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THE ABOW COMPANIES

ABOW FINANCIAL PLANNING $221 WEST BIG BEAVER ROAD, SUITE 203
ABOW GROUP SPECIALISTS TROY, MICHIGAN 48084
(3131649-1990

ABOW RETIREMENT PLANNING
ABOW GROUP & PENSION SERVICES
ABOW PROPERTY & CASUALTY AGENCY

August 6, 1984

Mr. Roderick A, DeArment
Chief Counsel

Committee on Finance

Room SD-219

Dirksen Senate Office Building
Washington, D.C. 20510

RE: Employee Benefit Hearings

Dear Mr., DeArment:

As a practitioner in the employee benefit (1eld, I am quite
concerned regarding the Treasury Department and Congress' review
regarding employee benefits and their tax status.

Specifically, Mr. DeArment, I would like you and those memebers of
Congress who are reviewing the tax status of employee benefits to

know that I believe:

1. Employees would receive less benefits if employer
sponsored benefit programs did not exist;

2. The tax advantage status of these benefits promulgates .
their development;

3. Many of these benefits are essential to the economic
gecurity of employees and their dependents;

4. Benefits are generally not descriminatory. Although
there are some abuses, for the most part benefits do
not go principally to higher paid executives within a
firm, nor are they reserved for male population only.
I have yet to witness substantial descrimination with-
in an employee benkfit. plan.

I have been a practitioner in the employee benefit field for the
past 8 years. The field is evolving and responding to the concerns
of the general public. Currently, health care cost containment is a
*front-burner item" that is receiving everyones attention. The
private sector can and will address this issue successfully.

Thank you for your time and consideration.

Thofas P.
Principal

0}
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RICHARD €. KIPPER N
Prasident -

August 13, 1984

Mr. Roderick A. DeArment
Chief Counsel

Committee On Finance

Dirksen Senate Office Building
Room SD~21%

Washington, D. C. 20510

i'ear Mr. DeArment:

RE: TAXATION OF EMPLOYEE BENEFITS HEARINGS JULY 26, 27 and 30, 1984
(SENATOR PACKWOOD)

I strongly believe that tax laws should encourage employers to provide to all
employees fringe benefits and services such as medical, dental, day care,
educational assistance and long-term welfare such as profit sharing, retirement,
pension, etc. I feel the rurrent rules governing these benefits are sufficient
to ensure that benefits do¢ n. . principally go to the highly paid or to men only
and that all employees beneirit fairly from tax incentives.

Fringe benefits are an essential tool for employers in attracting good personnel;
likewise, these benefits a)llow the employee to choose employment based on benefits
offered. It is obvious that both the employee and the employer would suffer if the

employer-sponsored benefits did not exist.

Private enterprise has built an effective and efficient arrangement covering the
needs of employees through the employee benefit system. It is far superior to
any government program which would replace it. It should not be systematically
dismantled in the name of greater tax revenues. The employee needs are there and
must be met. If private enterprise is not encouraged to meet their needs,
government must and I believe the ultimate price to our nation will be greater.

Sincerely,

4
Iy

REK:ns

Acadermic Fingncial Services Associabon
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SIDNEY PEERY
CHAIRMAN OF THE BOARD

CHARLES K. CAUTHEN
PRESIDENY RETAILER OF THE YEAR

TO: Submitted as Part of the Record of the Hearing on Bwployee Fringe Benefits
held on July 26, 27 and 30 by the United States Finance Committee, Subcommittee

on Taxation and Debt Management
FROM: Acme Markets of Tazewell, Va., Inc., Its Divisions and Subsidiaries

We have a deep concern for our loyal and trustworthy employees found not only in

the supervisory but also in rank and file positions of our various retail opera-
tions and also our distribution center. Our company has, since its inception,
demonstrated strong social concerns for all employees regardless of economic circun-
stance or racial origin., Our records of almrst 100 vears will indicated that roughly
one half of our employees are female and we have always felt an equal responsibility

to our ladies.

Although we are not a large company, we feel that we have been fortunate in building
an effective and balanced employee benefit system, We feel that the vast majority
of our employees would not want it replaced by a government benefit system. We feel
that we can provide maximum satisfaction to our employees and give maximum benefits
for the least cost possible. We feel that private enterprise should be encouraged
to meet the reasonable needs and incentive should be offered by the government to
this end. If unrealistic regulation is imposed, we feel that the incentive for
private enterprise will be squelched and ultimately, the employee will suffer the

greatest loss.
Your help in preserving a sound employee benefits system through private enterprise
will be greatly appreciated.

Yours very truly,

Ol bitho

Ch. "les E, Cauthen
President



ADDISON , MICHIGAN - 19229
PHONE (517) 347 613"

ADDISON PRODUCTS COMPANY

August 7, 1984

Mr. Roderick A. DoArment, Chief Counsel
Committee on Finance

Room SD-219

Dirksen Senate Office Puilding
Washington, D.C. 20510

Dear Sir:

Statement of Oral L. Goble, Executive Vice President and Chief
Operating Officer of Addison Products, in connection with the
hearings of the Senate Finance Subcommittee on taxation and debt
management on the subject of fringe benefits, July 26, 27, and 30,

1984.

Addison Products Company, employing 750 persons, vigorously
protests the possib’lity of taxing fringe benefits which are necessary
to the health and general welfare of its employees,

Through many years of development, employers across the nation have
worked diligently to improve health care, life insurance, and
security of retirement.

Employers have provided and supported affordable benefits with
group purchasing power, despite dramatic inflationary increases

in the costs of such benefits.

Taxation of fringe benefits means that employers and employees must
eventually pay more for like benefits; or, reduce benefits offered
and needed to a lesser level, Neither result is compatible with the
needs of productive companies and employee groups everywhere.

Taxation of fringe benefits would be an undeserved penalty to
working Americans who are productively contributing to the economic
and social strength of our country. Penalizing this group is
another step towards stifling national productivity to counter
excess government spending for non-productive endeavors.

Sincerely,

ADDISON PRODUCTS COMPANY

7
(L8
LA anl (€
ral L. &oble
Executive Vice President
Chief Operating Officer

OLG/ph HEATING AND COOLING PRODUCTS



AD HOC COMMITTEE
FOR A RESPONSIBLE TAX POLICY

1750 PENNSYLVANIA AVENUE NW
SUITE 1201
WASHINGTON. D.C 20006

(202) 737-794%

August 6, 1984
WRITTEN STATEMENT
OF
THE AD HOC COMMITTEE FOR A RESPONSIBLE TAX POLICY
Submitted For The
Senate Flnance Committee's
Hearings on Major Tax Reform Options

August 7 and 9, 1984
Winston Churchill called democracy the worst form of
government, except for all the others, Similarly, the
progressive income tax may be the most unfair system for
raising Federal revenue, except for all the others. We

abandon either at our peril.

Clearly, paying taxes 1s a painful business for everyone,
and levying thém an onerous responsibility of office.
Ever since the enactment of the progressive income tax we
have tried to lessen the pain, share the burden more

equitably and end abuses.

It 1s complicated and frustrating process, for taxpayer
and lawmaker alike, But it 1s a process which recognizes
the inextracable and complex links between taxation,
equity and economic health, Our tax laws are both

delicate and mighty instruments of public policy.



But they are also far from perfect and seemingly never
finished, overly complex, needing constant attention,
adjusting, tuning. The impulse to throw out the whole
baggage and start again with something simpler is
obviously appealing and must strike a responsive chord in
the heart of anyone who has ever filed a form 1040.

A flat-rate income tax is an apparent simple proposal. It
would sweep away deductions, shelters and capital gains

exclusions. It would be easy. It couid also be a

disaster.

Many economists say it would unintentionally shift the tax
burden to moderate-income wage earners while cutting taxes
for those earning more than $50,000 annually by $40
billion. It could stifle needed investments and sap
economic growth. Because it would be so gross-grained,
infinitesimal rate increases could mask subtle but

dramatic pdlicy changes. A hundred invisible taxes could
pass under the cloak of an increase of a fraction of a

single percentage point.

The Committee for a Responsible Tax Policy believes you
cannot reform the progressiwe income tax by discarding
it. Its underlying theory, that those who earn more

should pay more, is reasonable and works.



it is crucial. as the debate is joined in the months
ahead, for this most important subject to receive full and
thoughtful examination -- and for its effects to be

measured against the well-being of our nation and its

future health.

It should be noted that on the whole the American tax

system has been compared tn all others -- a great

success. Its provisions have encouraged home ownership

(more than 65% of American families own their own homes)

and the concomitant social stability. American taxpayers

have a record of voluntary compliance that is the envy of
other countries. though no matter what the tax system is
like there will be those who try to evade paying taxes.

Our economic system, at least in comparison with others,

has also been a success.

Proponents of change appear to believe that a tax system

actually could bhe "simple“ by eliminating all those

provisions as to credits, exemptions, and exclusions. But

what they appear to overlook is that the very terms which

any tax code must employ would contain, in its definition,

a world of complexity. Consider the very phrase. a "tax

on income."” Now, what is "income?" In a remarkably

39-707 0 - 85 ~ 2



ievel-headed dissection of the flat tax and its effect on
the average taxpayer. Professor Deborah Schenk, Vice
Chairman of the Committee on Low Income Taxpayer Problems
of the Section of Taxation of the American Bar Association
and a visiting professor at the New York University School
of Law, has noted the enormous difficulty in defining

income. Is one dollar equal to every other doilar. as the

flat tax people say? Is a dollar in fringe benefits worth

to its recipient a dollar of wages, or is it worth

something less? Can we put an income value on the working

conditions -- on the relative luxury of offices, or the
free use of telephones, or health care, or legal

services? Representatives of Ehe Treasury Department have
on occasion characterized owning ones own home as giving

rise to theoretical "rental” income.

What about “"transfer payments" such as Welfare? Does this

constitute “income?” And if it does, then shouldn't a tax

be put on it? Or food stamps? Professor Schenk has

‘concluded that such a system (flat-rate taxes) is not

likely to be either equitable or simple. She also

cautions that, although adoption of flat-rate taxes might

eliminate sone of the current problems in the tax law, it

will introduce a host of new ones. For example., do the



proponents mean to imply that the expense of producing
income will no longer be deductible? Should a young
doctor in private practice who grosses $100,000 and pays
$60,000 in-related expenses (e.g. nurse, rent, electricity
and depreciation of medical equipment) pay twice the

amount of tax as does his colleague who is working for a

$40,000 salary?

The flat tax and similar tax plans promise a false

simplicity, complexity cannot be avoided because the very
terms “income” and “"deduction” require definitions that

are complicated.

As things now stand, the government uses the tax system to
channel cértain investments. By offering tax advantages,
for example, it encourages private investors to build and
maintain low-income housing. In a flat tax system such
tax advantages would disappear. Some appear to assume
that public support for low-income housing would also
magically disappear. It would not. What would happen is
that this would become a function of the government. And
the government would with its usual inefficiency,
inattention to administrative costs, and general

meddlesome proclivities, create a bureaucracy to oversee
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its new real estate business. The current Administration

has clearly and properly rejected this approach. So we
have a choice, we can either have such housing built by
private investors taking advantage of provisions of the

tax code, or we can have the government do it with its

usual clumsiness.

And what about those provisions which proponents claim

they would maintain even under a flat tax system -- such

as the home interest deduction, or the deduction for
charitable contributions. Once the principle of no
credits, exemptions, or deductions is accepted, then it is
but a short step to the achievement of a "pure” flat tax.

Indeed, Senator Bradley, the leading proponent of the flat

tax, has made no bones about it. He opposes in principle
all such deductions and exemptions and wants them retained

only on political grounds: they are too popular to be

thrown overboard. What this means is that if the flat tax

or a modification of it, were to be enacted, it would only
be a matter of time before its purist proponents would be

agitating for the "full" versiocn of it. Now home

ownership is more than a means to improve neighborhoods.

It also has a profound effect on social, and hence

political stability. People who own their own homes tend

to have a stake in their community that others do not.
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This is particularly true in areas where they can act as a
break on spendthrift local governments -- since it is
property taxes of homeowners, they have a stake in keeping
local public expenditures in check. A similar threat

comes from the possible ending of charitable deductions.

The burden on state and local governments which impose
income, tax sales, and property taxes, would grow as the
after-tax cost of these items to the everyday taxpayer
would increcse by up to 100% (to taxpayers presently in
the 50% bracket). The interest costs of public debt of
state and local government levels would soar as the

relative tax benefit of tax-exempt income would diminish

and municipal bond rates soar.

It should be pointed out that more than economics is at
stake. A flat tax would essentially deprive Congress of
its tax-writing power. Much of Congress' power is derived
from this function. The power of the Executive Branch
would be greatly increased -- and the power of Congress,

the traditional break on the Executive, diminished.

The progressivity of thé income tax has always been its
most acceptable feature. Although many resent that the

“"rich" get a larger tax break from a dollar of deduction
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than do the pocr, almost none of them disagree that the

better off should pay a higher proportion of their

income. The very essence of the American tax system has

for decades been its progressive nature. Most of us
believe that the tax rates should be higher for higher
income levels than for lower income levels. We believe it
just that someone who earns $1,000,000 a year should pay a
far higher proportion of his income than someone who earns

$10.000. The “flat tax" would do away with

progressivity. It would shift the burden of taxation away

from the richest taxpayers to the middle and lower income

groups.

The United States leads the world in the percentage of

people owning their own homes. It is not accidental that

fax system provides incentives for home ownership.
Life insurance too is widespread and serves a critical and

our

valuable function, again reflected in provisions in the

Code that encourage the taking out of life insurance

policies.

Before any other consideration we must face squarely the
issue of what kind of tax system we want: one that is
simply used to raise revenues, or one that, while it

raises revenues, also encourages certain activities and

investments and discourages others.
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How do we go about encouraging private investment in the
"sunrise” industries? The way we do it, of course, is to
make investment in fledgling enterprises, enterprises that
offer little in the way of current yields {(dividends) but
much in the way of potential capital appreciation, more
attractive. And the way we do this is to tax capital

gains at a maximum rate of 20%, while ordinary income is

taxed at a maximum rate of 50%. Thus, investors are

willing to forego current profits for the possibility of a

much larger profit later on, ong made more tempting by the

favorable capital gains treatment. Bradley-Gephardt would

eliminate the distinction between capital gains and other
income. The result, obviously, would be that investors
would deem it more prudent to play it safe, to invest in
long established enterprises with a higher annual yield.
Safe, quaranteed debt investments would attract money
which today is committed to equity positions in new
companies, research and development of new technologies
and products, energy exploration and real estate
development. Thus investments would be channeled away
from the smaller, potentially higher-growth industries,

which historically have also been the source of new jobs.

The Assistant Secretary of the Treasury for tax policy.

John Chapoton, has testified that a flat tax would give
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those earning over $50,000 a year a $40 billion tax cut.
Since all parties agree that total revenues will not be
diminished by a flat tax that $40 billion a year will have

to come from those earning less than $50,000.

It simply isn't true that a "flat tax"” or "fair tax.®
involving a massive overhaul of the system is the only way
to make things work. In fact, the IRS. has been doing a

good joo of making the rich ante up. In 1979 the top 5%

of the taxpayers pa‘d 37% of all taxes. Since then the

wealthiest members of society have found it still harder
to avoid or diminish taxes. There has been an enormous
increase in the investigation of tax shelters. There are

currently 327,000 investigations being conducted by the

IRS; a decade ago it was 400.

In addition, the question of fairness of the tax system,

by means of a minimum tax for all taxpayers, has already

been addressed by Congress, in part, in a responsible and

reasonable fashion. Congress in 1982 passed the Tax
Equity and Fiscal Responsibility Act of 1982 (TEFRA).
TEFRA réquires that all taxpayers, after completing their
tax returns, review the tax returns and do an additional

calculatioh. 1In reality, this additional calculation is
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only required for the taxpayers in the upper tax
brackets. Effective since 1982, the alternative minimum
tax on tax preference income (including untaxed capital
gains, certain accelerated deductions and excess itemized

deductions) is 10% for amounts from $20,000 to $60,000 and

20% on the excess above $60,000.

If a taxpayer overutilizes itemized deductions or tax
shelter investments, the aiternative minimum tax
effectively imposes a flat tax of 20% (lower for the first
$60,000) on his adjusted gross income, calculated under

the alternative minimum tax formula. Accordingly, a form

of flat tax in the form of the 20% alternative minimum tax

on the very rich already exists. An across the board flat

tax would merely constitute a massive tax giveaway to this

group by eliminating the higher progressive rates.

In recent hearings before the Senate Finance Committee,
Senator Grassley indicated that he had reviewed statistics
indicating that esentially all Americans are now paying

taxes as a result of the alternacive minimum tax

calculation.

Accordingly., the issue of fairness of the present tax

system is not in question, at least, when one looks at the
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issue of whether at the upper end of the income scale
there are taxpaiers who are being required to pay their
fair share of taxes, even if they are making investments
which would otherwise provide them with tax deductions.
Since 1982, as Senator Grassley indicated, there have been
four or five different revisions to tax laws enacted,
including, most recently, the 1984 tax bLill, which go even
furcther to insure that the alternative minimum tax and
similar provisions aimed at insuring the fairness of our
tax system be part c¢f our current tax law. The present

system, which is a graduated tax system, does not provide

free rides for any individuals at the upper income

brackets.

In testimony before the Joint Economic Committee, August

19, 1982, Jerome Kurtz., former Commissioner of the IRS,

testified before Congress: "“if a flat tax rate were

applied, even to a greater simplified and therefore
expanded definition of income, the result would be
substantial increases in the taxes of most lower and
middle-income taxpayers and corresponding reductions in
the tax liabilities of those with the highest incomes. It
is sometimes claimed that a flat-rate tax would not reduce
taxes for the rich because, with tax shelters and special

N
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benefits, they pay little taxes today. This assertion is
untrue. While some wealthy people do pay little or no

tax, many pay very substantial amounts. On average, our

income tax remains progressive ... all proposals for flat

rate taxes would cause large tax reductions for the

highest income tax payers at the expense of the less

affluent.”

We should continue to try to simplify the administracion
“of the income tax. We should support simplifying the
present system of credits and deductions for dozens of
items which may be applicable to the average lower and
middle-income taxpayer., replacing it with an expanded
standard or non~itemized deduction, with the goal of
permitting 70% of all individual taxpayers to file simple,
short forms without requiring professional assistance. We

support continued review and modification to the

alternative minimum tax to ensure that it fulfills its

purpose effectively. We also recognize that the tax code

should be a supple instrument of policy susceptible to
constant and fluid change just as the economy itself is.
Selective tax cuts, the adoption of investment tax credits
and shorter depreciable lives in 1982 for real estate and

equipment fueled the present economic recovery,
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masterminded by this Administration. In tact, those
changes were the most important tool used by government in
assisting business and labor to generate our current
economic recovery, while slashing unemployment and
reducing infiation. Should this economic tool, a
progressive tax system embodying incentives and dictated
by public policy be discarded after its power,

effectiveness and success has just been reaffirmed?

In economics, as well as in politics, the extreme and
radical "solution” may have unforseen, surprising, and

dangerous conseqguences. We cannot afford to take such a

risk with our eccuomy and our society.
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Empioyes Benefits Division Richard H. Smith, Jr, CLU
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July 25, 1984

The Honorable Bob Packwood
Senate Russell Building
Room 259

Washington, D. C. 20510

Dear Senator Packwood:

You have announced that you will be holding hearings on July 26, 27 and
30 on the issue of fringe benefits,

I would like to express my personal concern about the current tax
environment for employee benefits.

Over the years, employers in this country have been responsible for a
tremendous incresse in the parsonal security enjoyed by American workers
and their Jependents. Voluntarily created employer-sponsored life,
health, and dissbility insurance, pension plans, and other benefits
cover the vast majority of employees. These programs have been en-
couraged by favorable federal tax trestment and have, in turn, saved the
federal government substantial sums which would otherwise have been
necessary to fund and operate government welfare programs.

As the Senate Finance Committee assesses the current tax environment for
fringe benefits, I think it is important to keep in mind that employee
benefit plans are the most efficient and cost-effective way the market
has devised for delivery of economic security to employees. This
economic security extends to employees st all wage and salary levels and
is a critical part of their financial well-being.

Preferential tax treatment for thege plans has encouraged their growth
and 18 a vise investment in the future economic security of our nation.
If tax policy ceased to encourage employee benefits, sdditional strain
would inevitably be placed on public institutione and programs, ranging
from community hospitals through the Social Security Retirement and
Disability Income System.

Congressional tax policy should continue to foster employee benefits and
not regsrd them as simply an untapped source of revenue.

Y

Senior Account Exedutive
Employee Benefits Division
smb

Atna Life Insurance Company
One of the ATNA UFE & CASUALTY compames
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We welcome this opportunity to share with the Subcommittee our views on
whether it is necessary and proper for the Congress to continue to provide

tax~favored treatment for employee benefits.

Ktna Life Insurance Company is the largest group insurer in the country.

We have over 50,000 employer customers who are pension and welfare benefit
plan sponsors. We insure or administer benefits for more than 12,000,000
employees and dependents under plans providing 1ife and health insurance.
We have as pension clients 80 percent of the Fortune 500 companies. In
addition, we are a major plan sponsor for about 80,000 of our own employees
and their dependents nationwide. We have a great appreciation of the

social value of employee benefits and an intense interest in tax policy

——

toward benefit plans.

RATIONALE FOR PRESENT TAX POLICY

Employee benefits, especially pensions and health insurance, have made
enormous contributions to the economic security of American workers and
their families across the income spectrum. For most employees, anxiety
over large medical expenses and an adequate level of retirement income has
been substantially alleviated or even, particularly in the case of health
insurance, virtually eliminated. This degree of economic security is a
fairly recent phenomenon that is due to the growth in scope and
availability of private benefit plans and to the Social Security retirement
income and Medicare programs. The value of this combination of private and
public plans in terms of social stability and the public welfare is

immeasurable and, we think, beyond argument.
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The Congress, in its wisdom, has long recognized the value of promoting
organized, efficient ways for people to provide for their future economic
security. The Congress has done so directly, with the Social Security
system, and indirectly through the private sector by means of tax policy
that encourages retirement planning and health insurance in the employment
setting. There are those who advocate a reversal of this tax policy now
for the purpose of raising additional tax revenue. We believe tax
preferences for employee benefit plans are in the public interest, need to
be preserved and, indeed, may need to be expanded in at least one

direction.

Tax-favored treatment of contributions to employee benefit plans has
encouraged development of the most efficient way yet devised to provide
pension and insurance benefits to the greatest number of people at the
lowest possible cost. The group distribution system for benefits is far
less costly then individual marketing, which would be the only

alternative. Intense competition in the group insurance and plan
administration business, economies of scale and the relatively
sophisticated buying power of employers and organized employee groups
result in employee group coverage that is as much as fifty percent less
costly than coverage available in the individual market. Even more
important, underwriting of health and 1ife insurance on a group basis makes
benefits available to employees and dependents who, because of their age or

health status, may find it difficult or impossible to find individually

underwritten coverage.
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Recognition of these advantages of employee benefit plans over alternative
systems of distribution has contributed to dramatic growth in the numbers
of people covered by these plans. There are soﬁe who argue that the
employee welfare benefit system is mature; that tax policy has hastened the
achievement of this maturity; and that the Congress should now withdraw the
tax preferences for employee benefits. On the contrary, the goal of
adequate coverage for 311 workers and their families has not yet been
reached, especially with respect to the private pension system. Although
health insurance (except for dental care) is almost wniversally available
across income levels, its comprehensiveness still varies widely among

- employers. Furthermore, coverage under private pensions is still less than

adequate for lower and lower-middle income employees and for those working

for smaller employers.

Considerable progress is being made in this respect, but it is gradual and
incremental. The private pension system 1s not yet at the point where we
can say confidently that virtually all middle income workers will be
substantially relieved of financial anxiety after retirement because of
private pensions, Until we reach that point, it would be premature and

unwise to reduce or eliminate the current tax incentives for retirement

planning.
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CONSEQUENCES OF CHANGING TAX POLICY

The consequences, both political and economic, of eliminating or greatly
reducing the encouragement given by tax policy to private social protection
systems would be severe, While nobody knows precisely how employers would
respond, reducing the tax incentives enjoyed by employee benefit plans
would definitely shift the preferences of both employers and employees
toward cash wages. This would reduce the rate of growth in the formation
of new private benefit plans. Because those people who are presently least
likely to be covered are lower income people, they are the ones who would
be most disadvantaged. Without growth in private benefit plans, coverage

of the poor who are now excluded would be postponed further, probably

indefinitely.

Low income people who are presently covered are also likely to be severely
affected. Employer-sponsored group insurance plans are likely to be the
only kind of coverage low income people can afford. If employers drop
those plans, low income people are much less likely than higher income
people to replace those benefits from their own resources. Higher income
people would continue to have the capacity to save (by means of IRAs,
annuities, life insurance, etc.), but the future economic security of other
workers and their families would be jeopardized. Furthermore, the effect
of the Social Security payroll tax, combined with other taxes, would mean
that all employees, including lower income workers, would face

significantly higher taxes.
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There is also a serious political problem associated particularly with the
current generation of working Americans. Because of the high levels of
Social Security (including Medicare) benefits, relative to past payroll
taxes paid, that are enjoyed by those currently retired or apprcaching
retirement, it is inevitable that the majority of those now working w1l
get back less in Social Security benefits than the time-adjusted value of
their and their employers' payroll taxes. This situation is likely to be
poiitically sustainable only if the current gencration of workers perceives
that it can supplement Social Security benefits with reasonable private
sector benefits (particularly pensions). If, however, working Americans
find that their private sector benefits have become less adequate at the
same time as they are being asked to accept a lower return on their Social

Security contributions, the social contract needed to sustain the Social

Security system is likely to unravel,

Those who argue that the tax preferences for employee benefit plans should
be reduced or eiiminated contend that high income people are uniquely
advantaged by these plans and would be the only ones to be seriously
disadvantaged by taxation of these plans. Yet there is ample evidence that
rank and file workers regard employee benefits at least as highly as
owners, executives and professionals. In a recent survey by

Cambridge Reports, Inc. on employee satisfaction with wages and benefits,

lower fncome households reported being considerably more satisfied with
their employee benefits than with their wages. Among higher income

households there was virtually no difference.

&



% Very or Somewhat Satisfied

Total Household Income Wages Benefits
$ 0-$ 8,000 54 65
8.000‘- 12,000 27 59
12,000 - 15,000 57 7
15,000 - 20,000 66 - 80
20,000 - 25,000 67 63
25,000 - 35,000 71 76
35,000 and over 79 79

Unions, even in companies close to bankruptcy, have been reluctant to give
up their benefits, Under the present tax structure, they have been more
willing to give up wages instead. If benefits became presently taxable,
the opposite result would be more likely. Lower income people especially
would find it difficult to pay taxes imposed on benefits. After all, these

taxes would have to be paid out of their remaining cash income which would

presumably not have increased accordingly,

COST EFFECTIVENESS OF PRESENT TAX POLICY

We cannot, however, have our cake and eat it too. We know what public
policy should be. The issue is, can we afford to support it? The answer
to this question involves two other issues: How cost-effective is the tax
preference in buying social protection through the private sector? And
where do we rank tax-favored employee benefits in the hierarchy of all the

tax preferences in the Internai Revenue Code?
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First, it is clear that tax incentives are a particularly cost effective
way for the federal government to accomplish the goal of widespread
employee protection. Tax incentives act as a lever, encouraging employers
and employees voluntarily to skew the compensation package so that it
incorporates socially valuable savings and insurance benefits which would
otherwise have to be provided by the government. In other words, the

government gets a dollar's worth of benefit by spending only 30 to 40

cents.

Second, there is a problem with the way in which the cost or "tax
expenditure" for private pensions is estimated by Treasury. While the tax
preference accorded health insurance plans is an exemption, taxes on
pension contributions are merelyldeferred. Eventually taxes will be paid
when the participants collect thefr retirement benefits. Obvibusly. the
true estimate of foregone tax revenue is composed of the cost to the
Treasury of postponing the receipt of the revenue in time plus (minus) the

impact of the retirees being in lower (higher) tax brackets than they were

as workers.

Instead, however, of performing this longitudinal estimate, Treasury uses a
cross-sectional estimate of tax expenditure, subtracting taxes on this
generation of retirees from the foregone taxes on the pension contributions
for this generation of workers. Because of the rapid growth in both
participation and benefit levels in U, S. pension plans, this is an
extremely biased estimate of the true long-run cost to the Treasury of
encouraging private pensions. In the long run, the true "cost" to the

Treasury may be less than half of what it is projected to be.
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Third, the context of these hearings is the need to broaden the tax base 1in
order to raise revenue. The decision on whether or not to tax employee
benefit arrangements can be made only after the cost-effectiveness and
equity issues that prompted this hearing are asked of other tax preferences
too. For example, the tax benefits accorded to home ownership are received
by fewer than one-third of all tax-payers (since only one-third itemize
deguctions) and among these the distribution is heavily skewed toward high
income individuals, It would be extremely difficult to make a convincing
case that the tax preferences which promote widespread health and pension
coverage and are enjoyed by the vast majority of workers, provide a less

valuable and less universal social benefit than those supporting home

ownership.

In the end, if the objective is to broaden the tax base, the question is
which of the panoply of tax preferences should be modified. Only after the

whole range of tax preferences has been examined should employee benefits

be considered for this purpose.

CONCLUSION

The value to society of present tax policy toward health benefits, pension
plans and 1ife insurance is clearly established and has long been
recognized by the Congress and the public. Tax preferences for these
benefit plans are cost-effective and have promoted a highly efficient means

of assuring financial security for workers and their families through the

private sector.
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Changing this tax policy now would be premature. The full value of
employee benefit plans, particularly private pensions, has not yet been
realized by lower and lower-middle income employees. More must be done.
Those most in need of an organized, employer-sponsored delivery system

would be most adversely affected if tax policy ceased to encourage growth

in these plans.

In fact, we believe tax preferences should be expanded in at least one
direction. There is a growing awareness that the need for financing
Tong-term care for the elderly will soon become a social problem of
alarming proportions. Currertly, these are very few private benefit plan
arrangements that address this issue. We would urge the Congress to
consider ways in which federal tax policy could encourage employers and
employees to conduct more adequate financial planning for long-term care

for the next generation's elderly population.

The Congress should be applauded for its enlightened policy toward employee

benefit plans. We sincerely urge the Congress not to jeopardize the future

success of these plans.

10
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A&H ADMINISTRATORS INC.

15 NORTH 124TH STREET, SUTE 220
BROONELD, VASCONSN 53005
(412) 785-1585

August 13, 1984

Mr. Roderick A. DeArment, Chief Counsel
Committee on Finance

Room §3-219 .

Dirksen Senate Office Building
Washington, D.C. 70510

Re: Employee Benefit Wearings

Dear Mr. DeArment:

It is truly disconcerting that the whole idea of providing employee bencfits
with non-taxed dollars has to be "sold" to our representatives in Congress.

Do our representatives understand that without the protection that we em-
ployers offer our employees through group Life and Health policies, these
obligations would most likely fall upon the taxpayer. Many employees, if
given an option of paying for coverage with taxed dollars or not having it,

would choose not to pay for it.

If there is any suggestion that the federal government would "provide" a
minimum level of benefits in lieu of employer sponsored plans, I am totally
against such a proposal.

N
The financial uncertainties posed by the Social Security System is evidence
of the poor planning that our legislators have done. I do not need another
federal obligation which 1 have no control over.

Our present system is equitable and has enhanced employer-employee relations
over the years. And most importantly, it is cost effective.

Sincerely,

Y2 A I PVIN I
Jerome F. Tokarz, President °
A & H Administrators, Inc.

JFT/kz
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Insurance

AID insurance Compames

August 10, 1984

Mr. Roderick A, DeArment
Chief Counsel

Committee on Finance

Room SD 219

Dirksen Senate Office Pldg.
Washington, D.C. 20510

Dear Mr. DeArment:

T understand that Senator Packwood held hearings on Fringe Benefits on
July 26, 27 and 30, and that he has asked for written statements from
plan sponsors of as many companies as possible who are concerned about
the future of employee benefits.

As a manager, I believe that private business has shown the capacity
to respond to employee needs; we are better equiped to identify those
needs and adjust more quickly to change than could any government

program.

As a member of a protected class that is highly represented in matters
of employee relations, I resent the naive assumptions of Cougress that
Human Resourse professionals are not effective in communicating the
needs of all employees to top management. In fact, my experience has
been contrary to the misconception that the highly-paid are the primary
recipients of employee benefits,

In summary, I believe that employee benefits are essential to the
economic security of our workers, retirees and their dependents. Our
workers would suffer if employer sponsored benefits no longer existed.

Sincerely,

) s g ‘
» //'(" M /:o' - x‘/f'-ﬂ/%({'--.,_,
Marla Franklin

Asst, Vice President
Personnel Department

MF/cg

PO Box 974
701 Fitth Avenve
Des Moines, lowa 50304



City of Sbon
South Cavolina
August 9, 1984 Safobons OFS-250¢

Mr. Roderick A. DeArment
Chief Oounsel, Committee on Finance
Dirksen Senate Office Building, Room SD-219 \

washington, DC 20510

Re: Senate Firance Subcommittee Hearings on Texation of Employee Benefits,

July 26, 27, and 30, 1984.

Dear Mr. DeArment:

Suployee benefits, with the City of Aiken, are essential to the economic
security of city employees, retirees, and dependents. These benefits permit
the City of Aiken to remain competitive with area businesses and

governments, witf\out direct financial compensation or competition. Private
enterprise has built an effective and efficient arrangement covering the

needs of city employees through the employee benefit system. This is far
superior to any government program which would replace it, and it should not
be systematically dismantled in the name of greater tax revenues. The |
employze needs are there and nust be met. If the City of Aiken is unable to :
meet these needs, the federal goverrmment must step in with additional, and

costly, federal programs. We believe the ultimate price to our nation will

be greater.
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The city's benefits are spread equally among all city employees, male and
female, and among employees of all races and ages. Our pension plan is
geared to porticularly benefit the lower paid amployses. The retirement
salary for these employees, with both Social Security and the city's private
pension plan combined, oqual a greater percentage of pre-retirement pay than
for those employees in the higher compensation brackets. The city's
payments for hospitolization insuranc: for all employees is a greater
percentage of total compensation for lower paid employees, and all employees

benefit from our benefits package.

Althcugn we do not adjust our pension plsn as often as we would like, we do
make occasional adjustments in the pension plan for the negative effects of
inflation on our retirces. On December 7, 1983, we notified our retirees

that pensions were being adjusted to provide for a 10% increase in City of

Alken pensions, with a wminimun of $25 per month increase for each retiree.

we do appreciate this opportunity for comment on taxation of employee
benafits, Our benefits are a very important part of our total compensation
package, and our employces rely on these benefits to provide both the
quality of life and the economic security necessary. Of course, we are

always available for additional information and assistance.

Very truly yours,

Iy =

He O. Weeks

Mayor

cc: Mr. W. D. Blalock, FLMI
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SUPPLEMENTARY STATEMENT OF
CAPTAIN ROGER A. BRUGGEMEYER, CHAIRMAN
® NATIONAL RETIREMENT AND INSURANCE COMMITTEE
AIR LINE PILOTS ASSOCIATION, INTERNATIONAL
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
U.S. SENATE
ON THE TAXATION OF EMPLOYEE BENEFITS
AUGUST 13, 1984

The Air Line Pilots Association, International represents more than 34,000
pilots under separate collective bargaining agreements with 45 airline
carriers. The Association appreciates the opportunity to supplement our views
on the taxation of employee benefits presented orally before this Subcommittee
on July 30, 1984 by Captain Bruggemeyer,

The Association considers the Federal tax treatment of employee benefits to
be a key factor in collective bargaining with employers., As a result, the
Association has been successful in securing for its membership significant
levels of retirement, life, disability and health benefits through qualified
pension plans, insurance and voluntary employees beneficiary associations
(VEBAs). Thus, the tax-exempt status of the qualified pension trust, the
exclusion from current income of employer contributions to the trust and the
favorable tax treatment accorded distributions from such trust all work
together in determining the value of the retirement benefits négotiated on
behalf of our members. Similarly, the exclusion from current income of heslth

premiums or benefits and premiums for the first $50,000 of life insurance add



85

to the value of those benefits., The tax-exempt status of negotiated VEBAs has
helped to assure our members that adequate funding levels will be maintained
with respect to'negotiated benefits provided thereunder. Any alterations
which lessen the favorable status of the tax treatment of these benefits and
trusts will seriously impact the value of the benefits which have already been
negotiated, reduce the funding levels of the trusts and undermine the value of
our members' existing collective bargaining agreements,

A clear example of the reduction in the value of our existing contracts
occurred with the passage of TEFRA, Because pilots' Qorklng careers are often
shorter than most other employees', due to both the strict medical standards
which pilots must satisfy and the Federally-mandated retirement age of 60,
retirement benefits are of specia) significance. TEFRA drastically cut back
the maximum levels of retirement benefits and contributions which can be
accrued under qualified plans, directly affecting the negotiated retirement
benefits and retirement planning of many of our members, Contrary to the
collective bargaining process itself, these cutbacks constituted
Congressionally-mandated bargaining concessions to the employers with whom the
Association negotiates, in terms of the lower level of funding required by the
lower benefit and contribution limitations. In addition, TEFRA altered the
status of prior law raising from 55 to 62 the age at which an actuarial
reduction is required from the maximum limits for defined benefit plans. This
change further reduced the value of the retirement benefits negotiated on
behalf of our members, who by Federal law must retire at age 60.

Another clear example of a cutback directly affecting existing benefits is
the modification made to the tax treatment of VEBAs and other funded welfare
benefit plans by the Tax Reform Act of 1984, This modification will severeiy
limit the ability of employers to fund adequately for benefits over an ext;nded

perfod. As stated previously, pilots arg_required to satisfy strict Federal
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medical standards in order to continue flying. As a result, disability
benefits are very important to our membership, In many cases, these disability
benefits are prgvided through VEBAs. However, the stringent medical
requirements make claims experience in this area even more unpredictable than
it i{s with respect to other occupaﬂions not so regulated. In this regard, a
VEBA funded under the new statutory guidelines could very quickly become .
inadequate to pay dlsaSlliby benefits from one year to another.

Similarly, the provision of retiree medical benefits through a VEBA is
Jeopardized if the VEBA cannot be funded on a level basis over the working 1life
of the employee, with due consideration given to the escalating costs of
medical care. The limitations on VEBA funding may result in employers opting
simply to fund these and other benefits on a pay-as-you-go basis, with
potentially devastating results in the long run.

Thus, the Association's intention in providing disability and medical
benefits through a VEBA, to meet our members' unusual needs on a more }evel
funding basis, has now been legislatively thwarted.

The Association feels that recent legislative cutbacks in employee benefits
such as those discussed above are too harsh and does not wish to see further
erosion in the value of our negotiated benefits in the name of deficit
reduction,

However, the Administration has now proposed to place annual limits on the
amount excludable from employees' current compensation by reason of employer
contritutions for employee health care coverage. The two goals expected to be
reached by the proposal are to raise revenues and contain health care costs.

However, there is no evidence that either of these goals will be reached.
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If a cap is placed on tax-free contributions for health care, the most
likely result will be a wholesale reduction in the provision of health care
coverage in thefUnited States to the levels that may be purchased with the
amount of tax-free contributions. Second, contributions previocusly made to
purchase tax-free health benefits will be thfted, in some cases with union
encouragement, to purchase other benefits retaining tax-free status. Third,
lowering health care coverage will result in the more frequent utilization of
the medical expense deduction by individual taxpayers forced to pay expensive
medical bills themselves.y Obviously, none of these three results of placing a
cap on tax-free health care coverage will yield an increase in tax revenﬁes.

Assuming health care coverages are limited to the levels which can be
purchased tax-free, the first benefits to be deleted will be those added most
recently, namely, preventive care benefits. Such benefits include dental and
vision care plans, outpatient services and other benefits, all designed to

contain health care costs . However, the deletion of preventive care benefits

would only give rise to additional claims for such basic benefits as hospital
and surgical benefits, the most expensive health care benefits provided. Of
course, additipnal claims for such expensive benefits will yield higher, not
lower, health care costs,

Besides failing to achieve the goals of raising revenues and reducing
health care costs, the current proposal to limit tax-free health care coverage
takes alm at the wrong taxpayer group-~the American worker. Because health
care costs are equal whether an individual is in a lower or a higher income
bracket, the placement of a cap will disproportionately affect the lower income
worker. Assuming health care coverage continues to be provided at a cost above
the cap, creating a previously untaxed portion of compensation, lower and
middle income workers will suffer a disproportionately higher income tax

burden. Assuming health care coverage is dropped to a level which may be
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purchased at or below the cap, lower and middle income workers will suffer a
disproportionately higher health care burden. Because the costs of health care
are concededly ﬂigh. this effect will be devastating to the lower and middle

income worker.

It 1s the very nature of health care coverage, as universally needed by all
workers, regardless of income level, which prompted Congres; to provide for
the tax-free status of employer contributions for such coverage in the first
place. Previous attempts to shift the burden of paying for such coverage to
those least able to afford it have been recognized as regressive and have been
defeated by Congress. Health care simply is not an appropriate vehicle for
deficit reduction.

In summary, the Association believes that excessive erosion in the value of
‘negotiated benefits has already taken place. Attacking hard-fought gains in

the area of health care is certainly not the answer to the problems of efither

deficit reduction or health care cost containment.
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STATEMENT OF AI RCAP INDUSTRIES, INC,

IN CONNECTION WITH THE HEARINGS OF THE SENATE FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT ON THE SUBJECT OF
FRINGE BENEFITS
JULY 26, 27, AND 30, 1984

It has recently come to our attention that the Senate Finance
Subcommittee on Taxation and Debt Management has taken under
consideration certain changes in the tax structure of fringe
benefits. We feel that it 1is our responsibility to express

an opinion on behalf of our employees as well as ourselves.

The changes undergoing examination, if implemented, would
have a severe economic and social impact on the welfare of
our employees. The changes would necessitate a curtailment
in our company-sponsored fringe benefit programs. We have

worked diligently to tailor a fringe benefit package that
would best suit the needs of our employees. These programs

would see a benefit reduction necessitated to offset the additional

tax burden under review by your Subcommittee.

Our group insurance plan provides for medical coverage, life

insurance, accidental death and dismemberment insurance, and

weekly income insurance. We are located in a rural area of

the country with a work force of primarily unskilled labor.

39-707 0 - 85 ~ 4
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The pay scale as dictated by this skill level of the workforce
would simply not enable the 1labor force to obtain adequate
coverage on their own. Our group insurance plan is presently
within the means of our employees. The coverage is extended
to all of our employees. Of the total of 642 employees covered,
487 are hourly workers and 155 are managerial or office workers.
The program covers 243 females and 399 male employees. Minority

groups represent 43% of the total number of employees.

Any taxation of the fringe benefits that our employees are
entitled to wunder our insurance program must be offset ‘by
a reduction in the benefits. To do this at a time of escalating
health care costs, puts those employees in an extremely precarious
and unjustified position when weighing their health care require-
ments. We don't want to put our employees in a position where
their decision on whetheg or not to seek needed medical treatment
is dictated solely by economics. Implementation of a taxation

structure on fringe benefits will accomplish just that result,

We have also imlemented a 401(K) plan in which 612 of our
eligible employees elected to participate. The participation
is comprised of 524 hourly and 88 salaried employees. Enthusiasm

and support for the program has been very, high among our employees.
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We feel that our employees should have an opportunity to share
in the overall success of the company. To this end, we implemented
a profit sharing plan that additionally affords our employees
a highly beneficial savings plan. Our plan 1is structured
to match the savings of our employees. The amount of employer
match is dependent on the profitability of the company. Employees
can contribute up to 8% of their earnings to the pre-tax portion
of the plan with the company match based on the first 6% of
such contribution. The plan offers an opportunity to save

an additional 10% in a post-tax savings plan.

One of the prime reasons for the success of the program has
been due to our encouragement of all our eligible employees
to participate and to contribute whatever they can afford.
In many cases, participants contribute only $5.00 per week.
The plan has given these people the incentive to save, many

for the first time.

If a fringe benefit taxation plan is implemented, our company
will not be able to provide the same level of savings match,.
This diminution of benefits will most adversly impact those

participants for whom this plan represents the sole means

of providing for the future.
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We sincerely feel that the proposed changes in the tax status

of fringe benefits is not in the best interest of our employees.

Yours very truly,

(ot V.

S T ' ‘,.\-\/ —_—
Patrick J. Boyle
Financial Planning Manager

PJB/cjc
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ALLEGHENY LUDLUM STEEL CORPORATION

Sﬁ EXECUTIVE AND GENERAL OFFICES

HARRY P.HANLEY, CLU
za:cron-wuovu BENEFITS 20TH FLOOR OLIVER BUILDING
2-562 4316 PITTSBURGH, PENNSYLVANIA 15222
412.562-4050
August 9, 1984

Roderick A. DeArment
Chief Counsel

Committee on Finance

Roam 219 Dirksen Senate Office Building

Washington, DC 20510

Dear Mr. DeArment:

We appreciate the opportunity co provide the Senate Finance Committee
with a written statement for inclusion in the record of the Camittee's
hearings held on July 26, 27 and 30 regarding the tax status and cost of
enployee benefit plans.

At Allegheny Ludlum Steel Corporation, we have provided employee bene-
fit plan protection for our hourly and salary rated employees for over
fifty years. We were motivated to provide such plans in order to meet the
needs of our enployees:

® Because of their inability to work as a resvlt of an illness or

accident.

® Because of their premature death.

® Because of their retirement frcm active employment and need for

income replacement.

® Because of their medical and dental costs associated with an illness

or accident to them or to a member of their family.

We were also required by Federal and State legislation to provide vari-

ous benefit plans and plans were also instituted as a result of collective

DEDICATED TO QUALITY SPECIALTY STEEL
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bargaining agreements. As a responsible employer in the many communities we
serve, it was also good business to provide our employees with above average
enployee benefit plan protoction. THEREFORE, WE WERE NOT MOTIVATED BY FEDERAL

LEGISLATION AND RIGULATIONS to provide most of the plans we sponsor.

. The major part of our Campany's expenses for employee benefit plans fall
into the areas of health care and retirement benefits. For 1983, our annual
pension contributions were in excess of $23 million with over 65% of the
amount going towards funding the future benefits for hourly rated employees
and the balance for salaried employees. In pension benefit payments alone
for 1983, we paid out over $30 million with 68% going toward benefit payments
for retirees and surviving spouses of hourly rated employees.

For health care expenses in 1983, the Company spent more than $14.6 million
with $7.9 million going toward the coverages for hourly rated employees and
their dependents and $2.4 million for salary rated employees and their
dependents plus $4.3 million for both hourly and salaried retirees.

We feel that your Committee should review the current status of how bene-
fits are taxed under our plans and other Corporate plans. In some cases, tax
revenue may be considered lost at the point of contribution by the Company
but the payment of benefits causes a taxable event.

For Example:

1) Group Life Insurance - Beyond the amount purchased for the active
enyloyee by the Company, he or she can buy additional coverage only
with after-tax dollars. An employee whose Company purchased insur-

ance amount exceeds $50,000 incurs imputed income each year and

now, under DEFRA, a retiree may incur imputed income.
2) Wage Contimuation in Cases of Disability
e When full salary is continued both F.I.T. and FICA taxes are paid.
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e khen weekly sickness and accident benefits are paid (where benefits
are less than full wages) both FIT and FICA taxes are paid.
e When long term disability plan benefits are paid, such income is
subject to taxation. All benefit payments are reported to the
government on IRS Form W-2 or W-2P for all payees.

3) Wage Continuation in Case of Job loss - Severance payments and

Supplemental Unemployment Benefit Plan payments are both subject
to current taxation.

4) Pension Plan - Although retirement plan contributions are not taxed
to the employee when they are made by the Company, they are cer-
tainly subject to taxation when received. In fact, there is man-
datory FIT withholding from all pension payments unless specifically
waived, in writing, by the retiree or the surviving spouse.

5) Current Federal Tax law encourages employees to save for their
future welfare and we provide the defined contributicn plans so

that enmployees may elect to participate in such plans. But, Fed-
eral tax law also provides for the taxation of in-service with-
drawals and final distributions made fram such IiS “"qualified
plans."

Historically, our Federal Government has eéncouraged it citizens to
become financially independent and our tax laws and regulations have reflected
this desire. As a Company, through our many employee benefit plans, we
provide a sense of dignity to our active and retired employees. We encourage
the Senate Finance Comittee to explore the beneficial impact Company
sponsored employee benefit plans have had on their employees, the econamy
and on the Federal Government. However, because of repeated changes to the
tax laws and requlations in recent years, the day to day administrative costs
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to provide these benefit plans has risen dramatically and the Corporate
employee benefit community needs a moratorium on tax law changes in order to
digest the current lew and regulations and to improve the efficiency of

plan design, commnication and administration.
This letter is respectfuily submitted for the Senate Finance Ccmittee's

consideration.
Veers,
Harry P. Hanley
Director, Employee Benefits
HPH/tas

OC: The Honorable H. John Heinz, III
The Honorable Arlen Spector
The Honorable Dan Quayle
The Honorable Richard Lugar
The Honorable Christopher Dodd
The Honorable lowell P. Weicker, Jr.
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ALUMINUM COMPANY OF AMERICA
ALCOA BUILDING , .
PITTSBURGH, PENNSYLVANIA 15219 B0 AG -8 A 937 ALCODA

CHARLES W, PARRY
Chairman and Chie! Executive Ofticer

1984 August 07

The Honorable Bob Packwood
United States Senate
Committee on Finance
Washington, D.C. 20510

Dear Senator Packwood:

Aluminum Company of America ("Alcoa") appreciates this oppor-
tunity to submit written comments concerning possible fringe
benefit legislation. The recent IRS ban against cash-outs in
§105 medical reimbursement accounts fs a salient issue for

Alcoa.

Wwhile we support the IRS' effort to correct abusive benefit
arrangements, we believe the IRS §125 proposed regulations go
too far when nonabusive §105 plans, such as Alcoa's Benefits
Security Accounts, are adversely affected. We, therefore, urge
the Congress to affirm the propriety of cash-outs in nonabusive
medical benefit accounts.

DESCRIPTION OF ALCOA BENEFITS SECURITY ACCOUNTS

The Alcoa Benefits Security Account was established in connec-
tion with a new comprehensive medical plan with deductibles and
co-payments which replaced a first dollar medical reimbursement
plan. The savings that were anticipated to result from the
higher deductibles and copayments were placed in the new reim-
bursement accounts. The Benefits Security Account is not a zero
balance reimbursement account (“ZEBRA") nor is it a salary
reduction plan. '

Alcoa's new medical program covers 13,000 union and 9,000
salaried employees. Each year about $58 per month up to $700
annually is credited to a covered employee. Participation in
the account is mandatory and reimbursements from the account are
available only Tor qual*fied medical expenses incurred during
the year. Any unused amount is paid to the employee as taxable
income as soon as administratively feasible following the end of
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the plan year. We view the “cash-out" provision as essential to
our health care cost containment effort.

Alcoa's plan covering bargaining unit employees was negotiated
in 1983 as part of the collective bargaining agreements between
the Company and the following unions:

The International Union, United Automobile,
Aerospace and the Argricultural Implement Workers of

America,

The Aluminum, Brick and Glass Workers International
Union,

The Aluminum Trade Council,

The International Brotherhood of Electrical Workers
A.F.L.-C.I1.0.-C.L.C.,

The International Union,
United Plant Guardworkers of America,

The International Diesinkers' Conference,

The International Brotherhood of Teamsters,
Chauffeuers, Warehousemen and Helpers of America,

The National Industrial Union,

The Brickmasons, Masons, Plasterers, Marble Masons and
Tilesetters Union,

The Office and Professional Employees International
Union,

Under the current agreement, union employees will participate in
the Benefits Security Account for two plan years. While the
majority of our union employees will participate from 1984

June 01 to 1986 May 31, some union employees will not begin
participation until 1984 September 0l and still others will not
participate until 1984 December 0l. Thus, the special
transition rule recently provided by the Congress does not cover
all of our Company's union plans for one plan year even though
"substantial implementation" costs for these plans were incurred
prior to 1984 February 10.
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The goal of Alcoa's new medical plan is also one of the nation's
goals -- health care cost containment. The new plan is not and
never was tax motivated. It Ts not an attempt to recharacterize
taxable compensation as tax-free medical reimbursements. As
mentioned in the attached Alcoa 1984 Second Quarter Shareholder

Report:

"Alcoa recognizes that unchecked, spiraling health care
costs impede the Company's ability to compete in the price-
conscious world market place. The company is taking steps
to remedy the rising cost situation both inside and outside
Alcoa . . . . Cost containment strategies at Alcoa are
aimed at two areas: reducing utilization of medical
benefits [through the Benefits Security Account] and
promoting alternative health care delivery systems [such as

HMO's]."

while employees have resisted such efforts, U.S. business has
been determined to push harder for all employees to bear a
larger share of medical costs. The Company's Benefits Security
Accounts are designed to ease the acceptance of deductibles and
co-payments by employees when "first-dollar coverage" is
initially rescinded. Without the cash-out provision, the
employee has a disincentive to be an economical health care

consumer,

It is estimated that the new Alcoa medical plan will reduce
total plan costs by 7% to 14%, due solely to reduced health care
utilization, This is health care cost containment and is good
health policy. As indicated in the attached article from the
PITTSBURGH POST-GAZETTE, dated May 22, 1984, citing Alcoa Vice-
Chairman James S. Pasman's address before the 1984 Pennsylvania
Governor's Conference, health care bills in Pennsylvania alone
have reached more than $12 billion per year. On a country-wide
basis, this cost has reached a staggering amount of over $355
“billion per year, nearly one-third of which is borne by private

sector employers.

From a Federal revenue standpoint, medical benefit accounts
which replace first dollar medical plans do not erode the tax
base but, in fact, enhance it. To the extent the employer saves
medical costs, it has less tax deductions and therefore more
taxable income. Sharing this cost savings with employees
replaces tax-free dollars (i.e., amounts spent for medical care)
with taxable dolTlars (i.e., savings paid to employees in the
form of taxable income). The cash payout fuels the cost-saving
feature; without the cash payment, the cost-saving incentive is
destroyed. Under these circumstances, we are confident that any
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perceived tax abuse situations can be resolved without changing
the tax rules (albeit mid-stream) on legitimate medical
arrangements such as the new Alcoa program,

The Service's position on cash pay-out type medical plans is of
doubtful validity under existing court decisions and revenue
rulings. See, for example, Rev., Ruls. 65-275, 1965-2, C.B. 385
and 78-392,71978-2, C.B. 252 which should permit cash-outs under
§105 plans without adversely affecting the tax-free status of
medical reimbursements. In the interest of simplicity, while at
the same time addressing the clear tax abuse situations,
legislation should be enacted to approve non-abusive medical
accounts with cash~out features. A reasonable safe-haven dollar
cap could be included for such non-abusive accounts.

From a pure fairness standpoint, we ask the Congress to
alternatively place a moratorium on the §125 regulations as they
apply to medical plans that have cash-out features. Such a
moratorium should last until the results of the legislatively
mandated study into the impact of flexible spending arrangements
on health care cost containment have been .evaluated by the
Congress. In no event, however, should the moratorium be
allowed to expire at a time which would adversely affect any
plan which was initiated under or in conjunction with a
collective bargaining agreement entered into on or before
January 01, 1984, for the normal duration of such agreements.

It is only proper that the tax rules applicable at the time such
bargaining agreements were executed not be changed after the
fact and without a full debate of the relevant legal issues

involved.

We stand ready to assist the Congress to help resolve
constructively this very sensitive employee benefit issue in the
best interests of all concerned.

Sincerely,

ALUMINUM COMPANY OF AMER{CA
7/ N
'(/:5?7~!<f 7 SIT <y

Charles W. Parry
Chairman of the Board
and Chief Executive Officer

Attachments
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ALCOA

Shareholder Report

Aluminum Company

for the Second Quarter of America

For the penod ended June 30, 1984

[ d Quarter 1984 1983
Financial "’gh"ght’ Sales and operating revenues $1,452,333,608 $1.257.909.066
Net income $112,846,040 $34.631.702
Per common share $1.38 $.43
Primary aluminum production imetric tons) 362,000 293,000
Alyminum product shipments {maetric tons) 422,000 435,000
Six Months 1984 1983
Sales and operating revenues $2,935,681,148  $2.400,081.833
Net income $210,646,589 $20.304,189
Per common share $2.58 $.24
Primary aluminum production {metric tons) 718,000 564,000
Alurninum product shipments (metnc tons) 871,000 867.000
Return on average shareholders' equity (annuahzed) 12.7% 13%
Return on average ir d capital (annuahzed) 10.7% 31%
Operating Highlights To Fellow Alcoa Shareholders: Prices have softened on some com-
mon alloy products that are closely tied

Camargo Correa to invest in Alcoa Aluminio
(page 5)

Proppant plant expansion begins (page 5)
Caravan to demonstrate fuel savings of
compressed natural gas (page 5)

Alcoa attacks rising health care costs
{page 6)

Directors declare dividends

On July 6, the board of directors declared
a quarterly dividend of 30 cents a share

on Alcoa common stock. The dividend i1s
payable August 25, 1984 to sharehoiders
cf record at the close of business on
August 3, 1984. The dividend is unchanged
from the previous quarter.

The directors aiso voted a regular divi-
dend of 93Y% cents a share on Alcoa’s
$3.75 cumulative preferred stock, payable
October 1. 1984 to sharsholiders of record
1 September 14, 1984,

Improved prices on many mill products,
greater operating efficiencies and
higher productivity contributed to sec-
ond quarter 1984 earnings for Alcoa

of $112.8 miltion, or $1.38 a common
share. in the second quarter of 1983,
Alcoa earned $34.6 million, or 43 cents
a common share.

Primary aluminum products
accounted for 14 percent of total ship-
ments in the 1984 quarter compared
with 18 percent in the 1983 quarter.

Although shipments declined six
percent from the first quarter of 1984,
sales and operating revenues were only
slightly below the record set in the
first quarter.

Equity earnings in the second quarter
were level with the 1984 first quarter,
excluding a nonrecurring gain of
$5.3 million in the first quarter from
a real estate transaction. Earnings from
Alcoa of Australia, before foreign cur-
rency exchange adjustments, were
lower due to continuing soft prices for
alumina and aluminum,

Ingot price decline continues
Ingot prices continued to decline in the
second quarter. The U.S. spot price for
primary aluminum ingot was 62 cents
a pound at the end of June, compared
with 71% cents a pound at the end

of March.

Our inventories increased slightly,
and we shut down two potlines at
Vancouver (Wash.) Operations and one
half potline at Tennessee Operations
in June. Our U.S. smelting rate is now
92 percent of capacity, down from
99 percent.

to ingot prices. Demand for some prod-
ucts is down from the high level of the
previous quarter, reflecting price-hedge
buying earlier this year.

We expect the continuing economic
recovery in much of the workd to bolster
worldwide aluminum demand later
this year.

,5&//»%

Charles W. Parry
Chairman of the Board and
Chief Executive Officer

July 31, 1984
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Statement of Consolidated INcome wnauie) N eomsoacered scosihanes
Second quarter ended June 30 Six months ended June 30
(in thousands. except per share amounts) 1984 1983 1984 1983
58105 ANG OPETANING FBVENUBS . .. ... ... ....... . 'oeersereronrss $1452,333  $1257.000 $2,935681  $2,400,082
Otherincome........... PSRN 9,213 5.631 38,113 12,374
1,481,548 1,263,540 2,073,794 2,412,436
Cost of goods sold and operating expenses . ....................... 1,066,838 1,002,843 2,221,258 1,973,188
Selling, general administrative and other expenses. .................. 89,8368 81,732 178,320 165,531
Prevision for depreciation and depletion. ... ...........vveun.n 05,344 84,130 170,272 168,503
inferestexpense ................... 48,258 49,180 97,559 97,598
Taxas other than payroll and severance taxes .. ................. 17,795 16,028 36,215 31,674
1,307,887 1,233,913 2,703,622 2,436,494
Income (loss) before United States and foreign taxes on incoma . . 153,679 29,627 270,172 (24,038)
Provision (credit) for United States and foreign taxes onincome (a). . ... . 63,053 5,900 110,800 (18.700)
Income (108s) from operations. . .................... AP 09,826 23.727 159,372 (5.338)
Equity earnings (losses) from entities not consohidated
AICOBAIIMINIO S.A. .. .ottt it eenees 4,557 326 10,677 3.419
Alcoaof Austratiabimited .. ......... ... .ol 13,039 5,908 ,568 18,988
AlCOaProperties, InC.. . ... it i e (110) 2,359 3,778 2,318
Other entities owned 20 percom OFTMOB .. .ot teerinennnenenas , 534 2,314 14,252 917
23,020 10,906 51,275 25,642
Net income for the Periot (B). ... ...............vrveeeeenn.s $ 112048 $ 34632 § 210847 $ 20,304
Carnings percommonshare (D) ..............ooevuiiiiiivniiinenns $1.38 $43 $2.58 $.24
Average number of common shares outstanding. .. .................. 61,037 79,025
Footnotes and lemental inf: rt
d eff tax rate for the full year. The dift ]

(a8} The tax provision Oov lho 1984 period is based on i
effective 1ax rate of 410 percent and the umutory nte ol A8 pomom 18 primanty due to investment tex credits The provision for the vm ponod was
based upon the tory tax rate, tax crechts earned during the portion of the year expired

) Shown beiow 18 supplementat m'ovma'non on the msmtt of operations compmng the last-in, first-out (LIFO) method to the average cost method, using
curren costs for and tax returns an pmpar'd principally on tho LIFO
memod and this information is not immd to repiace the primary LIFb -based f LIFO
method results in a betler of costs and and prefers this mathod. Tho P is p to provide users wim wppiemn
information to compare with opoufmg mum of comparies not on LIFQ.

Second quarter snded June 30 Six months ended June 30
1984 1983 1984 1983
LIFO  Avg Cost LIFO*  Avg. Cost LIFO _ Avp. Cost LIFO*  Avp. Cost
Cost of goods soid and
operating expenses $1.066.636 $1.083,310 $1,002.843 $1,060,004 $2.221,256 $2.208.575 $1.973.188 $2.065.928
U.S. and foreign taxes on income 63,853 85,350 5,900 (20.400) 110.800 116,600 (18,700)  (61.400)
Net income (loss) 112.846 114,675 34,632 3.771 210,647 217,528 20,304 (29,736)
Per common share 1.38 141 43 .04 258 2.67 24 (.39)
*Inciudes inventory profits (after tax) of $6,100 for the quarter and $30,000 for the six months.
Sarnings (Loss)
Sales and Operating Revenves Net income (Loss) por Common Share
By quarters (mikons of dollars) By quarters (mikons of dokars) _ By quarters
s P"—?m F‘ OF:
11422 - {143 19
13 31
14524 F‘-Tﬁ U
1.257.9 kX ) 43
2nd

b JEEREUTRE I 72

3

b eI . e c—— w: VS

4 4 ath

B wes 1984

W 1983
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Consolidated Balance Sheet uaes

{in thousands, except share amounts)

Aluminum Company of America

and consolidated subsidiaries

As of June 30 As of June 30
1984 1983 1984 1983

Liabilities

Assets
Current assets: Current liabilities:
Bh. e $ 31,139 8 28,137 Accounts payabie, trade............ $ 340,118 § 271,616
Short-term mveslmems at cost Accrued compensation and
approximating market. . . .......... 156,171 238,879 retirementcosts . ................ 142,472 281,201
Receivables from customers, Taxes, including taxes on income. . ... 61,208 11,508
less allowances: 1984, $3,824; Accruedinterest . ................. 49,170 49,160
1983, §7.314........ 041,918 736,952 Other current liabilities ............. 127,738 89,055
Other receivables . . 68,583 76,689 Long-term debt due within one year. . . 81,741 35,703
IVONOOS 676533  500.854 Total current iabilites. ... ... . 772534 738,240
repaid expenses and other
currentassets............... e 62824 41,736 LO"?“"“ debt, less amount due 1617378 1.693.457
Total current assets .. ... e NBITAGE TE2B2TT O YO detorred 017378 1.693.45
cradits. ........... il 154,143 131,133
Future taxes onincome. ............. 449,341 324,963
Inxos(menls: o5 209 Total liabinties ... .. Ceeredeeee. 2,993,397 2,887,793
fcoa Aluminio SA................. 271, 537 ) R
A'zoa of Australia Limited. .......... 420,056 391,940 Sharsholders' equity
' Serial preferred stock, $100 par value,
Alcoa Properties Inc. .............. 141,580 139,062 660,000 shares authorized; $3.75
Other..............ooiiiiiet. 286,878 225,485 cum ive preferred sories'. .
Totalinvestments ............... 1,121,308 966,024 659,909 shares outstanding. .. .. . 85,991 65,991
Class B serial preferred stock,
$1 par vaiue, 10,000,000 shares
authorized.............. Beesans NN — —_
Other assets and deferred charges. . . . . __158,542 151,974 Common stock, $1 par value,
300,000,000 shares authorized;
Outstanding—81,065,490 shares
Properties, plants and aquipment, (79,145.402in1983) . ............. 81,085 79,145
BLCOSL ..o 6,328,083 6,125,090  Additionalcaphtal. ............. . 395,111 334,942
Less, accumulated depreciation, Translation adjustment (a)....... . (39,883) (37,173)
depletion and amortization ......... 3,053,574 2.918,173  Retained earnings ....... 2,805,048 2,617,494
Net properties, plants and Total shareholders’ equity. .. ...... 3,388,130 3,060,399
equipment. .. ............coaenl 3,274,509 3,206,917 Total liabilities and -
Totalassets . ............... $8,301,527 $5.948,192 shareholders’ equity ... ..... $6,381,527 $5,948,192

Footnote:

kg from the dtvalul\non in early 1983 of the

(8) Included is an atter-tax lmounl of $(25. 073) u June 30, 1984 and $(28,361) at Junc 30, 1983 result
With tha! ial rate ew\ange for the nptymom b?pmnmatoly
id over a period of five

$102.000 0f U S. dofiar obligal

ﬂy mcruud the @ oxchango rate rominq to me payment of inteiest on m«o

igations of the
inning 1n 1986 Du mo 1904 first umer me Qovommom sigmun
ook "9 mg X ( rate. As a result of these actions, the affiliates are incurring losses which

in

,uu

and i
have an adverse effect on me P

Return on Shareholders’ Equity
Primary Aluminum Production Aluminum Product Shipments and Invested Capital
By quarters {thousands of metnc tons} By Quarters (thousands of metric tons)
R —E T
27 432 10.7
G G
2nd 209 3
. B Yy
3rd 101
86
e TR e ————S .
1984 ’ 1084 Aversge sharsholOsrs’ equity
1983 1983 Average invested caprtal

[*3



55

Company of :
and consohdated subsidianes

Statement of Changes in
Consolidated Financlal Position wnsues
. Six months endeg June 30
(in thousands) 1984 1983
Funds provided from opergtions T o
NOLINCOMB . ..ttt et PR $ 210,647 $ 20.304
items not requiring an outlay of cash
Depreciation and depletion. . ................. e e FS 170,272 168,503
FURUPE 18XB5 ONINCOME « . ..ottt ettt ettt ittt it et ve e eris el 71,081 4,401
Equity earnings (before provision for U.S. taxes) in excess of dividends received . (43, 892) (36.714)
L0 T PP (5, __(s2m) *lg_r_og
Funds provided from operations ... ...... I 402.031 171,603
Other tunds provided (used) '
(Increase) reduction in workingcapital®. . ............. Lol [ (197,491) 271,059
Book value of asset diSposaIS. . ...........covuvunon 50,386 672
Other. . .....coveuvniniuinies (32,661) (14.984)
Dividends paid to sharenolders ........................................................... (49,865) {48.641)
Funds available before fi i . 173,188 382.709
Funds from financing activities
Common stock issued. . . .. . 4,427 6.523
Additions to long-term debt.. . . . 22,010 38,061
Payments on long-term debt . . . (38,213) (52,142)
Total funds provided, excluding cash items 161,410 375,151
Funds used for investment activities
Additions to properties, plants and @QUIPMENT . .. ... ..ottt e 227,794 168,861
Additions to investments, net ... .. e 17,532 19.141
Total funds used for investment activities. .. ......................... P 245,328 188.002
Components of translation adjustment in sharehoiders’ equity
RedUCHoN iN INVBSIMENS. . ... ..ottt e it st e e e 2,068 54,390
Change in future income taxes .................. (3,909) (25.771)
Translation adjustment in shareholders’ equity (4,589) (30,253)
L0 T A N 6,432 1.634
Effect on funds provided OF USED . .. ... ..ottt ittt et it - —
Increase (reduction) in cash and short-terminvestments .. ............................. $ (83,9186) $187.149
‘Working capital components
(excluding cash, short-term investments and current portion of long-lerm debt)
RedUCTION IN TBCOIVADIBS. . . . .. .. ..\t ttt vt i ia et e e e $ 34,170 $125,972
(ir ) reduction in WS . L e (125,100) 112,635
{ d n prepaid es and other current assels (9,481) 258
ion) in ble and accrued expenses (127,459) 81,503
Increase (roducvon) in taxes, sncludmg BXES ONIMCOMB . . .. ... vt e a8 (49.209)
[ ) in kingocapital . . ... ... ... $(197,491) $271.059

Suy additional common stock;

Alcoa pays fees

Alcoa’s Shareholder Investment Service
ofters registered shareholders of Alcoa
common stock two easy ways to buy addi-
tional shares of Aicca common stock—and
Alcoa pays all the fees. Through the divi-
dend reinvestment plan, dividends are auto-
matically reinvested to purchase additional
shares of stock. With the cash payment
plan, shareholders buy additional shares by
making direct cash payments ranging from
$25 to $1,000 in any one month. Participa-
tion in either program can be terminated at
any time.

39-707 0 - 85 - 5

Participating shareholders receive regular
reports on the number of transactions com-
pleted between stock purchases and the
current number of shares in the account.
The amount of dividends credited to the
account is reported each year.

To receive an authorization card and bro-
chure expilaining the Service, contact Man-

ager-Treasury Services, 936 Alcoa Buliding,

Pittsburgh, PA 15219, (412) 553.-4432.



News of the Second Quarter

Alcoa, the AGA, Consolidated
Natural Gas rally for CNG

Alcoa, the American Gas Association,
Consolidated Natural Gas Company and
27 other utilities believe so strongly that
compressed natural gas (CNG) is superior
to gasohne as a vehicle fuel, theyre going
to drive all over the country to prove it.

A caravan of CNG-powered vehiCles,
equipped with fuel tanks made of Aicoa
aluminum and an exhibit trailer will leave
Washington D.C. on September 6 for a
two-month, 16-city “"Rally for Fuel Savings.”
The rally’s goal is to convince fieet owners,
government officials and business leaders
that CNG is a cleaner, cheaper and more
efficient vehicle fuel than gasotine.

Compressed natural gas costs about
70 cents a galion less than gasoline. Fleet
owners have reported savings of $1000
annually per vehicle. And because CNG is
clean burning, it helps engines last longer
and eliminates pollution.

Alcoa makes the CNG fuel tanks at CNG
Cylinder Corp., a subsidiary in Long Beach,
Calit. Extrusions for the tanks are supplied
by Lafayette (ind.) Works.

Camargo Correa will buy up to

38 percent of Alcoa Aluminio

One of Brazil'’s largest private companies,
Construcoes e Comercio Camargo Correa
S.A., will invest as much as $240 milhon
over the next two years in Alcoa Aluminio,
representing as much as a 35% interest in
Alcoa’s Brazihan subsidiary. The money will
be uscd 10 build Alcoa Aluminio’s portion

of 8 second pothine at the Alumar project
near Sao Luis, which includes a 100,000
metric ton per year potiine scheduled for
inauguration in August. The second potline,
a 135,000 metric ton per year line, should
be compieted in late 1986. The Alumar Con-
sortium s a joint venture of Alcoa Alumino
and Biiliton Metais S.A.

Investor Lriefs

> Norton-Alcoa Proppants broke ground
June 25 for a $50 million expansion of its
proppant plant in Fort Smith, Ark. The
expansion wiii triple annual capacity there
to 300 million pounds. Proppants are tiny
bauxite beads that prop open rock fractures

to increase flow rates from oil and gas wetis.

> Alcoa agreed 10 sell its 30 percent inter-
est i the Twin Oak Steam Electric Station
and feeder lignite reserves in Robertson
County. Texas to subsidianes of Texas Utili-
ties Company, the 70 percent owner. Aicoa
beheves its presently comniitted power sup-
phes are sufficient for its projected power
needs in Texas. If approved by the Public
Utiity Commission of Texas, the sale will be
retroactive to April 1, 1984.

&

Auto racer Bobby Unser and Aicoa President Fred Fetterolt motor around Pittsburgh in a Ford Ranger

fueted by compressad natural gas. carned in cylinders made by an Alcoa subsidiary.

New officer designations,

vice presidents announced

On July 6, the board of directors approved
the creation of two new officer designations
ta reflect the company’s intent to move
decision-making closer to its business units
and to recognize the major staff functions.

Named new group vice presidents were
vice presidents Harold S. Evans, inter-
national; Clyde R. Gillespie, engineered
products, Ronald R. Hoffman, tiat-rolied
products; and Vincent R. Scorsone, primary
metals.

Named senior vice presidents were vice
presidents Richard L. Fischer, general coun-
sel; Donald R. Whitlow, employee relations;
and James W. Wirth, finance.

Also on July 6, Controlier Earnest J.
Edwards, Treasurer Robert F. Slagle and
Alcoa Laboratories Director Peter R.
Bridenbaugh were elected vice presidents
by the board.

Mr. Edwards joined Alcoa in 1965 as a
controliership trainee at Cleveland (Ohio)
Works. In 1977, he became controlier-
forgings division and, in 1979, controlier-
fiat-rofled products division. He was named .
general ger-Alcoa Manag Infor-
mation Systems in 1981 and was elected
controller in 1982.

Mr. Slagle joined Aicoa in 1964 as &
trainee at Tennessee Operations. He was
manager~international planning and later
assistant district sales manager, Atlanta,
before becoming director and president of
Alcoa Aluminio in 1976. in 1980, he was

named general manager—-technology mar-
keting division and was elected treasurer
in 1982.

Or. Brnidenbaugh joined Alcoa in 1968
at Alcoa Laboratories. New Kensington, Pa.
He was manager-fabricating metailurgy at
the Labs and manager-quality assurance
at Tennassee Operations before becoming
operations director~mill products research
and development at the Labs in 1981, He
was named director of the Labs in 1983,

Vi

Earnest J. Edwards Robert F. Siagle

Peter R. Bridenbaugh
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Prognosis Is Good As Aicoa Battles

Rising Health Care Costs

g eadiines confirm daily what most
Americans’ checkbooks have
been telling them since the mid-
60s: "'Heaith Care Costs Rising
Faster Than Any Other Commodity or
Service.”

Americans spent $42 billion for health
care in 1965, In 1883, we spert $355 billion,
a 770 percent increase. In other words,
Americans now spend aimost $1 billion a
day on health care. That constitutes a Code
Biue to many companies such as Alcoa,
which pay nearly 30 percent of the nation's
health care tab. in addition, corporations
pay an estimated $100 bilion annually in
absenteeism, iong-term disability and pre-
mature death costs.

Alcoa recognizes that unchecked, spiral-
ing heaith care costs impede the company’s
ability to compete in the price-conscious
world marketp . The pany is taking
steps to remedy the rising cost situation
both inside and outside Aicoa.

In 1983, Aicoa spent over $100 mitlion
to provide health care to its 32,500 U.S.
employees and their dependents and to
20,000 U.S. retirees and their dependents.
The increase in the cost of providing heaith
care to these groups on a per active
employee basis was double the rise of the
Consumer Price Index from 1982 to 1983.

Cost containment strategies at Aicoa
are aimed at two areas: utilizing medical
services more elfectively and promoting
alternative heaith care delivery systems.

Benefits restructured
Until 1983, Alcoa employees were the recip-
ients of a growing list of first-doiar medical
coverages. First-dollar coverages cost the
employee nothing
Alcoa paid virtually all expenses that
employees were charged for health care.
More diagnostic tests meant more money
for the hospital or doctor.
“Providers responded with great enthu-
siasm to help employees spend Alcoa's
* health care money.”
Richard G. Wardrop,
Aicoa’s general
manager of com-
pensation and bene-
fits, recently told a
Congressional com-
mittee investigating
health care costs.
“First-doliar cover-

ceiling. Alcoa pays 100 percent of covered
expenses above the $700 cerling.

In conjunction with the plan change,
Alcoa estabiished a $700 reimbursement

for each employee. It can be used
to pay deductibles, co-payments and cer-
tain other medical expenses. Any amounts
not spent in the plan year on qualitied medi-
cal expenses will be paid to the employee
as taxable incoma.

Alcoa expects this new system will help
employess become wiser consumers of
health services and will reduce Alcoa’s med-
ical benefits plan costs by 7 to 14 percent.

Alternative reimbursement systems
In addition to first-dollar coverages, the tra-
ditional fee-for-service system has pushed
up health care costs. So. over three years
ago, Alcca endorsed the use of alternative
delivery systems. The health maintenance
ofganization, or HMO, is one such system.
Historically, payment to the hospital or
doctor has been made on a fee-for-service
basis. In an HMO, a prepaid ee covers all
services contracted for by the employer.
The prepaid system profits from cost-con-
stious behavior, while the fee-for-service

Council's health subcommittes. He recently
summarized the committee’s work in a
speech to Pa. Governor Richard Thorn-
burgh's Annuat Conference on Alternative
Health Delivery Systems.

The subcommittee proposed a combi-
nation of voluntary action and regulatory
reform to provide
incentives for the
heaith care system
in Pennsylvania to
function more eth-
ciently. Among other
suggestions, the
subcommittee rec-

k ommended hrmiting
hospttat capital
James S Pasman, Jr expenditures.

In1its headquarters city of Pittsburgh,
Alcoa 1s active in the Pittsburgh Business
Group on Heaith, an organization it heiped
form that seeks to reduce hospital over-use
and increase participation in prepaid sys-
tems. Many other Alcoa locations are active
in simitar business/medical coalitions.

At Aicoa. the cost of health care 1s more
than a malady about which we wonder and
shake our heads, uncertain of what treat-

y T ds ever- g cost ment to prescribe. Here, it's a condition on
behavior. the road to recovery.
“We want to develop a network of HMOs
to give employees a choice of Shareholder information
health care plans,”" Mr. Wardrop said. “Until Common stock

we change the reimbursement system for a
sigmhicant number of employees, our costs

Ticker tape symbol AA
Tnded on the New York Stock Exchange and the

will probably continue to rise at ur P
ahle rates.”

Geography has hampered rapid enroll-
ment in HMOs by Alcoans. Some locations
are not serviced by a convenient HMO.
However, nearly 3000 employees at 10 loca-
tions are members of HMOs. More than
1800 of Davenport (lowa) Works' 3100
employees use an HMO. At Corona (Calif.)
Works, over 180 of the 280 employees
use an HMO.

Cost containment work 1s ongoing at all
U.S. locations. Ptant managers are reducing
their ) and ident costs.
Labor-management teams at some plants
are d ping cost contai W Str
and are teaching employees to be better
health care consumers,

Outside Alcon
Alcoa is looking past its own incoma state-
ment to the effects health care costs have

Richard G. Wardrop

age fueled d d
We needed a strategy to again invoive
employees in health care decisions o that
utilization could be reduced.”

The strategy is to repiace first-dollar cov-
erage with coverage that requires deduct-
ibles and co-payments. Nearly two-thirds
of Aicoa's U.S. employees, after satisfying
a deducnbla wnll pay 20 percent of all

with a $700

on y in g
The company is active on the national
sceng through the Washington Business
Group on Health, an organization that
works to create an open marketplace for
heaith care. Mr. Wardrop is a director.

Alcoa’s expertise is evidenced at the
state level as well. In Pennsylvania, for
exampie, Vice Chairman James S. Pasman,
Jr. chaired the Pennsylvania Business

pean stock ges in Basel, Geneva,
Zunch, Lausanne. Frankfurt and London
Closing price as of 6/29/84: $34

High/low price range
Second quarter 1984. $407% hgh, $31% low
Last 12 months: $48% high; $31% fow

Book value per share
As of 6/30/84. 540 98

daily

Second quarter 1984° 283.432 shares
Last 12 months: 271,564 shares
Common stock dividend
Record date: 8/3/84
Payment date: 8/25/84 ($ 30 per share)
Thus wili be the 180th consecutive Alcoa dividend.
Yieid for 12 months ending 6/30/84: 3.5%
Corporate headquarters
Aluminym Company of Amerca

1501 Alcoa Building

Pittsburgh, Pennsylvania 15219
Otfice of the Treasurer (412) 553-4705
Office of the Secretary (412) 553-4707
Shareh shouid be

to the Secretary.
Aluminum Company of America

1501 Alcoa Building
Pittsburgh, PA 15219
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(202) 628-0214

ELIZABETH M. SMITH, Director
Legislative and Political Education Department

July 27, 1984

STATEMENT OF THE

AMALGAMATED CLOTHING AND TEXTILE WORKERS UNION
FL-CIO, CLC

MURRAY H. FINLEY JACOB SHEINKMAN
PRESIDENT SECRETARY-TREASURER

to the
COMMITTEE ON FINANCE
UNITED STATES SENATE

S. 2680, A Bill to Provide the President with Authority to
Accelerate Certain Staged Rate Modifications to the Tariff
Schedules of the United States

ACTWU opposes enactment of S. 2680 during a time when the
textile/apparel sector faces a trade deficit of such staggering
proportions. In 1983, textile and apparel imports increased by
25 percent over 1982. In the first 4 months of 1984, textile/apparel
imports increased by 49 percent over the same 4 months in 1983. Since
1980, we have lost over 200,000 jobs in the textile/apparel sector.
Accelerating the tariff cuts will only stimulate imports -- and thus
more job losses -- at a time when our industry and its workers are

already reeling from the surge in textile and apparel imports.
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During the MTN negotiations, the United States cut its textile
and apparel tariffs an average of 4.5 percent. This is a greater cut
than those made by any of our major trading partners -- Japan's
averaged 2.5 percent and the European Community's averaged 3.5 percent.

S. 2680 seeks to accelerate U.S. tariff cuts on textiles and apparel
siill further. .

Moreover, textile products are subject to the Multif ‘ber Arrangement
(MFA) which will expire July 1986. Section 504 of the Trade Agreements
Act of 1979 provides for a snapback of tariff rates on apparel and textile
products to January 1, 1975 rates if the MFA is not renewed or a suitable
successor arrangement is not in place. Section 504 is only operative,
however; before the final rate of duty for textiles and apparel has
become effective. If S. 26§0 is enacted, the MFA would expire after
most of the phased tariff reductions have been completed. Thus, enactment
of this bill will mean greatly diminishing this country's leverage to
secure renewal of the MFA or a suitable successor arrangement.

The Amalgamated Clothing and Textile Workers Union, along with
many other organizations, supported the MIN. We did so based on the
commitment that its tariff cuts would be phased in over a specified period
of years. By requesting authority to accelerate the scheduled cuts in
tariffs, the U.S. Government is breaking faith with those of us who were
part of the process which brought about the successful conclusion of

these negotiations.

We urge the Committee to reject S. 2680.
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S. 2712, A Bill to Return the Ad Valorem and Specific Duties on
Necktie Imports to the Levels in Effect as of January 1, 1981,
for a Period of 5 Years

Many of ACTWU's members work in the necktie industry and the recent
dramatic rise in nécktie imports has made these workers very concerned
about their future livelihood in this industry. A number of these workers
have not developed skills which will be of much use to them outside the
neckwear industry. Imports which cause job losses in this industry will
lead to permanent displacement for many workers.

S. 2712 would temporarily increase duties on necktie imports to
1981 levels for a period of 5 years. The legislation is necessary
because of the unprecedented increase in necktie imports which we could
not have foreseen during the MTN negotiations when necktie duties were
so drastically cut. Imports increased by 250 percent from 1980 to 1983.
And the first five months of 1984 paints an even gloomier picture --
imports of neckties were 133 percent greater than the first five months
of 1983. Import penetration has grown from just over 4 percent in 1980
to a projected 23 percent for 1984. Imports will also capture most
of the projected growth in the U.S. market this year. We believe
S. 2712 will help stabilize the necktie industry during this period of
overwhelming import growth and help it adjust to new market conditions.

ACTWU, therefore, urges the Subcommittee to pass S. 2712.
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S. 2839, A Bill To Amend the Tariff Schedules of the United
States Rege.ding the Classification of Certain Articles of

Wearino Apparel
ACTWU strongly supports enactment of S. 2839, which closes a

tariff loophole which allows garments classified as apparel "sets"
to enter the United States at a lower rate than most individual
garments.

As a result of the MIN tariff concessions, a Tower duty rate
was created on garments which were classified as "sets" than on the
same garment which was classified individually. As a result, imports
of so-called "sets" have been on the upswing in order to take advantage
of the lower duty rates. S. 2839 closes this loophole by defining
what constitutes an apparel "set" for tariff purposes. ACTWU urges
enactment of S. 2839 to close what has clearly become a tariff loophole

used by foreign apparel producers and domestic importers to avoid

paying proper duty rates.
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STATEMENT FOR THE RECORD
AMERICAN ACADEMY OF ACTUARIES

TO THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE COMMITTEE ON FINANCE

HEARINGS ON FRINGE BENEFITS
JULY 31, 1986

Background

On July 26, 27, and 30, the Subcommittee on Taxation and Debt Management of the
Senate Committee on Finance held hearings on the taxation of fringe benefits, The
comments below are submitted for the record of these hearings on behalf of the

American Academy of Actuaries ("Academy").

Interest of the Academy

The Academy is a professional association of over 7,600 actuaries involved in all areas of
specialization within the actuarial profession. Included within our membership are
approximately 85% of the enrolled actuaries certified. under the Employee Retirement
Income Security Act of 1974 (ERISA), as well as comparable percentages of actuaries
providing actuarial services for other employee benefit plans such as lite, health, and

disability programs.

The A‘éademy finds it difficult to comment on tax legislation in general, since we are not
advocates on major public policy decisions which are not actuarial in nature. The
Academy views its role in the government relations arena as providing information and
actuarial analysis to public policy decision-makers, so that policy decisions can be made

with informed judgment.
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Nevertheless and in spite of the fact that actuarial considerations are unlikely to ever be
the driving force behind major decisions on tax policy, actuarial input can be quite useful
in shaplng and molding tax policy to deal appropriately with the extremely complex, yet
vitally important, employee benefits area. For example, the determination of required
contribution levels to plans to provide the benefits, setting appropriate reserve levels to
meet future obligations, and financial calculations involving the time value of money are

all actuarial in nature.

General Comments on Employee Benefit Plans

Employee benefit plans provide an array of insurance and retirement benefits which
greatly increase the present and future economic security of millions of Americans.
Salary dollars cannot replicate an annuity at retirement that cannot be outlived, life
insurance for the family of a deceased worker, the cost of hospitalization in the event of
major illness, or income to a disabled worker. Employee benefit plans deliver dollars at
the time they are needed most. Moreover, in general, these benefits can be more
economically provided on a group basis to an erﬁp!oyee workforce than on an individual
basis, due to the significant savings in administrative costs and to the stability that

comes with a pooling of risks across a broad cross section of employees.

There is no question that the growth of employee benefit plans in the past few decades
has been greatly stimulated by tax policy toward those plans. This tax policy has been
the result of deliberate Congressional intent which has been demonstrably successful in
fostering~ the development of employee benefit plans. It would be naive and erroneous to
assume that employers would continue to provide the same level of benefits in the event

that the favorable tax treatment of certain types of employee benefit plans were
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significantly curtailed or even eliminated, The pressure from employees with the basic
attitude "If I have to pay taxes on it anyway, give it to me in cash" would simply be too
great, The end result would be a decline in the level of protection provided by the
private sector, inevitably leading to greater demand and strain on governmental
programs. Given the financial difficulties facing programs such as Medicare and Social

Security, a decline in private sector programs would hardly seem to be in the public

interest,

Need for National Policy

We hope these hearings will be useful in focusing attention on the need for a coherent,
stable, and strongly articulated public policy toward employee benefit plans by the
federal government. The fact that no such policy exists leads to a seemingly endless
series of ad hoc changes and confused signals toward employee benefit plans. In the tax
area alone in just two short years we have seen the Tax Equity and Fiscal Responsibility
Act of 1982 and the Deficit Reduction Act of 1984. And now before this last bill has
even been printed into final form, Congress is talking about changing it all around again

in 1985,

There is a crying need here for more stability in the tax treatment of employee benefit
plans. Pension and insurance plans in particular involve long-term arrangements and
commitments. Plan sponsors are finding it increasingly difficult to make rational
decisions in such a chaotic environment. Much as this continual turmoil may provide
additional work for actuaries, it hardly seems to be in the public interest to make the
rules so complex and to change them so often that the typical plan sponsor has no chance

of coping. The administrative costs of complying vith all the changes being imposed on
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plans has risen significantly and is increasingly becoming a burden, particularly on small

plans.

Tax Exemption vs. Tax Deferral

In some of the deba.tes on tax policy the distinction between tax exemption and tax
deferral seems to get lost. Although some employee benefit plans do provide tax exempt
benefits, others do not. In particular, the major retirement income programs provide for
tax deferral, not tax exemption. Within debates on tax deferral we increasingly hear
_ arguments involving the concept of the "time value of money." This is a concept at the

heart of actuarial science,

It is quite true that a dollar to be paid in the future is worth less than a dollar today
because of the interest that can be earned in the interim. Translating this into tax policy
for the federal government, the argument is heard that $1,000 of taxes today is worth
$1,000, but if these $1,000 of taxes can be deferred for ten years their present value is
worth only $386 if discounted at a 10% rate of i;nerest. Thus, the argument is made that

it is better for the Treasury to get the money now rather than later.

What this analysis overlooks, however, is that in many cases the Treasury will get more
than $1,000 at the end of ten years. For example, consider a defined contribution
pension plan in which the account balances are growing at a 10% rate of interest. $1,000
in tax deferral will continue to grow in the account and wiil amount to $2,594, not
$1,000, in ten years. The present value of $2,59% discounted for ten years at a 10% rate

of interest is exactly $1,000!
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In the real world, of course, things are seldom this simple. Differences in value will arise
if the rate of accummulation is different than the rate used in computing the present
value. Also, there is a question about how the tax rates in ten years which will then
apply compare with the tax rates which would apply today., However, the example does
clearly illustrate that introducing the concept of the time value of money does not, on its
own merits, make a convincing case against tax deferral. It is a valid analytical tool, but

must be carefully applied in any analysis to present meaningful comparisons.

Public Sector Programs

If Congress intends to take a comprehensive look at the taxation of employee benefit
plans in order to create a more coherent tax policy toward 'such plans, then it would seem
appropriate to consider the tax treatment of public sector programs as part of such a
comprehensive review. For example, at the present time the tax treatment of
retirement benefits attributable to employer contributions under Social Security is
different than for private sector retirement plans. This may or may not be good public
policy --— that is not an actuarial judgment. However, we do urge the Congress to
review tax policy toward insurance and pension benefits under government programs as

well as private sector programs in any comprehensive review of the taxation of employee

benefit plans.

It is alsc important to consider how private sector and public sector programs fit
together. For example, the integration of private pension plans with Social Security has
been a controversial tax issue for a number of years. Actuarial considerations are vital

_in structuring sound integration rules for pensions or other employee benefit plans.
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Actuarial Issues

There are six actuarial issues related to the general subject of the taxation of employee

benefit plans which we address below.

1.

Financial Condition

The maintenance of a well-run insurance or pension employee benefit plan
involves the determination of both an appropriate contribution level to provide
the expected benefits and appropriate reserve levels to cover the accrual of

benefit obligations. Both of these are actuarial processes.

Tax policy should recognize the need for these determinations to be made
according to sound actuarial principles and practices. Such recognition does
exist in the pension area under ERISA. However, that recognition is not as clear

in connection with certain insurance programs.

The Academy stands ready to work with Congress and regulatory agencies to
define such sound actuarial principles and practices where required. A major
priority for the Academy at the present time is the establishment of a structure
within our profession to articulate actuarial standards of practice. This
structure would be appropriate to deal with issues such as actuarial principles
and practices in connection with insurance and pension employee benefit plans.
Included in actuarial principles and practices are such matters as disclosure

requirements and the content of an actuarial report.



2,

Qualifications

Along with a recognition of the need for plans to be operated according to sound
actuarial principles and practices there is the need to define the qualifications of

the actuaries certitying the plans.

Of course, this need was clearly recognized in ERISA and in that instance

Congress chose to create a Joint Board for the Enrollment of Actuaries to

examine and license individuals as “enrolled actuaries."

Another example has arisen in the Deficit Reduction Act of 1984, This act
provides that In connection with funded welfare benefit plans (including
voluntary employees' beneficiary assocliations (VEBAS) under section 501(cX9) of
IRC) reserves in excess of "safe harbor" limits will be permitted if certified by a

"qualified actuary" (to be determined under Treasury regulations).

Academy membership includes actuaries in all areas of practice and serves as the
hallmark of a qualified actuary in the United States. However, we recognize
that not all actuaries are necessarily qualified for all assignments. Accordingly,
our Guides to Professional Conduct contain extensive guidance to ensure that:
"The member will bear in mind that the actuary acts as an expert when giving

actuarial advice and will give such advice only when qualified to do so."

The Academy has a Committee on Qualifications to address issues such as
these. We strongly urge direct participation of the actuarial profession in
defining the qualifications of an actuary to engage in any particular assignment.
The Academy has a strong commitment to self-regulation and is prepared to

work closely with the Treasury if such regulations are to be developed.
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Actuarial Assumptions

The setting of actuarial assumptions is a key ingredient in any actuarial
assignment. The provisions relating to funded welfare benefit plans in the
Deficit Reduction Act of 1984 (cited above) require that assumptions be

reasonable in the aggregate. This is quite appropriate and follows the precedent

set by ERISA in the pension area.

However, the Conference Report goes further and indicates that "in addition to
requiring that actuarial assumptions are to be reasonable in the aggregate,
Treasury regulations may prescribe specific interest rate and mortality
assumptions to be used in all actuarial calculations." Such a simplistic approach
would ignore the fact that experience is different from plan to plan for a variety
of reasons (age/sex composition of group, nature of work, geographical area,
etc,). Attempting to mandate any set of uniform assumptions will inevitably
result in inappropriate assumptions being used for large numbers of plans.
Setting appropriate actuarial assumptions requires the application of actuarial

judgment to fit the facts and circumstances at hand.

We are concerned at the prospect that the Treasury might attempt to prescribe
specific actuarial assumptions for funded welfare benefit plans. We believe the

approach used in ERISA for setting actuarial assumptions for pension valuations

is much more appropriate.
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Current Tables

Certain portions of the Internal Revenue Code require the use of actuarial tables
promulgated by the Internal Revenue Service. Examples are the tables for the
taxation of group term life insurance under Section 79, the tables for the
taxation of annuities under Section 72, and the tables used for the taxation of

life estates and remainders.

Some'of these tables have been allowed to get out-of-date. For example, the
uniform premium table for group life Insurance under Section 79 was changed in
1983, but the prior table had been in effect since 1966, during which time group
term -llfe rates dramatically changed. As another example, the current tables

unaer Section 72 have not been changed since their release in 1954.

The use of actuarial tables to compute certaln values required in the IRC is quite
appropriate, but may appear arcane or even obscure to many taxpayers.
Maximum credibility will be achieved if taxpayers perceive that the tables are
based on current interest and mortality factors rather than ones that may appear

obsolete. Such credibility should be an objective of tax policy.

Design Aspects

On occaslon, actuarial insights on design aspects of certain tax proposals may be
useful. For example, in the Academy testimony to the Senate Committee on
Finance on June 22, 1983 on proposals for a health insurance tax cap, our

Committee on Health Insurance pointed out some technical flaws with the
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proposal to base the tax cap on premiums. The Committee went on to suggest
basing it on the richness of coverage provided as an alternative which would

. avoid these flaws.

(Note: The Academy neither supports nor opposes such a tax cap. This is a public
policy decision up to Congress and is not an actuarial issue. However, we are
concerned with the technical details of any such propnsals and their full

ramifications.)

6. Adverse Selection

A rather subtle, but potentially quite important, actuarial concept is the notion
of "adverse selection,” There is a natural tendency for any person covered, or
potentially covered, by an insurance or pension plan to exercise any options
available to his or her apparent advantage, i.e. to select against the plan. Within
limits, the cost of such adverse selection can be absorbed by a plan. For
example, in pension plans with lump-sum options, retirees in poor health will tend
to elect lump sums, while those in good health will tend to elect life annuities.

In such a case, the plan sponsor has been willing to assume any extra costs

involved in allowing such options.

In some cases, however, adverse selection could present more serious problems.
For example, consider a voluntary health insurance program with substantial
employee contributions required (either directly through payroll deduction or
indirectly through a health insurance tax cap). Younger, healthier employees will
tend to opt out of the program if they do not perceive they are receiving

adequate value for their contributions, If this happens, the group left behind will

39-707 0 - 85 - 6
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increasingly consist of older or less healthy employees, and costs would increase
significantly, In extreme cases, this could result in a vicious cycle of further
defections of healthy employees as costs rise and spiralling cost increases for
remalining particpants, untll the entire financial structure of the plan s

undermined.

Although the collapse of a plan due to adverse selection alone may appear a bit
far-fetched, it is not impossible. On a lesser scale, adverse selection can and

does increase the costs of certain plans.

Congress should be careful in structuring tax policy toward employee benefit
plans to be aware of such subtle possibilites and not inadvertently undercut the

financial strength of plans to pay benefits which have been promised.

Summary

In summary, we encourage Congress to proceed carefully in structuring a rational tax
policy for employee benefit plans. To the extent that revenue enhancement is the
objective, Congress must weigh this "gain" against the costs if private sector plans are
discouraged, and less economic security is thereby provided by the private sector. To the
extent that elimination of real or perceived tax abuse is the objective, we strongly
encourage Congress to use the scalpel and not the meat ax, since the large majority of

benefits under employee benefit plans are not being provided with tax avoidance as the

primary motivation.
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We appreciate the opportunity to present these comments for the record. The Academy
is avallable to offer an actuarial perspective on the taxation of employee benefit plans in
future considerations of such policy. We would be happy to answer any questions or

provide further information for the Subcommittee upon request.

Respectfully submitted,

Stephen G. Kellison

Executive Director
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American Benefit Plan Administrators, Inc., the company which 1 serve
as Senior Vice President, specializes in administrative services to several
hundred employee benefit Plans throughout the United States. Most of these
Plans are the product of collective bargaining and are directed by Boards of

Trustees composed of equal representation of management and labor.

In round numbers, these plans cover more than 400,000 employees and
their dependents -- for a total population of one million men, women and

children. Health care benefits paid by these Plans amount to more than $300

million per year.

we are intimately involved in the financial life of these Plans and the
very vital services they render, since our functions include the collection
of employer contributions, determination of participant eligibility for

N
-~

benefits, and evaluégi‘én and payment of benefit claims for the covered

populatiori,

we are, therefore, deeply concerned by various proposals currently
circulating, that programs of employer-financed medical, hospital and other
health care benefits should be subject to Federal taxation, either by

limiting tax-exempt level of employer contributions, or limiting tax-exempt

level of benefits to the recipients.

Among the reasons presented by proponents of the benefit taxing recom-

mendations are the following:
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The availability of health care benefits financed by tax-emempt
employer contributions results in excessive use of hcalth care
services by the members of these Plans, thereby creating infla-

tionary pressures on health care costs;

Contributions by employers to health care trust funds may be a
tax-evasion device by employers, since the financial reserves of
certain health benefit programs appear to be, at times, far in

excess of current costs.

In refutation of such reasoning, 1 respectfully submit the following:

Medical care costs have certainly been rising over the years at a
pace far in excess of the increasing costs of all other components
uf the Consumer Price Index. while we believe that there is
partial Jjustification for increased costs -- improvements in
medical and general health care technology and technics certainly
do entail added costs -- a major factor in the inflation we have

experienced has been the unrestrained rise in medical fees.

Curing inflation can most sensibly be achieved by placing curbs and

restraints on medical and other health care service fees.
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Rampant inflation, as a disorder in the health care scene, canndt
sensibly be cured by punishing its victims. It is only in
primitive societies that victims of disease were stoned or
otherwise subjected to punishing treatment in the belief that such
treatment would drive out the evil spirits. That course of therapy

should not prevail in civilized society.

Particularly in the case of collectively-bargained health funds
financed by employer contributions under the terms of
labor-management agreements, the accumulation of reserve funds
cannot possibly be a tax dodge by employers. These reserves cannot
serve as slush funds set aside by employers to keep their tax
levels low, to be recaptured by these employers at some convenient
time in the future. The terms of Collective Bargaining Agreements
and Trust documents establishing these Funds clearly preclude any

such reversions,

The reserves accumulated by these'labor-management health benefit
Trust Funds serve a very vital purpose. They ensure the continuity

of benefits to their covered participants in times of business

recession.

As an.example, let me cite the very recent experience of one of the

many health benefit programs administered by my company in Southern
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California. The Fund represents craftsmen in the construction
industry and is financed by employer contributions to a
Jointly-managed Trust Fund. The employer contribution rate, for
each hour worked is set forth in the Collective Bargaining

Agreement.

In 1981, the Health Benefit Fund reserves of this group amounted to
$31 million. The Plan's annual level of benefit payments averaged
$35 - $40 million. This Fund then had reserves equal to nine (9)

months of benefit payments.

During 1982 and 1983, construction activity in Southern California,
as in other areas of the country, experienced a sharp decline. The
drastically reduced number of hours of employment was reflected in
comparable reductions in contribution income to the Trust Fuqd.
Since the eligibility rules of this Plan provide for continuation
of benefits for participants for extended periods beyond the period
for which contributions are made, the Fund was able to fulfill such
commitments only by the use of its reserves. By mid-year of 1983,
those reserves had been reduced from $3! million to $6 million,

less than two (2) months of benefit costs.

1 am pleased to say that construction activity during the latter
part of 1983 ard the early part of the current year has had a
healthy rebound and the reserves of this Fund are now in the

process of being rebuilt.
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In the example cited, the reserves played a vital role in permitting
the benefit program to continue. Had they not been there, severe hardships
and health hazards would have afflicted Plan participants and their
dependents. Many would have been compelled to turn to Medicaid or other

public health resources to secure the care they needed.

The reserves clearly served the needs of the participants in the first
instance, but they also protected the public interest by preventing a drain

on public health resources.

As for the notion that taxing employees for health care contributions
above certain arbitrary levels, is a means of 'CUrbing excessive use of
medical, dental, hospital and other health care services, we believe that it
is poor public policy and poor economics to place the use of health care

services in the same category as the consumption of alcohol and tobacco.

The need for medical care is very real. Its use is not a frivolous

habit and it is certainly not a hazardous-to-health indulgence, to be curbed

by imposition of a "sin-tax."

Taxing the patients when their heeslth care benefits go above some
arbitrary limits, such as those which have been suggested, cures nothing.
Such arrangements are clearly soak-the-sick schemes, which would heartlessly

compound the problems already affecting the sick and disabled. And while
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doing so, they take our eye off the ball, the real source of our problem --

unrestricted increases in health care fees imposed by the medical-hospital-

dental community.

Such tax proposals are detrimental to the health of the public, and

hazardous to the economic health of the nation.

we respectfully urge, in any legislation affecting so-called fringe
benefits, proposals for direct or indirect taxation of employee health
benefit plans be rejected, and that the policy of legislative encouragement

of voluntary health benefit programs be affirmed.
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AMERICAN BUSINESS INSURANCE SERVICES, INC.

O Branch Office: Home Office:
159 MacBeth Drive 414 W. Main St,, Lansdale, PA 19446
Lower Burrell, PA 15068 (215) 362-5526 1-800-422-8200
(412) 336-3285 Telex 244454

July 18, 1984

Roderich A. DeArment ‘

Chief Counsel Committee on Finance

Room 219 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Mr. DeArment: —_

The Senate Finance Committee will hold hearings on the taxtion
of frings benefits and I want to express my opinions on this subject.

our companies, American Business Insurance Services, Inc. and
Buckingham International Underwriters, Ltd., have 13 employees.

I believe it is In the best interest of our country to encourage
employers to provide fringe benefits. We currently provide group life,
short torm disability and health benefits and will add dental beneflits.
We plan to add a pension program, a 401K plan, long term disability
income benefits over the next few years and maybe a deferred compensation
program. We would add none of these programs if we lose our corporate
tax deduction. If our omployees were to be taxed on these beneftis we
may not initiate or may even disolve our group plan because the only advantage
to the omp.oyee would be a discount on the premium.

Employee henefits should not be structured in such a manner as to
become a exclusive benefit for highly paid employees or business owners.
On the other hand, these people make the company and country run and pay

higher income taxes. I do not have any problem with higher paid employees

being rewarded by higher fringe benefits.

Insurance Representatives for: The P ylvania Tavern A {ation Insurance Pian  The North Penn Chamber of Commerce
Group Health & Dental Plans ¢ The Greater Valley Forge Chamber of Commerce Group Health & Dental Plans ¢ The Montgomery
Tavern & Restaurant Associstion Fire & Liability and Group Heaith & Dental Plans ® The Bucks County Tavern Association Fire
& Liability and Group Health & Dental Plans ® The Westmoreland County Tavern Association ® The Main Line Business

Association Group Health & Dental Plans
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I believe our current rules concering fring benefits are sufficient to
ensure that all employees benefit fairly from the tax incentives.

I do not beleive the government could even come close to providing
benefits at a lower cost than our current competitive system. M. 1y
employees could not afforﬁ these benefits without the advantage of bulk
group purchasing power and tax incentives. They may eventually be forced
to apply for some government subsidy without these benefits and this would
not benefit society or the individual.

I beleive tax incentives for employer-provided fringe benefits play
a major role in a employees choice of employement. The benefits provide
immediate security and are often the only means of accumulating enough
wealth to retire and live at a reasonable standard of living. Employees
are not foolish and are very aware of the importance of fringe benefits.
our companies have grown rapidly over the last three years. Almost every
potential employee we have interviewed has asked about our benefit package.
We expect to hire an additional seven people over the next 18 months and we
are making plans to increase our benefit package to make it easier for us

to attract the caliber of employees we need to continue our successful
growth pattern.
Sincerely,

Charles H. Thompson
President

CHT/rkr
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August 13, 1984

Mr. Roderick A. DeArment
Chief Counsel

Committee on Finance

Room SD-219

Dirksen Senate Office Building
Washington, DC 20510

Dear Mr. DeArment:

I am writing on behalf of the American Compensation
Association (A.C.A.) to present our views on taxation of
employee benefits to the Subcommittce on Taxation and Debt
Management of the Committee on Finance. A.C.A. is a non-
profit association of approximately 8,000 professionals
who design, implement and manage employee compensation and
benefits programs in their respective organizations. The
vast majority of the Fortune 500 firms along with some
3,000 other organizations are represented.

To begin with, we believe the employee benefits system
developed by private enterprise in the United States has
been effective and efficient in meeting the financial
security needs of employees and retirees. If private
enterprise is not encouraged to meet these needs, government
will be called upon to do so and the ultimate cost will be

far greater,

It also seems clear to us that the growth in health insurance
and pension coverage would not have occurred without the tax
incentives which Congress has provided. According to recent
studies by the Employee Benefit Research Institute, ninety
percent of full-time, full-year, civilian non-agricultural
workers had health insurance coverage in 1982. Their studies
also show that more than 825,000 employer pension plans pro-
vided coverage to more than fifty million workers during that
same year. The vast majority of these employees receiving
this coverage earned less than $25,000 per year in 1983.
Removal of tax incentives would be likely to reduce coverage
substantially among low income workers and their families anc
thus increase the cost of public programs.

continued . . .

PU. BOX 1176 * SCOTTSDALE, ARZONA 85252 « [602] 951-9191
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The private sector system of health and pension coverage
will become even more vital as younger social security
participants see the return which they receive when their
social security contributions decline. The resulting
weakening of support for social security will be much more
serious unless the system is buttressed by employer-based

programs.

In short, A.C.A.'s membership believes the present system
of tax incentives has accomplished its objective of
encouraging private sector importers to provide income
security for workers and retirees. This has resulted in

a higher level of productivity--as workers and their
families have less need to worry about medical bills and
retirement income--and has reduced the burden on goveinment
social programs. Thus, while we recognize that there must
be limits to tax incentives accorded to employee benefits,
we urge that the effects of any changes in tax treatment

on the benefit delivery system be given very careful analysis.

Sincerely,

John A. Turney
President, Board of Directors
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Introduction

Senator Packwood and members of the Subcommittee on Taxation and
Debt Management, I am pleased to be able to appear and testify
today on the iscue of fringe benefit taxation. I am Cheryl Westphal,

RDH and current President of the American Dental Hygienists' Association.

My permanent residence is Totowa, New Jersey.

Comments cn Fringe Benefits Taxation

The American Dental Hygienists' Associaticn is pleased to have this
opportunity to submit a record statement to the Senate Finance

Subcommittee on Taxat'ion and Debt Management on the issue of fringe

benefits.

The Association represents approximately 30,000 aental hygienists

who are specialists in the delivery of preventive dental care. The
majority of the members of the Association practice dental hygiene in
offices of private practice dentists but an increasing number practice
in institutional setcings which include nursing homes, long-term car~
facilities for the aging, special care facilities for the disabled

and handicapped, correctional institutions, hospital dental clinics,
dental hygiene and dental schools, community health centers, etc. As

preventive oral health specialists, the role of dental hygienists is
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expanding substantially in reducing the incidence of dental caries

and preventing the onset of periodontal disease.

The Association submitted a record statement to the Senate Committee
on Finance in May 1983, addressing the proposed "tax cap" on employer-
paid health insurance. The Association was concerned at that time
that estimated income to be derived from a tax on health insurance
would be used to finance a health insurance program for the unemployed
which the Committee was also considering. The Association expressed
deep concern that the linkage between the "tax cap" proposal and
health insurance program for the unemployed be carefully studied
before any action was taken by the Committee. We are pleased that

the Committee did not act on either proposal_and that now a record

is being developed on the issue of fringe benefits generally, with

a view towards developing tax policy that will be fair for emoloyers

and employees.

The Association understands that the Subcommittee wishes "to develop
a full, fair hearing record on current fringe benefit tovoies" but,
as providers of preventive dental care, our statement for the July
1984 hearing will focus on dental insurance and the importance of

maintaining the oral health of more than one third of the nation's

population who have employer~paid dental insurance for employees and

their families.

P
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The Health Care Financing Administration has just reported that spending
for dental care in 1984 should reach $23.7 billion. Only $1 billion of
this amount represents federal, state and local governments funds,
Patients out-of~pocket expenses totaled $15.8 billion and private

dental insurance accounted for $6.9 billion. Expenses for dental care
are expected to increase to approximately $31 billion in 1987 and $39
Abillion in 1990. The proportion of this total generated through
employer-paid private dental insurance can be expected to increase,

with such increases continuing through this decade. It appears

possible that employer-paid dental insurance could account for up

to $10 billion of the estimated $39 billion dental expenditures in

1990.

Among the vast array of fringe benefits that will be considered

during the July 1984 hearings, the Association will confine its
comments to private dental insurance plans and urge that this fringe
benefit remain completely tax free for employers and employees. The
Association's ;ationale for urging that the status quo be maintained
on dental health insurance plans was vresented to the full Senate
Committee on Finance last year and it is unchanged in 1984.

As an organization which represents preventive oral health specialists,

it is logical that the Association encourage the Committee to develop
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tax laws which encourage employers to provide fringe benefits, especially
oral health benefits, for their employees. For the past 40 years health
care benefits have been the central part of what is now known as

"fringe benefits" which are negotiated between labor unions and

industry and among these, beginning in 1954, was included dental
pre-payment insurance (the International Longshoremen's and Warehouse-

men's Union-Pacifir Maritime Association and the west coast shipping

industry).

The pre-payment of dental services, both preventive and restorative,
has been a fact of life for three decades and has led to a life style
that ré§ards dental health as ranking in importance with general health
and well-being. The 98th Congress recently passed the comprehenéive
debt reduction bill, leaving the proposal to tax health care benefits
for the next Congress to consider and current law, which does not

require that health care benefits be taxed, is still in force.

Do Employees Benefit Pairly From
the Tax Incentives?

Dental benefit plans, according to the American Dental Association,
help to control dental costs. Dental insurance rewards patients who

take care of their teeth in order to avoid oral disease which would

regquire expensive restorative care.
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Major dental benefit plans, in most instances cover 100 percent of
the cost of diagnostic and preventive treatment, which includes

. routine oral examinations, prophylaxis, tluorige treatment, pit

and fissure sealant applications, x-rays, tooth charting and perio-
dontic charting. All of these procedures, pérformed generally by
dental hygienists in most dental offices, are preventive oral health

measures intended to help patients avoid dental disease, such as

dental caries and periodontia.

Most dental benefit plans are negotiatﬁd under the collectiye
bargaining system between labor and management, While the plans

may vary in dental coverage from industry to industry, they provide
benefits fairly among the employees. Co-payment requirements in
most dental benefit piﬁns help to cortrol the cost of dental services
and encourage employees to care for their teeth. Failure to do so,

with the co-payment features of these plans, requires more out-of-

pocket expenses by employees.

Are Existing Benefits Effective in Encouraging Employer to Provide
Them to Employees at a Lower Cost Than Government?

Earlier in thig statement, we cited a current report of the Health
Care Financing Administration on the nation's spending for dental

care in 1984, It is significant that spending for dental care by
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federal, state and local governments was only $1 hillion of a total
annual expenditure of $23.7 billion. On the other hand, patients
themselves spent $15.8 billion and dental benefit plans accounted

for nearly $7 billion of the 1984 dental bill.

It appears that existing benefits for dental care do encourage

employers to provide dental care at acceptable low cost levels,
as opposed to providing benefits by governmental agencies. The
provision of dental care under Medicare and Medicaid has been

historically and traditionally minimal and inadeguate,

Conclusion

The American Dental Hygienists' Association is a health provider
organization and is unguestionably dedicated to providing preventive
oral health services to the people of this nation. If the Association's
goals and objectives to eliminate dental disease apvear to represent

a special interest group to the:Subcommittee, we can offer no dis-

claimers or apologies. Our special interest is the promotion of oral

health to all who seek it and need it.

The Association believes that taxing health care benefits, namely
dental benefit plans, is an unhealthy Xdea which will defeat the
great progress made by the dental hygiene and dental professions

*1  want shvaa Aanada fhe incidence of dental caries has
. \
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declined and periodontal disease has become a focal point of treat-
ment by the dental hygiene and dental professions. If oral health
is a national goal and objecti&e -- and the Public Health Service
Surgeon General thinks it is -- we believe that dental benefit plans

should remain tax free a.ld that current statuatory law should not be

changed.

Despite our bias in addressing the issues of fringe benefits, the
Assoc lation recognizes that the Senate Finance Committee, and the
Congress generally, are confronted with a dilemma. The plethora of
fringe benefits is impacting on the nation's revenue base. Congress
and the Executive Branch as well, are compelled to act. 1If revenues
must be increased to offset deficits, it is apparent that the tax-

free health insurance fringe benefit will be carefully scrutinized.

The Association recognizes the problem of fringe benefits which the
Subcommittee is addressing in this hearing and we are sensitive to
the need in Congress to develop solutions to increase revenues in

order to reduce massive federal deficits. It is our hope, however,

that fringe benefits for health care, especially oral health care,

will not need to be’taxed.

We know that the Committee and Congress will need to make some

difficult decisions about whether fringe benefits should be taxed.
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If the concept of taxation of employee benefits is accepted, the
next step is to decide which ones to tax and which to allow to
remain tax free. It is our hope that Congress will opt for
healthy Americans and Americans with healthy teeth and gums and

save the tax free status of dental benefit plans.
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August 10, 1984

Roderick A. DeArment, Esquire

Chief Counsel, Committee on Finance
Room $§D-219

Dirksen Senate O0ffice Building
Washington, D.C. 20501

Finance Subcommittee on
Taxation and Debt Management
Hearings on Fringe Benefits

July 26, 27 and 30

Dear Mr. DeArment:
Regarding the referenced hearings, we respectfully
submit the following responses to the questions posed by

Senator Bob Packwood:

Question 1: Should the tax law encourage employers to pro-
vide fringe benefits; and if so, which benefits or services
should be encouraged and what type and level of tax incen-

tive is appropriate?
Answer: We believe that the tax laws can influence the

direction of society in providing its citizens with the

incentive to provide for all or part of certain vital wel-

2000 CLASSEN CENTENR o PO BOX 23577 @ OWIAHNMA (CITY OKEAHOMA /3008
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Roderick A, DeArment, Esquire
August 10, 1984
Page 2

fare benefits and retirement benefits in conjunction with
day-to-day employment. We do not maintain that current
incentives should be expanded to a large degree. We do
feel these tax advantages shoula be maintained and, in some
cases such as group life, these should be adjusted. The
tax incen;ives should be available to employees who volun-
tarily purchase welfare and retirement benefits and/or to
employers which purchase such benefits for employees. The
types of benefits which encourage employee self-sufficiency

which merit continued favorable tax treatment are:

a. Hospital, surgery, and major medical reimbursement

plans;
b. Disability income;

c. Group life insurance up to $100,000 face amount
(the current $50,000 limit under Section 7908 of
the Internal Revenue Code precedes recent ‘price
inflation which has depreciated the value of bene-
fits and made the old 1imit obsolete). 1In fact, a
face amount equal to two or three times salary

might be more equitable and would automatically

adjust to price increases;
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d. Retirement plans in general. Considering the
strains on the Soctal Security System and its
intended use as a minimum benefit plan, both employ-
ers and employees should be given incentives to

provide savings for retirement;

e. Deferred compensation plans.

Question 2: What conditions or restrictions are appropri-

ate om tax incentives to encourage employers to provide

fringe benefits?

Answer: Tax policy should assist with the control of ris-
ing medical provider costs and problems of needless volun-
tary utilization, for example, the tax advantage should be
contingent upon and requiring that the patient pay first
dollar costs out of pocset each year in an amount equal to
at least $300 (other f1§ures in the range of $200 to $1,000

may be suggested). It is well to continue restrictions in
tax-favored retirement plans which penalize taxpayers who
use the accounts for purposes 6ther than benefits at retire-
ment. Retirement plans which realize tax advantages

should, as a matter of social policy, continue to be
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required to be non-discriminatory as to elfg?bility of all
classes of employees to participate. Equality of benefits
should be judged on the basis of ratios of pre-retirement
income, rather than equal dollar amounts of contribution or
benefits. Plans should be allowed to continue taking

Social Security into account in formulas determining equal

treatment. -

Question 3: Are the existing rules concerning fringe bene-
fits sufficient to ensure that all employees benefit fairly

from the tax incentives?

Answer: Every effort should be made to make the definition
of so-called cafeteria plans offered under Section 125 of
the Internal Revenue Code clear and simple so employers
will not hesitate to make these plans available and will be
able to afford the administration of these plans. These
plans recognize the varied needs of different employees and
help avoid costly duplication of benefits., These plans are
correctly restricted to prevent conversion of normally tax-
able items to a non-taxable status. The cafeteria plans
should provide those benefits beneficial to the well being

of employees, such as medical benefits, disability bene-
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fits, group life insurance, dependent child care and educa-
tional assistance. All of these help maintain the quality
of life, assist those who are self-supporting, and encour-
age human advancement. When provided through an employer
plan, whether by salary reduction or as an employer-paid
benefit, the cost of these benefits should be tax-shelter-
ed. Cafeteria plan monies nnt used by tﬁe employee for
non-taxable benefits should be payable to the employee only

in cash on a fully taxable basis.

Question 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 sec-
tion of employees at a lower total cost than if the Govern-
ment provided the benefits directly, if employers provided
the benefits on a taxable basis, or employees purchased
these benefits on their own?

Answer: We believe that the revenue lost to the government
through the tax-sheltering of basic welfare and retirement
programs provided by employers is lass than the administra-

tive costi of providing such benefits under comprehensive
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government programs. We believe thdt current tax incen-
tives, with some adjustments, would tend to encourage
initiative and self-sufficiency and could be delivered more

efficiently under simpler statutes and simplified reporting

systems.

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

Answer: To the degree that employer-paid benefits are tax-
deductible, employers will tend to be able to make avail-
able more welfare and retirement programs of a more compre-

hensive nature than could be purchased by an employee with

after-tax dollars.

Question 6: Will tax incentives for employer-provided
fringe benefits affect potential employees' choice of

employment?

Answer: Surveys indicate that employees rank the desira-
bility of a given job first on feelings of accomplishment.
However, compensation is also near the top in reasons for

selecting a particular job. Today's employee tenas to
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judge direct and indirect compensation as closely related
fssues., This means that, all other factors being equal,
employees tend to selec