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and saving. These �d�i�v�~�r�g�e�n�t results occur even among studies that use

similar �~�i�n�d�s of data (for example, aggregatedata or householddata).

In our empirical work with the 1983 SeF, we find that estimatesof the

influence of pensionson private assetholdings are extremely sensitive

to changesin specificationof the estimatingequation. In particular,

an assetholding model that excludescurrent household�e�a�r�~�i�n�g�s yields

estimatessuggestingthat pensionsand assetholdings are complements

and that householdswith greaterpensionwealth save more. But an asset

holding model that includes current householdearningsyields the

opposite result--thatpensionsand assetholdings are substitutes�~�n�d

that householdswith greaterpensionwealth save less. The fragility of

these results suggestsa need for improved data and estimating

techniquesin addressingquestionsabout the influence of pensionson

assetaccumulation.

Similar controversyhas surroundedthe questionof whether IRAs

have induced �i�n�c�r�e�~�b�e�s or decreasesin saving and assetaccumulation.

Here, however, the evidence seemsto support the idea that much IRA

saving has representednew saving (Venti and Wise 1987; Feenbergand

Skinner 1989).

In short. there exists much researchon how pensionsand various

pensionpolicies influence saving and as£et �a�~�c�u�m�u�l�a�t�i�o�n�, but consensus

has'not yet emergedon the direction of all these influences. The

developmentof data and estimatingtechniquesto resolve convincingly

questionssurroundingpensionsand saving, in particular, should be

given high priority.
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C. Equity and Income Distribution

1. Employee Benefit Coveras~ and Income Distribution. As

discusned in section II above, employee benefits vaty greatly across

industries and individual workers. But how does the pattern of employee

benefit coverage influence the distribution of income? This question

hAS been considered by Smeeding (1983, especially Table 6.6 and 6.7),

who finds that, as a whole, voluntary employer contributions to pensions

and to health and life insurance tend to make the distribution of income

more unequal: High-wage workers receive a larger share of their total

compensation as deferred income and insurance than do low-wage workers.

Smeeding's findings are supported by the findings of Taylor and Wilensky

(1983) :and Chollee (1984) on health benefits, and of Andrews (1985) and

Kotlikoff and Smith (1983) on pensions. But Smeeding also shows that it

is important to decompose nonwage compensation into health and life

insurance, on the one hand, and pensions and other deferred

compensation, on the other. The reason is that health and life

insu~ance benefits are roughly proportionately distributed, whereas

deferred compensation is highly regressively distributed. Specifically,

Smeeding's findings i~~icate that insurance benefits increase from 3.7

percent of compensation for low-wage workers to 6.2 percent of
•

compensation for a middle-wage group, but then decline to 2.9 percent

for the highest-wage group. In contrast, deferred compensation is only

0.4 p~rcent of the earnings of the lowest-wage group, but 7.2 percent of

the compensation of the highest -wage gro·'p.

Legally required contributions, such as social security,

unemployment insurance, and workers' compensation, differ markedly from
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voluntary contributions in their effect on income distribution. Legally

required contributions tend ~a be distributed progressively, and hence

bring about greater equality.

Itl sum, voluntarily provided employee benefits, unlike legally

mandated contr.ibutions to social insurance, seem to have a disequalizing

influence of income distribution. This naturally raises questions about

the desirability of exempting these benefits from federal payroll and

personal income taxes.

2. Other~ity Considerations. Employee benefits such as

pensions and health insurance are intended to insure workers against

income loss resulting from old age and sickness. It is this "merit

good" aspect of employee benefits that has long been used to justify the

favorable tax treatment that employer contributions to employee benefit

plans :.:eceive.

However, if a larger proportion of the total compensation of

high-earning workers is received as nonwage benefits, as appears to be

the case, then the exemption of those benefits from payroll and personal

income taxes is clearly a regressive aspect of the U.S. tax system.

That is, exemption of nonwage benefits violates the vertical equity

precept that those with greater ability to pay for government services

should do so. This concern has been the subject of an extensive study

by the Congr~ssional Budget Office (1987), which advocates reducing the

tax advantages now associated with pensions.

In addition, exemption of nonwage benefits creates situations where

horizontal inequities can--and undoubtedly do--arise. Consider two

workers, each with to~al compensation (wages plus contributions to
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health insurance, life insuranc~, and pensions) of $20,000. Suppose

also that they are both single and declare one exemption and the

zero-bracket amount. If Mutt receives $17,000 in wages, whereas Jeff

receives $18,500 in wages, thon Jeff pays more taxes and faces a higher

marginal tax rate than Mutt. But this clearly violates the notion of

11orizontal equity--that households equally situated should be taxed

equally.

The "pure solution" to this problem, as Munnell (1984) has called

it, is to include all employer contributions for employee benefits in

taxable gross income. (Increases in accrued vested pension

contributions would also be included in gross income, since such

. \}.;
increases constitute an lncrease:ln an individual's lifetime income.)

The pure solution is attractive in principle because it would mitigate

inequities in the tax system. It is also attractive in the sense that

it would either raise federal revenues or permit federal marginal income

and payroll tax rates to be lowered. For eYample, Munnell (1984, Table

2) estimates the revenue gain from such a comprehensive tax to be $64.3

billion. The practical difficulties of implementing this pure solution

are minimal. Indeed, the problems that do exist pale beside the

political opposition such a proposal would almost certainly meet. In

view of the strong potential oppc;sition t\> taxing empL>yee benefit

contributions, some workable alternative must be sought.

One alternative that has gained currAncy, and that hEr' been

introduced in a variety of guises in legislative proposals, is to limit

the amount of the employer's contribution to both pensions and health

insurance that is excluded from the worker's taxable gross income.
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There have been numerous discussions of such proposals (Adamacl1e and

Sloan 1985; Chollet 1984; Halperill 1984; Katz and Mankiw 1985; Korczyk

1984; Steuerle and Hoffman 1979; Sullivan and Gibson 1983), and the 1986

Tax Reform did tighten limits on certain forms of retirement saving

(Congressional Budget Office 1987). Limits on the tax advantages given

to hgalth insurance have only recently been imposed, although whether

these limits will be effective remains unclear (see the discussion of

Section 89 of the Internal Revenue Code in section VI below). It is

alleged that limiting the tax-favored status of employee benefits would

stem what many observers believe to be an inefficient and excessive use

of the health care system. Hence, in addition to raising considerable

revenues, some believe that a "tax-cap" on health benefit contributions

would help cocrect a distortion of the price system that has led to an

inflated health care sector.

The effects of these proposed policies are considered in the

following section.

V. Effects of Changing Tax Policy on Employee Benefits

Woodbury and Huang (1989) have simulated the effects on

compensation of three alternative changes in tax policy: (a) the 1986

tax reform; (b) treating employer contributions to health insurance as

taxable income (both a policy of taxing all health-insurance

contributions, and a policy of taxing o.lly contributions over $1,125

annually); and (c) treating all employer contributions to both pensions

and health insurance as taxable income. These simulations are based on
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a three-equation model of the provision of wages, pensions, and health

insurance.

A. Effects of Policy Changes on Compensation

Tables 8 and 9 summarize the effects of the policy changes on

compensation. Table 8 shows how each of the four simulated policy

changes would have altered compensation quantities (that is, real

expenditures). nominal expenditures, and shares if they had been in

gffect during 1969 through 1982. All effects are shown in percentage

terms, averaged over the 1969-1982 period. Pan~l A shows the total

effects of the policy changes-·that is, the sum of the substitution,

ordinary income. and extra income effects. Panel B isolates the

substitution effects of each policy change--that is, the effect of each

policy if only the change in tax-price implied by each were to occur

(and if money total compensation and all other determining variables

were held constant).

In contrast. Table 9 shows estimates of how each policy change would

affect compensation quantities, uominal expenditures. and shares if

enacted today under the existing tax system. (Note that the 1986 tax

reform is not shown in Table 9 because comparison of each policy change

is with respect to the tax system implied by the 1986 reform.) Again,

all changes are shown in percentage terms, and Panel A shows the total

effects of each policy change, whereas Panel B shows the substitution

effects.

1. Effects of the 1986 Tax Reform. The simulations suggest the

following effects of the 1986 tax reform (see Table 8). First. and most
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important, the tax reform can be expected to lead to significant

increases in the quantity, nominal expenditure, and share of

compensation taken as health insurance. This increase in health

insurance occurs in spite of the reduced incentive to receive

compensation as health insurance that results from lower marginal tax

rates on wages (that is, in spite of a negative substitution effect).

~he increase in health insurance is attributable to the large incom~

gffects of the tax reform ..

Second, the tax reform can be expected to significantly increase

the quantity of compensation received as wages. The increase in wage

quantities is expected in light of the reduced tax-price of wages

implied by lower margi.nal tax rates. (Note that the .share of

compensation received as wages will be little affected by the tax reform

due to the relatively larger increase in health insurance compensation).

Third, the 1986 tax reform will shift the mix of compensation away

from pensions and toward health insurance.

The basic predictions from the simulations are that the reform will

(a) increase the quantity, nominal expenditure, and share of

compensation taken as llealth insurance, and (b) shift the mix of

compensation away from pensions and toward health insurance. These

predictions can be explained ·c·y noting two points. First, the demand

for health insurance contributions is very inelastic, or unresponsive to

changes in tax-prices. Hence. raising the tax-price of health insurance

will increase the share of compensation demanded as health insurance.

Second, workers are very willing to substitc.te back and forth between

pensions and wages. That is, the demand for pensions is highly elastic,
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or responsive to changes in tax-prices. It follows that raisin~ the

tax-price of pensions will reduce the share of compensation demanded as

pension compensation.

The results of simulating the 1986 tax reform are troubling because

they suggest that it will be difficult to bring down health insurance

expenditures or the hoalth insurance share of cOlupensation. Indeed,

because the 1986 tax reform has such large income effects, it will

increase the demand for health insurance even though it has reduced the

tax-price incentives to demand health insurance. Some of this increase

may already be reflected in large increases in health-insurance premiums

that were reported for 1989 and are being reported for 1990.

2. Effects,of Taxi.ng Health Insurance Contributions. The

simulations suggest that treating all llealth insurance contributions as

taxable income would have a strong effect on the provision of health

insurance by employers. Taxin~ health insurance during the 1969-1982

period would have reduced the quantity of employer-provided health

insurance by over 22 percent (Table 8), and taxing health insurance

under the currerlt system could be expected to reduce the quantity of

employer-provided health insurance by nearly 15 percent.

Similarly, taxing health-insurance contributions itl excess of

$1,125 annually (in 1982 dollars) would substantially reduce the

quantity of employer-provided health insurance. Such a policy during

the 1969-1982 period would have reduced the quantity of health insurance

by nearly 14 percent (Table 8), and doing so under the current tax

system would red\\ce the quantity of health insurance by nearly 9 percent

(Table 9).
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An apparent side effect of taxing health insurance contributions

would be a reduction in tbe quantities of wages and pension provided by

employers. These docreases result because t.axing health insurance would

reduce real incomes, which would lead in turn to reductions in both

wages and pensions. Although noitller reduction would be enormous, the

decreas' in pension provision should be considered in any public

discussion of the merits of taxing health insurance, and ways of

offsetting the decrease might be considered if it were viewed as

undesirable.

3. Effects of Taxing All Employee-Benefit Contributions. Our

simulations imply that treating all employer contributions to pensions

and health insurance as taxable income w~uld dramatically reduce tlle

provision of both pensions and health insurance. Indeed, taxing all

employee benefits would have cut pension provision by 64 percent during

the 1969-1982 peri~d, and would cut pensions nearly in half under the

current tax system. Health insurance would have been reduced by nearly

28 percent during the 1969-1982 period, and would be reduced by 20

percent under the current sYGtem. These results suggest that reforming

the tax system to include employer contributions as taxable income would

be politically difficult, and could create strong pressure to increase

Social Security benefits to compensate for the decline in private

pensions.

Wage quantities would also fall (but far less dIan pensions or

health insurance) if all employee benefits were taxed. This small

decrease results because taxing all employee benefits would reduce real

disposable incomes, which would lead in turn to reduced wage quantities.
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Another effect of taxing ~ll employee benefits wou' d be a major

shift in the mix of compensation away from pensions and health insurance

and toward wages. The share of compensation Leceived as pensions would

b~ ~.~st affected-·our simulations suggest a decrease in the pensions

share of nearly 40 percent.

Pensions would be reduced by half if all employee benefits were

taxed, but health insurance would be cut by only 20 percent, for a

simple reason: Pensions and wages are far better substitutes than are

health insurance and wages. It follows that when pensions are taxed,

workers are readily willing to substitute wages for pensions, but less

willing to substitute wages for health insurance.

B. Distributional Effects of the Policy Changes

The distributional effects of the tax-policy changes can be seen in

t¥10 ways. Table 10 shows the effect of each policy change on the tax

bill of the average worker in low-wage, medium-wage, and high-wage

industries. Table 11 disaggregates the total effects of each policy

change on compensation quantities into effects on workers in low-wage,

medium-wage, and high-wage industries.

The simulations suggest that the effects of the 1986 tax reform are

roughly proportional: Both the revenue effects and the effects of the

reform on compensation appear to be similar across industries.

Similarly, the distributional effects of taxing all health

insurance contributions are not dramatic. Workers in low-wage

industries would experience somewhat smaller decreases in wages and

health insurance than workers in high-wage industries. Also, workers ill
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high-wage industries would experience somewhat laq~er increases :1.11 their

income tax bills. But the differences among the thl"ee groups of workers

al·~ not great.

In contrast, the distributional effects: of taxing health insurance

contributions over $1,125 are significant. Under the low tax cap,

workers in high-wage industries would experience a 28 percent dAcrease

in health insurance, whereas workers in low- and medium-wage industries

would experience a decrease of only 11 to 13 percent. Also, the income

taxes of workers itl high-wage industries would rise by over 4 percent,

whereas the income taxes of other workers would rise by less than 1

percent. We conclude that a low tax cap on health insurance has

distributional effects that would increase \ncome equality.

Similarly, the simulations suggest that taxing all health insurance

contributions would tend to increase income equality. Workers in

low-wage industries wculd experience income tax increases of 14 to 15

percent, whereas workers in high-wage industries would experience tax

increases of nearly 26 percent.

VI. Further Issues in Pensions and Health Insurance

The discussion of public policy as it bears on employee benefits

has to this point focused on the tax treatment of pensions and health

insurance. In thi~ section, we turn to a variety of additional issues

that are specific to pensions and health insurance, and that are of

increasing concern to workers. employers, and the public generally: the

regulation of pensions and its impacts; the problem of health-care cost



containmentj the problems posed by health insurance plans that extend to

retired employees; and the regulation of health insurance plans under

Section 89 of the Internal Revenue Code.

A. Pension Regulation and the Restructuring of Pension Plans

Congress appears to have had two purposes in legislating the

Employee Retirement Income Security Act of 1974··ERISA. The first was

to improve the informati~n available to employees about their pensions

"by requiring the disclosure and reporting ... of financial and other

information" about retirement plans (Public Law 93·406, 88 Stat' l

September 2, 1974).

The second purpose of ERISA was to improve the "equitable character

and soundness" of existing and future retirement benefit plans "by

requiring them to vest the accrued benefits of employees with

significant service, to me~t minimum standards of funding, and by

requiring plan termination insurance." In other words, the second goal

was to provide better benefits for more workers, and to guarantee that

anticipated benefits would in fact be received.

To bring about these ends ERISA established standards that must be

met in order for a defined-benefit pension plan to qualify for favorable

tax treatment. These standards pertain to participation, vesting,

reporting and disclosure, and funding. Because compliance with these

ERISA standards is costly to employers, there was discussion from the

start that ERISA might lead to termination of pension plans. This

would, of course, frustrate achievement of broader coverage and imply
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the perverse effect of reduced coverage and lowered benefits for some

workers (Ture 1976; Stein 1980).

It was quickly noted by others, however, that plan termination was

nut the only option available to employe~s who faced increased costs of

definedmbenefit pension plans as a result of ERISA. Although

termination is surely an option, employers could also convert (partly or

wholly) from a defined-benefit to a defined-contribution plan, thereby

avoiding the insurance, reporting, and disclosure costs of maintaining a

plan covered by ERISA (Denzau and Hardin 1983). Indeed, the movement

from defined-benefit to defined-contribution plans--the so-called

restructuring of pensions plans--nas received increasing attention from

pension vractioners (see below).

From a social standpoint, it seems clear that the key variables of

interest are the contributions made by employers to pension plans

(whether defined-benefit or defined-contributioll) and the benefits

received by retirees. Plan restructuring should ultimately be reflected

in these outcomes. Taking this view, it is fairly straightforward to

show that the impact of ERISA on all employer contributions to pension

plans is ambiguous in theory--ERISA's impact may be either positive or

negative (Woodbury 1984). Accordingly, the impact of ERISA is really an

empirical issue that must be settled by analysis of available data.

It is somewhat disturbing that the~e has been very little empirical

research on the effects of ERISA--that 1s, little work that attempts to

isolate the impact of ERISA apart from the many other forces that act to

alter the employer-provision of pensions. Moreover, the research that

does exist is highly mixed--some of it suggests that ERISA's impact on

2168

38

I ~ I I



•

pension contributions have been negative, others suggest small to

nonexistent impacts, and still others suggest a positive impact of

ERISA.

For example, an early study by Long and Scott (1982) suggested no

effect of ERISA on pension contributiol\S. But a later study (Woodbury

1984) found that ERISA may have been responsible for as much as a

one-percentage-point increase in the share of compensation received as

pensi~ns in the years immediately following its enact.ment. This would

translate into a nearly 25 percent increase in pension contributions as

a result of ERISA. Yet another study (Sloan and Adamache 1986)

concluded that ERISA significantly reduced the growth of pension

contributions in the years following its enactment. It seems clear that

high priority should be gi.ven to establishing more convincing evidence

about whether and how ERISA has affected total employer contributions to

pensions.

At least two other studies have examin~d the impact of ERISA on

other outcomes. Cornwell, Dorsey, and Mehrzad (1989) find that ERISA

has had no discernab1e effect on inv9luntary se~arations from

firms--th~t is, firms are no more or less likely than before ERISA to

renege on their promises to pay pension benefits by terminatil\g workers.

Ippolito (1988) presents evidence. that ERISA has had virtually none of

the effects that might be expected on wages or employment, and failed to

induce underfunded plans to increase their funding levels. But he also

finds that ERISA has slightly increased the rate of defined-benefit pla.n

terminations, and has increased the likelihood that newly-created

pensions plans would be dptined-contribution plans.
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Recently, much attention has been focused 011 the "restructuring" of

pension plans--that is, on the m~vement away from defined-benefit and

toward defined-contribution plans (Employee Benefits Research Institute

1989b). In recent years, restructuring has permitted many firms to

recover the assets of defined-ben~fit pension plans that were

actuarially overfunded, as well as to avoid the costs' of cOlnpliance with

ERISA by moving to a defined-contribution plan. Hence, corporate

financial considerati,ns (such as the availability of funds for

investment and the attractiveness of a company as a takeover target)

have come to dominate decisions about pension plan restructuring. It is

clear, then, that competing interests have increasingly come into play

regarding decisions about how to structure pensions. From the point of

view of wo~kers, the contributions made by employers to pension plans

(whether defined-benefit or defined· contribution) and the benefits they

receiv£ in retirement are of paramount interest. But companies have

other goals that may conflict with workers' interests. Policies that

effectively balance these competing interests are difficult to make,

given the paucity of knowledge about the impacts of current policy and

of restructuring itself. Again, research on hOT' current policy and

restructuring activities have affected pension contributions and

expected pension benefits is much needed.

B. Health-Care Cost Containment

Between 1982 and 1987, the cost of health insurance grew by '71

percent--more rapidly than any other component of consumption. During

the sarne period, the cost of medical care generally increased by 35.6
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percent, and the cost of all personal consumption items taken together

gr~w by only 20.4 percent (U.S. Department of Commerce 1988, Table

7.10).

A complete discussion of the reasons for the rapid increase in the

cost of health care generally-.and of health insurance in particular·.is

well beyond the scope of this paper. Most observers attribute the

inc~eases to a constellation of factors acting simultaneously. On the

supply side, they point to increasingly sophisticated technology and a

market structure that is highly imperfect and lacking in competition.

On the demand side, they point to infusions of funds from public

sources·-mainly Medicare in recent years·-as well as privace sources.

With respect to the increasing cost of health insurance in particular,

they have pointed to health providers' practice of shifting costs to

private health· insurance carriers as Medicare and Medicaid

reimbursements have become less generous. In effect, hospitals have

covered the cost of providing health car~ to uninsured and underinsured

patients by charging higher rates to patients who are covered by private

health insurance.

Employers have tried to stem the inflation of health-insurance

premiums in several ways (see, for exam~le, Employee Benefits Research

Institute 1989a). First, they have shifted the cost of health insurance

and health care to their employees by various means: requiring workers

to contribute to the monthly premiums paid by the employer, initiating

or increasing the deductible paid by the worker before the insurance

pays, or initiating or increasing the ccpayment (payment by the worker)

for each service received. Second, employers have made increa~ing use
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of so-called utilization review, under which the appropriateness of

treatment is reviewed before treatment is administered. Utili~ation

review includes precertification for length of stay in the hospital and

second opinions before performanco of surgery. Third, they have moved

away from traditional fee-for-service health insurance and toward Health

Maintenance Organizations (HMOs) and Preferred Provider Organizations

(PPOs). Under HMOs, payments to health-care providers are based on a

diagnosis or on a fixed packuge of services. Under PPOs, fee schedules

are negotiated with a limited group of health-care providers, and

utilization reviews occur in order to manage the cost of health-care

provision.

There appears to be little research on how well the various

strategies of health-care cost containment have worked, although the

obvious judgement based on the recent record of dramatic increases in

health-insurance premiums and health-care costs must be negative. As a

result, i~ is not surprisi~g that at least two of the country's largest

employers--Ford Motor and Chrysler Corporation.-have called for national

health care financed by the federal government. Neither is it

surprising that in discussions of health-care policy within the State of

Michigan, the big three auto manufacturers have favored adoption by the

State of policies that would remove the burden of paying for apparently

ever-increasing health insurance costs, such as a comprehensive

state-financed health insurance plan.

Charitably, one might say that health-care policy in the U.S. is

currently in a state of flux. More realistically, one might say it is

in turmoil. How or whether the debate will resolve itself sefms a
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matter of speculation. In two other sections of this paper, I argue

that taxing employer contributions to health insurance as taxable income

to workers would be a sensible approach to improvement of the health

care system. It would be unrealistic to suppose that taxing health

insurance would solve all the current problems facing the health-care

sector·-it would not address the problem of uninsured individuals or the

apparently resulting problem of health-care providers shifting costs to

privately insured patients. But in the context of a discussion of

employee benefits, it would seem to be the appropriate suggestion.

Other possible strategies, such as a system of comprehensive national

health care, go well beyond the bounds of this discussion.

C. Health Insurance Benefits for Retirees

In addition to facing an ever-rising cost of health inS'lrar.~e for

current employees, employers who extend health insurance to their

retired workers face the ~roblem of financing health insurance for those

retirees. U.S. Department of Labor statistics indicate that over

three-quarters of full-time workers who are covered by the health

insurance plans of medium and large firms (private sector) have health

insurance coverage after retirement (U.S. Department of Labor 1987,

Table 29).

In general, employer-provided health insurance benefits for retired

workers are the same as for current workers, although health insurance

plans for retirees are usually integrated with Medicare. Integration

with Medicare reduces the cost to employers of providing health

insurance to retirees, but the existence of retiree health insurance in
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che context of rising health insuranr.e costs POSQS a potentially serious

problem for firms nevertheless. Specifically, retiree health benefits

have been financed by companies on a pay·as-you-go basis, which suggests

that as the population ages, their existence will impose an increasing

burden. A recent Employee Benefits Research ~nstitute report estimates

that the total unfunded liability of private employers for the future

health insurance benefits of their workers (both current and retired) is

$68.2 billion (Employee Benefits Research Institute 1988a, Table 12).

The Financial Accounting Standards Board has drafted rules under which

companies would be required to treat the cost of health insurance

promised to 'Cetirees (that is, the present value of the health-insurance

costs that workers will incur in retirement) as a liability in their

balance sheets. It is expected that these rules will be finalized in

1990 (Employee Benefits Research Institute 1988a).

D. Regulation of Health Insurance: Section 89 and State Laws

An initially little-known part of the 1986 Tax Reform Act was

Section 89 of the Internal Revenue Code. The purpose of Section 89 was

to ensure that employee-benefit plans that receive tax-favored

treatment--in particular health and life insurance--would not favor

highly paid employees either in their coverage or generosity. Section

89 attempts to achieve this goa:. of nondiscrimination by setting out

criteria that a benefit plan must meet in order to qualify for favorable

tax treatment (see Employee Benefits Research Institute 1989c. pp.

16-17, for a synopsis). If a plan fails to meet these criteria, then
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the doll.ar value of benefits provider! to workers under the plan is

treated as taxable income to the worker.

Although few question the intent of Section 89, both labor and

business have attacked Section 89 as originally adopted. Labor's fear

is that Section 89 is a first step toward taxing all employee benefits.

Business's objections cent:er on the costs assccj.ated with demonstrating

compliance--according to many employers, the original Section 89 placed

unreasonable record-keeping and data-collection burdens (Stout 1989;

LaForce 1989). Indeed. at the time of' wri.ting, the Treasury Depart.ment

has agreed, and the House Ways and Means Committee has moved to ease

Sbction 89 so that criteria for compliance focus on whether a plan is

designed to be nondiscriminatory. rather than on whether a 'plan as used

is nondiflcriminatory (Birnbaum 1989).

The effective date for Section 89, initially January 1, 1989, was

delayed to July 1, 1989 even before the proposed easing of the rules.

It now appears that a revised Section 89 will become effective October

1. 1989. What the actual effect of the modified Section 89 will be is

an important but difficult topic for futuro research--difficult because

accurate data on plan characteristics and availability are so scarce.

In addition to Section 89. many employers have faced an increasing

number of state laws that mandate the provision of particular types of

health insurance benefits (Stipp 1988). Further, both Hawaii and

Massachusetts have both adopted legislation that effectively mandates

the provision of a relatively comprehensive package of health insurance

benefits to most workers (Goddeeris 1989). Readers are referred to one



of the otheL Commission reports (Mitchell 1989) for a full treatment of

mandated benefits.

VII. Flexible Benefit Plans and New Employee Benefits

A. Flexible Benefit Plans

Tradi.tionally, employers have offered all workers within a given

classification a fixed package of benefits. Often those benefits have

consisted ~f a certain number of paid holiday, vacation, and leave days,

a pension plan, health insurance, and life insurance. Flexible benefit

plans--often called "cafeteria" plans--differ from this traditional

arrangement in that they allow wOLkers to select from a menu of possible

benefits those benefits that they most prefer (Employee Benefits

Research Institute 1985, Chapter 28).

Two advantages have been attributed to flexible benefi~ plans.

First, they may increase the value to some workers of the benefits that

are provided by the employer in tax-favored form. Second, they may

induce workers to become more aware of, and to gain a better

understanding of, the benefits they receive.

To a researcher, perhaps the most striking aspect of flexible

benefit plans is that they have been so frequently mentioned in the

press and in practical discussions of employee benefits, but that there

exists virtually no substantive research or analysis of their use or

effects. There can be little doubt tllat lack of data on flexible

benefit plans is an important reason for this gap in research on

employee benefits.
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Despite the lack cf existing research, two points about flexible

benefit plans can be made. First, it has been noted frequently that the

existence of flexible benefit plans may lead to adverse selection-·that

is, to workers who are good risks (from the. point of view of health

insurance or life insurance, for example) opting out of a plan, leaving

only bad risks. Models of adverse selection suggest that when good

risks opt out of an insurance market, insurance premiums increase and

ultimately the insurance market in question fails. The only way to

mitigate adverse selection in the context of flexible benefit plans is

to limit flexibility, for example, by placing insurance plans outside

the basket of benefits among which workers may choose. But tllis thwarts

the basic idea of the flexible benefit plan.

The second point has to do with flexible benefits in the context of

public policy. A central problem in the concept of flexible benefit

plans is that flexible benefits thwart the ability of policy makers to

encourage provision and use of particular benefits. Illstead, by

designating a broad array of benefits as tax-favored, flexible benefit

plans encourage provision and use of a rather arbitrary package of

benefits. In short, the flexibility inherent in flexible benefit plans

robs policy makers of the ability t~ direct resources toward particular

benefits, directing them instead toward a grab-bag of activities and

benefits.

There is likely to be disagreement about whether these two

disadvantages of flexible plans outweigh their advantages. But to the

extent that flexible benefit plans undermine the basic insuranco

principles of certain employee benefits, and erode the ability of public
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policy makers to achieve desired goals, they would seem to be a

deleterious innovation in employee benefits.

B. D~pendent Care

The dramatic influx of womon~·and especially married women··into

the labor force since World War II has led to increasing attention being

given to "the interaction of work and the family" (Norwood 1988). Ir.

particular, the availability of child care (or more generally dependent

care) has 'oeen an increasing concern in Q labor market in which women

with young children make up a substantial proportion of all workers.

At least four other Commission papers are devoted to one or another

aspect of dependent care (Friedman 1989a, 1989b; Staines 1989; Rodgers

and Rodgers 1989). Accordingly, it is necessary here only to point to

some of the issues that are of special concern in the context of

employee benefits. For example, Norwood (1988) has discussed the

problems that the provision or child care and other nontraditional

benefits raise for the measurement of total compensation. Hayghe (1988)

reports the results of a recent Bureau of Labor Statistics special

survey, which shows that only about 5 percent of all establishments with

10 or more employees provide direct child care benefits (that is, day

care or financial assistance). Moreover, "only 2 percent of the 442,000

establislunents that reported no child care benefits or flexible

work-schedule policies said they were 'considerixlg' doing something in

the future" (Hayghe 1988, pp. 42-43). Finally, Robins (1988) provides a

survey of the existing federal programs that suppvrt or encourage child

care.
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VIII. Implications for Public Policy

A multitude of public policy issues currently surround the tax

treatment of employee benefits. In particular, the tax-favored stat~s

of employer contributions to pensions and health insurance has been

blamed for numerous ills: a shrinking tax base that has exacerbated the

federal budget deficit; an inefficient and bloated health-care sector,

overinsurance by many recipients of employer-provided health insurance,

and rising health-care costs; and a tax system that is made more

regressive because those who receive tax-favored employee benefits tend

to be in higher-income households than those who do not.

In addition to being held responsible for these perceived ills, the

tax-favored status of employee benefits is implicitly blamed for failing

to solve completely the problems one woul.d expect it to address. Why do

many workers still lack coverage by private pension or health insurance

plans? Why, if tax-favored treatment of pension contributions is

responsible for the growth of private pensions, is the rate of private

saving in the U.S. nevertheless so low by international standards?

A. Some Options

Policies suggested to deal with these perceived problems have often

3ddressed one problem without handling another. Two such proposals are

taxing all employer contributions to pensions and health insurance, and

requiring employers to provide some minimum level of health insurance to

all employees--mandated health benefits. We discuss each in turn.
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1. Ta';Sin& All Employee Benefit Contributions. The simulations

suggest that the taxation of all employee benefits is too sweeping a

policy change to implement in the foreseeable future--taxing all

employer contributions would cut in half employEr contributions to

private pension plans. Perhaps the simplest implication of this finding

is that a policy of taxing all employee benefits would be politically

difficult to implement.

Even if it were not a politically difficult option, the simulations

suggest that taxing all benefits would dramatically reduce retirement

saving through the private pension system, and it is unclear that this

would be desirable. First, the U.S. economy has a low rate of private

saving by international standards, and a policy that would further

reduce private saving would be counter to the goal of long-run economic

gro~th. Second, taxing all benefits would, by cutting in half the size

of private pension contributions, place on the public retirement system

an increased long-run burden. If policybmakers wish to tax pension

contributions, they must in turn be willing either to increase the size

of the OAS! system, or to see the income replacement rates of retirees

fall substantially. Neither of these alternative seems desirable or

easy to defend.

In short, because its effects of the private pension system appear

to be so dramatic, the policy of taxing all employee benefits seems both

politically infeasible and economically unwise.

2. Mandated Benefits. The idea of mandating health benefits has

recently c~ught the attention of the public and many policy Dlakers. A

full traatment of mandated health benefits is beyond the scope of this
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discussion, in view of the Commission report by Mitchell (1989) on this

topic. Nevertheless, three points may be appropriate. First,

discussions of mandated benefits often seem to imply that mandating

would do away with the problem of uninsured individuals, when of course

mandating would only do away with the problem of uninsured workers. In

other words, some advocates 01 I..·ndated health insurance have not

clearly specified the nature of problem posed by the uninsured. Neither

have they clearly delineated who would and who would not benefit from

mandated benefits. It follows that the degrp.e to which mandating would

be an efficient way of solving the social problem posed by uninsur~d

individuals is largely an unanswered question.

Second, the effects of mandated benefits on labor markets,

especially low-wage labor markets, have yet to be examined in any

systematic way. It seems likely tliat mandated benefits could have the

same adverse effects on employment of low-wage worklars as a large

increase in the minimum wage, but the needed research on this question

does not exist. Third, mandatitlg health-care benefits could contribute

to further increases in health-care costs, and further inefficient use

of the health-care system. The reason is that, to the extent mandating

is successful in extending health insurance to currently uninsured

workers and households, it would increase use of the 11ealth-care system.

In part, such an increase would be desirable, but (depending on the

package of benefits mandated) it is also possible that further overuse

of health servir.es would result.

The case for mandating health-insurance benefits seems far from

clear-cut at this time. Too little research, either theoretical or
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