage for non-profit and new federal employees.

"I would think it (taxing cafeteria benfits) would pass. I doubt if corporate objec-
tions will carry the day," predicts Mercer's Mr. Kaye.

In passing the Social Security legislation on a 282-148 vote, Congress also agreed
to gradually raise the Social Security retirement age until it reaches 67 by 2027. It
is now 65.

Other provisions it the bill include:
Social Security payroll tax increases for employers and employees would be accel-

erated. On Jan. 1, 1984, the tax would rise to 7% from 6.7%. Next year's 03% in-
crease for employees, however, would be offset by an income tax credit.

In addition, FICA taxes would continue to raise slightly ahead of schedule after
1984. For example, in 1988, the tax would climb to 7.51% instead of the planned
7.16%. The payroll tax would hit 7.65%, as scheduled, in 1990.

The self-employed, who now pay about three-fourths of the combined employee-
employer FICA tax rate of 18.4%, would pay the full rate, which would be 14% in
1984. However, the self-employed could deduct 60% of the combined rate on their
fedeta l income taxes as a buses expense.

Non-profit employers, including those that have already withdrawn from Social
Security, would have to participate in the program by Jan. 1, 1984. In addition,
workers hired by the federal government after Jan. 1, 1984, would be covered under
Social Security.

Local and state governments could not opt out of Social Security after the legisla-
tion's effective date. However, public employers that already have withdrawn would
not have to return.

The next hike in cst-of-living benefit increases, now scheduled for July 1, would
be delayed until Jan. 1, 1984. All future COLA adjustments would be made on Jan.
1.

Social Security benefits would be taxed for retirees whose incomes exceed certain
levels. The tax would be phased in for individuals whose adjusted gross incomes
exceed $26,000; for married couples, the tax trigger would be $82,000.

CIGNA O"s Gfm
Nsw YoRK.--CIGNA Corp. said last week that it has set up a $1 million grantprogram to help local business coalitions battle soaring health care costs.
Under the program, grants ranging from $5,000 to $0,000 will be awarded to coa-

litions for specific health care cost-containment projects.
CIGNA said it is especially interested in the creation and use of health cost data

bases by business coalitions, so employers can track health care utilization at facili-
ties in their area.
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[From Benefits News Analysis, January 1983)

COPING WITH INTER-COMPANY COS'T SHIFTING

(By Dean Bard)
(How flexible benefits employers are taking advantage of dependent medical bene-

fits provided by companies wch conventional programs. MAPCO, Inc. takes the lead
in self protection.)

Flexible benefits programs now adopted by numerous companies are causing em-
ployers with conventional programs to become concerned about the problem of
inter-company cost-shifting in medical coverage.

Inter-company cost-shifting is not new, nor is it brought about by flexible benefits
alone. Employers with contributory medical plans have previously been a problem
for those with non-contributory programs because employees with working spouses
have generally opted out of contributory medical coverages, leaving the non-con-
tributory employer covering both employee and dependent. In the past, companies
have accepted this type of cost-shifting as unintentional. But with the advent of
flexible benefits, a number of employers have deliberately designed their programs
to take maximum advantage of their employees' spouse coverages.

When a company implements a flexible program, it usually offers employees the
opportunity to elect less expensive benefits or "opt out" of medical coverages alto.
gather. If the employee's spouse is working and has dependent medical coverage
from his or her employer, the flexible benefits employee is often better off opting
out of both employee and dependent medical coverage (taking coverage under the
spouse's employer's plan), and spending the available "flexdollars" on other options.

While this may sound good to the employee and beneficial to the flexible benefits
employer, the company with conventional benefits ends up paying for all the medi-
cal benefits liabilities for that family. And, as more companies go 'flexible," conven-
tional-program employers may be picking up the tab for a significant number of
"free-loaders." With the cost of dependent medical coverage being much higher than
employee coverage, and with escalating health care costs in general, the impact of
"free-loaders" on a company's medical benefits costs can be substantial-estimated
from a few hundred dollars to as much as $1000 annually per employee.

Observers believe a number of employers are exploring ways to protect them-
selves from potential inter-company cost-shifting. Many are rethinking their medi-
cal benefits design and questioning fundamental and well-established concepts such
as coordination of benefits. Some companies are considering implementing their
own flexible benefits programs"As a defensive measure. But a few are taking a more
direct approach to the problem. One such company is MAPCO, Inc. in Tulsa, Okla-
homa. In an interview with Benefits News Analysis, Dean Bard, MAPCO's General
Manager-Payroll and Employee Benefits, discussed the measures his company has
taken to cope with the cost-shifting problem.

NO COVERAGE FOR INSURED SPOUSES

The company provides its employees with non-contributory, full-service medical
benefits coverage, and like many other employers, has been willing to cover depend-
ents regardless of where the spouse was employed (subject to coordination of bene-
fits limits). But recently the company became concerned that other employers might
be taking advantage of MAPCO's generous benefits program-directly, through
flexible benefits, or indirectly, by having contributory plans, or by offering inferior
medical coverage.

"We did not want other employers to relieve themselves of a portion of their med-
ical benefits liability and put that burden on MAPCO," said Bard. "Employers, for
understandable reasons, are trying to cut their health care benefits costs. We are
trying to do the same thing, but we don't want to do that by shifting our costs to
other employers. And at the same time, we don't want to pick up liabilities that
should not be ours."

Effective January 1, 1983, MAPCO will not provide spouse medical coverage for
employees' spouses whose employers offer a medical benefits program. The company
will, however, continue to cover dependent children, and will also cover all of the
employee's dependents if the spouse is unemployed or employed by a company
which does not provide medical benefits.

Coordination of benefits in the case of spouse coverage will no longer be applied if
another employer's plan is primary. This decision will effectively solve the problems
which might arise i a spouse chose a flexible benefits option with a large deductible
or less coverage. "We will not make up the difference between the two plans' cover-
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ages," Bard stated. "We will not subsidize other employer's benefits that are lesser
than ours."

The problem still exists in the case of dependent children. For example, a male
MAPCO employee with a working wife has coverage for his children from both em-
ployers. But according to coordination of benefits practices, his employer's plan is
primary and that of his wife's employer is secondary. MAPCO has considered alter-
ing coordination of benefits provisions in its plans to pay only for its share of chil-
dren's coverage (i.e., 50% only), but has decided not to do that pending further
study.

MAPCO is self-insured and self-administered. The company has recently pur-
chased and implemented Erisco's Claimfacts system. "We intend to use the system
to enforce and track the impact of the medical plan changes," noted Bard. MAPCO's
claim examiners will make inquiries during normal claims processing about the
spouse's employment and availability of coverage and will also verify the informa-
tion where necessary.

While no statistics have been kept in the past on the number of spouses covered
under MAPCO's plan who had insurance available elsewhere, Bard said, "The
phones have rung off the wall since we made the announcement December 10-in
some areas, we estimate 50-75% of the workforce have spouses working somewhere
else."

CATASTROPHIC COVERAGE CONCEPT

Although MAPCO's plan will remain non-contributory, coverage deductibles have
been changed from individual/family to family only. Rather than raising individual
deductibles, or applying per-claim, per-hospitalization or perillness deductibles as
other companies have done, the company reasoned that an increased family unit de-
ductible would stabilize total medical costs.

"We eliminated COB to get back to the concept of a catastrophic coverage plan,"
Bard noted. "With the deductible change, the maximum out-of-pocket for a family
under MAPCO's plan is $1,380 per year.'

AN END TO THE FREE RIDE

Communications about the new medical benefits were mailed to evrey employee
in early December, 1982, and employees were encouraged to discuss their questions
with supervisors. Supervisors referred questions they couldn't answer to benefits
personnel via phone, or, when requested, Bard traveled to specific locations to make
a presentation to employees.

Reaction, though initially vocal, has become calmer since the announcement,
Bard stated. "Employees were very concerned at first, but after we explained the
underlying factors and they saw how MAPCO was paying for other employers' li-
ability, a vast majority accepted our action," he remarked. "Typical response ranged
from, 'we knew this was going on, and wondered when you were going to catch it,'
to the employee who said, 'it's the end of the free ride, isn't it?' They're not thrilled
about it-but they understand and recognize why it had to be done."

Coordination of benefits and intercompany cost-shifting are issues flexible benefits
proponents tend to avoid. Little or no attention has been given in the past to the
impact of flexible benefits on other employers' plans, particularly by consultants
who are anxious to cash in on the flexible benefits services market now estimated at
over 20 million dollars a year.

Bard feels that despite all the talk about the advantages of employee choice which
flexible proams bring, the only tangible advantage seems to be a financial one
through shifting of medical costs to other employers.

The MAPCO initiative represents a significant development in health care bene-
fits design that is likely to prompt other employers to examine their own programs'
costs and assess the impact of coordination of benefits on such costs. Bard believes
coordination of benefits defeats some of the cost controls built into medical plans by
providing employees with 100% coverage. "That's what coordination of benefits is
all about," he added. And when employees don't share the cost, medical benefits
costs skyrocket.
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(From the Tulsa (OK) Tribune, Sept. 27, 1983)

EMPLOYEES CHOOSING BENEFITS: PLAN WOULD MATCH BENEFITS, NEEDS

(Stories by Mark Davis)
When Marsha Fowler changed jobs recently, her new boss didn't tell her what

kind of fringe benefits she would get. Her boss asked what kind Fowler wanted.
Fowler was able to choose her benefits under what is called a flexible benefits

plan-a concept developing at some of Tulsa's larger employer's.
Traditionally, all employees of a company receive the same package of insurance

and other benefits. Only the amount of coverage or value of the benefits varies.
"But a flexible benefit plan allows employees-including the rank and file-to pick

and choose among different amounts and kinds of benefits.
One of Tulsa's pioneer firms in flexible benefits in Bank of Oklahoma, which

hired Fowler Aug. 1.
When most people get a new job, they automatically receive a basic package of

benefits. So did Fowler.
Her basic package included life insurance equal to half her salary, long-term dis-

ability insurance, sick leave and short-term disability insurance, plus a retirement
plan.

But because she works at BOk. Fowler also received Benepay-the bank's name
for flexible benefit credits. Every employee gets a set amount of Benepay, plus an
amount based on salary. The employ then uses the Benepay io "buy" thekind of
insurance or other benefits desired.

For example, Fowler, who received Benepay prorated to her four months of 1983
employment, used her Benepay for medical and dental insurance. Soon she'll have
to decide how to allocate her full year benefits for 1984.

Other employees at the bank have chosen other options which include a medical
reimbursement plan, lower medical deductibles, day care for children, increased life
and disability insurance and a thrift plan.

Bank of Oklahoma, which began its flexible benefits plan in October 1982, is one
of a few Tulsa companies that have such plans in operation. Several others are look-
in at the option.

tut flexible benefit plans aren't readily available to employees of.smaller firms.
The costs of developing a plan are too great to justify a program for fewer than 100
people, say Robert Hamilton, a senior consultant with A.S. Hansen Inc.

Hansen has its own flexible benefits plan and consults other firms in developing
similar plans.

Hamilton says pioneering work at the larger employers may result in prototype
plans that could be marketed to smaller employers at reduced costs.
. The larger employers are working on two types of flexible benefits plans. Some
firms, like BOk, reduce standard benefits to some minimum core and allow employ-
ees to "buy" additional benefits with special benefit credits.

Other firms set up reimbursement accounts which buy insurance or other items
requested by employees and then deduct the cost from the individual's paycheck.

These plans also are called reduction of salary and cafeteria plans.
A chief advantage of the reimbursement plan is its tax break. Because the benefit

is deducted directly from wages, it lowers the amount of wages subject to Social Se-
curity and other withholding taxes. It also allows the employee to forgo benefits and
take all his compensation in cash.

However, the Internal Revenue Service has not formally approved the tax-avoid-
ing reimbursement plans and there's a move in Congress to tax such benefits.'Whether this is a candy store the IRS is going to close is anybody's guess," Ham-
ilton says.

As a result, the minimum core plan has received more attention from employers.
Thomas Graham, senior vice president of Bank of Oklahoma's human resources

division, cites several advantages to its flexible benefits plan.
Employees are better informed about the kinds and costs of the benefits they re-

ceive, Graham says.
"I think before, employees tended to take benefits for granted," Graham says.
The flexible plan requires employees to allocate their Benepay among various

benefits. Now they are better educated as to what different benefits cost and "how
they can influence the costs, especially in the medical area," Graham adds.

Graham also says the plan makes the bank more competitive in the job market
and allows easy adaptation to future changes. For example, the bank could add ben-
efits to the selections available.
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Some plans allow employees to buy additional days of sick leave. Some allow new

employees to buy their way into benefit plans before they are technically eligible.
Others allow employees to cash in vacation days and work for extra pay.

YOUNG CHILDREN CAR VlCMMS

Motor vehicle accidents are the leading killer and crippler of young children,
causing some 650 deaths and 5,000 serious injuries a year.

FLEXIBLE PROGRAMS HAVE DRAWBACKS

A new idea sounded like a better idea-until Mapco's Dean Bard had his say.
Until Bard spoke up, many employers had heard only good news about a new con-

cept in employee benefit plans. Bard says some of the employers he addressed in
New York this spring admitted his arguments made them think twice about flexible
employee benefits plans.

Flexible benefits plans allow employees to choose among a selection of medical,
insurance and other benefits. Traditional benefit plans provide standard packages
for all employees.

Some employers have gone to flexible benefits because employees become more
involved in, and better informed about, their benefits. Employers also cite cost and
tax advantages.

But the jury is not unanimous.
Bard, general manager of Mapco's payroll and employee benefits, voiced reserva-

tions about the move to flexible employee benefits. Bard says the plans:
Make it easier for a revenue-hungry Congress to tax employee benefits.
Often dump the cost of some benefits onto employers without flexible plans.
Allow employees to take advantage of the plan through "adverse selection" of

benefits.
May reduce employees' benefits over a number of years Vvithout employees know-

ingabout it.
Chief among Bard's concerns are the possible tax consequences of flexible benefit

plans.
"The best part of the benefits now is that they're non-taxable benefits," Bard
&.nefits are tax-exempt largely because Congress and the Internal Revenue Serv-

ice have trouble showing how much benefits are worth, Bard says. For example, if
an employee files no claims on his employers medical plan, IRS has a hard time
proving he has benefited a certain number of dollars, Bard explains.

But flexible benefits plans often give employees a set dollar amount in credits to
"buy" a selection of benefits. Some even allow employees to opt for cash.

Armed with a dollar value on each employee's benefits, IRS and Cor*Tess won't
have any difficulty applying a tax to those benefits, Bard claims.

Congress already has initiated legislation to tax a certain kind of flexible benefits
plan called a cafeteria plan. Cafeteria plans allow employees to opt for cash instead
of benefits.

For example, the plan may offer employees medical insurance for one year or
$500. Proposed legislation would tax the employee for $500 of additional income-
even if he took the medical insurance.

"People in the flexible benefit industry are just asking for it," Bard cautions.
Bard also says flexible benefit plans exacerbate a problem called inter-company

cost shifting.
An example is when an employee forgoes medical coverage offered in a flexible

plan and signs up under his spouse's plan as a dependent.
The employer with flexible benefits can claim a cost reduction, but Bard says it

has only forced the spouse's employer to bear the cost of insuring the other compa-
ny s employee.

"It's not cost control, it's dumping it on somebody else," Bard objects.
To ward off inter-company cost shifting, Mapco disallows medical coverage to em-

ployees' spouses who have similar benefits where they work.
Bard also explained "adverse selection," a danger to the employer offering flexible

benefit plans.
Because employees often can change their benefit package each year, they can

load up on, say percenrt dental insurance one year and get all of their expensive
bridge work or root canals paid. The next year they could take minimal dental cov-
erage and load up on vision care benefits and get new glasses or contact lenses.
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Bard concedes there are ways to design programs to avoid adverse selection, "but
it's going to eat you alive over time."

Employees face a danger under flexible benefit plans, if the coverage doesn't keep
up with inflation, especially in medical care costs.

Traditional plans usually guarantee some level of benefits, regardless of the price.
But a flexible benefits plan guarantees only a dollar value of benefits.

If prices for the benefits increase over time, an employee would not be able to buy
the same benefits without a benefit pay increase, Bard explains.

"To me you lose employee confidence in the company," Bard says.
Employees would lose confidence because they would lose benefits "through the

back door" instead of having the company explain it must reduce benefits, Bard
says.

Senator PACKWOOD. I don't have any questions of the two of you.
I'm not sure there are any questions left to be asked.

Mr. BARD. May I answer for the record-Senator Danforth left,
and he was referring to the cost of benefits increasing. And, basi-
cally, we have increased some of the benefits, but overall employee
benefits have not increased except for the figures with regard to
medical, as some of the previous panel members answered And the
reason being is that pension plan, profit sharing, LTD, which is
long-term disability, short-term disability, vacations, holidays, life
insurance-these are all functions of employees' payroll. Pension
plans are operated off their salary. Vacation is, a portion of his
salary. Life insurance is two times the annual salary of an em-
ployee basically. So these are all functions of salary and they will
increase, but they will increase at the rate that they have salary
increases. Other benefit increase that has occurred is basically
medical. The cost of benefit changes we have made with getting the
employee more involved, we were estimating in medical costs from
20 to 25 percent a year. For the first 6 months of 1984, as compared
to six months in 1983, our medical costs only increased 1 percent.

Thank you.
Senator PACKWOOD. My hunch is that 5 years from now if that

same question is asked about medical, costs will not have gone up
as fast as wages because you are going to see a difference in the
administration of plans.

Mr. BARD. Everyone seems to be wanting to point a finger. But I
think the employee and employer and provider coalitions that we
are getting into we are all starting to recognize that the providers
provide services and that they have been gouging the system. Em-
ployees have been getting the services and not paying for these.
The employers have been paying for those services and that was
during a time when we had the money to do so. So we have all cre-
ated benefits that were so generous that we encouraged this esca-
lating cost. Now it is time to take care of that problem.

Senator PACKWOOD. Gentlemen, thank you. And that will con-
clude our hearings.

(Whereupon, at 1:16 p.m., the hearing was concluded.)


