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Summary

Background

Both the Department of Defense (DoD) and the Department of Vet-
erans Affairs (VA) pay disability compensation to military members
who have been injured or whose injuries were aggravated while serv-
ing on active military duty. VA disability compensation depends on
the individual’s degree of disability as a result of his or her injury.
Implicit in this approach is the idea that the performance of physical
tasks directly affects civilian earnings. The level of earnings before the
injury does not affect the VA disability compensation that a service-
member receives as a result of a disability.1 This is in direct contrast
to civilian disability compensation, which is tied to an employee’s
pre-injury earnings.

Disability compensation for military personnel has received
much attention recently, in part because of concern over those in-
jured in the conflicts in Afghanistan and Iraq and whether they are
receiving adequate compensation for their injuries. Another influence
is the fact that the law affecting disability compensation recently
changed to eliminate the offset between retired pay and disability
compensation for those with a disability of over 50 percent and more
____________
1 Civilian earnings do not affect VA disability compensation, but member disability com-
pensation offsets military retired pay for many retirees with a disability. Military retired pay
does reflect the member’s rank and earnings.
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than 20 years of service. More general influences pertain to advances
in medical technology and changes in the workplace. The former re-
sults in far more effective rehabilitation efforts than in previous years.
The latter affects the nature of the work done. Injuries that would
make it much more difficult to carry out the agricultural or manufac-
turing tasks that were common years ago may not have much effect
on being able to do the jobs associated with the service- and knowl-
edge-based economy. It is unclear whether the military disability sys-
tem has adjusted adequately to the opportunities available today to
disabled veterans.

The population of veterans with a service-connected disability
comprises four groups:

1. Nonmedical military retirees. Most retirees earn military retire-
ment benefits by completing 20 or more years of active-duty
service. Some of these retirees leave the military with some
service-connected disability, or a disability may develop after
leaving the military that is related to an injury or health problem
during their active-duty service.

2. Medical military retirees. Some members are injured and are de-
termined by a physical evaluation board to be unfit for military
service. These members are discharged from the military and draw
military retired pay that is a function of the severity of their dis-
ability, their years of service, and military retired pay.2

3. Veterans who receive disability severance. These members are
injured and unfit to continue on active duty. They are given a
lump sum payment as compensation for their disability and are
discharged from the service. In general, members draw a disability

____________
2 Active-duty personnel retire from the military with either a nondisability or disability re-
tirement. Nondisability retirement is based on length of service—usually 20 or more years. A
portion of nondisability retired veterans have a service-connected disability and are eligible
for military disability compensation. Although, technically speaking, these retirees are “non-
disability retired veterans with a disability,” for expositional purposes of this research, we
label this group “nonmedical military retirees.” DoD may also grant a disability retirement to
servicemembers who are unfit to perform their duties for medical reasons. Disability retirees
are labeled “medical military retirees.”
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severance instead of a medical retirement if their injuries are less
severe and their time in the military is short.

4. Other disabled veterans. Some individuals are injured in the mili-
tary, but the injury is not severe enough to preclude their contin-
ued service or the completion of their term of service. After
leaving the military, they are eligible for military disability com-
pensation for these injuries. This group will have less time in the
service than the retirees (nonmedical military retirees with dis-
abilities and medical retirees).

A portion of this analysis focuses on the civilian labor market
opportunities of military retirees. The analysis compares the civilian
labor force participation and earnings of retirees with and without
service-connected disabilities. In principle, a parallel analysis could
examine the nonretiree, veteran population and compare the earnings
of disabled and nondisabled veterans. No systematic data were avail-
able on the population of nonretiree veterans, however, so this analy-
sis is restricted to the population of military retirees.

Military disability compensation is based on the Veteran’s Af-
fairs Schedule for Rating Disabilities (VASRD). Military members are
given medical evaluations and assigned disability ratings in 10-
percentage-point intervals based on their medical conditions or limi-
tations. By federal regulation, the ratings are designed to “represent as
far as can practicably be determined the average impairment in earn-
ing capacity resulting from such diseases and injuries and their resid-
ual conditions in civil occupations.”3

The earnings capacity criterion means that compensation should
be based on a comparison of what an individual could have earned in
the absence of a disability and what he or she could earn with the dis-
ability. For the expositional purposes of this research, we label this
loss in earnings capacity an earnings loss.

An alternative possible criterion for computing disability com-
pensation would be to compare what an individual could have earned
____________
3 38 CFR 4.1 (2003).
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in the absence of a disability with what he or she actually earns after
the injury. The distinction between this absolute earnings loss and a
loss of earnings capacity is subtle—the absolute earnings loss may ex-
ceed the loss of earnings capacity if an individual reduced his or her
labor market work after an injury by more than would be “necessary.”
For example, if an injury severely impairs civilian wage opportunities,
then the individual may leave the labor force or reduce the amount of
work, especially if military retirement and disability income along
with savings and spousal income provide sufficient funds for living.
The absolute earnings loss for a nonworking disabled retiree would
then be the average individual earnings of similar nondisabled retirees
(some working and some not). In contrast, the loss in the earnings
capacity associated with the disability would be the difference be-
tween the earnings of a nondisabled retiree and the potential earnings
of a similar disabled retiree who had actually worked—or at least had
worked as much as his or her physical disability allowed.

The VASRD does not explicitly make allowances for pain and
suffering associated with a service-connected disability unless these
factors in some way affect civilian earnings. Disabled individuals may
have more frequent or extended unpaid absences from work for
health reasons. If so, these absences would reduce earnings and be
reflected in the rating schedule.

Purpose

This research reviews the goals and effectiveness of current policies for
compensating veterans with service-connected disabilities. It identifies
trends in veterans’ disabilities, compares the military disability system
with that used by civilian firms, and describes the effect of military
disability on civilian labor market outcomes.



Summary    xvii

Civilian Labor Market Opportunities for Disabled Retirees

Service-connected disabilities may affect how much a military retiree
is able to work, how much work is available in the workplace, and a
retiree’s earnings in the workplace. The analysis of civilian labor mar-
ket opportunities focused on retirees under age 62, since many mili-
tary retirees begin to retire from the civilian labor force at that age.

The analysis focuses on four labor market outcome measures:

1. Labor force participation. Disabilities may affect whether retirees
work in the civilian labor force as well as how much they work.
About 84 percent of nondisabled retirees work, compared with 74
percent of disabled retirees. A statistical model shows how retirees’
disability ratings affect the extent of work in the civilian sector.

2. Earnings of full-time workers. About 55 percent of disabled retir-
ees under age 62 work full time in the civilian labor market (i.e.,
they work at least 50 weeks per year and 35 hours per week). A
model compares earnings for disabled retirees with those of similar
nondisabled retirees, conditional on full-time work.

3. Earnings of full- and part-time workers. The model for full-time
workers is expanded to include retirees who work only a portion
of the year. About 74 percent of disabled retirees work either full-
or part-time in the civilian labor market. The results are condi-
tional on labor force participation and the number of weeks
worked by the retiree.

4. Earnings of workers and nonworkers. About 16 and 26 percent
of nondisabled and disabled retirees, respectively, are out of the
civilian labor force for the entire year and have no civilian wage
earnings. Nonparticipation rates are higher for retirees with dis-
abilities, but there is no evidence on what nonparticipants might
have earned if they had worked. This model assigned nonearners a
value of zero for annual wage earnings and combines these “earn-
ings” with those of full- and part-time workers. The model is
complete in that all retirees are included, but the assumption of
zero earnings for nonearners is likely to provide us with a lower
bound on earnings for individuals who choose not to work.
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The results show that labor market involvement varies consid-
erably with the level of a retiree’s disability rating. Labor force par-
ticipation rates are much lower for severely disabled retirees than for
nondisabled retirees—about 85 percent of nondisabled retirees work,
but the participation rates are 10 and 66 percentage points lower for
retirees with 50 and 100 percent disability ratings, respectively. Dis-
abilities have a much smaller effect on how much work is performed
by labor force participants. The reduction in weeks worked is only
two weeks and five weeks for retirees with ratings of 50 and 100 per-
cent, respectively. Hours worked per week vary little with the disabil-
ity rating.

Retirees with less-severe disabilities have labor market involve-
ment much more similar to nondisabled retirees. The median dis-
ability rating is 30 percent. At the median, the reduction in labor
force participation is only four percentage points. Among partici-
pants, the weeks and usual hours for retirees with a 30 percent dis-
ability are not statistically different from those of nondisabled retirees.

The reasons for not working or reduced work are not clear, but
the evidence shows that many retirees are reducing their work for rea-
sons other than their disability. The results show that 43 percent of
disabled retirees claim that they have no limit on the type or amount
of civilian work that they can perform. Even among nonworkers with
a disability, 20 percent claim that they have no work limitations.
Most severely disabled retirees do report limitations on their work,
however.

The first earnings model shows that earnings losses for disabili-
ties are small for full-time workers. It indicates that many disabled
retirees, especially those with relatively low levels of disability, are
doing well in the civilian labor market. The other two models add
first part-time workers and then nonworking retirees. These models
show larger earnings losses for disabled retirees. A serious analytic
problem for the models is the lack of information on what part-time
workers or nonworkers may have earned in the labor force. The mod-
els for all workers and all retirees implicitly assume that all retirees
work as much as possible in the labor market.
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The results from all three earnings models show that the VA dis-
ability compensation for each disability rating is higher than the cor-
responding earnings loss. A more complete assessment of the
disability compensation examines the extra value of the payment to
the individual after adjusting for the combination of the offset, con-
current receipt, and tax exemption of disability compensation. On
net, these adjustments scale down the payments to retirees with rat-
ings less than 50 percent (disability compensation is mostly offset by
retired payments) and scale up the payments to retirees with ratings
of 50 percent or greater.

The results show that the adjusted payments for nonmedical re-
tirees are insufficient to compensate retirees with small injuries for
their earnings loss. The gap for full-time retirees ranges from $172 to
$432 per year for ratings at the 10 and 40 percent levels, respectively.
The gap grows to $476–$3,886 per year if we use the model for all
retirees and account for reduced participation of disabled retirees.

More seriously disabled nonmedical retirees receive substantially
more adjusted disability compensation than their estimated earnings
loss.4 Among full-time workers, the net gain is $8,273 per year for a
50 percent disability rating; it rises to $36,123 for a 100 percent dis-
ability rating. The magnitude of the gains falls considerably when we
consider the results from the model for all retirees including nonpar-
ticipants. Then, the net gain is $2,966 per year for a 50 percent dis-
ability and $14,153 per year for a 100 percent disability.

Consistent with section 1414(b) of title 10, United States Code,
severely disabled medical retirees do not fare nearly as well as other
disabled retirees because they are not eligible for concurrent receipt.
The disability compensation for medical retirees is linked more di-
rectly to member pay and military experience at the time of the in-
jury. Medical retirees comprise about 19 percent of all disabled
retirees. Although medical retirees are not eligible for concurrent re-
ceipt, they have lower retired pay than nonmedical retirees because
____________
4 More specifically, as full concurrent receipt becomes effective over the next few years for
nonmedical retirees, severely disabled retirees will be overcompensated relative to their earn-
ings loss.
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they leave the military at lower ranks and with fewer years of military
service. As a result, the disability compensation of medical retirees
with disability ratings of 50 and above is not fully offset by their re-
tired pay.

For full-time workers, the results show that the adjusted pay-
ments to medical retirees with disability ratings of less than 50 per-
cent are slightly lower than their earnings losses. Among more
severely disabled medical retirees, the earnings gains for full-time
workers range from $5,736 per year at a 50 percent rating to $25,352
per year at a 100 percent rating.

As with nonmedical retirees, the magnitude of the earnings
losses for medical retirees rises considerably when we look at the re-
sults from the model for all retirees including nonworkers. Medical
retirees are undercompensated for their earnings losses in nine of ten
ratings categories, with the magnitude of the losses ranging from
about 1 to 11 percent of earnings per year.

Conclusions

Military and Civilian Philosophies of Disability Compensation Differ

Military and civilian disability programs differ in fundamental ways.
Civilian programs focus on replacing a portion of workers’ earnings
because they cannot work while recovering from an injury. The mili-
tary, on the other hand, continues a member’s full pay and benefits if
he or she is unable to work. If unable to return to duty, a military
member is discharged with a military retirement or a disability sever-
ance. Civilian programs replace earnings; military programs supple-
ment earnings on the assumption that those earnings are depressed as
a result of the disability. The military system is notably more gener-
ous than the civilian system in paying for short-term work loss.

Both Military and Civilian Systems Face Substantial Program Growth

Disability rates are rising rapidly, so programs in both sectors can ex-
pect substantial growth. The increase for military retirees was 22 per-
centage points between the 1971 cohort and the 2001 cohort (35
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percent to 57 percent). Because military disability compensation con-
tinues for life, the higher rates in recent cohorts will translate into
higher future expenditures.

Disability Compensation Is Adequate to Offset Most Labor Market
Losses from Service-Connected Disabilities

The comparisons of earnings for military retirees show that disabled
retirees are less likely to work, work fewer weeks per year, and earn
less than their counterparts without disabilities. The magnitude of
these differences depends critically on two factors. First, the gaps are
large for severe disabilities, but they are not large for the disabilities
with ratings less than 50 percent. About 71 percent of disabled retir-
ees have disability ratings in the latter range. Second, the earnings
losses from disability are sensitive to what assumptions are made
about why retirees work either less or not at all. We cannot fully as-
certain the full reasons for reduced participation, but the losses are
certainly higher if we attribute all the reduced participation to dis-
ability-related causes.

The comparison of earnings loss under a variety of assumptions
shows that disability compensation is adequate. The VA disability
compensation schedule is designed to reflect the loss of civilian earn-
ings capacity associated with a disability. The results from the earn-
ings models show that this schedule payment is systematically higher
than the earnings loss for each rating. The story becomes more com-
plicated if the focus is on how much extra income the retiree receives.
The value of the VA payment is affected by the offset with retired
pay, the tax-exempt status of the recipient, and the phasing-in of con-
current receipt for retirees with disabilities of 50 percent or greater.
With these adjustments, the results show that retirees with disability
ratings of less than 50 percent receive slightly less than their earnings
losses, whereas retirees with larger disabilities will be substantially
overcompensated as the concurrent-receipt provisions are phased in.

Our labor market analysis has three limitations. First, the analy-
sis is limited to military retirees. Similar data are not currently avail-
able for nonretiree veteran groups (the disability severance and other
disabled veteran groups), but this type of analysis would be useful to
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further clarify the adequacy of military disability compensation pro-
grams. Second, this analysis looks at labor market outcomes of retir-
ees several years after they have left the military and have adjusted to
civilian labor markets. Service-connected disabilities may have conse-
quence for how quickly retirees and other veterans find civilian work
and what their earnings are at these initial civilian jobs. Finally, labor
market results show only one dimension of disability effects of retir-
ees. Injuries and disabilities diminish quality of life through pain and
suffering as well as through limitations on household and leisure-time
activities.

The Military Disability System Is Complex

The military disability system is complex—unduly so, in our judg-
ment. DoD and the VA evaluate injuries by somewhat different crite-
ria. In addition, the compensation associated with a service-connected
disability is based on a combination of military retired pay, the VA
disability compensation schedule, and the offset of military retired
pay. These complexities mean that it is difficult to assess why a mem-
ber has received a given disability rating and harder still to assess how
this disability rating translates into some incremental monthly in-
come. In our view, these complexities are likely to confuse and frus-
trate veterans and policymakers alike.

Measuring Disabilities

An important issue for all disability systems is how to assess the va-
lidity of the current method of determining disability. Both systems
are rooted in the history of medical decisions about performing in a
workplace that differs greatly from the one that retirees find today. In
addition, many retirees who are assigned VA disability ratings report
that they have no health- or disability-related limitations on their ci-
vilian sector work.
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Recommendations

We recommend that DoD consider the following actions:

• DoD should determine why military disability rates for retirees are
rising. If the rising rates reflect rising injuries, then the higher
cost may be necessary. But if the rising rates indicate an in-
creasing laxness in applying the standards, the increased costs
will provide little benefit to the military.

• DoD should develop a more coherent system for measuring the eco-
nomic loss from an injury. Should it be measured in terms of ci-
vilian earnings, quality of life, or some other criteria? Disability
compensation should be clearly defined as a specific payment
that compensates for the effect of the injury. The current system
confounds retired pay and disability compensation in formulas
that make it difficult to determine how much of the payment is
associated with the disability.

• DoD and the VA should determine how well the current system as-
sesses the effect of a disability on a member’s earning potential in the
civilian sector. This study shows small differences in labor market
outcomes (participation and earnings) between disabled and
nondisabled retirees. This finding suggests that the physical
limitations measured in the VA disability schedule are weak in-
dicators of labor market success.

• DoD and the VA should collect better information on the civilian
earnings of the nonretiree veteran population (veterans with dis-
ability severance and other disabled veterans). Nonretiree veterans
have less severe injuries than the retiree population, but the
earnings losses for retirees may be a poor indication of the op-
portunities for the population of nonretiree veterans. Nonretiree
veterans are younger and have less military experience than mili-
tary retirees, so their civilian labor force outcome may differ
somewhat from that of military retirees.
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