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ABSTRACT

This ISSUE BRIEF explains the proposals in the
Administration's fiscal-year 1985 budget that pertain to
income security and employee benefit programs for both
private- and public-sector employees. These proposals cover
retirement and unemployment income programs; health,
disability and workers' compensation programs; and
regulation and enforcement programs dealing with ERISA. The
budget also includes the Administration's estimates of
revenue losses attributable to the tax treatment of

employer-financed benefits and related provisions.

The federal budget proposed for 1985, an important
indication of Administration policy toward employee
benefits, proposes that $450.7 billion -- 49 percent of the
total outlays -- be devoted to benefit-related programs.
This budget does not propose any major structural changes in
employment-related income security programs. Hedicare
spending (expected to total $82.5 billion in 1985, up 35
percent over the 1984 projection) will dominate the health,
safety, and disability part of the budget; while 1985
Medicaid expenditures should be considerably lower ($22.1
billion). Three provisions account for 73 percent of the
total $123 billion in benefits-related "tax expenditures"
projected for 1985: (1) the exclusion of some Social
Security retirement benefits from adjusted gross income;
(2) the deferral of taxes on contributions and earnings in
employer-sponsored pension plans; and (3) the exclusion of
employer contributions toward health-related expenses from
adjusted gross income. In spite of the highly controversial
nature of the "tax expenditure" numbers, they are likely to
remain prominent due to continuing federal deficits.

Hajor benefit-related proposals in the 1985 budget include:
(1) a "cap" on the amount of health-related insurance
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premiums excludable from the employee's adjusted gross
income; (2) increased deductions (from $250 to $2,000) on
IRAs for unemployed spouses; (5) restructured
dependent-care tax credits; and (4) the redefinition of
'_lexible compensation" to include only choices between cash
and those benefits declared tax-exempt by statute. Also,
proposed legislation will raise the PBGC single-employer
insurance premium from $2.60 to $7.00 per participant.

The Administration's budget is a proposal, not law, and
constitutes a common springboard for further discussion and
proposals. Its outlays and tax expenditures are only
projections based on assumptions about the economy's
performance. Their validity, therefore, depends on the
accuracy of these assumptions. The ISSUE BRIEF begins with
a description of the Administration's economic forecast and
compares it with both congressional and private-sector
forecasts of the economy's performance.
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THE ECONOMY: CONSENSUS AND CONTROVERSY

Since budget receipts and expenditures for Administration programs depend upon
the state of the economy, current economic forecasts and an awareness of the
assumptions underlying the budget are fundamental to an understanding of the
budget requests sent to Congress. The economic forecasts presented in each new
budget cycle traditionally yield new areas of consensus and controversy. The
Administration's near-term forecasts for 1984 and 198S have produced an unusual
degree of consensus. Yet in out-years, the long-range trend projections have
created an unusual amount of controversy over the size of the deficit, and the
implications for real interest rates and economic growth. This debate predates
the budget with heated public discussions taking place even within the
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Administration. (Internal disagreements between any Administration's Council
of Economic Advisors and various executive agencies are nothing new.) The
national significance of the deficit issue may equal the magnitude of the
earlier debate on the financial difficulties of the Social Security system.
Hopefully, a process is about to begin leading to a national consensus similar
to that producing the 1983 Social Security Amendments.

One way to place the Administration's economic forecasts and projections in
context is to compare the key economic variables presented in the budget to
similar predictions made by other reputable forecasters in the private sector
and other parts of the government. Table 1 shows five major economic
indicators presented in the Administration's budget and compares them to those
of the Congressional Budget Office (CBO) and those of two major forecasting
firms, Data Resources Incorporated (DRI) and Wharton Econometric Forecasting
Associates (WEFA). This selection of projections is not intended to be
exhaustive or to represent EBRI's endorsement of any one forecast. The
compilation simply provides a range of reasonable alternatives to frame the
economic issues that are crucial to the upcoming budget debate.

All four forecasts were remarkably close in their estimates for 1984 and 1985.
DRI diverges somewhat by projecting continued lower inflation rates and a
slightly higher growth rate for the nominal Gross National Product (GNP).
(Some economists tend to believe that DRI's inflation rates have traditionally
tended to be low.) On the other hand, WEFA has kept its unemployment rate
higher than the government forecasts in 1984, although unemployment tends
toward the federal projections by 1985. The seeds of the deficit controversy
are sown in the private-sector model forecasts for 1985 with treasury bill
interest rates rising above those of either the budget or the CBO, and real
economic growth forecasts, represented by the percentage change in GNP in
constant dollars, also shift downwards.

The Administration and CBOfigures for the years 1986-1989 are not intended to
be economic forecasts per s__e, but to represent trend projections geared to
produce economically consistent results under specific assumptions about
long-term economic policy and expectations about future economic growth. This
approach is reasonable for a longer-runperspective, particularly in view of
the vagaries of forecasting the pattern of any out-year fluctuations in the
business cycle. (In fact, both the budget and CBO report to Congress discuss
the uncertainties of the forecasting business.) Nevertheless, the modeling of
the private forecasters adds interesting economic detail by incorporating
cyclical phenomena for the median-run. Most models predict some adjustment in
growth rates after the strength of the recovery from the November 1982 trough.
WEFA's rate of growth of real GNP, however, falls to a scanty 0.5 percent for
1986 while the DRI real growth rate dips to a sluggish 2.5 percent. All in
all, the DRI forecast is more buoyant in terms of the long-run than iqEPA's,
with real growth rates averaging somewhat higher. Both the DRI and WEFA
unemployment rate forecasts consistently stay well above the 6.5 percent
equilibrinm unemployment rate many economists feel is consistent with
non-accelerating inflation. The CBOunemployment rate stabilizes at the 6.5
percent mark in 1989 while the Administration rate dips lower.



TABLE 1

Comparative Economic Projections for Calendar Years 1984-1989

1984 1985 1986 1987 1988 1989

Nominal GNP Growth Rate
(percentage change, year over year)

Administration Budget i0.I 9.1 8.7 8.4 8.1 7.6
CBO i0.3 9.4 8.6 8.4 8.1 7.8
DRI 9.7 8.0 7.6 8.5 9.3 9.1
WEFA 10.9 9.5 5.0 9.8 8.0 5.1

Real GNP Growth Rate

(percentage change, year over year)
Administration Budget 5.3 4.1 4.0 4.0 4.0 3.9
CBO 5.4 4.1 3.5 3.5 3.4 3.3
DRI 5.3 3.3 2.5 3.0 3.3 3.0
WEFA 5.8 3.6 0.5 4.5 2.8 2.8

Unemplo[ment Rate
(percent, annual average)a_/

Administration Budget 7.8 7.6 7.3 6.8 6.1 5.7
CBO 7.8 7.3 7.0 6.8 6.6 6.5
DRI 8.0 7.6 7.7 7.7 7.4 7.3
WEFA 8.6 7.8 8.8 7.6 7.2 7.1

Consumer Price Index

(percentage change, year over year)
Administration Budget 4.4 4.6 4.5 4.2 3.9 3.6
CBO 4.8 5.1 4.9 4.7 4.5 4.3
DRI 4.4 4.8 4.9 5.3 5.8 6.3
WEFA 4.9 5.7 4.9 6.1 5.6 5.8

91-Day Treasury Bill Rate
(percent, annual average)

Administration Budget 8.5 7.7 7.1 6.2 5.5 5.1
CBO 8.9 8.6 8.4 8.2 8.0 7.8
DRI 8.5 8.9 8.7 8.2 7.9 7.7
WEFA 8.9 i0.3 7.4 7.5 7.0 7.9

SOLACES: Executive Office of the President, Office of Management and Budget,
The Budget of the United States_ Fiscal Year 1985_ pp. 2-10,11; U.S.
Congress, Congressional Budget Office, The Economic Outlook, p.
xxii; Data from Data Resources Incorporated, January 1984, and
Wharton Econometric Forecasting Associates, November 1983 models.
For full explanation of variables and modeling procedures, see
references.

a/ Budget unemployment rate based on total labor force; CBO and WEFA rates
_ased on civilian labor force.



Historically, budget projections for the economy tend to be rather ebullient,
so it is not surprising that real (_P growth for the out-years is set by the
Administration at 4 percent, only dipping to 5.9 percent in 1989. Less
attention traditionally has been placed on these out-year figures, however,
because of their uncertainty. For instance, it is well known that shocks to
the economy, such as the jolts to energy and farm prices that occurred in the
1970s, cannot be forecast and may have significant economic consequences. In
addition, both govermnent and private-sector forecasts are heavily dependent on
the asst_nptions they make about fiscal and monetary policy developments.
Nevertheless, much of this year's budget debate will use the long-range
forecasts as a common springboard in determining the effects of a continued
uncontrolled deficit.

Both the Administration and the CBO clearly state that deficits at projected
levels with no policy adjustment would be ruinous to the economy. The budget
assumptions, however, anticipate that policy measures will be taken to reduce
the deficit to levels presented in Table 2. The CBO, on the other hand, bases
its figures on much higher deficits assuming a continuation of current policy.
These two forecasts, in concert, are useful indicators of one part of the
debate. Table 1 indicates that the CBO treasury bill rates are considerably
higher than those of the Administration; and real interest rates are as well,
if roughly calculated by observing the difference in the nominal interest rate
and the rate of inflation as measured by the change in the CPI. Real interest
rates suggested by DRI and WKFA are also higher than those presented in the
budget. However, as indicated in Table 2, both forecasts have included some
set of policy measures to reduce the long-run deficit.

Most economists agree that continued deficits at exceptionally high levels will
lead to continued high real interest rates through the competition of
government demands in the financial marketplace with those of the private
sector. With the economy operating at full speed, this will tend to crowd out
private investment. Of course, high real interest rates also will lead to an
influx of funds from outside the country as long as the dollar stays strong
enough to provide a profit haven for private investors. To the extent that
favorable exchange rates make foreign imports cheap, and to the extent that
American industry lacks sufficient funds for capital formation, modernization
and growth will suffer, further exacerbating the current trade deficit.
Without compensating changes in monetary policy leading to higher rates of
inflation, the long-run prognosis is: Slower economic growth and a continued
weakening of key sectors (e.g., manufacturing). These arguments are spelled
out in greater or lesser detail in the budget; the CEA's Economic Report of the
Presidentl and the CBO's report to Congress, The Economic Outlook. While it is
beyond our present purpose to provide an independent analysis of the economic
future, it is clear that excessive deficits also have strong repercussions for
pension protection in the nation.

The Benefits Perspective

While high real interest rates can aid the savvy pension portfolio investor,
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TABLE 2

Contrasting Forecasts on the Total Deficit
(In billions of dollars)

1985 1986 1987 1988 1989

Administration a/ 197.2 185.9 187.7 159.7 128.2

Congressional Budget Office b_/ 208 230 262 295 359

DRI c/ 192.2 185.8 194.4 178.6 179.1

WEFA c_/ 172.2 190.3 152.7 122.2 102.8

SOURCES: Executive Office of the President, Office of Management and Budget,
The Budget of the United States_ Fiscal Year 1985_ pp. 2-18; U.S.
Congress, Congressional Budget Office, The Economic Outlook, p.
xxv. Data from Data Resources Incorporated and Wharton Econometric
Forecasting Associates models. For discussion of assumptions behind
these projections, see references.

a/ Fiscal year; policy adjustments.
F/ Fiscal year; current policy continuation.
_/ Calendar year; policy adjustments.

low rates of economic growth and a forced shift from manufacturing would halt
pension creation and future levels of projected benefits. The danger of an
ill-conceived fiscal policy remedy lies in the reduction of the deficit to the
detriment of retirement income protection. Adverse changes in the tax
treatment of pensions to relieve the deficit could simultaneously discourage
pension formation and reduce aggregate private saving. Similarly, adverse
changes in the tax treatment of health benefits could cause some to lose this
important economic security protection. These issues provide an important
focus for public policy in the months to come. In summary, policymakers need
to address two basic questions: (1) how far should the deficit be reduced; and
(2) will that reduction avoid other undesirable economic consequences? The
continued health of the economy and economic security of the nation's workers
and retirees may depend on these answers.

I_IPLOYEEBENEFITS IN THE 1985 BUDGET

Federal spending for benefit-related programs is expected to total $450.7
billion in fiscal year 1985 (Table 3). This total represents 49 percent of
total 1985 outlays. Total "tax expenditures" related to benefits are estimated
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TABLE5

Outlays for Major Groups of Benefit-Related Programs
in the 1985 Budget (In billions of dollars)

Program Group 1985 1984 1985

Retirement and unemployment income
programs $151.6 $250.9 $264.5

Health, disability and workers'
compensation programs 132.9 151.9 186.2

Regulation and enforcement programs a_/ 0.1 b_/ b_/

Total 284.6 402.8 450.7

Percentage of total outlays 56% 47% 49%

SOURCE: Budget of the United States Government_ Fiscal Year 1985.

a/ Totals reflect the offset to outlays generated by the Pension Benefit
G-uaranty Corporation.
b/ Less than $100 million.

at $123 billion, or about one-sixth as large as total projected federal
revenues for fiscal year 1985. 1/ Three of the seven tax expenditures valued
at more than $10 billion annually relate to benefits. Budget policy is,
therefore, critical to employee benefits policy.

RErI_AND UNEMPLOYMENTPROGRAMS

Total federal outlays for major income security programs are projected to
remain relatively stable for fiscal years 1985 and 1984, with a moderate
increase in 1985. The stable totals conceal some large changes in the relative
importance of various program outlays. Between 1983 and 1985, federal outlays
for income security programs are projected to increase from $233.3 billion to
$246.1 billion, or a $12.8 billion change (Table 4).

Over this period, outlays for Social Security retirement benefits are projected
to increase by nearly $20 billion, reflecting projected increases in benefits
and beneficiaries. At the same time, outlays for the unemployment compensation
program are expected to drop by $11.4 billion between 1985 and 1985 due to
improvements in the economy. A major change in federal outlays for income

1/ See EBRI's ISSUE BRIEF, 'Retirement Program Tax Expenditures," no. 17
TApril 1985).
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TABLE 4

The Administration's FY 1985 Budget Proposals for Major Retirement
and Unemployment Programs (In billions of dollars) a_/

1983 1984 1985
I

Social Security (OASI) $152.4 $160.7 $171.9
Civil Service Retirement and

Disability Program 21.0 22.2 23.6
Proposed Legislation -- -0.2 -0.4

Military Retirement and
Disability System 15.9 16.7 17.6
Supplemental Security Income 8.7 8.6 9.4
Proposed Legislation ..... 0.2
Railroad Retirement 3.8 3.9 4.1

Unemployment Compensation 31.5 20.7 20.1

Total 255.5 252.6 246.1

Total under pre-1983 law b/ 217.4 215.9 228.5

SOURCE: BudGet of the United States Government_ Fiscal Year 1985.

a/ M1 figures are Administration estimates of fiscal year program outlays.
_/ Before fiscal year 1985, benefits under the Military Retirement and
_isability program were paid out of the national defense function rather than
the income security function.

security programs results from the transfer of the Military Retirement System
benefits from the national defense fund function to the income security
function. 2/ This change, however, does not affect total federal outlays as it
is an intra--budget transfer. Highlights of the Administration's proposals in
this area are outlined below.

Militar 7 Retirement STstem (MRS)

Fiscal year 1985 is the first year the MRS trust fund is in operation, which
puts the MRS on a funding basis similar to the Civil Service system.
(Legislation putting this into effect was enacted in the last session.) The
budget also contains some measures to reduce the budgetary costs of the HRS.

o Trust fund accountir_. Starting in fiscal year 1985, the MRS will be
an accrual funding system. Federal contributions covering the plan's
normal costs will be made to a trust fund, which will disburse the

2/ Budget functions are groups of federal programs or activites that address a
c-ommon national need. There are 18 budget functions, most with several
subfunctions.
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plan's benefits to retirees. This change will not affect the federal
deficit, but rather will change the distribution of federal spending
among various sub-budgets, or budget functions. The accrual for
future benefits will be a charge against the defense function. Since
the accruals will be offset by payments into the trust fund, the
federal deficit will not be affected; however, the intrabudget
allocation of expenditures will be. Payments to military retirees,
which are now made out of the defense function, will be charged
against federal spending for income security programs. This will
increase nondefense spending by the amount of military retiree
benefits being charged to this function. Military spending will
remain substantially unchanged, however, because the new charge for
benefit accruals will, at least in the short term, roughly approximate
the value of current benefit payments. The fund will be financed by
general revenue contributions reflecting accrued benefit obligations.
Trust fund balances will be invested in special-issue treasury
securities.

o MRS budgetary costs. The normal cost accrual percentage used to fund
the system will be 51 percent of basic pay. By comparison,
private-sector pension plans cost large employers an average of 7
percent of total compensation, or 7.5 percent of payroll. 3/ The high
accrual percentage in the MRS is made necessary by the f_ct that the
MRS operates under certain constraints not found in private plans.
First, _S benefits are fully indexed. Private plans, however, are
not allowed to reserve against cost-of-living adjustments, even if a
plan has a clear history of granting ad hoc increases to reflect
inflation. 4/ Second, the current costs o-_ the MRS reflect the
relatively l_w real rate of interest the fund can expect to earn on
accumulated reserves. While private plans commonly assume 2.5 percent
real rates of return, the _S can only expect about 1.0 percent real
returns, since it is constrained to invest in non-marketable
special-issue federal securities usually at lower rates than private
securities. Third, the MRS costs are not constrained by section 415
of the Internal Revenue Code, which limits benefits and contributions
in private-sector plans. Finally, the MRS accrual percentage is high
because it is stated in terms of basic or cash pay. Basic pay
accounts for an estimated 69 percent of total military pay.

Benefits will be calculated as 2.5 percent of the servicemen's highest
three years of basic pay times years of service, rather than the last
year as under current law. In an attempt to contain_.S costs, the
budget proposes that cost-of-living adjustments (COLAs) be moved to
January, rather than June as under current law. This change is
expected to save $300 million in 1985.

5/ Johnson _ Higgins, Executive Report on Large Corporate Pension Plans 1985:
Actuarial Costs and Liabilities [New York, 1985).
4/ See EBRI Testimony (T-20), Senate Finance Committee, Subcommittee on
Savings, Pension and Investment Policy, Hearings on S. 1066, September 19,
1985.
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Civil ServiceRetirementSystem (CSRS)

The budgetproposes severalchangesaimed at reducingthe budgetary costs of
the £ederal civilianretirementsystem as well. As in the MRS, the timing of
COLAs would be changed. In addition,the followingchangesaffectingCOLAs are
being proposed:

o The minimum 3.3 percentCOLA for retireesbelow the age of 62 would be
eliminatedin 1985;

o Annuitants receiving more than $10,000 per year would receive55
percentof the regularCOLA on the annuityamountexceeding$10,000;

o Future COLAs would be equal to the lesser of the change in the CPI or
the pay increasegrantedto white-collarcivil serviceemployees.

The Administrationis also proposingthat benefitcalculationsbe based on the
averageof the highestfive years of the annuitant's earninghistoryrather
than the current three years. The five-yearcalculation would represent a
return to the calculationmethod in effectduring the low-inflationyears prior
to 1970.

In addition to these cost-reducing changes, the Administration is also
proposing that the system's revenues be increased. Both employee and
employing-agency contributionswould be increasedto 8 percentof pay in 1985
and 9 percent in 1986. This would raise trust-fund revenues,but would not
affect outlaysbecause it would be an intra-budgettransfer.

Social Security

The 1985 budget is the first budget in which the Social Securityand Medicare
programsappear as a singlebudget function,rather than as part of the income
securityfunction. This changewas enactedin the Social SecurityAmendments
of 1983, pursuantto the recommendations of the President's Commission on
Social Security Reform. This change highlights the visibility of these
programs. Outlaysfor Social Security retirement and disabilitybenefitsare
projectedto grow by $11.2 billion in 1985, roughly the same dollargrowth
experiencedin 1984.

RailroadRetirement

The budget proposes certain changes in the railroad retirement system.
Currentlyrailroademployeesare the only group of employeesnot coveredby the
generalunemploymentinsuranceprogram (UI). The railroadunemploymenttrust
fund has to borrow from the railroadretirementfund when its obligations
exceed its reserves. By the end of 1985, the railroadunemploymentfund is
projectedto owe the railroad pension fund $1 billion. The budget proposes
that rail employeesbe covered under the regular UI fund, claimingit would
improve both the benefits and job search opportunities available to rail
employees,while safeguardingthe integrityof the railroadretirementfund.
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Supplemental Securit Z Income (SSI)

The budget projects a decrease in outlays of $0.2 billion for this program in
1985. The decreased outlays reflect, in part, proposals aimed at improving the
coordination of Social Security benefits with SSI.

HEALTHBENEFITS

The Administration's proposed budget and legislative initiatives for selected
health, safety and disability programs are presented in Table 5. Estimated
program outlays of $128.8 billion for major health programs in 1985--Medicare,
Medicaid, and health block grants--are 28 percent greater than in 1984.
Medicare spending represents the largest increase in major program spending
under current law. In 1985, Medicare spending net of premiums and trust fund
collections is expected to grow by nearly 35 percent, as the program is defined
by current law. In contrast, 1985 Medicaid spending is expected to increase
less than 10 percent above that projected for 1984.

A variety of Administration proposals aimed at reducing Medicare and Medicaid
outlays are reflected in the budget document. These proposals might reduce
1985 outlays below projected spending under current law. Nevertheless, they
are likely to be very controversial. The Administration's major proposals for
these programs are sus_arized below.

Medicare. The Administration proposes to reduce Hospital Insurance (HI)
outlays in 1985, and to reduce Supplementary Medical Insurance (SHI) outlays in
both 1984 and 1985. These reductions would be achieved by:

o Freezin 8 physician reimbursements at their current levels for one
year____u. This could yield savings of $600 million in 1985.

o Postponing Medicare eligibility amon_ the elderly to the first day of
the first full month after age 65. This could yield Medicare savings
of $40 million in 1985.

o Indexin_ the SMI deductible by Medicare's index of physician practice
costs. This would replace the current system, which requires separate
leg_ation to raise the SHI deductible, and could produce savings of
$40 million in 1985.

o Revisin_ the formula by whichMedicare reimburses home-health a_encies
for durable medical equipment and initiatin_ competitive bidding among
Medicare intermediaries. These, together with other proposals, could
yield total program savings of $34 million in 1985.

o Convertin_ Medicare to a voucher program. Enrollees would receive a
voucher equivalent to the average value of their current Medicare
benefits with which to purchase private health insurance coverage.
The Administration's proposed budget includes no estimate of Medicare
savings or cost from this proposal.
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TABLE5

Administrationts FY 1985 Budget Proposals for Selected
Health, Safety and Disability Programs

Outlays (In billions of dollars) a/
FY 1983 FY 1984 FY 1985

bledicare
Hospital Insurance $38.5 $44.9 $52.0
Proposed Legislation ..... 0.2

Supplementary bledical Insurance 18.3 21.3 24.7
Proposed Legislation -- -0.2 -0.7

Subtotal, Medicare b_/ 52.6 61.2 82.5
Proposed Legislation -- -0.2 -1.0

Medicaid 19.0 20.2 23.2
ProposedLegislation ..... 1.1

Health Block Grants c/ 1.3 1.3 1.3
ProposedLegislatTon .... 0.1

OccupationalSafety and Health 0.3 0.4 0.4
Social SecurityDisabilityInsurance 18.3 18.5 18.7
SpecialBenefitsfor Disabled
Coal Miners 1.7 1.7 1.7

Federal13mployeePrograms
Health Benefits 1.0 1.3 1.3
Workersw Compensation 0.2 0.2 0.2
ProposedLegislation ..... 0.2

SOURCE: The Budget o£ the United States_Fiscal Year 1985.

a/ All figuresare Administrationestimatesof fiscalyear programoutlays.
_/ Sums include offsetting premiums and collectionsby the HI and SMI trust
Tunds.
c/ Includesfour separateblock grant programsadministeredby the stateswith
_inimal federalguidelines: (1) Services for Women, Infants,and Children;
(2) Preventive Health Services; (3) Klcohol, Drug Abuse and Mental Health;
and (4) PrimaryCare.

In addition to proposalsto reduceMedicare outlays,the Administration has
proposedtwo measures to increase Medicarets HI trust fund revenuesand SMI
premiumincome. These are:
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o Limitin$ the tax-exempt status of employer contributions to health
insurance. The Administration proposes to limit tax-free employer
contributions to $175 per month for family coverage and $70 per month
for individual coverage. Employer contributions in excess of these
amounts would be fully taxable as employee earnings. The
Administration estimates that applying the Social Security payroll tax
to employer health insurance contributions in excess of the cap would
yield $207 million in additional HI trust fund revenues, and $875
million in additional OASDI trust fund revenues in 1985. The
Administration projects that the cap would also raise $2.8 billion in
general revenues.

o Increasin_ the SMI premium by 1.67 percent per year until 1990.
Under this proposal, SMI premiums would equal 35 percent of estimated
program costs. Currently, SMI premiums are frozen at 25 percent of
estimated program costs. Under the Adminsitration proposal, monthly
SMI premiums would equal $17.30 per month in 1985--$.40 per month more
than current premiums.

Medicaid. The Administration budget reflects two proposed changes to federal
participation in Medicaid. These are:

o Establishing nominal copayments for inpatient and ambulatory
health-care services under Medicaid. The Administration proposes to
charge categorically eligible Medicaid beneficiaries (i.e., the
low-income elderly or disabled, or persons living in low-income
families with dependent children) $1 per admission for inpatient
hospital care and $1 for visit for physician, clinic or outpatient
hospital care. Similarly, persons who qualify as medically needy
would be charged $2 per inpatient hospital admission and $1.50 for
ambulatory health-care services.

o Further reducin_ federal fundin_ for Medicaid. Since 1982, the
Administration has reduced federal funding for Medicaid, cumulatively,
by ll percent. The Administration proposes to continue reducing
federal participation in Medicaid by 3 percent in 1985. 5/

Federal Block Grants. The Administration proposes an increase of 14.5 percent
in federal funding for block grant programs. In addition, the Administration
proposes to expand the primary care block grant, establishing categorical
programs for black lung clinics, migrant health programs and family planning.

5/ A state may qualify for a series of one percentage-point offsets to these
r-eductions if it has: (1) a qualified hospital cost review program; (2) an
unemployment rate that exceeds 150 percent of the national average; or (5)
fraud and abuse recoveries greater than 1 percent of federal expenditures. In
addition, states may earn back all or part of the reductions if Medicaid
expenditures remain below specific target amounts. The Administration proposes
to continue these conditions for recovery of federal funding in its 1985
budget.
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Social Security Disability Insurance (DI). Outlays for Social Security DI are
projected to rise by only 1.5 percent. DI benefit increases tied to the
consumer price index by the Administration are projected to rise 4.6 percent in
1985. The small increase in projected outlays apparently reflects further
tightening of DI eligibility and review.

Federal Employee Programs. The Federal Employee Health Benefits (H_B) program
is the largest multiple-option health insurance plan in the world. The
Administration's proposed changes to this plan are of interest to
private-sector employers and workers, since they illustrate the
Administration's general posture toward private health insurance plans. The
Administration has proposed three changes to the FEHBplan:

o Basing federal contributions to FEHB on a health-care cost index,
rather than on the average cost of the six largest insurance plan
options;

o Removing the 75-percent limit on federal contributions to the cost of
health insurance, and paying rebates to participants who elect a less
costly plan;

o Offering federal employees a wider choice of plans, beyond the already
long list of plan options available to them.

The Administration estimates that these proposals will reduce FEHBplan costs
by 15 percent--S240 million--by 1986. No programsavings, however, are
estimated for 1985.

REGULATIONANDENFOR_ACrIVITIES UNDERI_ISA

The 1985 budget proposal does not contain much net growth in total federal
spending for the regulation and enforcement activities of the three federal
agencies charged with these duties under the Employee Retirement Income
SecurityAct of 1974 (ERISA):

The Office of Pensionand WelfareBenefit Programs,an on-budgetagency of the
Department of Labor, collects and discloses pension plan information,
investigates plans to enforce fiduciary standards, processes requests for
exemptions from these standards, and issues advisory opinions to assist
compliance. Proposedspendingon this agency'sactivities,which increasedby
$5.i millionbetween 1985 and 1984,would remain nearly level in 1985 (Table
6).

The PensionBenefit Guarant7Corporation, also an on-budget agency of the
Departmentof Labor, administersmandatory termination insurance programs to
preventthe loss of pensionbenefitsdue to termination of covered private
defined-benefitplans. Agency activities,financedsolely throughthe premiums
paid by sponsorsof privatedefined-benefit plans, represent a net inflow of
funds to the federalgovermentwhen the program is viewed on a pay-as-you-go
basis. Under the rules of federalbudget accounting,therefore,a dollar in
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TABLE6

Proposed Spending on Benefit-Related Regulation and
Enforcement in the 1985 Budget (In millions of dollars)

Program 1983 1984 1985

Office of Pension and Welfare
Benefit Plans a/ $26.1 $29.2 $29.3

Pension Benefit--Guaranty
Corporation b/ -9.5 -16.9 0.4

Proposed l_gislation -- -101.0 -154.4

Internal Revenue Service a./c._/ 150.7 101.5 104.7

SOURCE: Bud[et of the United States Goverrunent_ Fiscal Year 1985, Appendix.

a/ Figures represent budget authority. Actual agency spending or outlays may
_iffer from budget authority a small degree, if the agency begins or ends the
fiscal year with unobligated balances.
b/ Negative figures reflect the fact that payments to the PBGCproduce net
_ederal income.
c/ Totals include all IRS activities. Separate totals for benefit-related
_ctivlties are not available.

PBGCpremium income has the same effect on the deficit as a dollar in
income-tax revenue.

Under current law, the agencyls activities are expected to result in a net
increase in federal outlays of $0.4 million in 1985. The budget reflects
legislation, which later will be transmitted to the Congress authorizing an
increase in the single-employer insurance premium from the current level of
$2.60 to $7.00 per participant. Legislation requesting the higher premium has
not yet been drafted. Agency sources, however, indicate that the higher
premium will be requested in forthcoming legislation.

The Internal Revenue Service, an agency of the Treasury Department, is charged
with enforcing those provisions of the Internal Revenue Code that pertain to
the tax status of qualified pension plans. This agency will experience an
increase of $3.2 million in funding in 1985, which represents a 5.2 percent
increase over the agencyWs 1984 funding level. 6/ That funding level, however,
represented a drop of 29 percent below 1983 fun_ing.

6/ Due to low recent and projected inflation rates, only nominal growth is
_iscussed here.
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TAX EXPENDITURES

The Congressional Budget Act of 1974 required that each year's federal budget
proposal be accompanied by a list of "tax expenditures." These are benefits
perceived to flow to certain taxpayers as a result of the statutory treatment
of certain sources or uses of income. These benefits are hard to measure and
are a source of considerable controversy.

The Administration's budget measures the effects of the tax structure on the
budget and on the economy in two different ways. One attempts to measure the
federal revenue loss attributable to the tax-favored treatment accorded certain
sources or uses of income. (This is the tax expenditure concept that has
traditionally been used in the budget process.)

A second procedure, the outlay equivalent approach, is also used by the Reagan
Administration to calculate tax expenditure estimates. This method, in use
since the 1982 budget, estimates a tax provision's cost as the amount of direct
outlays that would be required to provide the same after-tax benefit as that
conveyed by the tax provision. In general, therefore, outlay equivalents are

than revenue loss estimates, reflecting the fact that a comparable
program would result in taxable income to the beneficiary. Outlay

equivalents allow the tax system's effects on economic decision-making to be
measured in a way comparable to the outlay side of the budget, but they do not
have the same direct interpretation as revenue loss estimates. Unless the
marginal tax rate being imputed to the beneficiary of the tax provision is
known, the outlay equivalent measure cannot provide even a rough estimate of
the federal revenue that could be gained if specific provisions were eliminated
from the tax code. This ISSUE BRIEF, therefore, focuses on revenue loss
measures because of their easier interpretation.

The tax expenditures report cautions the reader against using either measure as
a projection of the increased federal revenue that would accompany repeal of
particular provisions. Four problems make such an interpretation impossible:

o Repeal of some provisions could affect a_re_ate income and _rowth
levels. Changes in incomes, in turn, would yield lower projections
o-_revenue.

o Tax expenditure estimates do not take into account the secondary
effects of enactin8 or repealin_ a tax-code provision. If
repealing a tax expenditure makes the affected activity more
costly, taxpayers might be encouraged to undertake other
tax-favored activities.

o Tax expenditures are estimated on a cash-flow basis without
allowin_ for the la_ involved in phasin_ a particular tax provision
in or out of the tax code. Revenues actually realized during such
a transition would, therefore, be lower than the published
estimates.
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o The procedure for estimatin_ tax expenditures does not take into
account interactions amon_ tax-code provisions. For example,
restricting the tax deductibility of employer-provided health
insurance could increase the usefulness of the itemized deductions
for medical care. Alternatively, employers might increase the
generosity of other benefits to make up for reduced health
benefits. In either case, restricting the health-insurance
deduction would not produce as much added revenue as the published
estimates suggest.

These cautions aside, however, the federal budget crisis is likely to keep tax
expenditures at the forefront of budget policy debates. Employee benefits, in
turn, will play a major role in tax expenditure discussions. The
Administration's budget proposal for fiscal year 1985 lists 106 such
provisions. Sixteen of them are judged to benefit corporations only; 39
benefit both corporations and individuals; and 51 solely benefit individuals.
Of this latter group, 20 provisions, or nearly 40 percent, affect private- and
public-sector employee benefits. One corporate benefit -- the investment
credit for Employee Stock Ownership Plans -- relates to employee benefits.

Three provisions account for 72.7 percent of the total $125.1 billion in
benefit-related tax expenditures projected in the 1985 budget (Table 7).
These provisions concern the exclusion of part of Social Security retirement
benefits from adjusted gross income; the deferral of taxes on contributions and
earnings in employer-sponsored pension plans; and the exclusion of employer
contributions for health insurance and health care from adjusted gross income.
Employer pensions alone account for 45.8 percent of 1985 benefit-related tax
expenditures.

Of the three biggest benefit-related items, only the revenue costs of the
Social Security exclusion are projected to decline in the near future. Revenue
losses attributable to Social Security will be $i billion smaller in 1985 as
some Social Security benfits are now included in taxable income. Both pension
and the health insurance revenue loss estimates are slightly lower than the
estimates published in the 1984 budget. Both pension and health contributions

are sensitive to macroeconomic conditions, this difference could be explained
by changes in inflation and unemployment projections.

While the latest revenue loss estimates for most benefit-related tax-code
provisions remained fairly stable in relation to last year's estimates, those
for Individual Retirement Accounts (IRAs) and Keogh plans grew threefold.
Estimated revenue losses for fiscal years 1985 and 1984 (about $9 billion) are
nearly three times as large as the projection reported in the 1984 budget.

Administration Tax Proposals

The budget contains four tax proposals that would affect the tax treatment of
employee benefits and related expenditures. One is the proposed cap on the
amount of employer-paid health insurance premiLuns that can be excluded from the
employee's adjusted gross income. This is a major tax increase proposal that
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TABLe7

Employer Benefit Tax Expenditures in the Administration's
Budget by Budget Function, Fiscal Tears 1983-1985

(In millions of dollars) a_/

Provision 1983 1984 1985

Commerce and Housin_ Credit:

Exclusion of interest on life insurance
savings $4,335 $4,720 $5,180

F_ducation m Training, Employment, and
So_ial Services:

Employer educational assistance 40 20 --
Exclusion of employer provided

child care 20 40 70
Exclusion of employee meals and

lodging (other than military) 680 725 795
Exclusion of contributions to pre-

paid legal services plans 40 40 45
Investment credit for ESOPs 1,250 1,375 1,875

Health:

Exclusion of employer contributions
for medical insurance premises and
medical care 15,270 17,625 20,165

Social Security and _4edicare:

Exclusion of Social Security benefits:
OASI benefits for retired workers 14,035 13,895 12,975
Benefits for dependents and

survivors 3,775 3,755 3,765
Disability insurance benefits 1,310 1,225 1,105

Income Security:

Exclusion of railroad retirement
system benefits 780 615 450
Exclusion of workman's compensa-
tion benefits 1,885 2,020 2,215

Exclusion of special benefits for
disabled coal miners 160 155 155
Exclusion of untaxed unemployment

insurance benefits 2,960 2,305 1,800
Exclusion of disability pay 120 75 --

Net exclusion of pension contri-
butions and earnings:

Employer plans 46,585 50,535 56,340
Individual Retirement Accounts 8,855 9,190 9,840
Keoghs 1,460 1,475 1,530

Exclusion of other employee benefits:

Premiums on group term life
insurance 2,040 2,170 2,380

Premiums on accident and dis-
ability insurance 120 120 125
Income of trusts to finance sup-
plementary unemployment benefits 20 20 20

Veterans benefits and services:

Exclusion of veterans disability
compensation 1,815 1,810 1,855

Exclusion of veterans pensions 345 335 340

Tota.___l 107,950 114,295 123,125

SOURCE: Special Analysis G, Budaet of the United States Governmentt Fiscal
Year 1985.

9_/ Budget functions are groups of federal programs or activities that address
• common national need. There are 18 budget functions.
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directly affects employer-sponsored health care packages. Of the $7.8 billion
in Administration-proposed tax increases for fiscal year 1985, $3.9
billion--fully half o£ the new revenues--would be raised through the taxation
of employer-paid health insurance premiums.

A second proposal concerns the deductions allowed for spousal IRAs. Under
current law, an employed person can deduct $250 paid into an IRA on behalf of a
spouse without employment earnings of his or her own. The Administration
proposes that this limit be increased to $2,000, making spousal IRAs equal to
those allowed for employed individuals. The budget estimates the revenue cost
of this provision at $265 million in 1985.

The increase in IRA-related tax expenditures between the 1984 and 1985 budget
submissions could make this proposal difficult to enact this year as all
additions to the deficit are likely to receive serious scrutiny by
legislators. At the same time, however, if this proposal comes to be seen as a
savings incentive and a way to close the gender gap, some policymakers might be
willing to ignore its budgetary implications.

The third proposal restructures the dependent-care tax credit. This credit is
available to persons who require child care to be able to work or attend school
full time. While all taxpayers can benefit from this credit to some degree
under current law, the budget proposes that the value of the tax credit be
increased for taxpayers with adjusted gross incomes of $40,000 or less; that it
be reduced on a sliding scale for persons with incomes above that level until
it is eliminated for those with adjusted gross incomes of $60,000 or more. The
revenue cost of this proposal is expected to be $15 million in 1985.

Finally, the Administration is proposing that the definition of '_lexible
compensation" plans under section 125 of the Internal Revenue Code be limited
to include choices only among cash and those benefits that are both non-taxable
by statute and currently includable in such plans, so-called "statutory"
benefits. These choices would be restricted to group-term life insurance;
disability and certain accident and health benefits; group legal services;
dependent care assistance; and contributions to a cash- or deferred-retirement
arrangement. The revenue gain from this provision is expected to be
negligible. This provision is also contained in H.R. 4170, the Tax Reform Act
of 1983, as reported out by the House Ways and Means Committee.

CONCLUSION

Federal outlays in the 1985 budget reflect a "holding pattern" for employee
benefits. Major legislation has been enacted during the past few years --
including the last two tax bills and the Social Security Amendments of 1983.
Major benefits proposals will continue to emerge as Congress attempts to
restructure the Civil Service Retirement System. The most important aspect of
the proposed 1985 federal budget for benefits concerns revenues. Congress is
concerned over the revenue losses attributable to benefits, and given the
deficit situation, this concern is unlikely to abate. Even so, the budget
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containsno major new initiatives. The health insurance 'tap" will probably
remain controversial. IRA and dependent-careproposals,althoughnot in last
year's budget proposal,are narrow in scope with a future that is hard to
predict. The section125 proposal, limiting flexible compensationchoices,
conformsto legislation(H.R. 4170) that has been consideredand reportedout
of the House Ways and Means Committeelast session.

AlthoughMedicare spending {expected to total $82.5 billion in 1985, up 35
percentover the 1984 projection) will dominate the health, safety,and
disabilityportionof the budget, the amount allottedto Medicaidexpenditures
shouldbe considerablylower ($22.1billion).The 1985 budget proposaldoes not
contain much net growth in total federalspendingfor those agencies (PBGC,
etc.) chargedwith regulationand enforcementduties under ERISA.

The budget remainsa key aspectof federalbenefitspolicy this year. Not only
are the specificproposalsin the budget important,but the overall indications
of Congress' ability to controlthe deficitwill determinewhetherbenefits
will continueto enjoy an atmosphereconduciveto deliveringeconomicsecurity
to the nation'sworkersand retirees.
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