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COMMONWEALTH of VIRGINIA

Virginia Employment Commission

. . 703 East Main Street
Arthur L. Lane, Jr., DPA o P. 0. Box 1358

Commissioner ' , Richmond. Virginia 23211

PREFACE

This is the final report of a study of the Virginia Unemployment
Insurance Trust Fund. It includes the collected working papers

- of the Study Director, Dr. James T. Lindley, the recomrendations
of the legislative Sub-Committee which conducted the study, and
the resultant legislation.

This project resulted in the most radical alterations of Virginia's
Unenployment Insurance Laws since 1936. Based on this and the .
informative nature of the material, it was dec1ded to make the
results avallable to the General Publlc.

I am pleased to have been Commissioner of the Vlrglma Employment
Commission during a period when so many inportant changes were
undertaken. I wish to thank Governor John Dalton, Secretary of
Administration and Finance Charles Walker, and Secretary of Human
Resources, Dr. Jean Harris for their support and guldance durlng
this period of change.

I also wish to acknowledge the responsible leadership shown by
the various key interest groups during this study. I am particu-
Jlarly grateful to the Virginia Manufdcturers Association, Virginia
Retail Merchants Association, and the Virginia AFL-CIO for theJ.r
cooperation and support.

I hope that as a reader you will find this document helpful.

Zre i e, f

Arthur L. Lane, Jr., DPA
Commissioner
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INTRODUCTION

Development Of The Study

Virginia's Unemployment Trust Fund, like those in many other states,
was severely impacted by the 1975 recession. In 1974 Virginia had over
$245 million in its Fund. This exceeded 2% of the total wages paid in
1974, a healthy condition by almost any standard. In both actual and.
comparativl'e' terms, benefits paid out increased immensely from $17 million
in 1973 to $32 million in 1974 to $147 million in 1975. In addition,
benefit payments continued at nearly $100 million per .year from 1976 to
1979 and hawve risen since. to nearly $170 million.

Contributions have not kept pace with this activity, the Fund
balance has not been returned to its previous sound position of the early
seventies, énd insolvency has been perceived as a real‘pdssibility. In
Decenber, 1979, the Governor enlisted the help of his Advisory Board of
Economists, while the Virginia Employment Commissioﬁ hired its own Econornis£
to assist in solving the problem. The combined findings of the Advisory .
Board énd the Commission were presented to the Joint Subcommittee of the
Senate Commerce and Labor Committee and thé House Labor and Commerce Committee,
inte'rim legislation was requested to protect the fund, and it was proposed
the Unenmployment Compensation System be studied. Interim legislation was
passed adoptingvprovisions for a 100% surtax if the Fund dropped below
~$75 million, increasing the maximum tax rate from 3.2% to 4.5%, increésing
the new employer rate from 1.0% to 2.0%, and Senate Joint Resolution No. 47

authorizing a study.
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The study was conducted by the Joint Subcozrmlttee of the Senate
Commerce and Labor Committee and the House Labor and Commerce Committee
under the auspices of the Secretary of Administration and Finance with a '
Study Director to provide for analysis and coordination. The study had
the benefit of input from various interest groups representing employers
and labor and the full support and cooperation of the Virginia Employment -
Commission. The Joint Subcommittee met monthly from May through December, -
1980 to receive input from interest groups and to review position papers

. prepared by the Study Director and research team.

The Joint Subcommittee made recommendations based on input received

and submitted these to the Governor and The General Assenbly of Virginia
in the form of Senate Docume“nt 18. The recommendations are also contained
on pages 7 through 9 of this report.

Chapter II contains an Executive Summary of issues with a;tematives
oconsidered and recommendations of the Study Director. The legislation
emanating from the Joint Subcommittee is containea in Chapter III of this
report in the‘form in which it was passed and signed by the Governor.

Part II oontains position papers on Unemployment Compensation with

emphasis on the Virginia system. - The material is separated into 7 Chapters, |

Unempio'yrrent In General, Unemployment Compensation As M Insurance System,
Exper:Lence Ratiné, Trust Funds: Their Importance And Level Of Adequacy,
Contrlbutlons, Benefits, and Good Cause and Suitable Work. |
Part III addresses the problem of the increasing relative level of

Unemployment Carpensation activity in Virginia.

» Because this work was completed before the release of the study
papers of the National Commission on Unemployment CmpénSation, there is
not reference to that 'report. However, the reader is urged to consult that

work as it oontains many excellent presentations on the subj'ect.



SENATE JOINT RESOLUTION NO. 47

Continuing the Joint Subcommitice of the Scnate Cornmcerce and Labor Coririittee und. the
House of Delegates Labor and Cornmerce Cornmiittee Studying the Funding
Requirements and the  Administrative ~ Needs of the Virginia Uncriployment
Compensation Act.

Agreed to by the Senate, March 4, 1980
Agreed to by the House of Delegales, February 29, 1980

. WHEREAS, financial and administrative problems have developed from the high and
extended rate of unemployment in the Commonwealth resulting from several years of
economic recession; and

WHEREAS, this has resulted in the rapid depletion of the Unemployment Trust Fund
and increased administrative burdens for the system; and

WHEREAS, Senate Joint Resolution No. 133 of the nineteen hundred seventy-seven
General Assembly requested the joint subcommittee of the Senate Commerce and Labor
Committee and the House of Delegates Labor and Commerce Committee Studying  the
Funding Requirements and:  the Administrative Needs of the Virginia Unemployment
Compensation Act to study and present its findings and conclusions regarding the Trust
Fund; and :

WHEREAS, Senate Joint Resolution No. 20 and House Joint Resolution No. 104 of the
nineteen hundred seventy-eight General Assembly continued the work of the joint
subcommittee; and T

WHEREAS, Senate Joint Resolution No. 117 of the nineteen hundred seventy-nine
General Assembly also continued the work of the joint subcommittee; and

WHEREAS, although the joint subcommittee has worked diligently and made significant
progress in its study, additional work remains to be done; and.

WHEREAS, the balance in the Unemployment Trust Fund continues to be significantly »

less than the legal minimum solvency amount; and .

WHEREAS, additional . changes may need to be made to . the Virginia Employment
Commission's tax table; now, therefore, be it

RESOLVED by the Senate, the House of Delegates concurring, That the Joint
Subcommiltee of the Senate Commerce and Labor Committee and the House of Delegates
Labor and Commerce Committee Studying the Funding Requirements and the Administrative
Needs of the Virginia Unemployment Compensation Act Is hereby continued. The joint
subcommittee is requested to continue studying any aspects of the funding requireménts and
the administrative needs of the Virginla Unemployment Compensation Act which the joint
subcommittee delermines are In need "of being addressed. Additionally, if the joint
subcommittee determines that it would be benefical to utilize the services of appropriate
experts and consultants in ils study, the joint subcommitlee is requested to so' utilize the
services of those experts and consultants. ’

The joint subcommittee shall consist of eight membes, three of whom shail be members

of the Senate Commerce and Labor Committee and five of whom shall be members of the

House of Delegates Labor and Commerce Committee. Those members of the Senate
Commerce and Labor Committee and the House Labor and Commerce Committée who
served on the joint subcommittee during nineteen hundred seventy-nine shall continue to so
-serve. If a vacancy on the joint subcommittee occurs for any redson, a successor shall be
appointed by the appropriate person pursuant to the method of appointment specifiéd in
Senate Joint Resolution No. 133 of the nineteen hundred seventy-seven General Assembly.

The joint subcommittee is requested to complete its study by November one, nineteen
hundred eighty, and to Introduce any legislation it deems appropriate. All agencies of the
Commonwealth shall assist, in this study under the direction of the Secretary of
Administration and Finance. 1

lacts. of the General Asserblv of the Cormmonviealth of Virginiz,

Vol. II (1980), pp. 1566-1567.






PART I

JOINT SUBCOMMITTEE RECOMMENDATIONS,
ALTERNATIVES, AND EXECUTIVE SUMMARY






CHAPTER I
RECOMMENDATTIONS

Recommendations Of The Joint Subcommittee Of The
Virginia Senate Commerce And Labor Comittee And
The Virginia House Labor And Co:merce‘Ccrrmitteey

Trust Fund And System

Type of Experience Rating System

Recommendation: To change from the present beneflt wage rat_lo
system to a benefit ratio system.

Trust Fund Requirerrents

Recommendation: To require a Fund adequacy standard of 1.5 times
the highest three year average of a ratio of benefits to total wages as
a percentage of the total wages of the year in question.

Period to Achieve Fund Adequacy

Recommendation: To develop a tax system that can achieve adequacy
in five years. R :

Contributions

Pool Costs

, Recommendation: To calculate pool costs on’an annual basis,
divide them by the taxable wages for that year and ad_d that percentage
to the experience rating rate. After the Trust Fund is fifty percent
adequate, mterest earned will be deducted from pool costs

Experience Rating

Recamendation: To utilize a benefit ratio tax table with a fund
adequacy factor incorporated to respond to an madequate fund balance.
(See 20 through 27.)



Experience Rating Period

Recommendation: To extend the present 36 month period for experience
rating to 48 months.

Trust Fund Building

Recommendation: To utilize a multiplicative fund adequacy factor
from 0 to 50% for employers with unemployment experience, plus an additive
fund builiiing charge for all employers of .3% until the fund is 50%
adequate.

Minimum Tax Rate

Recormendation: To impose a minimum tax rate of .1 percent to which
would be added pool costs and fund building charges.

Maximum Tax Rate

Recommendation: To impose a maximum tax rate of 6.2 percent to
which would be added pool costs and fund bu.lldJ_ng charges.

New Employer Rates

Recommendation: To impose a tax rate of 2.5 percent for a three
year period to which would be added pool costs and fund building charges
with the rate to be experJ.ence rated upwards after one year 1f experlence
warrants it. :

Tax Base
Recommendation: To retain the present tax base of $6,000.

Rates By Industry

Recommendation: To continue the present practice of experience
rating employers and not set rates by industry.

Employee Contributions'

. Recommendation: To continue the present practlce of enployers
paying 100 peroent of the tax..

Extended Benefits

Recommendation: 'I‘o contlnue the present practlce of exper:Lence
rating extended benefits. TN TR e

1Leglslat10n which passed J.mposed a .2% charge rather than the
.3% recommended.
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Benefits

Benefit Eligibility Requirements

Recommendation: To utilize a benefit table that bases benefits
on an averagg weekly wage calculated by leldlng the two highest quarter's

wages by 25.

Wace Replacement Ratios

Reconmendation: To replace 52% of the gross average weekly wage
up to the maximum benefit amount.

Minimum Benefits

Recommendation: To pay a minimum benefit to $44 per week.

Maxinum Benefits

Recommendation: To pay a maximum benefit of $138 per week.

Waiting Week

Reconmendation: .To not pay the waiting week.3
Miscellaneous

Good Cause and Suitable Work

Recommendation: No oconcensus was reached on this issue.

Information Capabilities

Recommendation: Require the Virginia Employment Commission to
report on a yearly basis to employers, the dollar amounts of benefits
charged to them and the contributions paid from 1981 forward.

2I.A:aglslatmn which passed based benefits on an average weekly wage
calculated by dividing the two hJ.ghest quarter's wages by 26 instead of
25 as recommended.

3Legislation which passed pays the waiting week imnediately.‘
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CHAPTER IT
EXECUTIVE SUMMARY OF ISSUES
INCLUDING ALTERNATIVES AND

STUDY RECOMMENDATIONS

Issues, Alternatives, and
Study Recommendations

The following summary provides a brief explanation of the concepts
behind each issue along with the alternatives that were considered. The
study recommendations which vary from those adopted by the Joint Subcommittee

recammendations have an asterisk (*).

11
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Trust Fund and System

Type of Experience Rating System

Experience rating systems are designed to recover from errployérs
the unemployment claims charged against them. The two types of systéms
under consideration, benefit ratio and reserve ratio, both have disadvan—-
tages, some of which can be ameliorated by tailoring tax schedules to the
experience rating system. |

Study has shown that a benefit ratio or benefit wage ratio system
(the systems are very similar and will be considered as the same for
analysis here) more closely relates the employer's unemployment experience
and his tax rate than a xeseﬁe ratio system.  This means more enployer
response to his merfployrrent charges. Moreover,; fund building and replace-
ment under a benefit ratio system is usually the responsibility of those
who use the system; while in a reserve ratio system, it is the responsi-
bility of those employers who do not use the system. |

Cn the other hana, i:'eserve ratio systems can recover over a longer
period. of time charges for claims from individual em_ployers, and the system
oollécts money in advance, at least from some employ.ers. ‘ Unfortunately, the
precollection is usually from the best employers. Benefit ratio systenBA
traditionally have short ,periods“of accounting for charges and this factor
combined with low maximum rates can lead to undercollection of total charges
over the business cycle. During the period of 1974 to 1979 in Virginia,
the low fates of 2.7 and 3.2 percent allowed some nonseasonal employers
to repay only half of the total benefits charged.. - After 1979 these employers

13 |
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were returned to the minimum rate and the difference was taken from the
Trust Pund.. Although an extended period of accounting for charges would:
have helped, a maximum rate such as the 1981 9.0 percent (4.5 maximum with
a 100% surtax) would have recovered most of the money in three years.
Changing to a reserve ratio system in Virginia would involve
considerable time and a change in data ocollection and processing. Changing
from Virginia's present benefit 'wage ratio system to a benefit ratio system
would not require nearly the effort and could be dorie immediately.
Objective: ‘To have an equitable system in collecting contributions -~
and paying benefits with the major responsibility for
the fiscal soundness of the system placed on the users o
of the system. _
Altematives: 1. Remain with present system with no modifications.
2. Keep the present system, but modify it so that it
is efficient in collecting and equitable in its
taxing. ;
- 3. Change to a reserve ratio system at a designated
point in time in the future, and require the Virginia
Enployment Commission to begin implementing the
required internal changes as soon as possible.
4. Change to a Benefit Ratio System.

Study Recommendation: To change from the present benefit wage ratio system
5 to a benefit ratio system.

Trust Fund Requirements

Various Fund ‘Adequacy standaras have been stiggested as a measure
for dei:ermining the size of the Trust Fund. Dollar amounts are often
suggested, but most reject these in an inflationary world as unrealistic. .
The best standard is considered to be a relative standard where the size
of the potential liability and the wages are the factors used for calcula-
tioﬁ. There is genéral agreement to accept the Federal qoncept of the
1.5 rule. The 1.5 rule is based on the premise that a system should be

able to pay 18 months (1.5 of 1 year) of benefits based on the payment of
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benefits in the worst recession or recessions of the past 25 years. Some
support the higher standard of the worst continUmis 12 month period, while
others push for a lower standard of the average of the three worst contin-
uwous 12 month periods. The adequacy standard adopted would be used to
trigger a surcharge or a movement to different tax tables when the‘ Fund
became too low. It should be pointed out that none of the Fund Adecjuacy
sf.andards guarantee solvency imiess the Fund is so large. se as to keep |
excessive amounts of capital idle.A What a FPund Adequacy standard does
is to provide a target which has a hJ.gh pfobability of being sufficieﬁt.
There must be a balance between adequacy and the lost interest on employer's
funds held in the Trust Fund.

Objective: To build and maintain a Trust Fund which will prevent

borrowing from the Federal Government durinhg economic
downturns. : :
Alternatives: 1. A dollar amount for Fund Adequacy.

2. A 1.5 times a three year average of the worst
experience rule tied to a trlgger to raise taxes;
for 1980, $300 million.

3. A 1.5 times the worst 12 month period tied to a
trigger to raise taxes; for 1980 $400 million.

Study Recommendation*: To require a Fund Adequacy standard of 1.5 times
: the highest ratio of benefits to total wages as
a percentage of the total wages of the year in
question. (*Differs from Jomt Subcammittee
Recamendation.)

Period To Achieve Fund Adequacy

With the prospect of starting from a very low balance in the Trust
Fund by the end of 1980, the time frame in which to return the Trust Fund
to solvency becames important. The recovery must be over a reasonable
time period J.n order to avoid burdensome rates. Yei'; at the same time, a

recovery period that is too long would result in an inadequate Fund balance
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when the econamy was undergoing another’ recession:. It would require
approximately $100 miilion per year, over and above benefits, for a
period of five years to achieve Fund adequacy under a 1.5 rule with the
51ngle worst 12 months and $85 mllllon per year with the average of the
worst three 12 months. This would mean roughly a doubling of the present
average tax rate. Extending the period beyond five years would greatly
increase the risk of facing an economic downturn without an adequate Fund.
Shortening the period would increase the contributions required per year
by about 30 percent indicating an increase iﬁ revenue of $130 million

rather than $100 million.

Objective: To extend the period for return to adequacy as far as
possible consistent with preparing for the next business
cycle. _

Alternatives: 1. Three year recovery period with 1.5 rule for average

of three worst 12 months experlence. Increased
cost per year, $120 million. ‘ SR

2. Three year recovery period with 1.5 rule for single
worst 12 months experience. Increased cost per
year, $155 million.

3. Five year recovery period with 1.5 rule for average
of three worst 12 months experlence. Increased
cost per year, $85 mllllon. o

4. Five year recovery period with 1.5 rule for single
- worst 12 months experience. ' Increased cost per
.year, $110 million. . ' ‘

5. Eight year recovery period with 1.5 rule for average
of three worst 12 months experlence.: Increased cost
per year, $65 million.

Study Recommendation: To develop a tax system that can achleve adequacy
‘ © in five years.
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Contributions

Pool Costs

In all systems some of the costs cannot be chargedv to é particular
employer and, thus, cannot be experiénce rated. As a resul{:, these costs
are distributed across ﬁhe'errployer corrmum.tyln some manner. bThes;.é costs
range from 15 pei:cent to over 50-percent of the total éosts depéﬁdiﬁg 6n‘
the state. Pool costs occur in three ways: |

1. Noncharges - noncharges occur when the last thirty day.
employer criteria is not met, but the claimant is eligible
to draw. Other miscellaneocus noncharges can also occur.
($6 million, 6% in 1979) ‘

2. Bwployers who go out of business and whose employees are
eligible to draw benefits. ($7 million, 7% in 1979)

3. Ewployers who exceed the maximum tax rate and whose charges
are greater than the taxes they pay. ($6 million, 6% in 1979) -

| Various methods exist for éha_rgivng pool costs. | One school of thought

is that pool costs should be a peréentage of experier'.l'cé rétingb charges

because it is these emplOYers who cause the unemployment. However, tha£

is only the case in number 1, not in 2 or 3. Experience is somewhat depen-

dent. upon the type of business and there is no indicafién that fhere is

any relationship between experience and the pmpensity to go out of business.

In the third case, the maximum tax.rate is a social, pélitical decision

to subsidize a particular group and there is no reason for subéidiestnét

to be borme by the ccxmlunityasawhole; o
Therefore, only one of | the three parts of pool costs should be a

percentage; the remainder would be a;generai charge .té' all employeré..‘ |

Tdeally, pool costs would be charged by percentage of experience rating

taxes for noncharges and a percentage of taxable wages for the: costs of

going out of business and the costs of those exceeding the ma:d.rm;m ’tax
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rate, but this would involve a more complicated calculation. Since
'noncharges are not a large percentage of total pool costs, charging all
pool costs by a percentage of taxable wages does not distort greatly the

impact of pool charges.

Cbhjective: To spread those costs of the system which cannot be
charged to a particular employer over all employers.
Alternatives: 1. Allow the present system to remain where experience

rated employers between rates of 1.55 percent and
6.43 percent pay most of the pool costs. ,

2. Separate out pool costs and charge them as a percen-
' tage of experience rating charges. This will not
change the charging from what it is now. :

3. Separate out pool costs and allocate them on the
basis of 1;axabl_e wages calculated yearly.

4. Separate out pool costs for noncharges and allocate
them by percentage of experience rating charges and
separate out the remaining pool costs and charge

- them on the basis of taxable wages. .

Study Recommendation: To calculate pool costs on an annual basis, divide
- them by the taxable wages for that year and add

that percentage to the experience rating rate. After

the Trust Fund is fifty percent adequate, interest
. earned will be deducted fram pool costs.

Experiénce Rating

The justification for experienc_e rating 1s to. encourage employers
to be conservative in their lay-off activities. It forces employers to
be other than neutral regarding 1,’-1-'13, system. For instance, a flat rate
results in employers not considering the impact Qf tl'_leir lay-offs 'because
the lay-offs do not affect the tax rate. With a ‘f.lat rate, there is no
incentive for an individual enplqygr to challenge_'any clajms because it
does not affect his rate. Persons who are fired for cause or un.t could
draw claims with an impact on the system but with little impact on the
individual enplqyer.. In essence, experience rating giv‘es. a market type

feedback to employers which results in an incentive for an employer to
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minimize use of the system and, thus, to minimize the dollars needed to

operate the system. The more employers that are experience rated, there-

fore, the lower the average tax rate. = Employers who would not be truly
experience rated are new employers and employers exceeding the maximum
tax rate. Since new employers can expect to be experience rated, the
experience rating incentives are still applicable. The incentives would
be of even greater impact if new employers were experience rated upward
as soon as possible, such as after one year. A low maximum tax rate
results in many employers being no longer affected by the experience
rating incentives because no matter what the experience, they will. pay
no higher rate. . The social decision to subsidize these employers by
effectively removing them from experience rating results in more claims
being chargeable to these employers than if the maximum rate were higher.

Obviously, if you subsidize it, you get more of it. Thevhigher the maxi-

mum tax rate, the more effective experience rating system that you have.

Objective: To provide the greatest possible incentive for individual

employers to keep charges low and to make the Trust Fund
‘building and maintenance the respon31billty of those who
use the system. : ,

Alternatives: 1. Utilize an experience rating system which has a
small range of rates with a low maximum and low
minimum, a low flat tax system without recovery
ability. = -

2. Utilize an experience rating system which has-a
small range of rates with a high maximum and a
high minimum, a high flat tax system with high

- recovery ability but little incentive.

3. Utilize an experience ratlng system w1th a wide
range of rates with low minimum and high meximum,
a variable tax which allows recovexy and prov:Ldes
incentives. , ; o

Study Recommendation: To utilize a benefit ratio tax table with a Fund
~Adequacy factor incorporated to respond to an

inadequate Fund Balance.. (See Pages 52 through 59
for the Table adopted.)
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Experience Rating Period

The period over which to spread the benefit charges impacts the
Fund and the individual employer. The shorter the time period,.‘ the more
quickly the employer is impacted by the tax increase and the payback
for a recession would be inrnediate‘.‘ A long 'period; such as the present
three years or a four year period; spreads the impact ‘on an employer and
allows him to recover from the effects of a recession before he is
required to campletely repay.

The impact on the Fund is the Opposite..i' If the 1mpact on employers
is spread over a longer perlod the Fund is not rebuilt as quickly. This
would imply a larger Fund when the period is extended

For any maximum tax rate, however, the longe‘r' the period, the more
likely the system is to eventually' recover charges’.'

Objective: To spread costs to employers over as long a i)eriod as
: possible to reduce impact of cycles and to collect from
employers those amounts paid out in claims.
Alternatives: 1. ]'.éave the period at three years.

2. Extend the period to more than three years, such as
four or five years. -

.3. Reduce the per:t,od to less than three years.

Study Recommendation: That the:present 36 month periodfbr ‘experience
rating be extended to 48 months.

Trust Fund Building I ‘ —

] ' Trust Funds can be built and maintained either by incorporating

a building factor into the experience rating system or applying an additive
or multiplicative factor on toprof experience rating. The system is more
conplete, however, if the fund building is incorporated into the experience
rating table. Additional taxes can be applied if the Trust Fund falls -

below an adequate amount.
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Cbjective: To promote the rapid building and constant maintenance
of the Trust Fund.

Alternatives: 1. Multiplicative charges against experience rated
employers based on the Fund adequacy (for example,
a 60% adequate fund would result in a 40% increase
in tax rates for employers with unemployment
experience) . :

2. An additive Fund Building Tax placed on all employers
triggered by Fund adequacy.

3. Combinations of alternative 1 and alternative 2.

Study Recommendation: Utilize a multiplicative Fund Adequacy factor from
0 to 50% for employers with unemployment experience,
plus an additive Fund Building charge for all
employers of. .3% until the Fund is 50% adequate.

Minimum Tax Rate

Minimum tax rates vary J'.rmnensely from state to state. Few states
have as low a rate as Virginia-. : Mlnlmum rates can be thought of 1n two
ways: (1) the minimum experience ratlng rate, and (2) the mlmmum rate
overall. |

If pool costs are calculated and charged separately,‘ it is logical '
that the minimum experience rating rate should be zero, or sllghtly above
zero, if Fund Bulldlng is included in the experlence rating tax formulas.
If Fund Building is separate, then the experience ratlng rate for no
claims would be zero and the mJ.nJ.mum overall rate for an employer would
be the pool costs rate plus the Fund Bulldlng rate. ‘Pool costs rates would
depehd on the .percentage pool costs were of total costs and the manner in.
which it is decided to distribute them. Fund 'B_uiiding rates would depend
upon the condition of the Fund, the time period to ‘build it, and the
distribution criteria used | | |
Chjective: To have a minimum rate low enough to enc‘ourage. few lay-

offs, but which collects sufficient amounts to cover
an employer's.share. of the. comon costs of .the system.
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pool costs
taxable wages
Virginia's present case and leave 25 percent of
the taxable wages pay:Lng a fraction of the systems
costs.

Alternatives: 1. ILeave the minimum rate below as is

2. Set the minimum rate to cover pool costs and if
desired, fund building costs..

3. Set the minimum rate much higher than pool costs
as a pure revenue gathering measure and to provide ..
for the subsidy of those at a low top rate.

4. Set the minimum rate between zero and .1% plus pool -
costs and fund bu.1.ld_1ng costs. :

Study Recommendation*: A minimum tax rate of zero to which would be added '
' ~ pool costs and fund building charges. (*Differs
~ fram Joint Subcommittee Recommendation.)

Maximum Tax Rate

All systems have established maximum tax rates on employers. The
rationale behind this is the recognition that the nature of some industries
is seasonal and some are more affected by eyclical declines than others.
The broad industry categories of Constfuction and Ag:icultural ahd Forestry
and Fishing are eharged with more in claims than they pay in contributions -
in Virginia and most other states. The fact that benefits exceed contri-
butions is caused aJmost enti.rely by the provision of a max:.mt.m }:ate. it
there were no maximum rate these industries would pay their own way. In
‘every industry, however, there emsts employers whose beneflt charges exceed
their contnbutlons because of the imposition of a maximum tax rate. This -
eXpllClt sub31dy must be paJ.d by the employer ccmmmlty

As long as there is a maximum rate, thlS problem exlsts and the
only cons1derat10ns are how large 1s the subsidy to be and how do we dis-
tribute the cost of the subsidy. The size of the subsidy va::.es from state
to state, but 10 to 20 percent of the total costs of benefits‘ is often

suggested as a reasonable figure. That is, the excess of charges over
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contributions for employers at the top rate should be ho more than 10 to 20
percent of the total benefits paid. Virginia, with' its low.top rates during
1974-1978, had a nuch higher pe'r'centage of total charges in' that category.

Objective: To collect from each employer their cycligal impact
on the system while recovering from seasonal employers
an amount such that benefits charged to maximum rate
employers minus contributions of maximum rate employers
do not exceed 15 percent to 20 percent of total benefits.

Alternatives: 1. Charge a low maximum rate which will result in a
: large subsidy to top rate _enployers. ;

2. Set a maximum rate which will capture over the
accounting period a percentage of charges for
benefits (80% to 85%) and subsidizes the top rate
for the remaining 15 percent to 20 percent (6.0%
to 6.5%).

3. Set a flexible maximum whlch calculates the rate
based on the crlterla in 2. :

Study Recommendation*: A maximum tax rate of 6.5 peroent to which would
be added pool costs and fund building charges.
(*Differs from Joint Subcommittee Recommendation.)

New Employer Rates

One of the major problems for all UI systems is the entry and exit
of employers. Enployers that leave the system leave a legacy of claims
and usually have not paid in sufficient amounts to cover that cost. Indeed,
unless the system were a reserve ratio system, it is ‘likely' that those in
charge of the UI progfam would not know if thekemplo'yer had paid in sﬁffi—
cient amounts or not. Beeause new employers have a'.greater propensity
to fail than established employers, the probability of a new employer
eovering his costs is less than that of an established employer. ‘The
claims chargeable to new employers have the same seasonal and cyclical
nature of those for established employers while having an additiohal
characteristic, the nature of the propensity to fail. For instance,
Retail and Wholesale Trade has relatively low experience due to seasonal

and cyclical changes but has much higher experience when locking at the
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incidence of business failure. As in the existing employer situation,
there can exist cross industry subsidies, with the additional possible
subsidy of new employers by existing employers.

The first ipclination in solving the problem is to charge new
employer rates that cover all the costs for new employers. A political
and social hurdle exists, however, in that a rate sufficient to do this
could well conflict with a goal of | industrial development. Since taxes
are a concern for prOSpeCth'e Virginia employers, high new employer rates
could put V1rg1n1a at a competltn.ve disadvantage. It is again tempting
to charge new errployer’s the average industry rate in an attempt to
recover those charges. For Construction, this could come close to recov-
ering new employer charges since Construction does not have an above
average business failure rate.  Retail and Wholesale Trade does have a
higher than average. failure rate and tﬁe industry average tax rate would

be too low.

Moreover, it is inconsistent to attempt to eliminate cross industry

subsidy for new employers when no attempt is made to eliminate it for

| existing employers. Setting new employer rates by industryyk average rate
attempts to eliminate cross industry; subsidieé’, but it does not address
‘the uniqueness of new employers.

Another way of looking at new employers, at .1ea'st under a reserve
ratio system, is to attempt to precoilect a reasonable amount from them
in anticipatipn of‘ an individual employer going out of busine,sé. For a
reserve ratio system, a 3 percent tax rate would collect in three years
75 percent of the amount necessary to have a minimum rate . if the percen-
tage required were 12 percent. In addition, if new employers were rated

at a higher rate after one year if experience warranted, it would provide
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for a greater leveling of the difference betweeh new employers and
others. Since 60% of the employers that do go out of business do so
in the first three years, a period of three years to apply the new
employer rate is not unreascnable. | |
Objective: To recover benefits charged to new employers who
have gone out of business, plus collect the experlenoe "

rating charges as quickly as possible. =

Alternatives: - 1. Charge new employers by an industry average -
from .27 percent to 2.57 percent :

2. Charge a rate which will brlng a percentage of the

' taxable base per year into the employer's account
so that by the end of three years a high percentage
of the necessary reserve or of the pre—collectlon
is made.

3. Charge the maximum rate for new employers.

4, Charge a rate camparable to surround.lng states -
2 percent to 3 percent.

5. Charge any of the above rates for 1 year.

6. 'Charvge any of the above rates for 3 years with
experience rating upwards after 1 year if exper-
ience warrants it.

Study Recommendation: A tax rate of 2.5 percent for a three year period
to which would be added pool costs and fund building
charges with the rate to be experience rated upwards
after one year if experience warrants it. '

Tax Base

One of the least understood aspects of a UL systetn is the role of
the tax base. In the mplementatlon of the system, all wages of covered
amployees were taxed. On the Federal level, a tax base of $3 OOO was

established in 1940, which was raised to $4,200 in 1974 and $6,000 in 1978.

Most states followed the Federal lead and set their tax base at the Federal

level. Since FUTA tax rates are flat taxes applied against the base, an

increase in the base results in an increase in the FUTA tax payments.
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In state systems with experienoe rating, increases in the tax base do
not necessarily have to lead to increased tax paymehts for the average
employer.
For those employers who are experience rated, the issue is to
recover the c:harges for claims that are the employers respon51b111ty.
To collect that amount per year, a hlgher tax base would mean a lower
tax rate in the Virginia system. It is important to distinguish between
the rationale behind setting the FUIA tax base and the base for a state
with experience rating. _Alt}nugh the tax base increase can have little
or no effect on experience rated employers, it impacts those that are
up against the top rate, minimm rates, and new enployers. For new
employers and those up agalnst the top rate, potentlal liability is an
important cons:.deratlon. Benefits drawn by a d.ament are based on wages
earned up to a maximum, and in Virginia that maximum exceeds the tax base.
The wages to d.raw maximum benefits fer maximum duration a.:e $9,516, while
the tax‘bese is $6,000. This resﬁlts in a top rat_ed_errployer who pays
wages of $6,QOO per year paying the same tax as a top rated employer
who pays wages of $_10,000 per year. The wages of $10,000, however, gener-
’ate almost one-third more in the. way of benefits. It is for that reason
that a tax base equal to the highest quallfylng wages for benefits results
in a sjrstem more likely to be’ able to adjust to cyclical and_ seasonal
draJ.ns than a tax systerﬁ with a tax base below the highest qualifying weges.
Objective: To have a tax base which corresponds to the potential
liability of the system so that taxes are paid on all
ges that are part of the wage base for benefits.

Alternatives: 1. Adjust tax base only when it is adJusted by the
Federal Government; Vlrglnlal s present situation.

2. Set up a flexible wage base which changes based
on the condition of the Fund.
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3. Mgke the wage base the same amount as the highest
qualifying wages for benefits. adJusting tax rates
to rraintain equity. :

Study Recommendation*: Set the wage base the same amount as the highest
qualifying wages for bénefits adjusting tax rates
to maintain equity. (*D:Lffers from Joint Subcom-
mittee Recommendation.)

Rates By Industry

One of the most politically attractive proposals, but with th.e'
least econamic basis, is tax rates by industry whether for new or existing
employers. Although Construction, Agriculture, Forestry and Fishing
are industries with benefits exceeding contributions; 40 percent of employ-
ers in Construction and 60 percent in Agriculture, Forestry, and Fishing -
are at the minimum rate. Only 25 peroent of Construction and‘ il percent
of Agriculture, Forestry, and Fishing are at the top rate and these are
the employers causing the mdustry groups to_be negative :Ln terms of
contributions to benefits. This negative situation is caused by the desire
to have a socially acceptable maximum rate: Charging rates by industry
forces a construction conmpany with ‘good experience to pay a disproportionate
amount of the subsidy for a oonstruction company that is up against the top -
rate. Defica.t industries in terms of benefits exceed_mg contributions are
caused by a desire to have subs:.dies to errployers whose claims lead to
rates that would exceed the ma:mnmn. »If there is a 'generai desire to have
sub.sildies,‘ they should be financed by the general_‘ popuiation, | in this case
the total errpioyer community, and not by others w1thin the industry

Objective: ' To prevent inter-industry subs:Ldies and collect fmn
" each industry the industry cost. . ' :

Alternatives: 1. Set some rates by industry and put subsidy costs on
' the good experience employers in the industry. This
would result in an increase in rates from minimum
rate employers in all but one industry over what a
general subsidy of maximum rate employers would cost.
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2. Continue to set rates on individual experience rating.

'Study Recommendation: To continue the present practice of experience
rating employers and not set rates by industry.

Employee Contributions

Currently, three states, Alabama Alaska, and New Jersey, levy a
tax on oovered worker's, and during the 1940's several other states also
taxed workers.l The argument for imposing taxes directly on covered
workers relates to the fact that the workers are the primary beneficiaries
‘of this payment system'; and it seerns reasonable that the workers as primary
beneficiaries also have some direct contribution into -the _'pr_ogram.‘ - The
argurents for excluding workers from any financing of unemployment compen-
sation are as follows: v

1. Worker contributions could lead to a stronger labor voice in
mfluenc:.ng legislative decisions, espec1ally benefit amounts.

2. If workers contributed to the program,: there could be a
tendency to relax disqualification rulings, considering the
fact that each employee being reviewed for disqualification
has directly contributed to the program. .

3. Many argue that the incidence of the tax is largely shifted
forward to employees already, through lower wages, and/or
reduced employrent, thus, employees are already bearing at
least part of the tax.

4, Exp11c1tly taxing the employees could Undermine the concept .
of employer responsibility for stabilizing the work force,

‘thus undercutting the intent of experience rating.

Worker taxes can be used as a short term emergency measure to help '
rebuild the Unetrplc)ynent Reserve Fund. In 1976, for example, ‘Alaska raised
$12 million through a .7 percent employee tax; Alabama raised $20 million
through a 5‘percent tax; New Jersey raised $68 million through a .5 per-
cent tax. It is estimated that if Virginia had had a .5 percent employee

tax in 1979, it would have raised an additional $45 million. Thus, during

lcalifornia, Indiana, Kentucky, Louisiana, Massachusetts, New
Hampshire, and Rhode Island.
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times of Fund inadequacy, the employee tax serves as a means to rebuild
the Fund, with the chief beneficiaries of the program, the employees,
sharing in the responsibility.

Objective: " To collect a portion of costs of the system from the
persons who draw benefits.

Alternatives: ‘1. Retain present system of having 100 percent of the
‘ tax paid by employers. ..

2. Impose a permanent employee tax.

3. Consider an employee tax of .5 percent as a short
term. fund building measure. A tax could be
imposed on all covered workers and be removed
when the Fund achieved some percent of adequacy
as measured by the Fund Adequacy Standard adopted.

- Study Recommendation: To contlnue the present practice of emplcyers

.paying 100 percent of the tax.

Extended Benefits

Because unemployment in a recession can exceed the maximum weeks
allowed in most state systems, the Federal government devised an extended
benefit program which extends benefits for one-half of the State determined
duration up to an additional 13 weeks. One-half of the expense is paid by
the Federal Government and one-half by the State. 'I‘here is both a State
and Naticnal‘ trigger level of unemployment which brihgs extended benefits
into effect, but Virginia's trigger is high relative to the National trigger
and extended benefits in Virginia have always occurred because of the National
trlgger. The concept behind extended benefits is national economic stabili-
zation and not terrporary replacement of lost wages. It is for this reason
that the Federai Government finahces one-half of the cost, and there is
reason to believe .that it should be totally financed by the Federal
Government. | o

Because the concept behind extended benefits is national stabili-

zation and not temporary replacement of wages, consideration should be



30
given to the financing of these benefits at the state level. Two options
exist: (1) make extended benefits part of pool costs , or (2) charge the
employer who was responsible for the original benefits. Tt is handled
both ways in various states. Thr‘ee conditions support making extended
benefits pool costs. First; the nature ef extended benefits, economic

stabilization, suggest a general or common cost concept. Second, the

employer charged with the benefit wages in Virginia need only employ that |

person for 31 days. - In many instances; employers with employees for short
periods of time would end up being charged for far more time in benefits
than the person worked. Third, if individual employers are charged,

the chances increase of that errpleyer exceeding the top rate; and, thus;

much of it would be passed back into pool charges by default.

Objective: .To charge extended benefits in a manner most cons:.stent
with objectives of having extended benefits.
Alternatives: 1. Charge employers for extended benefits in the same
manner as regular beéhefits, V1rg1n1a s present
pos:.tlon.

2., Charge extended benefits to pool costs.

Study Reconmendation*: To charge extended benefits to pool costs.
(*Differs from Joint Subcommittee Recommendation.)

Benefits

Benefit Eligibility Requirements

Unemployment Insurance programs were developed to assist persons
temporarily une‘xrployed through no fault of ‘;hel;' own. As such, the impli-
cation was that persons assisted should have a strong attachment to the
labor force. Origihal benefit tables were in dollar terms and (given the
prevailing wages requlred considerable labor force attachment. With

expanded coverage and inflationary trends, dollar values are not as
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accurate a measure of attachment to the work force as in the past. Thus,
the system has unintentionally been expanded to include persons receiving
payments who would not have been paid in the past: Concurrently, maximum
benefits have been raised without increasing the m:Lnlmum, resulting in
more persons becoming eligiblé to draw benefits. Benefit eligibility
requirements must be either adjﬁsted automatically or through legislation -
to keep pace with inflation and increased wages .‘ Failure Eo do so erodes |
eligibility standards over time. - Two methods of increasing attachment to
the work force would be an hours measurement and utilizing mare than one
quarter's earnings in calculating weekly wage. Both methods would require
claimants to display greater anbtmts of .work effort than the present
Virginia system. |

-

Objective: To set4 eligibility requirements so that the original
oconcept: of attachment to the work force is met equally
by all claimants.

Altermatives: 1. Increase dollar amounts required for high quarter
: and base earnings.-

2. Require weeks worked measurement as a man.mum
requirement.

3. Require hours worked measurement as a minimum
requirenent. .

4. Require duration to be a function of weeks worked
or hours worked.

5. Retain the benefit table as it now exists and allcw
1ncreas:Lngly expanded coverage. .

6. Require benefits to be determined on the basis of
two or more high quarter eamings.

Study Recommendation*: -Require hours worked (800)- as a minimum require-
ment. (*lefers from Jo:Lnt Subconmttee
Recommendation.) . - - *

Wage Replacemernt Ratios

Most benefit tables replace a constant proportion of gross weekly
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wages up to a maximum benefit amount. In Virginia, this has traditionally
been 52 percent of the gross weekly wage. The National Comiission on
Unemployment Compensation recommends a replacement ratio of SQ percent.
Concern has been expressed that increasing State and Federal taxes due to
progressive taxation has increased the net wage réplacement ratio to levels
inconsistent with employment incentive. Several studies; .including one by
the General Accomting Offiee, “have concluded the 'solution' is to tax unenploy-
ment benefits as wages. The same thing could be accomplished by creating a |

benefit table which replaced a fixed percentage of net wages for a typical

claimant. ‘

Objective: To replace a sufficient portion of lost wages, but
maintain work incentive.

Alternatives: 1. Maintain 52 percent of gross wage replacement.

2. Lower or raise the gross wage feplac:emen’t ratio.

3. Make the replacement ratio a percentage of net
wages for a smgle person.

4. Make the wage replacement ratio a percentage of
net wages for a married person.

5. Make the wage replacement ratio a percentage of
net wages for a married person with children.

Study Recommendation*: Make the replacement ratio a percentage of net wages
for a single person. (*Differs from Joint Subcommittee
Recomrendation.) ‘

M:Ln.mmm Berniefits

Minimum benefits are high in Virginia relative to other states.
This has the effect of raising Virginia's rate of average benefit to
average weekly wage above that of most states. What is not readily apparent
is that minimum benefits are automatically tied to the minimum eligibility
requirements and wage requirement ratio. In mostvstates benefits are a
. constant percentage of gross weekly wages up to a maximum, and the etiffer

the eligibility requirements the higher the minimum benefit payments.
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Given any particular benefit tabl'e;"the system with. the highest minimum
benefits pays out the least amount of total ben'efits'.. .If Virginia
required 800 hours of work to qualify; even at minimum wage; the minimum
benefit would be $55.00. It is important that a system does not allow
the minimum benefit to .remaln low even when maximum benefits are increased.
To do so expands greatly the nunber of persons eligible and inérea'ses’
total benefit payments. Thus whenever maximum _benef'its'are increased,
minimum benefits should also be increased. | - | |

Objective: To set the minimum level of replacement cons:Lstent with
the general wage level in the state. :

Alternatives: 1. Leave minimum benefits at a permanent low dollar
amount and thus expand coverage.

2. Raise the minimum whenever the maximum 1s raised
and in the same proportion.

Study Recommendation*: Pay a minimum benefit of 20% of state average weekly
' wage per week indexed yearly; $50 in 1981. .(*Differs
from Joint Subcommittee Recommendation.) ‘

Maximum Benefits -

Maximum benefits in Virginia since 1974 have avenaged 55 percent
of the state average weekly wage. The National Commission on Unemployment
Compensation has recommended that the Federal Government require that maxi-
mum benefits be not less than two-thirds of the a?erf'age total week]_y wages
in covered employment in the preceding year. The schedule is: 1982 - 55
percent; 1984 - 60 percent; and 1986 - 66 2/3 percent. Althoj.lgh .an
emotional issue, maximum benefits ‘havehmuch less impact onvthe system than
many other issues. For instance, changing the benefit table in Virginia so
that to qualify for benefits one would earn enough to draw $50 man_mum,
v;ould have allowed maximum benefits of over $145 per week' ‘and; sti_]v.l‘ spent
the same amount in 1979. A maximum benefit amount of .55 of the state's

average weekly wage for 1981 would be approximately $140. Many states
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automatically raise the maximum behefit amount as average weekly wages
increase. This tends to maintain the same relationships in the system.
With the hourly requirement in effect for el'igibility; the bottom Qf the
table will adjust concurrently particularly as minimum wage levels increase.

Objective: To keep benefit amounts in a constant position relatlve '
to the general wage level in the state. ,

Alternatives: 1. ILeave maximum benefits as they are.

2. Raise maximum benefits to the relative level of
the previous years -~ 52-55 percent of the state
average weekly wage. o

3. Follow the recommendation of the National Commission
on Unemployment Compensation of 1982 - 55 percent;
1984 - 60 percent; and 1986 - 66 2/3 percent of the
average weekly wage. ‘

'Study Recommendation: Pay a maximum benefit of.55 percent of state average |
weekly wage per week indexed yearly; $138 in 1981.

Waiting Week

There appears at present a national trend to require an uncompen-
sated waiting week in every state. Currently 41. states require a waiting
week, including Virginia. ‘Nine of those states, including Virginia,
eventually pay the waiting week if unemployment continues: iong beno‘ugh;
in Virgvinia,v this occurs on the fifth week. th a work incentive position;‘
Virginia has the worse position. If payment of the waiting week is to be
made, it should be made immediately to avoid the incéntive to remain
nemployed for the fifth week and draw double benefits.

Not péying the waiting week reduces the amount of compensation
drawn if unemplqyment does not exceed the maximum weeks ;available to draw.
It does not affect the amount drawn for those exhausting benefits‘.‘ Not
paying the waiting week would have reduced total benefits by approximately
$4 million in 1979. Péying the waiting week innediatély would have added

samething less than one week to the average weekly vduration‘ and approximately
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$5 million more in total benefits in 1979.

Objectiveﬁ To replace lost wages consistent with maintaining
work incentives.

Alternatives: 1. Leave the existing system in place.
2. Do not pay a waiting week at all
3. Eliminate the waiting week provision.
Study Recommendation*: Eliminate the waiting week provision. (*Differs
= from Joint Subcommittee Recommendation.)

. . Miscellaneous

Good Cause and Suitable Work

Two issues which have cohoerned enployers are claimants who have
quit or left jobs and the unemployment is not directly attributable to
the employer, and the refusal -of claimants to accept jobs that are not in -
keeping with the claimants' previous experience.. 'Avaisions to safeguard
enployees' rigﬁts to draw benefité dictate an e‘n'fo'rceablé ”'standard which
defines the conditions under which an employee may leave a job and still
draw benefits and the kinds of jobs he can be forced to .accept. Refer-
ence has been made to amending Virginia's iaw to include the words '"good
cause attributable to the employer". investigation of other states,
particularly North Carolina which has the above phrase inv its >law, shows
that there is little, if any, differences in the outcome of decisions
on the same cases. Those decided in favor of the claimant in Virginia
Qould have been decided the same in North Carolina. National organiza-
tions which héve had experience with many states indicate that Virginia
is rather conservative in its decisions and interpretations. It does not
appear that adding language to ‘the present law would affect‘ benefit payouts.

Changing the statutory provisions would be merely win&oWdresSi,ng.
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Objective: To have statutes which provide for efficient equit-
able procedures for determining eligibility for claimants.

Altermatives: 1. Leave statutes as they are.

2. Change wording to include attributable to the
- employer.

Study Recamendation: Leave statutes as they are.

Information Capabilities

The present system in Virginia is not capable of easily producing
employer information regarding benefits paid and taxes contributed. In
order for employers to properly evaluate their use of the Unemployment

Insurance system, it is important that they have this information.

Objective: To provide adequate information to em'ployers so that they
are aware of their fiscal relationship to the system.

Alternatives: 1. ILeave the system as it presently exists.

2. Increase amounts of information available to
employers regarding benefits charged and contri-
butions paid in. o

Study Recommendation: Require the Virginia Enmployment Camission to report
on a yearly basis to employers. the dollar amount
~ of benefits charged to-them and the. contributions

paid from 1981 forward. ‘ S
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CHAPTER g g 6 'REENROLLED

Arn Act to amend and reenact §§ 60.1-47, 60.1-52, 60.1-75, 60.1-79, 60.1-80, 60.1-81, 60.1-82
and 60.1-91 of the Code of Virginia, to amend the Code of Virginia by adding sections
numbered 60.1-40.1, 60.1-84.1, 60.1-84.2 and 60.1-85.1, and to repeal §§ 60.1-83, 60.1-84,
60.1-85, and 60.1-86 of the Code of Virginia, all of which provide for employer’s
contributions to the Unemployment Compensation System. -

[S 679]

Approved App 1 49
Be it enacted by the General Assembly of Virginia: o .

1. That §§ 60.1-47, 60.1-52, 60.1-75, 60.1-79, 60.1-80, 60.1-81, 60.1-82, and 60.1-91 of the Cod
of Virginia are amended and reenacted and that the Code of Virginia is amended by
adding sections numbered 60.1-40.1, 60.1-84.1, 60.1-84.2, and 60.1-85.1 as follows:

§ 60.140.1. Statement of employer’s benefit charges and contributions.—Effective
January one, nineteenn hundred eighty-two, the Commission, by the first day of July of
every year, shall provide every covered employer with a statement of the ernployer’s
benefit charges and contributions for the preceding calendar year. For any period in which
benefit charges are not available, benefit charges shail be calculated as provided in )
60.1-82. :

§ 60.1-47. Weekly benefit amount.—With respect to all claims filed on or after July first
fifth , nineteen hundred seveaty-nime eighty-ore , an eligible individual’'s weekly ‘“benefit
amount” shall be the amount appearing in Column B in the “Benefit Table” in this section
on the line on which in Column A of such table, there appears the total wages for insured
work earned by such individual in that quarter the two. quarters of his base period in
which such total wages were highest.

With respect to all claims filed prior to July first fifth , nineteen hundred seveaty-nine
eighty-one , an eligible individual’s weekly “benefit amount” shall be computed under the
provisions of this section in force on the date such claim was filed.

39
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Pages 2 through 8 have been removed from the reenrolled copy
of the le'gislation.' Tbese pages contain the lined out Benefit Table
replaced by ‘pages 9 thfough 16. "

The old Benefit Table appears on pages 241 thjr_gggh 247 of this

report.
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§ 60.1-52. Benefit eligibility conditions.~An unemployed individual shall be eligible to
receive benefits with respect to any week only if the Commission finds that: -

(a) He has in the highest two quarters of earnings Within his base period earned wages
in employment for employers equal to not -less than the Jlowest amount appearing in
Column € 4 of the “Benefit Table” appearing in § 60.1-47 on the line which extends
through Division B ¢ on which in Column B of the “Benefit Table” appeaxs his weekly
benefit amount, such wages to be earned in not less than two quarters. :

(b) His total or partial unemployment is not due to a labor dispute in active progress
or to shutdown or start-up operations caused by such dispute which exists (1) at the
factory, establishment, or other premises (including a vessel) at which he is or was last
employed, or (2) at a factory, establishment or other premises (including a vessel) either
within or without this State, which (a) is owned or operated by the same:employing unit
which owns or operates the premises at which he is or was last employed and (b) supplies
materials or services necessary to the continued and usual operation of the premises at
which he is or was last employed, provided that this subsectxon snall not apply if it is
shown to the satisfaction of the Commission that: '

(1) He is not partlcrpatmg in or: fmancmg or directly mterested in the labor dispute;
and

(2) He does not belong to a grade or class of workers of whlch lmmedlately before the
commencement of the labor dispute, there were members employed at the premlses
(including a vessel) at which the labor disputé. occurs, any of whom are parhcxpatmg m or
financing or directly interested in the'dispute.

Prov1ded that if in any case separate branches of work wmch are commonly conducted
as separate businesses in separate premises are conducted in separate departments of the
same premises, each such department shall, for the purposes- -of this subsection, be deemed
to be a separate faciory, establishment - or other premises. Provided further that mere
membership in a union, or the payment of regular dues to a. bona fide ‘labor orgamzahon
shall not alone constitute financing a labor dlspute

(¢) He is not receiving, has not received or is not seelung unemployment benehts under
an unemployment compensation law of any other state or of the United States, provided,
however, that if the appropriate agency of such other state or of the United States finally
determines that he is not entitled to su..h unemployment beneflts this subsection shall not
apply.

(d) He is not on a bona fide paid vacanon provided, that if an individual is paid
vacation pay for any week in an amount less than the individual's weekly benefit amount
his eligibility for benefits shall be computed under the provisions of § 60.1-48. :

(e) He has registered for work and thereafter has continued to report at an
employment office in accordance with such regulations as the Commission may prescribe,
except that the Commission may, by regulation, waive or alter either or both of the
requirements of this subsection as to such types of cases or situations with respect to which
it finds that compliance with .such requirements - would. be oppresslve, or. would be
inconsistent with the purposes of this title. ' :

(f) He has made a claim for beneflts m accordance thh such regulatmns as -the
Commission may prescribe. - ,

(g) He is able to work, and is avallable for work :

{h) He does not have pajable to him remuneration equal to or in excess of his weekly
benefit amount in the form of a retirement pension, annuity, or other retirement payment
under 'any plan contributed to by the most recent empioyer for whom  he performed
services during thirty ‘days, whether or not such days are consecutive; provided, if such
remuneration is less than his weekly benefit amount, such remuneration shall be treated as
if it were wages in accordance with § 60.1-48; provided further, that this section shall not
apply to the receipt of any amount under Tltle II of the Social Secunty Act.

(i) He has served a waiting peried of one week during which he was eligible for
benefits under this sectien in all other respeeis; and has not received benefils; except that
only one waiting period week shall be required of such individual within any benefit year;
provided; that when ap individual bas served 8 waiting peried week subsequent to July ene;
nineteen bundred seventy-four; and has been paid benefits equal to four times his weekly
beaaﬁamem&besheﬂbeeﬂgible%;eeewebeneﬁts#e;hmwe&ﬁngpmdweekm
aeee;éauee with the terms of this chapter:

§ 60.1-75. Amount of taxes; increase of rate~Each employer shall pay taxes equal to
the lollowmg percentages of wages payable by him with respect to employment

(1) [Repealed.]

(2) Except as otherwise provided in Artlcle 2 of this chapter four and five-tenths six
and two-tenths per centum with respect to employment during the calendar year. Wages
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payable beyond the last pay period in December shall be considered as waz=s earned and
payable in the first pay period of the succeedmv year, and mcludnd in reporss required for
the first reporting period of such year.

(3) If the Federal Unemployment Tax Act is at any time amended to permit a higher
maximum rate of credit against the federal tax now levied ‘under § 3301 of the Internal
Revenue Code, or that may hereafier be levied under any subssquant amendment, or
amendments thereto, than is now pérmitied under § 3302 of the Internal Revenue Code to
an employer witz respect to any State unemployment compensation law trhose standard
contribution rate on payroll under such law is more than two and séven-tenths per centum,
in that event the standard contribution rate as to all employers under this tifie shall, by
Commission rule promuigated under § 60.1-35, be increased from two and seven-ienths per
centum on wages to that percentage on wages which corresponds to the higher rnaximum
rate of credit thus permitied against the federal un°mployment tax; and ‘sucp increase shall

become effective on the' same date as’ such hlgher maximuin: ratn of rred:r bﬂcomes'

permissible under such federal amendment.

(4) If the Federal Unemploymeni Tax Act is ‘at any tlme amended so as to increase
the rate of excise tax each employer. shall pay with respect to having individuals in his
employ, the Commission may by rules promulgated under § 60.1-35, increase the rate of
contributions under this title to the rate which corresponds to the'highestmaximum rate of

credit permitted against such higher federal unemployment excise i{ax; and such increase
shall become effective on the same date as sucn hlvher rate of fec.eral ur.employment ,

excise tax becomes effective.

§ 60.1-79. General provisions.—For each ca'endar year commencing - after Decnmber'

thirty-first, nineteen hundred siwty eighty-one , the centribution rate of each employer,
whose experience rating -account has been chargeable with -benefit w3zes benefits
throughout the most recent twelve completed calendar month peried ending on “the thirtieth

day of June of the calendar year immediately preceding the ‘calendar ysar for which a

contribution rate is being determined, shall be computed as hereinafter providsd; except
that the contribution rate ‘of each employer neéwly subject to this act aifter July one,
nineteen hundred eighty eighty-one , including any nonprofit orgamzanon wmch has elected
to become liable for paymenis in lieu of contnbutlors under the provisions:of § 60.1-89 (1)
and thereafter terminates such election, shall be two and five-tenths percent ttpm for three
years except that at such time as it is eligible for computaiion as he;»m-am hereinafter
provided , the contribution rate shall become the computed rate if the cornpuied rate
exceeds two and five-tenths percent . Theé Commission shall notify each such: employer of
his contribution rate for such calendar year not later than the thirty-first day of December
immediately preceding such year, but the failure of any such employer to receive’ suc‘1
notice shall not relieve him from liability for such contribution. = -

§ 60.1-80. Individual benefit charges.—(2) Effective with claims filed on or after July
first, nineteen nundred seventy-nigse e, ghty-one , an mdxvaduals"‘beneﬁt R ’ges charges
shall be computed in the following manner: -~

(1) For each week benefits are received a claimant’s “benefit vuges charges’ shall be
equal to his qualifying earnings iultiplied by the fractien equal to eae: diided by the
aumber of weeks of the claiment'’s peieatial duration of benefits received for such week .

(2) For each week extended benetits, pursuant to § 60.1-51.1, are receivad, = claimant’s
“benefit wages charges’” shall be equal to one half the amcunt Ris “bensHii ';rajesi’ would
have been if compuied pursuant e subparagrapk €y abeve his benejiis received for such
week -, provided, that effective with claims filed for weeks of Unempioyment beginning
after December thirty-one, nineteen hundred seventy-elg‘lt a ‘claimant’s “hanefii wages
charges” for extended benefits attribuiable to service in the empley of 2 governmental
egtxty referred to in § 60.1-14 () [1] shall be _computed pursuant to. sdbmragraph (1)
above.

(3) For each week partial benefits are recawed the clalmant’ “bmn"ﬁt wf-ges charges’
shall be computed, in the case of regular benefits as in subparacraph ( 1) i0ve, or in the
case of extended benefits as in subparagraph (2) above '; ar—erndﬂi? es‘-%— that the
n&m&a&rmtﬁe#aeﬁ&a#eétem%p“thﬂ&u%&ge&#ﬂmgsﬂﬁaﬂvethara&eei
partial b;ae}#d Grer the eraimant’s weekly beaea& amsimt Fe’r.l"{:cfl ha the *:ea;esr ena

(4) Fer the purpesas af benefit w ags  computatisns; quak%t%a ea—ah%s shadl be tHhe
W%éﬁmgmsbﬁepm;qxdbyempleye;sewemzw‘ms&m-lm:mse
mwmmagmm%mpummexm&em&mmtei
wages used to compuie lhe maoximum benefil eatitlement ag shows in the bepafit table:

(b) The employing unit from whom such ' individual was’ saparated, result‘ng in the .

current period of unemployment, shall be the most recent ernplovmo unit for whom such
18
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individual has performed services for remuneration dunng thirty days, whether or not such

days are consecutive. If such individual’s unemployment is caused by separation from an

employer, such individual’s “benefit wages charges” for such period of unemployment shall '
bet;eateéie;&epeppes&eith&saﬁeleastheught&eyhavebeeepmdbya’eemedtlze

responsibility of the last thirty-day employer prior to such penod of unemployment. _

(c) No “benefit wages charges’ shall be deemed to have been paid by the
responsibility of an ‘employer of an individual’ whose separation from the work of ‘such
employer arose as a result of a violation of the law by such individual, which violation led
to confinement in any jail or pnson or by any employer of an mdlv.dual ‘who voluntarily
left employment in order -to -accept other employment genumely behevmg such
employment to be permanent. - .

No “benefit wages charges’ shall be deemed to have beee paid by ‘the res'ponszbtllty of
an employer of an individual with respect to any weeks in which benefits are claimed and
received after such date as that individual refused to accept an offer of rehire by the -
employer because such mdmdual Was ln trammg with approval of the Commssxon pursuant
to § 60.1-52.1.

§ 60.1-81. Employer’s benefit charges.—-Any employer’s beneflt wages charges for a given
calendar year shall be the total of the “benefit wages charges’ which, pursuant to the
provisions of § 60.1-80, are wages deemed to have been paid . by be the responszbtltty of
such employer.

§ 60.1-82. Benefit ratio.— A. The “benefit wage ratio” of each employer for a given
calendar year shall be the percentage ', rounded to the nearest one-tenth of a per centurmn,
equal to the employer’s benefit wages charges for the twelve consecutive ‘calendar*month
period ending on the thirtieth day of June immediately préceding that. calendar year,
divided by the total of his payroll for the same period except that for an employer whose
account has been chargeable with beneiit wages charges for thirty$ix fortv-eight or more
consecutive completed calendar months, the “benefit wage ratio” shall be the percentage ',
rounded to the nearest one-tenth of a per centum, equal to thé employer’s benefit wages
charges for the most recent thirtysix forty-eight consecutive ‘completed ‘calendar ‘month
period ending on the thirtieth day of June immediately preceding that calendar year,
divided by the total of his’ payrolls for the same period, and for an employer whose
account has been chargeable with benefit wages ckarges for twenty-feur thirty-six but less
than thirty-six forty-eight consecutive completed calendar moiiths’ the “benefit wage ratio”
shall be the percentage equal to the employer's benefit wages for the most recent
twenty-four thirty-six consecutive completed calendar month period ending on the thirtieth
day of June immediately preceding that calendar year divided by his payroll for the same
period , and for an employer whose accourit has been chargeable with benefit charges for

‘twenty-four but less than thirty-six consecutive cornpleted calendar months the “benéefit
ratio” shall be the percentage, rounded to the nearest one-tenth of a per centum, equal to

the employer’s benefit charges for the most recent tlwenty- four ' consecutive completed
calendar month period ending on the thirtieth day of June immediately precedmg that
calendar year divided by his payroll for the same period. The term “‘payrollfs)” as used
herein means the taxabie payroll on which contributions have been paid on or. before July
thirby-first Sepiember thirtieth immedlately following such June thirtieth. i

B. For the period commencing: July one, nineteen hundred *ezghty-one, where benefrt
charges are not available for ary or all of the periods used to determine an employer’s
benefit ratio,” benefit wages divided by three shall be used in lieu of benefit charges for
those periods benefit charges are not available, in combmatlon w:th benefzt clzarges, where
available to determine an employer’s benefit ratio.

§ 60.1-54.1. Experierice rating contribution; table. -Sub/ect to the provisions of §
60.1-85.1, the experience rating contribution rate for each employer for the calendar year
nineteen hundred eighty-two and subsequent years shall be the per centum in' the column
corresponding to the employer’s benefit ratio except that if the employer’s benefzt ratio
exceeds six and two-tenths per centurn, the colurmn under six and two-tenths per centurm
shall be the appropriate columnn, and in the line corresportdmg to the fund balance factor
Jfor the year pursuant to § 60.1-85.1. . . . _
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§ 60.1-84.2. Pool cost charges.—A. Effective January orne, rnineteen hundred eighty-two,
and as of the first day of January of each succeeding calendar year, to all experience
rating contribution rates established pursuant to § 60.1-84.1 and to all new employer rates
established pursuant to § 60.1-79, shall be added the pool cost charges as determined in
subsection B. of this section. ' ' '

B. The pool cost charge rate shall be determined as follows:

1. Pool costs for a given calendar year shall be those costs -defined . in paragraph 2. of
this subsection for the twelve consecutive calendar months period ending on the thirtieth
day of June immediately preceding that calendar year. The pool cost charge rate shall be
pool costs divided by payrolls for the hereinabove defined period.

2. Pool costs shall consist of benefit charges which cannot be assigned to an individual
employer pursuant to §§ 60.1-12, 60.1-14, or subsection (c) of § 60.1-80, and cannot be
charged to an individual employer due. to his becoming ‘an inactive account pursuant to
$§ 60.1-12 or 60.1-99, and the difference between the benefit charges of all employers with
a maximum experience rating contribution rate and the amount of the contributions
resulting from appiying the maximum experience rating contribution rate against the
payrolls of the same employers. The term “‘payrolls” as used in this section shall mean the
taxable payroll on which contributions have been paid on or before September thirtieth
immediately following such June thirty. ' . : R : ‘

3. When the fund balance factor for the year in question is greater than fifty per
centurmn, interest earned on the balance which shall stand to the credit of the account of
the Commonwealth of Virginia in the unemployment trust fund in the treasury of the
United States shall be subtracted from pool costs, except that in no instance: shall pool
costs be less than zero. : i " ' ,

§ 60.1-85.1. Fund balance factor.—A. As of July one, nineteen hundred eighty-one, and
as of the first day of July of each succeeding calendar Year, a fund balance factor shall be
determined as follows: : ; el e [T '

1. The balance which shall stand to the credit of the account of the Commonweaith of
Virginia in the unemployment trust fund in the treasury of the Urited States, including
amounts withdrawn therefrorm but not expended, shall be compared with the ‘“‘adequate
balance” as determined in subsection B. of this section, and the resulting per certtum shall
be termed the ‘fund balance factor,” except that if the per centum determined is less
than fifty per centum, the fund balance factor shall be fifty per certturn. ‘ o
© B. As of July one, nineteer hundred eighty-one, and as of the first day of July of each
succeeding calendar year, the Comrnission shail determine the “adequate balance” for the
trust fund as follows: ‘ ‘ IR ‘ R C 1

1. For the twenty-five year period ending the first day of July of the year of
determination, the highest ratios of benefits divided by total wages of three separate
consecutive four-quarter periods shall be averaged and multiplied by 1.5 to determine. the
fund adequacy rmultiplier.  The fund adequacy multiplier shall be multiplied by the total
wages for the year in question to determine the “adequate fund balance” for that year.

C. As of December thirty-one, nineteen hundred eighty-one, a fund building rate of two
tenths per centum will be added to il experience rating rates established pursuant to s
60.1-84.] and to ail new employer rates establishéd pursuant to § 60.1-79, except that such
rate shall not be applied if the fund balance. factor determined . pursuant to subsection B.
of this act exceeds fifty per centum. ‘ ‘ R '

§ 60.1-81. Where 'employer’s contributions are delinquent.—-Notwithstanding any other
provisions of this .chapter, if on July thirty-first of any year the contributions or any

portion thereof amd! or the interest and/ or penalty due thereon for any previous quarter

is delinquent and unpaid and has been delinquent and unpaid for ‘a period of ninety days
or more, the Commission may thereafter issue a notice of delinquency demanding payment,
and if the amount due is not' paid within thirty days after such !notice is mailed to the
delinquent employer at his last known address, such delinquent employer’s rate for the
calendar year immiediately following the calendar year in which such notice ‘is sent shall
not be computed under the provisions of this article, and such employer’s contribution rate
for such calendar year shall be four and fivetenths six and two-tenths per centum.
2. That §§ 60.1-83, 60.1-84, and 60.1-86 of the Code of Virginia are repealed, and that
effectlivg January one, nineteen hundred eighty-two, '§ 60.1-85 of the Code of Virginia is
repealed. - . ‘ ) : B ' o
3. That whenever in the Acts of Assembly of Virginia or in the Code of Virginia reference
1s made to § 60.1-84 it shall be taken to mean § 60.1-84.1, and that effective January one,
nineteen hundred eighty-two, whenever in the Acts of Assembly of Virginia or the Code of
Virginia reference is made to § 60.1-85 it shall be taken to mean § 60.1-85.1.

The Benefit Table, Division D Duraticn of Benefits, is not on tape. Please refer to

28
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pages 69 through 75 of the Code of Virginia, 1980 Cumulative Supplement to Volume 9 for
information contained in tl_lis table. ' : ‘

President of the Senate

Speaker of the House of Delegates

Approved:

Governor
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PART II

UNEMPLOYMENT COMPENSATION
IN GENERAL AND
STATE UNEMPLOYMENT COMPENSATTION
WITH EMPHASIS ON VIRGINIA -
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CHAPTER IV
UNEMPLOYMENT COMPENSATION IN GENERAL

History Of The System
Benefits

Although presently an integral part of American life, "neither
organized labor nor organized errpl_oyers were supporters of UIL prior to
- the Great Depression of the 1930's."1 'Ihe advent ojf)the Great Depression
changed much of the thinking about social structures and econamics.
For instance, the severe unemployment of the 1930's convinced Americans
that unemployment was not synonymous with laziness or._lack of ambition.
Americans became convinced that it would}be acceptab}e to have a program
". . . to protect the 'regular* worker against wage 'loss wheo' unemployed-.."2
Although the concept of what constitutes a "xegu.la:'_'wor]ger has changed
over the yea.rs,.?’ once the oo_noept o£ replacing lost wages was acoeroted,
the definition of who was eligible could change over time to reflect
changing social Values In essence, therewould be agreenent that same

unemployed workers should be protected, and disagreement only as to who

lreonard P. Adams, Public Attitudes Toward Unemployment Insurance
(Kalamazoo, Mlchlgan W. E. Up_]ohn Instltute for Employment Research '
1979), p. 1.

2George S. Roche, Entitlement to Unemployment Insurance Benefits
(KaJ.amazoo, MJ.chlgan W. E. Upjohn Institute for Employment Research,
1973), p. 10. 'See also, Clmch Calkins, Some Folks Won't Work (New York:
Harcourt and Brace and Co., 1930), po. 20-21.

3Roche, Entltlement, p- 10.
| 65
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and the amount of protection. Current research, and indeed this work,
accepts the concept of a program to replace lost wages and concentrates
on the issues of who, how much, and how to pay for it.

The primary objective of unemployment canpensation is well summa--
rized by a statement of the United States Department of Labor:

Unemployment Insurance is a program—established under

Federal and State law—for income maintenance during

period of involuntary unemployment due to lack of work,

which provides partial ocompensation for wage loss as a

matter of right, with dignity and dispatch, to eligible

individuals. It helps to maintain purchasing power and

to stabilize the economy. It helps to prevent the dis-

persal of the employers' trained work force, the sacri- -
fice of skills, and the breakd gwn of 1abor standards

during tempora.ry memployment

Established as a joint natlonal/state program on August 14 1935,
subsequent court decisions even more clearly established the purpose of
the Act [42 USCA §1101]: "

Its purpose was intended to provide texrporary‘ financial

assistance to workmen who became unemployed without

fault on their part [63 S.C.2d 28, 33-34 (VA 1951)].

The U. S. Supreme Court interpreted the Act as follows:

The purpose of the Act was to give prompt if only partial

replacement of wages to the unemployed, to enable workers

"to tide themselves over, until they get back to their old

work or find other elrployment without hav1ng to resort to

relief" [401 U.S. 131-32]. o

Three objectives other than lost wages were,’ and still axe,' put
forth for having an Unemployment Compensation program: ". . . (1) establishing
economic incentives that will get employers to stabilize their employment,

(2) stabilizi_ng' the general econamy by maintaining consumer', purchasing

4United States Department of Labor, Bureau of Employment Security,
Major Objectives of Federal Policy with Respect to the Federal-State
Amloyment Security Prodram, General Administration Tetter No. 305,
April 25,:1955. As found in William Haber and Merrill G. Murray, Unemploy-
ment Insurance in the American Economy {(Homewood, Ill: Richard D. Irwin,
Inc.), p. 26.

s
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power at the onset ef an economic dovmtm:n in spite bf heaVy layeffs of
workers, and (3) providing unemployed workers w1th services that will
assist them to shorten the duratlon of their menploynent."s The conven-
tional wisdom supporting these issues is quoted below by issue:

- Employment Stabilization. Creating an economic incentive
that will impel employers to stabilize their employment
is an objective which has a deep appeal to Americans.

It not only seeks to reduce the hazards of unemployment;
it goes about doing this by using the profit motive which
we see as the mainspring of our free enterprise system.
The "Wisconsin plan," which was enacted by that state
some years before the Social Security Act of 1935, had
as its preeminent goal the creation of just such incen-
tives. Wage loss replacement was nerely the secondary
defense against unemployment, to be called into play
only in case the employer did not respond to the incen-
tives to stabilize his employment. - The cost of paying
for benefits provided the incentives: if the employer
had to pay the cost of any benefits to those wham he -
had laid off, as he did under this statute, then avoid-
ance of this co gt was his incentive to keep his workers
on the payroll.

This is the original basis for experienoe ratihg unemployment
systems. While experlence rating is a very .urportant 1ngred.1ent for a
sound system as we shall discuss later, it likely contrlbutes little
to employment stabilization. Indeed, forcing an employer to keep workers
on his payroll is’ in contrast touthe distinction between fixea' and variable
costs to an employer. If labor ceases‘te become a varlable cost, ‘the
employer may stabilize employment, but at a lower level in erder' to insure
a profitable operation. At the minimum, there would be an increa‘se in the
demand by some employers for capltal to replace same labor, thus changes

in the numbers of persons hlred and length of employment. 7

SrRoche, Entitlement, p. 2.
6Roche, Entitlement, pp. 2-3.

Tcharles A. Meyers, "Experience Rating in Unemployment Compensation, "
Awerican Economic Review (June, 1945), pp. 349-50.
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- Stabilizing the General Economy. The expectation that
unemployment insurance benefits would help sustain con-
surer purchasing in the face of an economic downturn
seems to have been the reason why the National Retail

Dry Goods Association strongly supported the Social
Security Act in 1935. = Such pragmatic support was com-
plemented by the theoretical support of the Keynesian
economic model, which was to be reflected in the federal
Employment Act of 1946. (It is‘worth noting that for
many years the federal unemployment insurance agency
used the logo of a gyroscope, symbollzlng stabilization,
on the cover of its publications.) Consumer purchasmg
levels can be sustained at the onset of an econcmic down-
turn only if wage earners are confident that adequate

. benefits will quickly replace any wage losses; otherwise,
workers will defer many outlays and thus, exacerbate the =
weakness of the economy.

‘ To the extent that U.I. benefits are prinma;:;i.ly reeeived by workers
unexrplojred due to cyclicai doWnturn's, U.I. is a Savings ‘account for workers
upon which they draw during the downtuxn of the cycle. There are crltlclsms
of Unemployment Oompensatlon systens that they are not countercycllcal or
not countercyclical enocugh. 'I*hey also blame e}q)erlence ratlng for the lack
of countercyclical actlon.9 To a great extent however, ch.tlcs are
possibly expecting more from the system than it could preduce. To be fully
countercyclical fon a downtwrn of, say, two years, an Unenploynent Conpen-
sation Trust Fund would have to have a balance to pay two years ‘of benefits
without increasing contributions of employers until the two ‘year period
ended. Few, if any, systems have this amotmt of c-onntercyclical‘activity. :

By examining Virginia's system, it can be demonstrated that there is
a high degree of countercyclical activity. Assure _that a downtuin as

measured by increases in claims occurs in July of year 1. As claims increase,

8Roche, Entitlement, p. 4.

%Harvey M. Wagner, "A Reappraisal of Experience Rating," Southern
Economic Journal (April, 1959), pp. 464-65; and Meyers, "Experience
Rating," pp. 337-346; and Haber and Murray, Unemployment Insurance,
pp. 350-51. | '
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payouts from the fund will be made. By July of year 2, the impact of this
increase will be imputed into the tax rate. On January 1 of year 3, the
increased tax rate will be in effect, payable in quarterly installments.
Employers' checks will be written in April .for the first quarters' payment.
In additien, the tax payments for the year will represent one-third of the
benefits paid by each employer; and if the calculation period is extendeé
to four years as proposed, it would represent one-fourth of the benefits
paid in the period. While this may not be an ideal countercyclical system;
its nature is overwhehninglf countercyclical; Some efforts have been made

to improve the countercyclical nature of the systems, but these have not

10

proved popular. There is every reason to believe that U.I. benefits do

provide this countercyclical measure and that coupled with countercyclical
financing by employers uﬁenploymenty campensation is'a strong link of a
fiscal countercyclical program. | =

Reemployment Assistance.  Providing workers with assis-
tance that would help them to shorten the period of
unenployment was originally recognized as an cobjective °
of the program by associating it with the system of
public employment offices already operatlng tnder the'
Wagner-Peyser Act of 1933. Claimants were’ requ1red to
register for work with these offices as a condition for
receiving benefits. It was also intended that the
public employment offices would test the ablllty, avail-
ability, and w:Llllngness of claimants to work. These
are matters significantly affected by day—to_—day admin-
istrative practices: not only did the expertise of the
employment office staffs come to bear on whether a
claimant would receive benefits, but so did their
employer orientation ftemm.ng from a preoccupatlon with
placement statlstlcs.

The relatlonshlp between the public errployment act1v1ty under the

Wagner-Peyser Act and the U.I. act1V1ty under the Social Security Act has

10uaber and Murray, Unemployment Insurance, pp. 350-51.

llpoche, Entitlement, p. 5.
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varied from state to state and over time within states. Whatever the rela-
tionship, it is important to a sound U.I. program to have j.ob placement
activities. The act of paying for not working obviously lessens the
propensity to seek employment, and whether _].'Aob placement provides infor-
mation and an employment prospect to a claimant earnestly seeking work,
or detects a malingerer who is avoiding searching for employment, unemploy-
ment duration from a U.I. standpoint is reduced by reemployment assistance.
As shown in a following section on suitable wo_fk,‘ caSes; of a claimant
rejecting suitable work are most often the result of coordination between
the employment service program and the unelrployrrent copensation program.

One final aspect of unemployment compensation benefits is that it
is not, and was not, initiated as a welfare system. .The experiences of
providing for the large number of wnemployed duringj:he Great Depression B
led to a distinction between relief and replacement of wages. Examples
of the situations faced by those seeking respite from unemployment are
given in the following quotes: - - ' N |

With quiet desperation they will bear hungér and mental

anguish until every resource is exhausted.. Then cames

the ultimate struggle when, with heartache and an over-

whelming sense of disgrace, they have to make the shame-

faced journey to the door of public‘ charity. This is the

last straw. Their self-respect is destroyed; they undergo

an insidious metamorphos:.s, and 51nk down to spiritless

despondency. . .

'I‘his descent from respect’ability, frequeht enbtigh in the

best of times, has been hastened immeasurably by 2 years

of business paralysis, and the people who have been affected

in this manner must be nurbered in millions. This is what

we have accomplished with our breadlines and soup kitchens.

I know, because I have seen thousands of these defeated,

disocouraged, hopeless men and women1 2cringing and fawning
as they come to ask for public aid. ' -

12Joseph L. Hefferman, "The Hungry City, A Mayor's Experience with
Unemployment, " = Atlantic Monthly (May, 1932), as quoted in Haber and Murray,
Unemployment Insurance, p. 29.
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One of the most deplorable situations was found in one of
our medium-sized cities where each applicant for relief
was compelled to appear before the monthly meeting of the
poor camittee composed of the mayor and aldermen and be
cross—examined by these 8 or 9 city officials: This winter
when so many were needlng help, the meet.mgs saretimes
lasted until 2 or 3 o'clock in the morning: One can
imagine how much sympathetic consideration an applicant,
after waltﬁng for 8 hours to be heard, would get at -

2:30 A.M. L

While persuasive examples can be given to support almost any issue,
the issue of relief with a "means" test versus a .replacement of wages was
not taken lightly. It was felt that |

. . . relief programs based on a test of 1nd:w1dual need

entailed a sacrifice of self-respect on the part of the

worker that was not acceptable. . . . The UI program

seeks to afford the individual worker a measure of

econanic security and peace of mind with respect to

potential wnemployment, as well as material assistance

during actual unemployment. The insurance approach aims

to preserve - the individual worker's dignity by substituting

an automatic right to benefits in place of an 1nvest1gat1c>n

of his means and his need for financial assmtanoe

The end result is that unemployment compensation consists of a set
of rights for covered workers whereby benefits can be obtained based on
work history, past earnings, and present desire to be employed. A claimant
does not have to pass a "means" test to draw. On the other hand, scme
vestiges of a "means" test have appeared in same programs and at the
national lewvel. Extra payments for dependents is frgn ahy‘aspect a "means"
test. : Extra benefits areg:l.ven based on '"need" as defined by number of
children. This has been pushed strongly,by organized labor.’ Another

example of a "means" test is the pension offset provision currently

13pon D. Lescohier and Florence Peterson, The Alleviation of

- Unemployment in Wisconsin (Madison:  Industrial Commission of Wisconsin,
July, 1931), p. 35, as quoted in Haber and Murray, Unemployment Insurance,

p. 27. ; e ‘ S Lo

l4gau g, Blaustein, Unemployment Insurance Objectives and Issues,
(Washington, D.C.: W. E. Upjohn Institute, 1968), p. 6.
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enforced for social security at the Federal level and various state plans
on other pensions. This provision is vigorously‘ pushed by employers to
cut cost. Thus both sides want a l'means“‘ test, bﬁt only on:the aspect
they consider to be.in their favor. Any move to provide for a "means"
test, whether it be pension offset or dependency allowances, is a n‘ove
toward welfare or relief and aWay from the concept of wage replacerrent
sought by the orlglnal designers of the program. Beneflts, however,
are merely one aspect of the system and attentlon is now turned to the

financing aspects as the system was created and as 1t developed
- Financing

Upon its initiation, financing of U.I. was a joint federal state
relationship; The states set their rates at 90 percent of the federal
tax, which was the maximum credit employers' could offset lagainst the
federal tax. The federal tax was 1 percent of the totalwages in 1936,

2 percent in 1937, and 3 percent in 1938, with corresponding state rates

of .9 percent in 1936, 1.8 percent in 1937, and 2.7 percent in 1938. This

was generally retained for states until experience rating began in 1940.15

Thus, an errployer paid in 1938 a combined tax of 3 percent of all

wages. The 2.7 percent' credit offset of the federal tax was the financial

incentive for states to develop their unemployment compensation systems.

In éssence, options were that the employer could either pay the 3 pefcent

tax to the federal government with no benefits being paid in the state or
pay the state portion (2.7 percent) and the federal portion (.3 percent)
with benefits being paid in the state. Given the choice, all states had

programs in place by 1938, although only 23 states paid benefits for the

15y. s. Department of Labor, Handbook of Unemployment Insurance
Financial Data (1938-1978), 3.

ot
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£ull year of 1938 and eight states paid benefits part of the year.16 py
1939, only two states did not pay benefits and by 1940 , all states were
not only collecting taxes, but paying benefits. Also in 1940, the taxable
wage base was reduced from total wages to the first $3., 000 to cvonfoi:m» with
the OASI wage base. After 1940, a state could apply either higher or lower
taxes than 2.7 percent on employers through experience rating or use a
higher base than $3,000, but if 1ts base were lower, they would lose the:l.r
offset credit. 17 ’

The rationale behj_nd‘the 3.0 percent tax was as follows:

The relationship between the total tax of 3.0 per'cent; :

the net Federal (FUTA) levy of 3.0 percent, and the

"standard" State U.I. share of 2.7 percent was rooted

in consideration of what the economy would support 1n

the way of wage loss neplacement 8

It is mterestlng that the program was set ﬁp with the provision
that taxes would approximate 3 percent of total wages and that for 1978
the tax for the United States was '1.37 percent. No single state had an
average raté of 3 percent and onI_Ly four were 2 percent or above .19

Actual experience has shown that benefits as a percentage of
total wages on average in the nation have been roughly 1 percent (1.09
percent for the years 1938-1978).2°0 The expectations of taxation at a level
when the system was started did not materlallze. The experience of the

people who were designing the system had been one of a long and deep

16Department of Labor, Handbook, p- 2.

175tah Department of Employment Security, The Taxable Wage Base
in Employment Security (Salt Lake City: October 1974), p. 2.

18ytah, The Taxable Wage Base, pp. 2-3.

19Depa.1:‘l:ment of Labor, Handbook
2ODepaJ:‘l:rrent of Labor, Handbook.
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depression, and it was from that base that they were making these predic-
tions. The World War II boom and the Post-War recoveries resulted in
employment that was quite high relative to labor force demands. Iron-
ically, recent experience more closely res‘embles*what‘ the initiators
of the program envisioned.‘ A large nunber of states have developed
deficit Trust Funds, and a 3 percent average tax rate would be ih order'
for those states to cover beneflt payments.

From the period of 1940 to 1945, the slow development of the
systems in paying benefits and the increase in errployment resultj._ng frdn
the war effort found the U.I. Trust Funds at 10.77 percent of total
ooveréd payrolls .for the United States.21 ThlS relative level has never
been approached'since then and the perceht in 1978 for the Uhited States’
was .55 percent.?? For the period,1946 through 1953,, the fund balances
maintained their relatively high level since the anticipated unemployment
due to the cessation of World War IT did not develop and the Korean War
occurred with increased aggregate demand. As a result of high Trust
Fund balances, pressute developed to cut tax rates. By 1953 , contributions
as a percentage of total wages were .97 peroent;, This was the tu,tning
pomt however, for there was an upward trend in benefits and thus,
employer contributions until 1965. From 1965 until ;976, contrlbutlons

were less than 1 percent of total wagves.23 : —

Summary

There has been much written regarding Uner_rpleynent Canpensation

and much of that material has been reviewed for this study. A bibliography

2lpgaber and erréy,' ‘Unenployment Insurance, p. 321.
22Departmant of Labor, Handbook. i

23Department of Labor, Handbook.
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‘attached contaihs the literature utilized for this study. Nevertheless,
there are many issues that have not received sufficient attention. In
addition, changing economic conditions; particularly inflation, impact

on a U.I. system in a manner that most have not anticipated. The concepts
that ‘are portrayed in this report are likely not original since few ideas |
are ever the ‘domain of one person. To the extent that there is some
original thought in the report, it is hoped that others will be able to
utilize it. The major contributions of this report are hopefully those
of: (1) bringing together into one place the collected wisdom of those

- who have studied unemployment compensation, and (2) analyzing a U.I. .
system, and :Ln partlcular Virginia's U.I. system, from the standpoint

of how tb make it sol{zent,. adequate, and responsive for the decade of

the 1980's.



76



CHAPTER V

UNEMPLOYMENT  COMPENSATION
AS AN INSURANCE SYSTEM*

Introduction

Enployment Security Agency is the title given to the agency
responsible for administering unemployment compensation. The Federal
legislation creating tﬁe program is the Federél Unemployment Tax Act -
and references are made to "unemployment compensation” not ‘unemployment
insurance [42 USCA §1101]. Neither does Title 60 of the Code of Virginia
refer to ﬁenploynent msurance Even the most preliminary investigation
of the unemployment compensation liter.ature, - however, uncovers fhe term

unemployment insurance. For example, the Department of Labor;'s statistics

on the state systems is titled Handbook of Unemployment Insurance Financial

Data.1 Another example is a comprehensive bocok titled Unenployment‘

Insurance In The American Economy.2 The book considered by manhy to be

one of the best works written on the subject is titled Experience Rating

in Unemployment Insurance: An Experinent in Conpétii;ive Socia’lism.3 The

ly. s. Department of Labor, Handbook of Unenmployment Insurance
Flnanc1al Data (1938-1978). ;

2W1111am Haber and Merrill G. Murray, Unemployment Insurance In
The American Econony (Homewood Ill.: Richard D. Irw1n, Inc )

3Joseph M. Becker, Experlence Rating in Unemployment Insurance-
An Experiment in Competitive Soc1allsm (Baltimore: The John Hopkins
University Press, 1972).

*By Larry G. Beall, Associate Professor of Economics, Virginia
Comnonwealth University, in coordination with James T. Llndley. :
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W. E. Upjohn Institute For Employment Insurance , ‘which has published

many monographs’ on unemployment since 1945, titles its series "Unemployment

Insurance" and the term insurance is in many of the monographs A Many of

the Employment Security Agencies, including Virginia's; call the division

in charge of unemployment campensation the Unenployment Insurance Division.
A long and impressive lis£ could be developed of all the instances’

in which the term wnemployment insurance is used; but it would serve

little purpose beyond the divefse sanple already given. The

fact that the legislation deces not refer to insurance;' at leaSt in—title ,

and yet so much of the literature does use that ferm, presents a curious

contrast that begs for additional investigation. Since itv is so often

termed insurance, it is apparent that most consider‘ the system to be an

insurance system. - In thJ.S chapter, the issue is examined to determine

(1) if it is truly a full insurance system, (2) if it is 2 partial insur-

ance sysﬁem, or (3) if it is not an insurance system at all. This will

be accomplished by analyzing the attributes of a pure insurance system

and comparing them with unenployn'ent compensation. - The attributes will

be viewed from the standpoint of the three participants, the Employment

Security Agency, the employer, and the employee;' and conclusions will be

drawn from each viewpoint.
Insurance in General

An insurance system is basically a means for transferring the risk
and cost of a loss frcm the few in a group who experlence it to the larger

group who 1s exposed to it. In essence, the fortunate many in effect pay

4y, E. Upjohn Institute For Employment Research 300 south
Westnedge Ave., Kalamazoo, Michigan- 49007.
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for the unfortunate few who actually experience loss. Thus, insurance
is a mechanism for reducing individual risk by combining a sufficient
nurber of exposed units so as to make their individual losses collectively .
predictable. -This predictable loss is then shared by the total group
in some proportion as set by the premium payment.  The law ch large
numbers is an‘ important concept in insurance because it demonstrates
that based on regularity of events and a sufficiently large population,
what appears tc be a random occurrence to an individual element is .
predictable for some portion of the 'group. For exampl_e, the prediction
of the number of persons who will die during the year 'in some specific
college class would be speculatlve, but the predlctlon of the number
of deaths that will occur in all colleges and universities’ w1ll have =
a high degree of accuracy. A prediction of the number of heads or tails
that will occur when a cein is flipped a few times w;'L_lJ_. be speculative,
but if the coin is flipped a large number of times, the predicted outcomes
will become very accurate. Insurance is a means of grouplng exposure
units so that an individual may take advantage of the law of large numbers.
Of., great importance to private insurance is the requirement that
the insured events be prvedonﬁnantly independent or mutually ekclusive of
each other. If so, then the probabllltles of their occurrence in a 1arge
number grouping can be determlned statistically, the risk measured, - and
a premium that is actuarially sound established; If the‘ events under
consideration are not mdependent of each other (mutually exciusiue) then
the conventional insurance techniques for measuring risk ‘based on. large
nurbers becomes inpcssible, or at best, much more inaccurate. "I'his is
why fire insurance underwriters seek to avoid insuring too many buildings

in the same block, for a fire in one can set off fires in nearby buildings,
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making the events interdependent; or why life insurance 'policiesv have
clauses relieving them of specific catastrophic losses, such as death by
war.

To the extent that subgroups of the total group have higher proba-
bilitiés of an occurrence than the total group; insurance principles
would advoéate differentiating the. costs of insuriﬁg those with higher
probabilities. This is the proces_é. of rate maeking. The concepﬁ,of rate
making is one of using a price to place the burfien’ of cost accurately
where it arises. If an insurance company finds that all individuals
in the covered population have exaétly the same 'experien'c:e with a ¢ertain ‘
event that gives rise to a loss, then it would be ﬁpst éfficient to
charge all the same rate. If, at the other extreme, the events being
insured égai.nst varied in a catpietely random pattefh, then there would
be no way of differeﬁtiating one from another in terms of degree of risk;
and a wniform rate woﬁld again be appropriate.’ The. closer the actuarial
ex‘pekrienceb comes to either of these two extremes, -the weaker is the
case for differentiated rates. -

The situation that makes vthe most sense for differéntiati_ng rates
is when the risks of the insured differ significantly and regularly so
that the premium charged can be adjusted to the risk: The insurer must
be able to differentiate and calculate the risk, and. to do this he must
find significaht and regular differences in é}q:erience of the insured so
ﬂ1at they can be actuarially groupéd accordingly. In group insuxance; it
is a common ‘practice. to requ1re .an insured to pay a lower or higher’ premium
as the insﬁred i'epresents a lower or higher risk to the insurance fund.

To do otherwise would create the potential for same groups to subsidize others

in a systematic and predictable manner, thus v:i.olati_hg pure insurance principles.
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Insurance Principles and Unemployment Compensation

Although unemployment oonpensation embodies sdre insurance concepts,
it deviates from a pure insurance in two basic ways. \ First', whereas pure
insurance is a oontractual relat_ionship between the'parties', uemployment
insurance is a legislative arrangenént with benefit amounts and other obli-
gations subject to the political process. Second, because payment of o
premiums is not made by the ‘same. group that receives henefits the effects
of the transfer are not clear‘ cut In a pure insurance system, all e}q)osed
to a potential loss (the work force in th:Ls case) would pay an actuarlally
determined premium that would cover the cost of the unfortunate few who

experienced 1oss (the unernployed) ' In the Lmenploynent insurance system,

‘the employer pays the cost of the program but the effect may ‘be transferred

to the employee through reduced _]Ob Ccreation or lower wages, to the consurer
through higher retail prlces, or to the errployer‘ through reduced profit
margins. Thus, because of the bresk in the Link between the group that
is paying for the risk coverage and the group that is rece1v1ng the benefits
if loss occurs, there is an element of subs:.dy J_n_]ected 1nto the system
that may make the term unemployment compensation more approprlate than
unemployment insuranoe.v | Because‘ of the subsidy inw:paynentv we would
expect a pattern of coverage of employees that would be qua.te dlfferent
from what would exist 1f the employees pald for 1nsur1ng thenselves agalnst
menploynent in a private insurance market. |

On the other hand, the tmerrployrrent conpensatlon program -does have
some aspects of an insurance program First, payments for potential losses
may be flnanced as in private insurance, through use of a reserve fund.
The problem is that because une:rployn'ent can care about through SO many

different avenues (business cycles, technological changes, seascnal work,
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new products replec':ing old, the woirker's own desires to work, etc. ;) it
ls not possible to fully fund the' program in adyance because the probabi-
lity of lcss cannot be actuarially determined. This results in falling
back on such rules -of thurb as maintaining a reserve of one and one-half
times the previous twelve month high benefit payout in order to etterrpt
to create an adequate ’teserve 'fLmd. But because buSiness cycles differ
in terms of their length and severity, and because the' structure of the
labor force 1tself changes over tlme 1n terms of such varlables as age E
carposition, skill level, occupat10na1 locatlon, sex composﬁ:lon, etc.,
the fund adequacy standard 1$ a long term average eetmete that may be
too large duringb some periods, and too s_mell at cthelj tJ.mes

Second, like private vinsurance, the payments under unemployment
campensation are a nattér cf right and pot based‘ on need. Like private
insurance, wnemployment corrpepsaticn systems spel_l- out eligibility and
disqualification requirements such as exist in private group insurance |
programs. | These are ba._sic to avoiding adverse select"ion,‘r an insurance -
term used to desc.ribe the situatiph where applicants f_,cr insurénce are
more likely to experience loss than the average greup of insured's. One
purpose of insurance underwriting lS to select the potentlal 1nsureds
carefully so as to charge each insured at a rate that falrly reflects the
cost -of the rlsk transfer. Although tmenployrrent conpensatlon does deal
with some adverse selection problems ‘with its rules for qualification
which attempt to require evidence of work f_orce attachment, “and disquali-
fication pmv1$1ons which attempt to rule out unemployxrent not based on
"good cause," it still has elements of adverse selectlon J.n such areas
as seasonal work, for example, that create an excesslve selection blas

on the system in ways not necessarily accounted for or desired.
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Third, the experience rating concept found in all unemployment
corrpensation‘ plans is a device that has a counterpart in private group
and health insurance, and in some areas of property 1nsurance In private
insurance this deviece means that the insurer locks backwards over time in
order to determine if the insured has paid more premium than is actually
justified based on the insureds records If so, it can result in a
premium refund, or increase if the record is poor. In unéxrpldynent oom-
pensation the State may set limits on expei:ien’ce rating that will not allow
the rates to reflect the actnal costs imposed. on the" system by an eﬁployer‘
or employer classification. |

Thus, a basic problem in vatterrpting to use the 1nsurance concept
in dealing with tmenployment is that unemployment ie not solely a random
independent event,’ but 1s associated with broader economic events that
more resemble the catastrophe hazards private insurance attempts te avoid.
The economy meves cyelically ‘and irregularly, thus, making pxedictability
of unemployment difficult and imprecise. Attempts to set actuarially
sound premitms and establish an insurance pool that will be financially
sound becomes‘ problematical over time.» It becanes difficult to‘ avoid
having the insurance fund move from positive to negative balances because
of this cyclical nature of the interdependent relationship between unemploy-
ment and broader economic activity. It is this ‘cyclical feature of
economic risk that gives rise to fund solvency standards; bﬁt be'cause
each receesion is different, in length, depth, time since previous
récession, and changes .in benefits established by law, there is not
scientific method to set prepaid actuarial rates that will guarantee fund
solvency. This is why the issue of fund adequacy is so important in a

social insurance like unenployment compensation. The nature o_f the -
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phenomena being insured against does not have Clearlyti_dentifiable; ,
mutually independent probabilities of occurrence , so that the fund or
reserve that is prepaid is subject to much more Unaccounted' fluctuation

than a private insurance company would experience or tolerate.
The Nature of Rate Making

This does not mean that it is impossible to construct a fund
adequacy mechanism in a social 1nsurance program such as unerrployment ;
.compensation, but rather that the mechanism cannot rely. on the law of
large numbers and actuarial rates based on such a concept to establish a
prepaid find adequate to cover the risk of loss. For example, one
person flipping a coin one time may produce a head or a tail But we
can say with a very high degree of ‘probability that there Will be 500
heads and 500 tails if 1,000 people flip a oom at a moxrent in time.

This is the type of large number regularity that allows for actuarial
rate rnaking and prepaying a reserve fund to cover insured losses. But
if we select a person or one thousand per'sons and ask if they are
employed or unerrployed, the outco;tﬁe depends significantly upon the state
of the economy. There is no large number outcome that we 'can depend on
that is independent of economic activity at a moment in time. Thus, rate
rraking based on insurance, pr1nc1ples is not p0531b1e and a prepaid fund
will not be established on such pnnciples.

But over time time, economic activity, although cyclical‘ does establish
average tendencies both in terms of totals and dev1ations fram the trend
For exanmple, it may be found that over a thlrty year perlod the average
unenployment rate is 4.5 percent plus or minus .5 percent. Using this

information it would be possible to establish a solvent reserve fund if
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it were possible to legally require people to be in the system so that
they oould be chai'ged over tlme This would allow taking advantage of
what might be called the law of large tJ‘.me; i.e., tracking individuals
through the cycles of economic activity so collections can be made on the

average that cover unemployment benefits on the average. This means that

the nature of the fund is dif.fer.ent in pure insurance and social insurance
systems; the former being a prepaid fund based on a large nurber
of independent events, and the latter a péyment over time that collects
on the average experience. This demonstrates that: (1) What is called
"social insurance" does_ not use, and cannot use, pure insurance rate
making conoépts. (2) It must have the power to compel people into the
system to offset the lack of regularity exhibited by the cyclical events
it proposes to cover. (3) The reserve fund can (\be structured to meet
solvency in social insurance areas, using these principles and keeping
a relationship between rates charged.and benefits paid. Because of these
significant differences, what is called social insurance is not ‘really
insurance at all in terms of prindi'ples of pure insurance, but rather is
redistribution over time from a system standpoint. The employer is campelled
to be in the system, and to pay ah amount into the reserve fund over time
that reflects his cost experience. As has been showp, this is not the
method of establishing a reserve‘fund in an insurance system.

~ Therefore, because of the nature of the socia.l phenorenon  (unem- |
ployment) with its cyclical and uncertain nature, metxploymant gonpénsation
cannot follow private insurance rate making concepts, but instead must
depend on flexible tax rates that follow changes in demands placed on

reserves as quickly as possible.
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The Nature of Reserve Pooling

In vaddition to the problems involved in determining the level
of reserve funds, there is also a difference in the pooling of funds
between a pure insurance and social ir}surance‘progra»m. In pure insurance,
the insured gains the right of cbmpensation in the event of loss through

an actuarially determined premium paid in advance. In this manner, the

insurance conpany gains a pool of funds adequate to compensate the unfor-

tunate few who experience loss. In insurance pooling of reserves, it is

statistically known in advance that there will be same redistribution
of the pooled resources, that is, some of the insured will draw out
more from the fund than they themselves pay into the fund. But it is
not known what the pattern of redistribution will be, and no particular
pattern of redistribution is intended. Thus, in fire insurénce for
example, it may be statistically known that ten percent of the houses will
burn, but it is not known which homes will burn. This is another feature
of the random and independent nature of the events being insured in
private insurance. |

To be contrasted with this purely insuranqe pooli_ng, is a non

random method called subsidy pooling. In subsidy pooling, a pattern of

redistribution of funds between participants takes place that may be either
intended by policy, or unintended, but is a result of the program's
strx;lctuxe. For exanple, it may be found that the risk of unenployment

for most firms in the construction industry is greater than for most firms
j.n the banking industry. If all‘ the firms are éharged’ the same rate, or

a rate procedure is de'signed that consistently reéults in the v'c-onstruction
industry drawing out more than it puts into the fund while the banklng

industry consistently pays into the fund more than it takes out in benefits,
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then there is a pattern of redistribution of funds in the reserve pool
in favor of the construction J_ndustry Such pooling is, strictly speaking,
not insurance pooling, for it does not hawve the random element neeessaxy
for the insurance pooling concept. |

In the most oorrplete study of this issue, Joseph Becker concludes
that both subsa_dy and insurance pooling exist side by side in unemployment
corrpensation.‘ He ﬁotes that: |

One can predict with a high degree of probability, for
exanmple, that in state after state, and year after year,
the firms in the construction industry will draw much
more out of the fund per covered worker than will the
firms in the industry of finance-insurance-real estate.
That within construction, the special trades group will
draw out less than will other groups. That within the
special trades, electrical work and plumbing will be much
less costly than painting and plastering.” One can predict
that the service industries will be relatively more cnstly
than finance-insurance-real estate, but less costly than
manufacturing. One can predict that w1thln manufacturing,
heavy durables,:like steel and autos, and seasonal
“activities, like canning and apparel, will draw out more
per covered worker than printing or chemlcals or
instruments.5

Based on an eleven year study he found that by major industrial divisions,
agriculture, forestry, and fisheries; and mining and construction ; have
a cnsistent deficit in the fund while wholesale and retail trade,
finance, insurance and real estate, and services have a consistent
pos:.tlve balance. He concludes by estimating that: :

: e . perhaps ane-fifth of all firms oovered by the

program as regularly. and predictdbly siubsidized, while

another fifth are regularly and predictably subsidizing.

The remaining firms have sarewhat less stable cost-tax -

relationships and their 6exper1ence ocomes closer to that
covered by "insurance."

Secker, Experience Ratinq: Competitive Socialism, p. 81l.

6Becker, Experience Rating: Canpetitive Socialism, p. 123.



88

Social Insurarice

Thus, because unemployment compensation includes both insurance
and subsidy pooling aspects in the ':eséfve fund, it is expressing a form
of social insurance designed to achieve broader goals than would a private
insurance system. The degree to whlch each state chooses the subs1dy

aspect of poollng depends upon its economic and soc1al goals and its

political climate. Social 1nsuranoe is a concept that utilizes compulsory

governmental action to carry out some states soc:Lal transfers based upon
some elements of insurance pr1nc1ples._ Thus, the social insurance concept

implies that the governmental system w1ll be 1nvolved in collectlons and

‘ dJ.sbursements that would not be attractlve to a for—proflt perate insur- -

ance firm usmg str:Lctly actuarlally based risk spreadlng concepts.. An
understanding of soc1al 1nsurance can be facilitated by rev1ew1ng the

basic differences between it and a privately sponsored insurance program.‘

ICompulsion |

Because social insurance plans are designated to attack social
problems, it is deemed necessary to. force all affected parties to be part
of the plan: In private insurance, oompulsion is not required, for the
main goal of the system is not some broad societal transfer of risk and
income, but rather the transfer of risk by contract from one person or

group to the insurance conpany based on an actuarially sound fee.

Benefits

In social insﬁrance, little, if any individual ‘choioe is given in
the selection of benefits that can be attained by the insured. Thus, an
enmployee under unemployment oompensation cannot purohase more or less

benefits than are offered under the plan. All persons covered under such

e
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plans are subject to the same benefit schediJles‘, Varying -according to the
amount of the wage earned in the quallfylng perlod the length of service,

and job status. In private J.nsuranoe, one may buy the ‘level of coverage

desired.

Floor of Protection

A basic principle of soci.al insurance is that of providing a
minimum level or floor of protection against the interruption» of’ 1ncome ..
The concept calls for ‘giving all quallfled persons a oertaln minimum level
of protectlon, such as one—half of the person ] normal income, ~as a means
to cushion short term economic catastrophe such as Lmenployment Mare '
adequate protectlon must - be prov1ded for by the person's own 1nd.1v1dual

initiative.

"Subsidy

All .insuranoe concepts involve an element of subsidyl that of the
fortunate many paylng for the unforl:unate few who experJ.ence loss. In
social 1nsurance, 1t is ant1c1pated that sare groups in the program will
not pay thelr own way con51stently, and therefore w111 be generally sub51—
dized by the larger group. This is one reason for compulsory membershlp.
It is necessary to force menberslup on the ellglble group in order to have
enough funds to pay for the group or groups that are to be covered on a
basis that is not actuarlally paylng 1ts way. Such dev1ces J.n unenployment
corrpensatlon as 1mpos1ng maxd mum tax rates on firms after soame level of
,unenployment experlence, and not lettlng the rate go hlgher even if unem-
ployment worsens, is an aspect of this concept. A soc:1al purpose of income
transfer is being carrled out in a manner not in keeplng with the pr1nc1ple

that would be practloed by prlvate insurance groups.
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Required Contributions .
A social insurance is not a form of public charity or welfare.
The concept requiies that the benefits paid under the concept are financed
by the insured, their employer, or both. Thus, social insurance does not
include public assistance programs 'where a person receives outright cash

gifts on the basis of some means test.

Attachment to the Labor Force

Most social insurance systexts cover groups that display some level
of labor force attachment. This is unlike private insurance contracts
which are issued independent of employment status.: The basic reason for
the requirement is that governmehtal insurance plans are usually directed
at those events which lead to income interruption, such as unemployment,

based on no clear fault of the individual.
Conclusion

Because the unemployment compensatlon system includes sub51dy
pooling, l.um.ted experlence rating, compulsory payrrent and protectlon
against 1nterdependent non-random events, it v101ates the basic requlre-
ments of a pr:.vate msuranoe mechanlsm. In addltlon, :Lt has goals that
are soc1etal by des:.gn and thus would not be the 1ntended structure of
prlvate insurance. For example-. it is de51gned to be part of a counter-
cyclical econom:Lc program that m_]ects funds into the economic system
during a downturn, promdes more income protectlon to the average worker
than he would choose to purchase Voluntarlly, prov1des subs1d1es both
from the standpomt of compelllng the employer to pay for beneflts
received by the employee and to the extent that sub51dy poollng takes -

place, causes some employers to subsidize other employers.
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Thus, from the viewpoint of the Ehployment Security system, the
compehsation structure that has been’ establlshed is not insurance, but
rather a mechanism designed to ‘achieve societal goals that are rbey‘ond the
‘profitable interest of a true vprivate insurance r’narket".

From the perspective of the employer, the system does not operate
~as insurance because the rates that nust be paid do not reflect prepaid
actuarial levels and, over time, the employer must pay into the reserve
fund an amount equal to what he has cost the fund - if there is no internal
fund subsidy present. Thus a system of intentional linkage of benefit
payments and ocost payments.is vestablished, in violation of true :Lnsurance
principles. In additioh, if there is subsidy pooling, the employer may
pay in eJ.ther more or less than his actual cost experience, and the system
takes on transfer or welfare attrlbutes from his standp01nt

The employee, when faced with a covered unerployment eplsode may
call the payment received 1nsurance, "but because he has neither chosen to
enter the system, chosen a levelv of benefits that he would deem desirable,
nor paid directly a premium that réflects his own unemployment risk classi-
fication, the payment does not reflect what would have been'feceived i'f a v
voluntary insurance system was in place. It would be e}(pected, based on
insurance principles, that people who face a small probability of unemploy-
ment and a low magnitude of expected loss due to merrplojment would not
choose to volimtarily purchase insurance. Also, people With a high proba-
‘bility of unenployment Would not likely insure because the insurance premium
would haye to reflect their true risk to the fund, and thus be very high.
'I'he_refore, ‘the unemployment compensation system' provides a level and
breadth of coverage »that' is quite different than would be Selected under

truly private choice.
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‘I‘hus, from all vantage points, it is concluded that unemployment
carpensaﬁion is a social mechanism that, aithough using some insurance
terms, is really a social tra’nsf‘er" financial mechanlsm designed to pursue

a social purpose.

o~

—
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EXPERIENCE RATING

Importance In The System

Experience rating became a part of all unemployment compensation
systems after 1940. b-Threer jﬁstificatioﬁs are traditionally given for
experience rating: (1) nationalt stabi_lizaﬁion o.f’ énplc)ynent, (2) equitable
allocation of costs, and (‘3) incentive for employer participation. There
are varying views as to how well experience rating accomplishes these

three goals as well as criticism that experience ratihg can lead to

'insolvency.l While evaluation of the three goals is germane, the criticism

of experience rating and solvency is misguided in the following sense:

the critics should be criticizing tax tables and not experience rating.

, Inappropriateu tax tables can lead to insolvency regardless of experience

rating while a less efficient experience rating system with adequate tax
tables can maintain solvency; Thus, the majority of the discussion will
center around the attainment of the ‘three above menticned goals and the

various types of experience rating systems.
National Stabilization of Employment

This goal assumes that employers have rather great discretion over

labor force use. Traditionally, labor has been considered the "variable

lwilliam Haber and Merrill G. Murray, Utemploymert Insurarice In

The American Econcmy (Homewood, Ill.: Richard D. Irwin, Inc., 1966),

p. 331; and Harvey M. Wagner, "A Reappraisal of Experience Rating,"

" 'The Southern Econcmic Journal (April 1959), p. 469.

93
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input" into the productive process. As such, it is viewed as the one
input that can be increased or decreased at will. Obviously, there are
economic constrainté on any employer and an employer balances, for example,
the risk of permanently losing skilled' workers against the cost of hoarding
labor.. Theory has also shown that employment of an uncertain or seasonal
nature results in higher pay to compensate for the risk. Adam Smith in
1776 and John Stuart Mill in 1848 were cognizant of this phenamencn:

A mason or bricklajrer, on the contrary, can work neither

in hard frost nor in foul weather, and his employment at

all other times depends upon the occasional calls of his

‘customers. He is liable, in consequence, to be freqUently

without any. What he earns, therefore, while he is employed,

must not only maintain him while he is idle; but mske him

some compensation for those anxious and desponding moments

which the thought of so precarious a situation muist some-

times occaslon.

Thus, employees wouid be expected to spread themselves across the
employment scene in conjunction with their tastes for wages and permanent
employment. If the market system works efficiently, the presumable
employees are satisfied with their self-selection and would elect to be
insured only against unemployment of a catastrophic nature.

Referring vto the section on insuranCe reveals that if insurance
aga.lnst Lmerrployment were sought by individuals, it would not be issued
against very predictable or known _unenployment. What must occur, 1f an

errployer is forced to stabilize his employment by other than market forces,

is likely an averaging of wages over the period in questlon. To the extent

that (1) the costs of Unenployrrent Compensation are passed on to employees,
 and (2) there is no redistribution between employers, employees receive

2Adam Smith, The Wealth of Nétlons (New York: Modern Library, 1937),

p. 103; and John Stuart Mill, Principles of Political Economy, (New York:
Augustus M. Kelley, 1969), p. 387. : v

it
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lower wages than they would otherwise, and unemployment compensation is
part of the wage package. | ‘

In this context, what is termed employment stabilization means
spreading income payments' over -a longer period and wo.rki,ng a lo_nger period
for the same incame. This is true whether' the m'lerrgploynent is seasonal
or cyclical.3 " From an econamic standpoint 'em'ploynent stabilization is
somewhat neamngless in terms of total amounts spent for labor. Employment:
stabJ.lJ.zatJ.on 1s, hmv'ever, an 1mportant polltlcal oon51derat10n since
‘almost all policymakers view unenployment undes:.rable. The general popu~
lace as a whole would also subscrlbe to the polltlcal v1ew because of the
uncertainty embodJ.ed in unstable employrrent ‘

Important to the questlon is, does’ experience rating acocxrplish
stabilization, and if so, to what degree. Charles’ Mey’ers; investigating
this in the early years of the system’, R -found that about 10 percent
of the firms he 1nterv1ewed had stablllzed elrployment to an apprec1able :
degree. wd In a later wrltlng he stated that:

Although experience ratlng can serve as an J.nduoement ta

employers to reduce intermittent and seasonal employment -

1rregular1t1es, which are more within their control, the

gains from such stabilization, once they are realized,-

may be sufficient in themselves to encourage continued

efforts. After an initial period of several yeags, there-

fore, the novelty of the J.noentlve may wear off

Another observatlon by Marlon B Foley of Eastman Kodak Corrpany
was that, "Although 1t is dlfflcult to obtaln facts the ;urpressmn in

mdustry is that employers are do:mg a better job in plannJ.ng productlon

3Charles A. Meyers, "Experience Rating in Unerrployment Corrpensatlon,"
American Economic Review (June 1945), pp. 349-50.

Yiaber and Murray, Unemployment Insurance, p. 339.

SMeyers, "Experience Rating," p. 353.
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preventing seasonal layoffs and stabilizing employment and experience
rating has been an inpoftant factor in this development."6 For an employer
the difficulty of stabilizing is indicated by the following:

The variables influencing whether an employer is to
retain or fire an individual certainly include the
value product of the individual's labor, an uncertain
future demand schedule, and inventory holding costs
(these variables are not meant to be necessarily inde-
pendent). Given the inherent nature of these factors,
in all but trivial cases, working out an optimum
employment schedule over future periods is a wery
difficult if not virtually impossible problem. Methods
of Operations Research that deal with a firm's produc-
tion plans can, under certain circumstances, prescribe -
fluctuating levels of production, and insofar as unem- -
ployment insurance rates influence the optimal schedule,
the effect will be to stabilize employment. But factors
such as inventory carrying charges may completely dominate
the differential costs from tax rate changes. Further-
more, the very camplexity of working out a theoretically
optimal pattem is such as to lead one to believe that
present-day employers do the best they can by relying to
a large part on intuition, which probably balances the
costs of varying enployment with alleged savings in pay-
roll reductions and lower inventory costs.

One unfortunate term in this passage unintentionally makes it a
non-issue. The fired énployee referred to in thé ‘f‘irst"line would not be
eligible to draw benefits in Virginia nor in most other states. It is
assumed the author meant layoff . -

One major po:Lnt not -covered by these authors is that unemployment
compensation with or without experience rating could lead to destabiliza—-.
tion of the work force. Thisn could occur becausé with unenployment compen-
sation an employer cén retaln his work force, pay uneinployrrent compensation
taxes on one-half of what wages would have been and pay no fringe benefits.
The employee can have one-half or less of his pay without social security

or income taxes.

®Haber and Murray, Unemployment Insurance, p. 340.

7V\Tagner, "A Reappraisal," p. 460.
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In any event, stabilization of the work force is really an
argument for or against the program and was never the most important
reason for experience rating. Allocation of costs acd ',employerAparti—
cipation are far more important reasons to experience rate and make the

argument concerning employment stabilization relatively unimportant.
Equitable Allocation of Costs

Once a social program such as Unemployment Compensation has been
implemented, there always exists concern over ‘alloceticn of costs. Allo—
cation of costs is directly related to the degree of "socialnes’s',"cof vthe
program. A strict pay as you go program has much less socialness involved
than that of a flat tax system with massive redisi':ri‘bution.} mhefent in
this determination is the feedoback effect of incentives for claimants and
enmployers discussed in the nekt section.

If there is a desire to have the program devised so that the
social cost of unemployment is borne to a large degree by the employing
unit, then experience rating is of vital importance. If the social cost
is to be spread across the populetion, then experience rating has no

place. The degree to which the system is to be one of cross industry-

" cross errployer subsidization is not an economic is'Sue, ‘but a political

issue. Once the political decision of unemployrrent experience and taxes
is established as a social standard then an experience rating system
can be implemented to bring this about.

Incentive for Employer Participation

With the exception of Alabama, Alaska, and New Jersey, Unemployment

Insurance is totally financed through employer contributions. Even in
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the three states that aré exceptions, employer oontributions constitute
the bulk of the payments into the' 'system:.i Aall systems .require informa-
tion from the employer reg'ard»ing; separation. Decisions are then made as
to the legitimacy of the claim. Various types of follow-up procedures
e)cist if there are disputes regarding legitimacy; and these procedures
require additional time and effort on the part of the employer.

Although employers in the maj.ority of cases (85% in Virginia, See
Table 1) report that the claimant is separated for lack of work, the
' employer' S propensity to layoff'workers depends _partly on the ¢loseness
of the relationship between unemployment and Unemployment Compensation
taxes, and partly on the alternatlves to layoff available to the errployer.s
It is ax;on\atlc that an enployer would be rmore influenced by a system in
which he pays for his cost than one in which he does not.

The importance of influencing ezrployer behavior on an unemployment
insurance system canbe seen by the following: In the United States,
benefits paid in 1978 were less than 1% of the total wages (_.93%); with
Alaska the highest at 3.31% and Texas the lowest at -27% ,9 on the other
hand, a firm which unemploys 5% of its worqurce will see benefits paid

out which exceed 1% of the total wages. Another perspective is that under

the present prevailing tax base of $6,000 per employee,' a maximum tax rate

of 6% (higher than the maximum in 38 states) would generate a tax payment

of $360.00 per employee. One person drawing a weekly benefit of $100.00"

8virginia has a permanent disqualification provision which precludes

drawing unemployment com_pensation if an employee quits except for a strin-
gently enforced good cause provision. This means that a claimant is going
to have to be separated by an employer in the overwhelming majority of the
cases. This is in contrast to same states which allow a clalmant to draw
after a period of time even if he or she quits. .

9. S. Department of Labor, Handbock of Unemployment Insurance '
Financial Data.

'

T
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for a maximum of 26 weeks will draw $2;.‘6_,00.00'. It requires seven (7)
employees on the payroll to generate $2,600.00 in contributions. It
should be apparent that small shifts in the average employer's propensity
to layoff can have rather large impacts on the benefit to total payroll
ratio in a state. |

An enployer's alternatives to layoff usually consiét.of inventory -
buildup or the payment of idle labor. The fact that unemployment insurance
is an altemativé to other actions can be seen from the fact that many
' employers have incorporated unemployment into their_ wage packages. For.
many industries, such as the automobile industry, unemployment insurance |
is part of the union contract in that supplemental payments are made over
and above the state unemployment benefits and with the state benefits
- figured into the fonml-a; Candid admissions by errployers and Aobser."'vations
of their layoff patterms meke it épparEnt that employers view»avshort term
layoff or an alternating work one week - draw unemployment one week situation
as alternatives which allow them to retain their‘work force, reduce labor
costs (unemployment payments are usually 50% or less of the weekly wage),
reduce fringe benefit payments (especially social security), and at the
same time reduce inventories. For these emplqyers, unemployment insurance
taxes are an integral part of their costs.l0 Both industrial and craft
labor unions have encouraged the incbrpbration of menployrrent'carpensatioﬁ
int6 the wage package. The fact that labor has been consistently >oppose<’i
to experience rating, because it does lead to enployer' participation, is

testimony to its effectivenes's.11 o

10Martin Feldstein, "Temporary Layoffs In The Theory Of Unemployment,"
Journal of Political Economy (October, 1976), p. 955.

llgaber and Murray, Unehplozrrent Insurance, p. 135.

v
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There are, thus, 'f:wo strong reasons for ‘experience rating that are
important to an efficient lmenploynxént compensation system: (1) equitable
allocation of costs, and (2) incentives for employer p_art.icipationA.‘ The
two are inextricably entwined and cannot be separated in terms of their
effects. Increasing experience rating for equitable allocation automati-
cal\Jiy increases employer parl:icipation.- In the follmving section the
major types of experience rating systems are examined as to their strengths

and weaknesses.
Alternative Experience Rating Systems

Three basic experience rating charging systems exist and are used
by various states: Benefit ratio, benefit wage ratiq, and reserve 'ratio‘."
A fourth, payroll decline, is used in three (3) states. All three of the
major exberience ra.ting systems can recover fram employers the benefits
charged to them: All three can be ineffective if they are accompanied by
inappropriate tax tables. All can be constructed to include pool costs
in ‘the experience rate, or pool costs can be charged separately. Likewise ,
a fund growth provision can be incorporated' into the experience rating
system or can be charged separately.' How to charge for pool cosfs and fund
growth are decisions to be made wheh determining ta)g tables and need not be
a basis for choosing an experiende rating system. ’I’he three systems are
analyzed from the point of v1ew of strengths and weaknesses in order.

Pége 102 consists of a map of the United States with the systems used

in each state.

Benefit Ratio

The benefit ratio system is designed to require the employer to

pay back the benefits charged to him. If benefits for the year are .5
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percent of taxable wages, his rate is .5 percent. If benefits are 7 per-
cent of taxable wages, his rate would be 7 percent, given such a rate is
allowed. The length of time to pay back benefits can vary, but as shown

below three years is used by the states using a Benefit Ratio System.

State ' ' Years for Calculation of Rate
Conn. Last 3 years.
Fla. Last 3 years.
Md. Last 3 years.
Minn. ' , lLast 3 years.
Miss. : Last 3 years.
Oregq. ; Last 3 years.
Pa. Average 3 years.
Tex. ' ' Last 3 years.
vt. _ Last 3 years.
Wyo. lLast 3 years.

Unless the wage base changes dramatically, the benefit ratio system
will recover in taxes over time what has been paid in benefits. The tax
rate can be larger than the benefit to taxable wage“ ratio if items such
as Trust Fund bﬁilding or pool costs are incorporated into the tax table.
In the simple case of no additional charges, if the behefits for the period
under consideration (usually three years) divided by the taxable wages for
the same period are .5 pefoenﬁ, then the tax rate is .5 percent. If fund
building charges or pool costs were included, the tax rate would be higher..-
Some bénefit ratio tax tables, for example, include a fund building multi-
plicative factor which is tied to the condition of the Trus£ Fund. If the
Trust Fund were 80 percent of what was considered adequéte by the state,
the tax rate would be 20 percent larger than the benefit ratio. In the
above. case, instead‘of .5 percent, the rate would be .6 per’cent‘.. A benefit
ratio of 1.2 percént would lead to a tax rate of 1.34 percent. leew15e,

pool costs could be additive or multiplicative. The benefit ratio system
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is a short—tem experience rating system': in that if benhefits paid are not
recovered from the individual enployer' in the experience rating period
(usually three years), they cannot be collected from that employer and
either the fund will be depleted or the difference will be pald by other
amployers through a pool cha.rge. The 1975 recession found many states
with maximum rates which, given the existing tax ba'se; "would not recover
benefits charged in the period used for experience rating.. To the extent '
that there were no provisions. in their tax proocedures to collect the amounts
back through pool cost charges, the state Trust Funds became dangerbﬁsly
low or insolvent.v Thus, it is vinportant in a benefit ratio system to have
rates and tax bases high enough to recover from a business cycle in the
time period used for experfience reting. : |

Benefit Wage Ratio

The benefit wage ratio system is very close in its operation to

the benefit ratio system. Five states have a benefif wage ratio system,

State . 'Years for Calculation of Rate
Ala. ‘ Last 3 years.
Del. Last 3 years.
I11. Last 3 years..
Okla. Last 3 years.
Va. Last 3 years.

This system computes a tax rate based on the qualifying earnings
of the claiment. In Virginia, benefit wages equal qualifying earnings
‘divided by weeks of duration. For instance, quaiifying earnings are
$8,000 for Someone drawing $103 per week for 26 weeks and benefit wages
are $308 per week. The total of these benefit wages for an employer are
totaled and divided by taxable weges' of the employer. The following

exanple will demonstrate how the procedure works:
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Assure that over a three year pericd 10 workers 'draw-.bénefits of -
$103 per week for 26 weeks with base earnings of $8;'O:OO.A‘ The computation
is as follows: |

. Benefits . " Beriefit Wadges

$103 x 10 ='$ 1,030 per week $308 x 10 = $..3,080 benefit wages per week
X 26 weeks T %26 weeks
$26, 780 , $80,080

Assume that there are 67 workers on the payroll of the enployer
and that all have earned $6,000 or greater.. This is a taxable payroll of
$40,000 per year and $l,200;000 for three years The behefit wage “'ra‘tio '
for the employer is $80,080/$1;200,000 or 6..67%. The table used in Virginia
has a state experience factor which reflects overall claims activity and
automatically adjusts rates ‘acco‘r'd‘ingly.‘ With the present state factor
of 35, a benefit wage ratio of 6.67% would mean a rate of 2.7% plus a 40%
surcharge or a 3.78% rate. This would be paid for three years against
wages of $40,000 per year which equals $15,l2'0'per year.  In three years
the errployef would have paid in Virginia $45,120 in taxes for $26;"780 in
benefii-;s. The difference between benefits and taxes reflects that Vj.réinia"s
table is structured to collecﬁ from'er@loyers whq have had unemployment |
experience not only the amount of behefits paid, but considerably more to
pay pool costs and to build the funa. Virginia's existing table has not
been effective because of Virginj.a}s unreasonably low minimum rate of .07
peréent which does not come close to covering pool costs of .2 percent , -
let alone increase the fund. |

Increasing the Fund or a fund building provision mét separates
the benefit ratio and benefit wage ratio systems from the reserve ';‘atio
system discussed next. The benefit ratio and benefit wage ratio systems

. traditionally build their funds and pay pool costs by higher taxes on those
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with experience. Reserve ratio systems generally build their Trust Fund
with contributions of employers with little experience. Pool costs can
be a percentage of experience;-' which places a disproportionate amount of
the burden on experience rated errplcyers; or it can be a flat percentage
on all taxable wages. |

Reserve Ratio Svystems

The reserve ratio system is the most popular of the experience
rating systems, with 30 states, the District of Coluwbia, and Puerto Rico
utilizing this system. A list of those states and years used in calcula-

tion is provided:

Years Used to

Years Used to

States Calculate Taxes States Calculate Taxes
Ariz. All past years. Mont. All years since
Ark. All past years. July 1, 1976.
Calif. All past years. Nebr. All past years.
Colo. All past years. Nev. All past years.
D.C. All years since N.H. All past years.
July 1, 1939. N.J. All past years.
Ga. All past years. N.Mex. All past years.
Hawaii All past years. N.Y. All past years.
Idaho All years since - N.C. All past years.
Jan. 1, 1940. N.Dak. All past years.
Ind. All past years. Chio . All past years.
Iowa All past years. R.I. All years since
Kans. All past years. Oct. 1, 1958.
Ky. All past years. S.C. All past years.
La. All years since S.Dak. All past years.
' Oct. 1, 1941. Tenn. All past years.
. Maine All past years. W.Va. .- All past years.
Mass. All past years. Wis. All past years.
Mo. All past years. .

It is considered by many to be the

better system of experience rating.

Under a reserve ratio system, each employer has an account which reflects

benefits charged and taxes paid. Thus, the individual account will have

either a negative or positive balance. As a practical measure, nost states

use the benefits and taxes paid for all past years to determine the balance.
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Whefher positive, negative, or'zero,( the balance is divided by taxable

(it could be total) wages to detérmine the reserve ratio. A tax table is
. used to convert the ratio into the appmpriate tax rate. Most reserve
ratio systems have a rate of between 2‘.5 and 3‘.0 percent for those employers
w;vith zero balance accouﬁts. A typical reserve ratio schedule would resemble
that in Figure I. 1In this schedule a zero balance results in a rate of 3 .
percent while a positive balance of 9 (9% of taxablé wages) results in a
zero rate. The zero rate could also be some minimum rate such as .1 percent
below which no employer is taxed. The maximum rate is 7 perCeﬂt for any
balance greater than 10 percent of taxable wages. Not all schediles have
the' discontinuous break in the schedule at the zero balance.: While a zero
balance would give a 3 percent rate, a slight negative balance in this

case would give a 4 percént rate. The slope of thé line, which is the
relaf.ionship between balances and rates, can be varied to refléct different
fund balance requirements or other considerations. In reserve ratio ‘systen's;
as in benefit ratioc systems, pool costs can be additive 'Qr mltiplicative.

Payroll Variation Plan

A few states determine tax rates on the basis of variations
in payrolls, without any reference to whether benefits were
paid to the employer's former workers. The theory is that
payroll declines indicate an employer's "experience with
unemployment, " which is the measure specified in the federal
act. Payroll declines are determined on a quarterly or
annual basis. The quarterly basis indicates the amount of
seasonal unemployment; the annual basis only general busi-
ness declines. Each state uses a different method of deter-
mining rates on the basis of the amount of any decline in
each employer's payroll over the specified period. 2

Payroll Variation is the least desirable experience rating system in

that it does not directly measure unemployment claims charged against an

12aper and Murray, Unemployment Insurance, p. 336.
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could increase payrolls, particularly dﬁring inflatiénary periods and
still layoff workers. Lastly; it does not reflect that a payroll could
decline because an employee was discharged and was not eligible to draw

unemployment compensation.
Pros and Cons of Various Systems

All of the experience rating systems, if acconpénied by appropriate

tax rate schedules and fund balance adj‘ustment provisions , will recover
benefits systemwide and can remain solvent in the face of a recession.

It is important to realize that the experience rating system is not by
itself the taxing system. It is the mechanism through which information
is gained to apply taxes. For instance, pool costs and trust fund building
can be inoorporated into the tax schedule based on eXperienQe rating or
figured separately. - The costs can be a percentage of experience réting
costs or spread across taxable wages, regardless of the experience rating
system. Criticism of experience réting systems, based on how a state used
it, is migdirected. The criticisms should be aimed at the tax schedules;
not the experience rating system. The conclusion that a "good employer
would pay less in a benefit ratio or benefit wage ratio system depends to
sone extent on the tax procedure used.

There are differences in the system however: (1) there is a temporal
difference in terms of pre- or post-collections, (2) there are differenceé
in the ability to recover totally the amount from employers £hey have cost
the system, and (3) there are differencés in the information that the
system automatically supplies.

The temporal difference lies in the fact that a benefit ratio or

benefit wage ratio system is set up to tax after the incidence of unemployment .
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Reserve ratio systems are set up to both pre-collect taxes in anticipa-
tion of wnerployment claims and collect after the fact. Once Sufficient
money is collected iunder a reserve ratio system; based on past liability
experience, the employer need not pay any more into the fund other' than

pool costs. For a benefit ratio or benefit wage ratio system, only pool

costs would need to be paid until unemployment occurs. Yet in both systems

the fund must be sufficient to pay claims until the money is repaid.l A
pfiori one" does not know bwhich employer is. a "good" or "bad" employer
until after a sufficient period has passed. In addition; even "good"
canpanies go out of business, leave the state;‘ or suffer frqm' market N
declines. A company paying low rates for ten years may not pay in nearly
 the amount required to pay benefits if it should go out of business.  In
this instance, pre-—collection is not the type of pre-collection prevalent
in private insurance. In fact, as we shall see later; the pre-'coilection'

is usually from those in the lowest risk category. -

One positive aspect of a reserve ratio system, which forwards balances

each year, is the ability to recover funds expended for benefits even when

the conpany is temporarily up against the top rate. By keeping a historical

account, the system ¢an recover the benefits paid out when a company is

able to reduce its claims while its tax remains high. Eventually its rate

will be reduced from the maximum as its negative balance ratio becomes
smaller. In a benefit ratio system with a typical shorter period in which
benefits are accounted for, such a company could have its record forgiven

after three or five, or so, years.

An exanple of this would be a national company which- does not leave

Virginia but which reduces its work force. For a period, it will have a

large amount of benefits charged against it. Even though his rate may



111
reach the maximum, the reduced taxable payroll will reduce the amount of
tax collected. In many states, including Vlrgima, in three years the
record is clear. The campany could return to the minimum rate even though
it did not replaoe the benefits drawn. In a reserve ratio system, the
amount of those benefits would be collected.

Thus, reserve ratio systems perform better than most benefit ratio
systems in terms of recovering the benefits paid by an employer that result
from cyclical menploynent given' any specific maximum rate. Neither system
is able to recover benefit charges from highly seasonal employers because
of the setting of maximm tax rates. '

The third difference between systems is the 'information feedback
that is given. Under a benefit wage ratio system', there is little 1ncent1ve '
to keep track of beneflts paid out to employees of an employer. In neither
a benefit wage ratio nor a benefit ratio system is there a need to keep
records for periods exceeding three to four years .~. A reserve ratio system,
however, prov1des each employer with a historical record of ‘benefits and
taxes. There is a clear connectlon between costs to the system over time,
and taxes. Three years, which is standard for other systems for records
needed for operat:.ons, is a relatlvely short perlod of t1me compared to
the time from one eoonomlc downturn to another. At the mirimum, a U.I.
system should be examlned from business cycle to busmess cycle. While
it is true that information can be retained in any system, it is usually
not if dit is not operationally necessary. |

Tax schedules can ameliorate weaknesses inex'perience rating systen's-.“
For instance, the experience rating period of the_benefit ratio system‘ can
be lengthened to insure that existing rates recover cyclical unemployment

charges. Maximum rates can be set high enough in both systems to keep
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redistribution at an acceptable lev‘el.- If maximum rates are not sufficiently
high in either system; benefit charges over and above .the' contributions for
employers at the {:op rate will be borne by the general employer cam@ity
in the form of pool charges. Indeed, in a reserve ratio "systern'; it can be
collected twice. If an employer's benefit charges exceed his cohtribution.'
in a reservev ratio system, the difference can be charged to pool costs. If,
however, conditions develop such that the employer contributes' a sufficient .
amount to became a positive balance ‘errplo‘yer;. the ‘sirstemwill have recovered
the benefit charges from pool chafges and later from the 'employ'erv.l Under a
‘benefit ratio system, if the benefit charges were not recovered during the |
experience rating period, the 'chazeges would be incorporated in the pool
costs charges and it is recognized that it is a once and for all redistri-
bution. | |

While explicit: red.lstrlbutlon can occur in all systems, a reserve
ratio system has subtle unintended redistribution. In all systems a trust
’fund, adequate to survive a severe recession, ‘must be built up and main-
tained. Herein lies the maj'vor difference between a reserve ratio and a

benefit ratio system due to the temporal differences in temporal collectlons.

Under the reserve ratio system, employers with little or no unexrploy—.

ment experience eventually have some percentage of tl:xeir taxable wages in a
fund in anticipation of unemployment. The Trust Fund under the reserve
ratio system is composed of the monies’ of those employers who have had
Alittle or no unemployment. Those who do not use the system are forced to
provide the funds _used to pay ben'efits during the period which it takes
for the experienoe rating system to redover‘ the funds. Ehployers with
\relatlvely high levels of tmemploynent however, do not have money tied up

in the Trust Fund. For example, an employer with benefits charged in one
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year equal to the taxes paid in for thait year could be a moderate user of
the system year after year and not contribute to the Trust Fund; The
émployer is termed a moderate user since he does not have a negative
balance in his account. 'ihe money in the Trust Fund does earn interest
from the Federal Government: but it is far less than the mérket rate which
is the opportunity cost for the employer. The implicit tax rate for an
employer with no uwnemployment experience could be 1 percent in many reserve
ratio systems while an employer with unenrpldyn'ent experience that keeps
him at a zero balance may only pay 2.:7 'per‘cent‘.. |

‘Since the tax in a benefit ratio system is based on unemployment
experience, the distribution of taxes among enployérs or taxéblé wages
would be expected to be very similar to that of the distribution of
unemployment by employers or taxable wages. One would expect to see less
than a one to one distribution of taxes to Lmerrploynent, 'btit only less d_ue '
to the redistribution that exists due to a top tax rate. For instance;v
if the distribution of unemployment for employers is as in Figure II; then
one would expect the distribution of taxes in a benefit ratio system to
follow the same general pattern, such as in Figure III'.V

Table 2 shows the distribution of tax rates for Virginia (a Benefit
Wage Ratio State) manufacturing for 1979. The shape of the distribution
is as in Figures IT and III. ‘ The bulge in the middl'e reflects the new
employer rate‘ which is not experience 'rated'.‘ Tabl_'e 3 shows the distribution
of tax rates for North Carolina (a Reserve Ratio Si;ate) ‘ manufacturing..
Assuming that experience of North Carolina manufacturing is similar to
Virginia, it is evident that a benefit ratio/benefit wage ratio system
more closely matches unemployment experience and tax rates than a reserve

ratio syétem’. The contention is further supporﬁed’ by the fact that Virginia
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FIGURE IT

DISTRIBUTION OF UNEMPLOYMENT EXPERIENCE

unhHR OO KD EOD

!

percent of unemployment experience

FIGURE III

DISTRIBUTION COF UNEMPLOYMENT COMPENSATION TAXES
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experience rates 82% of its benef'i_ts; while North Carolina experience
rates 45% of its benefits. 13 (See Table 8, page 156 for information on
all states.) | '

This is not a particularly new discovery. Discussions of the
propensity of reserve ratio systems to tax low experience employers is
covered by Meyers, Retailers Task Force , and Haber and Murray.14 Additional
work is being done to more formally test the differen'ces"‘betWeen' the systems
in terms of their effectiveness in relating taxes to unemployment experience.b

Experience Rating Period

The period over which to spread the benefit charges impacts the
Fund and t#® individual employer.. The shorter the time peri}od; “the r'rore '
quickly the employef is impacted by the .tax incréaSe 'and the payba’cks for
a recession would be immediate. A long period; such as the present tﬁree '
years or a four year period, spreads the impact on an émployer and allows
him to recover from the effects of a recession before he is required to
completely ‘repay. | A '

The :meact on the Fund is the opposite. If the impact on employers
is spread éver a ionger period, the Fund is not rebuilt. asb qu:.ckly This
would imply a larger fund when the period is extended. For any maximum
tax rate, however, the longer the period, the more likely the system is
to recover charges. |

'I'here‘ are tQO sets of alternatives and recomendations that are
part of eicperience rating; the type of system and tax schedule, and the

period of time used to calculate tax rates.

charles Little, "Socialized Costs and Fund Adequacy," The Bulletin,
(Washington, D.C.: UBA, February 3, 1981), p. 1.

141Vka-yers, "Experience Rating," pp. 341-43, Haber and Murray,
Unenployment Insurance, p. 350; . and Retailers. »'I‘ask.,Eor-‘ce‘ on- State. Unemploy-

ment Compensation, Unemplo nt Compensation State Objectives Technical
Material (American Retail Federation, 1980), pp. E5-E
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Experience Rating System

Objective: To provide the greatest possible incentive for
individual employers to keep charges low and to
make the Trust Fund building and maintenance the
responsibility of those who use the system.

Alternatives: 1. Utilize an experience rating system which has
a small range of rates with-a low maximm and
low minimum, a low flat tax system w1thout \
recovery ability. :

2. Utilize an experience rating system which has
a small range of rates with a high maximum
and a high minimm, a high flat tax system with
hJ.gh recovery abillty but llttle 1ncent1ve. .

3. Utilize an experlence ratlng system with a
wide range of rates with'low minimum and
high maximum, a varisble tax which allows
reoovery and provides mcent:ﬁes. '

Study Recommendation: To utilize a benefit ratlo tax table with
‘ a Fund Adequacy factor incorporated to
respond to an inadequate Fund Balance.
(See Pages 20 through 27)
Experience Rating Period
Objective: To spread costs to employers over as long a period
as possible to reduce impact of cycles and to collect
from employers those amounts paid out in claims.
Alternatives: 1. ILeave the periocd at three years.

2. Extend the period to more than three years,
such as four or five years.

3. Reduce the period to less than three years.

Study Recorrmendatlon- 'I‘hat the present 36 month period for :
- experience rating be extended to 48 months.



CHAPTER VII

TRUST FUNDS: THEIR IMPORTANCE AND LEVEL OF ADEQUACY

Introduction

In the ’previous chapten, ‘disoussions of insurance principles
indicate the necessi{:y for a trust fund or reserve pool for eithe_r a
private insurance system or for a so called social ’insuraince system,
although for different reasons. - For private msurance, a fund consists
of the pre-collected premlums to pay the predictable risk for the group
for the time period in queISt‘ion.. A Trust Fund is needed for an unemploy-
ment compensation system because of the lack of synch;;onization in and
the cyclical nature of contributioﬁs and benefits where contributions
are a repayment after the fact. |

The lack of synchronization of contributions and benefit payments
give the Trust Fund a cyclic nature which has both a short term we_ekiy '
and monthly aspect and a longer period yvearly or buéinéss oycle aspect.
Over a long enough period of time we would expect the contributions and
benefits to approach equality.

| In its short term aspect, the Trust Fund can be viewed as a

business or perscnal checking éccount. In this contéxt,r the amount in
the Fund would be just enough to avoid the embarassment of insolvency
from month to month. Since funds held in such a‘manner have opportunity
costs, we would expect short term funds to be at a minimum.

The long term aspect of the Trust Fund is similar to that of a

savings account that an individual would develop. as protection against

119
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uncertainty and future loss of income. A fund is built in "good" times
to providé for payments during "bad" times. The period of time over
which this aspect of the Fund is influenced is multiple year periods.

Just as there are opportunity costs to holding short term funds,
there are costs to holding long term funds. An analogy is that in business
or persocnal life; the question of hdw much to keep in a checking and
savings account has to be answered. With the event of interest checking
" the division between the two is no longer valid and‘the' question is simply,
how much does one keep in an acoount.‘ Essentially the same question must
‘be answered for the Unemployment lepensatioﬁ‘ Trust Fund. Whatever money
is kept in the Fund means that those paying intb .the thd bear the implicit
cost of foregone interest. Balanced against this oOét is the embarassment
(political cost) and other administrative costs of insolvency.

The problem of balancing the costs of the Fund against the benefits
of éolvency (the avoided costs of insolvency) is camplicated by the uncer-
tainty of ‘contributions and benefit payments. These incertainties manifest
themselves in the practical problem of estimating future contributions and
benefit payments. These issues, and others basic to the Truét Fund, will
be discussed in the following order: '

(l) Cost of. becoming insolvent .

(2) Cost of the Fund to thé employer contribﬁtor

(3) Interest on the Fund account

(4) Contribu’d.ons and benefits - a statistical history

(5) Fund adequacy -~ rules and standards
Cost of Becoming Insolvent

Pragmatically speaking, a state trust fund can technically be

insolvent while the system is still paying benefits bécause the' Fedér’al
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Government provides interest free loans to states whose trust funds are
exhausted. This means that from a fiscal p01nt of view J_nsolvency is
virtually costless, at least for a short period of time. After three
years, employers in-the borrowing state lose three—-tenths of one percent
of their FUTA tax credit at the Federal level. This means that each
employer's Federal Unemployment Tax mcreases at three—-tenths percentage
points per year until the loan is repaid or the 2. 7 percent credit is
exhausted. From a broader perspectlve even short run 1nsolvency is not
costless as all of those»involved bear "psychic" non-monetized costs.
Both the Employment Commission andthe ]’.egislature would lose credibility
with the cn.t:Lzen—taxpayer due to his percepta.ons (perhaps incorrect) of
mlsmanagement by the Comnlssn.on ‘and negligence in gu.ldance and legislation
of tax laws by the I.eglslature. Employers, employees, and taxpayers would
becare concerned over loss of ant1c1pated (and pald for) beneflts. A
rational c1tlzen—taxpayer would also have to questlon the worthiness of
bearing the admlnlstrat_lve costs of the unemployrrent 1nsurance system

Long-term insolvency includes all the costs of short-term insolvency,
but entails additional costs and problems. Over twenty states have borrowed
from the Federal Government short—term or‘long—ten‘nk to one degree or another.
The State of Pennsylvania has been a large and co:ntlnuous borrower. The
costs and problems of long-term insolvency are well illustrated by the -
foliowing excerpt from a report on the Pen'nsylvania situation: :

Pennsylvania currently owes the Federal Unemployment

Trust Fund $1,222,300,000 (as of December 31, 1979).

That staggering debt has accumulated since 1975 as the

Commonwealth borrowed each year to meet the costs of

high unemployment for its citizens under the state's

unemployment compensatlon system.

The debt, however, reflects a more basic and long-

term fiscal problem. Since 1970, the state's Unem-
ployment Compensation Fund has had only one positive
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cash-flow year, that occurred in 1973, but even then
the extra income exceeded total benefJ.t costs by less
than $4 million. -

The system's financial structure is such that it
threatens to deteriorate further, despite the fact
that the debt repayment procedures required by the
federal government started to burden the state's
econamy with additional federal taxes in January -

of 1980.

The crisis in the Commonwealth's Unemployment Compen-
sation Fund started in 1970 when a persistent pattern
of imbalance began. The shortfall between annual.

" contribution and obllgatlon levels was $54.1 million
that year. In each year since, the disparity has
ocontinued, resulting in“a depletlon of reserves built
up in the 1960's and eventually in borrowing from the
federal government to finance fund obligations.'”

Considering insolvency as the point at which the fund's
contributions and reserves were no longer sufficient
to meet obligations, the fund became insolvent in 1975,
a year of record demand for unemployment benefits. A
federal advance of $173.8 million was hecessary in 1975
to meet the Cammonwealth's share of obligations, which
were $1.03 billion. 'Additiohal borrowing has'been
necessary each year since. Federal advances were not
necessary earlier only because the fund reserve had
reached its high po:Lnt of $853 8 million by the end of
1969

Desplte the critical nature of the fund mealanoe,

adequate measures were not taken during the 1970's to

insure that legislated contribution and behefit levels

would match, or that sufficient reserves were provided

to meet unexpected demands’ upon the fund.l '

To place Pennsylvania's situation in perspective, consider the

| following: Pennsylvania's debt was a little over 2.5 percent of their
total wages in 1978. Using the 1.5 adequacy rule, their reserve balance
should have been roughly 4.5 percent of their total wages. The spread from
debt to adequacy was over 7 percent of their total wages. In dollars,
this converts to $3,250,000,000 needed to return their fund to adequacy.

If one assues a ten year penod to reach adequacy _and repay the debt,

lpennsylvania Department of Labor and Industry ‘Backqround:
Pennsylvania's Unemploymerit Comperisation Crisis (March 27, 1985) .
pp. 1l-2.
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and that benefits remain at the 1978 level, it would require a tax rate
of 5 percent on average to pay benefits and reach adequacy. This compares
with Virginia with a 100 percent surtax having an average rate of 1.9
percent, the national rate of 2.77 percent and the highest state average
rate of Alaska of 4.77 percent .2

For Virginia, insolvency short run or long run could involve costs-
that other states have not heretofore had to face Becausé of the indebt-
edness of many states, and their seeming reluctance to restore their systems
to solvency, there is disc;ussion at the Federal level of requiring interest
on the loans and requiring a system that generates taxes in sufficient
amounts to maintain long run sol\_rency. Furthenmre, boi:rowing cannot lower
costs to employers. If benefits are paid out, employers will ulti.métely
be taxed unless funds wefe to come from general faxes. The abilitj of the
Federal Government to reduce FUTA tax credits guarantees ultimate payrrent;
Borrowing with lower taxes tends té‘ distort short run decisions by employers
in terms of lay-offs, etc., since the payback is so long in the future. It
can also tend to create a cavalier attitude toward unevmploymant' insurance
legislation on benefits and fund adninistration. In surrmary, there is litfle
to recommend insolvency and borrowing and much to be said against it,
especiélly, in the .lo‘ng run. _

Although the borrowmg issue is not germane fo Virginia at‘ the moment:,
and there is every reason to be optimistic that Virginia will not have to
résort to borrowing, there are some aspects of the borrowing activity that
are of concér’n to Virginia. . Tﬂe existence of a Federél—-State system where

the states control most as_pecﬁs of benefits and contributions is being
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$5.3 billion."3 In discussions with the three participating parties in
some heavily borrowihg states , the Employment Seci:rity Admjnistrators;
enployer groups, and unions: there is no indication that any of these '
feel that there are incentives to reallj;r change their systems. In states
heavily in debt, union officials are pushing for higher benefits , relaxed
eligibility requirements’ and other cost increasing ’provisionsl. Enployers -
are vigorously protesting tax increases and rightly have calculated that
even losing all of their FUTA credit is far less coetly than imposing
taxes such as Virginias‘ with its present 9 percent.maximm. The atti-
tude is that the systems will be Federalized and that will solve their
problem. . For Virginia and many other states who have taken a conservative
approach to the system, this will mean a large flow of funds from employers
to pay benefits in states with a relatively cavalier attitude toward the

A whole matter. It is not in the. interest of Virginia or :many other solvent
states to allow the system to become a large redistribution system from
Iprudent states to.imprudent states. ,

There is a relatively simple solution to this problem. Since the
propensity of states is to go into debt and not only stay in debt , but to
continue to increase the debt, consider the following. = First, forgive all
existing debt and wipe the slate clean. Any further’j borrowing; however,
would be done under the following rules: (1) the eredit offset of FUTA
would be lowered by .5 percentage points per year effective the first year,

_(2) benefit payments could not be increased in any manner so long as the system

was in debt, and (3) the FUTA credit offset would riot; go te repay the debt after

the third year of debt. The state would have to repay the debt from its

3Charles’ Little, "Socialized Costs and Fund Solvency," The 'Bulletin
(Washington, D.C.: February 3, 1981), p. 1.

~—t
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many states have taken advantage of the present system which was set
up to tide them over short periods of insolvéncy. Only a system with
strong incentives will push states into keeping their own systems in

fiscal order.
Cost of the Trust Fund

Trust Fund costs have many aspects and can be locked at from
the point of view of employers, employees, and society as a whole.

The employer is the actual payer of the c'c;ntriblrtions; What
portion of the ur_lérfploynent compensation tax is borme by employers and
the portion borne by employees has long been debated.? ' This question -
aside, the cost of the fund remains the same. From a pure 'politicai .
aspect, employers write the checks and the fact that the working of the
market may result in wages lower than what would have been is not likely
to be grasped by employers or employees. Costs that are. bornme in the
form of what a person would have had are relatively insignificant
politically when compared with costs that reduce the balance in one's
checking account. Thus, emploYers argue that a large trust fund represents
a high opportunity cost to them. Employers pay mérket ratés of interest
for their borrowed funds. They see an alternative use for these funds
such as a reduction in net indebtedness or the ability to expand capital

expenditures.

4Richard Lester states that, ". . . . only a fraction of the unemploy-
ment compensation tax would seem to be potentially shiftable." [Richard A.
Lester, The Economics of Unemploymert Compensation (Princeton: Industrial
Relations Section, Princeton University, 1962), p. 65.] ' For other :
discussions of the shifting arqument see, Alvin H. Hansen, Merrill G. ,
Murray, Russell A. Stevenson, and Bryce M. Stewart, A Proqram for Unemployment
~ Insurance and Relief (Minneapolis: University of Minnesota Press,. 1934),
pp. 46-51.
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When market rates are above the interest rate paid by the Federal
Government on the Trust Fund (See pages 127 through 129), contributors
to the Trust Fund, employe_r and/or employee, bear a cost equal to the
difference between the market borrowing rate and.the Federal interest
rate times the Fund. 1In the unlikely event that the Federal rate is abowve
the market rate, employers and/or employees gain.

Yet there may be costs to small trust fund balances'.. Without an
adequate Trust Fund balance, it may become necessary to raise tax rates
quickly when a recession hits. Employers experience tax increases at a
most unfavorable time and tax increases greater than at favorable times.
Since employers coiléctively pay on a smaller base during a recession, ‘
tax rates have to be even higher than in non-recession times to generate

the same amount of money, thus, aggravating the situation. Society bears

the costs of low trust fund balances in that tax increases are procyclical

and increase the severity of the recession. Conversely, tax rate
decreases ’during an expansionary or boom period increase the boom. A
Ifurther cost to society is the cost of cross subsidization that occurs
when tax rates are increased in recesSion due to low fund balances and
decreased in the boom. Many employers go out of business as recessions
begin and deepen. Businesses open as the economy expands and booms.

With procyclical tax rate-patterns, the successful' surviving firm pays the
cost of any unemployment it generates plus some portion (perhaps nearly ‘
Vall) of the cost of the unemployment of the unsuccessful. The successful
are punished and the unsuccessful subsidized, distorting entrepreneurial

incentives.
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Interest on the Trust Fund

Since idle Trust Fund monies repre"sent a toost'to ‘employers and/or
employees, these funds have been invested in interiast earning assets
since the inception of Federal legislation. A partlcularly distnrbing
‘ problem exists, however, in that the interest rate pa1d by the United
States Treasury is far less than could be earne'd: by the state. For
example, the rate paid to Virginia for the three quarter period June 1979 -
March 1980 was 7.36%. For the same perlod the State of Virginia earned -
11.53% on its funds. The spread is 4. 17% for the perlod If one applles
that rate difference against the present average trust fund balance,
roughly $100 million, it results in $4 170,000 foregone revenue. The
loss 1ncreases as Trust _Fund balances 1ncrease.i If V;rglma had a fund v
balance of’$5’00vm_illion the difference would be $21 ‘rr‘lillion. This repre-
sents approﬁ.mately‘ 15% of the unemployment msurance taxes that ﬁll be
collected in 1980. |

The problem of the unreasonably low 1nterest rate on the Trust

Fund has not gone unnoticed. In a report to Congress, Need For A Unlform

Methed For Paylnq Inten%t On Government Trust Funds, by the U S. General

Accounting Office, the Treasury'was criticized for J.ts handll_ng of
Unemployment Insurance and other Trust Funds. Some of the report's
conciusions are:

In recent years the existing system for paying interest on

trust fund investments has not been equitable to the trust .

funds and the appropriation for 1nterest on the publlc debt.
GAO's review showed that:

—Treasury borrowed from the trust funds at June 30, 1970,
1971, 1972, 1973, and 1974 by issuing special issues which,
in nearly all instances, bore lower interest rates than

- the estimated rates which Treasury would have had to pay
if it had issued marketable seclirities with oomparable
maturities on the same dates.
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~-There were differences in.the interest earnings of
various trust funds because the special issues acqui-
red by some trust funds bore higher interest rates
than the special issues with the same maturity aoqulred
on the same date by other trust funds.

~--The maturities assigned by Trea'sury do not affect the
interest rates assigned to the special issues. However,
the maturities can substantially affect trust fund
earnings because maturities often determine how long
trust funds' investments are 'locked into" the mterest
rates originally assigned to those issues.

—Special issues are redeemed at par when redeemed before '
maturity. This practice distorts the interest earnings
of trust funds compared with the amounts trust funds
would have earned if redemptlons had been made in the
open market. : ‘

—There are wide variations in the. percentages of the
various trust funds invested in open-market Government
obligations and agency obligations which earn higher
interest rates than special issues. ’
——Some trust funds are charged a fee for a guaranteed
minimm rate of return on special issues whereas the
special issues sold to other trust funds are guaran-
teed a minimum rate of return without any: fee. ..
A nore equitable system would be to pay interest to each
fund at stated intervals on average balances at rates
determined by the Secretary of the Treasury, considering
the market yields of Treasury securities.>
The GRO report and the differences in earnings in 1979 Gemonstrate
the desirability of receiving higher earnings on the Trust Fund Cne
solution is to pressure Congress into creating an 1nvestment mechanism
which would serve the Fund and not the Treasury, thus 1ncrea51ng yvields.
. Another is to. allow each state to 1nvest its own money. Agaln Congress
could be pressured to do ,thls. An alternative would be to attempt to
create a separate fund for memployrrent at the state level and leave

only small amounts in the traditional trust fund. Preliminary investigations

SGeneral Accounting Office, Need For A Uniform Method For Pavying
Interest On Government Trust Funds (Washington, D.C.:. 1975), pp. i~-ii.
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indicate that this is not feasible in that such a diversion would not go-
unnoticed by the Federal Government and would likely be blocked.

Since interest can be a significant percentage of contributions
in any one year, the potential amount to be eamed is of great importance
to a system. Likewise is the importanoe' of how to 'acoount for the
interest. It can be merely added to the fund balance as V1rg1n1a presently
does, credited to individual reserve accounts as in North Carollna, or

credited against specific costs such as pool costs.
Contributions and Recipient Benefits: A Statistical History

It is appropriate generally and is absolutel'f necessary for the
remaining issues addressed to examine the historical ﬁast statistically.
While it is helpful to have a statistical or numerical overview of
systems under study, too deep a statistical view creates information
overload. Keeping with a desire to be brief, only gross payments and
‘contrlbutlons will be exam:med on a yearly basis for the hlstory of the
system. Because there has been substantial inflation since 1938 (particu-
larly recently) it is not useful to look at absolute dollar amounts of
payments and contrlbutlons. We can ad_]ust for inflation by leldlng bene-
fits and contributions by total wages. Multlplylng the resultant behefit
or contribution ratio by 100 gives a percentage 1ndex for both sides of
the unemployment insurance system. -For use in future reference, the
resulting numbers appear in Table 4. No single nurrber.ér pairs of numbers
are in or of themselves useful. However, time tren_ds' in the percentage
ratio are important and trends' cany-be more easily seen graphically. Flgure
4 presgnts a -plot- of the benefit and contribution ratios to total wages

Figure 4 also includes historical information of a legal, institutional,
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TABLE 4

RATIOS OF CONTRIBUTIONS AND BENEFITS TO
TOTAL WAGES FOR TAXABLE EMPLOYERS

Contributions/ = Benefits/

*Estimate

Total
Year Contributions " Benefits 'Wages" Wages T Wages
1938 S 8,294 $ 5,636 $ 296,477 2.80 1.9 %
1939 10,099 4,488 345,040 2.93 1.3 %
1940 9,965 5,863 397,430 2.51 1.5 %
1941 9,998 2,964 590, 875 1.69: 5 %
1942 11,585 2,732 796,737 1.45 .3 %
1943 11,061 864 802,127 1.38 1%
1944 9,314 . 323 787,431 1.18 .04%
1945 8,585 1,127 794,412 1.08 Jd %
1946 8,882 5,610 904,821 .98 .62%
1947 11,345 4,160 . 1,083,824 1.05 A%
1948 8,255 5,029 1,212,759 .68 A%
1949 7,783 14,025 1,202,232 ©.65 S 1.16%
1950 10,201 10,573 1,318,004 <77 8%
1951 12,700 5,901 1,525,813 .83 4 %
1952 8,994 7,041 1,670,866 .54 4 %
1953 8,570 8,203 1,773,060 - .48 .5 %
1954 6,171 16,697 1,756,868 .35 .95%
1955 7,407 9,824 1,910,938 .39 51%
1956 10,215 ; 8,678 2,205,650 .46 .44%
1957 10,215 © 12,038 2,388,003 .43 .50%
1958 7,815 23,491 2,418,929 .32 .97%
1959 19,843 16,167 2,659,931 .75 - .61%
1960 18,548 16,716 2,794,417 . .66 .60%
1961 21,695 21,463 2,912,644 74 .74%
1962 26,806 14,486 ‘3,189,213 .84 J45%
1963 27,341 14,337 3,430,035 .80 .42%
1964 22,224 13,208 3,756,595 .59 .35%
1965 19,864 - 10,102 4,105,481 .48 .24%
1966 18,891 7,402 4,462,888 .42 .17%
1967 16,659 9,814 4,754,179 .35 .21%
1968 15,501 8,424 5,336,549 .29 .. 16%
1969 14,207 9,077 5,903,893 .24 .15%
1970 11,743 16,911 6,372,081 .18 . 26%
1971 12,052 23,587 - 6,953,231 17 .34%
1972 . - 18,686 16,819~ 8,238,784 .23 .20%
1973 22,728 17,032 9,632,077 .24 .18%
1974 18,364 . 32,570 - 10,704,009 .17 .30%
1975 15, 202 138,187 11,246,834 .14 1.23%
1976 59,137 88,724 12,623,347 .47 .70%
1977 91,813 91,480 14,093,632 .65 .65%
1978 92,870 90,998 16,412,456 .57 .55%
1979 95,825 - 97,299 18,539,705 .52 .52%
1980 116,989 166,162  20,333,564%* .57 .82%
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FIGURE 4

PLOT OF RATIOS OF CONTRIBUTIONS AND BENEFITS

TO TOTAL WAGES, 1938 - 1979
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FIGURE 4 - Continued
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FIGURE 4 - Continued
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FIGURE 4 - Continued
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and economic.nature that provides further perspective.

A few simple trends.are apparent in Figure 4.‘_GEnerally, in
'a very long run time frame the benefit ratio and contribution ratio have
moved together and towards the average benefit ratio (the average benefit
ratio is the straight lJ'_ne at .55). A general trend is the dominanée of
the benefit ratio over the contribution ratio during or subseqUenﬁ‘?Ep
recessions. the,'however; the degree of the dominance is not uniform-
and there are some anomalies in the graph. First, there exists a large
dominance of’the'contribution‘ratio over the benefit ratio in.the period :
to 1946. This is most likely attributable to inexperience and insecurity
in starting the system, coupled with the full employment of World War II.
Note also the Vietnam War period where both ratio's were beloW'the'lbng
term average percentage of ibenefits.

Figure 4 along with Table 4 also provides a vehicle for

discussing the currently popular concept of under collection. Under
collectioﬁ is defined as a situation where contributions are less than
benefits during the recovery period after a recession. - No trust fund can
historically survive continual under'collection; The answer to the
question, "Has Virginia been guilty of unaer collection?" would have
to be ye. -Virginia had benefits that exceeded conf;ibutions frOm:l974
through 1977-and only broke even in 1978. Betweén'1977-and 1979, a
period of recovery, benefits were $280,508,000while collections were
$279,777,000. During a period of recovery Virginia's Trust Fund declined
if one ignores interest. Ninetéen eighty shows an'éVen’laIQEr'negative
difference between contributions and revénues'($166,162,000.60 benefits
vs. $116,989,000.00 contributions). -

Finally, it sﬁould be pointed out that Virgiﬁia'sAratioS are much

better than the national average. Nationally, the benefit ratio for 1978
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was .93 while Virginia's was .56. The national average from 1938 to
1976 was 1.10° while Virginia's average was .55.7 Whether \.Iirginia will
perform better than the national average in the future is in doubt.
Since 1975, Virginia's benefit ratio has remained above Virginia's
historical level and has not reacted as it has after previous recessions
or as it has nationally or in most other southeast states. .

In Part III of this report, Drs. Ann Schwarz-Miller and Gary
Durden summarized their investigation of this increase ’as follows:

The main finding of this study is that the marked rise in
Virginia's ratio of benefits to paymlls is primarily a .result of slowing
growth in economic activity and employment levels over the past half
decade whiéh manifests itself in higher numbers of cla.imants; long unemploy-
ment periods, and slower real payroll growth. To some extent t}ie problem
may have beenh exacerbated by certain features of the system such as |
the higher de facto replacement rate and longer potential payment
period. This worsening in Virginia is not merely a reflection of overall
national trends, however. There is strong evidence that a good part
of the rise in the ratio may be attributed to Virginia's failure to
ma:mtain its outstanding growth record of the past,: While Virginia
continues to rank above the national, average in growth, its performance
has worsened decidedly relative to the rest of the Unitéd‘ States .} If
steps are not taken to reestablish the previous pattern, we can expect
fhe long-run benefit-payroll ratio to remain above past levelé. One‘
other method of reducing this ratio would be to restructure the benefit

table so as to require more work attachment in order to draw benefits.

: 6Donald Diefenbach, Finarcing America's Unemployment Compersation
Program (Washington, D.C.: U. S. Department of Labor), p. 23.

7Department of Labor, Handbook.
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Fund Adequacy: Rules and Standards

Since a trust fund is necessary forv an unenplonrent compensation
system in order te meet the timing problems vof' benefits and contribﬁtions,
’the size of that trust fund becomes an important questJ;.on.. It must be
adequate, but not excessive. | |

Virginia currently has a fund adequacy standard. The adequacy
standard in Virginia is a rule which is meant to deal with whatv is viewed
as an energency situation. Failure td meet the standard initiates a
surcharge. Sectior{ 60.1—85 of the Code of, Virginia statea that the fuhd
balance must be at three and one-half percent of taxable payrolls. Other-
wise a 40 percent across the board tax surcharge muat be applied. For the
tax period 1981 an amendment was added which provided for a 100 percent
surcharge to replace the 40 percent surcharge if the :.fund balance fell
below $75 million. The balance did fall below that amount and the
effective tax rate for Vi::ginia errployers in 1981 is twice the stated rate
in the tax table under §60:1-84 of the Code of Virginia.

For 1979, Virginia should have had a fund balance of $258 million
under its current rule of adequacy. Virginia'bs‘ adeﬁIUacy rule is somewhat
lacking due to its reliance on taxablewages. Potential liability to the
fund is more directlj related to total wages rather then taxable wages.
The spread be_"cween taxable and total wages increases each year unless
taxable wages are ad_]usted yearly.

| ‘Rules other than Vlrglnla s type of adequacy standard have been

suggested and tried in other states.s The most widely accepted rule for

determlnlng adequate fund balances stems from a ratio of benefits to

8Harvey M. Wagner, "A Reappraisal of Experience Rating," The
Southern Economic Journal (April, 1959), p. 466.
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total wages. This rule is known as the high cost multiple. While it

has not been officially adopted as policy by the Federal Government,

its use has been informally promoted as a guideline.9
This quideline was originally derived from the obser-
vation that post World War II recessions approximated 18
months. If states were able to accumulate 18 months of
recessionary level reserves prior to an economic downturn,
the funds on hand would be able to cover most of the cost
of a similar future recession; incoming funds during the
recessionary period could be utilized as the basevélpon »
which to rebuild an adequate fund for the future.l

2An interpretation of this rule is that a state should hold trust
reserves equal to 1.5 times its worst twelve month benefit payout exper-

ience, a fund sufficient to pay 18 months of the worst experience. The

worst twelve month experience for most states occured in 1975-1976. In its

interpretation, the high cost multiple is known as the 1.5 rule.

It is interesting to look aﬁ the 1.5 rule relative to Virginia in
recent years. In Virginia the 1975 high cost multiple was 1.31 percent
of total wages’.ll Following the 1.5 rule, Virginia should currently ‘have
a reserve of 1.5 x 1.31 percent or 1.97 percent of total wages. For 1980
total wages were $20 billion and the 1.5 rule would indicate a'reserve
level of $400,000,000. For 1979 reserves should have been 1.97 percent
of $18.5 billion or $365,000,000. These figures point out cne positive
aspect of the 1.5 rule. Once a_state experiences abl"xigher high cost
multiple, use of the 1.5 rule vprovides increased protection agaiﬁst
insolvency, at the cost of high reserve levels of course, Given the
above calculations based on the 1.31 high cost multiplé it would take

exl:remely‘ unusual unemployment, on the order of 8 percent for Virginia

his ratio is oonmonly known as the "benefit cost ratio." For
this study, however, it will be termed, "benefits to total wages."

lQDiefenbach, Financing America's Unemployment, p. 48.

1lDeparl:ment of Labor, Handcook, Colum 22.
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and 12 percent nationally, to generaté insolvency in Virginia once its
fund was adequate.

Baskinband H.ite," in a study for the U.S. Department of Labor;
found that the 1.5 rule was adequate in all but 8—1(5 percent of the
cases they studied from 1940 through 1975 .12 These cases were lifnited’
to a few states which have histofically shown higher cyclical ‘swings
than the national aver'age. » |

Though this finding of Baskin and Hite is favorable to the 1'. 5 '
rule, the rule has some problems. These problems stem from the fact that.
the worst payout ratio in the last 25 years does ndt necessarily change
continuously. This can cause __radical differences in the 'reser&es’and
thus,i the degree of solvency resulting under the rule at a pbint in
time and across time.

The latter mentioned problem with the 1.5 rule can be better
understood through application to Virginia's history.‘ Consider Virginia
in 1975. Interpreting the 1.5 f:ule literally and using the worst high cost
multiple in the last 25 years, the .97 high cost multiple of 1958, would have
dictated reserves of $155,743,000. Reserves plus contiibutions would
have been $230,082,000. Benefitsipaid in 1975-76 were $244,.752;600..-
Thus the system would have been $14,000,000 short under the 1.5 ‘rule.’
But if the 1949 high cost multiple of 1.16 were used, '. reserves plus‘ contribu-
tions would have been $160,589,000 (reserves of $186;250;000) ‘and the
syétem would have had a surplus >above benefits of ‘$16,000,.OOO. These
calculations point out that the 1.5 rule depends on the WOr'st'high vco_st,
multiple in the last.twenty-five years and this entity can and has changed

12g11a F. Baskin and Gailen L. Hite, Development of Theoretical
and Ewpirical Measures of Unemployment Insurance Adequdcy (Stillwater,
Oklahoma: College of Business Administration, funded by the Deparl:rrent
of Labor, contract no. 99-6-788-04-24, 1977).
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values in a non-smooth way. The required reserves under the rule can
change dramatically from 1‘7ear to year. Notice also that the insolvency
under the rule can vary radically. B
Very seldoni_is any absolute numerical rule without fault. Howéirer,
the strengths of the 1.5 rule, especially in Virginia's current situation,
merit consideration. It is especially more applicable to Virginia since
the 1975 recession increaéed the benefit ratio dramatically and because
Virginia has less cyclical swing in unemployment -than the nation. The
1.5 rule uses total wagés in. the calculation and thus adJusts for inflation
and growth. Its only drawback is that it is based on an historically
relative high (low) point in the system and if there are structural or
system changes it will not ‘adj‘ust.  On the other hand, any other rule would
encounter the same problem. Thus, although not perfect, the 1.'5 adequacy
rule is optimal. »
Employer groups support a. three year average calculation of the
worst experience to be us.ed in oonjunction‘ with the 1.5 rule.. The
argument is that a three year average is a better indicator of system
activity and the fund adequacy standard is less‘ volatil..e and results
in less dramatic tax swings. Most mvportant to employers is that it
lowers the required amount to be in the fund and thus there is less
j.mpliqit interest loss to enployers 13
The significant factor in Trust Fund adequacy. ié how té achieve it
~ and maintain it. It is of extreme importance that tax rates adjust to
reflect adequacy. If the fund is not adequate, then tax rates should
increase. It is a political question as to how the cost of building and

maintaining a fund shoitld be allocated.

13Retailers Task Force on State Unemployment Cargpensatlon, Unemploy-—

ment Compensation State Objectives Technical Material . (Washlngton, D.C.:
American Retail Federation, 1980).
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If one accepts experience rating as a goal to be achieved, then
- the burden should be placed on those employers who utilize the fund and

in proportion to the extent they utilize it. Only in defined emergency

situations should all employers be called upon to pa‘rticipate in fund
building if a system is dedicated to truly experience rating enployers..
Based on a commitment to experience rating the following reconnendafion
is made.

Cbjective: To build and maintain a Trust Fund which will
prevent borrowing from the Federal Government
during economic downturns.

Alternatives: 1. A dollar amount for Fund Adequacy which
will not change with mflatlon.

2. A 1.5 times a three year average of the
worst experience rule tied to a trigger
to raise taxes; for 1980 $300 million.

3. A 1.5 times the worst 12 month period tied
to a trigger to raise taxes; for 1980,
$400 million.

Study : ' ‘ ‘

Recomrendation: To require a Fund Adequacy standard of 1.5 times
the highest one year ratio of benefits to total
wages as a percentage of the total wages of the
year in.question; $400,500,000.00 in 1981.

Objective: To promote the rapid building and constant main-
tenance of the Trust Fund.

Alternatives: 1. Multlpllcatlve charges against experience
rated employers based on the Fund adequacy
(for example, a 60% adequate fund would
‘result in a 40% increase in tax rates for

employers with unemployment experience).

2. An additive Fund Building Tax placed on all
employers triggered by Fund adequacy.

3. Combinations of alternatives 1 and 2‘.'

-Study ,
Recommendation: Utilize & multiplicative Fund Adequacy factor
' from 0 to 50% for employers with tnemployment
experience, plus an emergeticy additive Fund
Building charge for all employers of .3% until
the Fund is 50% adequate. (See chapter on
Contributions.) '
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CHAPTER VIII
CONTRIBUTIONS

- Introduction

In an unemployment compensation system, the ultimate tax burden
will be determined by the systeni of benefit payments. If long term
benefit payments average 2 percent of total wages, then contribut.ions by
necessity have to be 2 percent or more of total wages. Benefits will be
dlscussed in Chapter IX but it is mportant to realize that all the
analysis of tax systems proposals for dlstrlbutlon of the tax, etc. i
are all residual decisions to bé made after the amount of benefits are
determined. Indeed the very nature of an unenployment corrpensation
syste:ﬁ, as opposed to an insurance system, is collection after the fact.
Whether the collection is from the responsible enployer or is ‘fmm the
ezr@loyer community, it is only after benefits are deterrnined that tax
contributions and tax rates are determjned. ‘

For this reason, tax systems must be designed to recover a range
of benefit payments to reflect the incidence of cycllcal economlc act1v1ty.
As noted in Figure 4, the average ratio of beneflts to total wages
has been .55 percent over time with a high of 1.23 percent in 1975
and a low of .04 percent in 1944__. A taxing system in Virginia must there~
fore be capable of recovering benefits within this‘ range and, for safety's
sake, an even larger range. Table 5 shows a camparisen of average tax

rates in all states for the year 1978 based on total wages.

147
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TABLE 5

AVERAGE TAX RATES FOR 1978
BASED ON TOTAL WAGES |

Average Average .
Tax . Tax
State ‘Rate State Rate
United States 1.37 Montana 1.68 -
Alabama ' 1.71 Nebraska . : .75
Alaska 2.63 Nevada : 1.90
Arizona 1.29 New Hampshire - 1.17 ~
Arkansas 1.30 New Jersey 1.76
California 1.68 New Mexico 1.03
Colorado .78 New York 1.52 -
Connecticut 1.37 ‘ North Carolina 1.21 -
Delaware 1.27 . North Dakota 1.17 _
Dist. of Col. 1.19 Ohio 1.26 <
Florida 1.54 Oklahoma 1.17 -—
Georgia : 1.09 Oregon : S 2.00
Hawaii 2.43 Pennsylvania 1.51
Idaho 1.63 Puerto Rico 2.96
Illinois 1.41 Rhode Island - 1.55 -
Indiana .82 - South Carolina : 1.18
Towa 1.48 South Dakota .66
Kansas 1.08 Tennessee - 1.13 .-
Kentucky 1.22 ' Texas .43
Louisiana .87 Utah : 1.17 '
Maine 1.87 Vermont 1.82 -
Maryland 1.58 - Virginia .57
Massachusetts 1.71 ~ Virgin Islands 1.76
Michigan : 1.68 : Washington 1.94
Minnesota 1.37 West Virginia 1.05 -
Mississippi 1.54 . Wisoonsin 1.64
Missouri : 1.19 Wyoming 1.02

SOURCE: U. S. Department of Labor, Handbook of Unemployment
Insurance Financial Data (1978). ‘ o
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The ingredients of taxing will be covered at length in this
Chapter with discussions of'(i) pool costs; (2) tax rates; (3) taxAbase,
(4) employee cnntributions; (5) charging of extended bénefits; and
(6) Trust Fund buildinc‘_:;'. ' .

In Chapter VI, the concept of experience rating was explored
at length. It was éhown that many of the ills attributed to exper—
ience rating were really the result of inadequate or inappropriate
tax schedules. In this Chapter; an attempt will bevﬁéde to discuss how
tax schedules and tax>rateélmay bé lacking.

Before exploring the various aspects of cont:ibutions; one final
point must be made. If there is no attempt to experienée rate employers
or to distribute the tax based on some social criteria such as size of
employer or profitability, etc., then all that need be discussed is a
flat tax. That is, discﬁssion is reduced to the question, what should be
the average tax rate which shall apply equally to all employers? The
answer is relatively simple, equal to or slightly greater than‘the ratio
of benefits to total wages. The negative incentives involved in a flat
tax system are sufficient to reject such a proposal andfwe assume that
sane degree of experience rating‘is desired. If there is some experience
rating, the issues that follow are important conside;ations for policy

decisions.

' PQol'Costs .

In all unemployment éompensation systems some ¢laims cannot;
under the law, be charged to a particular employer'and; thus, cannot be
experience rated. Sonetines referred to as socialized costs; the dollar
amount of these claims can exceed 50 percent of all benefits in some

states. In the past, many states, includihg Virginia, have not explicitly
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incorporated these costs into their tax schedules. Nationally, concern
is being raised over this oversignt as indicated by the following.
"Available data indicates that inadequate financing of socialized
v costs is a major reason for the current financing problems among the
states. Unless this is correctéd; financial difficulties will continue."!
Pool costs consist of the following three categories of benefit
charges:
(1) Noncharges - Noncharges occur when the last thirty-day
employer criterion is not met, but the claimant is eligible

to draw. Other miscellaneous noncharges can also occur.

(2) TInactives - Employers who go out of business and whose
employees are eligible to draw benefits.

(3) Overdrafts - Employers whose benefit charges exceed the
amount of the taxes they pay.

Noncharges

Where it is impossible to legally determine which employer is
responsible for a claimant's drawing benefits, there is no equitable way
to assign that charge to any employer. In Virginia, the last thirty-day
employer is responsible for reimbursing the fund for the cost of the
claimant who is drawing benefits. Let us examine a situation where a
claim can become ﬁart of pool costs. Assume an individual was employed
by an employer and left that employer voluntarily to take a job with a
second employer. Also assume that the employee left in geood faith to
take this job because of higher wages, better future, or a similar
condition. The second employer found that he/she ocould no longer keep

this employee, and lays this employee off for a legitimate reason

lcharles Little, "Socialized Costs and Fund Solvency," The
Bulletin (Washington, D.C.: UBA, February 3, 1981), p. 1.
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(i.e., lack of work or same other acceptable determination) in less than
thirty working days. That employee is eligible to draw benefits, but

the employer who had previously employed this person would argue that he
should not be charged because the employee left him voluntarily. Indeed,
that employer has had no hand in the fact that this person is now drawing
benefité. ‘The second employer, under law, would not be charged because
he had not employed the person for thirty wbrking days.

Since Virginia has a permanent disqualification provision; it
does not have tﬁe noncharge payment for voluntary quits Qho are eligible
to draw after a few weeks of disqualification. Also, the last thirty-
day charge prévision, while occasionally working a hardship on individual
employers, is more likely to avoid a total or partial noncharge than those
systems using base period employer provisions. Virginia, therefore,
enjoys a low noncharge incidence with $5,950,000 in noncharge benefits
‘out of $100,000,000 of benefits in 1979. While same states have noncharge

percentages of 30 to 40 percent,2 Virginia had 5.9 percent in 1979.
Inactives

A second cause of pool costs is the employer who goes out of
business and would be the chargeable employer for the subsequent claims
that are filed. In Virginia's system it is highly unlikely that such a
firﬁlwould have paid in sufficient funds to offset the charges. In a
Reserve Ratio System, it is possible to have in an employer's reserve
account an amount sufficient to cover claims after the employer goes out
of business. However, in either system a significant amount of claims

are charged to the Fund when an employer goes out of business. This

2Little, "Socialized Costs," p. 1.
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can be affected by new employer rates and accompanying new employer
provisions. If an existing business in Virginia is acquired, the new
owner can either keep the existing rate or receive a new employer rate.
If the new employer rate is low, it will encourage new employers to
take the new employer rate, leaving the system to pick up charges of the
previous owner. For 1979; Virginia had a new employer rate of 1 percent
and paid benefits chargeable to inactive employers of $6,739,000 or
6.7 percent of total benefits. This compares with a range of 2 percent

to 8 percent nationally.3
Overdrafts

The third cause of pool costs occurs when a system establishes
maximum tax rates, and all systems in the U.S. have maximm rates. Maximm
rates are discussed in more detail in this Chapter. The rationale behind
maximun rates is the recognition that the nature of some industries is
seasonal and some employers are more affected by cyclical declines than
others. The broad industry categories of Construction and Agriculture,
Fprestry and Fishing are charged with more in claims than they pay in
contributions in Virginia and most other states, as shown in Table 6.

For Virginia, overdrafts were $6,174,000 in 1979 or 6.1 percent
of total benefits. This is with a maxinmum tax rate in effect of 4.48
peroént. For 1980 the maximumn rate was 6'.3 percent and for 1981 it will
be 9 percent. The higher maximum tax rates will lower the percentage
of benefits that become overdrafts.

That benefits exceed contributions is caused entirely by the

provision of a maximum tax rate. Although, by industry, there is cross-

3Little, "Socialized Costs," p. 3.
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industry subsidization, it is not that any single construction employer
has worse experience than a retailer, only in aggregate. As Table 7
shows, a large percentage of employers in all industries are aﬁ the
lowest tax rate, meaning no unemployment experience, and most industries
have employers at the top rate. The explicit subsidy comes from having
employers with actual rates that exceed the maximum which must be paid
by other employers. Once the policy is made that subsidies will be given,
the next policy question is how to distribute the cost of the subsidy
through taxes.

Pool costs thus are a residual. They are the total of all the
benefit charges during the year that cannot be assigned to an employer
due to the three reasons discussed above. From that standpoint; pool
costs would equal total benefits minus charges against active employers.
Qperationally,’pool costs would equal overdrafts plus noncharges plus
inactive accounts. For Virginia, in 1979, pool costs were $18,868,000
or 18.8 percent of total benefits. This is less than all but two states
as can be seen in Table 8.

The most important aspect‘of pool costs from a fund solvency
viewpoint is that they be explicitly calculated eacﬁ yvear and collected
from employers as a tax over and above experience rating. Only in this
manner will thevsystem be guaranteed of recovering fram employers the
benefits that have been paid. This precludes using a fixed percentage
of contributions as an offset to pool costs. A fixed percentage will
either over or under charge in most years, as it will not reflect that
the base is a declining portion of total wages and that the maximum tax
rate is declining in effectiveness. Neither will it reflect that

institutional or administrative changes may have increased or decreased
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TABLE 8

PERCENTAGE OF BENEFITS THAT
ARE SCCIALIZED BY STATE

Percentage Percentage
State of Benefits State of Benefits

Alabama 19.9% Missouri 65.9%
Arizona 31.4 Nebraska 62.3
Arkansas 73.3 Nevada 41.0
California 57.3 New Hampshire 65.0
Colorado 61.4% New Jersey 74.9%
Connecticut 23.2 New Mexico 57.2
Delaware 16.1 New York 73.1
Dist. of Col. 77.3 North Carolina 55.0
Florida 24.4 North Dakota 91.0
Georgia 37.5% Ohio 63.8%
Hawaii 47.7 Oklahoma 23.7
Idaho 62.3 Oregon 36.3
Illinois 1.0 Pennsylvania 21.1
Indiana 52.6 Rhode Island 30.4
Iowa 64.6% South Carolina 27.3%
Kansas 40.8 South Dakota 19.2
Kentucky 65.4 Tennessee 36.4
Louisiana 67.3 Texas 47.9
Maine 36.5 Vermont 19.8
Maryland 17.4% Virginia 18.8%
Massachusetts 71.3 West Virginia 76.6
Michigan 70.3 Wisconsin 52.7
Minnesota 11.3 Wyoming 29.2
Mississippi 40.0

SOURCE: URA, Socialized Costs and Fund Solvericy, Bulletin
No. 124 V.C.
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‘noncharges. Only a yearly calculation gives all involved a clear picture
of how the system is operating and spotlights deficiencies in other parts
of the system. This cannot be emphasized too strongly. If this were
done in every state; the author is convinced that most other ills would
be cured over tine;'because most inequities and/or inefficiencies cannot
stand the spotlight of information over a long period.

Once pool costs.are calculated, however, allocating them can take
two different forms. One way is to spread them equally over the tax base
on the grounds that they are social costs which are to be borne equally
by the employer community. Another method is to assign pool costs to
experience rates as a percentage increase determined by the percentage
pool costs are of total costs. The distributional impact on an employer
is significantly different in the two methods.. In the first, each
employer bears the portion of the tax that his taxable wages are of all
taxable wages. In the second, each employér bears the burden of pool
costs in relation to his experience rating. The greater the experience
rating, the greater relative portion of pool costs that the employer
bears, while those with no experience would bear little or no portion of
pool costs.

The justification for distributing podl costg as a percentage
of experience rating rates is based on the concept that the greater the
experience, the greater the impact on pool funds. This situation is
true only in the case of noncharges, which in Virginia;constitute about .
one-third of pool costs. The rémaining two-thirds of poél costs, over-
drafts and inactives, are much less closely related to employer experience,
if at all. Top rates are set as social policy and by the act of setting

them, it is explicit that some employers receive subsidies. There
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seems little justification for requiring that employers with experience
subsidize thosevover the top:while enployers with no experience bear
no share of the social subsidy. Likewise, an employer with some
unemployment experience is not any more likely to became inactive than
an employer with no experience.

Virginia does not separate out pool costs to charge either as a
percentage of taxable wages or as an explicit percentage of experience
rating. However, Virginia's experience rating tax fable presently
incorporates a factor of 1.3 over,a three year period of the amount of
benefits charged against the employer. Under present conditions; those
at a rate less than 1.5 percent do not pay a sufficient amount to cover
experience rating and their share of pool costs, while these above 1.5 |
percent and under 4.48 percent pay more than experience and pool costs.
Only roughly 25 percent of taxable wages fall into this range and
Virginia has attempted to fund its system with rates of between 1.5
percent and 3.2 percent against 25 percent of the wages. With applicable
taxable wages amounting to $8 billion, 25 percent would be $2 billion.
Even a 3.1 percent rate against $2 billion would collect approximately
$60 million, and since the distribution is quite scattered, it would be
closer to $40 million. The top rate would collect approximately another
$30 million and the minimum rate would collect only about $1 million.

New employers would pay $2 million and those with rates between .07 percent
and 1.5 percent would pay in approximately $25 million. Thus, Virginia's
existing tax structure was capable of collecting approximately $100 million,
an insufficient amount to pay benefits and build the Trust Fund. The fact
that pool costs were not calculated separately and the bulk of the pool

costs were charged to only cne-fourth of the wages made for a system which
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could not generate sufficient money to recover.

The most equitable manner by which to charge pool costs is to
allocate noncharges as a percentage of experience rating and to allocate
the remainder as a percentage of taxable wages. The complications that
this would make would likely exceed the value of the equity difference
between allocating all pool costs across taxable wages and allocating
only overdrafts and inactives. In Virginia; allocating pool costs across
all employers as an addition to their experience rating rate would mean
adding .2 percentagevpoints to their experience rating rate. If the range
of experience rating rates were from 0 to 6.5 perCent; the effective rates
would be from .2.percent to 6.7 percent. Pool cost charges should also
be added to new employer rates.

One additional pfovision could be imposed which would decrease
pool cost burdens, Interest collected on the Trust Fund Balance could be
applied to pool costs and thus reduce pool costs by that amount..'For
Virginia, with pool costs of $18 million in 1979, it would have required
an average Trust Fund balance of $240 million at an 8 percent rate of
interest to completely offset pool costs. In oraer not to jeopardize
the Trust Fund when the balance is low, the provision to offset pool
costs could be effective‘only when the Trust Fund exceeded some predeter-
mined level of adequacy such as 50 percent or greater.

Objective: To spread those costs of the system which cannot be
charged to a particular employer over all employers.

Alternatives: 1. Allow the present system to remain where experience
rated employers between rates of 1.55 percent and
6.43 percent pay most of the pool costs.

2. Separate out pool costs and charge them as a percent-
age of experience rating charges. This will not
change the charging from what it is now.
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3. Separate out pool costs and allocate them on the basis
of taxable wages calculated yearly.

4. Separate out pool costs for noncharges and allocate
them by percentage of experience rating charges and
separate out the remaining pool costs and charge them
on the basis of taxable wages.

Study Recommendation: To calculate pool costs on an annual basis, divide
them by the taxable wages for that year and add
that percentage to the experience rating rate.

After the Trust Fund is fifty percent adequate,
interest earned will be deducted from pool costs.
Tax Rates
Sare of the most controversial issues in 'making legislative changes
are maximum benefit amounts and tax rates. It is noted in the introduction
that tax payments are ultimately determined by benefit payments. The level
of payments is save percentage of total wages and that will approximate
the average tax rate relative to total wages. Establishing this fact,
however, does not answer the sensitive questions of (1) how low should

the minimum rate be, (2) how high should the maximum rate be, (3) what

should the rate for new employers be, and (4) should there be a Trust

Fund building tax? The spread between the maximum and minimum rates is

indicative of the degree of experience rating. The more campact the

rates, the more cross-employer/cross-industry subsidization that occurs.

Tax rates are a function of (a) the degree of subsid'y desired, (b) the

tax base used, and (c¢) the amount of unemployment a system experiences.

The issue of the tax base is examined in the following section. In this

section, the discussion of taxes will concern (1) minimum tax rates,

(2) maximum tax rates, (3) new employer tax rates, and (4) Trust Fund

building tax rates, predicated on Virginia's existing $6,000 tax base.
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Minimum Tax Rétes

Minimum tax rates vary from state to state with a low of zero
for some states to 4.3 percent for New York (Table 9). These rates vary
with the condition‘of Trust Funds and of course are subject to legislative
change. Table 7 in the Pool Costs section shows that 57 percent of
employers were at the minimum rate in Virginia in 1979. These employers
represent approximately 25 percent of the taxable wages. High minimum
tax raﬁes are an indicstor of large cross employer subsidies and a
reduced level of experience rating. Low minimum rates indicate the
opposite, with some exception.

Zero or very low rates in Reserve Ratio states are achieved by an
amployer having some percentage of his taxable or total wages in his
reserve rafio account. For example, an employer with taxable wages of
$100,000 per year in North Carolina nust have a reserve ratio of 5.0
percent or greater in order to achieve the minimum rate of .1 percent
for 1979. The formula for determining this ratio is Ratio = balance in
account/taxable wages for three fiscal years ending June 31, 1978,

For the employer with $100,000 yearly taxable wages:

"5.0% = Balance
$300, 000

Balance = $15,000
Assuning an interest rate of 7 percent for Trust Fund earnings and a
market rate of 12 percent for loans, and that the employer receives credit
for the interest earned by the Trust Fund, the implicit tax bill is
$750 ($15,000 x .05 interest differential) plus $100 in paid taxes
($100,000 x .1%) for a real tax bill of $850. This computes to a minimum

rate of .85 percent.. If the amployer should not get credit for the
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TABLE 9

MINIMUM TAX RATES BY STATE RANKED
FROM HIGHEST TO LOWEST*

Rank State Rate Rank State Rate
1 New York 4,300 27 Minnesota 1.000
2 South Dakota 4,100 28 Towa : 0.800
3 Maryland 3.100 29 Tennessee 0.750
4 Alaska 3.000 30 Colorado 0.700
5 Utah 3.000 31 Ohio 0.600
6 Washington 3.000 32 Alabama 0.500
7 New Hampshire 2.800 33 Delaware 0.500
8 Rhode Island 2.800 34 Oklahoma 0.500
9 Idaho 2.700 35 California 0.400

10 Indiana 2.700 36 Michigan 0.300
11 Kentucky 2.700 - 37 Pennsylvania 0.300
12 New Mexico 2.700 38 Arizona 0.100
13 North Dakota 2.700 39 Arkansas 0.100
14 West Virginia 2.700 40 Dist. of Conl. 0.100
15 Wyoming 2.700 41 Florida 0.100
16 Hawaii 2.600 42 Illinois 0.100
17 Oregon 2.600 43 Mississippi 0.100
18 Maine 2.400 44 North Carolina 0.100
19 Massachusetts 2.200 45 Texas 0.100
20 Louisiana 1.900 46 Virginia 0.100
21 Montana 1.900 47 Georgia 0.070
22 Connecticut 1.500 48 Kansas 0.025
23 South: Carolina 1.300 49 Missouri 0.000
24 New Jersey 1.200 50 Nebraska 0.000
25 Vermont 1.200 51 Wisconsin 0.000
26 Nevada 1.100 :

*These rates are based on taxable wages and the taxable wage bases
vary among states. '

SOURCE: U. S. Department of Labor, Comparison of State Unemployment
Insurance Laws (October, 1980), Table 206, pp. 2-39 and 2-40.
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interest due to legal provisions, or has no charges to be offsef, the
real tax rate is 1.9 percent.4

Thus minimum rates that are low in nominal terms may be relatively
high in terms of real costs to individual employers. Conceptually,
however, minimum rates under a pure experience rating system should be
based on costs that are camon to the system since minimum rates are
reserved for those employers with no benefit charges for the rating
period. Common costs would be pool costs and, if desired, a general
fund building tax. | |

A commitment to a strong experience rating system and equitable
allocation of costs leads ‘to recomrending a zero tax rate for experience
rating, but adding pool costs and any desired general fund building
charges.

Objective: To have a minimm rate low enough to encourage few lay-
offs, but which collects sufficient amounts to cover an
employer's share of the common costs of the system.

Alternatives: 1. ILeave minimum rates below pool costs as is Virginia's

present case and leave 25 percent of the taxable wages

paying a fraction of the systems costs.

2. Set minimum rate to cover pool costs and if desired,
fund building costs.

3. Set minimum rate much higher than pool costs as a
pure revenue gathering measure and to provide for
the subsidy of those at .a low top rate.

4. A minimum amount plus pool costs and fund building
costs.

Study Recommendation*: A minimum tax rate of zero to which would be added
pool costs and fund building charges. . (*Differs
from Joint Subcommittee Recommendation.)

4Tax information is taken from North Carolina Employment Security
Commission, 1979 Experience Rating, p. 3.
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Maximum Tax Rates

All states have maximum tax rates and Table 10 shows the range
of maximum rates in effect in 1981: Virginia, with its current 100
percent surcharge; ranks the highest in the nation. As in the case of
minimum rates, maximum rates should be compared only when the taxable
wage bases are identical. Low maximum tax rates, like high minimum tax
rates, reduce experience rating and lead to cross—employer subsidization.

All systems have established maximum rates, and as long as
there is a maximm rate, the only considerations are how large is the
subsidy to be and how do we distribute the cost of the subsidy. The
size of the subsidy varies from state to state, but it is not uncommon
to have over fifty percent of the benefits subsidized due to maximm
rates insufficient to recover benefit charges from employers.5 There is
no dne to one correlation between the ranking of maximmm tax rates
by state and the percentage of benefits subsidized. States vary immensely
in benefit qualification standards, economic conditions, and actual
application of tak rates.

What is important in concept is the percentage of benefits sub-
sidized and how to distribute the cost of this subsidy. Twenty percent
of the total costs of benefits is often suggested as a reasonable figure.
That is, the excess of charges over contributions for employers at the
top rate should be no more than 20 percent of the total benefits paid.
Virginia presently has roughly 7 percent of total charges in that category.

As indicated in the recommendations on pool costs, subsidies are
a political and social decision and as such are usually paid for by the

total community.

S1ittle, "Socialized Costs," Table II.
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TABLE 10

MAXTMUM TAX RATES BY STATE RANKED
FROM HIGHEST TO LOWEST*

Rank State Rate Rank State Rate
1 Virginia 9.00 27 Florida 4.50
2 Minnesota 7.50 28 Hawaii 4.50
3 South Dakota 7.00 29 Louisiana 4.50
4 Michigan 6.90 30 Idaho 4.40
5 New Hampshire 6.50 31 Montana 4.40
6 New Jersey 6.20 32 Chio 4.30
7 Connecticut 6.00 33 Kentucky 4.20
8 Towa 6.00 34 South Carolina 4,10
9 Massachusetts 6.00 35 Alabama 4.00

10 Missouri 6.00 36 Arkansas 4.00
11 North Dakota 6.00 37 Mississippi 4.00
12 Rhode Island 6.00 38 Oregon 4.00
13 Georgia 5.71 39 Pennsylvania 4.00
14 North Carolina 5.70 40 Tennessee 4.00
15 Alaska 5.50 41 Texas 4.00
16 Vermont 5.50 42 California 3.90
17 New York 5.20 43 Nebraska 3.70

©18 Oklahoma 5.20 44 Kansas 3.60
19 New Mexico 5.10 45 Nevada 3.50
20 T1linois 5.00 46 Indiana 3.30
21 Maine 5.00 47 West Virginia 3.30
22 Wisconsin 5.00 48 Utah 3.00
23 Maryland 4.60 49 Washington 3.00
24 Colorado 4.50 50 Arizona 2.90
25 Delaware 4.50 51 Wyoming 2.70
26 Dist. of Col. 4.50 '

*These rates are based on taxable wages and taxable wage bases
vary among states.

SOURCE: U. S. Department of Labor, Comparison of State Unemployment
Insurance Laws (October, 1980), Table 205, pp. 2-39 and 2-40.
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Explicit arguments for a maximum tax rate include the following:

(1) Certain seasonal employers are n\arginal employers and could
not remain in business if they had to pay the full cost of
doing business.

(2) Those employers in number (1) are important to the economy
and it is in the state's interest to subsidize them.

(3) Declining industries would have very high rates and if there
were no maximum, the tax would compound the decline of these
industries.

(4) New businesses would be reluctant to locate in Virginia if
maximum rates exceeded same level.

Of the four, only the declining industry consideration has economic
merit. Tt is not the intent of the system to increase economic decline.
There is no economic argument that seasonal employers could not éxist if
there were not subsidies, i.e., most of them would exist. Besides , if
subsidized businesses are beneficial, why not increase their number so
.that many more marginal operations exist? The obvious answer is that
subsidies to businesses paid for by other businesses help no one but the .
subsidized businesses. The new industry argument is also spurious. It is
doubtful that the state would want to attract businesses which would
anticipate high enough unemployment to be at a prohibitive rate. In
addition, it is not clear what benefits existing employers receive from
having high unemployment experience employers move into the state.

A maximum tax rate also results in employers paying that rate to
no ‘longer be affected by experience rating incentives because regardless
of additional experience, they will pay no higher rate. The social decision
to subsidize these employers by effectively removing them from experience
rating results in more claims being paid chargeable to these employers than
if the maximum rate were higher. Obviously, if you subsidize it, you get

more of it. The higher the maximum tax rate, the more effective experience
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rating system that you have.

If, given the lack of econcmic argument for setting a masxdimum
raté, a state still wishes to establish a maximum, it should consider the
following. First, the decision is almost entirely a political decision
based on the political clout of individual industries or businesses.
Economic argurents are weak at best for a maximum rate. Seascnal indus-
tries which benefit from a maximum rate have sufficient political leverage
to gain subsidies from non-seasonal employers.

Often this subsidy is subtle in nature and is not made explicit.
More blatant occurrences are in existence as indicated by the following
quote.

New York's law favors employers in construction, apparel,

and the canning and freezing industries with maximum tax

rates lower than the maximum payable by all cother employers

in the state. For example, the current maximum tax rate

in New York is 4.2% (excluding a 1.0% subsidiary tax pay-

able by all emplovers), but the apparel industry pays at

a special rate of 3.0%. The result is that other employers

pick up any extra oosts of the apparel industry. In 1979,

these three special rated industries in New York paid taxes

of $71 million while their former employees received benefits

~ totaling $213 million -- an overdraft of $142 million. These
enployers financed about 30¢ of each dollar of their former
enmployees’ U.C. benefit costs.

Second, it should be made an explicit policy goal as to what
percentage of benefits are to be subsidized and to set the maximum rate
based on that goal. If 20 percent is the goal, it may require a 6 percent
maximum rate in some states and an 8 percent rate in others.

Third, the maximum rate loses its effectiveness if the tax base

erodes as total wages increase but taxable wages do not. Since benefits

are paid on the basis of total wages, benefit payments will increase in

6Little, "Socialized Costs,” p. 5.
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dollar terms and a maximum rate sufficient to allow for a 20 percent
subsidy may allow for 25 percent the following year, 30 percent the
next, etc.
Cbjective: To collect from each employer their cyclical impact
on the system while recovering from seasonal enployers
an amount such that benefits charged to maximum rate
employers minus contributions of maximum rate employers

do not exceed 15 percent tc 20 percent of total benefits.

Alternatives: 1. Charge a low maximum rate which will result in a
large subsidy to top rate employers.

2. Set a maximum rate which will capture over the
accounting period a percentage of charges for
benefits (80% to 85%) and subsidize the top rate
for the remaining 15 percent to 20 percent (6.0%
to 6.5%).

3. Set a flexible maximum which calculates the rate
based on the criteria in 2.

Study Recommendation*: A maximum tax rate of 6.5 percent to which would

be added pool costs and fund building charges.
(*Differs from Joint Subcommittee Recommendation.)

New Employer Rate

New employers present special problems for any Uhemploynent Insur-
ance System. Whether the system uses the reserve ratio experience rating,
a benefit wage ratio experience rating, or a benefit ratio experience rating,
new enployers as a group will contain a certain percentage who will not
stay in business and will not be able to repay the Fund. Of Virginia
erployers no longer active since 1960, 33 percent lasted one year, 19 per-
cent two years, and 12 percent three years; of those that do go out of
business, 64 percent go out of business in the first three years. Of
those employers who came into business in 1976, 41 percent are no longer
in business as of the end of 1979. Of those entering business in 1977,

36 percent were out of business as of the end of 1979. It can be seen
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that approximately 40 percent of all new employers last less than three
years and that of all those that will go out of business; two-thirds will
do so in the first three years of their existence.

Enployers who go out of business leave behind charges which must
be recovered from other employers. For the three year period ending
June 30, 1979; the amount of money charged'to inactive employers was
$22 million or roughly $7.3 million per year. It is important to keep
in mind that this pertains to all employers fhat become inactive, not
just what we term new employers. Given the statistics fram our sample,
however, it is likely that two-thirds of those erployers had durations
of less than four years. This would amount to roughly $4.9 million per
year of charges acocounted for by new empioyers who have gone out of
business. Under the 1979 rate of 1.4 percent for new employers, Virginia
¢collected approximately $2.5 million in revenue. With a 1980 rate of
2.8 percent, the amount will be approximately $5 million.

One of the ways for accounting for new enployers in many systems
is to charge the new employer the highest tax rate for two to three years
and then experience rate them. Some states, like Virginia, allow new
employers a lower rate for one year. North Carolina charges a 2.7 percent
rate for new employers for a three year period before the new employer
is eligible for the reduced rate. However, North Carolina experience
rates the employer after the first year and if that employer has experience
which exceeds the 2.7 percent rate, the tax rate is increased. Thus; the
new employer can have a higher than new employer rate after the first year.
but can never have lower. Since North Carolina is on a reserve ratio
system, North Carolina takes the taxes paid in by new employers and

applies them to the employers' reserve account. The employer receives
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credit for the taxes that in essence may be above the level which its
actual experience rating would indicate. Table 11 shows the new employer
tax rate of states and with the number of years it takes the new employer
to become experiencg rated.

Definition of "New Employer"

New employers are not a homogeneous group.‘ When we speak of
new employers we are by definition speaking of those employers who
receive a new identification number from the unemployment insurance
system and qualify under Virginia Law for a new employer rate..- Oné
example of a new employer is a new manufacturing plant which employed
people under a fairly stable basis of employment and is a
solid contributor to the system once its three year period is up.
Another is a construction firm which comes into the state to do
a major construction pro_]'vect, and during the period that it is in the
state pays taxes and nost likely leaves the state when the proj-ect is
conpleted, leaving claims to be paid out of the Fund. A further example
is a small business (such as a restaurant) which comes into existence
with a fairly short life expectancy, has a high turnover of persomnel,
and if it becomes one of the casualties of the business world, undoubt-
edly leaves employees who will draw claims.

Still another exanmple of a new employer is a business which
actually continues to operate, but which has changed ownership. That
change in ownership could be from one single proprietor to another, or
it could be one single proprietor which has sold out to a larger operation.
It could also be a single proprietor who chooses to incorporate; officially
changing its ownership. Because of the way the law in Virginia”and many-

states is written, change in ownership, whether it be a paper change or a
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TABLE 11

NEW EMPLOYER RATES BY STATE

Period of Time Needed
to Qualify for

State Experience Rating. Rate for New Employer
Alabama 1 year . 1.5%
Alaska 1 year 1.0% or states 5 year

average benefits to
total wages not to

exceed 2.7%

Arizona 1 year 2.7%
Arkansas 1 year , 2.7%
California 12 nonths 2.7%
Colorado 12 months 2.7%
Connecticut 1 year Average industry tax

rate
Delaware 4 years : 2.7%
Dist. of Col. 3 years 2.7%
Florida 3 years 2.7%
Georgia 1 year 2.7%
Hawaii 1 year 2.7%
Idaho 1 year 2.7%
Illinois 3 years 2.7%
Indiana 3 years 2.7%
Iowa 2 years 1.8%
Kansas 2 years 1.0%
Kentucky 3 years 3.0%
Iouisiana 3 years 2.7%
Maine 2 years 1.0 to 3.0%
Maryland 1 year 2.5%
Massachusetts 1 year 2.0%
Michigan 2 years 2.7 to 3.5%
Minnesota 1 year 1.0 to 2.4%
Mississippi 1 year 1.0%
Missouri 1 year 1.0 to 2.7%
Montana 3 years 2.7%
Nebraska 1 year 2.7%
Nevada 25 years 2.7%
New Hampshire 1 year 2.7%
New Jersey 3 years 2.7%
New Mexico 3 years 2.7%
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TABLE 11--Coritinued

State

Period of Time Needed
to Qualify for

Experience Rating Rate for New Employer
New York 1 year 2.0 to 2.7%
North Carolina 3 years 2.7%
North Dakota 1 year 2.7%
Chio 1 year 2.7%
Cklahoma 1 year 2.7%
Oregon 1 year 2.7 to 3.5%
Pennsylvania 18 months 3.5%
Rhode Island 1 year 1.0 to 4.2%
South Carolina 2 years 2.7%
South Dakota 2 years 2.7%
Tennessee 3 vyears 2.7%
Texas 1 year 1.0%
Utah 3 years 2.7%
Vermont 1 year 3.0 to 2.7%
Virginia 1 year 2.0% to 4.0% with 100%
surtax

Washington 2 years 2.7%
West Virginia 3 years 1.5%
Wisconsin 18 months 2.7%
Wyoming 3 years 2.7%

SOURCE: U. S. Department of Labor, Comparison of State Unemployment

Insurance Laws (Washington, DC:

October, 1980), Table 202.
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legitimate transfer from one owner to another, allows the new owner

to determine whether to take the experience rating of the existing
operation or to receive a new employer tax rate. With a 1 percent new
employer tax rate , ~most businesses do not take the old rating es they
prefer to receive a new employer rating, thus leaving existing charges
the responsibility of the Fund. The ability to do this, of course,
does lie within the law and there is a possibility of changing this
law to require any business which changes ownership and still exists as
a business to accept the existing rate.

Solutions Regarding New Employers

Several options other than ra_lsmg new employer average rates
are possible solutions to the problems caused by new employers. Often
thé» solution is directly dependent on the specific nature of the business
involved. In Ithe case of interstate employers which core into Virginia
and expect a relatively short term in-state status, the coming and going
in the state is inherent in the nature of the business and is in no way
a strategy used to avoid paying unemployment taxes. This is especially
true of construction firms which come into the .state with a limited
nurer of personnel and increase their payroll over time with in-state
new hires. Although there may be some seasonal turnover, this firm will
likely have few unemployment claims during most of the period it conducts
business within the state. Thus, at the end of three years (if ’ehe
project lasts that long), the firm may well quallfy for a:reasonably low
tax rate, bothered only by its seasonal claims. However; as the proj.ect
ends and employees begin to be laid off, the charges against this parti-
cular firm will begin to increase, while at the same time-its payroll

will begin to decrease. When the project is finally ended, the firm may
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well have the highest rate that Virginia can charge, but this rate
will be against a relatively small payroll. Thus, the system cannot
recover from this employer the cost of final lay-off claims. Again, it
is important to note that this firm is not deliberately setting out to
avoid the tax, so that the inability to sufficiently tax such a company
lies in the nature of the system and not in the company. Solutions to
this problem are at least three in nurber:

(1) Try to identify industries which have these particular

kinds of situations and charge a differentially high
rate for a particular industry.

(2) Require a new employer coming in on a construction jbb,
or coming in in a mammer which is "known to be temporary",
to post a rather large bond with the VEC to offset the
possible claims that may be charged against them.

(3) Have interstate corporate agreements with other states,

particularly surrounding states, where the charges
against this particular company can be levied on this
company, even though at present they are not doing
business in Virginia.

It may be possible to do a combination of the bonding and inter-
state agreement together. That is, if the company is from a state which
has an interstate agreement with the State of Virginia to pay claims
against that company, the company would not be required to put up the
necessary bond.

Although the obvious type of industry or company involwved is
a construction company, it may not be warranted to jump to the conclusion
that setting new rates by industry is an instant solution to part of the
problem. Some states do set industry average rates for new employers.
But it is hard to distinguish between construction companies that are
in business in other geographic areas and come to Virginia for only a

three or four year period and small retailers going into business and

failing in a short period of time. Both the retail stores and the
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construction companies leave a legacy of claims behind which have to
be charged to the Fund. 1In fact, if one were to charge a rate to the
new employers by industry, whether they come to do a specific project or
whether they were a state business which plans to stay in existence; it
is likely that retail industries will have fairly high rates. Retail
stores have the third highest percentage of inactive employers at 28
percent behind mining and construction at 31 percent and transportation
at 29 percent. Thus, charging-new retail operations higher new employer
rates could result in large retail outlets, such as large chain grocery
stores, largé chain retail stores, and so forth, paying high rates
as new employers, when in reality there is no reason to believe |
they will have bad experience ratings or that indeed they will go out
of business in the very near future. On the other hand, tﬁe very kind
of new business which draws the sympathy of those who believe that there
should bhe subsidy of new business are those undercapitalized small
- businesses which are struggling to survive and whose ranks are dispropor—b
tionately filed with retail operations. So there is a dilemma in terms
of trying to set new rates by industry. In addition to the economic
problems we can see above, there exist the problems of identifying which
industry many of these operations would fit into. For example, if an
employer finds that there is a large differential between construction
contracting and retail sales operations, it is obvious that the employer
will want to call his operation retail sales, will attempt to get a retail
sales license in order to sell material at retail, and will continue to
call himself a retailer even thoughvhis basic operation may be construction.

With the coming and going of between 6,000 and 12,000 new employers

a year in the system, it would require a fairly large force of people to



176
investigate this activity. In addition to those new employers who
would be coming in yearly, there would be those employers who are in
business for a year or so and then apply for a reduced rate on the
basis that the nature of their business has changed. Another example
would be a construction company which builds houses acquiring a realtor's
license or perhaps a broker's license;vand_calling'itself a real

estate company. By doing so it would enjoy the lower rate that would

come with the real estate industry rather than the construction industry.

Industrial Development

There is some reason to believe that new industry rates that are
above a certain level deter new industries from coming into the state
because those individual new industries recognize they have very low
wmearployment rates and thus are paying into the system for a period
an amount far greater than they perceive necessary for their
particular case. In addition, the ovefall tax climate of any state must
be taken into consideration and although investigation of the high numbers
may, in terms of tax rates, lead one to conclude that the tax burden is
not that high, it nevertheless causes some consternation in terms of
attempting to explain this, and a high rate by itself quite often can
discourage some employers.

' To what extent Virginia wishes to trade off these various aspects,
that is, to trade off some subsidy of new employers in order to provide
an environment that is attractive to new employers; is a political
question. It is not clear what benefits existing employers; who will
ge asked to pay this subsidy, get from having new employers come into the
state. 1In fact, quite often new employers coming into the state compete

for the same labor, many of the same resources, the same sites, etc., as
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existing industry, and existing industry is in essence in a worse
situation because of new industry.

When the term new industry is used, it most often refers to
those industries which come into the state and have some ability to
decide in which particular state they wish to put their facilities.
For exanple; retail trade outlets are not likely to be deterred by state- -
wide tax, in the sense that the business of providing retail trade must
be conducted in the area in which the people live who will provide the
market. There are new industries which can decide to go to North
Carolina or Maryland or Kentucky or Tennessee to build tﬁeir plant and
provide jobs.  We are basically talking about manufacturing .and COrpor-
ate headquarters who do have wide discretion about where they put their
facilities. Employers who have this ability to decide where to put their
facilities are more likely to be sophisticated in terms of their ability
to campute real tax rates and usually have access to capital markets to
average out taxes over a period of time. For example, an enployer asked
to pay a high rate for three years, when assured that if there is no
unemrployment attributable to him his rate would fall close to zero and
over a 10 year period his rate for unemployment tax would in fact be
quite low, may find Virginia more attractive than states with higher flat
taxes. To the extent that employers do not loock at the issue in the
long run, a new employer tax which is relatively high may well discourage
those industries. It is more likely, however, that new employers would
be looking at (1) the average tax rate or the average benefit to total
wage rate of a state, (2) how actuarially sound the system was; (3) how
liberal benefits were relative to other states, and (4) how well certain

aspects of the law were administered. Because if he could be assured of
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fairly low pool cost charges and relatively low fund building taxes,
each employer would realize that he determines his own experience
rating rate.
Sumary

New employers can add more to the cost of a system than they
contribute. Certain remedies exist to alleviate the problem if their
application is consistent with the philosophy of those constructing the
system.

One obvious solution is a relatively high tax rate for new
employers. While this would develop the necessary revenue, it would make
Virginia less competitive in terms of attracting new business, particularly
businesses which have options to locate elsewhere. Another aid to the
Virginia system would be to experience rate new employers upward after
four quarters if it is determined their rate should be increased due to
charges in excess of the new employer rate.

Since one of the big risks associated with new employers is the
propensity to go out of business, the major problem for a’system is how
to cover the risk of the business failure prior to the collection of
taxes. If private campanies were selling insurance for this particular
problem, they would attack it in two ways:

(1) They would attempt to collect as much as possible ahead

of the fact. That is, they would charge premiums payable
in advance in order to have as much of the money as
possible prior to the company going out of business.

In an unemployment compensation system, this would
correspond more closely to a reserve ratio system than

a benefit wage ratio system. The reserve ratio system
would have, in this case, individual accounts for the
employers and would attempt to build those individual
accounts as large as possible prior to a certain percen-
tage of the businesses going out. In essence, however,

all experience rating systems would be doing the same
thing since all usually charge a flat rate for new

employers.
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(2) A private insurance company would pool the risk of

new employers across all new employers. That is,

in the absence of any ability to distinguish between

any particular new employer going out of business,

the private insurance company would simply try to

charge a rate on new employers high enough to cover

the total costs that new employers would bring to the

system. v
To the extent there is an ability to distinguish between particular new
employers, an idéal new employer rate would be tailored to the individual
new employer. If a private insurance company were to attempt to do this
for the state, it would try to determine how long the business would be
expected to remain in the state. That is, it would develop a means of
predicting whether the business is temporary or whether the business plans
to be a permanent rfember‘ of the Virginia econcmy. Another criterion to
look at would be the capitalization of the operation in terms of its
ability to survive in a hostile market. Undercapitalized businesses
tend to be éubject to failure at a much greater rate than those with
adequate capital. In the world of finance therz—;- are methods of deter-
mining if capital ratios relative to the operation of the business are
sufficiént and those criteria could be applied. Ancther criterion would
be the nature of the business to determine if there are any seasonal
aspects about the business which would increase the amount of claims
activity while the new employer was in the new emplof{er category. What
is the probability that this new employer, once he survives and becomes
experience rated, would be at the top rate, or a rate which would exceed
the top Vrate if that were possible?

Still another aspect that would be looked upon would be the extent

to which this business is affected by cyclical downturns. That is, is

this a business which is highly su.éceptible to unemployment during
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recessions or is this a business which traditionally has had stable

employment throughout recessionary periods. It becomes obvious that

to do this kind of analysis on an individual basis and to require the

paperwork from a company or a new business that would be necessary to

evaluate that business at some of the levels suggested above, would be

disagreeable to the new business and would require a great deal of work.

In total, only two issues on new employers are of major importance:

First, is the rate recovering a relativeiy large portion of the benefit

charges, and second, is the rate camparable to that of other states?

Objective: To recover benefits charged to new employers who have
gone. out of business, plus collect the experience rating
charge as quickly as possible. '

Alternatives: 1.

2.

Charge new employers by an industry average - from
.27 percent to 2.57 percent.

Charge a rate which will bring a percentage of the
taxable base per year into the employer's account
so that by the end of three years a high percentage
of the necessary reserve or of the pre-collection is
made. '

Charge the maximum rate for new employers.

Charge a rate comparable to surrounding states -
2 percent to 3 percent.

Charge any of the above rates for 1 year.
Charge any of the above rates for 3 years with

experience rating upwards after 1 year if experience
warrants it.

Study Recommendation: A tax rate of 2.5 percent for a three year period

to which would be added pool costs and fund building
charges with the rate to be experience rated upwards
after one year if experience warrants it.

Taxable Wage Base

Introduction

One of the least understood aspects of a U.I. system is the role

that the tax base plays. In the beginning, all wages of covered enployees
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were taxed. On the Federal level, a tax base of $3,000 was established
in 1940 which was raised to $4,200 in 1972 and $6,000 in 1978.7 Most
states followed the Federal lead and set their tax base at the Federal
level. At present, 33 states use the Federal tax base of $6,000 while
the remaining either have higher tax bases or flexible taxable wage
Bases. Table 12 shows the states using $6,000 and the states and the
amount of the tax bases exceeding $6,000. Eleven states have a flexible
wage base that is a percentage of the average annual wage in the state
with varying percentages of annual wage used. |

For the Federal government, increasing the tax base increases
the revenue collécted from the FUTA tax by almost the same percentage the
base increases. For a state system with experience rating, an increase
in thé tax base will provide much less of an increase over time. The
FUTA tax is a flat tax and, thus, produces a set amount of revenue from
an enployer regardless of the employer's experience. When thetax rat%
is determined by the elnployer"s experience, as inVirginiai"the tax rater

will fall over time as.the.base increases. if the enployer's unémployment?

experience remains the samé. The mechanics of experience rating predeter:
mine that this will occur, but it comes as’sémewha€ of & strprise to
i?émy.s The tax rate adjusts because the experience rating system is
designed to recover from employers what has been charged against them.

In Virginia,l the gain in revenue from an increase in the tax base wéuld

result in additional revenue from pure experience rated employers only

for the three year period the system uses to determine taxes. The first

"Donald L. Diefenbach, Financing America's Unemployment Compensation
Program (Washington, DC: U. S. Department of Labor, 1979), p. 76.

8arkansas Enployment Security Division, Effects of a Taxable Wage
Base Change on Individual Employvers (Little Rock: Septenber, 1972), p. 1.
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TABLE 12
TAXABLE WAGE BASES FOR STATES
(1)

STATES WITH GREATER THAN $6,000 TAX BASE
PERMANENTLY OR UNDER CERTATN CONDITICNS

State Tax Base

Alaska 10,000

California 7,000 if benefits exceed contributions
Hawaii 11,200

Idaho 10,800

Iowa . 7,400

Minnesota _ 8,000

Montana 7,600

Nevada 7,900

New Jersey 6,900 (28 x state average weekly wage)
New Mexico 7,200

North Dakota 7,600

Oregon 10,000

Rhode Island 7,200

Utah 11,000

Washington 9,600

TABLE 12--Continued

(2)
STATES WITH FLEXIBLE TAX BASES

Percent of Avefage

State Arinual Wage
Alaska 60%
Hawaii 100
Idaho 100
Iowa 66 2/3
Montana 75
Nevada 66
New Mexico ‘ 65
North Dakota 70
Oregon 80
Rhode Island 70
Utah 100
Washington 80

SOURCE: U. S. Department of Labor, Comparison of State Unemployment
Insurance Laws (Washington, DC: October, 1980), Table 201.
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TABLE 12-—Continuved

(3)
STATES WITH $6,000 TAX BASES

State Base
Alabama $6,000
Arizona 6,000
Arkansas 6,000
Colorado 6,000
Connecticut 6,000
Delaware ~ 6,000
Dist. of Col. 6,000
Florida 6,000
Georgia 6,000
Illinois 6,000
Indiana 6,000
Kansas 6,000
Kentucky 6,000
Louisiana 6,000
Maine 6,000
Maryland 6,000
Massachusetts 6,000
Michigan 6,000
Mississippi 6,000
Missouri 6,000
Nebraska 6,000
New Hampshire 6,000
New York ' 6,000
North Carolina 6,000
COhio 6,000
Oklahoma 6,000
Pemnsylvania 6,000
South Carolina 6,000
South Dakota 6,000
Tennessee 6,000
Texas 6,000
Vermont 6,000
Virginia 6,000
West Virginia ‘ 6,000
Wisconsin 6,000
Wyoming 6,000

SOURCE: U. S. Department of Labor, Compariscon of State Unemployment
Insurance Laws (Washington, DC: October, 1980), Table 201.
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yvear will produce the most, 'the second and third years less, and then
the amount collected will became what would have been collected under
the old tax base, given the same levels of experience and same tax
schedule.

The term pure experience rated employer is used because for two
groups of employers; the above is not true. WNew enmployers and those
employers who are "up against the maximum rate" are permanently affected
by a tax base increase. New employers are charged a flat tax rate because
there is no experience on which to rate them. Those employers whose
experience results in a calculated tax rate above the mandated ceiling
would pay more in taxes every year when the tax base is increased.

2djustment of Rate Whern Base is Charnged

Thus, tax base increases could provide a short run increase in
revenue from pure experien;::e rated employers and a permanent increase in
revenues from new enployers and those employers with calculated ratés
that would exceed the maximum. For those states like Virginia, which
have adjusted the tax base concurrently with the Federal government, there
have been no systematic criteria for adjusting or establishing the tax
base. There has been no attempt to link it to benefit tables or to the
potential liability of particular employers.

Those states with flexible tax bases have attempted to link
liability with taxes by adjusting the base when wages increase .- Because
benefits increase when wages increase, the revenues adj'ust‘ automatically.
There are some equity problems involved, however, if tax rates are not
adjusted when the base is increased. The tax base increase becomes a
means of collecting increased revenues from all employers without regard

to their experience rating or to the potential liability. Since these
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states use longer than a one year period to calculate tax rates, they
are calculating rates partially-determined by the old tax base, to apply
against a higher tax base. The effect is a hidden real tax increase on
pure experience rated employers.
The flexible base on the other hand does collect greater‘revénue
from new employers and those up against the maximum rate and; thus, lowers

the overall pool costs on all employers. Therefore, the effect of a
flexible tax base could be to reduce the long run overall tax rate even
“though there may be sare short run inequitieslfor sare individual employers.

Potential Liability

On the other hand, if the benefit table does not change, i.e;) there
is not an inérease in the maximum benefit amount with concurrent increases
in wages required to draw, increasing the base is not necessary from a
potential liability standpoint. Increases in total benefits because cf
increases in average weekly wages wili be accounted for in higher tax
rates. This is true, of course, only for those employers who are purely
experience rated.

Theoretically, the tax base should reflect the potential liability
of an employer and, thus, should correspond to the benefit table.  That
is, if the maximum amount required in wages to draw the maximum benefits
for the maximum duration is $9,516 (Virgihia's case), the tax base should
be $9,516 to reflect that (1) an employer can have an employee draw maximum
benefits, and (2) it is possible in all industries to have employers up
against the top rate.

If tax rates on experience rated employers were adjusted relatively
to account for the 58.3 percent increase in the base, $6,000 to $9;500;

the experience rated employer would not be affected. 2An even better
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solution would be to adjust the taxable wages of the previous two years
by the percentage increase in the taxable wages of the year the tax
base increase went into effect. An example of this is given in Table 13.
The purpose of the table is to demonstrate that increasing the taxable base
need not have any effect on an employer who is experience rated and who
is not up against the maximum rate.”
In the table four employers are considered, .( 1) a pure experience

rated employer whose experienée puts him beneath the maximum rate,
(2) an employer who is .at the maximum rate but whose actual benefit wage |
ratio is only slightly above that which is the max'LmUIﬁ, (3) an employer
who is at the maximum and whose benefit wage ratio far exceeds that
necessary for the maximum rate, and (4) a new employer.

| For each employer except the new employer, the benefit wages are
given for three years, the taxable wages are given for three years, and
the calculations necessary to determine tax payments made. Virginia's
formula for determining taxes is benefit wages/taxable wages = benefit
wage ratio in percent terms. For e}%ample, the tax table (Table 14) with
a state experience factor of 35,10 a benefit wage ratio of 8.33 gives the

tax rate at the bottam of colum 37. The tax rate is 3.6 percent of the

taxable wage for the employer in question.

9‘For another discussion of these issues see, Utah Department of
Enployment Security, The Taxable Wage Base In Employmerit Security (Salt
Lake City: December, 1976), pp. 85-99.

10state experience factor. ——- For any calendar year the '"State
experience factor" shall be the total benefits paid from the fund during
the most recent thirty-six consecutive completed calendar month period
ending June thirtieth of the immediately preceding calendar year, less
all amounts credited to the fund in such period other than employer's
contributions, divided by the total of the "benefit wages" deemed to
" have been paid by all employers pursuant to §§ 60.1-80 and 60.1-81 during
the same period. In such computation any fraction shall be adjusted to
the nearest multiple of one per centum. (Code 1950, § 60-71; 1954, c. 203;
1960, c. 136; 1968, c. 738; 1977, c. 330.)
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TABLE 13

CALCULATIONS TO ADJUST TAX RATES
FOR TAX BASE CHANGES

(1)
" Normal Experience Rated
““Enployer - 100 Employees

1977 1978

Benefit Wages © 51,000 50,000
Taxable Wages 600,000 600, 000

150,000
1,800,000

Three Years of Benefit Wages
Three Years of Taxable Wages
Benefit Wage Ratio = 8.333%
State Experience Factor = 35
Tax Rate = 3.6% (4.9 if 40% surcharge)
Tax Bill = .036 x 600,000 = 21,600

i

Assume an increase in the tax base to $9,500

1977 - 1978
Benefit Wages 51,000 50,000
Taxable Wages 600, 000 600, 000

Three Years Benefit Wages = 150,000
Three Years of Taxable Wages = 2,150,000
State Experience Factor = 35

Benefit Wage Ratio = 6.97%

Tax Rate = 3.0%

Tax Bill = .030 x 950,000 = 28,500

With adjustment, increase old taxable wages;
by the increase in year three taxable wages.

1977 + 1978

Benefit Wages 51,000 50,000
Taxable Adjusted Wages 950,000 950,000

Three Year Benefit Wages = 150,000
Three Years Taxable Wages = 2,850,000
Benefit Wage Ratio = 5,26%

Tax Rate = 2.3%

Tax Bill = .023 x 950,000 = 21,850

1979

49,000
600,000

in 1979.
1979
49,000
950,000

years‘l and 2,
1.58333

1879

49,000
950,000
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TABLE 13-—Continued

(2)
Emloyer Up Against The
Top - 100 Employees

1977 1978
Benefit Wages - 85,000 86,000
Taxable Wages 600,000 600,000
Three Years of Benefit Wages = 255,000

Three Years of Taxable Wages = 1,800,000
Benefit Wage Ratio = 14.17%

State Experience Factor = 35

Tax Rate = 4.5% (6.3 if 40% surcharge)
Tax Bill = .045 x 600,000 = 27,000

Assume an increase in the tax base to $9,500

1977 1978
Benefit Wages 85,000 86,000
Taxable Wages 600,000 600,000

Three Years Benefit Wages = 255,000
Three Years of Taxable Wages = 2,150,000
State Experience Factor = 35

Benefit Wage Ratio = 11.9%

Tax Rate = 4.5%

Tax Bill = .045 x 950,000 = 42,750

With adjustment, increase old taxable wages;
by the increase in year three taxable wages.

1977 1978
Benefit Wages 85,000 86,000
Taxable Adjusted Wages 950,000 950,000
Three Years Benefit Wages = 255,000
Three Years Taxable Wages = 2,850,000

Benefit Wage Ratio = 8.95%
Tax Rate = 3.8%
Tax Bill = .038 x 950,000 = 36,100

1979

84,000
600,000

in 1979.
1979

84,000
950, 000

years 1 and 2,
1.58333

1979

84,000
950,000
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TABLE 13--Continued

(3)
Implover Wage — Over the Maximum

1977 1978 1979
Benefit Wages 120,000 120,000 120,000
Taxable Wages 600,000 600,000 600,000
Three Years Benefit Wages 60,000

= 3
Three Years Taxable Wages = 1,800,000
Benefit Wage Ratio = 20.0%
State Experience Factor = 35
Tax Rate = 4.5%
Tax Bill = .045 x 600,000 = 27,000

Assume an increase in the tax base to $9,500 in 1979.

1977 1978 1979
Benefit Wages 120,000 120,000 - 120,000
Taxable Wages 600,000 600,000 950,000

Three Years Benefit Wages = 360,000
Three Years of Taxable Wages = 2,150,000
State Experience Factor = 35

Benefit Wage Ratio = 16.7%

Tax Rate = 4.5%

Tax Bill = .045 x 950,000 = 42,750

With adjustment, increase old taxable Wages, vears 1 and 2,

by the increase in year three taxable wages. 1.5833
1977 1978 1979

Benefit Wages 120,000 120,000 . 120,000

Taxable Adjusted Wages 950,000 950,000 950,000

Three Years Benefit Wages = 360,000

Three Years Taxable Wages = 2,850,000

Benefit Wage Ratio = 12.6%
Tax Rate = 4.5%
Tax Bill = .045 x 950,000 = 42,750
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TABLE 13--<Continued

(4)
New Emplover y

Taxable Wages = 600,000
New Employer Tax = 2.0%
Tax Bill = 12,000

Taxable Wages = 950,000
New Employer Tax = 2.0%
Tax Bill = 19,000

Adijusted New Enplover

Taxable Wages = 600,000
New Employer Tax = 2.0%
Tax Bill = 12,000

Taxable Wages = 950,000
New Employer Tax = 1.265%
(9500,/6000 = 1.58)
. {2.0%/1.58 = 1.265%)
Tax Bill = .01265 x 950,000 = 12,018
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TABLE 14
A PORTION OF VIRGINIA'S TAX TABLE .1980

§ 60.1-84 UNEMPLOYMENT COMPENSATION § 60.1-84

.

When the State )
Experience Col.  Col. Col. Col. Col. Col. Col. Col.

Factor Is: 34 35 36 37 38 39 40 41
If the employer’s benefit wage ratio does not exceed: .
1% or less 41.3 42.5 43.8 45.0 46.3 47.5 48.8 50.0
2 36.7 37.8 38.9 40.0 41.1 42.2 43.3 44.4
3 33.0 34.0 35.0 36.0 37.0 38.0 39.0 40.0
4 30.0 30.8 318 327 336 345 355 364
5 27.5 28.3 29.2 30.0 30.8 31.7 32.5 33.3
6 25.4 26.2 26.9 27.7 28.5 29.2 30.0 30.8 )
7 23.6 24.3 25.0 25.7 26.4 27.1 27.9 28.6
8 22.0 22.7 23.3 24.0 24.7 25.3 26.0 26.7
9 20.6 21.3 21.9 22.5 23.1 23.8 24.4 25.0
10 19.4 20.0 20.6 21.2 21.8 22.4 22.9 23.5
11 18.3 18.9 19.4 20.0 20.6 21.1 21.7 22.2
12 17.4 17.9 18.4 18.9 19.5 20.0 20.5 21.1
13 16.5 17.0 17.5 18.0 18.5 19.0 19.5 20.0
14 15.7 16.2 16.7 17.1 17.6 18.1 18.6 19.0
15 15.0 15.5 15.9 16.4 16.8 17.3 17.7 18.2
16 14.3 14.8 15.2 15.7 16.1 16.5 17.0 17.4
17 13.8 14.2 14.6 15.0 15.4 15.8 16.3 16.7
18 13.2 13.6 14.0 14.4 14.8 15.2 15.6 16.0
19 12.7 13.1 13.5° 13.8 14.2 14.6 15.0 15.4
20 12.2 12.6 13.0 13.3 13.7 14.1 14.4 14.8
21 11.8 12.1 ) 12.5 12.9 13.2 13.6 13.9 14.3
22 . 11.4 11.7 12.1 12.4 12.8 13.1 13.4 13.8
23 11.0 11.3 11.7 12.0 12.3 12,7 13.0 13.3
24 10.6 11.0 11.3 11.6 11.9 12.3 12.6 12.9
25 10.3 10.6 10.9 11.3 11.6 11.9 12.2 12.5
26 10.0 10.3 10.6 10.9 11.2 11.5 11.8 12.1
27 9.7 10.0 10.3 10.6 10.9 11.2 11.5 11.8
28 9.4 9.7 10.0 10.3 10.6 10.9 11.1 11.4
29 9.2 9.4 9.7 10.0 10.3 10.6 10.8 11.1
30 8.9 9.2 9.5 9.7 10.0 10.3 10.5 10.8
31 8.7 8.9 9.2 9.5 9.7 10.0 10.3 10.5
32 8.5 8.7 9.0 9.2 9.5 9.7 10.0 10.3
33 8.3 8.5 8.8 9.0 9.3 9.5 9.8 10.0
34 8.0 8.3 8.5 8.8 9.0 9.3 9.5 9.8
35 7.9 8.1 8.3 8.6 8.8 9.0 9.3 9.5
36 7.7 7.9 8.1 8.4 8.6 8.8 9.1 9.3
37 7.5 7.7 8.0 8.2 8.4 8.6 8.9 9.1
38 7.3 7.6 7.8 8.0 8.2 8.4 8.7 8.9
39 7.2 7.4 7.6 1.8 8.0 8.3 8.5 8.7

40 7.0 7.2 7.4 7.7 7.9 8.1 8.3 8.5
The employer's contribution rate shall be:
33% 3.4% 3.5% 3.6% 3.7% 3.8% 3.9%  4.0%

64

SOURCE:  Virginia Unemployment Compensation Act as amended 1980,
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In Table 13 each employer's tax rate and tax bill is calculated
on a taxable wage base of $6;OOO per employee, on $9,500 taxable wages
for each employee; and on $9,500 for each employee with an adjustment
made to the employer's taxable wages for the three year period used
for calculation.

For the employer who is an experience rated employer (employer 1) -
and is at less than the maximm rate, the tax bill is $21,600 with taxable
wages of $600,000. When taxable wages are raised to $9,500 and no
adjustment is made, the tax bill increases to $28,500, although the tax
rate is lower. When adjustment is made to the taxable wages for the
three year period (years 1977 and 1978 taxable wages are increased by the
same percentage as 1979) the tax bill drops to $21;850 or virtually the
same amount as with a $6,000 tax base. The $250 difference is due to the
unevenness of the tax table in applying rates. Theoretically the amounts
should be the same.

For the employer at the maxinum, but whose benefit wage ratio does
not greatly exceed the maximum, the tax bill is $27,000 when the tax base
is $6,000. When the base is raised to $9,500 with no adjustments, the
tax bill increases to $42,750. With the adjustment to the three years of
taxable wages, the tax bill decreases to $36,100. In this case $36,100
is the amount that will reimburse the system for the éosts imposed by
thié employer. He has dropped from the maximum rate of 4.5 percent to
3.8 percent. He is no longer at the maximm rate and has become a pure
experience rated employer.

Contrast this with an employer at the maximum rate and whose
experience puts his benefit wage ratio considerably above that necessary

for the maximum rate. His tax bill with a $6,000 base is $27,000. With
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an increase of the taxable base to $9,500 his tax bill increases to
$42,750. With ad_'i‘ustment to the three year taxable wages,I his benefit
wage ratio falls, but not enough to get him below the maximum rate. His
tax bill is still $,42;750.

For the new employer with a tax rate of 2 percent, his tax bill
would be $12,000 with a tax base of $6,IOOO and $19,000 with a tax base
of $9,500. Either a legislative change in the tax rate may be necessary
for the new employer; or an automatic adjustment to keep the tax bill
constant. The adjustment would be to divide the new employer tax rate
by the ratio that the old base is of the new base. In Table 13 the change
results in the same tax payment by changing the new enployer tax rate
from 2 percent to 1.265 percent.

It is important to keep in mind that the éxanples assume that the
‘employees of these employers earn at least $9;500 per year. To the extent
enployees earn less, the tendencies exhibited in the example would still
exist whenever the wages of employees exceeded $6,000; the system would
only collect more revenue from new employers and those employers at the
maximm rate.

A benefit ratio system such as Virginia is adopting works the
same way as the examples given above. In order for the tax base change
to be neutral, an adjﬁstment would have to be made in the benefit ratio
calculation. For a benefit ratio system, benefit charges would be
substituted for benefit wages and the corresponding tax table used.

For a reserve ratio system, a tax base increase has similar
effects and the adj.ustment in this case would be a corresponding shift
in the tax table. For example, if the reserve ratio necessary for the

minimum rate was 5 percent, and an employer had 10 employees paying on
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a base of $6,000 the result would be:

..... - 9 I3 OOO Balance e 5 percent
180,000 vwages for 3 yrs.

If the base were increased fram $6,000 to $9,000, the calculation for
the first year would be:

~'$9,000 Balance —
$210,000 wages for three years

4.3 percent

In North Carolina this would result in a tax rate increase fram .l percent
t§ .4 percent and instead of .l percent x $6,000 or a $60 tax payment,

it would be .4 percent x $90,000 or a $360 tax payment. Thus, in a
reserve ratio system a tax base increase gives a double impact.

One solution would be to inflate the first two yéars of taxable
wages by the percentage increase of the base, in this case to $270,000
for three years taxable wages, plus reduce the reserve ratio from 5 per—
cent to 3.3 percent necessary for the minimum rate. Only then will the
employer pay the same tax.

Confusion concerning tax base increases and how to implement
them is heightened by a lack of clarity as to why the base is being
raised. Reasons for raising the base can be (1) a desire to increase
revenue from all employers regardless of experience rating; or (2) to
increase the effectiveness of experience rating by maintaining a constant
real maximum tax rate, or (3) to increase £he effectiveness of experience
rating by linking potential liability of employers to the taxable base.

Employers oppose tax base increases because they perceive it is
to accamplish number (1). Unfortunately, they are so often victims of
increases based on nurmber (1) that there is good reason for them to
oppose tax base increases or flexible tax bases. If the base change is

only to increase revenue, no adjustments to the tax calculations would
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be made and there would be less experience rating than before.

If either numbers (2) or (3) are the motives for increasing the
tax base, then the employer who is not at the maximum rate (and this is
most of the employers) has no reason to oppose a tax base increase. In
fact, most employers are benefited by tax base increases because of the
increased effectiveness of experience rating if the following three
conditions are met: (1) increases in the tax base are compensated for
so that an experience rated employer under the maximum rate pays no more
in taxes than before; (2) the minimum experience rating rate is zero;
and (3) pool costs are calculated separately and divided by taxable wages
to generate a tax rate that only recovers pool cost amounts. For pool
costs, higher wage employers would bear somewhat higher costs than lower
wage employers, the higher the tax base became. This disadvantage could
be of concern to high wage employers. It should be kept in mind: however ,
that an eroding taxable wage base will increase pool costs as the maximum
rate loses its effectiveness. One additional advantage of a higher
taxable wage base is the spreading of tax collections over longer periods.
Collections now tend to be concentrated in the first two quarters..ll

States can choose to raise tax bases when forced by Federal Law
to do so or initiate their own increases. They can ghooSe to adj-ust rates
or receive the windfall gain. To have a well administered system; however,
the base should reflect increases in benefit payout and, thus, increased
enployer liability. The most desirable way to accomplish this is to set
the base equal to the amount of wages necessary to draw the maximum

benefit for the maximum period and_adj-ust tax rates when the base is

changed.
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Objective: To have a tax base which corresponds to the potential
liability of the system so that taxes are paid on all
wages that are part of the wage base for benefits.

Alternatives: 1. Adjust tax base only when it is adjusted by the
Federal Government; Virginia's present situation.

2. Set up a flexible wage base which changes based on
the condition of the Fund.

3. Make the wage base the same amount as the highest
qualifying wages for benefits adjusting tax rates
to maintain equity.

Study Recamendation*: Set the wage base the same amount as the .
highest qualifying wages for benefits adgustlng
tax rates to maintain equity. Q*leférs frot
J01nt Subccnnuttee ReCCHnendatloﬂ35

Industry Rates

Because employers tend to organize politically along industry
lines, comparisons of the impact of individual industries on the Trust
Fund are certain to occur. Industries which pay into the Fund greater
amounts than charges against the industry, pressure to change that fact.
In Table 6 it is apparent that the Retail and Wholesale Trade Industry -
pay in more than is drawn out. Construction and Mining pay in fewer
dollars than are drawn out. It is natural for representatives of Retail
and Wholesale Trade to want the Construction and Mining Industries to
"pay their own way“}2 Although such is a politically attractive proposal,
it is one with little econamic basis. Calculating tax rates by industry
is a step backwards over the present system. It is important to under-
stand why there are industry differences and how Retail and Wholesale
Trade comes to help subsidize Construction. Industries are camposed of
individual employers and for a particular industry, as a whole, to show
benefits exceeding contributions, many individual employers within that

particular industry must have benefits exceeding contributions. The

1256 Page 87 for Becker's discussion of this problem.
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same pattern holds for those industries which havé contributions
exceeding benefits. The question to anSwer' is;A why do individual
am_ployers end up with benefits exceedlng contributions? The answer is
obvious. Contributions are l:Lmlted by the application of a ceiling
on the maxinum rate while benefits are not sub_]ect to this artificial
limit. All industries have employers who are "up against the maximum
rate" and whose benefits excéed contributions . Table 15 shows the
percentage of employers at the minimum and maximum rates by lndustry
Constructlon and Agrlculture, Forestry and Flshlng have a greater
percentage at maximum rates (high rates) and therefore, a larger
percentage with benefits exceeding contrlbutlons.

Thus, the problem stems from the decision to set a maximum rate -
and nt>t from the fact that seasonal industries hava ‘higher incidéﬁ‘ces' of
memployment. The maximum rate is set with Full huowlaage, that seasonal
industries would benefit more fram such action than ﬁof1SeaSonal industries..
It should come as no surprise that what one sets out to do is‘ what occurs.

Since the inter-industry problem is caused by a desire to have
aubsidies, there is a sequence of decisions to be made The first is
whether to continue with the subsidy. If it is eliminated, the inter-
industry differential of benefits to contributions will disappear. If
the subsidy is to continue, the decision reduces to a question of how
to finance it. Subsidies are usually paid for by the general public
on the grounds that the general public benefits from the subsidy. In
that vein, the employer commmity would share in the subsidy with the
costs generally being passed on as a cost of business. By making this
subsidy part of pool costs, the general tax on the exrployer cammmity

would be approximately .2 percent of taxable wages.
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TABLE 15

- PERCENTAGE OF EMPLOYERS AT MINIMUM AND

MAXTMUM TAX RATES BY INDUSTRY

Cateq ‘Og '
Agriculture, Forestry, Fisheries
Mining and Construction
Manufacturing

Transportation, Communication
and Public Utilities

Retail and Wholesale Trade

Finance, Insurance, and Real
Estate

Services

1979

Percent of
Employers at -
Minimm Rate

1979

60%

Percent of
‘Emplovers at

Maximum Rate

1979

11%
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Another alternative would be to charge businesses an industry
average. As shown in Table 16 a construction business would pay 2.57
percent regardless of experien'ce..' Forty percent of the enpléyefs in
that industry are at the mln:lmum rates; and thus, pay ;07 percent.
The increase on‘those companies would be immense.. Even nore important,
what benefit does a construction conpany, whicﬁ has no unemployment
experience, get from subsidizing a construction company with high
unemployment experience. Realistically, the subsidy benefit to a good
experience construction cdnpany is no more than to the population in genéraL'
" but industry rates would require him to pay a large share of the subsidy.

While the above is obvious’to_all; there 1s a more subtle reason
to'avoid industry rates; - Retail and Wholesale Trade would have low
industry rates - .44 perc'ent.. Under the present syste_m;.‘ 60 percent of
employers in that industry pay a .07 percent rate'.'] 'If they were to pay
the .07 percent rate plus the amount of é general subsidy, .20 percent,
their rate would be .27 percent, which is less than if they paid
their low industry rate period. | Thus, 60 percent of -Retailers
would find a general subsidy cheaper than an industry rate‘.A Only
employers in Finance, Insuranée, and Real Estate would find it advanta-
geous to have industry rates. Deficit industries in terms of benefits
exceeding contributions are caused by a desire to have subsidies to
employers whose claims lead to rates that would exceed the maximm. If
there is a general desire to have subsidies, they: should be financed by
the general population (in this case, "the total employer cammnity) and
not by others within the mdustry

Objective: To prevent inter-industry subsidies and collect from each
industry the industry cost. ’
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