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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, SUBCOMMITTEE ON TAXATION AND DEBRT
MANAGEMENT, SD-219 DirkseN SENATE OfFICE BUILDING

FINANCE SuBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SETS 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 issuc of fringe benefits.

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

Senator Puckwood stated that “the purpose of the hearings is to develop a full,
fair hearing record on current fringe benefit topics.” He wishes to schedule wit-
nlesges 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 encouragin? em-
ployers to grovide 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?
0))
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INTRODUCTION

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?

“(8) 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? »

“(56) 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)



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
Treasuri 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 specificsstatutory 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; (3) 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 emﬁloyee’s gross income for Federal income tax Fur-
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 (6) a qualified tuition reduction. Special rules apply with

@)
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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 t}ualified 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
lx;re.:atleim made available to other employees on a nondiscriminatory

asis.

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-

ses a moratorium, with respect to lodging furnished after Decem-

r 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

articipant is not treated as having received cash or a taxable
ringe 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 Flan 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-

loyers of certain benefits provided to employees under a welfare

nefit plan. Under the Act, deductions for contributions to a wel-
fare 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. In general, 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 claims 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 that 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
g‘x}”ovides ce.tain transition rules with respect to existing reserves.

e provisions of the Act relating to nondiscrimination require-
ments apply to taxable years beginning after December 31, 1984.

\



I1. 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 gencrally 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; (3) accident or health benefits; (4) 'parsonage allowances; (5)
certain benefits provided to members of the Armed Services; (6)
meals ond 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 (o as statutory fringe benefits.

in addition, the Tax Reform Act of 1984 provided statutory exclu-
sions 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-

git.ning after December 31, 1983.

Wondiscrimination rules

Under present law, exclusions for most of the statutory fringe
benefits are conditioned upon compliance with rules prohibiting
Jdiscrimination in favor of owners, officers, shareholders, and highly
compensated employees.

These nondiscrimination rules generally prohibii 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 plan 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.

he 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 fpre:sent-l&w 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 comrensated, 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 providec{ 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 ofp 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 ang 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.

he 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 grescribed by the Treasury.

The provisions of the Act are applicable to taxable years begin-
ning after December 31, 1983.!

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 empliyee
had a nonforfeitable right to receive the benefits, unless the source
of payment is a qualified” pénsion 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 xl)roprietors or partners).

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

! The new provisions will not agrly 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 thee‘rlan. who were employed during 1983 by the employer maintaining the
plan, und who attained age 55 on or before January 1, 1984, The new provisions do not apply to
any emrloyees who retired before January 1, 1984. However, the nonaprlication 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 ang/ emplcsree who is among the 5 highest-paid
officers, a 10-percent shareholder, or among the 25-percent highest-
paid emﬁloyees if the program discriminates in favor of this grou

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.?
Benefits provided to members of the Armed Forces

Present law permits military personnel to exclude a variety of
in-kind benefits and cash mements from gross income. Specific ex-
clusions apply to certain disability pensions (sec. 104(a)X4)); qualify-
in%scombat ay (sec. 112); musterin%‘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 emfloyer’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

t 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 Januery 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?anuary 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.?

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 h?hly comdpensated,
as to either eligibility to particizpate or the benefits provided under
the plan; and (3) no more than 25 percent of the employer contribu-
tions to the plan may be attributable to the group consisting of em-
gloyees (and their spouses and dependents) who own more than

ive percent of the stock or of the capital or profits interest in the

employer.
is 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 (J!,S) no exclusion is permitted
for self-employed individuals (sole proprietors and partners).

The exclusion for van ling 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 emdployer 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).

8 The 1984 Act imposes a moratorium on the issuance of income tax regulations providing for
the inclusion in gross income of the excess of the fair market value of qualified campus lo%x

over the ter of the operating costs paid in furnishing the | or the rent received, a 'l‘f
cl:;g%e to miﬁed campus lod?ng mnl:i.shod after Decemberogf,mﬁ%, and before Jmuargfpl.
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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 en-
ployee is married, the lower of the earned income of the emFloyee
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 emplo%ree'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 5paid 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 frmge 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 1.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 (6) 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.

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

Exclusion provisions "
No-additional-cost 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 J)rovided 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).

Qualified 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 ﬁrice 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 emplogee works;
(2) the property or service provide& 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 workix;g condition fringe, the value of free
or reduced-cost parking provided to employees on or near the em-
plcg;er’s business premises.

minimis fringe.—Property or services not otherwise tax-free
are excluded if their value is 8o small, taking into account the fre-
uency with which similar fringe benefits (otherwise excludable as
e minimis fringes) are provided and other relevant factors, as to
make accounting for the benefits unreasonable or administratively
impracticable. For examgle, 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 copyin
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 operatedte!()ly 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 com;{;nsated employees) nondis-
crimination requirements are met (see below).

Athletic facilities.—An exclusion is allowed for the value of on-
Fremises athletic facilities provided and operated b'); 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 proviged
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-

l?yefi; and (3) certain nondiscrimination requirements are met (see
ow),

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 emplo?rees defined under a reasonable classi-
fication, set up by the emioyer, 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 frix:ige benefits. U'nder 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. "

nder 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.

e 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
pro regulations state that an otherwise nontaxable benefit
will be nontaxable if offered in a cafeteria plan only if it continues
to satisfy the A)rovisions 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

ling, and those benefits excludable under the miscellaneous
ringe 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 glan (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 emplorer r%&orting 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
sgending 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.



16

15

) ’{‘3§5cafeteria plan provisions of the Act are effective on January

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-

regate, 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 have 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
apglied if the employer owned the asset.

refunding of life insurance, death benefits, or medical benefits
for retirees.—The quaiified 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 tarpayer'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 runds 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).

nsitional 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 Jimits do not apply.

Effective date.—These provisions generally apply to contributions
paid or accrued after December 31, 1985. However, in the case of a
glan maintained under a collective bargaining contract in effect on

uly 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.+

Excise taxes on funded benefit plans

Under the Act, an excise tax is im 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(bX1)); 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 trcatment 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 trusis (SUBs) and group legal service organizations
(GLSOs). In addition, more specific limits are provided with respect

* In addition, the Act applies to ang 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 a;;ply 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, 19¢
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I11. 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 msentdaw exclusions for cer-
tain statutory fringe benefits descri in Part II-A of this pam-

phlet.®

Each entry in the table has two lines. The first represents the
estimated increase in income tax receipts which would result if the
venefit 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 1.—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:

2. Premiums on group term
life insurance:

3. Contributions to prepaid
legal services plans:

NCOME t&X ...o.oevvrvieiineerenns t) (1) s are e
FICA.....ccoivirirnincriines 1) (1) oo
4. Employer educational as-
sistance:
Income tax........ccvvervinnns (1) v e bbe s resene
) ) (07 VORI (1) rrcriirrirenosrisenesrereses s e sressresreaes

% This pamphlet does not describe the statutory exclusion for employer contributions to quali-
fied rnzion. profit-sharing or stock bonus plans, qualified annuity plans, or tax-sheltered annu-

ity plans.
(18
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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:
Income tax......coevnvevvnnnens ) 1 A A 2 2
FICA....cooovivieiveiirrenns (8] ) M M 1 B
6. Employee meals and _
lodging (other than mili-
tary):
Income tax ......cooevvivirnnvinne q 8 9 9 1.0 1.1
FICA...ocoooirnecerecrinnninnee 2 2 3 3 3 3
7. Benefits and allowances
to 1Armed Forces person-
- nel:
Income tax .........ccvuennen. 19 20 22 23 24 26
FICA....coc v (®) (2) (2) (2 (® (®

() 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

enerally available statutory fringe benefits which are shown in
‘able 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
rew from 0.5 percent of wages in 1950 to 3.8 percent of wages in
981, and group life insurance contributions increased from 0.2 per-
cent of wages in 1950 to 0.4 percert of wages in 1981,

Grouf 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 dnllar of wage increases.

Table 2.—Employer Contributions to Group Health and Life Insur-
ance as I'crcentage of Wages and Salaries, United States, 1950-81

|In percent)

Group health Group life

9
1950, 0.5 0.2
1955 8 3
1960......ciiiiiii 1.3 4
1965 1.6 5
1970, 2.2 5
1975 3.0 ]
1980....coii 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....c.cvviviiriiiiii 1.5 0.5
1955-60.....ccciriimiriinii 2.8 9
1960-65........cviiiiiiiriir 2.7 .6
1965-T0.....cvviviirircic 3.3 |
1970=TH..cocii 4.7 6
197580 ..., 4.5 3
1980-81 ... 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.

Congress has provided specific exclusions from gross income for employer-provided
benefits of: (1) 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) parsor.age 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 (/) dependent care assistance.

MISCELLANEQUS 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
o;)rportunity 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-frece 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 opportunitt{v 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 ‘:aid 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. Once 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 overl
generous. In addition, the article concludes, that regardless of the terms and condi-
tions that we may 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 or Commerce data, in
1950, employer contributions to group health plans represented one-half of one Fer-
cent of wages and salaries. In 1981, employer contributions to group health plans
represen 3.7 percent of wages and salaries. Fringe benefits now count for ap-
proximatety-16 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 reroved.
As we review the testimony presented at these hearings, we must all remembor 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 Post, 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 sifned into law recently by President Reagan puts some very modest
curbs on the proliferation of fringe benefits. Since every tax loophole quickly creates
a lob'lﬁ 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, remov2s 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 accurae?, 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 nced to purchase thousands of dollars of child
care or legal services, to opt for those benefits and avoid taxation.

Fringe benefits have been growiag 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
S:curity 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 spendor save the money you earn.

STATEMENT oF SENATOR JoHN H. Charee

Senator Packwood should be commended for holding hearings 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 sa{.

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 employces. 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 em{)loyee 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” employee benefits, such as pen-
sion plans. Since I chair the Finance Subcommittee on Savings, Pensions and Invest-
ment Policy, ] 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
Subcommittec 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 Pmposed 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 KEOGHS5) is the largest category
ggﬁ tgxb%i(‘penditure in the code. For 1983, the cost of employer plans was listed at

.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 srisen in certain industries to provide “tax free”
benefits to emplo*yees. We have protected manr 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 | 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. [ am delighted that most employers are routinely providing health
insurance to their employees. 1 know that the tax free nature of this benefit has
contributed to this practice.

The tax expenditure for omgloyer provided health insurance is the fourth largest
tax expenditure listed in the President’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—3$20 to $40 million each.

I think we must look at these items just as we look at direct spending programs 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 Bradley-Gephardt "Fair Tax” bill propose to tax all
employee benefits. | 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, 1 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 that can be given tax free, we are
going to see a continued erosion of our 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 ?urchase 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
fl:eceiving the same cash wages will be enjoying unlimited nontaxable noncash bene-

its
There are other issucs which I hope the witnesses at this hearing will address, |
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. [ have serious questions about some of the cafete-
ria plans that some partners in law firms are using 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-
loyeos 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 Packwoobp. 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 1 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 emsloyer 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 axtraordinary defend-
ers on the committee, and that becomes the tax'bill.
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As | 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 will not
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 b
governments or they are going to be provided by employers. Wit
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
;)n pl‘ée employee, but if the busiress provides it, there will be a tax

evied.

If the goal is to provide aderuate bhenefits, then I run across
people, except genuine socialists, who would argue that the Govern-
ment can provide the bcnefits 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-
gloyee benefits are offered, depending upon whether it's more

eavily male or heavily female. When government provides bene-
fits, however, they are the same whether they are provided in New-

rt, Oregon, or in New York City. It doesn’t matter that New

ork 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.
he 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 airee 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 en;Foners 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 J:rovide 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 CHATEE. 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.
Thefy argue that the emplO{ers 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 Packwoob. 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 CHAFEE. 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 Packwoobp. Thank you very much. ,

Senator CHAFEE. Is our first witness Mr. Chapoton?

Senator PAckwoob. Yes. Our first witness is the Assistant Secre-

tary.

énator 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. CaarotoN. That is right, Senator.

Senator Packwoob. Is it true that you said no more mister nice
guy when you wrote this statement? [Laughter.)

nator CHAFEE. I am sure you have ’g‘ot a statement about Mr.
Chapoton, but we will all miss him. He has done a superb job over
the last 32 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. CuarotoN. Thank you, Senator Chafee. I have enjoyed it
very much.

Senator Packwoob. Buck, I have got to second that. I don’t know
how you have managed over these iyeaurs 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. CHaprotoN. 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 PAckwoop. 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 off by 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.

, 1 am 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 nonstatutory 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-
etx:s, 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 frir.ge benefits—those
that are exempted from tax under specific provisions of the Tax
Law, and I am going to discuse 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 tax benefits derived from the ex-
isting statutory benefits may not fairly be distributed among tax-
payers. And, finally, we are concerried 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 Faderal 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
ER SX 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 benefitg——
Senator CHAFEE. Could I just ask a question, Mr. Chairman?

Senator PAcKkwoob. 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. CaaroTtoN. 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-
pl%yer can or cannot negotiate.

enator CHAFEE. But you take the auto workers, for example,
they will say that thei 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?

Idr. CHaroroN. 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 stimulate? 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 Con at some
length—cafeteria plans permit individuals—basically individual
employees—to pick and choose which benefits they will receive.
The flexibility iriherent 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
articular benefit—a particular fringe benefit—differs of course
rom employee to employee, and fringe benefit compensation is
gelr:erally 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 on2 form.

Cafeteria plans virtually eliminate this restrgininﬁactor by per-
mittini 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 Jare-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 l%y 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 some 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-

licable statutory exclusions if the benefit is provided through an

A. 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.

he 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 deliberatc fashion. Basically,
Mr. Chairman, prior to 1969 there was a 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 Reiorm 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 u 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. By 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
thiough 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 irf 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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s. We worked with Senator Packwood on those rules very close-
y. 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
{nto ilx: these hearings and I am sure that will be discussed at some
ength.
ow, 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 mag 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 doilars. 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.

e 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 {Jlan. 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 gart 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-
tained, 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-
ployces 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 be made with pretax dollars, the
permissive treatment of FSA’s would contribute to rising health
cave 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 expccted 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:]
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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
amployer-proviaded fringe benefits.

In the just-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 insurance; (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
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 DRA 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 the
policies underlying such favorable treatment,

impact 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



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
effaect 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 perceni 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., Bmployee 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 countribution 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

cdollars.

Our revenue estimates reflect the significant impact
cateteria plans have on the Federal tax base, For fiscal years
1984 through 1989, we estimate that, assuming the exclusion for
group legal sgervices is not extended beyond December 31, 1984,
cafeteria plans will reduce individual income tax receipts by
$7.01 billion and social security receipts by $3.2 billion, for a
total reduction of $10.21 billion. (1f 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. Even 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 (FSA) permits an
employee to designate some portion of his or her otherwise
taxable salary as available for the tax~free reimbursement of
gspecified 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 FSAs. 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
expengses 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 treatment 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
astimate 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 and 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. 1In addition, if an employer sets aside amounts
for future employee compensation, income earned on the amounts
get aside is included in the employer's gross income for income

tax purposes,
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Exceptidns 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, Congrass 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 8% 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 pengion 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 ia 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 systém,
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 henefit 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 accrunt will be only
$14,587.83. The bank account balance, however, will support a



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, Lf 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 fuc 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 extant 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.



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 insurance
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 avajlability 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 nondiscriminatiocn 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 henefit plans may create incentives
incongsistent with other important policy objectives. In
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particular, we are concerned th~t 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 carae, 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 recognit.ion of the effect on health care costs of the tax
treatment of emp.ioyer-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~-gshould 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-sharinj 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 may
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--cogt-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, 1If, 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 strateyies for private health cost
containment., Also, cafeteria plans without FSAs permit employers
to price health benefit options to encouraye employeaes 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 faciiitate particular employers in attempting to
introduce incentives for employees not to use health care, the
dominant effect Cf granting permissiva tax treatment to FSAS
would he 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 PAckwoob. 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. | 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——

X Senator Packwoobp. The Treasury’s revenue has increased there-

y.
Mr. CuaroToN. 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 PAckwoob. 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. CuaroroN. I think that is correct.
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Senator Packwoob. 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 bein? 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 da{s. During the 28 days, the death rate
dropped dramatically in Israel. [Laughter.

Senator PAcwoob. I don't know what that concludes.

Mr. CHAPOTON. I am not sure I know that either, but that is in-
teresting.

Senator Packwoobp. Buck, do you think that all individuals
shouid provide for their own health coverage, rather than having it
collectively provided either by the Government or by employers?

Mr. CuApoToN. 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 Packwoob. 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. CuaroToN. 1 don’t want to jump to that conclusion. There
certainly would have been a lot more pressure for it. No doubt
about that. ‘

Senator PAckwoobp. 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 wr do it than if
we had the equivalent of national health insurance?

Mr. CHArPoTON. Mr. Chairman, that is getting oat of my area of
expertise. I would suspect that is true, but I really have no——

nator PAckwoob. 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 impos-
sible to extrapolate back to a Government program provicggg
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. | think the next ste% 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 simpl
not an answer to it. In an individual case they might use and thin
that it helps their negotiations with their employees, but overall
we do not see it as helping. .

Senator Packwoov. If thoufht that the people who wanted to
tax employee benefits reallr only wanted to make them more effi-
cient, F 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 talkinf about backing away on that.

Senator Packwoob. 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 1t 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 miies 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 dpaﬁr 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 examgle 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 PAckwoon. Whet do you mean ‘“‘nonemployees’?

Mr. CuaprotoN. For instance, a self-employed person who takes a
child to a day care center does not receive the same benefit.

Senator PAckwoobp. Oh. I am perfectly prepared to extend it that
far. We could do that now.

Mr. CHaroTON. 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 PAckwoobp. 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-
pl%séer provides a plan. Now, we leave it to emploxers.

nator Packwoobp. With that I would agree. All of the unincor-
porated partnerships that exist where you can take the benefits for
your emé)lcl)gees but not for yourself, but if you are incorporated,
you could. And that is unfair.

Mr. CHaroroN. 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 Packwoop. 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

ood 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 1just 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. CuapotoN. 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 Packwoobp. Let me ask you one last question. At the
moment, employee-provided legal services are tax deductible.
Should they be?

Mr. CHaroToN. We were examining that question in connection
with our fundamental reform effort. I am not prepared to say. I
think if we bad to take a position today, we would say that they
should rsi 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 that the Government would otherwise undertake.

S.nator Packwoobp. Oh, I will make grou a bet. You are going to
sca 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. CHaroToN. 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

ple to take more of that service than they would otherwise take.

0
We know that.
Senator Packwoob. Is that true of day care and health insur-

ance, too?

. Mr. CuaroroN. That is a problem with all these. Correct. And in
addition, we have to recognize that while 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 basicallﬁ 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 PAcCkwooD. 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 su
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 base. 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 f'ust 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. I pay it for
You as additional compensation and you are ;fvoing to have to pay a
ittle 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 t{pe of compensation is better
and we want employers to do this, then I think we have got to be
very careful.

Senator Symms. 1 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 Packwoob. 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
:;villing to pay a cost. We are willing to pay a Government cost to

o 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 an saf' 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 bothers 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
}\:'e could talk about it. But thank you, and I see the chairman is

ere.

Senator DoLk. 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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ha\:,e any figure on what the revenue loss of all these various bene-

Mr. CaaroToN. 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 paid through statutorg nonfringe
benefits, but you can add it up different ways. I guess the best way
is to look at the tax expenditurc 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 peo%le 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?

r. CHAPOTON. Yes, sir.

Senator DoLE. Hopefully?

Mr. CHarotoN. Hopefully. [Laughter.]

Senator DoLe. You have done an outstanding job, and we appre-
ciate it. I know the many ﬁople 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. CHAporoN. Thank you very much, Mr. Chairman. It has

been my pleasure.
Senator PAckwoop. We will look forward to seeing you back here

in another capacits.

Mr. CHaprotoN. OK. Thank you, Senator Packwood.

Senator Packwoob. Thank you, Buck. Good luck.

Mr. CaaproToN. Thank you.

Senator Packwoop. 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 Packwoop. 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.

I
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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 Yressures. 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-
gloyment 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 federallfv funded or assisted
grograms. A second reason for the restrictive legislative trend may

e the instances of reported abuse. I am given the example of doc-
tors and other Egofessionals arranging for yachts to be contributed
to a purported benefit plan. To the extent that such abuses actual-
ly 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 the
healthy tissue, for example, the recent VEBA legislation, has al-
ready worked unnecessary and unfair hardship on participants in
the leiitimate benefit plans.

In this connection, we are aware of no abuse in collectively bar-
gained Y‘lans 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
re%ard, 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 e{ement 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 Packwoob. Very good.

Mr. GEORGINE. Did I make it in 5§ minutes?

Senator PAckwoop. 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 b}
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 hargained 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 - §



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
saeveral 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 hdalth
care in the income of the benaficiary. 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 cafo, 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,



59

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
logs of such benefits wnuld 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(protoctinq 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.



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 thinq;
baing 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, employess 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 of 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 committces 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 rasults, 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
principles of efficiency and cost containment. Extend
the incentive to a flat deollar 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 perbapo the health cara‘
providers)’, and important sociul policy and federal

revenue considerations would thereby be sarved.

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 coantainment"
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 tliese 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 aervices programs amply

demonstrates.

In summary, then, the Coordinating Committae
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 -

particuiarly 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
bacﬁ on the public sector. Efforts to improve on a
system that is working so efficienﬁly may well prove

counterproductive.

- Second, any so-called "reform" measures must
be cafefully 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 abusa 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



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, tﬁai
when the change actually takes effect, participants
become very 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 private benefits 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 PAckwoobn. 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 Packwoobp. 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 Packwoob. 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 Packwoob. Bob?

Senator DoLE. I have no questions.

Senator Packwoob. 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 Packwoobp. 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 Packwoob. 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-
shiﬁs. Could you provide the committee some examples, so we can
look 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 Packwoobp. 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. GeEorGINE. Thank you, Senator.

Senator PAckwoob. I look forward to it in the future, hopefully.

Mr. GEorGINE. We will be there.

Senator Packwoob. Thank you. Next, we will have a panel.

Mr. GEORGINE. Mr. Chairman?

Senator PAckwoop. 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 PaAckwoobp. 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 PAckwoob. 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.

ellows, 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 a(;)?reciate that.

I would like 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 PAckwoobp. 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
{)ayments by employers for paid vacations, sick leave, time off for
unch—which is about 13.5 percent.

Senator PAckwoop. 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 cate‘%’ones would be tax-deferred which
amounts to about 4 percent. When we are saying tax-deferred bene-
fits, we are sa{ing 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 Packwoop. 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. And the 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 Packwoop. 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 ﬁay 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 PAckwoop. Mr. Hunt?

[Mr. Davey’s prepared statement follows:]
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Mr, Chairman and Members of the Subcommittee: I am
Edward J. Davey, Bxecutive 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 1p 1967 with the primary goal of providing and
fostering the growth of this country's private employee bhene-
fits system. The Association represents over 500 organizations
across the United States: both large and small onploy;rl who
sponsor plans and leading support organizatirnnus 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. busineases
cover over 75% of American workers. The pension programs of
these employers, for people in their 40's today, will provide
pensions to 828 of married couples and 588 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 i{n rapid auccess;on.
without opportunity to assess how any individual changes will
affect the provision of benefits to employees. 1In the ten
years gsince enactment of ERISA, we have seen 5 major pleces 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 andlincompletu 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, ERISA, testi-
fied that as of 1982, 75% of those individuals benefiting from
defined benefit pension plans earned less than $50,000 and that
the tax advantages of these programs benefi“ted 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. In 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 rovaai; that
of the over 80 million nonagricultural employees in the United
States, over 47 million, or 59%, are covered by retirement
plans, including more than 37% of employees earning less than
$10,000, more than 578 of those earning between $10,000 and
$15,000 and almost 728 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 were
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 inconme.

Provision of health care, life insurance and retirement progranms
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are enormous employee incentives. Unquestionably, they promote
a happier, more secure, uoic 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
¢ -{ous mistake if the discussion of how employee benefits can
«Onc 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 beneftt
program cannot be overstated. As the baby boom generation
nears retirement, the ability of the social security system to
deliver at manageable coat 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 £inuncing; 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 47% of his pre-retirement earnings, although to

replace his preretirement standard of living, he would need a
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688 replacement rate. While the system is targeted to replace
428 of average pre-rstirement earnings, the fact that it is
skewed toward the lowec paid results in a 618 replacement rate
for employees earning the minimum wage and less than a 28%
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 sccuritx, 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 to
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 whould be
considered which are simple and durable. We believe that a 50%
offset of a participant's social security benefit would provide
such a formula.

We are also concerned about the growing trend in
recent 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 pensicn plan
contribution and benefit levels. It is revealing that 75% 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., Enmployee controlled and 1n;tiatod benefit arrange-
ments shift the responsibility for saving, and the risk for not
saving, to employees. Instead of an employer assurance that
enployees 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 amcng 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
tetirement. While it may be that coverage and the level of
benefits will remain constant, despite the shift in the
sponsorship of benefits from cﬁploycr to employee, it n;y 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-
tiou. The swing in favor of a revenue philosophy based on the
time value of money significantly alters the past trend toward
employer-sponsored, well-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 lavci,
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
sane level of benefits, or in the absence of increased
contributions, reduction in these benefits.

This approach may have unintended consequences on the
deficit in two ways. First, the lack of tax incentives and
concomitant denial to employers of the use of money may 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. Bventually, these will be
financed out of tax revenues. Thus, directly contrary to
Congress' intent, the deficit will be increased in ycaé; 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
avareness 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 ahout 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 %et 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 perhaps 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 arc conﬂictin? oals. 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 PAckwoop. What did his bill do?

Mr. HunTt. His biill 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
engugh, 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



80

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 about 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 sag;ing 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,
the{ 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 seein 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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m SOCIETY OF PROFESSIONAL BENEFIT ADMINISTRATORS
2033 M Stroet, NW o Suite 605 © Washington, D.C. 20036 » (202) 223-6413

OUTLINE OF ORAL (AND WRITTEN) TESTIMONY OF THE
SOCIETY OF PROFESSIONAL BENEFIT ADMINISTRATORS

BY SPBA EXECUYIVE DIRECYOR FREDERICK D, HUNT, JR,
BEFORE THE UNITED STATES SENATE COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION & DEBYT MANAGEMENT

JULY 26, 27, & 30TH, 1984

The SPBA testimony will simply give direct candid answers to the questions
outlined in the Finance Cosmittee press release announcement of the hearings,
In some cases, parts of more than one question have besn combined and re~-phrased

for fever, but more cowprehesive, 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
*reform”™, which allows more "abuses® etc, There is no national policy or goal
for employee benefits, and there is no tax policy for benefits which lapts 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 i{nto the crystal ball to forecast that government mis-management
and harrassment will continue for several more years, until the Congross and
the Treasury realize that they have very nearly killed the golden goose...

at which time there will be a hurry and scurxy on the part of the government
to "save® the private employcee benefits.
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m SOCIETY OF PROFESSIONAL BENEFIT ADMINISTRATORS .

Testimony of the
Society of Professional Benefit Adminlstrotors (SPRA)

to the

United States Senate Committee on Finance

Subcommittee on Toxation & Debt Management

July 26, 27, & 30th, 1984
by
Frederick D, Hunt, Jr., SPBA Executive Director

TAX POLICY AND EMPLOYEE RENEFITS

The Society of Professional Beneflit Administrators (SPBA), founded in 1975, is the national
association of independent third party contract benefit administration firms. 1t is estimated that one
third (!4) 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 rate 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. Chairman, the first question you raise in the announcement of the
purpose of this hearing hits the nail on the head. You ask if tho tax law
should encourage employers to provide benefits, and if so, which, and what
tax assistance is appropriate. The answer to the first part,,.should the
government, though taxes encourage benefits,.,.is an obvious YES, This 1s
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 employce
benefi{ & should ba offered is Uncle Sam! In fact, everyone clse in this
hearing is only following the example and mandates df the Government.
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The rederal Government not only has one of the most exotic arrays of
employee benefits for its own workers...but every Congress and every President
in this century have urged or created nev employee benefits on private employers.
Workers Compensation was mandated in 1911, Social Security in 1935, along with
Unemployment Insurance., Those are just a few hiastorical highlights. The
mandated lenefits since World War II are well known,

Further, virtually every session of Congress addresses some area of
falrness or equality which also tends to expand existing benetits and costs,
Private employers and the benef{ts industry are not against such equality,
In fact, private plans have much less discrimination than Pederal Government

programs.

The point is that all of these created and expanded benefits are
mandated employee benefits, IXwployers have little or no say about the costs
or format, Most of the Government created or mandated banefits entail an
extra tax cost. There are Pederal or state bureaucracies fully supported by tax
dollarstooversee such governmont-mandated benefits for private employeos,
The administrative overhead of the Social Security Administration is a good
example, How many tax dollars are used for that and (ts dozens of sister
agencies overseeing government-mandated benefits? 1I'm sure that those costs
far exceed the $50 dillion "revenue loss” for privato benefit plans to provide
more thorough and more stable benefits,

Thus, the answor to whether tax law should encourage employers to provide
fringe benefits, and if so, which benefits and at what levels must start with
Uncle Sam. I believe there is a phrase in the Bible which adminishes all of
us to “Get thine own house in order”. The Congresc and President must ask them-
selves whether such programs as Norkers Compensaction, Social Security, Nedicare,
Nedicaid, and Uninsurance Compensation be eliminated and/or made voluntary,

conversely, some Senators and members of the Administration feel that
thore should be a tax on the employee for benefits or a "cap® on the value,
That logic would seem to say that because I was in the Army, my N-=2 should
show a percentage of the millions 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 Soclal Security
and othor government-mandate benefits agencies be divided up and appear on
everyone's N-2 for tax purposes? I'm sure that everyone in Congress and the
Administration would give an emphatic "NO" answer. Then why apply the same
poor logic only to private employee benefits?

Those are the social and political reasons...but this {s the Finance
Committee, so let's look at the financial side, 1If the private employee benefit
system were magically eliminated, the United States would face an economic disaster.
The millions who are currently under cost-efficient private benefit plans would
suddenly be dumped onto the rnles of Social Security, Nedicare, Medicaid,
the Veterans Administration, and all of the other “safety net" benefits which the
Federal Goverrumrt has devised, Ironically, those government-sponsored plans are
already in grave financial trouble...and age already taxing workers and employers
to the maximum legal limits, Thus, they would be swamped with new claims, but

not more income,
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As the financial planners for the Congress, I think that the Senate
Finance Committee would do well to consider the financial disaster and angry
backlash ur citizens if the private omployee benefit system is not encouraged,
YOU'RE GETTING A RBAL BARGAIN! It is also a system that isg more efficient
and more popular with the people than the failing natjonal socialized medicine
programs that have been tried in Burope.

In answer to your questions about the effects of exlsting rules and tax
incentives, I would say that there is complote chaos Iin 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 bencfits laws
and regulations every year, spurred on by a major overhaul every Congress,
For instance, before the ink of TEFRA was oven 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 thvre will be
significant changea to the changes next year in maybe as many as two major tax
bills, FPrankly, this causes confusion, errors, and a vicious cycle of what is
called "abuse”, Some citizens are so concerned about the government-caused
instabllity (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 cf
laws inevitably leaves loopholes, these paople and their sharp advisors
(many of whom were in the government fomenting the churning laws), so take leyal
advantage of the laws, Those who take advantage of the loopholes are called
"abuses®,,.which then restarts the churning cycle by calling for a new law
which will have its own loopholes,

There is an even more upsetting problem which evolves from the chirning
and instability of benefits tax policy., Employers are becoming incroasingly
discouraged from providing benefits (which could mean that people would be dumped
onto the troubled government plans)., The churning and instability of government
tax policy makes the expense and hassle of sponsoring ard administering an
employec benefit plan much less attractive., I understand that in many plans
for small businesses, It costs as much to adainister 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 1s shameful inefficiency imposed by
the government, It 1s 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 agenciea should
strive to keep the system simple and stable...not the current chaos. Today,
neither the Congress nor the Administration (nor we in the bencfits industry)
can tels whether a much-heralded "reform" has worked. The roform is refoimed

itself, sometimes oven before it took effect.

I would be negligent if I did not say that this is not just a problem with
tax law, THERE 1S NO NATIONAL POLICY FOR EMPLOYEE BENEFITS., There is chaos
and contradictory policy among all of the 70 or so governmental agencios which
regulate ns, It is foolish to procesd so blindly,
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Your final gquestions relate to the effect of benefits on the employer~
employee relationship in terms of choice of benefits, conpensation, 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 [ncrease
of two-worker families, The private benefits system and employers have made
4 major effort to adjust to and accomodate to the new social structure.

Some of the Congressional and Treasury policies seem to be telling women tihat
only husbands should work, and that women should stay home like good little
girls, 1 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 some form of moonlighting or cxtra job, It is
financially wasteful for everyone to have overlapping benefits, Many 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 country,

In summary, the current system of employee benofits is a small reflection
of,..and often mandated by,,.the Federal Government programs. Even considering
the estimated $50 billion *revenue loss® price tag, thoey are a cheap and efficient
deal for Uncle Sam, The alternative would be a disasterous overload of government
programs such as Social Security and Nedicare, Unlike the government programs,
the private benefit plans have been designed and maintained to be stable and
adeguately funded, Afterall, promised benefits...whether from Soclal Security or
a8 pr‘ivaco plan...are worthless if they go broke, The chaos caused by the
government's congtant churning and "reforms® of working policies causces both
abuses and instability,..which are then used as an excuse for even further
churning and reform and so on ad infinitum, BEmployers are trying to meet the
modern wants and needs of their employees. Under the concept’ 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
bonefit, they will rebel, just as the founding fathers of this country did over

the tax on tea,

Pinally, a personal look into the crystal ball with the hope that by
shaiing the vision, it can be avoided, I predict that in the next 5 yoars,
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 Committee on Ways and Means and the Department of Treasury will gather to
hold hearings on the deplorable state of private benafits, and how the
Congress and Administration can "save® and "help" those private plans
(vhoge Importance will suddenly have become glaringly obvious). Wwill it
be too late? wNill government have killed the golden goose? Who knows...
dut why find out, when we can avoid the calamity today.

Thank you, Society of
Professional

Benefit

Administrators

P34
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Senator Packwoob. Your last point—and Bob Dole and I have
talked about this—is very valid. 30 and 40 gears 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. Hunr. 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 Packwoop. 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. 1 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 e thing, in defense of Senator Dole, who
I know has had to be the neavy 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 uF and said, “you know the prob-
lem is that everybody wants to he ﬁ’ 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 Packwoob. 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 Packwoop. We ind 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 Packwoob. Fellows, thank you very much.

Mr. Hunt. Thank you, Senator.

Senator Packwoob. 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 comgany. 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
Ezograms in place were designed and introduced, and yet those

nefits 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 'oini% 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 pivgram. 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 needgfJ And I think there is a fairlg
clear list of what those benefits would be. They would be healt
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 ﬁarticularly 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 require some legislative changes—a sort of super
401K plan that would enable us to pay into that plan for the em-

loyees an amount equivalent to what we are now spendin for
nefits. 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 Packwoob. Thank you. Mr. Sumner?

[Mr. Larson’s prepared statement follows:]



89

BEFORE THE UNITED STATES SENATE, )

COMMITTEE ON FINANCE, SUBCOMMITTEE ) Fringe

ON TAXATION AND DEBT MANAGEMENT, ) Benefits
) Summary

July 26, 1984

WITNESS: Jobn F, Larson, Manager of Compensation & Benefits, NERCO,
Inc., 111 S.W. Columbia, Suite 800, Portland, Oregon 97201,

503/7196-6673,

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

Work fource 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 provicded 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 apnlication 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 1if 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 THE UNITED STATES SEMATE, )

COMMITTEE ON FINANCE, SUBCOMMITTEE ) Fringe

ON TAXATION AND DEBT MANAGEMENT, ) Benefits
)

July 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.

wWe 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 employve 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 conferi'ed 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 ana the employee's
willingness to pay any additional costs. Such a program would promote

both cost containment for the employer and improved 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 a;so true that em»loyee-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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patema_l,lsm may actually resuit in employee dissatisfaction and
declining productivity. Because the granting of similar benefits to
both husband and wife by different enployers 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 treated 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 pro@uctivity. 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 in their
final decisions. Significant tax incentives will stimulate employee
participation in employer-sponsored bénefits programs. . Improved
business productivity 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 tequlr;mnts 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 intrqduction 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 sclamitted,
NERCO, Inc.

T

John 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. SumneRr. 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 iri 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 PaAckwoop. 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 Januarv 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 benefite at less cost and therefore less 10s5 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 fmposed 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 fecused 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

0o 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

thanz cneke TF tha feadaed paimhuyrgamant ageannt §g oliminabad  #ha
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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 a]l‘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 noted,the flexible spending account is the vehicle for reacﬁing
our objectives. In the absence of regulations governing the design

nf eiph neacal cvs apyann (Ffaps re meda by anp Y301 raninzal and
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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 uhused 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 enroliment 552 employees
designated a total of $457,000 to be deposited to the spending

account, L

Figures for the period January 1, 1984 to June 1, 1984 indicate the
following use of these funds: ' BN

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 participation.
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Changes in medical coverage, life and disability 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 offeréd, 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 preivous high cost coverage into one of these two

alternative plans.

The choices in 1ife 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 tining 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 empléyed 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

understandiqg.

Thank you,
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Senator Packwoop. 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 PaAckwoob. 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-
E)loyees left after I toured Sequent, Metagraphics, and Northwest

ndustries. 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
emplcéy 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. Barser. It is in part because of some of that cr.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. P%cl; 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 vglue. 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 difterent 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. They 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 not 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, ggu are responsible, and you participate in
helping the company be a 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
davelopmant of privately-managed social programs which have done this
country, its communities and {te citizens a great deal of good over the
yaars. Before further changes are msade to the tax codes uh!cq have
stimulated the formation and continuation of benmfit plans, Tektronix

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

during coming years.

We believe the polity should he 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 plans.

"Cafeteria” benefit programs have, ln.our opinion, the potential to
provide long term solutions to some probless created by the more
trad;tiunnl design of benefit plans. NWe believe they will enable us to
batter msanage our benefit costs, foster a sense of selé-responsibility on
the part of employees and better meet the neads of a diverse work force.
In particular, we loock forward to a cafeteria benefits plan helping us

with od? strategy to restrain incresses in the cost of health care.

39-706 0 - 85 - 8
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Iotroduction

Mr. Chairman, my name is Jane Barber. I am the Benefits Manager for
Tektronix, Inc., headquartered in Beaverton, Oregon. In that role, 1 am
responsible for designing and administering the company’s benefit program.
Tektronix is Oregon's largest private employer with more than 15,000
smployees. 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 computesr-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 moti;atc 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.

Penefit Programs As Part Of Humap Resources Strategy

Tektronix believes benefit programs have an important role to play in

helping us to have high-perforaing employees. Along with cash
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compensation, they form a part of the package which attracts smployees to
our company and through which we reward performance. They help. our
smployees be more productive by relieving them from wrorry about what the
financial consequences for theaselves 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 nngi-t
employees to increase their potsntial and to adapt to changing job
requirements, so thay may continue to be an effective part of a
high-performing team. We have a profit sharing program and an smployee
stock purchase program, which provide productivity incentives and allow

employess to share collectively in the success of the company.

Seciel fAnd Econonmic Implicatioons Of Benefit Programs

The tax pollﬁy of the United States, as well as employer self-intereat in
offering benefits as part of a human rescurce strategy, have fostered the
development of privately managed su:i;l programs which have done this

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

years.

Through employer-offered health insurance programss, families have been
kept from becoming destitute as a result of madical bills for serious
illness or injury. And, through the affordability of good medical care,
puopla Qav- been restored to good health and productive lives. Through
dll.bilit} income insurance programs, combined with health insurance

programs, employess who becase s0 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 trlnsitionll‘plriud 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
dinability income programs. Because these programs are tax deductible for
the company and tax-sxempt for employees, the government shared in this
cost.

However, 1 balieve this was a cost-effective expenditure for the

government, assuming the social needs should have besn met sonehow.

To provide an example which 1 know-is over-simplified but which
illustrates the dynamics, last year my)\ company spent $24 million on
benefit programs, and the government lost revenue of approximately $12
million. 1f we assume that the government, instead of Tektronix, had
provided the same $24 million to meet the security neesds of ocur 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 $1i4
) million. This would sesm to be the wrong direction for a country :--ying
to rcducé its deficit. What would have happensd 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 employewes who receive more than $30,000 in life insurance
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calling us 7+d 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 employass, I think it‘'s fairly predictable that msore and more
employees would begin to pressure their employers to give them cash

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

revenues, but it would encourage people to take rt.kl with thqi}
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 thwse benefits might create short term revenus
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 sean
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, helpad 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, esployers,
communities and the country, I also beliave they have created some
praoblems through their structure and design. They have shielded people
from the sconomic realities of life, much in the same way as a parent does
who pays all the bills a tesnager 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
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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
bebhavior 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

sel f-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 prograsms. They do
not foster the notion that people have a “right" to total economsic
security from the government or employers, which creates dependent
behavior and an appetite which can neaver be appeased. Instead, those

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

to help themselves.

ZCafeteria’ Beowfit Plans And Cost Hanagement

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. My company
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has just completed a year-long study of our benefit program for the
purpose of identifying changes which would snable better cost management,
better meet the needs of our now diverse workforce, and better foster a
sense of self-responsibility on the part of employess. And, we wanted to
do these things while enhancing employse 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 implemsent is to create
benefit "credits” by shrinking the portion of the program which employess

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 nesds 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 purposes would be met. Also, the
tax exempt nature of tho 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 smployeses better understand there is a
cost to benefits, and it sends a sessage 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 sat a limit on how much it will spend on benefit programs
wach 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 bensfits. They will have a
choice of health plans, with verying amounts of "first dollar” cost for
incurred h;alth care expanses, as well as varying costs for buying the

insurance. If they chocse a less expensive option than the plan we now

off:r, they may Buy other benefits or receive cash. We believe this power
¢f decision and the opportunity to receive cash will begin to cause prople
to be more cost-conscious and self-responsible consumers of health care

asrvices. 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 amployes’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 esployee’'s taxes, without daing
anything to solve the underlying problems. It would be similar to a
cospany deciding to solve its health cost problems by simply shifting more
expense to smployees. It would aggravate the esployees without providing
a way for them to help find solutions or to lower their le.ﬂhl. It
might increase revenuess slightly, but then the governmsent would be in the

strange position of hoping health care costs didn't go down, because if

they did, revenuss would be reduced.

Longlusion

Congress must draw its own zonclusions about the social value of benefit
plans provided by the employers of the U.8. and how to structure tax
policy. It is my strong recommendation, however, that Congress decide
what it wants the social policy of the United States to be before more
changes are made to the laws which nave stisulated 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 esployers for which they work, to msake
wise personal decisions and to plm.md save for their own financial
futures. Through this partnership of governmsnt, esployers and esployeses,
a vast megment of our population will have financial security when serious

illness strikes, when wage sarners become disabled or die, and when the
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day ;ar retirement arrives. Through esployer-sponsored plans, the

government is relieved of the need to provide for these sase life avents

which occur in every family at some time. By fostering a notion of

sel f-responsibility, I believe 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 place.

By personal experience in trying to redesign my company’'s benefit program
to meet current and 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.

Twktronix thanks you for this opportunity to testify.

4
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Senator PAckwoop. Who carries your health insurance?

Ms. BArRBER. We are self-insured. We have several HMO's as o
tions around the country, but on our Tek health plan, it is a self-
insured plan. We fund 1t through a 501-C-9 trust. Again, we see
that not as a tax shelter, but as a way to control costs.

Senator Packwoobp. 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 emplo%tees know how to use their plan—how to save them-
selves mone{. f 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 PaAckwoobp. Thank you very much. :

Senator DoLk. They are doing a f,'ood job, as are you, Bob.

Senator PAckwoobn. 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. McGroTTEN. Thank you very much, Senator Dole. My name
is Robert McGlotten. 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.

Ser:lat;or DoLe. All the statements will be made a part of the
record.

Mr. McGrorteN. Thank you. The AFL-ClO appreciates the op-

rtunity to state our views on tax-policy issues surrounding fringe

nefits. 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-

ess in its frantic search for deficit reduction revenue callously
Jeopardized or wiped out hard-fought gains of workers. For exam-

le, 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
mainlg 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
1m;l>ortant 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
incluged 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 %lgéls 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 PAckwoop. No matter how fast you read, you will not be
able to finish this in time. [Laughter.]

Mr. McGrLoTTEN. Senator, fine. Thank you. I will conclude my
statement. [Laughter.]

Senator DoLEk. The last part is better than the first part.

Mr. McGLoTTEN. I was trying, Senator Packwood.

Senator Packwoob. Dick.

[Mr. McGlotten's prepared statement follows:]
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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 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 legisiative battle and we look .lorward 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 acceleratéd cost recovery system and other new tax
benefits virtually eliminated the corporate income tax.

The 1982 tax law -- the Tax Bquity 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:

* Amerijcan 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 t;eatment 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 toA 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 rejeciad
efforts to extend the exclusion until January 1, 1986. These programs provided significant
opportunities to women, minorities and other v}orkers toc 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 Multiemployer 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 pensjon 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 Corpora}ion.

* 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 ;hould not be the focal point of tax
reform.

While not specifically fringe benefits, there are two additional areas in the 1984 taxr
legisiation 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 suifer 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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(MISCs), have been deferring for years; the one year extension of the so-called Targeted
Jobs Tax Credit which would otherwise have expired on NDecember 31, 1984; the phase out of
the 30 percent withholding tax on interest paid to foreign poftfolio 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:

l. Sensible "de minimis" rules that assure that employers and employees need not take
into account small benefit values which would cause unreasonable record I::eeping 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, employce 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 seurch 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 émployers 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 Journal of Human Resources used data from the Department of Health and Human




123

-6-

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 benetit
plans is coverage for preventive care, outpatient diagnostic servié:es, 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 té 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 benetit
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 & straw man for those who have a

fundamental aversion to the idea of the federal government regulating what are now
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staggering rates of increase in hospital and physicians' services. However, these same

individuals are willing to impose a limit on employer funded heaith 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 Supcommittee
must ask itself whether health care is the right place to look for ways to reduce deficits. It
must not cor!fuse 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 legisiation 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 v}éou 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 protposals 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 bir themselves
and those which are primarily used as a device to shelter earnings
for small groups of upper-income individuals. OQur 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 redacing 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 ot 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. [ 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 th_e 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.

1 want to emphasize that our position does not represent a blanket
endorsemont 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-free status of health insurance benefits, pre-pald legal benefits, and
educational assistance benefits, which have recently come under challenge. On the
other hand, we did not oppose the employee benefit changes in the Tax Equity and
Fiscal Responsibility Act of 1982 (TBFRA) or the taxation of group life insurance
benefits above $30,000, 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 wage-earners 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
employes benefits does not mean that we have abandoned our long-standing support for
mesting 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 partly
because of concern about the huge federal deficits which are projected for the Indefinite
future. Although we agree that the deficits must be reduced, taxing employeé benefits
is not the way to do it. The deficits stem from the enormous and unnecessary increases
in delenss 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 projected course of military
spending and by repeallng or reducing some of the costuy tax provisions Ehat‘ were
enacted In 1981 and more recently in 1984 — especially tiiose 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 ecreated 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
disabijlity insurance payments fall in the cash category. :n our view, there is an
important distinction between these benefits and those which are only rendered as
services and 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 FICA 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.,
1 would now like to discuss in more detall some specific employee benefits.

Heslth Care Benefits
The expansion of employer health insurance plans since the end of World

War II has been dramatic. '!'l!e 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.! 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 Benellts,” June 23, 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 iliness 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 propossal by the Reagan Admfnistratlon
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 coversges (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 youhg'er, 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 havg 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 cut of up to $7 in his or her weekiy 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 19703, 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
reimburseme;xt 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 inereasing

patient cost sharing fail 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 deductibles and coinsurance since its beginning in 1966, and
both have increased over the years. Yet the cost of the program to the federal
government has risen from $4.5 billion in 1987 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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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.

4.

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. .

Consumers do not write prescriptions for themselves, nor do they

order an array of unnecessary tests and services for themselves,

Consumers do not decide to build unnecessary hospital beds; neither
do they decide to keep beds on line that should be closed down. It
fs not consumers who permit the continued existence of hospitals

that should be closed.

Consumers do not decide to acquire additional expensive equipment
already available within the community.

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.

The greatest Increases in hazalth care costs in recent years have

been in the hospital sector. Yet patient cost sharing has been shown to have even

less impact on use of hospital services than on other kinds of health care.
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6. Patient cost sharing discourages access to care by lower-income
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 Medicare 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 coversge for older employees
also covered by Medicare, and by allowing providers of care 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 ratired 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
encoursged. A serious example of such an approach is the propoéed "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
hesalth care services, including the federal Medicare and Medicaid programs, as well as

to private employer-provided health insurance plans.

Retirement Plans
Like employer-provided grm\xp health {nsurance, employer-sponsored pension

plans have greatly expanded since World War II. 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 ﬂ'nanclal 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 Research Institute Issue Brief #32, July 1984,



139

11.

Accounts (IRAs), 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 1923 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 i{s 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, 63.7%. Salary reduction or 401(k)-type plans are also inequitable because they
favor higher-paid employees: only employees who have discretionary income will
participate, and those will typically be more highly-peid 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 billlon; 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 *» employee benefits, such as IRAs or

401(x) 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 lnéomo 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 IRAs, which often "promise” to make younger workers
milllonaires by retirement age, have downplayed the interest-sensitivity of these
projections and the impact that tﬁe inflation accompanying these interest rates would
have on purchasing power. Unrealistic expectations engendered by such promotions

could represent a widespread problem in the future.

Educational Assistance 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 involved; 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.

‘ 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 1982 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, retrajning, 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 cut 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.

The 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 g result, the entire economy will
be shortchanged. .

Pailure to reestablish the tax-exempt status of these benefits means a
return ‘o 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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Group Legsal Service Plans

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 class 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 ccntributions 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 érou[; 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 Lave 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, tiiey have often been able to obtain
legal advice before serious problems have arisen.

The UAW remains committed to the growth and developmen.t 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 tux-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 acceptebility 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 plann, Congress should now act tu make Section 120 permanent. We
commend you, Mr. Chairmean 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 unions the assurance they need in the
long ter.n 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 middie class Americans.
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Funded Welfare Benefit Plarw
Por 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 cushioned the impact of cyclical or seasonal unemployment on our
members, a3 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 _employor
contributions to voluntary employee beneficiary association (VEBAs), supplemental
unemployment benefit (SUB) pians, and prepaid legel service plans. We understand that
Congress acted because of concern about various abuses associated 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 resorves and the adverse impact of the new restrictions. In July 1979, the
UAW-GM SUB pian had assets 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-GM 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 $130 millfon.

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 Ccngress to closely monitor the actions of the Secretary, 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 a‘vailable to most working people. They
deserve to be encouraged through the tax laws because they accomplish a funetion 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 bonefit 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
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well off and paying less than their fair share of taxes should not receive favorable tax '
treatme:it,

The UAW is concerned about the size of federal deficits' and supports
effrits 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, thejr 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 opporturity 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
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— UAW Tax Program

Taxation of Individuals Additional Revenues
Fiscal Year 1985

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 1988, .

O Restore the estate and gift tax, which was ‘
largely repealed by ERTA. 2.1

© 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

6.2

O  Phaseout of capital gains 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 csapital gain and holding period from one year
to 8 months should be repealed. 3.9

Taxation of Corporations

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.8. income encoursge U.S. corporations to export jobs
and to produce abroad.
Multinational corporations should not be allowed to defer
U.S. ine~me tax payments on the earnings 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 i{s no iniprovement
over the DISC it replaced and like DISC amounts to a wasteful

and costly tax expenditure.

0 Fliminate tax breaks for the oll industry. Oil depletion
allowances and write~offs for intangible dwelling
costs have no economie justification. They favor

9.5



149

both major oil companies and so-called independent
producers, and provide a generous tax shelter to
the income of highly-paid individuals.

O  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.

©  Attach meaningful strings to investment incentives.
The UAW has long advocated the repeal of across-the-board
investment incentives. Most often, they become a windfall
for companies that would make the investment anyway.
Instead, we support targetted 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 curbs on the revenue drain related to the
investment tax credit and accelerated depreciation schedules.

In particularm

©  End double-dipping on the Investment tax credit. Since 1981,
accelerated deprecilation 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.

O 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.

1/ None In fiscal 1985, but substantial savings in future years.
2/ Not available, :

DpDT
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Senator PaAckwoobp. 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-
z'abge 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 t¢ say something?

Mr. KorLAN. 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. KorLaN. Well, we will talk about that at a later time.

Senator Packwoob. 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
il: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 PAckwoobp. 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 Tabor 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 employerg throughout
the food processing, retail sales, fur, leather, haa}th, commercial, shoe and other
industries.

Before getting into our testimony, I would 1ike 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 most 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 O - 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 Bil1l 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 phe 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 Tongress 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, théy also do so at an earlier point in the course



©

156

-5-

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,

The 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 liéély
that if Section 120 were*made permanent, the figure would grow as more poeople are
covered, Nevertheless f;w sections of the tax code have so clearly achieved their
objective at such a low cost, We believe thatgaorkers should not have to pay taxes
on employers' contributi;ng to qualified legal service plans,

We sincerely hope that efforts of the Chairman to enact S, 2080 wili 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 of 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 fmposition 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 1imit 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 circumventicn of the process.

2. MWorkers 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.

6. 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, 1t 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 containmen: ﬁntil the providers and suppliers of services have strong financial

incentives to change. We urge the Committee to ask {tself 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.
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STATEMENT OF LORETTA JOHNSON, VICE PRESIDENT, THE
AMERICAN FEDERATION OF TEACHERS, AFL-CIO, WASHING-

TON, DC

- Ms. JouNsON. 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.

Witho1t 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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TESTINONY 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
Johnpson, Vice President of the American Federation of Teachers.
Thank you for this opportunity to testify on issues relatiamg 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 {s 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 socifal and economic conse-
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quences of the employee educational assistance program. This
benefit has served to strengthen educationa; institutions, to
alleviate shortages in public services, to lmprove 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 aftluent will
be able to pay taxes and therefore use such benefits. Social
security taxes, in particular wi.l 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 loung 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
emp loyer-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



162

of a critical shortage of teachers. In part, this shortage has

been met through & "career ladder" negotiated for

paraprofessionals by their union, the United Federation of

Teachers. It is important to understand that paraprofessionals

and classroom or teacher afid positions are low-paying jobs,

typically held by minority-group members. In New York City

psraprofessionals earn an average of about $8,000 per year;
education assoclates, 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 éart, 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

degree they advance

’

free college education. By achieving an A.A.

on the salary schedule, and, appropriately, pay more income
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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 plraprofeasionfls and non-teaching assistants

participating in a union-negotiated plan were provided full

tuition, books, and supplies for up to six college credit{ this

year. The average cost is $828.00 for the 157 participants.

Paraprofessionals range from $6,000 to $12,000 {n 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 appro;imately 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.
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Florl{a’a United Teachsis of Dade County reports that
hundreds of purnpro!canlonatnlhave 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 {s
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 {s $23,000, As a result of the beqefit program,'che
expertise of the teaching staff has been inproved, as has the
integration of the teaching staff.

The Illinois Federation of Teachers reports that i; Cahokie
school secretaries used an employee education assistance program
to obtain first-ald 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 aldes in special education. - School
employees are allowed §125.00 per course, which is the amount of
tuftion at a local university. Thus, the benefit is not
sufficient to cover books, transportation, meals, and other
incidental expenses.

In Michigan, teachers represented by tu. 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 natiom, 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 {n
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 ifirony in expecting an uneamployed 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 Couucil, an AFT affillate in Milwaukee County, have
an 2mployee 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
moritorium on taxation of employee education benefits will have
a very deleterious effect. At the University of Michigan graduate
teaching and research assistants repottedly are facing a combined
additional tax liability of over $800,000 this year due to

tuition waivers. In some cases tuis will amount to more than
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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 sufficliently 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 1§ 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 stipehd 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 Llayoffs,
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 i{s of great impor-
tance in meeting the rising shortage of teachers.

At Henry Ford Comminity College in Michigan a $30,000 fund

will be availble 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 areset by the slight salary increases recelived,
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, {t has been my intent to offer a few examples
of the imortance of re-establishing the Section 127 employee
education benefit, I believe this 1s 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.

opeiuf2
aflcio
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Senator PAcCKwoop. 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.

r. 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. DEConciINI. 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 Confectione% Union and Industry Inter-
national Health Benefits and Pension Plans. We very much appre-
ciate this opporturity 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-

e to several funding vehicles, to self-insurance, eight Blue Cross
plans, one commercial insurance 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-

uired 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 saine 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
Oftional 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 Packwoop. 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 eariier 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 PAckwoob. 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 confectiorary industries.

The Funds provide for economic security that cculd 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

INTERNAT JONAL PRESIDENT
BAKERY, CONFECTIONERY AND TQBACCO WORKERS

INTERNATIONAL UNION AFL-CI0; CHAIRMAN
OF THE BAKERY AND CONFECTIONERY UNION
AND INDUSTRY INTERNATIONAL HEALTH
BENEF1TS 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,

iF A WORKER LEAVES ONE EMPLOYER AND MOVES TO ANOTHER EMPLOYER WHO

CONTRIBUTES TO THE PLAN EITHER [N THE SAME GEOGRAPHICAL AREA OR

IN A DIFFERENT PART OF THE COUNTRY, THE WORKERS BEMerIT RIGHTS ARE

FULLY PROTECTED. IT IS AS IF THE WORKER HAD BEEN WORKING FOR ONE
s
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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 Ol~ FLANS 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 1S 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., 78% OF THE GROUP 1S 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 1 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 CIAIM 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, 1934,
THERE WERE 77,900 ACTIVE MEMBERS, 34,400 OR 44Z 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 [N 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 QENEFIT 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;

T

HE AY_THAT PROGRAMS SUCH AS OURS NOW
PROV

ICIENT W
BENEFITS TO OUR MEMBERS,

b
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 WOMEN, AT AL!L !NCOME LEVEﬁé WITHIN

OUR INDUSTRY.

THANK YOU.
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Senator PAckwoob. 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 ema1ates more from the
bowels of the Treasury Department and career people on the Joint
Comniittee 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. Il is to be neutral on everything else, and if you follow that
to iis 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 anﬂbody
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.
BK that time, the house has been sold to somebody else, I am sure.
That 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 raoneys 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 PAckwoobp. 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. KorLaAN. 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 sige.

Mr. KoPLAN. Sure.

Senator DoLE. I would fjusl: 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 tivey do them too much good. Are you on record in
favor of any of those? ,

Mr. KorLa:.. 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
Tth 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 PAckwoob. 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

Kear will pay more tax. Now, there will be some exceptions to that,
ut by and large, that is where it will come out.

Mr. KoprLAN. 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 Packwoob. Folks, thank you very much.

Mr. KoprLAN. Thank you.

Senator Packwoop. 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. WinTtERrs. 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
em(lp oyees and their dependents.

he 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
e 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 PAckwoop. 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 bhriefly 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 f£ill important needs
for individual economic security and to supplement Gov=-
ernmental programs such as Social Security and Medicare
-~ is a good one and shéuld 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
i;formal partnership between Government, employers, and
employees that should not be altered lightly.

Our views in this area feflect 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. 1Indeed, the problems experienced by the Social
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Security system during the past decade, as well as the
provlems 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 retirementl
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 encouragé 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 O - 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
maxim;ze 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 chouices based on the needs of their
partiéular work force, geographic location and industry.
One major reason for the success of the current systenm
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 retiremen£
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. Siﬁilarly, 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. 1In 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 i
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-
courages 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 Songress 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 bevgiven 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 c;st 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 futuré. The employee who is
required to pay for part of his benefits often must do
so ou£ 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, ih 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 for administrative sim-
plicity. Moreover, the law should provide more objec~
tive standards\that will permit both the Internal Rev-
enue Service and employers‘td 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 purposcs 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 individua's 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 Mgre 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 toxbeing 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 miqht
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 "hiéﬁly 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



. 196

- 14 -

\
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 Conx
solidating or Better Coordinating Employee
Benefit Policy and Regulation

Under present law, at legst 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. 1In many cases, this frag-
mented decision-making process has delayed the resolu-
tion of important issues or resulted in conflicting '
interpretations éf the laws. For e&ample, 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 regqulatory
solutions to very important issues relating to the term-
ination of defined benefit plans, and a uniform approach

was not developed until gquidance was provided by the

Administration.

The occurrence of requlatory 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 jurisdig—
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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Cafetéria 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
employeésnta 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 emplovee participation, lower benefit costs and
produce more revenue.

The development of cafeteria plans has been sub-
stantially impeded by significant uncertainty\bver the
specific rules that apply. In this regard, while some
employers have established cafeteria plans, many others
(including 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 law 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 regulatofy 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 thg'advantage of employefs, 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 Nee<d 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 faciiitate 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 O - 85 ~ 14
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stability with respect to fringe benefits that existed
until the enactment of the Employee Retirement Income
Security Act oé 1974 ("ERISA"). 1Indeed, 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) legislaticn which establishes new tax-favored
employee benefits; or

(3) legislation which restricts or further requ-
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 oéher 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

y
The need to control budget deficits, general dis-

satisfaction over the substantial complexity of the 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 108l of the Tax Reform

S

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 talternative
tax system" will necessarily require consideration of
.the *ax 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 géverning the treatment of all
employee benefits. 1In our view, that overall policy
should have-two-underlying 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
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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. soéial and economic policy to date has been
firmly grounded in the notion that it is important tQ
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 accomplishéa by
pro&iding 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 futﬁre years. Both systems also implicitly
recognize that there is no assurance that workers, par-
ticularly lower and middle income workers, would in-
dependenfly 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. 1In this regard,
there is a substantial likelihood that, under any re-
structuged 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. 1In 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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Category
1. Owners
2. 1% Owners Earning $ 150,000
Unises Excluded I
3. 5% Owners L
4. Top 10 Employes Owners 7
6. Sharehoiders 401(a), 120
6. 5% Sharshoiders 125
'7. 10% Sharehoiders 108(h), 505
8. Sell-Empioyed Persons 120
9. Officers 401(a), 120, 125, 129
10. Officers > 3 Earning > $48,000
<60 79
11. 5 Highest Paid Officers 105(h), 508
12. Highly Compeneated 401(a), 120, 125,120
13. Highest 10% Compensated 506
14. Highest 26% Compensated 108(h)
15. Dependents 129
16. SpouuetDopormde. 8, or 12 128




Appendix D
DEFRETION OF KEY BMPLOYER
INTERNAL REVENUE CODR

$70 — Group Term Life ineurance ,/%//////A
ot - e -

$506 — Funded Wellare Benefits *40000

$401(a) — Qualified Pension 2 Arofit Sharing

§120 — Group Lege!

+++++++

§126 — +++++++
Cafeteria +++++++
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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
gix 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 appro?rri-
ate? We believe the tax laws should encourage employers to offer
their employees benefit programs designed to help em];:loyees meet
at least five broad categories of need. First to cover the extraordi-
nary and largely unpredictable costs of necessary medical, dental,
and le%al 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
emé)loyee'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 irfsurance, day care,
educational systems, and cafeteria plans effective in encouraging
employers to provide these } 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 Packwoob. Thank you very much. Mr. Biggins?

[Mr. Hankins’ prepared written statement follows:]
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The opportunity to subwit written comments on behalf of the Halliburton
Company to the Senate Subcommittee on Taxation and Debt Management in
response to the six queationo:askcd by the Chairman, Senator Packwood,
is greatly appreciated. The issues raised are of great interest to the

Halliburton Company, & nonunion employer of over 73,000 employees.

Since the overwhelming nnjority 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 & 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 remarks are in order.
Halliburton was incorporated in 1924 as the Halliburton 0il Well Cementing
Company. It has since expanded and grown 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 Halliburton 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 smong the Fortune 500 companies,
although it ranks awong them in size and many other attributes. It does
make the Forbes Market Value 500 and placed 149th in assets, 66th in sales,

43rd in market value and 37th in net profits.

In snswering each of Senator Packwood's questions, an attempt will be made
to elaborate on a given point only once even though it may 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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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?

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 perscn's

ability to be and yen;in 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 deductiou IRAs as
well as group life, medical, dental and legal programs for retired
peopie. The final category is something of a catch-all, but is no
less important simply because of that. In this area of benefits
migﬂt 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, 1In som;
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 ias the employer who is responsible for providing the
benefits, administering them and generally bearing all, or a major
borcion, of the costs. This is very much the case at Halliburton, for
example, vhere employee contributions represent only 16 percent of the

discretionary benefit costs,

39-706 0 - 85 ~ 15



218
-l

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 Pederal
govermment to be derived from churning benefit related tax require-
ments is very difficult to see on the user end. If Federal reveanues
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 the best qualified benefits managers and others charged.with
legal compliance. Most of the tax changes are totally lost on
employees. They rely, and we want them to, on wvhat 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 ESOP for our domestic employees. All
participantl share equally in the funds provided. As part of our
communications we said that the funds available would increase from
«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
indcciuive; 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 astill 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.,

What conditions or restrictions are appropriate on tax incentives to

encourage employers to provide fringe benefits?

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 ;ertain
benefit plans has obviously encouraged their growth, Both the Labor
Department and U, S. Chamber of Commerce 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 Qould
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 ahould‘be
permitted, however, when it is a matter of employee choice and to

tefleci 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 cxl-plc; 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 wmany other companies, is very egelitarisn. 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 e-ploye; by
requiring different criteria between various benefit plans and/or

other programs he may be eligible to join.

The funding mechanisms and programs permitted by Sections 125(g),
401(a), 401(k), 403(a), 405(s), 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 valuableé 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 Halliburton,
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 pay to get by, these are unlikely to be frivolous or discre-
tionary expenses. Single pareats especially would find working a
wmore fruitful experience if some of thoif child care costs were met
on a pretax payroll deduction basis. The taxable income they will
produce by working will far outweigh any revenue loss incurred by

facilitating child care payments and think of the welfare costs that

are svoided. \

Are the existing rules concerning fringe benefits sufficient to

ensure that all employees benefit fairly from the tax incentives?

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 requiremeuts, are typically eligible for

all or most welfare benefits and ERISA has firm standards for par-

ticipation 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
firms by the Department of Labor's Bureau of Labor Statistics showed
virtually all companies provided health insurance, life insurance wvas
about universal, 93% of all employees had some form of protection for
long and short term disability, 842 of all employees were covered by
pension plans, two-thirds of those with medical plans had dental
plans, 75X of all employees had accidental death and dismemberment

coverage and similar findings were found in the Chamber of Commerce

. survey of hourly benefits in 1982,
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We have already mentioned 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. 1In 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 ;iddle

class wvage 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 beea stimulated by this act of

legislative bias.

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 ow?
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There is overwhelming evidence that employers are providing a broad

- spectrum 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 ieaat 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 lﬁd uedical 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 36.7% of payroll, or $3.52 per payroll hour or $7,187 per

employee per year.

Even if the govermment could match employer costs, one cringes at the
prospect of replacing the varied, c?npetitive 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 Eruc costs cannot be considered without some
appreciation of the quality of service provided. In countries like
Sweden with no private pra;tice 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 ERuropean countries.

In England, vwhere some private practice remsins, 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 with most data dated 1979 or earlier.
However, general indications are that social expenditures in
Buropean countries were an infinitely higher percentage of gpeir
gross national product than in the United States. But the records
for goverument 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 h&ro.

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
programs would have to be chifth 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 programs 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 exlnpi;. Our plan is unique to Halliburton and is
not r;pliclted 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
k?ovledge, 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 |¢§ about claims is held to & 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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How will tax laws that encourage employers to provide frin;e benefits

affect compensation planning?

Laws- 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 ouce 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, negitive 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 commitment to an employee program than an
annual review of how much the company is willing to spend. This does

not mean, 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 vhich have produced s 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.

Will tax incentives for employer provided fringe benefits affect

potential employees' choice of employment?

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 conpaﬁica 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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panies who weat too far by establishing open-ended reimbursement asc-
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 irreparadble
damage to flexible é;;;;ptn 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, thc‘propononto of this particuler form
of legislative overkill cannot have seen the problem in balanced
perspective. .Hhilo many other examples might be cited, hopefully
this suffices to illustrate the importance of evaluating the good
along with the bad. What is desparately 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 pr?blcl- with medicare become more and
more prevalent. fhcre are, of course, some risks with this
approach. There are always rilk.; but government solutions, however
woll'intcndcd, are floundering everywhere hecause they suffer from

certain inherent and inescapable problems that do not afflict the

private sector.



One of theve 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 & world-
wide problem in all developed societies. Even outside the area of
retirement-associated benefits, where this problem i. generally
recognized, virtually all governmeat transfer paymen.s from workers
to nonworking recipients suffer from the growing ‘mbalance between
the two groups as more govermment programs are developed or ;xincing
ones expanded. By ‘contrllc, in private plans the benefits are
designed to help those in the grouy who are working and contiibuting
to the cost of the programs. 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 government 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
incressing 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 miracle, excess funds
could be created for a government-sponsored plan, 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 descruc-
tion of the economic core in order to promote social progrems for a
few - a totally untenable approach that has not, to my knowledge,
been undertaken in any developed country outside the Communist
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 aand
development and stimulate economic activity. This is true whether
the surplus money is held in a trust fund, an insurance. account, in
an individual IRA, a savings plan, a pension program or a profit
sharing plan. When the question of raising tax revenues is
discussed, recognicion.ahould be given to the fact that encouraging ,
private benefit financing stimulates the economic activity of :he
country and‘clearly serves to enlarge the tax base. In fact,
withdraving all these funds from private hands would have a very

depressing effect on economic activity from which we wight not easily

or ever fully recover.

e e
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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.

I 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 (\;rith 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 $ex 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 Packwoop. Thank you very much. Mr. Howard?

[Mr. Biggins’ prepared written statement follows:]
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_STATEEﬁT OF PETER A. BIGGINS
IN CONNECTION WITH THE HEARINGS

OF THE SENATE PINANCE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT
ON THE SUBJECT OF FRINGE BENEFITS
JULY 26, 27, and 30, 198i.

My name is Peter A. Biggins. I am Director - Personnel Planning for the LTV
Corporation, P. O. 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

foous on this approach to the design of employee benefits.

Development of Cafeteria Plans

There was a time when compensation was perfectly flexible. Selary was the
only source of compensation. The employee had coaplete freedom to use it as

he or she wished. Both the employer and employee got full value from

compensation.

Then, two things happened. Employers scarted to provide employee benefits
instead of salary, and government started to impose a tax on compensation.
Benefit programs were provided because employers felt a responsibility to take

care of employees. In general, compensation used directly by employers for

benefits was nontaxable.

Group benefits were accorded favorable tax treatment to keep government-

aponsored programs to a minimum.

39~706 0 ~ 85 ~ 16
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Employer-selected benefit programs flourished and compensation as a whole

becapo inflexible. Without freedom of choice, the mix of benefits bscame less

than optimal for most employees. Compensation dollars produced less 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 emplofer spent

leas than 20% of their pay on benefits, and another 19% just didn't know.

About ten years ago, a few employers started queationing the system. They saw
that they were getting less than full valus for their compensation dollar
because the benefit programs they selected on a group bmsis 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
holding discussions wit5 groupe of employees, they found that their smployees
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

oould 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. Employees 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 enscting legislation that allowed choice
between taxable and nontaxabdle uses, thereby enabling a quantum leap in the

development of cafeteria plans.

The trend toward flexibility is in ite 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., BEuployers are becoming more trusting
and willing to let go of their benefit design strings. The experience of the

ploneers is very favorable in terms of both employee acceptance and

administrative capability.

The purpose of this statement is to desoribe the LTV cafeteria benefit program
and its impact on LTV, LTV employees, and Pederal 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 compensation, sources and uses. Sources are where the

money comés from, and uses are where the money goes. Sources of compensation
include base pay, overtime, btonuses, and the dollars spent by an employer on

base employee benefits. Uses of compensation include

-3-
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take-home pay, taxes, payroll deductions for optional benefits, and the base
benefite 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 noﬁ compensation source that

the employee can allocate to a variety of uses. This new source goes by

various names: flexible oredits, company contributions, benefit bank;

. supplemental pay, etc.

Taxation Dependent Upon Use
Compensation sources are taxable or nontaxable according to their uae.
One that

A use
that makes compensation sources taxable is called a taxable use.
makes compensation sources nontaxabdble 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 'r;‘nble Uses

Eaployeé life insurance
over 350,000

" Spouse life insurance

° Health care . o
o Legal services

o Day care ()
] Disability income ° IRA upitq.l acocumulation
o Employee life insurance (tax-deductible)

Regular after-tax capital

up to $50,000 °
o Accident insurance acoumulation
o Pension o Take-houe pay
o Tax-deferred capital o Taxes

accumulation - 401(k)

0 Vacation J3~736 321
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Base benefits provided by employers are of the nontaxable variety with the

exception of employes life insurance over $50,000. Optional benefits

historically have been of the taxable variety because of the tax laws.

Since the Pederal income tax laws were changed in 1978 and 1980, nontaxabdle
benefits retain their tax effectiveness when they are offered as optional
benefits, regardless of whether they are offered as an alfernative to taxable
uses. Before that, benefits that were nontaxable as base benefits became
taxable if offered a3 an option along with taxable benefits and cash uses.

.

Social security taxation is the same as Federal income taxation with one

exception, The 1983 social security legislation included tax-deferred capital

acoumulation in the social seocurity ngo base if the employee has an option.

Inflexibility in Compensation
Plexible compensation is the absence of inflexibilities in sources and uses.

There are eight kinds of inflexibility: bese benefits, source segregation,
limited options, option bundling, benefit maximums, price subeidies, timing

restriotions, 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 pay.
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Source segregation exists when the source of compensation available for
certain uses is restrioted. Without the 1978 and 1980 changes in Federal

income tax laws, flexible compensation programs could not get rid of

source segregation. Supplemental pay, the new source oreated 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
The tax laws no longer produce this inflexibility.

take-home pay).

Limited options occur simply when an employer does not offer the full
range of "effective" optional benefits. Ortional benefits are effective
when, relative to purchase apart from the employer, they have tax
advantages, cost less, or can be purchased 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 communication 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 maximyms are those imposed by law on nontaxable benefits to limit
discrimination in favor of higher-paid employeea (health care spending
aozount, nontaxable life insurance, tax-deferred capital acoumulation,
and IRA). Maximums are also imposed when employers wish to limit overuse

of benefits (health care and disability income).

-6~
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Prioce subsidies reduce flexibility because, if the price of a benefit is

subsidized, the employee feels more compelled to seleot 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 benafit seleotion when his or her needs change, then there is
inflexibility until the change can be made. Some "flexible" benefit
programs operate on an armual basis with no changes allowed during the
year, Somé timing restrictions are necessary to limit adverse selection

of health care, disability income, and life insurance.

e

Adverse selection occurs with insurance options. Flexibility is,

diminished when employees can prediot the ocourrence 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 tendenoy 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 ocourrence of the insured event

is 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 seleotion 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 oompenaation: It's a matter of

degree. The fewer the inflexibilities, the more flexible the program.

LTV Employee Benefits

i
The LTV Corporation is a diversified operating company involved in three basic

lines of business--steel, aerospace/defense and energy produots.

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 fiald 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 are available to and used by a broad cross-seotion
of employees, whether they be low-peid or high-paid, female or male, black or
white, single or married, cld 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 LTV 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 unexpscted health care costs, and (3) time off for rest

They are secondarily a response to income tax advantages
If the tax

and recreation.

made available by Congress over the years for social purposes.
advantages had not been made available by Congress, some of the benefit
progrsas would not exist, some would not provide the same level of

protections, and some would not cover as many employees.

LIV Cafeteris Program
Like the coapensation prograas of most other companies, the programs at LTV

became inoreasingly inflexible, as monolithic benefit programs grew over the
years at a faster pace than direct pay. Today, employee benefit dollars

exceed 40% of direot pay.

These employee benefit dollars are a part of LTV's total compensation

resources. As an economic entity, LTV is very concsrned about maximiszing 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.



242

With the changes in the tax lawes in 1978 and 1980, LTV has been able to
construct a whole new kind of compensation program for its employees. Called

"Design Your Benefits," it providea employees with choice by providing two

types of benefit programs:

o Base benefits automatically provided by LIV

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 baé; benefits from the levels formerly provided
by LTV. The pay, whether base or supplemental, that an employee uses to
purchase "nontaxable" benefits is nontaxable (tax-free or tax-deferred). The

pay used for "taxable” benefits or take-home pay is taxable.

Base benefits sti.l 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, aid legal services
(tax-free); health maintenance orgenizations (tax-free): supplemental
disability protection (benefits payments taxable); lire insurance protection
for employees (tax-free up to $5C,000, taxable over $50,000) and spouses
(taxable); accidental death insurance protection for employees (tax-free) and

spouses (taxabls); capital accumulation under IRS code Section 401(k)

«10-
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(tax-deferred); Individual Retirement Account (tax-deductible); after-tax
capital accumulation (eernings tax-deferred); and optionsl vacation (taxable

when taken).

Supplemental pay 1is paid each pay period with base pay. The ocosts of
optional benefites are deducted from pay each pay period. In general,
employees can start, stop, or ohange optionsl benefit selections at any time.

The new "Deaign Your Benefits" program began on ;hnuu'y 1, 1983, for 6,600
employees in the LIV Aerospace and Defense Company (Vought aero products
division and Vought missiles d:ilvision) and for 300 employees iz': LTV's
corporate headquarters. It began on Ootober 1, 1983 for 5,300 employees in
LIV's steel group (former Jones & Laughlin Steel Corporation). It began on
July 1, 1984 for 2,000 employees in the LTV Energy Products Company. The
program will be introduced elsewhere within LTV in the future.

LTV Cafeteria Results
We have now had & year and & half of experience with "Design Your Benefits"

and are confident that it is meeting our expectations. The creation 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 v$, depending on age, service, and organiszational unit.

That employees reallocated the benefit dollar to better serve their needs is

confirmed by a variety of seleotion results for the Vought divisions:

0 45% of employees took more life insurance than they had before and

33% took less. Only 22% bought back the same amount.

-11-
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33% of employees who could buy mors vacation than they had before

did so. Forty peroent of employees who could buy less than they

had bvefore did so.

63% of employees who ocould buy more disability protection than
they had before did so. Twenty-one percent who could buy leas did

80,

Many employees added entirely new protection under "Design Your
Benefits" that they did not have under the old progran.

- 63% chose the benefit bank. Practically every participant
used it for health care, 11% of partioipants used it for
legal services, and 7% of participants used i1t for day

care. Ninety-one percent received refunds at year-end.

- 57% chose spouse 1ife insurance.
- 73% chose employee accident insurance.
- 50% chose spouse accident insurance.

- 37% chose tax-deferred capital accumulation.

Sore employees even inoressed their participation in capital
acounulation options that existed already in the old progranm.

- 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-
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- Two out of three employees partioipate one way or another in

the capital acoumulation options.

In offering "Design Your Benefits" to employees, we trusted thea to assess
their own needs and make seleotions. We tried to keep the program as simple
as possible. Seventy-seven peroent of the employees thought the program made

senge. Saveuty-five percent thought the written materials were easy to
read. .lmost everyone made use of a programmed-learning workbook that

aslloved them to caloulate 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 seleoted, and the amount of
payroll deductions for the period and year to date. The purpose of the

statement is to regularly remind the employee of the seleoctions. The
employee is free to change optional benefits at any time, subjeot 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 "Design Your Benefits,™ 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 and helping themselves.

The average cost of implementing "Design Your Benefits" is about $75 per
employes. 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 obgervirs about a potentially large revenue losa
that could ocour as a by-product of & possible trend toward programs like
"Degign Your Benefits" and possible discrimination in favor of higher-paid
employees, We would like to take this opportunity to share certain
statistios from "Design Your Benefits" that indicate what we believe to be

oinimal impact on tax revenues to the Federal government.

Pirst, employees are not just grabbing all the nontaxable benefits they can
get. In fact, thoy are actually using far less than the nontaxabtle benefits
they could potentially select. The average annual payrcll deduction selected
bj employees of the Vought divisions for nontaxable optional benefits under
Section 125 is $1,168 out of a possible $6,269. Employees are selecting only
19% of the potential nontaxable benefits. The table below shows a summary by
type of benefit.
Annual Annual

Nontaxable Benefit Option Potential Actual Percent

Benefit bank# 35,390 $ 58 113
Disability income 43 30 70
Employee life insurance 185 165 89
Employee accident insurance 79 56 M
Vacation 572 333 58
86,269 $1,168 19

% Actual benefit bank usage is 3505 for health care, $53 for dependent

care and $26 for legal services.

~14-
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These figures should allay any fears that employees are selecting benefits
with the sole objective of avoiding texable income. It should also be noted
that employees are participating equally as much in taxable options. Average
annual payroll deductions for other benefits are: employee life insurance
over $50,000 ($231), spouse life insurance (3109), spouse accident insurance
($10), and regular after-tax capital accumulation (8818). In addition, the
‘average annual payroll deductions for qualified nontaxable options are as

follows: tax-deferred capital accumulation under Section 401(k) ($657) and

IRA capital accumulation ($604).

Second, the eatimated revenue loss for nontaxable bensfits covered by Section
125 is 31 8 year per employee. The average nontaxable income per employee
per year that is related to the availability of Seotion 125 is as follows:

Without With Increase or
Nontaxable Benefits Sec. 125  Seo. 125 (Deorease)
Benefit bank ~ Health care 3 - $ 505 8505
Day care - 53 53
Legal services - 26 26
Disability income# 26 30 4
Employee life insurance 185 165 (20)
Employee accident insurance - 56 56
Spouse pension#¥ 56 - (56)
Vacation#® 319 333 13
Base health insurance 2,363 1,785 (578)
82,949 $2,953 $ 3

% Excludes that portion of the base benefit that has remained the same.

-15-
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Based on an assumed marginal tax rate of 35% for Federal income taxes, the

estimated annual revenue loss per employee is 31. Practically speaking,

there is no revenue loas.

In summary, we believe the experience that LTV has had with flexible beﬁefite
indicates that employees in companiaes 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, eho&ld
romain as an integral part of our national tax policy because it enables
euployers 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 care 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
annusl base pay. The design savings (about ;0’) are passed on to the
employees through an addition to supplemental salary. Utilization savings

(about 10%) are retained by the company.
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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
gelect the options that have a higher degree of cost sharing. Second, we
were concerned about the cost of adverse selection. We felt that employess

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
1t has shifted risk to them. LTV would probably not have made such a drastic
change had it not been for the availhbilty of a "benefit bank". With a
benefit bank, the employee may make deposits to a personal account and
request withdrawals for deductible amounts, vo-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 Impaot 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 L1V's taxable

incowe and generates a corporate tax liability of about 3125 per

-17-~
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employee per year. Design savings to the company can be ignored

becsuse they have been passed on to employees through added

supplemental pay.

2. There is a deorease in Federsl revenue due to the faot that the
benefit bank is used for more than wnat was cut out of the base
health care plan. This added usage amounts to about 3225 per
employee per year. It decreases employees' taxable 1ncom-e and

generates an employee tax saving of about $75 per employee per

yoar.

The net effect is to inorease Pederal revenues by about $50 per employee per

year (3125 - 875 = $50).

The Internal Revenue Service is concerned that benefit banks will decrease

FPederal revenue. Though our experience and that of other companies has been

Just the opposite, there is a potential for revenue decrease in certain

situations. For example, if a company were to introduce & benefit bank

without redesigning its base health care plan, there would be no utilization

savings to inorease 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 availabdle without redesigning

its base health oare plan, there would be a Federal revenue loss of about 375

per employee per year.

While my experience would indiocate that few benefit banks have been
established without redesign of the btasio health care plan, it is appropriate

for the IRS to be concerned about potential revenue loss.

-18-
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IRS Benefi% Bank Regulationa
Several solutions have been put forth to prevent this potential revenue

loss. The IRS has adopted a regulatory solution which is designed %o make

benefit banks unattraotive, 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, thnse 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 atill adopt benefit tanks, but employees will tend to uee 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 loss with this solution than without it.

Benefit Bank Cap
Various legislative proposals have been discussed that would place an annual

cap, such as $2,000, on the amount that could be paid from a benefit bank for

health care. While the ocap 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 care plana. 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 bsnefit bank would

«19-
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have to meet certain cost-effectiveness requirements to be able to offer a

benefit bank for health care. As a suggestion, first-dollar benefits might

be allowed in the base plan only when there is an effective utilization
review program, benefits are for preventive care, or benefits are for a

mandatory seoond opinion on elective surgery. Further, cost-sharing would

have to meet oertain minimum requirements. In addition, certain exclusions

and limitations would be applied to benefit banks, similar to some of those

that exist in base health care plans. For example, cosmetic surgery oould be

exoluded and eyeglasses oould be limited to $75 a person every two years. A
more detailed list of the suggested qualifications is attached.

Without benefit banks, the trend toward 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 & strong incentive for

employers with first-dollar insurance programs to resume the redesign of
their programs. BEmployors will increase the use of nontaxable cost-sharing
insurance if they can add benefit banks to ease the transition. They will
use the oost saving to reduce taxable employee contributions, inorease base
pay, or oreate 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" prograa.

The introduction of more cost-sharing (through benefit banks) will increase
the use of nontaxable HMO's and other alternative delivery systems. HMO's
are much more appealing as alternatives to coat-sharing insurance than as
alternatives to first-dollar insurance. They are a way of retaining

firat-dollar protection. 8o, employers will offer more HMO 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 "cafeteria"

program through salary reduction or withdrawals from benefit bank acocounts.

Some employers will retain first-dollar insurance bﬁt 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 mndatoi'y second

surgical opinion.

Summary
Employers have become inocreasingly concerned about the devaluation of their
ocmpensation 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 piogra.ms
through "cateteria" benefit programs. Since January 1, 1983, LIV 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 oompenao.tiog 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, s "benefit bank," is abasolutely critical

to our efforts to manage health care 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 Qualifications for Berefit Banks

Firat-dollar muméo benefits must meet the requirements of a,

b, or o:

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 odro, such as physical exams,

Pap smears, and teeth cleaning.

c. Benefits are for the cost of obtaining a mandatory second

opinion as to the need for elective surgery.

Cost-sharing insurance benefits must meet the minimum cost-sharing

requireaents of a, b, or o1

Benefits are subjeot to an annual deductidble equal to at
least 24 times the average straight-time hourly pay rate in

&.

effect at the beginning of the plan year.

-l-
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b, Benefits are subject to at least 25% employee co-payments,
until the co-payments exceed 48 times the average
straight-time hourly pay rate in effect at the beginning of

the plan year.

C. Benefits are subject to both deductible and co-payment:
(1) An annual deductible equal to at leaat 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 co-payment would apply to
all employees without regard to family size. A higher minimum
deduotible or maximum co-payment could be adopted for larger

family units at the disoretion 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 whioch they apply.

W
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Separate deductibles could be adopted for separate benefits as
long as the deductible amounts bore a similar relationship to
their respective covered expenses and the total of the doduqtiblql
was not less than the minimum requireaent.

A schedule of benefits oould be used to meet the minimum
co-payment requirements if the average payment by employees oves

-

the scheduled amount is at least as large as the minimum
requirement.

3. Benefit benks must meet the requirements of &, b or o:

.. Health care withdrawals exclude expenses not normally peid
by insurance plans and HMO's: home and vehicle improvements,
oou-tiol surgery, amounts in excess of reasonable and
customary charges, npecial foods, nursing and special homes,
and transportation other than ambulance service.

b. When added to insurance benafits, health care withdrawals
are limited for (1) o}o;luou to §75 per person once every
two years and (2) orthodontia to 31,000 for each person.

c. Unused deposits in benefit banks are non-forfeitabdble and
refunded at year-end in the form of cash or transfer to a

capital eaococusulation plan.

The entire health care bdenefit progras 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. Howarp. 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, ilP 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 Packwoob. 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 OF PRINCIPAL POINTR . .
I. 2hn_Ixan_nt_xnx_Lnnenxix:a_uthh_ShnuldLhz_Binxxdgd.
A. Tax incentives should be provided to the émployn: for

benefits which Congress will be pressured to sponsor if they a:e
not sponsored by the employer.

B. Tax incentives should be provided for benefits which
encourage productivity and the cost-effective provision of
employee beggtits should be fostered. .

C. More distinctions should be drawn between large and small
employers and between employers with union-represented employees
and those without.

oo

D. 8pecific incentives should not be subject to.
administratively complex and coatly rules.

E. Employers should be encouraged to be fiscally responsible
in providing employee benefits.

II. The level of Tax Incentives which Should be Provided.

Congress should provide incentives at a level to motivate
employers to spend scarce corporate dollars on benefit programs.

III. QConditions or Restrictions which Should he Placed on Tax
Incentives. )

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. The Effoct of Sxisting Rules on Receipt of Benefita by all
w- .

BellSouth encourages Congressional efforts to assure that
. benefits are provided to all employees.

V. Caat Comparison among Emplayer Provided, Tax-Favored Benefitg)
Government Provided Bepnefita: Employer-Provided Benefits on a
Taxable Baasiss and Employee-Pucchased Benefits.

A. The provision of employece benefita 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 sone 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 Subcommittce'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

Aﬁ-lonq history in employee benefits on the federal taxation of

employee benefits and to recommend changes in the status quo 8o
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 fts 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: Georgla, Florida, Alabama,
Mississippi, Tennessee, Kentucky, South Carolina, North Carolina
and Louigiana, BellSouth and its eighty percent or more owned

subsidiaries employ 97,000 people of whom approximately 508 are



262

female and 19% are 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 Foftune 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 érovided 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 Sectior 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
velf-funded vision care plan, self-funded and employee-paid den=-
tal care plans, and several nonqualified deferred compznsation
and employee incentive award plans. Union=eligible employees and
the lowest paid two-thirds of all nonunion-eligitle employees
constitute 908 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 BF 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
have been economically displaced by mechanization to be retrained
and wh@ch allow companies to relocate employees where they can be
.more productive and better compensated. 1In 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
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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 {llustrate 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
is an example of cost-effactiveness; however, the recently-issued
"use it or lose it" Treasury Regulations restrict the utility of
cafeteria plans as we discuss below. Cafeteria plﬁas 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 unneccassary.

For example, the deferral percentage test applicable to Code
Section 401 (k) plans adds unnecessary administrati{ve 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 plans
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 benofits” io key employees, which
we perceive to be the real probiem, and (2) since the Senate bill
contained an acceptable alternative proposal which taxed excess
reservesS in top~heavy welfare plans, a concept which could-have
reached those funded welfaxe plans used by small employers and
professional corporations only as & 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
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39-706 0 ~ 85 ~ 18



266

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 BellSoPth suffer
t}om the perception that tax-favored benefit programs are often
disquised 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. 1If 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 cred}t 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 efither
to "gross—-up" the employee's salary or wage to neutralize the

benefit's effect on his or her gross income or to elimirate 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 most
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 fmpair resultant productivity increases. 1In
gshoct, the economic and business pressures affecting our employee
benefit plan choices are not the same as the pfeasures ;ffecting
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 tollowcd.in pro=
viding tak incentives for employee benefits is that specific
incentives should not be subject to administratively complex aad
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 employves; 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 sh?uld
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 empldyers' abilities to
fund benefits in advance is evident from the reduction in the
Code Section 415 limits contained in the Tax BEquity 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 suppott
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,
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decrease those employee benefits which would have been unaffected

had 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 signiflcant
limitation on the lavel of benefits which are tax-favored,
Restricting the amount of a deduction for a particular benefit
expense i3 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
compensaticn, 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
BeallSouth 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
creataes pressure on BellSouth elther 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 relationa and possibly
our productivity. '

In short, Congress should provide a level of credits,
deductions, and exclusions for employee benefits which is ade-
quate to offget the employers' costs in providing those benefits
and to adequately motivate employers to spend scarce corporate
dollars on benefit programs., We realize that credits, ;urrent
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, socioceconomic status, and
other characteristics of their employees, (2) the volume of busi-
ness gencrated 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,
‘10’
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providing tax incentives for employer-provided benefits saves the
federal government the expense of administering federally~
provided benefits. 1In providing employee benefits for approxima-
tely 122,000 people, BellSouth's benefit planning and administra-
tive costs, excluding pension trust fund managgment costs, on an
estimated annualized basis for 1984 equal $17.1 million. Our
pension fund administration costs are $10.5 million, W§ile these
costs are significant, the benefit administration costs are less
than 2% of the total costs of benefits delivered to participants,
and our treasurer's administration costs are less than .28 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 inablility 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 tu;es are ma..atained, BellSouth's plan choices
are and will be sensitive to changes in federal ta: incentives.

Ag a final comment on the level of tax incentives, if Congress is
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truly concerned with assuring that rank~-and-fiie and disadvan-
taged employees benefit significantly from tax-favored employee
benefits programs, then restricting either our abllity 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-
pensatfon are higher as the employee's total compensation
decreases, thus, lower paid employees currently benefit.dispro~
portionately from our tax-favored medical benefit plans,

I1II. CONDITIONS OR RESTRICTIONS WHICH SHOULD BE PLACED ON TAX
INCENTIVES?

While the need to minimize administrative costs and non-
functional conditions in designing federal tax incentives for
employece 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 compensated business owner; for examp’ e,
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 costs
:savings and hamper prudent management of future coslts, as
discussed before, Conditioning favorable tax treatment on
establishment of a trust to hold benefjt dollars 18 acceptable,
although BellSouth's need to manage trusts in a conservative

~12-
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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 prohibjited 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
employecs who fund their plan above the minimum funding standard
pay lower premiums. Plan funding and plan tecrmination 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
‘cafeterifa plans have been a lesson to employers. As you know,
many employers have used cafeteria plans to effectuate health
care cost 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 {n the past ls minimized. Not
only were the proposed regulatiéns delay#d for an inordinate
amount of ti;e 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 thch 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 avolds

the constructive receipt doctrine which Code Section 125 statu-

st
v

torily waives.

As further evigence of the effect of this de téc;o con-
dition, many employers af whém@ye are aware have Sectionm}bl(k)
plans which allow for in-servibé distributions to employees upon
hardship. VYet, we still do not have benefit of the Service's
official Interpretation of the sc;pe of the hardship exception to
the prohibition against in-service dlstributions 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
Requlatiéns proviso. We would prefer that future employee bene-
fits legisl tion not contain a broad grant of regulatorcy
authority agd that statutes passed by Congress contain all the
material terms and conditions aﬁfecting those incentives.

-14-
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IV. THE BFFECT OF EXISTING RULES ON RECEIPT OF BENEFITS BY
ALL EMPLOYRES,

BellSouth does not oppose any Congressional efforts to
assure that pénotits are provided to all employees of an
employer, Qhethe: 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 8Section 125
rules which are more complex than meaningful in guaranteeing
benefitas to rank-and-file employees. For example, if BellSouth
pfbvides 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 elections 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-file employees,
BellSouth questions the advisability of the decrease in the Code
Section 415 dollar amount limits and the postponement of the
cost-ot-livinqlpdjustment in those limits both conthined in the
Tax Bquity and ffgcal 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-
1iving 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 gtatistical data is available in our records
by which we can compare the gelection of employee benefits by a
broad cross section of our employees if the benefits are alter-
natively (1) 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 {f 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 partkcipation in a good medical
insurance or medical benefit program. Thus, a shift to an
employec-purchased medical benefit system or a gsystem in which
‘the amployer provides medical benefits on a taxable basis would
result in less participation, especfally 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 laast alternate, seems an unwise policy choice given
the problems which plague the existing Social Security system and
the Medicare and Medicaid systems.

Notwithstanding the £6regolnq, any system of providing
medical benefits or other employee benefits should incorporate
co-irsurance or some feature of employee cholce and cost par-
ticipation in order to minimize ovefutilizatlon and to
demonstrate to the employee the relationship between his or her
individual benefit cost and the price of purchasing the benefit
ir 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 bsnefits which we provide

to the employee on a tax neutral basis.

VI. SUMMARY,

As stated, we appreciate the opportunity to express our
views to th: Subcommittee on the tax ircentives which should be
ptovided to 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 axpraess our views.
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Senator Packwoobp. 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. Howarb. 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 concerneg 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 onec 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 Packwoob. I might say that the unions have used their
very top people on this. Te 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. Biccins. LTV has been expending extensive resources on
lobbying emgloyee 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
80 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 Packwoop. 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 PAckwoop. 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 sa in§ that these issues are very important
to us. There is not an awle ot 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 & 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 big%est single factor has
beenl the lack of any sharp point on the issue from the viewpoint of
employers. :

nator PAckwoob. 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
chanie 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 Packwoob. But the evidence is the other way.

Mr. WINTERS. Yes.

Senator Packwoobp. 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 Packwoob. 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 1up 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 thrve firing him up on this.

Senator PAckwoob. 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. Ycu are absolutely right. We will see what we can

do. ‘
Senator PAckwoop. Thank you. I would appreciate it. Gentle-

men, thank you very much.

Mr. BiaGins. Thank you, Senator.

Senator Packwoob. 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. Hurp. 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 con";&liment 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, %ets 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 Yeople 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 peovgle 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 Frograms 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 Government 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
cagital markets came from the pension system. As recently as
19 0(?’ it was only an eighth—it is a growing supplier of that com-
modity.

Witi that I will close and turn it over to Phil.

- Senator PAckwoop. 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 1s 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 Assoclation 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 beneficlaries 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 tnhose of our

children. This hearing is certainly a step in the right direction.

while this hearing focuses on employee penefits, we pelieve 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 penefits among the
population of all tax incentives and federal programs, is it

possible to discuss any changes in the tax status of employee

ovenefit 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 2ss 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.

0 Grow old without savings to support him, lose his place to
younger, stronger workers and retire in penury.

o Die early in life with nought for his surviving family.

Historians persist in calling this eras 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 befall the
average working person we;e individual, largely voluntary and very
much uncertain. Henry Steele Commager summed up the soclial 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
ancouraging'tha 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 systenm 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 pefall him and know that employer-sponsored benefits will:

0 Pay health bills when he is {11,

o Provide income during periods of both short and long-term
disability,

0 Provide a solid foundation of life insurance benefits, and

0o 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 ulﬁimate 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 workets-;in évéryhincome 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.\ 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.

Sy T

How broag}y 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 increaseq taxes. The pension
programs of U.S. businesses are maturing: oy the time individuals
age 35-44 in 1979 retire, 71% can expect to recef&e a pension
benefit. The growth in private pensions subsgéﬁiigliy reduces
pressure on the Soclial 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 nrograms 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 tn 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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thelr 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 for 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 traditionilly 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

Securlty 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 pension,system,
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 érrangements.

These two reasons - more individualized choice and more
private capital - provide strong arguments for placing heavy
reliance on the private»pénsion system for retirement income
protection. There is an additional conslderation: 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 taxation.l/

- Future Retirement Benefits under Employer Retirement Plans

Private pension plans currently make a substantial contribution
to meeting reFirsment 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 pensidn coverage is

1/ 0n this adacemic discussion, see What Should be Taxed-- Income
Expenditure? Jos. Pechman ed. Brookings, 1980,

2/ Schleber & George, Retirement Income Opportunities in an Agin

America: Coverage and Benefit Entitlement (Washington, D.C.,
Employee Beneflt Research Institute, 1981)




293

-10-
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,
0.C. consulting firm, to undertake two studies of these important
questions. In October 1982, ACLI published a report on ICF's

findings entitled, Pension Coverage 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 evlqence 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 penéion 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 c;uld be
expected to replace over 75 percent of after-tax pre-retirement

income in the initial Qear 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 Ju1y11983 by the CRS 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, abproximately 82 percent of all
married couples and 58 percent of unmarried individuals can g&pect
to be receiving employer pension benefits .from at least one
spouse's covered employment., Table 1 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.

A
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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 & 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 Age 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% $5,500 58% $ 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 age
wvho 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 bencfit 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 anﬁual 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’ irement. As expected, replacement rétes from Social Security
and employer pensions will be higher for low income workers.

Soéial 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 ovetr 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 réplacement 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, ti.e distribution of average pen§ion
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



299

“]l6e

.

capital markets 1s 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 sbout 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 in 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 "lnsured" 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 borporate bonds and commercial mortgages.
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EMPLOYEE GROUP LIFE INSURANCE

The pufpose 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 economxg 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 proﬁecticn and who formulated the
instruments for serving that need. 1In 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 pa}t of private industry's
thinking. Tﬁe 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. N
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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. 1In the editorial column of the
Saturday Evening Post 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 untililife insurance and paycheck

go together", Wwhen the Unlon Pacific Railroad established its
plan in 1917, one weil-known religious figure was quoted, "The
system“ls the practical putting into effect of the principles of
Christian charity. It establishes thé most friendly'réldtions 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 fi;es 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\slzes nad 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. Group 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
perce?tvof all such employeré had purchased group life insurance

schedules that were salary-related, with the most popular salary
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multiples being l-times (32% of the employers) and 2-times (22X 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

thai among large employers the percentage exceeded 80 percent.
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\And, as 8 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 of 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
avallable. There are broad soclal aspects té 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 advantageou; both to the individual and to

soclety that insurance be made available to them.
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EMPLOYEE GROUP HEALTH INSURANCE
Group health 1nsurance is of enormous value to the public and

" our industry has been highly successful in meeting the needs of

American workers, Fede£a1 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 h;alth insurance provided under employee benefit plans
falls into two broad categories. The first is rcprésented by
tbenefits for hospital, physician, dental and other medical
expenses. A great variety of coverages is available from many
companies active in the market, in response to strong consumer
demand. We estimate that at the end of 1982, a;most 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 priveie group healgh protection,
either through our member companies or through other
arrangements., That represents 80X of the under 65 civilian_
non-institutionalized population, and is a five fold increase
since the end of World war Il. Although more remains to be done

in expanding the number covered, we are proud that much has been

accomplished.

gl
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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 havé 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
1§sues 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



307

- =24~
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 insursnce protection. Secondly, that
achievement has been accomplished by private enterprise, which,
through competition in a free economy, ﬁas delivered its product
| to the best asdvantage of the consumer. We believe the wisdom of

fgranting 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 Medicald 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.
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The abllity of private companies to offer group insurance goes
hand {n 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
importadce to the public, since many persons become group insured
who would have difficulty obtalning medically underwritten

individual insurance.

Insurance companies can appropriately price group health
insurance and maintain acceptable firancial experience, dgspite
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-contributory 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 alsc 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 ﬁas 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 private 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 -ight 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 amoﬁnt.
Insurance company innovation also brought to the market dental
expense and vislon care insurance, as well as benefits designed
specifically to contain the acceleration in health care costs.
Illustrations of sugh benefits include coverage for skilled
nursing facilities, home health care services, pre-admission
testing, second opinions for surgery, ambulatory.gurgery

facilities, preventive care, hospice care and drug and alcohol

rehabilitation.



311

«28-

The 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 émployers 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, grouﬁ
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 benéfits under the group plan
for various periods. In many instances, coverage is also
continued for a specified time for dependents vho 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 a3 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. Amerjicans have come to regard
employer-sponscred health protection almost as an automatic
feature of emplcvment, 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, these 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
that all employer contributions to health benefit plans would be
taxable income to employees, either ;mmediately 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 insur:rs to offer insudrance products

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 particular
employee to participate in the group plan would become the
employe 's contribution plus his tax on the allocated emplnyer
contribution. For many employees, the cost to participate would
increase sharply, causing both the discontinuance of coverage and
the weakening of the group insurance mechanicm 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. 1In our highest cost cities, arAtal 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 wmust 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 contripbutions could
easily result in a drop in the number of people protected,
especlially low income employees in high cost cities. Furthernore,
more adverse selection would occur, impairing the financial
stability of many group plans and the ability of carriers to
underwrite iiberally. That indeed would be a heavy price to pay

for any additional tax revenues raised.

T Such 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 billion,
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 eacess of these
amounts. In view of the financing problems now posed by Medicare,

Congress would be ill advised to embark upon such a vast public\

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 joo, however, is not
done--there are still gaps in coverage. The private secFor is
anxious to close these gaps, but it needs help. Tax incentives
have wnrked in the past, but they must be continued and, where

appropriate, expanded, to proylde 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.



817

Appendix 1

Pension Plan Reserves in the United States
(Amounts in billions)

Pension reserves of
life ingurance companies

Total* Amount Percent of total
1970 $211.9 $ 41,2 19.42
1975 323.8 1.7 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 lccal govern-
ment retirement plans.

Source: Board of Governors of the Federal Reserve
System, Flow of Funds Accounts, and American
Council of Life Insurance.




Appendix 2
Private Pension Plansg as a Source of Funds in

U.S. Credit and Capital Markets
(Amounts in billions)

Funds supplied by

Pension plans with

State & local
life insurance Other private

government
companies pension plans retirement plans
Total funds Percent of Percent of Percent of
Year supplied Amount total Amount total Amount total
1978 $390.2 $18.3 4.7% $16.0 4.12 $14.3 3.72
1979 400.1 17.5 4.4 16.0 4.0 19.4 4.8
1980 374.1 20.6 5.5 20.3 5.4 23.4 6.3
1981 377.6 28.6 7.6 21.1 5.6 24.3 6.4
1982 397.0 32.7 8.2 26.5 6.7 26. 6.8
1983p 527.2 37.9 7.2 31.7 6.0 31.5 6.0

p - Preliminary.

Source: Bankers Trust Company, Credit and Capital Markets 1984, and Board of Governors of the
Federal Reserve System, Flow of Funds Accounts.
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Uses of Funds by Private Noninsured Pension Funds

Corporate bonds

U.S. Government
and agency securities

Corporate stocks
Mortgages
Other

Total

(Billions)

1978
$ 7.4

-0.1

$16.0

1980

$ 3.1

$20.3

1982

$ 3.5

10.2
11.5
1.3

e

$26.5

Source: Bankers Trust Company, Credit and Capital Markets 1984.

1983 est.

s 3.6

8.4
18.0

1.5
2.0

$31.7
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Appendix &

Distribution of Assets Held in Separate Accounts
of Life Insurance Companies*

1970 1975 1980

1982 1983
(Millions)

Bonds $ 878 $ 2,553 $ 12,392 . $ 24,563 $ 27,294
Stocks 4,041 9,323 17,705 20,641 25,118
Mortgages 37 200 . 687 2,556 4,372
Real Estate 2 563 3,341 5,686 6,437
Other 103 334 1,647 3,835 4,635
Total $ 5,061 $12,973 $ 35,12 $ 57,281 $ 67,856

Memo: Total pension reserves \

of life insurance

companies (billions) $ 41.2 $ 71.7 $ 165.8 $ 225.2 $ 264.6

*Asgets 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. Briaas. 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 grcup 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 PAckwoop. 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. 1 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.
resident 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 emﬁloyee 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-

loyees, at least in basic amounts and varieties. The appropriate
alance then lies in the flexibility that discrimination rules allow.

If discrimination rules permit employees to reward the produc-
tive, if they demand equal availability gut still allow an employee
to ogt 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 25 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
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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 PaAckwoob. Thank you. Ms. Lehnhard?

[Mr. Press’ prepared written statement follows:]
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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 healgk 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 di#cussion 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 questions to which we will respond. First, however, let us
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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 Society

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 in the middle.
Our government, on behalf of those governed, strives mightily and
continually to achieve the necessary balance brcween 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 benefiﬁ 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
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efficiency." Accordingly, let us discuss that which makes f1inge
benefit tax law "balanced," "appropriately structured,”

"aeffective” and “"cost-efficient.”

In general, a balanced, appropriate structure requires tax
laws that encourage an =mployer 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-Registant 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 re@uced 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 planQ strengthen pension protact;on. 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 employet-sp?nsored
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 pe 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,
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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 secu;ity
" means that we, as a society, would decide to let scme people
starve, or die for lack of adequate health care. 1In 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. 1In 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
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salary workers in 1983. Almost 938 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 1s 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 ievel of incentive is also appropriate.
Competitive, free-market factors serve as an adequate control of
over-use or provision of these benefits. 1In 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-
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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 equal opportunity to participate. 1Indeed, there are
perhaps some benefits that should be regquired, 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
manéate 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-
provided ~~verage, the mandatory vasic 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 Existing 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 benef}ts 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

-10-
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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 40l(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

-1l1~-
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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 shculd 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 40l(k) profit-sharing plén 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

~-12-
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participate, whereas the firm with 500 employees can accommodate
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 258 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.

Marther, 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 i3 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
larger 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 258 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

-13..
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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? 1Is 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 ﬁot'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 t?at 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

-14-
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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 effective;ess 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 weil as
social sense to provide incentives to the group--employers--most

likely to make the wise decision to provide this basic protection.

Let u= 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 of th: benefits or the
additional cash compensation liability tha: would come from the
inevitable reduction in real earnings experianced by employees

who would become liable for income tax on the value of their

-1~
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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 settlé 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 198) 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 fa{'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 a’ter~tax dollars.

The scenario gets worse under the possible variations.

Consider, for example, the possibility (probability) of economic

-16-
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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 1008 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 speculateg 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
dollarg--would support these newly bereaved dependents. The
dollars-and-cents cost almost certaialy would exceed the

estimated $2.1 billion tax expenditure cost associated with tax-

favored group life insurance.

Already there exists great ccntroversy 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

-17-
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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
busiresses 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 tools. . for slowing the rate

of health care cost inflation would be a costly mistake.

~18~
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How Do Tax Laws Affect Compensation Planning?

with top income tax rates at 50% for indiy#duals and 468 for
corporations, tax implications are among the most vital of all
factors underlying employers' compensation decisions. And, the
business people with decision-inaking authority in the compen-
sation area are typically extremely sensitive to the cax 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 salar