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H.R. 3684, THE “EMPLOYMENT SECURITY
FINANCING ACT OF 1998”

TUESDAY, JUNE 23, 1998

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON HUMAN RESOURCES,
Washington, DC.

The Subcommittee met, pursuant to notice, at 3:10 p.m., in room
B-318, Rayburn House Office Building, Hon. E. Clay Shaw, Jr.
(Chairman of the Subcommittee) presiding.

[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON HUMAN RESOURCES

FOR IMMEDIATE RELEASE CONTACT: (202)225-1025
June 16, 1998
No. HR-15

Shaw Announces Hearing on H.R. 3684,
the “Employment Security Financing Act of 1998”

Congressman E. Clay Shaw, Jr., (R-FL), Chairman, Subcommittee on Human Resources
of the Committee on Ways and Means, today announced that the Subcommittee will hold a
hearing on H.R. 3684, the “Employment Security Financing Act of 1998.” The hearing will
take place on Tuesday, June 23, 1998, in room B-318 Rayburn House Office Building,
beginning at 3:00 p.m.

In view of the limited time available to hear witnesses, oral testimony at this hearing will
be from invited witnesses only. Witnesses will include State government and unemployment
officials, business leaders, and other experts in the administration of the Federal-State
unemployment insurance and employment security programs. Any individual or organization
not scheduled for an oral appearance may submit a written statement for consideration by the
Committee and for inclusion in the printed record of the hearing.

BACKGROUND:

The Federal-State unemployment insurance (UI) system provides temporary benefits to
individuals with a recent work history who become involuntarily unemployed. Federal taxes
generally support the administrative expenses of the UI system, along with the cost of providing
employment services (ES) that assist individuals in returning to the workforce; State taxes
support unemployment benefits.

Increased skepticism about the efficiency of the system, and especially its administration,
has been one of several reasons fueling calls for reform. In recent years, various States, employer
groups, and think tanks have developed proposals to reform the administrative financing of the
system. Chairman Shaw has introduced a reform proposal, H.R. 3684, designed to increase State
flexibility and accountability in fulfilling the UI/ES systern’s mission. Proponents of this approach
argue that it would cut business paperwork, improve efficiency in labor markets, and finance more
and better employment services for jobless workers, speeding their return to work and allowing
States to increase unemployment benefits or reduce payroll taxes.

H.R. 3684 proposes numerous changes aimed at improving the administration and efficiency
of the Ul program. As contemplated by the legislation, little would change from a recipient
standpoint. Benefits would continue to be set by States and paid for with State taxes, as part of a
national system that meets due process standards. However States, aided with new Federal funds,
would begin collecting all taxes that support the system, cutting business paperwork and
unemployment tax filings in half. In addition, Federal unemployment taxes would return to their
historic levels with the elimination of the 0.2 percent Federal Unemployment Tax Act surtax in
2004.

As contemplated under the bill, service would likely improve as States take a keener interest
in getting the jobless back to work. The bill would envision that as States, encouraged by
administrative financing changes phased in beginning in 2003, build up trust accounts through
improved collections, greater efficiency, and quicker returns to work, they would have more funds
to expand employment services or reduce State payroll taxes or both. States with small workforces
would receive special payments to ensure that they could continue to meet local needs. Current
program features providing extended benefits and special assistance for veterans and the disabled
would remain in place.

(MORE)



The Administration has also offered a proposal, introduced by Representatives Levin and
English, that is aimed at assuring that the current Ul program fulfills its mission and remains on
sound financial footing. This proposal, H.R. 3697, the “Unemployment Compensation Amendment
Act of 1998,” would ensure extended Ul benefits “trigger on” appropriately during a recession,
encourage States to improve the solvency of their respective unemployment trust funds, help States
voluntarily improve their methods for calculating the base periods used for determining Ul
eligibility, and provide more administrative funding for the States.

In announcing the hearing, Chairman Shaw stated: “This Subcommittee should consider
ways to improve the nation’s employment security system to benefit workers and employers and
especially jobless Americans. H.R. 3684 has broad support among States and the business
community because it would enhance program efficiency, cut payroll taxes, and get the jobless back
to work sooner. The time is now -- when unemployment is low and Federal coffers are
full - to consider changes to help us better respond to workers’ needs in future recessions.”

DETAILS FOR SUBMISSION OF WRITTEN COMMENT!

Any person or organization wishing to submit a written statement for the printed record of
the hearing should submit six (6} single-spaced copies of their statement, along with an IBM
compatible 3.5-inch diskette in WordPerfect 5.1 formar, with their name, address, and hearing date
noted on a label, by the close of business, Wednesday, July 8, 1998, to A.L. Singleton, Chief of
Staff, Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth House
Office Building, Washington, D.C. 20515. If those filing written statements wish to have their
statements distributed to the press and interested public at the hearing, they may deliver
200 additional copies for this purpose to the Subcommittee on Human Resources office, room
B-317 Rayburn House Office Building, at least one hour before the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committce by a witness, any written statement or exhibit submitted for the printed record or any
written comments in response to a request for written comments must conform to the guidelines listed below. Any statcrnent or exhibit not in
compliance with these guidelines will not be printed, but will be maintained in the Committee files for review and use by the Committce.

1. All statements and any accompanying cxhibits for printing must be submitted on an IBM compatible 3.5-inch diskette WordPerfect
5.1 format, typed in single space and may not exceed a total of 10 pages including attachments, Witnesses are advised that the Committee will
rely on eiectronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. Instead, exhibit material should be
referenced and quoted or paraphrased. All exhibit material not meeting these specifications will be maintained in the Committec files for review
and use by the Committee,

3. A witness appearing at a public hearing. or submitting a statement for the record of a public hearing, or submitting written
comments in response to a published request for comments by the Committee, must include on his statement or submission a list of all clients,

persons, or organizations on whose behalf the witness appears.

4, A supplemental sheet must accompany each statement listing the name, company, address, telephone and fax numbers where the
witness or the designated representative may be reached. This supplemental sheet will not be included in the printed record,

The above restrictions and limitations apply only to material being submitted for printing. Statements and cxhibits or supplementary material
submitted solely for distribution to the Mcmbers, the press, and the public during the course of a public hearing may be submitted ir other forms.

Note: All Committee advisories and news releases are available on the World Wide Web at
“http://www house.gov/ways_means/”.
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The Committee seeks to make its facilities
accessible to persons with disabilities. If you
are in need of special accommodations,
please call 202-225-1721 or 202-226-3411
TTD/TTY in advance of the event (four
business days notice is requested). Questions
with regard to special accommodation needs
in general (including availability of
Committee materials in alternative formats)
may be directed to the Committee as noted
above.
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Chairman SHAW. The Subcommittee on Human Resources will
come to order.

Keeping the Nation’s unemployment insurance system operating
effectively is important to more than 100 million employees, to mil-
lions of employers, and to the strength and vitality of the United
States’ economy. Yet, despite this critical mission, today less than
60 cents out of every dollar in Federal taxes collected to run the
unemployment insurance system is used for its intended purpose,
and that is to administer benefits and get the jobless back to work.

Florida’s Labor Secretary, Doug Jamerson will testify that in
1996 about 35 cents per dollar in Federal taxes was returned to the
State of Florida. In fact, the difference between Federal unemploy-
ment taxes paid by Florida businesses from 1991 to 1996 and what
iny State received back from Washington totals more than $1 bil-
ion.

Florida is not alone. Nationally, over the next 5 years, more than
$10 billion in Federal unemployment taxes will probably get lost in
Washington instead of helping jobless workers. When jobless work-
ers don’t benefit from billions of dollars in unemployment taxes col-
lected specifically for them, something is terribly wrong.

That’s one reason why working with a bipartisan coalition of em-
ployers and 27 States, I introduced H.R. 3684, the Employment Se-
curity Financing Act of 1998. This legislation’s goal is simple—to
get jobless Americans back to work sooner.

H.R. 3684 is endorsed by the United States Chamber of Com-
merce, the National Association of Manufacturers, the National
Restaurant Association, and even the National Broiler Council.
Now, if the Nation’s fried chicken lobby is on our side, who can pos-
sibly be against us at this point? [Laughter.]

For recipients, little would change; benefits would remain set by
States as part of a national system; small States would retain extra
Federal payments; and extended benefits and special assistance for
veterans and the disabled would continue. But States would collect
all taxes that support the system, cutting business paperwork and
tax filings in half. More employment services would help the job-
less find work sooner. And Federal unemployment taxes would fall
with the end of the .02 percent surtax, which its defenders label
“temporary” even though it has been around for the last 22 years.

This Subcommittee should consider ways to improve the unem-
ployment system to benefit workers, employers, and especially job-
less Americans. But we have to acknowledge the heart of the cur-
rent problem—a Washington-designed system that taxes too much
and helps jobless Americans too little. The funds are there. But as
with welfare reform, we need to repair an outdated system so it
works better for jobless Americans and for their families.

[The opening statement follows:]
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Opening Statement of Chairman Clay Shaw
June 23, 1998

Keeping the nation's unemployment insurance system operating effectively is important
to more than 100 million employees, to millions of employers, and to the strength and vitality
of the U.S. economy.

Yet despite this important mission, today less than 60 cents out of every dollar in
federal taxes collected to run the unemployment insurance system is used for its intended
purpose -- to administer benefits and get the jobless back to work. Florida's Labor Secretary
Doug Jamerson will testify that in 1996 about 35 cents per dollar in federal taxes was returned
to Florida. In fact, the difference between federal unemployment taxes paid by Florida
businesses from 1991 to 1996 and what my state received back from Washington totals more
than $1 billion.

Florida is not alone. Nationally, over the next five years more than $10 billion in
federal unemployment taxes will probably get lost in Washington instead of helping jobless
workers. When jobless workers don't benefit from billions of dollars in unemployment taxes
collected specifically for them, something is terribly wrong.

That's one reason why, working with a bipartisan coalition of employers and 27 states,
I introduced H.R. 3684, the Employment Security Financing Act of 1998. This legislation’s
goal is simple -- to get jobless Americans back to work sooner. H.R. 3684 is endorsed by the
U.S. Chamber of Commerce, the National Association of Manufacturers, the National
Restaurant Association, and even the National Broiler Council. Now if the nation’s fried
chicken lobby is on our side, who can be against us?

For recipients, little would change: benefits would remain set by States, as part of a
national system; small states would retain extra federal payments; and extended benefits and
special assistance for veterans and the disabled would continue. But States would collect all
taxes that support the system, cutting business paperwork and tax filings in half. More
employment services would help the jobless find work sooner. And Federal unemployment
taxes would fall with the end of the 0.2 percent surtax, which its defenders label "temporary”
even though it's been around for 22 years.

This Subcommittee should consider ways to improve the unemployment system to
benefit workers, employers, and especially jobless Americans. But we have to acknowledge
the heart of the current problem -- a Washington-designed system that taxes too much and
helps jobless Americans too little. The funds are there. But as with welfare reform, we need
to repair an outdated system so it works better for jobless Americans and their families.
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Chairman SHAW. Now, I will recognize Mr. Levin for his opening
statement.

Mr. LEVIN. Thank you, Mr. Chairman. Let me start by saying
that I agree that we need to reform a system, the Nation’s unem-
ployment compensation system that was enacted over 60 years ago
to help provide assistance to laid off workers. The strength of to-
day’s economy provides us with a good opportunity to begin making
some of these changes or to put it another way, to fix the roof while
the sun is shining.

However, I have deep concerns that the legislation that’s being
proposed, H.R. 3684, would do much more harm than good. Rather
than fixing the roof, it might put a huge hole in it. First, the legis-
lation ignores many of the current problems faced by our unem-
ployment comp system, such as the decline in the number of unem-
ployed Americans receiving Ul, a figure that I think is shocking,
and the threatened solvency of the State unemployment trust
funds. To remain silent when the percentage of workers qualifying
for unemployment compensation has declined from nearly 50 per-
cent in the 1950’s to about 35 percent today is a mistake; and to
ignore the fact that 22 States have insufficient reserves in their un-
employment trust funds to weather a sustained recession is equally
unwise.

Second, the bill would create new problems for our unemploy-
ment comp system. For example, H.R. 3684 would eliminate the
current benefit for extended unemployment benefits, EB, without
proposing a reliable replacement. It’s true the legislation calls on
States to establish their own EB programs, but there is no enforce-
ment mechanism on the Federal level to ensure they do so. This
could place dislocated workers in jeopardy during severe economic
downturns. And I might add that I think this is national, not only
a State problem because in times of downturn, people move from
one State to another.

Furthermore, H.R. 3684 could undermine the insurance principle
of shared risk, under which the current Ul system pays States
based on their administrative workloads, not on the amount of
taxes paid in that State. Under this bill, it would not matter if one
State has an unemployment rate of 3 percent and another has an
unemployment rate of 10 percent.

I believe that we can build upon the current State/Federal part-
nership rather than ripping it apart. After all, unemployment is a
national problem requiring shared responsibility and oversight be-
tween the States and the Federal Government.

Therefore, along with Mr. English and Mr. Rangel, I have intro-
duced legislation proposed by the administration to make improve-
ments to the current unemployment comp system while still main-
taining the State/Federal partnership. This legislation, H.R. 3697,
would help States voluntarily improve UI coverage among low-
wage workers, encourage States to improve the solvency of their
unemployment trust funds, establish a more accurate and more eq-
uitable trigger for extended unemployment benefits, and provide
new supplemental funding to help States with their administrative
costs.

On this last issue, let me explain that our legislation would pro-
vide an additional $106 million in mandatory funding for State ad-
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ministrative expenses in Fiscal Year 1999, as well as additional
mandatory funding in subsequent years.

Let me also add in terms of Federal/State partnership, it seems
to me that we need to step back and to take an even broader look
at unemployment compensation in 1998. There’s been a lot of
change in recent years, perhaps in recent decades, as to the nature
of unemployment. Fewer and fewer people are temporarily laid off
and more and more are permanently laid off. And it may well be
that we need to look at ways to integrate unemployment compensa-
tion—or unemployment with training and re-training programs. If
we're going to do that, I would think on a Federal/State partner-
ship basis, that the notion of devolution could work against the
need to adjust unemployment—the response to unemployment as
it’s occurring in 1998 and 1999 as compared to 1978 or 1968.

Mr. Chairman, I look forward to hearing from today’s witnesses,
and to an open discussion about our unemployment compensation
system.

Thank you.

[The opening statement follows:]
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SANDER LEVIN
SUBCOMMITTEE ON HUMAN RESOURCES

Hearing on Unemployment Insurance
June 23, 1998

Mr. Chairman, I agree we should reform an
unemployment compensation system that was enacted
over sixty years ago to help provide assistance to laid-off
workers. The strength of today’s economy provides us
with a good opportunity to begin making some of these
changes — or to put it another way, fix the roof while the
sun 1is shining.

However, I have deep concerns that the legislation
you are proposing (HR 3684) will do much more harm
than good. Rather than fixing the roof, it will put a huge
hole in it.

First, this legislation ignores many of the current
problems faced by our unemployment compensation
system, such as the decline in the number of unemployed
Americans receiving Ul and the threatened solvency of
the state unemployment trust funds. To remain silent
when the percentage of workers qualifying for
unemployment compensation has declined from nearly
50% in the 1950's to about 35% today is a mistake. And
to 1ignore the fact that 22 states have insufficient reserves
in their unemployment trust funds to weather a sustained
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recession is equally unwise.

Second, the bill would create new problems for our
unemployment compensation system. For example, HR
3684 would eliminate the current program for extended
unemployment benefits (EB) without proposing a reliable
replacement. It’s true the legislation calls on states to
establish their own EB programs, but there is no federal
enforcement mechanism to ensure they do so. This could
place dislocated workers in jeopardy during severe
economic downturns.

Furthermore, HR 3684 would undermine the
insurance principle of shared risk, under which the
current U system pays states based on their
administrative workloads, not on the amount of taxes paid
in that State. Under this bill, it will not matter if one state
has an unemployment rate of 3% and another has an
unemployment rate of 10%.

I believe we can build upon the current state-federal
partnership, rather than ripping it apart. After all,
unemployment is a national problem requiring shared
responsibility and oversight between the states and the
federal government.

Therefore, along with Mr. English and Mr. Rangel, I
have introduced legislation proposed by the
Administration to make improvements to the current
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unemployment compensation system while still
maintaining a state-federal partnership. This legislation
(HR 3697) would: help states voluntarily improve Ul
coverage among low-wage workers; encourage states to
improve the solvency of their unemployment trust funds;
establish a more accurate and more equitable “trigger” for
extended unemployment benefits; and provide new
supplemental funding to help states with their
administrative costs. On this last issue, let me explain
that our legislation would provide an additional $106
million in mandatory funding for state administrative
expenses in FY 1999, as well as additional mandatory
funding in subsequent years.

Mr. Chairman, I look forward to hearing from
today’s witnesses and to an open discussion about our
unemployment compensation system. Thank you.
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Chairman SHAW. Thank you, Sander.

Our first witness today is Grace Kilbane, who is the Director of
the Unemployment Insurance Service, United States Department
of Labor.

Welcome. We have your full statement which will be placed in
the record in full, and you may proceed and summarize as you see
fit.

STATEMENT OF GRACE KILBANE, DIRECTOR, UNEMPLOY-
MENT INSURANCE SERVICE, U.S. DEPARTMENT OF LABOR

Ms. KiLBANE. Thank you, Mr. Chairman and Members of the
subcommittee, for this opportunity to testify before you today on
the Employment Security Financing Act of 1998. First of all, I
would really like to applaud the coalition and this bill’s objective
to both reform the funding for employment security, as well as to
increase the funding and the return on FUTA for the employment
security system.

However, we do have some concerns that we also would like to
share with you about this bill today from the administration’s per-
spective.

I also would like to commend you, the members of this sub-
committee, for taking your time to look at these programs during
this good economy. This is the best time to look at the unemploy-
ment insurance program so that we’re ready if and when the econ-
omy takes a downturn.

In the interest of time, I would like to do two things today, one
is to summarize what our concerns are with this bill, and, secondly,
to present what the administration’s proposals are regarding these
issues.

First of all, the stated primary purpose of this bill, H.R. 3684,
is to remedy the insufficient administrative funds that are in the
system. The concern that we have is that the solution that is pro-
posed to this major problem, which is to transfer the funds from
Congress to the States, does not guarantee the problem will be
fixed. Most State legislatures meet for only a portion of the year,
and six State legislatures meet biennially. There’s no guarantee in
this legislation that the States will be able to respond quickly to
economic downturns at the State level: either to unforeseen eco-
nomic downturns or even those that are caused by large natural
disasters, which we have seen particularly in small States.

Transferring funding from Congress to States, too, has also
brought some concerns to some of our other agencies. Our Veterans
Employment and Training Service is concerned that States could
make decisions to not fund veterans’ programs with no guarantees
or requirements that they be funded. And our Bureau of Labor Sta-
tistics is concerned that there is no guarantee that the States
would be sufficiently funding these programs if they’re funded at
the State level—there’s some question about whether that remains
a Federal or State responsibility.

In addition to having the States appropriate funds instead of
Congress, the bill also transfers the responsibility for collecting the
Federal unemployment tax, or FUTA, from the IRS to the States.
We think that we need to take a close look at this because having
the States collect Federal revenue, and having their legislatures
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then appropriate Federal dollars, with no Federal requirements, no
guidelines, no standards, nor any kind of Federal requirements, ac-
tually flies in the face of the Government Performance and Results
Act, which Congress passed a few years ago in order to make sure
that we were spending Federal dollars wisely and achieving out-
comes.

We would like to see other options considered in terms of how
to restructure the funding of this. For example, maybe the funding
should be totally switched to the mandatory side of the budget,
that’s where we pay benefits. We pay $22 billion a year of benefits
right now. Perhaps, the administrative dollars should be switched
there. Another idea that has been considered in the past is to cre-
ate a permanent cap adjustment on the discretionary side so that
you could fund these programs based on workload, and when work-
load went up, you’d have sufficient funding to pay for it. A third
idea is that if there is a public policy—a good public policy reason
to transfer the administration to the States, that is, the States
being responsible for administration of these programs, then per-
haps we should consider a State-based administrative tax, just like
a State-based benefits tax that the States would collect together
and keep a reduced FUTA tax for Federal activities that Congress
would still appropriate.

This bill basically restructures our current trust fund, and elimi-
nates the three current Federal accounts and creates 53 specific
State accounts. In doing that, it creates a Federal administrative
account for Federal activities. It limits to Congress for appropria-
tion to the Federal Government 2 percent of the Federal funds, or
the FUTA funds, collected. So the States keep 98 percent (including
2 percent small State set-aside) of the money and they give 2 per-
cent to the Federal Government. This would produce right now
about $125 million a year. For the Department of Labor adminis-
tration alone this year, it cost $195 million. Current Federal activi-
ties would be cut by 36 percent by this proposal.

Basically, the Secretary of Labor’s responsibilities stay pretty
much the same under this bill. Congress would be limited to only
the 2 percent appropriation. And, in addition, the 2 percent in this
bill would cover the IRS activities which would be an additional
amount of money, we’re not sure how much. Currently, it costs a
little over $100 million for the IRS but they wouldn’t be collecting
the taxes but would still be maintaining accounts. So this would
even further underfund Federal activities.

Under H.R. 3684, the Extended Benefit Program would be given
over to the States to be administered solely by the States. So the
whole Federal partnership—State partnership for extending bene-
fits when the economy starts going down in certain areas or regions
would be eliminated. We would have no special funding mechanism
but for EB. Congress would be faced with enacting special com-
pensation programs, extended unemployment compensation pro-
grams.

And if we look at our experience in the last recession, when Con-
gress did this in the 1990’s, it cost $28.5 billion in Federal funds
in order to enact these programs, $12 billion of which was funded
by FUTA, which we will be eliminating in this proposal, and $16.5



14

billion of which was funded by general revenue which had to be off-
set.

We also believe that this proposal weakens State accountability
for performance. The bill does require States to determine what
they want to achieve and then report annually to the Governor.
There’s no requirement that these be comparable State by State, so
we could look at the country and see what the performance is.

Finally, looking at this bill in an era of more and more multi-
national corporations and global economies, we just have to wonder
if it makes sense to reduce our ability to respond as a nation by
reducing our Federal and national roles.

In terms of the administration, we think that in order to enact
reform and strengthen the unemployment insurance program, we
need to address three key issues:

The first one is recipiency, which Mr. Levin referred to earlier in
his remarks;

Secondly, recession readiness; and

Finally, administrative funding, which is where we agree with
the overall objective of H.R. 3684.

If we could look at recipiency for a moment, and we do have
some charts over here, which I've also made available to you, copies
for the record, you can see that those able to receive unemployment
compensation have been steadily trending downward, or eroding
since the 1950’s. It used to be about half unemployed workers who
could get unemployment insurance. Now, nationally, about 36 per-
cent can in 1990, and that’s what that chart shows you. In some
States, it’s under 25 percent, or only one in four unemployed work-
ers receive benefits.

If we could look at the next chart, we know, and studies have
shown, that this downward trend in recipiency has negatively im-
pacted the program’s ability both to help individuals with their eco-
nomic stabilization during periods of joblessness, as well as the
economy. And what this chart shows you is that post-World War
II, which is about 1945 there on the chart, you'll see that the squig-
gles, the up and down squiggles in terms of change in our Gross
National Product, were stabilized or smoothed so to speak. Before
that, the swings in our economy were much broader. And what
economists have agreed to is that the unemployment insurance pro-
gram, as well as other fiscal activities that have been taken, have
in part contributed to smoothing out the economic cycles in our
economy.

The second goal is recession readiness and what we’re concerned
about there is during the last recession in this country, in the early
1990’s, only nine States triggered on to extended benefits, which
caused Congress to act with a national program for all States.

Also, we're concerned about State trust fund levels, or solvency
levels. These levels are below where they should be in this recovery
of the economy, in our opinion, and we’re concerned that a large
economic downturn would cause major State borrowing.

And, finally, we believe that we need to pay attention to adminis-
trative funding which, again, is also the purpose of H.R. 3684.
Since Fiscal Year 1995, appropriations for the unemployment in-
surance program have remained static, and have not accounted for
increases in workload or inflation. The Employment Service fund-



15

ing has been steadily cut since 1984, hindering its ability to re-em-
ploy workers quickly. In 1997, States had to pitch in $200 million
of their own money and so we see evidence of this.

Our approach to reform is, therefore, in our budget request,
which the President set in motion. For 1999, we set in motion a
plan to reform the employment securities system. This is a two
phase strategy that we have put in place. The first phase is a bill,
H.R. 3697, which was introduced by Representatives Levin,
English, and Rangel to provide incentives to strengthen the unem-
ployment insurance program in these areas: recipiency, recession
readiness, and administrative funding; and to really provide a
down payment for further and larger discussions of how to perma-
nently reform this program.

H.R. 3697 would provide $20 million in each of the next three fis-
cal years for States to install an alternative base period. If every
State did this, this would help an additional 450,000 people to be-
come eligible for benefits today. Mostly, these are low-wage work-
ers and this would increase recipiency by 6 to 8 percent and start
reversing that trend that we saw on the first chart.

In terms of recession readiness, H.R. 3697 would prepare the Un-
employment Insurance Program for a recession. It would strength-
en the Extended Benefit Program by revising the program triggers
so that the program could respond during a recession.

And if we could look at the next chart real quickly, this will show
you that if the Adminstration proposed law was in place in the
1990’s recession, it would have cost the country a total of $7.2 bil-
lion and it would have triggered on in 29 States. Instead, the trig-
gers only happened in nine States, shown by that really skinny
color on the “current law” bar, and Congress enacted five exten-
sions of extended unemployment compensation for a total cost of
$28.5 billion. We believe that if the program was more responsive,
it would go on quicker, it would be more effective in the right
places, and it would cost less money.

We also provide incentives in this bill for helping to improve the
solvency of the trust fund. And, again, if we look at the next chart,
you will see a

Chairman SHAW. Ms. Kilbane, could you go ahead and wrap up?

Ms. KILBANE. Yes.

Chairman SHAW. You're about three times your five minutes
right now.

Ms. KiLBANE. Okay. Essentially, if I could just move on to the
end, basically we would also fix administrative funding by adding
some additional funds. And the bill also proposes to extend the
Self-Employment Assistance Program, which is due to expire De-
cember 8th—10 States currently have that program.

One of the issues that we have in both extended benefits and ad-
ministrative financing is return on FUTA. And if I could just show
our final two charts here, return on FUTA is more than adminis-
trative dollars. It also includes extended benefits and loans; it does
not include general revenue for emergency programs. If you would
look at, here’s an example, 1989, which was a pretty good economic
time for our country—almost every State got back less than 70 per-
cent of their FUTA dollars that they put in. But if you look a few
years later, just three years later, to 1992, when we were, in fact,
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in a recession, you will see that almost every State in the country
got back more than the dollars that it put into FUTA funding. We
need more administrative funding and we need more FUTA fund-
ing for extended benefits when our workload goes high, when the
economy goes down.

I would like to thank you for your time and this concludes my
formal remarks, Mr. Chairman.

[The proposed statement and attachments follow:]
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Mr. Chairman and Members of the Subcommittee:

Thank you for the opportunity to testify on the Employment Security Financing Act of 1998
(H.R. 3684) and its impact on the unemployment insurance (UI) program. There are several
significant issues that need to be considered in order to ensure that the Employment Security
system fulfills its mission in today’s changing economy and that it remains on sound financial
footing for the 21 Century. As I will discuss below, the Administration has proposed
legislation to begin to address some of these issues and initiated a broad dialogue on reform

of the Ul program.

As you know, the bill that is the focus of today’s hearing, H.R. 3684, was developed by the
Coalition for Employment Security Financing Reform, essentially to address administrative
funding problems. I applaud the bill’s overall objective to reform the funding structure of the

Employment Security system. The Department of Labor, however, has serious concerns about
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the proposal as well as important issues which should be addressed, but are not included in the

bill.

BACKGROUND

Before turning to H.R. 3684, I would like to take a moment to provide some background
information on the Ul program. Enacted over sixty years ago as a Federal-State partnership, UI
has been a major source of temporary income support for laid-off workers who are seeking work.
In addition, for over sixty years, the Employment Service (ES) program has served to assist
workers in finding new jobs. Since the advent of both programs, the economy has changed, the
workforce has changed, the workplace has changed and the way we work has changed, affecting
both workers and businesses. Research suggests that these changes may be impacting the Ul

program in unanticipated ways.

Ul coverage has expanded so that 97 percent of all wage earners are now covered by the UI
program. However, Ul recipiency has been declining, which means that a lower percentage of
the unemployed receive benefits. Research attributes the decline in recipiency to a number of
factors. Changes in the labor market, such as geographic shifts and sectoral shifts from
manufacturing to the services sector, are part of the explanation. But State law changes that
testrict program eligibility and lower wage replacement rates also play a role. Declining
recipiency means that the UI program has lost some of its effectiveness as an automatic

sconomic stabilizer.
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Despite these declines in Ul recipiency, research indicates potential financial problems in the UI
system. Projections show that State borrowing during the next recession will be much higher
than it was in the 1980's because of relatively lower State trust fund reserves. Now, while the
economy is strong and unemployment is low, is an opportune time to reform and strengthen the

UI program.

'KEY ISSUES
Reform is needed to strengthen the Ul program in three (3) key areas: recipiency, recession

readiness, and administrative funding.

Recipiency -- The recipiency rate for unemployment compensation has dropped from 49% in the
1950's to an average 35% in the 1990's and is below 20% in some States. That means that the
program is currently serving proportionately fewer unemployed workers than in the past. This
harms the program’s ability to help workers who have lost their jobs, as well as weakens its role

as a stabilizer in the economy.

Recession Readiness -- Recessions are experienced at the State and Regional levels and the Ul
program should work effectively at those levels. However, during the last recession, only nine
(9) States “triggered on” to the Extended Benefit (EB) program -- the program established to
provide additional benefits during periods of economic downturn. State trust fund levels, which
are the amount of funds States have available to pay benefits, are also a concern. Even though

we now enjoy a period of very low unemployment, estimates show that an economic downturn of
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the magnitude of the 1980-82 recession could result in $20-$25 billion of State borrowing of

Federal funds to cover Ul benefits.

Administrative Funding -- Funding for the Employment Security system has been steadily
declining. Since fiscal year (FY) 1995, the UI appropriation has remained static, ignoring the
increased costs of inflation and workload growth associated with increases in the number of
subject employers and growth in the civilian labor force. Consequently, activities that are needed
to preserve the integrity of the Trust Fund are curtailed. These include prevention. detection, and
collection of benefit overpayments, as well as tax audits and collections of delinquencies. The

reduction of these activities costs the Trust Fund approximately $160 million per vear.

The Employment Service (ES) has also experienced steady cuts in funding. Since 1984, when
adjusted for inflation. Wagner-Peyser grants to States to provide job finding and placement
services to Ul claimants and other job seekers have been reduced substantially. Among other
impacts. this affects services to help unemployed workers return to work quickly, contributing to
a higher average duration of unemployment (14.8 weeks) during this good economy and to a
higher rate of exhaustion (33%) of benefits than is typical at this stage of the economic cycle.
The Administration’s approach has been to increase funding to the system through one-stop
grants. States have attempted to compensate for the under-funding by supplementing Federal
funding of the Employment Security system with approximately $200 million in FY 1997, about

$89 million for UI and approximately $111 million for ES.
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These issues and program trends indicate that it is time to address both funding and program

reform to ensure that the fundamental principles of the Ul program are met.

UI PRINCIPLES

The major components of the Ul program involve payment of benefits, funding of benefits, and
administration of the program. Accordingly, a fundamental principle of the UI program is that
benefits should provide an adequate economic cushion while recipients search for suitable work.
For the program to provide macroeconomic stabilization, these benefits must be available to a

sufficiently large portion of workers who lose their jobs.

A basic benefit funding principle is that the UI program be self-financing. This means that funds
should be accumulated during periods of economic growth so that they will be available to pay
benefits during economic downturns. This self-financing principle also has a Federal
component. Federal Ul taxes build up balances to pay the Federal share (50%) of the EB
program and to provide repayable advances to States that have become insolvent. In both cases,
Federal funds are available to all States without regard to how much Federal tax the employers in

a State have paid.

In terms of program administration, States and the Department of Labor share responsibilities.
Each State operates its UI program in accordance with its law, but State law is required to
conform with certain basic provisions of Federal law. Administrative funding for the Ul

orogram and 97 percent of funding for ES programs comes from Federal Ul taxes. Congress
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appropriates administrative funds which are allocated based on individual State needs without
regard to the amount of taxes paid by the employers in a State. Federal Ul taxes also pay Federal

administrative costs.

COMMENTS ON H.R. 3684

I would like to turn to our concerns with H.R. 3684. The stated primary purpose of the bill is to
remedy insufficient funding of Employment Security programs by Congress. [ certainly agree
that the States should be fully funded to provide adequate services to job seekers and employers.
The solution proposed -- transferring the funding from Congress to the States -~ does not
guarantee full funding, however. Transferring the appropriation authority from one body to 53
legislative bodies does not, by itself, provide full funding and may exacerbate the problem. This
is of special concern for both the Veterans’ Employment and Training (VETS) program, which
relies on these funds to provide special veterans’ employment services, and the UI program
regarding workload funding. Most State legislatures meet for only a portion of a year and six
meet on a biennial schedule. This makes it difficult for States to respond quickly to changes in
workload caused by an unforeseen economic downturn (or even unemployment caused by a large
natural disaster) and could cause serious funding shortages at a time when they can least be
afforded. In addition, this approach undermines the insurance principle of the program that funds

are to be pooled into a unified account and distributed based on workload -- not on taxes paid.

The bill would also transfer the responsibility for collecting Federal Unemployment Tax Act

taxes, known as FUTA taxes, from the Internal Revenue Service to the States, effective calendar
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year 2000. The tax would remain a Federal tax, with the States acting as agents for the Treasury
Department on a contractual basis. We do not believe that having States collect Federal revenue
and having their legislatures appropriate Federal dollars with no required guidelines or standards
is the best option for funding administration of these programs. The absence of guidelines and
standards would seem to run counter to the Congressional emphasis on performance in the
Governmental Performance and Results Act (GPRA). The Department’s Ul dialogue has begun
to identify a variety of alternative approaches to address the administrative funding issue such as:
switching the funding to the mandatory side of the budget; creating a permanent adjustment of
the caps on the discretionary side of the budget to accommodate the changing needs of the
Employment Security system; or if the States are to be responsible for administrative funding,
combining State UI-ES administrative tax with the State benefit tax, reducing but maintaining
the FUTA tax for Federal purposes. Each of these alternatives has advantages and
disadvantages, and we expect further examination of these and other alternatives through the UI

dialogue.

The bill calls for a wholesale restructuring of the Unemployment Trust Fund, effectively
oreaking the current Employment Security Administration Account into 53 State accounts. A
1ew Federal administration account would be established for the Secretary of Labor, with
‘unding limited to 2% of FUTA collections. This would be $70 million less than the current
unding level of approximately $195 million (a 36% cut) for Federal administration of UI, ES,
VETS and Bureau of Labor Statistics (BLS) oversight, and funds for State collection of labor

narket information. If the Secretary’s obligations remain substantially the same, this option
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would not allow the Department of Labor to continue to administer the programs responsibly.
Furthermore, it is unclear whether the bill would maintain the current arrangements for carrying
out cooperative statistical programs through the BLS since, in addition to the funding reduction,
the bill appears to authorize these activities separately at the Federal and State account levels.
Any such restructuring of the UI Trust Fund appropriation to the BLS could effectively terminate
or radically change the National Labor Market Information program. The current trust fund
arrangement supports the production of some the Nation’s most important economic indicators
of employment and unemployment. This includes, among others, the Current Employment
Statistics survey which is designed to provide industry information on employment, hours, and
earnings data used to produce the monthly Employment Situation Report for the Nation, States,

and metropolitan areas.

The Extended Unemployment Compensation Account, the current source of funds for the
Federal share of EB, would be eliminated by the bill, as would the Federal partnership in the
program. The EB program, established to provide additional benefits during periods of
economic downturn, would be funded and administered independently by each State. There
would be no special funding mechanism for these benefits. Since the proposal would not reform
the EB program, Congress could be faced with enacting special emergency unemployment
compensation (EUC) in the event of an economic downturn. In the last recession, the Federal
EUC costs were $28.5 billion -- of this amount, $12 billion were funded by FUTA and $16.5
billion were funded by general revenues. The FUTA funding would no longer be available to

Congress.
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Lastly, the proposal weakens State accountability by requiring States to individually determine
performance and report to their Governors. The proposal stili requires the Secretary of Labor to
review and certify that States’ laws conform and activities substantially comply with Federal
requirements. Because the bill removes State administrative funding from the Federal
government, there are no sanctions that can be imposed on State governments for
noncompliance. Only the employers of a noncompliant State would suffer any consequences if a
State failed to meet the requirements of the law. Failure of a State to meet the requirements for
certification would result in a loss of credit against the Federal tax for employers in the State.
This would place a State in the peculiar situation of charging employers a higher Federal tax --
6.2% (6% after 2004) rather than 0.8% -- for a condition that the State itself caused. In the spirit
of GPRA, Federal performance standards should be considered to ensure that a viable national
economic security system is in place for the country while providing States flexibility to tailor

the programs to their individual economies.

In summary, I agree that the administrative funding mechanism for the Employment Security
program is in need of repair. However, I do not believe that transferring funding from Congress
to the States achieves full funding or other necessary reforms of the program. We believe a
reform bill should also address the most fundamental principle of the UI program, that is the
assurance of adequate benefits for a sufficiently large number of job seekers. For instance, the
recipiency rate for unemployment compensation is not addressed in the bill. In addition, a
reform bill should address trust fund solvency goals and bolster the EB program -- elements that

are essential to assure that the program responds adequately to economic downturns.
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THE ADMINISTRATION’S APPROACH TO REFORM
With the issuance of the President’s FY 1999 budget request, the Administration set in motion a
reform of the Employment Security system. Due to the complexities inherent in a major reform
effort, the Administration is pursuing a two-phase strategy. The first phase is comprised of a
legislative, as well as an appropriations component. The funds requested in the FY 1999 budget
are designed to provide full-funding for the Ul program, while a long-term solution to the

administrative funding problem is developed.

The Administration has also proposed legislation, H.R. 3697, introduced on a bipartisan basis by
Representatives Levin, English and Rangel, that represents an important step toward addressing
the issues confronting the Employment Security system. This bill would provide incentives to
strengthen the Ul program in the areas of recipiency, recession readiness, and administrative
funding and is a “down payment” toward more comprehensive reform. The major components

of H.R. 3697 are:

Recipiency -- H.R. 3697 provides incentives to States to voluntarily implement administrative
systems that will make the program more accessible to low-wage workers. In each of fiscal years
1999, 2000, and 2001, $20 million will be available to reimburse costs to States to implement
alternative base periods. An estimated additional 450,000 low-wage unemployed workers could

be helped annually if all States adopted an alternative base period.
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Recession Readiness -- The Administration’s bill would enhance the Federal-State Extended
Benefit program by revising program triggers to make the program more responsive during a
recession. H.R. 3697 also provides an incentive -- in the form of a Reed Act distribution -- to
encourage States to voluntarily improve the solvency of their unemployment trust funds
accounts. Currently, 22 States have reserves below the target level recommended by the
Advisory Council on Unemployment Compensation as necessary to ensure States have sufficient
funds to pay benefits during periods of high unemployment. Inadequate trust fund account
balances could cause States to take actions such as increasing taxes, reducing beuetits, or taking

out interest bearing loans in the next recession as some have been compelled to do in the past.

Administrative Funding -- The bill proposes the installation of a temporary mechanism to

strengthen State funding for administration of the UI program through a special distribution to
fill the funding gaps between the calculated need and the appropriated amount resulting in full
funding for FY 1999-2003. This is a temporary “fix” only. A long-term solution is needed for

the under-funding problem, and this will be focused on in the upcoming dialogue.

In addition, H.R. 3697 proposes to extend for ten years the Self-Employment Assistance (SEA)
Program, which is due to expire December 8. SEA -- which gives greater flexibility to Ul
claimants by allowing them to receive unemployment compensation while becoming self-
employed -- has been adopted by ten States and has proven to be a useful tool for States to assist

certain unemployed workers create their own jobs by starting small businesses.
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The second phase is a national dialogue which will engage all interested parties -- including
Congress, workers, employers, State governments and Federal agencies -- in an effort to work

through a broad range of issues. The following questions will be discussed:

. how well is the Employment Security system fostering individual economic adjustment,
. how well is it serving as a macroeconomic stabilizer,

. is the financing structure financially sound in terms of meeting core insurance principles,
. how well is the benefit financing structure working with respect to its efficiency, equity,

and incentives, and
. how well does the administrative funding component work?
The UI program is an American success story -- working efficiently in good times and bad, as it
helps millions of workers annually. We need to be sure we are on the right track to maintain this
successful program and strengthen the nation’s economic infrastructure in the coming
millennium. Therefore, during the coming months, the Administration will hold public hearings,
and meet with interested parties across the nation to receive input toward the resolution of these

issues.

This concludes my formal remarks. I appreciate the opportunity afforded me to speak to the
subcommittee and look forward to working with you, the States, and all other stakeholders who
share with the Department of Labor the ultimate goal of reforming and strengthening the UI

program.



CHART 1

ive Year Averages

1ve

Annual and F

IUTU Ratios

1948 to 1996

[
=]

|
-
|
r
L
-
—
4 -
RIS ;
0);“,’ H
*; -
’nll‘ L
!‘ -
L ] L
'lll T lllll‘ —
’“””,.\nan ‘C
,'.’,’,',.L',',,',',',Luuo,,ﬁ — !
I
< < < <
U el < on (@]

JuowAordwaup) Jo 1uadIe g

60 65 70 75 80 85 90 95

55

48 50

IUTU - Centered 5 Year Avg

TUTU - Annual Ratio




Cch

Change in Real Gross National Product

CY1910*-1996, based on 1992 dollars

30

1995

dND ur 28uey)) JU00Id [eNUUY

910 1915 1920 1925 1930 1935 1940 1945 1950 1955 1960 1965 1970 1975 1980 1985 1990

-15.9

Recessions noted by shaded bands

US Dept of Commerce
* Pre 1929 GNP figures have been discontinued as part of the official GNP time series, and are based on 1982 dollars.

Source



a1 ] on=

me] pasodoig MET JUaLIN)

SUoIId$

€661 - 0661 AD
me pasodord sa meT uaun)) :uosuedwo)) 1500 JJouUsg pIpuUANXY

€ IFvHOD



32

SIMVIAVIOASN *4q paredald
(TR Mg, — GO ——— -

189X TessI

874 o
grrrrr 01

0
ot

-0z

0¢

s

AR R

- 0v

- 0S

71!

sofem [RI0L %

09
suonTig §

OLIBURDS UOISSI9Y 78-18/0861
spun,f }snig, 91ei§ 19N Jo smeis payosforg



33

AONIATY TYIENID SHANTOXE

%001 ey soears [l
%00} pue

%0. ussmieg %

%0L vey sse [

~

6861 Ad
pauJN}ay SlUNOWY "SA SUOI99|[0D VINS

n



34

HONHATY TVHENED SIANTOXHE

%001 ueyioears

%00} pue
%0/ Usamjag

%0L ueyy sse, ]
4

pauJn}ay sjunowy "SA SUollo9||0D V1N

9L

c66l Ad

)



35

Chairman SHAW. Ms. Kilbane, we've seen all the charts and
we've seen the maps and we know the amounts of money and what
happens in a recession and what doesn’t, and I think through both
of those years, I've been serving in the Congress, but the question
remains that some $6 billion has been paid in and about $3.5 bil-
lion have paid out. Where’s the money? Where does it go?

Ms. KiLBANE. Well, first of all, we agree that we do need to get
more administrative funding back to the States. Currently, as you
mentioned

Chairman SHAW. Don’t tell me, don’t answer the question as to
where we're going. If you could tell us what happened? I'm just
asking for the history? What happened to the money? The only way
we’re going to keep history from repeating itself is to find out what
happened.

Ms. KiLBANE. The money is retained in the Federal accounts.
The Federal accounts are three. Theyre for three purposes: admin-
istration of the program, Federal loans, and for extended benefits.
Now, we don’t need the Federal loans and extended benefits when
times are good, but we do need to build up those accounts. Cur-
rently, there’s $18 billion balance in the Federal loan accounts,
which is where these balances are going and so they’ve been build-
ing up over the last few years.

Chairman SHAW. Well, do you think that it’s necessary to build
them up to that extent?

Ms. KiLBANE. Well, as I mentioned——

Chairman SHAW. I mean, at some point, don’t you think we
ought to maybe get rid of that temporary tax, .02 percent?

Ms. KiLBANE. I think to the extent that we don’t need the taxes
that we shouldn’t collect them. But I also think that we want to
run an insurance program——

Cl:)lairman SHAW. Can I take that as the administration’s posi-
tion?

Ms. KILBANE. I'm sorry?

Chairman SHAW. Can I take that as the administration’s posi-
tion, that as long as you don’t need it, you shouldn’t collect it?

Ms. KiLBANE. Right. And the administration’s position is that we
should have an actuarially sound trust fund, including the Federal
accounts. In the last recession——

Chairman SHAW. The $18 billion——

Ms. KILBANE [continuing]. We went through $28.5 billion.

Chairman SHAW [continuing]. Is that going in to make up part
of the surplus that the administration and the Congress are brag-
ging about so much? What’s in that account, does that go in the
unified budget?

Ms. KILBANE. It goes into the unified budget, that’s right.

Chairman SHAW. So there’s about $18 billion, another $18 bil-
lion, we’re finding out that’s in the trust fund that we really
shouldn’t be calling part of the surplus. So, as I take it, the way
you’ve answered my question, in that, unless there’s some actuarial
re?ason to keep that .02 tax on there, that we ought to get rid of
it?

Ms. KiLBANE. I think that’s correct, but I think the administra-
tion’s position is that at this point, actuarially, we need to make
sure that those accounts are built up to cover a downturn.
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Chairman SHAW. What amount is necessary?

Ms. KiLBANE. Well, the administration has put forward an exten-
sion of the two-tenths through the year 2007, but we are also ex-
pecting that the Reed Act would——

Chairman SHAW. Wait a minute, the administration thinks that
that two-tenths should stay in until the year 2007?

Ms. KiLBANE. That’s the current law.

Chairman SHAW. I mean, do you think that’s what it ought to be?

Ms. KiLBANE. We are anticipating in the year 2003 that the Reed
Act distributions would reduce those Federal accounts by spilling
over excess administrative funds to the States, and we think that
that’s the proper way of taking care of that.

Chairman SHAW. Does that $18 billion that’s in the surplus fund
account for most of the imbalance of what’s paid in compared to
what comes out? I mean this is, I don’t know of any program that
crazier than this as far as the imbalance of the monies. This isn’t
just a question of socking the employer, this is part of the employ-
ees’ compensation, so I think we need to put this on the right
plane. This is part of the compensation paid to labor today. So this
is not a big business issue any more than it is a big labor issue,
and it’s one that I think jointly we should address and do some-
thing about. And if the monies are not necessary and if we’ve got
these huge surplus funds, let’s give the guy a break.

Ms. KiLBANE. Right, and, Mr. Chairman, I guess I would say that
the administration does not agree that the funds are not necessary.
We think that we need to, just like a private insurance
company——

Chairman SHAW. I'm just talking about now just the .02 percent.

Ms. KiLBANE. Well, the .02 percent is part of the overall FUTA
funds that goes to build the Federal accounts, and as those two
charts (charts 5 and 6) show that when——

Chairman SHAW. Well, let’s cut it short

Ms. KILBANE [continuing]. You hit an economic downturn, you
need more money.

Chairman SHAW [continuing]. Where should the surplus fund be?
When are we going to stop, at $25 billion, $30 billion, what do you
think is reasonable?

Ms. KiLBANE. Well, the analysis

Chairman SHAW. It’s $18 billion now.

Ms. KiLBANE. The analysis that we did last year when the two-
tenths was continued showed that if we hit an economic downturn
like the 1980’s, we would end up—States would end up borrowing
somewhere in the neighborhood of $25 billion, and we would also
be paying extended benefits. And so we didn’t think that $18 bil-
lion, at that time, looked like too much money, nor do we now. I
don’t have a magic figure off the top of my head. We look at the
percentages of the caps as in relation to our past experience with
recessions.

Chairman SHAW. Well, do you think you could supply this com-
mittee with what would be a reasonable figure, according to the ad-
ministration, to be put in this trust fund?

Ms. KiLBANE. We'll give you whatever we can give you——

[The following was subsequently received:]
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A simulation shows that approximately $25 billion is needed in the Federal ac-
counts right now in order to remain solvent in the event of a 1980s-type recession
in the near future. The necessary balance will grow in future years as growth in
the labor force and in wage levels causes potential recessionary outlays to increase.
This estimate assumes that the changes to the Extended Benefit program proposed
in H.R. 3697 will be implemented. It should be noted that the extended benefit ac-
count was also used to fund the Emergency Unemployment Compensation program
in the last recession.

Chairman SHAW. Now, this trust fund is this—this trust fund
really is a fiction though isn’t it? I mean, is there actually money
in it? It’s just an account isn’t it?

Ms. KiLBANE. Well, my understanding is that all trust funds are
part of the unified Federal budget.

Chairman SHAW. Yes, they’re all fraudulent. There’s no money
out there is there? [Laughter.]

Ms. KILBANE. I didn’t create the trust fund. [Laughter.]

Chairman SHAW. We couldn’t go write a check on the trust fund
so what we’re really looking at, even though we can put that into
the trust fund and say, “Hey, it’s out there for a rainy day,” there’s
really no money. And what will be today will come out of the deficit
of tomorrow, if it’s needed to be drawn down, isn’t that correct, be-
cause it’s all in the unified budget?

Ms. KiLBANE. My understanding is that that’s correct but it is
still part of the trust fund and the balance is like other trust funds,
my understanding is, are tracked separately.

Chairman SHAW. Well, I can tell you that if lawyers would all
treat their trust funds like the United States Government did, we
wouldn’t have any more lawyers because they’d all be in jail. And
I think that’s something that we ought to really be thinking about.
We're setting up these fictions and that’s—we need to take care—
and I'm all for pay-as-you-go, but this is no pay-as-you-go, this is
a fiction.

Ms. KiLBANE. Well, I think that

Chairman SHAW. It’s stealth. It’s not out there. It’s just some-
thing we talk about. It’s a feel good type thing but what it is is
we're just taxing the hell out of the employer and the employee in
order to build up something that will make our surplus look good,
and it has nothing to do with the trust fund because it’s not a trust
fund.

Ms. KiLBANE. Well, and I think that the administration, from our
perspective, in launching a broad dialogue on reforming the unem-
ployment insurance program, which I have also brought copies of
our complete paper that was released today, would hope that we
could get into all areas of how do we fix this program? And, cer-
tainly, to the extent that we would get into a broader discussion
about trust funds, or how to fund it, or where to fund it, where to
shift the funding to, we would see that as being a better way of
approaching this issue.

Chairman SHAW. Okay. Mr. Levin.

Mr. LEVIN. Well, I think that last exchange has been useful and
we need to trace what’s happening with the Federal monies.
They’re part of the unified budget, all the trust funds are. I don’t
think that makes them fraudulent. We have a highway trust fund,
an aviation trust fund, and there is some sense of obligation as to
the use of those monies. And, in a sense, it’s a fiction, it isn’t a




38

trust fund in a strictly legal sense. It is, I think, however, some-
thing that has some meaning to it. And I've been one who has sug-
gested we don’t spend the surplus because it essentially exists be-
cause of the inflow from Social Security compared to the outflow.
I don’t think that means that it’s a fraudulent system.

But, most importantly, I don’t see why that means we should
simply throw all of this into the States and have a—if that’s true,
let’s have a 50 State unemployment comp system. The trouble with
that is what do you do when there’s a recession? And there’s a re-
cession in some States, not in others? We talk about the flow-in
being greater than the outflow and we have this surplus, and this
is a complicated—I once sat through a long explication of the three
trust funds, it’s very complicated. And, perhaps, we can simplify it.
But it turned out in the 1980’s, we did not have enough money to
pay for extended benefits and we, as a result, had to dip into the
general fund, isn’t that true?

Ms. KILBANE. Yes, Mr. Levin, that was in the 1970’s recession
and that’s the reason that the two tenths, temporary tax was put
on.
Mr. LEVIN. Oh, so in the 1980’s, when we had the recession, and
I remember the fights we had relative to Pennsylvania and other
States that were in difficult positions and had trouble using the
laws, we amended it, and the triggers did not really help, we had
tens of thousands of unemployed workers who had exhausted their
benefits and simply, through no fault of their own, could not find
a job. And I think it would be interesting for us to get a break-out
of which States are in trouble in terms of administrative funds and
which States are in trouble in terms of solvency. I think it also
would be interesting to compare the benefits that are paid State by
State, and to look at the recipiency rates State by State. They vary
substantially, don’t they?

Ms. KILBANE. Yes, there’s a wide-range, like between 20 percent
and 50 percent on recipiency, for example.

[The following was subsequently received:]
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Mr. LEVIN. My guess is that some of the States that are pressing
for devolution are States that have very low recipiency rates and
what it means when you have low recipiency rates is that some of
those workers go to other States. So I hope we can take an objec-
tive look at what’s going on. This is a very mixed system. It’s a
partnership but a very mixed system.

But what would happen if we just said to every State, “Do your
own unemployment comp?” Give them all the administrative, just
tax your own employers.

Ms. KIiLBANE. I think that our position is that we should take a
look at this as a Federal/State system, that there are national
issues, that we do have a global economy, that recessions happen
in regional pockets, not just State by State, and that we should
agree on what we want to achieve as a Federal/State system and
make sure that we've got at least some standards or goals laid out
and then proceed with making sure that we’re funding it ade-
quately.

Mr. LEVIN. Why have any standards? I mean, right now it’s a
very mixed, I think you could argue, even a mixed-up system.
There are standards but there are very different levels of eligi-
bility, of benefits, why not just let every State do what it wants?

Ms. KiLBANE. Well, I think that our concern would be that we
have had a very successful, in the past, economic safety net for this
country, which has involved a Federal/State partnership. And if
you look at, for example, the Macroeconomics Stabilization Chart
(chart 2) and the contributions that we’ve made to smooth some of
the recessions that we’ve had, that it’s important to keep that Fed-
eral/State partnership in place.

Mr. LEVIN. I think the answer is that if every State did what
they wanted, it would mean that some of them would simply shuf-
fle the responsibilities to other States and people would move dur-
ing recessions, or they would try to move, and then we would end
up with national economic emergencies where the Federal Govern-
ment would have to bail out States that did not meet their respon-
sibilities, and we would have an unemployment system somewhat
like we have a hurricane system. And the Federal Government
would end up as the payer of last resort, with States coming here
and pleading for help. And the unemployed would be left, talking
about a hurricane, high and dry.

Thank you.

Chairman SHAW. Mr. McCrery.

Mr. McCRERY. Thank you, Mr. Chairman. Before I ask a couple
of questions, I want to join Mr. Jefferson in welcoming the State
of Louisiana’s Secretary of Labor, Gary Forrester, who’s not testi-
fying but he’s here observing today. Welcome, Secretary Forrester.

Let me just try to clear up this trust fund concept. I think “actu-
arially sound” is maybe a good phrase but let’s examine what that
means. You say there’s about $18 billion in the trust fund. Where
is that $18 billion? Where is it kept?

Ms. KiLBANE. Well, it’s part of the unified budget, the $18 billion
in the Federal accounts is kept as part of that account, as part of
the unified budget.

Mr. McCRERY. Is there any cash in the bank so to speak for that
trust fund?
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Ms. KILBANE. Again, my understanding of how Congress has set
up a Federal unified budget is that all trust funds are part of it,
and that for trust funds, you account for the funding separately so
that you know what’s there for those purposes.

Mr. McCRERY. Sure, it’s accounted for separately but the fact is
there’s no cash in the bank in the trust fund. It’s all I-O-U’s. It’s
Federal securities. And there—it’s the safest I-O-U in the world
but it’s an I-O-U, it’s paper. So if we were to have a recession and
there would be a call on this supposed trust fund, there wouldn’t
be any money there would there? You'd have to get the money from
current revenues, and you’d use those current revenues maybe to
redeem the I-O-U’s. Big deal. You still have got to find the cash.
You've got to find it from current revenues. So what’s the difference
if we've got a paper trust fund or not? It doesn’t make any dif-
ference as a practical matter.

So, I think this is all a fiction we’ve been talking about this trust
fund. And the chairman is right. If we’re collecting more money
than we need to finance the system, let’s don’t collect it knowing
that someday we’re going to have a recession, we’re going to have
to make accommodations for that expenditure, as we have in the
past, probably with deficit-spending, and be done with it. But let’s
not have this fiction and create this need, this supposed need for
more taxes. And that’s all we’re doing.

And so I think the chairman’s legislation is perfectly correct in
saying let’s give the .02 percent surtax back and then the next time
we have a recession and we have to spend a bunch of money,
maybe we can create another surtax to repay ourselves but let’s
don’t do it when we don’t have to.

Have Federal unemployment taxes ever gone down to your
knowledge?

Ms. KIiLBANE. No, not to my knowledge.

Mr. McCRERY. Have they gone up?

Ms. KiLBANE. Well, by two-tenths of a percent, that’s correct.

Mr. McCRrERY. That’s all since the first

Ms. KILBANE. Yes.

Mr. McCRERY. Just two-tenths of a percent? Under the chair-
man’s bill, employers under

Ms. KILBANE. Can I clarify that?

Mr. McCRERY. Yes, please?

Ms. KiLBANE. The tax base has gone up, has increased, the Fed-
eral tax base over the years.

Mr. McCRERY. Yes, and taxes have never been cut nor has the
base been reduced.

Ms. KIiLBANE. The base is currently $7,000.

Mr. McCRERY. Right. And it’s gone up from the initial base, it’s
gone up.

Ms. KILBANE. From the initial base, that’s correct.

Mr. McCRrERY. Right. Under the chairman’s bill, employers would
file four unemployment tax payments per year, one consolidated
Federal/State payment each quarter. Now the current system re-
quires eight filings. The administration’s Fiscal Year 1999 budget
proposal would require 24 tax filings. Is that still the administra-
tion’s position?
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Ms. KiLBANE. That is in the administration’s request, that’s cor-
rect.

Mr. McCRERY. If you were an employer, which would you prefer?

Ms. KiLBANE. If I were an employer, I would probably prefer the
former.

Mr. McCRERY. Then I suggest we try to find a way to make it
easier, not harder, on the employer and just use common sense. If
we can collect the same amount of money through an easier sys-
tem, with a consolidated filing, let’s work together to try to find a
way to do that.

Thank you, Mr. Chairman.

Chairman SHAW. Mr. Jefferson.

Mr. JEFFERSON. Thank you, Mr. Chairman. I would also like to
recognize our Secretary of Labor, who I had a chance to meet with
this evening—this afternoon, as I'm sure Mr. McCrery did, we used
to serve together in the State legislature. Good to see you here, sir.

This is a rather complicated problem we have on our hands and
it’s not necessarily made more simple by the solutions that are of-
fered today.

I'm concerned about the issues you raised about the lack of guar-
antees, particularly with respect to the lack of guarantees with re-
spect to what States will do with the money if they were to receive
it. Would they establish trust funds of their own, or would they use
the money for some other related purpose, for State administration,
for something else, I don’t know. And isn’t there reason to require
trust funds? After all, we all could hear that there isn’t one, but
are we then going to put ourselves in the same position on the
State level to say that there may or may not be one.

That’s a concern which you raise. Do you see how that concern
can be addressed in the context of the bill Mr. Shaw offers, or is
it something that we can’t remedy in the context of his legislation?

Ms. KiLBANE. Well, I would think that what the administration
was hoping to do by putting forward the dialogue paper was to dis-
cuss all of these—the proposals included in H.R. 3684, as well as
other ways to look at it, including maybe putting performance
standards in place a la GPRA or other ways of guaranteeing that
we maintain a Federal/State system, even if we restructure it and
reform it, and completely change the way we’ve done business. I
mean, maybe we should take our trust funds out of the Federal
Uniﬁgd Budget to resolve some of the other issues that have been
raised.

Mr. JEFFERSON. You speak of a lack of a guarantee with respect
to the States responding quickly, either in the case of an economic
downturn or in the case of, I think you described it as, an emer-
gency. Is this because based on our experience in doing this sort
of thing or they might have different setups State by State?

I guess my question is, is this something that can be fixed, and
if it 1s, if it can be, how can it be fixed in the context of this legisla-
tion? Or is it something that you have to worry that each State is
going to have to develop some capacity to do?

Ms. KiLBANE. We believe that the legislation that we have pro-
posed through Representatives Levin, English, and Rangel would
put forward a target for solvency, for example; that States would
have to work toward having at least one year of benefit payments
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at the average of a high three bad years, and that that would help
in terms of having a goal, where we could have States work toward
that.

The other is, of course, without any goals the results could be
underfunding the program, which then costs more money during a
recession. What we know is that, if we have to borrow money, we
raise the taxes on employers during a recession.

Mr. JEFFERSON. Our Labor Secretary talked about the need for—
at least with me he did—for more administrative money on the
States’ part out of these funds. Does Mr. Levin’s legislation address
this issue? And does it address it right now?

One matter that he was concerned about was, whatever you do,
he wanted it to be done fairly quickly. The idea of having it done
in 2003, or whatever, seemed an idea which is too distant for him
to get his arms around, because he thought basically, who knows
what by 2003—that’s too far out to make much of a plan for. Even
for his own career plans it’s too far out.

So the idea is, if we're going to do something, why does it take
us that long to do it, and does Mr. Levin’s bill address this issue
in a more timely way?

Ms. KiLBANE. Yes. H.R. 3697 would make sufficient funds avail-
able for unemployment insurance this year, 1999, as well as for the
next four years. This is a temporary funding fix, until we can work
on a more permanent one, which is what we would like to see
through the dialogue and through the coalition proposal.

Mr. JEFFERSON. Could we move toward a solution not so much
that would take away the Federal/State partnership, like perhaps
Mr. Shaw’s appears to do now, but that would address some of the
concerns that he has in great detail and at the same time keep this
partnership going, and use Mr. Levin’s approach as a temporary
one, a kind of a bridge one, until we can make more changes that
will be in place over a longer period of time?

Ms. KiLBANE. Yes, exactly. We believe that these bills could—
that they’re not competing bills; that one takes place in the next
five years and one is a more permanent reform that becomes effec-
tive subsequent to the five-year window.

Mr. JEFFERSON. Thank you, Mr. Chairman.

Chairman SHAW. Thank you. I would just like to comment with
regard to the year 2003 the problems are budgetary because we'’re
using this stealth surplus which goes into the stealth trust fund as
a budget problem. It creates a budget problem because of the Uni-
fied Budget. And that’s the problem, and that’s the reason why it’s
got to—we’ve got to work with those type of years.

Mr. JEFFERSON. This $20 million, Sandy, there’s a figure in
your—I missed it here—that you appropriated this year for dis-
tribution to the States. How much money? It can’t be $20 million.
What’s the number, Sandy, we're dealing with?

Mr. LEVIN. There’s $106 million for administrative funds and
about $20 million for low-income workers.

Mr. JEFFERSON. Oh, that’s what I'm thinking about.

Mr. LEVIN. If I might use your time, Mr. English is next, and
then I just want to ask a quick question, Mr. Shaw.

Chairman SHAW. Mr. English?
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Mr. ENGLISH. I'm happy to yield to the gentleman from Michi-
gan.

Mr. LEVIN. No, go ahead. I just wanted on the FUTA tax to just
be clear, so I'll ask it, if I might. What bill extended the two-tenths
of 1 percent to the year 2007, do you know?

Ms. KiLBANE. It was the Balanced——

Mr. LEVIN. It was the Balanced Budget Act?

Ms. KILBANE [continuing]. The Balanced Budget Act last year.

Mr. LEVIN. It was the Balanced Budget Act

Ms. KiLBANE. That’s right.

Mr. LEVIN [continuing]. That I think most people on this panel
voted for.

And the bill of Mr. Shaw would extend it until when?

Ms. KiLBANE. Until the year 2004.

Chairman SHAW. Sandy, I would like to point out that the Presi-
dent made that as a condition for his signing the bill. That was the
reason it’s in there.

Mr. ENGLISH. I'll reclaim my time, if that’s

Mr. LEVIN. I think you’d better. [Laughter.]

That’s why I hesitated to raise it during your time. I hope the
Chair will give you a full 5 minutes. [Laughter.]

Mr. ENGLISH. No, no, I'll be fine. Mr. Chairman, I'll keep my
questions relatively brief, but I want to ask a couple of specific
questions, Ms. Kilbane.

One, could you elaborate on your concerns of the effect that devo-
lution or the chairman’s approach to devolution might have on the
vets’ program?

Ms. KiLBANE. Well—our vets’ organization believes that the way
the bill is written would put the responsibility for funding this pro-
gram at the State level, and they have concerns that States could
independently make decisions to reduce services to veterans by re-
ducing funding for veterans.

Mr. ENGLISH. I think that’s a legitimate concern, and it’s one
that I don’t think is necessarily fatal to a significant overhaul of
unemployment compensation, but certainly it’s an issue that I
think would have to be addressed as part of an overhaul of unem-
ployment compensation.

I wonder, under the bill that the chairman has proposed, what
options would the Federal Government have to impose sanctions
for noncompliance on States?

Ms. KiLBANE. The Federal Government currently has two ways
of imposing sanctions for noncompliance. The first one is that em-
ployers in States that are noncompliant lose their offset credit re-
duction. So their taxes would go from .8 percent to 6.2 percent.

The other method we currently have is we can withhold adminis-
trative grants from States under Title III Social Security Act. We
would lose that under this bill because we would no longer be in
the grant-making business, but we would still be in the business
of being able to basically enforce it on employers through loss of
their offset credit.

Mr. ENGLISH. In your view, from your recent experience, is this
a significant lose of leverage or not?

Ms. KiLBANE. We believe that both are important, because one
goes after certainly the employers, which is known as the atomic
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bomb around our office, because it’s so huge. But the second is the
threat of loss of administrative grants, which is sort of the usual
way that Federal agencies are able to manage and oversee Federal
grants.

Mr. ENGLISH. Well, I guess I'd like to close with a couple of ob-
servations. One, I think there is some agreement on the panel that
the level of administrative funding for the States has not been ade-
quate, and I do believe that needs to be addressed.

Second of all—and I hope the administration will appreciate this
perspective—I used to work as a legislative aide specifically dealing
with some of these issues for the Pennsylvania State Senate, and
I think the way the law is written right now does provide for a
level of micromanagement at the Federal level which is not entirely
appropriate. But it seems to me that the micromanagement could
be significantly reduced without necessarily moving toward a rad-
ical restructuring, as envisioned in the chairman’s bill.

My concern is I think there clearly is a Federal role in unemploy-
ment compensation, and I would feel probably a greater one than
the chairman’s bill actually allows. But I wonder if this micro-
management couldn’t be addressed and still retain essentially a
Federal system. Do you want to comment on that?

Ms. KiLBANE. Well, I think, clearly, the dialogue that we have
launched on how to reform unemployment insurance and the em-
ployment service programs is open to not only things like
recipiency rate and economic stabilization, but what is the Federal/
State role, and how can that be done better, looking into the 21st
century? So we would certainly be open to all kinds of comments
about how to improve that.

Mr. ENGLISH. Thank you, and I'll yield back the balance of my
time, Mr. Chairman.

Chairman SHAW. Thank you.

Ms. KiLBANE. Thank you, Mr. Chairman.

Chairman SHAW. Our next witness is Robert R. Cupp, president
pro tempore and cochairman of the Senate Finance Committee, and
past chairman of the Unemployment Insurance Authorizing Com-
mittee, the Ohio State Senate. Joseph Weisenburger is the Deputy
Commissioner of the New Hampshire Department of Employment
Security; Douglas Jamerson, Secretary of the Florida Department
of Labor and Employment Security, and Dr. Janet Norwood, who
is a senior fellow, the Urban Institute.

I welcome all of you. This last witness took more time than I had
anticipated. I am going to try to enforce the five-minute rule. We
do have all of your statements, and it will be made a part of the
complete record. I would request that you might try to summarize.

Mr. Cupp.

STATEMENT OF ROBERT R. CUPP, PRESIDENT PRO TEMPORE,
COCHAIRMAN, SENATE FINANCE COMMITTEE, OHIO STATE
SENATE

Mr. Cupp. Thank you, Mr. Chairman and members of the com-
mittee. My name is Bob Cupp, and I am the president pro tem of
the Ohio Senate. And, Mr. Chairman, for eight years before being
selected for that position, I chaired the Ohio’ Senate’s Commerce
and Labor Committee, which had jurisdiction over unemployment
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and employment compensation issues. I'm also a member of the
Senate Finance Committee, which handles budget issues and ap-
propriations.

Mr. Chairman, in our senate——

Chairman SHAW. I was just told that you’re the Bill Archer of
Ohio. [Laughter.]

Mr. Cupp. Thank you, Mr. Chairman. Thank you, I think.
[Laughter.]

I have sat on your side of the bench in the Ohio Senate, so I ap-
preciate your request for brevity, and I appreciate the opportunity
to testify in support of H.R. 3684, but I just want to make two
issues.

One, I want to explain why as a State legislator who has dealt
with unemployment compensation issues I think this bill is impor-
tant for States and for providing a better system of employment se-
curity, and to assure you that States like Ohio are fully capable of
the new responsibilities the bill would put on them and exercising
the flexibility that is granted by the bill.

The funds that Ohio gets from the FUTA trust fund are seriously
inadequate to meet the costs of properly administering the employ-
ment services program. It has resulted in the closing of 22 local
employment offices just in the last four years alone. Ohio once had
120 offices; we're now down to 57. In my senate district, which in-
cludes seven counties, there are only three employment offices left,
and I represent a geographical area that is big as the States of
Rhode Island and Delaware combined.

The Bureau of Employment Services has also cut staff and are
operating at historically low levels. If we were to have a recession,
we would not have the capacity to respond.

More offices would have been closed except the State has put in
general tax revenue—$50 million in the last four years alone, and
that pays for services that the FUTA funds are paid by employers
to support. So Ohioans are double-taxed in this regard. Employers
pay enough in FUTA taxes to fund the employment security oper-
ations, but still money that’s paid in by all Ohio taxpayers must
be used to support the very thing that employers are paying the
FUTA taxes for.

For our new State budget year, which begins July 1st of this
year, funding from Ohio’s general revenue fund to support district
offices and other support services for our system will go up 85 per-
cent. The money could be used for schools; it could be used for chil-
dren’s health needs; it could be used for economic development pur-
poses, but it’s basically supplementing something that employers
are already paying for. Without this additional State money, we
would have to close an additional 15 employment offices.

Employers pay the FUTA tax, which is a dedicated tax to pay for
administering the system, for the Public Employment Service, for
veterans’ reemployment assistance, and for labor market informa-
tion. In fact, Ohio employers in 1995 paid $259 million but got back
only $102 million, less than 39 cents on the dollar. And I under-
stand the newly released 1996 figures have made the situation
even worse. And it’s not unique to Ohio alone.

The general assembly has passed Senate Concurrent Resolution
10 without dissent, which asks Congress to return adequate dollars
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to the State, to give employers a fair return on the taxes they pay,
and I'm pleased to say that five members of Ohio’s congressional
delegations are cosponsoring your bill, Mr. Chairman.

H.R. 3684 would correct the flawed system. It would give States
adequate money to operate the system that they do. It would give
employers a fair return. It assures unemployed workers adequate
levels of service in the payment of benefits and in assistance in
finding new jobs. And it will allow States the flexibility they need
to meet current needs, to be able to shift some money here or there
as is necessary to have the best-run system, and also the predict-
ability to meet the long-term needs.

Mr. Chairman, members of the committee, I want to assure you
that State legislatures are fully capable of handling this new re-
sponsibility. We already collect the State portion of the unemploy-
ment compensation tax. That amount that we already collect is two
to three times greater than the FUTA tax we would be collecting
under your bill, Mr. Chairman. For 60 years, States have set un-
employment benefit and tax rates, and States already appropriate
the special administrative funds from employer penalty and inter-
est charges.

The legislature in Ohio and in other States is experienced in de-
ciding how much to allocate for employment services around the
State. We are experienced in meeting FUTA conformity require-
ments in our unemployment laws. We're experienced in utilizing
dedicated funds only for dedicated purposes—improper budgeting
and balancing budgets year after year, and setting aside funds for
future needs.

The legislatures and the governors of this country are already
doing the things similar to what they would be doing if your bill
passes, Mr. Chairman. We’re doing it capably, and thank you for
sponsoring the bill, because if it is passed, it will allow us to do
an even better job of administering the system and serving the un-
employed. Thank you.

[The prepared statement of Mr. Cupp follows:]
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Testimony of Robert R. Cupp, President Pro Tempore, Ohio Senate
In support of HR 3684
To the Subcommittee on Human Resources, Committee on Ways & Means
The Honorable E. Clay Shaw, Jr., Chairman
US House of Representatives, Washington, D.C., June 23, 1998

Thank you, Mr. Chairman and members of the Committee, for the opportunity to testify before you on
IR 3684. I am Robert R. Cupp, President Pro Tempore of the Ohio State Senate. Prior to being
selected by our Senate as the President Pro Tempore, I chaired the Commerce & Labor Committee,
which had jurisdiction over unemployment and employment services issues, for seven years. I am still a
member of that Committee. 1 also serve on the Ohio Senate Finance Committes, which makes
approgpriations for our state’s “employment security agency,” the Ohio Bureau of Employment Services.

HR 3684 is tremendously important to Ohio, as it is to other states, as well. Already four of Ohio’s
Members of Congress are cosponsors, demonstrating the importance our state attaches to this proposal.
Today, [ want to briefly describe why, from the perspective of a state legislator, this bill is important,
and assure you that state legislatures are fully capable of assuming the new duties and flexibility
provided by the bill

We recognize the importance of FUTA-funded services to help workers find their next job and to help
employers find skilled workers. But when it cornes to doing this important work, states have been
shortchanged and left in the lurch.

Here are the facts. Employers pay the FUTA tax, which is a dedicated tax for administering the

unemployment insurance system, for the public employment service and for veterans’ reemployment

assistance, and for labor market information. For Ohio employers in FFY 1995, it was $259 Million.
But neither the employers nor
states are getting these funds

Ohio’s return on employer FUTA taxes remains low, back to provide services for

declining to 39% today. Jf's just like the highway trust fund, which they were intended. For
FFY 1995, Ohio received $102
"o — Million from the FUTA tax.
o6 o o FUTA This means Ohio employers got
80 tax funds back less than 39 cents on the
;g Tomedto doliar.
o
a0 s L1 I As our Governor related to you
30 in May of last year, Ohio is not
20 alone. Since 1990, less than 59
’g cents of every employer FUTA
91 1983 1985 1957 1989 191 1993 1995 tax dollar has been returned to

the states for funding
employment security.
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In Ohio, this shortfall in funding has resulted in the closing of 22 local employment service offices in the
last four years, alone. Once, Ohio had nearly 120 offices where customers could get face-to-face
service. Now, that’s down to 57. Our Bureau of Employment Services has cut staff positions and is
operating today at historically low staffing levels. Nearly every other state has had similar experiences.
If there were a recession, Ohio would not have the capacity to respond.

Because these employment

services are important to Ohio’s Ohio legislators have ponied up income tax &
economic health, the Ohio employer penalty money, to pay for service that
General Assembly has Congress won’t support with FUTA funds
appropriated more than $50

Million in the past four years to 25,000,000

pay for what FUTA funds were

meant to support -- and which §20,000,000

are already paid by employers. $15,000,000

Ohio’s taxpayers get

shortchanged when state general $10,000,000

tax money must prop up a

system that should be funded by 85,000,000

FUTA. Ohio’s taxpayers are
paying twice to fund a system
that’s inadequately financed by
Congress. & Surcharge "SAF" B GRF

30
1992 1993 1994 1995  19% 1997

The level of concern in Ohio’s General Assembly about this is very high, and we have passed SCR. 10,
a resolution asking our Congressional delegation for help. It specifically asks Congress to enact
legislation to return adequate funds to states to fund the operation of the employment security system,
and to give a fair return to employers for the taxes they pay under the Federal Unemployment Tax Act.
Our delegation’s positive response is obvious in their support of HR 3684.

HR 3684 corrects the currently-flawed system, and gives states the resources and tools they need to
properly and adequately operate their employment security programs.

The bill gives employers a much fairer return for payroll taxes they pay. In addition, it repeals the
FUTA surtax, whose original purpose has long been served. This provision will add an estimated $62
Million a year to Ohio’s economy for job creation and business development and expansion.

Most important, HR 3684 will return to states the funding necessary to properly administer their
employment security systems and services, which are the unemployment insurance program,
employment services, labor market information and employment service to Veterans.

It increases overall funding available to states by up to 40 percent each year. For Ohio, that will mean
$40 Million over present funding levels in the first full year of operation. And the bill eliminates the
need for duplicative state add-on taxes to make up for FUTA funding shortfalls.

Because there is more funding available, the bill helps Ohio by giving us the tools for more rapid
reemployment of claimants, and by distributing FUTA surpluses to state benefit accounts. As you
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know, employers pay two separate “employment security” taxes: 1) FUTA; and 2) a state payroll tax
collected by state employment security agencies under state laws. In Ohio, this tax is collected by the
Ohio Bureau of Employment Services. The state payroll tax is used solely for unemployment benefits:
to pay temporary income benefits to workers who are unemployed through no fault of their own and are
actively seeking their next job. An employer’s state unemployment tax is experience-rated according to
formulae systems that vary from state to state. Generally, a poor experience, which is manifested by
high employee turnover, results in a higher tax rate for that employer. State taxes are deposited into
state trust funds managed by the Secretary of the US Treasury. Each state’s tax rate and tax bas is
determined by the legislature in the individual state.

In Ohio we do a good job of both (1) helping people find reemployment help and (2) keeping
unemployment taxes reasonable. Ohio’s trust fund is in the black. At the end of July 1997, Ohic had a
balance of $2.105 Billion -- an amount which is well above a “safe level” of reserves. Last year, Ohio’s
unemployment tax rates were reduced significantly. This was the result both of a plan designed by our
General Assembly in consultation with business and labor leaders years ago; and of careful tax
administration, a health economy, and diligence in helping unemployment claimants obtain
reemployment quickly. The average duration in Ohio for receipt of unemployment benefits is 13.6
weeks, down from 15.5 weeks in 1993. The impact on Ohio employers is enormously positive,
reducing employers’ state unemployment taxes by 27 percent on average and saving an estimated $210
Million. This is real money that can be used for job creation. Our employment security management in
Ohio is effective and positive.

HR 3684 enables state legislatures to do more of the kind of work they already do. State legislatures,
like Ohio’s, are up to the task. For Ohio, our legislature already sets unemployment benefit and tax
rates. Our General Assembly already annually invests “special administrative funds” or “SAF” money in
our employment security system. Our General Assembly is already experienced at setting tax rates to
pay off loans from the Federal government.

As you can see from our history of state support for our Bureau of Employment Services, our General
Assembly is already experienced in deciding what amount of money is needed for employment service
offices around the state of Ohic. My experience and work in the Ohio Senate committees tell me,
when passing unemployment law and making appropriations too, our General Assembly is already
experienced in handling FUTA conformity, and fully capable of spending FUTA dedicated funds only
for FUTA’s dedicated purposes. We are fully capable of properly budgeting, and in balancing budgets
year after year. Our General Assembly is fully capable of the task of setting funds aside for extended
benefit payments. Our General Assembly knows how to work with Governors, labor and business in
building a first-class employment security system like we have in Ohio.

The Ohio General Assembly and other state assemblies need the resources HR 3684 can bring, so we

can devote scarce state funds to competing policy priorities like education to build a world-class
workforce. We’d appreciate your help in passing HR 3684.

FASHARED\TESTIMON\CUPPO2F.WPD, June 22, 1998 (10:02AM)
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Chairman SHAW. Thank you, sir.
Mr. Weisenburger.

STATEMENT OF JOSEPH WEISENBURGER, DEPUTY COMMIS-
SIONER, NEW HAMPSHIRE DEPARTMENT OF EMPLOYMENT
SECURITY

Mr. WEISENBURGER. Thank you, Mr. Chairman, Subcommittee
members. My name is Joe Weisenburger. I'm the deputy commis-
sioner of the New Hampshire Department of Employment Security.

H.R. 3684, a measure to reform the employment securities sys-
tem, is not about power and control; it’s about restoring the integ-
rity of the unemployment insurance system and the Public Employ-
ment Service. It’s about helping unemployed workers get back to
work as quickly as possible. These programs have been devastated
by budget cuts and mismanagement. The current system is ineffi-
Cilellilt; it’s rule-bound, and it shortchanges employers and workers
alike.

Budget shortfalls have led to errors in our system, errors that
have caused overpayments and longer periods of unemployment du-
ration. Both of those issues have raised employer taxes at the State
level, and have caused unnecessary expenditures from the Federal
Unified Budget.

Employers today are burdened unnecessarily with two tax sys-
tems for the same system, costing them hundreds of millions of dol-
lars a year. Employment services to workers and to employers have
deteriorated. The work test, a function necessary to determine an
individual’s continued eligibility for unemployment benefits, is a
thing of the past in most States.

H.R. 3684 will reverse the negative direction our program is ex-
periencing. It is a mechanism that would allow for adequate appro-
priations while at the same time having a minimum impact on the
Federal budget. It consolidates employer tax filings into a simple
tax, a single tax collected by the States, and, most importantly, it
ties the Public Employment Service to the unemployment insur-
ance system, ensuring that workers will be provided with re-em-
ployment services after experiencing unemployment.

Last year you reformed the welfare system. This year it is likely
that the Congress will reform the job training program. Governors
need the flexibility to manage both of these programs along with
the unemployment insurance program, and to leverage the re-
sources of these programs to provide the needed services at the
State and local levels. Transferring the authority to collect the
taxes and administer this program to the governors at the State
level, and to the State legislatures, will allow us to make all three
programs successful.

Finally, Mr. Chairman, I'd like to discuss how the employment
securities system is funded by the U.S. Department of Labor. Sec-
tion 302 of title 3 of the Social Security Act requires the Secretary
of Labor to provide adequate funds for the proper and efficient ad-
ministration of the State’s unemployment compensation laws. As
you know, employers this year will pay about 56 billion in FUTA
taxes. Only 80 percent of that, $4.8 billion, will go into the admin-
istrative account. The administration’s budget for this year is $3.7
billion; $200 million of that is for a one-time expenditure for the
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year 2000 problem, leaving $3.5 billion available to the States for
the proper and efficient administration of not only the unemploy-
ment insurance system, but the Public Employment Service, labor
market information programs, veterans’ programs, work oppor-
tunity tax credits, alien labor certification—a whole number of pro-
grams that support the workforce.

This year the President’s budget is the same $3.5 billion. By the
Department’s own admission, the Fiscal Year 1998 appropriation
for the unemployment insurance program is $305 million short of
what is necessary for the proper and efficient administration of the
State’s unemployment compensation laws. The President’s budget
for Fiscal Year 1999 raises that to $365 million short.

If the Secretary has a lawful responsibility to request funds for
the proper and efficient administration of the program from the
Congress, why isn’t the Department of Labor doing that? This
shortfall is the result of the Department funding other initiatives
for which there is no revenue in the Department of Labor’s budg-
et—programs such as School to Work, programs such as One-Stop
Career Centers.

Mr. Chairman, bad things happen to people when they’re unem-
ployed. Families break apart; child abuse and spousal abuse in-
crease; crime increases; drug and alcohol abuse increases; debt
rises; families stop investing in their children’s education; they stop
volunteering. These are problems, social ills, that follow unemploy-
ment.

The employment security system works to relieve the workers of
this terrible burden of unemployment. Why wouldn’t this country
invest fully in the employment securities system? This year 18 mil-
lion unemployed workers, 1 out of every 7 workers in this country,
went to the Public Employment Service looking for work. We were
able to place 3 million of those 18 million. That means 15 million
unemployed workers did not get help from the Public Employment
Service because we did not have the resources to help them.

Thank you, Mr. Chairman.

[The prepared statement follows:]
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Good afternoon Mr. Chairman and committee members. My name is Joseph Weisenburger,
Deputy Commissioner of the New Hampshire Department of Employment Security. Thank you
for the opportunity to express our views regarding this important proposed legislation.

Good paying stable jobs are the economic foundation of our towns, cities and our Nation. Our
ability to compete worldwide, provide a stable US economy and worker job security require a
well functioning state employment security system. However, because of the federal deficit and
growing federal micro management the current system has become more rule bound and less
efficient, short changing employers who use and finance the system and workers who use the
program for temporary financial assistance and to find new jobs. The role of the federal
government is the root problem. A prerequisite to making the needed fundamental changes is to
shift or devolve the responsibility for program funding and administration to the states.

The current system is called a federal/state partnership. However, because the federal
government controls the administrative funding lever, it controls the state activities. These
activities, many of which are part of a federal agenda, are often inconsistent with a state’s vision
for its employment security system. The federal government’s micro management of the system
diminishes its efficiency and effectiveness.

Last year you reformed the welfare system by transferring more authority and responsibility to the
states. This year the Congress will likely reform the Job Training system by block granting
programs to the states. Both the Welfare system and the Job Training system rely on the state
employment security system for employment services and important labor market information.
Governors need the authority and flexibility to leverage the resources of these three workforce
programs in a way that meets the needs of their state and its local labor markets. Transferring the
authority for determining funding and program specifics for the Employment Security System
from the federal government to the states as, HR 3684 does, will not only improve the efficiency
and effectiveness of Employment Security programs but also those of the Welfare and Job
Training programs.

HR 3684 is a consolidation of various state proposals to devolve the Employment Security system
to the states. It addresses concerns raised by other stakeholders, most of whom want to preserve
the federal/state partnership. The consensus reach by the states with individual proposals
(Georgia, New Hampshire, Ohio and Virginia) increases the role of the states in the federal/state
partnership. It is a reform proposal with some of the characteristics of devolution. The Issues
leading to the proposal are:

. The Federal budget process causes insufficient state allocations even though the
administrative trust fund (ESAA) is at its statutory ceiling and the funds can only be used
for ES Administration.

. Administrative shortfalls lead to errors causing benefit overpayments and longer
unemployment duration. This results in higher state employer taxes and an increase in the
deficit.

. Employers are unnecessarily burdened with two separate tax and filing requirements.

. Federal oversight and micro management including cumbersome accounting and reporting
procedures, inhibit efficient operation of state systems and

. Services to employers and unemployed workers have deteriorated.

The proposal addresses these issues by authorizing the state legislatures to make appropriations,
from state specific accounts in the federal employment security administrative account (ESAA),
that reflect the needs and workload of the state. It consolidates the FUTA tax filing and the state
tax filing into a single tax filing. And, it strengthens the public employment services by tieing it
more closely to the unemployment compensation program and gives the governors greater
flexibility in establishing the role of the employment service in the state’s workforce development
system.

If passed this bill will transfer the administration and funding of the Employment Security System
from the federal government to the states while retaining national interests and a minimal, but
important amount of federal oversight. The proposal will not increase the federal deficit and in
fact will increase tax collections through more efficient collection methods and save employers
enormous amounts of time and money by consolidating tax filings. But more importantly, the
reform will restore deteriorating services and program integrity.
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As a state administrator I naturally have an interest in policy development, but my real concern
comes from the effect that political decisions relative to employment and unemployment have on
the day to day lives of millions of workers and their families.

We know that unemployment contributes to increases in crime, family breakups, spousal and child
abuse, drug and alcohol abuse, home foreclosures, car repossessions and bad debt. It also reduces
charitable contributions, community service, tax collections, new business startups, college
educations and most importantly a worker’s self esteem. These maladies cost us all a great deal
of money. The problems of unemployment are poignantly described in the preamble to state
unemployment laws.

“Whereas, economic insecurity due to unemployment is a serious menace to the health,
morals and welfare of the people of this state, and involuntary unemployment is therefor a subject
of general interest and concern requiring appropriate action by the legislature to prevent its spread
and to lighten the burden which now so often falls with crushing force upon the unemployed
worker and his family...”

This legislation is not about power and control. It is about stabilizing employment and working to
minimize the hardship that accompanies unemployment.

The Employment Security system is an institution that has served this nation’s workers and
employers well over the past 60 years. But its ability to continue that service is in serious
jeopardy.

Even with record low unemployment the states are stretched beyond their ability to effectively and
efficiently run the program. About 7.5 million workers received unemployment benefits in 1997
and over 18 million, or one of every seven workers in the country, used the public employment
service. What will we do when a recession occurs. The infrastructure will be gone.

On Thursday, 6/18, we received the preliminary allocations for FY 1999 from the Department of
Labor based upon the President’s budget. It cut State staffing levels an average of 6.24%, or
about 2600 positions. New Hampshire had the highest cut in the nation, 10.79%. By the
department’s own figures, New Hampshire is currently funded 15% below this year’s workload
for base staff, An additional 10.79% cut will be devastating. In order to avoid closing offices and
laying off trained and experienced staff, we have assessed employers with a state administrative
tax which leaves them paying twice for the same service.

Title 111, section 302 of the Social Security Act, requires the Secretary of Labor to fund the states
with amounts “necessary for the proper and efficient administration” of the state law. That never
happens. Instead, budget levels for the unemployment insurance and the employment service are
held below the level needed by the states, so other special programs like “School-to-Work” and
“One-Stop” Career Centers can be funded.

While these special programs may have merit, we strongly believe proper funding for proven core
programs is more important.

Twenty-eight states currently support this legislation. After receiving the preliminary budget
figures for next year, I expect additional states will join our coalition.

Mr. Chairman, we thank you and the co-sponsors for introducing this legislation and we urge the
committee to approve it.
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Chairman SHAW. Mr. Jamerson.

STATEMENT OF DOUGLAS JAMERSON, SECRETARY, FLORIDA
DEPARTMENT OF LABOR AND EMPLOYMENT SECURITY

Mr. JAMERSON. Good afternoon, Mr. Chairman and members of
the subcommittee. I am very pleased to be here today and to have
this opportunity to testify before you on H.R. 3684

Chairman SHAW. Douglas pull that mic to you, if you would, sir.
Thank you.

Mr. JAMERSON [continuing]. The Employment Security Financing
Act of 1998.

Let me begin my remarks by commending you, Mr. Chairman,
for your prescience in sponsoring such a comprehensive reform
package. H.R. 3684 will provide welcome relief to States such as
Florida that receive a disproportionately low return of FUTA tax
revenue.

H.R. 3684 represents a bold departure that holds the promise of
a future in which the unemployment compensation system will be
able to fulfill its mission in a rapidly-changing workplace.

We in Florida are blessed by a continuing strong national econ-
omy that supports the lowest level of unemployment in modern his-
tory. However, we would be naive to think that the cycle of growth
will continue unabated. The very nature of work and one’s relation-
ship to the workplace is in the process of being redesigned. The dy-
namics of the employer-employee relationship is undergoing pro-
found evolution. In this setting, the goals envisioned by H.R. 3684
could not come at a more opportune time.

I would like to discuss the provisions of H.R. 3684 with you in
the context of the impact that I believe that they will have on the
State of Florida and the system that I am charged with overseeing.

I don’t know if I'm stopping, but you might have to stop for me
[referring to the bells ringing]. [Laughter.]

As I understand it, major tenets of the bill would assign respon-
sibility for collection of FUTA taxes to the State agency beginning
in the year 2000. It would also authorize expenditures from State
administrative funds of an amount not to exceed $245 million an-
nually for Fiscal Years 2000 through 2003, subject to appropriation
by the State legislature.

These administrative dollars could then be used to provide for
collection of the FUTA tax; to more effectively, I believe, determine
whether or not those claiming benefits have made themselves
available or able for suitable employment; to provide job search and
placement services, including job counseling, testing, occupational
and labor forecasting; to enhance employees’ skill assessment and
referral to employers, and to appropriate recruitment services and
technical assistance to employers.

Mr. Chairman and members of the subcommittee, this bill fur-
ther provides for annual appropriation of 100 percent of the
amount collected in both FUTA taxes and Reed Act monies to the
States, beginning in Fiscal Year 2004, eliminating some of the caps
that have been placed in the way.

It authorizes expenditures of up to 140 percent of the amount ap-
propriated to the States from employment security funds for the
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previous Fiscal Year, and it repeals the two-tenths of a percent
FUTA tax, surtax, effective 2004.

You've heard it said here before, and I will reiterate, the repeal
of this temporary tax fulfills the promise made to employers when
it was originally enacted—that it is, indeed, a temporary tax, and
that its goal was to, in fact, reduce the burden on employers by eco-
nomic factors in place at the time. By shifting the tax collection
process to the States, H.R. 3684 holds the promise of decreasing
the administrative cost to employers by establishing the State
agency as the sole point of payment; reducing or even eliminating
paperwork, due to the filing of one State tax return versus both a
State and a Federal return; providing more localized services, thus,
assuring quicker response patterns to the specific needs of the tax-
payer.

It is my opinion that allowing the States greater flexibility to ap-
propriate administrative funds for unemployment compensation
and employment services will lead to more efficient operation of the
program, more exact tailoring of services rendered to the unem-
ployed and job seekers, as designed by State legislators and the Ex-
ecutive Branch; a sharper focus by agencies on the business of em-
ployment, rather than dealing with budget shortfalls and adminis-
trative uncertainties that are inherent in the current system; a
greater accountability by those charged with the mission of putting
people back to work, and a direct link between the State appropria-
tions process and the services rendered by the responsible State
agencies.

I would like to mention that there are a few areas of H.R. 3684
that we believe need to be addressed. We believe that government
plays a very important role in ensuring that unemployment com-
pensation funds are dispersed properly. Clearly, this bill gives
greater flexibility to integrate these programs into the workforce
development system that we applaud, because in Florida we're
moving very quickly in our workforce development effort. Our cau-
tion is that we do believe that eligibility and payment of unemploy-
ment compensation claims is inherently a function of government.

We encourage you to remember to maintain the integrity of the
unemployment compensation and services program, the current
safeguards that are needed to be maintained and strengthened to
ensure that States cannot use unemployment benefits for adminis-
trative funding or other purposes.

Mr. Chairman, in closing, let me say that this committee I be-
lieve will have the ultimate responsibility for ensuring that the
United States employment security program continues to fulfill its
mission and remain focused on the needs of the people. The pas-
sage of H.R. 3684 will enhance the employment security program
and allow States to individualize their own unemployment com-
pensation programs to meet the needs of their own residents.

With that, Mr. Chairman, I want to again thank you for your
offer to address the committee, and I'm available to answer ques-
tions that you may have.

[The prepared statement and attachments follow:]
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Statement of Douglas L. Jamerson, Secretary, Florida Department of Labor &
Employment Security

Hearing on the Employment Security Financing Act of 1998 (H.R. 3684)

Introduction

Thank you Mr. Chairman and members of the Subcommittee for inviting me to
testify before you today. It is indeed an honor and privilege.

Let me begin my remarks by commending you, Mr. Chairman, for sponsoring
such a comprehensive reform package. H.R. 3684 will provide welcome relief to states
such as Florida that receive a disproportionately low return of FUTA tax revenues.

Background on Employment Sceurity System

Since President Franklin D. Roosevelt signed the Social Security Act into law
over 60 years ago, the federal-state Employment Security program has been one of—if
not the—best-run government programs. The program has succeeded, in part, because of
the cooperative spirit emanating from both the federal and state levels of government.

The Employment Security program serves millions of unemployed workers annually by
providing partial income replacement, through unemployment benefits, when workers
become unemployed through no fault of their own. Unemployed workers are therefore
able to maintain some degree of purchasing power to pay for daily necessities such and
food and shelter. In other words, the Employment Security program serves to cushion the
devastating emotional and economic affects of involuntary unemployment.

In addition to providing partial income replacement, the Employment Security program
assists unemployed workers and other job seeks in becoming re-employed though
counseling, job search assistance, job referral and placement, and referral to training.

Businesses benefit from the Employment Security program too. They benefit from the
stabilizing effect unemployment benefit payments provide to the economy. The
Employment Security program also assists employers through screening and referrals of
job applicants. Additionally, businesses receive vital labor market information that aids
in planning and forecasting.

Employment services to veterans are also provided through the Employment Security
program.

Employment Security Financing Act of 1998

The Employment Security Financing Act of 1998 will prepare the Employment
Security program to meet the challenges of the 21st century. It would accomplish this
feat by (1) empowering state legislatures to appropriate administrative funding for the
Employment Security system; (2) assigning responsibility for collecting FUTA taxes to
the states; and (3) repealing the 0.2 percent "temporary" FUTA surtax. In addition, the
bill retains the core functions of the public employment service and veterans employment
services.

State Appropriation of Administrative Funding

Putting aside the inherent problems associated with designating Employment
Security financing as discretionary, the crux of the problem with funding the
administration of the Employment Security program lies in the way funds are allocated to
the states by the U.S. Department of Labor.
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The inexplicable allocation of administrative funds, which is based in part on out-
dated workload formulas, has led to continued unfair allocations to Florida over the years.
As shown in Chart 1, on average, Florida receives less than 34¢ on the dollar in the form
of administrative grants for its Employment Security program.

Authorizing state legislatures to appropriate administrative funding will enable states to
not only manage their services more efficiently, but also enhance services beyond those
minimally required under federal law. State legislatures, aided by their governors and
Employment Security agencies, are better positioned to determine the level of
administrative funding needed to ensure the "proper and efficient”" administration of their
Employment Security programs.

State Collection of FUTA Tax

As Chart 2 illustrates, in 1996, Florida's Division of Unemployment Compensation,
Bureau of Tax, collected an estimated $641.9 million in state unemployment taxes. That
was double the amount of federal unemployment taxes collected from Florida employers
by the Internal Revenue Service. Florida’s recently redesigned tax system should assist
the state in assuming the added responsibility of collecting a larger volume of tax
revenues.

Not only is collection of unemployment taxes by both the federal and state governments
inefficient; it's also costly. According to the Coalition for Employment Security
Financing Reform, the Internal Revenue Service received roughly $100 million in fiscal
year 1995 (the latest year in which figures are available) for collection of the FUTA tax.
Collection costs should be lower under state collection of FUTA taxes as states reach
economies of scale by taking advantage of structures already used to collect state
unemployment taxes.

Repeal of 0.2 percent FUTA Surtax

The 0.2 percent surtax was enacted in 1976 to help repay the costs of federal extensions
of unemployment benefits during the 70s recession. The repeal of this “temporary™ tax
will fulfill the promise made to employers when it was originally enacted—that it is
indeed temporary.

Continuity of Employment Security Program

The integrity of the Employment Security program has withstood over 60 years of
operation due, in part, to a properly maintained balance between the federal and state
partners. Too much power in the hands of the federal partner would unnecessarily tie the
hands of states and prevent them from continuing their role as the "Laboratories of
Democracy.” Too much power in the hands of the states and the program losses its
national character and could lead to a “race to the bottom,” as states compete against one
another to attract and retain businesses through promises of lower tax burdens. Although
this point is not entirely clear, Section 303 of the Act could potentially upset the delicate
federal-state balance by tilting the scale too much in favor of the states.

Section 303 of the Act proposes to allow states to ignore the Secretary of Labor's
interpretations of the "methods of administration" requirements under paragraph (1) of
section 303(a) of the Social Security Act, including but not limited to requirements
relating to quality control, if such interpretations impose additional administrative
burdens on the states, unless Congress ratifies the Secretary's interpretation through
legislative enactment.

While I can certainly appreciate the concern with the U.S. Department of Labor
imposing costly administrative burdens on the states, I think the history of the program
shows otherwise. In fact, continuity of the Employment Security program is maintained



60

by preserving the U.S. Department of Labor” cusrent authority to interpret the complex
laws governing the program combined with the power to advise the states of such
interpretations.

Additionally, because state legislatures would exercise more control over
administrative trust funds under H.R. 3684, it is important to maintain and strengthen
current law provisions that serve to protect the public’s interest by upholding the integrity
of the Employment Security program. Current provisions, which ensure that state and
federal unemployment taxes remain dedicated for the purposes in which they were paid,
should be maintained. Care must also be taken to maintain the public’s confidence that
decisions affecting important due process rights will not be based on profit motives.
Functions that are "inherently governmental functions,” such as determining benefit
eligibility, should remain within the exclusive domain of public institutions responsible
for administering public policy.

Adequate Transition Funding for states and U.S. Department of Labor

Let me add that I believe it's imperative that this legislation ensures adequate funding for
states to make the transition to collecting FUTA taxes. Not only will new tax forms need
to be developed, but also computer hardware and software will need to be upgraded and
programmed to handle the increased load of processing federal taxes.

Conclusion

I believe that if the Employment Security System is to survive and fulfill its mission of
providing essential services to its primary customer base of unemployment claimants and
other job seekers, employers, and veterans; Congress must act swiftly to reform the
administrative funding of the system. This will help to resolve the long-standing
contention between the states and the federal government and continue the cooperative
spirit that has helped the system to operate successfully for over 60 years.

(%)
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Chart 3. Florida Unemployment Program Statistics

Percentage of

Siate U.C. FUTA FUTA Taxes
Civilian Labor  Number of Taxes Benefit Taxes Admin.  Returned as

Force Liable Collected® Payments' Collected®  Grants? Admin.

Year  (Millions) Employers  (Millions) (Millions) (Miltions) (Millions) Grants
1981 4.5 219,073 192.4 170.3 135.5 45.4 335
1882 4.8 225,234 187.9 335.3 140.0 47.2 337
1983 4.9 236,086 253.7 296.8 164.7 54.3 33.0
1984 5.1 250,491 3737 221.6 200.3 62.2 31.1
1985 5.3 266,370 357.5 246.5 2109 63.4 30.1
1986 56 275,623 312.7 290.6 2216 67.4 30.4
1987 5.9 286,670 297.7 261.2 2386.2 711 30.1
1888 6.1 296,283 291.1 2771 2521 76.1 30.2
1989 6.2 306,721 287.4 278.2 266.4 76.2 286
1980 6.5 311,377 251.4 460.3 269.1 83.9 31.2
1981 6.5 315,442 305.3 801.4 270.2 931 34.4
1982 6.8 320,089 466.9 824.3 270.0 116.0 43.0
1993 8.7 330,027 618.3 £667.0 2811 1158 411
1994 6.8 336,697 699.7 £83.7 290.7 118.7 40.1
1995 6.9 343,017 694.1 £634.5 318.1 113.8 357

1996 7.0 348,339 641.9 639.2 321.5 110.8 34.5
‘Source: ET Handbook 394 :
*Source’ 1.5, Department of Labor, Unemployment Insurance Program Letter (UIPL) No. 24-98 (April 27, 1998).
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Chairman SHAW. Thank you, Mr. Jamerson, for a very fine state-
ment.
Dr. Norwood.

STATEMENT OF JANET NORWOOD, SENIOR FELLOW, THE
URBAN INSTITUTE

Ms. NorwooOD. Thank you, Mr. Chairman. As you all know, I
spent three years chairing the Advisory Council on Unemployment
Compensation, having been appointed by both the Republican and
Democratic President, and I've also served more than 13 years as
Commissioner of Labor Statistics with responsibility for the coun-
try’s Federal/State labor market information system.

The Ul program is now more than 60 years old, is one of the
most important examples of effective cooperation between two lev-
els of government with shared responsibility. Although the overall
unemployment rate for the country as a whole is relatively low and
job growth remains quite strong, more than 20 States still have
rates higher than the national average. We know also that the pro-
portion of total unemployed who received unemployment benefits
has fallen over the last several decades.

The solvency of the State Ul trust funds must remain a matter
of real concern. If the unemployment insurance program is to meet
its twin objectives—to promote economic stability and to provide
temporary assistance to workers with job detachment who lose
their jobs through no fault of their own—it is important that States
accumulate reserves during periods of economic health that are suf-
ficient to pay benefits during economic recessions.

But, by the end of last year, State trust fund reserves were only
about 80 percent of the levels they were at just before the last re-
cession. Instead of building up trust fund reserves during these
current good times, last year alone 16 States reduced unemploy-
ment insurance taxes.

It is clear that the States have the important responsibilities and
powers in the administration of the Ul program, and I believe they
should continue to have them. However, our research demonstrated
that increasing competitive pressures on the States has at times
caused a tightening of eligibility standards, resulting in a reduction
in coverage. These conditions have caused a race to the bottom
among some States, affecting especially trust fund solvency and the
treatment of low-wage workers.

Of course, some States have maintained a sensible degree of for-
ward-funding, but some States have not. In those States which do
not, one extremely important purpose of the Ul program, the provi-
sion of purchasing power during economic downturn, just does not
work. State trust funds must be adequately funded in good times,
so that funds are available for payment to workers in recession
times. I am concerned that H.R. 3684 provides little Federal role
for working toward trust fund solvency.

Our research also found that competitive pressures among the
States to attract business could lead to a continued decline in the
proportion of workers who receive benefits, disproportionately af-
fecting low-wage workers. Those working part-time are especially
hard-hit. I believe that it is important to ensure that a low-wage
worker not be required to work more hours to qualify for benefits
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than a higher-wage worker. H.R. 3697 deals with this issue, but
H.R. 3684 does not.

Finally, as I'm sure you are aware, Mr. Chairman, I have a very
real interest in any action that could affect the Federal/State sta-
tistical system. I'm pleased to see that H.R. 3697 takes note of the
importance of labor market information, but I am concerned about
the effect of the proposed change and the manner in which the sta-
tistical programs are funded. I believe that this change could dam-
age most of the most important national and State economic intel-
ligence that the country produces.

I could review all the programs, but I won’t do that now. It’s suf-
ficient to say that these data are extremely important. I am con-
cerned that H.R. 3684 makes the appropriation of much of the
funding, apart from whatever comes out of the 2 percent setaside,
to administer the important State activities, to produce State and
national data, dependent on the legislatures in each of the States
and other jurisdictions.

We should not put programs such as this in jeopardy by making
them dependent on the likelihood that 53 different jurisdictions
would each year appropriate the funds required to maintain the
quality and consistency of the national data. If they do not, and the
history of this Nation’s statistical system suggests that this is a
very real possibility, the country’s entire system of labor market
statistics would suffer. Some State data would be inconsistent with
those in other States producing national data of poor quality. In-
deed, the Federal Government might be forced to mount new na-
tional surveys which would inevitably increase respondent burden
as well as cost. I urge you to reconsider the bill’s treatment of the
method of funding for these programs.

Mr. Chairman, I appreciate this opportunity to be here, and I'd
be glad to try to answer any questions.

[The prepared statement follows:]
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TESTIMONY OF

JANET L. NORWOOD
Senior Fellow, The Urban Institute'

before the

Subcommittee on Human Resources
Committee on Ways and Means

JUN 2% 1908

Mr. Chairman and Members of the Subcommitiee:

Tam pleased to have this opportunity to be here this afternoon to discuss the future
direction of the nation’s unemployment compensation program (UI). As you know, I chaired the
Advisory Council on Unemployment Compensation (ACUC), having been appointed by our last
two Presidents, one a Republican and one a Democrat. During that 3-year period (1994-96), the
Council reviewed all aspects of the UI program, visited many state offices, and discussed the
program with business and the general public. Talso served more than 13 years as Commissioner
of the Bureau of Labor Statistics, which has responsibility for the country’s extensive federal-
state cooperative labor market information systems.

The UT program, now more than 60 years old, is one of the most important examples of
effective cooperation between two levels of government with shared responsibility.  While 1
have not yet had an opportunity to cxamine the two bills before the subcommittee (H.R.3684 and
H.R. 3697) in sufficient detail to comment on specific technical sections, T have read the two
bills, and I should like to offer some comments on the direction the program should take in the
future.

First, although the overall unemployment rate of 4.3 percent for the country as a whole is
relatively low, and job growth remains quite strong, more than 20 states still have rates higher
than the natjonal average. Several states have jobless rates of 6.0 percent or higher. We know
also that the proportion of the total unemployed who receive unemployment benefits has fallen
over the last several decades. During the 1990, this recipiency rate has been only about 35
percent.

Second, the solvency of the State UI trust funds must remain a matter of real concern. If
the Unemployment Insurance program is to meet its twin objectives — to promote cconomic
stability and to provide temporary assistance to workers with job attachrment who lose their jobs
through no fault of their own — it is important that states accumulate reserves during periods of
economic health that are sufficicnt to pay benefits during economic recession. Yet, my
colleague at the Urban Institute, Wayne Vroman, found that by the end of last year, state trust
fund reserves were only about 80 percent of the levels they were at just before the Tast recession.
Instead of building up trust fund reserves during these current good times, last year alone (in
1997) 16 states reduced Ul taxes.

It is clear that the states have important responsibilities and powers in the administration
of the UI program, and I believe that they should continue to have them. In fact, the Advisory
Council made a number of recommendations to that end. However, our research also
demonstrated that increasing competitive pressures on the states has at times caused a tightening
of eligibility standards, which has resulted in a reduction in coverage. These conditions have
caused a “race to the bottom” among the states, affecting especially two important arcas — trust
fund solvency and the treatment of low-wage workers. Of course, some states have maintained a
sensible degree of forward funding, but some states have not. In those states which do not do so,
one extremely important purpose of the Ul program — the provision of purchasing power during

' Any opinions expressed herein are solely the author’s and should not be attributed to
the Urban Institute, its officers, or funders.
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economic downturn — just does not work. State trust funds must be adequately funded in good
times so that funds arc available for payment to workers in recession times. I am concerned that
H.R. 3684 provides little or no Federal role for working toward trust fund solvency.

Our research also found that competitive pressures among the states to attract business
could lead to a continued decline in the proportion of workers who received benefits,
disproportionatcly affecting low wage workers — indeed, the working poor who are in most need
of Ul benefits during a period of temporary unemployment. Those working part time arc
especially hard hit — and, today. of course, a significant portion of the labor force have part-time
jobs. The Advisory Council’s research found, for example, that in a number of states, a person
paid at the minimum wage who worked 20 hours a week the year round would not qualify for UT
benefits whercas a comparable part-time full year worker paid at a higher rate would qualify in
all states. I believe it is important to ensure that a low wage worker not be required to work more
hours to qualify for benefits than a higher wage worker. H.R. 3697 deals with this issue, but
H.R. 3684 docs not.

Finally, as I am sure you are aware, Mr. Chairman, T have a very real interest in any action
that could affect the federal-state statistical system. Iam pleased to see that H.R. 3697 takes note
of the importance of labor market information, but I am concerned about the effect of the
proposed change in the manner in which the cooperative statistical programs are funded. 1
believe that this change could damage much of the most important national and state economic
intelligence that the country produces. The employment, hours, and earnings survey program, for
cxample, based on some 80 years of experience of federal and state governments working
together, produces data of high quality that are used both by the states and the federal
government. National data must be based upon consistent definitions, collection procedures,
and statistical standards so that they can be aggregated to produce information for the country as
a whole. These dala are used to compile the nation’s gross domestic product. From these data,
we also learn about employment changes each month and about the shift among individual
industries that occurs in cach state and for the nation as a whole. This is a time when these data
have become especially important to assist in the evaluation of the possible wage-induced
inflation that worrics our financial markets.

Tam concerned that H.R.3684 makes the appropriation of funds to administer the
important state activitics to produce statc — and national data — dependent on the legislatures in
each of the states and other jurisdictions — 53 in all.  We should not put programs such as this in
jeopardy by making them dependent on the likelihood that 53 different jurisdictions would cach
year appropriate the funds required to maintain the quality and consistency of the national data.
If they do not — and the history of this nation’s statistical system suggests that this is a very real
possibility — the country’s entire system of labor market statistics would suffer. Some state data
would be inconsistent with thosc in other states, and the data for the nation as a whole would
suffer. It would no longer be uscful as a part of our system of economic intelligence for the
country as a whole. Indeed, the federal government might be forced to mount new, national
surveys which would inevitably increase respondent burden as well as costs. Turge you to
reconsider the bill’s treatment of the method of funding for these programs.

Mr. Chairman, I appreciate this opportunity to appear before this subcommitiee. I would
be happy to answer any questions you or your colleagues might have.

List of References:

Advisory Council on Unemployment Compensation, A Report to the President and the Congress,
“Report and Recommendations,” February 1994:
“Unemployment in the United States: Benefits, Financing, Coverage,” February 1995;
“Defining Federal and State Roles in Unemployment Insurance,” January 1996;
“Collected Findings and Recommendations: 1994-1996.”

U.S. Congress, 2d Session, H.R. 3684: To amend the Internal Revenue Code of 1986, the Social
Security Act, the Wagner-Peyser Act, and the Federal-State Extended Unemployment
Compensation Act of 1970 to improve the method by which Federal unemployment taxes
are collected; to improve the method by which funds arc provided from Federal
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unemployment tax revenue for employment security administration, and for other
purposes.

U.S. Congress, 2d Session, HRR. 3697: To enhance the Federal-State Extended Benefit program,
to provide incentives to States to implement procedures that will expand eligibility for
unemployment compensation, to strengthen administrative financing of the
unemployment compensation program, to improve the solveney of State accounts in the
Unemployment Trust Fund. and for other purposes.

Vroman, Wayne, Effects of Welfare Reform on Unemployment Insurance, The Urban Institute,
Series A, No. A-22, May 1998,
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Chairman SHAW. Thank you, Dr. Norwood.

As some of our regular attendees here know, those buzzers mean
that we’ve got to go down and vote, and there’s two votes on the
floor. I hope all of our witnesses on this panel and the next panel
can stay. The Members, we will be gone for approximately 15 min-
utes, and so we will stay in recess until that time.

[Recess.]

Chairman SHAW. If you could be seated, we will commence the
hearing.

Mr. Levin, to inquire.

Mr. LEVIN. Well, it’s an interesting panel. I think there’s basic
agreement we want to try to reduce paperwork where we can and
we don’t want employers paying unnecessary taxes. Hopefully, we
can have an open dialogue where we go from here without too
many pre-set positions. One thing that would be helpful is if we get
the facts—if we get a common understanding of the facts.

It was mentioned that the administration’s request would
underfund the needs. I think the facts are that the appropriations
for several years did not meet the administration’s requests. There-
fore, the administration reduced its request. Also, the reference, I
think, Mr. Cupp, about the employment services, the underfunding,
there’s been a big argument here about the funding of the employ-
ment service and I think you need to study the history of that. In-
deed, at one point, there was a proposal, the previous administra-
tion’s, to abolish the employment service.

But let me just ask, and I want it to be as constructively as pos-
sible, but you mentioned, Mr. Jamerson, about the need to individ-
ualize to meet the needs of our citizens and, with the welfare re-
form bill as we finally worked it out, there was flexibility within
the States, but within some parameters, a requirement to meet
health needs, daycare needs, a maintenance-of-effort provision. We
worked it out.

Now I think each of these programs has its own characteristics.
But individuality is one thing, but meeting responsibilities is some-
thing else. Unemployment in one State affects another and, indeed,
unemployment in one State calls upon the Federal Government—
other States—to help out. And the three of you come from States
that, in terms of certain markers, are way below the norm. And the
question is: How much individuality do we want?

For example, recipiency rates—that’s the percentage of the un-
employed who receive benefits—New Hampshire, you compare it
with my State of Michigan, your—New Hampshire is far less than
even half of the recipiency rate of Michigan and you’re near the
bottom. And Florida isn’t much better. You’re half of—you’re better
than half, but you’re 20 points—percentage points—below Michi-
gan. And Ohio’s a bit better on recipiency rates, but when it comes
to solvency, you're, I think, Mr. Cupp, in pretty bad shape, aren’t
you? This chart shows you—you're at .63. You have six-tenths of
a year—I think that’s what it means—to—you’d have sixty three-
one hundredths of a year. I think these are accurate figures, and
in terms of replacement rates, the percentage of wages that’s re-
placed, Ohio and New Hampshire are very low.
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Now, I mean, I want us to take a fresh look at this, but I think
we want some flexibility for the States, but isn’t there also a level
of responsibility incumbent on the States. Yes, all three of you.

Mr. Cupp. Mr. Chairman, Mr. Levin, in terms of the solvency
issue, it seems to me that the benefit issue is really a little dif-
ferent issue in regards to this bill in terms of my testimony, be-
cause States have historically set their benefit levels and this bill
wouldn’t change that. In terms of solvency—and I don’t know what
chart you’re looking at

Mr. LEVIN. Well, this is from the unemployment insurance serv-
ice and it’s the calendar year 1997 and it has Ohio at .63. You're
tenth from the bottom.

Mr. Curp. We have a $2 billion surplus and we have, in terms
of our rate structure, we have automatic triggers that go into effect
when there isn’t a sufficient safe level in our fund. And this was
agreed to by the legislature and by business and labor interests
years ago. And so when there is a need to replace the fund or to
add additional money to it, the rates—increased rates automati-
cally trigger and the money will go into the system. So we believe
we do have a sufficient safe level.

Mr. LEVIN. Well, I mean, there can be agreement in the State.
That’s part of the dilemma of one proposal. It would let every State
set its solvency rate and it’s interesting, here New Hampshire has
a much higher solvency strength. In fact, it’s more than three times
Ohio and what that means is that essentially every State sets its
own solvency rate and when it gets into trouble, you come looking
here. I think that’s what it means.

And we’ve been through the pain of regional recessions. Each of
you should understand that. Surely you should, from Ohio, and I
think Florida, which came later. And we had immense difficulty re-
sponding to that because only a number of States were impacted
and we had to convince the majority of States to cough up their
taxpayers to pick up, through Appropriations, the funding so there
nguld be loans available and so that there would be extended ben-
efit.

So—and I'll finish, Mr. Chairman—I think we need very much
to take a fresh look, that we've got to look at the blend, and T’ll
finish. If you look, Mr.—you talked about what you’re getting now
in FUTA return, 38 percent. In 1992, Ohio got 188 percent. New
Hampshire got 154 percent. Florida got 205 percent. You got dou-
ble what you paid in because of the recession and I think we ought
to dig out what the figures were for 1983 and 1984 in Michigan
and Ohio and States that were impacted, what we got back com-
pared to what we paid in. Because the recession of 1983, 1984,
1985 was much, much more severe.

And our fund, our proposal, will increase the returns to States
for FUTA. That should happen. But there is an insurance principle
that has to be built in here.

Chairman SHAW. In looking at the chart that you’ve been refer-
ring to, it’s not a snapshot, it’s a chart that goes back during the
last recession. Mr. Weisenburger, are you familiar with this? And
would you like to comment on that?

Mr. WEISENBURGER. Yes, I am. The chart that covers the 1991,
1993 recession includes about $12 billion under the Extended
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Emergency Unemployment Compensation Act, which was a Fed-
eral—100 percent federally funded extension of unemployment ben-
efits because the extended benefit program that the States run did
not work. So this was not a return of FUTA dollars to the States,
as the Department said. An additional $16 billion came from Fed-
eral General Revenue. The $12 billion balance in the EUCCA Ac-
count was literally stolen from the EUCCA Account to fund EUC,
the emergency unemployment compensation program, simply be-
cause the Extended Benefit program, as it’s currently written,
didn’t work—only worked in nine States. And the Congress, being
very concerned that the program didn’t work, passed an Emergency
Unemployment Compensation Act and the $12 billion from the
EUCA account is being included in the Department’s documenta-
tion and called a return on FUTA revenue to the States when, in
fact, it was not. New Hampshire received no money from the Fed-
eral Extended Benefits program.

Chairman SHAW. I think, you know, that just throws these fig-
ures out. They’re just totally—they have no application. But what
I would like to do is to have our staff come up with a year-by-year
chart to chart these amounts for these States so we can really take
a close look at it and take out the special appropriation that was
made at that time. So we do have honest figures to look for and
then we can go back and look at it because it’s something that we
should be concerned about.

Dr. Norwood.

Ms. NORWOOD. Yes.

Chairman SHAW. I share your views on the importance of main-
taining good data about the unemployment benefit receipts and
other labor market information. How can we best make sure that
the data is still available if we do press ahead with H.R. 3684?

Ms. NorwooOD. Well, I'm not sure, because what your bill does,
really, is to return to the States for purposes of unemployment in-
surance, the money, the 2 percent setaside is relatively small con-
sidering that it goes to the Secretary of Labor to do the—what-
ever—oversight, and I think that everybody agrees there should be
at least some reporting to the Federal Government and the IRS
and a variety of other programs.

The Bureau of Labor Statistics gets about $53 million in the lat-
est budget for the Federal/State programs. All of that goes to the
States. I mean, BLS is a pass-through. The Congress approves this.
It goes into the BLS budget. BLS turns all of that money over to
the States. It retains none of it. I don’t see how, out of the 2 per-
cent set-aside, the Secretary of Labor could possibly take $53 mil-
lion out of about—what—$120, I hear, and put it into statistics.

Therefore, what would happen is that you'd have to go to every—
every State would have to go to its own legislature and I can just
tell you that what would happen is some States would approve it
and some wouldn’t.

Chairman SHAW. Well, how much would it take?

Ms. NorwooD. Well, for this year, it’s about $53 million, as I un-
derstand it, that the States get. I'm not—I don’t know what it
would be next year or what it was last year. But this is something
that’s agreed to between the Bureau and the States. But I think
it’s indicative of the kinds of problems that exist when you have
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a set-aside. The other point is that that whole fund could go down
if the taxes are reduced, of course. And, as I pointed out, 16 States
have reduced the tax.

So I'm very concerned about that. There is some confusion, I
think, because it comes in and—the labor market programs come
in in several places in the law. But the problem is the amount that
is there. And it’s indicative of what is happening, really, when you
take a set-aside of a fixed pot of money for some very good pro-
grams that exist. I mean, I recognize that statistical programs have
to take their lumps with everybody else. We’ve done that. But I'm
very worried about this, because I'm afraid that what it will do is
increase the burden on respondents.

Chairman SHAW. Mr. Jamerson, how do you explain the slow re-
turg‘? that the State of Florida gets on the unemployment taxes
paid?

Mr. JAMERSON. Mr. Chairman and Mr. Levin, I think the slow
return on the investment is, again, a factor—and I'm learning this.
My UI director is here with me—based upon what I think this
bill—one of the things this bill attempts to address is the formula,
the formula that currently exists is arcane and perhaps needs to
be revisited in some fashion. And that’s what I would expect part
of your legislation to do; look at this formula. The recipiency rate,
as I understand the recipiency rate, that’s only one factor that’s
brought into the equation to determine the amounts. And, as far
as Joe said, the EB, as I understand the situation, Florida won’t
be triggered by it.

So we would hope that, as the discussion evolves around your
legislation, your good legislation, there would be a way to look at
this formula which has, I believe, outlived its usefulness, Mr.
Chairman, and that’s part of Florida’s problem in getting our—
what we call a fair share.

Chairman SHAW. Thank you.

Mr. LEVIN. Let me just take a few minutes if I might to finish
this off. Do you favor the improvement in the triggers in the bill
that Mr. English and Mr. Rangel and I have proposed?

Mr. Cupp. I'm not familiar with them.

Mr. WEISENBURGER. We believe that changes need to be made in
the extended benefit program that allow the program to work in
States that have a need to extend benefits. In New Hampshire, we
just recently passed a total unemployment rate trigger on top of a
trigger that doesn’t work. We have not triggered on an extended
benefit since February of 1981. This year our legislature enacted
what it is in H.R. 3697.

Mr. LEVIN. Okay.

Mr. JAMERSON. I'm not that familiar with them either, Mr.
Levin.

Mr. LEVIN. All right. Let me just say that—I take it that’s more
or less yes. You know, the problem is that your proposal has no im-
provement in the Extended Benefit program. There isn’t one, ex-
cept as the States would provide it, as I understand it. And let me
just say something—and Mr. Shaw, I think it would be good to look
at these, at the figures, because, you know, we tried for years to
improve the Extended Benefit program and it was those improve-
ments were opposed by the people who are sponsoring Mr. Shaw’s
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bill. We fought like the dickens to do that and we could not get the
votes. And I think it reflects, Mr. Jamerson’s, your statement, “too
much power in the hands of the States and the program loses its
national character and could lead to a race to the bottom.” But, you
know, if we had improved the trigger, Mr. Shaw, these figures——

Chairman SHAW. By the way, my bill does have the Extended
Benefit provision in it. So your character

Mr. LEVIN. With any improvement in the trigger?

Chairman SHAW. It continues the way it is. Our bill attacks the
administrative problem, which I think you would admit is a night-
mare and it’s a damn waste of money.

Mr. LEVIN. I think there are real problems. I don’t think you
want to destroy the partnership in doing so. And all I can say is,
if there had been an ample trigger mechanism, these figures of 205
for Florida in 1992, 154, and 188 would have been probably more
or less the same, except instead of the money coming from the Gen-
eral Treasury, Mr. Weisenburger, they would have come from the
unemployment funds.

And so we’ll take a look of these figures, but if there had been
an appropriate trigger that some of us had fought for for years, I'm
not sure you wouldn’t have received much more in 1992 than you
paid in, because you would have triggered. So you ought to be in
here fighting to change and improve the trigger mechanism. That’s
what you should be doing, in addition to straightening out the ad-
ministrative programs.

Chairman SHAW. You through? [Laughter.]

Okay, I would like to—perhaps someday you will share with me
these figures that are fed to you by the administration that we
don’t get. Well, I didn’t get them. I don’t know where you got them.

Mr. LEVIN. Oh, no, no. They’re not Fed—I mean—what? They’re
published figures. I mean, theyre not fed to me by anybody. I just
read them.

Chairman SHAW. Just pull them out of the air, I guess.

Okay, lady and gentlemen, I appreciate your testimony.

Mr. LEVIN. Thank you.

Chairman SHAW. Now we will bring our final panel. Mr. William
Petz, Jr., manager, Payroll and Unemployment Taxes, USX Cor-
poration, Pittsburgh, Pennsylvania; Mr. John P. Davidson, staff at-
torney, Chrysler Corporation, Auburn Hills, Michigan; and Marc
Baldwin, who is the assistant director of the Public Policy Depart-
ment of American Federation of Labor and Congress Industrial Or-
ganizations.

Excuse me for laughing, but it’s interesting to note that, two
chairs down, the man from labor sits. [Laughter.]

Well, we might have a standoff.

Mr. LEVIN. Actually, there are good relationships between them.

Chairman SHAW. Mr. Petz.

STATEMENT OF WILLIAM PETZ, JR., MANAGER, PAYROLL AND
UNEMPLOYMENT TAXES, USX CORPORATION, PITTSBURGH,
PA

Mr. PETZ. Thank you, Mr. Chairman.
Chairman SHAW. And again, I have all of your full statements
which will be made a part of the record.




74

Mr. PETZ. Good afternoon to you, Mr. Chairman and Mr. Levin.

Again, my name is William Petz, Jr. I am manager of the payroll
and unemployment compensation taxes for USX Corporation, a
major worldwide producer of steel products, energy, and oil and
gas, headquartered in Pittsburgh, Pennsylvania.

I thank you for the invitation to speak today in support of H.R.
3684, the Employment Security Financing Act of 1998. USX would
like to take this opportunity to commend Chairman Archer and es-
pecially you, Mr. Chairman and cosponsors for this historic step in
advancing the reform of the Federal Unemployment Tax adminis-
trative finance process.

Over the years, USX has been at the forefront in support a sound
and efficiently run State UC program. Our company believes that
H.R. 3684 will bring those characteristics back to the program. As
you know, State UC administrative expenses are funded solely by
FUTA dollars and the funding level must be such that claim proc-
essing and job search services for the unemployed individual are
not jeopardized by the underfunding of Congress.

However, in recent years, Congress has funded less than 100 per-
cent of the State UC administration costs and this has resulted in
a serious deterioration and service for employers, unemployed
workers eligible for benefits, and other job seekers. Annual FUTA
payments by employers total nearly $6 billion. The Congress has
been appropriating only about 60 percent or $3.5 billion.

This lack of sufficient funding has forced the State UC agencies
to cut critical services that affect the unemployed worker, such as
work search and counseling. It has also decreased the State’s abil-
ity to monitor and prevent fraudulent UC payments. In addition,
various States have taken it upon themselves to fill the deficiency
in funding by Congress to enact over $200 million in supplemental
State payroll taxes on business. In effect, USX and other employers
are paying for UC administration costs via three forms: FUTA tax,
through State supplemental payroll taxes, and through inflated UC
tax rates by longer benefit durations.

This is particularly frustrating for employers given that the
FUTA trust fund accounts contained over $19 billion at the end of
Fiscal Year 1997 that was primarily being used to offset general
spending by Congress. H.R. 3684 will end that kind of productive
over-collection of more than $2 billion a year in FUTA taxes. It will
assign the responsibility for the collection, reporting and appropria-
tion of FUTA tax to the States.

USX believes that with additional administrative financing, the
State’s will be encouraged to run a more efficient UC benefit and
employment service program for the unemployed individual with-
out taking anything away from current claimant rights and privi-
leges or veterans or LMI statistics.

USX strongly supports H.R. 3684 for the following reasons: Suffi-
cient funding for administration of State UC programs will be pro-
vided.

The FUTA surtax of two-tenths will be repealed after the year
2003. An example of how it affects an employer, USX currently
pays a surtax of over $.5 million each year. Just to pay for this
temporary surtax obligation, USX must sell about $7,100 tons of
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steel products and over $100,000 of equivalent barrels of refined oil
products.

H.R. 3684 will eliminate the need for that $200 million of State
supplemental taxes. It will also promote lower UC spending and
taxes, because each State will become the tax collector, the appro-
priator, and the overseer of how the employers FUTA tax is used.

The bill will eliminate the duplication and collection of reporting
of UC taxes. It is estimated to save employers most of the $100
million which is annually being paid to the U.S. Treasury by the
FUTA administrative fund for these services.

And finally, H.R. 3684 will codify the quarterly payment of
FUTA and State UC taxes. USX does not support the administra-
tion’s Fiscal Year 1999 proposal to pay and support FUTA and
State UC taxes monthly, which is nothing more than a gimmick
that does not actually raise any new revenue. More importantly, if
the administration’s proposal were enacted, it would triple the re-
porting for USX. Presently, it costs about $7,000 for us to make our
reports and deposits of FUTA tax and State UC taxes. It would tri-
ple that burden to around $21,000. It would also place another un-
funded mandate on employers and States.

In summary, USX supports H.R. 3684 because it finally address-
es the problem of underfunded administrative financing for State
UC programs. It will allow each State to control its own UC pro-
gram with sufficient funds being provided to pay out UC benefits
to the jobless and deliver needed work search assistance to unem-
ployed individuals while maintaining the program’s integrity. It is
definitely a win-win-win proposition for employers, the jobless, and
State UC agencies. Employers FUTA dollars will be used as it was
intended.

This, Mr. Chairman, ends my prepared remarks.

[The prepared statement follows:]
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Statement in Support of H. R. 3684, “Employment Security
Financing Act of 1998”, before the House Ways & Means Human
Resources Subcommittee on behalf of USX Corporation by William

Petz, Jr. on June 23, 1998.

Good afternoon, Mr. Chairman and members of the committee. My
name is William Petz, Jr, and I am the Manager of Payroll and
Unemployment Compensation Taxes for USX Corporation, a major
world-wide producer of steel products, energy, and oil and gas,
headquartered in Pittsburgh, Pennsylvania.

I thank you for the invitation to address the Committee this
afternoon about USX's strong support for H.R. 3684, the
“Employment Security Financing Act of 1998”. USX would like to
take this opportunity to commend Chairmen Archer and Shaw and co-
sponsors for this historic step in advancing the reform of the
Federal Unemployment Tax Act (FUTA) administrative financing
process.

USX has been at the forefront in supporting a sound and
efficiently run state unemployment compensation (UC} program
which has the objective of providing temporary assistance to a
person who through no fault of his or her own is laid-off from
work and needs short-term assistance while he or she seeks a new
job.

As the state UC program administrative expenses are funded solely
by FUTA dollars, the funding level must be such that claims
processing and job search services provided to the unemployed
workers are not jeopardized by Congress's under-appropriation of
funds to finance administrative costs.

As you know, the Nation’s Federal/state UC programs are financed
by two payroll taxes on employers; the first being a state UC
tax, and the second, a Federal UC tax (FUTA). USX, which has
over 37,000 employees across the United States annually pays
about $8.2 million in state UC taxes to fund state unemployment
benefit trust fund accounts. Funds generated Erom these taxes
are made available to laid-off workers to pay for UC benefits.
In addition, USX pays a FUTA tax of $2.5 million, to provide
funds for appropriation by Congress to finance all of the
administrative operating costs of providing (1) state UC
benefits, (2) employment services for the jobless, (3) veteran’s
services, and (4) the U.S. Labor Department’s unemployment
insurance service.

However, in recent years, Congress has funded less than 100% of
the operating costs yelated to state UC administration and
employment services, which has resulted in a serious
deterioration in services to employers, unemployed workers
eligible for UC benefits, and other job seekers. Annual FUTA
payments by employers total nearly $6 billion, but Congress has
only been appropriating approximately 60% of that amount, or $3.5
billion, to state UC agencies to cover their administrative
costs. The lack of sufficient funding has forced the state UC
agencies to cut c¢ritical services that affect unemployed
individuals. The reduction in service has caused untimely and
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inefficient assistance in the rehire process, an increase in the
number of benefits weeks paid to the jobless and a decrease in
the ability to monitor and prevent fraudulent payments. In
addition, it has forced state UC agencies to cut critical
services, such as counseling, testing, and referral to employers.

Also, states have taken it upon themselves to f£ill the deficiency
in funding by enacting supplemental state payroll taxes on

business. AL present, states are using over $200 million 1n
state funds for this purpose. In effect, USX and other employers
are paying administrative costs via three forms: (1) through

FUTA, (2) through supplemental payroll taxes, and (3) through
inflated state UC tax rates because longer durations of weekly
benefits are being paid to claimants.

This situatior is particularly frustrating for employers given
that the total balance of the ESAA, EUCA, and FUA subaccounts of
the FUTA Trust Fund Account at the end of fiscal year 1997 was
over $19 billion. These FUTA funds are primarily being used to
offset gencral spending by Congress. This inappropriate
collection and use of FUTA funds will be corrected by H.R. 3684.
This bill is a historical step to end the counter-productive
over-collection of more than $2 billion a year in FUTA taxes.
The bill will assign the responsibility for the collection and
reporting of FUTA tax to the states. Our company believes that by
giving states this responsibility and additional administrative

financing, the states will have the incentive to increase the
efficiency <f their UC programs, without decreasing current
claimant rights and privileges. Our company also believes that in
the long run, a.l ewmployers will see paperwork burdens reduced

and, eventua'ly, state UC tax rates for employers will be reduced
without sacrificing the UC program's efficiency or benefits for
jobless workors.

USX supports H.R. 3684 for the following primary reasons:

1. Sufficient Funding for Administration of State UC Program.

The underfunding of state UC administration costs by Congress
has resultcd in significant increases in costs for employers.
When stare administrative agencies lack the resources to
provide reemployment services to UC claimants, they tend to
concentrate on processing weekly UC checks on a timely basis.
The state UC agencies are then forced to reduce their efforts
in enforcing the work search and eligibility review
requirements. As a result, claimants are taking longer to find
new jobs which, in turn, means that the duration of collecting
UC benefits has been extended. Despite the current
historically low unemploymernt rate of 4.3% and job openings
going unt:illed, the average duration of UC claims is actually
increasing relative to previous periods of low unemployment.

H.R. 3684 w1l overcome these obstacles by providing each
state witi the ability to cover administrative costs at a 100%
level. Ti should alleviate the current situation and allow
state UC .goencies to process jobless claims in an efficient
and timely manner and also enable each agency to give
significant cversight to such matters as recovery of
fraudulent payments.
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he FUTA surtax 0.2% will be re ear 2003.
Part of the $19 billion balance currently in the Federal Trust
Fund Accounts is attributable to the “temporary surtax” of
0.2%. This surtax, which was enacted by Congress in 1976 and
raised the FUTA tax rate to 6.2%, has generated approximately
$1.5 billion a year since enactment. The temporary surtax was
needed tc pay for a deficit in the Federal Trust funds which
resulted from Congress creating a temporary supplemental UC
benefit program in 1976 for unemployed individuals who had
exhausted their 26 weeks of regular state UC benefits and 13
weeks of extended benefits. USX and other employers did not
oppose the surtax when it was first enacted in 1976,
recognizing that the funds were needed to pay for the
temporary extended benefits payable under the 1976 program,
with the understanding from Congress that the surtax would
expire once the debt was repaid. Even though the surtax debt
obligation was fully retired in 1987, Congress has never
repealed the “temporary” 0.2% surtax. Four times since 1987,
Congress extended the surtax, including last year when the
surtax was extended until 2007 as part of the balanced budget
agreement .

USX currently pays a surtax of $.5 million each year. Just to
pay for this temporary surtax obligation, USX Corporation must
sell about 7,100 tons of steel products and 100,000 barrel
equivalents of refined oil products. Under H.R. 3684, this
surtax will be repealed after 2003.

3. Elimipnation of ate su mental b.d

As was stated earlier, various states are using more than $200
million of their own funds -- much of it raised through add-
on payroll taxes on employers -- to offset the shortfall of
funding FUTA administrative costs by Congress. These taxes
have caused the total tax burden to increase for USX and other
employers. USX corporation advocates that the state UC
program be funded responsibly at a level no less than needed
for sound operation of the program. UC taxes should be no
higher than needed to achieve the objectives of the program
but not be underfunded as 1is the current ,situation. This
funding problem encourages state legislators to come up with
creative measures to supplement the UC program by establishing
supplemental add-on payroll taxes.

Under H.R. 3684, this funding problem should disappear as the
state UC system will have access to sufficient funding to
deliver services and maintain program integrity.

4, _Promotes lower state UC spending and taxes.

The current situation of how administrative costs are funded
begs for reform. FUTA taxes are being returned to state
agencies at less than sixty cents on the dollar, while the
remainder of the FUTA taxes paid are being used for
Congressional general spending.

Under H.R. 3684, the state UC agencies will become the tax
collector and overseer of how the employer's FUTA tax is used.
USX believes that the transfer from Federal to state
responsibility for FUTA tax collections and reporting will be
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a good step forward for emplcyers as there will be greater
accuracy in the collection and appropriation process. Also,
states will be more motivated because they will have the
ability to appropriate the necessary funding to finance all
operating costs and more easily monitor individuals who try to
defraud the UC system. Under the legislation, FUTA revenue
paid by employers would be placed in an administrative account
for each state and the appropriation of the administrative
funds from that account would be the responsibility of each
state legislature. The accountability for the use of the
funds will be enhanced by requiring each state UC agency to
issue an annual status report to their governor, legislature
and the public as to services provided to claimants and how
the administrative monies were spent.

In addition, a “hold harmless” Supplemental State Employment
Security Account will be set up by extracting 2% from the FUTA
collections each year that will be used to supplement FUTA
collections in smaller states that do not have a sufficient
employer base to cover 100% of their administrative expenses.

Likewise, a Secretary Employment Security Administrative
Account will be set up again by taking 2% from each year’'s
FUTA collections to finance the remaining UC operations of the
Department of Labor such as program integrity and
conformity/compliance matters.

USX is also in support of the provision in the bill that
mandates that excess funds from a state’s administration trust
account at the end of each annual fiscal period will
automatically flow into the state’s benefits account. This
should enable state legislators to consider reducing state UC
tax rates as well as eliminate add-on payroll taxes for
employers.

H.R. 3684 will still require a federal/state partnership but
the Federal partner will have a smaller role. States still
will need to be in compliance with the Federal law that
compels each state to have a UC program that provides
unemployment claim filing and job assistance services and
meets limited federal criteria. Under the bill, all benefits
and legal protections for unemployed individuals will remain
unchanged.

5. iminates dupli ion of coll i i b
taxes.

Under the current UC system, USX must pay and report state and
federal taxes to two separate collection agencies. This
duplication of effort is unnecessary and will be eliminated
under H.R. 3684, 2ll employers will see tax simplification
related to paperwork reduction and compliance costs.
Employers will have only one agency to deal with relative to
UC-related matters. This is estimated to save employers most
of the $100 million a year which is currently being paid to
the U.8. Treasury out of FUTA administrative funds for
services rendered.
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6. Codifies gquarterly payment of FUTA and state UC taxes.

USX believes that the Administration’s Fiscal Year 1999
proposal to pay and report FUTA and state UC taxes monthly is
nothing more than a gimmick that does not actually raise any
more revenue. If the administration’s proposal was enacted,
the monthly collection of FUTA and state UC taxes will triple
the reporting burden for USX and other employers without any
significant advantage for taking such an action. It would also
divert scarce resources that state UC agencies need for other
purposes. It also represents another unfunded mandate on
states.

Therefore, USX agrees with the provision in H.R. 3684 that
codifies the collection by the states of FUTA and state UC
taxes on a quarterly basis.

In summary, USX earnestly supports H.R. 3684 because it addresses
the major problem of underfunding administrative costs for state
UC programs by Congress. H.R. 3684 will create sufficient funds
for state agencies to provide and deliver timely services and
maintain program integrity. FUTA will be used as it was intended.

In addition, this bill will also have the following other
positive effects: (1)the length of unemployment should be reduced
for many claimants and that will positively impact the state UC
benefit trust funds which should help to reduce employer rates;
(2) states will have more flexibility in designing service
delivery systems without being concerned that once a program is
in operation it might have to be stopped because of inadequate
funding from Washington; (3) administrative costs should be
reduced and total tax collections will increase with a unified
approach to both the state benefit tax and FUTA tax collections;
(4) the 0.2% temporary surtax will be repealed; and (5) employers
will have their collection and reporting compliance burden
reduced by dealing with one UC agency. Therefore, USX asks that
committee members support H.R. 3684 and have it presented to the
Ways and Means Committee for consideration this year. It 1is
definitely a win-win-win proposition for employers, unemployed
individuals and state UC agencies.

USX Corporation has received no Federal grants or government
contracts related to the issue of Federal Unemployment
Compensation taxes during the last two fiscal years.

I thank you for your kind attention.

Respectfully submitted,

William Petz, Jr.
USX Corporation
USX Tax Division
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Chairman SHAW. Thank you.
Mr. Davidson.

STATEMENT OF JOHN P. DAVIDSON, STAFF ATTORNEY,
CHRYSLER CORPORATION, AUBURN HILLS, MI

Mr. DAVIDSON. Thank you, Mr. Chairman, Mr. Levin. I appre-
ciate the invitation to address you this afternoon on H.R. 3684.

As an opening comment, I want to say that Chrysler strongly
supports an efficiently run employment security system throughout
the country. While supporting this system, we also recognize the
need for individuality among the States, as they all have their spe-
cial circumstances to be addressed.

The FUTA tax which is the subject of H.R. 3684 is the issue
being addressed here today. This tax is dedicated to financing the
administration of the employment security system and creates a re-
serve for the payment of Federal share of extended benefits. Em-
ployers pay approximately $6 billion a year in FUTA taxes.

Throughout the years I have seen many State employment secu-
rity agencies struggle to deliver the services because they do not
have the funds avot have the funds available. Being one of the
large customers of the State agencies, we are concerned about
these reductions. The reduced funding has left the State’s with the
following alternatives: One, supplement the administrative funds
for their State general revenues; two, assess a special State tax
solely for the supplementation of the available funds; or three, cut
services by closing branch offices or diverting available resources to
other functions.

States should not be confronted with such choices. The funds are
ther(i& but are being diverted to other purposes not intended by
FUTA.

Employers and workers rely on the services of the Employment
Security Agencies. We have instructed our plants to use the em-
ployment service exclusively to obtain workers. We also rely on the
unemployment insurance agencies to pay benefits in a timely and
accurate manner to eligible employees. It is troubling that our em-
ployees are unable to receive the services while employers continue
to provide adequate revenue through the FUTA taxes.

Perhaps the greatest concern is the loss of program integrity.
Based on USDOL quality reports, error rates of 10—-15 percent are
not unusual. In 1997, nearly $20 billion were paid in unemploy-
ment benefits. That means, assuming a 10 percent error rate, near-
ly $200 million were paid incorrectly. That is money employers
have paid and entrusted to the States to properly administer. Un-
fortunately, most of the money paid in error is never recovered and
the trust funds and the employers suffer from that loss.

The biggest change which has taken place under the guise of effi-
ciency is the use of automated systems for applying and certifying
for benefits. While this is good administratively, it adds to the de-
cline in program integrity. Let me illustrate with a couple of sce-
narios that we have encountered.

When States started allowing claims by mail, we actually had a
former employee certifying for and receiving benefits while he was
in prison. Another situation that we have caught where improper
benefits were paid is when a person is hospitalized. With phone
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certification, the individual can call from his hospital bed. How can
these claims be caught?

Don’t misunderstand, I am not advocating returning to the old
days when people were lined up around the block waiting up to six
hours to be serviced. Instead, I'm advocating more funds for the
audit and the police functions at the State agencies. Improper ben-
efits are a direct cost to employers since they are charged to the
State’s experience rated trust funds.

How does this address the need for H.R. 3684? Where States
have adequate funding to administer the program, they can staff
the agencies to improve the integrity and the services provided.
The squeeze caused by the reduction in funding has forced States
to seek approximately $200 million per year from other sources,
notwithstanding the fact that, there is $2 billion in surplus FUTA
being collected.

The main feature of H.R. 3684 is the establishment of the State
specific accounts for the deposit of FUTA revenues. It will be up
to the State legislatures to appropriate the funds needed for proper
administration of their system. The funds will still be held by the
U.S. Treasury, as are the benefit trust funds.

The second feature is the collection of the FUTA by the States.
This would eliminate the need for the employers to file two tax re-
turns each quarter. It would also eliminate the collection expense
currently charged by IRS while increasing the integrity of the tax
collection.

And then, there is the notorious two-tenths temporary tax. This
amounts to an unnecessary $1.5 billion per year of employer pay-
roll taxes. The purpose of this tax was to repay a loan for emer-
gency benefits in the mid-1970’s. This loan was repaid in 1987.
There is no need for that tax to be continued at this time, much
less, to the year 2007. H.R. 3684 will repeal this tax in 2004.

I'm not going to lengthen this testimony discussing the rest of
the bill—others will be doing that. I'm here to say that we support
this bill and hope the committee and other members of Congress
will support its passage.

Mr. Chairman, thank you for your attention.

[The prepared statement follows:]
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TESTIMONY OF
JOHN P. DAVIDSON
CHRYSLER CORPORATION

H.R. 3684
UNEMPLOYMENT INSURANCE
ADMINISTRATIVE FINANCING REFORM

HOUSE WAYS &t MEANS HUMAN RESOURCES
SUBCOMMITTEE HEARING
JUNE 23, 1998

Good afternoon. My name is John Davidson. I am an attorney with Chrysler Corporation and
responsible, among other things, for the Unemployment Insurance program for the Corporation. 1
have been involved in Unemployment Insurance for most of my 29 years with Chrysler Corporation.
I am also on the Board of Directors of “UWC, Inc., Strategic Services on Unemployment and
Workers” Compensation” (hereinafter, UWC) and am active in various state employer organizations
dealing with unemployment insurance matters..

I thank you for the invitation to address this Subcommittee this afternoon about the Administrative
Financing Reform proposal for the Unemployment Insurance system in this country, being H.R.
3684. T have been actively involved in the preparation of this proposal through UWC. I am here to
speak in support of this bill.

As an opening comment, I want to stress that our Company strongly supports an efficiently run
employment security system throughout this country. While supporting this system, we also
recognize the need for individuality among the states as they all have their special circumstances to
be addressed.

PRESENT SYSTEM FUNDING

The unemployment insurance system in this country is financed by two payroll taxes paid by all
employers. First is the State Unemployment Tax which is dedicated exclusively for the payment of
unemployment insurance benefits. These funds cannot be used for any other purpose. This is an
experience rated tax where the employers with the highest amount of unemployment pay more than
those employers having little or no unemployment. This tax currently generates approximately $24
Billion per year.

The second tax is the payroll tax paid under the Federal Unemployment Tax Act (FUTA). This tax
is dedicated to financing the administration of state employment security systems and creating a
reserve for the payment of the federal share of Extended Benefits. A portion of this tax is also being
accumulated in a loan account to assist those states whose trust funds become insolvent. Currently,
there are no outstanding loans, so this account continues to grow. Employers are paying
approximately $6 Billion per year in FUTA taxes. It is this tax (FUTA) that is the subject of H.R.
3684.

SERVICE REDUCTIONS

Throughout the years I have seen many state employment security agencies struggle to deliver
important services to their customers (employers and workers). The problem exists because they do
not have the funds available to adequately deliver these required services. Being one of the large
customers of the state agencies, these reductions in service have been a matter of great concern.
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In the mid-1980's, I was part of a team that visited with Michigan’s Congressional Delegation to
encourage additional funding for the Michigan’s Employment Security Commission. This team
consisted of employers, representatives from organized labor, state legislators and the Michigan
Economic Alliance. Michigan was then faced with closing branch offices and curtailing employment
services at a time when unemployment rates were high and people needed all the help they could get
to return to work. The only concern that could be addressed with the available funds was the timely
issuance of unemployment insurance benefits checks. Subsequently, the Contingent Fund was
included in the annual budget.

The Contingent Fund was intended to supplement the appropriation which had been given to the
states when the unemployment activity was greater than planned. Unfortunately, that has not worked
as well as hoped. Because of the existance of the Contingent Fund, the basic funding has been
continuously reduced. While the costs to state employment security agencies for wages and benefit,
as well as the “fixed” costs (i.e., rent and utilities) continue to rise, the dollars appropriated to the
states are being cut. This only exacerbates the problems to the states. )

Over the years, the reduced funding has left the states with the following alternatives.

1. Supplement the administrative funds through state general revenue grants. This
reduces the state funds needed for other programs.
2. Assess a special state tax solely for the purpose of supplementing the administrative

grants received from the federal government. This increases the taxes on employers
and, possibly workers, and results in paying for the same service twice.

3. Cut the valuable services provided by the state employment security agencies by
closing branch offices or diverting available manpower and resources to other
functions.

Some states may have been forced to do more than one of the above, which drastically reduces the
benefits and services of the employment security program.

States should not have to confront such choices. The administration of the employment security
programs was designed to be financed by the tax dollars employers pay under the FUTA. The funds
are there, but are being diverted for purposes other than those for which the FUTA tax was intended.

Employers and workers all rely on the services of the Employment Security Agencies. Chrysler
Corporation has instructed all our plants to use the employment service exclusively to obtain
employees. We also rely on the unemployment insurance agency to pay benefits in a timely and
accurate manner to those employees who are unemployed through no fault of their own. It is
troubling that our employees are unable to receive needed services at the time of their
unemployment, regardless of how short it may be, while we continue to provide adequate revenue
to provide the needed services through our FUTA taxes.

PROGRAM INTEGRITY

Perhaps of greatest concern is that the integrity of the program is suffering. Each year the USDOL
publishes a quality report showing how the state agencies perform. An error rate of 10% to 15% is
not unusual. In 1997, the total unemployment benefit payments amounted to nearly $20 Billion.
That means nearly $200 Million in benefits were paid incorrectly, assuming an average error rate of
10%. That is money employers have paid in state unemployment taxes and entrusted to the
employment security system to properly administer. Unfortunately, most of the money paid in error
is never recovered and the trust funds, and employers, suffer from that loss.

The biggest change which has taken place under the guise of efficiency is the use of automated
systems to apply for unemployment benefits and continue to certify eligibility for benefits. I can
agree these systems are faster and less costly to administer. But what verification is there that the
individuals claiming benefits are truly entitled to them? How does anyone know if the claimant is
truly an unemployed individual? Some states allow a benefit year to be established even while the
individual is working thereby preserving those wage credits. What’s to stop that individual from
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certifying for and receiving benefits? The states presently don’t have the resources needed to
adequately monitor the benefits being paid and must rely on other sources to police benefit payments.
That burden usually falls on employers, again shifting the administrative responsibility and cost away
from the agencies charged with that responsibility.

Let me illustrate a few scenarios we encountered where program integrity has failed. When states
started allowing certifications by mail, we actually had a former employee certifying for and
receiving benefits while he was in prison! With the telephone certification, this same person could
have someone else call in and certify for him, and no one would be the wiser. How about the person
who takes a vacation and has a relative call in for him? Who knows unless he says something to the
wrong person. Another situation where we have caught improper benefits being claimed is when
a person is hospitalized. With phone certification, the individual can call from his hospital bed.
How can that claim be caught? When there was in-person reporting, the hospitalized individual
could not certify because he/she could not get to the branch office. If the person was not hospitalized
but was still unable to work, the agency could tell, visually, the person was unable to work,
especially when they would walk into the branch office with their leg in a cast. With automated
certification for benefits, how do we know the person is not stopping on their lunch break from that
new job they have found with no help from the agency, or calling from their cellphone while
working, to certify for benefits still chargeable to the prior employer? With in-person reporting, that
individual had to be away from work to certify. Many times individuals would pull into the agency
parking lot in a company truck and would be caught there. That won’t happen with the automated
certifications. Again, this is only a small illustration of a few of the scenarios we have encountered
since the services have been depersonalized.

Don’t misunderstand. I am not advocating returning to the old days when people were lined up
around the block and waiting up to six hours to be serviced. That’s what happened in the 1980's
when the cuts in administrative funding began. Instead I am advocating more funds to audit and
police the payment of benefits. Again, the payment of improper benefits to those individuals not
entitled thereto, is a direct cost to employers as the benefit payments are charged to the state’s
experience rated trust funds.

All states require the person claiming benefits to be able, available and seeking work to be eligible.
In fact, that is one of the federal requirements for the state laws to be in conformity. Unfortunately,
with the constant cuts in funding over the years, and the diverting of available FUTA funds, the
efforts to help unemployed individuals find work have been curtailed. So have the efforts to make
sure individuals are seeking work as they should. This only increases the length of time people are
unemployed and drawing unemployment insurance benefits which further increase the cost to
employers. An average of one week of benefits with the current low level of unemployment still cost
the benefit trust funds approximately $1.5 Billion. It would be much higher in times of high
unemployment. Given adequate administrative funds, the states could do more to help these
individuals return to work quicker and become productive citizens again.

H. R. 3684

How does all of this address the need for H.R. 36847 Where states have adequate funding to
properly administer their programs, they can staff their agency to permit the required improvement
in the integrity of the program and services to their customers. We are fortunate that unemployment
rates currently are at an all time low.

Unfortunately, the employment security agencies are still in business and need operating capital.
Many expenses do not go away just because the unemployment rate is low. Further, states have to
be prepared for the dips in the economy we know will come.

The squeeze caused by the reduction in the allocation of administrative funds from the federal
government has forced states to seek other resources. States have been seeking approximately $200
Million per year from their own general revenues or other sources, notwithstanding the fact there is
almost $2 Billion in surplus FUTA revenues being collected annually. States look to employers to
make up diflerences through additional payroll taxes. We don’t believe this is appropriate since we
are already paying too much in FUTA taxes. Why should we when we are already paying for the
system? Employers want the state agencies to have adequate funds from the money we are paying
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today. Like anyone else, we also want to see a reduction in our tax costs. We believe H.R. 3684 will
help on both counts.

The main feature of H. R. 3684 is the establishment of state specific accounts for deposit of FUTA
revenues. The state legislatures know their needs and problems. It will be up to them to appropriate
the needed funds for proper administratin of the employment security program. We believe that is
the best place to control the spending. With adequate funding, the states can improve the integrity
and service of their programs and help to reduce costs further. It would also be easier for employers
to monitor what is happening to the tax dollars they pay. The funds would continue to be held by
the U. S. Treasury as are the state benefit trust funds.

A second feature of H.R. 3684 that we support is the collection of the FUTA taxes by the states.
This would eliminate the need to file two separate returns each quarter (FUTA and State) as it could
be done on one form. The result would be reduced cost to employers in preparing and filing multiple
returns. It would also eliminate the collection expense currently charged by IRS while increasing
the integrity of the tax collection. This is a win-win situation with a lower cost for tax collection,
reduce the paper to be processed and improved program integrity.

And then there is the notorious 0.2% “temporary” surtax that we hear so much about. This amounts
to an unnecessary $1.5 Billion per year of employer payroll taxes. The purpose of this tax was to
repay a loan from general revenues for emergency unemployment benefits paid to claimants in the
mid-1970's. This tax was initially scheduled to sunset after that loan was repaid. The loan was
repaid in full in 1987. There is no need for that tax to be continued at this time, much less through
the year 2007. It should have been eliminated in 1987, as promised by the Congress in 1976. I'm
not going to put blame anywhere. Suffice it to say, employers can use that money to help create jobs
for our people. This is a better use of this money than sitting in an account in Washington. H. R.
3684 would repeal this tax in 2004. We definitely support the termination of this “temporary” tax.

I am not going to lengthen this testimony by discussing all of the other provisions of H.R. 3684.
Enough people will be doing that. T am here to say that we support this bill and hope this committee
and the other members of Congress will support its passage.

1 thank you for your attention this afternoon.

Respectfully submitted,

Lk frn
ohn P. Davidson

Chrysler Corporation
Employee Relations Office CIMS 485-07-88
1000 Chrysler Drive

Auburn Hills, MI 48326-2766

[248] 512-2267

[fhr36841]
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Chairman SHAW. Thank you, Mr. Davidson. I'd like to make one
correction in your testimony. I hate to do it, but the math was in-
correct. Ten percent of 20 billion is 2 billion, not 200 million.

Mr. DAVIDSON. I'll accept that correction. [Laughter.]

I'll just add, I think that just highlights the problem further.

Chairman SHAW. Mr. Baldwin.

STATEMENT OF MARC BALDWIN, ASSISTANT DIRECTOR, AFL-
CIO PUBLIC POLICY DEPARTMENT

Mr. BALDWIN. Thank you, Mr. Chairman and Members of the
Subcommittee, for the opportunity to present our views this
evening. I've submitted a statement for the record, so I'll briefly re-
view the key issues in that.

Our UI system is a program of roughly thirds. About one-third
of the unemployed receive benefits, one-third of their last wages
are replaced, and one-third of those who enter the system exhaust
their benefits before finding a new job. The record of State pro-
grams fall short of the goals of the Ul system in the new economy.

The road to a one-third system is not travelled because governors
or State agency’s want to restrict access or because State agency’s
are poor administrators. The one-third system emerges precisely
because of the decentralized structure of the benefit side of the pro-
gram which devolution advocates mistakenly would expand. Be-
cause States face competitive pressures from their neighbors, they
have strong incentives to limit benefits in the name of business cli-
mate. Whatever we may think of the ultimate effectiveness of this
economic development model, the fact that benefit recipiency rates
have fallen from 75 to 35 percent over the last 20 years is directly
related to interstate competition in this downward pressure.

H.R. 3684 and the other devolution proposals would subject addi-
tional elements of the Ul program to this pressure, limiting the na-
tional effectiveness of the program. Instead of following established
social insurance principles, like pooled risk and a broad revenue
base, devolution proposals force individual States to rely almost en-
tirely on their own funding bases.

This isolation combined with interstate competition provides an
incentive to underinvest in the Nation’s re-employment system,
promoting privatization and shifting funds from administration to
benefits. Clearly, by maintaining FUTA funds in the unified budg-
et, the current system also contains incentives that encourage
underinvestment, in this case, in pursuit of a balanced Federal
budget.

But devolution cures this structural problem by creating more se-
vere structural problems. The concern about Federal trust funds
being unreal or not fiduciarily sound, as was mentioned this morn-
ing, to me, is only heightened by a proposal to create 50 such
State-based funds. H.R. 3684 dismantles the current system of
pooled risk and reduces funding by one-fourth, putting State pro-
grams in jeopardy during recessions.

In an attempt to rebuild the current broad-sharing of risk, the
proposal suggests two small funds—a revolving loan fund and a
small State fund. Our written testimony details the administrative
difficulties with these inadequate attempts to rebuild risk-pooling
which the proposal dismantles. More broadly, this dramatic struc-
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tural change runs counter to all insurance principles—pooling of
risk, fair distribution, and a broadest possible funding base.

H.R. 3697 introduced by Congressman Levin and English of this
subcommittee propose reform which is in keeping with these funda-
mental principles. It provides incentives funds for States which
choose to address administrative problems facing temporary and
contingent workers. It provides an increase in administrative funds
generally. It establishes a solvency measure linked, again, to incen-
tive funds and it creates an extended benefit trigger which will
work, unlike the current measure which has resulted in Congres-
sional emergency action when the EB system failed to trigger on
despite high unemployment.

These reforms are overdue. They have bipartisan support and
they should be passed as a first step toward longer term solutions.

Although we see the devolution proposals as a dangerous rejec-
tion of the principles which should govern insurance programs, we
are also aware of the perils caused by the current situation. Both
the administration of the program and the benefits side of the pro-
gram are in need of reform. On administration, the devolution pro-
posal seeks to address the level of funding to States by altering
both the level and the distribution of funding. A dialogue should
promote solutions which combine the best outcomes both for levels
and for distribution on the following lines:

Administrative funding to be expanded while maintaining na-
tional risk-pooling and Federal stakeholder commitments. The dis-
tribution of funding among the States should more accurately re-
flect the cost of an effective system in each State and actual State
expenditures. And finally, the countercyclical impact of the system
should be improved through extended benefit reform and solvency
measures.

H.R. 3697 and H.R. 3684 should provoke a broad debate about
stable financing for a system which meets the three goals of unem-
ployment insurance as outlined in our testimony. Reforms based on
devolution only highlight inequities among the States and reject
sound principles for organizing social insurance. Instead, we look
forward to a dialogue around expanded funding and improved for-
mula for distributing funds on the basis of need and countercyclical
reforms.

Thank you.

[The prepared statement follows:]
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This testimony has four parts: a statement about the goals of unemployment insurance
(UI) system, a critique of devolution as an approach and HR 3684 as an example. support for
English-Levin (HR 3697) as a down-payment on consensus reform, and a look to the future for a
bi-partisan commitment to improve financing without jeopardizing essential principles of social
insurance.

The National Commitment to Unemployment Insurance

We need to be clear about the full extent of the problems facing unemployment insurance
in order to identify sufficient solutions. In the Ul context, the problem is much broader than
financing. The problem is both financing and the programs that states are running.

Justification for improved funding rests on the three functions of the UI system: reducing
the hardship of job loss for individuals, improving the counter-cyclical capacity of the economy.
and, more recently, serving as the gateway to re-employment programs. These functions all
require at least one system outcome: people receiving benefits. Particularly as states develop one-
stop re-employment models, the link between benefit receipt and re-employment services.
through profiling and through application of “suitable work” and work search requirements.
becomes a central labor market issue.

Reducing income loss during unemployment and providing counter-cyclical capacity
were the two motivations for creating unemployment insurance in 1935." The record of state
programs since then is checkered at best. Effective personal support and macroeconomic
intervention rest on two related elements of the program: wage replacement rates and the
percentage of the unemployed receiving benefits. On both counts, state programs have been

! William Haber and Merrill Murray (1966), Unemployment Insurance in the American
Economy. Homewood, IL: Richard D. Irwin, Inc.
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failing, particularly in recent years.

The percentage of the unemployed receiving benefits has the most significant impact on
counter-cyclical effectiveness. Between 1975 and last year, the percentage of the unemployed
receiving benefits fell from 75 percent to 35 percent. Numerous studies have discussed the
sources of decline.? State laws have not sufficiently responded to increasing women's labor
force participation, the increase in part-time and contingent work, or declining wage levels.?

States exclude the unemployed from benefits through increasingly stringent
disqualifications. Instead of “denial periods”, limiting the number of weeks for which
individuals can receive benefits, states have shifted heavily toward “durational disqualifications”,
which eliminate benefit eligibility during an unemployed period. After a durational
disqualification, claimants face re-qualification requirements based on earnings from their new
job. States have increased these re-qualification requirements. And, at the behest of a narrow
segment of the employer community, some states are implementing laws which require an
individual to re-apply with a temporary help agency when they lose a job which they found
through that agency. This two-tiered system, locking some individuals onto a separate labor
market track, exists in 11 states.* Individuals subject to this tracking have a strong disincentive
to apply for benefits if they seck to better themselves through full-time employment that is more
suitable.

Wage replacement rates are another element of the counter-cyclical effectiveness of the
program. State programs have never replaced, on average, even 50 percent of lost wages.
Throughout the 1990s, state programs replaced less than 37 percent of average weekly wages.
Wage replacement rates plummeted by 10 percentage points between 1945 and 1953, from 42
percent to 32 percent. After climbing slowly, the wage replacement rate peaked at 38 percent in
1982. In the most recent year available (1997), the ratio of average weekly wages to average
weekly benefits was just 34 percent, the lowest wage replacement rate since 1969.°

On the third goal of Ul — providing income support during difficult employment
transitions — we shouldn’t assume that a booming economy is fixing all labor market problems.

? Daniel McMurrer and Amy Chasanov, “Trends in unemployment insurance benefits.”
Monthly Labor Review, September 1995.

3 Amy Chasanov, “Clarifying Nonmonetary Eligibility Conditions in the Unemployment
Insurance System,” University of Michigan Journal of Law Reform, Special Issue, 1995.

4 Three states added these provisions last year. Diane Runner, “Changes in state
unemployment insurance legislation in 1997.” Monthly Labor Review, January 1998.

$ US Department of Labor, Unemployment Insurance Service, Division of Fiscal and
Actuarial Services.
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The most recent displaced worker survey by the Bureau of Labor Statistics shows continued
economic difficulties for individuals who suffer permanent job loss. More than half of all
displaced workers in industries outside finance, insurance, and real estate suffered income losses
if they found new employment. More than 20 percent of all operators, fabricators. and laborers
were still unemployed in February 1996 after losing a job during the three year period from 1993
10 1995.°

Increased funding for re-employment services is a key step to improving these numbers.
but Ul eligibility is essential. Unless unemployed workers are cligible for UL too few of them
will be linked to these services through the Ul system. The UI system provides more than
income support. It is also intended to improve labor market performance by defining “suitable”
work, enforcing work tests, profiling workers for appropriate services, and defining “able and
available” workers. These labor market functions are subverted when individuals are excluded
from the UI portion of the system.

State behaviors which limit access to benefits and to re-employment systems are causc
for national concern. As the United States competes in an increasingly international economy.
state decisions bear directly on national performance. In 1935, the Social Security Act
established a national administrative finance system precisely with this system integrity in mind.
A uniform national tax, federal oversight, and a refund to states which operate systems which
conform to national standards were established specifically to ensure the existence and function
of the administrative system.

In contrast to the uniform federal tax for administration, taxes on the benefit side of the
program are subject to state regulation. Thus, the incentive to limit outlays through reduced
benefits and restricted eligibility is clear. By holding down benefit outlays, states can reduce
employer taxes in an effort to appeal to “competitiveness” claims. Downward pressure through
interstate competition would suggest that states would limit payments to the unemployed, lower
wage replacement rates, and impose tougher penalties -- all of which characterize current state
behavior. By expanding the range of program measures which are subject to interstate
competition, devolution proposals add fuel to the “race to the bottom” which characterizes the
benefit side of the program.

State behavior around taxation for benefits is a relevant indicator of what may occur
under devolution. In the early 1980s recession, 33 states had insufficient forward-funding of
their benefits systems and had to borrow from the federal government. Trust fund balances have
never fully recovered from this shock, despite years of sustained economic growth, largely
because of downward pressure on the revenue side. The high cost multiple (HCM) is a
straightforward measure of trust fund balances relative to potential outlays. An HCM of 1.0, for

¢ Steven Hipple, “Worker displacement in an expanding economy,” Monthly Labor
Review, December 1997.
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example, means that a state has sufficient reserves to provide benefits during a recession as
costly as the preceding worst 12-month period. Before the 1975 recession. the national HCM
was almost 1.2. Now, the national figure is just over .6. Despite some particularly low high cost
multiples. 16 states proposed tax rebates around unemployment insurance last vear.” New York
and 1llinois have proposed tax giveaways despite being among the five least solvent states in the
country (.31 HTM and .5, respectively). Proposals to expand state authority through devolution
must be viewed in this context.

The significance of thesc patterns is not that states are waging a conscious attack on
unemployed workers. The issue is the structure of the system and the incentives which are built
into a devolved system, primarily the downward pressure exerted by interstate competition.
Social insurance principles suggest it is important to reduce, not expand, the program elements
which are subject to those pressures. The track record of state programs suggests that these fears
are not abstract, but bear on most aspects of state programs. The primary reasons to administer
the system — counter-cyclical impact, personal insurance, and a re-employment gateway — are
contradicted by state behavior under interstate competition.

Current Administrative System Based on Fundamental Social Insurance Principles

The US has the only unemployment insurance system in the world without national
standards for eligibility, disqualifications, intensity of sanctions, benefit levels including family
allowances, benefit durations, employer tax rates, and most administrative procedures. In the
context of this overwhelming power granted to states, worker advocates are justifiably skeptical
about appeals for further devolution of authority. If the US has a significant structural problem
with its system, the problem is not just the national government’s role in administration. The
problem is also an over reliance on states to control all elements of the program which directly
affect the living standards of unemployed workers: eligibility, benefit levels, and durations.
Only in the United States can two similarly-situated workers living in different states be treated
so differently under UL

The minor but important functions reserved for the federal partner were dealt a critical
blow even during the drafting of the Social Security Act. A uniform national tax was proposed
and passed for administration. But the uniform national tax was paired with an experience rated
tax for benefits, following employer insistence, when the bill went to the Senate. At the time,
Representative Cooper pointed out that the experience rating provision gutted the role of the
federal tax in eliminating interstate competition around taxes for benefits.

Why a uniform national tax? National administrative financing was deemed fundamental

7 Greg Jaffe, “South Takes Aim at Jobless Insurance Tax,” Wall Street Journal, January
27,1997.
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to the existence and performance of the system. The devolution proposal attempts to improve the
level of state funding by virtually eliminating the risk-pooling which federal funding provides.
Maintaining federal control over administrative financing is in keeping with essentials of social
insurance, namely pooling of risk and redistribution of funds based on ability to pay.

This social insurance principlc is not abstract. As discussed above. the over-reliance on
states for so many elements of the system has already had a dramatic, negative impact on all
three goals of the system: it has reduced the living standards of unemployed workers, damaged
the counter-cyclical power of the system, and limited the re-employment potential of this
gateway to services.

The Devolution Proposal (HR 3684) is Unworkable

Devolution is wrong in principle. The current proposal is also, we believe, unworkable.
Any administrative finance program must address two central issues: the level of funding and the
distribution of funding. We agree that the current system distributes too little money to the states
and uses flawed measures to derive the formula for distribution. But the devolution proposals
use the low level of funding to create a new system which will adversely affect both the level and
the distribution of funding.

Problems include:

* The national debate about financing cannot begin with the conclusion that
one-fourth of the funding stream, the .2% tax, is unnecessary. Employers
currently pay just $56 a year per employee for unemployment insurance
administration, the Employment Service, and labor market information support.
The devolution proposal will save employers just $14 an employee — at a huge
cost to system integrity. We fully agree that employers, workers, and state
agencies deserve a greater return on FUTA funds, but disagree that revenue
should be cut and the system dismantled to achieve this goal.

* The revolving loan fund shouldn’t revolve. Recessions don’t hit one state at
atime. Any contingency which warrants a loan fund warrants a more serious
funding level and stable fund. When this fund proves insufficient, states will
come to Congress seeking general revenues. The devolution proposal, therefore,
cuts employer taxes by one-fourth and expects other taxpayers to meet the cost if
the loan fund proves inadequate.

* The “council of lesser states” is particularly unworkable and it is vitally
important. The principle role of federal administrative financing is to pool risk
and share expenses on the basis of ability to pay. While dismantling this social
insurance function through devolution, advocates of the policy create a small state

5
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fund in hopes of restoring some measure of shared risk. Their solution is
insufficient to the task. In earlier drafts, the function of the small state council
was to be performed by the Congress. Now all federal tax raising and distribution
in the proposal is handled by Governors. This is a remarkable degradation of
federal authority over federal funds.

The Council raises at least three significant problems. 1) Congress shouldn’t
give such powers to a randomly selected group of Governors. 2) It is not at all
clear that they can reach consensus. More likely, some Governors will form a
group to the detriment of other Governors and their unemployed workers and job
seekers. 3) The right way to distribute these funds among the states would be a
formula based on need and cost. But a formula for distributing funds along these
lines to small states is also the right distribution method for all states.

* The ability to shift funds between administration and benefits is a prelude
to further decline of the system as identified above. It would be bad enough
for the system if state administrative financing were devolved and kept separate
from the benefit side of the system. But by allowing states to move funds from
administration to benefits, the following sequence becomes possible: spend too
little on administration, put the money into benefits, reduce eligiblity even further,
return the savings to employers. This incentive system is contrary to the national
interest in expanding administrative means to promote re-employment.

* The Extended Benefits (EB) proposal retains the worst element of current
system, the inaccurate trigger mechanism. Shifting the full burden for EB to
states will increase cost to states which are generous to unemployed workers by
eliminating the federal match, The right approach is the English-Levin (3697)
proposal, namely, fixing the EB trigger and retaining the 50 percent match.

* The delay in the start date for the bill avoids destroying the budget
agreement in the House, but the Senate budget window is 10 years. Itis
irresponsible to advance a proposal with such significant budget implications in
the distant future.

* The proposal would allow Governors to privatize programs with minimal
oversight of the contracting process. By removing the merit staffing
requirement, the legislation reduces protections against waste, fraud, and abuse
without suggesting alternative safeguards. The Coalition includes the National
Association for Alternative Staffing, which advocates for employee leasing
arrangements, and the Princeton Claims Management firm, which is part of the
vast industry in the US which helps employers avoid paying UI claims. The
presence of these coalition members highlights a privatization agenda and
severely limits any inroads they might make among other stakeholders.

6
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* The proposal will effectively dismantle all federal quality control. HR 3684
includes the sweeping statement that “states shall not be required to comply with
interpretations of the Secretary of Labor with respect to methods of
administration...including but not limited to requirements with respect to quality
control, if such interpretations impose additional administrative burdens on the
states, unless congress enacts legislation wheih approves such interpretation.”
Because any quality control effort can be argued to include administrative
“burdens”, this language effectively dismantles Department of Labor oversight of
nationally important issues.

English - Levin (HR 3697) An Important Down Payment

The Levin-English bill should be a consensus down payment on reform. It provides some
incentives to expand eligibility, improves the counter-cyclical capacity of the system through
solvency measures, and provides increased funds to states.

* By providing incentive grants to states which pursue alternative base
period accounting methods, the legislation encourages an extremely
important reform for low wage and contingent workers. These funds are
available to states which choose to implement this reform; it does not require
states to take this action.

* Modifying the Extended Benefit trigger will improve the future
performance of this important element of the system. The AFL-CIO has
supported a lower unemployment trigger, but it is essential that the country move
in the direction of the Levin-English bill.

* Establishing a solvency target, in keeping with Advisory Council on
Unemployment Compensation advice, is an important step toward sufficient
counter-cyclical capacity. Clearly, solvency can be reached in various ways,
with different implications for unemployed workers. We nevertheless support this
effort as an element of broader reform.

* Additional funding for Ul administration, as included, is overdue and
badly needed.

* The Unemployment Insurance Dialogue process is an important
intervention to raise awareness and generate new ideas. In contrast to the
devolution effort, the dialogue has the potential to generate a true consensus
reform proposal for administrative finance, bringing together stakeholders from
state agencies, employers, worker advocates, and the federal partner.
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These modest, targeted reforms enjoy bi-partisan sponsorship and should be passed as a
step toward larger reform.

Building a Consensus for Principled, Workable Reform

Administrative finance should be an area where bi-partisan reform is possible, but such
reform is only possible starting from shared goals. The effort to devolve funding has raised core
issues about the level of funding and the need to improve re-employment services. Now. the
impetus for change should be directed in more workable directions.

Longer term options for discussion should include:

* Increased Funding. Devolution advocates start with the assumption that
Congress is the problem. A dialogue on administrative financing must confront
the reality — and desirability — of a continued Congressional role. Maintaining
roles for federal partners is consistent with social insurance principles and a broad
dialogue of stakeholders.

* Distribution Formula. Most observers agree that the formula for distributing
funds among the states is based on inaccurate data and outmoded cost
information. This conclusion does not suggest that devolution is the correct
response. Instead, stakeholders should converge on measures that accurately
reflect the cost of a sufficient system.

* Improve Counter-Cyclical Impact. As in the English-Levin (3697) bill,
solvency targets and EB reform are important steps toward improved counter-
cyclical effects. There may be others which stakeholders can agree upon.

The stakes for improving administrative finance and other aspects of the unemployment
insurance system are extremely high. Because Ul is increasingly a gateway to re-employment
services and income support during transitions, the Ul system is a core element of US human
resource policy. Congress should advance a modest down payment on reform, through the
English-Levin bill (HR 3697), and promote a broader dialogue leading to a consensus reform.
Proposals which expand the realm of state control take the system in the wrong direction,
increasing downward pressure on the system, and encouraging further degradation of the national
employment and training system.



97

Chairman SHAW. Mr. Levin.

Mr. LEVIN. Well, it’s late. I'll be brief.

I agree with you completely about the monthly. I don’t think it’s
part of our proposal. It’'s a budget proposal. I don’t think it will
happen. I also agree about the underfunding of the administrative
funding and we try to handle that. I would simply urge—you come
from a very responsible corporation—that we try to proceed not
kind of automatically choosing upsides here or getting caught in la-
bels, but try to look at what the problem is.

I think one of the problems with the proposal with the majority,
at this point, is that if you don’t have a substantial sharing of the
risk, it can affect the administrative provisions, as well as the
other side of it. I think you have more employees in States with
high recipient rates than low. To some extent, the administrative
formula today reflects how many people the States are servicing,
and I would think you would want to keep some reflection of that.

Also, you have, I think, an unusual or beyond average proportion
of your employees in States that have had a very cyclical past. And,
if you don’t have some sharing of the risk, you're going to have
some real problems. I don’t think the automation is the result of
the shortage of administrative fund. I think the history, for exam-
ple, Michigan is something else. That went in into effect I think,
when there was a much larger receipt of administrative fund. The
present proposal on the employment service side in Michigan is to
abolish and to do things by machine—employment placement.

So, I would hope that we can take, Mr. Chairman, a look at those
administrative problems. Extended benefit program needs to be
looked at. The last thing we want to do is to maintain the status
quo, I would hope, which your proposal does. So, this isn’t going to
happen this year. We’ve got some time.

Chairman SHAW. Whose proposal maintains the status quo?

Mr. LEVIN. On extended benefits?

Chairman SHAW. Oh, on extended benefits.

Mr. LEVIN. I would hope that we could sit down and have a true
dialogue about looking at the unemployment system in an age
which is very different from when it was formed. But, I do think
that reflexive shifting to the States at a time when it isn’t only
globalization internationally, there is globalization nationally, is
something we really need to look at and I hope we can all do it to-
gether.

I don’t know, Mr. Davidson, and Mr. Petz and Mr. Baldwin, you
want to comment.

Mr. DAVIDSON. Mr. Chairman, if I may respond to it briefly?

Mr. Levin, I don’t want my comments with regard to automation
to sound like I disapprove of that. I do agree that it is a good thing
to have. The concern that I had that I tried to address is that be-
cause of the automatization, the integrity of the program is suf-
fering. And because it is suffering, it needs a tighter policing or au-
diting or control within the State agencies. Unfortunately, the in-
sufficient revenues prevents them from doing that.

This is the point that I was trying to get to.

Mr. LEVIN. I would just say that I worry about the quality of the
system. In fact, one of my objections to what’s proposed in Michi-
gan in terms of the abolition of the employment service is that, I
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think, you’re never sure who’s looking for work. So, let’s not argue
that—discuss it.

But, I just hope all the focus isn’t on the .2 percent. We've de-
bated that off and on and our proposal continues to 2003, and I un-
derstand the resistance to it. But, let’s also focus on the larger
needs of tailoring an unemployment system in this age where more
and more dislocation is not temporary, but permanent. And where
we need to be sure where people like we reformed the welfare sys-
tem, if they’re going to be laid off, in more cases than was true 20
years ago, permanently, are trained and re-trained to go back to
take another job.

Mr. DAVIDSON. Thank you, Mr. Chairman.

Chairman SHAW. We've brought up reforming the welfare sys-
tem, and I think somewhere during this debate, I have to remind
you, Mr. Levin, that all through this debate on welfare reform race
to the bottom, was used over, and over, and over. Lack of con-
fidence in the State was expressed over, and over, and over, and
all of this came from your side of the aisle—a bunch of it from you.

Mr. LEVIN. No, no, no. You never heard me once say that about
race to the bottom.

Chairman SHAW. I never heard you say that——

Mr. LEVIN. I never used that term.

Chairman SHAW. Well, you’re the only one that didn’t.

Mr. LEVIN. I never.

Chairman SHAW. But anyway, we had confidence in the States.
I have confidence in the States. Frankly, the three gentlemen rep-
resenting States here today, I have ultimate confidence in them
and I have a total lack of confidence in the present system and the
way it’s being administered.

There is no question in my mind, tax on employment is the most
regressive tax you can have and I'm sure all of us would agree to
that—business and labor. And this is part of the compensation of
the people you represent in labor unions. It’s a question of this
being a tax on their employment. Now the fact that the employer
pays it, makes no difference. It’s still a tax on employment and it’s
regressive.

I think it is really, really outrageous that these huge surpluses
that we have built up, that don’t even exist—and you talk about
actuarialy sound. Nobody is going to say a program where there
“ain’t no money in it” is actuarialy sound. It’s an IOU from the tax-
payers that they’re going to have to come up, cough up with the
money on the future budgets, future congress’s and future adminis-
trations. There’s no recession out there. I know that—you know
that—we all know that. There are going to be times when that so-
called stealth surplus is depleted and comes down to zero, but
that’s just simply a book entry because it’s going to be taxed
against the taxpayers of the day of the recession. We know that.

There is no surplus. It is a fraud. It is a total fraud and I think
the quicker we face up to that, and I think the .2 percent is a very,
very valid issue. A temporary tax is a temporary tax. And it should
become a permanent tax. And to make things even worse, it’s kept
as a permanent tax in order to make it look like we’re balancing
the budget.



99

I do have one question that I'd like to ask you, Mr. Baldwin. As
I read your testimony, on page 2, you discuss various ways that
States have narrowed eligibility for benefits which you oppose, and
I can understand that. Later on page 6, you argue that more ex-
tended benefits should be provided, half of which would come from
State taxes through the use of a more generous trigger mechanism.
Then, on page 7, you talk about how States should use alternative
base periods allowing more individuals to qualify for unemploy-
ment benefits.

Following through on your position on this proposal would result
in more unemployment benefits being paid out. I totally under-
stand that. Yet, later on page seven, you talk about the importance
of establishing and reaching a solvency target that is, by building
up larger reserves in State benefits accounts to meet needs of a re-
cession. Now how do you reconcile these competing goals? And
wouldn’t it require huge State benefit tax increases to both provide
more regular and extended benefits, and ensure that sufficient
funds are built-up for their future needs?

Mr. BALDWIN. Well, clearly, it might. The extended benefit piece
would be in the future. So, you would have funds built-up between
now and then to cover that. That’s paid for in the Levin-English
proposal.

The administrative side of the alternative base period change is
covered by the Levin-English. That covers about 6-8 percent of the
unemployed. But it has a smaller price tag because they are not
average employees. They’re virtually, by definition, low wage em-
ployees. So, their impact on the budget is actually smaller than
that.

In your own State, the State estimate was extremely low. I'm ac-
tually quoted in the Wall Street Journal questioning whether it’s
high enough. So, I'm acknowledging that these things will cost
some money. But I believe we have a national commitment to the
unemployment insurance system, not just the administrative side,
but the benefits side. It’s vital to the countercyclical capacity of the
economy. It’s vital to the income support for individuals who lose
their jobs and increasingly, it is the gateway to re-employment
services.

It’s no accident, in my mind, that the percentage of the unem-
ployed receiving benefits and the durations are moving in opposi-
tion directions. Fewer people are getting benefits and durations are
climbing. Most people would say that benefit receipt would climb
and durations would climb together because they have this image
that people sit around. On the contrary, people get into the UI sys-
tem and that is their gateway to re-employment services. So, I ac-
tually think that the cost will be lower than a lot of folks would
estimate.

Chairman SHAW. Mr. Baldwin, I recall vividly, the hearing that
we had on this when we were extending the benefits. At that time,
Mr. Downey was chairman of this committee. And I don’t recall
whether I was a ranking Republican member or just one of the
members of this committee, but from all the statistics we sought,
people went back to work about the time the benefits ran out. This
was clearly a trend. And to have more generous benefits would ap-
pear, or longer period-of-time benefits, particularly in good times—
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I'm not talking about really tough times, I'm talking about good
times—would simply make the periods of unemployment even
longer.

Surely, you’ll certainly—maybe without enthusiasm—but agree
with me that people tend to look harder for jobs and tend to go
back to work towards the end of the benefit period.

Mr. BALDWIN. That’s correct. The operative question though is,
will they find them. And in fact, because one-third of the unem-
ployed actually exhaust benefits, that suggests that there must be
something else going on in the system that extends their durations
whether they have continued to received unemployed insurance or
not.

Chairman SHAW. But do you have statistical data as to what
happens to them when they fall off of the

Mr. BALDWIN. There was a Department of Labor study on benefit
exhaustees in the 1980’s—yes. And, I'm not sure what the answer
is, but I know that there is a known answer, at least in that set-
ting.

Chairman SHAW. Well, we’ll find out what they came up with
back in the 1980’s.

Mr. BALDWIN. There’s another explanation for the spike right be-
fore you exhaust and that is, that you are looking for a job which
replaces a higher percentage of your wages than what you’re able
to find. Closer to exhausting benefits, you give up and take the
first job you can get. There’s a lot of evidence of that in the dis-
placed worker programs which show that most people have to
change jobs based on—there may be some data in my testimony—
lose up to 20 percent of their income. I think there’s some numbers
to that effect, in our testimony.

Chairman SHAW. Well, I think all of us should be outraged by
the fact, maybe for different reasons—Mr. Baldwin, you’d be out-
raged by the fact that these surpluses are building up and being
used to balance a budget because you feel there should be more
generous benefits.

Business, on the other hand, feels that their payroll tax is being
used for something for which it wasn’t intended. And this is being
used to balance a budget and they’re being taxed unfairly.

And I think back in the middle—I think what we have to remem-
ber here and don’t lose sight of the fact, that a payroll tax is part
of the compensation for America’s worker. The fact, at the bar-
gaining table, if we can save those monies, save some administra-
tive costs that you will be looking for a greater share from the cor-
porations because it will be showing in their income statements.
And you have a great deal of interest in their income statement
during the time of contract negotiations.

So, I think this is one area where we can agree that we should
be pushing together, and exactly where it’s all going to shake out
is another thing. But I think the present system that we all agree
is an absolute outrage.

I want to thank all the witnesses of all the three panels that we
had here today. I think we’ve all learned a great deal. I think that
all of us are going to have to go back to the drawing boards and
make some adjustment, but we do agree, and it’s fine to come away
from here, and even if you don’t agree what road we’re going to
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take, that we’re going to get out of this mess and we’re going to
start, if not in this Congress, we'll get the job finished up in the
next Congress.

Thank you all very much.

This hearing is adjourned.

[Whereupon, at 5:45 p.m., the hearing was adjourned subject to
the call of the Chair.]

[Submissions for the record follow:]
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STATEMENT OF THE
AMERICAN FEDERATION OF STATE. COUNTY AND MUNICIPAL EMPLOYEES
(AFSCME)
FOR THE JUNE 23, 1998 HEARING OF THE
SUBCOMMITTEE ON HUMAN RESOURCES OF THE
HOUSE WAYS AND MEANS COMMITTEE
ON
EMPLOYMENT SECURITY FINANCING

The American Federation of State, County and Municipal Employees (AFSCME) submits
the following statement for the hearing record on legislative proposals to reform the employment
security system.

AFSCME represents 1.3 million federal, state and local government employees in addition
to workers in health care institutions and the private sector. Our members include civil service
emplovees in 19 state employment security agencies who have labored for the last 15 years to
provide quality services in the face of declining resources.

Chronic underfunding of the nation’s employment security system threatens its ability to
respond adequately to the needs of workers and employers. The unemployment insurance program
has been experiencing a growing gap between resources needed to process estimated workloads and
appropriated funds. Some estimates put this gap as high as $300 million in 1998. In addition,
funding for state employment service operations declined 35.5 percent between Fiscal Year 1985
and Fiscal Year 1998, even though the size of the civilian labor force grew by 20 percent. The
Fiscal Year 1998 appropriation for the employment service was actually $15.6 million less than the
Fiscal Year 1998 appropriation.

While the effects of this contraction of resources may not be readily apparent because of the
robust economy, it is a serious concern. Funding shortages mean that the unemployment insurance
program may not be able to respond effectively and efficiently to a sudden surge in unemployment.
In addition, despite a strong economy, workers who lose their jobs are experiencing longer spells of
unemployment than at the same point in previous economic cycles. Some of their difficulty can be
attributed to a deterioration in reemployment services by employment service offices.

All of the emplovment security stakeholders -- business, labor, and the states -- view the
current underfunding of state unemployment insurance and employment service operations with
great concern. However, we do not agree with the solution proposed by some states and business
organizations and embodied in H.R. 3684.

AFSCME opposes H.R. 3684 because it would:

e permit states to privatize both their state unemployment insurance and employment
service operations;

o exacerbate the problem of underfunding of administrative operations: and
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e alter the current federal-state employment security partnership so fundamentally that it
would cause irreparable harm to this crucial economic security system.

H.R. 3684 would turn back to the states key aspects of the already limited, but crucial.
federal role in the nation’s employment security system: the power to influence state actions and
policy by using the tax and spending power of the federal government. The legislation replaces the
federal trust fund into which the federal employer tax revenue (FUTA) flows with 50 individual
state administrative trust funds. While the federal FUTA tax would continue, the states, instead of
the federal government, would collect and keep the federal tax revenue. Instead of Congress
appropriating funds for the whole country. each state legislature would appropriate administrative
funds for both the unemployment insurance and employment service offices. The plan also repeals
the two-tenths percent surcharge and replaces the existing federal extended benefits program with a
requirement that each state establish its own extended benefits program.

A principal assumption of H.R. 3684 is that since budgetary pressures at the federal level
have caused severe underfunding of state operations. the states should have control over
administrative financing. However, state performance in key areas which they already control,
recipiency rates, state benefit trust fund solvency standards. and wage replacement levels. does not
provide any assurance that more state control will produce a better result. Indeed, at a national
average of 33 percent, recipiency rates are at an all-time low: state trust funds overall have fewer
reserves for the next recession than they had before the 1995 recession when 33 states had to
borrow from the federal government; and wage replacement rates currently are at the lowest rate
since 1969. In all of these areas, states are subject to downward pressure which stems from
interstate competition and a desire to offer a more attractive climate for business than their
neighbors.

These trends are a strong indication that the states will not do any better than the federal
government in fully funding the operation of the employment security system. Indeed. H.R. 3684
actually may encourage states to underfund administrative costs.

Under the bill, each state would appropriate funds from an administrative account, but any
funds remaining in that account at the end of each year would have to be transferred to the state
benefit trust fund. Since increased reserves in the benefit account could be used to justify a
reduction in the state employer tax, state business interests would press to minimize administrative
funding in order to reduce state employer taxes. Under the current system, there is a wall between
the state benefit trust funds and the federal administrative account which protects the system from
these pressures.

While falling short of its own objective to ensure adequate financing, H.R. 3684 also
abandons the central principal of national risk pooling that is the underpinning of the current
system. In defense of the 50-state trust fund structure created by H.R. 3684. its advocates argue
that the states are not receiving back from the federal government as much money as their
employers are paying in federal taxes.

However, the current employment security system is not intended to send back to the states
an amount equal to what their employers pay. If that were the primary objective, there would be
little need for any federal role at all. In fact, the current system is intended to pool revenue from all

2
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of the nation’s employers and then distribute it back to the states based on need. In doing so. the
current structure allows the system to help states in recession at a time when they may not be able
1o come up with adequate funds.

H.R. 3684 also weakens the federal government’s authority to influence state behavior in
important ways. Most significantly, states no longer would have to comply with long-standing
requirements for merit-based personnel to staff unemployment offices. Instead, they could hire
private companies to process unemployment benefits, or employers could process unemployment
benefit claims for their own employees.

The federal merit standard requirement was established in the 1930s in response to
criticisms about politicization, fraud and abuse in unemployment insurance offices. At the time,
fewer than half of the states had civil service systems, and the federal merit standard requirement
was proposed as a way to ensure adequate accountability for these federal funds with a minimum
amount of federal scrutiny or intrusion into state affairs. Without the merit standard requirement,
there would be no way to ensure that states are using the revenue from the federal FUTA tax

properly.

H.R. 3684 undermines or fails to address other important aspects of the employment
security system. It abandons any federal role in the extended benefits program. leaving this
responsibility to the states as long as their state unemployment triggers are no worse than the
already inadequate federal trigger. Again. given the states” recipiency and wage replacement rates
record, there is little reason to believe that most would create a better program.

Finally, H.R. 3684 achieves a long-standing objective of employers -- the repeal of a .02
percent FUTA surcharge -- even though it has virtually no policy relationship to the central purpose
of the legislation. Advocating repeal of this surtax. which only costs $14 per employee per year,
before considering what improvements could be made in the system wrongly makes tax reduction a
higher priority than either increasing the percentage of unemployed receiving benefits or greater tax
equity among employers. The level of taxation should reflect the policy needs of the system.

Overall, HR. 3684 attempts to deal with a funding level problem with a solution that
changes the distribution of funds among the states and dramatically changes the character of the
existing unemployment insurance federal-state relationship. Solutions to the current administrative
funding problems should be sought within the existing federal-state partnership.

We believe that H.R. 3697, which has been introduced by Representatives Sander Levin
and Phil English. is a suitable downpayment on reform using the current framework. Instead of
unraveling the current structure, it will help strengthen the primary functions of the employment
security system: reducing economic hardship for unemployed workers, maintaining a counter-
cyclical fiscal capacity to reduce the severity of economic cycles, and acting as a gateway to
reemployment services for unemployed individuals.

H.R. 3697 provides an interim solution for the underfunding of unemployment insurance
operations by providing for a Reed Act distribution in Fiscal Year 1999. While we think this
distribution should be expanded to include employment service operations, we strongly urge
favorable action on this proposal this vear.



106

In the long run, we urge the Congress to consider the following solutions to chronic
underfunding: instituting an automatic budget cap adjustment for increased administrative
expenditures; reclassifying employment security administrative funds as mandatory spending; or
removing the unemployment insurance trust fund from the unified federal budget. These more
fundamental structural reforms would allow funding for program operations to adjust more
accurately and quickly to workload fluctuations. The current disconnect between benefit
expenditures, which are mandatory spending. and administrative funds, which are discretionary
funds, simply does not make sense.

H.R. 3697 begins to address other important weaknesses in the unemployment insurance
system. It would encourage states to increase recipiency rates, especially for low-wage and women
workers, by providing incentive grants if they use the alternative base period accounting method to
determine eligibility for benefits. It strengthens the countercyclical capacity of the system by
improving the extended benefits trigger to make it easier for states to qualify for this program. It
also would create incentives for states to improve the solvency of their state trust funds by offering
them additional Reed Act funds if they make progress toward the solvency standard recommended
by the Advisory Council on Unemployment Compensation.

All of these provisions of H.R. 3697 are a crucial first step to rebuilding one the nation’s
oldest and most important economic security programs for American workers. However, longer
term reforms which address the key issues of an adequate level and distribution of administrative
funding, making unemployment benefits available to more unemployed workers and at higher
payment levels, and strengthening benefit trust funds so they are adequate in a recession remain
important challenges.

AFSCME hopes that the dialogue initiated this year by the Administration on more
comprehensive reform can create a bipartisan consensus on ways to reform the administrative
financing structure and to ensure that the employment security system fosters individual economic
adjustment and maintains its countercyclical capacity in the face of structural changes in our
economy. We urge Congress to act now on the interim measures proposed in H.R. 3697 and to
participate actively in this dialogue. Our economic security system has deteriorated substantially
over the last 15 years. It is time now to focus on building and strengthening one of the nation’s
most successful social and economic systems.
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Coalition for Employment Security Financing Reform

Testimony Submitted for the Record
Hearing on the “Employment Security Financing Act of 1998” (HR 3684)
House Ways and Means Human Resources Subcommittee
June 23, 1998

The Coalition for Employment Security Financing Reform wishes to thank the
Subcommittee for considering legislation to reform financing of the employment security
system. In particular, the Coalition wishes to express its gratitude to Chairman Shaw for
his leadership and his outstanding work to introduce the Employment Security Financing
Act of 1998 (HR 3684). HR 3684 embodies the proposals suggested by the 27 states and
over 75 business organizations that make up the Coalition. The Coalition is confident
that HR 3684 is the best step Congress can take to remedy the inefficiencies and
inequities that scar financing of the current system. The Coalition looks forward to
working closely with the Subcommittee to ensure that any legislation that is enacted is in
the best interest of employers and workers.

The Federal Unemployment Tax Act came into existence over 60 years ago to guarantee
financing for a national employment security system. The idea was that employers would
pay the cost of administering the new unemployment compensation system along with a
national job placement system to help them recruit new workers and to get laid off
workers and unemployment compensation claimants into new jobs as quickly as possible.
But over the years, some problems have developed. The federal government is still
collecting plenty of money from employers to pay for the system, but the dollars are not
flowing back to the states that operate the system.

Since the Subcommittee has already received excellent written testimony in support of
HR 3684 from representatives at Chrysler and USX and from state officials in Ohio and
New Hampshire (all Coalition members), the Coalition will not repeat what they have
submitted. Instead, the Coalition would like to take this opportunity to provide the
Subcommittee with some analysis of specific issues and copies of documents developed
by the Coalition and its individual members as they have worked on reforming
administrative financing of the Employment Security System over the years,

1. Sufficiency of Administrative Funds

Under HR 3684, states will be required to immediately deposit Federal Unemployment
Tax Act (FUTA) receipts into their State Administration Account. The deposit of these
receipts in the account held by the U.S. Treasury is required because FUTA receipts will
continue to be counted as revenue in the federal unified budget. Additionally, separate
accounting for each state fund is required for the change in procedures authorizing state
legislatures to make appropriations.
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Similar to the current Employment Security Administration Account (ESAA), the amount
available to each state through its State Administration Account will be capped at forty
percent of the previous year's appropriation. Annual surpluses in a state's Administrative
Account will flow directly to that state's benefit Trust Fund. Any surplus in the Federal
Unemployment Account (FUA) account also will be transferred to the State
Administrative Accounts based upon each state's relative share of FUTA taxable wages.

States with insolvent administrative accounts may borrow administrative funds from the
FUA. similar to loans currently available for states with insolvent benefit accounts.

The Coalition believes that state legislatures will have a better perspective on the state's
needs than the Congress. State legislators are more immediately aware of the impact of
funding levels on service delivery to their constituents and more likely to understand the
need for a strong service delivery structure for employment security programs. In many
instances, states legislatures are already responsible for appropriating Ul administrative
trust fund dollars. Furthermore. state legislatures have the mechanisms in place to
respond during emergencies, and those states with biennial legislatures have mechanisms
in place for managing program dollars when their legislators are not in session. In
considering the advisability of granting state legislators this appropriations authority. 1t
should be noted that a major reason for the current funding crisis is that the federal
government has not lived up to its responsibilities to appropriately provide funding to the
states.

Even without the additional .2% surcharge the funding provided under HR 3684 would
be sufficient during a bad recession. The distribution of balances in the ESAA 1o the
states to fund transition to the new system, the availability of interest earnings on
balances in the FUA, and the growth in FUTA collection over the years will provide the
revenue needed for administration. The distribution of the EUCA balance to state trust
funds will provide ample funding for benefit payout during serious economic downturns.
Under the proposal, state legislators could appropriate up to 140% of the amount
appropriated during the prior fiscal year. This is sufficient to meet any increased
administrative cost associated with an increase in claims workload. Small states
dependent on funding from the Supplemental Employment Security Administration
Account would be provided with the necessary funding. The 2% Supplemental set-aside
would provide ample funding for these states.

2. The Real Story Behind the Funding Crisis

The real issue behind the Ul administrative funding crisis is not whether in some years
states get back more than they pay. it's whether they get enough in ALL vears. The
present funding mechanism guarantees chronic underfunding, but HR 3684 solves this
problem by giving state legislatures access to more of the FUTA revenues generated from
their state’s emplovers. It also should be noted that any analysis of the percentage of
FUTA dollars returned to the states is misleading if it includes supplemental benefits paid

(23
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under a temporary emergency program because these payments are not properly
considered a FUTA obligation.

3. State Accountability

The Coalition believes that by renewing the State-Federal partnership through elimination
of DOL micromanagement of the states that states will save money. To ensure that state
programs are operating efficiently and effectively, HR 3684 builds in greater
accountability by requiring outcomes reports from states. In addition, the political
process of state appropriations will give business and labor a greater voice in seeing that
money 1s spent wisely.

Under HR 3684 the Secretary of Labor continues to have broad authority in the oversight
of the Employment Security System. Requirements for due process and “proper
payments when due” along with authority to require reports positions the Secretary to
carry out the important responsibilities of the department that ensure program integrity.
nondiscrimination and the proper use of FUTA funds.

Neither the administration nor the Congress is precluded in any way from proposing and
making changes or imposing requirements that will improve the program nationally or
achieve an important national goal.

What HR 3684 does is prevent DOL from using funding allocations as a method to force
states into changes that are part of the department’s political agenda and unrelated to the
day to day operations of the state program. It also prevents the Secretary from
establishing federal conformity mandates upon states solely by regulation.

One of the underlying premises of the Coalition's proposal is that it is critical to preserve
a national Employment Security System. The proposal does this in several ways.

The proposal preserves the core features of the unemployment insurance program, labor
market information programs, and veterans employment programs. DOL continucs to
have the responsibility to ensure that state laws are in conformity and compliance with
federal law, and would continue to certify whether states were in conformity and
compliance with federal requirements. A state failing to meet federal requirements would
be subject to losing the FUTA offset credit reduction for employers in the state. The
proposal generally maintains DOL authority to interpret federal law. However, the
proposal does provide that states would not be required to adopt methods of
administration in state law as prescribed by DOL if such methods, such as quality control
requirements, imposed additional burdens on the states without additional administrative
funding.

The proposal would replace the United States Employment Service with the United States
Employment Security Service responsible for performing the federal role related to
employment security.
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The primary change in the federal role relative to employment security core programs
would be that the federal role relative to public employment services would become a
role under which DOL would review state law and administration for specific conformity
requirements under FUTA and titles I1I and IX of the Social Security Act rather than
approving expenditures. Under the proposal, public employment services would be
required to be made available to all job seckers and specifically provided to individuals
claiming unemployment compensation. However. the states would be provided greater
flexibility in the delivery of public employment services. The Coalition believes this
actually strengthens the employment security system by providing a stronger link
between public employment services and the Unemployment Insurance program.

4. Financing of Extended Benefits

The Unemployment Insurance program also includes the Extended Benefits (EB)
program. which extends benefit payments beyond the regular 26-week benefit periods in
states where unemployment is high. Extended Benefits are payable when a state reaches a
"trigger” based on the state's level of unemployment. Benefit costs are shared equally
between FUTA and state unemployment taxes. There are also special unemployment
benefit programs for federal workers and recently separated military personnel.

HR 3684 requires that states maintain the EB program with the current trigger icvels.
However, states could choose to lower the trigger levels in their respective states as long
as the federal requirements were met. The Federal Extended Unemployment
Compensation Account (EUCA) balance would be distributed to the state unemployment
compensation benefit accounts to provide funds to the states with which to pay for
unemployment benefits. A proportional share of the balance in the EUCA account, which
is projected to reach its statutory ceiling of approximately $14 billion in 1999, will be
distributed to each state based upon the state's relative share of taxable wages under
FUTA. The transfer of funds to state unemployment benefit accounts would be made
within the Federal Unemployment Trust Fund so as not to increasc outlays from the
federal unified budget. The proposal also would provide that benefirt eligibility with
respect (o state extended unemployment compensation, including work search
requirements, be established under state rather than federal law.

Responsibility for administration of the extended benefits program would rest with the
states. and FUTA funds would be available to the state to cover the costs of
administration. The Coalition is not aware of any evidence indicating that the lack of
“shared" funding for extended benefits across states as provided under HR 3684 would
cause Congress to vote for more costly benefit extensions at state expense. In fact,
Congress may be more reluctant to vote for extensions financed from payroll taxes when
there are no federal funds involved. Furthermore, the Coalition believes that FUTA
payroll taxes at any level should not pay for extensions beyond 39 weeks of regular
benefits and EB, as Congress recognized by using general revenues rather than FUTA to
finance the emergency supplemental benefit exiension during the last recession.
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5. Funding for Veteran’s Programs

Services to veterans of the Armed Services are provided by Disabled Veterans' Outreach
Program (DVOP) and Local Veterans' Employment Representatives (LVER) staff. who
may only assist individuals who have served in the military and eligible spouses and
dependents. By law. veterans also receive priority for services from the Employment
Service program.

DVOP staff maximize employment opportunities primarily for disabled veterans, and
help those who are about to leave military service by conducting Transition Assistance
Program workshops.

LVERs provide job placement and supportive services to veterans, and ensure local
office compliance with federal performance standards for veterans' services.

Veterans services provided by the Public Employment Service are all spelled out in
Chapter 41 of Title 38 of the U.S. Code. HR 3684 makes no changes to Title 38.
However, the Disabled Veteran Outreach Program (DVOP) and the Local Veteran
Employment Representative Program (LVER) suffer the same problems as the Public
Employment Service and the Unemployment Compensation Program, which are
underfunding and micromanagement by the Department of Labor.

Just as the Secretary is required to fund the states for the proper and efficient operation of
state unemployment laws. the Secretary is required to provide funding for state DVOP
staffing “sufficient to support the appointment of one disabled veterans’ outreach
program specialist for each 6900 veterans of the Vietnam era and disabled veterans
residing in the state™ (38USC4103A(a)(1)). and funding “sufficient to support the
appointment of 1600 full time local veteran” employment representatives...”
(38USC4104(a))).

The president's budget and the amounts appropriated by the Congress consistently
underfund these requirements. According 10 a report by the Government Accounting
Office (GAO). “Over a 10-year period, the appropriations for VETS, when adjusted for
inflation, have declined by 11 percent. Moreover, since 1990, appropriations for the
DVOP and LVER grants have not supported the number of positions authorized by the
statutory funding formulas. States receive their DVOP and LVER grant funding from
VETS through multiyear grants. and funding is estimated by figuring the amount required
to support the number of statutorily determined staff positions. In allocating DVOP
positions to states, the statutory formula provides one DVOP specialist for each 6,900
veterans in a state who are either Vietnam-era, post-Vietnam-era, or disabled veterans.
The statutory LVER funding provides for a total of 1,600 full-time LVER staff, and
allocation is primarily based on the number of LVER staft, as of January 1, 1987, in each
state. When appropriations are not sufticient to support the number of positions
authorized, VETS reduces each state’s allocation proportionately.” In FY 1997 the
amount requested by the administration and appropriated by Congress funded 1446
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(69%) of the 2081 DVOP positions required under Title 38. It funded 1273.5 (80%) of
the LVER staff.

One of the primary purposes of HR 3684 is to increase funding available for all
employment security programs including DVOPs and LVERs. Increased funding will
lead to improved services for Veterans and provide dedicated Veteran staff in all public
employment offices.

6. Funding for Bureau of Labor Statistics and Labor Market Information

Our nation’s labor market information system provides essential information about
employment and unemployment trends, jobs, and workers to a wide range of users. Most
of this information is produced by SESAs in cooperation with the Bureau of Labor
Statistics (BLS) and other federal agencies.

States collect, analyze. and disseminate data relating to employment. unemployment, and
{abor demand and supply. including monthly unemployment rates, quarterly wages.
monthly estimates of total nonagricultural employment, average hourly and weekly
wages. monthly estimates of the labor force, and occupational trends.

Labor market information is used by public policy makers, including the Federal Reserve,
Congress and others at all levels of government, and by employers, students and
counselors, job seekers, policy makers and analysts, economic developers, economists,
planners and many others.

HR 3684 makes no changes in funding for BLS programs. Congress will appropriate
funds from the Federal Administration Account for federal administration costs and for
the Bureau of Labor Statistics programs currently funded from the ESAA. The current
processes for allocating funds to states for the BLS programs will continue. Operations of
labor market information activities other than Bureau of Labor Statistics programs will be
funded through appropriations from the State Administration Accounts as made by each
state’s legislature from the State Administration Account, Since states will have access
to more administrative dollars through their State Administration Accounts, the Coalition
believes that states will put funding for labor market information in a better position than
it is today.

7. Funding for U.S. DOL Functions

Beginning in FY 2004, the Secretary of Labor Administration Account will receive two
percent of each state's annual FUTA collections. This fund will be available to Congress
for appropriations for federal administration and for the Bureau of Labor Statistics
programs currently funded from ESAA. This account will have a ceiling set at forty
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percent of the previous year's appropriation, with surpluses returning to the State
Administrative Accounts. The Coalition believes that this is sufficient funding for U.S.
DOL operations of employment security programs and has scen no evidence to indicate
that the 2% set-aside will provide insufficient resources.

8. Helping Employvers Meet the Challenge of a Global Economy

Decentralizing Unemployment Compensation administration and employment services,
which are local not national functions, will further reduce business costs and help
employers compete in the global economy. Washington already gives states more control
in designing their welfare programs; therefore it is logical to allow states to tailor their
employment services to the unique needs of their citizens, employers, and communities.
The sad irony is that the average duration of unemployment insurance claims is higher
than during previous periods of low unemployment. Despite a severe labor shortage, this
has occurred because states lack resources needed to move workers oft unemployment
rolls. HR 3684 addresses this problem and helps foster a skilled workforce by providing
more resources and flexibility for administration of state employment security programs.

The Coalition's proposal would amend the Wagner Peyser Act to specify the public
employment services to be provided by the states as part of federal conformity and
compliance requirements under the FUTA and the Social Security Act. The Wagner
Peyser Act would no longer serve as the vehicle through which states would be
authorized 1o spend FUTA funds for employment service activity. Instead the proposal
would establish the United States Employment Security Service to assist in coordinating
the employment security system and exercising oversight functions. States would be
required to make public employment services available to job seekers in general and
specifically to provide public employment services to individuals claiming
unemployment benefits. This feature of the proposal provides a stronger link between Ul
claimants and employment services. In addition, states would have greater flexibility in
choosing the methods to be used to deliver employment services. The end result will be
that employers can link up with qualified workers, workers can find jobs that fit their
skills and unemployed workers can get back to work quickly.

9. Validity of Allocations Based on State "Workload"”

HR 3684 would change the treatment of Ul administrative funding from discretionary
spending to mandatory spending as defined by the federal budget rules. Currently,
discretionary funds appropriated by Congress from the ESAA for the operation of
Employment Security programs are allocated to states using various formulas. The most
complex and controversial is the formula for the Unemployment [nsurance program.

Funds for administration of the unemployment insurance program are allocated to the
states by DOL using complex and controversial formulas based on state "workload. "
Workload includes items such as the number of claims processed and the number of
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employer tax accounts administered. The formula also includes staff costs (average cost
per position) and amount of staff time required to perform each workload item.

DOL determines the formula by first establishing a "budgeted national workload base™
using assumptions about the expected level of unemployment. DOL then projects the
workload for each state based on the workload the previous year and adjusting to the
budgeted national workload base. The siaff level required to process cach state's
projected workload is estimated. using the staff time per workload information. These
staff-year estimates are multiplied by a designated cost per staff year to arrive at doltar
funding levels. Finally, amounts are allocated for overhead.

This system has not worked fairly for a number of reasons. Congress has not appropriated
enough funds to cover the total workload cost of all states, and the information in the
workload formula is not current and accurate.

For many vears, Congress has failed to provide enough funds to cover the total national
workload. DOL has therefore revised the allocation process to reduce funding to each
state across the board. For example, if the appropriation is 10 percent less than the
amount needed to fund the total national workload, each state's allocation is reduced by
10 percent. Thus, every state is underfunded.

The staff effort information used in the formula has not been updated since the early
1980's. Thus, the funding formula does not recognize the shift in the cost structure of the
programs which have taken place over the last two decades as states have greatly
expanded their use of information technology and decreased the number of staff.
Because the current allocation process is so arcane, the Coalition belicves that any
remnant of the current workload based system must be shelved and state legislatures
should be given the discretion to determine the appropriate amount of funding.

10.  Scope of HR 3684

HR 3684 is intentionally limited to dealing with one critical issue, namely administrative
financing. which is widely acknowledged as a problem. The Coalition believes action on
adequate funds for administration should not be held hostage to much more divisive
political debate over issues such as recipiency rates, extended benefit triggers and
solvency levels. In general, HR 3684 provides effective help with recipiency and
recession readiness by putting more unemployment tax dollars to work. This means more
services for the unemployed, more administrative funding and healthy statc trust fund
accounts that could be used to improve benefits.
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Thank you for the opportunity to submit this written testimony. In addition, we have
attached the following documents: 1) letters of support from Governors and others,

2) press releases from the Coalition and others, 3) a table indicating how much FUTA
revenue is returned to the states and a chart indicating funding shortfalls in Texas,

4y newspaper articles regarding the issue, 5) a one-page analysis of HR 3684, and 6) a
comparison of HR 3684 and DOL's proposal. We hope the information provided in this
statement and the attached materials will prove useful as the Congress continues
deliberations on this legislation.

[An attachment is being retained in the Committee files.]
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STATEMENT IN SUPPORT OF HR 3684

United States House of Representatives
Ways and Means Committee
Human Resources Sub-Committee

June 19, 1998

The Ohio Grocers Association, through its membership in the Coalition for
Employment Security Financing Reform. would like to go on record in support of
legislation now before the House Ways and Means Human Resources Sub-
Committee to reform the employment security financing system (HR 3684). The
Ohio Grocers Association is a trade association representing the entire food
industry. from retail grocers to wholesale distributors, manufacturers and
suppliers. Our collective membership represents hundreds of emplovers
throughout Ohio.

OGA fully supports the provisions contained in HR 3684 and understands passage
of this important legislation would result in a reduction of the federal
unemployment taxes Ohio employers currently pay. It also would provide an
appropriate level of funding for the employment security system to ensure that
those who become unemployed through no fault of their own return to the work
force as quickly as possible.

The proposal before you represents a fundamental change in the unemployment
insurance tax system by restructuring the Unemployment Trust Fund accounts.
The legislation also calls for changes in how program operations are funded,
allowing states to provide those services employers and workers both deserve.
Additionally, the measure would redefine the respective roles of the states and
federal government in the Employment Security system.

OGA supports HR 3684 for the following reasons:

Provides sufficient funding for state programs. Passage of HR 3684 would
give individual states sufficient funding to maintain the integrity of
unemployment programs. Rather than reducing services and searching for
alternative funds, state unemployment programs would be able to concentrate on
improving services.

This is recycled paper made in Ghio
E-mail: oga@ix.netcom.com

3280 Riverside Drive « Suite 10 + Columbus. Ohio 43221-1748 + (614) 4425511 - FAX (614) 442-5516
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Federal Unemployment Tax (FUTA) revenue will be used for its intended purpose. All
federal fund surpluses will flow directly to state trust funds. Rather than sitting dormant in a
federal trust fund. dollars will flow to states where they would be used for program
administration or to potentially reduce employer state unemployment taxes.

The burden on employers will be reduced. Employers would no longer pay the “temporary™
0.2 percent surtax, allowing them to invest the savings in other areas of their business. thus
stimulating employment and helping local economies. Special state taxes used for program
administration would no longer be necessary.

Employers would also deal with one tax collection agency - the state and not the Internal
Revenue Service - when dealing with unemployment taxes and reporting. This would result in
fewer errors and improved service, potentially saving employers hundreds of millions of doliars.

Length of unemployment will be reduced for many. Strengthening re-employment services
means individuals would draw benefits for a shorter period of time, resulting in a savings that
could be passed on to employers through a reduction in state unemployment taxes.

Administrative costs will be reduced. Lowering the role of the federal government will free
more resources for programs at the state level. or allow funds to be transferred to benefit
accounts.

The Coalition for Employment Security Financing Reform believes HR 3684 would not result in
a net increase in federal outlays, even though current “pay-go” rules would resuit in the proposal
being scored as an increase in mandatory spending without offsets.

The Ohio Grocers Association, through its affiliation with the Coalition, respectfully urges the
House Ways and Means Human Resources Sub-Committee to act favorably on HR 3684
providing better unemployment services at a lower cost to employers in Ohio and throughout the
nation.
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Statement of the Service Bureau Consortium
to the
Committee on Ways and Means
Subcommittee on Human Resources
regarding the
Employment Security Financing Act of 1998
Submitted for Hearing Record
July 2, 1998

The Service Bureau Consortium (“SBC”) represents busi-
nesses providing payroll processing and employment tax
services directly to employers. SBC members serve more
than 600,000 employers and are responsible for more than
one-third of the private sector payroll. The following
companies are members of SBC: ADP, Inc.; Advantage Pay-

roll, Inc.; Ceridian Corporation; Computing Resources,
Inc.; Interpay, Inc.; Paychex, Inc.; Paydata Payroll Serv-
ices, Inc.; Payroll People, Inc.; Primepay, Inc.; Probusi-

ness Inc.

The tax administration aspects of the Unemployment In-
surance (“UI”) system are complex, inefficient and costly
for employers to administer. This statement highlights the
major complexities of current UI tax administration faced
by employers and outlines four proposals to address them.
The Employment Security Financing Act of 1998 (H.R. 3684)
provides for comprehensive restructuring of the UI system.
As part of this restructuring, the proposed legislation in-
cludes a provision to simplify the collection of the Fed-
eral unemployment tax (“FUTA”) by giving responsibility for
its collection to the state agencies that collect the state
unemployment insurance (“SUI”) taxes. This provision is
consistent with proposals that have been put forth by SBC.
The SBC supports the simplification of FUTA collection con-
tained in the bill and recommends that the Subcommittee
consider the additional proposals discussed in this state-
ment.

I. Current Tax Collection System

The complexity in the current UI tax collection system
is a product of the two-tier process used to collect the
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FUTA/SUI tax. This process includes the calculation and
payment of the tax at two levels of government, and the
determination of an "offset credit" as part of an annual
reconciliation of state and Federal UI taxes paid. The
collection system is quite inefficient, and the purpose
underlying the complex reconciliation process is little un-
derstood by employers and no longer necessary for effective
program administration.

A. Calculation and Payment

1. Two-Tier Structure. Employers must calcu-
late two separate taxes to finance the unemployment insur-
ance program. Although both Federal tax and state UI taxes
are paid quarterly, they are paid on different forms to
different tax administrators. Federal payments over $100
must be made as deposits with Form 8109, or via the elec-
tronic Federal tax payment system. State taxes are paid as
part of a more comprehensive filing that includes submis-
sion of all relevant information on quarterly employee wage
data. The state-collected wage data is used by both Fed-
eral and state governments for administration of UI and
other Federal and state programs, such as the Federal Par-
ent Locator Service, for child support enforcement.

2. Definition of Wages. In oxrder to calculate
the payment due, an employer must first determine which em-
ployees are subject to the tax. The definition of covered
wages subject to the tax, however, differs from the Federal
government to state governments and among the states. Some
states have more expansive definitions of covered wages
than the Federal statute. For instance, in Alaska, Con-
necticut and Hawaii wage definitions cover compensation
such as group term life insurance premiums and meals, cate-
gories not included in the Federal definition.

Other states, including Washington, have adopted a
narrower definition than the Federal definition by option-
ally excluding corporate officers from the scope of covered
employment. Delaware, West Virginia, South Dakota, Michi-
gan and many other states have narrower definitions of cov-
ered wages than the Federal statute, excluding compensation
such as severance, sick pay and third-party sick pay.

These variations are particularly burdensome for em-
ployers, who must make an individual determination as to
whether each type of employee income is covered under the
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Federal and each applicable state definition. In instances
where the state definition is more narrow, employers must
recompute the rate of the FUTA tax and increase it to the
full (pre-credit) rate.

3. Tax Rates and Wage Bases. Adding further
complication to the system, the wage base which is subject
to tax and the tax rate itself vary among the Federal gov-
ernment and the 53 Jjurisdictions that administer the sys-
tem. The wage base is set at §7,000 for the FUTA tax, but
in 1997 only 12 states used the FUTA base to calculate the
SUI tax. The remaining jurisdictions use 26 different wage
bases with which employers must comply, ranging from $7,700
to $26,000. In addition, the state tax rate applied to the
wage base differs from the Federal tax rate. The Federal
rate is currently 0.8% while the 1997 state SUI tax rates
range from 0% to 12.2%.

4. Other Issues. In addition, states are re-
quired to experience-rate the SUI tax; employers with fewer
former workers making claims pay lower taxes. While pro-
moting a more equitable distribution of the SUI tax burden
among a state's employers, experience rating adds an addi-
tional level of complexity to the tax calculation process.
The complexity is compounded in the four states that assign
experience ratings on a fiscal-year basis, as opposed to a
calendar year. Further, some states do not notify employ-
ers of their tax rate until two or three months into the
new year, creating a significant problem for employers such
as contractors who work on a cost-plus basis.

Finally, as many as 20 states also impose add-on taxes
to cover costs of state administration not fully reimbursed
by the Federal trust fund. These surtaxes differ across
states. For example, Georgia imposes a .06% "Administra-
tive Assessment" while Hawaii imposes a .05% "Employment
and Training Fund Tax."

B. Offset Credit

1. In General. Under the current tax struc-
ture, the 6.2% FUTA tax is reduced by an "offset credit"
for states with laws conforming to Federal requirements
(currently all 53 UI jurisdictions). The offset credit al-
lows 5.4% of the FUTA tax to be offset by qualifying SUI
tax paid with respect to a covered employee. The structure
of the offset credit was intended to provide a strong in-
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ducement for states to participate in the UI program. The
manner in which the credit is calculated on Form 940 also
was intended to provide the Federal government sufficient
data to impose the full Federal tax on employers in states
that fall out of conformity with the program.

2. Administrative Add-on Taxes. In states with
add-on taxes, the reconciliation process is further compli-
cated since the Federal offset credit must be calculated
using only the amount of the total SUI tax used to pay
benefits -- requiring employers to back out the "add-on"
tax.

3. Credit Reduction for State Loan Repayment.
It should be noted that calculation of the offset credit on
Form 940 can become more complex in situations where a
state UI loan is in existence. While this repayment mecha-
nism has not been in frequent (and is not in current) use,
it remains a complication in the current tax structure.

C. Annual Reconciliation -- Form 940

Employers are required to reconcile their Federal and
state UI tax payments annually on Form 940. This form is
probably the most complex employment tax form with which
employers have to comply. The IRS has estimated that em-
ployers take an average of 12 hours and 31 minutes to com-
plete and file the FUTA tax return on Form 940. As noted
in the "states'" Administrative Financing Reform Proposal,
even assuming a conservative hourly rate of $14, the six
million FUTA-paying employers spend more than $1 billion
annually to comply with FUTA reporting requirements.

The primary purpose of Form 940 is to allow the Fed-
eral government to track what employers would owe if states
did not have conforming programs. This determination can
be made from the information provided on the first part of
the form -- the total amount of wages subject to FUTA. The
second part of Form 940, which involves a complex recon-
ciliation of an employer's state and Federal UI tax pay-
ments, is not required to impose the full FUTA tax on
employers in a potentially non-conforming state.

Moreover, the same information collected from employ-
ers in Part II of Form 940 is provided electronically by
the states to the IRS in an annual summary by employer of
wages reported and UI taxes paid. Finally, the 1996 wel-

4
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fare reform bill (PRWORA) requires the states to report
wage information quarterly to the Federal new hire direc-
tory. These alternative sources of employee wage informa-
tion obviate the need to impose the burden of annual
reconciliation on employers and allow for the simplifica-
tion of Form 940.

Form 940 requires employers to make separate entries
for each state in which they pay taxes. For each state en-
try, the employer must make several computations:

. Calculate the covered payroll for each state,
using the different definitions of covered em-
ployment.

[ Set out the experience rate time period for each

state. If the rate has changed during the year,
the employer must complete a separate sub-entry
for each rate time period.

. Set out the experience rate corresponding to each
rate period, for every state.

. Calculate the state tax due.

. Calculate the difference between the state tax
due and the potential FUTA tax credit amount
(5.4%) .

. Set out the state tax actually paid by the due
date of the FUTA return, excluding any add-on
taxes.

. Make several other calculations and comparisons

to arrive at the tentative credit.

Ironically, the complex process involved in filling
out Form 940 rarely, if ever, changes the total amount of
Federal tax employers must pay. However, to the extent that
an employer has not timely paid all state UI taxes owed by
the filing deadline for Form 940, the offset credit is re-
duced. As a result, failure to fully pay state taxes re-
sults in an increase in the total Federal tax paid. This
result is both complex and, to a certain extent, illogical.
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D. State and Federal Audits

The UI taxes employers pay are subject to audit by
both the Internal Revenue Service and the state agency re-
sponsible for SUI tax administration. States administer
most of the auditing. State audit results are shared with
the IRS, which typically will issue a Federal employment
tax notice to employers found to be underpaying at the
state level. State referrals of audit issues account for
most Federal employment tax "audits."

II. Four Proposals to Simplify UI Tax Administration

As highlighted in the previous section, compliance
with the current UI tax system is a very complex process
for employers. The following four proposals would address
some of these issues.

A. Pay all FUTA/SUI taxes quarterly to state admin-
istrator, as provided in the proposed legisla-
tion.

Currently, employers must pay taxes each quarter to
two separate sources. Since employers must report wage in-
formation to the states quarterly in addition to paying the
tax, mandating quarterly payments of all taxes and wage re-
cord reporting to the state employment security agency only
will dramatically streamline the collection and audit proc-
ess and should improve both accuracy and compliance. While
there are Federal/state coordination issues that must be
addressed (for example, partial payments and Federal vs.
state statutory protection of taxpayers), these issues can
be addressed through careful statutory drafting and grant-
ing the requisite authority to Federal agencies to enter
into agency agreements with the states.

B. Standardize the definition of covered employment
for FUTA/SUI purposes.

As highlighted above, there are many minor differences
in definitions of covered employment between the Federal
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government and the states, and among the states. A key
element of UI tax administration reform would be to mandate
the use of the FUTA definition of covered employment as the
standard for all states. This would represent a major re-
duction in the amount of complexity for employers without
materially changing the nature or scope of state UI pro-
grams.

C. Provide states flexibility to incorporate FUTA
tax in state SUI rate/base structure.

Allowing states to determine the amount of the FUTA
"tax rate" in the context of the state wage base (i.e.,
states would set rate at a level projected to raise same
amount of revenue when applied to state wage base as a .8%
(.6% under the proposed legislation) tax would against a
$7,000 base) would further reduce the tax calculation com-
plexity burden of current law. Such a reform would allow
states to incorporate the Federal FUTA obligation into the
state tax rate/wage base structure. Melding the Federal
and state tax structures would obviate the use of the off-
set credit as a compliance mechanism. However, standardiz-
ing the FUTA/SUI employment definitions with an appropriate
compliance process would ensure coverage of mandated em-
ployment groups with significantly less burden to employ-
ers.® Such a change also provides the opportunity to allow
the Federal tax component to be included in a state's expe-
rience~rating system. This approach could only approximate
the revenues of the current FUTA tax and it would result in
varying levels of progressivity depending on the taxing ju-
risdiction's SUI wage base. Nonetheless, the value of
eliminating the complex scheme that now subjects employers
in 41 of 53 jurisdictions to a dual wage base calculation
for Federal/state UI taxes far outweighs these relatively
minor implementation issues. States already exercise con-
siderable latitude in setting benefit levels and tax re-
gimes; they are well-equipped to assume this additional
responsibility.

! An alternative mechanism for ensuring that states remain
in compliance would need to be adopted. For example, non-
conforming states could be made ineligible for administra-
tive payments.
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D. Eliminate the offset credit calculation and
otherwise simplify Form 940.

States already supply sufficient wage data to the IRS
electronically to allow the Federal government to impose
the full FUTA tax on a state's employers if a state opted
out of the UI system. Furthermore, if states are charged
with collecting and auditing both components of the UI tax,
Form 940 reconciliation would not be necessary as a compli-
ance cross-check. The tedious required reconciliation cal-
culation involving the offset credit does not represent a
benefit worth the cost of compliance. A simplified Form
940 (i.e., omitting Part II) could provide the IRS with all
the information, it needs and significantly reduce the re-
porting burden for employers.

The SBC appreciates the opportunity to present its
views to the Subcommittee. The SBC believes that the con-
sideration of comprehensive restructuring of the UI system
offers an important opportunity to simplify the tax admini-
stration aspects of the system. The SBC supports the sim-
plification of FUTA collection contained in H.R. 3684 and
looks forward to working with the Subcommittee on this and
other tax administration issues as the legislative process
continues.
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