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BUDGET RECONCILIATION

WEDNESDAY, SEPTEMBER 11, 1985

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The committee met, pursuant to notice, at 9:30 a.m., in room SD-

215, Dirksen Senate Office Building, Hon. Robert Packwood (chair-
man) presiding.

Present: Senators Packwood, Durenberger, Symms, Grassley,
Long, Bentsen, Moynihan, Baucus, Bradley, and Mitchell.

[The press release announcing the hearing, summary of deficit
reduction by the Joint Committee on Taxation, the prepared writ-
ten statements of Senators Bob Dole, Dave Durenberger, and Pete
Wilson follow:]

(Press release No. 85-067. Aug. 9 1985]

SENATE FINANCE COMMITrEE TO BEGIN WORK ON DEFICIT REDUCTION IN EARLY
SEPTEMBER

The Senate Finance Committee will hold hearings on deficit reduction on Wednes-
day, September 11, on Thursday, September 12 and on Friday, September 13, Com-
mittee Chairman Bob Packwood (R-Oregon) announced today.

"No problem facing this country is more compelling than our growing Federal
budget deficit-action must be taken by Congress now if we are to avert serious eco-
nomic consequences," Senator Packwood said. "I am convinced that a significant re-
duction in -the deficit will be a boon to the economy, resulting in lower interest
rates, more capital available for private business investment and a lower value of
the dollar, which will make American products more competitive in the internation-
al marketplace."

Pursuant to the Conference Report on S. Con. Res. 32, the first budget resolution
adopted by Congress before it adjourned for the August recess, the Finance Commit-
tee will consider various ways in which to meet its reconciliation instructions.
Under the budget agreement, the Finance Committee is required to reduce spending
for programs within its jurisdiction by more than $22 billion over the next three
fiscal years (1986-88). In addition, Finance must raise revenues by $8.4 billion over
that same period.

In addition to receiving the views of several Administration witnesses, the Com-
mittee will receive testimony from public witnesses on various proposed changes to
Finance Committee programs.

All of the hearings scheduled by the Committee will begin at 9:30 a.m. in room
SD-215 of the Dirksen Senate Office Building.
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SUMMARY DESCRIPTION OF
REVENUE PROPOSALS RELATING TO

BUDGET DEFICIT REDUCTION

SCHEDULED FOR HEARINGS

BEFORE THE

COMMITTEE ON FINANCE

ON SEPTEMBER 11-13, 1985

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION
The Senate Committee on Finance has scheduled public hearings

cn September 11-13, 1985, on certain revenue-related proposals in
the President's fiscal year 1986 budget proposal, and certain other
revenue proposals discussed in connection with the Budget Resolu-
tion deficit reduction requirement, including the revenue provi-
sions in H.R. 3128 as reported by the House Committee on Ways
and Means (H. Rep. No. 99-241, Part 1; July 31, 1985).

This pamphlet,' prepared in connection with the hearings by the
staffs of the Joint Committee on Taxation and the Committee on
Finance, provides a summary description (and estimated revenue
effects) of seven revenue-related proposals:2 (1) Black Lung Disabil-
ity Trust Fund and coal excise tax; (2) Customs Service fees and
compliance provisions; (3) coverage of railroad workers under Fed-
eral-State unemployment compensation and the railroad unemploy-
ment repayment tax; (4) Railroad Retirement benefits; (5) Internal
Revenue Service fees and compliance measures; (6) social security
and medicare coverage for State and local government employees;
and (7) deposit of social security payroll taxes for State and local
governments. Finally, the pamphlet provides estimates on the over-
all budget impact of the budget resolution revenue proposals.

'This pamphlet may be cited as follows: Joint Committee on Taxation, Summary Description
Of Revenue Proposals Relating to Budget Deficit Reduction (JCS-37-85), September 10, 1985.

2Discussion of the proposed increase in Pension Benefit Guaranty Corporation (PBGC premi-
ums i. included in the Finance Committee staff pamphlet, Background Data on Fiscal Year 1086
Spending Reduction Proposals Under Jurisdiction of the Committee on Finance (S. Prt. 99-79),
-September 1985.

(1)
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SUMMARY DESCRIPTION OF REVENUE PROPOSALS

1. Black Lung Disability Trust Fund and Coal Excise Tax

Present Law
A manufacturers excise tax is imposed on domestically mined

coal (other than lignite) that is sold or used by the producer of the
coal. The rate of tax is $1 per ton for coal from underground mines
and 50 cents per ton for coal from surface mines, but the tax
cannot exceed four percent of the price for which the coal is sold.3
The Black Lung Benefits Revenue Act of 1981 (PL. 97-119) doubled
the original rate of the tax, effective January 1, 1982, and made
certain amendments relating to the Trust Fund.

Amounts equal to the revenues collected from the coal excise tax
are automatically appropriated to the Black Lung Disability Trust
Fund. 4 The Trust Fund pays certain black lung disability benefits
to coal miners (or their survivors) who have been totally disabled
by black lung disease in cases where no coal mine operator is found
responsible for the individual miner's disease.

Administration Proposal
The Administration's fiscal year 1986 budget proposal indicated

that the coal excise tax would be increased sufficiently to freeze
the cumulative deficit in the Black Lung Disability Trust Fund
over the next five years.

The Department of Labor testified in support of the increased
coal excise tax rates approved in the Ways and Means Committee
bill (H.R. 3128).5 as described below.

Status of Black Lung Disability Trust Fund
At the end of fiscal year 1984, the Trust Fund had a cumulative

deficit of approximately $2.5 billion (see table below); this amount
represents advances from the general revenues which are repay-
able with interest. The Department of Labor estimates that, unless
the present rates of the coal excise tax are increased, this deficit
could reach $30 billion by 2010.

The following table shows the receipts and expenses of the Black
Lung Disability Trust Fund for fiscal years 1978-1984.

s On the earlier of January 1, 1996, or any January I after 1981 on which there is no balance
of repayable advances to the Trust Fund and no unpaid interest on such advances, the tax rates
are scheduled to return to the pre-1982 rates, which were one-half the current rates (i.e.. 50
cents/ton for underground mines, and 25 cents/ton for surface mines, limited to two percent of
the price for which the coal was sold).

4 Revenues from so-called " penalty" excise taxes on certain activities (e.g., self-dealing, excess
contributions) of black lung benefit trusts also are automatically appropriated to the Trust
Fund.

' Testimony of Susan Meisinger. Deputy Undersecretary for Employment Standards. Depart-
ment of Labor, before the House Committee on Ways and Means. June 19. 1985.

(2)
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Black Lung Disability Trust Fund Receipts and Expenses, Fiscal
Years 1978-1984

[In millions of dollars]

Receipts Expenses

Advances
Fiscal year Coal from Benefit Adminis- Interest

excise Interest general trative on
tax fund payments expenses advances

(deficit)

Actual:
1978 ............... 92.1 1.2 18.9 76.8 35.3 ...............
1979 ............... 221.6 .1 400.8 582.0 32.1 7.7
1980 ............... 272.3 .............. 535.8 721.7 34.2 52.5
1981 ............... 236.6 .............. 554.8 644.3 35.6 109.5
1982 ............... 490.7 .3 283.0 578.2 35.8 160.6
1983 ............... 493.7 .3 357.8 623.1 34.8 193.3
1984 ............... 518.5 .4 346.1 594.2 36.6 234.5

Total .......... 2,325.5 2.3 2,497.2 3,820.5 244.6 748.1

0 Source: Fourth Annual Report on the Financial Condition and Results of
Operations of the Black Lung Disability Trust Fund (Department of Treasury,
Sept. 30, 1981), and Budget of the U.S. Government Appendixes for fiscal years
194, 1985, and 1986.

Ways and Means Committee Bill (H.R. 3128)
H.R. 3128, as reported by the Committee on Ways and Means,

would increase the per-ton coal excise tax rate (and the sales price
ceiling), beginning January 1, 1986, as shown in the following table:

Tax on Tax on Ceiling

Calendar year(s) underground surace coal (percent of
coal sales price)

1986-1990 .................................. $1.50 $0.75 6.0
1991-1995 .................................. $1.60 $0.80 6.4
1996-. ......................................... $1.50 $0.75 6.0

In lieu of the rates shown in the above table for 1996 and later
years, the 1985 rates ($1 or 50 cents per ton, four percent ceiling)
would be reinstated for any calendar year after 1995 if throughout
the two most recent fiscal years ending before the beginning of
such calendar year there was no balance of repayable advances
made to the Trust Fund, and no unpaid interest on such advances.

Revenue effect.-This provision in H.R. 3128 is estimated to in-
crease net fiscal year budget receipts by $213 million in 1986, $229
million in 1987, $236 million in 1988, $246 million in 1989, and $256
million in 1990.
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2. Customs Service Fees and Compliance Measures
a. Customs Service fees

Present Law
The U.S. Customs Service does not currently have the general

legal authority to collect fees for the processing of persons, aircraft,
vehicles, vessels, and merchandise arriving in or departing from
the United States. The Customs Service does have limited author-
ity to charge fees under certain limited circumstances, e.g., when
providing services (such as pre-clearance of passengers and private
aircraft) which are of special benefit to a particular person. The
Customs Service also has the authority to assess fees on operators
of bonded warehouses and foreign trade zones and on the entry of
vessels into ports and are authorized to receive reimbursement
from carriers for overtime for services provided during nonbusiness
hours and reimbursement from local authorities for services pro-
vided to certain small airports.

Administration Proposal
Both the House and Senate Budget Resolutions contained a pro-

posal to authorize the Customs Service to assess a fee for process-
ing common carriers, passengers, and commercial import arrivals
in the United States. The Administration has testified in support
of allowing the Customs Service toassess fees on virtually all Cu-
toms import and export transactions. The fee schedule would be
based on an analysis of the costs (both direct and indirect) of the
services provided. It is estimated in the Budget Resolutions that
such fees would increase fiscal year budget receipts by nearly $500
million per year.

Ways and Means Committee Bill (HR. 3128)
H.R. 3128, as reported by the Committe. on Ways and Means,

would set customs fees on the arrival of commercial vessels over
100 tons ($425), trucks ($5), trains ($5 per car), private yachts, boats
and general aviation aircraft ($25 per year), and on passengers ar-
riving on commercial aircraft trains and vessels ($1 for contiguous
countries, U.S. territories and adjacent lands, and $5 for all other
countries).

Receipts from such fees would be deposited in the Treasury as
miscellaneous receipts and placed in an identifiable proprietory ac-
count. These new fees would be effective 180 days after the date of
enactment, and remain in effect for a three-year period.

* See testimony or U.S. Customs Service (Robert P. Schaeffer, Assistant Commissioner, Com-
mercial Operation, and Michael H. Lane, Deputy Assistant Commissioner Offic of Inspection
and Control), before the House Committee on Ways and Means, June 19. 19a5.

(4)
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The bill would further provide that, with regard to the process-
ing of passengers on scheduled airline flights arriving in the
United States, no additional charges (such as for overtime for cus-
toms officers) may be assessed against the airlines or passengers
other than the fees established by the bill. All other overtime
charges would continue to be collected as under present law.

Revenue effect.-This provision in H.R. 3128 is estimated to in-
crease fiscal year budget receipts by $75 million in 1987, $230 mil-
lion in 1987, $240 million in 1988, and by $170 million in 1989.
b. Customs Service compliance measures

Present Law
The Customs Procedural Reform and Simplification Act of 1978

(P.L. 95-410) provides for the annual authorization of appropria-
tions for the U.S. Customs Service. In the 10-year period, 1976-1985,
Customs' staff increased by 38 positions, from 13,380 to 13,418.

Administration Proposal
The Customs Service submitted a budget request for fiscal year

1986 of $699.5 million, which included $639.1 million for salaries
and expenses and $60.4 million for operations and maintenance of
the Customs air program. This request proposed cuts of about 887
Customs positions.7

Watys and Means Committee Bill (H. 3128)
H.R. 3128, as reported by the Committee on Ways and Means,

would authorize appropriations of $769.1 million for the Customs
Service for fiscal year 1986, or about $69.5 million higher than pro-
posed by the Administration. This would restore the proposed cut
in Customs positions and add 800 new front-line Customs officers,
with, the new personnel (as indicated by the Committee Report) to
be allocated to those port facilities having the greatest import
volume and complexities.

In addition, H.R. 3128 would direct that any savings in salaries
and expenses resulting from the consolidation of administrative
functions within the Customs Service is to be used to strengthen
the commercial operations of the Service by further increasing the
number of inspector, import specialist, and other line operational
positions. Further, the bill would preclude the Customs Service
from closing any port of entry during fiscal year 1986 which during
fiscal year 1985 processed not less than $1.5 million in Customs
revenues. The bill also would make a number of other adminis-
trative changes.

Revenue effect.-This provision in H.R. 3128 is estimated (in the
Ways and Means Committee Report) to increase fiscal year budget
receipts (assuming continuation of the added staff throughout the
3-year period) by $150 million in 1986, $450 million in 1987, and
$615 million in 1988, for a total of $1,215 million for 1986-1988.

7See also Customs Service testimony referenced in Note 6, supro.
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3. Coverage of Railroad Workers Under the Federal-State Unem-
ployment Compensation System; Railroad Unemployment Re-
payment Tax

Present Law
Present law provides a railroad unemployment compensation

program that is separate from and different than the regular Fed-
eral-State unemployment compensation system. Most workers in
other industries are covered under the Federal-State unemploy-
ment com sensationn system.

The Railroad Unemployment Insurance (RRUI) program is ad-
ministered by the Railroad Retirement Board (RRB), which collects
the unemployment taxes directly from rail employers. Legislation
enacted in 1959 provided the Railroad Unemployment Insurance
Account with the authority to borrow from the Railroad Retire-
ment Account when funds in the RRUI Account are not sufficient
to meet benefit payments. This borrowing authority expires Sep-
tember 30, 1985. On that date, the outstanding debt to the retire-
ment account is estimated to be $783 million, of which $526 million
is principal and $257 million is accumulated interest.

There is no automatic mechanism in the law to repay loans from
the retirement account as they occur. Loans are repaid out of basic
contributions to the unemployment account when the Railroad Re-
tirement Board determines that there are sufficient funds in the
unemployment account to make a repayment.

The Railroad Retirement Solvency Act of 1983 established a re-
payment tax scheduled to begin on July 1, 1986 and to expire on

ptember 30, 1990. The tax rate will begin at 2.0 percent and in-
crease by 0.3 percentage points a year up to a maximum of 3.2 per-
cent in 1990. The tax is scheduled to expire on January 1, 1991.
The tax is paid on the first $7,000 in wages paid annually to a rail
employee.

Administration Proposal
The Administration proposes to cover railroad workers under the

Federal-State unemployment compensation system. New railroad
claimants would claim regular State benefits as of October 1, 1985.

Railroad employers would reimburse the States for the cost of
these benefits until the States had sufficient experience with
paying benefits to railroad workers. Not later than January 1989,
the States would apply their normal experience-based tax rates to
railroad employers. No change would be made in the current debt
repayment tax on railroad employers. Also, rail labor and manage-
ment would be authorized to bargain collectively for sickness bene-
fits which, under present law, are provided through the unemploy-
ment program.

(6)
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The Administration proposal would be effective on October 1,
1985.

Estimated Outlay and Revenue Effect of Administration Proposal

[In millions of dollars]

Fiscal year

1986 1987 1988 1986-88

Unemployment tax ....................... 146 157 161 464
Modify benefits .............................. -3 3 10 10

Total ..................................... 143 160 171 474

Ways and Means Committee Bill (H.R. 3128)
Under H.R. 3128 as reported by the House Cornmittee on Ways

and Means, the railroad unemployment insurance iiystem would be
modified in the following respects, effective on October 1, 1985.

(1) The loan repayment tax, scheduled to begin on July 1, 1986
at a 2-percent rate with increases of 0.3 percent a year, is amended
as follows:

Calendar year

1986 1987 1988 1989 1990

Tax Rate (%)
Present law ............... 2.0
WaYs and Means Committee

bill .................... 4.3

2.3 2.6 2.9 3.2

4.7 6.0 2.9 3.2

(2) The RRUI Account's authority to borrow from the Railroad
Retirement Account is extended, effective October 1, 1985.

(3) An automatic surcharge of 3.5 percent on an annual wage
base of $7,000 would be levied if the RRUI Account has to borrow
from the retirement account. The surcharge would be used to repay
such additional borrowing.

Estimated Revenue Effect of H.R. S128
[In millions of dollars]

Fiscal year

1986 1987 1988 1986-88

Ways and Means Committee
bill ................................................................ 101 98 199
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4. Tax Treatment of Railroad Retirement Benefits

Present Law

Under present law, a portion of Railroad Retirement system ben-
efits computed by using the social security benefit formula (tier 1)
are subject to Federal income tax for individuals whose incomes
exceed certain levels (generally, $25,000 for unmarried individuals
and $32,000 for married individuals filing a joint return). (These
benefits may be available at an earlier age under the Railroad Re-
tirement system then under the social security system). Other ben-
efits under the Railroad Retirement system are subject to Federal
income tax for all recipients to the extent the payments exceed the
amount of the individual's previously taxed contributions to the
plan.

Administration Proposal

Under the Administration proposal, a portion of tier 1 Railroad
Retirement benefits would continue to be taxed in the same
manner as social security benefits. This portion equals the amount
of the annuity under the Railroad Retirement Act of 1974 that
equals the social security benefits to which the individual would
have been entitled if all of the individual's employment on which
the annuity is based had been employment for social security bene-
fit purposes. In addition, a minimum monthly annuity benefit (de-
scribed in sec. 3(0(3) of the Railroad Retirement Act of 1974) would
be taxed in the same manner as social security benefits. Other tier
1 Railroad Retirement benefits would be taxed under the rules that
apply to all other payments under the Railroad Retirement system.

Thus, Railroad Retirement disability benefits generally would be
fully taxable if they are payable to individuals who would not be
entitled to social security disability benefits or are in excess of the
social security disability benefits to which an individual would be
entitled. Similarly, Railroad Retirement benefits that are payable
at an age earlier than social security benefits or in an amount
greater than social security benefits would be fully taxable.

This provision would be effective for monthly benefits for which
the generally applicable payment date is after December 31, 1985.

Revenue effect.-This provision in H.R. 3128 is estimated to in-
crease fiscal year budget receipts by $34 million in 1986, $62 mil-
lion in 1987, $65 million in 1988, $65 million in 1989, and $63 mil-
lion in 1990.

Ways and Means Committee Bill (HR. 3128)
H.R. 3128, as reported by the Committee on Ways and Means, in--

cludes the Administration proposal on the tax treatment of rail-
rood retirement benefits.

(8) -
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5. Internal Revenue Service Fees and Compliance Measures
a. IRS user fees

Present Law

The Internal Revenue Service (IRS) does not currently charge
businesses, individuals, or other taxpayers for issuing determina-
tion letters or rulings submitted by such taxpayers.

In 1983, the IRS issued 135,234 advance determination letters on
the qualification of corporate and self-employed pension plans. The
IRS acted on 53,947 determination letters and ruling requests from
tax-exempt organizations during that year. The IRS also issued
34,399 private letter rulings in response to taxpayer requests
during that year.

Administration Proposal
The Administration proposes to impose a user fee of $100 for

each determination letter and private letter ruling issued by the
Internal Revenue Service. 8 These fees are proposed to become ef-
fective on October 1, 1985.
b. IRS tax compliance initiative

Present Law
In fiscal year 1985, there are approximately 29,000 examination

employees at the Internal Revenue Service. These employees are
responsible for auditing tax returns.

Administration Proposal
For fiscal year 1986, the Administration initially proposed 86,489

staff positions for the IRS and a total budget of $3.5 billion. This
was a decrease of 1,254 staff positions and $30.4 million from the
fiscal year 1985 appropriation (including requested amounts).

The Administration proposal would increase the number of ex-
amination employees by 2,500 a year for fiscal years 1987, 1988 and
1989, resulting in an aggregate increase in examination employees
of 7,500 by the end of fiscal year 1989. Advance hiring would begin
in fiscal year 1986.

Ways and Means Committee Bill (H.R. 3128)
The Ways and Means Committee bill (H.R. 3128) endorses the

recommendation of the House Appropriations Committee (in H.R.
3036). H.R. 3036 restores the Administration's proposed reductions

s See testimony of James Owens, Deputy Commissioner of the Internal Revenue Service,

before the House Committee on Ways and Means, June 19, 1985.

(9)
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in the fiscal year 1986 IRS budget and provides for an increase of
$178 million over the Administration's proposed budget for fiscal
year 1986.

Revenue effect.-This provision in H.R. 3128 is estimated to in-
crease fiscal year budget receipts by $228 million in 1986, $465 mil-
lion in 1987, $580 million in 1988, $640 million in 1989, and $708
million in 1990.
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6. Mandatory Coverage of Employees of State and Local
Governments under Social Security and Medicare

Present Law and Background
Under the Old Age, Survivors, and Disability Insurance program

(commonly referred to as social security) and the Hospital Insur-
ance program (commonly referred to as Medicare), coverage for
State and local government employees is optional. An election for
coverage under the Social Security Act includes both programs. Ap-
proximately 10.1 million (or some 68 percent) of the 14.8 million
persons whose major employment in 1981 was with State and local
governments were covered by social security. Under the law, a
State controls the option for itself and its subdivisions; however,
most often State governments allow their political subdivisions to
make their own choices.

When elected, coverage is provided on a group basis through
agreements between the State and the Secretary of Health and
Human Services. Coverage can be provided even when the State or
local government already has a retirement system in place. When
there is no retirement system in place, the State or local govern-
ment entity, not the employees, has the option to choose social se-
curity. However, if there is a system already in place, then the
Governor or a designee must conduct a referendum of the employ-
ees involved.

In the original Social Security Act, employment by State and
local governments was omitted altogether from social security cov-
erage. The 1950 Social Security Amendments permitted State and
local governments to elect coverage if their employees were not al-
ready in positions covered under a pension plan (beginning in
1951). This decision was to reside solely with the State or local gov-
ernment, not with the employees themselves.

The Social Security amendments of 1954 extended coverage to
State and local employees who were in positions already covered
under a State or local pension plan, provided coverage was agreed
to through a referendum by a majority of all employees who were
members of the pension plan. The 1956 Amendments further pro-
vided that, in certain States, if State or local government employ-
ees who already were covered b, a pension plan were divided about
joining social security, coverage could be given only to those who
wanted it, provided that all new employees of the group would be
mandatorily covered. This provision originally a applied to eight
specified States and what was then the Territory of Hawaii, at the
request of these entities. At present, however, the provision is
available to 21 specified States and all interstate instrumentalities.

Most State-level employees participate in social security. The
major exceptions are State employees of Alaska, Colorado, Louisi-
ana, Maine, Massachusetts, Nevada, and Ohio, where none or only

(11)
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a small percentage of employees is covered. Alaska is the only state
that opted out of the system (in 1980).

The majority of State and local government employees who are
not covered by social security work at the local level, including em-
ployees of such large cities as Atlanta, Boston, and Cleveland. Po-
licemen, firemen, and teachers are less likely to be covered under
social security than other State and local government employees,
but many of them have coverage under an alternative pension
system.

Until April 1983, the law permitted the termination of coverage
for employees covered under an agreement, if the State or local
entity (through the State) had given two-years' advance notice.
This provision, however, was repealed in the Social Security
Amendments of 1983.

Budget Conference Assumption

Under the budget conference assumption (S. Con. Res. 32), Social
Security coverage under Old Age, Survivors, and Disability Insur-
ance (OASDI) would be extended on a mandatory basis to new em-
ployees of State and local governments. This would be done in con-
junction with a measure mandatorily extending Health Insurance
(HI) (Medicare) coverage to current and new employees of State
and local governments. Mandatory coverage under OASDI would
apply to all new hires of State or local governments, effective be-
ginning on January 1, 1986. Mandatory coverage under Medicare
would apply to current employees as well as new employees effec-
tive on January 1, 1986.

The budget conference agreement assumes the following reve-
nues would result from enactment of this measure:

Revenues Assumed Under S. Con. Res. 82
[In millions of dollars)

Fiscal years

1986 1987 1988 1986-88

OASDI revenues ............................ 192 692 1,124 2,008
HI (Medicare) revenues ................ 1,524 2,332 2,390 6,376

Total ..................................... 1,746 3,024 3,614 8,384

Ways and Means Committee Bill (H.R 3128)
H.R. 3128, as reported by the House Committee on Ways and

Means, would extend Medicare coverage on a mandatory basis for
newly hired employees of State and local governments. Employers
and employees would become liable for the hospital insurance por-
tion of the social security tax, and employees would earn credit
toward Medicare eligibility based on covered earnings. Mandatory
coverage would be extended only for Medicare and only for employ-
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ment not otherwise covered under voluntary State coverage agree-
ments.

H.R. 3128 would apply to services furnished after December 31,
1985, by employees hired after that date.

Estimated Revenue Effect of H.R. 8128

(In millions of dollars]

Fiscal Year

1986 1987 1988 1986-88

HI (Medicare) revenues.. .............. 53 191 293 537
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7. Deposit of Social Security Payroll Taxes for Covered
Employees of State and Local Governments

Present Law

States currently are required to make deposits twice a month of
social security contributions on their own behalf and for sub-State
entities.. The States are liable for all such payments under current
agreement with the Secretary of Health and Human Services.

Private employers are required to make tax payments under a
schedule that generally relates the frequency of deposits to the
amount of taxes withheld. Large employers may make deposits as
frequently as twice a week, while small employers may make them
as infrequently as once every three months.

Late deposits by State governments are subject to an interest
charge of 6 percent. Private sector employers pay an interest rate
which is based on the prime interest rate charged by major com-
mercial banks.

Administration Proposal
The Administration budget proposal would remove the States

from the intermediary role of collecting contributions from sub-
State entities and put all State and local government employers
under a direct depositing 'requirement with a schedule that con-
forms with the frequency required of private employers. States
would be relieved of liability for the contributions owed by sub-
State governments. In addition, the proposal would subject State
and local governments to the same interest charge for late deposits
as is imposed on private employers.

The proposal would be phased in over a two-year period, begin-
ning January 1, 1986.

Estimated Revenue Effect of Administration Proposal
[In millions of dollars)

Fiscal year

1986 1987 1988 - 1986-88

Deposit requirement for State-
local government social secu-
rity payroll taxes ....................... 400 100 300 800

(14)
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BUDGET RESOLUTION IMPACT OF REVENUE PROPOSALS

Administration Budget Proposal

The President's fiscal year 1986 budget proposal includes reve-
nue-increase items totaling an estimated $1.40 billion in fiscal year
1986, $1.7 billion in fiscal year 1987, and $3.1 billion in fiscal year
1988. These amounts include proposals relating to extension and
expansion of Superfund tax revenues, increases in revenues for the
Black Lung Disability Trust Fund and Inland Waterway Trust
Fund, and certain changes in tax deposit and enforcement provi-
sions.

Budget Resolution Revenue Proposals
House Budget Resolution

H. Con. Res. 152, the House-passed budget resolution, recom-
mended fiscal year budget receipts of $794.1 billion in 1986, $866.0
billion in 1987, and $955.6 billion in 1988. These levels included rec-
ommendations for increased revenues to finance a reauthorized
and expanded Superfund, increased compliance and enforcement of
trade and tax laws, and other minor changes. The revenue in-
creases, which are included in the totals mentioned above, amount-
ed to $1.45 billion in 1986, $1.7 billion in 1987, and $3.1 billion in
1988, or $6.25 billion for 1986-1988.

Senate Budget Resolution
S. Con. Res. 32, the Senate-passed budget resolution, recommend-

ed fiscal year budget revenue levels of $793.6 billion in 1986, $866.3
billion in 1987, and $955.9 billion in 1988. These recommendations
included revenue increases of $0.9 billion in 1986, $2.0 billion in
1987, and $3.4 billion in 1988, or $6.3 billion for 1986-1988.

Conference Budget Resolution
S. Con. Res. 32, as agreed to by the conference and as passed by

the House and Senate, sets fiscal year budget revenue levels of
$795.7 billion in 1986, $869.4 billion in 1987, and $960.1 billion in
1988. These levels include revenue increases of $3.0 billion in 1986,
$5.1 billion in 1987, and $7.6 billion in 1988, or $15.7 billion for
1986-1988.

Budget Revenue Reconciliation Provisions
The conference agreement on S. Con. Res. 32 includes revenue

reconciliation instructions for the Committee on Finance to in-
crease fiscal year revenues by $1.8 billion in 1986, $3.0 billion in
1987, and $3.6 billion in 1988, or $8.4 billion for 1986-1988.

(15)
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STATEMENT OF SENATOR DOLE

FINANCE COMMITTEE BUDGET HEARINGS

Mr. Chairman, these hearings are an important step toward com pleting action on
the budget for fiscal year 1986. This has been a long hard road, and our progress on
the budget is a lot less than many of us had hoped for. But that doesn t mean we
shouldn t do everything we can to achieve the savings in the budget resolution.
That's what these hearings are all about.

We should not pretend, either, that this committee has been given an easy task
under our budget resolution. There are some difficult choices before us, Mr. Chair-
man and we appreciate your leadership in moving expeditiously-to complete action
on the budget.

FINANCE COMMITTEE TARGETS

A brief examination of our budget targets in this committee shows how important
our budget responsibilities are. Over a three-year period, the budget assumes we
will reduce Medicaid spending by $450 million-save $10.855 billion in Medicare-
save $8.482 billion by letting general revenue sharing expire-and reduce the deficit
another $8.4 billion by raising PBGC insurance premiums, imposing premiums, im-
posing customs service user fees, and expanding Social Security and Medicare cover-
age of State and local government employees. That is a total of over $30 billion in
savings over 3 years, and it is not an easy order. We can do the job, though, if we
keep in mind the stakes in this budget debate.

The fact is that everything we have achieved for the economy in the last several
years is put at risk unless we deal with the deficit. And part of the problem is that
the public can't get very excited about the deficit dilemma. It seems we need to
have a crisis on our hands, or some kind of visible faltering in the economy, to con-
vince people of the urgency of reducing the budget deficit.

THE REAL POINT

Sustained deficits in the $200 billion range are a real threat to continued recov.-
ery. They will mean either higher inflation or slow growth and rising unemploy-
ment. Without assurance that inflation will remain under control and credit avail-
able at acceptable rates of interest, business will not expand through new invest-
ment, and jobs will not be available for our sons and daughters when they are ready
to enter the workforce.

All our economic problems: lower growth, huge trade imbalance, and restrictive
interest rates-are linked to the deficit problem. That is why we urgently need to
reach agreement on the specific steps needed to achieve the savings mandated by
the budget resolution. That is the least we can do: and we should be doing a lot
more.

OPENING STATEMENT OF SENATOR DAVE DURENBERGER

SENATE COMMITTEE ON FINANCE, HEARING ON BUDGET RECONCILIATION, SEPTEMBER 11,
1985

As members of the Finance Committee we are faced with a very onerous task-to
raise $8.4 billion in new revenues over the next three years. While this amount
pales in comparison to the revenues raised by our government each year, we are no
longer free to tinker with the tax code without coming to grips with what has
become the benchmark of all tax proposals-revenue neutrality.

Under these circumstances, coming up with $8.4 billion is like searching for a
needle in a haystack. Now, I know that many of you testifying today on whether
state and local employees should be brought into the Social Security system feel
that this is yet another case where state and local governments have been singled
out to bear the brunt of deficit reduction. But you also know that as Chairman of
the Intergovernmental Relations Subcommittee, that I have always cast a critical
eye upon those proposals, such as eliminating- deductibility and eliminating General
Revenue Sharing, which may be regarded as easy solutions to difficult problems but
are really ill-judged and unfair.

But when it comes to the issue at hand, I had to ask myself whether it is fair that
state and local employees are not required to participate in the Social Security
system when just about everyone else who works in this country is. And I really
questioned the fairness of the exclusion upon learning that the majority of state and
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local employees will receive Social Security benefits because of work performed in
the private sector either prior or subsequent to public employment. And it's my un-
derstanding that by and large, these folks will have contributed significantly less
than others who become entitled to benefits after paying into Social Security during
all of their working years.

This inequity puts a financial drain on the system. This is especially true in the
case of the Medicare hospital insurance portion of the Social Security system be-
cause the benefits are the same for everyone who is entitled. So it doesn't seem en-
tirely fair to me that employees in some state and local governments are excluded
from participating in Social Security.

Because the greatest inequity surrounds the issue of Medicare coverage I feel that
all state and local employees should be required to participate in Medicare. And if
push comes to shove, I can go along with new hires eing re uired to participate in
both Social Security and Medicare. However, I am aware that a starting date of
January 1, 1986 could create some problems for state and local governments because
they are already will into their budget year.

Their revenues are already fully committed to schools and teacher salaries, hospi-
tals and health care, police and fire protection, welfare and Medicaid and all the
other important services that state and local governments provide. And unlike you
or I, state and local governments can not use VISA or MasterCard to cover unex-
pected expenditures. So, requiring mandatory coverage as of January 1, 1986 would
not only rob the bank, it would also break it. Additionally, it will take time for
these governments to make the necessary revisions to their benefit plans. So, I
would propose that we delay the implementation of this proposal at least until July
1, 1986, which would be the start of their fiscal year.

Another central issue before this Committee concerns the elimination of General
Revenue Sharing. As we all know, the President proposed, and Congress agreed, to
terminate GRS at the end of FY86.

The reasons for this decision are not difficult to understand. GRS is a major
budget item-costing the federal government $4.6 billion per year. Moreover, it's a
program whose original justification appears to have faded since it was first estab-
lished in 1972. The Federal Government now faces a deficit crisis. It no longer has
surplus revenues to share.

Though understantdable, the decision to terminate GRS is a particulary difficult
one for those of us who have been longterm supporters of the program. Although it
is not without its flaws, GRS has been the bedrock of an historic effort to reform the
federal system-a purpose which is just as important today as it was 15 years ago.

Revenue sharing is truly unique. It is the only program that goes to practically
every local government in the country, including many which receive no other form
of Federal assistance.

Revenue sharing is the only source of Federal aid that remains virtually unen-
cumbered by lengthy Federal restrictions and paperwork requirements. In fact, GRS
funds are often used to pay for unfunded mandates imposed by other Federal pro-
grams.

Finally, GRS monies are distributed in a relatively targeted manner. Per capita
Revenue Sharing payments range from almost $30 per person in our poorest com-
munities to less than $5 per person in the nation's wealthiest jurisdictions.

In short, if we accept the need for cuts in Federal spending-which I do-this may
well be the wrong program to eliminate. In better budgetary circumstances, I would
argue that this program be expanded, not eliminated. I have in the past been a
strong advocate of enlarging GRS and giving it a permanent source of federal reve-
nues.

But today we are confronting a budgetary crisis. We must examine every program
with the utmost scrutiny. We must develop new solutions to our problems. The Fed-
eral Government no longer can afford to share revenues it does not have with com-
munities like Beverly Hills, California and Greenwich, Connecticut. As the Federal
Government reduces its overall role, however, it must assure that communities that
face reduced Federal aid and growing servicing responsibilities have the minimum
fiscal capacity to meet their growing needs. We must assure that General Revenue
Sharing fulfills its fundamental role as a mechanism that mitigates fiscal dispari-
ties, and does it in the most efficient manner possible. We must, in short, refashion
GRS as a fiscal safety net for needy communities.

Later this fall I plan to introduce legislation which will reauthorize and revise
GRS and give it a stronger, more contemporary rationale. The major features of this
substantially revised program will be a 50 percent reduction in the program's au-
thorization. This will make a significant contribution to deficit reduction. Second, in
order to make these reduced funds stretch farther, I will propose altering the Reve-
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nue Sharing formula at both the interestate and substate levels. The interstate for-
mula will be amended to account more accurately for differences in the revenue
raising abilities of different states. Better targeting will be achieved within states by
substantially increasing.the proportion of aid going to communities with few re-
sources, while reducing and even eliminatng aid to jurisidictions that stand well
above the state average in fiscal capacity.

These are sweeping and dramatic changes. By providing assistance in a targeted
manner to communities that need it most, they will fill a major gap in the intergov-
ernmental fiscal system.

Can we afford it? In a time when we are cutting and eliminating other intergov-
ernmental programs and tax expenditure, I believe we have no choice. But sustain-
ing revenue sharing, no matter how restructured, will be expensive. Even with a
budget cut of $6.9 billion over three years, a safety net program for poor communi-
ties will cost the treasury $2.3 billion per year.

Therefore, I am prepared to support folding in funds from other federal programs
that this nation no longer can afford. Like the existing GRS program, many of these
are useful activities that would be worthy of-support in less demanding times. Some,
like EDA and the Appalachian Regional Commission, address goals similar to a re-
targeted GRS, but they do so less efficiently. Additional funds can be drawn from
cuts in a variety of education and training programs which the Senate agreed to
make this year but were not included in the Budget conference totals. Additional
revenues can be obtained by allocating 4 of the existing cigarette tax, currently
scheduled for elimination. Taking all of these actions would generate $2.5 billion in
FY 1987, which is enough to fund a revenue sharing program at more than 50 per-
cent of current funding levels.

As all of us are well aware, we are in a difficult period. The decisions we face are
not easy ones. This is true for state and local governments as well. Some of them
may think that what I am proposing amounts to robbing Peter to pay Paul.

But that is not the case. The safety net program I am proposing is the governmen-
tal counterpart of the social safety net. We all accept that the Federal Government
has a responsibility to provide a level of income security to individuals who are
unable to support themselves. But it is also true that such people are not spread
randomly across the country. They tend to be clustered in our poorest states and
communities. Just as the nation has a responsibility to establish a minimum floor or
support below which our poorest citizens will not be allowed to fall, I believe it has
a similar responsibility to assist those governments which are hardpressed to pro-
vide a minimal level of basic public services.

Even in these difficult fiscal times, I believe this must be a priority of Federal
Government. As long as there are ongoing activities of this government which fail
to meet as stringent a test of legitimate national purposes, I would maintain that it
is the duty of this Committee to find the resources necessary to fund such a pro-
gram.

STATEMENT OF BY SENATOR PETE WIISON

Mr. Chairman, I appreciate the opportunity to submit testimony for the record as
your committee continues its efforts to meet the deficit reduction goals that are so
important to a strong and prosperous economy. Mr. Chairman, I share your c.n-
cerns regarding the reduction of the federal deficit as the budget crisis continues to
be my highest legislative objective for the 99th Congress.

As the distinguished members of this committee continue to address the deficit
reduction issue, I would like to highlight the potential grave implications that the
cumulative impact of these deficit reduction efforts may have on my State and its
political subdivisions. While Congress must make some difficult deficit reduction
choices, Congress must make sure that the net impact of these choices does not pre-
vent State and local governments from meeting their most important responsibil-
ities. I raise these concerns because the cumulative impact of the proposed budget
resolution, taken with other federal mandates, may be more than State and local
governments can endure.

To that end Mr. Chairman, I have real concerns about present proposals to force
State and local governments to participate in Social Security and Medicare. While I
agree that corrective actions may be necessary to strengthen the Medicare system, I
am concerned that mandatory coverage does not address the root of the problem.

A summary of the budget reductions and mandates that have recently impacted
State and local governments highlights the potential threat to ability to these enti-
ties to meet their constitutional mandates.
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First and foremost is the loss of revenue sharing. Cities are also facing a 15 per-
cent reduction in the community development block grant program, a 20 percent
decrease in urban development action grants, and significant reductions in mass
transit and other important city programs.

At the same time that local governments are adjusting their budgets and pro-
grams to meet these budget changes, they have also been working to meet the man-
dates of the Supreme Court's decision in Garcia v. San Antonio Transit Authority.
The Garcia decision requires States and their political subdivisions to implement
the Fair Labor Standards Act (FLSA) which prevents the use of comp time in lieu of
time and one half. FLSA is expected to cost California between $350-$500 million
without any increase in the level of services they presently offer.

Similarly, the present tax reform proposals which include the loss of State and
local tax deductibility, and new restrictions on tax-exempt bond financing pose an
equally difficult revenue problem for State and local governments.

Aside from the impact of the above changes on the fiscal viability of State and
local governments is the issue of mandatory enrollment for State and local employ-
ees in Social Security and Medicare. In California, 60 percent of the State and local
government employees and teachers have bargained to participate in public employ-
ee retirement systems that they believe will best meet their health and retirement
needs. Congress is now considering mandating local and State participation in Social
Security and Medicare.

While 70 percent of the Nation's State and local employees are presently covered
by Social Security and Medicare, this new mandatory tax will have a severe impact
on localities and States which have opted for independent retirement programs. In
effect, those State and local governments that have seized the initiative to provide
health and retirement needs for their employees will be penalized for their self-help
efforts with the high cost of a Social Security-Medicare mandate.

The cumulative impact of all of these reductions and mandates is potentially dev-
astating for my State and its local governments. It costs the county of Low Angeles
$50 million for the FLSA, $80 million in revenue sharing losses, $30 million because
of Social Security and Medicare. The city of Los Angeles faces reduction of $54 mil-
lion for revenue sharing, $10 million for CDBG, $32.4 million for Medicare and
Social Security and additional costs of $100 million for the FLSA implementation.
The cumulative impact of these changes on the State of California is staggering. It
is estimated that of the $8.4 billion to be generated by mandatory Social Security
and Medicare that 26 percent or $2.184 billion will come from California. This is in
addition to reductions of $507 million, $3.8 billion, $72 million and $500 million for
revenue sharing, State and local deductibility, CDBG and FLSA respectively.

Mr. Chairman, I want you and my colleagues on the committee to know that I
can appreciate the arguments in favor of mandatory coverage. I am aware that
eventually many of the individuals that are not presently covered will eventually
quality for Medicare benefits. It has been suggested that this number may reach as
high as 95 percent of presently non-participating State and local employees. This is
certainly a compelling reason to require coverage, particularly for Medicare where
minimum qualification results in entitlement for the full range of benefits.

Additionally, it is my understanding that the Congressional Budget Office projects
that hospital costs attributable to Medicare beneficiaries are projected to increase
over the 1985-1990 period at an average annual rate of 10.1 percent while income is
projected to grow at an annual rate of 7.6 percent. Further projections indicate that
the hospital trust fund could be depleted by the middle of the next decade.

Given these facts and the continuing need for deficit reduction, I am keenly
aware of the need for Congress to address these issues. However, I question whether
Congress has evaluated the full ramifications of the mandatory coverate proposal. It
seems to this Senator that the problems that are in the offing for the Medicare Pro-
gram should not be addressed in a piecemeal fashion but throgh a comprehensive
analysis and strategy.

As a firm believer in States rights, I would argue that the Federal Government
should not have the authority to mandate this new tax on State and local govern-
ments and their employees. However, the Garci decision appears to have opened a
flood gate for Federal mandates in areas that have typically been reserved for
States.

I am very concerened about the suggestion that the mandate for Social Security
and Medicare would be effective January 1, 1986. As the committee is no doubt
aware, this significant change would be enacted in the middle of the current fiscal
ear for most cities, allowing no time for State and local governments to alter
udget allocations or generate additional revenues to meet this new "employer" tax.
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It is my understanding that the Commission on Social Security reform did not rec-
ommend mandating State and local participation despite the Commission's desire
for universal participation. Given this fact, and the cost implications for State and
local governments, I believe Congress must take the time to study this matter in a
more thorough manner.

Additionally, the universal Social Security coverage study group published a
report in 1980 which indicated that mandatory Social Security coverage would
result in the transfer of significantly higher retirement costs to State and Local gov-
ernment. The group projected that the cost of coordinated plans-present retire-
ment systems combined with social security-would increase benefit taxes by 5 to 8
percent of the payroll.

Finally, I would like to direct the committee's attention to remarks made by
President Reagan in a press conference last month. When discussing Social Securi-
ty, the President stated that "Social Security as part of the deficit is nothing but a
bookkeeping gimmick." Reagan sited that Social Security presently runs a surplus
and that Social Security revenues go into a trust fund which cannot be used for any-
thifig else. Therefore, the President concludes that "not one penny of it can be used
to reduce the deficit in the overall management of government. To continue to say
that this could somehow reduce the deficit ... is a snare and a delusion."

Mr. Chairman, it has been my intent to site many of the problems that I see with
the proposals to require mandatory Social Security coverage for state and local gov-
ernment employees. While, I can agree that corrective actions must be taken to
strengthen the medicare system, I have reservations that mandatory coverage is but
a ban-aid solution to a greater problem.

Additionally, Mr. Chairman, I want to assure you and the distinguished members
of this committee of my continuing and overriding commitment to deficit reduction.
However, in our efforts to meet this most important goal, I ask that the committee
give careful consideration to the full ramifications of the cumulative impact that
deficit reduction efforts will have on local governments.

The CHAIRMAN. The committee will come to order, please.
Senator Kerry is the first scheduled witness today, and he is on

his way, but Senator Durenberger has to go to an Intelligence Com-
mittee hearing that he has to chair at 10 and has some opening
comments he would like to make. And I would like to call upon
him now.

Senator Durenberger.
Senator DURENBERGER. Mr. Chairman, I thank you very much.
I do regret that we have got two matters that couldn't be delayed

past 10 this morning so that I have to leave. I wanted to share with
you and my colleagues and the people that are deeply concerned
about the issues that we are hearing today a couple of my con-
cerns.

First, on the issue of Social Security, Medicare and public em-
ployees. Let me say that there is an incongruity about Social Secu-
rity that I can't quite understand despite all of the efforts we put
in-in 1982 and 1983 on the subject. And that is that I asked one of
my staff members what's the difference in the Federal deficit if we
take Social Security off the Federal budget today? And he said,
well, a $220 billion deficit today would be a approximately $286 bil-
lion deficit.

Now that's astounding that the Social Security--
The CHAIRMAN. Because of the surplus in the Social Security

Fund?
Senator DURENBERfiaR. Yes. In effect, the current surplus in

Social Security.
But he said-and he's only 30 years old-he said, Senator, let me

remind you that by the year 2020 we are not only out of money,
but we're back in the hole again in the Social Security. That's the
incredible thing we are dealing with.
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So with the incongruity of that, we come to an issue that I'm
sure is somewhat confusing to all of us. And it looks like we are
approaching it strictly in terms of the deficit and what does $8.4
billion have to do with the deficit. And I'm sure we will hear a lot
about that today.

It strikes me that, regardless of my views on Social Security, ev-
erybody in the country ought to participate in the process of sup-
porting it since most people in the country are the beneficiaries of
it.

However, I wanted my colleagues to be aware of the fact that if
we adopt the recommendation to bring all the remaining State and
local employees into the Social Security system, first Medicare, and
then OASDI, the reality of what we are doing should not be lost on
us in terms of the intergovernmental relations in this country. Be-
cause, in effect, having spent 41/2 years now getting the Federal
Government out of participating in the funding of State and local
government delivered services, we are now about to go one step far-
ther and add another substantial tax at the local government level
to pay for nonmeans tested Federal benefits.

I just think the country ought to be aware of what we are doing
here in the ultimate. We are asking the people back in Minneapolis
and the school district, who pay for a good part of the cost of edu-
cation out of the property tax, to raise the property tax in order to
flow it through either in salary or employee contribution a payroll
tax so that everybody in this country, when they reach the age of
65, can have a free health insurance plan.

And we ought to just understand that that is what we are up to.
That cost is measured in the billions and will end up as a local tax
passed on into a national system.

I would also suggest, Mr. Chairman, those of us who are also in
governmental affairs looking at the problem of changing the retire-
ment system for civil service at the Federal level, that the notion
that somehow this change could be effected on January 1, 1986 is
totally lost on me. I really think it needs to be delayed.

The last thing I wanted to say, Mr. Chairman, with regard to
general revenue sharing-that's not today's subject, but I can't be
here on Friday-that I intend to propose, but I'm going to propose
a substitute for general revenue sharing, with another name,
which is mainly a needs or means tested passthrough of Federal
moneys to local government at approximately half the dollars that
were in the cmux-ent program, with a formula that will try to target
some of these moneys toward the most needy local governments in
this country.

Those formulas do exist. They have been resisted by local govern-
ment associations in the past. They may be ready to consider them
today.

But this committee may not be ready for it in light of the deficit.
I just wanted to alert the Chair that sometime this fall I hope to be
able to make a proposal for the consideration of my colleagues in
that regard.

The CHAIRMAN. I think the proposal has great merit. I appreciate
the warning because as a chairman himself, he knows how chair-
men hate to be blindsided by something coming.

Senator Long.
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Senator LONG. Mr. Chairman, I will have to go to the Commerce
meeting today. I want to support Secretary Dole's position on a
matter there-I think I do anyway, subject to what might be said
in the meeting with regard to the airports in the Washington Met-
ropolitan area.

I don't agree in complete detail, but I think I generally agree
with her position.

And while I am not here, I just want the witnesses and every-
body to know that I am strongly opposed to any further scheme to
tax a State government to solve the deficit problems of the Federal
Government.

Some time back the Congress, over my protest, managed to slip
through a proposal which in my judgment taxes the interest on
State full faith and credit bonds. And I don't think the votes are
there to sustain that position. I know Senator D'Amato feels the
same way I do about it. We are going to continue our fight to re-
verse that decision.

We don't think it is going to solve our problem to engage in a
beggar-thy-neighbor program to tax the State and local govern-
ment. If you take revenue sharing away from them, that's bad
enough, but to go solve our problems by taxing them just doesn't
make any sense. It was never intended in the formation of this
country.

I just don't think we ought to spend much of our life standing for
honor, conscience and principle and then suddenly say, wait a
minute, that's all fine except when money gets involved-then that
is something else. I think we ought to be consistent in what we do.

We have always taken the view that the Federal Government is
not going to tax the State governments. This proposal, as I under-
stand it, would tax the State governments for Social Security pur-
poses to try to help balance the Federal budget.

I just don't think we ought to do that. And I think I'll have sub-
stantial support in fighting against that. Insofar as they can find
that money, they need it to take care oftheir retired employees by
taxing their younger ones, just as we do for our elder employees by
taxing the younger ones.

I just want to get my word in here to alert everybody that I'm
going to oppose taxing State and local governments. It's not that
hard to find revenue for the Federal Government that we have got
to clobber the State governments in order to do it.

And I hope that others will tend to feel the same way about it
when the time comes.

The CHAIRMAN. Any .haer opening statements?
[No response.]
The CHAIRMAN. If not, we will start with our first witness. Sena-

tor Kerry. There he is. Good to have you with us this morning,
John.

Senator Kerry, the junior Senator from Massachusetts.

STATEMENT OF THE HONORABLE JOHN F. KERRY, U.S. SENATOR,
STATE OF MASSACHUSETTS

Senator KERRY. Thank you very mucii, Mr. Chairman.
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I appreciate the opportunity to testify before the Finance
Committee. I will submit for the record, Mr. Chairman, my formal
comments, and I ask your leave to be able to submit at the same
time a letter from Gov. Michael Dukakis of Massachusetts regard-
ing the impact on the Commonwealth of Massachusetts.

The CHAIRMAN. That will come right behind your testimony.
Senator KERRY. I thank you verymuch.
I will just summarize, if I may, Mr. Chairman.
Massachusetts and I personally are deeply concerned about the

impact of the move to place all employees under Medicare effective
January 1, 1986, and all new hirees under Social Security.

We are, obviously, very mindful of the difficulties that this com-
mittee is facing in an effort to find revenue, and particularly the
$8.4 billion which has been specified in the concurrent resolution.

But we are also mindful that over these past 5 years Massachu-
setts, as well as every other State in the Union, has again and
again and again been requested to make up for cuts at the Federal
level of one kind or another, some direct, some indirect.

Federal revenue sharing is going to be phased out. The CDBG's
are being reduced. UDAG's are being reduced. And we are still
reeling from the constitutional imposition of State property tax
limitations, in our State known as proposition 2/2.

But having reviewed the Federal picture with respect to those re-
strictions, there is almost no State in the United States of America
today that isn't laboring under some kind of limitation on rate of
tax increase, total amount of tax increase, property tax, and other
revenues.

If you add to that the imposition of a January 1, 1986, assump-
tion of these costs, it is simply one more burden which not rhetori-
cally but absolutely realistically is going to make it impossible for
some States to meet their financial burdens.

Now that problem is compounded by the fact that this is mid-
budget for many States. And because it is a mid-budget require-
ment, they can't even adjust under the circumstances.

And, therefore, I would like to simply call to your attention-I
can't speak for all the other States, but in Massachusetts in the
first year, the total amount of both of these changes will be about
$80 million. And to just put that in a perspective, we have a total
of just about an $8 billion budget.

We return to our cities and towns annually in local aid some-
where in the vicinity of $150 million. So this is almost one-half of
the total amount that the State government has to assist local com-
munities in the totality of their projects and programs.

In the outyears, going out to 1990, it will be a total assumption of
some $646 million. Obviously, with the largest imposition being on
Medicare up front and Social Security on the back end.

The second significant problem that I would call to the attention
of the committee is that we are under constitutional restriction in
our ability. Even if you proceeded to do this, legally, we would have
no way to remove the restrictions, if we were even trying to re-
spond appropriately to the mandate, and would face a chaotic situ-
ation with respect to what program we would have to adjust or not
adjust.

And I think that that is not the intent of the Congress.
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Now over the years I know the CBO was required, I believe by a
change in the budget requirements, the Budget Act, to submit to
the Congress the cost of those congressionally mandated programs,
at least the cost to the Federal Government.

I certainly think it would be a good idea in light of this to re-
quire CBO to also submit-and I intend at a later time to try to file
legislation to do so-to file the cost to the State and local govern-
ments of those particular programs.

We have done that in Massachusetts. And, in fact, gone even fur-
ther where no program can be mandated without the State-man-
dated on local government without the State itself being required
to provide the money for that.

I'm not suggesting that that would be part of the Federal Gov-
ernment approach, but I am saying that you can't take this kind of
action without paying closer attention, I think, to what the impact
is going to be on the financial status of the States involved.

The second problem, just very quickly, is one that the Federal
Government and all the members of this committee are wrestling
with. And that is that administratively to take existing pension
programs, many of which are obviously far more generous and
have been worked on and negotiated out over the years to provide
benefits that go well beyond what Social Security can provide-ob-
viously, there is going to have to be an adjustment process. And
you are going to have to work out the ability to have supplementa-
ry programs of one kind or another to make up that difference.

And there isn't a State employee or a local employee who not
only will not ask for it, but doesn't have a right to ask for that. De
minimis.

To ask by January 1, 1986, for the States to accoriplish what the
Federal Goveinment was given 2 years to accomplish, and hasn't
yet accomplished, is, again, I think, to impose a burden which is
unreasonable.

So I would strongly recommend that the distinguished members
of the committee who are far more versed in the budget than I and
aware of the options than I, struggle somehow not to impose yet
again one more burden which simply cannot be met by States that
are already overtaxed.

Mr. Chairman, at the risk of going beyond the purview of this
particular hearing, I don't want to come here and suggest to you
that you give up $8.4 billion in revenue without at the same time
saying to you that I think there are other places where you might
be able to find it.

And as the chairman well knows, because he joined me on the
floor in a resolution which has been included in the concurrent res-
olution, I am still strongly of the belief that we have not yet ade-
quately explored the opportunities of compliance, of tax compli-
ance, in this country.

And the figures are very clear. And if I could just take 1 minute,
I would like to reiterate to this committee that the IRS itself is tell-
ing us that there are $92 billion in reported but uncollected or non-
reported but collectible revenues. There are $30 billion in reported
but noncollected revenues of which the IRS itself says it is only
seeking to recover some $8 billion.
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Now there are 14 States in this country which have undertaken
special programs of compliance in the last 2 or 3 years. Each of
them is a success story in and of itself, which demonstrates how
through creative enforcement as well as through various measures,
such as requiring task compliance certificates on an application for
Federal loans or grants-they have, all of them, increased their
revenues as a result.

And if a mere 10 percent compliance increase were to take place
over the year, based on the figures available, that would be more
than the $8.4 billion that this committee is seeking.

And the figures are very clear. Ten years ago, compliance in this
country, it was estimated accurately by the IRS itself-it was at
84.6 percent. It is now down to 81 percent. And each diminution of
a percentage point represents the loss of $5 billion in revenue.

So, Mr. Chairman, if we were simply at the rate of compliance
that we were at 10 years ago-not an increase, not something that
we haven't touched before, not something that we don't know how
to do-if we weren't simply where we were 10 years ago, that
would be an additional $17 billion of revenue to the coffers of the
Government.

So I strongly implore the committee to look hard at the pros-
pect-this is without an amnesty-of simply increasing our compli-
ance and renewing people's faith in the system.

The Yankalovich study recently showed that one out of four
Americans believe adamantly that less than half of all citizens
comply with our tax laws, and a majority of American believe that
tax cheating is becoming more prevalent. Most disturbing is the
finding that 41 percent of the public indicated that they are certain
that tax cheaters would not be caught. And, in fact, 1 out of 5
Americans are cheating, and only one out of 43,000 Americans are
ever criminally prosecuted for that fact.

I think a system that has that kind of compliance record is a
system which is inviting the record of Italy and other countries
where tax compliance has become a farce.

And I think there is a great opportunity here to have fairness,
equity in our system; to find revenue without imposing on the
States the unfairness that I think this proposal does.

Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you very much, Senator.
[The prepared written statement of Senator Kerry and the letter

from Governor Dukakis follow:]
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STATEMENT OF

SENATOR JOHN F. KERRY

MR. CHAIRMAN - I appreciate the opportunity to come

before the Senate Finance Committee this morning to

express concern I have about proposals to include state

and local government employees under Medicare effective

January 1, 1986 and all new employees under Social

Security hired on or after January 1, 1986.

The Budget Resolution, S. Con. Res. 32, has

instructed this Committee to raise $8.4 billion in

unspecified new revenues and this state and local

government proposal is before this Committee in order to

meet the $8.4 billion obligation. I oppose this

proposal and wish to outline my views about the fiscal

impact on my state, the problem with pension

integration, and the congressional review this issue has

been given.

The fiscal impact this proposal would have on state

and local governments would be significant and in some

cases disastrous. A January 1, 1986 effective date

places the enactment in the middle of the budget year

for most of the government units affected, most

critically, even if state and local governments were

able to raise the necessary revenue to cover the
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employer's share of the payroll tax, most would be

unable to because of legal and constitutional

restrictions. In my own state of Massachusetts, for

example, the 2 1/2 percent property tax limit would make

it impossible to raise the revenue needed to meet these

payroll taxes.

Several states would share an especially large part

of the burden of this proposal. Let me cite for you the

severe penalty this would place on Massachusetts. For

instance, extension of Medicare coverage will cost

Massachusetts state and local governments over $70

million in 1986 and nearly $400 million over the next 5

years. To extend Social Security coverage to new

employees hired on or after January 1, 1986 is estimated

to cost Massachusetts $3 million in the first year and

the local governments an additional $4 million in 1986.

The cost estimates for the outlying years are even more

dramatic with a $250 million price tag for Massachusetts

state and local governments in the next five years To

put this in perspective, the state's total budget for

fiscal year 1986 is $8.1 billion.

I am very aware of the responsibility this

Committee has to meet the instructions it received from

the Budget Resolution and you have many worthy proposals

before you. However, this proposal uses the balloon
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method of deficit reduction. Wherever we squeeze out

savings, the costs spring up in higher costs for state

and local governments. I personally feel, and in fact

intend to file legislation, that we should require the

Congressional Budget Office to cite the state and local

government cost estimates with their other cost

estimates on congressional proposals. You may be

interested to know that Massachusetts takes a different

approach, and perhaps more realistic approach, to

mandating costly requirements on local governments.

Massachusetts state law requires that when the state

imposes new requirements or new programs on local

governments, the state must provide the funds necessary

to carry out the mandate. I am not suggesting the

passage of an identical. federal law, but do believe the

concept is a valid approach for us when we pass the buck

to state and local governments.

Aside from the unplanned costs to state and local

governments, as well as to the employees involved,

mandatory Medicare and Social Security coverage would

create havoc with the existing retirement systems.

State and local governments proceeded under current law

to develop and administer their own retirement systems

and as we all know, these contractual agreements is no

small undertaking.

58-303 0 - 86 - 2
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In trying to envision the integration of this

budget proposal we must keep in mind that in many

respects the benefits paid under Social Security are

much less generous than those provided under current

state and local pension plans Administrative confusion

would ensue. Many states offer early retirement,

benefit levels which are higher in proportion to

earnings, and more generous disability benefits. A

supplemental pension plan would be required. And again,

while envisioning all of these changes, we are dealing

with a January 1, 1986 effective date. The Congress

allowed the federal government a two year transition

period to develop its supplemental pension plan when

federal employees came under Social Security in 1984.

Can we expect the state and local governments to provide

in a few months what the federal government has been

unable to do in nearly two years?

And finally, I am concerned about the speed with

which this proposal has come before the Congress.

Thorough hearings have not been held on the issue of

mandatory Medicare and Social Security coverage for

state and local government employees. The last time it

was reviewed before the Congress was in 1983 when the

National Commission on Social Security Reform

recommended to Congress against including state and

local government employees under Medicare and Social
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Security. This issue will crucially touch the futures

of all the state and local government employees affected

and they surely deserve more than a backdoor method of

change on such a vitally important issue.

I recognize that by suggesting that you set aside

this proposal it is incumbent upon me to provide an

alternate revenue proposal. Let me take this

opportunity to highlight an option which has

demonstrated broad support in the congress this year,

namely, enhanced tax compliance. As you may recall, the

amendment I introduced on enforcement passed the Senate

93-2. I am happy to note that a similar enhanced tax

law enforcement provision is included in S. Con. Res.

32. I am proposing that we look to that source for the

additiortal revenue discussed here today. As noted in

that language, the IRS estimates of 94B in uncollected

revenue annually. Without belaboring the point, I note

that the track record of effectiveness in enhanced

compliance in many states stands as clear evidence that

sums at least equal to the 8.4B we are discussing here

today can be raised for FY '86.

In closing I would like to say that state and local

governments do not pay lavish salaries. To enact this

sudden change in policy will certainly diminish the

ability of these governments to provide responsible and
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attractive retirement system. In the case of many

states and local governments, a strong modern retirement

system is one of the key incentives which the

governmental unit offers to attract quality people. It

would seem especially unequitable to include current

employees under either Medicare or Social Security, but

should the proposal be newly hired employees only it

would still penalize current pension systems which rely

on the newly hired for solvency. And finally, I fail to

understand the justification of a January 1, 1986

effective date for any of these proposals.

Once again, Mr. Chairman, thank you for allowing me

to testify today. I would be more than happy to respond

to any questions you may have.
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THE COMMONWEALTH OF MASSACHUSETTS

EXECUTIVE DEPARTMENT

STATE HOUSE * BOSTON 02133

MICHAEL S. DUKAKIS
GOVERNOR

September 9, 1985

The Honorable John Kerry
United States Senate
362-Russell Senate Building
Washington, D.C. 20515

Dear John:

I am writing in opposition to certain assumptions
contained in the Congressionally-approved budget resolution
which would bring state and local employees into the
medicare/social security system. These assumed savings, which
were hastily included in the final budget resolution without
due consideration of their implications, would have a profound
impact on governments in the Commonwealth and their employees.

As you know, the FY'86 budget resolution implicitly
assumes that effective January 1, 1986, all state and local
employees will be included in the medicare system anid that all
new hires will contribute towards the social security system.
In effect, this proposal would require that, beginning January
1st, state and local governments would pay the employer share
of the medicare payroll tax for all current employees and the
social security payroll tax for all new hires. Likewise, the
affected state and local employees would contribute an equal
proportion for medicare/social security coverage.

Since virtually none of Massachusetts' nearly 300,000
state and local employees are currently included in the
medicare/social security system, enactment ol these proposals
would have a disproportionate fiscal impact n the
Commonwealth. We estimate that medicare coverage alone will
cost Massachusetts state and local governments over $70 million
in 1986, and nearly $400 million over the next five years.
Employees of state and local governments would have to pay a
similar amount as their contribution to the medicare system.

In comparison, the initial impact of the social security
payroll tax is relatively small ($7 million in 1986), owing to
the fact that coverage would only apply to new hires. However,
the cost of social security coverage escalates dramatically

over the next few years as new employees enter the state and
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local work force. In fact, by 1990, we expect annual
expenditures for social security coverage to exceed the costs
of medicare coverage. Over the next five years, social
security coverage will cost state and local governments in
Massachusetts approximately $250 million. Please note the
attached chart documenting the dramatic fiscal consequences of
these proposals for Massachusetts state and local finances over
the next five years.

The financial impact of these proposals is further
compounded by the January Ist implementation date.
Incorporated into the budget resolution at the eleventh hour of
Congressional negotiations, this additional fiscal burden could
not have been anticipated by state and local governments as
they developed their spending blueprints for FY'86.

In addition to the obvious fiscal disruptions created by
the early implementation date, a myriad of administrative
difficulties can be expected as the state and local governments
attempt to integrate the social security system with present
pension plans. Since current state and local pension plans are
more generous in certain respects than benefits provided under
social security, a supplemental plan will be required if state
and local governments are to provide new employees with pension
coverage comparable to that received by current employees. As
you know, for the last two years, the Federal government has
been struggling to design such a plan for Federal civil service
employees hired after January 1984. If the difficulties
encountered at the Federal level are any indication, design of
state and local supplemental pension plans by the first of next
year will be impossible.

The inclusion of state and local employees in the
inedicare/social security system represents a substantial
shifting of costs to state and local governments and their
employees. According to budget estimates, these proposals will
raise t8.4 billion in additional Federal revenues over the next
three years, an added tax burden which will be shared equally
by state/local governments and their employees. In light of
the anticipated costs resulting from the recent Garcia v. San
Antonio Supreme Court decision, the proposed FY' 87 eliminat-Ton
of general revenue sharing, and the additional cuts contained
in the budget resolution, implementation of mandatory
medicare/social security coverage will further squeeze the
limited financial resources of state and local governments. In
fact, for many local governments, this added burden may
threaten their ability to finance basic public services as well
as pension plans serving current retirees.
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I am extremely supportive of your efforts to reduce the
Federal budget deficit. However, enactment of these proposals
will not achieve true deficit reduction in the long term. Sfnce
medicare and social security trust fund revenues are earmarked
for eventual expenditures on behalf of program recipients,
expected Federal savings are transitory in nature. Inclusion
of these trust funds, and their surpluses, in the unified
budget only makes it appear that these revenues contribute to
real deficit reduction. Enactment of mandatory coverage will
achieve dubious Federal savings but at substantial immediate
cost to state and local governments and their employees.

Given the potential impact of these proposals on the
Commonwealth, I greatly appreciate the leadership role you have
taken on this issue. I urge you to continue your strong
opposition to further legislat 8 v attempts aimed at expanding
medicare/social security cover to state and local employees.

Si ely,

Mi ael S. Dukakis

Gournor

MSD :MN/dw

AttachmentS
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TABLE 93--RESTRICTIONS ON STATE AND LOCAL GOVERNMENT TAX
AND EXPENDITURE POWERS (OCTOBER 1984)

(Continued)

Explanation of Column Headings

Overall Property Tax Rate Limit: refers to the maximum rate that may be
applied against the assessed value of property without a vote of the local
electorate. The rate is usually expressed as millions per dollar of
assessed value. The overall limit refers to the aggregate tax rate of all
local governments--municipal, county, school districts, and special

.districts (if applicable).

Specific Prooertv Tax Rate Limit: same as above, except the specific rate
limit refers to limits on individual types of local governments (i.e.,
separate limits for cities, counties, etc.) or limits on narrowly defined
services (excluding debt).

Provertv Tax Levv Limit: refers to the maximum revenue that a jurisdiction
can raise from the property tax. This is typically enacted as an allowed
annual percentage increase in the property tax levy.

General 'evenue Limit: refers to the total amount of revenue, both from
property and nonproperty tax sources, that a local government is allowed
to collect during a fiscal year.

General Expenditure Limit: refers to the maximum amount that a juris-
diction can either appropriate or spend during a fiscal year. This is
usually legislated as an allowed annual percentage increase in- operating
expenses.

Limits on Assessment Increases: by limiting increases in assessments,
taxpayers are protected from escalating tax bills caused by appreciating
property values. This forces local governments to increase tax rates
for needed additional revenue, rather than rely on this automatic revenue
windfall caused by rising property values.

Full Disclosure or-Truth-in-Propertv Taxation: refers to a procedure
designed to promote public discussion and political accountability
requiring local governing bodies to advertise and hold public hearings
on proposed tax rate increases.
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The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. No questions.
The CHAIRMAN. Senator Long.
Senator LONG. I believe you touched on the same thing that I

mentioned before you started testifying, Senator Kerry. Did you
hear my statement about taxing the State governments to try to
solve our problem?

Senator KERRY. Yes, I did.
Senator LONG. I think that's what we are talking about here.

There is a proposal-it has not been entirely agreed to by the
House committee, but the proposal is to include State and local
government employees for the cash benefit programs as well as for
medical care, to take the young people out of the State programs
and put them under the Federal program. The old ones would be
left the way they were, if I understand it.

Now that's a fine kettle of fish. You need to tax your young
people in order to find the money to look after the old ones.

If you take the young people out, who is going to pay for the old
ones? There are proposals out there that say, well, we will take all
those who are a real good risk out of the State program and put
them in the Federal program. Over time we will take all the
payers out of the State program, put them in the Federal program,
and leave the States with all the people who are getting the bene-
fits.

No State can finance itself very long that way. And I take it
that's part of what you are complaining about here.

I want to say to you, Senator Kerry, that the principle involved
here is something where this committee has played the part of con-
sistency, principle and honor down through the years. I don't see
that our fiscal situation is so desperate that we can't finance our-
selves and still conform to certain principles of government that
started when the Union was first founded.

Louisiana was not a part of the original Union, but several of
those basic ideas were very good and deserve to be respected even
now. You can be sure that you have my support in trying to stay
by certain standards that have served this country very well for
200 years.

Senator KERRY. Well, I thank you for that comment.
If I could just add that there is a shell game aspect to this; not

an entirety, but certainly a certain portion because Social Security
is being taken off of budget, as we know, by 1993. There is a move
by some to take it off sooner.

But whether you take it off or don't take it off, the hard reality
is that since it s dedicated funding, it is not really a reduction in
the deficit except to the degree that interest paid on notes through
the purchase of funds represents a certain amount of income that
goes against general revenue.

In point of fact, it's really insignificant in terms of it's steps to
reduce the deficit. But, obviously, very significant in terms of the
burden on the States.

Senator LONG. Even more important to me than that is the fact
that once you start going down this road of trying to solve your
problem by taxing the States and the local governments, you are
just begging for trouble.
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The Federal Government has done a great job of defending itself
against taxation by those State and local governments. I'm not
complaining about that. But we ought to be willing to see both
sides of that coin.

If they are not going to tax us, we shouldn't be taxing them. And
people like you and me who are elected at the State level instead of
the Federal level, we ought to respect that principle.

My prediction is that once you start down that road, eventually
you are going to have to retrace every step of that because the
public is going to say it's wrong. So why start that way in the first
instance?

Thank you.
The CHAIRMAN. Senator Mitchell.
Senator MITCHELL. I have no questions, Mr. Chairman. I merely

want to commend Senator Kerry for a very thoughtful and persua-
sive statement.

Senator KERRY. Thank you very much.
The CHAIRMAN. Senator Baucus.
Senator BAUCUS. No questions.
The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. No questions.
Senator KERRY. Thank you.
The CHAIRMAN. Thank you very much, Senator.
Our next witness will be Mikel Rollyson, the Tax Legislative

Counsel for the Department of the Treasury, appearing here in-
stead of Deputy Assistant Secretary Mentz.

I will encourage all of the witnesses to put their statements in
the record in full and hold themselves to 5 minutes orally because I
know the committee has questions.

Go right ahead, Mr. Rollyson.

STATEMENT OF THE HONORABLE MIKEL M. ROLLYSON, TAX
LEGISLATIVE COUNSEL, DEPARTMENT OF THE TREASURY,
WASHINGTON, DC
Mr. ROLLYSON. Thank you, Mr. Chairman. Mr. Mentz unfortu-

nately was called out of town today and could not be here.
I will keep my statement rather brief.
I'm here today to present the views of the Treasury Department

on certain of the revenue initiatives included in the President's
fiscal year 1986 budget proposal.

I will discuss whether the temporary increase in the cigarette
excise tax should be extended; whether the deposit schedule for
Social Security taxes of State and local governments should be con-
formed to the private sector deposit schedule; and whether the in-
dustry pensions paid in addition to Social Security benefits under
railroad retirement pensions should be taxed in the same manner
as all other private industry pensions.

Other administration officials here today and some who will be
appearing before you this afternoon and tomorrow will discuss
other revenue initiatives in the President's budget, and also in the
Ways and Means bill.

The administration generally is opposed to any form of Federal
tax increase at this time. Fees imposed for the use of Federal Gov-.
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ernment property or services, however, are an appropriate means
of compensating the Federal Government for the expenses incurred
in making such property or services available to the public; and,
thus, other administration witnesses will be testifying this morning
in support of certain user fees.

First, let me discuss the extension of the cigarette excise tax.
The current tax rate of $.16 per pack of 20 cigarettes is scheduled

to be reduced to $.08 per pack on October 1, 1985.
Our position is that the excise tax should be allowed to decline to

$.08 per pack on October 1 in accordance with current law.
The excise taxes on tobacco products discriminate against con-

sumers who prefer to spend a portion of their incomes on these
products. Moreover, the excise taxes on tobacco are regressive be-
cause low income individuals spend a larger percentage of their
income on these products than wealthier individuals.

According to the 1980-1981 consumer expenditure survey diary
data, the population with the lowest income spent six times as
much of their income on tobacco products as did the population
with the highest income.

In addition, State and local governments currently impose excise
taxes on cigarettes. In 1984, State and local revenues from these
taxes equaled $4.3 billion.

To the extent that higher Federal taxes on tobacco products re-
duced tobacco consumption, they could restrict the ability of these
State and local governments to raise revenues from these sources.
As the cigarette excise tax is a relatively easy tax to administer,
we regard it as appropriate that most of the revenue from the
excise taxation of cigarettes be collected by the States.

The Treasury Department, thus, favors the scheduled termina-
tion of the temporary increase in the excise taxes on tobacco prod-
ucts on September 30, 1985.

Now, let me address the State and local deposit of Social Security
payroll taxes.

Under present law, States that provide Social Security coverage
for their employees and the employees of their political subdivi-
sions are required to pay Social Security contributions directly to
the Social Security Trust Fund within approximately 2 weeks fol-
lowing the semimonthly period in which the covered wages were
paid.

The administration has submitted legislation to implement the
revenue initiative in the President's budget that would treat Social
Security contributions of public employees as Federal Insurance
Contributions Act taxes, as is the case in Social Security contribu-
tions of private employers and the Federal Government.

This would thereby transfer the administration and collection of
these contributions from the Department of Health and Human
Services to the Internal Revenue Service.

Under the proposed legislation, the States, their political subdivi-
sions and intrastate instrumentalities would individually remit
their Social Security contributions in the form of FICA taxes to the
IRS along with the Federal income taxes they currently withhold,
and States would no longer be liable for deposits of substate enti-
ties.
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The deposit schedule would be conformed to the private sector
rules over a 2-year phase-in period. The States and their political
subdivisions would be subject to the same interest charges and pen-
alties on late payments, and would have the same rights to admin-
istrative appeal and judicial review under the Internal Revenue
Code, as do private sector employers.

The Treasury Department favors treating Social Security contri-
butions of public employers as FICA taxes. Conforming the State
and local government deposit schedule to the deposit schedule of
the private sector and placing the responsibility for the collection
of all Social Security contributions with the Internal Revenue Serv-
ice will lead to earlier and more efficient collection of these contri-
butions.

Finally, let me address the taxation of certain railroad retire-
ment benefits.

Under present law, certain railroad retirement system benefits
computed by using the Social Security benefit formula, known as
tier 1 benefits, are subject to Federal income tax in the same
manner as Social Security benefits. Tier 1 benefits, however, may
be available at an earlier age or in amounts in excess of benefits
payable under the Social Security system.

Under the President's budget proposal, tier 1 benefits that equal
the Social Security benefits to which the individual would have
been entitled if all the individual's employment on which the annu-
ity is based had been employment for Social Security benefit pur-
poses would continue to be taxed the same as Social Security bene-
fits.

Other tier 1 benefits would be taxed under the rules that apply
to all other payments under the railroad retirement system; that
is, they would be subject to Federal income tax to the extent pay-
ments received--

The CHAIRMAN. Mr. Rollyson, let me interrupt you and ask you
not to read the statement verbatim. We have read it. There are
only three of us here, and we would rather have you summarize it.

Mr. ROLLYSON. Fine.
The essence of the railroad retirement benefit proposal is simply

that we will tax amounts equivalent to Social Security benefits as
Social Security benefits are taxed. We will tax all other amounts as
private pensions would be taxed.

I'd be glad to respond to your questions, Mr. Chairman.
The CHAIRMAN. I have some questions of some later witnesses in-

volving customs, but as the Deputy Commissioner for Customs is
going to be here, I will hold on that until he testifies.

Your statement is quite straightforward and quite easy to under-
stand. I have no questions.

Senator Mitchell, Senator Baucus.
Senator MITCHELL. Mr. Chairman, I do have a couple of ques-

tions, if I might.
The CHAIRMAN. Go ahead.
Senator MITCHELL. Mr. Rollyson, it's my understanding that ex-

tending the cigarette tax at the current level would produce reve-
nues of approximately $5 billion over the next 3 years. Is that your
understanding as well?

Mr. ROLLYSON. That's correct, Senator.
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Senator MITCHELL. All right. In that event, I think it raises seri-
ous questions about the administration's concern for the deficit for
you to propose permitting that tax to be reduced as scheduled.

I guess it's semantics whether it is a tax increase, to continue a
tax at its current level on the one hand or permit a schedule de-
cline to occur on the other. Not a day goes by when we don't read
about public concern for the deficit. The administration makes a
lot of statements about it, but here you are, in effect, saying let's
surrender $5 billion in revenue over the next 3 years that it is now
being received.

Do you not feel at least a twinge of inconsistency between the
repeated public statements about the need to deal with the deficit
by the administration and your position on this issue?

Mr. ROLLYSON. There is no doubt that extension of this scheduled
decrease or permitting it to go into effect is not the easiest question
that one must address.

But we do believe that not permitting the scheduled decrease to
go into effect would be essentially equivalent to a tax increase, and
the administration has consistently opposed any broad-based tax
increases, as you are well aware, and this certainly is both a broad-
based tax and a very regressive tax. And, therefore, we do oppose
it.

Senator MITCHELL. I really must say that the administration's po-
sition strikes me as ideology first and foremost and damn the con-
sequences. No matter what happens to the deficit, no matter what
happens to the economy, we can t have a tax increase, period.

And I have to note some irony in your concern, both in your
written statement and in your oral remarks about the regressive
nature of the tax.

The President supported and signed into law, did he not, the
temporary increase that we are now talking about?

Mr. ROLLYSON. Yes; he did.
Senator MITCHELL. And he didn't say anything about that being

regressive at that time, did he?
Mr. ROLLYSON. I don't recall that statement being made, Senator.
Senator MITCHELL. The President supported and signed legisla-

tion maintaining the level of the telephone excise tax at the time
that occurred, did he not?

Mr. ROLLYSON. Yes; he did.
Senator MITCHELL. And neither he nor you said anything about

that being regressive, did you?
Mr. ROLLYSON. Not to my knowledge, Senator.
Senator MITCHELL. The President supported and signed into law

the increase in the gasoline tax, did he not?
Mr. ROLLYSON. Yes; he did.
Senator MITCHELL. And neither he nor you said anything about

that being regressive, did you?
Mr. ROLLYSON. Not to my knowledge.
Senator MITCHELL. And the President proposed and supported re-

ducing the maximum rate in the income tax law from 70 to 50 per-
cent; he now proposes to reduce it to 35 percent, thereby compress-
ing significantly the tax schedule and as a consequence reducing
substantially the progressivity of the income tax rates, does he not?
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Mr. ROLLYSON. He has, but I have to disagree with you that it, in
fact, makes the tax schedule less progressive. I think the tax
reform proposal, which reduces the marginal rates from 50 percent
to 35 percent, has to be taken in context with the extreme number
of base broadeners and closing of preferences that the administra-
tion's proposal puts forward.

I think one of the principal problems that we face today is that
although the Internal Revenue Code and the rate brackets appear
to be extremely progressive, taking into account the preference
items. they are not progressive. And, in fact, do not operate in a
progressive fashion.

Indeed, I think the proposals to eliminate those preferences and
reduce rates across the board will result in a more progressive
rather than a less progressive tax structure.

Senator MITCHELL. Well, of course, it's possible to eliminate the
preferences and not reduce the rates to the level contemplated,
isn't it?

Mr. ROLLYSON. Sure, it is.
Senator MITCHELL. So, you would accomplish what you have sug-

gested without the necessity of reducing the schedule. Well, that's
a separate issue and I won't belabor it.

I see my time is up. Mr. Chairman, I will have several questions
on the recommendation to change the method of collecting State
and local Social Security payroll taxes.

In the interest of time, Mr. Rollyson, I would submit those to you
in writing. As you know, a great deal of concern has been ex-
pressed by State governments and I do have some reservations
about this proposal.

Mr. ROLLYSON. We will respond.
Senator MITCHELL. Thank you very much, Mr. Rollyson. Thank

you, Mr. Chairman.
The CHAIRMAN. Senator Baucus.
Senator BAUCus. Let me ask you one question, Mr. Rollyson.
The budget resolution that has been adopted calls for the Con-

gress to come up with $15.7 billion in revenues over 3 years. Does
the administration support or not support that?

Mr. ROLLYSON. It's my understanding that the administration
does support the budget resolution. We do not have at this time,
however, specific further revenue initiatives to put before the com-
mittee.

Senator BAUCus. Thank you.
The CHAIRMAN. It might be helpful, before we start marking this

up, so long as the administration does support it, if they would sug-
gest to us how they would like to pick up the $15.7 billion. And
these are revenues. These are not user fees.

Mr. ROLLYSON. Right.
The CHAIRMAN. These are revenues.
Could you see if you can get the administration to provide us

with some specifics or suggestions as to how we get that money?
Mr. ROLLYSON. We will certainly be discussing that, Senator.
The CHAIRMAN. Thank you.
Mr. ROLLYSON. Thank you.
The CHAIRMAN. Any other questions?
[No response.]
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The CHAIRMAN. If not, thank you, sir.
[The prepared written statement of Mr. Rollyson follows:]
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STATEMENT OF
MI.KEL M. ROLLYSON

TAX LEGISLATIVE COUNSEL
DEPARTMENT OF THE TREASURY

Mr. Chairman and Members of the Committee:

It is my pleasure to be here today to present the views of
the Treasury Department on certain of the revenue initiatives
included in the Presidents' fiscal year 1986 budget proposal. I
will discuss whether the temporary increase in the cigarette
excise tax should be extended, whether the deposit schedule for
social security payroll taxes of state and local governments
should be conformed to the private sector deposit schedule, and
whether the industry pensions paid in addition to social security
benefits under railroad retirement pensions should be taxed in
the same manner as all other private industry pensions. Other
Administrative officials will discuss other revenue initiatives
proposed in the President's budget.

The Administration generally is opposed to any form of
Federal tax increase at this time. Fees imposed for the use of
Federal Government property or-services, however, are an
appropriate means of compensating the Federal Government for the
expenses incurred in making such property or services available
to the public, and thus other Administration witnesses will be
testifying this morning In support of certain user fees.

DISCUSSION

Extension of the Cigarette Excise Tax

The current tax rate of 16 cents per pack of 20 cigarettes is
scheduled to be reduced to 8 cents per pack on October 1, 1985.
Our position is that the excise tax should be allowed to decline
to 8 cents per pack on October 1 in accordance with current law.

Excise taxes are imposed upon cigars, cigarettes, and
cigarette papers and tubes manufactured in or imported into the
United States. In general, the manufacturer or importer is
liable for these taxes when the products are removed from the
factory or released from customs custody. The rate of tax
imposed on small cigarettes (weighing no more than 3 pounds per
thousand) removed from bonded premises before January 1, 1983 and
after September 30, 1985 is $4 per thousand, which is equivalent
to a tax of 8 cents per pack of 20 cigarettes. The rate of tax
imposed on large cigarettes (weighing more than 3 pounds per
thousand) is $8.40, which is equivalent to a tax rate of- 16.8
cents per pack of 20 cigarettes. The Tax Equity and Fiscal
Responsibility Tax Act of 1982 temporarily increased the rate of
tax on small cigarettes to $8 per thousand, which is equal to a
tax rate of 16 cents per pack. Similarly, the rate of tax
imposed on large cigarettes was temporarily increased to $16.80
per thousand, which is equal to a tax rate of 33.6 cents per
pack. These temporary increases are scheduled to expire on
September 30, 1985.

Excise taxes on tobacco products discriminate against
consumers who prefer to spend a portion of their Incomes on these
products. Moreover, the excise taxes on tobacco are regressive
because low income individuals spend a larger percentage of their
income on these products than wealthier individuals. According
to the 1980-81 Consumer Expenditure Survey Diary Data, tobacco
expenditures are 2.4 percent of income for the quintile of the



49

population with the lowest income, but are only .4 percent of the
income for the quintile of the population with the highest
income.

In addition, state and local governments currently impose
excise taxes on cigarettes. In 1984, state and local revenue
from these taxes equaled $4.3 billion. To the extent that higher
Federal taxes on tobacco products reduce tobacco consumption,
they could restrict the ability of such governments to raise
revenue from these sources. The cigarette excise tax is a
relatively easy tax to administer, and, therefore, we regard it
as appropriate that most of the revenue from the excise taxation
of cigarettes is collected by the states.

In summary, the Treasury Department favors the scheduled
termination of the temporary increase in the excise taxes on
tobacco products on September 30, 1985.

State and Local Deposit of Social Security Payroll Taxes

Under present law, states that provide social security
coverage for their employees and the employees of their political
subdivisions are required to pay social security contributions
attributable to such coverage directly to the Social Security
Trust Fund within approximately two weeks following the
semi-monthly period in which the covered wages were paid. If the
state contributions are not paid timely, interest accrues at a
rate of 6 percent per annum. The Secretary of Health and Human
Services is responsible for ensuring that contributions are
properly paid. States aggregate and deposit social security
contributions on their own behalf, and on behalf of other
governmental entities.

The Administration has submitted legislation to implement the
revenue initiative in the President's budget that would treat the
social security contributions of public employers as Federal
Insurance Contributions Act (FICA) taxes -- as is the case for
social security contributions of private employers and the
Federal Government -- and thereby transfer the administration and
collection of these contributions from the Department of Health
and Human Services to the Internal Revenue Service. Under the
proposed legislation, the states, their political subdivisions,
and interstate instrumentalities would individually remit their
social security contributions in the form of FICA taxes to the
Internal Revenue Service along with the Federal income tanes they
currently withhold, and states would no longer be liable Eor
deposits of sub-state entities. The deposit schedule would be
conformed to the private sector rules over a two-year phase-in
period. The states and their political subdivisions would be
subject to the same interest charges and penalties on late
payments and would have the same rights to administrative appeal
and judicial review under the Internal Revenue Code as private
sector employers.

The Treasury Department favors treating social security
contributions of public employers as FICA taxes. Conforming the
state and local government deposit schedule to the deposit
schedule of the private sector and placing the responsibility for
the collection of all social security contributions with the
Internal Revenue Service will lead to earlier and more efficient
collection of these contributions.
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Taxation of Railroad Retirement Benefits

Under present law, certain Railroad Retirement system
benefits computed by using the social security benefit formula
("tier I benefits") are subject to Federal income tax in the same
manner as social security benefits. Tier I benefits, however,
may be available at an earlier age or in amounts In excess of
benefits payable under the social security system.

Under the President's budget proposal, tier I benefits that
equal the social security benefits to which the individual would
have been entitled If all of the individual's employment on which
the annuity is based had been employment for social security
benefit purposes would continue to be taxed In the same manner as
social security benefits. Other tier I benefits would be taxed
under the rules that apply to all other payments under the
Railroad Retirement system, i.e., they would be subject to
Federal income tax to the extent payments received exceed the
amount of the Individual's previously taxed contributions to the
plan. Thus, tier 1 benefits that are in excess of the social
security benefits to which an individual would be entitled, or
are payable at an age earlier than social security benefits,
would be subject to tax in the same manner as all other payments
under-the Railroad Retirement system.

The Treasury Department supports this proposal.
Beiveficiaries of the Railroad Retirement system should receive
the favorable tax treatment afforded social security benefits to
the extent their tier 1 benefits are equivalent to what the
individual would have received if the individual's employment
under the Railroad Retirement system had been covered employment
for social security purposes. Conversely, the portion of tier I
benefits that is not equivalent to a social security benefit and,
therefore, is essentially the same as a private pension benefit,
should not be eligible for the special tax treatment accorded
social security benefits, but should be taxed like all other
private pensions.

This concludes my prepared remarks. I would be happy to
respond to your questions.
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The CHAIRMAN. Next we will take Kathleen Utgoff, the Execu-
tive Director of the Pension Benefit Guaranty Corporation.

And if I might ask you to do the same as I asked your predeces-
sor, to put your entire statement in the record and abbreviate it
within our 5-minute time limit.

STATEMENT OF KATHLEEN P. UTGOFF, EXECUTIVE DIRECTOR,
PENSION BENEFIT GUARANTY CORPORATION, WASHINGTON, DC

Ms. UTGOFF. Thank you, Mr. Chairman. I will do that.
The CHAIRMAN. Thank you.
Ms. UTGOFF. I'm pleased to appear before you today to testify on

behalf of the administration in support of an increase in the premi-
um for the Single Employer Pension Insurance Program, and in
support of related reforms in the program.

This important insurance program is a safety net for 30 million
workers and retirees covered by private defined benefit pension
plans. As of the end of fiscal year 1984, the PBGC was responsible
for payment of benefits to about 149,000 current and future retir-
ees in approximately 1,100 terminated plans.

Unfortunately, the program does not have sufficient assets to
cover its obligations. As of September 30, 1984, only 70 percent of
the program liabilities were funded by assets.

The fiscal 1984 year end deficit of $462 million continues to grow.
On July 26 of this year, the termination of the Allis-Chalmers plan
alone increased the PBGC deficit by over $150 million.

To correct this situation, the administration has proposed a pre-
mium increase from $2.60 to $7.50 per participant per year effec-
tive January 1, 1985.

If the effective date of the increase were delayed 1 year to Janu-
ary 1, 1986, the equivalent amount needed will be $8.10.

Now, why does the PBGC need a premium increase?
The only reason is that claims against the PBGC have increased

dramatically since the Corporation was created. In the first 4 years
of the insurance program, plan terminations increased PBGC liabil-
ities by an average of $35 million a year.

In the next 3 years, the average was $68 million. And in the
most recent 3 years, about $163 million.

Projecting our experience into the future, we estimate an aver-
age increase in liabilities to over $185 million a year over the next
15 years.

In order to fund these new liabilities as they are incurred re-
quires a premium of about $5. The additional premium needed to
erase the deficit that has already accumulated, assuming a 15-year
amortization period, is about $1.50.

Finally, administrative expenses add another dollar for a total of
$7.50.

The GAO has approved the projection method and has testified
to the Congress that a premium of $7.50 is the lowest reasonable
amount.

The PBGC is now adding to the Federal deficit. This situation
will worsen very rapidly unless a premium increase is enacted.
Without an increase, the program's asset-to-liability ratio will de-
cline from last year's figure of 70 percent to 54 percent at the end
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of fiscal year 1989. The deficit will rise to at least $1.3 billion by
the end of 1989, and to $5.5 billion by the end of 1999.

Failure to enact a premium increase will put the program at risk
in the not too distant future and create pressure for funding from
general revenues.

While the requested increase is large in percentage terms, it is
modest in absolute and relative terms. For example, it is about
one-=tenth of 1 percent of the typical employer's annual payment
for employee benefits.

Now, let me turn to our proposed reforms.
Our proposed legislative reforms for the Single Employer Pro-

gram will help protect the insurance program so that it can contin-
ue to pay benefits when they are needed. These reforms will reduce
abusive claims against the insurance system in several ways.

First, about 20 percent of our net claims have come from on-
going companies that are not in any type of bankruptcy proceed-
ing. The reforms will limit the circumstances under which the
PBGC would accept the termination of an underfunded plan to
cases in which the sponsor is clearly in financial distress. They will
also increase our recovery from companies, that terminate an un-
derfunded plan and later become profitable. This will be done by
providing the PBGC a limited interest in future profits of compa-
nies that do recover.

About 21 percent of the program's deficit is due to the granting
of minimum funding waivers. The reforms will help plans and the
PBGC collect on large unpaid or waived contributions by creating a
lien in favor of the plan for these amounts. The lien will reduce the
incentive to seek funding waivers. If a waiver is obtained, a secured
claim will improve the prospects for collection in bankruptcy pro-
ceedings which otherwise are very poor.

The lien will not arise in situations where it would be unneces-
sary or counterproductive and small businesses will not be affected.

Finally, we are requesting that an express provision be added to
the law to protect the program from abusive losses caused by trans-
fers of unfunded pension benefits from stronger to weaker compa-
nies that subsequently fail.

This proposed clarification of current law will not disrupt normal
business practices.

Mr. Chairman, let me conclude by saying that the PBGC Insur-
ance Program is in desperate need of a premium increase and fun-
damental reforms in order to assure that we will be able to meet
the promises that Congress made when the PBGC was created.

We look forward to working with Congress in achieving that
goal.

Thank you, Mr. Chairman, for the opportunity to testify. Now I
will be happy to answer any questions that you have.

[The prepared written statement of Ms. Utgoff follows:]
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TESTIMONY OF KATHLEEN P. UTGOFF

EXECUTIVE DIRECTOR

PENSION BENEFIT GUARANTY CORPORATION

Mr. Chairman:

I am pleased to appear before you today to testify on

behalf of the Administration in support of an increase in the

premium for single-employer plan termination insurance and

related program reforms. The Administration has requested an

increase in the premium to $7.50 per participant per year,

effective January 1, 1985. If the effective date of the

increase were delayed one year, to January 1, 1986, the

equivalent amount needed would be $8.10.

In 1974, as a part of the Employee Retirement Income

Security Act (ERISA), the Congress created a much needed

insurance program to guarantee payment of vested benefits in

terminating defined benefit plans that do not have sufficient

assets to provide the promised benefits. Two insurance funds

were created for this basic benefits guarantee program, one for

single-employer plans and one for multiemployer plans. My

testimony today addresses only the single-employer program.

The Congress legislated changes in the multiemployer program,

including premiums, in September, 1980, and no further premium

adjustment is needed in that program at this time.

In the single-employer program, as of the end of FY 1984,

the PBGC was responsible for payment of benefits to about

149,000 current and future retirees and beneficiaries in

approximately 1,100 terminated plans. As of September 30,

1984, the program had liabilities of $1.5 billion and assets of

$1.1 billion, leaving an accumulated deficit of $462 million.

Since that time our deficit has grown. On July 26, 1985, the

termination of the Allis-Chalmers plan alone increased the PBGC

deficit by over $150 million.
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To correct this situation, the Administration has

proposed a premium increase and program reforms that would help

to eliminate unintended and inappropriate claims against the

program. I will first address the premium needs and then

briefly discuss the proposed legislative reforms.

Single-Employer Claims History:

Escalating Annual Net Claims

The net claims from terminated plans have increased

dramatically. In the first four years of the insurance program

(July 1, 1974 - September 30, 1978), the average annual net

claim was about $35 million; in the next three years (October

1, 1978 - September 30, 1981), about $68 million; and in the

most recent three years (October 1, 1981 - September 30, 1984),

about $163 million.

A premium study conducted by the PBGC in May 1982 showed

that a $6.00 premium would be needed beginning in January 1983

to meet a deficit elimination target of December 31, 1987, that

was contained in the 1977 premium request. Unfortunately, no

action was taken on that or subsequent requests. Because the

premium has remained at $2.60 our deficit has grown since 1977

and consequently, the premium required to eliminate it has also

g brown.

Our original request was for $6.00. Our request was

raised to $7.00 in 1984 and now we are requesting $7.50 for

1985. The 1986 equivalent is $8.10.

Basis for $7.50 Premium Request

The $7.50 premium request includes about $5.00 to pay

projected future claims as they are incurred, $1.50 to retire

the accumulated deficit over a 15-year period and $1.00 for

administrative expenses.
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These figures assume a plateau of 30.6 million

participants in the single-employer program during FY 1985, and

a gradual return by FY 1989 to the historical average annual

increase of 1.1 million, plus an additional million in FY 1986

due to the Retirement Equity Act.

The projections underlying the premium request were based

on past trends, with the exception that the abnormally bad

experience of 1982 and 1983 and the abnormally good experience

of 1984 were spread uniformly over the prior years.

This projection method, which was approved by the GAO,

results in average annual net claims of $185 million over the

next 15 years. This figure does not include an explicit

contingency reserve for extraordinarily large claims. At the

same time, the 15-year projection period allows some

flexibility for large claims in individual years.

The request assumes that net claims will be funded in the

year incurred consistent with the immediate full funding policy

adopted by the Congress in its approval of a premium increase

in 1977.

Deficit Amortization. The current request would amortize

the existing deficit of $462 million over 15 years, which is

the longest period that we consider responsible under the

circumstances. While the program is not in any immediate

danger of being unable to pay benefits when due, cash flow in

the single-employer program turned negative for the first time

in FY 1984. Beginning in early FY 1985, the PBGC for the-first

time began adding to the size of the Federal deficit. This

situation will worsen very rapidly unless a premium increase is

enacted.
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Administrative expenses. The PBGC projects that it can

continue to hold administrative expenses at the current level

of about $1.00 per participant.

Urgency of Request

While the requested increase is large in percentage terms,

it is a modest figure both in absolute terms and relative to

other labor costs. For example, it is about 1/10 of 1 percent

of a typical employer's annual payment for employee benefits.

Without the higher premium, however, the consequences to the

insurance program could become catastrophic. The most likely

forecast shows a decline in the program's asset-to-liability

ratio to 54 percent at the end of FY 1989 from 70 percent at

the end of FY 1984. Without a premium increase there will be

an increase in the deficit to $1.3 billion by the end of 1989

and to $5.5 billion by the end of 1999. Therefore, failure to

act would put the program at risk in the not too distant future

and would create pressure for general revenue funding. In

addition, failure to act will only compound the problem and

serve to Increase the premium amount needed to insure the

financial integrity of the single-employer insurance program.

PROGRAM.REFORMS

The President's budget request contains a request for

legislative program reforms for the single-employer program as
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well as a premium increase. The reforms will limit the

circumstances under which the PBGC would accept an insufficient

termination to cases of sponsor financial distress. They will

also increase the liability for companies that terminate an

underfunded plan and then successfully emerge from a financial

crisis by providing the PBGC an interest in the future profits

of an ongoing sponsor for a stated period. The reforms also

will help plans and the PBGC collect on large unpaid or waived

contributions by creating a lien in favor of the plan for those

amounts. The lien will not arise in situations where it would

be unnecessary or counter-productive.

In addition, we are requesting that an express provision

be added to the law to clarify that ERISA prohibits abusive

shifts of unfunded benefits to the insurance program through

transfers from stronger to weaker companies that subsequently

fail. The proposed provision will protect the program from

losses due to such abusive transfers; it will not disrupt

normal business transactions.

Although it is impossible to put a price tag on the

reforms, it is clear that without them the program costs will

be higher. For example, under current law, about 20 percent of

net claims have come from ongoing companies that are not in any

type of bankruptcy proceeding. Without the reforms, companies

that can afford to continue their plans may find it financially

advantageous to terminate them because of the insurance
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program. Thus while savings from the reforms cannot be

estimated with precision, it is clear that they sharply reduce

the incentive for and possibility of unwarranted claims against

the insurance fund.

Similarly, the minimum funding lien provision will reduce

the incentive for sponsors to borrow from a plan by obtaining

funding waivers, and provide a means for plans to collect more

on a claim for unpaid contributions in bankruptcy. The lien

provision should reduce PBGC's net claims but, again, a dollar

figure cannot be estimated.

Conclusion

In summary, the PBGC insurance program is in desperate

need of a premium increase and fundamental reforms, in order to

assure that we will be able to meet the promises that Congress

made when the program was created. In addition, passage of the

previously mentioned legislative reforms will significantly

reduce the need for any future premium increases. We look

forward to working with the Congress in addressing this

important matter.

Thank you, Mr. Chairman, for the opportunity to testify

today. I will be happy to answer any questions you and the

Committee members may have.
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The CHAIRMAN. This is the first time you have appeared before
us, isn't it?

Ms. UTGOFF. Yes.
The CHAIRMAN. Good job.
You know what the Ways and Means Committee did. They in-

cluded a 1989 sunset in their bill, as I recall, and no reforms at all.
Ms. UTGOFF. Yes.
The CHAIRMAN. Do you want to comment on it?
Ms. UTGOFF. Yes; I think that the reforms are a crucial part of a

proposal to get the PBGC on a sound financial basis. Passing the
premium increase without the reforms, I believe, is like fixing a
leaky bathtub by just turning up the faucet. You can do that by
increasing the inflow as much as the outflow, but it's not a good
use of resources.

The CHAIRMAN. What do you think about the sunset? Assuming
we made the reforms, what do you think about the sunset?

Ms. UTGOFF. Well, this proposed reform is a long-term plan. It's
based on a 15-year amortization period. And we have very fluctuat-
ing claims so that a 3-year period is just too short to be able to
achieve the objective of this proposal, which is long-term financial
stability.

The CHAIRMAN. Senator Mitchell.
Senator MITCHELL. No questions, Mr. Chairman.
The CHAIRMAN. Senator Baucus.
Senator BAUCUS. Good job. We are glad to have you with us.
Ms. UTGOFF. Thank you.
Senator BAUCUS. Thank you.
The CHAIRMAN. Now, if we might have Alfred DeAngelus, the

Deputy Commissioner of the U.S. Customs Service.
Your entire statement, Mr. DeAngelus, will be in the record, and

if you could abbreviate it as Ms. Utgoff did, I would appreciate it.

STATEMENT OF ALFRED R. DeANGELUS, DEPUTY
COMMISSIONER, U.S. CUSTOMS SERVICE, WASHINGTON, DC

Mr. DEANGELUS. Thank you, Mr. Chairman.
I appreciate the opportunity to discuss title VIII of Senate bill

1567, which would impose fees on vessels and cargo using U.S. har-
bors and ports and the administration's proposals for recovery of
costs for providing Customs' services.

As you know, Mr. Chairman, Senate 1567, the Water Resources
Development Act of 1985, incorporates the General Water Resource
Project cost sharing concepts that you and other Senate leaders
have discussed and that have been agreed upon by the administra-
tion.

The basic principle is that justified water projects would be initi-
ated once legislation providing for enhanced non-Federal cost shar-
ing is enacted. That is, in the future, projects would be constructed
and maintained from new sources of revenue to help alleviate the
deficit problem.

Examples of this enhanced cost sharing are reflected in the pro-
visions of title VIII that would increase the existing inland fuel tax
paid by users of our inland waterways, and make available the pro-
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ceeds of the tax to construct highly productive new work on the
inland system.

Title VIII would also recover from the users of our Nation's ports
a significant share of the cost of the Army Corps of Engineers to
operate and maintain the harbors and channels serving these
ports.

Title VIII would impose three new fees on the use of U.S. har-
bors, ports, and channels and on the use of Great Lakes navigation
improvement. These fees would be administered by the Customs
Service.

Without going into detail, one of the fees would be an ad valorem
fee of 0.04 percent, 400th of 1 percent, of the value of commercial
cargo, loaded or unloaded, at U.S. harbors or channels by commer-
cial vessel. This fee would be imposed on imports, exports and do-
mestic cargos.

A similar fee would be imposed on cargo utilizing Great Lakes
navigation improvements maintained or operated by the United
States, exclusive of the St. Lawrence Seaway.

The third fee, based on vessel tonnage, would be imposed on com-
mercial vessels using a U.S. harbor, channel, or Great Lakes navi-
gation improvement. Again, exclusive of the St. Lawrence Seaway,
for purposes not directly related to the transportation or loading or
unloading of commercial cargo, such as repairs, bunkering, and the
like.

The administration and the Department of the Treasury strongly
support the intent of title VIII of S. 1567. And, in particular, the ad
valorem basis of the fees imposed on cargo.

However, from technical and administrative perspectives, title
VIII as drafted presents the Customs Service with problems in im-
plementing an effective and efficient mechanism by which to
assess, collect and enforce fees.

We also believe that title VI of the bill, which defines many of
the terms used as a basis for the fees imposed by title VIII, re-
quires clarification. While a few of these are of particular concern
to Customs, most fall within the expertise of the Department of
Transportation and the Department of the Army.

A working group composed of several Federal agencies has been
analyzing the provisions of S. 1567 for many weeks. This effort has
resulted in a number of administration technical amendments to
the bill that we believe are necessary in order to effectively and ef-
ficiently implement the fee provision.

These administration-proposed amendments are attached to my
formal statement. In addition, we have several concerns with other
titles of the bill, and would advise the appropriate committees of
the Congress accordingly.

With regard to Customs Service-fees for customs services, the
concept of user or processing fees is not a new one within the ad-
ministration. The proposed customs fees are in consonance with
the belief that those who benefit from the provision of a service by
the Government are those who cause the need for the service to be
performed; should bear the cost of the provision of those services.

Before I go further with discussion of the proposal, I would like
to put the proposal in terms of Customs perspective.
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Customs has faced a continually increasing workload over the
past 10 years. The number of passengers arriving by air has risen
88 percent from 18 million to 33 million passengers. The number of
passengers arriving by sea has grown 65 percent, from 2.5 million
to 4 million passengers. Land border crossings have risen from 250
million to 260 million. The normal of formal entries has grown
from 3.3 million to 6.8 million, an increase of 119 percent.

At the same time, the number of informal entries, those of lesser.
value, has risen from 2.8 million to over 5 million.

Revenue collected by customs has grown 180 percent from $5 bil-
lion to nearly $14 billion. And the value of imports has increased
215 percent from $114 billion to $358 billion.

The workload increase has been even more dramatic in Customs'
larger locations, such as Miami, New York, and Los Angeles.
During the same period of time, Customs' total resources have
grown by three-tenths of 1 percent.

The proposals are an extension of current fees for special serv-
ices, such as nonduty hour inspection, vessel boarding and entry
processing, compensation for requested travel or special inspec-
tional services, an inspection at a location other than a port of
entry.

The user fees--
The CHAIRMAN. I will have to ask you to conclude.
Mr. DEANGELUS. All right. Thank you, Mr. Chairman.
I would like to conclude by stating that Customs has been pre-

sented with many demands for increased services over the past
years, and that these services are generally requested by special
select groups, interested groups. And we believe that the proposal
of these fees are fair and equitable and focus the charge of the fees
to those who benefit from the service provided.

Thank you.
[The prepared written statement of Mr. DeAngelus follows:]

58-303 0 - 86 - 3
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STATEMENT BEFORE THE

COMMITTEE ON FINANCE

SEPTEMBER 11, 1985

ALFRED R. DE ANGELUS

DEPUTY COMMISSIONER OF CUSTOMS

Mr. Chairman, I am Alfred R. De Angelus, Deputy Commissioner of

Customs. I appreciate the opportunity to discuss Title VIII of

S. 1567, which would impose fees on vessels and cargoes using U.S.

harbors and ports, and the Administration's proposals for the

recovery of costs for providing Customs services.

S. 1567

As you know, Mr. Chairman, S. 1567 (the "Water Resources

Development Act of 1985") incorporates the general water resource

project cost-sharing concepts that you and other Senate leaders have

discussed and that have been agreed upon by the Administration. The

basic principle is that justified water projects would be initiated

once legislation providing for enhanced non-Federal cost sharing is

enacted; that is, in the future, projects would be constructed and

maintained from new sources of revenue to help alleviate the deficit

problem.
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Examples of this enhanced cost sharing are reflected in the

provisions of Title VIII of S. 1567 that would increase the existing

inland fuel tax paid by users of our inland waterways, and make

available the proceeds of the tax to construct certain highly

productive new work on the inland system.

Title VIII of S. 1567 would also recover from the users of our

Nation's ports a significant share of the costs of the Army Corps of

Engineers to operate and maintain the harbors and channels serving

these ports. Title VIII would impose three new fees on the use of

U.S. harbors, ports, and channels and on the use of Great Lakes

navigation improvements. These fees would be administered by the

Customs Service.

Without going into detail, one of the fees would be an ad

valorem fee of 0.04 percent of the value of commercial cargo loaded

or unloaded at U.S. harbors or channels by a commercial vessel.

This fee would be imposed on imports, exports, and domestic cargoes.

A similar fee would be imposed on cargo utilizing Great Lakes

navigation improvements maintained or operated by the United States

(exclusive of the Saint Lawrence Seaway). The third fee, based on

vessel tonnage, would be imposed on commercial vessels using a U.S.

harbor, channel, or Great Lakes navigation improvement (again,

exclusive of the Saint Lawrence Seaway), for purposes not directly

related to the transportation or loading or unloading of commercial

cargo, such as repairs, bunkering and the like.
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The Administration and the Department of the Treasury strongly

support the intent of Title VIII of S. 1567, and in particular

the ad valorem basis of the fees imposed on cargo. However, from

technical and administrative perspectives, Title VIII as drafted

presents the Customs Service with problems in implementing an

effective and efficient mechanism by which to assess, collect,

and enforce the fees.

We also believe that Title VI of the bill, which defines many

of the terms used as a basis for the fees imposed by Title VIII,

requires plarification. While a 'few of these are of particular

concern to Customs, most fall within the expertise of the Department

of Transportation and the Department of the Army.

A working group composed of several Federal agencies has been

analyzing the provisions of S. 1567 for many weeks. This effort has

resulted in a number of Administration technical amendments to the

bill that we believe are necessary in order to effectively and

efficiently implement the fee provisions. These Administration

amendments are attached to my formal statement. In addition, we

have several concerns with other titles of the bill and will advise

the appropriate committees of the Congress accordingly.
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Recovery of Costs for Providing Customs Services

The concept of user, or processing, fees is not a new one

within the Administration. The Customs fees are in consonance with

the belief that those who benefit from the provision of a service by

the Government or those who cause the need for that service to be

performed should bear the costs of the provision of those services.

Before I go further with a discussion of the proposal, I would like

to put the proposal in terms of the Customs perspective.

Customs has faced an ever increasing workload over the past

10 years:

- The number of passengers arriving by air has risen

88% from 18 million to 33 million;

- The number of passengers arriving by sea has grown

by 65% from 2.5 million to over 4 million;

- Land border crossings have risen from 250 million

to 260 million;

- The number of formal entries has grown from

3.3 million to 6.8 million, a increase of 119%,

- At the same time the number of Informal entries

has risen from 2.8 million to over 5 million;
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- Revenue collected by Customs has grown by 180%

from $5 billion to nearly $14 billion;

- And the value of imports has increased 215% from

$114 billion to $358 billion.

The workload increase has been even more dramatic in Customs larger

locations such as Miami, New York, and Los Angeles. During the same

period of time, Customs resources have grown by three tenths of one

percent.

The proposals are an extension of current fees charged for

special services such as non-duty hour inspection, vessel boarding

and entry processing, compensation for requested travel or special

inspectional services, and inspection at a location other than a

port of entry.

The users of Customs services are a select group. Of the 239

million United States citizens, 96 million filed personal income tax

returns last fiscal year. It is those 96 million who are paying

$1.5 million per day to provide the Customs services which are

utilized by the less than 10% of all citizens who have any contact

with Customs in a given year. There are 500 importers or firms

which account for 90% of all imported cargo and 300 brokers handled

over 70%, or 9 million, of all entries. Fifteen seaports accounted



67

for over 90% of all merchandise releases, and 9 major U.S. carriers

for 1/3 of all international arrivals.

We believe that the processing fee proposal enables Customs to

meet the requirements of the select group of users but at the same

time relieves all taxpayers of the burden of contributing to the

costs of Customs non-enforcement activities.

The underlying principles of the cost recovery proposal are:

- The costs apply only to those who benefit from Customs

services or create the need for those services to be

performed;

The proposal

and does not

all benefit;

covers only the costs of providing services

include enforcement initiatives from which

- The fees are equitably calculated;

- The fees are small in terms of the overall costs to

importers, common carriers, and international travelers;

- The fees are easy to collect through established revenue

collection or other billing procedures;
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The General Agreement on Tariffs and Trade allows for the

collection of fees to cover only the costs of providing

services;

- 48 other countries charge some type of user fee which

we are aware of;

- The fees are set commensurate with resources and work-

load requirements.

I want to stress that the Customs proposal is for a fee which

covers the costs of providing services to be paid by the people who

benefit from or use those services.

The proposed legislation would authorize the Secretary to set

and collect fees. The fees would be established annually, with

public comment, so that fluctuations in workload and resources could

be considered. In accordance with sound budgetary principles, the

fees would be deposited in the Treasury as miscellaneous receipts as

an offset to the Department of the Treasury appropriation. In some

cases this would actually reduce the cost of Customs processing.

Fees will be applied uniformly in all locations so that there is no

need for an increase in the bureaucracy to collect the fees. There

would be a clear linkage between the fee paid and the actual service

provided.
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As I mentioned earlier, I believe that the fees are a small

part of doing business. As an example, for a shipment arriving by

sea at a West Coast port with a value of $50,000, there would be a

duty of approximately $2,000, a $150 broker fee, a bill of $2,800

for sea freight, and $1,000 for inland delivery. To this $56,000

transaction, Customs would add $61 as the maximum Customs processing

fee for the entry documents and $15 for in-bond documentation. The

Customs fees account for point one four percent (.14%) of the total

cost of the transaction.

As another example, the cheapest known international airfare,

one way, is from Burlington, Vermont, to Montreal, Canada or Miami,

Florida, to Freeport, Bahamas. The one way fare is $45 to which

Customs would add $2 or 4.4% of the total ticket price. The

proposed fee is a very small percentage of most international air

travel.

During hearings before the Committee on Ways and Means, the

question was raised several times about the fees violating the GATT

and other international agreements. We do not believe this to be

the case since the Customs fees are based on actual costs only.

I would like to briefly discuss another proposal currently

under review within the Administration as another means for Customs

to recover some of its costs. Customs has maintained many ports as

a convenience to local communities. The result has been inefficient
L__
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and ineffective utilization of resources. The Administration is

reviewing a proposal, which would really be an extension of the

small airport authorization, which would allow Customs to charge for

maintaining a Customs presence at ports in which the activity level

is below a minimum standard. The standards would be set to match

those activity levels required for new ports to be granted port of

entry status.

The concept under review would require the approval of the

state Governor. These small ports would no longer be forced to

compete with larger ports for resources and would be guaranteed that

Customs services would be available when those services are

required. We believe that this proposal might make good business

sense for all parties concerned--the ports, Customs, and the people

who benefit from the convenience of having a local port of entry.

In summary, I would like to stress again that we believe that

our cost recovery proposal makes good sense for everybody concerned.

The processing fees are equitable, account for only a small portion

of the cost of doing business to users of Customs services, require

no additional bureaucracy for their collection, are easy to collect

through existing procedures, and do not violate the GATT.

I have spent my entire government career in Customs and never

cease to marvel at how much things have changed in the way Customs

does business but also at the way in which some things never change.
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During research on a legal question, a Customs attorney found a

document dated February 1, 1840, from the Secretary of the Treasury,

Levi Woodbury, to all Collectors of Customs. He was directing the

Collectors to find ways in which money could be saved through the

closure of offices, consolidations, and personnel reductions. The

reductions were necessary because of declining revenues. If there

were processing fees in 1840, there would have been a link between

resources and workload. Now, 145 years later, I hope we finally

have the opportunity to formalize that link.

Thank you and I will be glad to answer any questions.
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Administration Amendments to S. 1567

TITLE VI -- HARBOR CONSTRUCTION

1. Sec. 602(a) is amended --

(1) by inserting the word "any" immediately before
the words "commercial channel"; and

(2) by striking the words "construction initiated
after January 1, 1985" and inserting in lieu thereof
"or commercial inland harbor construction".

2. Sec. 607(a) is amended to read as follows:

"(a) There are authorized to be appropriated out of
the Harbor Maintenance Trust Fund, established pur-
suant to part B of title VIII of this Act, for each
fiscal year such sums as provided by appropriation
Acts as may be necessary to pay --

"(1) not more than 40 per centum of the eligible
operations and maintenance costs assigned to
commercial navigation of --

"(A) all commercial channels and harbors
within the United States; and

"(B) all Great Lakes navigation improvements
operated or maintained by the Secretary.

"(2) to reimburse, within 30 days after the
close of a fiscal quarter, appropriations which
bore all or part of the cost of assessing, col-
lecting, and enforcing the fees imposed by title
VIII during the preceding fiscal quarter. Not-
withstanding any other provision of law, any
reimbursement made pursuant to this paragraph shall
be available for expenditure by the agency receiv-
ing such reimbursement during the fiscal year in
which the reimbursement is made.".



73

3. Sec. 608(1) is amended to read as follows:

"(1) 'commercial channel or harbor' shall mean any
channel or harbor, or element thereof, constructed or
operated or maintained, in whole or in part, by the
United States, and all adjoining waters with natural
depths, capable of being utilized in the transportation
of commercial cargo in domestic or foreign waterborne
commerce by commercial vessels, that is not considered an
inland or intracoastal waterway as described in Section
206 of the Inland Waterways Revenue Act of 1978 (33
U.S.C. 1804), as amended, or a Great Lakes navigation
improvement;".

4. Sec. 608 is further amended by redesignating subsections
(2) through (6) as subsections (3) through (7), respectively,
and inserting a new subsection (2) as follows:

"(2) 'commercial inland harbor' shall mean any harbor
or channel, or component thereof, constructed or operated
or maintained, in whole or in part, by the United States,
and all adjoining waters with natural depths, which is
located on an inland or intracoastal waterway as
described in Section 206 of the Inland Waterways Revenue
Act of 1978 (33 U.S.C. 1804), as amended, and which is a
separate or separable project utilized principally for
the accommodation of commercial vessels and the receipt
and shipment of waterborne cargoes;".

5. Sec. 608(3) (unredesignated) is amended to read as
follows:

"(3)(A) the term 'eligible operations and maintenance'
shall mean all operations, maintenance, repairs and
rehabilitations, including maintenance dredging
reasonable necessary to maintain the nominal depth and
width of any commercial channel or harbor (including any
such channel or harbor located within the Great Lakes) or
Great Lakes navigation improvement;

"(B) for purposes of subparagraph (A), the term
'eligible operations and maintenance' does nct include
providing any lands, easements, rights-of-way or dredged
material disposal areas, or performing relocations
required for project operations and maintenance.

6. Sec. 608(4) (unredesignated) is amended to read as
follows:

"(4) -The term 'Groat Lakes navigation improvement'
shall mean any lock, channel, or other connecting water-
way improved, operated, or maintained by the United
States used principally for the through movement of Great
Lakes waterborne commerce and which is located on the
Detroit River, Saint Clair River, Lake Saint Clair, Saint
Marys River, Straits of Mackinac, or Grays Reef
Passage;".
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TITLE VIII -- NAVIGATION TAXES

1. Strike the title of Title VIII and insert in lieu thereof
the following: "NAVIGATION TAXES AND FEES".

2. Sec. 802 is amended to read as follows:

"SEC. 802. (a) Section 206 of the Inland Waterways
Revenue Act of 1978 (33 U.S.C. 1804) is amended to read
as follows:

'SEC. 206. INLAND AND INTRACOASTAL WATERWAYS OF THE
UNITED STATES.

'For purposes of sections 4042-and 4499 of subtitle
D of title 26, United States Code, and for purposes of
sections 204 and 205 of this Act, the following inland
and intracoastal waterways, including harbors thereon,
of the United States are described in this section as
follows:

'(1) The Mississippi River and its natural anid
manmade connected tributaries and waterways up-
stream from Baton Rouge, Louisiana, including but
not limited to, the South Branch of the Chicago
River and Cal Sag Channel and Little and Grand
Calumet Rivers portions of the Illinois Waterway
project, including but not limited to the Alleg-
heny, Arkansas, Cumberland, Green and Barren,
Illinois, Kanawha, Kaskaskia, Kentucky, Missouri,
Monongahela, Ohio, Ouachita-Black, Red, Tennessee
and White Rivers and their tributaries;

'(2) The Gulf Intracoastal Waterway between
Saint Marks River, Florida and Brownsville, Texas,
and alternate routes thereto, and all natural and
manmade waterways inshore thereof with channel
depths of fourteen feet or less that are connected
directly or indirectly thereto, including but not
limited to the Apalachicola, Atchafalaya, Mobile
and Pearl Rivers and their tributaries and the
Tennessee Tombigbee Waterway, but excluding those
channels that are part of a project with authorized
channel depths greater than fourteen feet;

'(3) The Atlantic Intracoastal Waterway between
Norfolk, Virginia, and Miami, Florida, and alter-
nate routes thereof and thereto, and all natural
and manmade waterways inshore thereof with channel
depths of fourteen feet or less that are connected
directly or indirectly thereto, but excluding those
channels that are part of a project with authorized
channel depths greater than fourteen feet.
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'(4) The Columbia River and its connected tribu-
taries upstream from a point immediately downstream
of the Bonneville Lock and*Dam project;

'(5) The Willamette River and its connected
tributaries upstream from the portion with author-
ized channel depths greater than fourteen feet.'.

"(b) The amendments made by this section shall be
effective on October 1, 1986.".

3. Sec. 811(a)(2) is amended to read as follows:

"(2) the term "commercial vessel" shall mean a vessel
engaged in waterborne commerce: Provided, That this term
shall not be construed to include any vessel excluded
from fees within the terms of sections 606(b)(1) through
606(b)(4), or any vessel engaged primarily in the ferry-
ing of passengers or vehicles between points within the
United States, or pleasure vessels except such vessels
that are transporting bonded cargo.".

4. Sec. 811(a)(3) is amended to read as follows:

"(3) the term 'person' shall mean a natural person,
partnership, corporation, or other entity engaged in
commercial activity.".

5. Sec. 811(a)(5) is amended by striking the first sentence
and inserting in lieu thereof the following:

"the term 'value' shall mean the actual transactional
value of any commercial cargo as evidenced by such
documentation as tha Secretary of the Treasury may
prescribe by regulations, or the value of the cargo as
determined by the Secretary of the Treasury.".

6. Sec. 812(a)(1) is amended by adding at the end thereof
the following new sentence:

"There are hereby authorized to be appropriated to the
Trust Fund such amounts as are provided in section
812(b).".

7. Sec. 812(a)(3) is amended to read as follows:

(3) The Secretary of the Treasury shall be the trustee
of the Tru3t Fund and after consultation with the
Secretary, shall report to the Congress not later than
March 1, 1988, and not later than March 1 of each year
thereafter, on the operation and status of the Trust Fund
during the preceding fiscal year and on the expected
operation and status of the Trust Fund during the three
fiscal years immediately following such fiscal year.
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8. Sec. 812(b)(2) is amended to read as follows:

"(2) (A) Subject to paragraph (2)(B), the Secretary of
the Treasury shall transfer, not less than at the end of
each fiscal quarter, from the general fund of the Treas-
ury of the United States to the Trust Fund an amount
equal to the amount of receipts into such general fund
during the preceding fiscal quarter from the fees imposed
by sections 813, 814, and 815 of this part.

"(B) The amounts transferred to the Trust Fund pur-
suant to paragraph (2)(A) shall be made on the basis of
estimates made by the Secretary of the Treasury of the
amounts received for each fiscal quarter. Proper adjust-
ment shall be made in the amounts subsequently trans-
ferred to the extent prior estimates were in excess or
less than the amounts required to be transferred.".

9. Sec. 813 is amended to read as follows:

"SEC. 813. (a) There is hereby imposed a fee on the
use of any commercial channel or harbor or commercial
inland harbor within the United States (including such
channels or harbors located within the Great Lakes) by a
commercial vessel.

"(b) The amount of the fee imposed by subsection (a)
shall be equal to 0.04 per centum of the value of the
commercial cargo loaded onto or unloaded from such vessel
at any such channel or harbor and such fee shall'be
imposed --

"(M) on the importer or principal on a bond re-
quired by the Secretary of the Treasury pursuant to
section 817 in the case of cargo arriving from a point
outside the United States;

"(2) on the exporter or principal on a bond re-
quired by the Secretary of the Treasury pursuant to
section 817 in the case of cargo loaded for export
from the United States; and

"(3) on the vessel owner in the case of commercial
cargo loaded or unloaded in coastwise or domestic
trade.

"(c) The fee imposed by subsection (a) shall not
apply --

"(-I) with respect to cargo unloaded from such
vessel that was loaded upon such vessel at the same
commercial channel or harbor.
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"(2) to commercial cargo transported or to be
transported through the Saint Lawrence Seaway.

"(3) with respect to commercial cargo loaded on or
unloaded from a commercial vessel subject to the
inland waterway fuel tax.

"(d) In the event that a commercial vessel uses more
than one channel or harbor on the same voyage, the fee
imposed by subsection (a) shall be imposed only once with
respect to any particular shipment of cargo.

"(e) The fee imposed under this section shall be
effective on October 1, 1986.".

10. Sec. 814 is amended to read as follows:

"SEC. 814. (a) There is hereby imposed a fee on the
use of Great Lakes navigation improvements operated or
maintained by the United States by a commercial vessel.

"(b) The amount of the fee imposed by subsection (a)
shall be equal to 0.04 per centum of the value of the
cargo contained in such vessel, as determined by the
Secretary of the Treasury in consultation with the
Secretary of the Army, at the time of any such use of a
Great Lakes navigation improvement and such fee shall be
imposed on the owner of the commercial vessel.

"(c) In the event that a commercial vessel uses more
than one Great Lakes navigation improvement operated or
maintained by the United States on the same voyage, the
fee imposed by subsection (a) shall be imposed only once
with respect to any particular shipment of cargo.

"(d) The fee imposed by subsection (a) shall not apply
to commercial cargo transported or to be transported
through the Saint Lawrence Seaway.

"(e) With respect to the same voyage, no fee shall be
imposed under subsection (a) to the extent that a fee is
payable pursuant to section 813.

1(f) The fee imposed under this section shall be
effective on October 1, 1986.".
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11. Sec. 815 is amended to read as follows:

"SEC. 815. (a) There is hereby imposed a fee on the
use of any commercial channel or harbor within the United
States, or a Great Lakes navigation improvement, by a
commercial vessel other than a pleasure vessel, without
commercial cargo or for a purpose or purposes other than
the loading, unloading or transporting commercial cargo,
including, but not limited to, convenience, bunkering,
refitting, or repair.

*(b) The amount of the fee imposed by subsection (a)
shall be equal to $0.005 per net registered ton of a com-
mercial vessel and shall be imposed on the vessel owner.

"(c) The fee imposed by subsection (a) shall not be
imposed upon any vessel more than three times in any
fiscal year.

"(d) The fee imposed under this section shall be

effective on October 1, 1986.".

12. Sec. 816 is amended to read as follows:

"SEC. 816. (a) (1) Any person upon whom a fee is im-
posed pursuant to section 813(b) shall declare the value
of the cargo by which such fee is assessed and shall make
payment of such fees in accordance with regulations pro-
mulgated by the Secretary of the Treasury.

"(2) Any person who provides commercial cargo for
loading onto a commercial vessel by a person upon a whom
a fee is imposed pursuant to section 813(b)(3), shall
declare the value of such cargo in accordance with
regulations promulgated by the Secretary of the Treasury.

"(b) The owner of a commercial vessel shall, in
accordance with regulations promulgated by the Secretary
of the Treasury --

"(1) in the case of a fee imposed pursuant to sec-
tion 814, declare the nature and value of the cargo
contained on such vessel and make payment of such fee.

"(2) in the case of a fee imposed pursuant to sec-
tion 815, declare the net registered tonnage of such
vessel and make payment of such fee.

"(c) In promulgating rogulations authorized under this
section, the Secretary of the Treasury may require
declarations of value or tonnage to be made under oath
and that such values or tonnage so declared are true to
the best knowledge and belief of the person making such
declaration.".
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13. Sec. 817 is amended to read as follows:
"SEC. 817. (a) The Secretary of the Treasury is

authorized to promulgate regulations --

"(1) to establish procedures for the collection of
fees imposed under this title.

"(2) to designate and require other persons to
receive fees from persons upon whom they are imposed
pursuant to this title and to remit such fees as the
Secretary of the Treasury may direct.

"(3) to require any person upon whom a fee is im-
posed pursuant to this title or any person designated
to receive and remit fees pursuant to this section to
file a bond under such terms and conditions as the
Secretary of the Treasury deems appropriate to assure
the collection of fees imposed pursuant to this title.

"(4) to establish procedures for the collection of
all fees under this title with regard to merchandise
transported in bond, entered into a bonded warehouse,
or entered into a foreign-trade zone.

"(b) The Secretary of Treasury, or any officer or
employee as the Secretary of the Treasury may designate,
is authorized --

"(1) in order to avoid unnecessary administrative
expense and inconvenience to the Department of the
Treasury, to waive any fee imposed under this title if
the cost of assessing and collecting such fee is, in
the judgment of the Secretary of the Treasury, dispro-
portionate to the amount of the fee to be collected;

"(2) to the extent necessary or appropriate to the
enforcement of this title or regulations promulgated
thereto, or to the imposition of any penalty; for-
feiture, or liability arising under this title, in-
cluding regulations promulgated pursuant thereto --

"(i) to make such investigations and obtain such
information from, require such reports or the keep-
ing of such records by, make such inspection of the
books, records, and other writings, premises, or
property of, and take the sworn testimony of, any
person; and

"(ii) to administer oaths or affirmations, and
by administrative subpoena require any person to
appear and testify or to appear and produce books,
records, and other writings, or both.
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"(3) for the purposes of assessing, collecting or
remitting the fees imposed by sections 813, 814, and
815, to enter into cooperative agreements with public
or private entities.

"(c) In the case of contumacy by, or refusal of, any
person to obey an administrative subpoena issued pursuant
to subsection (b), the district court of the United
States for any district in which such person is found or
resides or transacts business, upon application, and
after notice to any such person and opportunity for hear-
ing, shall have jurisdiction to issue an order requiring
such person to appear and give testimony or to appear and
produce books, records, and other writings, or both, and
any failure to obey any such order court may be punished
by such court as a contempt thereof.

"(d) For the purposes of enforcing the provisions of
this title, an officer of the United States Customs
Service, in addition to any other authority conferred by
law, is authorized to --

"(M) stop, search, detain and examine any vessel
that contains or may contain any cargo subject to the
fees imposed by this title; and

"(2) stop, search, detain and examine any cargo, or
package or container in which there is or may be any
cargo, that is or is about to be loaded or unloaded in
violation of this title or regulations promulgated by
the Secretary of the Treasury pursuant to this title.

"(e) Until such time as the Secretary of the Treasury
promulgates regulations authorized by this title, any
person upon whom a fee is imposed pursuant to this title
and any person described in section 816(a)(2) shall keep
all records relating to transactions under this title.".

14. Sec. 818 is amended to read as follows:

"SEC. 818. (a) It shall be unlawful for any person to
make any false or fraudulent written or oral statement,
or to make or submit to a government agency any false or
fraudulent entry, claim, certificate, application,
declaration or other paper--

"(1) which seeks or affects the payment or
remittal of fees under this Act or regulations
promulgated by the Secretary of the Treasury; or

"(2) which relates to cargo which is to be
exported contrary to law.
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"(b) It shall be unlawful for any person to aid or
abet any other person to violate subsection (a).

"(c) Sections 592(b) and 618 of the Tariff Act of
1930 (19 U.S.C. 1592(b) and 1618), as amended (relating
to pre-penalty and penalty procedures and remission and
mitigation procedures) shall apply to alleged violations
of this section.

"(d)(1) A fraudulent violation of subsection (a) is
punishable by a civil penalty in an amount not to
exceed --

"(A) the value of the cargo as determined by the
Secretary of the Treasury in the case of a violation
relating to sections 813 or 814.

"(B) three times the amount of the fee payable in
the case of a violation relating to section 815.

"(C) three times the amount of fees remittable in
the case a person designated pursuant to section
817(a)(2).

"(2) A grossly negligent violation of su6s-e-tion (a)
is punishable by a civil penalty in an amount not to
exceed --

"(A) 40 percent of the of the value of the cargo as
determined by the Secretary of the Treasury in the
case of a violation relating to sections 813 or 814.

"(B) two times the fee payable in the case of a
violation relating to section 815.

"(C) two times the amount of fees remittable in the
case a person designated pursuant to secticn
8177(a) (2).

"(3) A negligent violation of subsection (a) is pun-
ishable by a civil penalty in an amount not to exceed --

"(A) 20 percent of the of the value of the cargo as
determined by the Secretary of the Treasury in the
case of a violation relating to sections 813 or 814.

"(B) the amount of the fee payable in the case of a
violation relating to section 815,

"(C) the amount of fees remittable in the case a
person designated pursuant to section 817(a)(2).
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"(e) In case of failure --

"(1) to make any filing required by the Secretary
of the Treasury in connection with the fees imposed by
sections 813 or 814 by the date prescribed therefor,
unless it is shown that such failure is due to reason-
able cause and not due to willful neglect, there shall
be added to the fee required to be paid with respect
to such filing a civil penalty not to exceed the value
of the cargo as determined by the Secretary of the
Treasury if the failure is not for more than 1 month,
with an additional 5 percent of such civil penalty for
each additional month or fraction thereof during which
such failure continues, not exceeding 25 percent in
the aggregate.

"(2) to make any filing required by the Secretary
of the Treasury in connection with the fees imposed by
section 815 by the date prescribed therefor, unless it
is shown that such failure is due to reasonable cause
and not due to willful neglect, there shall be added
to the fee required to be paid with respect to such
filing a civil penalty not to exceed three times the
fee if the failure is not for more than 1 month, with
an additional 5 percent of such civil penalty for each
additional month or fraction thereof during which such
failure continues, not exceeding 25 percent in the
aggregate.

"(3) to pay or remit any fee imposed pursuant to
sections 813, 814, or 815 as shown on any filing
therefor by the date prescribed therefor, unless it is
shown that such failure is due to reasonable cause and
not due to willful neglect, there shall be added to
the fee required to be paid with respect to such
filing a civil penalty not to exceed two times the fee
if the failure is not for more than 1 month, with an
additional 5 percent of such civil penalty for each
additional month or fraction thereof during which such
failure continues, not exceeding 25 percent in the
aggregate.

"(f) If any amount of any fee imposed by sections 813,
814, or 815, or any penalty imposed by this section, is
not paid or remitted on or before the date prescribed for
payment, interest on such amount, at an annual rate
established by the Secretary of the Treasury pursuant to
subsections (a), (b) and (c) of section 6621 of title 26,
United States Code, shall be paid from the date pre-
scribed for payment to the date such fee is paid.".



83

15. Sec. 819 is amended to read as follows:

*SEC. 819. (a) Section 1581 of title 28, United States
Code (relating to the jurisdiction of the Court of Inter-
national Trace) is amended by redesignating subsection
(j) as subsection (k) and inserting a new subsection (j)
as follows:

4(j) The Court of International Trade shall have
exclusive jurisdiction of any civil action commenced
under Title VIII (excluding section 801) of the Water
Resources Development Act of 1985.";

"(b) Section 1582 of title 28, United States Code
(relating to the jurisdiction of the Court of Interna-
tional Trade), is amended by designating the current
provision as subsection (a) and adding a new subsection
(b) as follows:

'(b) The Court of International Trade shall have
exclusive jurisdiction of any civil action which
arises out of an export transaction and which is
commenced by the United States --

'(1) to recover a civil penalty under section

818 of the Water Resources Development Act of 1985;

'(2) to recover upon a bond filed pursuant to
section 817 of the Water Resources Development Act
of 1985; or

1(3) to recover fees imposed under Title VIII of
the Water Resources Development Act of 1985.'.

"(c) Section 1583 of title 28, United States Code
(relating to the jurisdiction of the Court of Interna-
tional Trade) is amended --

"(1) by striking the word "or" at the end of clause
(1); and

"(2) by striking the period at the end of clause
(2) and inserting in lieu thereof the following:
', or (3) such claim or action involves matters
covered by section 1582(b).'.".
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The CHAIRMAN. Let me ask you a logical question. Customs is
something you cannot avoid or evade, legally, that is. You have to
pay them.

Why should someone passing through Customs have to pay a
user fee anymore than a taxpayer should have to pay the IRS for
processing of his or her tax return?

Mr. DEANGELUS. Well, Mr. Chairman, I mentioned earlier that
Customs' total resources have increased only three-tenths of 1 per-
cent over the past 10 years. Our workload has grown phenomenal-
ly.

We have handled this increased workload through many econo-
mies and many administrative changes within the operation of the
Customs Service. We proposed over the last 4 years, substantial re-
ductions in the manpower of the Customs Service and changes, ad-
ministrative changes, in the way we do business to effect efficiency.

The Congress has continually rejected these changes, these ad-
ministrative changes, permitting these reductions in staffing due to
the interest of-which will be presented here today as well as in
other committees of this Congress-demanding or requesting great-
er Customs' services, more Customs' staffing, paid for by the tax-
payers of the United States.

And we believe that roughly only 10 percent of the U.S. citizens
utilize Customs and Customs' services. They are the ones who are
demanding faster, ever faster clearance, faster passenger clearance,
faster cargo clearance. They are demanding on the west coast more
Customs' staffing.

We believe that since only 10 percent benefit from this, not the
237 million population, not the 96 million people who--

The CHAIRMAN. Can I abbreviate your answer, if I understand it?
What you are saying is that only 10 percent of U.S. citizens actual-
ly process or use the Customs, even though it is a benefit to every-
body in the country. But the middlemen are the ones that ought to
pay the user fee.

Mr. DE:ANGELUS. That's correct.
The CHAIRMAN. Whereas with the taxpayers, 90 percent use it

and, therefore, for some reason they shouldn't pay a user fee.
Mr. DEANGELUS. Well, everybody pays the taxes to finance the

operation of the Customs Service. Only 10 percent of us citizens uti-
lize the Customs Service.

The CHAIRMAN. I'm curious. In the past-and I can't remember if
this administration has taken the position, but other administra-
tion agencies have, including the State Department and the U.S.
Special Trade Representative-the argument has been that Cus-
toms' user fees violated GATT and other international obligations.
How does Customs justify its current stance in light of the opposite
past positions?

Mr. DEANGELUS. The General Agreement on Tariffs and Trade
provides that fees may be charged, but they may not exceed the
cost of the services provided. We believe that we have arrived at a
process in our proposal which would set fees within the cost of the
services provided, and, therefore, there is no problem with the Gen-
eral Agreement--

The CHAIRMAN. But you already collect more money than the
cost of the Customs Service.
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Mr. DEANGELUS. Those are Customs' revenue, Customs' duty,
Senator, and they are separate and apart, we believe, from the
GATT provisions for the fees.

The CHAIRMAN. In other words, you are saying those are just tar-
iffs or other forms of moneys and those are general revenues, not
user fees, and that is GATT legal.

Mr. DEANGELUS. That's correct, Mr. Chairman.
The CHAIRMAN. Senator Mitchell.
Senator MITCHELL. Thank you, Mr. Chairman.
Mr. DeAngelus, I have opposed the application of the ad valorem

tax to cargo entering non-Federal ports in the Committee on Envi-
ronment and Public Works. I stated my intention to offer an
amendment to exempt such ports from the coverage of that tax.

Am I correct in understanding that the administration now sup-
ports such an amendment, and, indeed, it is included in the pack-
age which you refer to as "technical amendments" that are at-
tached to your statement?

Mr. DEANGELUS. Mr. Mitchell, I believe that is true for those
non-Federal ports which were not established through Federal
funding. And I think we do generally agree with that amendment,
yes.

Senator MITCHELL. OK.
Now I want to get to that point that you referred to in your

answer. That is, ports which were established as Federal ports, but
are no longer operated or maintained as such. And I would -like to
use as an example the Port of Eastport, ME, a small town near the
Canadian border.

That community has been plagued by high unemployment for
many years. And they are now reversing it by expanding their port
traffic and revitalizing their economy.

That required port improvements, which the Army Corps of En-
gineers determined were not justifiable and therefore refused to
make them. So to enable them to make the improvements them-
selves, the local government requested that the port be deauthor-
ized. Legislation to that effect was passed in Congress, and East-
port is no longer a Federal port.

So here's a small town- that has been willing with some State
support to take responsibility by itself in the maintenance of its
port. It seems to me that if the purpose of this legislation is to en-
courage self-sufficiency and responsibility we should be encourag-
ing ports to deauthorize.

Yet under your amendment, Eastport, having volunteered to pay
their own way and in fact paying their own way, would now be
called upon to pay for others as well.

And I'll suggest to you that if that occurs, no one will ever deau-
thorize a port again because there would be no benefit from it.

I would like to ask you this question: How many ports in the
country have been constructed with Federal assistance, but since
have been deauthorized and are no longer operated or maintained
with Federal funds?

Mr. DEANGELUS. Senator Mitchell, I'm a Customs' officer and I
suggest, if you would, that the Department of Transportation, De-
partment of the Army, would have that information more readily
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available than I would. We would be happy to supply it later or
when they testify.

Senator MITCHELL. All right. Would you do that? I am very much
anxious to know that because it seems to me that this is a very
inequitable situation.

[The information from Mr. DeAngelus follows:]
The Army Corps of Engineers informs us that such information has never been

collected. However, based on the collective knowledge of a few of their senior per-
sonnel, the Corps advises us that although there have been numerous elements of
Federal port projects such as side channels or anchorage areas that were construct-
ed and subsequently deauthorized, they are aware of only one port project (Eastport
Harbor, Maine) that was deauthorized in its entirety.

Senator MITCHELL. I would also like to suggest that you consider
this amendment. I would like to have you do so after you get the
information.

The amendment that you have listed as No. 3-it's at the top of
page 2 of your amendments, on the second line-the last word is"or." It now reads "constructed or operated or maintained." And if
you change that first "or" to "and" then you would deal equitably
with this situation.

That is, you would limit the tax to those ports that are construct-
ed and currently operated or maintained with Federal funds. So I
would appreciate it if you would look at that and respond after you
have had a chance to analyze that.

Mr. DEANGELUS. Thank you, Senator. We will do that.
[The information from Mr. DeAngelus follows:]
Changing the first "or" to an "and" would eliminate a number of Federal com-

mercial navigation projects that were constructed by non-Federal interests and were
subsequently authorized for Federal operation and maintenance. A case in point is
the proposed Tampa Harbor, East Bay Channel, Florida, project included in Section
609 of the bill.

Senator MITCHELL. A number of naturally deep Federal ports
which require and have received little or no Federal maintenance
funds would be required to pay the tax on cargo. For example, in
Maine there are three ports which, although Federal ports, have
never received a penny in Federal funds of any kind. Another
three have received no Federal funds for operation or maintenance
for the last 8 years.

I have two more questions I would like to ask you, and you obvi-
ously will have to get the answers later.

First, what is the number of federally authorized - ports which
have never received any Federal funds for operation and mainte-
nance? And, second, what is the number of such ports which have
not received any such funds since January 1, 1976?

Mr. DEANGELUS. We will be happy to get that information.
Senator MITCHELL. All right.
[The information from Mr. DeAngelus follows:]
Based on the Army Corps of Engineers' Data Management System, there are 33

existing Federally authorized ports deeper than 14 feet that have not received any
Federal funds for operation and maintenance since Fiscal Year 1976 (the earliest
year the Corps has yearly O&M statistics). Of the 33 ports, three ports have never
received any funds for operation and maintenance. A table listing these ports to-
gether with the commercial tonnage handled at each port is attached for your refer-
ence.
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LIST OF FEDERAL NAVIGATION PROJECTS DEEPER THAN 14 FEET WITH NO O&M EXPENDITURES SINCE
FISCAL YEAR 1977

[Tonnage and dollars in theosan6s]

Total O&M prior
Project 1981 tonnage to fiscal year

1977

M etla katla H arbo r, A K .......................................................................................................................
Tha m es R iver, C T ..............................................................................................................................
W ilson Point, C T ................................................................................................ ...............................
B everly , M A ................................................... ............ ................................. ........... ...................
Crossrip Shoals NNTK, MA .................................................................................................... ..
D orchester B ay, M A ........................................................................................................ ..................
Lynn H arbor, M A ............................................................... ................................................................
Nantucket Harbor, MA ..................................................................................................................
New Bedford & Fairhaven, MA ........................................................................................................
Pollock R ip S hoals, M A .... ............................................................................... .................................
Sa lem H arbor, M A .............................................................................................................................
Seekonk River, MA ...................... ..............................................................................................
Vineyard Haven Harbor, MA ......................................................................................................
Weymouth Back River, MA ......................................................................................................
B elfast H arbor, M E ..................................................................................................... ..............
Cape Porpoise Harbor, ME ................................................................................................................
Deer Island Throughfare, ME ...........................................................................................................
Rockland Harbor, ME .......................................................................................................................
Searsport Harbor, ME .......................................................................................................................
Stockton Hahor, ME .........................................................................................................................
Ten nants H arbor, M E .........................................................................................................................
Grays Reef Passage, MI ........................................................................................................
Uttle Bay Denoc-Gladstone, MI ...................................................................................................
M antua C reek, N J ......................................................................................................... .. ...............
Port Jefferson Harbor, NY ......................................................................................... ............
Multnomah Channel, OR ........................................................................................................
N ew port H arbor, R I ............................................................................................................................
Providence River and Harbor, RI .......................................................................................................
little River Creek, VA ..........................................................................................................
S t. Thom a s H arbor, VI ......................................................................................................................
Olympia Harbor, WA ..........................................................................................................................
Port Gamble Harbor, WA ..................................................................................................................
Port Orchard Bay, WA .......................................................................................................................

77.1
425.5

0
32.2
27.4
0
0

33.9
171.3

0
1,228.2

0
74.8
0

30.5
0
0
4.0

1,079.0
0
0.7

5,194.5
185.4

0
3,494.3

0
16.1

6,737.5
0

312.2
259.2

99.4

$50.5
1,422.6

0
16.8
54.3

301.9
23.9

104.9
709.0
846.6
350.9
793.2

8.7
7.2

224.4
347.9

0
452.8

23.0
23.2
13.3

646.7
54.1

339.3
359.3

6.1
94.8

3,755.6
442.0

0
651.6
51.4

0 12.7
T otal .................................................................................................................................... 19 ,4 8 0 .0 .........................

Senator MITCHELL. Next, I would like to ask you about your defi-
nition of commercial vessels. You exempt from the definition of
commercial vessels, those vessels engaged primarily in the short-
haul ferrying of passengers or vehicles between points within the
United States.

In Maine, which of course-which has a border with Canada, we
have ferry services which ferry passengers to points in Canada. Is
there any rationale for not also exempting ferry boats which trans-
fer passengers between points in the United States and contiguous
foreign countries?

Mr. DEANGELUS. Senator, I'm not familiar with the rationale for
that. I would have to respond to that later.

Senator MITCHELL. Would you do that?
Mr. DEANGELUS. Yes.
[The information from Mr. DeAngelus follows:]
The exemption of vessels engaged primarily in the short-haul ferrying of passen-

gers or vehicles between points within the United States from the harbor mainte-
nance fees was included in the bill as reported by the Committee on Environment
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and Public Works. The only change proposed by the Administration is to delete the
term "short-haul" for purposes of clarity.

Mr. DEANGELUS. But we do also have ferries in the State of
Washington to Canada and between Puerto Rico and the Domini-
can Republic.

Senator MITCHELL. That's right. So I would like to get the ration-
ale for that.

Could I ask one more question?
The CHAIRMAN. Yes.
Senator MITCHELL. Earlier this year, the Customs Service in-

formed Congress that it was considering legislation to place some
Customs' ports on a reimbursable basis. You recall that, I'm sure,
Mr. DeAngelus.

Mr. DEANGELUS. Yes, Senator, very much.
Senator MITCHELL. As I understand this, it would have meant

that certain low-volume Customs' stations would be required to fi-
nance their own operation by obtaining reimbursements from State
and local governments or from private commercial groups.

Now if Congress adopts your proposals for Customs' user fees, it
would follow logically in my mind that you would then drop consid-
eration of placing some Customs' stations on a reimbursable basis.
Am I correct in that assumption? And, if not, why not?

Mr. DEANGELUS. You are correct that it is logical in your mind,
Senator, but we have not dropped that. It still is under consider-
ation within the administration. And the rationale is this-a differ-
ent rationale from yours: That these ports that we talk of, these
low-volume ports, are what we term co- :,3nience ports, that for a
number of reasons, people believe that there is a certain status to
having a Customs' port of entry, to having a foreign trade zone.

At the borders, the land borders, Mexico, and Canada, many of
these ports were established many, many years ago before the
automobile was developed, before super highways were developed.
And, consequently, it would have been unreasonable to require so
much to travel 40 miles to enter or leave the United States.

We believe that today-for example, Noyes, MN and Pembina,
ND are 11/4 miles apart-that is wasteful of the taxpayers' money,
yours and mine, to maintain two border crossings at that place
where people could cross within 11/4 miles.

However, people don't believe that. The local community doesn't
believe it. The business interests don't believe it. They believe, they
perceive, there are economic benefits to having that border cross-
ing, to having that port of entry.

Consequently, we believe it's unfair to charge all the users, Cus-
toms' users, for what we term convenience ports. And, therefore,
we are proposing that below this certain minimum that where it
would pay for the full salary of a Customs' officer full time, that
that legislation should also be included so that the burden of the
user fee would not be increased solely for convenience purposes.

And, in fact, Senator Humphrey got a bill passed which became
law last year which divides up to five airports of entry to-with the
concurrence of the Governor of the State, pay Customs and estab-
lish themselves, reimburse Customs' established ports of entry.
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And, Senator, three of those have already been allocated. And
there are 11 cities lining up for the other 2 slots. They are willing
to pay us to establish themselves with ports of entry.

Senator MITCHELL. I'm over my time so I will be brief. You have
cited an example of 1 1/4miles, but in Maine the effect would be to
force people to drive as much as 143 miles in one case. I don't dis-
pute the 1 V4mile, but you must agree that driving 143 miles is the
other extreme.

Mr. DEANGELUS. I would agree with that, Senator.
The CHAIRMAN. Senator Baucus.
Senator BAUCUs. Thank you, Mr. Chairman.
Mr. DeAngelu;j, are the fees to be collected here to be dedicated

to any certain u.3e or do they go to the general revenue?
Mr. DEANGELUS. Senator, they would go to the general fund.

However, we proposed the legislation in such a way that they are
tied to the level of resources provided.

The CHAIRMAN. You mean the Customs'-fees or the port and user
fees?

Senator BAUCUS. Talking about the Customs' fees.
Mr. DEANGELUS. We proposed the legislation in such a way that

even though they would go to the general fund, they are tied to the
level of resources appropriated. In addition, they have to be based
on the General Agreement on Tariffs and Trade. I'm not an attor-
ney, but they would have to be based on our interpretation of the
General Agreement of Tariffs and Trade that the cost cannot
exceed the costs of services provided.

So we think that they are sufficient rationale, even though they
are covered under the general fund through the appropriation
process, to allow the public and the Congress to pass on the level of
services provided.

Senator BAUCUS. I understand what you mean. You say that it
goes to the general fund, but it is somehow tied to the resources
that are utilized.

I mean are the fees intended to cover entirely the resources that
are used in order to administer?

Mr. DEANGELUS. Yes, Senator. They are intended to cover the
entire cost of Customs' operation, exclusive of the enforcement op-
erations. Approximately $550 million of Custom's operations out of
approximately $800 million.

Senator BAUCUS. Collect about $515 million Customs' fees, then;
is that correct?

Mr. DEANGELUS. Correct, Senator.
Senator BAUCUS. How much does Customs Service collect today?

Did you say $14 billion?
Mr. DEANGELUS. $14 billion, Senator.
Senator BAUCUS. Isn't that above $550 billion?
Mr. DEANGELUS. It certainly is, Senator. But as I mentioned ear-

lier, we would like to reduce the size of the Customs Service and
operate differently.

Senator BAUCUS. I'm sorry. You would like to do what?
Mr. DEANGELUS. Reduce the number of people in the Customs

Service and operate differently by doing things like eliminating
convenience ports, by reducing the number of regions, which are
strictly administrative; by consolidating districts.
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Senator BAUCUS. I thought the principle of this was to cover
costs, and yet you-on one hand we have established that you col-
lect much more than your costs that are incurred and you are now
saying you want to reduce costs, you want to cut your employees.

Mr. DEANGELUS. Senator, I'm saying that many interests in the
international trade community are demanding a level of service
and a type of service which we don't believe is required under the
law. We recognize that $14 billion in Customs' duties, which are a
trade mechanism, are collected.

But we believe that the services demanded by the public are not
required by the law and that if they are to be provided, especially
given the deficit situation which we are here addressing today, that
they should be provided with a mechanism of user fees so that
those who benefit can pay and receive a requisite level of service.

Senator BAUCUS. What's the average cost of Customs to process a
passenger?

Mr. DEANGELUS. Senator, an air passenger?
Senator BAUCUS. Air, sea, port.
Mr. DeAngelus, Well, we have broken them down differently be-

cause we devote a different level of resources. And I guess I could-
if I may respond to you that a foreign air passenger, including the
overtime, it's approximately $2 per passenger.

Senator BAucus. $2 for air. What about sea?
Mr. DEANGELUS. $2 for air.
Excuse me one moment, please. I must check my schedule. For

sea, it's $2.50.
Senator BAUCUS. What about by land?
Mr. DEANGELUS. By land, it would be approximately $1 per vehi-

cle rather than per passenger because passengers come in vehicles.
And in order not to establish a bureaucracy to collect the fees,

we believe that doing it through a mechanism of the vehicle cross-
ing that it would be approximately $1 per vehicle.

Senator BAUCUS. Now are you going to assess different fees ac-
cording to whether it's by air, land, or sea?

Mr. DEANGELUS. Correct. Based on the number of resources de-
voted to that type processing.

Senator BAUCUS. Now would there be a difference in fees among
various ports? That is, the various seaports. Second, among the var-
ious airports. Among the various land crossing ports.

Mr. DEANGELUS. I can understand that rationale, Senator. But,
again, what we believe is that not to establish a bureaucracy to col-
lect the fees-we can collect these fees as we have proposed at
almost zero costs so that we don't increase the cost of Customs to.
the user to whom we charge the fee.

That's why the Customs Service has proposed to collect the user
fees for the Corps of Engineers in the S. 1567. We have a mecha-
nism in place to collect duties on imports.

Senator BAUCUS. What other countries assess a per capita cus-
toms fee?

Mr. DEANGELUS. There are approximately 42 countries of which
we are aware that have different, various types of user fees. One is
France, I believe, which has a 2 percent on the duty collected.
Nicaragua. There are other countries. But the main one, .J think, is
France. But there are 42 of which we are aware.
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Senator BAUCUS. So you are talking about the people-does this
apply to people entering the United States or leaving or both?

Mr. DEANGELUS. Our fee would be only for entering the United
States. Two dollars for air passengers.

Senator BAUCUS. Does France assess a $2 fee?
Mr. DEANGELUS. Not to my knowledge, Senator. Not to my

knowledge does any country have as comprehensive a fee as we -are
proposing.

Senator BAUCUS. Thank you.
The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, I don't have a great deal to

say except that I hope this committee has a chance to talk about
this issue.

This is a tax, Mr. DeAngelus. Tariffs are taxes and this is a
tariff.

I once knew a distinguished Governor of New York who pledged
that he would never raise taxes again in his career. The day after
he was elected, he raised taxes, claiming he wasn't raising taxes,
he was raising fees. But a tariff is a tax, and this is a tax.

Do you really want to do this? Or were you told you had to find
$500 million?

Mr. DEANGELUS. Senator, I accept your assertion that it's a tax. I
personally do not believe it is a tax. I believe that others will follow
me today. If you will read the record before the Ways and Means
Committ(J.., before the Senate and House Appropriations Commit-
tees, that various international trade interests will represent them-
selves before the committee and urge increases in Customs' staff-
ing, increasing in Customs' service, faster service.

We believe that those interests, since they are relatively narrow
compared to the interest of the United States and the population of
the United States, that those interests should be served, but that
they should be served through a mechanism which keeps the serv-
ices demanded at a reasonable level rather than an unreasonable
level.

And if, in fact, they are convenience level, that they should be
reimbursed so that the burden will not have to be spread against
all taxpayers.

Senator MOYNIHAN. I just want to ask one question. Are the fees
to remain exclusively within the Customs Service?

Mr. DEANGELUS. Senator, they would not be reimbursable gener-
ally to the appropriation as some of our current user fees are. How-
ever, they would be tied to the level of appropriations through the
public notice system each year and as well as through the appro-
priation process and the authorization process, in fact, before the
subcommittee. It would be addressed.

Senator MOYNIHAN. Someone just whispered to me that the
answer is no.

Mr. DEANGELUS. I think it's--
Senator MOYNIHAN. Is it going into the Treasury's general fund?
Mr. DEANGELUS. Senator, they would be covered into the Treas-

ury general fund.
Senator MOYNIHAN. But is it going to flow through to the Cus-

toms Service.
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Mr. DEANGELUS. But they would be tied to the level of appropria-
tions requested. The fees would have to be set commensurate with
the services provided under the GATT and under the legislation.

Senator MOYNIHAN. None of this money is for general revenues?
Mr. DEANGELUS. No, Senator. It is general revenue. However, it

would be tied to the appropriations.
Senator MOYNIHAN. How do you mean tied, sir?
Mr. DEANGELUS. That if we collect $500 million for Customs'

services in the commercial area, we would provide $500 million
worth of services through the appropriation process so that this
committee and others would have a chance with their oversight to
determine that Customs was acting in a prudent way.

Senator MOYNIHAN. I think I will have to learn more about this,
but I thank you for your response.

The CHAIRMAN. You are separating in your mind, as I under-
stand your answer, the roughly $15 billion you. collect which is rev-
enue, and that goes into the general fund. You are also saying your
user fees are going to go into the general fund. They are not going
to go into a trust fund, but the user fee part of what you collect is
going to equal the cost of your administration.

Mr. DEANGELUS. That's correct, Senator.
The CHAIRMAN. Senator Symms.
Senator SYMMs. Thank you very much, Mr. Chairman.
I guess my question is: What does this do to ticket prices in air-

lines? And not only ticket prices, but some airlines are internation-
al carriers that come in and use-would be carrying passengers
that use customers. A domestic flight would not use Customs' serv-
ices. So, could you give me-have you done any studies on how that
will affect the air passenger that doesn't use the Customs' services?

Mr. DEANGELUS. Any air passenger not using the Customs Serv-
ice would not be charged. They would only be arriving passengers
from foreign-processing through the U.S. Customs, Senator.

Senator SYMMs. Any air passenger that--
Mr. DEANGELUS. Arriving from foreign, from a foreign country,

and processed through Customs. So, that-for instance, there's a
flight that comes from London, stops at Seattle, drops off some pas-
sengers, picks up some Seattle passengers and then moves on to
Los Angeles, and drops off additional London passengers as well as
the domestic passengers. The domestic passengers-I'm sorry. I'm
incorrect.

In that instance, they would be included in the user processing
fee because they must go through Customs again because they are
not sterile.

Senator SYMMs. I'm sorry I missed part of your testimony, but
are you envisioning-that the user fee is paid by the airline passen-
ger or by the airline?

Mr. DEANGELUS. It would be added to the price of the ticket, Sen-
ator.

Senator SYMMs. How much for a ticket?
Mr. DEANGELUS. Well, the lowest ticket of which I am aware,

one way-now nobody travels one way; they all travel round trip.
But one way is $45 between Miami and the Bahamas. So, if

someone is going to pay $90 to travel roundtrip between Miami and
the Bahamas, I m certain he is not going to balk that it becomes
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$92 because he's clearing Customs. And he wants to clear it quick-
ly, because he wants to get to the gaming tables or get home from
the gaming tables. I estimate that the lowest airfare, which is $90,
would not deter one passenger from making the trip because now it
would be $92.

Senator SYMMS. What about if they go to Taipei?
Mr. DEANGELUS. If they go to Taipei, Oit would still be $2, be-

cause the cost of processing them is relatively the same.
Senator SYMMS. Well, is there going to be any mechanism? If

Customs is able to say, "Well, this is not costing the taxpayers any
money; we have plenty of money," what is going to be the mecha-
nism that will help Customs from becoming just a giant, giant bu-
reaucracy? I mean, if this was privatized and we were contracting
this out, you would have the bottom line. Is it possible to privatize
it and contract it out?

Mr. DEANGELUS. I suppose it could, but we don't believe that
anybody could do it any more cheaply than Customs. But the mech-
anism to ensure that is just what we were addressing. Why isn't it
made reimbursable to the Customs appropriation, and then there is
no oversight process? Well, that is the very reason: The public,
through the public notice of the establishment of the fees, and the
Congress through the oversight committees as well as the appro-
priations committees, would see that the fees established and the
level of aprropriations each year are reasonable, that Customs is
still operating efficiently, is managing well, and is not a bloated bu-
reaucracy.

Senator SYMMS. Is there any ongoing studies to examine, maybe
taking one port of entry and contracting it out to a private contrac-
tor, and then having a Customs official just inspect and see if they
are doing the job, to see if it could be done more efficiently, and nQt
have to hire more people, to put them on the Government Pension
Program, and so forth?

Mr. DEANGELUS. No, Senator. There are no studies that way.
Senator SYMMS. Would you welcome such a direction, to try it on

an experimental basis in one port of entry? A privatization of the
Customs responsibilites?

Mr. DEANGELUS. Philosophically, I am not opposed to such a pro-
posal, Senator. However, as a 26-year Customs officer, I just know
that it would not be less expensive to operate that way.

Senator MOYNIHAN. Would my friend from Idaho permit me to
address a question to him?

Senator SYMMS. Certainly. I yield.
Senator MOYNIHAN. Did I hear the Deputy Commissioner of Cus-

toms say that he was not philosophically opposed to turning the
Customs over to private industry? I ask because I represent New
York City, and I believe there are a number of organizations that
would be very happy to take over the Customs for you, sir, and do
it very cheaply. [Laughter.]

Mr. DEANGELUS. Senator, I believe that many would. But I
also--

Senator MOYNIHAN. You think you could pick and choose be-
tween them, right? [Laughter.]

Mr. DEANGELUS. I also deeply believe that no one could do it
more cheaply than we do it.

58-303 0 - 86 - 4
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Senator MOYNIHAN. I know people who would pay for the privi-
lege. [Laughter.]

Mr. DEANGELUS. I would have to agree with you, Senator.
The CHAIRMAN. Any more questions of the Deputy Commission-

er?
[No response.]
The CHAIRMAN. If not, sir; thank you for joining us this morning.
Mr. DEANGELUS. Thank you, Mr. Chairman.
The CHAIRMAN. Next we will have a panel consisting of Daniel

McAuley, Ellis Magee, Robert Scott, the Honorable Bob Bolen, and
Sam Diannitto.

At the request of Senator Moynihan, I wonder if we might start
with Mr. McAuley first, and then we will take the panel in the
order that they appear on the witness list.

Mr. McAuley, are you ready?
Mr. McAULEY. Yes, I am, Mr. Chairman.
The CHAIRMAN. Go right ahead.

STATEMENT OF DANIEL McAULEY, DIRECTOR, NEW YORK STATE
SOCIAL SECURITY AGENCY, ALBANY, NY; ON BEHALF OF THE
NATIONAL CONFERENCE OF STATE SOCIAL SECURITY ADMIN-
ISTRATORS
Mr. McAuLEY. My name is Daniel McAuley. I am the director of

the New York State Social Security Agency located in Albany, and
the immediate past president of the National Conference of State
Social Security Administrators. Our conference represents the
State Social Security agencies from the 52 States and territories,
and the 67,000 political subdivisions that make up the Social Secu-
rity agreement.

The purpose of my testimony is to explain our conference's posi-
tion regarding the proposal that would take the collection responsi-
bility of Social Security contributions from the State Social Securi-
ty agencies and place such responsibility with the Internal Reve-
nue Service.

Under this proposal, various increases to the trust funds have
been shown, ranging from $700 million in 3 years to $2.4 billion in
5 years.

The CHAIRMAN. Mr. McAuley, I might admonish you not to read
your entire statement, or you won't finish it in the 5-minute rule
we have. All of the statements will be in the record.

Mr. McAuLRY. Thank you, Mr. Chairman.
This increase is basically obtained in three ways: Increasing the

interest charge for delinquent deposits, which is a change that we
have recommended for years. This would produce about $18 million
over 5 years. The true collection increase in the proposal over a 5-
year period would amount to about $300 million. In all other pro-
jections, the monetary increases shown are artificial one-time in-
creases obtained by changing the period under valuation. Moneys
that are already accounted for are backed into a different valu-
ation period; showing a one-time artifical increase.

Our conference has recommended four measures which will give
a true monetary increase to the trust funds over and above the
actual increases in the acceleration without changing us as the col-
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lection agent or disrupting the integrity of the State Social Securi-
ty agencies. These are contained in my written testimony.

I would like to examine some of the facts. The claim by Internal
Revenue Service is they can take over our responsibilities with no
increase in manpower. We presently have staffs of 325 full-time
employees, with peripheral support from 200 employees represent-
ing field auditors, programmers, counsels, and our attorney gener-
al's offices.

I think it was very interesting to note the speaker from Internal
Revenue Service this morning made a statement that, if we switch
to the Internal Revenue Service deposit schedule we would have a
more efficient system. Under our Social Security agreement, each
State has agreed to pay 100 percent of the-lbiaty for Social Secu-
rity contributions for every political subdivision they represent. In
our 35-year history there has never been one case of default. The
trust funds have never lost one penny of contributions or interest
in 35 years.

Studies by the U.S. Comptroller General indicate that the collec-
tion of income and Social Security tax is the foremost delinquency
problem facing the Internal Revenue Service today. I would like to
know how they can make a statement they can run a more effi-
cient system when, according to their own studies, they found it is
not cost efficient to prosecute all delinquencies.

The majority of the political subdivisions we represent are small
entities staffed by part-time people. It has taken us years to estab-
lish the relationship and obtain the cooperation of these political
subdivisions. If they are delinquent in their payment, they can be
assured that they will be contacted by us. They are also assured of
our assistance and prompt responses to any calls or correspond-
ence. That type of assurance cannot be made by the Internal Reve-
nue Service.

The term "accelerated deposits" itself is a misnomer. We have
studied and found that in the majority of cases the political subdi-
visions would actually decelerate their payments. Since the majori-
ty of the political subdivisions are smaller entities, under the Inter-
nal Revenue Service schedule they wouldn't pay twice a month,
they would pay either monthly or quarterly. And by this loss of
contact and reporting, I am sure that the delinquency rate would
also go up.

Thank you, Mr. Chairman.
[Mr. McAuley's written testimony follows:]
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TESTIMONY OF
DANIEL J. McAULEY

IMMEDIATE PAST PRESIDENT

THE NATIONAL CONFERENCE OF STATE
SOCIAL SECURITY ADMINISTRATORS

My name is Daniel J. McAuley. I am the Director of the New
York State Social Security Agency and Immediate Past President of
the National Conference of State Social Security Administrators.
The purpose of my testimony is to express our Conference's position
and concerns regarding the President's budget proposal on social
security which, if adopted, would change the method by which the
States and their political subdivisions deposit their social secur-
ity contributions. The proposal would take the collection of social
security contributions from the control of the State Social Security
Agencies and place such responsibility with the Internal Revenue
Service. I presented similar testimony before the House Ways and
Means Committee on June 19th of this year.

Under this proposal, increases to the Social Security Trust
Funds ranging from 700 million dollars over the next three years
to 2.4 billion dollars over the next five years are projected. The
increase is obtained from three sources. One is the change in the
rate of interest charged for the late receipt of social security
deposits. This would generate approximately 18 million dollars
over the next five years. The second is the collection increase
obtained from the change in deposit schedule. This would account
for approximately 323 million dollars over the next five years.
The third is an actuarial method which produces a one time arti-
ficial increase by changing the period under valuation. Using
this third method, the remainder of the dollar projections is
obtained.

I have examined this proposal in an attempt to find a means
of arriving at a real billion dollar plus increase to the Trust
Funds. I find this cannot be done, since in reality there is no
way of increasing revenues to the Social Security Trust Funds by
a billion dollars or more from State and Local Government social
security deposits. The projections used do not represent a true
monetary increase, but consist mainly of an amount obtained by
backing in already accounted for social security contributions
from one valuation period to another. The real monetary increase
of approximately .4 billion contained in this proposal can be ob-
tained by 6 ther measures which would neither alter the present
method of social security collection nor disrupt the integrity of
the State Social Security Agencies.

I will explain this method shortly, but first, let's examine
some of the claims and facts. It has been said that the Internal
Revenue Service can assume the collection responsibility of State
and Local social security deposits without an increase in manpower.
At present, State Social Security Agencies employ approximately
325 full time employees with peripheral support from an additional
200 employees representing attorneys, field staff, programmers,
auditors, and counsel of the State's Attorney General's office.
The past record reveals the Internal Revenue Service has been un-
able to collect all social security monies due from private sector
employers and employees. In a previous report released by the U.S.
Comptroller General, it is stated that the collection of income
and social security tax is the foremost delinquency problem fac-
ing the Internal Revenue Service. The report also states that
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according to IRS studies, it may not be cost effective to pursue
all delinquencies. Further, their past programs to prosecute
employers' filing false deposits had to be discontinued because
of the difficulty they encountered in proving criminal willfulness.

Similar situations do not exist in the public sector with the
political subdivisions we represent. Political subdivisions who
remain delinquent after request for payment are litigated by our
respective State Attorney General's Office until satisfaction is
obtained.

My intent in this presentation is not to discredit the social
security collection operation conducted by the IRS in the private
sector, but merely to point out that the State Social Security
Agencies have already addressed and resolved the problems that
continuously plague private sector reporting.

Perhaps the greatest argument in favor of retaining the State
Social Security Agencies as the collection agent is that under the
States' agreement, there is a 100% guarantee for the payment of all
social security contributions due from all States and their political
subdivisions. In the thirty-five year history of State and Local
Government participation in the social security program, there has
never been a case of default of payment. The State Social Security
Agencies' record of social security contribution collection and
control is unblemished. The political subdivisions we represent
have been schooled in the proper method of social security report-
ing and depositing and of the sure consequences if they fail to
comply. They are also assured of timely and accurate information
if they have a problem. This kind of assurance is not provided
in the private sector. Many of the political subdivisions we rep-
resent are small rural communities, staffed by part-time employees
who require constant follow-up to achieve compliance. This in-
dividual attention we provide them has fostered a feeling of co-
operation that has taken years to develop. The loss of the
individual services we provide to these political subdivisions
vould not be replaced under this proposal, and I am sure the
effects of this loss would not only promote both discontent and
non-compliance, but monetary losses to the trust funds as well.

Although this proposal has been referred to as an accelerated
deposit schedule, a high percentage of our political subdivisions
would actually deposit their social security contributions less
frequently, based on the IRS deposit schedule. This decline in
reporting frequency would no doubt also increase their delinquency
rate. If IRS has already determined it may not be cost effective
to pursue smaller delinquencies, what part of the projected in-
crease in this proposal would be lost?

Since the inception of the Federal/State Social Security
Agreement, the Social Security Administration has benefited by the
expertise provided by our Conference, as witnessed by the many im-
provements achieved in the public social security program through
the joint efforts of both our organizations. The Federal govern-
ment has also been well served by the State Social Security Agen-
cies, not only as their collection, agent, but as a buffer and
interceptor of all the calls, correspondence and headaches that
67,000 political subdivisions can generate. We act as a liaison
between State and Federal government. The small as well as the
large public employer receives our personalized attention. To
consider the abolition of the State Social Security Agencies as
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the collection agent for social security contributions after a
review of these facts, for the satisfaction of a one time paper
increase, is incomprehensible.

As previously stated, alternative measures exist to obtain
an actual 4 hundred million dollar increase without altering the
current collection procedure.

1) Amend Section 218(j) of the Social Security Act by
changing the current rate of interest assessment for
delinquent deposits. Anticipated increase is 18 million
dollars.

2) Require the Social Security Administration to change
their procedure regarding their billing of interest
charges to the States due to the late deposit of social
security contributions. Anticipated increase is 4
million dollars.

3) Require State Social Security Agencies to wire transfer
their semi-monthly social security deposits and require
the Federal Reserve Banking System to credit these monies
to the Social Securlty, Trust Funds within one day of
receipt. Anticipated increase is 172 million dollars.

4) Require State Social Security Agencies to annually turn
over their short term interest earned on their collection
of social security contributions, save for their cost of
operation and a 10% management fee. Anticipated
increase is 216 million dollars.

These figures were determined by using the same low middle
assumption used by the Social Security administration in their pro-
jections. By using this alternative approach an increase in excess
cf 400 million dollars can be achieved without disrupting one of
the best run and fully guaranteed collection operations in both
State and Federal government.

Two other proposals are being considered which, if adopted,
would affect the operations of the State Social Security Agencies.
They are medicare coverage and/or universal social security cover-
age for non-covered state and local governmental employees. The
NCSSSA does not take a .position on these issues. However, if
either or both of these proposals become law, it is necessary that
the language of this legislation place the social security collec-
tion responsibility with the State Social Security Agencies.. The
political subdivisions we represent should only be responsible to
one agency for their social security coverage, reporting and de-
positing requirements. It is imperative that our political sub-
divisions continue to be served by the best system possible, and
the State Agencies past record speaks for itself.

In conclusion, I would recommend that before any decision is
rendered on these issues, a task force including State Social
Security Administrators be formed. This group would be assigned
to review and recommend changes which would truly serve the mutual
interests of the political subdivisions, the Social Security Trust
Funds and most importantly, our constituents in the public sector.

Thank you.
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Senator MOYNIHAN. Mr. Chairman.
The CHAIRMAN. Yes?
Senator MOYNIHAN. Could I just interject one point here? Mr.

McAuley did not get to a point in his proposal that I would like to
emphasize.

Do I understand correctly sir, that you are proposing that we
adopt legislation that would require you to turn over the short-
term interest that you earn on the moneys you collect? And that
you anticipate that this would produce $216 million per year?

Mr. McAULEY. That is correct, Senator.
Senator MOYNIHAN. When was the last time anybody came along

with an offer of $216 million, Mr. Chairman?
The CHAIRMAN. I think it was just prior to the entry into World

War I. [Laughter.]
Senator MOYNIHAN. Well, I would like to set this on the record. I

don't claim to possess much knowledge, but I think we have a
system here that works. Every penny owed to the system is collect-
ed. And Mr. McAuley says in addition, times being tough as they
are down here, he is willing to give up interest earnings to the
tune of more than $200 million a year?

Mr. MCAULEY. Well, Senator, when we explored the issue we
found that over a 3-year period there was about $200 million of
actual increase. What we wanted to do as a conference, to show
good faith and not argue the issue, was simply to at least match
the amount of the true monetary increase, and we found we could
do it without disrupting our agencies. That was our proposal.

Senator MOYNIHAN. And there is $172 million that can be picked
up by just wiring the money in faster?

Mr. McAULEY. That is correct.
Senator MOYNIHAN. You are offering us about $400 million a

year?
Mr. McAuLEY. That is correct.
Senator MOYNIHAN. Mr. Chairman, accept that man's offer, will

you? [Laughter.]
Thank you, Mr. McAuley.
Mr. MCAULEY. Thank you, Senator.
Senator MOYNIHAN. Now, let's see; that's one-two-three-four-five-

six-seven-seven times four is $2.8 billion a year. Now on with this
panel. [Laughter.]

The CHAIRMAN. We'll give them more time.
Mr, Magee.

STATEMENT OF ELLIS MAGEE, EXECUTIVE ASSISTANT ATTOR-
NEY GENERAL, LOUISIANA DEPARTMENT OF JUSTICE, STATE
OF LOUISIANA, BATON ROUGE. LA

.Mr. MAGEE. Thank you, Mr. Chairman and members of the com-
mittee.

I appear here in opposition to the proposal to require mandatory
Medicare coverage of State and local employees and to require
Social Security coverage effective January 1, 1986, for new employ-
ees.

The first objection is that the impact of this will be dispropor-
tionate on mainly the people from about 8 or 10 States. And, unfor-
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tunately, Louisiana is one of them. This adverse impact would
occur at a time when Louisiana is really not in good shape to
handle it. Louisiana at this time has the second-highest unemploy-
ment rate in the country. And although we increased taxes last
year by $700 million, we are facing declining revenue, we are
having layoffs of employees both at the State and local level, and
we are having cutbacks in services.

Baton Rouge, the 39th largest city, is in the process of having a
cutback of somewhere in the neighborhood of 150 to 250 employees.
The State government is experiencing the same kind of difficulty.
And this would be an expensive proposition for the State of Louisi-
ana. Immediately there would be an additional cost of $14 million
per year for the Medicare coverage, and we would rapidly move
toward an increased cost level of about $90 to $100 million per year
in order to meet the Social Security tax for the new employees.
And this is not the time that Louisiana can afford that kind of
added expense. If it is imposed on us, it means we are either going
to have to cut back our retirement benefits sharply or we are going
to have to try to find the money, and this is the wrong time to try
to do that. So, the timing is very, very bad.

We have a special problem in Louisiana. Some of the retirement
systems have no unfunded liabilities. Our retirement systems have
somewhere in the neighborhood of $4 to $5 billion of unfunded li-
abilities, and, although 17 percent of payroll goes into the retire-
ment system, 7 cents of that 17 cents is required to take care of the
unfunded liability. And that will continue to be an expense, even
though the new employees would be under Social Security.

So, we are talking about a very expensive proposition for our
State, and we are talking about disrupting something that is work-
ing well.

I would point out to the committee that many of these retire-
ment systems at the State and local level were created before
Social Security was passed in 1953. And from 1935, until the early
1950's, State and local employees could not participate in Social Se-
curity; they were forbidden to. So, Congress, in effect, created -a
policy that stimulated the development of these retirement systems
and should not now come along and in effect destroy them, do
something that is disruptive, solely for the purpose of making it
appear that we are balancing or comii'g closer to balancing the
budget.

And I point out that even if we double the Social Security tax,
that would not really solve our deficit problem. And so, we
shouldn't pick on these 4/5 to million public employees and the
States and cities for which they work in order to make it appear
that we are moving toward some solution to the problem.

And I would add that it is very important to us to have flexibil-
ity in designing our benefit packages. We need to do what we can
to recruit and keep teachers. And so if we need to set it up so that
teachers can retire at the end of 20 years of service in order to ac-
complish that objective, we need that freedom, and we don't have
that kind of flexibility if we have Social Security imposed on us
and if we have the additional cost that goes with it.
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Finally, I would point out that it will be a legislative and an ad-
ministrative nightmare for us to try to meet a January 1, 1986,
deadline. That is a very impossible thing.

One final point before the yellow light goes out: These systems
have $200 billion in assets that can be used for capital formation.
And we should not do away with a program that provides that kind
of source of capital formation.

We have a brand new program in Louisiana that is called Peli-
can Mac, and that is $25 million going into single family mort-
gages. And that sort of thing ought to be encouraged rather than
destroyed.

Thank you very much for the chance to appear. I will be glad to
answer your questions.

The CHAIRMAN. Thank you, sir.
We will take Mr. Scott. And I see that he is accompanied by Gov-

ernor Peabody.
Governor, it is good to have you with us.
Governor PEABODY. I am glad to be here, Mr. Chairman.
[Mr. Magee's written testimony follows:]
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STATEMENT OF ELLIS C. MAGEE ON BEHALF OF

THE STATE OF LOUISIANA

Before The Senate Finance Committee

September 11, 1985

Mr. Chairman and Members of the Senate Finance Committee.

My name is Ellis C. Magee. I am employed by the Department of

Justice of the State of Louisiana, and my title is Executive

Assistant Attorney General. I am appearing here today on

behalf of the State of Louisiana in opposition to two

proposals:

i. The proposal to make Medicare mandatory

for all state and local government

employees; and

2. The proposal to require that all new

employees hired by state and local

governments on and after January 1, 1986

must become a part of the Social Security

System.

The State of Louisiana vigorously opposes these proposals

for the following reasons:

1. The proposals are not related to the achievement of the

objective of deficit reduction.

If the Social Security System were in need of additional

revenues, the Congress might be justified in considering the
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proposals mentioned above. But that system has no such need

at this time. There is a very large deficit in the federal

government's other operations and the above proposals are

offered as a means of making it appear that something is being

done to deal with that deficit.

If social security taxes were doubled, the use of the

unified budget might make it appear that a substantial deficit

reduction had been achieved, but such appearances would be

very deceiving because all such social security system

revenues go into the trust fund for that system and are un-

available for expenditure for any other purpose.

Congress has recognized the need to remove social

security from the unified budget by scheduling that removal to

occur in 1992. And President Reagan has recently urged

Congress to move up the effective date of that change.

Therefore, it seems that President Reagan was fully

justified last month in observing that the attempt to show a

reduction in the federal deficit by including the social

security system surplus in the computation is a 'bookkeeping

gimmick."

Any effort to reduce the federal deficit must be based

upon an increase in taxes, a reduction in expenditures, or a

combination of the two. No increase in the social security

system surplus is going to decrease the federal deficit.
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2. The proposals would be very costly for state and local

Government in Louisiana at a time when revenues are declining

and unemployment is high.

We estimate that the above proposals would result in

increased expenditures by the state government alone of from

$90 to $100 million per year. And the timing could hardly be

worse.

Louisiana's rate of employment is the second highest in

the nation. Government revenues are declining at both the

state and local levels. Layoffs of government employees and

cutbacks in services have become a way of life in the last

three years. And the end is not in sight.

But that's just the beginning of the bad news. In

February of this year, in the Garcia case, the U. S. Supreme

Court reversed a 1976 decision by that court with the result

that the Federal Wages and Hours Law may now be fully

applicable to state and local government. As a result, public

employees who work overtime must now be paid time and a nalf

instead of operating on a compensatory leave arrangement,

according to federal authorities. This change greatly

increases personnel costs for state and local governments.

And that's not all the'bad news from the federal level.

Congress is now considering several proposals that would be

budget busters for state and local governments. These pro-
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posals include the proposal to limit state tax deductibility

under federal income tax laws, the proposal to reduce or

eliminate revenue sharing, and the proposal to end the federal

tax exemption of bonds issued by state and local governments.

All of this might somehow be managed by state government

in Louisiana if it could incur a deficit for a year or two,

but the Louisiana Constitution flatly prohibits the state's

operating with a deficit for even one fiscal year.

3. The unfunded liabilities of the State's Retirement Systems

complicate the State's job of implementing the proposals.

The unfunded liabilities of the State's two largest

retirement systems total approximately $4 billion. The

consulting actuary for one of these, the Louisiana State

Employees Retirement System, made the following statement in

his actuarial evaluation of the system as of June 30, 1984:

"The annual cost of maintaining the system
in sound actuarial condition in the absence
of any unfunded past service liability is
the normal cost, which expressed as a per-
centage of payroll, is currently 10.270%."

Since the state employee pays 7% of salary to the

retirement system, the State of Louisiana as the employer only

pays 3.2% of payroll to fund the package of benefits offered

to state employees. The remainder of the 10.2% of payroll

paid by the state is available to decrease the unfunded past

service liability.
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If the proposals now under consideration by this

Committee are approved by Congress, the State of Louisiana as

employer would have to pay 7.05% of payroll to the Social

Security Administration for newly hired employees (and this

tax is projected to progressively increase in future years).

The turnover rate for state employees has been running in

excess of 20% per year; therefore, only a few years would

elapse before the state would be paying this larger percent of

payroll (7.05% vs. 3.2%) on the majority of its employees.

Obviously, it will be necessary for the state to continue

payments to the retirement Lystems to deal with the unfunded

accrued liability regardless of whether the newly hired

employees participate in the public retirement system.

Accordingly, it is clear that the adoption of the

proposals under consideration by this Committee would greatly

increase the operating costs of state government in Louisiana

in the years ahead and that the impact would be progressive.

4. Impact on the State of Louisiana from a personnel recruit-

ment standpoint.

At present, one of the most attractive incentives of

state employment is the package of benefits offered to the

state employee in the areas of regular retirement benefits,

disability benefits and survivor benefits. If the State of

Louisiana tries to maintain the present package of benefits

for newly hired employees, the employee would be called upon

to pay 7% of his gross earnings to the Retirement System and
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7.15% as a Social Security tax (a total of 14.15% of his

earnings).

Prospective employees are not likely to consider this to

be an attractive arrangement, particularly, in view of the

fact that state pay scales are generally lower than those in

the private sector. Even if the prospective employee is

willing to pay 14.15% of his earnings to the Retirement System

and to the Social Security System, it is very unlikely that

the State of Louisiana would be able to match such payments,

as it would be required to do.

The State of Louisiana needs flexibility in designing the

employee benefit packages offered to the different categories

of public employees. A teacher shortage is developing. There-

fore, it is very important that the state's benefit package

for teachers be designed to attract and keep teachers in the

profession even if that means permitting retirement after 20

years of service.

Similarly, it will be very difficult to attract high

quality applicants for the state police if they are told that

they cannot retire until age 62 (perhaps 65) regardless of the

number of years of service.

State employees have not had a payraise in Louisiana

since 1981. The one thing that prevents the turnover rate

from becoming totally unacceptable in such a situation is the

benefits packages now offered by the various retirement

systems. The adoption of the proposals under consideration by

this Committee would make it virtually impossible for the
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State of Louisiana to continue offering these attractive

benefit packages to prospective employees.

5. Mandatory January 1, 1986 effective date of proposals does

not permit orderly implementation.

The Regular Session of the Louisiana Legislature ended

several weeks ago. During that Regular Session, the

Legislature approved the General Appropriations Bill for the

Fiscal Year that began July 1, 1985 and runs through June 30,

1986. If the above proposals become law, the heavy fiscal

impact alone would require the holding of a Special Session of

the Legislature to make further cuts in services and to

mandate additional personnel layoffs in order to generate the

money required to pay the taxes due the Social Security

System.

Consideration would probably be given at such a Special

Session to the revamping of the laws governing the various

public employee retirement systems in the state. But,

inasmuch as revising the federal retirement program has not

been completed even though two years have elapsed since

Congress decided to include new federal employees in the

Social Security System, it would not be reasonable to expect

that the Legislature could, on such short notice, complete the

job during the Special Session of revising Louisiana's retire-

ment laws.

Accordingly, we would urge that, if the proposals are

adopted in spite of the opposition of 5 million state and

local government employees, the effective date of the changes



109

be moved to January 1, 1988 (January 1, 1987 at the very

least) in order to allow the states time to make adequate

preparation for the implementation of such a major change in

federal law.

6. Constitutionality.

Many attorneys who specialize in constitutional law

believe that the above proposals are unconstitutional and that

the U. S. Supreme Court would so hold. Because of the

disproportionate impact of the adoption of the above proposals

on about 10 of the states, there could be little doubt that

major litigation would result from the adoption of these

proposals. In order to avoid unnecessary confusion and

monumental disruption at all levels of government, the

Committee is urged:

(a) to decline to approve the proposals

because of their doubtful constitu-

tionality; or

(b) in the alternative, to select an

effective date for the proposals that

will permit completion of the liti-

gation prior to that effective date.



110

STATEMENT OF ROBERT J. SCOTT, EXECUTIVE DIRECTOR,
PUBLIC EMPLOYEES RETIREMENT ASSOCIATION OF COLORA-
DO, DENVER, CO; ACCOMPANIED BY HON. ENDICOTT PEABODY,
FORMER GOVERNOR, STATE OF MASSACHUSETTS
Mr. ScoTT. Mr. Chairman, members of the committee, members

of the staff, let me first say that, in addition to being the executive
director of the Public Employees Retirement Association, I am also
the former State auditor of Colorado and the former State control-
ler.

I would like to say that I am here for the same reason that Mr.
Magee is here, also to say that I represent an organization called
Oppose, which consists of employee groups in Massachusetts, Ohio,
Illinois, Nevada, and Colorado. All of these groups have elected not
to join the Social Security system.

I would like to briefly cover about five points:
One is the impact on State and local entities, the second is the

impact on the employees, and I think that needs to be thought
through carefully, also. The third is the fiscal policy itself. As a
former controller and auditor, I think there are some things that
you should know about that. Also, there is an effect on the finan-
cial markets of bringing these systems into Social Security. And fi-
nally, there are some constitutional problems we see.

To begin with, Senator Kerry, I think, covered very well the
impact on State and local entities, the costs that we are going to be
facing, and the problems and the kinds of hits that we have taken
in recent years and that we are faced with in some of the tax pro-
posals.

Let me just add another one. As the result of Garcia v. San Anto-
nio, we are faced with the wage and hour law. That is going to be
another hit.

So, a lot of the things that you are doing here are really begin-
ning to take their effect, and I think this would be another prob-
lem for the States.

Also, on the second point as to the employees in Colorado, you
are talking about firemen, policemen, teachers, municipal workers,
social workers, college professors, and staffs. The average salary of
all of the people in our fund is about $22,000 a year. Our retire-
ment system is more efficient than the Social Security system for
the very simple reason that most of the dollars that eventually get
paid to these people don't come from the employer or the employ-
ee; they come from investments over a lifetime of earnings for
these people. We. are not tapping into the next generation of tax-
payers. And I think that is a very, very important thing to under-
stand.

If you bring us into Social Security and you force us to integrate,
we are going to be forced to change our systems, and we are going
to have to give up some of the decent provisions that we have got,
such as very effective cost-of-living formulas, very effective disabil-
ity formulas, and the kinds of things that we think have done an
awful lot to make for quality employment for our employees in the
absence of high salaries.

And I think it is very important that you know that, as far as I
am concerned, this is a very illusory deficit reduction proposal. You
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are not reducing your deficit at all; you are trading a short-term
increase in cash-flow for a long-term increase in the national debt.
The transfer of debt to the next generation of taxpayers as a result
of Social Security is becoming staggering. Why do you want to add
to that just to make your short-term cash-flow look a little bit
better? That is effectively what you would be doing.

I think, also, in this same line, that in 1976, a House committee
criticized a proposal by the city of New York at the time, to use
pension fund dollars to help bail our their deficit. The House used
this proposal as a reason to start to institute regulation of public
employee pension funds. I would ask that you perhaps apply the
same standard to yourself. You don't need these trust funds to help
you with your deficit.

Finally, the next point, as to the effect on financial markets: The
20 largest public employee pension funds, adding on to what Mr.
Magee said, invest $73 billion into the economy, into capital forma-
tion. Our fund has put $500 million directly into Colorado in mort-
gages.

A final point. As to the constitutional argument, I guess there
are an awful lot of folks advocating universal coverage that think
that Garcia v. San Antonio opened the door. We don't think it did.
We think there is still an awful lot of room to argue that this is a
tax on the State. It is not a good social program; it is not a good
fiscal program; and we think we will probably be back before the
Supreme Court on this very issue.

One final comment, I think that-to add on to what Senator
Kerry said-as a former State auditor I can tell you that, if you do
a little work on your enforcement program, you might find some of
the dollars that you think you can get from us.

I had three staff members 2 years ago that picked up about $20
million out of oil and gas leases on Federal lands, and it wasn't
that difficult to do. So, I think some work needs to be done there.

Thank you.
The CHAIRMAN. Thank you.
Governor, do you have some comments?
Governor PEABODY. No, thank you, Mr. Chairman. I am just ac-

companying him.
[Mr. Scott's written testimony follows:]
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STATEMENT OF ROBERT J. SCOTT ON BEHALF OF

ORGANIZATION FOR THE PRESERVATION OF THE

PUBLIC EMPLOYEES' RETIREMENT INDUSTRY AND

OPPOSITION TO SOCIAL SECURITY EXPANSION TO SUCH

INDUSTRY

(OPPOSE)

Members of the Senate Committee on Finance, I am Robert

J. Scott. I am submitting this testimony on behalf of OPPOSE,

a Colorado corporation formed by public employee groups in that

state, as well as the states of Nevada, Ohio, Illinois, and

Massachusetts, who have elected not to join the social security

system. OPPOSE was formed to assure the continued financial

integrity of its members' retirement plans by opposing

congressional efforts to mandate social security coverage of

those members. With respect to this issue, the interests of

the members of OPPOSE are identical to those of the nearly five

million public employees nationwide who remain outside the

social security system.

I submit this testimony in vigorous opposition to

proposals currently offered in the Congress to impose HI

coverage upon all state and local employees, and OASDI coverage

upon all "new hires," effective January 1, 1986, in order to

meet the S. Con. Res. 32 requirement of raising $8.4 billion

over the next three fiscal years

I would point out that the National Commission on Social

Security Reform thoroughly studied the issue of mandatory

social security coverage for state and local employees in 1983,
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when it adopted a package to refinance the system -- and chose

not to recommend such coverage to the Congress. I have

outlined below some of the numerous valid reasons against such

coverage, which should not now be brushed aside lightly in the

rush to achieve budgetary savings.

1. Mandatory social security coverage would impose an

overwhelming cost burden upon state and local governments

already besieged by increases. In 1980, under commission from

Congress, the Universal Social Security Coverage Study Group

published a report which conclusively established that

mandatory social security coverage would result in the transfer

of significantly higher retirement costs to state and local

governments. This report included a study performed under

contract by 13 independent actuaries, which analyzed retirement

plans of independent state systems of all sizes and illustrated

proposed new benefits and costs for those systems, once

coordinated with social security.

A key finding of the study was that the overall actuarial

costs of the proposed coordinated plans, including social

security taxes and assuming approximately equal benefits, would

increase on the average by 5% to 8% of payroll. Costs would

increase for each of the plans studied; in some cases, the

increase would be as high as 12%.L' We also note that the

1/ Report of the Universal Social Security Coverage Study
Group at 195, a copy of which is attached as Appendix A (March
1980).

-2-
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present combined OASDI tax rate of 14.1% is close to the

assumption used to predict the higher cost -- and is scheduled

to go higher.

For the state of Colorado, which would experience an

increase of between 5.45% and 8.23%, this translates into a

cost increase of between $80 million and $160 million per

year. If Congress covers only "new hires," we estimate that

50% of Colorado's non-covered positions would be filled within

five years by social security-covered workers. Thus Colorado

would experience sharply increased costs in a short time.

Indeed, the Universal Social Security Coverage Group study

estimated that, for Colorado, the 'increase in total retirement

costs over a transition period, if new employees alone were

brought into social security, would be 8.92% of payroll. -L

The Massachusetts Office of Federal State Relations has

estimated that imposition of the HI tax upon all its employees

at the state level would increase its costs, as well as those

for its employees, by $85.5 million over the next three years.

It further estimates that the cost of adding new hires to the

OASDI system would equal $41.4 million for the state, and an

equal amount for those employees over three years. Thus the

proposals currently before this Committee would cost the state

of Massachusetts approximately $126 million over the next three

years.

2/ Report of the Universal Social Security Coverage Study
Group at 222, a copy of which is attached as Appendix B.
Colorado's plan, the Public Employee Retirement Association, is
designated H-5.

-3-
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APPENDIX F

TOTAL ASSETS AS OF 1/21/85
OF THE LARGEST NON-SOCIAL SECURITY SYSTEMS

California State Teachers
Texas Teacher System
Ohio Public Employees
Ohio Teachers
Los Angeles County
University of-California
Colorado Public Employees
Illinois Teachers
Mass. Employees & Teachers
Alaska State Systems
Illinois State Universities
Ohio Police & Firemen
Kentucky Teachers
Ohio School Employees
Los Angeles Fire & Police
Chicago Teachers
Louisiana State Employees'
Nevada Public Employees
L.A. City Employees
L.A. Water & Power
Chicago Municipal Employees
Chicago Policemen

$ 12,300,000,000.00
9,753,000,000.00
8,584,000,000.00
8,507,000,000.00
4,394,000,000.00
4,200,000,000.00
4,108,000,000.00
3,788,000,000.00
2,400,000,000.00
1,663,000,000.00
1,581,000,000.00
1,559,000,000.00
1,485,000,000.00
1,484,000,000.00
1,449,000,000.00
1,343,000,000 .00
1,242,000,000.00
1,237,000,000.00
1,061,000,000.00
1,000,000,000 .00

896,000,000.00
720,000,000.00

$74,754,000,000.00

SOURCE: Pensions & Investment Age.- January 21, 1985

These funds are ranked within the top 200 pension funds in
the United States.
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The effect upon local governments in Massachusetts, who

have more employees, would be even greater. It is estimated

that in 1986 alone, inclusion of all such employees in Medicare

would cost local governments $60-70 million and their costs of

including all new employees in the OASDI program would total

$25 million.

While these figures do not reflect offsetting savings to

the state resulting from mandatory social security coverage,

Massachusetts officials note that such savings cannot be

expected in the near future, at least with respect to Medicare.

Los Angeles County officials estimate that the current

proposals would require $30 million in the first year. Of that

amount,'$18 million would be used to meet Medicare payments.!'

From these examples, it is obvious that any plan that both

includes mandatory social security coverage and maintains even

approximately the present benefit level will impose significant

additional costs upon the affected states.

2. The imposition of an additional fiscal burden upon

state and local government comes at a particularly

inappropriate time. A few months ago, the United States

Supreme Court issued a decision requiring state and local

governments to adhere to federal minimum wage and maximum

hour laws. It has been estimated that this decision will cost

state and local governments as much as $2 to $4 billion

annually.

3/ Los Angeles Times, August 10,1985, at CC-l, a copy of which
is attached as Appendix C.

-4-
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Included in the harsh impact of this ruling are Los

Angeles, which will be required to pay an additional $100

million per year; San Francisco, which must pay $50 million;

and New York, whose costs will rise by $40 million.-' The

governors of North Carolina and Missouri have estimated that

this ruling will cost their states, respectively, $15 million

and $8.2 million per year. -

Moreover, proposals currently before Congress would

variously eliminate the deductibility of state taxes, eliminate

revenue sharing, .and limit the tax exemption of certain

governmental bonds. As the chart attached as Appendix E

illustrates, the cumulative effect upon the states of these

proposals would be devastating."'

For example, while the current proposal to expand Medicare

and OASDI coverage would cost Louisiana roughly $90-100 million

annually, the combined cost of this and the other measures

mentioned above would total $300-320 million annually.

4/ Information concerning the impact of this case , Garcia v.
San Antonio Metropolitan Transit Authority, is found in The
Washington Post, July 15, 1985, at A-I, a copy of which is
attached as Appendix D.

5/ Hearings before the Subcommittee on Labor of the Senate
Committee on Labor and Human Resources (July 25, 1985).

6/ The figures demonstrating the effect of elimination of the
deductibility of state taxes are extracted from the May 31,
1985 "Governors' Bulletin," published by the National
Governors' Association. The figures concerning the limiting of
revenue sharing are extracted from Federal Funds Information
for States newsletter, Volume II, Chapter 2, October 1984, at
22.

A range is reflected in the Medicare and Social Security
column because two different sources were used to determine the
number of employees outside the social security system. One
number is from the 1982 census of governments. The other is
from 1980 data published by the Social Security Administration.

-5.-
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similarly, for Texas the cost of the social security proposals

would equal $160-200 million, but the total cost of those

measures plus the current proposals to eliminate state tax

deductibility and limit revenue sharing is $1.064 - 1.103

billion. And while the social security proposals would raise

Missouri's costs by $28-43 million, the combined cost of all

three changes would approximate $453-468 million.

While we recognize the urgency of the need to balance the

federal budget, OPPOSE respectfully submits that state and

local governments should not be forced to bear such a

disproportionate and overwhelming share of the federal

government's belt-tightening. Given the enormous burden of the

Supreme Court'Edecision and of other congressional proposals,

extension of mandatory social security coverage may well be

likened to the straw that broke the camel's back.

3. Because of the cost increase entailed, enactment of

mandatory social security coverage would interfere with the

ability of state and local governments to attract and maintain

qalityemployees. Some of the independent retirement plans,

including that of Colorado, have been in existence since before

enactment of social security. State and local governments have

6/ (cont'd from previous page) To calculate the cost to the
states, we used the following formula:
Cost = Number of Employees ($22,000) (.0145) plus (number of
employees) (.09)($22,000)(.057)

.0145 = Employer contribution for Medicare

.09 = annual percentage of the work force that equals
percentage of newly hired employees

.057 = Employer contribution for OASDI
$22,000 - Average salary of a State employee.

-6-
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long used these plans as an important means of recruiting

employees. Most of these plans have been specifically tailored

to meet the unique needs of the individual employees

recruited. For example, one important component of the

employment package offered a police officer is a plan that

offers generous disability and survivors' benefits. Without

such benefits, it would become difficult indeed to attract and

maintain a work force in such a hazardous line of duty.

However, under mandatory coverage there would be great pressure

to reduce those benefits, The cost increase resulting from

mandatory social security coverage would offer affected

governments a choice of raising taxes commensurately or of

cutting benefits. In light of the other uncontrollable cost

increases outlined above, we believe that the likely

alternative for many states would be to reduce their employees'

benefits.

The actuaries who administer Colorado's plan have

determined that a new retirement plan maintaining constant

costs and taking account of social security would require a

delay in the retirement age for many workers, and the

elimination of post-retirement increases, and disability and

survivors' benef-its. Thus, if mandatory coverage were enacted,

Colorado would lose an essential ingredient of the employment

packages it offers to attract capable workers. Similar results

could be expected in other jurisdictions throughout the

country.

-7-
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As a result it would become extraordinarily difficult for

state and local governments to attract workers to these

positions.

4. Withdrawal of the funds of the independent retirement

plans would have a negative effect on the nation's financial

markets. The 22 largest non-social security retirement plans

currently have assets of $74.754 billion. !'. These funds

are invested primarily in corporate stocks and bonds, federal

treasury notes, and real estate mortgages. We believe that the

diversion of these funds from the nation's capital markets to

the pay-as-you-go social security trust funds could have a

severe effect on the American economy.

5. Any apparent gains generated through mandatory social

security coverage would, in fact, be illusory. Because the

social security system actually consists of three independent

trust funds, social security revenues may be used only to pay

social security benefits. Any "revenues" generated by the

current proposals for mandatory coverage could not be allocated

for other purposes. Indeed, social security has been removed

from the unified budget beginning in 1992 -- precisely so that

savings to the social security trust funds will no longer

7/ Pensions and Investment Age, January 21, 1985. A list of
the largest non-social security funds is set forth as Appendix
F.

-8-
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appear to be savings to the general revenues.- At that

time, the illusory revenues generated willnoteven show up in

the budgetary process.

Of course, because newly covered employees would

eventually begin to withdraw benefits, mandatory coverage would

entail no significant long term savings to the social security

trust funds. In fact, the National Commission on Social

Security reform estimated the long-term savings to the OASDI

funds to be quite small. -L The long-term effect of mandatory

coverage upon the HI fund has not been estimated.

6. There remain serious constitutional issues with

respect to the mandatory social security coverage of state and

local employees. Under the doctrine of intergovernmental tax

immunity, the federal government is prohibited from "unduly

interfering" with a state's ability to perform essential

services. Because mandatory social security coverage would

impose an overwhelming fiscal burden upon the affected states

or strike a devastating blow to their ability to recruit

employees, it would certainly interfere substantially with

their performance.

8/ President Reagan has urged Congress to remove social
security from the unified budget even earlier. The Washington
Post at A6 (August 6, 1985) a copy of which is attached as
Appendix G.
9/ See Report of the National Commission on Social Security
Reform, Appendix K at Table A-4, reproduced and attached as
Appendix H.

-9-
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Moreover, the federalist structure of the Constitution and

the tenth amendment limit the ability of Congress to intrude

into areas reserved to the sovereign states. This rule has not

been eliminated by Garcia v. San Antonio Metropolitan Transit-

Authority. Instead, that cz.se specifically reserved the

possibility of judicial review and substantive restraint upon

Congress in areas where the political process failed to protect

the interest of the states. If the current social security

proposals are enacted, such a failure will have occurred: the

majority of states and the national government will have

attempted to solve their budgetary problem at the expense of

the few states who will be disproportionately affected by these

proposals.

7. Mandatory social security coverage, on a mere few

months' notice, would cause an administrative nightmare. If

the current proposals were adopted immediately, affected state

and local governments would have only a few months to implement

the program. Given the enormity of the task -- attempting to

revise existing retirement and health insurance programs for

millions of people -- such a short lead-time is inconceivable.

Indeed, although it has been 2 1/2 years since Congress enacted

mandatory coverage of federal employees, we note that no

coordinated social security and civil service plan is yet in

place.

Moreover, most governmental entities have long since made

budget decisions and allocations concerning the period

-10-
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beginning in 1986. Of these, a significant number operate

under balanced budget restrictions.1--' Given the early

effective date of the current proposals, those governments may

simply be unable both to comply with new social security

requirements and to operate within their own constitutions.

Many of our members' retirement plans predate the

enactment of Social Security. Our plans are financially sound

and offer generous benefits as a primary inducement to attract

workers to essential positions in state and local government.

For the reasons set forth above, we ask you not to destroy our

retirement plans in a hasty attempt to raise illusory revenues.

Thank you for allowing me the opportunity to present the

views of OPPOSE.

10/ For a list of those states with balanced budget
requirements, see Appendix I.

-11-
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APPENDIX A

TABLE 6-24. INCREASE IN TOTAL EMPLOYER-E.MPLOYEE RETIREMENT COSTS
(PLAN PLUS SOCIAL SECURITY TAXES) EXPRESSED AS

A PERCENTAGE OF PAYROLL

Constant-Benefit Step-Rate Plan
Percentage-Point Percentage-Point
Increase Assuming Increase Assuming

Current 12.26% Combined 15.30% Combined
Plan Plan Social Security Taxes Social Security Taxes

(percentage of payroll)

Large plans Mean 4.98% Mean 7.88%
(1,000+ members) Median 4.35 Median 7.55

HI - ta 11.89% 5.58% 8.62%
H2 - p,f 14.83 6.38 9.42
IH3 - gt,p,f 16.81 4 . 2 1b 7.23€
H4 - s 16.27 1.83 4.87
HS - g 12.72 5.4 5b 8.23
H16 - t 18.92 3.60 5.64
Li - g 7.82 9.78 12.82
L3 - g 14.39 3 . 6 6b 6.56c
L6 - g 15.68 4 .3 5b 7.55

Hedium-size plans Mean 4.21 Mean 7.01
(100-999 members) Median 4.33 Median 7.37

M. - p 20.91 4.33 7.37
M2 - g,pf 19.87 3.47 6.51
M3 - p,f 12.11 6 .1 1b 9.25
M4 - p 19.15 5.00b 6.34
M5 - g,p,f 19.68 1.34b 3.84c
M6 - g,p,f 19.73 2 . 2 5 b 5.27c
M7 - f 16.09 6.28 9.32
M8 - f 30.06 0.80 3.84
M9 - pf 23.13 8.33 11.37

Small plans Mean 4.72 Mean 7.75
(less than 100 members) Median 6.70 Median 8.44

Sl - p 17.87 5.43 8.44
S2 - pf 13.66 6.70 9.74
S5 - p 22.72 6.87 9.91
S6 - p 17.51 3.64 6.68
TI - p 31.58 4.46 7.50
T3 - f 38.50 -1.00 +2.04
T4 - pf 23.90 6.95 9.99

aln this coding, f a firefighter plan, g - genera'- public employee plan,
W - police plan, and t - teacher plan.

Combined Social Security taxes somewhat below 12.26 percent because of salaries
above the wage base.
CCombined Social Security taxes somewhat below 15.30 percent because of salaries
above the wage base.

SOURCE: Calculated from AERF study data.

58-303 0 - 86 - 5
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APPENDIX B

:ABLE 6-35. INCREASE IN TOTAL RETIREMENT COSTS
TANES A SUPPLEMENTAL COST) OVER TRANSITION

ONLY ARE BROUGHT INTO SOCIAL

(INCLUDING SOCIAL SECURITY
PERIOD, IF MEW EFPLOYEES
SECURITY

Constant-Benefit Formula

Emolover Emplovee Total

Most Likely Formula

Employer Employee Total

(percentage of payroll)

Large plans
Hi ta
1i2 pf
H3 - g1t p,f
114 - g
H5 - g
H6 - t
Li - g
L3 - g
L6 - g

,edium-size plans
Mi - p
M2 - gp,f
M3 - p,f
M4 - p
'15 - g,p,f
M6 - g,p,f
M7 - f
M8 - f

Small plans
.51 -p
S2 p,f
s5 - p
S6 - p.
TI - p
T3 - f
T4 - p,f

a 1 this coding, f a firefighter plan, & -

p - police plan, and t - teacher plan.

SOURCE: Calculated from AERF study data.

general public employee plan,

Plan

8.37%
8.27
9.97
4.72
7.04
5.74
7.98
7.04
5.69

6.36
5.95

-1.42
6.39
7.61
7.68
7.00
4.36

7.16
6.35

11.51
7.39
5.12
4.33
7.48

2.65t
0.65
0.60
1.36
1.88
1.60
3.85
1.74
2.65

3.65
1.65
7.65
2.45

-0.67
0.60
2.65
1.60

1.65
5.44
3.65
3.65
3.65
1.40
2.65

11.02.
8.92

10.57
6.08
8.92
7.34

11.83
8.78
8.34

10.01
7.60
6.23

-8.84
6.94
8.28
9.65
5.96

8.81
11.46
15.16
11.04
8.77
5.70

10.13

9.74%
8.90
9.99
5.65
6.81
4.58
7.41
7.29
5.01

3.97
6.65
3.34
8.66
7.61
7.68
8.68
4.36

7.16
8.35

11.13
9.19
1.20
4.17
7.65

2.652
0.65
0.60
1.36
2.88
1.60
7.81
2.60
2.65

3.65
0.65
7.65
2.45

-0.67
0.06
2.65
1.60

1.65
5.44
3.65
3.65
7.65
1.40
7.65

12.39Z
9.55

10.59
7.01
9.69
6.18

15.22
9.89
7.66

7.62
7.30

10.99
11.11
6.94
8.28

11.33
5.96

8.81
13.79
14.78
12.84
8.85
5.57

15.30

(percentage 

of 
payroll)
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APPENDIX C

Saturday, August 10, 198S M, artn I

Medicare, Social Security Policy
Jolts Governments

by KEVIN RODERICK, 7faes SlqnJ Wiler

At rut glance, the paragraph
buried in the congrenmonal budet
agreement seems routin- It re-
quires employes of local govern-
ment. for the rurst time, tops most
of the haion's workers and begin
Paying into Medcare and Social
Security.

Put in Califomria. a state With IS
million tiachert police ofic.rs and
other public employoc the few
local officials who bare ana]yu
the rew pucy at predicting a
financial impact on dues and on.
toes that might oe severe enough in
eqiae ervce cutbacks Later

yeas.
Otnials of IA, Angeles County

estimate that the new rule will
drain Lhe county's budget of 25
million to SW mlllion the &r year.
The ouMy budget Wals 661 bil-
lion. but the chief adnmialtrtve
Of". JAMes Q n A. Hels. Said it
conLd Dcaly $20 sbon In re-

Added to othr1 sl mos
that local goverunmeot suffered
this year-ncludig a costly new
federal regulation requing over-
Uie pay Fee mt police officers
andI efightom-the Mediare and
Social Security requirements could
force service cuts and employee
layoffs. flaIkla =i He declined to
speclate In what amea he would

ronimend cuts.
The new policy, which was Is-

serted ianthe budget troy bea the
end of iegtlations. caught many
local e=idl by pnplxse. A ttempu
to dicet a fully analyse the
fical impact have been difficult
became Coagrae and much of
Washingtn went on vacatuio Im-
modwleiy after the budget confer-
ente committee announced it had
reac ed an agreemen.L

In Orange County. fOr InsZtrac.
Person Diurector Rm Patton
laid fl'rials were unable to learn
enough details to make a cod
estimate.

'Ive never sen this level of
thanI trying to figure put what
Co di." mid Doug For.
dVtor of the tm Angeles city
Community Development Delast-
11ent.

However. t" Angeles city nih-
dals eatimated that tlie emityearof-F
Medicare payments fur their 3D,000
employees will cost the treasury
113 million. plus another $5 millmn

-to cover employees of the city's
Independent iepartmsent of Water
aind Power.

The Medicare and Snc.al Securi.
ty requirement did not bomte part
of congreminal budget delibera.
tons until Ist month. when Senate
republicans endorsed it a way to
raise about 544 bi" in new
revenue over three years to reduce
the federal deit. •

Under the plan all current public
employees would be forced to cn-
roll in Medire. Only nAwemploy-
e would have to begn paying into
both Medicare andSocial Security,
until gradually all workers would
belong to both tysteis. .

Atbtit 10% of elate and local
government wot ers nationwide
are already enrolled in both sys.
terts, according to congresonal
reports. But is California. only 40%
pa ri pate in the federal retire.
ment programs. leaving about I
million government workers who
would be affected.

Congress could modify the new
policy whin it returns from its
summer rect hut local givern-
ment officials concee that is un-
likely because the 184 Illion in
anticipated new revenue is an
essential Ingredient in the budget
compromise that settled months of
wranling overfr~dr.l s t.n&;

The decision to in Social Seeu-
rily and Medicare bas been a totA
option. E Angeles County. lot
example. pulled its work forte out
of Social Security three years ago
as a money-saving move. In San
ie o. all County employees ar

enrolled in o l Secunty.
Workers nil covered by Med-

cart mrd Social Security am. fo the
most part. now included in stut
and local Sovernment retirement
systems.

Paycheck deductiorit for mat
workers would 0ot be greatly in-
creased with the switch. Under the
new federal poliy. state and la1
employees would have 1 45% of
their pay icdattli fur MIl,t.ire
and e sitiontlT.t% if they are
new workers required tonsinSociAl
Security.

Newly hired cvilan L4 Anpl-
es city employees currently pay
6% of their income into the iity's
retirement plan. LIs Angela police
officers oav 7%.

But %hle the coat for Indimuas
would no rue sharply, the cost for
local government would. Local
governments would be required to
match all employee contnbutios,

Even before Congress an-
nounced Its budget a|reement.&
local government fficals were
bearing the (lma woes brought
on by a U.S. Supreme Court ded.
non last February changing the
work rules for many public e -
ployees.

The decision. handed down in the
case of a San Atonio lMt
worker, brought city ard county
workers unier the federal reLr
Labor Standards Aet Subeeuent
relations imlpoed recently by
the Reagan Administrtion require
local governments io begtn paying
overt.m.: to such workers as fire.
fighters and police office nest
March and provide some retroa-
tlive payments. I

In Le Angeles. which depends i
heavily on police and firefighters
working overtime. Mayor Tom
rndlcy has estimated tha the

ruling wilt eat 51 mIll a year.
The city's practice of paym regp-
las wags to firefiehterl for eaws
days. and compensating police
ovtome wit Qoe Ws. -vii -
outlawed esder the m e qtie

BadWea sA aUtMaeys ha
recommended an aggres leg
SMUtrte to fight the new nAa I
memo prepared for 11d1e0 by bi
chief of stalL. Thoaii L. Reusw
and coinied i the majr. Xrj
Fabta.. urged the ty net, t
comply un lel.hallestsith
reguations have been auated.

LM Angelea omt:, e11dalas
UmAt- their tab Under the ae
labor rule would rm S50 mWa
the friyew.

At the sue dme. ngrem lh
year approved a 15% at in me,
the ceasinang major programs kc
Intact by cuts in federal aid int~l.

and olmntes during the R.Mv
yean-the hoping and omets
ty davelOpient block putL.

The Houe-Senate eoarfem
committee,. which CaDpet~ we
Aug. 1. alo voted to end mnth

wjor soure of federal mosny I
localies-general revenue asM
hng-beinning ntirt.

i"ac sf writers Jeffrey
erlmae cad Les Gr" OpM m

tilised Is li SteT.
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APPENDIX E

Financial Impact Upon the States of Proposals
Currently Under Consideration in Congress ($ in Millions)

State Tax Revenue *Expanded Medicare and
Deductibility Sharing Social Security Coverage

Alabama $195
Alaska 20
Arizona 220
Arkansas 114
California 3,838
Colorado 338
Connecticut 423
Delaware 97
Washington,D.C. 124
Florida 528
Georgia 490
Hawaii 116
Idaho 63
Illinois 1,154
Indiana 279
Iowa 219
Kansas 193
Kentucky 240
Louisiana 134
Maine 79
Maryland 791
Massachusetts 894
Michigan 1,310
Minnesota 621
Mississippi 101
Missouri 345
Montana 33
Nebraska 138
Nevada 50
New Hampshire 64
New Jersey 1,241
New Mexico 52
New York 4,089
North Carolina 464
North Dakota 28
Ohio 885
Oklahoma 271
Oregon 311
Pennsylvania 985
Rhode Island i1
South Carolina 235
South Dakota 14
Tennessee 153
Texas 661
Utah 143
Vermont 39
Virginia 620
Washington 271
West Virginia 66
Wisconsin 651
Wyoming 17

$76.4
21.9
55.3
46.2

507.4
54.4
54.0
13.2
17.7

166.6
109.9

21.6
19.4

210.0
85.6
54.2
38.3
74.8
83.3
28.3
87.5

128.7
192.5

89.6
60.2
79.8
20.1
30.7
14.3
14.2

146.2
32.2

461.8
120.9

13.0
189.5

57.6
54.8

219.0
20.2
68.8
14.7
83.0

239.8
36.3
12.0
98.7
74.0
44.7

107.7
15.8

up to $18.7 million
8.2 - 11.8 million
10.4 - 12.8 million
2.6 - 11.9 million

356.5 - 366.2 million
61.8 - 65.5 million
29.4 - 31.1 million
3.5 - 5.2 million

34.1 -
36.3 -

2.4 -
.9 "

170.1 -

16.8 -
3.0-
7.3-

26.3 -

90.7 -

19.9 -
9.1 -

127.3 -
20.7 -
37.6 -
up to

28.5 -
3.5 -
3.5 -

19.0 -
2.2 -
up to
8.6 -

31.1 -
13.0 -
5.6 -

243.0 -
12.5 -
7.3 -
8.6 -
5.5 -
3.5 -
2.6 -

15.5 -
163.0 -

4.3 -
.9 -

up to
1.7 -

3.5 -

23.3 -
3.5-

48.4 million
41.6 million
6.9 million
4.0 million
170.6 million
38.1 million
11.6 million
12.1 million
31.7 million
100.4 million
21.3 million
18.4 million
146.4 million
77.5 million
40.8 million
17.8 million
43.3 million
6.6 million
8.7 million
20.7 million
5.7 million
61.9 million
14.0 million
199.8 million
27.4 million
9.3 million
260.0 million
24.2 million
15.7 million
53.0 million.
5.6 million
13.4 million
6.4 million
38.6 million
202.3 million
8.2 million
4.49 million
13.4 million
14.5 million
7.7 million
40.5 million
3.9 million

Total

up to $290.1 million
50.1 - 53.7 million
285.7 - 288.1 million
162.8 - 172.1 million

4701.9 - 4711.6 million
454.2 - 457.9 million
506.4 - 508.1 million
113.7 - 115.4 million
141.7 million
728.7 - 743.0 million
636.2 - 641.5 million
140.0 - 144.5 million
83.3 - 86.4 million

1534.1 - 1534.6 million
381.4 - 402.7 million
276.2 - 284.8 million
238.6 - 243.4 million
341.1 - 346.5 million
308.0 - 317.7 million
127.2 - 128.6 million
887.6 - 896.9 million
1150.0 - 1169.1 million
1523.2 - 1580.0 million
748.2 - 751.4 million
up to 179.0 million
453.3 - 468.1 million
56.5 - 59.7 million
172.2 - 177.4 million
83.3 - 85.0 million
80.4 - 83.9 million
up to 1449.1 million
.92.8 - 96.2 million

4591.9 - 4750.6 million
597.9 - 612.3 million
46.6 - 50.3 million

1317.5 - 1334.5 million
341.1 - 352.8 million
373.1 - 381.5 million

1212.6 - 1257.0 million
136.7 - 136.8 million
307.3 - 317.2 million
31.3 - 35.1 million

251.5 - 274.6 million
1063.8 - 1103.1 million
183.6 - 187.5 million
51.9 - 55.49 million
up to 732.1 million
346.7 - 359.5 million
114.2 - 118.4 million
782.0 - 799.2 million
36.3 - 36.7 million

*On January 1, 1986, all current employees and new hires would be included in
Medicare. After January 1, L986, all new hires would be in the Social Security system.
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AG Tu s y. Aucusr 6.198S ...

wanted to take this oppotunity to look back. as
well as ahead to out expectations for the fat.
1985 is shaping up as a year of progress The
economy s i good health, America is at peace
and helping to push forward the fronties oi free-

dons.
We can draw confidence from seeing interest rates

stilt trending down, an m"flation rate that is si remain-
ing under 4 percent and nearly 600.000 jobs created
this year.

And now. with the economy's batteries recharged.
we're setting forth with new zeaL The rosd ahead looks
clear to a strong job market with no new tax increases
to slow ue down and no dark clouds of Jflatfn n the

But there's much we can, and must do to make this a
better year.

We intend to launch a majr (al offensive, going to
the people and working with Congress to vhieve rajor,
touchm-eded reforms.

We wiH intensify our efforts for budget reform, fore
!ine-item veto--which 43 state governors already
have-and for a balinced-budget amendment fimay
mandating Congress may spend no more than it takes

We cannot reduce chronic overspending by Congress
with a mere carrot of friendy appeals to good ,iten-
tmon We must also be able to bear down with a rod of
real discipline.

We'll also devote special attention to the areas of
farm and trade, which have great impact on the budget
and the health of our economy.

Come Labor Day. we're goi to putt out all the stope
for passage of tax reform. We cannot abide the lsm
ties and disincentives in the current code. We must
replace it with a new system offering lower marginal
tax rates and greater t mes tor the American people.
For the sake of our future, there is no hiher, sot more
pres sng, pnoty.

On the legislative front, we didist get sit the savings
we somht. but we held firm on principle anid we did
succeed. which I consider crucial, in attacking budget
defiats not by reducing the peop;' earnings but by
reducing government spending. Many appropriataons
tlls will be coming up, and I'm looking forward to es-
amanng ecb one with my veto pen hovering over every
lIne,

In foreign affairs, we've turned the tide of gradual
Soviet expansion so evidet five years ago. Our alb-
am are stronger, and we have regnamd eur position

of leadership, working to resolve the ierationatl debt
burden, carrying the flag for the spread of democracy,
and seeking real amse on key global issues from human
rights to nonproliferation.

At Geneva, we are a the best position in more than a
generation to achieve real reductions a nuclear weap.
otis. All we need is a serious approach by the Soviets. I
look forward to meeting with General Secretary
MdIhailI Gorbachev in Geneva this November.

Looking elsewhere, we've begin rebuilding our de-
fense, our conventional forces are stronger, Congress
Iss supported our strategic moderuaton program and
our detenent is stronger. But we must press on to
complete that program.

We're also going forward with research on our non-
nuclear Strategic Defense Initiative, holding forth thes
treat hope that w may mn day protect the people of
this planet from the threat of nucea attack

And we achieved a breakthrough whe Cess rec-
tUe usapaen noe ad CAniral Amer" to ow no.

wy ~ % .a the6 Osne
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l s wsete r-p far a teal.--,.. ns
sheU fla6 t isi Ii ess silngany I

But let m poit something else about Social Secus-
Miy. Socia Security as a part of the deficit in nothing
but a bookkeeping ginuck. Social Security runs a our--u By incorporating it into the budget, you then add
to the budget the outgo and the inconse. But with that
surpass, this apparently reduce the sin of the deficit

But the Social Security payrol tax goes into a trust
fund and cannot be used for anything else. Not one pen-
ny of it can be used to reduce she deficit a the overall
management of government. To contiue to soy that
this could somehow reduce the deficit by reduing So-
dat Security benefits is a snare and a delusion. And
that's why I beve thst we osouldot even wait unti
1992 when st is slated to be takes out of the budget and
made a separate program.

It originaly was, and it waa during the Johnson years
that Social Security wan incorporated into the budget
for the very purpose of making the defci then look
smaller than it was.

Ysu ansse LU would don that?

WhatOl.he bad help upon the ltil.

A qaisetbe seut Smith Afelee.

All right.

0e ye .Inten is ontinus, asweo"" of ee06-
sity.ectw ecitgagyasi r st a o the th in
ales. Isnuy n arW w Ms. ys t ght e eo take
bees iand caso seek M# as nyetsas
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A"r lit U1"1 o :t. ewar stn pe aXiars iataha
o Zal emna of CoamtSAu to Ow * " ic ase "ea e"e?
M Nicarag. to believe the results that we've had in this cnstue-

The taume of freedom a the came d petce. And I egogenies with South Africa Aas mur catew
camsoew a those a Coeress Wlo voted to Support l e that -are. Obviwuy, aod a w have made very
the protreedom movements a Niarmpur. Aflaeaot plat we a feel that apartheid a repugnant Now tie
nd Camrboda aad to repeal the Cak CUa mes tithe atual palipetwon a mare eqtable bes d
hailed help fo the freedom hfthitm an Am a. the back cease of South Africa. Bat apso look at a

So. aa I saud. wi've begus eal bat ee ave mach Sm that haie been made sota, by our s-calied 0os-
mee to do. stae e aepaemeat the ncrsee am complete bcal

educoeat the bet that Americas beIstesoea there
See af the Seat. Uaakol weaso foal yeam. a e, ever the lat seral years oronbuted met

MVap udled the no oet rams icer tem, tha din 100 mllie to black eduet a nd bouseig. the
Ye ruatly did eel go for a ig iel eerl sad W tha ahe bas ino lor exists.
that Yn is Swfis to e. a wary tooth tlle. that moeae., I thank 40-adid basin dielicto have hamn
Tow otlemeet'l veey rap, b that Isn't th
nutlo tate cmlag Imonsistsh the MRn o to black-owned b!AteSSe labor unomn pst-

-pt iby bly sacks haalome eot heig mod Wthre Us
There may be wo feel that way. But. belora been a groat desegregstson of hotels snd restarants

they left ts 8th (Semie tajorty Leder Roeer ;ii d pka and sport atvies ad qpals cestare sod so
Dale Ik-I L.l came omr lae a the fternt ad we bot.,
had a good moelog up there and were t agreement There are other himes I havea't-t cannol Ed the
that, pee, the bdget resolli thi we got W a to as aS here-bi a thesehove toes eog about s they
mauch lwe had hoped. A compeo sae"er. M twe hove coaintwaed to work tonwet what i the (ean we .
think a come ver rlome to the ties thait-will, it And I think -a recently, -n ever the weekend the
a macnea wereeve pests a te tIgarta that f (Go tkal Buithe . who im ah leader the
I had r t prpteed Febrary. Ail we were atree- Zuem, sod they are a full shid ar man t f black pop.
meet als, tad "ob agreed, that the Senate mal --the astma of Soueh Afic--ad be h. -ome out agamit
Smcite c could be w e together. And the ales of hostity. at an so a . ad sa
I'm hoing that ot'll ceotinue to beoa bipartisaa adoare. wht we sl" sai, that thngs of dial bid would t

hurt the POtp* We see try"g to heIP6
Mat asb fls. that eame "st of the twe

meses-h iIe S 11,11,116e er $57 b1lla-e
beles ohbalagad by the Capa I set
OP ree ad by sme so the Iao$latlwe loaders
who say eke firt-yaw savN woe't be sap'
w h ot oe ao tat 00 eeyea eb tha seat
yoa, a Ceopsaleal aeellee yaw, ye cod e
say hoter In 66116"Y tllmseta pream., ae
yea flet loopooadt

We're going to try. We're gisg tr uy to wet-wei.
a0 ether Wards, lets oy ever thas three-year preMtecM
we hare to make. I havl never beheved that what we
agree to ow sthe n for the en three yeaw and
that we're firoe.e In. We're game to etneoe taywo to
elmtnate programs that have otlved thei adufleee
and are, so looter sera a worthwhbte purpose, aad
te thing that the goeromeot neer ueslamd have
bee doing in she first plane. And I dik that there Pd
be sme pretty sable support tr that because, even
though sti -n otecias yar, I drink mos in Ceegreas
knowt tht the No. -eve y peoleethi*-the No. 1
concern i the people ithe country today t the delici
and the overspen by goeme So. I thk that
they be aware tht

o yew k110" real kui et-a l dflet-e
dIetlas Is poohlie without gettwns hato the is-
Iltensee area, hlak Po he Pet off Ub able
with te itosel Speakewr

Let me point somebifg e"t abot the entitlement
aree. Oe of the reateo-t didat pug : afd. We had a
meet ou her at the pat, ousid the off" ne
day, cobh the leadership of both baes aid hook par-
tieo. And at that meeting, the Democrat leadershp
made i plate that as tie as they were concerned ost
Seciu-ity was a e table, noineeattabe.

Now a0 that time, the metsP fte ceefeeor had
broken op. Ther were no oner an onlereoce meet.
mo soeA on to tIv and brwte a cat ere resoluim.
tWhen the Propoeal was then Made agaai tram the Sel.
ate ith regard to Serial Secaey COLAS Ic'at-o-loiv
xllowatrctl arid the 1% irsacceam. I smedittely called
Bob Dale and told him that that there was as way that I
cosld support a fait inmcrae. I think lhis would be coast.
Ic rproctive wok feed to s edg cuts aid alL Ar
I told hs also chat I thought we had a.ll were aware
that we couldn't o back nto elerta o it was based
an Sortl Security COLAL That had been taken od tie
tibled

se " e ga pn to b wowbe I?
I mover sy what I am going to do so e ....

Oememtlsae ye dma
. a thing Sets to my dest, hs I am 00m to say that

In principle I have to ay wha I have Lai-that our
cetuatim oim retet proga I think a the et
way that coa heeo help to the block mam of South
Africa.

Out tof Is the 111'd Week athe state Of
o meegep i $oat Araa Veer admolrtlstieo
he ta4d ow 5i te he Slftod ad -l then have
beam se rmsalte w that. Wat oar ye gong he
o te mak Iuat mars Iordebly t abs
lhi Ablree gemwamam e a
We ore going to cenea. as I ay. al we hove-we

think we hare had sme aflueace so far ad they have
themselves gsuslrrteed M teiy wan to make prg-
ree a that dreclton. Yi ame talkng th agb naw aheu
s -er metal reactioe to amre *vM,,- that an
hultl to al a the peepl. We hove m the iolece
Letesim blacks there. as wal as frum the law anree-
meow. agamt ritous behavior. I thik we bave to re-

agoate eeesease whoa actionsar as meel"eioat to
curb volent.

Weeld yoe rate fte big, on 5tm apoeP l to
e I tg aer Us pa so ltead Ilao pased Ue

Let me wat etd I am what comeo to my desk. I
know that in smoe of the things that we are talking
about as I hat letltatalt were hiet that could e help
ful i he very wa7 US I hare bes tll e g. I lor als,.
hoervr, t.at the acicam wuadd m t only be harsli
t ithe lick assess the, they would be humfallt to the
suetouclai black countries oee economis greatly
depend on their trade ast eueam relatiana wath
South Africa,

So a! It be Gale to eI that tal'Hwl bo r
cho to I U.S. poI, 0 a1legliws te eat gwegherP

It lepenlds as wat you mea by chane, if yo mea
by toman tott thiataoi saeete w and asonh io.lat
abort can be fictauatma in yaw cooverlaOn Mod You
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relationship with an her government.

What do you think about the coeaarvatlwo at-
lacks upn Secretary lof State GaWlle P.1
Sholts s being lnasufftlIotly eatfeem iel?

I think that they are without foundation, and theyWr
utterly ridiculous. And I have every confidence in Sec-
retary ,Sulta and that he m carrying out the
that I believe a.

Could you give us. in vlew of ye recast ned.
teal adventure, a little upslate fre lop to bet-
lom, 00 to seak? And yotw noe"?

I'm glad that you finally got tsand to that subject
and asked that question.

Tou didn't think we would. did ....
Ihat? No, I was worrying that-you can see, just

like Lyndon (Johoson. I left my scar exposed here. And
I luow that you've all been losing a lot of sleep over the
List several days about my nose.

'e worry about ye.

Yes. So. if I can. let me give you an update on this. So
m I r. all the statements that have been made by IWhite
t'louse spoktmaunl Larry ISpeakesI and by mysel, by
ethers have been the truth as we knew it. And I'm com-
mog to a correct now, but we did not know i at the

It is true. I had-wet. I guess for want of a better
-Nord-a pimple on my nose. And the doctors have a
word-papule. That sounds nocer than the firs one.
But I violated all the rules. I picked at it. and I aqoe it
and so forth and messed myself up little bit,

lBst it was, seemed to be getting a little better when I
vent into the hospital. And. then. after the operation
-,len they put that tube in through my nose and down
to my innards, they taped on the side of my nose quite
heavy to hold that in place. I happen to have an allergy
to a adhesive tape. I can wear a Band-MAd maybe over.
right or somethix but not that kind. And when, really,
:tey took t off and removed the tube, why, I was quite
swollen and inflamed all around here.

And, then. my title friend that I had played with be-
gan to come back. So. after three days-wet, or-no,
I'm lifting three days is the wrong X here. Alter. I
went over well, when I west over to the doctor for my
've"lly allergy shot, I called attenten to this matter.
.And it was snipped off. And. then, I wor a patch-
here's where the three days ome in-for about three

days before you all noticed it in the East Room. And I
Was surprised that no one h d any attention to st or
may you were jast being polite.

lut I'd heard some talk when they-t only took a
couple of minutes--I'd heard some talk about poss ile.
and they wasted to lok at it for posasli infection be-
cause of the irritation around there. lt I did not know
until this weekend at Camp David. I was formed that
it had been gained and it was indeed a banl cell car-
cmoms, which is the most common and the least dan-
ierms kind. They come from exposure to the an. Nla-
cy had ens removed above her tip some tims ago.
They're very conmmonplae. They do not betoken m any
way that you are cancer-lpOrn.

It is a 5Uile heart-breaikme for me to iend ou though
because all my life, I've lived with a coat a n. datig
back to my lifeguard days. That's why I dat have to
'ar niakeop when I was in movjo. But now I'm told
that I mus not expose myself to te sun anymore. And,
you know, I don't mind tctinX you al this beaens I
know that medicine has been waig a campai
to try and convince people to atop broiling themselves
in the an because of this vey adment. And so, i cam
contriku any by saying here I am 4 Oete ran1rim life.

* and it took a long time to it to indlt have An edect.
ist for other to tive up their dream of a good ta.
0 Because evidently it M this is what causes d.

Ioes this condition roquwr you Ii w rader
any OtkW et ainnaten?

No. No further esamnatios, no IWather treatment of
-io ksS, Its cons. arti. as Ilany.. -

meant and wan't. I didn't know about the other until
this weekend at Camp Danid.

As a matter of fact. I hope you'll al recognize that at
Camp David I decKd that when I came back thit I
would either make that as an opening statement at this
mis preen conference or let you ask a questom about it,
and when it ....

It woo o ls tIp of Our talewme,

When it seemed to have d l--pPred froit view. I
thought I'd wait for you to ask a question about it.

DoO Ithe basal Col eareknema asses eds cam
er, or what's that ...

It is-well, carcinomna. the very word-ia a formi Ci
cancer. Thins the. as I ay. the commonest. the leas
dangerous. It is not known n becoming or spreading or
gong someplace else, ad it's, ad it i virtually totally
caused by the un esposue no th sun.

How s4em woi ye he rMting a heese?

I'm hoping to be riding a hors when I get to Calior-
nia next week.

In the ahado .... You kn that Gorbehev
slid that we wera barber to drop the stesl
hook Wal t do "e think of tlat?

I always thought a was barbaric of Soviet leader Jo-
sephI Stalin to kill some 20 mdlo people in his own
country, of his own countrymen.

Beat we dropped the bomb in an effort to end what
ha been the greatest war in man's history. The resis-
tmce of the enemy and the roland campaign leading up
to an invasion of Japeia na such that we knew we would
be facing that kind of io-the-death reist n . The a-
suakties were estimated at more than a malioo if we
contmued. And I think to second-guess now those who
had to make that awesome decision is ridiculous. I
thik horrble as it was. we have to say ths, too-that
it did R the world a view of the threat of nuclear
weapon And I think that should be an aid i one day
now ridding ourselves of them. It I thiak we have to
recogiuse that that and the presence of outr clear
weapons as a deterent have kept us at peace fo the

let stretch we've ever known-40 years of peaci.

Onua Meted point, why won't youir go ee
with Gorblach ougtgoties far a jat mere-
barlm on nueloar tooting?

All tight. That's the last question. ad riaL But I'm
delighted to answer that one, too.

The Soviet Unon is ahead of us in the develop meant
and the modernization of nuclear weapon. They have
just finished their tests, or they even have a couple left
they might try to sneak in before the &th. which was
their opening day. But they had finished their test n
their 24s and 2I, the 18 which is comparable to our
MX And we have no yet bern the teeing and cer-
tainly Iven't compiled it as Vime Of our weapo of
thMt Sa typo to keep pace with thmt

So tbei suanes for a nmsssln-rst of as. for a
nagle moratorium for sevea sionth.-tey fsah d

their ti. They doi't have anm more to do. The, asklg
us to mAke it mutual meant t we wouli thee not be
able to catch up with them At we've had an emlpto
of that back . the K edy era

And this hd to t with the testing with regard to
AIs and so forth. And we were beIngt for a tasty.
and the Soi Ung kep rhiasi. Anl thefdtoe
plated th tet a then it Cong passed a so
ahead for a. And the Smets nmediately said to Pres-
idest Uoln P. Kennedy, "Oh, ye. were willing to talk
no shout a moratorm oan toting.

So th i was-thu is why we sai to the. 'L-ook, we
till have our tents to do. same one that You've been

doing. You're welcome to send somebody Over and
watch Ia Oar tets.'

Ane, me, I wouMl ike to add sim that after that i-"
ited moratorum which wan suepsoed to rai around
I)~embe" or ~wn 1th,. If thIe want to me that a
permanent morsionsan or of they waS ta amen1 was v
ai hka 0teraru 'nn,'w of Verb a k tso la .



132

amn Aemmem1 ,
S-sn, Asm toss. so I barie nwo, n r'a e. i.e.il....

What abet your overall health?

Overall health is....

Since the operation.

a t a t iiis
e nwimo --t m

ad hoveo oniins sos sho a
we're watha to rti tsaL.-k,0

You sold wotch alt - tests? You would go
for a total mertetunsm. permanent neoratorlum
on 11 nder'enlld touts? All stats? At the end
of Te yor?

Very good. l am amazed mybell at. when I look at the Once sl--en-we. I don't know whether we'd be able
length uf the incaton-whch I won't show you-and to complete ou' by that tue or ot. When we've corn-
all. that I feet as good as I do. pleted ours, and they're ao doing any ore ....

%a had some trouble getting Ine Ito
aboet your nose last week. And I wone. to
what extent do you think th American people
have a rigt to know about your hall condition
and yeu full health end wohfere?

No, as I tord you, we thought we were giving you all
the truth on at, that it was gust exactly as I described it
And at wasn't until after I was up at Camp Oavid that
the report came to ne that it was that mild lurm, the
carcirona ....

Sut we were to d ....

. ¢onmwoon';'ace thing.

S.. we were told .... Do" basal coll carci-
noa mean skin cancer?

I think that where life and death or ability to do jobs
as concerned, yes, the people have a right to know
whether the man sitting at this desk is-or woman sit-
ting at this desk is-,

ao"e catch.

... capable of performing the tasks. And. on the oth-
er hand, I think there can be ,nvasans that go beyond
the need to know thaL And I think we were trying to
tell you as much as we could what we believed was the
truth..

The--o sac. whenyou put out a state.
mot-the White House put out a statement.
They sold, "This it t." Anl we were never told
what It owe.

Well, that I'd messed around with a pimple and
cau.sd some trouble for myself.

Ot we were nt told that there was a hoesey.

What?

We were net told that then we aase....

I didn't know.

. .. a biopey.

I didn't know. All, as I may. all I heard, is I was Sitting
up and getting redy to walk out of the office, was the
one. the doctor mentioned the (act that he needed to
check this for puhosie inlection. that it might have be-
come infected frots not only my messing around but
from the Iwo anit all. ,'l that's all I heard and what it

Tlbe e" wWN ....

... yes, that would be fine.

.. completed oe in Menwds.
What?

I aderstad cur tests have be 1 cempetd.

Oh. no. We're stll talking about a Midgetman to
match their 24 or 25. And we haven't even coins to
that stage yet.

When might that be? Within a year Pr,n..

I don't know. I dct know. Ilot. an the meantime.
let's get back down to real facts. Is Geneva to where
the decision should be made and nut with moratoriums
of that kind. Let's get down to the business once and for
.il of reducing the numbers of nuclear weapons, hope-
fully leading toward a total elimination of them. Then
there wouldn't be any need for testing.

Thank you. i'. Thank you. Mr. Proeend tarl

All right. Well. it's nice to see you all. Where have
you been keemg yourselves?

You should do thia Fairo once.

Writ?

You should do this mer Often,

I always enjoy at.

What aore you going to do If there a baseball
strike?

Welt. i'm not going to go to the ball game,

Do ya have any viewe on the basobtiM strike?

I don't think government should intervene in hber-
iria ment altars to any ko,nd. lut I do think that all
parties really should sat down there with the fans in
their minds and their obheation to the baseball fans.

Thank you, sir.

'Dye.

We'll be watching yes ride the hem.

Yes, I bnow. Frim way op tin the mountain.
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APP-NDIX H

A-4 Extend coverage to all

-:stimate

::-3, OASDI
:II, OASDI

'1-3, HI
:I, HI

1983
0
0

0
0

1984

-. 3
-. 3

new State and local employees,

Cost (in billions of dollars)
1985 1986 1987 1988
-1.1 -1.8 -2.6 -3.3
-1.0 -1.8 -2.6 -3.5

effective 1984.**

1989

-4.2
-4.5

1983-89

-13.3
-13.7

-. 1 -. 2 -. 5 -. 7 -. 9 -1.1 -3.5
-. 1 -. 2 -. 5 -. 7 -. 9 -1.1 -3.5

25-Year Cost, OASDI: -.23% of taxable payroll
40-Year Cost, OASOI: -.28% of taxable payroll
Long-Term Cost, OASDI: -.24% of taxable payroll

25-Year Cost, HI: -.23% of taxable payroll
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TALE 92--STATE FISCAL DISCIPLINE 1ILV.AN2ISKS APPE4DX I

9ev England _____ _____
Coanecticut K K 2 K

assachusetts I I-

e Nampsnlro 1 1 X

Ihode ~ l CS,
Chad Wsan !K 5 2 V K6 8' W

VNre: hie K
Mideess . ..

Ddlavaro " x x x
Vervlad I x x K
Me Jersey 2 x I
Now Tork x X x

Illinois X Kx
Indina x x
sichLgen I K K K K
Ohio 2 2 2

-Katcns 2 K X X ...

0i i

Io. Ow x x x
Milme-rota X x x
4ebraska X X I

Zo; t. o~ '. I X x
Zv:h Dako:,& , x x x,,
Arkamsas x x I xAlr~ aata I

Fl:rd4 X x X xAeorgia T X - K K

.rsiana K x X
Lo I K

Ki!,, EP ~ K It A
MlssissippI K I K

Nar.h Carolina X X
Soulh Carolina X x x x K x

yfk rri, %Is % i I KTs'j esse s K X 2Vtr~ lml X X

Ik x x xo 1 X
TeRas x x 2 x

Idanj 0 x x

-4 1Ao X X i x
Teaas _______

,o. oa n: s x x x

orad~£o I X [ - K X

Haw ... I x _ _ I I x x I

NOTE: 1- sievers:1 cases. :he measure has been adopted by & *tat*. but not ye. eploe~nted.

SOt;RCE: 198- 4C1R Survey of Executive And Legislative Fiscal Officers-

145 •
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TAL.I 93--USSICTIOMi 0 STATl A" LOC OC9V00IJt TM A UPZSITSZr PO

itat. is9oood Limits an Local Cowrsmemi

Overall Spocilic I
property property Property I Gene ral Gontra Limits
Tal late Tam Rt Tms Levy Revenue tipentiCufo Asitisi

Ltaes Limit Limi t LLmt t Limit- Limit Ctrell

Total Number It )l II S 1

Alabama 01Sm* €S*
Alise CISa. 01*
AgleaM 01. Sl

0
t Cvi

&risen&m CKS$* CK**l

Arkasas Cal osea
Califomnia CtSt*' - HeeC 0S

Coerade C5 CI
CoaAn t icc"
Delawar See le*jl'

Ot. st Col.
Florida as*ea Ct

5
S

Georgi So
Kesa I i
t~iKo Me C"S6**

tilns Cotsa
Indiana CSa*t

Ioa 0va CMS

rKmn: ucky CS* "N5"*6

ILoultiola C'(5* 015 ** 011tLa.., It t

Rairs

Me rv I a nd . ** Ch

atanchumLat CiS*ts
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The CHAIRMAN. Next we will take Mayor Bolen.
Mr. Mayor.

STATEMENT OF HON. BOB BOLEN, MAYOR, FORT WORTH, TX; ON
BEHALF OF THE NATIONAL LEAGUE OF CITIES

Mayor BOLEN. Mr. Chairman, members of the committee, I am
Mayor Bolen from Fort Worth, TX, representing th- National
League of Cities.

I would like to add that I came up last night from our own
budget hearings that we have to put to bed September 15. So you
can see that we have a timeframe ourselves. I will be back in ses-
sion this evening in Fort Worth.

The reason I mentioned that is because we are having the same
difficulty you are, we understand that, and we appreciate the con-
ditions that you have and that we have.

We want to go on record again as a group and as my city is on
the record, supporting the effort to balance the budget before we do
a tax reform package or anything else. We think thqt the budget
deficit is the No. 1 problem that this country is addressed with, it
is one that is going to affect all of us in not only the long term but
the short term.

We also notice that there have been extraordinary cuts in Feder-
al assistance to the cities, and yet the deficits have gone from
roughly $30 billion to $200 billion a year. So, we find that, although
we are sacrificing in many ways-and I can give you several specif-
ic instances-none of those seem to have helped address the deficit
problem. We want you to know that we are paying the price to get
that done.

Yesterday our city council had an hour debate on picking up
$300,000 worth of child dental assistance that we have inherited
from the Federal Government. We used to have that financed from
community block grant funds. We will pick up that cost ourself.
We have had 4 years of tax increases in a city that is in very good
economic condition compared to most.

We have had to add a penny to our sales tax to support our tran-
sit system. So, like the gentlemen on my left, we are doing our
share; but we don't think that we should carry the entire burden.

We are struggling right now over the Garcia decision. How
should we handle it? Like one of the other speakers mentioned,
this court decision has a major impact on our citizens, in finding a
way to fund the increased personnel costs dictated by this decision.

All added together, these actions put a burden on the cities that
frankly we cannot handle. And then you top this by requiring Med-
icare coverage and say that we are going to pick that up right
away in the middle of our fiscal year, when I am proposing tomor-
row or the next day, a 7-cent increase in our tax rate and not even
knowing what we are going to contend with, and it is not going to
be difficult to address-it is going to be impossible to address in our
current budget.

We are fortunate that our budget calendar is much later in the
year than most of the cities' budgets in this country.

The impact of the Medicare proposal alone will be $1.6 million to
Fort Worth, TX, which is equal to a little over 1 penny on the tax
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rate. We are already going up between 6 and 7 cents like I men-
tioned.

For Dallas the cost will be $4.5 million. For San Antonio the cost
will be $1.2 million. All of these additional costs with no time for
preparation.

Now, if the Congress is given 2 years to phase in similar propos-
als for Federal workers, how are we going to phase these programs
in the next 4 days? And that is exactly what I have to do. It is an
impossibility.

One of our other concerns are tax revision proposals affecting
Geo bonds. The current proposals will impact us greatly.

For all of these programs we are willing to carry our fair share;
but we don't believe that we can pick up the entire revenue in-
cr.3ase that you are looking at through our participation in the
Medicare Program.

The tax assumptions that you are looking at are all going to be
borne by the cities.

Last, I would like to say that presently the programs you have
dropped, we are able to pick up. The phaseout of revenue sharing is
different, it is one of the most effective ways that you can deliver
dollars to the cities. The southern cities in the State of Texas are
being hit by all sorts of problems that are not of their own making.
Immigration is a major one. Devaluation of the peso is another. I
happen to have some businesses on the border, and every time the
peso is devalued, the next day it severely impacts the sales tax rev-
enues of those cities-not a month from now, not a year from now,
but tomorrow afternoon. And if we don't have some way to miti-
gate that impact on those cities, those cities will be in a disastrous
shape in the very near future. Revenue sharing has been a way to
partially mitigate some of those impacts.

Thank you very much for letting me be here today.
The CHAIRMAN. Thank you, Mr. Mayor. We appreciate it.
Now we have Mr. Sam Diannitto. I see you are accompanied by

Harold Schaitberger. He doesn't have a nameplate in front of him,
but I have dealt with him for years in his representation of the
firefighters, and I find him one of the most able people and able
representatives of his organization that I have run across.

Mr. SCHAITBERGER. Thank you.
[Mayor Bolen's written testimony follows:]
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STATEMENT

OF

BOB BOLEN, MAYOR OF FORT WORTH, TEXAS

Good morning Mr. Chairman and members of the Committee. My

name is Bob Bolen. I am the Mayor of Fort Worth, Texas, and I am

here this morning representing the National League of Cities - the

largest and oldest organization in the country representing

publicly elected officials of the nation's cities.

I am grateful for the opportunity to present our views before

your panel this morning. The National League of Cities concurs

with the Chairman's statement about the priority of federal

deficit reduction: we believe it is the single greatest priority

facing the nation, and until substantive action can be taken, we

believe it inappropriate to be considering any tax reform proposal

which does not deal responsibly with the growing national debt.

In our view, both the president's budget recommendation to the

Congress and the Congressional budget resolution fall short of the

necessary steps to achieve real deficit reduction and to alleviate

related problems to the economy. We commend the bipartison

efforts by the Senate Budget Committee, including members of this

committee, who participated in spurned efforts to make much more

significant savings than those eventually accepted.
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Budget Impact on Cities

For cities, the budget process of the last 5 years has been

especially difficult. While extraordinary cuts have been made in

federal assistance to cities, the deficit has risen from less than

$28 billion to over $200 billion. While cities have been asked,

repeatedly, to sacrifice, it has become increasingly clear that

our sacrifices have not been used to reduce the deficit, but

merely to contribute to dramatic increases in other uses of

federal resources.

We have called for, and will continue to call for a balanced

deficit reduction effort. We believe that all federal

expenditures must contribute - including tax expenditures. We

have indicated our support in earlier testimony for the

legislation submitted by Sen. Chafee, and we continue to believe

it is critical to balanced and fair deficit reduction despite the

adverse impact it would have on our own ability to raise capital

at the municipal level.

Reconciliation

The instructions to this committee call for both significant

spending cuts and federal tax increases. The instructions assume

that this committee will take legal action to terminate the single

most important and efficient form of federal assistance to cities,

and assume that the entire federal tax increase will come from

state and local governments.

We take issue with both sets of assumptions.
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Revenue Sharing

Revenue sharing is to be terminated under the assumptions at

its expiration under current law. It is unclear how the committee

can comply with instructions to end a program in FY1987 that no

longer exists.

For cities, however, there is no more important program. It

is the one program that recognizes that not all cities have equal

fiscal capacity, and that no two cities have exactly the same

needs in the way they use their own revenue sources.

In effect, we view revenue sharing as a program through which

wealthier and more fortunate local governments share their tax

base with poorer and less fortunate local governments.

Our society is founded in part on the assumption that not

every family is equally able to help itself. We, as a nation,

have always believed that a helping hand ought to be extended to

those most in need.

Revenue sharing is not dissimilar. There are cities in

Nebraska that will no longer be there in a few years. Cities in

the southern part of my state are amongst the most distressed in

the nation - not through their own deeds, but by events largely

beyond their own control. I am talking about cities with

extraordinary levels of poverty, unemployment, and immigrants.

These are cities where the tax base has simply withered - they,

quite simply are not in a position to help themselves.
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While there has been substantial discussion in this committee

about whether revenue sharing assistance has been directed as well

as it could be according to criteria of fiscal distress, there has

never before been a decision that the federal government has no

role to play in seeking a fiscal balance amongst the nation's

states and local governments.

We believe the federal role to be fundamental, and we believe

th"t this committee, perhaps more than any other in the Congress,

has always accepted this role in the past. We hope it will

continue to, and that we will be able to work with you.

Federal Tax Increases

In addition to the $22 billion in spending cuts under this

committee's jurisdiction, the committee has been called upon to

increase federal taxes some $8.4 billion over the next 3 years.

The instructions to this committee are distinct from the

instructions given to your companion committee in the House,

creating greater uncertainty for states and local governments

which must take steps to comply with any new mandates or spending

cuts.

While the instructions leave it entirely up to this committee

how it should increase federal taxes by that amount, the

resolution assumes that a new tax will be directed solely to

states and local governments and their employees. It assumes that

this federal revenue increase will take place in the middle of the

cuLrent state and local budget years. It makes no assumptions
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about how cities, with their budgets already in place, will make

the transition from current health insurance and retirement systems

to one mandated by the federal government.

Mandatory Coverage for State and Local Governments

The National League of Cities opposes the proposal of

mandatory participation in Social Security and Medicare. For

those of us who have structured our own retirment systems in

reliance on the existing federal system and law, the proposal

would be a severe penalty. It would come not only in the middle

of one of the harshest budget years cities have faced, but at the

same time as cities are attempting to determine how to comply with

the U.S. Department of Labor wage and hour regulations for

municipal employees - regulations estimated by the White House to

cost us $1.5 billion a year. The proposal comes at a time when we

are struggling to raise our own revenues to accomodate the likely

loss of revenue sharing.

We believe we have made significant contributions to reducing

the federal deficit over each of the last five years. The budget

this year provides for, in the words of Chairman Domenici,

*unparalleled" cuts in state and local assistance. The budget

does not, however, call for any contribution from the long list of

wealthy corporations with little to no federal tax liabilities. It

is hard to imagine real and fair deficit reduction unless everyone

is willing to participate and contribute to the process.
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We are, quite simply, ill equipped to respond to such an

expensive mandate, and I strongly urge you to reject it.

The proposal to raise these new revenues from states and local

governments creates a number of questions:

First, since Social Security and Medicare are financed by

dedicated trust funds, and since this committee is considering the

proposal by Sen. Heinz to take Social Security out of the unified

budget, what impact would the proposed tax increase on cities have

on reducing the federal deficit?

Second, when the Congress terminated the right of states and

local governments to voluntarily withdraw from Social Security in

1983, it specifically precluded preempting the rights of states

and local governments from retaining their own pre-existing health

insurance and retirement systems. What has changed since the

Social Security bipartison commission recommendations to support

mandating state and local participation, particularly given the

current and projected surpluses in the Social Security trust fund?

Third, the budget assumes that these tax increases will take

effect at the end of this year - the middle of the fiscal year for

almost all cities. Yet, when the Congress determined that

coverage should be mandatory for federal employees, it provided a

two year transition period, both to enable transition to a new

retirement system, and to accomodate budget costs. Why has no

consideration been given to permitting states and cities a

transition period in which to restructure our plans and determine
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how much state and local taxes will have to be increased to meet

this federal mandate?

Specific Impacts of the Proposal on Cities

There is no question that cities will be heavily impacted

financially by proposals to abruptly mandate membership in the

Medicare/Social Security System.

The City of Fort Worth, Texas, relying upon the Natiorial

government's commitment to a voluntary system of Retirement

Security for state and local governments, has structured its own

independent retirement system and has never belonged to the

Federal Social Security System.

If the Congress were to mandate coverage under Medicare for

all employees, the annual cost to the City of Fort Worth would be

$1.6 million and the city would be compelled to unilatrally reduce

the take-home pay of its employees by the same amount.

The cost to our sister cities in Texas will also be large.

The Medicare proposal alone would cost the City of Dallas $4.5

million annually and San Antonio $1.2 million.

Our city is required by charter to adopt its annual budget by

September 15. That budget must be balanced. In a sense, you might

say we are fortunate; most cities in this country have already

adopted their budgets, and any federally mandated changes will

force disruptions. For my city, if these proposals are enacted,

the city will have an extremely limited amount of time to adjust.
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Employees in the city currently have 7.67% deducted from their

salaries to help finance the retirement program while the city

contributes 11.5%. Social Security coverage would instantly

almost double the retirement deduction for a new employee and

increase the city's contribution by 62% for the same individual.

The impacts of this added cost will strike cities and other

jurisdictions throughout the United States. Federal estimates of

$8.4 billion of trust fund revenue to be raised over three years

are dollars which will not be available to provide state and local

government services.

If just the immediate Medicare provision were adopted,

California cities would be responsible for paying $64.5 million in

additional costs and of reducing their employees take-home pay by

a similar amount. Statewide California jurisdictions and their

employees would be paying $471 million more in retirement taxes.

The City of Portland, Oregon would be required to cover police

and fire employees not currently covered at an annual cost of

$1.95 million.

Kansas City, Missouri would be faced with additional costs of

$940,000 to cover its police officers and firefighters and St.

Louis with additional costs in excess of $1 million.

In addition, all school districts in Missouri would be faced

with added costs of $14.5 million with the teachers facing a

similar reduction in take-home pay.
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While the impact varies from employer to employer, the impact

of this proposal is clearly national.

State and local governments have preceeded in good faith to

develop and administer retirement systems and many have chosen to

make Social Security and Medicare a part of their programs. For

those public employers who have not, however, the current

proposals will interfere with existing contractual arrangements

such as retirement plans and employee contracts. It will leave

open to question just who is responsible for determining how local

property taxes are to be spent in the nation's cities - the

federal government, or the officials publicly elected by the

property tax payers to make those decisions.

I am very grateful for the opportunity to present our views,

and I would welcome the opportunity to respond to any questions

you might have.

STATEMENT OF SAM DIANNITTO, JR., PRESIDENT, NATIONAL
CONFERENCE OF PUBLIC EMPLOYEE RETIREMENT SYSTEMS,
LOS ANGELES, CA
Mr. DIANNIrro. Mr. Chairman and distinguished members of the

Committee, my name is Sam Diannitto, and I am president of the
National Conference on Public Employee Retirement Systems. We
are a national retirement association comprised of over 240 State
and local retirement plans, representing over 5 million members
with approximately $300 billion in assets.

At this time I was going to introduce Harold, but the chairman
did such an outstanding job that I think I will bypass the introduc-
tion.

We appear today to discuss a serious proposal which was consid-
ered during the recent congressional action on the fiscal 1986
budget, adopted by the Congress before it adjourned for its August
recess.

It should be stated that NCPERS is deeply concerned about the
current Federal deficit and supports the Congress in its attempts to
reduce it. But also, NCPERS strongly opposes the mandatory inclu-
sion of State and local government employees, both current and
future, who are not presently covered by the Social Security or
Medicare programs.

It is important to note that NCPERS strongly supports a Social
Security program. Approximately 70 percent of current State and
local government employees are covered by the program, which is
integrated or dovetailed with their own retirement systems.

The Congress has addressed the proposition of mandatory cover-
age several times over the last dozen years, and each time, in its
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wisdom, has determined that such a consideration was neither fea-
sible nor appropriate.

In economic terms, the direct results of mandating Social Securi-
ty or Medicare coverage would be an increase in taxes for govern-
ments and their employees. I would also have a serious negative
impact on the national economy. At the same time, mandated cov-
erage would make no significant contribution to the Social Security
system or the Medicare Program as a whole and will create future
financial problems.

It has been suggested that mandatory Social Security would help
in the reduction of the current Federal deficit. In fact, it would
lead to increased costs for governments at all levels and their em-
ployees, and it will result in increased taxes for the general public.

A case in point. My home city of Los Angeles-the cost for fiscal
year 1987 would be an additional $32 million. That burden would
have to go someplace, and it would eventually be passed on to the
taxpayers, or a reduction in services provided to the residents of
the city.

Some of the most serious effects of mandatory Social Security
coverage would be on the Nation's economy. The effects on capital
formation will be great. State and local retirement systems contrib-
ute significantly to capital formation. The figure is estimated at ap-
proximately $30 billion a year. Mandatory Social Security and
Medicare coverage would drastically cut the availability of these
investment moneys.

The phasing out of independent retirement programs, which can
be anticipated, will lead to a loss of all such capital.

It appears to us that Congress is unwisely looking toward manda-
tory Social Security and/or Medicare coverage as a method of gen-
erating short-term revenues. We believe this conclusion is short-
sighted. Although mandating coverage would add funds to the
system in the short run, in the long run it will increase liabilities
as newly covered employees become eligible for benefits.

Many State and local systems predate Social Security. Comtem-
porary pension plans in uncovered States usually were designed on
the assumption that coverage under Social Security would not
occur. Many employees of the States and political subdivisions have
existing pension or retirement rights which are guaranteed by con-
tract and/or State law. In some States, such as New York, Michi-
gan, Illinois, and Alaska, contractural obligations regarding public
employee pension plans are preserved in the States' constitutions.
Approximately 35 States provide some kind of benefit guarantee,
either by specific constitutional provision, a provision of State re-
tirement law, or.court decision. Mandating coverage will now cause
tremendous problems for those systems which cannot alter or
modify their current systems without due legislative process.

Andlast, before the yellow light goes out, we would ask the ques-
tion whether the administration still maintains the same position
on mandatory Social Security today that it did on June 1, 1981.
And I would like to read a very short paragraph of a letter to the
Honorable Paul Laxault from President Ronald Reagan, where it
says:

Dear Paul, I would like to reaffirm my, position regarding the issue of mandatory
enrollment of State, county, and municipal employees into the Social Security pro-
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gram. I share your concern that congressional legislation to mandatorily enroll
these employees would create a substantial financial hardship to the State and local
governments involved. More important, a merger may jeopardize the hard-earned
benefits of dedicated career public employees.

And I think that that sums up our position in a nutshell.
I thank you for the extended time, Mr. Chairman.
[Mr. Diannitto's written testimony follows:]
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STATEMENT OF SAM DIANNIrro, PRESIDENT OF THE NATIONAL CONFERENCE ON PUBLIC
EMPLOYEE RETIREMENT SYSTEMS

Mr. Chairman and distinguished members of the committee, my name is Sam

Diannitto, and I am President of the National Conference on Public Employee

Retirement Systems, a national retirement association comprised of over 240

state and local retirement plans representing over 5 million members and

managing approximately $300 billion in assets.

We appear today to discuss a serious proposal which was considered during the

recent congressional action on the fiscal 1986 budget (Senate Concurrent

Resolution 32) adopted by the Congress before it adjourned for its August recess.

It should be stated at the outset that NCPERS is deeply concerned about the

current federal deficit and supports the Congress in its attempt to reduce it.

During the deliberations between the House and Senate Budget Comittees,

the proposal for extending social security and medicare coverage and

to state and local government employees, currently excluded from coverage, was

offered in several forms. The first such proposal was passed out of the U.S.

Senate by one vote in its Budget Resolution on May 10, 1985. This resolution

contained a proposal to include all newly hired state and municipal employees in

both the social security program and the medicare program. A proposal resembling

the Senate's recommendation passed out of the House of Representatives Ways and

Means Committee on July 23, and 24, 1985. This proposal, however, only extended

medicare coverage to state and municipal employees hired after January 1, 1986.

The Budget Committee Conference, in the final days before the August recess,

agreed to instruct the Senate Finance Committee and the House Ways and Means

Committee to raise $8.4 billion in revenues over the next three fiscal years.
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Although the resolution did not specify how the revenues were to be generated,

it is clear that their assumptions were based on the extension of coverage

to state and local government employees into the medicare and social security

programs. Those assumptions would require coverage for all current and

future state and local workers into the HI portion of the social security

system and OASDI coverage for all new hires effective January 1, 1986.

NCPERS strongly opposes the mandatory inclusion of state and local government

employees, both current and future, who are not presently covered by the social

security or medicare programs, into the social security system by the United

States Congress.

It is important to note that NCPERS strongly supports the social security

program. Approximately 70% of current state and local government employees

are covered by the program which is integrated or dovetailed with their

own retirement systems. The Congress has addressed the proposition of mandatory

coverage several times over the last dozen years and each time, in its wisdom,

has determined that such a consideration was neither feasible nor appropriate.

In economic terms the direct results of mandating social security or medicare

coverage would be an increase in taxes for governments and their employees. It

would also have serious negative repercussions on the national economy. At the

same time, mandated coverage would make no significant contribution to the

social security system or the medicare program as a whole and may even create

future financial problems.

-2-
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It has been suggested that mandatory social security would help in the reduction

of the current federal deficit. In fact, it would lead to increased cost for

governments at all levels and their employees, which most probably will result

in increased taxes for the general public.

I would also like to remind you that the Congress extended social security

coverage to federal employees in 1983 and now over two years later Congress

is still trying to develop and implement the retirement program for these

employees covered under the social security program. The difficulty in providing

such ark integrated program will only be muitiplied by the hundreds of local

government jurisdictions which would be faced with the same difficult exercise.

Any equitable program of mandatory coverage would have to guarantee that

benefits already being offered by public retirement systems be maintained. In

order to achieve comparable coverage a combination of social security and

existing retirement systems will be necessary. In addition to the tremendous

administrative, regulatory and legislative nightmare that this will create for

local and state government, the financing of such a combined retirement system

would only lead to higher cost for both the public employee employer.

Some of the most serious effects of mandatory social security coverage would be

on the nation's economy. The effects on capital formation will be great. State

and local retirement systems contribute significantly to capital formation. The

figure is estimated at approximately $30 billion a year. Mandatory social

security and medicare coverage would drastically cut the availability of these

investment monies. The phasing out and reduction of independent retirement

programs which can be anticipated, will lead to a loss of all such capital.

-3-
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In previous Congresses, supporters of mandatory coverage often pointed to

the abuses of the social security system by some as a justification for

mandating coverage, however, Congressional action in 1981 and 1983 adequately

address those concerns and eliminated perceived loopholes with the spouse

offset and windfall benefits reduction as it applies to public workers.

It appears to us that the Congress is unwisely looking toward mandatory social

security and or medicare coverage as a method of generating short term revenues.

We believe this conclusion is short sighted. Although mandating coverage

would add funds to the system in the short run, in the long run it will

increase liabilities when newly covered employees become

eligible for benefits.

It is additionally important to look at the history of the social security

program when considering these proposals. Originally public workers were

excluded from social security coverage. In 1956 they were granted the

opportunity to elect social security coverage by amendment to the Social

Security Act. It was felt then that only a voluntary measure would meet the

standard that prohibits federal taxation of a state governmental function.

Because of the immunity principle of state and local governments from federal

taxation, the social security employers tax, in our opinion, cannot be imposed.

The 1956 amendment provided for social security coverage only by referendum of

the employees and only upon a state governor's certification that the new overall

benefit would be an improvement. Only in this way could the stat3 obligate

itself to pay social security employers taxes. We submit that this should be

maintained.

40
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I would point out that the legislative history of this and other types

of elected coverage provisions show that Congress sought to prevent a state

or local authority from unconscionably phasing out its retirement system

in order to adopt a social security plan. Congress indicated additonally that

the states could be obligated to pay the social security employers tax only by

their own voluntary action, and not by federal mandate.

Many state and local systems predate social security. Contemporary pension

plans in uncovered states usually were designed on the assumption that coverage

under social security would not occur. Many employees of the states and

political subdivisions have existing pension or retirement rights which are

guaranteed by contract and or state law. In some states such as New York,

Michigan, Illinois, and Alaska contractual obligations regarding public employee

pension plans are preserved in the states' constitution. Approximately 35 states

provide some kind of benefit guarantee either by a specific constitutional

provision, a provision state retirement law or court decision. Mandating

coverage will now cause tremendous problems for those systems which cannot alter

or modify there current systems without due legislative process.

In conclusion, NCPERS believes that mandating social security or medicare

coverage will at best generate some short term revenues. Such proposals will

create serious legal questions which will ultimately be answered in the courts.

Mandating coverage will cause serious administrative regulatory and legislative

problems for local and state governments who ill be required to develop new

retirement programs. The liabilities for such a consideration far outweigh the

assets.

Therefore, we ask that your comittee reject any propoposal for mandated

coverage in the social security and medicare programs for state and local

government employees.
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The CHAIRMAN. Let me ask all except Mr. McAuley-and I have
some separate questions for you in a moment-a question of fair-
ness.

We brought the Federal employees under Medicare on January
1, 1984, partially because we discovered the General Accounting
Office report indicated that 72 percent of Federal employees were
going to receive Medicare benefits, either from other employment
or from coverage derived from their spouses. And we have pre-
mised the Medicare payment system on the assumption that there
will be any number of dual earners, but they will only get one ben-
efit. And it is the same benefit. In fact, if your spouse doesn't work
in the marketplace his or her entire life, he or she will collect the
same Medicare benefits you will.

What is unfair? Let's just take a guess. I am going to assume the
same percentage of local employees probably would have derivative
Medicare coverage from someplace else-from a spouse, or they
would have worked in private enterprise and have been covered.
Why should only municipal and State employees be exempt, at
least on the question of Medicare coverage, from paying a portion
of the cost of the benefits to which they are going to become enti-
tled, when anybody else employed in other than local or State em-
ployment would be paying part of those costs, even though they
may have derivative coverage from someplace else? Why uniquely
leave off local employees?

Mr. SCHAITBERGER. Mr. Chairman.
The CHAIRMAN. Go ahead.
Mr. SCHAITBERGER. Well, I would take a shot at that, Mr. Chair-

man.
First of all, it seems to me that if employees are paying for cover-

age through any source of employment, that they, therefore, should
be entitled to the benefit, whether that employment occurs as a job
in addition to their current employment or whether it occurs be-
cause of post-retirement.

The CHAIRMAN. Let me rephrase it, because I may not have
phrased the question right.

Mr. and Mrs. Jones. Mr. Jones works for ARCO, and Mrs. Jones
works for the bank. They each pay into Medicare. And yet, when
they reach eligibility, Mrs. Jones, had she never worked for the
bank, would get Medicare coverage, because Mr. Jones had it. And
they are private employees, both of them.

But we are premisingpay-in pay-out of Medicare on the assump-
tion that any number of people are going to be employed and pay
into the system, even though they would be covered if they weren t
employed. But we do it so that it comes out actuarily sound.

Why should Mrs. Jones pay into the system if she works for the
bank all of her life, even though she doesn't need to pay in because
she would be covered by her husband's employment, but not pay in
if she works for the city of Denver all of her life? What is the dif-
ference in fairness?

Mr. MAGEE. Mr. Chairman.
The CHAIRMAN. Yes.
Mr. MAGEE. Let me simply say this: As I see it, you have provid-

ed a question that needs some attention; but I think that should be
addressed after there is a study and an opportunity for those of us
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at the State and local level to take a look at it to come up with
some answers, and it shouldn't be done in context of a quick-fix
effort to deal with the deficit.

In other words, if this is a problem, a Social Security system
problem, let's address it that way; let's set up some kind of commis-
sion as the one that was set up and reported in 1983 on Social Se-
curity, and deal with it that way rather than a context of deficit
reduction.

The CHAIRMAN. Let's not fool ourselves. I don't mean to fool you,
and you certainly are not trying to fool me. This is not a deficit-
solving issue.

Mr. MAGEE. No.
The CHAIRMAN. We have a $200 billion deficit, and these are

nickels and dimes, comparatively speaking, in this $200 billion defi-
cit.

I was thinking more in terms of the issue of fairness. Why do
certain employees get Medicare benefits even though they never
will pay anything into it, because they happen to work for a munic-
ipal government; whereas, exactly the same person, situated work-
ing for private employment, will pay Medicare taxes all of his or
her life and be eligible for benefits, but eligible not because he or
she paid them but because their spouse paid them?

Mr. Sco'r. Senator Packwood.
The CHAIRMAN. Yes, sir.
Mr. Score. I think that is a valid question, and I think that you

dealt with the larger question of the basic OASDI annuity in a way
that this Medicare question could be dealt with also. You have an
offset provision for Social Security that came in as a result of the
1983 legislation. I would suggest you might want to go back and
look at that for Medicare.

I know, for example, I have put in 64 quarters of Medicare and
64 quarters of Social Security. I don't think I will ever draw a dime
of the full annuity because of the offset and because I don't need it.
So, you have had some of the dollars from some of these people.
The system was set up so that, if you have a primary wage earner
and the other spouse is not working, both spouses receive Medicare
benefits. And we just seem to be in a situation where some State
employees are benefiting from that provision. But I think this ques-
tion is something that should be looked at.

The CHAIRMAN. Mr. Mayor.
Mayor BOLEN. Yes.
Senator, one of the things I had heard on this subject was the

question you asked. I asked our city staff to check this yesterday
afternoon. The results they reported were so different from what I
thought they would be that I asked them to go back and reaffirm
the statistic they reported.

Out of 1,000 employees that we checked, 10 percent are going to
be qualified to receive Medicare.

The CHAIRMAN. Is that right?
Mayor BOLEN. Yes, sir.
The CHAIRMAN. That is amazing.
Mayor BOLEN. I asked that question twice, and I will document it

when I get back home, but that is what I was told.
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I think from Fort Worth's viewpoint and that of most of the
cities that this concern about double dipping or whatever you want
to call it, is going to have to ge addressed in the future

The fact remains that the main issue we have today is how do we
take care of it by Monday morning in Fort Worth, TX? That is the
issue I am here to address. I can t accommodate that cost in the
next 4 days.

From the same standpoint, you have spouses all over the country
that don't contribute anything and are not working that are still
going to benefit. So, that is another issue.

The CHAIRMAN. That is a decision we made years ago as a matter
of social policy.

Mayor BOLEN. Yes.
The CHAIRMAN. We simply said the fact that your spouse does

not work in the marketplace, works at home for nothing instead of
in the marketplace for money, all of his or her life, he or she will
still get the same Medicare benefits you do.

Mayor BOLEN. Well, I am certainly not going to argue with that,
after having five kids and adopting one and having four foster
sons, my wife would kill me.

The CHAIRMAN. If you were to say she doesn't work?
Mayor BOLEN. That's right. [Laughter.]
The CHAIRMAN. Mr. Diannitto.
Mr. DIANNirro. We would agree with Mr. Magee that this is an

item that should be studied. And we realize that there may be
some inequities in it, and it should be studies in depth. But it
shouldn't be, you know, taken on as a proposal as a quick fix to
arlything. And that's the way we see it here today.

The CHAIRMAN. This is not a quick fix. Again, we are fooling our-
selves if we think this is the answer to the deficit. If this was the
whole answer to the deficit, we'd do it in a minute. It is not.

Mayor BOLEN. I hope so.
The CHAIRMAN. I wish we could solve the deficit this way; it

would be wonderful. I think it is more of a question of fairness and
a certain concept in the public's mind of: Why isn't everybody cov-
ered by Social Security? This is the argument we got about Federal
employees over and over and over. Of course, you are aware of the
battle we had before we brought Federal employees under it. And
we have not yet harmonized the two systems, as a matter of fact,
but we brought them under Social Security.

Isn't there an advantage to your employees if they are covered
under Social Security from the standpoint of vesting.and portabil-
ity, as opposed to the lack of that situation, or at least of immedi-
ate vesting in their present employment?

Mr. ScowT. Senator Packwood, I think vesting is an issue that
could be dealt with by public pension funds, and so could portabil-
ity. And I think it also could be dealt with in the private sector
with those pension funds.

Obviously, there is portability with Social Security, and in some
of our funds we don't have it. But there are some tradeoffs, and
some of the tradeoffs are that we are doing an awful lot with fewer
resources in many, many instances, and I think that more than
makes up for the portability issue.
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The CHAIRMAN. Your point was very good earlier that at least in
Colorado, apparently, your retirement system is actuarily balanced.
Is that right.

Mr. ScoTr. For the most part. We have an unfunded liability that
is being amortized over I think about 22 or 23 years, and because of
good investment performance the amortization period has come
down, and we have added a supplemental health insurance pro-
gram for our retired people who are not covered by Medicare.

The CHAIRMAN. Very good.
Now, Mr. McAuley, let me ask you this question. The State

Social Security divisions are responsible for collecting the Social
Security taxes from every little village, every little municipal cor-
poration, every little fire district, and what not. I mean, assuming
they are covered. Right?

Mr. McAuLEY. That is correct.
The CHAIRMAN. And these divisions are legally responsible for

collecting that. We hold you responsible for that.
Mr. MCAULEY. That is correct. That is part of the section 218

agreement.
The CHAIRMAN. That is part of the great advantage to us, that

we don't have to deal with 67,000 miscellaneous local units that
have chose, for whatever reasons, to be covered by the system; you
have to deal with them.

Mr. McAuLEY. That is correct, Mr. Chairman. That was one of
the main reasons we were created, to relieve the Federal Govern-
ment 6f the responsibility of dealing directly with each political
subdivision of each State.

The CHAIRMAN. Just on the surface, and basically it is a method
of contracting out, and just on the surface it strikes me, from our
standpoint, as a much more efficient way of collecting the Social
Security taxes, and especially with your very generous offer in re-
sponse to Senator Moynihan's question of your statement on the in-
terest.

Mr. McAuLEY. It has worked very well, Senator.
The CHAIRMAN. But I think it is important for everyone to un-

derstand that if, by some negligence of your own, you don't collect
the taxes, we are still going to hold you responsible and get them
out of you one way or another.

Mr. MCAULEY. That is correct; we are 100-percent liable regard-
less of the reason.

The CHAIRMAN. Senator Grassley.
Senator GRASSLEY. Then, as a followup on what Senator Pack-

wood just said, do you think that the IRS could come close to the
collection effort if it were turned over to them to do, as now the
Social Security has the responsibility to do?

Mr. MCAULEY. I don't think there is any question, based on the
studies conducted by the GAO, that Internal Revenue Service's
major problem in the past and currently is the collection of income
and Social Security tax. They, by their own admission, do not pros-
ecute all delinquencies. In the States, there is no such animal. We
prosecute any delinquency to fulfillment through our Attorney
General's office. I don't think the two agencies can be compared.
One guarantees 100-percent liability, while the other publicly
States that they don't prosecute all delinquencies.

58-303 0 - 86 - 6
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Senator GRASSLEY. OK.
I would ask the panel a general question. I think I heard a little

bit of Mr. Scott's testimony, and you may have touched on this:
Do you feel that the pension rights of State and local government

employees covered by independent retirement plans would be ade-
quately protected if Congress would approve mandatory Social Se-
curity coverage?

And then let me ask, additionally, along the same line, do you
think it would be inevitable that benefits would have to be reduced
at some point down the line if that were to happen?

You can start if you want to, but I know you did touch on it a
little bit.

Mr. ScoT. Yes, Senator Grassley. I think benefits are high be-
cause of the structure of our funds and the way they are set up,
and the fact that we prefund and provide retirement based on in-
vestment earnings. If you take us out of that arena and we can't do
that any more we are back into a situation where money comes
from one pocket and goes into another. And I think that the more
you focus in on that kind of thing, the more that you pass on this
intergenerational debt, and the less h you really can provide
decent improved benefits as a result of good investment perform-
ance and prefunding and refunding retirement.

It seems to me that the kind of programs we've got ought to be
copied rather than dismantled, because nobody wins when these
funds are dismantled.

Mayor BOLEN. Senator, in the case of my city, we wouldn't have
any choice after we adopt this budget. The employees would actual-
ly get a reduction in pay, or else we would have to find some wind-
fall to pay the cost somewhere else, and I haven't found too many
such windfalls recently. We are mandated to have a balanced
budget by State law. Once we adopt that budget, which we will do
next Monday then that fund is locked in for the next year. So it
would mean that we would actually say, "Employee, you are going
to pay this much more for at least the next fiscal year." It is going
to come right out of their pocket; we don't have any other place to
get it.

Senator GRASSLEY. I see.
Mr. Magee.
Mr. MAGEE. Senator Grassley, I would point out that, although

the constitutions and laws of many of these States would guarantee
retirees-present retirees and future retirees, even-that they
would receive a certain monthly benefit, that any action by Con-
gress that would impose additional costs on the system would tend
to knock out the ability of those systems to provide cost-of-living
increases. And in many instances those are of great importance.

So, although the basic benefit would continue, the system would
be unable to bring about cost-of-living increases if the proposal now
before Congress is adopted. And that would be one adverse impact,
as I see it, on many of the systems.

Mr. SCHAITBERGER. Senator, I think there would be two immedi-
ate effects. First, in those systems where benefits were not guaran-
teed by city charter, State constitution, or the State legislature,
which could be modified more easily, benefits would be reduced,
clearly, so as to merge with the Social Security Program.
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More likely, though, there is going to be a considerable increase
in costs, because the majority of systems will not be able to modify
their programs, and immediately diminish their benefits, and will
be faced with a salary increase of payroll of about 7 percent plus
just for the city, not counting the emloyees' share. But certainly in-
creased costs would come first, and diminished benefits would im-
mediately follow.

Mr. DIANNrrro. I would say the burden to the employee would be
a homegenized system. For example, in the city of Los Angeles,
new employees pay 8 percent of their wages into their pension
system which is actuarily funded, and they have guaranteed bene-
fits. And they know that they are going to get those benefits when
they retire.

If you put Social Security on top of that, now, they will be paying
15 percent out of their pockets to maintain the same benefits, with
a portion of it not really being guaranteed when they get ready to
retire and are going to depend upon the money from that retire-
ment plan.

Senator GRASSLEY. I have no further questions.
The CHAIRMAN. Gentlemen, I have no other questions. But, Mr.

Mayor, could you get me a copy of that study about the 10 percent
with derivative medicare coverage?

Mayor BOLEN. Yes, Senator.
The CHAIRMAN. The reason I say that is I just assumed that if

Federal employment was 72-percent derivative coverage, local
would be within a percent or two of it. It is an amazing difference.

Mayor BOiEN. Senator, like I said, I just asked for that yester-
day. I reaffirmed the number, but I want to go back and look at it.
But that is the number we received, and I will get it for you.

The CHAIRMAN. I really would like to get it within the week if I
could, because we are going to be doing a markup on this whole
subject within a week or 10 days.

Mayor BOLEN. Yes, sir.
The CHAIRMAN. Thank you very much.
Mayor BOLEN. Thank you very, very much. We appreciate being

with you. -
The CHAIRMAN. Gentlemen, thank you.
[A letter from Mayor Bob Bolen follows:]
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THE CITY OjF FORT WORTH

TEXAS

1OB BOLEN

September 12, 1985

The Honorable Bob Packwood
Chairman, Senate Finance Committee
United States Senate
219 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator Packwood:

The purpose of this letter is to provide you with more specific information
concerning testimony I gave before the Senate Finance Committee on September
11, 1985, concerning City of Fort Worth retired employees and their eligibility
for Social Security Medicare and Medicaid Benefits.

The information, provided by the Risk Management and Insurance Administration
Division of the City's Personnel Department, indicates that approximately 15%
of 960 retirees surveyed in 1983 were eligible for Social Security benefits;
57 employees were eligible because of their spouses. This survey was conducted
by our staff and the representatives from Alexander and Alexander, our insurance
consultant, to determine if the costs of retirees' health insurance provided by
the city could be reduced if a large percentage of retired city employees were
eligible for- the-Social Security medical coverage.

Obviously with the results of this 1983 survey indicating a low number of retired
employees eligible for such benefits, the City has continued to provide health
insurance coverage for its employees upon retirement. This year, the retirement
system is budgeting $1110 per retiree ($1.2 miUion) to cover the cost of their
medical insurance; retirees must pay for their dependent coverage.

I regret this information is not current; however, a cursory review of our records
Thursday reaffirmed that the number of City of Fort Worth retirees currently
eligible for Social Security medical benefits is still significantly less than the
90% figure mentioned at the hearing Wednesday.
We appreciated the opportunity to be with you on Wednesday and hope this
additional information will be of assistance to you and the Committee in making
your decision.

S in rely 
yours,

Bb en
Mayor

BB:sm
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The CHAIRMAN. We will now take a panel of Mr. Kenneth
Kumm, James Landry, William St. John, Joseph O'Connor, and
Lawrence Gross.

We will start with Mr. Kumm. And again I might request that
you do as the other witnesses have done, put your entire statement
in the record and abbreviate your testimony to stay within our 5-
minute rule.

Mr. Kumm.

STATEMENT OF KENNETH KUMM, CHAIRMAN, JOINT INDUSTRY
GROUP AND DIRECTOR OF CUSTOMS AND TRADE AFFAIRS, THE
3M CO., ST PAUL, MN,
Mr. KUMM. Mr. Chairman and members of the Senate Finance

Committee, my name is Kenneth Kumm. I am manager of Customs
and Trade Affairs for the 3M Co. of St. Paul, MN. I appear here
today as chairman of the Joint Industry Group. I am also accompa-
nied by Marjorie Shostak of the American Exporters and Importers
Association, who would like also to make a brief statement follow-
ing my statement.

The Joint Industry Group is a business coalition of U.S. manufac-
turers who export and import, and trade associations and other
firms with an interest in Customs affairs.

As a business coalition, we are very much aware of the economic
consequences of the failure of efforts to achieve a meaningful re-
duction in the Federal deficit. An issue we are concerned with here
involves some $500 million in proposed customs user fees, a size-
able amount of money but hardly enough to solve the budgetary
deficit.

As this committee is well aware, the customs tariff was the first
tax enacted by Congress, and the Customs Service was one of the
first Government agencies.

Although trade policy considerations long ago replaced revenue
needs as a principal determinant of tariff levels, the assessment
and the collection of Customs duties is still the primary responsibil-
ity of the U.S. Customs Service.

The Customs Service collects approximately $14 billion in Cus-
toms revenues and expends approximately $700 million in collect-
ing the revenue and in performing many other services, including
the enforcement against illicit traffic.

These other services have little to do with the services for which
the Customs users fee is proposed. The whole proposal was urged
upon and accepted by the Budget Committee in the Senate and in
the House with no examination of its validity other than as a reve-
nue source.

The Joint Inaustry Group disagrees with the basic rationale of
the proposed Customs user fees, and it opposes its enactment as a
bad precedent. Actually, what is proposed are taxes on businesses
and individuals conforming with Government rules and regulations
issued for the general public benefit.

The so-called services are really normal Customs operations
which confer no special benefit on the so-called users.

Our written statement indicates that the users fee proposed
would subject the United States to charges of GATT violations.
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However, in today's atmosphere, such an argument is of doubtful
effectiveness. Nevertheless, the United States has spent decades in
an international effort to eliminate such special fees outside of the
regular Custom tariff structures. We should not reverse our course
with so little examination of the consequences.

As exporters, we must recognize that the same type of fee on in-
coming traffic and passengers can easily be adopted by other coun-
tries; perhaps at a much higher level, to the detriment of U.S. eco-
nomic and commercial interests.

We strongly urge the committee to .reject the Customs users fee
proposal at this time. We believe that the full examination will
reveal lack of the appropriateness of the concept of users fees on
normal Customs operations performed during regular working
hours and at reasonable worksites, and which confer no special
benefits on businesses and individuals conforming to the Custom
Service's own regulations.

And with your permission, I would like to follow that with
Marge Shostak's presentation.

The CHAIRMAN. Ms. Shostak, go right ahead.
[Mr. Kumm's written testimony follows:]
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TESTiMONY OF KENNETH A. KUMM, CHAIRMAN OF THE JOINT INDUSTRY GROUP

Mr. Chairman, Members, good morning

I am Kenneth A. Kumm, Manager of Customs and Trade Affairs for the 3M Company,

and Chairman of the Joint Industry Group. The Group is a coalition of

American manufacturers, carriers, retailers, exporters and importers that is

broadly' representative of all elements of the American business community

involved in international trade. Today, the Joint Industry Group is

discussing the issue of Customs users fees on behalf of the following Associa-

tions and members they represent:

1. Air Transport Association of America - a trade and service organization

for the nation's scheduled airlines. The ATA supports and assists member

airlines by promoting aviation safety, advocating industry positions,

conducting designated industrywide programs and assuring public under-

standing of the airlines.

2. American Association of Exporters and Importers - an association of over

1,000 importers and exporters involved in international trade, including

the service industry.

3. American Electronics Association - has 2,700 member companies covering

all elements of the U.S. industrial electronics industry including semi-

conductors, computers, telecommunications, etc..

4. American Retail Federation - an umbrella group representing the 50 state

and 32 national retail associations and through its membership more than

one million establishments throughout the nation.

2
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5. Cigar Association of America - the non-profit, national trade

organization which represents manufacturers, importers and suppliers of

95% of the large cigars sold in the United States.

6. Computer & Business Equipment Manufacturers Association - a trade

association of manufacturers and assemblers of information processing,

business communications products, !upplies and services. It has 38

members with combined sales of over $110 billion and who employ more than

1.2 million people world-wide.

7. Council of American-Flag Ship Operators (CASO) - represents the majority

of the U.S.-Fag liner operators. CASO member companies own and operate

approximately 140 large, modern liner vessels in the international

commerce of the United States.

8. Electronic Industries Association - with more than 1,000 participating

companies, is the full service national trade organization representing

the entire spectrum of companies involved in the manufacturing of elec-

tronic components, parts, systems, and equipment for communication,

industrial, government and consumer end uses.

9. Foreign Trade Association of Southern California - an international

business association of almost 500 members that addresses both import and

export issues.

10. International Hardwood Products Association - is the U.S. group repre-

senting suppliers of tropical forest products. Its membership includes

U.S. importers, overseas producers, exporters, and export associations,

as well as U.S. ocean carriers, customs brokers and manufacturers. It

represents buyers of over 85% of total forest product imports.

3
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11. Motor Vehicle Manufacturers Association - is the trade association for

U.S. car, truck, and bus manufacturers. Its ten member companies produce

more than 99% of all domestically built motor vehicles.

12. National Association of Manufacturers - the oldest national broad-based

trade association with approximately 13,000 members representing over 80%

of the U.S. industrial output and employment.

13. National Association of Photographic Manufacturers - a voluntary trade

association composed of companies large and small, both domestic and non-

domestic. The vast majority of our members engage in exporting and

importing photographic products as a substantial portion of their busi-

- ness.

14. National Council on International Trade Documentation - a non-profit

privately financed organization, dedicated to simplifying and improving

international trade documentation and procedures, including information-

exchanged by paper or electronic methods.

15. National Customs Brokers & Forwarders Association of America - the

national trade association of licensed customs brokers and international

freight forwarders in the United States with 29 affiliated local associa-

tions at major ports throughout the country.

Since there is no specific legislation now before you for consideration, I

propose to discuss Customs users fees in general terms and to draw upon our

understanding of past proposals in this area.

Several factors should be carefully considered before preceding with proposals

in the Customs users fees area.

4
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i. The Proposed Charges Are Not "Users Fees"

The U.S. Customs Service is a tax collection and law enforcement agency. Its

role is analogous to that of the I.R.S. and the F.B.I.; it is hard to see that

Customs' work in processing entries is a "service" to the individual tax

payer. Rather its functions serve the general welfare and the costs should be

borne by the general revenue. Businesses do not use Customs' services, rather

they are subject to them.

The JIG does not oppose Customs' current practice of charging businesses for

special services, such as when they want Customs activities to-be performed

outside regular business hours.

The Group does agree with the General Accounting Office's study of the users

fees concept in the Customs area, (see paragraph II, page 1280, GAO/OOG-85-1

of 2/15/85):

'Although additional users fees could be assessed above the current

level if special services are provided, GAO does not believe there

is merit in assessing users fees for those formalities that are not

voluntary because these formalities protect the nation as a whole."

Ambassador Brock expressed a similar view to the United States Trade Represen-

tative in a July 14, 1982 letter to the Joint Industry Group:

"Specifically, we feel that users fees for Customs Services are

only appropriate when those services are rendered to clearly

identifiable users, rather than in cases where the only identi-

fiable beneficiary is the general public.

5
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"Moreover, since it is understood that Customs users fees are not

broadly applied by other countries, their application by the United

States might well result in our trading partners utilizing them

to the detriment of our exports.0

2. Customs' Duties Exceed Customs' Costs

Some might believe that those with whom a law enforcement or tax collection

agency works should specifically pay the cost; by that token every passing

motorist should pay 15 cents to the school crossing guard. However, it should

be emphasized that the import taxes collected by U.S. Customs already exceed

its costs of operation (including non-commercial operations Such as narcotics

interdiction - which Customs estimates consumes half of its budget) by a

factor of almost 20 to 1.

The issue, so far as the Customs Service's budget is concerned, is not whether

they pay their way but how the U.S. Government keeps its books.

3. The Proposal is Inconsistent with our Obligations Under the General

Agreement on Tariffs and Trade

While Article VIII l(a) of the GATT provides that fees can be collected that

are "limited in amount to the approximate cost of services rendered," this

wording needs to be considered in context rather than in a vacuum. For

example, the phrase continues "and shall not represent an indirect protection

to domestic products." It is hard to see how an increase in the cost of

imports equal to a 5% increase in total duties cannot effectively represent

increased protection; many battles in the Tokyo Round were fought over much

smaller amounts. GATT Article VIII also states that any fees "shall not be

for fiscal purposes." However, the purpose of these fees is, rather

obviously, fiscal.

6
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Further, GATT Article VIII 1(b) states "The contracting parties recognize the

need for reducing the number and diversity of fees and charges referred to in

sub-paragraph (a)." Article VIII 2 provides that "A contracting party should,

upon request by another contracting party or by the CONTRACTING PARTIES,

review the operation of its laws and regulations in the light of the

provisions of this Article."

It is clear that GATT's intent was to accept, on a limited basis, certain

practices pre-existing at the time it was written in 1947, but with the

expectation that these practices be reduced, not expanded.

GATT Article II l(b) states, in part, that imports "shall also be exempt from

all other duties or charges of any kind. .. in excess of those imposed on the

date of this Agreement...." While this is modified by Article II l(c)

which permits "fees or other charges commensurate with the cost of services

rendered," this provision would require determinations:

a) that Customs' tax collection and regulatory activities are

indeed "services rendered," and

b) that the charges are "commensurate with the cost."

Both of these requirements could be difficult to meet.

There is also the likelihood that other countries will consider these fees to

be impairments of concessions made under the various tariff negotiation rounds

conducted since 1947. This could lead to demands for concessions, dispute

settlement actions, etc.

Further, while it is not certain that the United States would be found to be

in violation of the GATT, it can be safely assumed that other countries would

7
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retaliate in one form or another to the detriment of U.S. exports. In

addition, this proposal" would signal a lack of commitment to the GATT at the

very time the United States is trying to strengthen it.

Canada, Mexico, the United Kingdom, Germany and Japan are certainly among our

most important trading partners, and they do not collect such users fees.

4. Inconsistency With Lon<gstanding United States Trade Policy

The United States has been the leader in recent years in securing the

elimination of similar charges in several other countries and there are

apparently few countries that still use them. It would be anachronistic for

the United States to reverse its position, not simply because of the likely

direct reaction, but because of the overall trade policy message it would

convey. This could be particularly important at a time when the United States

is trying to use the GATT Ministerial Meeting this November as the basis for

future strengthening of the world trading system and when many other GATT

members already have more protectionist views.

5. The Proposal Would Raise Significantly Less New Revenues than

the Amount of the Charges

Except in unusual economic circumstances, these fees woild not be borne by

foreign sellers. Rather, they would either be absorbed by American importers

or in turn passed on to American consumers. Where carried by business they

would reduce profits (thereby reducing corporate income taxes); where carried

by individual consumers, they would reduce purchasing power thereby reducing

economic activity and consequently both corporate and individual tax

collections. While we have no exact figures, an educated guess puts this loss

at about 35% of the anticipated income.

8
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In addition, Customs will face a considerable increase in costs to collect

these users fees, especially on entries that are 'duty free.* Again, exact

costs are not available to us, but if it should average $5 per entry, another

5% would be lost. Similar *leakage" would oceur with the other fees, such as

those on travelers.

6. It is Probably Impossible to Make the Fees Equitable

and Non-Discrimina tory

If the fees are based upon the average cost of entry processing by Customs,

the impact will fall very heavily on low value imports, and could often make

these imports prohibitively expensive. On the other hand, if they are based

on a sliding scale, larger value/volume imports will bear a disproportionate

share of the cost (since entry processing costs are not necessarily related to

the size of the entry) which represents a subsidization of small shipments by

large ones (however, not necessarily of small business by large ones), which

would result in misallocations of resources. If they were based upon

complexity this would create other distortions. For example, "Item 807"

entries are often complex for Customs to process; this would indicate the need

for a high fee, however high charges could discourage use of U.S. origin com-

ponents in these products. The downstream effect would be to encourage their

replace nent with foreign made components - which would be entirely counter-

productive to the interest of the United States.

The 1982 proposal apparently envisioned that anti-smuggling and narcotics

interdiction costs would be included in these "users fees." In effect, the

honest travelers and importers - not the general revenue or the smuggler -

would pay these costs. This is not only inequitable, but also reemphasizes

that these additional taxes are not "users fees."

9
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7. They Would Discourage Customs' Productivity Efforts

The US. Customs Service, with its long and honorable traditions, is

nevertheless hampered by procedures that reflect its status as the oldest

agency in the Executive Branch. It has in recent years been responding very

positively to the pressures of budget restraint to modernize its operations

It should be encouraged to maintain these laudable efforts. However, it is

hard to see how putting its operations on a cost plus" basis could do

anything but hamper these efforts to strengthen efficiency and productivity.

Indeed, if what occurred with bonded warehouses were to be repeated -more

broadly, we can expect a rapid escalation in these fees over a short period of

time. (Indeed unofficial reports suggest that the proposed fees have already

increased 50% since the issue was last considered three years ago.)

8. The Congressional and OMB Budget Authorization Process Provide

Essential Functions Whose Effectiveness Could Be Impaired

At a time when national resource allocation in terms of the Federal Budget is

becoming essential, the procedures used by both the Congress and the

Administration to ensure that resources are not wasted are critically

important. It is, therefore, necessary that a proposal not be implemented

that removes an agency from scrutiny during such procedures.

This issue is also important so far as Customs is concerned from a different

perspective. Customs as an agency is increasingly involved in law

enforcement, para-military and intelligence operations. Our Nation's history

has long ago proven that such activities, necessary as they are, become

abusive and counterproductive if not subject to review and control. One of

the most. important ways on which this is achieved is through control of the

purse strings - which could be ,Jlts.hrough a porlyconceived "users fees"

system.

10
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9. The Real Solutions

Certainly the Customs Service has inadequate resources to meet its

responsibilities and the Group sympathizes with its needs in this direction.

As discussed, however, this so-called "users fees" approach appears

inappropriate. The Group respectfully suggests that there are alternatives

that are much more suitable.

A. Customs is already taking commendable steps to improve its productivity,

such as the Automated Brokerage Interface system. However, at times its

proposals appe.,r to be developed in a political vacuum and are not effectively

implemented because of the reactions, and sometimes overactions, that result.

The Group suggests that the existing efforts could be further strengthened by

closer work with the private sector to develop approaches that are recognized

as mutually bereficial.

B. As Customs has often noted, it enforces about 400 laws for roughly 40

different Federal agencies. However, it does not appear to be adequately re-

imbursed for the cost of these services by those who are the real

beneficiaries of them. In an economic sense, this should be done. For

example, one major responsibility of the Service is gathering statistics on

international trade for the Bureau of the Census. It would seem that Census

could determine the timeliness and method of collection of these statistics.

If the Bureau were charged by Customs for the cost of this effort, Census

would have a stronger voice in insuring their accuracy. In this way, the

costs would be borre by the real parties at interest - those that want the

statistics.

Similar re-imbursements should also be made for the true costs of the work

done by Customs for other agencies.

11
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Narcotics interdiction should be funded as a separate and specific line item.

As it has in the past, the Group stands ready to work with iCutomon

productivity enhancement projects. Indeed it has made specific proposals,

such as a Periodic Entry System for handling Customs entry's paperwork in a

reasonably modern manner, rather than on the individual shipment basis that

has been used for two centuries. Countries such as Germany and the United

Kingdom long ago moved to more modern systems.

Thank you very much for providing the Group with the opportunity to express

these views to you today. We would be glad to clarify our ideas and

suggestions if and when there is a specific legislative proposal that you

decide to address; obviously this is an area that should only be acted upon

with great care and consideration. I would be most happy to answer any

questions that you may have.

STATEMENT OF MARJORIES SHOSTAK, MEMBER, BOARD OF DI-
RECTORS, AMERICAN ASSOCIATION OF EXPORTERS IMPORT-
ERS, LOS ANGELES, CA
Mr. SHOSTAK. Thank you very much for the opportunity to

appear.
Mr. Chairman and members -of the committee, my name is Mar-

jorie M. Shostak. I am the senior member of the Los Angeles head-
quartered Customs and International Trade law firm of Stein,
Shostak, Shostak & O'Hara. I appear today as a director of the
Am.rican Association of Exporters Impo-t ,rs [AAEI], and as chair-
man of its southern California unit. Our association appreciates
very much this opportunity to appear and express on behalf of our
over 1,000 member firms opposition to the proposal for imposition
of Customs users fees.

The proposal to assess fees for the filing of entries is in effect an
added tax for the privilege of paying Customs duties required by
law, equivalent to requiring the payment of fees to the IRS for
complying with the requirements of the law for filing and paying
income tax.

It also is discriminatory in that proportionately higher burdens
would be imposed on small users. As pointed out in the Grace Com-
mission report of the task force on user charges, such fees are ap-
propriate when collected from recipients of Government goods,
services, and other benefits not shared by the general public, and
which provide a specific benefit to an identifiable recipient.

In the case of the Customs clearance of imported merchandise
and collection of customs duty, it is the obligation of the Customs
Service to the public to carry out these functions, including inspec-
tion of imported merchandise, and showing the correct amount of
duties is deposited, and that quotas are not exceeded, and that all
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required documents are filed. These are functions required by law
to be carried out by the Customs Service for the general welfare as
well as to protect domestic industries, and not for the benefit of
those who would be required to pay it.

So, we ask that these be taken into consideration by the commit-
tee. And I have also been requested by the Los Angeles area Cham-
ber of Commerce and the Foreign Trade Association of Southern
California to advise the committee that they share the views ex-
pressed by the Joint Industry Group and the AAEI in its written
statement, which we ask be included in the rec(.rd.

The CHAIRMAN. It will be in the record. Thank you.
Mr. Landry.
[Ms. Shostak's written testimony follows:]
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TESTIMONY OF MARJORIE M. SHOSTAK ON BEHALF OF THE AMERICAN AssoCIATION OF
EXPORTERS & IMPORTERS

Mr. Chairman, members of the Committee. I am Marjorie M.

Shostak, senior member in the Los Angeles head-quartered Customs

law firm of Stein Shostak Shostak & O'Hara. I appear before you

today in my capacity as a Director of the American Association

of Exporters and Importers (AAEI), and Chair Person of its Southern

California Unit.

The Association's membership of over 1,000 firms are engaged

in every aspect of international trade. The products imported and

exported by AAEI member companies include chemicals, electronics,

textiles and apparel, machinery, footwear, foods, automobiles, and

toys. AAEI members also include many companies which serve the

international trade community, such as-custom house brokers, freight

forwarders, banks, attorneys and insurance carriers.

We appreciate the opportunity to present on behalf of AAEI's

membership the Association's views in opposition to proposals In

the President's Budget for impositions of user fees by the U.S.

Customs Service on a broad range of functions.

The U.S. Customs Service is a tax collection agency. Its

functions also include regulation of trade. In its collection

capacity, its role is analagous to the role of the Internal Revenue

Service in collecting income taxes. To impose a "user fee" for the

privilege of paying the customs duties required to be deposited as

a condition of entry of imported merchandise is analagous to charging

a taxpayer a fee for compliance with the laws requiring the filing of

income tax returns and the payment of income taxes.

The customs clearance of imported merchandise, inspection of

merchandise, assessment of duty, and determination that the goods

are not prohibited from importation by law or regulation, is not- a

"service" to the importer/taxpayer. It is an obligation of the

Customs Service to the public to carry out these functions and to

insure that the correct amounts of customs duty are deposited, and

that no laws are violated by the importations. These functions are

no more a "service" to the importer than is the processing of an

income tax return and the collection of the income tax payable. In
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each case, the function is a requirement of the law, carried out by

a government agency for the general welfare. As such, the cost of

this operation should be borne by the general revenue and not by

the taxpayer. In each case, it is not a desired service, but a

requirement from which the taxpayer receives no benefit.

The fees are said to be Aesigned to recover the Customs Service

cost of collection and services. It should be emphasized, however,

that the Customs duties collected by the U.S. Customs Service far

exceed the costs of its collection/inspection functions by a ratio

of 20 to 1.

Implementation by the United States of a system of imposing

fees for all or most of its functions, would be perceived by our

trading partners as an increase in duties, fees and assessments and

a move toward greater protectionism. Our members are concerned

that other countries would retaliate by imposing similar fees on

U.S. exports. It is also a matter of concern that the proposed

user fee charges are incompatible with the rules of the General

Agreement on Tariffs and Trade, which requires that fees in connection

with imports "shall be limited in amount to the approximate cost of

services rendered and shall not represent an indirect protection

to domestic products or a taxation of imports or exports for fiscal

purposes."

Further, the proposal to impose user fees on imports is not

consistent with the objective of Article VIII(b) of the GATT, that

the contracting parties recognize the need for reducing the number

and diversity of fees and charges. In addition, imposition of fees

will add to the cost of imports, and would be inflationary. Such

fees would not raise net revenues significantly, because the payment

of fees on imports would constitute a deductible business expense

which would reduce profits and result in lower taxes on net earned

income.

The imposition of such user fees was not recommended by the

President's Private Sector Survey on Cost Control. In the Report

of the Task Force on User Charges, the Grace Commission pointed out
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(at page 196) that Customs passenger processing and requirements

for the formal and informal entry of merchandise are for the benefit

of society as a whole. These functions protect the revenue, deter

smuggling and the importation of contraband, and are necessary to

enforce the laws. As further stated therin, the formal and informal

entry of goods and entry by mail are services that support the

general economy and for which a fee -- the duty on goods or postage --

has already been paid. In addition, these functions are carried

out as a protection for domestic industry.

For all of the foregoing reasons, we wish to register the

objection of our nationwide membership to the concept of imposing

user fees on the functions of a revenue producing agency, and urge

that these proposals be rejected.

STATEMENT OF JAMES LANDRY, SENIOR VICE PRESIDENT AND
GENERAL COUNSEL, AIR TRANSPORT ASSOCIATION, WASHING-
TON, DC
Mr. LANDRY. Thank you, Mr. Chairman.
My name is James E. Landry. I am senior vice president and

general counsel for the Air Transport Association of America,
which represents most of the scheduled airlines of the United
States. Seventeen of our member airlines provide regularly sched-
uled air service between the United States and more than 70 coun-
tries.

In light of the time constraints, I will confine my comments to
three basic questions, which we urge the committee to consider in
weighing the proposals for so-called user fees for the inspections
performed by the Customs Service.

The questions and, in our view, the answers are the same wheth-
er you are considering the bill which has been proposed in the
name of deficit reduction or the administration bill espoused by the
Deputy Commissioner of Customs in his appearance here this
morning.

First, should user fees be imposed for services that primarily
benefit the public at large? We think, as the GAO concluded earli-
er this year and as indeed the President stated in his 1983 budget
message, that the answer is a resounding No.

Second; should user fees be assessed for services which the user
is compelled by statute to use? Again, as would be the case if the
Internal Revenue Service imposed a fee on a citizen for filing his
income tax return, we believe that the answer has to be "No."

And third, should user fees be assessed which are in violation of,
or inconsistent with treaties or other international agreements,
and which will prompt costly retaliatory actions by governments
around the world? As the prospective targets of those retaliatory
actions, we firmly believe the answer is "No."
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In short, the proposed so-called users fees, which are in reality a
tax, pure and simple, fail on all three of the critical counts I have
outlined. We urge this committee to reach the same conclusion.

We believe that, working with you and the Customs Service, we
can find alternative approaches to accomplishing the missions of
the Federal inspection services without further burdening the
budget.

Thank you, Mr. Chairman.
The CHAIRMAN. I have no difficulty understandingyour position.

[Laughter.]
Mr. St. John.
[Mr. Landry's written testimony follows:]



179

STATEMENT

OF

JAMES E. LANDRY

SENIOR VICE PRESIDENT AND GENERAL COUNSEL

THE AIR TRANSPORT ASSOCIATION OF AMERICA

My name is James E. Landry. I am Senior Vice President and

General Counsel for the Air Transport Association of America,

which represents most of the scheduled airlines of the United

States. Seventeen of our member airlines provide regularly

scheduled air service between the United States and more than

70 countries.

We appreciate the opportunity to testify on the general

user fee concept in the context of these hearings on deficit

reduction. We hope we will be permitted to present our views

on specific user fee bills when they are before the Committee,

but prior to mark up. Today, we will comment on the issues

raised by the imposition of user fees as a general concept and

also with immediate specificity to the proposal that such fees

be imposed by the U.S. Customs Service.

We believe that user fees are singularly inappropriate for

application to federal inspection agencies, such as the U.S.

Customs Service. However, we are also concerned about

budgetary constraints placed on the Customs Service as

reflected in the Administration's current and past budgets.

Today, the airlines pay the bill for the operation. maintenance

and rentals of United States Customs facilities at airports, as
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well as other aspects of the inspection process, such as

inspector overtime. Indeed, at the several preclearance

locations in Canada, Bermuda and the Bahamas, the airlines also

pay for the customs inspectors' housing, duty-post and

educational allowances, plus home leave and associated

transportation costs, together with equipment, supplies and

administrative costs, and the costs of supervising the

preclearance installation. The total annual cost of these

airline expenditures for the conduct of the U.S. Customs

mission at airport locations at home and abroad is

approximately $67 million.

Our concern for Customs' budgeting constraints, however,

does not lead us to conclude that user fees are either a

necessary or proper solution. There are other better, more

cost effective, and more equitable ways to address the problem

of Customs resource adequacy. We are prepared to work with the

Committee to explore alternative ways to assure the adequacy of

federal inspection services without further burdening the

budget.

I. THE ISSUES RAISED BY THE GENERAL CONCEPT

OF USER FEES FOR GOVERNMENTAL SERVICES

The airline industry endorses the view, stated by the

President, that: "In cases where the general public is the

recipient of the benefits of a Federal program, rather than a

clearly identified group, users fees will not be imposed."-/

Isee statement from the President's FY 1983 Budget
Message.
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Or, as stated more recently, in a February 1985 report with

specific regard to the U.S. Customs Service: "GAO does not

believe there is merit in assessing user fees for the

formalities that are not voluntary because these formalities

protect the nation as a whole." 2/

From the airline industry perspective, there are three

fundamental questions which warrant extensive inquiry with

respect to Administration user fee initiatives recommended by

the First Concurrent Resolution on the Budget for FY 1986:

• What will be the standard for determining whether a

particular government service should be paid for by the

imposition of a user fee;

* What role is the payor of the user fee to have in

determining how, when, and where the service is

performed; and

• How will the fee be calculated and collected?

I would like to make several observations with respect to

these questions, and suggest a possible approach for answering

them.

/Comptroller General, Compendium of GAO's Views of the
Cost Saving ProPOsals of the Grace Commission, GAO/OGC 85-1.
February 19. 1985.
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A. The Standard for Determining Whether a User Fee is Prouer

User fees should not be code words for double taxation.

Through taxes, all U.S. citizens have already paid for services

provided by our government. They should not be forced to pay

once again for the same services, unless they receive special

benefits above and beyond those accruing to the public at

large. Another way of saying this, as concluded by the General

Accounting Office, is that no user fee should be assessed for a

service that primarily benefits the general public. For

example, a taxpayer should not have to pay the Internal Revenue

Service for processing his or her tax return, nor should a

traveler entering or returning to the United States have to pay

a U.S. Customs official for collecting duties owed by the

traveler.

It is also inappropriate for a person, or an airline, to

pay for a service it is compelled by statute to accept. For

example, public interest benefits derive from the statutory

requirements which force airlines and others to undergo a

government inspection service. These occasions are not proper

for the imposition of user fees. It follows then, a fee should

not be charged when the government service primarily benefits

the public at large, or when the service performed is a result

of a statutory obligation.

A third instance when a charge should not be assessed

involves foreign relations. Thus, a fee should not be charged

when to do so would be inconsistent with international treaties

or agreements, or when it would be likely to result in
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retaliatory action by a foreign government. In this regard, a

standard clause in most U.S. bilateral aviation agreements

stipulates that neither country will assess air carriers

*inspection fees (or] any other charge or tax" in connection

with the provision of agreed-upon air transport services.

Similarly, Article 24 of the International Convention on Civil

Aviation (Chicago. 1944) requires that contracting parties

admit aircraftat on a flight to, from or across the territory

of another contracting State" temporarily free of duty. As a

treaty to which the United States is a party, the "Chicago

Convention" is, of course, the law of the land. Several years

ago, despite these provisions, the U.S. Customs Service

proposed to exact user fees on arriving aircraft, until

protests by the State Department and many foreign governments

gave Customs cause for reconsideration. Wisely, Customs

subsequently withdrew its proposal for, as the State Department

noted, the imposition of user fees for services involving

international air transportation could cause significant

adverse consequences. The Deputy Assistant Secretary of State

said, in this connection, that user fees can:

"set a precedent which would undoubtedly be followed by

many other countries. Some of these nations could apply

such charges to imports as well as aircraft. These charges

could be used as a trade barrier. The potential

inconvenience and cost to U.S. citizens, exporters and air

carriers . . . would indeed be high."-31

i/See attached July 23, 1982 Department of State Letter.
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To summarize, any standard for determining the

appropriateness of a user fee must be consistent with our

international obligations, and should not invite retaliation.

B. The Role of the Payor

When persons and industries are properly required to pay

for a service, they should have a voice in how, when, and where

that government service is to be provided. The cry of "no

taxation without representation' is as valid today as when

first uttered. When a government agency has a monopoly on the

service provided, Congress is obliged to establish some form of

countervailing input by the consumer of a mandatory government

service.

To do this, Congress should then require the agency to

establish a formal advisory committee under the provisions of

the Federal Advisory Committee Act. Such an advisory committee

would make appropriate recommendations on the how, when, and

where of user fee charges and the agency should be required to

give substantial deference to the recommendations of this

committee.

In any event, if Customs "user fees" are mandated

notwithstanding their inappropriateness, the Customs Service

must be urged to process Incoming passengers and cargo in an

expeditious manner. Any such legislative language should

specifically reflect that a reasonable standard to strive for

in the processing of-passengers on arriving flights is an

average of 45 minutes. A similarly appropriate standard should

be established for the processing of incoming cargo.
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C. The calculation and Collection of the Fee

Congress should set up standards for the calculation and

collection of a user fee, requiring the government agency

concerned to make a full public disclosure of how those

standards are applied. Under no circumstances should an

additional fee be assessed to cover the administrative costs of

collecting the basic fee. That is, no general administrative

or overhead charges should be added to a user charge fee. In

fact, consideration should be given to providing for "volume

discounts" and other incentives in return for efficient

ordering of services by users. When and where appropriate, a

government agency should be permitted to contract out services

which can be provided more efficiently by a private party.

This is what the U.S. Public Health Service does today when

medical service is needed at airports of entry. Finally, the

collection of the user fee must not be done in such a fashion

as to impede or delay the inspection process itself.

D. Existina Fees

All existing user fees should be sunset after a two-year

transition period, so that fees under the new standard cin be

implemented. Unlike current user fees which are deposited in

the Treasury General Fund, new fees should be remitted directly

to the agency imposing the fees so that services provided can

be performed on a self-sustaining basis.
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Z. Conaressional Oversight

Although the Supreme Court has invalidated the legislative

veto approach to Congressional oversight of government agency

activities, the Court is not adverse to statutes requiring

agencies to delay implementation of regulations for a

reasonable period of time during which Congress can consider

remedial legislation. Imposition of a widespread system of

user fees would result in a radical change in the traditional

ways of conducting business. Therefore.-it would behoove

Congress to require a government agency to delay implementation

of any new user fee regulations for a minimum period of six

months after tendering the regulations to appropriate

Congressional oversight committees.

II. THE PROPOSAL FOR CUSTOMS SERVICE USER FEES

As noted before, the Air Transport Association strongly

opposes the concept of user fees in connection with services

provide , the several United States inspection agencies,

namely, the U.S. Customs Service. Immigration and

Naturalization Service, Animal and Plant Health Inspection

Service and the Public Health Service. In our viaw, the U.S.

Customs Service, which brings in over $20 in revenue for each

dollar it spends, represents the most egregious example of the

inappropriateness of such fees. Aside from the fact that the

Customs Service is the second greatest revenue-generating

agency of our government, its services are solely designed to

benefit and protect the general public and national welfare.
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Should a victim pay a user fee when a policeman catches a

purse-snatcher? Should a taxpayer reimburse the Internal

Revenue Service for processing a tax return? Surely the answer

is no in both cases and the answer also should be no in the

case of Customs' mandatory inspection services.

The airlines fully recognize, as good corporate citizens,

the need for services for the public good by the inspection

agencies, even though such services are by definition an -

impediment to the free conduct of airline operations. But,

that is why citizens pay taxes, and why "user fees" are by

definition inappropriate when services rendered are for the

benefit of the general public.

The services provided by the federal inspection agencies

are designed to achieve Congressionally mandated public policy

goals such as preventing entry of illegal drugs and other

products, inadmissible aliens, or prohibited plants and

animals; enforcing tariffs to protect American labor from

destructive competition and discrimination; and collecting

duties and taxes on imported merchandise.

The airlines do not derive any special benefit from these

services. The services were not instituted at the request of

the airlines. They were not developed to enrich or promote the

airline industry. In a more perfect world, such services would

not be required at all, and the airlines could engage freely in

the business of air transportation without having to cope with

the impediments and delays caused by the inspection process.

In our view, these are precisely the kind of services which
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benefit primarily the general public, which the President has

said will not be the subject of user fees.

The Customs Service fees proposed by the First Concurrent

Resolution on the Budget for FY 1986 contravene the obligations

assumed by the United States under the General Agreement for

Tariffs and Trade (GATT). The United States is committed under

GATT to limit fees in connection with imports and exports "to

the approximate cost of the services rendered" and to refrain

from utilizing such fees for "fiscal purposes" and from

increasing "the number and diversity of fees". As previously

emphasized by the Department of State in its letter attached to

this statement, user fees also would be inconsistent with the

Chicago Convention, the cornerstone treaty underlying all

international civil aviation operations.

User fees also are in contravention of the provisions of

Annex 9 to the Chicago Convention on International Aviation.

An obligatory International Standard therein (par. 6. 55)

provides that "[C]ontracting states shall provide sufficient

services of the public authorities concerned without charge to

operators during working hours by those authorities" (Emphasis

added). The United States was the driving force behind the

creation of the International Civil Aviation Organization

(ICAO) in 1944. and is a preeminent supporter of that body

today -- as reflected by its on-going assessment of 25 percent

of the budget -- and must notify ICAO of any differences from
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its International Standards, such as the one just cited.i/

As the result of any user fee legislation, the Unite! States

would be required to file a difference with ICAO. Ono can be

sure that prompt, widespread and costly retaliatory action

would result.

111. ALTERNATIVE APPROACHES TO ASSURE THE ADEQUACY
OF FEDERAL INSPECTION SERVICES FOR INTERNATIONAL

AIR TRAFFIC

As we noted previously, the airlines are acutely aware of

the budgetary constraints under which the Customs Service has

consistently labored over the past years. Such constraints

have been imposed notwithstanding Customs' annual revenue

collections of over $13 billion, and its administration and

enforcement of some 400 laws of over 40 other federal

agencies. Its often inadequate inspector staffing at our

gateway airports strains to cope with the congestion created by

the ever-growing stream of international air travelers and

goods. Over the years. we have joined with others in the

private sector in urging realistic Customs Service funding by

the Appropriations and Authorization Committees of the Congress.

I/Article 38 of the Chicago Convention reads as follows:
"Any State which finds it impracticable to comply in all
respects with any such international standard or procedure, or
to bring its own regulations or practices into full accord with
any international standard or procedure after amendment of the
latter, or which deems it necessary to adopt regulations or
practices differing in any particular respect from those
established by an international standard, shall give immediate
notification to the International Civil Aviation Organization
of the differences between its own practice and that
established by the international standard .... ',

58-303 0 - 86 - 7
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However, we recognize that the U.S. deficit requires U.S.

spending cuts from which the Customs Service cannot be

excepted. Therefore, we have assembled a team of air industry

experts from the facilitation, legal, cargo and government

affairs fields, with a high priority task of exploring and

recommending alternative approaches to accomplish the missions

of the federal inspection services without further burdening

the budget. We ask this Committee and the Congress to allow us

to work with you and the U.S. Customs Service to this end. The

U.S. Customs Service user fee proposal must be rejected. It is

an inappropriate measure which will only result in costly

retaliatory measures by other countries. There are other ways

to solve the problem. Working together, we will find them.
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Attachment

APARTMENT Of STATE

W OM9 .. C. 20sm

July 23, 1982
The Honorable

William von Raab,
Commissioner of Customs,

U.S. Customs Service.

Dear Mr. Comissioner:

The Department of'State submits herewith its comments on
the Customs notice of proposed regulation amendment. This pro-
posed amendment would establish a schedule of fees which
Customs would charge for the clearance *f aircraft engaged in
international commerce. The lvol *L'gees would be based on
the-cost to the Customs Service of pskforming this function.

After careful review, the Department has concluded that
such fees would be inconsistent with international treaties and
bilateral aviation agreements to which the United States is a
party. Furthermore, implemntation of this proposal would
encourage other nations to. impose such charges on U.S.
international airlines.

Article 24 of the International Convention on Civil
Avia.lon (Chicago, 1944) requires that contracting parties
admit aircraft engaged in international flights temporarily
free of duty. in addition, this article .exempts fuel,
lubricating oils, spare parts, 'regular equipment and air-
craft stores on board such an aircraft from customs duty,
inspection fees or similar national or local duties and
charges. The purpose of this article is to assure that
aircraft engaged in international flights would not be
subject to import duties or customs fees in individual
countries. The fees proposed would not be consistent with
.this exemption principle.

Bilatexal aviation agreements between the United States
and foreign countries contain provisions exempting aircraft
of the parties from customs inspection fees. Although the
language of these provisions varies, the intent is the same.
For example, Article 8 of the U.S. Air Services Agreement
with Italy stipulates that: "Aircraft of carriers designated
by either Contracting Party, which are engaged in air
transport services provided for in the present agreement,
shall be permitted to enter and depart from the territories
of the other Contracting Party without payment of customs
duties, inspection fees and any other charge or tax."

Other air transport agreements, such as that between the
United States and Thailand, require that aircraft be exempt
from fees and charges on a reciprocal basis. Thus, should the
United States impose such fees, these countries would almost
certainly do so.

A substantial number of our aviation agreements require
that airlines of the other nation be accorded treatment no less
favorable than that accorded national carriers or those of the
Most favored nation.0 Thus, if any nation is exempted from
these fees, these nations would be exempt,
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Finally, there are numerous aviation agreements requiring
that the nations involved accord one another *national treat-
ment." If for any reason U.S. carriers were exempted from the
customs fees, carriers of these nations would also be exempt.

Clearly, the customs fees proposed would be inconsistent
with U.S. obligations under many of our bilateral aviation
agreements. Moreover, exempting the foreign airlines affected
would mean discrimination against those airlines, U.S. or
foreign, which were not exempt. Whichever horn of this
dilemma were chosen, the result would be to spend limited U.S.
resources in acrimonious consultations and even costly
arbitration -with our aviation partners. The governments of
Canada and the Federal Republic of Germany have already filed
written objections to the proposed amendment.

In addition, the proposed customs fees do not appear to be
consistent with U.S. obligations under the U.S.-Canada Agree-
ment on Preclearance. Article VII(b) of this agreement states
that "the inspecting party shall be responsible for the normal
cost of its inspection personnel." The Customs fee proposal
would, in effect, shift the cost of U.S. customs preclearing
aircraft in Canada from the United States (as the inspecting
party) to the air carrier participants in preclearance.

There remains the problem of precedent and retaliation.
At present,-very few nations in the world impose any form of
customs fees. Nations with such charges usually apply them
only to dutiable imports. Airlines are not charged such ftes
in any major nation. The United States, by initiating the
proposed custom fed policy, would set a precedent which would
undoubtedly be followed by many other countries. Some of
these nations could apply such charges to imports as well as
aircraft. These charges could be used as a trade barrier.
The potential inconvenience and cost to U.S. citizens,
exporters and air carriers of the implementation of this
notice would indeed be high.

Xn contrast, the U.S. has been working over the last
several years to convince others of the need to establish
an international framework which liberalizes trade in
services. The imposition of the fees proposed here would
run counter to that major trade policy initiative, which
has broad support in the Executive and Legislative
branches of the United States Government.

Therefore, for the reasons set forth above, the
Department of State believes that Customs should not
implement the proposed'regulations on customs fees.

Sincerely,

Matthew V. Scocozza
Deputy Assistant Secretary for

Transportation and Telecommunications
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STATEMENT OF WILLIAM ST. JOHN, PRESIDENT, NATIONAL CUS-
TOMS BROKERS & FORWARDERS ASSOCIATION OF AMERICA,
NEW ORLEANS, LA
Mr. ST. JOHN. Mr. Chairman, thank you for the opportunity to

testify before your committee today.
I appear today as president of the National Customs Brokers &

Forwarders Association of America. We represent approximately
30 regional organizations around the country that represent bro-
kers.

We customs brokers provide the interface between the U.S. Cus-
toms Service and the importing community in the collection of
data, preparation of documents, meeting the laws, and collecting
the duties that are paid over to the Customs.

We have grave reservations about the user-fee scheme promoted
by OMB and Customs and must state our unequivocal opposition to
the Customs user fees. Calling these charges user fees is a misno-
mer that is deceptive, and it needs correction.

User fees were conceived as charges for special government serv-
ices, voluntarily requested, and resulting in a particular benefit to
an entity. Certainly, the filing of documentation and payment of
duty in order to meet law requirements is in nio sense voluntary,
nor does it result in a benefit specifically to the importer. Such
service is beneficial to the U.S. population, in that it results in the
generation of revenues.

Customs framed its request around the funding for competent, ef-
ficient enforcement of the law-something the public should expect
without forcing a small segment of the trade community to pay
extra for.

The so-called user fee is simply a tax. OMB and Customs have
offered this charge for one purpose alone, to raise revenues. This is
envisioned by its designers as an opportunity to make a contribu-
tioh to deficit reduction. Why isn't the user fee called a duty or
called a tax? First, the administration is committed to no new tax-
ation, and the semantics of user fee avoids that conflict.

Second, as a tax it would violate GATT.
And, this tax in inflationary, in that the user fee adds to the

final cost of the product. As part of costs, this tax receives its share
of markup for overhead and profit throughout the pipeline to the
consumer. Thus, the public will not only pay for the direct cost of
Customs but also will be paying for the added markup caused by
the assessment.

The burden of this tax is inequitable. While the tax is posed as a
means of underwriting the actual cost of operating the Customs
Service, there is no relationship between these fees and actual cost
of service. For example, the border ports' processing has signifi-
cantly lower costs than the processing at seaports.

However, under the scenario offered by Custom user fees would
be equal in each case.

Finally, the tax discriminates against small business which, lim-
ited by capital, will have smaller quantities in their importation.
Firms better capitalized, on the other hand, can change their distri-
bution in transport. in such a way as to minimize the assessment.
In-bond shipments, which have appreciably lower demand on Cus-
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toms, are taxed more than their fair share under the Customs pro-
posed-fee schedule, and this of course is at the expense of inland
ports and the commerce of these cities.

Furthermore, it results in product discrimination. For example,
raw products or products imported in large quantities for transac-
tion, such as vessel loads of oil, will be assessed on the same basis
as a container load of nails or possibly a pallet of chemicals. The
inconsistencies continue, and we conclude that it is probably impos-
sible to make the fees equitable and nondiscriminatory.

We therefore urge the committee to reject the idea of users fees
on Customs activity.

Thank you.
The CHAIRMAN. Thank you.
Mr. O'Connor.
[Mr. St. John's written testimony follows:]
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STATEMENT BY

WILLIAM ST. JOHN, JR.

NATIONAL CUSTOMS BROKERS & FORWARDERS

ASSOCIATION OF AMERICA, INC.

Mr. Chairman: Thank you for the opportunity to testify before your commit-

tee. I appear today as President of the NCBFAA, a nationwide organization

of licensed Customs Brokers and Freight Forwarders, including 29 affiliated

regional associations.

Customs brokers provide the interface between the importing community

and the Customs Service, establishing the necessary supporting documen-

tation, ensuring that all necessary federal laws are observed, collecting

duties in the correct amounts from the importers and then passing these

funds to the Customs authorities. It is clear that customs brokers will

have a fundamental and substantial part in the implementation of any

Customs Service user fee scheme enacted by the Congress. We have grave

reservations about the user fee scheme being promoted by OMB and Customs

and must state our unequivocal opposition to Customs user fees at this

time.

First, these charges are being packaged to the public and the Congress as

User fees, a misnomer that is deceptive and bears correction. User fees

were conceived as charges for special government services voluntarily

requested and resulting in a particular benefit flowing to an entity. The

filing of documentation and payment of duties is not in any sense voluntary

nor does it result in a benefit to the importer. It is a service that

inures to the general welfare of the balance of the population of the

United States - the generation of revenues. It Is the public benefitting
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from the Customs Service that generally pays for revenue collection and

that is why funding for Customs has always come through general revenues.

For Customs to seek these fees is comparable to the I.R.S. levying a fee on

each individual taxpayer for the privilege of filing his income tax form

every year. This is not to say that there may not be special circumstances

where Customs may provide extra service to suit the convenience of an

importer and should therefore appropriately seek compensation. Here,

however, Customs has framed its request around funding for competent, effi-

cient enforcement of the law - something the public should expect, not

force a small segment of the trading community to pay extra for.

Indeed, this is not a "user fee". It is, quite simply, a tax. OMB and

Customs have offered this charge for one purpose alone: to raise revenues.

Faced with a massive budget deficit, its architects see an opportunity to

make a contribution to deficit reduction. But why not admit it? Why not

call it a duty or a tax? First, the Administration has foresworn any tax

increase and the semantics of "user fee" avoid that conflict. And, second,

if it were admitted to be a tax, it would most assuredly run afoul of the

GATT. In today's testimony, the Joint Industry Group, to which NCBFAA

belongs, will comment more fully on our view that this proposal would

violate the GATT in any event. Suffice it to say that: OA rose by any

other name Is still a rose." This is a tax.

Underlying this proposal too is the suggestion that Customs duties do not

pay for themselves and that therefore there Is an extraordinary need to
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supplement our duty revenues to help pay for those costs. In May, the

House Subcomittee on Trade heard Customs discuss the question of addi-

tional staffing and admit that there is a 20 to 1 return for every dollar

that is spent in this area. That is, for each dollar spent on a Customs

agent, clerk or import specialist, the Treasury sees a $20 return through

duty collections. To suggest now that a special tax (or "user feeh) must

be charged to Justify the cost of collecting duties is contrary to the

facts and to their statements on the record to Congress.

For a moment, however, let us take a look at the impact of these so-called

user fees. They will not fall on the backs of the foreign nations or manu-

facturers. The burden will be borne fully by importers, brokers and ulti-

mately the consuming public. The assessment of this tax is in fact

inflationary in that the fees will add to the final cost of the product.

As part of the cost, this tax will receive the markup for overhead and pro-

fit not only by the importer, but throughout the pipeline to the consumer.

So the public will not only pay for the direct cost of Customs, but also

the added markup caused by the assessment.

And, the burden will be inequitable. While this tax is posed as a means of

underwriting the actual costs of operating customs services, there is no

relationship between these fees and the actual cost of service. The cost

of Customs processing at border states is significantly lower than at

seaports. (Broker fees reflect that and are currently almost 1/4 that at

the seaports.) User fees would be equal however under the scenario offered
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by Customs. -The tax is discriminatory against small businesses which,

limited by capital, out of necessity have smaller quantities in their

importation. Firms better capitalized, on the other hand, can change their

distribution and transport in such a way as to minimize this assessment.

In-bond shipments, which have appreciably lower demands on Customs, are

taxed more than their share under Customs' proposed fee schedule, at the

expense of the inland ports and the commerce of those cities. Addi-

tionally, it results in product discrimination: raw products or products

imported in large quantities, per transaction, such as vessel loads of oil,

will be assessed on the same basis as a container load of nails or possibly

a pallet of chemicals. The inconsistencies continue and we are led to the

same conclusion as the Joint Industry Group: it is probably impossible to

make the fees equitable and non-discriminatory.

In July, the House Ways and Means Committee reported legislation that

levies a processingo fee on vessels, based on passenger volume. The com-

mittee passed this legislation largely in response to the Budget Committee

revenue requirements and have produced potential revenues in the neigh-

borhood of $200 million. NCBFAA has the following position on that

legislation: First, we are still opposed to a new Customs tax of any kind.

Whether it is termed a "user fee" or a "processing charge', it is none-the-

less creating a new tax on a limited segment of the population, when the

cost of Customs enforcement is of benefit to the entire population of the

United States. Second, NCBFAA was relieved, however, that the House Com-

mittee recognized the inequity, lack of enforceability and questionable

legality of a fee on commercial cargo by striking that concept from their

bill. Third, we also believe the House used particular foresight in
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precluding Customs from unilaterally raising fees (as they have done in

other Instances) by codifying the amount of the fee in the statutory

language. And, finally, we are disturbed that the House version is an una-

bashed revenue producer and ignores the Customs rationale for these fees in

the first place -- to supplement taxpayer funding of Customt services.

Some effort should be made to link this fee to improving operations at

Customs. The House bill did, however, recognize the revenue valie of ade-

quate Customs staffing in the commercial sector by mandating an additional

800 persons to this area in FY 86. NCBFAA supports this provision and

again points to Customs own position before the Congress that additional

personnel produce more revenue.

It is NCBFAA's view that Customs can realize its objectives much better

through greater attention to making its operations more efficient than by

trying to establish a new tax which offers a barrier to trade, burdens the

consuming public, and discriminates against particular economic and

geographic sectors. The Customs Service h.s embarked In just such a direc-

tion In its initiative for automation. Tremendous sums have been Invested

by government and the private sector to advance this effort. More needs to

be done to expedite Customs' conversion to a more modern system of opera-

tions - not only through machines but through manpower and management

attention. NCBFAA works closely with Customs on a day-to-day basis in its

efforts to automate and shares this sense for tomorrow. Our future and

Customs' are intertwined: streamlining Customs is to our mutual advantage.

Bearing this in mind, please understand our concern about the Customs pro-

posal and its contradictions. At best, this proposal is ill-advised and we

hope that the Committee will reject it.

Mr. Chairman, on behalf of NCBFAA, thank you for your time. We would be

pleased to respond to your questions.
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STATEMENT OF JOSEPH O'CONNOR, PRESIDENT, NATIONAL
ASSOCIATION OF FOREIGN TRADE ZONES, WASHINGTON, DC
Mr. O'CONNOR. Good morning, Mr. Chairman and members of

the committee. I am Joseph F. O'Connor, president of the National
Association of Foreign Trade Zones and director of operations of
the New Jersey Foreign Trade Zone. I am accompanied this morn-
ing by Bob Chancellor, the executive director of our association as
well as Louis Liebowitz, who is the cochair of our Government and
Regulations Committee.

My purpose today is to express the opposition of our national as-
sociation to the imposition of user fees by the U.S. Customs Service
to recover the cost of Customs operations.

Our association is a trade association representing most all
United States Foreign Trade Zones. Its 250 members represent
every aspect of the zone movement-zone management, including
zone operators, some companies using U.S. foreign trade zones,
grantees, such political entities as cities, counties, and port authori-
ties who operate and grant foreign trade zones.

The normal activities of the U.S. Customs Service are for the
benefit of the general public and not a specific business entity.
However, in foreign trade zones, Customs is presently reimbursed
for 137 percent of its officers' salaries for functions such as inspec-
tions, clearance of shipments, and performance of other control ac-
tivities. These services were authorized by Federal statute in 1934
as reimbursable expenses and are presently being paid for by zone
operators or companies using the services.

Some zones have volunteered for a test program, which is now
proposed, under new Customs regulations, that imposes substantial
fees for activation, operation, modification of zones. These fees al-
ready reimburse Customs for all expenses of initial application re-
views, premises surveys, and background investigations, merchan-
dise examinations, spot checks, inspections, audits, and clerical sup-
port, including management and supervisory expenses.

The levy of a user fee under these circumstances could very well
be viewed as an increase in the tariff on merchandise, since reim-
bursement for services is already being provided. This is likely a
violation of the General Agreement on Tariffs and Trade, and it
could be a source of retaliation by our trading partners. And this
was recognized as such by the U.S. Trade Representative Brock
when a similar proposal was made in 1982.

Since Customs already assesses fees on foreign trade zone trans-
actions, this additional fee, in our opinion, does violate GATT.

In addition, the impact of increased costs for Customs user fees
would fall most heavily on small businesses, which comprise ap-
proximately 50 percent of the users of the U.S. Foreign Trade Zone
Program. These companies, because of their limited volume, could
ill afford the opportunity to minimize user fees by consolidation of
shipments.

While the President's private sector survey on cost control rec-
ommended user fees for discrete and clearly identifiable benefici-
aries of the Customs Service, these criterias are not met with re-
spect to additional user fees for foreign trade zone entities.
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Zones serve as an instrument of international commerce to bene-
fit the consuming public.

Also, in 1982, in a similar user-fee proposal made, a survey of our
members indicated the cost of operations would be increased in
excess of $13 million. Due to the growth of the zone program, we
estimate that current impact could reach the range of $25 million.

In summary, the National Association of Foreign Trade Zones is
opposed to Customs user fees because: One, we are already reim-
bursing Customs for services provided to the tune of 137 percent;
and two, small businesses using foreign trade zones would be espe-
cially impacted by this increase in costs.

Customs services provided to FTZ's benefit the general public
and do not benefit any particular individual or entity. The user fee
proposal is likely to violate GATT. And it is estimated that this
user fee would increase zone operational costs by $25 million.

I would like to thank you on behalf of our association for the op-
portunity to present this statement, and I would be pleased to
answer any questions you might have.

The CHAIRMAN. Thank you.
Mr. Gross.
[Mr. O'Connor's written testimony follows:]
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TESTIMONY BY JOSEPH F. O'CONNOR, ON BEHALF OF THE NATIONAL ASSOCIATION OF
FOREIGN TRADE ZONES

Good morning, Mr. Chairman and members of the Ccrmittee. I

am Joseph F. O'Connor, President of the National Association of

Foreign-Trade Zones and Director of Operations for the New Jersey

Foreign Trade Zone in Flanders, New Jersey. I am accompanied

by Robert T. Chancier, Executive Director of the Association and

Lewis Leibowitz, Co-Chairman of our Government and Regulations

Committee.

My purpose today is to express the oppositton-of the

Association for imposition of user fees by the U.S. Customs

Service to recover the cost of Customs operations.

The NAFTZ is a trade association representing most all U.S.

Foreign-Trade Zones. Its 250 members represent every aspect of

zone management including zone operators, companies using foreign

trade zones, cities, counties and port authorities who are often

zone grantees and operators.

The normal activities of the U.S. Customs Service are for

the benefit of the general public and not a specific individual

or business entity. However, in foreign-trade zones Customs is

presently reimbursed for 137% of officers' salaries for functions

such as inspection, clearance of shipments and performance of

other control activities. These services were authorized by

Federal Statute in 1934 as reirnburseable eXpehses and are

presently paid for by the zone operator or company receiving the

services. Some zones have volunteered for a test program which

is now proposed as a new Customs Regulation that imposes

substantial fees for activation, modification, and operation of

zones. These fees reimburse Customs for all expenses of initial

application review, premises survey, background inspections,

merchandise examination, spot check inspections, audits, clerical

support, and management and supervision expense.

The levy of a "user fee" under these circumstances could

very well be viewed as an increase in the tariff on merchandise,

since reimbursement for services is already being provided. This
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is likely a violation of the General Agreement on Tariff and

Trade (GATT) and could be source of retaliation by our trading

partners and was recognized as such by U.S. Trade Representative

Brock when a similar proposal was made in 1982 (See Exhibit A).

In addition, the impact of increased costs for Customs User

Fees would fall most heavily on small businesses which comprise

approximately 50% of the firms using FTZs. These companies,

because of their limited volume, could ill afford to consolidate

shipments to minimize user fee assessm- ts.

While the President's Private Sector Survey on Cost Control

(Grace Commission) recommended User Fees for "discrete" and

"clearly identifiable" beneficiaries of Customs Services, these

criteria are not met with respect to additional user fees for

foreign trade zone entities. Zones serve as an instrument of

international commerce to the benefit of the consuming public.

Also, in 1982, when a similar "User Fee" proposal was made,

a survey of our members indicated increased costs of operation in

excess of $13 million. Due to the growth of the zone program, we

estimate the current impact of increased costs to be in the range

of $25 million.

In summary, the National Association of Foreign-Trade Zones

is opposed to Customs User Fees because:

o Customs is already reimbursed for services provided to

foreign-trade zones at 137% of Customs personnel expense.

o Small businesses, who use FTZs would be especially and

unfairly impacted by increased costs.

o- Customs services provided to FTZs benefit the general

public, and do not benefit any particular individual

or entity.

o The "User Fee" proposal is likely a violation of the

GATT.

o It is estimated user fees would increase zone

operational costs by $25 million.

Thank you for the opportunity to present this statement and I

will be pleased to answer any questions the Committee may have.
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STATEMENT OF LAWRENCE GROSS, PRESIDENT, VAN BRUNT
WAREHOUSES, INC., PORT NEWARK, NJ; ON BEHALF OF THE
NATIONAL BONDED WAREHOUSE ASSOCIATION, MIAMI, FL
Mr. GROSS. Mr. Chairman, my name is Lawrence Gross. I am the

president of Van Brunt Port Jersey Warehouse, which operates
bonded warehouses in the New York/New Jersey area.

Today I am speaking on behalf of the National Bonded Ware-
house Association. Mr. Bennett Marsh of the law firm of Sandier
and Travers accompanies me. He is counsel to the NBWA.

The NBWA and its member associations, including the Bonded
Store Dealers of America, the United Export Trading Association,
the Wine and Spirit Wholesalers of America, and the National As-
sociation of Beverage Importers strongly oppose the imposition of
Customs user fees as a deficit reduction measure.

Our past experience with the Customs Service and its adminis-
tration of user fees for bonded warehouses clearly indicates that
such fees do not improve Government services to the export and
import community. But, on the other hand, they result in dramati-
cally increased costs. These costs already threaten the existence of
many in-bond traders across the United States.

Three years ago the Customs Service introduced an audit inspec-
tion program to supervise and administer bonded warehouse activi-
ties. A user fee was imposed on bonded warehouses. It was calculat-
ed by taking the total cost of the program and dividing these costs
by the total number of U.S. bonded warehouses. In 1984 the fee for
the year was $650. With no explanation, in 1985 Customs more
than doubled the fee to $1,400. Customs refused to provide an ex-
planation for the increase.

Our association filed a Freedom of Information request, and we
uncovered the fact that Customs had no accurate list of the bonded
warehouses currently subject to audit and supervision. Moreover,
their accounting information, released by Customs, indicated that
the full yearly salary of personnel who have only minor responsi-
bilities relating to the audit inspection program were counted
toward the total program costs.

Past experience has convinced us that Customs is not committed
to establishing a user fee schedule which is accurate and fair.

Prior to 1982, Customs provided actual services to bonded ware-
houses on a reimbursable basis. The user knew exactly what his
costs would be, and Customs knew exactly what to charge. Under
the current user fee system, Customs no longer provides any serv-
ices, Customs doesn't know what to charge, and Customs doesn't
know their own costs.

We must challenge the assertion that the Customs "ixer fees
would reimburse the Government for services rendered to export-
ers and importers.

Under the current user fee program, warehouse proprietors do
not receive services from Customs. Actually, we serve Ctzstoms Ly
holding bonded goods pending the collection of duties. Rather, we
are investigated and policed, and our payments to Customs are
used to fund an army of duplicative enforcement teams which actu-
ally impede the efficient operation of bonded warehouses.
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Mr. Chairman, it would appear that under a new Customs user
fee system we can almost be certain that the fee amounts will rise
dramatically while services provided to the exporting and import-
ing community will continually be contracted or curtailed entirely.

Given our first-hand experience with Customs user fees, we can
only look upon this latest proposal as antibusiness and antitrade. A
new rapidly escalating tax on bonded warehouses, foreign trade
zones, border stores, duty-free shops, would actually reduce our
ability as a nation to export goods and services. These new taxes
would put many inbond traders out of business entirely.

Accordingly, we urge the committee to abandon the concept of
Customs user fees and look to other means of reducing our Na-
tion's budget deficit.

Mr. Chairman, thank you for the opportunity to testify.
[Mr. Gross' written testimony follows:]
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TESTIMONY OF LAWRENCE GROSS, PRESIDENT OF VAN BRUNT WAREHOUSES, INC., ON
BEHALF OF THE NATIONAL BONDED WAREHOUSE ASSOCIATION

Mr. Chairman and Members of the Committee on Finance, my

name is Mr. Lawrence Gross. I am the President of Van Brunt

Warehouses. Inc., of New Jersey. a corporation which operates

several bonded warehouse facilities in the New York/New Jersey

port area. Today, I would like to address you as a member of the

Board of Directors of the National Bonded Warehouse Association.

I am accompanied today by Mr. Bennett Marsh. of the law firm of

Sandler & Travis, P.A. Sandler & Travis are chief counsel to the

National Bonded Warehouse Association and represent, on an

individual basis, many bonded warehouse proprietors across the

United States.

The National Bonded Warehouse Association was formed in

August of 1984, with the purpose of assisting bonded warehouse

proprietors and other in-bond traders in their efforts to overcome

serious problems related to a recently-adopted U.S. Customs

Service audit-inspection program. Warehouse proprietors reimburse

Customs for this supervisory program.

The National Bonded Warehouse Association consists of more

than 180 of the largest bonded warehouse and duty-free shops in

the United States. Although the major focus of Association

activities relate to Customs administration of the bonding system.

our membership spans container freight station operators, foreign

trade zone operators, duty-free shops, bonded cartmen, freight

forwarders, and customs brokers.

In addition to representing the National Bonded Warehouse

Association. today we are speaking on behalf of the Bonded Store

Dealers of America (which includes duty-free shops and suppliers

across the United States), the United Export Trading Association

(which includes border stores in the Southwestern United States),

the Wine and Spirit Wholesalers of America Association, and the

National Association of Beverage Importers.

Each of these associations strongly opposes the imposition



207

of Customs user fees as a deficit reduction measure. In support

of our position, we will detail our past experiences with Customs

under the current audit-inspection fee system, and demonstrate how

the inevitable abuse of this type of Customs fee system has

resulted in business costs which threaten the existence of many

in-bond traders across the United States. We will demonstrate

with hard facts why an expanded program of user fees would more

than double the burden on bonded warehouse proprietors, put most

duty-free operations out of business, significantly decrease the

profitability and advantages of foreign trade zones, and generally

cripple the in-bond trade of the United States. Our past

experience clearly indicates that Customs fees do not improve

government services to the import and export communities, but

rather result in dramatically increased costs to importers and

exporters for enforcement and policing activities which are of

questionable benefit.

Our story unfolds with the decision three years ago by U.S.

Customs to supervise and administer bonded warehouse activities

through an audit-inspection program. Under this program. Customs

imposes a user fee on bonded warehouses, calculated by adding the

total cost of the audit-inspection program and then dividing those

costs by the total number of bonded warehouses in the country.

The annual fee in 1984 for the Customs program was $650.

With no prior explanation or justification. Customs more than

doubled the fee for 1985 -- to $1400. Stunned by the fee

increase, and provided absolutely no explanation by Customs, the

National Bonded Warehouse Association filed a Freedom of

Information Act Request to obtain the accounting data used in the

calculation of the 1985 annual fee.

The initial request for information was flatly denied by

Customs. After an acrimonious administrative appeal. Customs

reversed itself and provided certain cost figures used in

calculating the fee. The information released by U.S. Customs
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indicates that the full yearly salaries of personnel who have only

minor responsibilities related to the audit-inspection program are

counted toward total program costs.

Although the annual bonded warehouse fee is calculated by

dividing the number of bonded warehouses in the country into the

total costs, our Freedom of Information Act Requests have

uncovered that Customs has no accurate list of the bonded

warehouses currently subject to audit and supervision. The NBWA

filed Freedom of Information Act Requests on a district-by-district

basis in order to obtain the Customs' lists used to calculate the

number of bonded warehouses in the United States. After receiving

those lists from Customs, the NBWA painstakingly crosschecked

those lists with other sources of information and found that many

lists were so old that they had neither dropped the names of

bonded warehouses which have been out-of-business for years, nor

picked up warehouses which had come into existence a year or more

ago. We must again emphasize that the only reason this fee

information became public, was through costly research and legal

efforts by the National Bonded Warehouse Association.

These are two of many irregularities revealed by the Customs

statistics. Regrettably, we cannot verify all the abuses because

of the vague manner in which Customs disclosed its costs. For

example, the New York Region attributed $136,650 in costs to spot

checks of bonded warehouses: $44.301 in expenses to audits; and an

incredible $576,678 in unsubstantiated miscellaneous costs,

charged directly to bonded warehouse proprietors under this

supposedly fair and equitable fee system. Perhaps we will find
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the same manipulation of cost figures when we explore the basis

for the other user fee charged by Customs on bonded warehouses.

This fee, charged for establishing or altering bonded warehouse

facilities, rose twelvefold in two years--from $80 to $1,021.

Although our research is only in its preliminary stages, it

appears likely that under the guise of reimbursing the government

for its expenses, bonded warehouse proprietors pay the full salary

of some Customs officers, while being charged, under a separate

user fee statute, for estimated time spent by the same officers in

performing a number of different tasks related to warehouses.

Bonded warehouse proprietors are apparently being charged

administrative overhead and overtime charges for Customs officers

whose salaries have already been accounted for in other fee

calculations.

Our objective in detailing these examples of inaccuracy and

abuse under the current system of reimbursing the U.S. Customs

Service is two-fold. First, past experience has shown us that

absent strict Congressional scrutiny, Customs does not appear

committed to calculating fees accurately and fairly. Second, in

authorizing user fees. Congress is essentially glvinq Customs the

authority to establish tax rates as it sees fit. The enactment of

a broad range of user fees as proposed by Customs would create a

nightmare of undisclosed and unaccounted for costs to the import

and export community, and ultimately to the consumers of the

United States.
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Aside from our Association's fear of abuse, imposing fees on

a broad range of Customs transactions is anti-business. Just one

small group of border stores in Texas processes in excess of

33.000 entries and withdrawals in one year. This does not include

in-bond transit, drawback filings, or many of the other specific

transactions for which user fees have been suggested. User fees

would destroy border store profitability on our southwestern and

northern borders. Alcoholic beverage importers and wholesalers,

likewise, would be severely damaged by these charges.

Duty-free shops, which process literally thousands of

in-bond transactions on a daily basis, would be virtually taxed

out of existence by user fees. Despite the fact that most

duty-free Customs transactions are routine in nature, requiring

only a few minutes of a Customs officer's time, the uniform user

fee schedule which has been proposed would impose a significant

cost on each transaction, regardless of its complexity. Duty-free

operators will be paying millions of dollars per year in user fee

charges, for services costing the U.S. Government a fraction of

the revenues collected.

Foreign trade zones, which in some circumstances provide an

alternative for certain types of export transactions, would be

rendered unprofitable by a user fee on each transaction.

Perhaps the most disturbing aspect of the Customs user fees

debate is the contention that Customs user fees would reimburse

the government for services rendered to importers and exporters.
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Here. we must ask ourselves who is really served by Customs?

Primarily. Customs acts as an enforcement agency, enforcing the

rules and regulations of agencies such as the Food and Drug

Administration and the Bureau of Alcohol, Tobacco and Firearms.

Indeed, the domestic industry, not the importer, is served by

Customs enforcement of such regulations as country-of-origin and

-marking requirements, textile quotas, anti-smuggling and

counterfeiting regulations, and collection of anti-dumping

duties. The Commissioner of Customs reportedly has even gone so

far as to suggest that Customs should change its name back to

"Bureau" instead of "Service" because it is an enforcement agency,

not an agency which provides services for importers and exporters.

In our experience with the current bonding program, bonded

warehouse proprietors have not been served by Customs: they have

been investigated and policed to protect the public and the laws

of the United States. The government is thus proposing to tax

importers and exporters in order to make certain they are being

properly taxed. Our experience has shown us that Customs user

fees are easily turned into a means for funding an army of

duplicative enforcement teams which seriously impede the

operations of bonded warehouses.

When enacting the User Fee Statute in 1950. Congress.

undertook an extensive study to determine the difference between

enforcement services accruing to the benefit of the general

public, and services to individuals provided by the government.
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That study produced concrete examples indicating that it is not in

the public interest to levy Customs user fees to support

enforcement efforts. Because Customs users fees will, judging by

past experience. be used for overall policing and fiscal measures,

and will not in any way represent a specific reimbursement for

services rendered. Customs user fees would constitute nothing more

than a taxation of imports and exports for fiscal purposes. This

is in complete violation of the General Agreement on Tariffs and

Trade.

In conclusion, Mr. Chairman, our experience with Customs

fees have shown us that we can be almost certain that the fee

amount will rise dramatically, while the quality of service to the

importing and exporting community will continually decrease.

Custom user fees should not be looked upon as a necessary

fiscal measure, thereby ignoring their impact on the import-export

business community. The fees proposed by Customs would

significantly negate the Congressional purpose behind foreign

trade zones, would put many small bonded warehouses out of

business, would devastate the border stores of the United States,

and would cost many duty-free shops and liquor wholesalers

millions of dollars, threatening their continued existence. In

short, most in-bond traders of the United States could simply not

survive the user fee proposal made by the Administration.

On behalf of all our associations and in the interests of

the ultimate consumers and the labor force of the United States.

who would bear many of the consequences of these costs, we urge

the Committee to abandon the concept of Customs user fees. and

concentrate on the abuses in the current bonding system which

allow Customs to operate inefficiently and ineffectively.

Mr. Chairman. Members of the Committee, we wish to thank you

for this opportunity to comment on what we view as the most

serious threat to the in-bond community in recent history.
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The CHAIRMAN. I have a question about tariffs.
No one here contends-do they?-that tariffs are user fees.
Mr. O'CONNOR. No, sir. I don't.
The CHAIRMAN. So that the argument that Customs collects 20

times as much money as it costs to run it and the fact that they
are collecting tariffs is not an argument in and of itself that the
cost of running the Customs Service should be paid for out of the
tariffs, any more than the cost of the IRS should be paid for or ear-
marked specifically out of the moneys that they collect from the
general taxpayer.

Mr. O'CONNOR. That is correct.
Mr. SHOSTAK. Mr. Chairman, the Grace Commission pointed out

that the processing by Customs of formal and informal entries of
goods and entries by mail are services that support the general
economy, for which a fee has already been paid in the form of the
duty on the goods or the postage.

So, I believe it is incorporated when duties are fixed by Congress
or otherwise.

The CHAIRMAN. When you say duties, do you mean tariffs?
MS. SHOSTAK. We mean tariffs, yes.
The CHAIRMAN. Well, I don't want to disabuse you, but that is

not Congress' concept. We do not regard tariffs as user fees. We
raise them or lower them. Sometimes it has to do with internation-
al trade and competition in quotas, sometimes it is just to collect
money. But it is not intended in our mind as a user fee.

Ms. SHOSTAK. No, not as a user fee. But the Grace Commission
did not approve user fees for entry.

The CHAIRMAN. No; I know that.
Ms. SHOSTAK. And it pointed out that there should not be any,

because the tariffs more than compensated the Government for
whatever services were required.

The CHAIRMAN. All right.
Here is what we are moving down the road toward, however.

Take the U.S. Forest Service. The Forest Service sells great quanti-
ties of timber off the public forests, infinitely more than it costs to
run the Forest Service. We don't say that the Forest Service ought
to be run off those. They go into the general fund, and we are now
moving toward some user fees, interestingly, in Forest Service
sales. We are just about to go down the road toward both port and
additional waterway user fees. We say if ports want to build up
their ports, they are going to have to pay part of it. And they can
also levy user fees. And we are going to levy additional user fees on
barge operators.

What I don't grasp is the theoretical or philosophical difference
between so-called Customs user fees and a whole variety of others.
This is assuming they were genuine fees; I am not going to talk
about overcharging or excessive charging. I mean genuine fees for
the cost of running the Customs Service. How would that differ
from other user fees we are going to be imposing in a whole variety
of areas for the cost of providing certain services?

Mr. O'CONNOR. Mr. Chairman, I would like to comment on that,
if I may.

Many of the people sitting up here representing industry associa-
tions already are assessed user fees-the Bonded Warehouse Asso-
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ciation, the Foreign Trade Zone Association, the Air Transport As-
sociation already pay Customs user fees for specific identified serv-
ices. I think that is a major difference between us and maybe, the
Forest Service.

The CHAIRMAN. Well, indeed it is a major difference, and I real-
ize that you have overtime services and you have special services.
You pay for them.

I am not here arguing that you should pay more than the cost of
the services; the question is: Should there be Customs user fees for
the cost of the services, assuming we could agree what those are?

Mr. O'CONNOR. In our case, in the Foreign Trade Zone industry,
there already are. We pay 137 percent of every officer they assign.

The CHAIRMAN. Now, I want you to listen to my question. I un-
derstand that.

Mr. O'CONNOR. OK.
The CHAIRMAN. Should there be Customs user fees for the cost of

Customs functions?
Mr. KUMM. I think it is the difference between the user fees that

you are talking about in the area of the Forest Service and so
forth. That is a voluntary service; it is selected by the individual
utilizing the service or the person utilizing the, port. In the case of
Customs operations it is a service which is required by the Govern-
ment for the Nation as a whole, to service the Nation as a whole,
to protect the borders, if you will.

In addition, they perform a commercial service or a commercial
activity, I should say, which is the collection of the duty. We would
certainly like to do away with any of that service if we possibly
could; but it is not voluntary. It is like paying your income tax.
And I think that has been stated many, many times before.

Mr. ST. JOHN. Mr. Chairman, there are many, many other serv-
ices that are connected with an import transaction for which the
importer has little concern. But the Government and the public as
a whole does. For example, the Environmental Protection Agency
imposes law, laws that they administer. Customs stands in their po-
sition and provides certain services in order to review the shipment
for the administration of that law. You have the same situation
with the Department of Transportation.

There are many, many laws that are administered for the public
good that perhaps don't have a particular direct relationship to
that importation; but, in order to protect the public, enforcement
has to be available and has to be provided. And those costs are
built into what the Customs Service does.

A second point is, in arriving at Customs costs, I notice that they
have separated enforcement. However, in the routine handling of a
shipment there is considerable review of documentation and ship-
ments, not so much to determine duty of value, in order that the
importer pays the proper amounts, but to see that many of the
other problems are taken care of with that shipment. It is enforce-
ment activity that reviews not only that shipment but many things
that relate to it.

Mr. LANDRY. If I could make a couple of points, Mr. Chairman. I
noticed that the Deputy Commissioner this morning indicated that
they would be inspecting some 33 million air passengers a year,
and he estimated the cost, including some undefined amount of
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overtime, at $2 per head. That comes to $66 million. And I can say
that the airline industry right now is paying roughly $67 million
for that Customs service. We pay $23 million in overtime right
now. We pay some $40 million for the rental and maintenance of
the Customs facilities at all of the airports. We pick up that tab.
And we pay $4 million for excess preclearance costs up in Canada
and in Bermuda and the Bahamas.

I might mention one other thing if I could, Mr. Chairman. I no-
ticed the Deputy Commissioner's prepared statement referred to
the situation back in 1840 when they were searching even then for
ways to reduce Customs' costs. I wonder if one might not take a
look at what our forefathers had created at that point in time and
what was being done. And that was that when the duties collected
were brought in, they took off the top the cost of providing the Cus-
toms Service and submitted the rest to the general fund. That went
on until the 1860's and indeed today goes on in Puerto Rico and the
Virgin Islands. It is a very sensible system. The rest went into the
general fund and up until income taxes ran the Government.

The CHAIRMAN. That is true, up until that time. Until we had
the income tax, we ran almost totally off the tariffs.

Mr. O'CONNOR. Mr. Packwood, in answer to your question specifi-
'cally, the National Association of Foreign Trade Zones would like
to state that we do not believe user fees should be charged by the
U.S. Customs Service.

The CHAIRMAN. Thank you.
No other questions?
[No response.]
The CHAIRMAN. I appreciate it. We are adjourned.
[Whereupon, at 12:02 p.m., the hearing was concluded.]
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[The opening statement of Senator George Mitchell follows:]
STATEMENT OF SENATOR GEORGE J. MITCHELL

Mr. Chairman, I want to thank you for having scheduled this hearing today to
discuss a number of proposals in the Medicare and Medicaid Programs. I am espe-
cially pleased to have an opportunity to hear testimony from Secretary Heckler, as
well as a number of others who are recognized experts in their respective fields.

The objective of our hearing today, and in fact, the legislation before the commit-
tee, is to reduce the deficit. There is no one more committed to that goal than I. In
working towards the reduction of the deficit, however, we must not forget our re-
sponsibility to those Americans who rely on the Medicare and Medicaid Programs
for their health care.

The implementation of the Prospective Payment System in the Medicare Program
has been successful in dramatically reducing the rate of inflation in hospital costs.
This committee can be proud of its role in reducing these soaring costs during the
past two years.

The Prospective Payment System has not been without problems and shortcom-
ings however. We must continue to emphasize quality of care for the elderly and
poor beneficiaries of Medicare and Medicaid. In working to reduce the deficit and
the enormous costs of these programs, let us not forget the health and dignity of
those persons we are elected to represent.

We must also be cognizant of the health of the nation's hospitals. Many small,
rural hospitals in my home state of Maine are having financial problems under the
Prospective Payment System. We must continue to listen to the concerns of our hos-
pitals with regard to reimbursement under the urban and rural rates, reimburse-
ment for medical education and other issues which affect both the health of our na-
tion's hospitals and the health care of our citizens.

I look forward to Secretary Heckler's testimony as well as testimony from other
witnesses representing hospitals and the elderly. I hope this committee will be able
to work out a package that will reduce spending withoug jeopardizing the quality of
health care of the nation's hospitals and other health care facilities are able to pro-
vide for beneficiaries of the Medicare and Medicaid Programs.

The CHAIRMAN. The hearing will come to order, please.
Today's hearing is going to focus on spending reductions in the

Medicare and Medicaid Programs. As the audience is aware and
the committee members know, we have a September 27 date to
meet for budget reconciliation purposes and a fair number of the
spending reductions ordered for this committee are in the Medicare
and Medicaid Programs. We have to meet a total of about $22 bil-
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lion in spending reductions, and by far the largest portion of them
come from those two programs.

If this committee doesn't meet them, doesn't report by the Sep-
tember 27 on our suggested cuts, then the Budget Committee is
free to make them as they want in those areas, and they will.

So, the choice is not are they going to be made or not going to be
made. The question is: Are they going to be made by us or by
them? And if they are made by the Budget Committee, would they
be significantly different types of cuts than we might make.

I would prefer that if they must be made, we make them. At
least we have dealt with these programs for the better part of 20
years and have a little bit more knowledge, background, and expe-
rience in them than I think the Budget Committee does.

Our first witness today is my colleague from the State of Wash-
ington, Senator Dan Evans.

Good morning, Dan.
Senator EVANS. Good morning, Mr. Chairman.
The CHAIRMAN. Go right ahead.

STATEMENT OF THE HONORABLE DANIEL J. EVANS, U. S.
SENATOR FROM THE STATE OF WASHINGTON

Senator EVANS. Mr. Chairman, I ask that my full statement be
included in the record. I will try to be brief. I know you have a
long and difficult agenda, and I probably won't make that it any
easier for you by a proposal I will make, that is not likely to save any
money, at least not initially.

But I do want to speak about an issue which I have a good deal
of experience-both from my current position as a Senator, and
even more as Governor of the State of Washington, where I had to
go through, along with my colleagues then and now as Governors,
a long, tedious, difficult, and often contentious conflict with the De-
partment of Health and Human Services over the measurement of
error rates in the field of Aid to Families with Dependent Children.
Or for that matter, some of the other categories of aid, which are
shared, as we sometimes forget in terms of financing, between the
States and the Federal Government.

I have introduced legislation along with 31 of my colleagues,
many of whom serve on this committee, to improve the existing
quality control system in AFDC. The benefits of providing States
with a more effective management tool far exceed any costs of leg-
islation.

The House has already included similar AFDC reform provisions
in its deficit-reduction package. However, I do not believe the
House measure adequately addresses the problems within the exist-
ing intergovernmental relationships in AFDC.

This area is most important because our existing Federal-State
partnership in the administration of AFDC, in my view, is in a
state of utter chaos. And my legislation is aimed at this particular
problem.

Recently, the Secretary of HHS levied $70 million in liability
against 21 States for fiscal year 1981, nearly half of whom had
error rates which were below the national average. An estimated
$93 million will be levied against 25 States in fiscal 1982. An esti-
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mated $178 million will be levied against 36 States in fiscal 1983.
Nearly three-quarters of these States had error rates below the na-
tional average of 61/2 percent.

After 3 years of AFDC fiscal penalties, only nine States have not
received a sanction.

Mr. Chairman, any time you have a system in which all but nine
States of the Union are placed under fiscal sanction, I think that
shouts pretty loudly that the system is wrong; not that the States
are wrong.

I cannot believe that 41 out of 50 States are either incompetent
or are willfully attempting to evade the law. They all have a stake
in management of error rates. Every State has its own money in-
volved in the benefits that go for Aid to Families with Dependent
Children.

It is a clear indication that something is wrong with the system.
My proposal is one that will allow us to engage in a significant
study; to hold standards at a reasonable level while we are doing
so; to not proceed so aggressively in this sanction arena; and to
embark on a system of incentives, which I believe are far more
likely to bring results than fiscal penalties, which are levied but
which I might point out, Mr. Chairman,-to this date have never
been collected. Not one dime has been collected by the Federal
Government, and they are not likely to collect any for some period
of time in the future because it's my understanding every State
will vigorously oppose in the courts, if necessary, the levying of
these sanctions, making a compelling case that they are grossly out
of line.

I would like to point out one of the major areas in which this
system has some rather bizarre results.

I saw my colleague from Minnesota step in, and I hope that he
has a chance to read this part of the testimony.

The Federal Government counts technical errors which often dis-
tort the State's performance record. My legislation would not con-
sider technical errors in determining a State's error rate. These
errors relate to administrative requirements, such as WIN registra-
tion and assignment of Social Security numbers to all welfare re-
cipients.

Correction of these errors have no fiscal impact because they
often will make clients eligible for the program; not eliminate
them from the roll.

And let me use one very good and not very unique example. Min-
nesota is one of the 28 States penalized for failing to meet its fiscal
year 1981 target rate. In fiscal year 1981, Minnesota's AFDC qual-
ity control sample contained three cases that were not registered
for WIN and should have been.

Because these three cases were in the Federal subsample, their
impact on the official error rate was greatly exaggerated because of
the statistical procedures used. The effect was to increase the
State's error rate from 3.1 percent, well below the Federal toler-
ance, to 4.4 percent.

Just those three cases, none of which had any fiscal impact, from
3.1 to 4.4 percent; thereby, subjected the State to a significant fiscal
sanction.
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Administrators in my own State told me about one case involv-
ing a low-income mother and her child who were eligible for AFDC.
The mother obtained a Social Security number for her child, but
did not understand that she had to report it to the welfare office.

The existing quality control system, which counts technical
errors such as this one, found both the mother and her child ineli-
gible. The State was sanctioned for the entire amount of the grant,
which was extrapolated over the entire caseload that is measured
to determine the error rate.

The end result not only overstates the actual error rate, but it
measures an error that has nothing to do with the need or the eli-
gibility of the AFDC recipient.

Mr. Chairman, I have attached to my testimony some tables
which list the States and the amounts of sanction, their error rates
and the Federal tolerance. It's interesting to note that under our
current, I would suggest, bizarre system, some States with quite
significant error rates do not face Federal sanctions while other
States who have done a good job all the way through and have a
considerably lower error rate do face sanctions.

Let me just end by saying what I said at the beginning. Anytime
you have a system in which 41 States are declared to be out of
bounds and subject to fiscal sanctions, that suggests to me that
something is wrong with the system; not something is wrong with
the States.

And I hope, Mr. Chairman, that you and the committee will see
fit to add the essence of the bill I have introduced to this proposal.
In my view, S. 1362 takes a long step toward encouraging lower
error rates, measuring them in an appropriate fashion and giving
us time to accomplish these objectives.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
[The prepared written statement of Senator Evans follows:]
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STATMENT OF SENATOR DANIEL J. EVANS

Mr. Chairman, as the Committee takes up the difficult task
of deficit reduction I urge that you pay particular attention to
the need to reform the fiscal sanctions component of AFDC quality
control. I have introduced legislation along with 31 of my
colleagues, many of whom serve on this Committee, to improve the
existing quality control system in AFOC. The benefit of provid-
ing states with a more effective management tool far exceed the
costs of the legislation. The House has included similar AFDC
reform provisions in its deficit reduction package. However, the
House measure does not adequately address the problems with the
existing intergovernmental relationship in AFDC. This area is
most important because our existing federal-state partnership in
the administration of AFDC program is in a state of utter chaos.
My legislation is directed at this fundamental problem. For
reasons I will outline shortly, I urge that the Committee include
the major provisions of S. 1362 in the reconciliation measure it
will report to the full Senate.

Recently, the Secretary of HHS levied $70 million in
liability against 21 states for FY'81, nearly half of whom had
error rates below the national average. An estimated S93 million
will be levied against 25 states in FY'82 and an estimated $178
million will be levied against 36 states in FY'83. Nearly three-
fourths of these states had error rates below the national
average of 6.5%. After three years of AFDC fiscal penalties only
nine states have not received a sanction. Mr. Chairman, at the
conclusion of my remarks I would ask that the following tables be
included in the record detailing the fiscal sanctions I have
discussed.

Over the past decade, states have made sizeable progress in
reducing errors. Without official collection of any fiscal
sanctions by the federal government, the AFDC payment error rate
has been reduced from 16.5% in 1973 to an official 6.7% in
September, 1982. The most significant progress in state error
reduction took place from 1973 to 1980 -- a period when no fiscal
sanctions were imposed. While I strongly believe we should
continue to maintain federal quality control guidelines to which
the states must adhere, T 3m deeply concerned with the arbitrary
and inequitable nature of existing standards. The purpose of
quality control is to hell) states improve AFDC administration and
reduce errors. Its purpose is not to force states to develop
unduly restrictive eligibility requirements. Its purpose is not
to shift AFDC costs from federal to state budgets which will
inevitably result in higher AFDC errors in the future. The
purpose of quality control is to provide states with an effective
management tool so that program administration can be as cost-
efficient as possible. Such an objective must be an integral
part of our goal of deficit reduction.

If we do not initiate comprehensive and principled reforms
in AFDC quality control, states will be severely and unduly
penalized. For example, Governor Madeleine Kunin of Vermont
testified recently before the House Ways and Means Committee that
a fiscal sanction as small as $700,000 against her state wouid
have serious ropercussionF. Governor Kunin pointed out that the
loss of a 50% federal match of $700,000 was actually a loss of
$1.4 million. She went on to speculate that actions to absorb
this loss would consist of cutting training of program personnel
by half and termination of systems development efforts -- sys-
tems, ironically, that are put in place to reduce errors.

Other actions would include laying off field workers and
readjusting overhead costs so that they could be spread over to
other programs. In other words, these sanctions will serve as
punitive measures against states and lead to results that
Congress clearly did not intend.

Undoubtedly, states will have to absorb such cutbacks
through reducing administrative costs which will result in even

58-303 0 - 86 - 8
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higher rates of error. Or, states will pass on the financial
burden to AFDC recipients through reduced or restricted benefits.

My own State of Washington is in the process of a slow
recovery from its recession and this means that state revenues
are already thinly spread. It is likely that fiscal sanctions
would have to be paid by reducing welfare grants or by limiting
medical services to the poor. This action would hurt the very
people the programs are designed to serve. Furthermore, the
impact is greatly amplified when we consider that funding for
AFDC has been cut dramatically in recent years. In essence,
existing fiscal sanctions amount to nothing more than additional,
back-door cuts in AFDC.

The need for legislative reform is imperative because our
existing system prevents rather than assists states in error
reduction. The current tolerance level of 3 percent was estab-
lished by TEFRA in 1982. This percentage was arrived at
arbitrarily and is not supported by any conclusive research. It
fails to take into account economic conditions as well as
signficant geographic and program differences among the states.
These factors often contribute to errors irt ways largely beyond
the control of states.

S. 1362 would require HIIS and the National Academy of
Sciences to conduct concurrent studies to determine what Lhe
tolerable error rate for states would be. Both have already done
considerable work in this area. For example, in 1982, an un-
published HHS study found that such outside factors as greater
population density, higher crime rates, sizes of local population
and size of the welfare agencies* caseloads contribute sig-
nificantly to higher error rates. Despite such findings,
however, HHS makes no effort to consider these factors when
determining a states error liability.

Until the actual tolerable rate of error can be documented
and established, S. 1362 would impose a moratorium on collection
procedures during the interim period. It would also provide
relief from a procedure that is costly to both the federal and
state governments. I must emphasize that the federal government
has collected nothing through fiscal sanctions since the current
practice was established in 1981. This factor should be taken
into account as the Committee estimates potential costs of
quality control reform. Another important factor is the large
discrepancy between HHS and CBO baselines assumptions for the
collection of AFDC error rate penalties. HHS has estimated it
will collect over $1 billion in sanctions for fiscal years 1981-
1989 with the first year of collection beginning in FY°84. The
estimate is already inaccurate. CBO, on the other hand, es-
timates that collection will not begin until FY°88 and it will
only be partial collection from previous fiscal years.
Collection may be further delayed by the strong likelihood that
states will seek relief from sanctions in court. With the cost
of program administration and potential litigation the existing
quality control system will cost us more to administer in the
years to come than we can anticipate to recover in revenues.

My legislation would return the tolerance target to 4%, the
existing level before TEFRA lowered it in 1982. The 4% target
would remain in effect until an actual national error rate could
be established.

In assessing error rates, the federal government currently
takes the best of both worlds when it applies sanctions based on
the midpoint of the state error rate range. My legislation would
require the federal government to use the lower bound of the
confidence interval as the official statistical error rate. The
lower bound is the best estimate because it will provide the
federal and state governments with a 98% probability that the
official error rate is not an overestimate. As a punitive
measure, fiscal sanctions should be imposed on the lower bound or
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the most accurate estimate of a states actual error rate. The

validity of using the lower end of the confidence interval has

been recognized by leading economists and other federal agencies.

For example, the IRS has determined that the lower bound of the

confidence interval should be used for the purpose of sampling-

based tax adjustments.

The federal government also counts technical errors which
often distort states* performance record. My legislation would
not consider technical errors in determining a states error
rate. These errors relate to administrative requirements such as
WIN registration and assignment of social security numbers to all
welfare recipients. Correction of these errors have no fiscal
impact because they often will make clients eligible for the
program, not eliminate them from the rolls.

Minnesota, for example, is one of the 28 states penalized
for failing to meet its FY081 target rate. In FY081 Minnesota~s
AFDC quality control sample contained three cases that were not
registered for WIN and should have been. Because these three
cases were in the federal subsample, their impact on the official
error rate was greatly exaggerated because of the statistical
procedures used. The effect was to increase the state's error
rate from 3.1%, well below the federal tolerance, to 4.4%,
thereby subjecting the state to a fiscal sanction.

Administrators in my state told me about one case involving
a low-income mother and her child who are eligible for AFDC. The
mother obtained a social security number for her child but did
not understand that she had to report it to the welfare office.
The existing quality control system which counts technical errors
such as this found both the mother and her child ineligible. The
state was sanctioned for the entire amount of the grant which was
extrapolated over the entire caseload that is measured to deter-
mine the error rate. The end result not only overstates the
actual error rate; but it measures an error that has nothing to
do with the need or eligibility of the AFDC recipient.

Mr. Chairman, I have seen this issue from both a state and
federal perspective. In my view, our existing policy lacks a
principled foundation. Quality control is a management tool that
must provide incentives, not disincentives to states for effi-
cient and cost-effective program administration. Thus, I believe
-eform in this area is essential to our deficit reduction
efforts.

The issue is also one of critical intergovernmental
importance. In practice, our existing quality control system has
lead to results that Congress clearly did not intend and we have
a responsibility to to put it back on solid footing by restoring
its usefulness as a management tool.

The provisions of S. 1362 would go far in resolving the
fundamental flaws of the AFDC quality control system. I urge the
Committee to incorporate its major provisions in the reconcilia-
tion measure. To this end I would be happy to work with you in
developing a proposal that is both acceptable to the Committee
and responsive to the existing short-comings of AFDC fiscal
sanctions.

-Thank you.
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FY'81 ERROR RA'FE SANCTIONS FOR AFDC

Amount
of- State Federal

State Sanction Error Rate Tolerance

Alabama 47,000 7.7 % 7.6 %
California 35,067,000 6.8 4.0
Colorado 1,898,000 8.2 4.2
Connecticut 424,000 7.4 7.1
Florida 3,467,000 7.9 5.1
Hawaii 1,212,000 10.1 7.5
Idaho 691,000 9.1 4.3
Indiana 113,000 4.1 4.0
Kansas 1,903,000 8.1 4.1
Maine 168,000 7.9 7.5
Minnesota 571,000 4.4 4.0
New Mexico 2,554,000 12.4 4.5
Nebraska 280,000 5.5 4.4
New York 6,270,000 8.0 7.2
Ohio 3,935,000 8.9 7.7
Oklahoma 1,508,000 6.6 4.0
South Dakota 13,000 4.6 4.5
Tennessee 1,754,000 8.9 6.0
Texas 1,112,000 7.5 5.9
Washington 4,162,000 9.3 5.8
Wyoming 413,000 13.7 4.0

Note: The national average error rate in FY'81 for AFDC
was 7.7 percent.
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FISCAL YEAR 1982 ERROR RATE SANCTIONS FOR AFDC

State

Arizona
Arkansas
California
Colorado
Connecticut
Delaware
Hawaii
Idaho
Maryland
Michigan
Nebraska
New Jersey
New Mexico
New York
Ohio
Oregon
Pennsylvania
South Carolina
Texas
Utah
Vermont
Washington
West Virginia
Wisconsin
Wyoming

Note: the national
was 6.9%

Amount
of

Sanction
State

Error Rate
Federal

Tolerance

1,100,000 11.6 % 5.3 %
200,000 7.0 5.7

27,200,000 6.0 4.0
1,300,000 6.6 4.1

900,000 6.0 5.5
500,000 11.9 8.0

1,100,000 8.2 5.7
200,000 5.4 4.1

1,100,000 8.2 7.2
13,200,000 8.2 5.7
1,500,000 9.6 4.2
3,900,000 7.3 5.8
1,800,000 10.5 4.3

19,900,000 8.0 5.6
6,000,000 7.6 5.8

100,000 7.1 6.9
1,700,000 8.5 8.1
2,600,000 8.9 5.0
2,600,000 8.4 5.0
3,000,000 5.0 4.0

100,000 4.5 4.2
1,800,000 6.4 4.9

700,000 8.2 6.4
200,000 6.5 6.4
100,000 4.8 4.0

average error rate in FY'82 for AFDC

*sanction amounts are estimates based
data

on available national
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FY'83 ERROR RATE SANCTIONS FOR AFDC

State

Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
Florida
Georgia
Hawaii
Illinois
Indiana
Kansas
Louisiana
Maine
Maryland
Massachusetts
Michigan
Nebraska
New Hampshire
New Jersey
New Mexico
New York
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
Tennessee
Texas
Utah
Vermont
Washington
Wisconsin
Wyoming

Amount
of

Sanction

1,700,000
2,300,000

200,000
12,800,000
1,100,000

400,000
700,000
700,000

2,100,000
1,200,000

11,500,000
700,000
500,000

1,500,000
200,000

1,500,000
16,500,000
28,100,000
2,100,000

100,000
5,900,000

700,000
46,800,000
5,700,000

100,000
100,000

21,200,000
900,000

1,700,000
300,000

3,000,000
600,000
900,000

1,000,000
3,000,000

200,000

Note: the national average error
was 6.5 percent

rate in FY'83 for AFDC

*the sanction amounts are estimates based on available
national data

State
Error Rate

15.5 %
10.0

4.9
4.8
6.2
4.4
9.4
4.5
5.7
6.9
6.8
4.9
5.1
5.7
4.5
5.3

11.4
9.1
4.7
4.3
6.4
6.3
9.4
5.6
4.1
6.0'
9.1
6.2
7.1
4.5
7.2
5.7
7.9
4.8
5.1
7.7

Federal
Tolerance

4.0 %
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.0
4.o
4.0
4.0
4.0
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September 10, 1985

PRELIMINARY CBO COST ESTIMATES OF
(in millions)

FY'86 FY'87 FY'88

study costs $

2yr moratorium
FY'86-FY'87

lower bound
technical errors
.04 tolerance level

incentive payments

totals ................

TOTAL .................

TOTAL LESS INCENTIVES.

2 $1 --

0

•$ 2

.$544

. .412

0 -- --

49

-- 40

$ 1 89

ASSUMPTIONS FOR COLLECTIONS OF AFDC ERROR RATE PENALTIES
(in millions)

HHS CBO S.1362

FY'84: collect for
errors in FY'81 $ 74 0 0

FY'85: collect for
FY'82,83-84 513 0 0

FY'86: collect for
FY'85 198 0 0

FY'87: collect for
FY'86 198 0 0

FY'88: collect for
-'FY'87 175 *87 38

FY'89: collect for
FY'88 159 247 79

TOTALS .............. ...$1,339 $334 $117

* CBO estimates FY'88 will be partial collection only for
previous fiscal years

S. 1362

FY'89 FY'90

168

45

213

193

47

240
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The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. Mr. Chairman, let me endorse what Sen-

ator Evans has so lucidly played out for us. I don't think there was
any design to use Minnesota. We are just going to pick examples
around the country with the problem.

Senator EVANS. Just 1 of 41.
Senator DURENBERGER. And I guess every year, Dan, we deal

here in one way or another in a budgetary sense with this particu-
lar issue. And I agree with you in terms of the waste, fraud, and
abuse. We have come a whale of a long way in a number of years
as the States have gotten used to what the ground rules may be in
the program.

Are there some areas in which we can achieve some savings that
fall in the whole area of quality control, or have we pretty well
gone through that system and achieved whatever so-called savings
there might be without drastically changing the whole AFDC
system?

Senator EVANS. I think it's difficult to keep pushing error rates
down. We can work at it, but, frankly, unless we drastically simpli-
fy the system-I'm not sure that that's possible to do, but unless
we drastically simplify the system, I think it's very difficult to
expect that we are going to get error rates down to 1, 2 or even 3
percent.

I had an opportunity some years ago to point out to then-Vice
President Rockefeller the frustrations of the States, and did so by
laying on the witness table the books which a typical welfare case-
worker has to know and understand in order to determine eligibil-
ity of various people for welfare programs.

And those books stand about a foot high. No wonder that there
are some errors.

But the way we measure them currently and the kinds of sanc-
tions that have been applied to States just as often come from the
technical errors, which I mentioned, magnified by the sampling
procedures used and then translated into serious fiscal penalties,
which I simply do not think are justified.

Now, admittedly, I am coming before you at a time when you are
seeking further cuts and ways to keep the budget under control.
And this probably has some cost attached to it.

However, I believe in the long run it will prove beneficial in
keeping error rates down and bringing them down ever further.

Senator DURENBERGER. Aren't we also at the point, though,
where there are other larger factors at work in the so-called error
rates thing over which even the best run program doesn't have any
control? I mean the certain kinds of population density, the
changes in the economy and the work force and the difference in
crime rates and different nature.

I mean there are a whole lot of those other factors that nobody's
public health or welfare department at any State level, you know,
can change that really is at the heart of that first 3 percent or 4
percent or whatever it is.

Senator EVANS. I think you are absolutely right. And that's the
focus, really, of the proposal that I have made, which is to conduct
a study immediately to tell us some of those things; to recognize, as
I think we ought to recognize, that there are significantly greater
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difficulties, just in terms of error rate, but also in terms of the
broad management of a welfare program, in some of our urban,
large centers as opposed to perhaps a rural and easier to manage
setting.

And I think those differences, very likely, ought to be recognized
as we establish the goals which are legitimate goals, I think, for
error rates. But, again, when you get 41 States purportedly violat-
ing a standard, then I think we ought to look pretty seriously at
the standard.

Senator DURENBERGER. Well, I am grateful for your coming here.
And I just hope, Mr. Chairman, that we will take his advice.

The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. Well, I think it is a contribution, which you

have stated, Governor. I have one of those States that has fines
levied against it in this regard.

Let me understand your incentive payment. With the problem
that we face on this committee in trying to make the cuts that are
necessary to meet the budget resolution, I'd like to have a little
better idea of your provision in there to keep the error rate less
than 4 percent.

What kind of a cost would be involved in that?
Senator EVANS. Well, of course, it's not easy to determine be-

cause that would depend on how many States ultimately bring
their error rates down below the Federal standard and qualify for
incentive payments.

The CBO has estimated that in fiscal years 1988, 1989, and 1990,
some distance out yet, that those incentive payments could be in
the $40 million range. That has to be an estimate, of course.

But recognize that if we get to the point of incentive payment,
that means that the error rates themselves are down very substan-
tially, and that, in itself, is a significant savings.

Senator BENTSEN. Right.
Senator EVANS. So I think that what I am suggesting is that the

incentive payments would be merely a sharing of the savings
which would occur from bringing error rates down. And, frankly, I
think that kind of incentive would do a whole lot more than these
rather arbitrary sanctions in bringing error rates down and saving
money both for the States and for the Federal Government.

Senator BENTSEN. Senator, I think your testimony has been very
helpful.

The Chairman. Senator Heinz.
Senator HEINZ. Mr. Chairman, I want to commend Senator

Evans on a proposal that I think there is a lot of sympathy for. I
have some serious interest in it. I, too, am - concerned, however,
about the cost of the proposal, which is admittedly difficult to cal-
culate.

One alternative to Senator Evans' proposal or something that
which might work with Senator Evans' proposal is to get the States
to do a better job of automating their AFDC systems. Following the
Schweiker amendment of 1980, 49 out of 50 States have used auto-
matic data processing for Medicaid. As of today, only 3 of 50 States,
all of which have been given a 90-percent Federal cost reimburse-
ment for any money spent automating their systems for AFDC,
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have been certified as having those operable and only 5 other
States have applied.

Senator, how would you feel about a proposal which I have intro-
duced previously in bill form which would require States to meet
their own deadlines for automation-they have set deadlines-or
pay back their incentive funding if they don't do so?

It seems to me what we have right now is a kind of open draw on
the Federal Treasury. It's great for all the consultants and equip-
ment companies, but it hasn't produced much of anything.

Senator EVANS. Well, certainly I think if a contract is entered
into and goals are set and they are not met, either there has to be
a pretty legitimate reason for not doing so or certainly States
ought then to pay the Federal Government back.

I think we ought to keep in mind, however, that-that the AFDC
Program, particularly, is more complex by a country mile than vir-
tually any of the programs which States must administer.

It means, therefore, that it is just significantly more difficult to
come up with an adequate kind of automation program. And we
always have to keep in mind that in a complex program, you can
automate it all you want, but it depends in the ultimate analysis
on the accuracy of information being fed into the automated equip-
ment. And what you do with the information that comes out the
other end.

And I think the only way to get at that problem, to the degree
we can, is to try to simplify the program. And that's a difficult
task, indeed.

Right now, the program is so complex with so many require-
ments on those caseworkers that it's no wonder that they some-
times make errors, many of them technical.

Senator HEINZ. How would you respond to the fact, though, that
three States have actually automated and another five claim that
they have done so, and have applied for certification? It seems to
me that if eight States, in fact, can meet the challenge of dealing
with all that complexity, it's not too much to ask, given a reasona-
ble period of time, that the rest do so as well.

Senator EVANS. I suspect that that is true. I don't know which
States those are that have already accomplished that, whether they
are the large States or States which have a smaller problem in
terms of AFDC. I am not aware of which States have done that.

But, certainly, from my own experience as Governor, we find
that once one State has found a better way to do something, that
idea is spread fairly rapidly from one State to another. And I
would hope that those States which have done it successfully would
have that material transmitted to the others.

Senator HEINZ. I'm advised that one of the States that has done
so successfully was Wisconsin.

Senator EVANS. Which is certainly a significantly sized State. I
understand Wisconsin has always done a pretty good job, in this
area.

Senator HEINZ. Thank you.
Senator EVANS. I might just point out, Mr. Chairman, and to my

colleague from Pennsylvania, that in terms of costs-for the next 2
fiscal years, which I think are 2 critical years that we have to deal
with, there is essentially no cost to this legislation. It's just a cost
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of the study that is called for in the bill. The kind of costs that the
CBO assigns to S. 1362 are costs which come in fiscal years 1988,
1989 and 1990, when an incentive program might begin.

The CHAIRMAN. Senator Mitchell.
Senator MITCHELL. Thank you, Mr. Chairman.

- I want to commend Senator Evans for his efforts in this area.
This is a very difficult program. We all want very obviously to
reduce error rates to the extent possible; minimize the waste of val-
uable Federal resources. At the same time, it must be done in a
manner that is equitable and can be fairly administered.

I am one of the cosponsors on Senator Evans' bill, and I look for-
ward to working with him and the other members of the commit-
tee in attempting to achieve some equitable solution to what is a
difficult problem and one in which two really valid objectives come
into conflict.

Senator EVANS. Thank you, Senator.
Senator MITCHELL. I have no questions, Mr. Chairman.
The CHAIRMAN. Senator Grassley.
Senator GRASSLEY. No questions.
The CHAIRMAN. Any other questions?
[No response.]
The CHAIRMAN. If not, Senator, we thank you very much.
Senator EVANS. Thank you, Mr. Chairman.
The CHAIRMAN. Our next witness is the Honorable Margaret

Heckler, the Secretary of Health and Human Services.
Welcome.
Secretary HECKLER. Thank you.
The CHAIRMAN. Good to have you with us this morning.
Secretary HECKLER. Thank you very much.
The CHAIRMAN. Go right ahead.

STATEMENT OF THE HONORABLE MARGARET M. HECKLER, SEC-
RETARY OF HEALTH AND HUMAN SERVICES, WASHINGTON, DC
Secretary HECKLER. Mr. Chairman, members of the committee,

it's a great pleasure for me to be here this morning with you to
discuss the administration's proposals for fiscal year 1986 which
are under the jurisdiction of this committee.

Since you are preparing to take action on budget reconciliation, I
will comment briefly on alternatives to our recommendations, in-
cluding some of those advanced by your colleagues on the House
side. We have serious concerns about many of the House provi-
sions, which I will share with you in a moment.

I should note that all of the administration's legislative and regu-
latory proposals are summarized in my more lengthy statement for
the record.

The most fiscally significant of the President's legislative propos-
als are laid out in three bills before this committee-S. 1550, the
Health Care Financing Cost Reduction Amendments of 1985, intro-
duced by Senator Durenberger on August 1 at the administration's
request lays out our proposals in the health area; S. 1081, the
Social Welfare Amendments of 1985, introduced by Senator Roth
on May 7 provides the legislative language for implementing the
President's proposals in the AFDC Program; Senator Armstrong
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has introduced S. 1266, the Foster Care Adoption Assistance
Amendments of 1985.

In addition, we will soon transmit to Congress draft legislation to
make administrative improvements in the Medicare and Medicaid
Programs, and a draft voluntary voucher bill.

Since debate over the fiscal year 1986 budget began 8 months
ago, we have all been united in our belief that the single greatest
domestic problem facing the United States of America is the neces-
sity of reducing the Federal deficit. It was true then; it remains
true today. And I believe we are all equally united in our earnest
dedication to work toward that objective.

Now the time is upon us and we must take firm action to make
the final decisions that will reduce overall Federal spending and
the Federal deficit.

At the Department of Health and Human Services, we were care-
ful in crafting a budget that met the President's strong commit-
ment to both restraining spending and meeting the basic needs of
the poor, the handicapped, the ailing and the aged in our society.
And these are commitments about which I feel strongly.

We have not waivered in our belief that the budget presented
would fairly meet these goals in a logical and prudent way.

While the reconciliation instruction targets set in the budget res-
olution will guide your efforts, I want to remind you of how far re-
moved these targets are from the savings proposed by the Presi-
dent in his fiscal year 1986 budget.

The President proposed program changes that would save $23.23
billion over the next 3 years for the programs under the commit-
tee's jurisdiction. With the compromises which led to the budget
resolution, that amount was whittled down to $11.45 billion, barely
half of what the President recommended.

The President has shown that savings significantly greater than
$11.45 billion are possible. I urge you to follow his leadership.
There will be no penalty for exceeding the targets in the measure
you report.

And I know when you go into conference with your House col-
leagues it will not be easy or simple to draft a compromise that
fully meets the targets.

When I last appeared before you in February 1984, we stood at
the beginning of a new era. Through the Social Security amend-
ments of 1983 signed into law by President Reagan in April of that
year, we gave the Social Security Program the capacity to remain
sound and put Medicare on sounder footing.

In February, 1984 the Social Security Trust Funds were just be-
ginning to feel the rejuvenating effects of the 1983 amendments.
Also promising was the ability of the prosp-ective payment system
to improve the status of the Hospital Insurance Trust Fund, which
funds the hospital portion of the Medicare Program.

I would like to note here that, on this date, the news of the Hos-
pital Insurance Trust Fund is, indeed, good. At the end of March,
the other members of the Medicare Board of Trustees and I were
able to report that-even under the most pessimistic assumptions-
the Trust Fund would remain solvent through 1992. That is a full 3
years later than reported in 1984.
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Let me get on to a discussion of the health proposals. First, I
would like to address Medicare, Medicaid and the health system
generally.

When this administration took office, Medicare and Medicaid
costs were soaring off the charts-20 percent at one point. As you
can see, this chart indicates the increase in growth in Federal
health care costs before 1981, and then the dramatic drop in those
costs.

Medicare, in particular, was in peril. A vicious cycle was at work.
The exploding medical costs threatening Medicare were at least
partly caused by the Medicare statute itself.

Now the trend has been reversed. Even more importantly, this
had a profound impact on the entire medical care inflation rate.
And this was achieved not by cutting benefits, not by reducing
quality. With the vital partnership of this committee, we did it in
the old-fashioned way. We worked at it, changing the system and
its perverse incentives.

For years, the Federal Government had operated as a cost reim-
bursement provider of health care for millions of Americans. Now
our objective is to make Uncle Sam a prudent shopper. I know that
this is an objective which we share.

In about 2 weeks, the prospective payment system, which re-
placed the inflationary, open-ended, cost-based method of paying
hospitals, will mark the start of its third year. I'm pleased to
report to you that it has been enormously successful.

The length of stay is down to 7.7 days. And there is clear evi-
dence that the use of costly ancillary services has decreased.

Moreover, our Peer Review Organizations [PRO's], under con-
tract with the Health Care Financing and Administration to ad-
dress specific concerns relating to the new system, report no sys-
temwide problems to date. There is no evidence of any decrease in
the quality of care, according to the information that we have re-
ceived from the PRO's. -- -

In my view, the careful consideration that Congress gave to the
administration's new prospective payment plan in 1983 resulted in
a difficult but creative decision which has brought about a revolu-
tionary change that reversed the wrong incentives that had driven
the behavior of hospitals earlier, since tha time that the program
for the elderly began.

Since then, the whole environment of hospitals and health care
has been influenced. Change is in the air. Hospitals are seeking to
improve service and efficiency. They are responding to the stimulus
through innovation and through health promotion.

I see that the preliminary time has expired. I will just summa-
rize some of these points if I might, Mr. Chairman, because I feel
it's very important for the committee to take cognizance of the
health gains that we have made.

As we move into this next period of transition, I am confident
that the prospective payment system will continue to produce effi-
ciency and yield quality results. And in this spirit, let us not dimin-
ish the gains that we have achieved. Let us stay the course.

This is the challenge before this committee. Frankly, your House
colleagues have fallen prey to other temptations. The House Ways
and Means Committee bill backs away from our earlier commit-
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ment to fully implement a national prospective payment system by
the end of fiscal year 1986.

We strongly believe that prospective payment should move ahead
on schedule. This belief is based on all of the data available in our
Department. There is no justification for delaying the implementa-
tion of prospective payment. There is no evidence, no validation for
that.

The administration opposes increasing hospital payments for
fiscal year 1986, again, in light of solid evidence that there is no
justification for that increase.

On the question of how to make special provisions for hospitals
that serve a disproportionate share of patients who have low
income, we continue to be very concerned. However, we must state
that the data are very poor. As we search for better information,
we find that under the existing data there is virtually no realistic
way to determine the relationship between a hospital's Medicare
costs and its proportion of low-income patients.

There are no known data on the incomes of patients residing in
hospital beds. We are currently working to assemble a reliable data
base upon which to create a valid model for the adjustments that
need to be made in terms of, disproportionate share.

We feel we have worked too long and too carefully in guarantee-
ing the integrity of the new reimbursement system to create a dif-
ference within the system that is not based on rational and equita-
ble grounds.

We urge that you not automatically resist increases in benefici-
ary cost sharing. The current contributions by beneficiaries for
part B premiums and deductibles lag far behind the financing pro-
posals that the Congress intended when Medicare was actually en-
acted. We hope that you will consider favorably modest changes in
these areas, such as those proposed by the administration.

We urge you to object to the Ways and Means' provision which
would prohibit the Department -from implementing the regulation
limiting Medicare payments for graduate medical education.
Today, the Public Health Service predicts a surplus of 35,000 physi-
cians by the year 1990.

In light of the low general inflation rate and the surplus of phy-
sicians, we do not believe that increased hospital expenses for in-
terns' and residents' salaries are necessary for the efficient deliv-
ery of health services. We believe that it is appropriate to limit
these costs through regulation.

The CHAIRMAN. Let me ask you a question, if I can, because I do
want to set you off, if I possibly can.

And the reason I say that is this: We went all through these pro-
posals of the administration when we first started the budget proc-
ess. I met with the Democrats and I met with the Republicans. And
we know what they are. Some of them are going to pass; some of
them aren't. And I think we know where the points of difference
are, and I know these members want to ask you a lot of questions.
And I would just as soon have you abbreviate the rest of your
statement, because I don't think the positions are new; nor are the
controversies new. But there are some things that we want to get
at and we have got about 12 witnesses coming behind you.
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Secretary HECKLER. I would like to reflect on the changes relat-
ing to home health agencis, because I think this is an area in
which there is a great deal of controversy in the committee, and
also a very valid concern.

As you know, Mr. Chairman and members of the committee, be-
tween 1973 and 1982, Medicare expenditures for home health care
reimbursement increased at an average annual rate of 31.5 per-
cent.

In fiscal year 1986, home health care will represent over 3 per-
cent of all Medicare expenditures, a doubling since 1975.

We are very committed to the continuation of home health care,
Mr. Chairman. We feel very strongly that it is a very necessary di-
mension to the Medicare reimbursement program.

However, under our prior regulations home health care reim-
bursement was subject to limit is set at the 75th percentile of aver-
age cost per visit incurred by all home health agencies. Although
separate limits are established for each type of service, the limits
are applied in aggregate depending on the mix of services at each
home health agency. Thus, the system allowed agencies to offset
high-cost services with low-cost services. And as a result, this fast-
growing component has not had an incentive to provide efficiency
within the delivery of its services.

The interesting comparison is that payments for many of the
home health services for a single visit are on par with what Medi-
care pays for 24-hour care in a skilled nursing facility. For exam-
ple, the urban per visit limit for skilled nursing facility visit is
$53.41. The average daily limit for a skilled nursing facility is $60,
which covers the cost of room, board, laundry and 24-hour nursing
care.

The new limits published by HCFA say that Medicare will pay
120 percent of the mean cost of services applied in each discipline.
Quite simply, home health agencies will not be able to aggregate
their costs under this new regulation.

We feel that this is a change which will produce greater 'efficien-
cy of management by the home health agencies. At the same time,
under our calculations, the reimbursement for home health agen-
cies will expand this year by over $300 million, so we are not cur-
tailing home health services.

Obviously, there are many other points that can be made here.
Mr. Chairman, but in the interest of allowing time to respond to
questions, I would be glad to finish here.

The CHAIRMAN. Thank you.
[The prepared written statement of Secretary Heckler follows:]



236

STATEMENT OF

THE hONORABLE MARGARET M. HECKLER

SECRETARY OF HEALTH AND HUMAN SERVICES

Mr. Chairman, Members of the Committee:

It is a distinct pleasure to appear before you today to discuss the

Administration's proposals for Fiscal Year 1986 which you will be considering

shortly as you respond to the reconciliation instructions of the First

Concurrent Resolution on the Budget for Fiscal Year 1986. 1 will also comment

on alternatives to the Administration's proposals including some of those

advanced by your House colleagues on the Ways and Means and Energy and

Commerce Committees in response to their reconciliation instructions.

The most fiscally significant of the President's proposals are laid out in

three bills before this Committee. S. 1550, the "Health Care Financing Cost

Reduction Amendments of 1985," introduced by Sen. Durenberger on August 1 at

the Administration's request, lays out our proposals in the health care

financing area. S. 1081, the "Social Welfare Amendments of 1985," introduced

by Sen. Roth on May 7, provides the legislative language for implementing the

President's proposals in the AFDC program. Sen. Armstrong has introduced

S. 1266, the "Foster Care and Adoption Assistance Amendments of 1985."

The functional totals of the Congressional budget resolution only assume

savings in the health area. If meaningful deficit reduction is to occur, the

budget resolution's reconciliation instructions must be considered a floor,
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not a ceiling. Sane will say that because the budget resolution assumes no

savings in the human services area, the Committee should make no changes. I

urge you to reject this thinking and consider all our proposals on their

merits.

While the reconciliation instruction tanjets set in the budget resolution

will guide your efforts, I want to remind you of how far removed those targets

are from the savings proposed by the President in his budget. For FY 1986,

we proposed program changes that would save $23.2 billion over the next three

years within the programs under this Committee's jurisdiction. Through the

compromises which led to the budget resolution, that amount was whittled down

to $11.3 billion, not even one half of what the President proposed.

The budget deficit remains the single largest domestic problem facing the

Federal Government. The President has shown that savings significantly

greater than $11.45 billion are possible. I urge yoti to follow his

leadership. There will be no penalty for exceeding the targets in the measure

you report. And I know when you go into conference with your House colleagues

it will not be easy or simple to craft a compromise that fully meets the

targets.

When I last appeared before you, in February of 1984, we stood at the

beginning of a new era. Through the Social Security Amnendments of 1983,

signed into law by President Reagan in April of that year, we gave the Social
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Security program the capacity to remain sound and put Medicare on a much

stronger footing. The Social Security trust funds were just beginning to feel

the rejuvenating effects of the 1983 amendments. We were just beginning to

see the ability of the Prospective Payment System to improve the status of the

Hospital Insurance (HI) Trust Fund which funds the hospital portion of the

Medicare program.

We have continued to feel the salubrious effects of the 1983 amencents.

Earlier this year the Old Age and Survivors Trust Fund repaid $4.4 billion

it was forced to borrow fram the Hospital and Disability Insurance Trust

Funds. Also heartening is the state of the Hospital Insurance Trust Fund. At

the end of March, the other members of the Board of Trustees of the HI

Fund and I were able to report that even under pessimistic assumptions the

Trust Fund would remain solvent through 1992. This is a full three years

later than we reported in 1984.

But this has not diminished the challenge before us. Although we have made

impressive gains in the HI Trust Fund's actuarial status, our society can not

afford the costs as the population ages and Medicare bears an ever increasing

share of the 10.6% of our GNP spent on health care.

Under the President's proposal, Medicare expenditures on behalf of the elderly

and disabled will continue to increase. Medicare expenditures would increase

from $71.4 billion to $73.2 billion. CM has estimated that without the

reforms the President has proposed, the Medicare program would incur $18
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billion more in costs over the next three years than it would if the

President's proposals were implemented.

While we can be pleased with the knowledge that-the Hospital Insurance Trust

Fund is on the right track, we should be troubled by our lack of progress in

the Supplemental Medical Insurance (SMI) Trust Fund which derives 75% of its

funding from the general funds in the Treasury. Even with the economies

achieved by last year's Deficit Reduction Act, the general fund contributions

to the SMI Trust Fund, which pays Medicare part B costs, continue to increase

at a much faster rate than domestic spending as a whole.

Our budget request for grants to States for Medicaid represents an all-time

high. In FY 86, it would mount to $23.69 billion, up fram $22.81 billion.

We are proposing to limit growth in State Medicaid spending by decreasing the

rate of growth, and our proposal would save $1.3 billion.

States are currently able to decrease the rate of growth of Federal matching

expenditures, while accruing savings to both State and Federal governments.

In FYs 1981 through 1984, States held Federal Medicaid outlays to 5% annual

growth. This resulted in significant savings for the Federal and State gov-

ernments. The Administration's proposal would permit an average 5.7% annual

rate of growth from VY 86-90. This is a comfortable margin above the 5%

annual growth seen in FYs 1981 through 1984. Indeed, within a 5% growth rate

States have had the resources to fund optional Medicaid services and coverage

which exceed Federal requirements.

To help States control costs, burdensame Federal requirements would be elimi-

nated or reduced. Under the proposal to constrain increases to reasonable
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growth levels, States would receive increased program flexibility. These

cost controls, coupled with easing of Federal requirements, will aid the

States in preventing Medicaid program cost growth from consuming an ever

increasing share of their - and the Federal -- budgets.

The challenge to preserve the gains we have achieved is made ever more

difficult by attempts to compromise commitments and to slip program expansions

into packages which say they reduce the deficit. Your House colleagues have

have fallen prey to these temptations. The House bills, for example, include

significant expansions of the AFDC and Medicaid populations, a new, expensive,

and duplicative teen pregnancy program, and an expansion of the coverage of

optnetrists' and occupational therapists' services under Medicare Part B.

It is a Trojan horse they want to send you, Mr. Chairman, and I urge you to be

wary of it.

In summary, the Administration has recommended a balanced package of spending

reductions which, if adopted, would exceed the Ccmmittee' s target. We opx)se

the adoption of proposals which would add to the Federal deficit. We urge the

Committee, at a minimum, to reduce Medicare and Medicaid outlays at least by

the reconciliation instruction of $11.3 billion which can be achieved without

adversely affecting either the quality of health care or beneficiary

well-being. We also ask that you reject "savings" which would be achieved

through increases in revenue.

I would like now to focus on htman services issues. Before addressing

spedific legislative proposals, I want to note the importance of the

Administration's economic policies to the work of the Department. Last
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month's poverty data demonstrate that the economic recovery is dramatically

reducing the level of poverty in this country. Perhaps more importantly, the

creation of new economic opportunities has fostered a much-needed sense of

optimism and self-reliance among millions of low-incane Americans. It is no

accident that the young, who have the most to gain from new opportunity, have

been the strongest supporters of the President's policies.

This Administration's human services policies are building upon the strong

foundation of the economic recovery by opening doors for millions of deserving

Americans. our policies are also promoting public faith in government by

demonstrating an unwavering resolve to eliminate waste. Our commitment to

quality control has saved the taxpayer billions of dollars.

Our human services proposals for this year both save money and promote

important values. With our foster care proposal, we strive to give all

children the opportunity to live-with families that will love and nurture

them. With our AFDC work opportunities program, we strive to promote

self-reliance and dignity. Efficiency and opportunity are the cornerstones of

both our successful economic policy and our successful htunan service policy.

The achievements of this Administration are impressive: a decline in the

overall rate of inflation from 12.6 percent to under 4 percent, inflation in

the health field falling below 10 percent for the first time in recent rne'ory.

Hiut the accomplishments they have aided, significant improvements in the

health of the Social Security and Medicare trust funds, are still not secure.

Their cost is continued vigilance, a task, Mr. Chairman, that falls on your

your Committee as it seeks to meet its reconciliation targets.
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I will now describe in detail our proposals and comment on alternatives,

beginning in the health area and then continuing on to human services.

MEDICARE PROPSALS

Prospective Paynent Rates

On September 3, the Department promulgated Final Regulations implementing the

third year of operation of the prospective payment system. This rule modifies

the system to incorporate changes and improvements arising from our experience

over these past two years. Overall, we are confident that these refinements

will further our original objectives to:

o restructure hospitals' economic incentives;

o base payment on a system that identifies the product being purchased more

accurately than a cost reimbursement system does;

o reinforce the role of the Fed.eral government as a prudent buyer of

services; and

o restrain the rate of hospital cost increase, thus moderating the outflow

of expenditures frame the Medicare trust fund.

One of our foremost concerns in developing this rule was the proper level of

payments. As you are aware, we are required by law to consider a number of

factors, including: the hospital market basket index; hospital productivity;

technological and scientific advances; quality of care; case-mix data; and the

recommendations of the Prospective Payment Commission. In addition, we

believed it only logical to consider prior years' experience as well.
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by the ehd of 1984, we realized that, despite our best efforts to achieve

budget neutrality (as required in the first two years of PPS), the rates for

FY 1985 were too high. As a result, in preparing the President's Budget, we

assumed that the FY 1986 payment rates would be maintained at the 1985 level.

At that time, we did not realize that later data and experience would show

that we would be justified -- legally and technically -- in a 4.42 percent

reduction in the rates. Taking into account the combined effect of case mix

increases, market basket forecasting error, inaccurate cost-per-case

assumptions, and the consequences of using unaudited cost data as a basis for

rate-setting, the current rates are probably overstated by at least 8.5

percent. (A detailed discussion is included in the June 10 Notice of Proposed

Rule Making.)

Establishing FY 1986 rates based on FY 1985 rates that have been demonstrated

to be overstated clearly would not comport with the statutory requirement that

the rates represent payment for efficiently delivered care.

I would note that, while justification exists for lowering the payment rates,

we elected not to do so. The unintended consequences could disrupt the

industry and have an impact on the access to quality care that our Medicare

beneficiaries rightfully expect.

For the above reasons, the Administration believes an increase in the payment

rate, as approved by the Ways and Means Committee, is not warranted, and we

oppose it.
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We strongly oppose the Ways and Means provision which would delay by one year

the transition to a fully national prospective payment system. The positive

results of this new system and its objectives at inception --which I have

outlined above -convince us that the transition should continue on schedule.

In addition, a delay in that schedule could be interpreted as an indication

of a lack of confidence in the system, thereby undermining the spirit of

cooperation and State and private sector efforts which have facilitated its

implementation. Moreover, hospitals with historically higher costs would

continue to receive higher payments at the expense of those hospitals which

all alony have provided care in a more efficient, less costly manner.

I should like to emphasize here that we enter this, our final transition year,

with a two-year track record behind us:

o significant reductions in length of stay have moderated the amount of

resources needed to provide routine care;

o the number of Medicare admissions to hospitals is also declining --

consistent with the trend overall;

o there is evidence that use of costly ancillary services is decreasing;

o cost-effective ways of providing "high-tech" procedures are in evidence.



245

I am extremely encouraged by the results to date. The hospitals of America

have met the challenge; they have shown insight, imagination and initiative.

Indeed, those hospitals which have responded positively to the incentives of

the prospective payment system have prospered since the new system went into

operation.

Let me emphasize here that this Department remains committed to quality

assurance and access to care. Most importantly, not only are the economic

goals of.the system beiny met, but various monitoring efforts, both public

ana private, indicate that beneficiaries are continuing to receive good

quality care:

o The Peer Review Organizations initiated by this Committee and fiscal

intermediaries and consumers are responsible for evaluating whether the

quality of services meets professionally recognized standards of care;

o The Department assures hospital compliance with health and safety

requirements through surveys and inspections; and

o State health departments enforce professional licensure requirements aimed

at reducing health care risks.
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We believe the growth in health care expenditures can be restrained without

harming patients, and we feel there are proper safe-guards in place to protect

our beneficiaries.

Medical Education Costs

On July 5, we promulgated another significant rule, the substance of which was

reflected in the President's Budget. The Department is iinposing a one-year

limit on the amount Medicare will pay hospitals for their direct costs related

to medical education activities. As you are aware, these payments are in

addition to the amount hospitals receive under the prospective payment system.

As Administration witnesses have testified before this Committee, it is our

view that after 20 years of program experience, States and localities, medical

schools, and private philanthropic groups should assume more responsibility

for the costs of medical education. our view is consistent with the original

intent of Congress in 1966 when the direct medical education payment was seen

as a temporary subsidy.

I know that several Members of this Committee share our view that action must

be taken to limit the current open-ended funding of medical education from the

Medicare trust fund. We note particularly S. 1158, sponsored by Senators

Dole, DurenDerger and Bentsen, which would also freeze payments for one year.
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Restricting what we will pay for medical education should provide an incentive

for the medical education community to examine its priorities and begin to

shape its residencies to conform to today's -- and tomorrow's - health care

market place.

We urge you to reject anemnwents such as the House Ways and Means provision

which would prohibit the Department from implementing this regulation.

This action would increase Medicare outlays by $125 million in FY 1986. The

Department also opposes the House Energy and Comnerce provision, a very

limited and meaningless effort, aimed only at Medicaid costs.

Indirect Teaching Adjustment

Medicare is also paying more than its share for the indirect teaching costs.

In Fiscal Year 1986 --assuming no change in policy -- we estimate that Medicare

expenditures for these costs will be $1.4 billion. As you are aware, in

developing the prospective payment legislation, Congress elected to double the

factor used in calculating the forraula for computing this adjustment. This

add-on, which is now 11.59 percent, has produced an unintended bonanza by

providing a 100 percent windfall over the analytically derived estimate of

of 5.79 percent.
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o To illustrate, a heavy teaching hospital can receive a higher Medicare

payment per admission for a hernia requiring six days of care than a

non-teaching hospital receives for a hip fracture requiring twice as

as many days of care.

Hernia Hip Fracture

- Non-teaching hospital $2,764 $4,092
- Teaching hospital $4,656 $6,938

In our Health Care Financing Cost Reduction Amendments of 1985 (S. 1550), we

propose to eliminate the doubling of the indirect teaching adjustment.

It should be noted that, under our proposal, Medicare would still make an

additional payment for indirect medical education costs in teaching hospitals.

Medicare would still recognize the difference in costs between teaching and

non-teachin hospitals. It would no longer, however, recognize double

that difference. This proposal would save $695 million in FY 1986.

While Ways and Means has approved a reduction of about one-fourth in the

adjustment factor, that bill does not go far enough in eliminating the wind-

fall.

Disproportionate Share

Ways and Means has also approved giving extra payments for urban hospitals

serving a disproportionate share of low-income patients. We oppose this
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provision. While this issue is of great concern to the Administration, we

believe that such an adjustment is premature at this time. The relationship

between Medicare costs and low-income patients is still not well understood.

We do, however, have a research effort underway which should enable us to

construct a better proxy than is currently available. In the meantime,

arbitrarily selecting a definition of a "disproportionate" share hospital and

rewarding only those hospitals which fit that definition would only create a

whole new set of winners and losers.

Physician Fee Freeze

In the kJministration's bill, S. 1550, we propose to extend the existing

freeze on physicians' fees for an additional year. I should like to note

here that the physician fee freeze enacted last year has provided additional

protection to Medicare beneficiaries and reduced the rate of growth for

Medicare expenditures for physicians' services. Beneficiaries have been

favorably affected by the freeze in several ways: reduced coinsurance, lower

premiums, and reduced extra billing that would have occurred if fees were

permitted to increase. In addition, over two-thirds of Medicare claims for

physicians' services are now paid under assignment.
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Last Spring's deficit reduction agreement between the White House and the

Senate Leadership, which proposed to save $200 million under Medicare, assumed

a modified physician fee freeze proposal. There are a number of options for

such a proposal, and we will De happy to work with you to develop alternatives

in the context of achieving an overall part B savings goal. We would note

that we oppose any physician fee freeze that mandates assignment.

Home Health Reforms

The Department has recently revised the methodology used in setting limits on

home health agency (HHA) costs that may be reimbursed by Medicare. on July 5,

we promulgated regulations implementing these new limits.

The most significant changes to the former methodology limits are:

o setting the limits at 120 percent of mean cost for services rather than

at the 75th percentile, and

o they are applied by discipline -- or type of visit, instead of in the

aggregate.

We believe that it is necessary to provide high-cost home health agencies

with increased incentives to bring their expenditures into line with those of

the more efficient providers of service. We fully expect that home health
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agencies' behavior will change as a result of these refinements, both in terms

of management and cost reporting. In general, an agency will be motivated to

ensure that each type of service it furnishes is delivered efficiently and in

a cost-eftective manner. We expect that the need now to accurately classify

their costs Dy function will lead to closer scrutiny of salaries, staffing

levels, staff productivity and administrative costs.

It should be noted that a change to application of the limits by discipline

fulfills the intent of Congress in the omnibus Budget Reconciliation Act

(OBRA), P.L. 97-35. The Conference Committee Report accompanying the

legislation urged the Secretary, as soon as feasible, to implement this

change.

By definition, setting the limit at 120% of the mean methodology results in

limits for a discipline that are set well above the average costs, based on

the actual reported costs of a substantial proportion of participating HHAs.

Given the data available to us, we do not think the current range in per visit

costs is justified. Thus, we are setting the proposed limits at 20 percent

above mean cost per visit. Most HHAs with costs in excess of the limit can

reduce their excess costs through more efficient administration, with no

effect on either the quality or availability of services. An interesting

ccziparison here is that payments for many of the hone health services for a

single visit are on a par with what.Medicare pays for 24-hour care in a

skilled nursing facility. For example:
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o the cost limit for a skilled nursing care hcme health visit is $53.41;

o an average daily limit in a skilled nursing facility is $60, and covers

the cost of the room, the meals, laundry and 24-hour nursing care.

Mr. Chairman, we urye that the Ccmmittee reject any attempts to prevent the

Department from implementing these regulations.

Home Health Co-Payments

Payments under the home health benefit have expanded greatly since the

Omnibus Reconciliation Act of 1980, which eliminated any beneficiary

cost-sharing.

Previously, from 1978 to 1980, the number of home health visits per

beneficiary increased between 7 and 12 percent. After the 1980 amendments,

the rate of increase went to 14% in 198i and 16% in 1982. Expenditures for

home health have grown an average of 19% annually. Our proposal would impose

a modest co-payment of one percent of the inpatient deductible (estimated to

be $4.80 in 1986) for visits after the 20th visit. Since the average user of

home health services receives 25 visits, he or she would be liable for

payments of about *24 in 1986.
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Part B Premium and Deductible

Our proposals regarding beneficiary costs for part B are nothing more

than a reassertion of the principles contained in the original legislation

signed into law by President Johnson twenty years ago. The program signed

into law called for beneficiaries to bear half the cost of the part B program;

the Administration has only asked that beneficiaries bear 35% of program

costs.

Under current law the premium is slated to go up only 30 cents in

1986, from $15.50 to 15.80. This is the smallest increase since 197b. With

respect to the deductible, the original Medicare law said that part B

beneficiaries paid the first $50 of covered services each year. In today's

dollars, that would be $150. The Paministration has proposed to index the

deductible beginning in FY 87 which would increase it to $78, only a $3 dollar

increase over the current level, still leaving us far behind the Johnson-era

level. We have only proposed that we not fall any further behind.

Both our proposals to increase the premium share of program cost and

index the deductible will leave the beneficiary better off than he or

she was in 1966 when Medicare began and lessen Medicare's burden on the

Treasury.

Working Aged

The Tax Equity and F'iscal Responsitility Act of 1982 maae Medicare the

secondary payor for beneficiaries age 65-69 who work and are covered under

employer-based health insurance. Last year this was extended to cover

58-303 0 - 86 - 9
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beneficiaries aged 65-69 covered by a working spouse's employer health plan.

We have looked at the situation and see no rationale for drawing the line at

69. Thus we have proposed to do away with any age line. Of Course, the

beneficiary retains the option of being covered only by Medicare. Over the

next five years this proposal would save $2,470 million. We are pleased to

see that your colleagues on the Ways and Means and Energy and Comierce

Committee have proposed enacting this provision.

Eligibility

In the eligibility area we are also proposing changing the date on which

Medicare eligibility begins, currently the first day of the month in which an

individual attains age 65. We propose instead to begin eligibility on the

first day of the first full month in which a beneficiary is age 65. We see no

negative impact from this provision since nearly all employer-based group

health plans extend coverage to the date Medicare coverage begins. Like the

proposal on the working aged accepted by the House Cornittees, the savings to

the Medicare program would not affect beneficiaries. Savings from the change

in start of eligibility woulo amount to $1,625 million over the next five

years.
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One-Year Freeze on Payments to Clinical Laboratories

Under pre-DEFRA Medicare reimbursement rules, it was widely believed that

clinical laboratories were overpaid. Comparable Canadian experience suggests

that current Medicare lab fee schedules are still excessive. Thus we believe

it is reasonable to extend our freeze policy for other providers. We oppose

provisions that would increase spending above the freeze level or that would

mandate assignment.

Limits on Purchase and Rental of Durable Medical Equipment (DME)

The current charge system for DE* and other part B services is inherently

inflationary since it bases future Medicare payments on current actual

charges. In a notice to be finalized this month we are freezing payments

for DME and other part B services for one year and establishing a fee screen

thereafter. We oppose any legislative action that would increase Medicare

program costs over the freeze level or which would mandate assignment.

Issues Remaining frm Cost-Based Reimbursement

Prior to the prospective payment system (PPS), as we know all too well,

Medicare paid hospitals on the basis of reasonable cost. In general Medicare

paid for its share of a hospital's cost in proportion to Medicare

beneficiaries' utilization of a hospital's resources, generally measured as

the ratio of Medicare charges to total charges or the ratio of Medicare days
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to total days. In the area of malpractice, as a result of 1979 regulations,

Medicare paid, arid still pays PPS-exempt facilities, according to the

incidence of malpractice claims our beneficiaries generated. In facilities

where our beneficiaries caused no losses, we did not pay for malpractice

costs. Paying in proportion to total use meant Medicare paid its fair share

for the nursing services and clean sheets our beneficiaries used. But this is

not the case for malpractice costs. Our beneficiaries, the aged, disabled,

and retired, have lower life expectancy and income potential than the

population at large.

Now, as we enter the third year of the prospective payment system, we are

faced with continued litigation on this question by hospitals who are using

their lawyers to get a few last cookies out of the now-antique reasonable cost

cookie jar. We do not believe that the Congress intended for Medicare to pay

for costs our beneficiaries played no part in creating. Thus we are asking

that you make explicit in the law the Medicare should only pay its fair share

by separate accumulation and direct apportionment on a claims paid basis of

malpractice related costs.

We are experiencing a similar challenge, also a relic of the days of

cost-based reimbursement, relating to the counting of labor and delivery room

days towards the calculation of total number of inpatient days. Since 1976

Medicare has had the policy of including labor and delivery roan days as part

of total inpatient days. Some providers argue that this drives down the cost

per day, and have fought their inclusion. But they overlook the fact that

maternity arc pediatric routine patients, few of wham are Medicare
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beneficiaries, incur higher per diem costs than most other routine patients.

We believe that our policy here, as in so many of the complex issues posed by

cost-based reimbursement, provided a fair and reasonable solution to the

problem.

What would be unfair in both of these cases would be for the HI Trust Fund to

incur what could amount to several hundred million dollars of expenses

providing lump sun payments caused by re-calculating payments made in fiscal

years long past. Thus we urge you to include language in your reconciliation

bill to clarify that Medicare's policy was consistent with the intent of

Congress.

Voucher Proposal

Finally, Mr. Chairman, I would like to mention that we will soon transmit to

the Congress draft legislation which would build on the HMO provisions in

TEFRA. The voluntary voucher proposal would expand the pool of plans that

qualify for capitation payments. We would be pleased to discuss this proposal

in detail with the Canittee at the appropriate time.

MEDICAID PRVPOSALS

Turning to the Medicaid program, our proposals build on measures enacted in

1981 to constrain expenditures and permit innovation to improve the use of

limited health resources. States have the ability to control costs and when

they do, savings accrue to both State and local governments.
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The annual growth in Medicaid expenditures declined from 15 percent for the

period 1976-1980 to 10.1 percent for 1980-1984. The growth rate was only 5.8

percent between 1983-1984, well below the 9 percent growth rate in total

national health expenditures for the same year. This dramatic change can be

attributed partly to reductions in OBRA-mandated Federal Medicaid matchiN

payments, which expired at the eno of FY 1984.

For example, in 1981, Stt:es began to implement new prospective hospital

reimbursement methods that significantly improved hospital efficiency, thus

reducing Medicaid costs. To date, 26 States have instituted these new

methodologies. Between 1980 and 1984, the rise in outlays for hospital

inpatient services declined from 12.2 percent to 1.6 percent. States have

also taken advantage of provisions permitting greater administrative

flexibility to shift the emphasis of the program away fram more costly

institutional care and to redirect recipients to more efficient,

cost-effective providers of service.

The failure to reintroduce any direct constraints on Federal costs

at this time could add significantly to the Federal budget deficit.

Medicaid Cap

We propose capping Federal Medicaid payments to States at $23.7 billion in

FY 1986. This would replace the present open-ended system and would provide

incentives to States to adopt further cost-containment measures, reduce fraud
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and abuse, and increase third-party liability collections. For FY 1987 and

beyond, the Federal Medicaid expenditure's cap would be indexed to the Medical

Care Component of the Consumer Price Index.

Our proposal includes a one-time $300 million "hardship" funding pool which

would be established in FY 1986 to facilitate the transition to the limit on

Federal payments.

We believe this funding arranment would stimulate States to continue to

establish cost effective and efficient reform in program administration.

The States are in the best position to decide how their programs should be

economically designed and efficiently operated to benefit people in need. We

have proposed, in conjunction with the payment cap, proposals which would

allow States a freec hand to decide which groups may be covered, what services

they receive, and how much their providers are paid. Removing cumberscme

Federal requirements woula allow States to target limited Medicaid dollars to

suit the needs of their own particular population.

Fixed Grants for Administration

Grants to States for Medical assistance do not account for all Federal

expenditures related to Medicaid. In the current fiscal year we expect to

pay $1.2 billion to States as grants for Medicaid administrative costs.

As with actual assistance costs, we are asking States to take on greater
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responsibility to control costs. For fiscal year 1986 we propose freezing

grants for administration at the FY 1985 level. For subsequent fiscal years

we would increase the amounts available by the change in the GNP deflator.

Thus States will know in advance what amount of resources for administration

will be available from the Federal government and can plan accordingly.

Medicaid Eligibility Expansion

Senator Durenberger's and Senator Bentsen's bill S. 505, The Maternal and

Child Health Preventive Care Amendments of 1985, would permit States to target

certain services to all Medicai-eligible pregnant women without being

required to provide these same services to other Medicaid eligibles, as is now

the case. It would permit continued Medicaid coverage for pregnant women who

would lose their Medicaid coverage upon the end of their pregnancy. As I

indicated earlier, a deficit reduction bill is not the appropriate vehicle for

program expansions. We are concerned that our mutual goal of reducing spend-

ing would be severely impeded if this principle is breached. We therefore

oppose including these provisions in a reconciliation bill.

In addition, we strongly oppose the House Energy and Commerce bill which

mandates Medicaid program expansions. This would add $465 million to the

budget deficit.
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Third-Party Liability Initiative

We want to acknowledge the Finance Committee's initiative in seeking

to increase third-party liability pannents. We estimate that 10 to 15 percent

of Medicaid recipients have private health insurance coverage. We support the

direction of your proposal, but we believe it may be difficult to actually

achieve the projected savings. The Statement of the Managers accompanying the

Conference Report on the First Conconcurrent Budget Resolution also indicated

that failure on the part of the States to achieve the projected third-party

liability savings may not be enforced against them. A systematic approach is

needed to implement the statutory requirement mandating Meicaid as last-

dollar payor and to realize third-party liability savings. We would be happy

to work with your staff to achieve these savings for Federal and State

treasuries. our joint efforts should help us tap an important area of savings

that has been underutilized up to this point.

Increases in Expenditures

Finally, Mr. Chairman, we have noted our objections in principle to including

in a deficit reduction bill provisions that increase spending. The House

bills contain several such provisions. In addition to the one mentioned

earlier.
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o we oppose the provision in the Energy and Camerce bill which

would expand the types of services optometrists may perform under

Medicare;

o we oppose the Ways and Means provision which would extend part B

Medicare payments to cover occupational therapy services in a variety of

outpatient settings.

MATERNAL AND 0ILD HEALTh

We are also proposing a minor change to the Maternal and Child Health (MCH)

Block Grant authority. As you know, this block grant program provides over

$400 million per year to the States to support a broad range of health

services, including preventive, primary care, and rehabilitative services. It

is a principle source of support to States for their leadership in planning,

promoting and coordinating health care for mothers and children who otherwise

would not have access to adequate care.

our proposed amendment would allow States to expend those funds over a longer

period of time than the law currently permits. Specifically, our proposal

would repeal a provision which requires the money to be spent within two years

of its allotment. The removal of this restriction would make the MCi block

grant legislation consistent with other block grant authorities. More

importantly, it would provide the States with the flexibility to plan and

effectively support long-range programs. It is our expectation that this

amenctnent would result in more effective health services being provided to the

mothers and children served by this program..
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SOCIAL S URITY

I would like to make a few caarents on Social Security matters raised by

the President's budget and the Senate budget resolution.

The President's budget contains a proposal to have State and local

government employers deposit Social Security contributions for their

covered employees on the sane deposit schedule that private employers must

follow. States would deposit their social security contributions on the saw

schedule they now deposit tax withholding. In addition States would no longer

be liable for deposits of substate entities. On June 20, 1985, the Treasury

Department submitted to the Congress for its consideration a draft bill which

would implement this proposal. This draft bill would bring about consistent

treatment of public and private employers in terms of Social Security

contribution deposit requirements and eliminate their financial drain on the

Social Security Trust Funds caused by the present delayed State deposit

schedule. The proposal would increase Trust Fund receipts of interest and -

State contributions by more than $2.5 billion over the next five fiscal

years.

Another proposal contained in the President's budget would extend Social

Security coverage to railroad employment beginning in 1986. Social Security

benefits would be paid to railroad workers and their dependents and survivors

who became eligible for benefits after 1985. At present, railroad workers pay

tier I railroad taxes, which are the same as Social Security taxes, and

receive tier I railroad retirement benefits, which are similar to Social

Security benefits. This proposal, which vild implement a recammendation of
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the President's Private Sector Survey on Cost Control, would end the anomaly

of independent coverage of railroad employment under a program specifically

intended to mirror the Social Security prcxram. Railroad workers (and their

dependents and survivors) beccmirg eligible for benefits in the future would

not receive benefits that are less than if they became eligible for Tier I

benefits today. In addition, some individuals who do not now receive benefits

from railroad retirement would be eligible for Social Security benefits.

Moreover, the inconsistencies and problems of coordination that arise from

having two agencies administering Social Security coverage would be

eliminated, and retired railroad workers and their families could seek

assistance at any of over 1300 Social Security offices instead of under 100

railroad retirement offices.

I also want to take this opportunity to express support for H.R. 2005,

the Social Security Minor and Technical Charges Act of 1985, which was passed

by the House of Representatives on May 14, 1985 and has been referred to the

Senate Committee on Finance for consideration. However, we do not support

section 13 of H.R. 2005, which would reinstate Medicaid eligibility for widows

an widowers who were disqualified due to the increase in benefits under

section 134 of the Social Security Amendments of 1983. While we understand

the concern that prompted this provision, there are a number of other factors

that must be taken into account in considering the proposed amendment:

- Widows and widowers affected by the 1983 provision:

-- may already be eligible for Medicaid because they live in States

that cover medically needy aged, blind and disabled persons not

eligible for ESI an
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-- generally already have Medicare coverage or will have it by

the end of this year.

8 Further, the proposal raises questions of equity because it provides /

special treatment for a closed group of individuals who were affe-cted

by the 1983 Social Security Amendments and does not provide similar

Medicaid benefits for other persons in like financial circumstances.

And finally, the proposal way also present some administrative

problems because the group affected will be difficult to identify,

and a special rule will have to be applied to them over the years.

We would suggest that section 2 of the bill be amended to provide that

the authority included in section 505 of the 1980 disability arendments to

conduct experiments and demonstration projects under title II be permanently

established, rather than extended for only 5 years.

I appreciate your consideration of these issues.
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HUMAN EEVELXUMNT SERVICES - FOSTER CARE

As the members of this Committee know, five years ago the Congress

enacted the Adoption Assistance and Child Welfare Act of 1980, which

restructured the Federal role and participation in programs for child welfare

and foster care, and created a new role in adoption assistance. The new

provisions -- under titles IV-B and rV-E of the Social Security Act -- focused

on the need to actively track and plan for children in foster care, and make

permanent placement in a family the basic goal for all children.

Five years later these new programs are well underway. There has been a

significant decrease in the number of children in foster care; the length of

time that children stay in foster care has decreased; and States have made

significant progress in permanency planning. We can all take great pride in

this achievement.

In this context, the Administration's proposals do not represent

suggestions for massive charge or significant restructuring of these programs.

Our proposals, contained in S. l?66 introduced by Senator Armstrong, consti-

tute a series of modifications intended to fine-tune the program and address

specific problem areas, while retaining the basic structure.

First, our proposal would create a program of incentive payments to

reward States that reduce the nruber of children who have been in Federally

financed foster care for more than 24 months. The proposal recognizes that

children who have been in foster care for more than 24 months are among the

most difficult to help. After this length of time, reunification with the

original family is less feasible, and adoption for older children becomes

more difficult.
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States that in any of fiscal years 1988, 1989 or 1990 reduce by at least

three percent below the prior year's total the number of children in federally

financed foster care more than 24 months will receive payments of $3000 per

child for these reductions.

States could use this bonus payment money for any purpose under Title

IV-E (foster care and adoption assistance), Title IV-B (child welfare

services), or Title XX (Social Services Block Grant). We believe that States

can use this flexible services money to strengthen their child welfare pro-

grams under any of these funding authorities.

I want to emphasize here that we regard this as a positive incentive.

States that are unable to make reductions in the numbers of this group of

children, or are unable to make the threshold three percent reductions, would

not be penalized.

Several special interest groups have opposed this provision on the

grounds that the vast majority of children in long-term foster care cannot be

permanently placed. I reject that proposition as emphatically as I can. All

across this country, individuals and families are willing to open their hearts

and homes to children with special needs. Too many of these children languish

in foster care because people have given up on them. When States utilize

aggressive, creative placement prcxrams, they have invariably found that there

is a permanent stable family for every child.
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Second, we have proposed two charges in regard to Medicaid eligibility

for children under the Adoption Assistance program. Since many "special

needs" children need the support of extensive medical services, children who

are adopted under the title IV-E Adoption Assistance program are deemed

eligible for medical assistance under Medicaid.

However, where adoptive parents move their family to a new State, they

may not be able to find medical providers willing to accept an out-of-state

Medicaid card. The uncertainty of continued Medicaid coverage if the family

were to move may prohibit or discourage some families fram adopting special

needs children. It certainly causes difficulties for families led to expect

continued medical support.

We are therefore proposing that children for whom a Title rV-E adoption

assistance agreement is in effect be eligible for Medicaid in the State where

they reside. We believe that this clarification of Medicaid eligibility will

assure that medical services continue to be available to those IV-E children

who need them.

A related proposal will eliminate the requirement that an adoption

assistance payment must be made in order to assure a child's Medicaid

eligibility. This change would eliminate the need for States to make token

monthly payments of as little as $1.00 to maintain Medicaid eligibility for a

child in those cases where parents do not need subsidy payments but do need

support for medical services.
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Third, we are also asking the Congress to make permanent the provisions

of title IV-E which authorize Federal matching of foster care maintenance

payments made on behalf of certain children voluntarily placed in foster

care.

This was a temporary provision in the 1980 law to respond to concerns

that in the case of a voluntary request of a parent for a child's placement,

unnecessary court proceedings place additional stress on the family and could

cause unnecessaLy trauma for the child. The provision was made temporary,

however, based on concerns as to whether voluntary placement provided

sufficient prcmection for these children.

In the results of a recent study of State use of voluntary foster care,

we found that both voluntary and court-ordered placements received similar

types ad mounts of case planning and social services attention from the

agencies involved. Consequently, the study concluded that the use of the

court system is not required to assure that services are delivered to those in

voluntary placement. Further, the use of voluntary foster care allows some

States to provide temporary foster care and reduce the use of unnecessary and

costly court procedures when a voluntary agreement would suffice.

Fourth, we are also proposing modifications to the allocation of funds

under the title IV-E foster care program, including making the conditional

limitations on foster care funding effective for any fiscal year in which at

least $200 million is appropriated under title IV-B (Child Welfare Services);

modifying the "indexing" provision to the lower of five percent or the

Consumer Price Index annually; and changing the base year fran 1978 to 1984

for purposes of calculating States' allotments.
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Costs for the title IV-E foster care program are rapidly increasing, and

the most rapidly increasing segment of program costs are the claims for

administrative costs. While Federal expenditures for maintenance payments for

foster care children have remained relatively steady, Federal payments for

State administrative costs have multiplied more than four and one-half. times,

from about 10 percent of Federal payments in 1981 to one-third of Federal

payments in 1984.

Nineteen States increased their administrative costs fra 1981 to 1984 by

over 500 percent and 12 States by over 1000 percent. In Fiscal Year 1984,

five States spent more on administrative costs than they disbursed as payments

on behalf of children in foster care. An additional 12 States had administra-

tive costs which were between 50 percent and 100 percent of payments.

While we want to continue necessary funding for these important programs

for children, we also believe there must be sme effort made to reduce the

rapid increase in costs, especially when the most rapidly increasing costs are

not those involving direct payments for foster care maintenance. In addition,

the provisions in the current law for distribution of funding and indexing of

costs were created in response to 1978 conditions, and should be updated.

State foster care programs have matured considerably since 1978. We

believe States are making significant progress in providirg preventive

services and improving the permanent placement of children, and will be able

to control costs for this program while continuing to provide services to

children in need of care.
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HDS - SOCIAL SERVICES BLOCK GRAN4T

The Social Services Block Grant (SSBG) -- created by Congress in 1981

under title XX of the Social Security Act -- provides funds for a very wide

range of services to meet human needs. Services that may be funded include

child care, protective and emergency services for children and adults,

home-based services, information and referral, transportation, education and

training, and many other services to meet the needs of children, youth,

handicapped persons, and older individuals.

The Administration proposal to amend this law -- introduced by

Congresman Bill Frenzel as H.R. 2720 - makes two important charges that

strengthen the program.

The key feature of the SSBG is its flexibility -- instead of having

management decisions made for them in Washington, State and local governments

can decide which services have the highest priorities, who ought to be

eligible for services, and how the services will be delivered. The

Administration proposal extends that flexibility to Federally recognized

Indian tribes, consistent with the President's statement of policy in January

1983, by allowing SSBG funds to be sent directly to sovereign tribal

organizations. This approach recognizes the diversity among tribes and the

right of each tribal government to set its own priorities and goals. The

proposal also authorizes tribes to consolidate funds received under the SSBG

and the Low Income Hacme Energy Assistance Block Grant.

Second, our proposal would add to title XX a nondiscrimination provision

modeled on the nondiscrimination provisions in the health-related block grants

administered by the Department of Health and Human Services. This provision

expressly recognizes the application to programs or activities funded under

this title of the Age Discrimination Act of 1975, section 504 of the

Rehabilitation Act of 1973, title IX of the Education Amendments of 1972, and

title VI of the Civil Rights Act of 1964. The provision also prohibits dis-

crimination on grounds of sex, and specifies a procedure for securing

compliance with these nondiscrimination requirements.
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Aid to Families with Deperdent Children-Unemployed Parent

I would also like to take this opportunity to express cur objections to

two proposals for new domestic spending programs which recently were adopted

by the House Committee on Ways and Means as part of H.R. 3128. In addition to

opposing these proposals on substantive grounds, the Administration feels

strongly that it is inappropriate to initiate new spending programs in these

areas at a time when the Federal deficit is approaching $200 billion.

First, the Committee's proposal would mandate that States provide

benefits to two-parent families in which the principal earner is unemployed.

This would disrupt a sound legislative conpranise first adopted in 1961.

Under the current system, States may decide whether they have sufficient

resources or interest in providing AFDC to families with both parents in the

home. Many States do not want to run Aid to Families With Dependent

Children-Unemployed Parent (AFDC-UP) programs because they have strong

philosophical objections. Also, many States feel that they do not have the

funds to support an AFDC-UP program. Mandating AFDC-UP would result in

additional Federal costs for AFDC and Medicaid of approximately $311 million

in FY 87 alone, and would impose similar total costs on about half of the

Statoz. We estimate, for example, that Colorado would incur additional AFDC

costs of approximately $6.5 million; Louisiana would incur over $8.5 million;

and Oklahoma would incur over $6 million. These estimates do not include the

vast Medicaid costs the States would incur. In the past, Congress has wisely

balanced conflicting needs and interests by making this program available at

State option, and I strongly urge you to leave this structure intact.
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This pr xsal also would require a new definition of a quarter of work,

an essential element in determining who is unemployed. This charge which

would seriously distort the intent of the unemployed parent program by

extending benefits to individuals with very limited work histories.

Currently, in order to qualify for benefits under the unemployed parent

program, an individual must have six or more quarters of work within any

13-calendar-quarter period ending within one year prior to an application for

assistance. The new definition would undermine this need for recent

participation in the workforce by allowing education and training to

subtitute partially for employment in meeting the requirement for six prior

quarters of work.

Teenage Pregnancy Block Grant

The second proposed new spending program, would provide additional funds

to States for programs to reduce teenage pregnancies and assist teenaged

parents. This provision duplicates existing efforts under a number of other

programs. While we certainly share the Ways and Means Comittee's concern

about the problems associated with teenaged pregnancy, programs such as the

Adolescent Family Life program, the Social Services Block Grant, Title X of

the Public Health Service Act, the Job Training Partnership Act and other

programs already provide services to assist this group of individuals. We do

not believe that the additional funds provided under the block grant program

will produce effective new approaches to resolving the problems of pregnant

teenagers and young parents, and may indeed only serve to complicate service

delivery. Moreover, the Adninistration steadfastly opposes creation of

program which would encourage, promote or finance the performance of

abort ions.

For these reasons, we urge you to reject these two legislative

proposals.
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Aid to Families with Dependent Children-Quality Control

The quality control system is a vital and necessary part of the Aid to

Families with Dependent Children (AFDC) program, and it is now seriously

threatened by legislation introduced in both Houses of Congress. Both

S. 1362, introduced by Senator Evans, an H.R. 3128, approved by the House

Ways and Means Committee, seriously undermine the integrity of the AFDC

quality control system. Furthennore, enactment of either bill would have

serious budget ramifications, thus inhibiting efforts to reduce the Federal

deficit.

It is the quality control system which tells us how much money spent for

AFDC benefits is misspent. The measure of this misspending is the payment

error rate. In FY 1973, the error rate was 16.5 percent--that is, 16.5

percent of all of the money paid in AFDC benefits was misspent. Had the

FY 1981 error rate been that high, $2.1 billion would have been misspent in

that year. Even with the actual error rate of 7.6 percent, almost $1 billion

was misspent.

We estimate that S. 1362 would add to the Federal budget over $1 billion

for the period FY 1986-1990. These costs represent additional Federal

financing of erroneous AFDC payments, not increased benefits to assist those

in need.

The legislation pending before Congress would raise the error tolerance

level. To what degree should the Federal government finance erroneous State

payments? Just three years ago, in the Tax Equity and Fiscal Responsibility
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Act of 1982, Congress, while affirming a 4 percent tolerance for FY 1983,

established 3 percent beginning in FY 1984 as the maximum level of erroneous

payments that the Federal government should match.

As evidenced by declining error rates, States are responding to the

strong message Congress sent--that States must improve program accuracy. The

error rate standards have been in place for several years, and States have had

ample opportunity to take the necessary corrective actions in order to

achieve the target error rates. Yet S. 1362 would impose a moratorium on the

collection of disallowances by the Federal governnent;--Clearly, Congress

would send both the States and the taxpayers the wrong signal by such an

action. The entire amount of the disallowances for FY 1981, $69.2 million,

represents only about 7 percent of the total amount of erroneous AFDC

expenditures for that year and is less than half of one percent of all AFX

expenditures for FY 1981.

Now I would like to comment on sane of the particular features of

S. 1362, most of which are also contained in H.R. 3128.

Section 1 of the bill directs completion of a one year study to determine

"tolerable" error rates for the AFDC program. In addition, it requires the

Department to contract with the National Academy of Sciences to conduct a

study on the same issue concurrently.
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Section 2 would increase the error rate tolerance level for Federal

funding from 3 percent to 4 percent retroactive to fiscal year 1983. I see no

basis for increasing existing statutory tolerance levels. This provision

alone would increase Federal funding for AFDC errors by about $60 million per

year, including retroactive payments to States of $180 million for

overpayments and payments to ineligible individuals which have been made

during the past three years.

We oppose increasing the error rate tolerance level. Based on experience

with States, we believe that current tolerance levels are achievable and that

there is-no need to provide additional Federal financing for erroneous

payments. A change in the current error rate tolerance level would certainly

reverse the downward trend of States' error rates.

Section 3 of the bill would make several changes to the current QC waiver

process of disallowances. First, the bill would allow a State to request a

waiver if the State can show that the Federal error rate determination was

made incorrectly and that the State's error rate is actually lower. This

section also requires the Department to act on the State's waiver request

within a timetable specified in regulations, and that the State may appeal the

Secretary's waiver decision to the HHS Grant Appeals Board. The section of

the bill would place in the statute factors that the Department must consider

in reviewing a State's waiver request, including factors now in regulation and

additional factors. These additional factors include consideration of the

State's past performance ari the cost-effectiveness of error rate reduction.
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We believe that the overall purpose of the study--to determine tolerable

error rates under the AFDC program--is not only unnecessary, but unrealistic.

The overriding issue in establishing error rate targets is to what degree the

Federal government should participate in erroneous expenditures.

The AFDC Quality Control system has been the subject of timerous studies,

including studies by Westat and Gallup, which have pronounced it both

programmatically and statistically sound. Over the past twenty years, the

system has undergone continual refinement and review resulting in a

methodology that equitably measures erroneous AFDC payments.

Finally, a recently completed study by Touche Ross, Inc., addresses the

issue of client-caused errors, and cost-effective means for reducing both

client-caused errors and agency-caused errors. The study establishes beyond

doubt that States can and should control their error rates, and that effective

error reduction can be accouplished at a reasonable cost. Based on a survey

of twenty-three States, the study also shows that many States have not fully

implemented the low-cost practices identified which appear to have the

greatest impact on AFDC errors. For example, regular State review of local

office activity as well as supervisory review of AFDC cases are relatively

inexpenive corrective action activities that were found to be effective means

for controlling errors. The Touche Ross study was sent to all States to use

in implementing low-cost error reduction techniques. We feel strongly that

additional research cannot provide a basis for rejecting the existing quality

control system.
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Section 2 would increase the error rate tolerance level for Federal

funding from 3 percent to 4 percent retroactive to fiscal year 1983. 1 see no

basis for increasing existing statutory tolerance levels.

We oppose increasing the error rate tolerance level. Based on experience

with States, we believe that current tolerance levels are achievable and that

there is no need to provide additional Federal financing for erroneous

payments. A charge in the current error rate tolerance level would certainly

reverse the downward trend of States' error rates.

Section 3 of the bill would make several charges to the current OC waiver

process of disallowances. First, the bill would allow a State to request a

waiver if the State can show that the Federal error rate determination was

made incorrectly and that the State's error rate is actually lower. This

section also requires the Department to act on the State's waiver request

within a timetable specified in regulations, and that the State may appeal the

Secretary's waiver decision to the HHS Grant Appeals Board. The section of

the bill would place in the statute factors that the Department must consider

in reviewing a State's waiver request, including factors now in regulation and

additional factors. These additional factors include consideration of the

State's past performance ad the cost-effectiveness of error rate reduction.
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First, we believe it is unnecessary to allow a State to request a waiver

of all or part of its disallowance if it can show that the error rate

determination was made incorrectly. Under current procedures, the Federal

goverrmnt and the States review disputed items, in detail, before the final

error rate is determined. When differences between Federal and State findings

are identified, a "difference letter" is prepared for each case, and appeal

procedures are provided at difference levels. Once a final resolution of

whether there was an error is reached, the official error rate is determined

by a formula which takes into account both State ad Federal findings.

Although the Regional Comissioner of Social Security is the last step in the

appeals process for "difference cases", the State can also bring any disputed

findings to the attention of the Departmental Grant Appeals Board when

appealing a disallowance.

Second, we oppose placing waiver criteria in the statute because it would

limit the current flexibility to arend such factors in response to changing

technology and program requirements that could affect States' waivers. States

are provided with a detailed: listing of the weights and factors along with the

"Notice of Intent to Disallow Federal Funds." Placing the waiver criteria in

the statute would not allow us to respond in a responsible and timely fashion

to changing circumstances.

Third, with regard to the additional factors hich would have to te

considered, we feel that they are either unnecessary or would be

administratively burdercme for the States and the Federal government.
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In order to determine the cost-effectiveness of error rate reduction, we

believe that States would have to document on an item-by-item basis all

corrective actions, including administrative decisions which were considered

but rejected. Each of these items would be subject to a cost-benefit

analysis. In addition, consideration of cost-effectiveness is already

invariably involved in a State's selection of corrective actions, as it weighs

this factor in deciding which error reduction techniques to pursue.

Section 4 of the bill would prohibit HHS from collecting any

disallowances until after completion of additional studies. I strongly oppose

placing a moratorium on the collection of OC disallowances. -In FY 1981,

States paid nearly $1 billion in AFDC benefits to individuals who were not

entitled to any benefit or were not entitled to the benefit amount they

received. Of this $1 billion in misspent taxpayers funds, States'

disallowances totaled $73.5 million--less than 8 percent of the total

erroneous expenditures. I decided, after careful personal review, to waive $4

million. Thus, in perspective, States are being asked to reimburse the

Federal goverrn.,nt for a relatively small portion of the funds misspent that

year.

Concerns expressed about the effects on States, and the AFDC program,

regarding the collection of the disallowances are overstated--many of the

States subject to disallowancoes have State budget surpluses. According to a

published 1985 survey conducted by the National Association of State Budget
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Officers and the National Governors' Association, many States showed budget

surpluses for FY 1984 and for FY 1985 (estimated), including the majority of

States subject to disailowances for FY 1981.

FY 1981 is the first year for which disallowances will be collected. The

implementation of these OC error standards, including collection of

disallowances, should not be a surprise to anyone since Congress mandated the

standards in 1979. To place a moratorium on the collection of disallowances

now will serd a message to States that the QC system is to be disregarded and

that there is no need to reduce erroneous expenditures in the program. Yet,

as we reduce erroneous expenditures we show the taxpayers that the program is

responsible ard effectively targeting assistance to those in need. By

improving the image of the AFDC program, we gain public support for this vital

assistance program.

Section 5 of the bill would establish incentive payments when a State's

error rate is below 4 percent, startir-j in FY 1986. These incentive payments

would not be in effect until after the moratorium on disallowances is lifted,

and at that time incentive payments for prior years would be made in a lump

sun to States.

We believe it is unnecessary and unwise to institute incentive payments

beyond the existing rewards which accrue to States that meet their target

error rates. When States successfully reduce errors below the statutory

limit, States not only share in the savings but also reap the non-financial

benefits of obtaining public respect for a job well done.
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Section 6 of the bill would require that a State's error rate be

determined using the lower bound of the confidence interval rather than the

midpoint. In addition, errors whlch are said to be "technical* in nature,

such as omissions fran the State files of Social Security numbers, assignment

of child support rights, declarations of cooperation in obtaining child

support and WIN or other work program registrations shall be disregarded.

These amendments would apply to FY 1981 and thereafter.

We believe the appropriate solution to a State's concern about the

reliability of OC results is for the State to increase its sample size--an

option which is currently available to all States--with federal matching

payments available for added sampling costs.

Moreover, there are other serious problems inherent in the use of the

lower bound. For example, use of the lower limit would give an advantage to' a

State with a small sample and larger confidence range and disadvantage States

with a large sample and smaller confidence range, although the mid-point

estimates could be the same in both cases. Use of the lower bound would also

give an advantage to States with high error rates--when two States have the

sae sample size, the confidence range is larger for the State with the higher

error rate. Also, the bounds of the confidence interval are affected by the

extent to which Federal and State findings differ. In canputing the error

rate, the AFDC quality control system uses a regression methodology that takes

into account difference in Federal and State findings. As the differences
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between those sets of findings increase, the confidence interval expands, and

the State's error rate, if measured at the lower bound, would be reduced.

Thus, there would be no incentive for States to conduct accurate QC reviews

and minimize their differences with the Federal findings. Such difficulties

exist regardless of the sample size.

We also oppose not counting "technical" errors. These so-called

"technical" errors involve basic statutory conditions of eligibility. In

fact, these requirements are central to the administration of the AFDC program

and their proper documentation is a necessary element of any meaningful OC

review. These conditions are subject to quality control review to determine

whether the case was legally entitled to receive assistance and, hence,

whether Federal matching is allowable. Further, quality control data show

that ccnpliance with these requirements is within the control of the State

agencies and, in fact, compliance is almost totally achievable through solid

management attention.

We also strongly disagree with the assumption that these so-called

"technical errors" have no fiscal impact. These requirements were placed in

the statute because they do have programmatic, administrative, ad fiscal

impacts. Clearly, compliance with and documentation of these requirements can

have a substantial effect on eligibility and payment amount. For example; if

the State fails to document a Social Security number (SSN), a bank or wage

match could not uncover excess resources or earnings. J.urthermore, the income

verification requirements that Congress recently enacted in the Deficit
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Reduct ion Act of 1984 require States to use SSNs to match applicant and

recipient AFDC information with Employment Security, Unemployment Insurance,

SSA, BENEEX, IRS and other Federal and State data sources to ensure that

applicants and recipients receive only those amounts to which they are

entitled under the law. If the SSN documentation requirement were deleted

fra the calculation of States' error rates, we believe States would not be as

diligent in securing SSNs and, as a result, the income verification process

would be considerably less effective.

I urge you not to divert scarce dollars to finance greater waste

payments. In a time of staggering deficits and many pressing demands on the

Federal government, subsidy of bad welfare management is not supported by the

public and should not be supported by the Congress.

Error rates are caning down. The system is working. To undercut that

system now would undo twenty years of Congressional ccmamitbent to proper

stewardship of public resources. To destroy the structure which Congress has

taken so long to develop would be shortsighted and fiscally irresponsible.
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AFDC ALINISTRATION PBCOSAIS

This year the Administration is proposing four amendments to the Aid to

Families with Dependent Children program. These proposals build on

earlier darges made during the Reagan Administration by promoting

self-reliance, improving administration, and targeting of AFDC benefits.

The most significant of these amendments calls for the creation of a work

opportunities program. It embodies a workable, fair and responsive approach

for assisting AFDC applicants and recipients in their efforts to became

self-sufficient.

we believe the work opportunities program is necessary if AFDC is to

succeed in one of its primary missions -- to give parents the dance to

control their own lives by engaging in meaningful employment. The work ethic

that shaped our nation anid drives our lives is alive in AFDC recipients. They

feel the need to work and contribute to society as strongly as any American.

The problem is they lack essential tools -- not just the skills and work

experience required for particular obs -- but also self-confidence and

self-esteem. Our work opportunities proposal would provide AFDC recipients

with the opportunity to develop these essential tools.

The work opportunities proposal replaces the Work Incentive Program --

which has failed to involve large numbers of recipients in work activities,

ard has not dealt effectively with recipients without job skills. Under our

proposal, for the first time, all States would be required to involve actively
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all non-exempt able-bodied AFDC applicants and recipients in work activities.

The work opportunities proposal places primary responsibility with the welfare

agency and allows States to offer a wide range of work activities including:

" the Community Work Experience Program, in which recipients are

assigned to work in public and non-profit agencies while continuing to

receive their welfare grant;

o grant diversion, in which the welfare benefit is used to subsidize a

pay check received by the recipient for performance on a job;

" job seard, in which applicants and recipients are required to look

for work while they receive support services;

O Job Training Partnership Act, or JTPA, training; ad,

o State-designed alternative work-directed activities or innovative

projects approved under HHS demonstration authority.

States would have the flexibility to design program which respond to

their local needs, and would have a three-year period to achieve required

participation rates. No recipient would suffer due to participation in these

programs; we would continue to exempt from this requirement individuals such

as the aged, disabled, and those who face special responsibilities for

providing care at home.

This proposal builds upon a rturber of successful State work programs made

possible by charges sought by the Administration during the past four years.

Recent data from the State provides strong and consistent evidence that work

programs do work. I would like to point cut just a few of these findings:
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* In a San Diego work program that conbines job search and the community

work experience program (OCEP), over 90 percent of the 5,000 welfare

recipients expected to participate found jobs, left the rolls, or

completed the program within 9 months of entering the program.

a 52 percent of the mothers in the San Diego project participating in

job search and CWEP found jobs -- an employment rate 25 percent higher

than the rate for non-participants.

o Polls in San Diego and North Carolina showed that nearly 90 percent of

the public supported work activity for welfare recipients. Even more

striking, surveys have consistently indicated that program partici-

pants overwhelmingly agree that work requirements are fair.

The work opportunities proposal would result in a net Federal AFDC

savings of $52 million ad a Medicaid savings of $157 million in FY 1986,

savings which would be achieved without any decrease in benefit levels.

The other three proposed AFDC amendments would:

1) when calculating benefits for the AFDC assistance unit, exclude

the needs of employable parents or caretakers when the youngest

child reaches age 16. This proposal phases out assistance gradu-

ally, when the caretaker's freedom from child care responsibili-

ties permits pursuit of employment opportunities. Currently,

assistance for the entire family ends abruptly when the youngest

child turns age 18 or 19, and there is no period of transition

from dependence on welfare to self-support.

2) with certain exceptions, require minor caretaker relatives to live

with their parents in order to receive AFDC assistance. The

intent of this provision, which complements legislation enacted by
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Congress last year, is t6 ensure that the incentives and require-

ments of the AFDC program do not cause teenage mothers to leave

their families.

3) provide States with fixed amounts for AFDC administrative costs

based on their 1984 administrative expenditures, adjusted by the

GNP deflator. Work program related administrative expenditures

would be excluded, and a separate amount would be allocated to

States for these costs. This proposal will encourage States to

administer their programs more efficiently and will reduce

reporting requirements associated with cost allocation.

Together, these three proposals would result in additional Federal AFDC

savings of $159 million and Federal Medicaid savings of $103 million in 1986.

Both the caretaker relative ad miinor mother provisions received favorable

consideration by the Senate Finance Committee last year. All of these AFDC

amendments have been incorporated in S. 1081, which has been introduced by

Senator Roth.

This bill encourages meaningful work opportunities for people living in

poverty, promotes family life, and seeks sensible administrative improvements.

It is worthy of your support.

QUNCLUSION

Mr. Chairman and Members of the Committee, as you follow the reconciliation

process to a conclusion, I urge you to be ever mindful of the problem which

the process is meant to address: the Federal Government's deficit. At the

same time, we hope you will follow your Committee's traditional,

well-respected practice of reccrmending balanced and fair proposals.

And let us not merely question how much we are spending, but at the same time

question how we are spending. Let us work together and keep an open dialogue

on ways to effect meaningful reforms in Medicare, Medicaid, AFDC, and the

other social service programs within this Committee's jurisdiction. Together,

we can make this possible.
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The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. Madam Secretary, let me agree with you

in terms of the progress that is being made in health system
reform. And the reason that it is being made is that there is a
whole lot of cooperation going on out there. '

Let me make the observation that in the last 4 years I think we
have saved in a budgetary sense, something in the area of $29 to
$30 billion, without, I think, visiting the wrath of ill health on a lot
of Americans.

And this year we propose in the Senate side to save another
$16.3 over a period of time. We are going to end up at about $11
billion.

I have to say on behalf of a number of us here that that didn't
have a lot to do with system reform, other than that system reform
enabled us to make some of those latter savings. I'm talking about
the $16.3 and the $11 billion.

Do you have some kind of data on hospital reimbursement com-
paring base plus a cost of living adjustment versus what they got
this year plus 1 percent, versus-what they got this year as a freeze
or zero? I mean what leads you to the opinion that all of the hospi-
tals in the country are as well off at a freeze versus a 1 percent
increase, versus a cost of living?

Is there data somewhere that demonstrates that if we really care
about hospital reform and all the things that are happening out
there that hospitals and people are better off at a freeze than they
are at a freeze plus 1 percent or a freeze plus a cost of living?

Secretary HECKLER. While we cannot speak for each hospital, be-
cause there are potential variations among hospitals, we feel very
strongly that overall care provided by the hospitals is very good.
We also feel strongly that it's very important to continue with the
transition into prospective payment. While we do not have 1984
profit data for hospitals under the Medicare prospective payment
system, one industry publication, Modern Health Care, on January
18, 1985 indicated that in the first year under prospective payment
most hospitals increased their profit margins. This was especially
true for major teaching hospitals.

Hospitals, on May 1, 1985, also reported that, between 1983 and
1984, total revenue margins for the hospital industry rose by 1.1
percent.

Senator DURENBERGER. The data is in Modern Health Care?
Secretary HECKLER. We do not have profit margin data.
Senator DURENBERGER. Let me ask you a second question.
One of the things that a prospectively priced system does is that

it shows the inefficiencies in your basic system. So when we pro-
spectively priced a lot of inhospital products, we found out that
those products could be delivered more cheaply on an outpatient
basis. So we had a variety of products that the hospitals were
moving from part A to part B.

They were actually collecting more money by going to part B
than they had been under the DRG system in part A.

So some of us on the House and Senate side came up with the
notion that we ought to recognize that reality that these products
can be produced cheaper outside of the hospitals so we came up
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with this recommendation on outpatient, so-called outpatient, sur-
ge an you tell me what is wrong with the notion that the Medicare
trust fund and people might not save a lot of money by taking ad-
vantage of what prospective payment on part A has shown us to be
inefficiencies on inpatient treatment andefficiencies of outpatient
treatment?

Secretary HECKLER. We support the basic design of your outpa-
tient surgery, proposal, Senator, which has a great deal of merit.

However, we feel that care must be taken to estimate the poten-
tial savings. And until we have the kind of data and information
that we feel is necessary, we don't feel that that kind of a change
should be supported.

Senator DURENBERGER. So that just leads me to the bottom line
that I really didn't want to get into. And it's a good thing the
yellow light is on.

And that is that my problem is not this year. My problem is the
next 3 years that I'm stuck with this administration. And we have
got a lot of effort invested--and this is not critical of you, MadamSecretary.

Secretary HECKLER. I hope nct. [Laughter.]
The CHAIRMAN. Just edit the transcript. [Laughter.]
Secretary HECKLER. I don't know that I'm relieved, Senator.

[Laughter.]
Senator DURENBERGER. The point being is that if there is going

to be solidarity in reform, it can't be selective solidarity. We can't
say to your experts in 1983 produce some information on capital
reform and have you not produce it 2 years later. We can't say to
you produce some recommendations on graduate medical educa-
tion, and 2 years later you haven't produced anything. Or say to
you produce something on outpatient surgery, and you say, well,
we don't have the data.

But when it comes to freezing GME in place, and freezing the in-
direct in place, and freezing the hospitals in place and doing all the
things that Dave Stockman told you to do-I .mean you can come
out with the regulations pretty quick.

And my concern is, is that going to happen again next year? Is it
going to happen in 1987 and 1988. And if is, I'm not so sure I want
to be a budgeteer this year.

Do you have a view for the future of--
Secretary HECKLER. Yes. I think that we are closer together in

terms of our concerns than it would appear. Looking at the issues
from the perspective of making regulatory decisions, it is absolute-
ly impossible-and also I think obviously unwise-to proceed on a
regulatory course in an area in which you do not have solid data.

And what we are gaining is the ability to gather information and
data at a much faster pace. As you know, the whole prospective
payment system instituted a new course, a new direction, in terms
of reimbursement policy. We had very little data upon which to
base some of the decisions that were made.

There were winners and losers among those who were the pro-
viders. As we proceed along the course of implementing the system
as we gather the data, we no longer have to proceed on the guessti-
mate.
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What is the best guesstimate? I think it's the height of foolish-
ness to make very substantial health care decisions without having
the information as backup to ensure that across the country-in
rural areas and in urban areas-the impact will be valid.

We are very, very concerned about program reform and about
continuing to improve the system. We are looking at refinements.
Our research is getting better all the time. But we feel that before
we proceed with more extensive changes research should have been
conducted.

Data are becoming more available, and the exchange of informa-
tion continues. While it may not appear to be as firm as I could
state it-I want to assure you that we are making progress.

On disproportionate share, for example, we are as concerned as
you and consider it essential to the program. Yet, unless we can
find a valid way to assess what hospitals, if any, are bearing the
disproportionate share of low-income Medicare and Medicaid pa-
tients, we feel it's ultimately unwise and imprudent to enact a law
or issue a regulation that will resolve the question based on gIess-
timates.

Senator DURENBERGER. I think that's very responsive. The ad-
ministration will continue to use lack of data or data to be selective
use of regulations to achieve its part of solidarity.

The CHAIRMAN. What did you say? [Laughter.]
Senator DURENBERGER. We are going to have more freezing.
Senator MITCHELL. Mr. Chairman, that wasn't as clear as his ear-

lier statement. [Laughter.]
The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. Mr. Chairman, I have heard the Senator from

Minnesota make many profound and eloquent statements, but I
think his earlier statement was one with which I have a great deal
of sympathy. And I must say there will be those that will try to
relieve him of that burden of this administration. [Laughter.]

Senator BENTSEN. But, Madam Secretary, I think there is a lot to
be said in commendation insofar as turning around the incredible
escalation in medical costs. But I have some concern from what I
have seen happen over on 'the House side insofar as stopping the
transition to national rates under DRG. And I understand from
what you have stated, your opposition to the stopping of that tran-
sitional period.

Would you recapitulate for the members of this committee some
of the savings that have been attributable to the DRG incentive
which have been realized over the last couple of years?

Secretary HECKLER. Actually, Senator, we have seen and wit-
nessed a true evolution in health care in the sense that the hospi-
tals under the new prospective payment system have for the first
time been mandated by law to apply management efficiencies to
their operation of hospitals.

And as those efficiencies were made, as the prospective payment
system was phased in on a national basis, we have seen very dra-
matic changes in hospital management procedures without a reduc-
tion in any way of the quality of care.

This was, in effect, squeezing the fat out of the budget in terms
of reimbursement. But some of the specifics--

Senator BENTSEN. Can you give me a feeling of numbers?
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Secretary HECKLER. For example, the reduction in the length of
Sta.,Senator BENTSEN. 7.7 days.

Secretary HECKLER. Right.
Senator BENTSEN. Now how about total money? Can you talk

about dollars?
Secretary HECKLER. The first regulation was issued under the re-

quirement of budget neutrality. So, for the first 2 years under the
Tax Equity and Fiscal Responsibility Act [TEFRA] we were re-
quired to keep the prospective payment system budget-neutral so
we would not have spent more than we would have spent under
the prior system.

Today's efficiency means lower payments will occur in the
future. Although we don't have the exact figure, we know outlays
have been reduced. Between 1975 and 1980, Medicare outlays were
growing at about 18 percent. Last year, fiscal year 1984, this rate
was 8 percent.

However, the changes that have occurred, are reflected in
changes of behavior in the medical community aside from prospec-
tive payment. There are behavior changes in hospitals affecting
non-Medicare patients, creation of competition in the marketplace
such as the creation of Health Maintenance Organizations
[HMO's], which will provide the same services at 95 percent of the
cost. We have 60 HMO's already federally certified within only 5
months; they treat 360,000 patients. We do not see the immediate
cost savings, but they are definitely in the pipeline; more will be
reflected next year.

There are literally billions of dollars of savings that have been
influenced by prospective payment per se.

Senator BENTSEN. Madam Secretary, my time is so limited. I ap-
preciate an answer in actual dollars, in addition to what you have
stated.

But I would also like to ask you on-on the House side they are
talking about a special Medicare subsidy for hospitals that have a
disproportionate large portion of low-income persons. And I under-
stand your questions concerning it, but I think there is legitimacy
to that concern. And, hopefully, we can find numbers that will give
us a better feel for it.

But it would seem to me that if we go in that direction that we
also ought to include rural hospitals. And I would like to have your
statement concerning that.

Secretary HECKLER. We do not favor the direction taken by the
House.

Senator BENTSEN. I understood that. But if you face that, what
will you do about rural hospitals? My understanding is that they
have not included rural hospitals on the House side.

Secretary HECKLER. We believe that any proposal definitely
should include rural hospitals. But we don't feel that the yardstick,
the proxy for low-income chosen-that is, the Medicaid patients
that hospitals care for-is the right measure for disproportionate
share.

For example, Massachusetts has a very rich Medicare and Medic-
aid package of health benefits. A State such as Texas might have
one that is not as generous. And yet, under a national system, hos-
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pitals in Texas could be penalized. The Massachusetts hospital
could receive more money for serving a disproportionate share,
while the disproportionate share of care given by the Texas hospi-
tal might not be reflected and this would not be compensated.

We think that's the greatest flaw in the approach taken by the
House Ways and Means Committee. We do not suggest an alterna-
tive at this time, but we are very aggressively searching for one.
And we feel very strongly that the alternative should be a national
answer; it should not be one that deals with urban hospitals exclu-
sively.

Senator BENTSEN. Thank you, Madam.
The CHAIRMAN. Senator Heinz.
Senator HEINZ. Thank you, Mr. Chairman.
Madam Secretary, one of the issues that was brought to. our at-

tention as a nation quite forcefully about a year and a half ago was
the Katy Beckett case, a young girl who had to be on a respirator in
a hospital, but who could have been just as easily, much more hu-
manely, and at a less cost to all concerned, been treated in the
home.

As you are aware, I have introduced legislation, S. 1249, to
permit home respiratory care. As you know, the President himself
had to intervene apparently with your Department to get an appro-
priate decision made.

Would the administration support our legislation?
Secretary HECKLER. We have not taken a position on your legisla-

tion at this point, Senator.
Senator HEINZ. Would the administration please look at S. 1249?
Secretary HECKLER. Yes.
Senator HEINZ. I think you will find that it is fiscally responsi-

ble. It will be revenue neutral. And it will certainly be humane. I
think anything we can do to avoid the cost and heartbreak of the
current situation is to be seriously considered.

Second, another issue that has concerned me for some time is the
amount of unnecessary surgery taking place in the United States.
We all know that unnecessary surgery represents costs to every-
body; it represents trauma; and it represents risk to the people who
must undergo unnecessary surgery. It also costs the Federal Gov-
ernment and the Medicare Program a considerable amount of
money. Estimates range up into the billions of dollars.

A recent issue of the Washington Health Cost Letter states that
Mr. Haddow, the acting HCFA Administrator, personally favors a
mandatory second-opinion program. The letter states-I hope it's
correct-that you, Madam Secretary, are leaning toward that posi-
tion as well for a mandatory second opinion on certain categories
of surgery.

CBO has estimated that such a program would save about $260
million for Medicare and Medicaid over the next 3 years. The in-
spector general at HHS, Mr. Kusserow, long favored a mandatory
second-opinion program, as has your Office of Research and Devel-
opment and the Bureau of Quality Control.

I understand that you may be reconsidering your position in
light of the very recent update of the ABT Associate study, which
was conducted by the Department, which reconfirmed the effective-
ness of a mandatory second-opinion program.
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Can I anticipate supportive and welcome good news on that sub-
ject?

Secretary HECKLER. We definitely are reviewing the subject, Sen-
ator. Mr. Kusserow has argued strongly in favor of the position
that you take, and the new, interim, acting Administrator has
spoken out as you have relayed.

Your work has been very impressive in this area, and it's some-
thing that will be the subject of future action on the part of the
Department.

Senator HEINZ. Well, I hope you will. We are going into markup
on Tuesday, and a quarter of a billion dollars is, frankly, nothing
to sneeze at.

We have a very strong letter in support of a mandatory second-
opinion program-indeed, in support of the legislation specifically
that I introduced, the Second Opinion Act of 1985-fron the Amer-
ican Association of Retired Persons. It's signed by Cy Brickfield. To
the extent that there are people who have concerns about any such
program, it tends to be that somehow little old ladies in tennis
shoes aren't going to want to be told that they have to have a
second opinion.

Now there are waiver provisions that are flexible, and are going
to take into account inconvenience and hardship. I hope in the
light of the fine tuning of that legislation, which has been pretty
carefully crafted, that you will be able to give us your support.

One other issue I would like to ask about is the AFDC automa-
tion question I brought up with Senator Evans when he was here.
Both Medicaid and AFDC's in 1980 started receiving incentive pay-
ments; 75 percent for Medicaid, 90 percent for AFDC; 49 States
have put in automation for Medicaid; 3 have put it in and been cer-
tified for AFDC.

It seems to me that we ought to be a lot tougher on States that
are not meeting their deadlines.'Do you have any objection to our
legislating, your being able to reclaim the incentive money that we
paid if we haven't gotten anything for it when we should have?

Secretary HECKLER. I would have no objection. In fact, I would
appreciate it.

Senator HEINZ. You are welcome.
Secretary HECKLER. Thank you.
Senator HEINZ. We will try and accommodate you.
Secretary HECKLER. All right.
The CHAIRMAN. Senator Mitchell.
Senator MITCHELL. Thank you, Mr. Chairman.
Welcome, Mrs. Heckler.
Secretary HECKLER. Thank you.
Senator MITCHELL. It's a pleasure to have you before the commit-

tee.
Under the assumptions in the budget resolution this year, cover-

age under the Retirement Disability Insurance Program, and Social
Security system, would be mandatory for new employees of State
and local governments. Coverage under the health insurance or the
Medicare Program would be mandatory for current and new em-
ployees of State and local governments.
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In 1981, President Reagan publicly stated his opposition to man-
datory Social Security coverage for employees of State, county, and
municipal entities.

I have two questions for you. First, what is the administration's
position now with regard to the budget conference assumptions re-
garding mandatory coverage under Social Security for such em-
ployees.

Second, if the administration supports those assumptions, what
factors led the President to reverse his position on these issues?

Secretary HECKLER. The administration has not changed its posi-
tion on the universal coverage issue. The issue has been debated; is
still being debated. But it is not one for which there has been a
change of position.

Senator MITCHELL. So do I understand what you are saying is
that the President and the administration oppose mandatory cover-
age as contained in the budget conference assumptions?

Secretary HECKLER. At this time, yes.
Senator MITCHELL. When you say "at this time," it certainly cre-

ates the impression that you are considering reversing the position.
Is that a fair inference?

Secretary HECKLER. That is a fair inference. It's a possible area
of change, but I would not encourage you to believe that a change
is imminent.

It is being discussed, however.
Senator MITCHELL. May I ask that 'you notify the members of this

committee if at any time that position changes. Until then, I un-
derstand we are to operate under the understanding that the ad-
ministration's position continues in opposition to those assump-
tions.

Secretary HECKLER. Yes; I would be very happy to, Senator.
Senator MITCHELL. I would like to ask you a question in another

area. And that involves regulations covering intermediate care fa-
cilities for the mentally retarded.

As you may be aware, in the 1985 edition of the Life Safety Code
for Self-Preservation in such facilities, certain standards were pro-
mulgated. HCFA has been for some time in the process of develop-
ing new regulations which I understand incorporate the provisions
of the 1985 edition of the Life Safety Code.

However, that has taken a long time. And although HCFA has
completed the final recommendations and they are now under
review, apparently in your office, in the meantime, interim regula-
tions have been issued which are much more stringent than the
1985 Life Safety Code.

This has produced a true dilemma in many cases, and I will cite
specifically a case I learned of yesterday when I met with State of-
ficials. There are approximately 400 elderly persons, mentally re-
tarded, in such facilities in Maine. It is estimated that most of
them could not meet the currently applicable interim standards,
but could meet permanent standards that are now under review
and have not been promulgated.

Under the interim standards, if they can't meet them, they must
leave those facilities within 5 days. And they have been told by
HCFA that they must go one or two places-either back to their
home or to a State facility.
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In many cases, these people have no families and therefore no
homes. In many other cases, they do have families, which are
wholly incapable of caring for them.

So or a certain number of them, they can't go to a home.
On the other hand, the State facility has been operating for some

time under a federally court-imposed consent decree limiting the
numbers of persons who can be sent there. So if HCFA's directive
in those cases is obeyed and they are returned to the State facility,
they will be violating a Federal court order.

All of this arises because the permanent regulations have been
delayed and have not been promulgated. My question to you is: Are
you aware of this problem? Are you going to issue those regula-
tions? When are you going to issue those regulations? And if you
are not going to do so in the immediate future, what action will
you take to resolve the dilemma that exists in Maine and perhaps
in other States?

Secretary HECKLER. Senator, as you know, the Administrator of
HCFA just left at the end of August. And one of the last actions
taken before she left was to send to departmental clearance the
final regulations.

The executive clearance process will involve consideration by all
of the assistant secretaries, which, unfortunately, is not very short
because it involves the resolution of details and controversy within
the Department.

I can see that the dilemma that you have posed is a very acute
one. I can assure you that we will take a special interest in the
problems that you have cited in Maine and other related problems
of the same nature because, obviously, those people who are hung
in the balance need to have a determination. As you pointed out, if
there are no other shelter opportunities for them, this is a critical
and time-sensitive problem.

We are anxious to expedite the final rewriting of the regulations.
But in the interim, the kind of acute situation that you have de-
scribed will get our immediate attention.

Senator MITCHELL. Thank you.
The CHAIRMAN. Senator Long.
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. Might I suggest, as a followup to George's

last question, then, that you might consider suspending the look-
behind audits that are taking place out there now? Because they
are just confusing the heck out of Geroge's administrators, mine,
and a lot of others.

So, if it is a matter of doing that regulation right, and that is
what is holding it up, and resolving conflicts, then why don't you
just tell us now, if you could, that you will call the regional admin-
istrators out there and just call off this inspection process or
change it in some fashion until the regulations come out? Could
you do that?

Secretary HECKLER. I don't think that would be advisable, Sena-
tor. There are many conditions that are life-threatening in institu-
tions in which some of our most vulnerable citizens reside. And our
"look-behind" is a limited effort to try to examine conditions. We
do not have a vast squad of personnel who are available to do the
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kind of inspection that would be useful. As we proceed, the kind of
information we gain will be measured against the final standards.
But it is very important to us to continue to do the look-behind in-
spections, because they can reveal truly shocking and life-threaten-
ing circumstances in many facilities.

Senator DURENBERGER. Well, wait a minute. I don't think my
State is about to want to be characterized as having a shocking sit-
uation in its intermediate care facilities. When those inspections
are conducted in an environment in which the Federal policy was
that we would have the States, in effect, oversee this process, the
Feds will make sure that the States are properly overseeing it.

Now these inspectors are going through this, the Weickers in-
spectors, or whatever we want to call them. They are going
through the facilities, ringing the fire alarm bells. And a lot of
these people, if they haven t had some training, you know, are not
running out the doors. So they are talking about shutting down
these facilities.

Well, for years and years and years that is the way the State,
with Federal approval, has been running that particular system.

But what is bothering me is that your inspectors, the 49 of them
or whatever that are out there around the country, aren't taking
the State people with them. So if you are going to keep doing this
sort of thing, why not take the State people along with you so that
there can be some discussion on the scene about the conflicts be-
tween what Minnesota thought it was doing that it was correct in
doing and what now you, somehow or other, deem to be a different
approach.

I am just trying to approach this sort of practically, because he is
right-you haven't promulgated a new set of regulations, even
though Carolyne has sent them up to you.

Secretary HECKLER. Carolyne has sent them to the Department.
Senator DURENBERGER. So, they are still sitting there.
Secretary HECKLER. Senator, if I might say, I will look into the

advisability of having the State inspectors accompany our team. At
first blush, I would have no objection to that. It is something that I
will bring back to the Department.

But let me just say this: we have found really deplorable condi-
tions, not necessarily in your State. For example, in some States in
some of the residences the older, retarded people were not trained
to leave the building in the event of a fire alarm. If they are not
trained to leave when an alarm rings, then they are not being pro-
tected. That is a very basic requirement. I can't imagine that any
rewrite of regulation would change it.

In other States, and even in my own State of Massachusetts, we
have seen truly gross conditions, in which people are warehoused.
And in New York State, in two facilities, we were paying $150 a
day for the care of residents who-when we inspected the facili-
ties-we found to be treated almost less worthy than animals.

Frankly, to allow that to continue is just not, I think, living up to
the requirements of the law-either the spirit, or the language of
the law.

The requirements of working with the States and alerting them
to our basic standards is something that, of course, will be done.
But when you come down to something as balck and white as
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simply warehousing people, giving them no training, putting them
on tranquilizers all day, and then having the Federal Government
pay $150 a day for that care-in my view tolerating that by not
fully inspecting the conditions is not a responsible position for the
Department to take.

Senator DURENBERGER. Well, I hope that George is getting the
same message I am getting, and that is that this administration is
about to come into our States and talk about warehousing of re-
tarded persons and deplorable conditions, simply because we
thought it would be a good idea to do a more realistic Federal audit
of what States are doing. And I am not here to defend anybody's
bad practices; I am only here to say those practices are as bad as
we at the Federal level have permitted them to be, in fact they
exist. And I am not sure they do.

I have one other question, on your calculation for home health
cost limit. You want us to go from in effect an aggregate calcula-
tion to a per-discipline calculation. It only saves $14 million, it puts
3,500 home health agencies over the limit. Why are you recom-
mending we make the switch?

Secretary HECKLER. Well, the growth in home health agencies
has been enormously large. We expect, even with these new limits,
that expenditures will increase by 12 percent next year.

I feel very strongly about and am very supportive of the home
health agency approach; we think it is very, very important. How-
ever, we feel that we have had liberal reimbursement rules that
have led to a tremendous growth in providers.

In 1980, there were 2,924 agencies, now 5,345. A number of large
companies are not getting into the business of home health care.
We would like to see the limit on per-visit costs to be lower. We
would like to translate the Medicare reimbursement incentives into
the home health care system, because this segment of Medicare is
not now based upon efficiency and good management. Home health
is a terribly important segment of Medicare, but it should have the
same kinds of requirements for efficiency that we have for hospi-
tals.

Look at skilled nursing care providers. For a skilled nursing fa-
cility, we pay $60 a day which covers the cost of a room, meals,
laundry, housekeeping, and 24-hour-a-day nursing care. For physi-
cians, Medicare payment averages $30 for a specialist; $25 for a
general practitioner for a house call. Under our current system of
payment for skilled nursing care, the urban limit is $53.41, the
rural limit $58.39 Under medical social services for home health
care, we are paying $80.64 for the urban limit, and $81.55 for the
rural limit, and so forth.

These are figures that have not widely considered, and the time
has come for the consideration of costs on a per-discipline basis.
This was the congressional intent in the Omnibus Budget Reconcil-
iation Act. The idea is to increase efficiency, and each limt would
be set at 120 percent of the mean-120 percent. This is very close
to what we set for skilled nursing facilities, and we think this is an
area in which there hasn't been any attempt at good management.
It's about time, because it is fast-growing and very important.

Senator DURENBERGER. Thank you.
The CHAIRMAN. Senator Mitchell.
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Senator MITCHELL. Madam Secretary, let me say that I commend
you for the concern you have indicated here for the health and wel-
fare of persons in such facilities, particularly elderly mentally re-
tarded persons. And I assure you that neither I nor Senator Duren-
berger or anyone else feels any different.

The problem is, of course, that we have a specific situation, in
which, in the name of a good cause, more damage may occur to in-
dividuals, programs and facilities. Now, there are, it seems to me,
two very practical solutions.

The first and most obvious is to issue the new regulations. They
are overdue. That ought to occur. If that can occur promptly, then
the problem will be resolved. I emphasize that the problem arises
only because of the delay by the Department in issuing these regu-
lations.

Now, if it is going to take some time to do that, some further
time, then it seems to me there is an interim practical solution. In
the final regulations do incorporate the 1985 Life Safety Code pro-
visions, then in the conduct of the audits that are occurring that
standard should be applied, so that States are not put in the impos-
sible position of having to move people when they have no legal or
appropriate place to put them to satisfy an interim regulation
which will no longer be required, the standards for which will no
longer exist, once the permanent regulation is issued. That seems
to me to be a limited, commonsense, practical solution to a difficult

roblem that does not involve the exposure of these persons to
azard, which none of us, of course, want to do.
Secretary HECKLER. Right.
Senator MITCHELL. And I hope you will take that under consider-

ation in the spirit which you have expressed, of concern, here
today, for the persons, a concern which we all share.

Secretary HECKLER. Well, Senator, I would like to say.that I feel
that the issue of the Life Safety Code is one upon which we would
all agree. What occurs to me-since the final regulation includes
many other controversial issues--that what I should consider doing
is to issue a separate regulation incorporating just the Life Safety
Code and creating that as a universal standard. This would allow
the other more contentious issues of the broadbased comprehensive
regulation to be reviewed in the regular order of business at the
Department and argued by the various assistant secretaries before
it does come to me for final approval. So, that is something I would
definitely take into consideration as a result of this colloquoy.

[Note: the regulation was subsequently published in the Federal
Register on November 5.]

Senator MITCHELL. I think that makes a great deal of sense,
Madam Secretary, a very practical, at least partial solution, and I
encourage you to take that step and others that can deal with this
in a reasonable way.

Secretary HECKLER. Fine.
Thank you.
Senator MITCHELL. Thank you.
The CHAIRMAN. Senator Heinz.
Senator HEINZ. Mr. Chairman, thank you.
Madam Secretary, several years ago, after a lot of consideration

by the members of this committee and on the floor, we decided to
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create the Hospice Program. I was the author of the Senate amend-
ment to do that. As you may well be aware, unless we act other-
wise, the Hospice Program is scheduled to sunset.

Does the administration favor sunsetting the Hospice Program,
in other words having it end?

Secretary HECKLER. I believe that the Hospice Program is a very
valuable one and certainly feel that the experience we have had
has been constructive. It has served a very necessary function.

Our position is that we are supporting an extension for 2 years
and will review it at that point.

Senator HEINZ. Is there any reason to keep it on such a short
leash, particularly if you are saying it is doing a good job?

Secretary HECKLER. Of course, I, too, was one of the congression-
al sponsors, if you recall.

But that is part of my "prior incarnation." The fact is, in this
role, we are looking at refinements of the program in the future. It
is a brandnew program, obviously, and one that does require some
review on a continuing basis. So, we feel the prudent position is to
stand behind it for the next 2 or 3 years.

Senator HEINZ. Well, my view is that we should repeal the
sunset date and realize that in fact it is a permanent program, and
treat it like all the other Medicare authorities, which is that we
have almost biannual or annual Medicare bills, and if we need to
make adjustments in it we can and will.

I would like to ask you a question about the reimbursement
rates. Is it your understanding that the reimbursement rates of the
Hospice Program are in fact as much as $20 a day less than cost?

Secretary HECKLER. That is not my understanding.
Senator HEINZ. I would like to have whatever information you

have on that.
One last question is on the administration views on separating

Social Security from the unified budget. The President has en-
dorsed that. I assume that you would agree that this is a good
thing to do.

Secretary HECKLER. The fact is that the President has charged us
with exploring the ramifications of moving the Social Security Old-
Age Survivors and Disability Insurance programs off budget. There
are issues that will have to be analyzed with respect to that posi-
tion. We are reviewing and examining program interrelations hips
involved in moving Social Security off budget; its possible effect on
Medicare is one of our concerns.

Of course, under current law, Social Security, OASI, DI, and HI
trust funds will be off budget by fiscal year 1993. At the moment,
we are trying to examine the ramifications of doing that at an ear-
lier date or the other trust fund, the SMI trust fund, and for Medi-
care interests and issues generally. These issues have not been re-
solved.

Senator HEINZ. The President favors doing it at the earliest pos-
sible moment. He indicated that he wanted to do it effective Octo-
ber 1, 1985. Isn't that correct?

Secretary HECKLER. I don't believe the President e-ier made the
statement with that date. He is in favor of moving the OASI and
DI trust funds off budget, and that is a position that we, of course,
do support.
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The issue of the time for achieving this is being analyzed.
Senator HEINZ. Finally, Madam Secretary, I know you haven't

had a chance to look at this, but yesterday I introduced legislation,
S. 1623, a three-part bill that is designed to improve the qualit of
PRO oversight of the Medicare system. I would urge you to look at
it. I believe it will improve the quality job that the PRO's do, and I
would hope we could have your Department's opinion on that legis-
lation prior to our markup next week.

Secretary HECKLER. We will do everything we can to accommo-
date you.

Senator HEINZ. Thank you very much, Madam Secretary.
Secretary HECKLER. You are welcome.
The CHAIRMAN. Senator Grassley.
Senator GRASSLEY. Thank you, Mr. Chairman.
Madam Secretary, I would like to ask about the area wage index,

the new area wage index that is going to be included in our pack-
age. I hope you have had the chance to look at that.

I would like to know, from that standpoint, if you are satisfied
that that area wage index will be sufficient to provide equity for
rural hospitals. You know, we have had a lot of dialog-on the prob-
lem of rural hospitals. That is a very real problem in my State.

On the other hand let me say, even as I talked to the rural hospi-
tals that are maybe really under constraints, they still feel the ne-
cessity of the right decisions in moving where we have with the re-
imbursements. But we are trying to further refine it.

Secretary HECKLER. Senator, as you know, we have had a great
deal of difficulty refining the urban/rural index. Incidentally the
Congress required us to create an urban/rural split in the reim-
bursement policy and actually to create such an index. We used
Bureau of Labor Statistics data to develop the hospital wage index.
I must underscore the need for very solid data before proceeding on
such changes. Often the data are not at your immediate disposal.

The Congress then questioned the use of the Bureau of Labor
Statistics data, because it did not accurately reflect the employ-
ment practices of small, rural hospitals. Upon the request of many
Senators and Members of the House, we proceeded to develop a re-
fined index which necessitated surveying every hospital in the
country. And the final data which came to me indicated that still
there were going to be winners and losers. Interestingly, none of
those in either the winner or loser categories would be universally
rural hospitals or urban hospitals; they were a mix. In fact, in
those areas in which there was the greatest discrepancy in hospital
reimbursement, I charged our Office of the Inspector General to go
out and conduct a second audit to be absolutely sure that our fig-
ures were accurate.

They have done this. I am absolutely convinced and confident
that the information we now have adequately deals will all of the
issues; in fact, this information is information provided by the hos-
pitals themselves. I think, under those circumstances, this is the
very best yardstick that one could ever devise.

I would urge, Senator, that on this issue you oppose retroactively
applying the revised wage index as it would create a very unset-
tling reimbursement policy for the country. I think it would be
very unwise to implement it retroactively.
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Senator GRASSLEY. At least prospectively you are satisfied that
that will take care of some of the inequity, at least as far as it
deals with just salary, wages, as part of the hospital costs?

Secretary HECKLER. Yes.
Senator GRASSLEY. You know, we will help in that direction. We

still have to look for other costs within the hospital where there is
probably an unfair treatment of rural hospitals that we will have
to address, too, in other nonwage hearings. Obviously, I don't think
those are going to be addressed in this package. But then, you are
supportive of that wage index?

Secretary HECKLER. Yes.
Senator GRASSLEY. I would also 'ke to ask, then, in a kind of spe-

cial problem for hospitals outside of metropolitan areas, or rural
hospitals located near urban areas, which receive substantially less
than neighboring hospitals yet compete for the same labor maket
and have the same costs as urban hospitals, does your agency
intend to conduct research to create more accurate labor market
definitions, particularly as it relates to those hospitals that are
rural but still close to urban areas?

I don't know if that would be, in every instance, within an
SMSA, either.

Secretary HECKLER. As you know, the new urban/rural wage
index deals with full-time and part-time employment and the
actual costs of labor to a hospital in any section of the country. So,
we now have a better yardstick.

In December, we will be submitting our report to Congfess. It
will be available on the whole urban/rural issue, and we will deal
with the question you have raised in that report.

Senator GRASSLEY. So, in December there will be some research
already done, and it will be reported on ir-that-December study?

Secretary HECKLER. Yes.
Senator GRASSLEY. Thank you.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
I really want to make a comment. I don't have to ask Ms. Heck-

ler any questions. But my comment relates to home care, which I
know is a major interest of yours, Mr. Chairman. I remember we
actually introduced a bill back in 1980, on home health care. Then
the committee acted in 1981 on the Medicaid waiver, the Home and
Community-Based Waiver Program, which we passed with the idea
of giving States greater flexibility in trying to expand home care.

I am not the only one on this committee who has been interested
in this issue. Obviously you have been. Senator Heinz has been and
Senator Chafee has been. And it seems to me that we are all inter-
ested in this because there is a real need out there. We have to find
some alternatives to institutionalization. Home care is clearly the
direction that we have to head. I am sure those of us who have ex-
perience with DRG's now in operation in our States hear stories
every day about the increased need for home care.

I must say that it is unfortunate that the administration has at-
tempted to frustrate the intent of the 1981 act, as opposed to trying
to promote health care and home care.

I might say that the chairman probably spent more time last
year on negotiating with HCFA for the Oregon waiver than he did
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on a lot of other things; that is consistent with his own interest in
this issue.

I won't take the committee's time to tell the New Jersey story on
this issue, but I think many of us who care about it have fought to
try to get waivers for the reason that we believe home care is an
important alternative for the long term.

I introduced a bill not so long ago saying the States should have
an option to run this program. And I am confronted with a kind of
unusual response to the whole State option. I have OMB saying
that the State option will produce expanded benefits and expand-
ing, mushrooming costs for Medicaid, and therefore we can't afford
it. That is OMB and HCFA's response.

Meanwhile, I have some colleagues in the House whose response
to the State option concept is that if we give the States the option
this will lead to much greater restrictions on the availability of
home care.

So, I think that I and-from my discussions with the chairman
and Senator Heinz and others who are interested in this-we find
ourselves somewhere in the middle. And frankly, I am comfortable
there, between those who say that it is going to mushroom in cost,
and those who say it is going to reduce the program. And I really
think the Finance Committee in working together can probably
come up with some constructive action in this package on this very
important issue.

And so, I hope that we will. And I say that without asking Mrs.
Heckler what her view is, because I think that this committee
really has that responsibility and that power, and I hope we will
act.

Senator HEINZ. .Would the Senator yield?
I simply want to associate myself with his statement.
Senator GRASSLEY. Thank you.
The CHAIRMAN. Senator Baucus.
Senator BAUCUS. Thank you, Mr. Chairman.
Madam Secretary, I looked at that chart up there and can't be

but impressed with the decline in the health care costs. And I
think you are to be commended, as are a lot of other people in this
country who have worked to control the increase in health care
costs. It is obvious that there has been significant improvement.

The question, obviously, is what- about the other side of the
coin-quality? I regret that I was unable to be here for most of this
hearing, but I am informed that earlier in the hearing you men-
tioned that your Department feels that the quality of health care
has not declined.

Secretary HECKLER. Yes.
Senator BAUCUS. And that is particularly true, apparently, in the

Department's view, for Medicare.
Could you tell me how the Department knows that the quality of

health care has not declined, in view of the fact that costs have not
increased as much as they have in the past?

Secretary HECKLER. Since the earlier Medicare law did not re-
quire any incentive for efficiency-since the cost-based reimburse-
ment system ensured that any Medicare costs a hospital acquired
would be passed on to HCFA and then paid-there was no reason
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for a hospital to examine all of its options for management and in-
ternal administration.

As a result, the cost of Medicare increased dramatically until the
prospective payment system was enacted as part of the Social Secu-
rity Amendments of 1983.

Without these incentives we found wide discrepancies in hospital
reimbursement we studied across the country. For example, a hip
replacement operation, which is very, very ordinary and quite
common in every hospital, could cost $2,000 in one hospital, $9,000
in another.

Senator BAUCUS. Excuse me. I know what the DRG's are all
about. We all know what DRG's are about. But my question is,
what indicators do you have that show the quality of health care
has not decreased, or that it has increased, over the last year?

Secretary HECKLER. Our best insurance in providing quality care
and ensuring it is related to the peer review organizations which
are mandated to review the quality of care as well as unnecessary
admissions, unnecessary surgery, and the cost of care.

Senator BAUCUS. What criteria do you use, though, to indicate
quality of care?

Secretary HECKLER. There are at least five different quality crite-
ria, and the fiscal intermediaries as well as the peer review organi-
zations assure the quality of care for the beneficiary.

For example, the fiscal intermediaries use medical record re-
views, claims data, and consumer complaints, which identify qual-
ity problems. The cases involving poor quality are reviewed to the
State survey agency, and sanctions are pursued when poor quali-
ties of care ar-e identified.

The carriers identify quality problems through the profiling of
physician records review and consumer complaints. Cases, again,
are reviewed to medical societies as well as the State reviewing
agencies. And, in fact, among the criteria which have been estab-
lished for the peer review organizations, the quality-of-care preser-
vation issues are the most important criteria.

Senator BAUCUS. Well, as we move off into 1986, and as budget
pressures are even more severe than they have been in the past,
what indicators will the Department be looking at in order to de-
termine whether the quality of health care has been maintained or
whether it is declining? What indicators will the Department be
looking at?

Secretary HECKLER. We have created a second insurance policy
with a super peer review organization, which is now a consultant
group that is reviewing at random the PRO's themselves. So, we
will use those two instruments as, I believe, the best way of staying
on top of the quality-of-care issue.

Senator BAUCUS. Now, what is the super peer review organiza-
tion? What is that?

Secretary HECKLER. This is a consultant group that will review
the peer review organizations' reviews. So that is a second review.

Senator BAUCUS. Who is on this super peer review?
Secretary HECKLER. This is a contract that has been given out by

HCFA to a medical consultant firm, and they are going to create a
second review team.

Senator BAucus. That oversees?
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Secretary HECKLER. Yes.
Senator BAUCUS. This one super peer review will oversee all of

those in the country?
Secretary HECKLER. No; they are going to do a random sampling

of peer review operations across the country.
Senator BAUCUS. And this is the major vehicle you are using to

determine whether or not the quality of health care is going to be
maintained as we move into 1986?

Secretary HECKLER. Yes.
On June 17 we entered into a contract with Systemetrics, Inc., to

validate medical review determinations made by the local PRO's.
This review is called the super PRO. Systemetrics, Inc., will review
a sample of 80,000 cases over a 2-year period, and this will be the
basis for our judgments on the quality of care.

Senator BAUCUS. One quick question-I see my time is up. What
about the Department's estimate of the percentage of physicians
participating in Medicare in 1986? Do you expect the physician par-
ticipation to drop next year, or not?

Secretary HECKLER. No; the figure for participating physicians
who accept Medicare assignment 100 percent of the time is present-
ly in the area of 30 percent.

Senator BAUCUS. Do you expect that to continue at 30 percent?
Secretary HECKLER. We would hope to have the number increase.
Senator BAUCUS. What are you doing to increase physician par-

ticipation?
Secretary HECKLER. We have strongly supported the effort to en-

courage physicians to participate. We are working with the Ameri-
can Association of Retired Persons [AARP] in informing consumers
as to their rights and the need to have them question their physi-
cians as to whether or not he or she is a participating physician.

Senator BAUCUS. Well, I just hope you will look very hard at the
quality side.

Secretary HECKLER. Yes, we are.
Senator BAUCUS. Obviously we have made some progress in get-

ting health care costs to decline, or at least not to increase at the
same rate as they have been. And it is incumbent on us to also
look at the quality side. And I urge you very strongly to pay close
attention to that.

Secretary HECKLER. I certainly agree with you, Senator.
Senator BAUCUS. Thank you.
The CHAIRMAN. Are there other questions?
[No response.]
The CHAIRMAN. If not, Madam Secretary, thank you very much.
Secretary HECKLER. Thank you.
The CHAIRMAN. Next we will have a panel of Dr. Monroe Gil-

mour and H. Rutherford Turnbull III.
Let me say to the other witnesses, it is my intention to work

right through the lunch hour. And as opposed to Cabinet officials,
who we do not put a time limit on, we do on other witnesses. Your
entire statements will be in the record, but we will ask you to hold
yourself to a 5-minute oral presentation, and we will take you in
the order that you are on the witness list.

So, why don't you go right ahead, Dr. Gilmour?
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STATEMENT OF MONROE GILMOUR, M.D., MEMBER, BOARD OF
DIRECTORS, AMERICAN ASSOCIATION OF RETIRED PERSONS,
CHARLOTTE, NC
Dr. GILMOUR. Thank you, Mr. Chairman.
My name is Dr. Monroe Gilmour, and I am serving as secretary

of the American Association of Retired Persons, and am myself a
retired cardiologist. With me is Mr. Martin Corry of the Federal
section of the AARP. We do appreciate very much this opportunity
of testifying before you today. And rather than try to summarize
our entire statement, I would like to focus on several specific
points.

First, regardless of whether the committee adopts a full or a se-
lective freeze on payments to physicians, the association strongly
urges the retention of certain provisions of the current freeze. We
do so because it is imperative that those physicians who became
participating physicians receive their promised update in Medicare
fee screens. This update should encompass both the prevailing and
the customary fee-screen.

Also, in order to protect beneficiaries, the freeze on actual
charges by nonparticipating physicians, as well as current monitor-
ing and compliance procedures, must be maintained.

Next, the additional incentives which complement financial in-
centives for physicians to participate should be continued, and the
Department encouraged to improve their implementation.

Also, because final enactment of a reconciliation bill may extend
beyond the expiration of the current freeze, we urge the committee
to consider either some stopgap or other transition provisions.

Second, mainly, in order to prepare the groundwork for eventual
reform of part B, we recommend that the committee establish a
physician payment evaluation review commisison modeled after
PROPAC, to review current policies and make recommendations
for further interim reforms for the fiscal year 1987.

In addition, following the TEFRA precedent which led to enact-
ment of the DRG's, we urge that you require the Secretary to de-
velop and to submit to Congress by October 1, 1986, 'a legislative
proposal for the development and implementation of a national
Medicare relative value scale.

We also want to emphasize our support for the following meas-
ures:

AARP supports an appropriate second surgical opinion program
for Medicare and Medicaid. Such a provision could save hundreds
of millions of dollars by reducing practice variations, by improving
the ability of peer review organizations to monitor quality and uti-
lization, and by providing an improved and more flexible benefit to
Medicare and Medicaid beneficiaries.

S. 1325, introduced by Senator Heinz, includes the elements of a
workable second opinion program.

AARP urges the committee to address the continuing problem of
State waivers for community-based care under Medicaid through
legislation such as that proposed by Senator Bradley; but as a mini-
mum, the modest improvements proposed in the House Energy and
Commerce Committee bill.
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AARP supports allowing doctors of optometry to become full pro-
viders under Medicare, but fully subject to their state practice
laws.

AARP supports legislation to assure continuation for 2 or more
years of private health insurance for widows, divorced spouses,
Medicare-ineligible spouses, and their dependent children.

And finally, AARP supports extension of the current excise tax
on cigarettes and recommends earmarking a portion of the gener-
ated revenue to the Medicare Program.

In conclusion, I wish to assure you that AARP stands ready to
assist the committee as it undertakes this difficult task on reconcil-
iation, and looks forward to working with you.

Mr. Chairman, I thank you.
The CHAIRMAN. Thank you, sir.
Mr. Turnbull.
[Dr. Gilmour's written testimony follows:]
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STATEMENT OF DR. MONROE GILMOUR, AMERICAN ASSOCIATION OF RETIRED PERSONS

The American Association of Retired Persons, appreciates

this opportunity to testify on deficit reduction before the

Committee today.

This Committee hardly needs another recitation of the

current and potential effects of larger and larger deficits on

the nation's economy and all its citizens, young and old.

Suffice to say, these large and growing deficits propel us into

uncharted waters, a course which is both risky and unnecessary.
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Older Americans have a major stake in the debate over the

deficit and how it is reduced. Our members and volunteer

leadership view the deficit as the chief economic concern of

older persons. To ignore the deficit--to accept the status

quo--threatens older persons just as much as some proposals to

reduce it:

o Large deficits may harm the economy, and in turn

programs on which the elderly rely, particularly the

Social Security and Medicare trust funds, which are

sensitive to economic fluctuations.

o A sour economy risks erosion of the elderly's purchasing

power from other, nongovernment, sources of income--such

as savings, pensions--just as surely as any budget cut.

o And, there is the family concern; our members don't want

to see a huge debt passed to their children and

grandchildren.
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For these reasons# AARP and its members have consistently

urged the President and the Congress to reduce the deficit, and

supported responsible efforts to do so: TEFRA in 19821 the

Deficit Reduction Act of 1984; and several Budget Resolutions in

both Houses. We have supported these measures not because they

exempted older persons from additional burdens, but because, on

balance, there was more good than ill, both on the tax and

spending sides of the ledger.

ntficj~iti&t~t.B~' andi Effec~tiv e

But, just as we are concerned that the deficit be reduced,

we are also concerned about box it is done. In evaluating any

deficit reduction measure we will look--as we have in the

past--at whether, on balance, it is both fair and effective:

Xb._fJ1j. a deficit reduction package must recognize the

sacrifices trade in previous budget reductions by various groups

including the elderly. And, since no solution will be painless,

how additional pain is distributed.

To be Wexlxet. it must address the two primary forces now

driving up the deficit: the rapid increase in defense spending:

and the huge drop in tax revenues precipitated by the excesses

of the 1981 tax cut (for which there was bipartisan

responsibility).
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Since 1981, already enacted changes in spending and tax laws

have dramatically changed the trends in federal fiscal policy.

Any meaningful effort to reduce the deficit must recognize the

effects of prior Congressional and Administration action.

On the spending side of the ledger, cuts in domestic

programs reduced the cumulative deficits from FY 82 through FY 90

by over half a trillion dollars. (See Chart A) On the tax

side, however, the effect of Congressional action on revenues has

increased the deficit (FY82-90) by well over a trillion dollars.

And, another $400 billion was added back in for defense spending.

Finally, the effect of all this red ink has added yet

another $400 billion in interest costs to the cumulative

deficits. As Chart B shows the effect of all of this has been to

dramatically change the direction of federal policy: defense and

interest costs are rising, while entitlements--including that

great *uncontrollable' Social Security--are declining as is other

domestic spending.

In short, effective deficit reduction must look not only at

domestic spending, but also:

o Apply the same scrutiny to defense spending as has been

applied to non-defense spending and

o Restore the revenue base to a fiscally prudent level.

The federal government provides subsidies on both the

spending And tax sides of the budget. Over the past

several years, the cutbacks have been primarily on the

spending side while the giveaways have grown on the tax

-3-
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side. In fact, five of the nation's largest corporations

(General Electric, Boeing, Dow Chemical, Tenneco, and

Santa Fe/Southern Pacific) paid no federal corporate

income taxes at all over the last three years while

generating profits of $13.1 billion. During the same

period, they received $1.1 billion in tax rebates.

Budget .z==,ciAti L'0. in medigimc

Savings can be made on the domestic side of the budget.

One area is health care. We can and should reduce the rising

costs of health care. But such reductions should not be through

cost-shifting which just changes the address on the bill and

doesn't address the problem.

Under the First Concurrent Resolution on the FY '86 Budget,

the Senate Finance Committee is called upon, once again, to

achieve significant savings. And once again, much of it is

assumed to come from the Medicare program.

Before commenting on some of the specific options before the

Committee, the Association would like to outline the health care

cost situation of beneficiaries.

Hpal th Ca _£IL;

Medicare's coverage of health care needs, while adequate in

certain areas, leaves the beneficiary at considerable risk in

others. Overall, Medicare pays for less than half of the elderly

person's total health care bill. And while Medicare covers

-4-
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about three-fourths of older persons' bspital bills,

beneficiaires find themselves paying about 60% of their

physictAn charges.

Beneficiary liability for medical bills assumes four

different forms

1. Cost-sharing (i.e., deductibles and coinsurance)

associated with both Parts A and B of Medicare;

2. Unlimited charges associated with non-assigned physician

claims;

3. Charges for non-covered services and products (i.e.,

long-term care, prescription druos, eye-glasses, and basic dental

services), as well as charges on all 'covered services' once

benefits have been exhausted; and,

4. Premiums for Part P and private health insurance

coveragA.-

Out-of-pocket liability from these four categories is

considerable and growing. The following examples are

illustrative:

o In 1984, older Americans spent close to $10 billion to

meet Medicare's cost-sharing requirements. This amount

represents a 71% increase since 1981.

o In 1984, charges associated with non-assigned claims

totalled $2.7 billion, representing a 300% increase in

the last seven years.

o It is projected that by 1986 beneficiaries will spend

nearly $12 billion out-of-pocket to pay for those

. -5-
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services and goods not covered by Medicare.

o Annual premiums for Part B coverage which currently total

$186 have risen by 116% since 1977.

Beneficiaries now spend about 15% of their income on medical

care, ironically, the same portion of their income as they spent

prior to the getablishmeat of the Medicare program. Further,

even in the absence of any additional legislated increases in

cost-sharing or premium amounts, elderly out-of-pocket

expenditures for medical care will likely increase to 20% of

income by the year 2000.

Increases in health care costs for elderly persons cannot be

linked to excessive utilization of services. Indeed, for persons

over 65, hospital admissions have increased only slightly over

time, while average length of stay has dropped dramatically.

Further, per capita physician visits by elderly persons have

declined since 1974.

Radup-Ing 4 bc".!_C n

,While the Committee's immediate agenda is deficit reduction,

AARP believes that additional criteria, rather than program

savings alone, must be considered in evaluating any proposal to

reduce Medicare outlays. First, any proposal to change Medicare

must address the structural inefficiencies in the health care

system rather than merely shift costs to beneficiaries and/or

private payers of health care. Second, any proposal to change

Medicare should improve the insurance status of the program

-6-
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rather than simply erode benefits for the Medicare population.

Third, any proposal to change Medicare must prevent the

development of a two-tier system of care. We urge the Committee

to look not only at immediate savings attributed to particular

options but also how such options would reduce costs by creating

a more efficient health care system.

Finally, AARP believes that Congress should begin now to

implement long-term reform in the Medicare Part B program. We

urge the Committee to take some initial steps toward reform, of

Part B for the following reasons:

o The establishment of the DRG system for Medicare hospital

payment will continue to shift care from the inpatient to

outpatient setting. If nothing is done to reform Part B,

the move towards outpatient care will exacerbate Part B's

current spending problems. In addition, beneficiaries'

out-of-pocket costs will significantly increase since

coverage under Part B is less comprehensive than coverage

under Part A.

o Even with the enactment of last year's freeze on Medicare

payments to physicians, Medicare Part B expenditures will

continue to rise at an annual rate of increase of 16

percent. This rapid rate of increase often leads policy-

makers to look for program cuts based upon program

savings alone rather than ways to create efficiencies in

Part B which would benefit both providers and

beneficiaries;

-7-
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o Whether-the current Medicare physician fee freeze expires

this October or next, it is timely to consider what steps

can be taken when the freeze expires to rectify

well-documented problems and discrepancies in Medicare's

current physician payment methods.

Our testimony today will suggest several measures which

produce budget savings, create greater efficiency in Part B

financing and benefits, and move the system in the direction of

long-term reform.

phvR $ciao Rgi Montj~

It is generally understood that Medicare's physician

reimbursement system which is based upon what physicians

customarily charge each year (the CPR methodology) has led to

over-inflation of physician expenditures by encouraging both

price and volume increases. For example, between 19?0 and 1982,

Medicare expenditures for physician services rose by over 20

percent per year. Much of this incresae stems from the fact

that prices for physician services have outpaced general

inflation and because of increasing intensity of services (the

number of services per enrollee), which accounted for nearly 40

percent of the growth in program costs over this time period. It

is important to note, however, that on a per capita basis, visits

to physicians by beneficiaries has declined since 1974.

-8-
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Moreover, the CPR methodology has generated numerous

discrepancies and anomalies in physician payment such as:

o The gap in compensation for the use of technology and

procedures versus cognitive services;

o Differentials in reimbursement--not all of which may be

warranted--by specialty, place of service, and geographic

location;

o The presence of payment incentives that discourage the

treatment of the sickest and frailest segments of the

population;

o The presence of payment incentives that encourage the use

of expensive hospital care over less costly office-based

care.

Last year Congress took an important first step towards

addressing the complex problem of rising physician fees when it

enacted the Medicare physician fee freeze. AARP believes that

Congress should build upon this initiative and this year enact

legislation which would serve as the baL.s for the institution of

a more rational physician payment methodology. Failure to begin

now is likely to mean year after year of arbitrary budget actions

which will further erode the purposes of Medicare and its

acceptability to beneficiaries and physicians alike.

AARP believes that no one payment methodology (DRGs, fee

schedules, capitation, etc.) will be appropriate for all types of

physician services. While AARP does not endorse at this time a

particular mix of payment mechanisms, AARP would'like to suggest

-9-
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a legislative package which would produce budget savings, begin

to redress current inequities in Medicare physician payment, and

move the current payment system towards long-term reform.

1. Rather than extend the current fee freeze to all

physician services, apply a freeze to all Part B physician

services except office, nursing home, and home visits.

(Estimated savings: $1.2 billion over three years).

Because reimbursement is based on historical charges,

Medicare reimbursement for physicians has under-valued

office-based care compared to hospital-based care. A study

by Hsaio and Stason found that office-based care has been paid at

hourly rates of only one-fourth to one-fifth the hourly rate for

surgical procedures. In 1982 Medicare's prevailing charge for

hospital visits averaged 18-32 percent higher than for office

visits. A higher rate-of increase in Medicare fees for office,

nursing home, and home visits would begin to redress this payment

discrepancy between hospital-based care and office-based care.

Moreover, a selective freeze targeting hosptial-based care would

be consistent with policy reforms already initiated by Congress

to reduce unnecessary hospitalization.

2. Establish a Physician Payment Evaluation Review

Commission, modeled after PFOPAC, to review current policies and

make recommendations for further interim reforms in FY '87.

Areas to be reviewed could include:

-10-

58-303 0 - 86 - 11



318

o the identification of those procedures (e.g. surgical)

for which current charges may be overvalued and

recommending reductions as well as the identification of

those services (e.g. cognitive services) for which

charges may be undervalued and recommending increases;

o the identification of unwarranted variations by

geography, specialty and place of service, and

recommending steps to correct these variations;

o the renewal of the participating physician program and

recommending ways to expand it and increase the

assignment rate by non-participating physicians;

o the review of variations in use of assistants at surgery

and recommending procedures governing the use of these

assistants and

o the review of forthcoming reports on options for Medicare

physician payment such as the current study by the Office

of Technology Assessment and the study on the feasibility

of MDDRGs by the Health Care Financing Administration.

3. Following the TEFRA precedent which led to enactment of

DRGse require the Secretary to develop and submit to Congress a

legislative proposal for the development and implementation, of a

national Medicare relative value scale beginning in 1987. Such

a proposal would:

o establish a national set of physician services and assign

relative values or weights to those services; and

o develop a standard methodology for converting the

-11-
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relative values or weights to a prospectively-determined

schedule of allowances.

The proposal should also include a timetable for transition

to the new payment rates, a methodology for regular

recalibration, and an allowance for geographic variations in

cost-of-living.

Extension of thg current Fxsjae

Regardless of whether the Committee adopts a full or--as we

recommend above--a selective freeze the Association strongly

urges the retention of certain provisions of the current freeze:

o The current fee freeze allowed physicians to c',oose a

"participating' (accept assignment in all cases) and

"non-participating (accept assignment on a case by case

basis) option. As an incentive, 'participating"

physicians were allowed to pass along higher charges to

be added to their record during the freeze period in

order to recieve more generous Medicare reimbursement

when the freeze expired. Thirty percent of physicians

have elected to become "participating" under the current

freeze, a 10% percentage point (or 50%) increase over the

previous 20% who accepted assignment in all cases. It is

imperative that those physicians who became

"participating" physicians receive their promised update

in Medicare fee screens. This update should encompass

both the prevailing nd customary fee screens of

participating physicians. If only the customary fee
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screens of participating physicians are increased, those

participating physicians whose customary charges exceed

prevailing charges would not receive their promised

update.

o In order to prevent cost shifting to beneficiaries during

the current freeze on Medicare payments, the Deficit

Reduction Act of 1984 also provided for a freeze on

actual charges by non-participating physicians, as well

as monitoring and compliance procedures. We strongly

urge the maintenance of such provisions, without which

beneficiaries would be subject to higher our-of-pocket

costs.

o The current freeze also provides for a number of

additional incentives which compliment the financial

incentives for physicians to "participate." Because the

current freeze and its attendent provisions were crafted

and implemented on a very short schedule, not all worked

well during the past year. Nonetheless, they should be

continued and the Department encouraged to improve their

implementation. J

o Finally, because final enactment of a reconcilation bill

may extend beyond the expiration of the current freeze

and its accompanying provisions, we urge the Committee to

consider either some stop-gap measures or other

transition provisions. Already, this has become an issue

as the Department is sending out letters to physicians,

-13-
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through their carriers, without crucial information on

the liklihood of a freeze and any financial incentives to

become or continue as a *participating* physician.

Second ~~g~pl~f~
Over the past decade or so we have learned a great deal

about how health care providers practice in this country. We

know, for example, that the United States has the highest rate of

surgery in the world and the highest ratio of surgeons to

population in the world. Thus, it should not be surprising that

the rate of elective surgery in the United States is increasing

3-4 times faster than the growth in the population.

We know, too, that a great deal of surgery being performed

is inappropriate and unnecessary. Though there have been many

whose research elucidates this problem, the work of Dr. John

Wennberg on small area variations in physician practices clearly

shows that unnecessary surgery occurs on a regular basis.

Moreover, his analysis of the DRG categories shows that there is

a huge amount of practice variation within each DRG. If those

variations are not appropriately reduced, policymakers will miss

the most important opportunity for achieving meaningful savings

in the Medicare program.

AARP believes that an appropriate second surgical opinion

program (SSOP) for Medicare and Medicaid could save hundreds of

millions of dolars by reducing practice variations, improving the

ability of peer review organizations to monitor quality and
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utilization, and providing an improved and more flexible benefit

to Medicare and Medicaid beneficlaires. The elements necessary

for a workable and successful second opinion program are

specified in S. 1325, introduced by Senator Heinz and R.R. 2807

introduced by Representative Kennelly.

During a time of severe program cuts and huge federal

deficits, a second surgical opinion program for Medicare and

Medicaid offers a rare opportunity to save money, and improve

the quality of health care at the same time.

Vision Care

hARP supports allowing doctors of optometry to become full

providers under Medicare, subject to their state practice laws

(as provided in the House Energy and Commerce Committee's bill).

Medicare Part B currently covers certain eye and vision care

services when provided by doctors of medicine or osteopathy, but

not when these same services are provided by doctors of

optometry. Consequently, Medicare beneficiaries who choose a

doctor of optometry for their vision care, either because they

have always gone to that provider or there are no doctors of

medicine or osteopathy readily accessible, must pay out-of-pocket

for services which are essentially covered services. Correcting

this payment discrepancy, would improve the availability and

accessibility of vision care benefits under Medicare.

This provision would result in slightly higher program costs

($155 million over years). However, this cost could be offset by
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adoption of mandatory 2nd surgical opinion program in Medicare,

proposed above.

NadicGaidjiatdY±Lr

AARP is deeply concerned about the development of home and

community based alternatives to institutionally based long term

care (LTC). The aging of the population, longer life spans and a

host of other significant demographic trends underscore the need

to develop less costly alternatives to institutional nursing home

care.

The Omnibus Budget Reconciliation Act of 1981 (OBRA)

provides states an opportunity to develop home and community

based LTC alternatives. Under Section 2176 of OBRA, the federal

government can waive certain Medicaid program requirements to

encourage states to develop home and community based LTC

services. The program is very popular among the states despite

the great difficulty states have had in receiving 2176 waivers

from the Health Care Financing Administration. Because of these

difficulties and the Administration's narrow view of the enabling

legislation, AARP supports S. 1277, sponsored by Senator Bradley

to eliminate the necessity of a waiver to provide the services

currently available only under the waiver. Like-Senator Bradley,

AARP believes that these services should be available at the

discretion of the states.

Short of making the waiver services another option at states'

discrection, AARP believes the Congress should modify through

legislation the unnecessarily strict regulations deterring the
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2176 waiver program. These regulations do not provide needed

flexibility to the states to develop home and community based

alternatives to institutional care.

For example, HCFA limits the number of people who can be

served under a waiver to the number of nursing home beds to be

built in the state. Such a measure rewards states that have not

controlled nursing home construction and penalizes states that

have had such controls--the'very states most in need of home and

community based alternatives. This perverse result is clearly

no= Congressional intent regarding the waiver authority.

Rather than encouraging states to increase bed growth, the waiver

authority was aimed at giving states a method to slow or even

stop bed growth while providing a more appropriate alternative to

nursing home care.

The House Committee on Energy and Commerce budget

reconciliation package, H.R. 3101, makes several positive

adjustments to the current waiver process. AARP believes these

are small, but important improvements and commends them to the

Committee for its consideration. In addition, APP would welcome

opportunities to work with the Committee on the devleopment of

further measures to improve the 2176 waiver process.

Exc is. TA& onUbw -. rJ.

The increased incidences of certain diseases among users of

tobacco products provide medical evidence of a high correlation

between the use of tobacco products and increased health care
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costs. In 1981, the total health and economic costs associated

with tobacco use was estimated to be nearly $4 billion. Despite

this evidence, the federal excise tax on cigarettes has been

raised only once since its imposition in 1951 with this increase

scheduled to expire October, 1985. Extension of the increase

would generate substantial revenues for the federal government.

AARP supports extention of the current excise tax on

cigarettes and recommends earmarking a portion of the generated

revenue to the Medicare program. Since heavy users of tobacco

products use a significant share of Medicare resources, it is

fair to ask them to help defray Medicare's costs.

AARP supports mandatory coverage of current state and local

government employes under the HI program. Mandatory Vedicare

coverage of these employees would increase fairnese in the

program, improve health coverage for those state and local

employees who never gain Medicare coverage, and raise significant

revenues ($6.3 billion over three years) for the ailing HI Trust

fund.

Eighty-five to ninety percent of these employees eventually

become eligible for Medicare even though they may have

contributed very little to the system. Consequently, these

employees who receive full Medicare coverage but do not pay t e

HI tax for their entire working careers are unfairly subsidized

by other retirees who have worked under Social Security and paid

the HI tax their entire working career. Imposing the HI tax on
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state and local employees woule redress this ineqity.

Extending the BI tax to state and local employees would

likely improve health coverage for retired state and local

employees. Evidence exists that Medicare provides more

comprehensive health insruance coverage than state and local

plans can afford to provide their retirees. Moreover, Medicare

coverage is portable. State and local employees who change jobs

and would lose eligiblity for benefits under state and local

plans would find Medicare coverage advantageous.

AARP supports universal Social Security coverage. But, the

Association also recognizes that retirees/workers who are not

covered by Social Security must be protected from precipitous

changes which endanger their existing retirement systems.

Currently, 70 percent of all state and local employees are

already covered by Social Security. The move to include new

state and local employees who would not otherwise be covered

makes sense for the following reasons 1) some local retirement

systems do not provide coverage that is comparable to Social

Security (e.g. disability coverage, survivor benefits, inflation

protection portability); 2) many employees starting in public

employment now will work some years in Social Security-covered

employment; and 3) including new state and local employees raises

revenue at a time when the Social Security system, while sound,
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does not have substantial surpluses.

While AARP thinks that including new state and local

employees is good public policy, the Association also believes

that this move must not endanger in any way existing state and

local retirement systems. Changes made to accommodate the new

employee inclusion in Social Security must be phased-in and

ensure a secure stream of income for state and local systems

which are not fully funded.

In addition, AARP supports national fiduciary, reporting and

disclosure standards for primary state and local systems.

PivatL BU1±bh C.DD t IDUatipp

AARP supports the provision adopted by the House Ways and

Means Committee to deny the business tax deduction for a group

health plan to any employer who fails to include a continuation

option for widows, divorced spouses and Medicare ineligible

spouses, and their dependent children. Although not a total

solution to the growing number of Americans without health

insurance, this provision will substantially improve continued

access to affordable health insurance coverage for a significant

number of these individuals. In order to fully evaluate the

impact of this continuation option on the accessibility of health

care coverage, AARP believes that this provision should continue

for a period of several years.

In conclusion, kARP appreciates the opportunity to offer our

views on deficit reduction and stands ready to be of assistance

to the Committee as it carries out its responsibilities.
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INCREASE IN THE DERCIT
ATTRIBUTABLE TO CONGRESSIONAL POLICY ACTION

(Fiscal Years;, Billions of Dollars,

1982 1983 1984 1985 1986 1987 1988 1989 1990

Legislative Changes
Tax reductions
Defense spending

increases
Nondefense spending

cuts
Effect of legisla-

tive actions on
interest coes

Total changes

-41 -75 -99 -111 -130 -149 -162 -186 -228

-3 -16 -23 -35 -41 -53 -65 -79 -95

40 48 50 38 63 69 73 82 88

a/ -3 -10 -21 -35 -50 -69 -93 -123

-5 -45 -81 -129 -143 -183 -223 -276 -359

TOTAL

-Ii8
-410

+ 551

- 404

-1444

SOURCE: Coressionc Budget Office.
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STATEMENT OF H. RUTHERFORD TURNBULL III, PRESIDENT,
AMERICAN ASSOCIATION ON MENTAL DIFICIENCY; ON BEHALF
OF THE CONSORTIUM FOR CITIZENS WITH DEVELOPMENTAL
DISABILITIES
Mr. TURNBULL. Mr. Chairman, I am Rutherford Turnbull of the

University of Kansas. I am a parent of a disabled child. I am the
president of the American Association on Mental Deficiency, and I
represent the Consortium for Citizens with Developmental Disabil-
ities.

The time has come, and it is now, for this committee and for the
Congress to fundamentally restructure title XIX of Medicaid as it
applies to people with disabilities. The time is now for this commit-
tee and for the Congress to reverse- the very assumptions on which
that legislation is built. That bill assumes the institutional model is
preferable to the community model. That is wrong. It assumes that
the medical model applies to all people with disibilities. And that is
wrong. It assumes that permanency of care can be best provided in
institutuions. And we think that is wrong. It assumes that people
with disabilities cannot adjust in communities and that communi-
ties will be hostile to them. And we think that is wrong.

The time is now for Congress to declare that the norms and the
forms of this society and of the Medicaid policy that reflect it are
wrong. The data show it; the professional organizations know it;
the consumer organizations know it; and many Members of this
Congress know it, too.

If you will, title XIX as it is presently in law is the Sargent York
of Federal policy having to do with people with developmental dis-
abilities.

I would like to draw your attention to some options that are
before you. On a short-term basis, and picking up what Senator
Bradley and Senator Heinz have noted already, Congress may deal
with five problems. These problems arise from the very fact that
HCFA has attempted to subvert the congressional intent.

HCFA sees title XIX as a way to cut the costs of long-term care,
not, as you intended, for them to be a way to control the costs and
also to expand the services. Senator Bradley himself has talked just
a few moments ago about the need to expand home care and that
being the intent of the 1981 amendments.

We propose five specific ways in which the Congress now may
act. In three of those the House has already acted, in H.R. 3101. In
two other ways this committee may and should act.

Indeed, I want to pick up on Senator Mitchell's comments about
the Life Safety Codes. We fimd the response by the Secretary to be
inadequate, frankly. She says, upon second questioning, that it may
be desirable for separate regulations to be issued for the Life Safety
Code for people in ICF/MR facilities.

We would prefer the Congress to command the adoption of those
1985 Life Safety Codes.

The three other actions by the House in H.R. 3101 seem to us to
be very sound, and we strongly recommend them to you. with one
minor change in one respect.
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There are some short-term options. If the committee and the
Congress adoptes those options it will have three effects, and they
are important:

First, it would restore to the title XIX waiver predictability and
stability. The way that the administration has operated under the
waiver creates instability and unpredictability.

Second, it would reestablish the congressional intent, which was
not to cut costs but to contain costs and to make services available
within the containment to more people.

And third, it would lay the foundation for fundamental restruc-
turing of the Medicaid provisions. And it is to that that I now ad-
dress you.

Long term and we hope in this session of the Congress, we can
either change the presumptions-the present presumption is in
favor of institutional care-with a rebuttable presumption in favor
of the community, or we can make the home-based ca'e an option,
as Seantor Bradley's bill does, or we can create a new presumption
as Senator Chafee's bill does which is in favor of the community.

It seems to us that the old presumption in favor of institutions
with a rebuttable presumption in favor of the community is dead
wrong, and that either one of those other options are strongly rec-
ommended to you.

We are at a threshold, and I think this committee is in a posi-
tion to do something on a short-term basis and, within this session,
to do something on a long-term basis about this issue.

Thank you, Mr. Packwood. Thank you, Senators.
[Mr. Turnbull's written testimony follows:]
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STATEMENT BY H. RUTHERFORD TURNBULL I1, EsQ., F.AA.M.D., PRESIDENT, AMERI-
CAN ASSOCIATION ON MENTAL DEFICIENCY ON BEHALF OF CONSORTIUM FOR CITIZENS
WITH DEVELOPMENTAL DISABILITIES

I. STATEMENT OF INTEREST

A. Consortium for Citizens with Developmental Disabilities

The Consortium for Citizens with Developmental Disabilities (CCDD) is a

working coalition of national professional, consumer, and provider organizations

that advocate on behalf of persons with developmental disabilities. CCDD was

founded in 1973 and since that time has served as a forthright voice for the

interests of citizens with mental and physical disabilities within the halls

of Congress and among Executive Branch agencies. Over the years, the number

of CCDD affiliated organizations has steadily increased. At present, there

are over forty national groups that are members of the Consortium.

The CCDD Task Force on Medicaid is interested specifically in those

aspects of the federal-state Medicaid Assistance program which impact on the

capability of states and private providers to furnish appropriate, high

quality services to Title XIX-eligible children and adults with developmental

disabilities. As such, fifteen organizations represented -on the Task Force

are vitally concerned with the provision of home and community-based services

to persons with mental retardation and other developmental disabilities under

waivers approved by the Secretary in accordance with the provisions of Section

1915(c) of the Social Security Act.

B. Witness

The following testimony to the Senate Finance Committee is presented on

behalf of the Consortium for Citizens with Developmental Disabilities (CCDD),

by H. Rutherford Turnbull, Ill. Mr. Turnbull is President, American

Association on Mental Deficiency, the nation's oldest and largest interdisci-

plinary professional organization in the field of mental retardation and

developmental disabilities; the father of an 18-year old son whose mental

retardation will qualify him as a recipient of Iedicaid services; a professor
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of special education and law, The University of Kansas, whose work includes

public policy in disabilities; and a member of the Association for Retarded

Citizens--United States, which he served as National Secretary for two years

(1981-1983). Both AAMD and ARC-US are members of the CCDD.

II. THE NEED FOR FUNDAMENTAL MEDICAID REFORM: REVERSING ASSUMPTIONS

Although the immediate focus of this Committee is on the Budget Reconcilia-

tion process and the need to enforce budget reductions, members of the Committee

and of the Senate as a whole know of the pressing and immediate need to address

long-term care involving people who are melbtally retarded and otherwise develop-

mental~y disabled. What it does this year therefore should lay the foundation

for humane and fiscally sound policy that will be reflected in major revision

of Medicaid and other federal policy.

From my work with professionals and their organizations and with consumers

and their organizations, from my close associations with families whose children

are retarded and otherwise developmentally disabled, and from my research and

that of my colleagues at The University of Kansas and elsewhere, I am convinced

that the Home and Community Based Care waiver was necessary but not wholly

sufficient policy. My colleagues in CCDD are of the same opinion.

The time has come to reform the Medicaid program in a significant way.

That time may begin in the few.months that are left to Congress to enact the

Budget Reconciliation Act. But if not this year, the time will be in the next

session.

What should Congress do? First, it should continue the direction the

House has set in H.R. 3101. Specific action is suggested in this testimony.

More than that, however, Congress should fundamentally restructure the

Medicaid legislation as it affects people who are mentally retarded or otherwise

developmentally disabled, and their families, by reversing the very premises



334

of that legislation. Instead of looking to institutional care as the principal

system for providing services, Congress should look to home and community as

the principal system. Instead of looking to the medical model as suitable for

all people who are mentally retarded or otherwise developmentally disabled, it

should adopt the developmental model. Instead of creating permanency of care

in institutions, it should create permanency of care in the home and community

by directing Medicaid funds towards home and cofnunity. Instead of having

federal policy rest on out-dated knowledge about the supposed lack of ability

of people who are disabled, it should have policy rest on the current knowledge

that all people who are disabled, no matter how disabled they are, can be

suitably accommodated in community-based education, habilitation, and medical

service-delivery systems, and that they achieve greater development there than

in Institutional programs. Instead of having policy rest on the assumption

that the community will be hostile to people with disabilities, it should

fashion policy that recognizes that people with disabilities make good community

citizens and, more often than not, are welcomed into communities once they

have been given the chance to be in communities. The only way to eradicate

prejudice is to give the prejudiced the opportunity to know the objects of

their prejudice. In short, instead of having the norms and forms of federal

policy, and therefore the norm and forms of society, rest on the exceptional

and unusual, it should take the occasion of long-term care review to have

federal policy, particularly in Medicaid, rest on the ordinary and usual, on

home and community.

This is the message that I hear from most professionals, consumers,

providers, and, most importantly, families and people who themselves are

disabled. It also is the most salient implication of current knowledge and my

own research.
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Allow me now to address the issue directly before this Committee--the

opportunity to continue In that direction by reforming the HCBC provision of

Medicaid.

Ill. BACKGROUND

Nearly four years ago, Congresss added a new provision to Title XIX of

the Social Security Act (Section 1915(c)), as part of the Omnibus Budget

Reconciliation Act of 1981 (P.L. 97-35). This new subsection was designed to

permit states, under certain circumstances, to furnish Medicaid reimbursable

home and community care services to eligible recipients who otherwise would

require long-term care in Medicaid-certified facilities. Before the enactment

of this legislation, only very limited coverage of non-institutional long-tern

care services was available under the Medicaid plans of most states.

During the 3 years that have passed since the Department of Health and

Human Services issued its initial regulations implementing the HCBC waiver

program, the number of participating states and approved waiver rquestA has

increased dramatically. As of June 15, 1985, HCFA officials report that a

total of 106 waiver requests, from 46 states, had been approved. Of this

total, approximately 40 percent are intended (in whole or in part) to furnish

specialized community-based services for recipients with mental retardation

and other developmental disabilities. The total number of recipients now

participating in waiver-financed programs has been estimated at over 50,000.

The response of consumers, providers and state officials to the HCBC

waiver program clearly indicates that Congress struck a responsive chord when

It decided to grant the states increased flexibility to address the long-term

care needs of low income citizens who are elderly or disabled. However, as

members of the Senate Finance Committee will learn during these budget

reconciliation hearings, the promise of the Medicaid home and community care
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waiver program is being undermined by fiscally motivated policies of the

Administration.

The Committee will receive testimony regarding the benefits derived by

participants in HCBC waiver programs, as well as the administrative problems

which states have encountered in attempting to obtain approval and operate

such waiver programs in the face of continuing uncertainty regarding applicable

federal policies. Therefore, I will focus my comments on: (a) the fundamental

statutory issues that must be addressed in order to assure future stability

and predictability In funding for home and community-based alternatives to

institutional care under the federal-state Medical Assistance program; and (b)

proposed statutory amendments to achieve this objective.

IV. PROBLEMS SURROUNDING THE OPERATION OF THE SECTION 1915(c) WAIVER PROGRAM

One key to understanding the present controversy regarding the operation

of the HCBC waiver program is that all of the issues lead back to one underlying

reality: there are significant differences of opinion concerning the intent

of Congress in authorizing the program. It is important to remember that the

home and community care waiver program was enacted as part of legislation

designed to limit future federal outlays for social programs. Not surprisingly,

the Administration saw this new authority as primarily a cost-cutting device,

while others, including many members of Congress. state officials, and professional

associations and consumer advocates, emphasized the legislation's humanistic

goal of maintaining frail elderly and persons with disabilities in more appro-

priate home or community care settings.

The provisions of the 1981 legislation reflected this sense of Congressional

ambivalence. Concern about the financial consequences of offering Medicaid

reimbursement for home and community-based services was clearly evident in the

requirement that requesting states demonstrate that the average per capita
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cost of services with the waiver would not exceed comparable per capita costs

without the waiver. But, Congress also elected to allow states to cover

recipients who were at-risk of institutionalization as well as those currently

residing in Title XIX-certified institutions, thus implicitly recognizing that

demand (and, consequently, Medicaid costs) for nursing home beds and other

forms of institutional care were likely to be lower if a state were able to

offer persons at-risk of institutionalization home and community-based

alternatives.

In providing this option, however, Congress left to administrative

interpretation the methods of determining the number and types of potentially

eligible recipients who could be said to be at-risk of institutionalization

and, thus, eligible for waiver-financed services.

Initially, the Health Care Financing Administration (HCFA) published

interim final regulations which included a mathematical formula for determining

the cost effectiveness of a state's proposed waiver program. These regulations

contained no explicit limitations on the number or types of waiver recipients

a state could plan to serve, except that the requesting state had to spell out

the procedures it would use to determine that all applicants for waiver

services were assessed and found to be in need of institutional care in a

Title XIX-certified facility. After receiving expansive waiver requests from

several states, however, HCFA and OMB officials began to worry about the cost

Implications of the program and soon Instituted review procedures that had the

effect of restricting the number and types of recipients a state could cover

under an approved waiver program. By and large, these procedures are codified

in the final waiver regulations published by HHS on March 13, 1985 (Federal

ReQister, Vol. 50, No. 49, p. 10013). Let us illustrate some of the inequities

caused by these HCFA review procedures.



338

A. Limitations on the Number of Eligible Recipients

HCFA officials require a state to furnish detailed documentation regarding

the current number of Medicaid-certified beds in SNFs, ICFs and ICF/MRs, along

with evidence of the need for additional bed capacity in the absence of a

waiver. In cases where the proposed waiver population would exceed the capacity

of present Medicaid-certified beds, a state Is obligated to produce convincing.

evidence that new facilities in fact would be constructed and certified in the

absence of the proposed waiver (e.g., approved certificate-of-need requests;

capital appropriations for new/expanded facilities, etc.). States also must

furnish data on: a) the occupancy rate of Med.cad-certlfied SNF, ICF, and

ICF/MR beds, by type, including any excess bed capacity, by type; b) waiting

lists for admission to certified facilities, by type; and c) the number of

waiver clients actually being deinstitutionalized versus those diverted from

admission.

HCFA officials use this data to establish whether a state plans to serve

more recipients (i.e., in both institutional and noninstitutional settings)

with vs. without the requested waiver program. If the state projects any

significant differential growth in the total number of recipients of long-tern

care services with the waiver, HCFA officials generally will refuse to approve

the request.

This method of restricting eligibility for waiver services has a number

of side effects which subvert the original intent of Congress. The Congressional

intent was to provide more appropriate community services at not more than the

cost of institutional services. It was not to save money, as HCFA seem to

think by its ultra vires Interpretation and policies.

First, states are effectively precluded from reinvesting any savings that

may be associated with providing services in home or community-based vs.
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institutional settings Into expanded diversionary services. While Congress

intended to restrict waiver services to client populations that, on average,

could be served at no greater cost in the community than in Title XIX certified

institutions, Congress did not seem to want to prevent states from using

program savings to serve a larger number of eligible recipients.

Second, by, in effect, placing numerical limits on the number of waiver

recipients, HCFA offers the states powerful incentives to restrict services to

those recipients who require the most extensive (and costly) array of community-

based services. It is worth noting, for example, that few states have elected

to offer family assistance and other high volume, low cost services under

approved MR/DD waiver programs, despite an almost universal recognition of the

pressing need and long-tern cost effectiveness of such programs. Instead,

states, knowing that they will be allowed to serve only a finite number of

recipients, choose to offer waiver services to clients requiring both an

out-of-home living arrangement and a full time day habilitation program. This

approach not only perpetuates a one-size-fits-all approach to long-tern care

services, but also contradicts the Administration's own commitment to

strengthening the nuclear family.

Third, states which have a relatively low per capita rate of institu-

tionalization, either due to prior deinstitutionalization efforts or policies

discouraging the establishment of new institutional beds (e.g., a moratorium

on the certification of additional Title XIX LTC beds), are significantly

disadvantaged by HCFA's methodology of calculating projected institutional

capacity and, thus, the number of recipients that the state may qualify for

waiver services. National statistics indicate that there are striking

state-to-state variations in the number of SNF, ICF and ICF/MR beds and, by

extension, demand for home and community-based services. Yet, HCFA does not



340

take these differences into account in calculating a state's current and

future demand for long-term care services. Similarly, HCFA ignores interstate

differences in projected population growth, even though Census Bureau figures

indicate that some states can expect a growth rate several times the national

average and, thus, are likely to face a disproprortionate increase in demand

for LTC services.

Finally, HCFA's methodology emphasizes the immediate fiscal consequences,

rather than the long range cost implications, of waiver expenditures. This

policy will prove to be penny wise and pound foolish." Under present policies,

states which originally planned to use the waiver authority to mount a compre-

hensive diversionary program will be forced to expand the capacity of nursing

homes and other Title XIX-certified institutions. The net result will be

steeper growth in federal-state Medicaid expenditures for LTC services than

otherwise would be the case. Already, for example, states that have been

permitted to only cover a limited number of recipients under their MR/DD

related waiver programs now resolve their problems by dusting off plans to

certify more ICF/MR beds to meet the need for coommunity-based services. These

beds will be considerably more costly to operate than waiver-financed HCBC

services.

One brief example will help to illustrate the arbitrary effects of HCFA's

current review process. Under its original Section 2176 waiver program for

persons with developmental disabilities, approved in 1982, the State of Florida

was permitted to serve an average monthly caseload of 6,665 clients. Because

a strong empeas-s was placed on supporting families who were caring for offspring

with severe disabilities at home, the State was able to offer services to

eight waiver recipients for every one who was receiving services in a Title

XIX-certified institution.
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When Florida submitted its waiver renewal request earlier this year, it

asked permission to cover an average monthly caseload of 7,800 clients. HCFA

responded that, according to its calculations, the state could cover 43

recipients, a number equal to the excess bed capacity in the State's ICF/IIR-

certified facilities] Although the State was able to demonstrate that it had

sharply reduced the number of institutional beds (from 6,107 In 1970 to 2,200

in 1985), had one of the lowest per capita rates of institutionalization in

the country, and had over 9,000 clients with severe developmental disabilities

who required services, HCFA would not agree to approve the state's waiver

request. Finally, after months of negotiations and hundreds of hours of staff

time, HCFA eventually agreed to allow the State to provide services to a

maximum of 2,300 eligible clients under its renewed waiver program. State

officials, however, have lndicated that they will reorient the program to

focus on high-cost clients. Consequently, the total federal cost of waiver

services will be approximately the same as in year three of the old program,

even though 65 percent fewer recipients will receive services.

B. Limitations on Covered Services

At present, there is a considerable amount of ambiguity surrounding

HCFA's interpretation of legitimate claims for habilitation services rendered

to recipients with developmental disabilities under an approved HCBC waiver

program. In the preamble to the recently issued final waiver regulations

(March 13, 1985), HCFA states flatly that prevocational/vocational training

and educational activities are not reimbursable under a home and community

care waiver. In explaining the rationale for this interpretation, the

preamble Indicates that:

...qualifing services under Section 1915(c) of the Act must be directly

related to the ultimate goal of the home and community-based services;
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that is, enabling the recipients to accomplish those day-to-day tasks

necessary for them to remain in the commuditty and avoid institutionali-

zation. We do not believe that prevocational and vocational training and

education activities are commonly furnished as a means of avoiding

institutionalization. Individuals would not, in the absence of such

services, require institutionalization. Therefore, in applying our

regulations, which define home and community-based services, we have

interpreted Section 440.180 as excluding these services because they are

not cost effective alternatives to institutionalizaton (Federal Register,

March 13, 1985, Vol. 50, No. 49, p. 10020).

There are several observations that should be made concerning HCFA's

interpretation. First, HCFA has never indicated how it expects the states to

distinguish between habilitation, education, and vocational (or prevocational)

training for purposes of Hedicaid reimbursement. Yet, waiver requests from

several states have been disapproved, in part, on the grounds that one or more

of the proposed services constituted nonallowable vocational or prevocational

training (e.g., Tennessee and Louisiana). A number of other states also have

been required to modify their definitions of covered services in order to

obtain HCFA approval (e.g., Colorado, Delaware, and North Dakota).

The difficulty in drawing such distinctions is illustrated by the recent

dispute between the HHS Inspector General and some twenty states over proposed

disallowances for allegedly erroneous educational and vocational training

claims in ICF/MR facilities. In the absence of clarifying statutory or

Congressional report language, it is likely that waiver-eligible clients will

continue to be denied habilitation services on the grounds that such services

are educationally or vocationally oriented.
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Second, on a purely factual basis, HCFA's statement that educational,

prevocational, and vocational services are not "commonly furnished as a means

of avoiding institutionalizationo is simply wrong. Study after study has

found that access to appropriate day services (including educational and

prevocational/vocational training) is an absolutely essential prerequisite to

successfully serving persons with developmental disabilities in community

settings. These services (particularly prevocational, vocational, and

educational programs) prevent institutionalization by providing the training

necessary for community living. Indeed, to our knowledge, there is not a

state HR/OD agency in the country that does not mandate access to an

appropriate day program as a precondition to receiving community residential

services.

Finally, it makes no sense from either a humanistic or fiscal point of

view to encourage the states to maintain waiver-eligible HR/DC recipients in a

perpetually dependent state. And yet, that is exactly the effect of a flat

prohibition against payments for prevocational and vocational training under

the waiver. There now exists an extensive body of literature which irrefutably

demonstrates that even people who are severely retarded and multihandicapped

can be trained to be productive employees, If they are offered appropriate

social supports and work environment tailored to their particular needs and

capabiI ties.

For that relatively small percentage of recipients who meet the test of

waiver eligibility, Title XIX payments should be available to support services

aimed at helping such recipients achieve their maximum level of productivity,

even though they may never attain complete social and economic independence.

It is important to note that Congress has recognized the need to address

the vocational requirements of people who are severely disabled by: (a)
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autLorizing, under the Education of the Handicapped Act Amendments of 1983

(P.L. 98-199), the Department of Education to finance supported employment

projects for such persons; and (b) expanding the scope of the Developmental

Disabilities Act in 1984 to encompass employment-related services (P.L. 98-

527). These policies are Congressional in origin. Yet an inconsistent policy

under the HCBC waiver interpretation is advanced by an executive agency.

Moreover, that policy is also inconsistent with Congress' own policy, in

enacting Section 1915(c), to provide for Medicaid reimbursement for more

appropriate and cost-effective services provided in home and community. The

CCDD Task Force on Medicaid believes that community care waiver policy should

reflect current professional and societal views regarding the most efficacious

methods of programming for adults who are severely disabled. Certainly, a

strong emphasis on the acquisition and use of work skills must be seen as a

central component of any modern policy governing habilitation services for

adults who are severely disabled and nonelderly.

C. Process of Reviewing and Approving Waiver Requests

In the preamble to the October 1, 1981 interim final regulations, HCFA

outlined its basic philsosphy governing administration of the waiver program,

saying its aim was "... to give the states the maximum opportunity for

innovation in furnishing noninstitutional services ... with a minimum of

Federal regulations." The rules, therefore, attempted to provide general

parameters for reviewing state waiver requests, patterned after the provisions

of the statute.

This approach, no doubt, contributed to the early success of the program,

since states were given broad discretion in tailoring their waiver programs to

the unique needs and characteristics of their respective service delivery

systems and target populations. However, as HCFA officials gained more
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experience and began to demand increased documentation, the lack of clear,

criteria for judging the acceptability of a state's waiver request emerged as

a major problem.

It seems to us that this problem is in no way abated by the riblication

of final waiver regulations on March 13 of this year, since these rules fail

to offer the states operational criteria for determining the boundaries of an

acceptable waiver proposal. Instead, they simply spell out the process and

procedures HCFA will use in considering a state's request. As illustrated by

the earlier discussion of Florida's experience in attempting to get its waiver

program renewed, the key elements of a state's proposal--e.g., the number and

types of recipients to be covered and the descriptions of services to be

provided--end up as a matter of open-ended negotiation between the state and

HCFA.

It is horth noting that HHS did not offer the public an opportunity to

comment on its revised waiver regulations before issuing them in final form

this past March. At the time the original interim final regulations were

issued (on OCtober 1, 1981), the states had had no prior experience in

developing or operating this type of a waiver program and, therefore, it was

not surprising that the Department received only 33 public comments within the

90-day comment period.

Although experience with the program over the succeeding 3 1/2 years has

given state officials, providers and consumer advocates a much better grasp of

the pitfalls of administering waiver-financed programs, HHS chose not to

subject its March 13, 1985 regulations to public review before implementing

them. We are convinced that a more workable set of program rules would have

resulted had the Department solicited input from the interested public before

developing and publishing these rules.
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Members of the Committee need to hear about the arbitrary and unpredictable

nature of the HCFA review process. Indeed, we can report that this sense of

uncertainty which now pervades the program is rapidly eroding support for a

highly promising Congressional Initiative. Rather than attempting to place

blame, however, It is important to pinpoint the source of the problem. In our

opinion, the process orientation of current HCFA policies and the resultant

lack of operational criteria defining the parameters of a federally approved

waiver program constitute a major cause of the current problems related to the

review process.

We do not believe that HCFA officials are purposely attempting to obstruct

the process. On the contrary, the responsible agency staff appears genuinely

committed to making the program work. However, until the federal government's

operational criteria for approving waiver requests--not Just its processing

requirements--are spelled out, we anticipate that the current level of confusion

and uncertainty will continue unabated.

V. RECOMMENDATIONS FOR IMMEDIATE COMMITTEE ACTION

The CCOD Task Force on Medicaid respectfully urges the Committee to

consider two possible approaches to solving the problems outlined above. One

approach would involve amending Section 1915 of the Social Security Act, and

the other would entail more farreaching changes in Medicaid policy. A more

complete explanation of these two approaches is provided below and complements

prior portions of this testimony.

A. Clarifying Amendments to Section 1915

Should the Committee decide that the most practical and politically

expedient means of resolving the uncertainties and inconsistencies of current

federal policy is to enact corrective legislation, it could amend present law

in the following manner:
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1. Add to Section 1915(c)(2)(D) of the Act a list of the factors

the Secretary is required to take into account in calculating

the cost-effectiveness of waiver services. The types of

information the Secretary would be obligated to weigh might

include (a) statistically valid demographic studies which

provide reasonable grounds for concluding that the number of

individuals who would require care in a skilled nursing or

intermediate care facility is likely to increase if the

requested waiver program is not approved or continued; (b) the

effect that disapproval would have on past successful efforts

by the state to restrict the the number of new admissions and

readmissions to SNF, JCF, and/or ICF/NR facilities; and (c)

statistical evidence that the relative proportion of recipients

receiving SNF, ICF, and/or ICF/MR services under the state's

Medicaid plan per 100,000 in the general population is below

the national median for all states.

The purpose of this amendment would be to require the

Secretary to use criteria that would assure a more equitable

comparison of interstate differences that are likely to

influence demand for home and community care services among

waivereligible populations.

The basic aim Is to prevent states such as Florida,

Michigan and Nevada, which have comparatively low rates of

institutionalization and/or unusually high demand for home and

community care services, from being disadvantaged in qualifying

otherwise eligible recipients for waiver services.
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Unfortunately H.R. 3101 does not respond to this problem.

2. Clarify the definition of habilitation services to permit

Medicaid reimbursement for developnentally- oriented services

to waiver recipents other than certain educational and

vocational rehabilitation services. In our June 25 testimony

to the House Subcommittee on Health and the Environment, we

recommended that the following new statutory definition be

inserted as a new subsection of Section 1915:

the term "habilitation services" as used in subsection (c)

(4) (B) shall mean services designed to assist eligible

developmentally disabled recipients to acquire, retain and

improve the selfhelp, socialization and adaptive skills

necessary to reside successfully in home and conmunity-

based settings, including prevocational, educational and

supported employment services. Provided that such

payments shall not be available to otherwise eligible

recipients for--

(1) Special education and related services as defined in

Section 602 (16) and (17) of the Education of the

Handicapped Act, as amended, which otherwise would be

available to such schoolaged recipients through the

recipients local educational agency.

(2) Vocational rehabilitation services which otherwise

would be available to such recipients through

programs funded under Section 110 of the Rehabilitation

Act of 1973, as amended.
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In major part, the House has incorporated our recommendation into

H.R. 3101. (See Section 202, subsection (a)). The House, however,

limited "habilitation services" (as newly defined) to people who already

have been institutionalized but it excluded people who are at risk for

institutionalization. Although this is a major improvement, it does not

go far enough. The Senate should adopt the House provisions, but It

should also provide that people who are at risk for institutionalization

should be included in the final version of the new "habilitation services"

definition. This small change would carry out in a thorough and uniform

way the policy of Congress in authorizing the HCBC waiver in 1981 as a

way to assure appropriate and costeffective services for all people who

are eligible recipients.

3. Limit the Secretary's authority to restrict the number

of recipients eligible to participate in a Section

1915(c) waiver program, provided the requesting state

Is able to document the cost effectiveness of the program.

This objective could be accomplished by adding a new

subsection to Section 1915 of the Act.

As mentioned earlier, HCFA, in effect, places limits

on both aggregate expenditures and the number of clients a

state is able to serve under an approved HCBC waiver

program. Consequently, a state is not permitted to use

the savings that may be achieved by moving recipients from

more costly institutional facilities to less costly

community programs to provide HCBC services to additional

eligible recipients who are at-risk of institutionalization.

The necessary statutory language still would require a

58-303 0 - 86 - 12
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state to prove that its proposed waiver program would be

cost effective (i.e., average per capita expenditures with

the waiver would not exceed comparative per capital

expenditures without it). Requesting states, however, no

longer would be obligated to demonstrate that there would

be no increase in the total number of recipients of

Medicaid reimbursable long term care services (i.e., with

vs. without the waiver). As a result, states would have

greater flexibility in choosing the types and extent of

services offered to waiver recipients, rather than being

forced to serve only the highest cost clients. The House

has addressed this problem wisely by providing in H.R.

3101 that the HCFA shall not enforce a policy that

requires states to demonstrate an actual reduction of

cost as a condition of HCBC waiver approval. The House

approach is sound and should be adopted by the Senate.

(See H.R. 3101, Section 202, "Modifications of Home and

Comunity-Based Waiver uner Section 1915(c)," Subsection(c),

"Prohibiting Imposition of Certain Regulatory Limits.')

4. Prohibit the Secretar' from imposing certain regulatory

limits

The House (H.R, 3101) wisely has addressed some

problems created by HHS-HCFA regulations. The Senate

should approve the House version in these respects:

a. HCFA established an operating guideline that HCBC

wavered services must be approximately 70-75 percent

less expensive than comparable institutional services.
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This was contrary to Congressional policy, and H.R.

3101 (Section 202, subsection (c)) makes it clear

that such services shall not exceed 100% of

institutional services cost.

b. HCFA also established a policy of requiring

states to estimate three years in advance the cost

of HCBC wavered services and to absorb the federal

and state portion of any costs that exceed the

estimate. H.R. 3101 (Section 202, subsection (c))

prohibits the Secretary from doing this and withholding

federal payment on the ground that a state has failed to

comply with the estimate.

c. Finally, HCFA established a practice ot determining

average per capital expenditures for physically

disabled individuals in inpatient care In ICFs in

a way that essentially underfunded those people and

thereby excluded them from the HCBC waiver benefit.

H.R. 3101 (Section 202, subsection (c)) prohibits

such a practice and allows states to compare

comparable costs in making estimates of HC8C costs.

B. Authorizing More Basic Reforms in Medicaid Services

While, as Illustrated above, it is desirable at this time to correct some

of the more immediate problems associated with the operation of the waiver

program through a series of clarifying amendments, the Task Forre believes

that, in the long run, the only effective means of assuring that community

care services are not subject to perverse financial disincentives is to
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pemranently restructure Medicaid policy. In Part I of this testimony, we

argued for a reversal of the present assumptions underlying Title XIX. There

are two obvious approaches.

One approach would be to authorize home and community care as an optional

state plan service under Medicaid. Although the task force recognizes that

the Committee must consider the implications of such action for all subpopulations

of waiver-eligible recipients, it will illustrate how legislation might be

designed for one target population-those with developmental disabilities.

The term "home and community care services for persons with developmental

disabilities" should be defined to include: case management services;

homemaker/home health aide services; personal care services; adult day health

services; habilitation services, respite care; and such other services as a

state may request and the Secretary approve. Payments for room and board,

however, would be explicitly excluded from the definition. The term

"habilitation services," in turn, should be defined to encompass: (a) develop-

mentally-oriented services to Medicaid-eligible MR/DD recipients who have been

institutionalied and are at risk for institutionalization, with the exception

of educational services otherwise available to such school-age recipients

through local educational agencies; and (b) pre-vocational and supported

employment services, except for services otherwise available to such recipients

through the federal-state vocational rehabilitation program (see definition

above).

To qualify for coverage of home and community care services under its

state plan, a state should be required to provide the Secretary with satis-

factory assurances that, at a minimum, it will: (a) maintain at least its

current level of fiscal effort in supporting similar services for eligible

(and potentially eligible) IR/DD recipients through available state and local
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funding sources; (b) restrict such services to HR/DD recipients who, in the

absence of such assistance, would require care in Medicaid-certified long tern

care institutions, the average per capita cost of which was estimated to be

equal to or greater than the proposed home and community care alternatives;

and (c) institute necessary safeguards to protect the health, welfare and

human rights of MR/DO recipients participating in services provided under this

plan option.

In addition, the state should be obligated to submit a comprehensive plan

which includes: (a) provisions for instituting a comprehensive screening and

assessment program to identify the service needs of recipients with developmental

disabilities currently placed in SNF, ICF and ICF/MR facilities, as well as

otherwise eligible persons with developmental disabilities who are either

unserved or underserved and could benefit from home and community care services;

(b) provisions for establishing appropriate level of care criteria, together

with policies and procedures to be used in determining eligibility for all

long term care services offered to Medicaid recipients with developmental

disabilities; (c) provisions for establishing a pre-admission screening program

aimed at assuring that with persons with developmental disabilities, in need

of long term care services, are placed In residential and day program settings

that, consistent with their individual service needs, maximize their opportunity

for independence and the acquisition of adaptive skills; (d) provisions for

systematically reducing the number of recipients with developmental disabilities

placed in SNF, ICF and ICF/MR facilities over a multi-year period, (e) provisions

for developing, over a multi-year period, the home and community care services

required to meet the needs of persons with developmental disabilities currently

placed in institutional settings, as well as otherwise eligible persons with

developmental disabilities who are unserved or underserved and could benefit
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from long tern care services provided under that state plan; and (f) provisions

for coordinating the activities of responsible state and local agencies to

achieve the objectives of this plan. Finally, States should be permitted to

disregard the provision of the Act related to offering services on a statewide

and comparable basis for a period not to exceed five years, provided they have

a plan for systematically expanding services to all subgroups of recipients

with developmental disabilities in all geographic areas of the state.

A second approach also Is available. It is more comprehensive. While

recognizing that the inclusion of home and community-based services as a

permanent Medicaid state plan option would be a step in the right direction,

some of the organizations that support this statement of testimony are firmly

convinced that a more fundamental restructuring of Medicaid benefits is

required. They believe that the best way to accomplish this objective is

through the prompt enactment of the substantive provisions represented by the

Community and Family Living Amendments of 1985 (S.873-Chafee and H.R. 2902-

Florio).

The Task Force urges the Committee to examine carefully each of the above

options as it undertakes the complex task of reforming Medicaid long term

policy.

VI. HCFA "LOOK BEHIND" AUDITS JEOPARDIZE GROUP HOMES: LIFE SAFETY

CODE LEGISLATION NECESSARY

As a result of the new federal "Look Behind" audits spurred by Senator

Lowell-Weicker's recent hearings on institutional care, certain facilities are

facing decertification due to their inability to meet ICF/MR standards.

Although the CCOD applauds the efforts of the Federal Government to enforce

the ICF/MR rules, it has some serious concerns. Of specific concern are the

interpretive guidelines being used by Federal officials to ascertain
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complicance for fire safety in small (less than 16 beds) ICF/MR facilities

that utilize the lodging or rooming house section of the Life Safety Code.

Although the CCDO supports the need for appropriate fire safety standards in

the ICF/HR program, the application of the guidelines for emergency evacuation

is believed to be unreasonable and has led to the erroneous decision by HCFA

to decertify group homes.

The guidelines released by HCFA in November, 1984 but not readily available

to many facilities until March, 1985 allow only "verbal and/or visual prompts"

by staff to residents during fire drills to ascertain the ability of residents',

capacity for "following directions and taking appropriate action for self

preservation under emergency conditions."

Two group homes in Washington State (Seattle and Bremerton) were given

only days to correct the deficiency, train the residents, move them out of the

group home, or utilize a stricter fire safety code (e.g., fire sprinklers,

etc.) or their Federal funds for the entire facility would be lost. Within a

week of this notification the facility would lose its Federal funds. Similar

problems are reported throughout the country, in increasing numbers.

It is inconsistent and unwise policy that comunity-based group homes are

given only days to remedy problems while large institutions, usually with

multiple deficiencies, are given months and years to make corrections. That

Is the inconsistency. Such short notice may lead to the reinstitutionalization

of severely retarded residents, hardly a desirable outcome of these audits.

That is the unwise policy. The Task Force on Medicaid of the CCDD wrote to

HHS Secretary Heckler on July 16, 1985, requesting immediate modification of

federal rules and guidelines governing life safety for persons receiving

services in small community homes certified under the Title XIX as ICF/MR

faciities. The substantive content of that letter is set out below:
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It is our understanding that a notice of proposed rulc making has

been drafted by HCFA which would adopt the 1985 edition of the National

Fire Protection Association's Life Safety Code for Medicaid certified

facilities. The 1985 Code includes a new Chapter for board and care

occupancies. This chapter incorporates a Fire Safety Evaluation System

for Board and Care Homes (FSES/BC) which gives consideration not only to

the structure in which people are living, but to the abilites of those

living in the home and to staff which will je able tu assist residents in

case of an emergency. ne utilization of alternative combinations and

levels of protection will provide fare greater flexibility to agencies

which operate small ICFs/MR, and it will permit persons with more severe

disabilities to live in more normalized environments.

The HCFA action transmittal number 169, which provides Medicaid

surveyors with a method of testing the self-preservation capabilities of

residents of small homes certified under the lodging and rooming house

chapter of the 1981 Code, is creating problems which we believe will be

largely alleviated by the adoption of the 1985 edition of the Code.

The undersigned organizations are strongly supportive of the strict

application of life safety standards, but there are factors surrounding

the current situation which demand a common-sense approach to enforcement

of HCFA rules and guidelines. The new chapter for board and care homes,

with the accompanying FSES/ BC, was developed with funding from the

Department of Health and Human Services specifically to meet the life

safety needs of persons with developmental disabilities. HHS has had the

report since January of 1983, but deferred action until the work could be

included in the NFPA Life Safety Code. The Code has been available to

the public since April of this year, but for unknown reasons, HCFA has
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not yet published the NPRtI. In the meantime, Medicaid beneficiaries who

live in homes that would likely meet board and care provisions are being

transfered to ICFs/MR that meet far more stringet health care requirements,

or small ICFs/R are being decertified because one or two residents of

the home did not meet requirements of the strict test for self-preservation,

and the provider refused to disrupt the client's life by transferring him

or her to an institution when it was believed the individual's life was

not in Jeopardy. These situations have included:

1) People who do not meet the current HCFA definition of ambulatory

because they use a cane, crutches and/or a brace to walk, but who

demonstrate the ability to leave a bulldling as rapidly as someone

who does not require such devices;

2) People who require physical prompts from staff, such as outlining a

cross on the back of a person who is both deaf and blind;

3) Persons who are not capable of self-preservation but who have

one-on-one awake staff available 24 hours a day.

The CCDD Task Force on Medicaid strongly urges that the

14PRM be put on a fast track and published for public comment immediately.

In the interim, we ask that the test for self-preservation be modified

to permit physical as well as verbal prompts, and that the status of

small ICFs/MR that apply

the lodging and rooming house chapter of the 1981 Code be

extended when, in the opinion of local fire marshals, the home meets

1985 board and care requirements and clients are not in

Jeopardy. Transfers that are being made due to HCFA's failure to take

more immediate action to adopt the 1985 edition of the Life Safety Code

are unnecessarily disruptive to the lives of people who are developmentally

disabled. It is in their best interests that we make these requests.
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HHS responded on August 6, 1985 through Sharon Harris, Acting Director,

Office of Survey and Certification, Health Stands and Quality Bureau. Ms.

Harris reported that the CCDD letter has been referred to HCFA, did not

indicate that the proposed rule change would be put on a fast-track review,

rejected the CCDO request that physical prompts be allowed, and rejected the

CCDD request for an extension of certification for small ICFs/MR that, in the

opinion of local fire marshalls, meet 1985 board and care requirements. The

proposed rule change also does not appear on HCFA's most recent agenda of

proposed regulatory changes. By acting now, Congress can correct a situation

that jeopardizes the covered small ICFs/MR and their residents, some of whom

undoubtedly will have to be re-institutionalized or Institutionalized for the

first time or relocated into code-complying ICFs/MR.

The time has come for Congress to provide. as an amendment to the Medicaid

Act, that HCFA shall apply the 1985 Life Safety Code in determining the Fire

Safety of ICFs/NR. including allowing Chapter 21 of the 1985 Life Safety Code

to be used in detemining the fire safety of small ICFsIHR.

VII. CONCLUSION

The Task Force appreciates this opportunity to bring its views to the

Committee's attention and stands ready to be of assistance In formulating an

appropriate legislative response to the current problems surrounding the

operation of the Medicaid home and community care waiver program and to the

Medicaid program as a whole.

Respectfully submitted,

CONSORTIUM FOR CITIZENS WITH

DEVELOPMENTAL DISABILITIES I

H. Rutherford Turnbull, III

President, merican Association

on Mental Deficiency
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The CHAIRMAN. Mr. Turnbull, let me ask you a quick question.
Senator Bradley is right; he and I and most of the members of

this committee have been up to our necks in home health care for
half a dozen years, getting the waivers from HCFA last year for
proven, effective home health care programs, where there was a
limit on the total amount of money that could be spent anyway; it
was just a question of serving more people at home than less
people in institutions. It is all true.

I know what this administration is afraid of, and I know what
the Carter administration was afraid of, and that is utilization by
people that get no coverage now. And everyone was burned by
Medicare and Medicaid. We had no concept as to what this was
going to cost us when we started into it 20 years ago.

How do we make sure, as we move toward home health care,
which is better, cheaper care than institutionalized care, that we
don't suddenly have millions and millions of people asking for
home health care that never, otherwise, would have been institu-
tionalized?

Mr. TURNBULL. The "woodwork" problem is a difficult one, Sena-
tor Packwood. My suggestion to you is that the way to contain it is
to maintain the definition of the eligible recipients, so that we still
talk about people who are severely disabled and income-eligible.

If the cost in fact is less expensive in the community, and we be-
lieve that for most people it is, then it seems to me that not chang-
ing the definition, or changing it only somewhat, is the way to keep
the cost lid on.

The CHAIRMAN. Well, when I say we have "been burned," I don't
mean wrongly, just in error, I guess, by entitlement programs,
having no cap on them and having no idea how many entitlees
there were going to be.

Senator Durenberger.
Senator DURENBERGER. Dr. Gilmour, has AARP done an analysis

of the second surgical opinion programs where they exist, and de-
termined that that is a preferable way to limit unnecessary utiliza-
tion as compared to other programs? None of us disagree with
John Wenberg in all of his studies, but have you done an analysis
across the country of way second surgical opinions are working and
come to the conclusion you came to on that.

Dr. GILMOUR. I am not sure that AARP has itself done an analy-
sis.

Martin, do we have one?
Mr. CORRY. Senator, we have looked at the number of the options

pursued. We certainly have looked at what the experience has been
with private insurers. Needless to say, you are dealing here with a
constituency that I think you have expressed some concern about.
We have certainly borne that in mind.

I think our concern is that a second opinion program be a uni-
versal program, in that all individuals who have a diagnosis of sur-
gery in the categories for which the legislation might require it be
subject to second opinions.

Obviously, the legislation provides for a waiver in the event of
hardship; but we have tried to look around at what the potential is
and still view the desirability of second opinion to far outweigh
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some of the potential problems which I think you have tried to ad-
dress.

Dr. GILMOUR. We have not made an actual analysis, have we?
Mr. CORRY. Not a full-scale one. We have looked at some in the

private sector.
Senator DURENBERGER. I don't think anybody can deny the fact

that, with all of the incentives to cut, that you could find these
problems. But with the changes in both the prospective payment
system, the increase in prepaid health plans, and so forth, all the
incentives are starting to change.

And I was curious to know, before that we mandate that every
person must go through this process, which is not a convenient
process for anybody, have we looked at other alternatives?

For example-and John and I have been talking about this-now
that the peer review organizations have some experience with
preadmission screening, how do we involve them in that process?
And one of his concerns, and a very legitimate concern, is that,
while we are doing such a poor job of paying peer review as it is,
and we have got OMB sitting down there trying to cut the legs out
from under adequate peer review of the process, if you gave it to
the peer review organization without giving them the resources
needed to utilize second opinion surgery where necessary, then we
wouldn't be achieving our objectives, there either.

But is there some way that you would like to see second surgical
opinion used selectively by people who are already in the business
of preadmission screeing? And wouldn't that be helpful, to inte-
grate those two?

Dr. GILMOUR. Well, I can say that many of the PRO's that I have
known are not really at the present time in a position to give that
second opinion.

As a practicing physician through many years, I am happy to be
an advocate for the surgeons, which I am not, and the decision to
do an operation is not an arbitrary, casual decision by any surgeon.
It is a combination of his criteria, his training, his background, and
so forth, and it makes a tremendous difference.

Now, if there is going to be a second opinion available, that is
not necessarily going to make him suddenly change his ideas as to
whether the operation should be done or not. He is going to give, I
would say, a reasonable, honest opinion of wnat he thinks, and he
is going to be perfectly willing to have someone else reverse that.

The operation on an older person, particularly, is a very, very
severe hardship itself, and a hazard. The exclusion of hardships for
the second opinion in certain instances is already made available.
And I think any thing you can do to enable a person to have a
second opinion and not to have to question their doctor, which a
person who has been going to a doctor a long time-some of my
patients did question me, but [laughter].

Senator DURENBERGER. Would you restate for me, Dr. Gilmour,
the premise on which AARP objects to an increase in the part B
deductible? You are asking, perennially, for increased benefits and
increased coverage in part B. Tell me why it is that $15 today is
the limit. Seventy-five dollars was the limit a long time ago; it is
still the limit. Most other plans are $100 or $200, or something else.
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But AARP, on behalf of me, now that I am a member, and every-
body else says $75 is all we can afford. What is the rationale?

Dr. GILMOUR. Our objection to the increase in that?
Senator DURENBERGER. Yes, to increasing the deductible.
Dr. GILMOUR. Well, increasing the deductible doesn't help the

poor people at all.
Senator DURENBERGER. How many poor people are Medicare ben-

eficiares, by your definition?
Dr. GILMOUR. I would say 25 to 35 percent of those who are Medi-

care eligible.
Mr. CORRY. That would be, roughly, not only those in poverty but

the near-poor as well.
Senator DURENBERGER. These are people who cannot afford an

extra $25 for the access to the Medicare system. Is that what you
are talking about?

Dr. GILMOUR. Well, I won't say they can't afford it; but it would
be a hardship added to the other costs because, you see, Medicare
onl pays less than half of their total medical bill right now.

The CHAIRMAN. Senator Heinz.
Senator HEINZ. Thank you, Mr. Chairman.
I want to thank Senator Durenberger for asking about mandato-

ry second opinions. It saves me from asking.
Senator DURENBERGER. Well, we are both trying to find the

answer.
Senator HEINZ. Yes, and I think we will. I think we will find a

good answer.
Dr. Gilmour, one issue we really haven't talked about here-and

I thank you and welcome your testimony in support of a mandato-
ry second opinion-is on the issue of coverage continuation for
people that lose it in one way or another.

As background, I am today in the process of introducing a bill
which will provide for the continuation of coverage for widows and
divorced spouses of employees. In other words, there will by a buy-
in, a mandatory buy-in option available for widows or divorced
spouses to the health insurance that they had prior to their change
in status, and that will be a 2-year option for them.

Do you support that provision?
Dr. GILMOUR. We do, indeed. Two years or more. We think that

less than 2 years doesn't give a person who has either been wid-
owed or divorced an opportunity to arrange their affairs, to get
things in order and decide what they want to do. They need at
least that much, maybe more; but at least 2 years.

Senator HEINZ. There is a House provision-I guess it is H.R. 21,
or something like that-that does provide for more years: 4 or 5, as
I recollect.

We have tried to work with both your organization, with OWL,
the League of Older Women, as well as the Washington Business
Group on Health and the National Association of Manufacturers.
And we believe that our legislation is going to be supported broadly
by that group and will solve a very serious problem that currently
affects some 5 million people just in those 2 categories; if you count
the widows and the divorced spouse and the dependents of them,
we are talking about 5 million people who would have access to
health insurance that now literally don't have that option.
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Do those statistics pretty much square with your understanding?
Dr. GILMOUR. The number 5 million? I am not familiar with that,myself.mr. CORRY. Yes, sir.
Senator HEINZ. Mr. Corry, do you believe that is approximately

correct?
Mr. CORRY. In particular it is a great problem for widows, women

who are divorced, particularly with dependent children. And we
support your efforts and the efforts in the House to try to resolve
this gap in coverage.
o Senator HENIZ. Well, it is my hope that we can make this a part
of reconciliation. It is an urgent matter. It has no cost to the Feder-
al Government.

I apologize to the chairman for not having given him more infor-
mation on it yet; but we were only able to introduce the legislation
today, and I hope that the members of the committee and the staff
will take a careful look at it. I think it is responsible and good leg-
islation.

I have no further questions, and I thank you.
The Chairman. Senator Bradley.
Senator BRADELY. Thank you very much, Mr. Chairman
I thank each of the witnesses for their testimony. Just cofifirm

with a yes or no, do you suoport the State option system over the
State waiver system.

Dr. GILMOUR. Yes. In other words, we feel that in North Carolina
we also had a rather difficult time getting our waiver, and it still is
not as effective as we would like it to be in its implementation and
its compensation.

I think if the State had the option of doing it, the home care is
the greatest challenge and the greatest opportunity we have. If we
can keep people out of institutions-and what we are concerned
about is cutting down the costs-then we will have the greatest op-
portunity for the future, and particularly so at the present time
when our older population, and particularly those over 85, is in-
creasing so fast. There is going to be a great necessity

There is one thing about home care that the waiver will enable
us to do, and that is the humane part of the home care. It is not
just an economic situation. For a person to be able to remain in
their home, in their normal environment, for longer than they
could otherwise, is a tremendously important thing for their life.
And so we favor the State being able to do it without redtape.

Senator BRADLEY. And we really are talking about a very small
number of people here that the State chooses to provide home care
to.

One aspect of the bill that both of you have expressed support for
is that the cost should be neutral; in other words, that we really
would test our premise, which is that providing home care for citi-
zens in their homes is in the long run cheaper than providing care
in institutions. And if a State chose to go with the State option, it
must demonstrate that it would not increase the overall cost.

We think that that is a prudent way to go, and I think that that
is also, as you say, Dr. Gilmour, a "humane way to go."

Being realistic, I am not so sure the committee is ready this year
to go with a State option program. Therefore, there are a number
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of other steps along the way toward a State option that have been
proposed, and I would be curious to hear your reaction to them.

In your testimony you did support the changes that were made
in the House reconciliation bill; is that not true? The so-called
Waxman changes?

Dr. GILMOUR. They were options. I think our position is now-
and I will see if Martin concurs in that-that we feel, still, that it
is not as good as the original proposal.

Senator BRADLEY. It is not as good, but there are steps along the
wIr. GILMOUR. It is better than nothing.

Senator BRADLEY. Another suggestion, and I happen to think it is
a very good suggestion, actually made by the chairman, is to pro-
vide case management services as a State option. You do support
that, don't you?

Dr. GILMOUR. Well, I support it with one reservation: The phrase"case management" means you have got to have something to
manage. And if you have a case manager, and right now we are
working hard to get a case management installed in North Caroli-
na on a different level, you have to have the services for them to
manage. And if you have an adequate case management system
and not good home services-and I do like to distinguish between
home health and home care to some degree because some of the
home care services will enable the people to be independent at
home, life chore services and so forth. And so case management
needs to have something to manage. If there are not sufficient serv-
ices available, then it is not a good option.

Senator BRADLEY. As steps along the way, would you also support
something Senator Chafee and I have been looking at, and that is
extending the waivers from 3 years to 5 years?

Dr. GILMOUR. Yes. Anything to keep from interfering with it.
Senator BRADLEY. Would you support another possibility, which

is a moratorium, say a moratorium for the next 2 years, on termi-
nating any waivers?

Dr. GILMOUR. Yes.
Senator BRADLEY. OK.
Mr. CORRY. Senator? If I could offer a further comment. In the

past we have supported the moratorium. With the final regulations
in place, we feel that the moratorium should not be used as an ex-
tended device. It might be the last resort, which the committee
might have to reach for in order to get a resolution of this problem.
But we think it is better to try to correct the problem.

Senator BRADLEY. If I could ask for Senator Chafee, I would like
to simply ask Mr. Turnbull a question. This is for Senator Chafee,
who couldn't be here. He would ask this question of Mr. Turnbull.

It is:
Professor, as you well know, it is now 10 years since the Education for the Handi-

capped Act was passed. It dramatically improved special education services in the
country. Now that the first generation of special class graduates are leaving schools
where they were mainstreamed, how will this change our assumptions about the
types of residential services we need?

Mr. TURNBULL. It changes it dramatically, Senator Bradley. My
son is one of those first-generation students under Public Law 94-
142.
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Our assumption all along has been that he and children like him
would be educated in the community, would live in the community,
would work in the community, would be community members in
eve ry way.

When the absence of community care is as great as it is, then the
assumptions that we have made cannot be carried out. It is abso-
lutely important, then, for us to continue the direction of the Edu-
cation of the Handicapped Act, Public Law 94-142 in particular, by
moving forward with the creation of more options for community
care, and to take the Federal funding streams and to redirect those
funding streams into the community rather than into the institu-
tional care, if the promise of 94-142 and the EHA is going to be
satisfied, and if the expectations and the assumptions that we have
grown up with are to be satisfied also by the Congress.

Senator BRADLEY. Thank you.
The CHAIRMAN. Senator Heinz.
Senator HEINZ. Mr. Chairman, thank you.
A couple of brief questions. Earlier I mentioned to Dr. Gilmour

the Katie Beckett case, and there are an estimated 2.200 ventilator-
dependent Medicare and Medicaid patients confined to hospitals
today because of our present arcane and inflexible Federal health
care benefit rules. Of those 2-200-and maybe you don't have this-
what proportion of them or what number of them do you think
might be senior citizens or Medicare beneficiaries?

r. GILMOUR. 2,200 patients confined to the hospital? I'm sorry.
Senator HEINZ. Yes; the ventilator-dependent confined to hospi-

tals.
Dr. GILMOUR. I have no idea how many of them. Of course, the

relative proportion of older pople would make you think there
might be some of them, but I don t know.

Senator HEINZ. My suspicion would be that the majority of them
would probably be seniors.

Dr. GILMOUR. That is what I would think.
Senator HEINZ. Does anybody have any idea?
Mr. CORRY. I cannot answer that.
Senator HEINZ. That is just informational. I thank you.
Second, we were talking earlier about the necessity of the con-

tinuation of the Hospice Program. I think we all know that cancer
is the second most frequent cause of death among Americans over
age 65. How important is it to older Americans to have a Hospice
Program available to them in cases like that?

Dr. GILMOUR. Well, this is my opinion, and I suspect it is AARP's
opinion, too: I think the Hospice Program has been one of the
greatest and most humanitarian steps that the medical care in our
society has made in the last decade.

I have watched patients through many years with this illness,
and what Hospice can do for them-and we forget sometimes-for
their families-during the last illness-is immeasurable. My own
daughter-in-law is a nurse, and she has just started a Hospice Pro-
gram in New Hampshire, about which I am delighted.

Senator HEINZ. The administration wants to sunset the Hospice
Program again after 2 years. A number of us want to repeal any
sunset and treat hospice like any other Medicare benefit. Which
position do you favor? Or do you favor some second position?
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Dr. GILMOUR. The AARP feels Hospice should go on indefinitely,
and I would like to more than underscore that personally. And if
you are going to talk about economics, the cost of preserving a life
during the latter part of the life, about half of the money we spend
is spent in the last year of a person's life, anyway. And with cancer
the cost can be immeasurable-I can give personal experiences-
whereas in a home the cost is far less, with adequate hospice cover-
age, and the person is much more happy, and the family is much
more satisfied.

Senator HEINZ. I have been advised that the reimbursement for
hospice care is about $20 a day lower, on the average, than the
actual cost of delivering the service, and even as much as $50 a day
underrimbursed in some parts of the country-like Missouri.

From your understanding of reimbursement-and maybe you
don't have detailed knowledge of it-are those statistics accurate?

Dr. GILMOUR. Well, I don't know enough to say whether they are
accurate or not. I think it would probably differ with certain hos-
pice programs, because, as you know, volunteers give a tremendous
amount of time to the hospice programs. So, to figure the actual
cost one place as against another might be difficult. But I would
doubt seriously if the reimbursement is sufficient to pay the basic
costs.

Senator HEINZ. My last question has to do with home health
care, something that Senator Bradley and many of us are interest-
ed in, in a little different context than the waivers, and this is this:

As you know, the administration has been cutting health care.
We have had an argument on the issue of intermittent care with
them. Does AARP have any data to show that, as a result of
DRG's, as a result of the prospective-payment mechanism, that sen-
iors are being discharged from hospitals sicker and quicker, and
that therefore the need for such follow-on care as home health care
or skilled nursing care or intermediate care, but particularly home
health care, is therefore necessarily greater than before?

Dr. GILMOUR. Well, that data is available. I am not sure whether
it is AARP's data or not. But the people are being discharged
quicker and sicker. In my hometown I am chairman of a committee
called PACE, which is Providing Affordable Care for the Elderly.
We find the older people are out of the hospital before their fami-
lies can take care of them,-before the nursing home, even a skilled
nursing home, is quite equipned to take care of them. It is creating
Quite i probl m, which is one of the reasons their medical costs are
going up. They are going out of the hospitals into skilled nursing
care quicker than they would have otherwise.

Do we have any data on that beyond the general data that I
know?

Senator HEINZ. Mr. Corry.
Mr. CORRY. Senator, as you know, GAO recently completed a

study in that area. In addition, there is a good bit of anecdotal in-
formation indicating that people are being discharged earlier. It
underscores the need for the types of things which home health
can provide, and the necessity, again, of correcting the problems of
the 21-76 waiver.

Senator HEINZ. That is certainly a very important part of it. I
thank you.
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Thank you, Mr. Chairman.
The CHAIRMAN. Other questions?
[No response.]
The CHAIRMAN. Gentlemen, thank you very much.
Mr. TURNBULL. Mr. Chairman, I would like to file for the record

a response to Senator Bradley's several questions to Dr. Gilmour, if
I may.

The CHAIRMAN. Absolutely.
Mr. TURNBULL. Thank you, sir.
Dr. GILMOUR. Thank you very much.
The CHAIRMAN. Thank you, sir.
Now, if we could have Jack Owen, Mike Bromberg, Paul Willg-

ing, Robert Armitage, and Dr. Douglas Williamson.
Mr. Owen, go right ahead.

STATEMENT OF JACK OWEN, EXECUTIVE VICE PRESIDENT,
AMERICAN HOSPITAL ASSOCIATION, WASHINGTON, DC

Mr. Owin. Thank you, Mr. Chairman. I appreciate very much
the opportunity to testify on the range of issues affecting hospitals
now being considered by the Finance Committee.

The CHAIRMAN. Let me interrupt you once again to say what I
have said to other witnesses: Your statement will be in the record
in full, and we would appreciate it if you would abbreviate your
oral presentation.

Mr. OWEN. Fine; I want to emphasize that the biggest problem
that we are running into in the hospital field is the concern about
equity in applying any deficit reduction measures to the Nation's
hospitals. We understand the difficulty that this committee has in
dealing with equity because of the budget deficit and the lack of
money that is available, and we also want you to understand that
it is difficult to measure equity as far as the hospitals are con-
cerned because so many of them came in at different points in this
PPS Program. We have some hospitals that are now completing 2
years. Many of our teaching hospitals have just completed 1 year;
and we still have some hospitals, with fiscal years beginning on
September 30, that have still not completed 1 year. So, it is difficult
sometimes to determine what is equitable.

The most important thing that we would like to bring to the
committee is that modifications to PPS should be made by Con-
gress. We think that the regulations that have been promulgated
by HHS do not reflected the intent of Congress and we feel that
this committee, along with its counterparts in the House, should
act quickly so that the regulations that have been issued do not
become effective, but the actions of Congress itself should be what
we adopt.

We feel also that during the next year certain equity issues need
to be addressed. We have to improve the PPS Program now be-
cause every year we are going to be back here arguing about the
rural-urban problem, the indirect education problem, and the wage
index; and it appears to us that this coming year ought to be the
time to take action on these issues. I

We went into this program, Senator, with the idea that hospitals
were going to receive an increase based on the hospital market
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basket plus a percentage for technology. It appears-certainly from
the regulations that have come out-that the administration seeks
a freeze, and from what we hear in the House, it is likely to be
onl a I-percent increase.

If we do not have a market baskiie-T-1u- uarter of 1 percent,
then I would strongly urge that there be a hold-harmless clause in
whatever bill comes out so that no hospital receives less in fiscal
year 1986 than it received in fiscal 1985.

We feel that if the Department changes the wage index and reca-
librates, and that even if this committee comes up with only a 1-
percent increase, we will have a problem in trying to meet the
needs of the health care of the elderly.

I recognize that this creates a problem in the transition-one in
which the field is definitely split between those hospitals that want
to move forward toward the national rate and those that don't-
but without a market basket increase plus a percentage for techno-
logical changes, some hospitals in every State will get less. And I
am sorry that Senator Heinz isn't here because I think, as hospi-
tals get less, we are going to see more patients being discharged
quicker, which is the whole object of the program. And when they
are, then we are going to need more money for home health care
and for other agencies to take care of these patients.

I would again applaud what you have done on the issue of hospi-
tals serving a disproportionate share of low-income patients. I
think it is time for us to move on this adjustment. It has been on
the books now for 2 years, and I think your bill addresses that very
well, as does the House package. ProPAC has looked at this prob-
lem. CBO has looked at it. HO F A has looked at it. We have looked
at it. And we do think the figures are there to show that there is a
difference between those hospitals that take care of a large number
of Medicaid or poor, and that the Medicare patient does deserve an
additional amount of money.

We are delighted to see that you did not leave out the rural hos-
pitals because we think both rural and urban hospitals should be
included.

As far as Senator Durenberger's outpatient surgery bill, we be-
lieve that outpatients should eventually be part of the PPS system.
We do have some concern as to how that rate will be set because in
the ambulatory care setting rates are determined differently than
they are in hospitals. We think there should be a strong look to see
whether the severity of illnesses requires different treatment of
hospital outpatient departments and ambulatory surgery centers,
but we are not opped to the principle.

We are opp , however, to Senate bill 1550, which was intro-
duced by Senator Durenberer, at the request of the administra-
tion, we understand. But this bill has three sections which would
nullify a long series of Federal court victories achieved by hospitals
across the country in overturning some HHS policies.

It would be unfair to change the rules after hospitals have so
faithfully adhered to them, and PPS is now going to change these
issues of malpractice and labor room in the future, anyway. Thank
you, Mr. Chairman.

The CHAIRMAN. Thank you. Michael Bromberg. Mike.
[The prepared written statement of Mr. Owen follows:]
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STATEMENT OF JACK W. OWEN, EXECUTIVE VICE PRESIDENT OF THE AMERICAN
HOsPITAL ASSOCIATION

Mr. Chairman, I am Jack W. Owen, executive vice president of the American

Hospital Association. The AHA represents over 6,100 member hospitals and

health care institutions that annually provide services to more than 10

million Medicare beneficiaries. The Association also has approximately 38,000

personal members. I am pleased to have this opportunity to address the

complex issue of deficit reduction and to continue the dialogue on Medicare

prospective pricing.

Prospective pricing represents a dramatic, and constructive, change in

Medicare payment policies. The strong, positive responses of hospitals to the

incentives created by the new system demonstrate that economic incentives are

more effective than regulatory controls in containing health care costs.

Although all acute-care hospitals that participate in Medicare--except those

in the waivered states--now are paid under prospective pricing, the task of

implementing the system is far from complete. As hospitals have entered the

system, they have confirmed the existence of problems--some anticipated and

some unsuspected when the plan was designed.

In developing the system, Congress wisely included a three-year transition

period, during which problems could be identified and resolved before they

resulted in serious damage to the nation's hospitals. This hearing, and the

issues that are raised today, can be an important step toward the goal of

achieving an equitable prospective pricing system while meeting the

reconciliation instructions of S.Con.Res.32, the First Concurrent Budget

Resolution of 1985.

JURISDICTIONAL AND DATA CONCERNS

Prior to commenting on specific proposals before this Committee, I would like

to take the opportunity to address Association concerns regarding

congressional jurisdiction over prospective pricing issues an- availability of

data on the impact of the system on hospitals.



369

The first concern is the intent of the Department of Health and Human Services

(HIHS), first expressed in FY 1986 budget documents, and evidenced most

recently in the final FY 1986 Medicare Prospective Pricing regulations

published on September 3, to freeze hospital [RG rates and certain other

payments--such as those for services exempt from the prospective pricing

system and those for direct medical education--by regulatory action. The

Association believes that any such fundamental changes in the operation of the

PPS should result from legislative, rather than regulatory, action, and sees

this Committee, as well as its counterparts in the House, as a forum for

discussion of such initiatives.

The second concern is the difficulty of assessing the impact of PPS on

hospitals. Many hospitals have just recently completed a full cost-reporting

year under the system, and they have not yet filed Medicare cost reports.

Consequently, it is impossible to assess the extent to which Medicare

prospective pricing has affected their overall financial performance.

Moreover, hospitals' experience during their first federal fiscal year under

prospective pricing is of limited value in anticipating the impact on them

once the system is fully implemented.

However, the AHA has carefully examined the data that are currently available,

that is, the data used to establish prospective prices during the first and

second years. Although these data admittedly are not as current as would be

desirable, they do indicate the general pattern of impact on hospitals.

The Association is eager to update its analysis, using more current

information once the data are made available by HHS' Health Care Financing

Administration (HCFA). The use of timely data would be particularly valuable

because the decisions made during the next month will shape prospective
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pricing's third year. It seems, however, that more current data will yield

results that generally are consistent with results obtained from use of the

older data. ICFA must begin to release data .on which it relies for policy

decisions- sufficiently early to provide the hospital commit an opportunity

to evaluate conclusions drawn from that information.

EFFECTS OF THE TRANSITION TOWA UNIFORM RATES

In determining the FY 1986 payment policy for hospital services under PPS, the

Committee must consider the impact of the current schedule for transition to

national payment rates. If the FY 1986 rates are set at or close to the FY

1985 levels and the transition is allowed to move to its next phase on October

1, then fiscal restraint will be unevenly, and unfairly, applied on a

hospital-by-hospital basis. This is due to the fact that, under the

transition, the three standardized amounts used to calculate per-case payments

in each hospital are changed in their proportion of overall payment. Since

these three base rates are different amounts, changing their proportionate

weight changes final payment.

Therefore, if the transition is permitted to continue while Congress limits

hospital rate increases, then there will be hospitals in every state which

will receive less per Medicare case then they are receiving in the current

fiscal year.

Understanding the interplay between the rates and the transition is crucial

for the Co=mittee in setting the FY 1986 policy.
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The AM recommends that the Committee temporarily delay the transition

schedule while the limits on rate increases are in effect, so that no hospital

receives less per Medicare case next year. To do otherwise would exacerbate

the problems caused by suspending the annual rate adjustment policy. Fiscal

restraint in the Medicare program should be applied fairly among hospitals,

and holding the transition at its current phase is essential in achieving that

equity.

GIADUAT MEJD)ICAL EDUCATION

Just as the Association opposes the Administration's unilateral freezing of

Medicare PPS rates, it also believes that HHS in publishing its regulations to

freeze the direct medical education pass-through has preempted Congress'

authority and responsibility .

It is clear that changes are inevitable in the financing system for graduate

medical education. Indeed, they already are occurring. Due to the close

connection between medical education and medical care, such

changes--considered cautiously and implemented incrementally by

Congress--should take into account the effects of reforms on the number and

distribution of physicians, medical education programs, and the provision of

patient care.

The AHA urges the Committee to keep in mind this fundamental unity of medical

education and medical practice in determining the share of graduate medical

education costs that Medicare will pay.
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AREA WAGE INIEX

Imperfections in the system of diagnosis-related groups (DRGs) and the setting

of prices are not the only sources of inequities. The original design for the

PPS calls for an adjustment to the prices to reflect the level of wages

prevailing in the labor market of each hospital. This adjustment is made

using a wage index that is intended to reflect the difference between the

average wage of hospital employees located in each area and the average wage

of hospital employees nationally. For this adjustment to achieve the goal of

the legislation, two elements are necessary:

The areas for which indexes are computed must coincide with the

actual boundaries of hospital labor markets; and

* The index values must reflect differences in average hourly

compensation of hospitals employees in each area.

For several years, industry groups have been concerned with the limitations of

the HCFA index. During the first prospective pricing year, HCFA acknowledged

the limitations of the current wage index and convened an advisory group to

examine alternatives. Eventually, HCFA determined that it would be necessary

to collect new data that would make possible the identification of the actual

hourly wage prevailing in each area. A survey of all hospitals was conducted,

to which over 90 percent responded. More significantly, the data submitted by

hospitals were reviewed by fiscal intermediaries and reverified by the
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facilities themselves. A sample of the data was audited by the HHS Inspector

General and found to be accurate. In short, these data have been subjected to

greater scrutiny than those previously used to compute the wage index.

In the final rule for FY 1986 Medicare PPS rates, published September 3, 1985,

the new data have been incorporated into a revised area wage index. It is

interesting to note, moreover, that the Secretary has delayed the

implementation of retroactivity until April 1, 1986, to allow Congress time to

act on this aspect of PPS. When the provision requiring retroactive

application of any new formulation of the area wage index was first enacted,

it was envisioned that the new index would be available in a few months. In

fact, the data were delayed for well over a year. Retroactive application of

certain equitable adjustments ini a prospective system may be appropriate in

the short term, but over a long pr.riod it disrupts the payment system.

Hospitals are in general agreement that the new wage index should be applied

prospectively. Even H1HS, in its June 10, 1985 Notice of Proposed Rulemaking,

indicated that retroactive application of the survey-based wage index would be

inappropriate.

It should be noted that HCFA has yet to address the adequacy of Metropolitan

Statistical Areas (MSAs) as definitions of hospital labor markets. Several

rural hospitals located near urban areas have reported significant

difficulties arising from wage adjustments that are substantially lower than

those received by neighboring urban hospitals. Therefore, the ANA has urged

HCFA to undertake the research necessary to create more equitable labor market

definitions, and is planning to use the new wage data to explore several

alternatives. It is important that this issue be addressed.
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The controversy surrounding the area wage adjustment demonstrates the critical

need for accurate and reliable data in a pricing system based on uniform

average rates.

DISPROPORTIONATE SHARE ADJUSTMENT

The AHA, concerned by HttS' failure to implement--as directed by Congress--a

Medicare adjustment for hospitals that serve disproportionately large numbers

of low-income or Medicare patients, urges this Committee to provide for such

an adjustment in its FY 1986 deficit reduction bill. The Association believes

that implementation of a disproportionate-share adjustment is both essential

to hospitals' sense of fair treatment under the Medicare PPS and critical to

the availability, accessibility, and quality of needed health services.

Under prospective pricing, Medicare payments to hospitals differ across the

nation, with variance according to a hospital's patient mix, area wage level,

and location, as well as by the system's phase-in schedule toward national

prices and its price adjustments to recognize hospitals' specialized roles and

circumstances. In terms of the letter, under law, special treatment is

permitted rural referral centers, cancer treatment centers, sole community

providers, hospitals in MSAs that span regions, facilities redesignated as

urban rather than rural, and, as stated, hospitals that serve

disproportionately large numbers of low-income or Medicare patients.

Although iBS has recognized and implemented the other adjustments, it has

failed to exercise authority regarding provision of a disproportionate-share
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adjustment, despite the fact that the Secretary was directed to implement such

an adjustment by both the Social Security Amendments of 1983 and the Deficit

Reduction Act of 1984. As hospitals enter the third year of the PPS, the

Secretary, under court order, has issued only a vaguely specified appeals

procedure--since stayed--for self-defined disproportionate-share providers.

HHS has failed to act despite extensive documentation of the need for an

adjustment by the Prospective Payment Assessment Commission (ProPAC) and other

organizations. ProPAC, after reviewing studies by the Congressional Budget

Office (CBO), HCFA, and the AHA, concluded--in an April 1, 198S, report to the

Secretary--that it "is convinced that hospitals serving a high volume of

low-income patients (as measured by a variety of definitions) do incur higher

Medicare costs per case. ... The precise reasons for these higher costs are

unknown. Based on its studies, however, the Commission is also convinced that

these higher costs per case are substantially due to factors beyond the

control of these hospitals."

In the AHA's view, HHS' delay in implementing the adjustment, supposedly in

order to gain more data on the issue, is totally unwarranted. The issue at

this point is not whether or 4en to implement an adjustment, but how to do

it. Based on the weight of economic evidence, the ProPAC recommendation, and

the risks of further HHS delay, the AHA recommends that this Committee:

o Mandate an adjustment for FY 1986;
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o Avoid low-income measures that are essentially Medicaid-only because

such measures fail to capture the full extent of medical resources

committed to low-income patient care (for example, they omit large

categories of low-income patients, such as childless couples and the

uninsured working poor, and are unfair to hospitals that are heavily

committed to serving those populations);

o Adopt a 'Medicaid plus uncompensated care" measure as the most

practical, sensitive approach for the time being, with verification

of data by Medicare fiscal intermediaries;

o Apply the adjustment to rural as well as urban hospitals, with

recognition of the potential hardships for rural hospitals of a

Medicaid-based, low-income service measure, and consideration of the

need to refine labor-market boundaries for both rural and urban areas

and of the problems of hospitals with naturally unstable admissions

and case mixes, although the payment system assumes these "average

out" over each hospital's fiscal year; and

o Provide for an explicit period of continued study of unresolved

prospective pricing issues.

The AHA is committed to enactment of a disproportionate-share provision this

Congressional session. To reflect this commitment, the Association has asked

1,248 hospitals--that, according to AHA 1983 Annual Survey data are above
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average in percentage of Medicaid, bad debt, and charity care gross patient

revenues--to agree to release information to Congress relating to the

disproportionate-share issue. The AHA also has cooperated with Congress,

ProPAC, CBO, and other organizations in seeking a disproportionate share

definition and in working out a formula for an adjustment.

The AHA wishes to commend Sens. Packwood, Dole, and Durenberger for their

recognition of the problems faced by disproportionate share hospitals and

their willingness to consider legislative solutions during this Congressional

session.

REVERSAL OF FAVORABLE COURT RULINGS

Three proposals contained in S.1550, a bill introduced by Sen. Durenberger at

the request of the Administration, would have Congress overturn hospitals'

court victories on medical malpractice apportionment, labor room/delivery

policy, and successful base-year appeals. Specific legislative authority

would retroactively apply discredited 101 policies on medical malpractice

apportionment and labor room/delivery policy, despite determinations by

numerous federal district and appeals courts upholding hospitals' positions.

These retroactive changes, after hospitals nationwide have faithfully adhered

to the Congressionally established process for Medicare dispute resolution,

would be blatantly unfair.

The final proposal would prohibit redeterminations of Medicare prospective

payment rates based on successful appeals of base-year costs. This provision
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effectively eliminates judicial review of PPS rate determinations. Proper

redeterminations of base-year costs are necessary to preserve equity during

the PPS transition period.

UTPATIENT SURGERY

S.1489, pending before the Committee, would significantly alter Medicare

payment for outpatient surgery. The bill would:

o Expand the application of the ambulatory surgery centers (ASCs)

payment rule to cover procedures in the hospital outpatient setting;

o Limit payment to the inpatient DRG rate for the same procedure in

local hospitals;

o Fold into the ASC rate payment for diagnostic services and

prosthetics; and

o Update the ASC rates.

This proposal seeks to extend the pro-competitive PPS which is now in place

for most Medicare inpatient services. The AHA supported enactment of PPS in

1983 and has mantained its support for effective market-oriented incentives

for greater efficiency in the provision of health care services.
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In considering this proposal for outpatient surgery, the AHA faces a dilemma.

The hospital portion of Medicare outpatient surgery procedures always has been

paid on an average allowable cost basis, utilizing accounting rules that do

not identify costs per procedure. Consequently, there is no information

available to determine the impact of tying hospital outpatient surgery payment

to ASC rates.

The AHA understands the concerns that have prompted introduction of S.1489 and

its possible consideration by the Committee in drafting a Medicare bill this

year. There are several significant questions that should be resolved before

the Committee adopts a new payment policy for outpatient surgery. Among them

are:

Are there differences in the severity of illness, and therefore the

intensity and cost of services, between surgery patients in the hospital

outpatient and ASC settings?

Should these differences be recognized through payment differentials?

Would existing Medicare cost accounting rules conflict with the provisions

of S.1489, so that hospital outpatient departments could not compete on a

price basis with ASCs? Would such conflicts run counter to the

pro-competitive policy underlying the proposal?

How are medical education costs now allocated to outpatient departments to

be paid? Will physician training in outpatient surgery be discouraged?
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How will the ASC rates appropriately be modified to include diagnostic

services and prosthetics?

The importance of these questions is heightened by the prospect that HCFA soon

will expand the list of authorized ASC procedures to 650 from the current 150.

Moreover, in considering whether to make this policy change, the Committee

should determine whether HCFA has the staff resources and data capacity to

implement a major new policy. Further, the Committee should inquire whether

the Medicare fiscal contractors and "PROs are able to adjust their procedures

under their existing financial constraints.

Therefore, while AHA maintains its support for the concept of prospective

pricing, the Association urges the Comittee to proceed with caution in

considering whether to expand the ambulatory surgery payment policy in this

legislation.

MEDICARE PART B APPEALS

The Association seeks modifications in the Medicare program similar to those

included in S.lSS , introduced by Sens. Durenberger, Heinz, and Chafee. That

measure would make urgently needed changes in Meoicare appeals process which

would work to the benefit of both providers and beneficiaries and make the

process more consistent with recent chnes in Medicare. A similar proposal,

sponsored by Rep. Wyden and supported by the AHA, was adopted by the House

Committee on Energy and Commerce as part of its. reconciliation a.age.
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Currently, under Medicare Part B, if a claim is denied by a carrier, the

beneficiary or provider may appeal to the carrier for reconsideration through

the carrier fair-hearing process. However, if the dispute is resolved against

the beneficiary or provider, there is no further administrative or judicial

review. The AHA supports a procedure whereby disputes involving

determinations of entitlement to benefits and amount of benefits will be heard

by an administrative law judge. The entity which brings the dispute to the

administrative law judge should be able to seek judicial review if it is

dissatisfied with the judge's decision. Such a revision of the law would

bring greater equity to the appeals process by removing the overwhelming

advantage carriers now have in the process.

Whe AHA also supports a change in the law which would allow provider

representation of beneficiaries in appeals proceedings. By an Intermediary

Manual change, HCFA recently precluded a provider--hospital or physician--from

representing beneficiaries. In denying such representation to beneficiaries,

HCFA-has eliminated a potential advocate experienced in Medicare procedures

and providing services without charge. This change puts beneficiaries at a

distinct disadvantage. The AHA urges that statutory authority restoring

provider representation of beneficiaries during the Medicare Part B appeals

process be included in this Committee's deficit reduction package.

CLINICAL LAB PAYMENT

Section 2303 of the Deficit Reduction Act of 1984 requires Medicare payment

for outpatient clinical laboratory services to be made on the basis of fee
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schedules set at a percentage of prevailing charges of independent

laboratories and physicians--62 percent for hospitals and 60 percent for

non-hospital providers. Although the Act was signed into law July 18, 1984,

the new laboratory payment provisions were made retroactive to July 1, 1984.

Interim billing instructions were not distributed to hospitals until

September, 1984. The retroactive effective date of this provision, coupled

with major changes in reporting requirements necessary for implementation, has

created serious operational problems for both Medicare fiscal intermediaries

and providers and has resulted in large claims backlogs and payment delays.

Yet, more than a year after the passage of Section 2303, no regulations have

been promulgated.

Section 102 of the House Energy and Comerce Committee's reconciliation bill,

H.R.3101, imposes further limits on payment for outpatient clinical laboratory

services. The AHA opposes such a provision since any proposal to freeze or

lower the current fee screen would simply lock in the inequities of the

present system and severely limit the ability of hospitals to continue to

provide competitive, high quality laboratory services. Rather, the AHA would

urge this Committee to hold oversight hearings to explore more fully the

impact of the new fee screen and examine the need to develop a theoretically

sound formula rather than the arbitrary limit now in effect to establish

prices. In addition the General Accounting Office has just begun its

legislated review of the effectiveness of the 1984 law.

Furthermore, because the charge experience of non-hospital providers was used

to establish the basis for prices for hospital outpatient services, actual
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prices paid have little or no relationship to actual costs. For instance, a

task force established by the State of Montana to review the effect of the new

laboratory fee schedule found that, based on a sample of 55,848 tests provided

between July 1 and December 31, 1984, the 11 Montana hospitals that were

surveyed--20 percent of Montana hospitals representing 40 percent of all

admissions--were reimbursed $71,485 below their costs and $336,641 below their

charges. Preliminary AHA surveys indicate that this disparity between costs

and payment is widespread.

The AHA also is concerned about the treatment of laboratory services offered

solely by hospitals. When the new laboratory payment system was approved,

Congress was not aware that a large number of individual laboratory services

offered by hospitals were not provided in other outpatient settings. As a

result, no specific provision was included in the legislation for establishing

the prices for these hospital-specific procedures. In some states, as many as

75 percent of the tests were unpriced at the time thiv original fee schedules

were released. Because certain procedures are performed only by hospitals, it

is appropriate to have fee schedules for these services developed from

hospital charges. Obviously, the hospitals are competing for these services

in the marketplace with other, similar providers, not independent laboratories.

Also, as Congress has recognized, prices for emergency services should be

based on hospital charges because emergency services are provided only in

hospital settings. Section 2302 of the Act does permit adjustments or

exceptions to the fee schedules to ensure adequate payment for laboratory
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procedures needed for the provision of emergency services; however, no

regulations have yet been issued to allow such adjustments or exceptions.

HOME HEALTH CARE

As a result of the implementation of PPS for hospitals, the home health

industry is experiencing an increase in both the volume and intensity of

referrals from hospitals. Anecdotal evidence indicates that Medicare patients

today require more frequent visits of longer duration than Medicare patients

of a year ago and also require proportionately more medical-surgical supplies

and durable medical equipment, as well as supportive and technical services.

Meeting all of these escalated needs inevitably causes a home health agency's

costs to increase. Yet, on July 5, HCFA published final regulations

implementing Section 223 cost limits for home health agency services as A

method of limiting Medicare payment for these services. If this regulation is

allowed to stand, there very likely will be serious consequences for Medicare

patients in terms of the quantity and quality of home health services

available. The AHA supports legislation (S.1450), introduced by Sen. Heinz,

prohibiting the Secretary from changing the current Medicare home health

reimbursement methodology before October 1, 1986 or during a freeze on home

health payment levels.

Another home health-related bill, S.1402, introduced by Sen. Proxmire, would

abolish the 11 percent "administrative and general" (A&G) adjustment to the

cost limits for hospital-based agencies. The AHA opposes this legislation.
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Hospital-based home health agencies' higher costs result, in part, from the

fact that most of their patients come to them immediately upon hospital

discharge, and are, in the aggregate, more severely ill than freestanding

agencies' patients. Hospital-based agencies also have a larger amount of

overhead than freestanding agencies because of Medicare payment guidelines and

cost-allocation requirements. The AG add-on was designed to recognize these

legitimate costs. Because of the add-on, these AG costs allocated to the

home health agencies were not included in the hospitals' base-year cost report

under Medicare prospective pricing. To eliminate the add-on now would place

the hospital-based home health agency program in double jeopardy.

The AHA urges this Committee to support efforts to rescind HHS' July 5

regulatory limits on home health payment and to oppose legislation to

eliminate the AG payment to hospital-based home health agencies.

MEDICAID SERVICES TO PRE G N WOMF2

The AHA supports Section 201 of the House Energy and Commerce Coaittee's

reconciliation bill, that would mandate Medicaid coverage for prenatal care,

delivery, and postpartum care for pregnant women in families in which the

husband is employed. Although this provision is estimated by the Commerce

Committee to cost $100 million over three years, the Association strongly

believes that in the long term funds allocated for such preventive care

services will actually save cioney.
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A recently released report by the Ibuse Select Committee on Children, Youth

and Families--"Opportunities for Success: Cost-Effective Programs for

Children"--contends that federal dollars spent to improve the health of

low-income children and pregnant women are returned many times over in reduced

need for later and more costly care. According to the report, every $1 spent

on prenatal care for low-income pregnant women has saved more than $3 in costs

of care for low birthweight infants. In Michigan, more than $6 in newborn

intensive care costs was saved for every dollar spent, and the Colorado Health

Department estimated that $9 could be saved in premature infants' medical

costs for every $i spent on comprehensive prenatal care. The report estimates

that comprehensive prenatal care under Medicaid saves $2 for each dollar spent

in the first year of an infant's life. In Ohio, Medicaid savings of $2S0 per

child resulted from preventive screening services. The AHA urges members of

this Committee to adopt language mandating Medicaid coverage of prenatal

services.

EXPANSION OF PROPAC

The Association supports S.984, introduced by Sen. Dole, and cosRnioroL-y

Sens. Durenberger, Bentsen, and Baucus, of this Committee, which would

increase the membership of ProPAC by adding representatives from rural

hospitals and nursing services. As ProPAC has grown in importance,

particularly in making legislative recommendations to Congress as well as to

the Secretary of IHS, the rural and nursing constituencies within the AHA have

pointed to the absence of ProPAC members to speak up and speak out for rural

hospital and
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nursing concerns. S.984 addresses this lack; its adoption as part of this

Committee's deficit reduction package would indicate not only to those in the

rural hospital and nursing fields but also to others in the health care

industry that Congress is sensitive to the needs of rural hospitals and

nursing services under PPS.

LIFETIME LIMIT ON PSYCHIATRIC CARE IN GENERAL HOSPITAL UNITS

A provision in S.1SSO, introduced by Sen. Durenberger at the request of the

Administration, woull apply a beneficiary lifetime limit of 190 days to

inpatient care provided in general hospitals' psychiatric units, exempt from

Medicare prospective pricing under the Social Security Amendments of 1983.

The AHA opposes this provision.

In exempting such units from prospective pricing, the Social Security

Amendments directed the HHS Secretary--by the end of calendar year 1985--to

conduct a study to determine whether psychiatric hospitals and units (and

other services excluded from the pricing system) should be paid prospectively,

with examination of methods for doing so. Studies--some under contract to

HM--are now being conducted by various organizations on prospective pricing

issues. It is the AHA's strong recommendation that no decisions be made as to

changes in payment policy for such units until- the studies have been completed

and their results analyzed and reported.

Although the summary to S. lSSO states, "Under current law hospitals have

little incentive to limit the length of stay of patients in such units," it is
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important to note that the hospitals are subject to payment limits for

inpatient psychiatric care established under the Tax Equity and Fiscal

Responsibility Act of 1982, limits that the HHS Secretary has frozen for

FY 1986, in regulations published in the September 3 Federal Register.

The 190-day lifetime limit on inpatient psychiatric care fails to recognize

the variation in mental illness, with some episodes requiring brief, recurring

stays and others, lengthy, nonrecurring hospitalizations. moreover, elderly

patients with chronic mental illness may have complicating physical ailments

that affect treatment of their psychiatric problems.

Various other factors must be considered as well. For example, general

hospital units provide active psychiatric treatment, not custodial care,

making application of the limit--as an "incentive" for shorter lengths of

stay--arbitrary and unnecessary. In addition, denial or interruption of

psychiatric treatment can lead to an increase in the use of other medical

services, such as acute or skilled nursing facility care, adding to overall

Medicare costs.

With studies in process on various aspects of payment for psychiatric care,

this is not the time to consider application of the 190-day limit to general

hospital psychiatric units. The AHA urges its exclusion from the Comittee's

deficit reduction package.



389

CONCLUSION

Medicare, in fact all of health care, is at a critical turning point. With

adoption of prospective pricing for Medicare and developments of initiatives

in the private health sector, incentive-based approaches are demonstrating

that they are effective in containing health costs. At the same time,

Congress, IBS, and the health care system must cooperate in assuring that the

approaches work efficiently and fairly. The time taken for such assurance

need not be accompanied by high increases in health costs. During the past

year, under a system largely based on hospital-specific prices, hospitals

achieved the lowest rate of increase in costs since 1963, the year in which

the AHA began its routine survey of expenses and utilization.

The development of a workable, equitable PPS is made more difficult by the

need to deal with the federal budget deficit. The AHA recognizes that

hospitals will have to contribute their share to the solution of the deficit

problem. However, hospitals and the Medicare beneficiaries they serve should

not be required to bear more than their fair share of the deficit reduction

effort. In addressing that effort, as well as the issues discussed above, the

AHA takes the following approach:

o Any reduction in payment should be the result of Congressional

action, rather than of regulatory fiat.

o A reduction in payments should be only for one year, followed by an

increase of the hospital marketbasket plus one-quarter of a
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percentage point, as now provided for in law. Any reduction would

create hardships for some hospitals. It must be clear that, if the

present system of payment for hospitals, which is working, is going

to provide adequate care for beneficiaries, hospital rate increases

cannot be limited for more than one year.

o Prospective correction of the area wage index should take place

before reductions become effective.

o Because a reduction in payments will exacerbate the anticipated

problems of hospitals offering needed, but costly, referral services

and treating the most complex mix of Medicare cases, hospitals should

be given assurance that they will be paid no less in FY 1986 than

they were in FY 198S.

0 Due to significant problems with the current system of DRGs and

price-setting, immediate attention should be given to tha development

of an alternative to the planned transition to uniform rates.

Uniformity is not necessary to realize the benefits of prospective

pricing, as has been demonstrated by the past year's performance.

The AHA believes that DRG-specific price blending offers the best

method of achieving equity, while preserving the positive incentives

of prospective pricing. Not only should price blending be adopted,

but work also should proceed on several other issues, including the

recalibration of DRG cost weights to reflect more accurately the
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relative cost of treating patients in each DRG and the development of

more accurate labor market definitions.

o The problems of hospitals treating a disproportionately large number

of low-income patients should be addressed through the creation of an

adjustment to the DRG price schedule. This adjustment could be

implemented with minimal impact on the overall federal budget

deficit, and would protect hospitals that are critically needed by

their communities.

The AHA also urges this Committee to give favorable consideration to proposed

changes in Medicare Part B appeals, to suggested changes in coverage of

Medicaid pre-and post-natal services, and to expanding the membership of

ProPAC to include respresentatives of rural hospitals and nursing services.

In addition, the AH& opposes the provisions of S.1SSO that would nullify

favorable court rulings on medical malpractice apportionment, labor

room/delivery policy, and successful base-year appeals, as well as the

provision limiting lifetime coverage of inpatient psychiatric care.

Further, the Association opposes eliminating the administrative and general

adjustment to the cost limits for hospital-based home health agencies and the

regulatory limits placed on health reimbursement.

Finally, the AHA urges the Committee to consider carefully a number of

significant questions concerning the payment policy for outpatient surgery.
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STATEMENT OF MICHAEL BROMBERG, EXECUTIVE DIRECTOR,
FEDERATION OF AMERICAN HOSPITALS, WASHINGTON, DC

Mr. BROMBERG. Thank you, Mr. Chairman.
In the interest of time and brevity, I am going to try to beat the

yellow light by summarizing just a very few points of this testimo-
ny.

For 20 years, since our organization was formed in 1966, we have
come to the Hill and testified in favor of prospective payment. We
finally got it a couple of years ago, and we still support it, but we
would like to note that we support it with a fair rate of increase
and a continued transition to the national rate, the two going to-
gether.

You have heard stories this morning about savings: $2.2 billion
in lower Medicare costs than projected by the trustees of the pro-
gram last year alone, the lowest hospital rate of increase in 20
years, and what do we get for it? The proposal for a freeze.

The field thinks it is unfair. We think it is unfair, basically be-
cause we think we have kept our part of the contract and the bar-
gain that was implied when we supported this legislation before
Congress 2 years ago. And a freeze would not reward those manag-
ers who have taken the hard actions they have taken by laying off
workers, cutting costs, postponing modernization of plant and
equipment.

And if they have to do those things again, one day it will impact
quality. We are not ready to cry "wolf' yet, and tell you quality is
suffering. It isn't. We are doing fine under this program, but you
can't keep freezing our rates and expect that to continue.

The second issue that we would like to mention that is of par-
ticular importance to our industry, of course, is the highly emotion-
al one of return on equity. We are very much opposed to the action
taken by the House to eliminate it a year from now.

We think that the whole capital issue is a very complex one. You
are awaiting a report. We favor moving ahead with some kind of
capital bill, but to single out one element of capital and leave all
the others pending, we think, discriminates against investment.

For example, if you did that, you would be telling my members
that they can go out and borrow money from a bank and Medicare
will gladly pay them the interest, but they shouldn't go out and
raise it from investors because then there would be no return.

We would like you to look at capital in the context of all those
issues.

We suppo-rtf what has been saicFlbout the wage index not being
retroactive. We support what the committee has done on dispropor-
tionate share.

I would like to mention something about Senator Durenberger's
bill, S. 1489. We do not oppose the bill, and I think we are ready to
support it; but we would like to strongly suggest that the commit-
tee do for it what it has done for prospective payment: have some
kind of a transition.

I don't think we need a 3-year transition. I think two years
would be perhaps appropriate, plus some recognition that there is a
differential in cost. But with those changes we would not oppose
Senator Durenberger's bill.
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I would like to mention just briefly the fact that over 30 courts
in the country, including 24 U.S. district courts and 6 courts of
appeal, have ruled in favor of hospitals on the malpractice issue; and
the administration has requested some legislation to overrule all
those cases, as well as some other cases.

And we would hope the committee would not take that kind of
drastic action without looking at it. We think that on the merits,
they are wrong. The courts thought they were wrong. The data is
old, and there is no justification for saying that Medicare-paid
claims in the malpractice area would result in lower premium costs
if the Department had its way.

In conclusion, we are concerned about the fact that you have
probably the most successful program ever enacted by Congress
and the administration with the support of an industry 2 years ago,
and our major fear is that you might take some steps which would
undermine the support of the field for that program.

And with that one thought in mind, I will stop the testimony at
this point.

The CHAIRMAN. Thank you, Mike. Dr. Willging.
[The prepared written statement of Mr. Bromberg follows:]
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STATEMENT OF MICHAEL D. BROMBERG, EXECUTIVE DIRECTOR, FEDERATION OF
AMERICAN HOSPITALS

Summary

The Federation of American Hospitals has supported and

continues to support implementation of the prospective payment

law as passed with fair rate increases and a continued transi-

tion.

Hospitals have responded to the new incentives of the pro-

spective payment system by saving the Medicare program billions

of taxpayer dollars through the implementation of sound manage-

ment procedures designed to provide high quality care at a reason-

able price.

The Board of our association has not taken a position

on the transition coupled with a rate freeze because to do so

might convey the impression we might accept a rate freeze as

equitable, which we do not. Instead we urge the members of

the Committee to authorize a fair rate of increase in hospital

payments for Fiscal Year 1986 in order to ensure the continued

success of the Medicare hospital prospective payment system.

Medicare's return on equity payment is identical in princi-

ple to the payment of interest expenses incurred by not-for-pro-

fit hospitals. Return on equity like interest is a cost. The

Medicare return on equity and other capital issues should be

analyzed as part of the development of a prospective payment

plan for Medicare capital payments for all hospitals.
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The new wage index developed by HHS should be prospectively

implemented and not made retroactively effective. The Department

should continue to refine the wage index to reflect accurately

the labor costs of individual hospitals.

We applaud the efforts of the Committee to address the

needs of hospitals serving a disproportionate share of low-income

patients and we support appropriate criteria-to determine which

institutions are eligible for a "disproportionate share" adjust-

ment. A long term solution to this problem may be the develop-

ment of an accurate severity index. Furthermore, Congress must

in the near future address the broader issue of uncompensated

care affecting all hospitals.

We support the concept of prospective payment for outpatient

surgery and we would not oppose the approach of S.1489 introduced

by Senator Durenberger provided it is amended to include a phase-

in or transition period and a price adjustment to recognize

the average actual costs of hospital outpatient departments.

We oppose the Administration's efforts in S.1550 to ratify

regulations issued by the Health Care Financing Administration,

but held invalid by the Courts, concerning direct apportionment

of malpractice costs to Medicare and inclusion of labor or deli-

very room days in determining hospital per diem costs. Such

action would result in the Medicare program not paying its appro-

priate share of costs generated by Medicare patients.
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The Federation of American Hospitals is the national asso-

ciation of investor-owned hospitals and health care systems

representing over 1,200 hospitals with over 140,000 beds. Our

member management companies also manage under contract more

than 300 hospitals owned by others. Investor-owned hospitals

in the United States represent approximately 25 percent of all

non-governmental hospitals. In many communities, investor-owned

facilities represent the only hospital serving the population.

-DRG Rates and Transition

The Federation of American Hospitals has supported and

continues to support implementation of the prospective payment

law as passed with fair rate increases and a continued transi-

tion. Hospitals have responded to the new incentives of the

prospective payment system by saving the Medicare program bil-

lions -of taxpayer dollars through the implementation of sound

management procedures designed to provide high quality care

at a reasonable price. Due to the more careful management of

admissions, labor costs, and utilization of facilities, the

hospital industry has succeeded in bringing hospital costs down

dramatically. In 1984, the annual rate of increase in hospital

expenditures was only about 4.5%, or approximately the same

as the general-inflation rate. Clearly, the Medicare hospital

prospective payment plan is working. Hospitals have responded

to the new incentives by cutting their expenditures. In fiscal
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1984, for example, actual Medicare Part A spending was 6 per-

cent or $2.2 billion less than originally projected by the trus-

tees of the Hospital Insurance Trust Fund.

Hospitals have demonstrated that with the appropriate incen-

tives they will vigorously cut costs. However, the right incen-

tives under this system include an equitable rate' of increase

in payments from year to year. If hospitals feel their only

reward for reducing hospital expenditures is to receive a freeze

in future payments, there remains little reason for their con-

tinued support of the program.

Hospitals understood the prospective payment law tb be

a contract. We have kept our part of the contract, and the

system is working. However, if Congress unilaterally changes

this contract by freezing hospital payments, then hospitals

can hardly be expected to continue to endorse the program.

Instead, you will have calls for the continuation of cost based

reimbursement, with all of its perverse incentives and lose

the opportunity to move forward with a program that has allowed

the Medicare Trust Fund to remain solvent a decade longer than

predicted just a year ago and has benefited private insurers,

beneficiaries and employers as well.

A freeze in hospital payments will not reward hospital

managers who have cut their costs by working with their staffs,
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physicians and patients to adapt to the new payment system.

Instead hospitals will be forced to reduce their intensity of

services to Medicare beneficiaries, cut their staffs and wages,

postpone replacement of equipment and plant modernization, in-

crease prices to non-Medicore patients and increase charges

to Medicare patients for non-covered services.

We believe that a rate increase at least as much as that

recommended by the Prospective Payment Assessment Commission

should be enacted, coupled with language to "prohibit" the Depart-

ment from implementing a net increase in rates lesser than that

mandated by Congress. The Federation of American Hospitals

believes the hospital industry should accept a fair share of

responsibility in any attempt to reduce the Federal deficit;

however, a freeze in hospital payments goes far beyond any sense

of fairness and proportion and should be rejected.

The Board of our association has not taken a position on

the transition coupled with a rate freeze because to do so might

convey the impression we might accept a rate freeze as equitable,

which we do not. Instead we urge members of this Committee

to legislate a fair rate of increase in hospital payments to

ensure the continued success of the Medicare hospital prospective

payment system.
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Medicare Return on Equity

Congress, in enacting the Medicare Hospital Prospective

Payment System, did not include capital costs, but continued

to reimburse hospitals for capital expenditures on a cost basis.

Congress also directed the Secretary of HHS to complete a thor-

ough review of the methods by which capital, including return

on equity (ROE), could be be incorporated into the prospective

payment system. Any change in return on equity payments prior

to consideration of a prospective payment system for all capital

payments to hospitals would be inappropriate.

The issue presented here is whether to reduce or eliminate

Medicare return on equity payments to the owners of investor-

owned hospitals for the use of their equity capital to finance

hospital buildings and equipment used by Medicare patients.

Medicare currently pays a rate of return on equity of less

than 12%, a rate considerably lower than that earned by indus-

tries of comparable risk. The Medicare program also reimburses

the full interest expenses associated with capital expenditures

by hospitals. For example, if a hospital borrows $10 million

to finance a project, the interest on the entire amount is reim-

bursable. If an investor-owned hospital finances the same $10

million dollar project by borrowing $6 million and raising $4

million through an equity offering, it should receive reimburse-
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ment for the cost of the equity capital. To do otherwise would

simply discriminate against invested capital in favor of borrowed

capital.

Medicare's ROE payment is identical in principle to the

payment of interest to people who have loaned money to not-for-

profit hospitals. Like interest, return on equity itself is

a cost. Both interest and return on equity are compensation

to the suppliers of capital for the right to use it. Failure

to pay interest on debt would be considered using somebody else's

money without paying them for it. Failure to pay return on

equity h~s the same effect.

A further element is the income tax liability that is the

responsibility of the investor-owned hospital. It pays a cor-

porate federal and state income tax on its net income which

reduces the pre-tax Medicare return on equity payment by approxi-

mately 41 percent. Investor-owned hospitals also pay state

and local property taxes. Investor-owned hospitals cannot

issue tax-exempt securities to finance capital expansion and

may not receive grants and tax deductible gifts. Therefore,

without a return on equity payment, investor-owned hospitals

would be at a clear competitive disadvantage.

The owners of debt capital and the owners of equity capital

are identical in that both are suppliers of an essential re-
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source, and like suppliers of another essential resource, labor,

they are entitled to a return for the use of that resource.

To eliminate the ability of investor-owned hospitals to recoup

equity costs from Medicare would arbitrarily single out and

penalize one segment of the hospital industry.

The capital assets of the investor-owned hospitals represent

a 20 billion dollar investment in our health care system. Con-

gress has already cut reimbursement for return on equity by

one third, during enactment of the prospective payment system,

in 1983. If their ability to raise equity capital in a com-

petitive environment is impaired, new capital will not be avail-

able for needed future investment. Use of debt capital by

investor-owned hospitals, which have severely restricted access

to tax exempt financing, could cost the Medicare program more

than it currently reimburses for return on equity.

The Medicare return on equity and other capital issues

are complex parts of an important area of reimbursement and

should not be changed prior to careful study. Return on equity

should be analyzed, as directed by Congress, as part of the

development of a prospective payment plan for Medicare capital

payments for all hospitals.



402

Wage Index

The new wage index developed by the Department of Health

and Human Services appears to reflect more accurately hospital

labor costs, particularly for hospitals using part time employ-

ees. The HHS data base represents a more complete survey of

hospitals. The new wage index also appears to lessen the effects

of the transition to a national prospective rate, after revision

of the standardized amounts to account for the changed wage

index.

We believe the new wage index should be prospectively im-

plemented this coming fiscal year, and not made retroactively

effective. Hospitals cannot plan effectively for retroactive

changes in payment. Retroactive application of the new wage

index could severely undermine the fiscal predictability critical

to the prospective payment system.

The Department of Health and Human Services should continue

efforts to refine the wage index so that it accurately accounts

for prevailing wages in a hospital's particular labor market

area. The Deficit Reduction Act of 1984 directed the Secretary

to develop criteria by which an adjustment could be made in

a hospital's wage index if it did not accurately reflect the

hospital wage levels in the labor market area serving the hospi-

tal. We encourage the Secretary to develop the criteria to
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ensure that individual hospitals receive a fair wage index adjust-

ment.

Disproportionate Share

We applaud, the efforts of the Committee members to address

the needs of hospitals serving a disproportionate share of low-

income patients and Medicare Part A beneficiaries as called

for in the original prospective payment legislation. We hope

the Committee, in conjunctionwith the Department, will develop

appropriate criteria to determine which institutions meet the

definition of "disproportionate share" hospitals incurring higher

costs due to their patient population. However, while this

may prove to be a necessary short term adjustment, the develop-

ment of an appropriate measurement of severity would serve as

a long term and more equitable solution for all hospitals serving

a population requiring greater intensity of services. We would

encourage the Department to develop a severity index rather

than developing a complex system of exceptions and adjustments

for select hospitals. Since factors such as bed size, urban

area population, and proportion of low income patients served

are useful mainly as proxies for patient health status, the

adjustnerit of payment rates by an objective, direct measure

of health status would make the need to use such proxies unneces-

sary.
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We would further point out that solving the problem of

"disproportionate share" hospitals does not address the larger

issue of uncompensated care, a burden borne by every hospital.

The evolution of a competitive health care system intensifies

the magnitude of the uncompensated care problem. Congress must

tur its attention towards this critical matter and realize

that the adjustment in Medicare payments for disproportionate

share hospitals does not address the issue of hospitals providing

care without receiving payment from any source.

outpatient Surgery

Some reports have implied that the Medicare Program pays

hospitals the charges which they bill for outpatient services

on the Medicare Claims Form. Hospitals, however, are reimbursed

the lower of reasonable costs or charges for outpatient services

as determined on the cost report.

For example, part of Inspector General Kusserow's Congres-

sional testimony on July 19, 1985, dealing with reimbursement

for intraocular lenses is misleading. If the hospital bills

charges of $250 - $790, Medicare will not pay $250 - $790.

Medicare will pay within the range of $175 - $400, which is

the hospital's cost. Thus, there is no markup that is received

by the hospital.
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We recommend that payments to hospitals be based on rates

determined using a combination of hospital outpatient cost data

and Ambulatory Surgical Center (ASC) data instead of only ASC

information. A phase-in approach could be taken similar to

inpatient PPS whereby a portion of the total is based on a de-

clining percentage of hospital outpatient costs over a specified

period of time. At the minimum, Congress should provide excep-

tions in situations where hospital outpatient departments are

the only outpatient delivery alternative for beneficiaries.

The proposed implementation date of January 1, 1986 does

not provide enough advance time to collect the necessary data,

determine the rates, and revise hospitals and intermediary bill-

ing systems. Many problems (e.g., claims processing backlogs,

recordkeeping requirements, and computer system changes) were

created last year when Congress enacted the outpatient clinical

lab fee schedule provision effective July 1 with no advance

preparation time.

We recommend that more advance preparation time be given

prior to implementation. Consideration should also be given

to phasing in the provision based on hospital cost report begin-

ning dates.

Presumably, the all inclusive payment rate for certain

prosthetic devices such as intraocular lenses and other items
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would be based on an average or standard cost. If the benefi-

ciary requests items more expensive than the "standard model,"

hospitals should be permitted to charge the beneficiary for

the difference between the "standard model" and the "luxury

model." If the more expensive items are medically necessary,

hospitals should be permitted to recoup the additional costs

of these items from the Medicare Program.

Direct Apportionment of Malpractice Costs

to Medicare

The Federation opposes the direct apportionment of mal-

practice costs to Medicare, as proposed by the Administration

in S.1550. We strongly urge withdrawal or rejection of this

provision. Its stated purpose is to ratify retroactively to

July 1, 1979, regulations or instructions issued by the Health

Care Financing Administration that have been held invalid by

numerous U.S. District Courts and U.S. Courts of Appeal. Enact-

ment of this section would unfairly and arbitrarily select one

and only one cost element of a hospital's administrative and

general expenses for a different determination of the govern-

ment's share of the hospital's overall costs for services ren-

dered to Medicare patients than on the basis of the ratio of

Medicare utilization to total utilization. Endorsement of such

a different policy would inevitably leave hospitals no recourse

but to claim through reimbursement appeals and litigation such

costs as preparation of complicated cost reports that hospitals

now incur to provide Medicare services but which are now paid

for on a Medicare utilization basis.
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Inclusion of Labor or Delivery Room Days in Determining

Hospital Routine Inpatient Per Diem Costs

The Federation also urges withdrawal or rejection of the

Administration's proposal in S.1550 for inclusion of labor or

delivery room days in determining hospital routine inpatient

per diem costs. Again, this proposed section would ratify retro-

actively regulations and instructions issed by HCFA in antici-

pation of and in response to unfavorable rulings by numerous

U.S. District Courts and U.S. Courts of Appeal on the method

of calculating Medicare's share of a hospital's costs. Enactment

of this section would have no other purpose than to shift costs

that properly should be borne by the Medicare program to non-

Medicare patients and their insurers. This practice, since

the original enactment of the Medicare program in 1965, was

explicitly prohibited in the law, and continues to be a well-

founded intent of Congress.

Conclusion

The Medicare Hospital Prospective Payment System is the

most effective cost containment program ever enacted, successful

beyond anyone's expectations. Last month we testified before

this Committee on the Administration's budget proposals for

Fiscal Year 1986, specifically the freeze in hospital payments.

We asked this Committee to enact a fair rate increase in payments

to hospitals by urging the House Budget Committee to reduce

its target for Medicare cuts.

We again urge the members of this Committee not to under-

mine the success of this program through arbitrary, inequitable

reductions in payments to hospitals.
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STATEMENT OF PAUL WILLGING, PH.D., DEPUTY EXECUTIVE
VICE PRESIDENT, AMERICAN HEALTH CARE ASSOCIATION,
WASHINGTON, DC
Dr. WILLGING. Thank you, Mr. Chairman. I represent the Ameri-

can Health Care Association with over 9,000 long-term care facili-
ties in this country, very few of whom participate in the Medicare
Program. The nursing home industry is very interested in the Med-
icare skilled nursing home benefit. There is an access problem. Pa-
tients are being discharged sicker and quicker from hospitals. And
the problem we face is that Congress, while fixing half the equa-
tion by dealing with reimbursement for hospitals, did not address
the other half of the equation, the ability of providers to accept
those patients.

We are very pleased to have been able to work with staff of the
Senate Finance Committee over the last few months in trying to
rectify at least a part of this problem by developing a prospective
reimbursement system, at least for low-volume Medicare skilled
nursing facilities, which will provide for the actual availability of
SNF beds under Medicare.

As long as there are States which have no more than one or two
participating SNF providers in Medicare, we clearly have a pro-
gram which exists only in statute, but not in reality.

We would also like to suggest that reimbursement is only part of
the problem of access. The beneficiaries under the Medicare Pro-
gram are to a considerable extent being held hostage to the inad-
equate coverage guidelines and systems in place within the Health
Care Financing Administration.

There has been, up to this point at least, the presumption that a
provider-SNF, Home Health--is in fact providing adequate cover-
age determinations, as long as the error rate does not exceed 5 per-
cent.

HCFA had tried through regulation and is now trying to do
through administrative action what it did not do through regula-
tion-essentially wipe out that presumptive status.

We would propose a freeze on such further activities by HCFA.
We are looking to the possibility of front-end review so that the
beneficiary is not, in the future, caught twixt and between and
knows in advance whether the condition following hospital dis-
charge would in fact be covered under Medicare.

We are also suggesting that we might want to look to designating
specialists among the intermediaries to make sure that this arcane
art called coverage determination is not spread across 50 or 60 in-
termediaries but perhaps can be limited to a more reasonable
number.

We would also suggest that this committee take another look at
the 3-day prior hospitalization requirement. A figure of 3 days may
or may not have been adequate 10 or 15 years ago, but medical sci-
ence has advanced. Such things as cataract surgery, even hip frac-
ture, which might in the past have occasioned 5, 6, 7 days of a hos-
pital stay no longer do. Perhaps prior hospitalization should still be
a requirement but need it be 3 days?

I would like also to just briefly indicate our support for Senate
bills 1378, 1249, 1551, the Long-Term Care Insurance and Protec-
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tion Act, the Home Respiratory Care Act, and the Fair Medicaire
Appeals Act, all of which would provide advantages in terms of
both dollars and the rights of Medicare beneficiaries to receive the
services to which they are entitled.

Finally, I would like to chat very briefly about a provision passed
last year. From our perspective, we would characterize it as the in-
famous section 2314, which imposed restrictions on revaluation of
provider assets under the Medicare and Medicaid programs.

For the hospital industry, since most of the revenues from public
programs come from Medicare, restrictions on asset revaluation
will be a temporary phenomenon since Congress is intent on deal-
ing with capital for the hospital industry. For reasons that still
elude me, that provision will be permanent insofar as its applicabil-
ity to nursing homes participating in Medicaid.

It essentially tells the nursing home owner that the facility they
constructed or purchased 10, 15 or 20 years ago is worth today
what it was worth then. It is, from my perspective, a perverse piece
of public policy, and it is not a question of proprietary versus non-
proprietary owners. It is not a question of large versus small. It is a
question of basic economic reality.

And indeed, the perverseness comes in the fact that it is precise-
ly that owner who has maintained the facility for 20 years and who
has served nothing but Medicaid patients who is most aggreviously
disadvantaged by that provision.

We would suggest that the results will be inevitable. There will
be poorer quality. There is no incentive to maintain a physical
plant and capital resources if the individual is never going to be
able to realize the market value of that facility.

We are proposing an alternative. We are proposing a restriction
on the amount that the asset can be revalued so that the abuses
that might have led to concerns in the past would be alleviated.

But we are suggesting that, if we are to attract into this industry
the capital that we need to build the beds that clearly will be re-
quired as a result of the demographics, we need a compromise posi-
tion on the asset revaluation provision.

Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you. Mr. Armitage.
[The prepared written statement of Dr. Willging follows:]
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STATEMENT OF PAUL WILLING, PH.D., DEPUTY EXECUTIVE VICE PRESIDENT,
AMERICAN HEALTH CARE ASSOCIATION

Mr. Chairman and Members of the Committee:

I am Paul Willging, Deputy Executive Vice President of the American

Health Care Association. AHCA is the largest organization of

long term care providers, representing about 9000 nursing home-based

providers.

I appreciate the opportunity to present our views and recommendations

on Medicare and Medicaid issues before the Committee.

KDICIARZ

On April 17, I described to the Committee how the Medicare skilled

nursing facility (SIF) system is broken, but repairable. I

am very pleased with Committee members' responsiveness to the

access problem.

The problem of patient access to needed SNF services, already

acute in many areas of the country, is worsening because of

hospital-DRG incentives for more patient transfers to SNFs and

earlier transfers involving sicker patients. Some of the numbers

about geographic disparities in Medicare SNF availability bear

repeating:

j

* Only 25 percent of the SNFs are in rural areas

* 30 percent of SNF patient days are concentrated in

2 states, 50 percent in 6 states
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9 percent of the SNFs provide fully 40 percent of

patient days and 40 percent of the SNFs provide only

9 percent of the patient days

Beds per 1000 elderly beneficiaries range from T (Arkansas

and Oklahoma) to 51 (North Dakota)

Patient days per 1,000 elderly beneficiaries range

from I day (Wyoming) to 635 days (Kentucky)

1. SEF prospective payment system

The primary barrier to Medicare patient access is the burdensome

and inefficient reimbursement system for SNFs that acts to discourage

facilities from choosing to participate in Medicare. When I

last testified, AHCA's proposal for a transitional approach

toward prospective payment was presented. With the strong interest

of Senators, much progress has been made toward developing a

proposal for prospective rate setting for SNFs with low Medicare

involvement, defined as having less than a threshold number

of Medicare patient days per year. Although encouraging greater

involvement from "low volume" facilities is crucial for improving

patient access, modest changes for the other SNFs are needed

and can be easily implemented.

With regard to the many SNFs which have only a small number

of Medicare patients, we have four recommendations:
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The threshold level should be set at between 2000

and 2500 annual Medicare patient days, an average

of about 6 patients per day. Although only 25 percent

of Medicare patient days are accounted for by below-2000

SNFs, this threshold would serve almost 2400 facilities.

A regional payment rate for the below-threshold facilities

should be based on the cost experience of the above-

threshold facilities. Costs reported by low Medicare

volume facilities understate the true incremental

costs of caring for Medicare patients because of the

cost averaging procedures.

Cost reports by these below-threshold facilities should

be eliminated. This will remove one of the major

barriers to SHFs participating in Medicare and unnecessary

administrative cost.

Capital should be included in the rate by folding

in reported capital costs either with return on equity

as presently constituted or by replacing return on

equity (which is paid only to proprietary facilities)

with a 6 percent add-on to report.%.! apital costs

for all facilities.

3
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We also urge progress be made toward moving the SNFs with above-

threshold volume onto prospective payment. A prospective approach

could easily be added to the present system. A facility-based

prospective rate could be set annually by indexing forward a

facility's costs for all operating and most direct patient care

expenses, up to a ceiling fixed by the costs of comparable facil-

ities. For ceiling computations, facilities should be grouped

by absolute levels of Medicare patient days and geographic regions,

similar to the existing "Section 223" limits on routine costs.

To introduce continuing cost containment, an efficiency incentive

payment should be made for SNFs that keep their costs below

the ceiling. The incentive should be about one-half of the

rate-ceiling difference, which would be large enough to influence

providers and still return savings to Medicare (the taxpayer).

Total incentive payments could be limited to discourage cost

reductions which would result in an adverse impact on quality

of care.

These reimbursement reforms would be a very constructive and

reasonable approach to improving patient access by attracting

needed SNF participation. They would serve as stark contrast

to the provision devised by the House Ways and Means Committee

to for ,short-run, short-sighted budget cutting by reducing the

financial rate of return on equity investments in Medicare SNFs.

58-303 0 - 86 - 14
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2. Valver of liability

Last March, the Health Care Financing Administration proposed

eliminating the Rwaiver of liability", a provision which allows

relief to a provider who ac-ted in "good faith" in accepting

and providing services, later considered by the intermediary

to be not reasonable or necessary. Since the coverage criteria

is very subjective and intermediary determinations are inconsistent,

it is unreasonable to financially penalize providers for their

"good faith" efforts in providing care.

Futhermore, HCFA recently changed the way it calculates waivered

days. Previously, a SNF's denial rate was calculated by dividing

the number of Medicare days provided into the number of days

denied by the intermediary. If this figure was below 5 percent,

thsn the nursing home was able to maintain its waiver and the

denied days were paid for by Medicare. The new methodology,

rather than using the total number of Medicare days in the denom-

inator, uses a sample of cases to project a denial rate. Too

often these samples are not at all representative or random,

for they focus on the "grey area" cases. Within the last 6

months, scores of facilities have lost their waivers for the

very first time as a result of these changes.

We strongly urge a "freeze" on current waiver of liability regul-

ations and instructions until a reasonable approach can be deve-

loped. This is a very important issue to retaining and attracting

5
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Medicare SNF participation, especially "low volume" facilities.

The current waiver is critical because it provides some protection

against the kinds of retroactive denials of coverage that motivated

over one-half of the SNFs participating in Medicare to leave

the program. The waiver of liability guidelines were passed

by Congress in 1972 in direct response to this provider exodus.

One solution that we propose is the reinstitution of front-end

review in which the intermediary approves coverage for a patient

at the beginning of his stay for a specific number of days.

Recertification would take place for additional days if appropriate.

This approach was used with some success about 10 years ago

and since it affords both patients and providers some measure

of protection against retroactive denials, we believe it is

worth considering.

We suggest a subcommittee hearing for purposes of hearing from

beneficiaries, providers, HCFA and another Interested parties

before far-reaching changes are permitted. At a minimum, the

Administration should not be able to essentially do by regulatory

change what Congress has repeatedly refused to do statutorily--repeal

the waiver of liability.

6
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3. Designation of RSNF speotalists intermediaries

We support the objective of changing the coverage determination

process to reduce tho uncertainty and inconsistency in intermediary

decisions, as indicated by our above stated interest in some

type of prior authorization for coverage.

We recommend an approach that would increase both consistency

of coverage determinations and economy of claims processing

-- directing HCFA to designate a small number of intermediaries

as SNF "specialists". These specialists would be the focus

of HCFA training, instructions, etc. and serve as "magnet" for

consolidation of provider claims. The provision could also

direct a minimum volume of SNF claims be established for an

intermediary to serve this function. (The "specialist" approach

could also be used for other Part A or B provider categories.)

Proposals to greatly reduce the number of intermediaries to

10 and regionalize claims review would reduce inconsistent deter-

minations. But unless a broad and simple exceptions process

was included to accommodate other constructive reasons for inter-

mediary arrangements (e.g., inter-fregional" providers, hospital-

based units, computerized claims hook-ups, years of working

together), the imposition of 10 regional intermediaries may

cause more problems, and unnecessary disruption, than it is

suppose to remedy.

.7
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4. Minimum 3-day prior hospitalization requirement for SNF services

Much to the frustration of Medicare patients in need of SNF

services, HHS has not chosen to exercise its discretionary authority,

provided by Congress in 1982, to identify circumstances in which

a minimum 3-day hospitalization is unnecessary and costly.

We recommend that this inertia be overcome by direotng the

Secretary to establish, for intermediary use in approving coverage,

categories which would not require 3-day prior hospitalization

and criteria so intermediaries could request a waiver in particular

situations.

5. Long Term Care Insurance Promotion and Protection Act, S. 1378

Private insurance offers a promising approach to purchasing

quality long term health care. During the past year, two major

barriers have been overcome in developing private long term

care insurance with the development of actuarially sound policies

and the establishment of affordable premiums. The challenge

is to stimulate effective marketing of new products. There

are three keys to marketing: 1) consumer education, 2) consumer

confidence, and 3) credible coverage.

The process of consumer protection established under the Long

Term Care Insurance Promotion and Protection Act (S. 1378) helps

in all three areas. We commend Sen. Durenberger and his co-

sponsors from this Committee, Senators Roth and Chafee, for
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their leadership in promoting the concerns of the consumer in

this emerging market.

First, the HHS Secretary would develop model LTC insurance standards,

in consultation with insurers, senior citizen groups, state

insurance commissioners and long term care providers. The standards

would include such consumer protections as defining minimum

benefits and *pay-out" ratios.

Second, the bill would extend to LTC insurance the process suc-

cessfully developed for voluntary certification of policies

supplemental to Medicare, so called Medigap insurance. For

marketing in states which do not enact these or higher standards,

a voluntary federal certification would be available to insurers

for policies which met the standards. The Medigap provisions

for criminal penalties for insurance agents who attempt to use

fraud, forgery, or misrepresentations to sell policies would

also apply.

S. 1378 initiates a process which takes us through the development

and into the implementation of meaningful consumer protection

standards. Federal expectations of consumer protection would

be strongly conveyed in the passage of such legislation. It

would be a catalyst for the National Association of Insurance

Commissioners to speed up work on their model standards for

long term care insurance. The states which are already working

on regulatory issues could be assisted by Federal developments.

9
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We are pleased that the House Committee on Energy and Commerce

included a version of this legislation in its Medicare-Medicaid

reconciliation package and urge this Committee to also act.

6. Hoae Respiratory Care Aot, S. 1249

AHCA supports the Home Respiratory Care Act, introduced by Sen.

Heinz, with co-sponsors including Senators Grassley and Mitchell

from this Committee. This bill cuts Medicare-Medicaid spending,

while improving patient access to needed care, by creating nursing

home and home care opportunities for ventilator-dependent persons

who would otherwise continue costly hospital stays. Medicare

and Medicaid should take financial advantage from the increasingly

improving technology for ventilator care outside of hospitals.

Often *these patients can be cared for in SNFs for several hundred

dollars per day less than hospitals

This bill is important for removing several Medicare barriers

to progressing patients from hospitals to skilled nursing facilities,

as soon as medically appropriate. We have a small number of

member facilities that currently provide this specialized service

under Medicaid, but cannot get Medicare coverage.

10
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7. Fair Medicare Appeals Act, S. 1551

AHCA supports the Fair Medicare Appeals Act introduced by Sen.

Durenberger, with Senators Heinz and Chafee co-sponsoring, which

includes an important clarification that to secure their rightful

Medicare coverage through the claims appeals process Medicare

beneficiaries may be represented by the service provider. Many

Medicare beneficiaries, because of such situations as their

own impairments or lack of family support, are unequipped to

battle the cumbersome, intimidating bureaucratic process.

MIIA I

1. Revise asset revaluation freeze

As you know, the Medicaid program is a much more important factor

than Medicare in regard to the present and future delivery of

nursing home services. Although the previously discussed issues

are important for patient access, they are dwarfed by the adverse

consequences of. the asset revaluation freeze under Medicare

and Medicaid, hastily enacted last year.

In practice, "asset revaluation" has come to be comparable to

a "rent" freeze -- a federally imposed "rent" freeze of indefinite

duration on nursing homes (and hospitals) under Medicare and

Medicaid. These programs no longer recognize actual and legitimate

capital costs and the economic reality of asset appreciation.

11



421

Let me give a simple example of what asset revaluation means

to a nursing home provider. A nursing home may have been built

some 25 years ago at a cost of $500,000. As the owners of that

nursing home prepare for retirement and look to transfer ownership,

their asset will continue in the eyes of Medicaid and Medicare

to be worth, at a maximum, only that same $500,000.

What we urge is that the Committee revise the Medicaid capital

provisions to allow states to reasonably limit asset appreciation

in a way which essentially preserves the amount of Medicaid

savings Congress originally sought.

Nursing homes have experienced a wide variety of Medicaid limitations

on capital cost reimbursement and a total freeze is the most

oonter-productive. Perversely, a freeze hits hardest on those

providers who are doing what is sought. The longer one has

owned a nursing home and the more Medicare or Medicaid patients

served, the more penalized they are.

Patient access is adversely affected by the freeze. In the

short-term, it serves to discourage care for Medicare and Medicaid

patients. In the long-term, private capital investment will

be less available and affordable to provide the growth in bed

supply needed just to keep pace with the rapidly growing elderly

population.

12
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New York Medicaid has had such a freeze since 1977 and now faces

a critical shortage of nursing home beds. New York not only

had the lowest growth of Medicaid nursing home beds for the

period 1976-1980 but the highest number of Medicaid patients

waiting in hospitals for nursing home beds, according to a 1983

GAO report. Furthermore, providers avoid new investments in

high Medicaid areas. The state's Health Planning Commission

has documented inappropriate hospital placement in excess of

4,000 patients per day costing Medicaid nearly five tines the

nursing home per diem. Because of this shortfall, New York

purchases bed space, at premium rates, in adjoining states.

In Connecticut alone there are nearly 1,000 patients paid for

by New York.

Quality of care is adversely affected by the freeze, also.

Providers who choose to participate in Medicare and Medicaid

find perverse economic disincentives to maintain and improve

the physical plant. If the economic value of an asset cannot

be realized, there is no incentive to maintain that asset in

quality condition.

Most state Medicaid programs were effective in controlling capital

payments through either direct restrictions on capital costs

or overall limitations on facility payment rates, such as prospective

payment plans which intrinsically control capital costs. Specif-

ically, most states were effective in eliminating artificial

increases in reimbursement which may result from sales of facilities.

13
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However, the way the asset revaluation provision was quickly

drafted and is being enforced, the "state flexibility" Congress

thought it was leaving has been eliminated. It now looks as

if no state reimbursement method will be left untouched by the

far-reaching freeze. AHCA strongly supports state Medicaid

capital methods1 supposedly protected by Conference Report language,

for which nursing home sales transactions are essentially irrelevant,

notably fair rental systems. But even they are being unraveled.

Recognizing the concern that the federal government should prevent

increases in Medicaid spending for artificial inflated and unrea-

sonable valuations of capital assets when a facility is .old,

we strongly urge the opportunity for more reasonable and equitable

controls over capital reimbursement in the Medicaid program.

Specifically, we propose a Medicaid requirement that states'

nursing home reimbursement method limits the average increase

in the valuation of capital assets, upon change of ownership,

to no greater, increase than a widely accepted index of nursIng

home construction costs. The index would not determine a state's

revaluation method, but would serve as an Ouppor limit on

a state's method.

124
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2. Medicare upper limit restriction on Medicaid reimbursement

We urge the Committee to address the linkage between Medicaid

and Medicare rate setting as currently reflected in the Medicare

upper limit test. While we believe no such artificial connection

should exist between the programs, if politically necessary

to continue the connection, the definition of the Medicare upper

limit should be clear and precise to avoid the current ambiguous

situation which permits varying interpretations by HCFA and

state Medicaid officials. The simplest way to accomplish this

is to codify original Congressional intent as stated in the

Finance Committee report language which accompanied passage

of the "Boren Amendment" in 1980:

"The Secretary would be expected to continue to apply

current regulations which require that payments made

under State plans do not exceed amounts which would

be determined under the medicare principles of reimbu-

rsement. Since States would be free under the bill

to establish payment rates without reference to medicare

principles of reimbursement the Secretary would only

be expected to compare the average rates paid to SNF's

participating in medicare with the average rates Daid

to ;NF's participating in medicaid in applvin this

.limitation." [emphasis added]

As always, I appreciate the opportunity to testify about our

views and am encouraged that the Committee may be on the verge

of significant progress for nursing home patients.
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STATEMENT OF ROBERT D. ARMITAGE, EXECUTIVE DIRECTOR,
BOARD OF SOCIAL MINISTRY, ST. PAUL, MN; ON BEHALF OF
THE AMERICAN ASSOCIATION OF HOMES FOR THE AGING
Mr. ARMITAGE. Thank you. Mr. Chairman and members of the

committee, I am Robert Armitage, executive director of the Board
of Social Ministry in St. Paul, MN. We are a Lutheran multifacility
sponsor, owning and operating seven nonprofit, long-term care
campuses in Minnesota.

I am here today representing the American Association of
Homes for the Aging, otherwise known as AAHA, a national non-
profit association representing 2,700 nonprofit providers of long-
term care, health services, housing, and community services for the
elderly.

On behalf of AAHA, I would like to thank the committee for pro-
viding this opportunity to testify. First, AAHA commends the Con-
gress for rejecting the Medicaid cap proposal and makes the follow- "
ing recommendations with regard to the Medicaid Program.

AAHA urges the committee to maintain the current law on the
revaluation of assets, limitations which help to save Federal dollars
without adversely affecting patient care.

We are very concerned about reports that the committee may
change current law by proposing to once again permit nursing
homes to revalue assets upon sale or merger. We understand this
proposal is estimated to cost $116 million over 3 years. Such a plan
would return us to a time which encouraged rapid turnover of
nursing homes.

Equity must be recognized, but care must be directed to prevent
a motivation to buy and sell. Our full statement details our con-
cern and offers a much preferred fair market rental alternative.

We strongly urge the committee to reconsider this ill founded
proposal which would only cost the Federal Government unneces-
sary dollars and which promotes a lack of commitment to the con-
tinuous provision of quality patient care.

Second, we recommend that the committee make changes in the
Medicaid Home and Community-Based Services Waiver Program,
which addresses problems in HCFA's overly harsh administration
of the program and which would move toward making waiver serv-
ices optional under the Medicaid State plan.

As a minimum, we encourage you to adopt the relevant provi-
sions contained in H.R. 3101 and wish to express our general sup-
port for Senator Bradley's bill, S. 1277, while urging that any
waiver of the requirement that States provide optional services on
a statewide basis be transitional and time-limited.

-With regard to the Medicare Program, we first want to thank
the committee for its efforts to put together a draft package which
addresses the SNF Medicare access problem, a problem which is
growing worse because Medicare beneficiaries increasingly need
more acute-oriented SNF services due to the implementation of the
hospital DRG prospective payment system, as eight studies cited in
our testimony conclude.

We strongly support the committee's proposal not to freeze Medi-
care SNF reimbursement in fiscal year 1986. AAHA is supportive
generally of the proposal to reduce the cost reporting burden for
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low-volume providers as an incentive to increase provider partici-
pation in Medicare.

However, this does not address the most serious element of the
access problem. Our members have great difficulty or are unable to
admit these sicker patients because the Medicare reimbursement
rate is unrelated to the actual cost involved in treating those pa-
tients.

The reasons for this gross inaccuracy are, first, Medicare reim-
bursement rates are based on pre-DRG experience and, second, the
cost averaging method effectively uses lower Medicaid costs to cal-
culate rates for the Medicare beneficiaries with more intense care
needs.

To address these major causes of Medicare SNF access problems,
we strongly urge that the committee consider eliminating the costs
of the low-volume providers in calculating cost limits.

In addition, our full statement discusses this in detail, we recom-
mend several other changes, including making minor reforms in
the procedures by which homes are granted exceptions to the cost
limits.

AAHA strongly supports the retention of the 5-percent threshold
on waiver of liability. In Minnesota, the need for retention of the
waiver is particularly important as a new Minnesota law requires
nursing homes which are Medicaid certified to also be Medicare
certified. This means that 241 nursing homes will be new Medicare
providers under the Medicare Program with no experience in Medi-
care coverage decisions.

And if you truly want to increase provider participation, exam-
ine the entire area of provider liability, which is ludicrous and pu-
nitive in its decisions.

Finally, AAHA supports Senator Heinz' bill, S. 1450, the Home
Health Care Preservation Act, as well as an extension of the Medi-
care Hospice Program.

In conclusion, thank you very much for the opportunity of pre-
senting AAHA's views on these critical Medicaid and Medicare
issues.

The CHAIRMAN. Thank you, sir. Dr. Williamson.
[The prepared written statement of Mr. Armitage follows:]
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STATEMENT OF ROBERT D. ARMITAGE, EXECUTIVE DIRECTOR, BOARD OF SOCIAL MINIS-
TRY, ST. PAUL, MN, ON BEHALF OF THE AMERICAN ASSOCIATION OF HOMES FOR THE
AGING

Mr. Chairman and members of the Committee, I am Robert D. Armitage, Executive

Director of the Board of Social Ministry in St. Paul, Minnesota. We are a

Lutheran multi-facility sponsor, owning and operating seven nonprofit long

term care campuses in Minnesota. I am here today representing the American

Association of Homes for the Aging (AAHA), a national nonprofit association'

which represents more than 2,700 nonrofit providers of long term care, health

services, housing, and community services for the elderly.

On behalf of AAHA, I would like to thank the Committee for providing this

opportunity to testify on proposals regarding fiscal year 1986 deficit

reduction in Medicaid and Medicare.

AAHA is well aware of the need to bring the massive federal deficit under

control and recognize that you will be faced with making difficult decisions

when the Finance Committee meets to develop its FY 1986 reconciliation package

on September 17th. At the same time, we must emphasize that over 22 million

of our nation's most vulnerable citizens, the poor and the elderly, depend on

the Medicaid program to meet their health and long term care needs and over 31

million elderly and disabled individuals count on the Medicare program to

provide coverage for their health care needs. In order to assure access to

quality care and services under the Medicaid and Medicare programs, it is

essential that it be viable for providers of health and long term care

services to participate in these programs.

Within this context, then, AAHA presents its comments on specific Medicaid and

Medicare proposals of importance to the elderly and nonprofit providers of

long term care services.
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MEDICAID

First, AAHA commends the Congress for passing a FY86 Budget Resolution which

recognizes the critical importance of the Medicaid program in meeting the

health and long-term care needs of this nation's most vulnerable citizens and

reflects the fact that Medicaid has already sustained major cuts over the last

few years. Congress' decision to reject the Medicaid cap proposed by the

Administration in its FY86 budget and, instead, to fund Medicaid at the

current services level which allows for an inflation adjustment is a key

element of the budget resolution which must be protected during the

committee's reconciliation deliberations. To that end, AAHA strongly opposes

the Medicaid proposals in S. 1550, the Administration's Health Care Planning

and Cost Reduction Amendments of 1985, which include the Medicaid cap and

related "flexibility" proposals, such as the elimination of the statewideness

requirement for all but mandatory services for mandatory eligibles and the

option to establish and/or increase co-payments for many services, which would

undoubtedly have a severe adverse impact on Medicaid recipients. As Congress

has already clearly rejected the Medicaid cap, we urge that S. 1550 not be

part of the Finance Committee's discussion and development of its

reconciliation -legislation.

In addition, AAHA has the following specific concerns and recommendations

about the Medicaid program.
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Revaluation of Assets

AAHA has supported the changes in Section 2314 of the 1984 Deficit Reduction

Act which limits the revaluation of assets under Medicare and Medicaid when

homes change ownership. We are strongly opposed to a repeal or substantial

revision of the law as written and urge you not to make any changes in Section

2314 during consideration of reconciliation legislation. AAHA supports the

enacted limits on asset revaluation for several reasons:

e The new law helps save federal dollars without adversely affecting the

quality of patient care. As the Congressional Budget Office recently

estimated, the proposal to permit revaluation up to the Dodge Construction

Index for nursing homes under Medicaid would cost $155 million over three

years. Unlike reimbursement for other cost centers, additional dollars

for capital costs have not resulted in concomitant increases in services.

Paying out $155 million for windfall profits to the proprietary nursing

home industry makes no sense if one is serious about deficit reduction.

a The old law encouraged rapid turnover of ownership of nursing homes. This

"trafficking" problem led to annual turnover in nursing home ownership of

up to thirty percent and severely detracted from the stability of the

industry to the detriment of patients and the community.

s The old law encouraged further consolidation of ownership in the nursing

home industry. In recent years, proprietary nursing home chains have

stepped up their acquisitions to such an extent that experts believe the

entire industry will be dominated by corporate chains by the end of the

decade. The new law will help constrain the proliferation of this

oligopolistic trend and will encourage greater diversity and freedom of

choice for consumers, while discouraging further corporatization of the

industry.
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e The old law encouraged real estate speculators to enter into the nursing

home industry, rather than people committed to caring for the elderly.

Without owner involvement and commitment to the patients, quality of care

has suffered. If nursing home ownership has to be a business, it should

be a people business, not a real estate business.

It is also important to point out that the new law does not constitute a

"freeze" on Medicaid capital reimbursement because payments are permitted to

increase for reasons other than a chang in ownership. The new law will not

discourage diversification and renovation because it is limited in application

solely to sales and mergers, which do not inherently improve conditions for

nursing home patients. The new law also is not inhibiting small owners from

selling their nursing homes, as evidenced by several recent high-priced

transactions. According to a June 1985 article in Today's Nursing Home, "Due

to the changes in asset revaluation regulations, many observers speculated

that nursing hoies would be acquired at reduced costs. But this has not been

the case."

AAHA has endorsed the development of a fair rental methodology, which was

expressly permitted in the conference report language. This type of system

would effectively address the concerns stated above. There is not reason to

change the current law to help facilitate implementation of fair rental

systems.
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Virtually all nursing home reimbursement experts also agree that permitting

revaluation of assets upon sale or merger is an unwise policy. For example, a

December, 1984 Urban Institute Report entitled "How Should Medicaid Pay for

Nursing Home Care?" stated that the traditional capital reimbursement methods

'contain a number of undesirable incentives. Most prominent are frequent

turnovers, frequent refinancing, and sales-leaseback arrangements which occur

to increase reimbursement rates." A March, 1981 report by the National Center

for Health Services Research on nursing home reimbursement stated:

"cost-related systems have created perverse incentives for nursing home owners

(such as trafficking and sale and/or lease-back arrangements) which lead to

higher costs to Medicaid without any concomitant increase in the quality of

care provided to Medicaid recipients." Finally, an August, 1984 study by the

Center for Health Services Research at the University of Colorado Health

Sciences Center, entitled "Case Mix and Capital Innovations in Nursing Home

Reimbursement" stated: "Historical cost asset valuation stimulates high

turnover of ownership (or "trafficking") for nursing homes. Resale usually

increases financing debt (the interest in which is reimbursed) and frees the

seller's equity in the home (on which a return may not have been paid)...

Not only does such resale require the state to pay more for the same physical

capital, but some have argued that frequent resale of homes as real estate tax

shelters has led to lower quality of care due to the lack of owner involvement

and commitment to the industry itself."

Consumer groups for the elderly fully agree with the above assessment, as

evidenced by a letter to Senate Finance Committee Chairman Robert Packwood
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expressing the concerns of American Association of Retired Persons, National

Council of Senior Citizens, and National Citizens' Coalition for Nursing Home

Reform on this matter. We have attached this letter to our testimony and

request that it be included in the record with our testimony. These three

organizations stated: "We believe linking the mechanism for setting the value

of capital assets to sale provides the wrong incentives for a stable,

high-quality health care delivery system", and add "In the current environment

of health care cuts and freezes ... it makes little sense to increase payments

for capital and cut payments for patient care at the same time."

AAHA believes that we need to encourage long term ownership of nursing homes,

not constant churning of real estate. AAHA is grateful that federal cost

containment efforts relating to nursing homes have focused on reducing real

estate manipulation and limiting windfall corporate profits, rather than on

areas which reduce the quality of patient care. Again, we strongly recommend

that no changes be made in Section 2314 of the 1984 Deficit Reduction Act.

Boren Amendment

The Boren Amendment, enacted in late 1980 as a part of the Omnibus

Reconciliation Act, is extremely important to nursing homes because it is the

only standard which prevents states from paying unreasonable and inadequate

Medicaid reimbursement rates. AAHA is strongly opposed to changes in the

Boren Amendment because such reforms would likely encourage states to reduce

their Medicaid payments, which in turn would reduce the quality of care in

nursing homes as well as access to care for Medicaid patients. Significant

changes in the Boren Amendment could have serious adverse consequences for

America's elderly population in need.
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HCFA's regulations implementing the Boren Amendment include a provision

stating that the average Medicare rate shall constitute the upper payment

ceiling for the average state Medicaid reimbursement rite. AAHA does not

believe that the Medicare upper limit is appropriate because state and federal

budget considerations too often dictate reimbursement rates, rather than

actual patient resource needs. For example, if the federal government was to

reduce Medicare rates in order to contain costs and control an expanding

federal deficit, an upper limit on Medicaid rates would not be" fair to states

having a budget surplus that could afford to reimburse homes accurately

according to patient need. Additionally, application of the Medicare upper

limit could inhibit progressive states' efforts to improve access for heavy

care Medicaid patients through case-mix reimbursement systems, or to provide

appropriate capital reimbursement rates through fair rental value systems. If

our goal is to eliminate unnecessarily burdensome regulations and increase

states' flexibility in administering their Medicaid programs, as the Boren

Amendment was intended to do, then we should eliminate these Medicare upper

limit provisions.

Medicaid Home and Community-based Services Waiver Program

AAHA urges you to take action to ease HCFA's overly burdensome requirements on

states to participate in the Medicaid Home and Community-based Services Waiver

program which are contained in the final regulations for the waiver program

published earlier this year. We believe that HCFA's stringent formula to

determine the cost-effectiveness of a state's waiver program exceeds Congress'

"budget neutral" intent for the program.
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As a minimum, we recommend that the Finance Committee include the waiver

program provisions in H.R. 3101, as reported out of the House Energy and

Commerce Committee on August 1, 1985. These provisions which address problems

in the administration of the waiver program, particularly prohibiting the DHHS

Secretary from imposing limits on Federal Medicaid matching payments based on

a State's estimated expenditures under the waiver and from limiting the

average per capita costs of serving clients under the waivers to 75 percent of

the average per capita costs of institutional care, are needed to remove an

unreasonable penalty on the states which discourages their participation in

the program and to help clarify Congressional intent regarding budget

neutrality.

AAHA is also very pleased that Senator Bradley has demonstrated his interest

and concern about the Medicaid waiver program by introducing S. 1277, the

Medicaid Home and Community-Based Services Improvement Act of 1985. AAHA is

very supportive of making the waiver program services optional under the state

Medicaid plan and encourages the committee to move in this direction.

We are concerned, however, about the waiver of the "statewideness" requirement

in the bill. We understand that the current waiver progrem allows states to

target home and community-based services to specific locales and to certain

population groups and that this has been the actual practice of the states in

implementing their waiver programs. If these services become optional under

the state plan, we certainly would not want to discourage states from making

the transition from providing these services under waiver authority to
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offering services as optional ones under their state plans; initially, at

least, the general statewideness requirement for providing Medicaid services

could act as such a deterrent. However, we believe that any waiver of

statewideness that may be deemed necessary initially in order to make this

improvement in Medicaid should be considered transitional and be

time-limited. In addition, should any waiver of statewideness be granted in

this unique circumstance, we would urge that Congress guard against potential

future efforts to use this exception as precedent for cutting back on existing

covered services under the Medicaid program such as that which has been

proposed in S. 1550.

Medicaid Hospice

Finally with regard to the Medicaid program, we recommend that you take this

opportunity to make a humane and cost-effective improvement in Medicaid by

adding hospice as an optional service under the state plan. As adopted by the

House Energy and Commerce Committee, such an action would demonstrate a

commitment to provide our nation's poor with a choice about the type of care

and setting they need should they be faced with dealing with a terminal

illness.
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MEDICARE

Skilled Nursing Facility (SNF) Medicare Reimbursement

AAHA is pleased that the Committee has expressed a willingness to address the

SNF Medicare access problem by reducing the cost reporting burden for lower

volume providers and by not freezing SNF Medicare reimbursement. AAHA also

urges the Committee to assist current providers in meeting the acute-care--

needs of sicker patients being discharged from hospitals under DRGs. This is

the primary acess problem that one now faces. The data reveal that older

Americans have extreme difficulty getting access to SNF Medicare services.

SNF Medicare covered days per 1000 elderly beneficiaries declined by over 21

percent between 1976 and 1982, dropping from 413.84 to 324.19 covered days.

Since the number of persons over age 65 has risen significantly in that time,

with an expected concomitant increase in demand, the reduction in covered SNF

Medicare days suggest that availability of these services has declined at an

alarming rate. Another shocking statistic reveals that total covered days

were reduced by over one-half between 1969 and 1977, dropping from 14.4 to 7.1

million days. Without barriers to access Medicare beneficiaries' covered days

surely would have increased.

The shortage of SNF Medicare beds is even more severe in certain parts of the

United States. In 1982, 42 states had fewer than ten nursing homes with an

average census of at least 16 Medicare patients; 30 states had less than five

such Medicare-oriented facilities; while twelve states had no such

facilities. In 1980, one-half of the non-metropolitan counties and 17 percent
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of the metropolitan counties lacked any certified skilled nursing facilities.

In that year, over half the elderly population in five states (Iowa,

Louisiana, Nebraska, New Mexico, and Oklahoma) lived in counties without

SNF's; in another eight states more than one quarter of the elderly were in

similar circumstances. The proportion of the elderly living in rural areas

without SNFs exceeded 50 percent in eleven states and over 80 percent in four

states.

These figures reveal only a small part of this dangerously increasing

undersupply of needed services. Of major new concern is the skyrocketing

demand for SNF Medicare services that has arisen as a result of the new

hospital DRG prospective payment system. By providing incentives for

hospitals to discharge patients much earlier than before, the DRG system has

caused a tremendous increase in beneficiaries' need for post-hospitil

rehabilitative SNF Medicare services. DRGs are working, as length of stay in

hospitals has declined from 9.5 days to 7.4 days in the past year. Numerous

studies have documented the greater pressure nursing homes are now under to

admit Medicare beneficiaries discharged from hospitals.

The National Center for Health Services Research found, "About 70 percent of

99 charges to nursing homes stayed beyond the average for their DRGs compared

to only 48 percent patients with-a regular discharge period. Elderly Medicare

patients needing long term care services would account for about nine days of

unreimbursed care per discharge compared to three days for a patient

discharged to self care." The report documents that many patients discharged
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to nursing homes required a longer than average stay in the hospital and,

therefore, would have been financial "losers" for the hospital. Clearly, such

patients are much more likely to be discharged prematurely.

A report released on February 21, 1985 by the U.S. General Accounting Office

at the request of the Senate Special Committee on Aging found that "patients

are being dischared from hospitals after shorter lengths of stay and in a

poorer state of health" than before DRGs were in place. The report also noted

that, with some exceptions, nursing home beds for early hospital discharge are

not readily available. The study concludes, "We believe that the issues

discussed in this report are sufficiently important to warrant HHS studies

that will assess problems in access to and quality of post-hospital services

supported by Medicare."

Surveys conducted by the House Select Committee on Aging and the National

Association of Area Agencies on Aging found that patients mre leaving

hospitals sicker and are requiring more post-hospital care since the enactment

of the DRG system. Respondents to the House Connittee survey, long term care

ombudsmen in all 50 states, indicated by an overwhelming margin of 77 percent

that patients have been leaving hospitals in a sicker condition since the

enactment of the ORG payment system.

Two studies conducted this year in Illinois also found that nursing homes are

being asked to care for sicker patients. Of the 73 homes responding to a

questionnaire distributed by Alden Management Services, Inc., in the Chicago
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metropolitan area and rural Illinois areas, 89% reported that, since the

implementation of DRGs, residents transferred from hospitals to long tern

facilities required a higher level of skilled nursing care than previously.

The other Illinois study found that well over three-quarters of the hospitals

polled experienced difficulties in discharging sub-acute care patients, due to

limited placement options. In 3 out of 4 cases, the sub-acute care needs were

too heavy for a placement to be found. The report concludes, "Patients are

more severely ill . . . when leaving the hospital, SNFs are unable to care for

them and are rehospitalizing them in greater numbers."

A recent inspection by the Office of the Inspector General also found a

"serious problem encountered during our ongoing review of the implementation

of the prospective payment system." The October 23, 1984 OIG memorandum to

HCFA Administrator Carolyne Davis stated: "We find that evidence is mounting

to suggest abuse of the pps is occurring through the premature discharge and

subsequent readmission of patients in need of in-patient care," and added, "As

of July 1, 1984, 1,130 of these cases have been identified by MREs across the

country. Additionally, our analysis of data from health standards and quality

bureau regional offices and MREs indicates that the actual number of cases may

be significantly greater."

Finally, AAHA, together with the American Health Care Association (AHCA)

conducted a survey of over 1000 Medicare certified nursing homes. 172

facilities responded, totaling 22,359 beds, of which 13,476 were Medicare

certified. 56.4% reported an increase in the demand for SNF services as a
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result of hospital DRGs (75% of the facilities with ten or more Medicare

patients reported such an increase). Two-thirds reported an increase in the

intensity of Medicare SNF services needed as a result of hospital DRGs (85% of

facilities with tem or more Medicare patients reported such an increase). We

have attached a sunnary of this survey's findings.

AAHA is grateful for the Committee's proposal to reduce the cost reporting

burden for low volume providers to encourage greater participation by those

not involved or only marginally involved in the system. The studies cited

above, however, reveal just how difficult it is for current providers to meet

the more acute care needs of the Medicare patient population in SNFs while

retaining their current volume at present levels. Unless something is done to

assist SNFs in caring for these heavier care patients, serious access problems

will persist and federal expenditures will increase as these patients get

backed up in hospitals or go to more expensive settings.

We are very pleased that the Committee is considering not freezing

reimbursement to Medicare SNF providers. As our survey indicated, if such a

freeze took place, 13% of respondents would drop out of the program and total

Medicare admissions would be reduced by almost 22%. However, this alone will

not prevent the access problem from growing worse. HCFA reported that last

year 35 percent of all SNFs were at or over the cost limits, while

approximately two-thirds of the homes in the six states with relatively more

participants were exceeding the limits. These figures are undoubtedly higher

this year with more hospitals involved in and adjusting to DRGs. It is also
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very important to note that the data used to calculate SNF Medicare cost

limits is based on pre-DRG experience. While the cost limits may be adjusted

for inflation, no adjustments have ever been made to account for the more

intensive care needs patients are now having after discharge from the

hospital. Without question, the current cost limits do not reflect what is

actually happening in nursing homes because they fail to account for the

impact of DRGs.

There is a second reason why the SNF cost limits are artificially low and do

not reflect actual experience. The current system is essentially an averaging

process of per diem costs of each provider's overall patient population,

including residents covered under the Medicaid program. Since Medicare and

Medicaid SNF patients typically are cared for by similar staff in the same

general location of the nursing home, an accounting artifact was designed

which averages together the cost for treating both Medicare and Medicaid

patients in reimbursing for Medicare patients only. Since it is very

difficult to isolate the costs of caring for Medicare versus Medicaid patients

in this setting, the lower cost for treating Medicaid patients is Included in

calculated Medicare rates, thereby artificially reducing SNF Medicare

payments. Thus, Medicaid costs are being used to calculate Medicare rates.

This cost averaging methodology means that the calculation of the SNF cost

limits does not reflect the actual cost in caring for Medicare patients.

Particularly in the large majority of facilities that have a greater number of

Medicaid patients than Medicare patients, the SNF Medicare rate better

reflects the costs in caring for Medicaid patients, not the more expensive,
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heavier care Medicare patient. Such a system is grossly unfair and is a major

factor contributing to the SNF Medicare access problem.

While it is difficult to create a new accounting method to overcome the

-problems with the cost averaging process, something must be done to improve

the system so that the Medicare rates accurately reflect the treatment of

Medicare patients, rather than Medicaid patients with less intensive care

needs. The costs of homes with many Medicaid patients and few Medicare

patients should not be included in the calculation of the mean for the

purposes of the cost limits because they are unfairly penalizing other homes.

Cost averaging should cause us to look to those homes with relatively greater

Medicare participation because their experience more accurately reflects the

actual costs in treating Medicare patients. Costs in homes below a certain

threshold of Medicare participation should not be included in the calculation

of the cost limits. If we eliminate those homes with less than 1000 Medicare

days or 5 percent Medicare days, rates will more precisely reflect Medicare

experience. Such an adjustment should not be permitted for hospital-based

facilities, because they are already getting paid 50 percent more than

free-standing facilities.

The best way to address the SNF Medicare access problem is to have a rate

structure which reflects the actual costs of caring for Medicare patients.

Currently, the system takes no account for sicker patients being discharged by

hospitals and, to some degree, is paying Medicaid rates for the treatment of

Medicare patients. These inaccuracies must be addressed if we are to have a

fair system for treating post-hospital Medicare patients.
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The SNF Medicare cost limits also operate to unfairly restrain homes because

of the questionable methods used for granting exceptions to the limits. The

first problem is that the process is exceedingly lengthy. Homes must wait up

to three or four years before receiving relief. The cash flow problems faced

during that time can be detrimental to the. facility's financial well-being.

The time taken In considering exception requests must be reduced. Second, the

use of numerous different peer groups for comparative purposes has caused

inconsistent and arbitrary results. In one specific instance, HCFA used four

different peer groups in determining a request, making it virtually impossible

to determine with any precision if the facility had atypical costs. A uniform

definition for peer groups must be created so that these inconsistencies will

not continue. The homes whose mean costs are used in calculating cost limits

should be those used as peer groups. Finally, homes do not have information

on comparisons made in specific cost centers. Again, this absence of

information makes it virtually impossible to show atypical costs in a

particular cost center. Homes must have access to these benchmarks if they

are to meet their burden of proof. Each of these three recommendations is an

important step in making the exceptions process fairer. The proposals have no

cost implications and constitute relatively minor changes in the system. We

have drafted proposed language on these issues and urge the Committee to

consider these recommendations.

We also hope the Committee will take a closer look at two serious problems.

First, the three day prior hospitalization requirement for admission to a

skilled nursing facility under Medicare has, in several cases, operated to
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deny access to those deserving care. Specifically, cancer patients and those

who undergo surgery In an outpatient setting often are unfairly denied SNF

Medicare coverage. We urge the Committee to look at these specific instances

in which an exception from the hospitalization requirement should be granted.

Second, we are concerned about the rapid proliferation of hospital

rehabilitation units which are exempt from the prospective payment system.

HCFA data indicates that these rehabilitation units, in the argregate, serve

patients similar to SNF Medicare facilities. However, while nursing homes are

paid approximately $60 for treating these patients, rehabilitation often

receive $300 - $400. We urge the Committee to investigate what we perceive as

an unnecessarily costly trend, and an extremely Unfair method of payment.

Ideally, a system which accounts for the intensity of rehabilitation needs

should be in place for all providers of rehabilitative care, with a rate

structure based on patient resource use, rather than on the location of the

patient's treatment. Addressing this problem could save significant federal

dollars by reducing unnecessary expenditures on unconstrained hospital

rehabilitation costs.

AAHA feels strongly that the SNF Medicare access problem can be b'ast addressed

by enabling providers to admit and care for the sicker Medicare patients now

being discharged from the hospital. Since it is not possible to base payment

rates on post-DRG experience or to change the cost averaging accounting

system, we need to exclude the lowest volume providers from the calculation of

the mean for cost limit purposes, and improve the procedures by which

exceptions to the limits can be attained. Without such reforms, the proposals

the Committee is considering will have limited success in improving access to

needed services for older Americans.
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SNF Medicare Coverage Issues

AAA is very pleased that the Committee is-considering improvements in the

administration of SNF Medicare coverage by keeping the 5% threshold of the

waiver of liability and by reducing inconsistency through fewer intermediaries

with uniform training. We believe the retention of the waiver of liability be

of utmost importance.

On March 14, 1985, the Administration proposed eliminating the waiver of

liability, a provision which has afforded nursing homes and other providers a

cushion for coverage denials made in eligibility determinations. Under the

statutory provision, the waiver provides relief to a beneficiary or provider

who acted in "good faith" in accepting and providing services, later found by

the intermediary to be not reasonable or necessary. Making these

determinations is often impossible because the grey areas are larger than the

black and white. For providers to be held liable for their 'good faith"

effort is simply ludicrous. Having the waiver has enable many providers to

remain in a program that has few, if any, incentives to be in it in the first

place.

Without question, the group that would be most severely hurt by the issuance

of the rule as proposed are Medicare beneficiaries. The proposed change would

drastically reduce Medicare beneficiaries' access to skilled nursing facility

(SNF) and home health agency (HHA) Medicare services, and would also force

these consumers to incur out-of-pocket costs in order to receive services that

should be covered by the Medicare program. These adverse consequences will

58-303 0 - 86 - 15
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result because the proposals would provide strong incentives for SNFs and HMAs

to drop out of the Medicare program completely, severely reduce post-hospital

admissions to those lacking substantial private resources, and/or require

private payments from beneficiaries for all but the most obviously covered

Medicare services.

The real problem, of course, lies in the fact that fiscal intermediary (FI)

coverage decisions under the SNF Medicare benefit are grossly inconsistent,

imprecise, and biased. This problem has been well documented in a study

published in the New England Journal of Medicine exploring how different

intermediaries interpreted Medicare SNF coverage for nine hypothetical cases.

The authors concluded:

Medicare coverage for skilled nursing care is not aclear cut, predictable
benefit from either the physicians or the beneficiaries point of view.
Instead, it is highly unpredictable and dependent on criteria that are
often implicit, unwritten, and not available for perusal or comment.
Differences in criteria and the application of rules of thumb must
inevitably lead to disagreement not only on coverage but on the reasoning
behind the reward or denial.

The 22.5 percent SNF and 32.4 percent HHA reconsideration reversal rates

further support the contention that there are serious problems in coverage

determinations and that the proposed rule would only exacerbate these

problems. We believe that if providers and beneficiaries had the assistance

of legal counsel experienced in this area. the reconsideration reversal rates

for SNFs would be much higher. This conclusion is based on the experience of

the Connecticut Legal Assistance to Medicare Patients project (LAMP) which has

been successful in 80 percent of their requests for reconsideration. Rather

than attempting to resolve this problem of arbitrary and inconsistent coverage
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decisions for SNF and HHA services, this rule, in effect, proposes instead to

make the process more unfair by encouraging providers to avoid financial

punishment for coverage denials by shifting the costs onto the shoulders of

beneficiaries.

The SNF coverage situation is growing rapidly worse, as our survey, discussed

above, found 43% of the respondents reporting that their intermediary coverage

decisions had grown stricter within the last year. We asked these providers

what actions they would take if the waiver were eliminated altogether; 16.5%

said they would drop out of the program completely. Respondents also reported

they would reduce Medicare admissions by an average 26.2% and decrease days

submitted for coverage by 28.1%.

It is extremely important that the 5 percent threshold to the waiver of

liability presumption be maintained. If this is eliminated or reduced, only

the most obvious cases will be submitted for coverage, and access problems

will grow worse. If we are concerned about increasing participation by low

volume providers, the 5 percent threshold takes on even greater importance

because of the low number of total days in the denominator and relatively

little experience these homes have with making coverage determinations. The

waiver of liability is critical to providers' continued participation in the

SNF Medicare program.

It is our understanding that the Committee is considering a proposal to reduce

the number of FIs to ten for purposes of Medicare coverage determinations.
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This reform alone will not address the problem of inconsistent determinations

unless the FIs are chosen carefully, are held accountable for their

performance, and receive uniform training. In this regard, we have enclosed a

statement by a coalition concerned with SNF Medicare coverage and request that

it be submitted for the record. It is critical that regional intermediaries

not be selected according to how much money they can save by increased

denials, but instead, according to their experience with SNF Medicare

coverage, promptness in processing the claims and reconsideration requests,

cooperation with SNFs, and accurate application of SNF coverage guidelines

(possibly measured by the frequency of subsequent reversal). Transition costs

should also be passed through. AAHA also recommends that an exceptions

process be included under which large facilities with many years of working

with the same intermediary can choose to continue their relationship. We also

feel that hospital-based facilities should be included under the ten regional

intermediary plan. Overall, it is of utmost importance that information on

Intermediaries' performance be available in the form of publication of

performance statistics, together with the facts and rationale for cases that

are not clearly covered or uncovered.

The process by which intermediary coverage decisions are appealed is also in

dire need of reform. The first option available to beneficiaries is

reconsideration by the same FI. Not only does this rarely occur, but FIs

rarely overturn their own decisions. The next step is an appeal to an

administrative law judge (ALJ). A miniscule .3 percent of cases reach this

stage. This is an astonishing statistic, particularly when one considers that
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attorneys in Connecticut have an 80 percent success rate at this level. The

primary problem is that beneficiaries do not know of their right to appeal and

very often cannot afford an attorney to bring the case. We recomuiend that

attorneys' fees be available under the Equal Access to Justice Act for cases

appealed to the ALJ level and beyond. In the alternative, we strongly urge

the Committee to adopt the proposal by the House Committe on Energy and

Commerce which permits providers to represent beneficiaries for such appeals.

Another problem that exists is similar to the one experienced by SSI

recipients on disability cases. Specifically, ALJs follow a policy of

non-acqulesence and ignore decisions by district and circuit courts. A

determination by one of these courts has absolutely no precedential value for

subsequent decisions made by FIs or ALJs. This situation is grossly unfair

and must not continue. We urge this Committee to take a close look at these

and other problems with the procedures by which beneficiaries can appeal SNF

Medicare coverage determinations.

Again, we thank the CommittPe for taking a serious look at SNF Medicare

coverage problems. Your proposals, particularly retaining the waiver of

liability and not freezing reimbursement to Medicare SNF providers, will have

a very positive effect on both providers and beneficiaries. We urge that In

moving ahead you consider our comments and continue your efforts to provide

access to needed post-hospital Medicare-covered care and services for our

nation's elderly.
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Medicare Home Health

AAHA urges you to incorporate S. 1450, the Home Health Care Preservation Act,

in the Finance Committee's reconciliation legislation. Introduced by Senator

Heinz (R-PA) and co-sponsored by four other Finance Committee members --

Senators Durenberger (R-MN), Moynihan (D-NY), Bradley (D-NJ), and Mitchell

(D-ME), this legislation would delay implementation of HCFA's July 5th

Medicare home health cost limit regulations which serve to reduce

reimbursement to home health providers at a time when home health care is

increasingly needed by Medicare beneficiaries being discharged from hospitals

more quickly and in a sicker condition due to the hospital DRG payment system.

The regulations restructure the cost limits by setting the limit at 120% of.

the mean labor-related and nonlabor per visit costs in 1985 (115% of the mean

in 1986 and 112$ of the mean in 1987) instead of the formerly used 75th

percentile and by applying the cost limits to each discipline separately

(e.g., skilled nursing and physical therapy) rather than to the agency's

aggregate costs. By HCFA's own estimates, these changes will adversely affect

70% of home health care providers participating In Medicare. Based on this

estimate, AAHA is convinced that these regulations are overly harsh in

clamping down on home health reimbursement and far exceed HCFA's stated goal

of creating incentives for improved provider efficiency.

As expressed in comments to HCFA when the regulation was proposed, AAHA has

several serious concerns about the changes includinS.
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e The outdated nature of the cost data utilized to calculate the cost

limits: These data -- from Medicare cost reports ending on or before

September 30, 1983 -- completely pre-date the October 1, 1983

implementation date for the phase-in of the Medicare hospital ORG payment

system which is having an impact on post-hospital care such as home

health. The home health cost limits based on pre-ORG data, however,

totally ignore these more recent home health agency (HHA) costs

associated with serving increasing numbers of these post-DRG patients

with their more intensive service needs. By itself, this exclusion of

the escalating intensity factor from these data used to compute the cost

limits serves to constrain reimbursement to HHAs facing the challenge of

serving a sicker patient population. AAHA strongly believes that

ignoring this significant reality, while also further tightening the cost

limits by moving to 120 percent of the mean and below and applying the

limits to each discipline separately, will threaten HHAs' ability to

provide the necessary level of quality services to Medicare beneficiaries

regardless of how efficient the agency may be.

a Setting the limits at 120 percent of the mean labor-related and

nonlabor per visit costs in 1985: This concern only increases with

HCFA's intention to reduce further the limits in 1986 and 1987 by moving

to 115 percent and 112 percent of the mean cost respectively. First,

while it may make sense to move toward consistent reimbursement methods

for HHAs and SNFs under Medicare, it definitely makes sense that, before

such action is taken, HCFA carefully evaluate the success or failure of
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that consistentu reimbursement methodology currently applied to SNFs. As

HCFA knows, experience with the Medicare SNF benefit has been riddled with

problems, particularly related to provider participation in the program.

Probably the primary factor explaining SNF providers' lack of participation is

the inadequacy of reimbursement. With 35 percent of the nation's Medicare

SNFs reaching the cost limits last year, and approximately two-thirds of the

high volume providers being constrained by the limits, we must question the

wisdom of seeking to duplicate this cost limit methodology on another provider

group. Applying a reimbursement methodology to HHAs that has been a failure

for SNFs is not sound policy and would do a disservice to both HHAs and the

elderly who increasingly need their services.

a Applying the cost limits to each discipline separately (i.e., skilled

nursing care, physical therapy, speech pathology, occupational therapy,

medical social services, and home health aide): We believe that separate

application of the cost limits will destroy HHAs' ability to provide care

and services from the total patio nt care approach. This approach is

essential, as the value of the home health benefit for Medicare

beneficiaries comes from receiving the needed mix of service disciplines

which, in the aggregate, best effectuate rehabilitation and recovery.

The current aggregate application of the cost limits makes it possible

for HHAs to provide all six service disciplines, even if some of the

services are needed by only a small number of their patient caseload.

Moving to separate application of the cost limits will create a strong

incentive for HHAs to discontinue providing those lower volume/higher

cost service disciplines -- services which may not be needed by many but

are critically needed for the successful recovery of a few Medicare

beneficiaries.
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Moreover, AAHA Joins Senators Durenberger and Heinz in their view that HCFA

exceeded its authority in publishing the proposed notice. As Senator

Durenberger's May 23, 1985 letter to DHHS Secretary Heckler states, ".

major policy changes in the Medicare program are the responsibility of the

Congress . . . Recent proposed regulations concerning Medicare home health

cost limits . . . cross this fine line between policy implementation and

policy making."

AAHA believes that HCFA's July Sth home health cost limits regulations

constitutes a very serious budget cutting initiative which will likely force

HHA providers to cut back on services, limit access to services and/or drop

out of the Medicare program entirely. These regulations run counter to the

need to meet better the increasingly visible and intensifying home health care

needs of Medicare beneficiaries. Again, we urge you to adopt S. 1450 as part

of the committee's reconciliation package.

Additionally, the increasing need for post-hospital care and services created

by implementation of the hospital DRG payment system (as discussed in detail

earlier in relation to the Medicare SNF benefit) applies to home health care

services as well. Therefore, AAHA strongly recommends that no FY86

reimbursement freeze for Medicare home health providers be adopted and we

reiterate the need to retain the waiver of liability for home health agencies,

as well as for skilled nursing facilities.



454

Medicare Hospice

AAHA supports repeal of the 1986 sunset date for the Medicare hospice benefit

and asks you to include an extension of the hospice benefit in the Finance

Commitee's reconciliation package. Hospice is a sensitive approach to caring

for the terminally ill and should remain an option for Medicare beneficiaries

who are faced with making the many difficult decisions that a terminal illness

requires.

In addition, in order for hospice to be a realistic-option for Medicare

beneficiaries, they must have access to Medicare hospice services in their

communities. As you know, hospice reimbursement under the Medicare program

has been problematic from the outset. Inadequate reimbursement rates have

served to keep provider participation in the program low and thus, have

limited beneficiary access to these services. To address this continuing

problem, we recommend that you take action to increase the daily payment rates

by $10 each per day, as reported out of the House Ways and Means Committee in

H.R. 3128.

CONCLUSION

While you, as members of the Senate Finance Committee, are confronted with the

difficult task of achieving FY86 deficit reduction savings in Medicare and

Medicaid, you also have the opportunity to make improvements which are

cost-effective and which will help to increase beneficiary access to services

in these critical health and long term care programs. We urge you to consider

our recommendations and again, thank you for the opportunity to present AAHA's

views on key Medicaid and Medicare issues.
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STATEMENT OF DOUGLAS E. WILLIAMSON, M.D., PRESIDENT,
OUTPATIENT OPHTHALMIC SURGERY SOCIETY, VENICE, FL; ON
BEHALF OF THE SOCIETY FOR OFFICE BASED SURGERY
Dr. WILUAMSON. Mr. Chairman, I am Dr. Douglas Williamson of

Venice, FL.
In 1970, 15 years ago, I opened the first surgery facility in the

United States that was specifically designed for outpatient ophthal-
mic surgery.

I appear before you today as president of the Outpatient Oph-
thalmic Surgery Society. These views are also supported by the So-
ciety for Office Based Surgery, the freestanding ambulatory surgi-
cal association, and the American Intraocular Iriplant-Society, or-
ganizations dedicated to the conduct of safe, effective, medically ap-
propriate and cost-efficient surgery in the outpatient surgical set-
ting.

Mr. Chairman, I would like to address legislation which embodies
great potential to significantly reduce Federal expenditures for am-
bulatory surgery, particularly cataract surgery.

I am speaking of the need to ameliorate the gross disparity in
Medicare facility reimbursement to ambulatory surgical centers
and hospital outpatient departments and the need to improve in-
centives for the establishment of high quality, lower cost Medicare-
certified ambulatory surgical centers.

The aforementioned organizations are united in support of S.
1489, the Medicare outpatient surgery savings acts as a quality act,
introduced by Senator Durenberger, because we believe that this
legislation will accomplish these objectives.

We are pleased that the major components of the legislation
have been included in the chairman's budget reconciliation pack-
age, and we recommend favorable committee action on these
amendments.

There are a number of factors which affect the development of
freestanding ambulatory surgical facilities: economics, quality of
care, and governmental pressures like PRO's.

The greatest boon to the establishment of these facilities was the
Medicare ambulatory surgical center program, implemented in
September 1982. A Medicare certified ambulatory surgical center
receives a flat prospectively determined facility fee for each of the
100 or so procedures which have been approved by Medicare.

The facility fee ranges from $231 to $504, the latter of which hap-
pens to be the payment for a cataract extraction and intraocular
lens implantation. The total cost of the cataract is as follows: to the
Government, $504, plus the cost of the intraocular lens; to the ben-
eficiary, the patient, no cost.

Now, contrast the cost to the Government for the same proce-
dure in a hospital outpatient department. The Medicare prospec-
tive payment system does not apply to the hospital outpatient de-
partment. Medicare continues to pay the hospital outpatient de-
partment 80 percent of its costs and charges.

Our society, the Outpatient Ophthalmic Surgery Society, has col-
lected data from hundreds of hospitals in over 20 States and discov-
ered that hospital charges for cataract surgery typically exceed
$2,000.
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The CHAIRMAN. That hospital what?
Dr. WILLIAMSON. Hospital charges for cataract surgery typically

exceed $2,000. The inspector general has determined that the Gov-
ernment is paying between $1,250 and $2,796 to the hospital outpa-
tient department for this service, compared to $504, plus the intra-
ocular lens in the ambulatory surgical center.

Charges for surgery performed in the hospital outpatient depart-
ments always substantially exceed the amounts paid to ambulatory
surgical centers. Indeed, hospital outpatient reimbursement often
exceeds the inpatient DRG payment, despite the fact that the pa-
tient is discharged within a matter of hours and the hospital incurs
no bed import costs.

Both the HHS inspector general and the Budget Office have con-
cluded that Medicare can save hundreds of millions of Medicare
dollars per year by paying hospital outpatient departments and
freestanding ambulatory surgical centers comparable amounts.

This is exactly what Senator Durenberger's legislation would ac-
complish. It would level the playing field -between facility payments
to hospitals and freestanding ambulatory surgical facilities.

This approach is an equitable one which will promote the fair
competition and conserve scarce health care dollars. And more im-
portant, these savings could be realized without reducing benefits
or compromising the quality of care.

Thank you very much.
The CHAIRMAN. Thank you.
[The prepared written statement of Dr. Williamson follows:]
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STATEMENT OF DOUGLAS WILLIAMSON, M.D., PRESIDENT, OUTPATIENT OPHTHALMIC
SUGERY SOCIETY, SUPPORTED BY THE SOCIETY FOR OFFICE BASED SURGERY, THE FREE-
STANDING AMBULATORY SURGERY ASSOCIATION

I am Dr. Douglas Williamson of Venice, Florida. Fifteen
years ago, I opened the first surgery facility in the United
States that was specifically designed for outpatient ophthalmic
surgery. I appear before you today representing several
organizations which are dedicated to the conduct of safe,
medically appropriate, and cost-efficient surgery in the
various ambulatory surgical environments. This testimony is
presented on behalf of the following organizations:

The Outpatient Ophthalmic Surgery Society, of which I
serve as President, a professional medical specialty
organization of over 900 ophthalmologists.

* The Society for Office Based Surgery, a professional
medical organization comprised of over 500
specialists in gynecology, urology, otolaryngology,
ophthalmology, anesthesiology, orthopedics, and
plastic, hand, colon-rectal, oral and general surgery.

and is furthermore supported by:

* The Freestanding Ambulatory Surgery Association, a
national organization of over 130 freestanding
ambulatory surgical centers.

Mr. Chairman, these organizations are united in support of
S.1489, "The Medicare Outpatient Surgery Savings Access and
Quality Act," introduced last month by Senator David
Durenberger. We would hope that this legislation will be
included in the budget reconciliation package which will be
developed by the Senate Finance Committee in the days ahead.
We share the goal of this Committee and Congress of ensuring
that Medicare beneficiaries receive the highest quality care at
the lowest possible cost. We are enthusiastic about Senator
Durenberger's bill because we believe that it truly strikes an
appropriate balance between these sometimes conflicting
objectives.

As our data, the HHS Inspector General's audit, and the
Congressionar Budget Office estimates indicate, the concept of
"leveling the playing field" in ambulatory surgery facility
reimbursement embodie in this legislation will significantly
impact upon Medicare expenditures for cataract surgery, a major
concern since Medicare is footing virtually the entire national
cataract bill, a bill which is increasing annually as patients
demand a procedure which results in rapid visual restoration
without significant discomfort. Even greater savings accrue if
Senator Durenberger's methodology is applied to all surgical
procedures which can be safely and effectively performed in
freestanding ambulatory surgical centers as well as hospital
outpatient departments.

We believe that an important response to the question of

skyrocketing health care costs is to promote the utilization of

- 2 -
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freestanding ambulatory surgical facilities. There are a
number of factors fueling the development of freestanding
ambulatory surgical facilities -- economics, quality of care,
and governmental pressures.

With regard to economics, quite simply, ambulatory surgery
costs one-third to one-half as much as surgery conducted within
the hospital environment -- both on an inpatient and outpatient
basis. Insurance carriers and employers throughout the country
have retgnized the potential for health cost savings by
providing reimbursement incentives to physicians and patients
to promote the performance of surgery within the freestanding
environments.

Ambulatory surgical facilities also offer the opportunity
for the provision of high quality surgical care. Medicare
conditions of participation, state licensure, and private
peer-based accreditation efforts by such organizations as the
Accreditation Association for Ambulatory Health Care assure a
quality of care that is at least comparable to, the hospital
setting. Procedures conducted within ASCs are limited to those
which can be safely and effectively performed within the
ambulatory environment. The patient is able to more quickly
resume normal activities with less disruption of family life.
Moreover, the patient is having his surgery conducted without
the exposure to contagious disease and infection incident to
hospital care. Surgical care in the freestanding ambulatory
facility also minimizes the anxiety which elderly patients
experience with regard to hospitalization and surgery; studies
suggest that freestanding units outperform hospitals in
friendliness of staff, attention to a patient's needs, and
pleasantness of environment.

Moreover, surgical, preoperative, and postoperative care
attain optimum levels since the surgeon has access to
specialized equipment and employees who are specifically
trained ih ambulatory surgical care. From the standpoint of
the physician's efficiency, he is able to schedule a greater
number of medically appropriate procedures, since he is
performing surgery in an environment free of being "bumped"
from the surgical schedule and free of the significant
turn-over time between operations in the hospital various
outpatient department.

Governmental pressures have also intensified the migration
of surgical services from the hospital inpatient to outpatient
arenas. The Medicare prospective payment system has ratcheted
down inpatient reimbursement, and private carriers are
following suit. Peer review organizations have contracted with
HCFA to reduce admissions in certain high-utilization DRG
categories; indeed, thirty five states' PROs have applied some
form of limitation on the conduct of cataract surgery on a
hospital inpatient basis. It now appears that Congress may,
rightfully, place limits on hospital outpatient reimbursement
as well.

-3-
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Perhaps the greatest boon to the conduct of surgery in the
freestanding surgical environment is the Medicare ambulatory
surgical center program, implemented in September, 1982. A
facility which is certified for Medicare reimbursement receives
two basic benefits. The facility receives a facility fee for
each of the 100 or so surgical procedures approved by the
Medicare program; this facility fee ranges from $231 to $504,
the latter being the reimbursement rate for a cataract
extraction and intraocular lens implantation. Moreover, the
surgeon who conducts a Medicare-approved procedure in a
Medicare-certified ASC and who accepts Medicare assignment
receives 100%, rather than 80%, of his reasonable charge.
Under these circumstances, the patient is not liable for any
coinsurance amounts with respect to the facility fee or the
surgeon's charge. In other words, under the Medicare ASC
program, the elderly beneficiary, who may likely be living on a
fixed income, can have his surgery conducted and incur no
out-of-pocket expense. As an example, the total cost of the
cataract procedure is as follows: to the government, $504,
plus the cost of the IOL; to the beneficiary, no cost (if the
physician accepts assignment.)

Let us contrast these levels with the reimbursement
amounts paid to hospitals.

On an inpatient basis, hospitals are reimbursed for their
facility costs incident to cataract surgery at a rate of
approximately $1,300 to $1,500 under DRG #39. However, as
noted above, the activities of peer review organizations and
changes in technology and surgical technique have led to a
substantial migration of services away from the hospital
inpatient operating room.

It is estimated that approximately 70% of the over 800,000
cataract procedures performed this year will be conducted in
hospital outpatient departments. The Medicare prospective
payment system does not apply to the hospital outpatient
setting. Medicare continues to pay on the basis of 80% of the
lower of reasonable costs or charges, with the patient
responsible for the difference in the form of 20% coinsurance.
One would expect that, since there is no room and board
component to the same-day procedure, hospital charges for
cataract surgery on an outpatient basis would range between the
freestanding ASC rate of $504 (plus IOL) and the inpatient DRG
rate of about $1,400.

However, charge data which we have collected throughout
the country, and information isolated by the HHS' Inspector
General demonstrate that charges for the facility component of
cataract cases performed in hospital outpatient departments
often substantially exceed the amounts paid to ASCs, and,
indeed, often exceed the inpatient DRG payment.

Our survey of over 200 hospitals in twenty states showed
that hospital outpatient charges for cataract surgery range

-4 -
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from just under $1,000 to over $4,000, with an apparent average
of about $2,000. If we assume some reasonable correlation
between hospital outpatient department charges and reimbursable
costs, it is apparent that hospital outpatient departments are
being reimbursed for their facility costs at rates which are
significantly higher than the rates paid to ambulatory surgical
centers, and, in some instances, even higher than rates paid
for services rendered to hospital inpatients under DRO #39.

In some areas where ASCs have been established, hospitals
have aggressively marketed their services by advertising that
they will waive the 20% coinsurance for Medicare
beneficiaries. It is no wonder that a hospital can afford to
waive the patient's coinsurance when it is receiving facility
reimbursement amounting to two, three, or four times higher
than the reimbursement to the freestanding ASC in the community.

These discrepancies in reimbursement lead us to conclude
that Medicare is paying hospitals, on the average, hundreds of
dollars more for cataract procedures as well as other surgical
procedures, in the hospital outpatient department than in the
ASC. In times of fiscal austerity, when the government should
be promoting fair and healthy competition among providers, the
reimbursement differentials for cataract surgery and other
surgical procedures simply cannot be justified.

There is an alternative, and we would urge this Committee
to adopt as part of its budget reconciliation package the
provisions of S.1489 which would rectify this reimbursement
anomaly and provide other incentives for the establishment of
ambulatory surgical centers, where this nation's citizens can
receive the highest quality surgical care at reduced cost.

0 The legislation approved by the Committee should
"level the playing field" between facility payments made to
hospitals and freestanding ambulatory surgical facilities for
all ambulatory surgical procedures. It should establish a
prospective payment mechanism for surgery performed in hospital
outpatient departments. Under S.1489, Medicare would not pay

-for any procedure performed in a hospital outpatient surgical
facility an amount more than the DRG rate for the same
procedure. In addition, under Senator Durenberger's bill, for
procedures on the ASC procedures list, Medicare would pay the
hospital outpatient department an amount equal to the ASC
facility rate for that procedure. This approach is an
equitable one which will promote fair competition and conserve
scarce health dollars. The Inspector General has estimated
that if this reimbursement methodology were applied to cataract
surgery alone, the federal government would save $325 million
per year. It is our understanding that the Congressional
Budget Office has determined that the application of this
methodology to all procedures which can be performed in ASC
would result in over $1 billion in budgetary savings over three
years. These savings are phenomenol and can be realized
without reducing benefits or compromising quality of care.

* The legislation adopted by the Committee should
incorporate provisions of S.1489 which require the Health Care
Financing Administration to update the facility rates paid to
ambulatory surgical centers prior to January 1, 1986, and to
adjust these rates at least annually. Should HCFA be unable to
complete its cost survey and develop new rates prior to January
1, 1986, the agency should be directed to apply whatever rules
are ultimately established retroactive to January 1, 1985. ASC
facility payment rates have not been increased since the ASC
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program was initiated in 1982. The payment rate for a
procedure like cataract extraction, i.e. $504 plus IOL, is
probably $100 to $300 lower than the actual costs incurred in
conducting the procedure. (It is for this reason that many
multi-specialty ASCs cannot afford to offer cataract surgery
services.) For well over two years, HCFA has been promising
the ambulatory surgery community that it will conduct a survey
of Medicare-participating ASCs to ascertain appropriate
facility rates for of covered procedures. As recently as last
month, HCFA indicated that payment rate adjustments will not
likely be effective-for at least 12 months. The failure of
Medicare to update these rates is clearly stifling the
development and expansion of ASCs which have proven that they
can deliver a broad array of surgical services at significantly
lower cost than other providers.

* The legislation adopted by the Committee should
incorporate provisions of S.1489 which require the Health Care
Financing Administration to update on an annual basis the list
of surgical procedures for which ASC facility reimbursement may
be provided. The current list has not been expanded since the
ASC program was initiated in 1983.

* The legislation adopted by the Committee should
incorporate provisions of S.1489 which modify the methodology
used to determine the amount of facility rates paid to ASCs and
hospitals by providing that such rates are to include all
Medicare-covered services except physicians' services. Under
this provision, for example, intraocular lenses and other
prosthetic devices provided to surgical patients would not be
reimbursed separately under Part B of the Medicare program, but
would be paid for as part of an expanded prospectively
determined facility rate.

* We would not object to the provision of S.1489 which
mandates PRO review of procedures conducted in hospital
outpatient departments and ASCs, provided that HCFA
specifically requires PROs to establish criteria for review of
these procedures and that thecriteria are developed "in the
sunshine" in consultation with interested local and national
medical organizations. The history so far of PRO review of
hospital inpatient cataract surgery suggests that many PROs do
not yet adequately perform those review functions. HCFA has
negotiated "targets" for reduction of procedures with each PRO
which are often treated as "quotas" for the procedures. Some
PROs-have no criteria; many have arbitrary criteria. We
strongly support PRO review of hospital outpatient and ASC
procedures; but that review should occur only after PROs have
demonstrated fairness and proficiency in effecting the review.

The aforementioned organizations appreciate the
opportunity of appearing before this distinguished body to
discuss these issues of vital concern to the health care
community. In the interest of promoting fair competition among
providers and reducing health costs to beneficiaries and the
Medicare program, we look forward to working with the Committee
in equalizing facility reimbursement rates for surgery
performed in the various surgical environments.

58-303 0 - 86 - 16
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The CHAIRMAN. Mr. Bromberg, your testimony suggests the de-
velopment of a prospective payment system for hospital capital and
return on equity. Give me a rough idea of how you think this
would work.

Mr. BROMBERG. There are several options, and eventually the De-
partment will hopefully get you all of them, with the one they rec-
ommend; but in the meantime, Senator Durenberger has intro-
duced a bill which over a 6-year period would phase in to a nation-
al rate for capital, exactly as we now do with operating costs.

In other words, over the 6-year period, a hospital will get a cer-
tain percentage of its own individual capital costs and a certain
percentage of a national add-on or rate. For example, something in
the neighborhood of a 7 or 71/2 percent add-on.

The amount of that add-on obviously will be the bone of conten-
tion because OMB, on the one hand, will want to keep it low, and
we are concerned that, as we hold down hospital costs, capital as a
percentage will go up because we are holding down the others.

And our studies show it may be as much as 9 percent in the next
couple of years if we make no changes. What is 71/2 now will really
be 9 in 2 years.

But basically, what we are talking about is a multiyear-we
think it ought to be more like 10 years-phase in into a percentage
add-on.

The CHAIRMAN. All right. Now, Dr. Willging, let me ask you this.
In your testimony, you state opposition to the House action regard-
ing the return on equity. Give me a little more detail about why
you are opposed to their proposal.

Dr. WILLGING. Essentially, our industry is one which is largely
investor-based.

The CHAIRMAN. Largely what?
Dr. WILLGING. Investor-based; 80 percent of nursing homes are

investor-based. It is in stark contrast to the hospital industry,
where the figures are quite the opposite.

If, indeed, we are going to reduce the incentives or eliminate the
incentives available to investors to move into this industry, I think
we are going to have great difficulties building those additional
beds which the demographic figures would suggest we need.

A reduction in return on equity, much like the asset revaluation
legislation of last year, has a chilling effect in terms of new inves-
tor participation in the nursing home industry.

Studies as recently as a year ago suggest this country may need
up to 1.5 million additional nursing home beds by the year 2000.
Let's assume it is only half of that. Half of that would translate
into 40,000 beds a year.

We are building today 10,000 beds per year. We need more, not
less, inducements for investors to come into this industry.

Mr. BROMBERG. Mr. Chairman, could I add something to that?
The CHAIRMAN. Sure.
Mr. BROMBERG. Just simply if you think back years ago to some

of the scandals involving highly leveraged health care companies-
I think Four Seasons was the name of one of them at the time. We
have come a long way in both the nursing home and the hospital
industry in terms of seeing highly leveraged companies that were
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80 and 90 percent debt and only 10 or 20 percent equity to a situa-
tion now where it is much closer to 50-50.

This provision, regardless of need, if it were passed, as it is in the
House, any intelligent manager of a company would go out and
borrow the money in order to get the interest which would get us
back to that high leverage, No. 1, and No. 2, cost Medicare more in
the long run because the hospitals feel we have about $20 billion
worth of assets financed by investors.

If we simply leverage that money over a several-year period, the
interest payment would be much higher on that base than it would
be if private investors put their money in. So, there are two rea-
sons in addition to the one Paul mentioned.

The CHAIRMAN. I had come to that conclusion myself. It seems to
me inevitably it goes down that trail. If, indeed, the option is you
can have the interest and be paid for it and you cannot be paid for
the capital, what other alternative do you have?

Mr. BROMBERG. Correct. And all we want is for them to be treat-
ed equally. If we get to a prospective rate, they will both be in
effect phased out and a single rate will be put in its place, but
while it is happening, they will both be part of the hospital specific
portion.

The CHAIRMAN. Mr. Owen, a question from Senator Bradley. Do
you support a 3-year phaseout in funding for foreign medical grad-
uates? Do you think that hospitals with high concentrations of for-
eign medical graduates should receive more time to adjust to these
changes and financial conditions?

Mr. OWEN. We support a phaseout, Senator Packwood. I think 3
years is a reasonable probable phaseout; but in New Jersey in par-
ticular, Senator Bradley's home State, where they have a large
number of foreign medical graduates-the largest of any State in
the United States-I would think that 5 years would be a more ap-
propriate phaseout.

But, I think, the time is coming where the phaseout is going to
occur, and if there is a year's startup time, why then that gives 1
year at least in the start; but we do support a phaseout period. In
some States where more than 50 percent of residents are foreign
medical graduates, we would support a longer period of time if it is
necessary.

The CHAIRMAN. You would almost be willing to go on an ad hoc
State-by-State basis then, depending upon the percentage of foreign
medical students?

Mr. OWEN. I don't think you can do that because it is only really
New York and New Jersey that have the really large numbers. For
the rest of the States, and I have traveled around the country talk-
ing about this to hospitals, a 3-year phaseout seems to be national-
ly pretty acceptable, except for New York and New Jersey, where
they may need a little more time.

The CHAIRMAN. Gentlemen, thank you. I have no more questions.
I appreciate your testimony.

Now, let's conclude with a panel of Gary Thietten, William
O'Neil, and Thomas Antone. Mr. Thietten, why don't you go ahead,
sir?
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STATEMENT OF GARY THIETTEN, PRESIDENT, IDAHO HOME
HEALTH AND HOSPICE, INC., TWIN FALLS, ID; AND PRESIDENT,
AMERICAN FEDERATION OF HOME HEALTH AGENCIES
Mr. THIETTEN. Thank you. Mr. Chairman, my name is Gary

Thietten. I am the president of the American Federation of Home
Health Agencies. I am also the administrator of a home health
agency, Idaho Home Health and Hospice, also a Medicare-certified
hospice in Twin Falls, ID.

Our association is concerned about the implications of the Health
Care Financing Administration's restructured cost limits for Medi-
care-certified home health agencies, in particular the per discipline
application of the caps for which HCFA projects a savings of $14
million over 3 years.

We think the disruption of home health agency operations and
the loss of beneficiary access that per discipline limits will cause is
an awfully high price to pay for the relatively small amount of $14
million.

We predict that this figure will be largely consumed by Medicare
reimbursable fees for accountants to shift costs to under cost cap
services and for higher institutional costs for patients in areas
where home health agencies end up discontinuing the over cap
service.

Since Medicare home health agencies are- reimbursed for only
costs, agencies no longer able to offset the over cap services with
savings achieved in other areas will cease furnishing those disci-
plines over the limits.

Over the past few months, the American Federation of Home
Health Agencies has talked to dozens of administrators, many of
them located in rural areas around the country. They told us that
they most often find themselves over limits in medical social work
and the various therapies for a variety of factors beyond their con-
trol, including the disproportionate allocation of administrative
and overhead costs to less frequently used services based on the
costs of providing visits in a discipline rather tnan on the propor-
tion of services constituted by the discipline; the scarcity of thera-
pists; payment of salaries adequate to attract and retain therapists
in rural areas; and the need to compensate therapists for travel
time in rural areas and for the increasing amount of time that
they must devote to paperwork requirements.

If a home health agency is unable to offset losses on over limit
services with below cap disciplines, the home health administrator
has several options, including take the losses out of his or her own
salary, discontinue services, hire an accountant whose expenses are
reimbursable by Medicare to shift the costs completely in accord-
ance with the law to below cost cap services, and shorten the time
being spent with seriously ill patients now being seen, thus reduc-
ing the quality of service.

To illustrate the problem of the per discipline application, using
my own agency as an example, during 1984 I exceeded the limits in
one discipline, medical social work.

My agency's aggregate limits were $537,377 while my actual
costs of providing the total home health package was $373,230.
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With the new limits in effect and in spite of the efficiency of my
agency, I may be unable to continue medical social services since I
must pay for the losses out of my own pocket. -

And I might insert right here that concerning these volume ven-
tilator patients, 90 percent of the 64 MSW visits which I provided
during 1984 were to a home ventilator patient, of which we were
saving the Medicare Program thousands of dollars.

It is the skill of my social worker that has enabled some serious-
ly ill patients to be deinstitutionalized. Another home health
agency of the same size could provide services right at the aggre-
gate limit of $537,377 and still be under the caps in all disciplines.

Such an agency would suffer no losses, while mine would be pe-
nalized, although I-provided services for $164,000 less than the non-
penalized agency.

Home health agencies do not provide a series of isolated services.
Physicians order a coordinated group of services to assure that pa-
tients' overall needs are met.

We have never required hospitals to account individually for all
of their service centers or suffer penalties in their dietary division
or physical therapy department if they don't turn a profit.

We urge you to allow home health administrators the flexibility
to manage an integrated program of services.

Specifically, Mr. Chairman, we urge this committee to allow
home health agencies to apply their cost limits on an aggregate
rather than per-discipline basis, adopt a measure that more than
compensates for the $14 million attributed to discipline cost limits,
and that is acceptance of Senator Proxmire's Senate bill 1402
which would end the 12 percent add-on for hospitals.

And finally, to begin now to develop a carefully structured pro-
spective payment system for the home health benefit.

Our association has initiated a project, and we will be working
over the next few months to develop a viable proposal for prospec-
tive payment.

We would like to work with you to save real money for the Medi-
care Program and relieve home health agencies of the enormous
regulatory and paperwork burdens that make a Medicare home
health visit twice as costly as visits to other home health patients.

Thank you.
The CHAIRMAN. Thank you, sir. Mr. O'Neil.
[The prepared written statement of Mr. Thietten follows:]
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STATEMENT OF GARY L. THIETrEN, PRESIDENT, AMERICAN FEDERATION OF HOME
HEALTH AGENCIES, INC.

Mt. Chairman, my nave is Gary Thietten. I an the President of the American

Federation of Home Health Agencies. I m also President of Idaho Eke Health

and Hospice in Twin Falls, Idaho. I am very pleased to have this opportunity

to present testimony to the Senate Finance Committee as you consider deficit

reduction proposals for the text three fiscal years.

Home health care is a humane and cost-effective alternative to institutionalization

for elderly and disabled Americans. The hore health benefit is inevitably growing

as the population ages; home health agencies develop the ability to care for

more coplex cases; and Federal policies such as prospective payment for hospitals

encourage the use of non-inatitutional services.

Despite strong Congressional and public support, we find the greater use of hate

care services cited as justification by the Health Care Financing Administration

for excessive stringency in development of policies to govern the home health

benefit. We believe that it makes no sense to pursue policies which encourage

deinstitutionalizaticn while reducing reiniurseffent and hindering the ability of

hoe health agencies to deliver the medically necessary services patients require

upon discharge.

We are particularly concerned about the implications of HCFA's restructured cost

limits for hae health agencies for cost report periods beginning on or after

July 1, 1985. The new limits contain two significant changes in the methodology

for setting caps. First, limits are to be calculated and applied for each discipline,

rather than on an aggregate basis. Second, the limits are set at 120 percent of

the mean per visit costs, instead of at the 75th percentile. The limits are to be

further reduced to 115 percent of the mean July 1, 1986, and to 112 percent of the

mean effective July 1, 1987.
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A preliminary GAO report to Senator John Heinz earlier this year indicates that

Medicare patients are leaving the hospital in a poorer state of health. We believe

that it would be penny wise and pound foolish to reduce reimbursement just as ham

health agencies are seeing sicker patients entering into the ham health care

system. Medicare does not provide a higher level of reimbursement for coaplex

visits of a longer duration required by more severely ill patients. With reduced

limits, many WiAs may determrni that admission of acutely ill beneficiaries is a

burden they are unable to bear.

We anticipate serious financial problem for many hore health agencies as reirburse-

ment is ratcheted down even while the health inflation index remains at around seven

percent. And we believe that it rakes no sense to reduce reinbursement at the same

time ICFA is ionpsing costly and time consuding new burdens on HAs, while agencies

face a maze of confusing directives from their current fiscal intermediaries and

added expenses when they transfer to the new regional intermediaries.

IIt is becoming increasingly apparent that a single new requirement for provision

of "minimum" data elements, Forms 485 and 486, will be enormously costly. Skilled

professionals must complete these forms, reducing many highly paid personnel to

paper pusners. We doubt that many FIs will have the manpower to sort through the

millions of these forms that will come flowing into their offices; but K1{As must

fill them out as if reinbursesent depends upon them, for in an undet-arxned percentage

of cases, it will. The cost of implementing the new forms will throw a number of

agencies over the cost limits.)

Additional costly labor and paperwork burdens combined withl inflation in rent,

utilities, transportation, and other costs will place many providers in an untenable

position. Their costs will rise as their reintbursemsent is reduced.
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We urge the Senate Finance CTmittee to look not just at the bottom line on

savings projected for the next few fiscal years, but to consider the long term

cost of institutional services for patients denied hoer health care. Medicare

certified home health agencies cannot provide services for which they are not

adequately reimbursed. Wb urge you to consider the Medicare hoee health benefit

within the context of the enormous savings achieved through shortening of hospital

stays and preventing institutionalization for disabled and elderly Amricans.

Per Discipline Limits

AF[UOA believes that per discipline rather than aggregate2 application of the cost

caps will lead directly to higher institutional costs for the Amoerican taxpayer.

In issuing the regulations revising the cost caps, the Secretary of Health and

Human Services indicated that application of the limits by discipline will result

in about 70 percent of IIH~s exceeding the caps in it least one service. This

represents over 3600 agencies, an extraordinarily large nurter. The Secretary

acknowledged that reducing the limits for future years below 120 percent of the

nuan will affect even greater numbers of IDEAS. Faced with such a startling

increase in the nunisir of agencies that will be over limits, we believe that it

is the responsibility of the Secretary to demonstrate that her decision is in the

best interests of the Medicare program. She suggests that most }OiHs are inefficiently

operated; however, she provides no data to support this contention. We firmly

believe that the vast majority %-f IULAS are managed in a cost effective manner.

Certainly there are 1{lAs that are inefficient, but in the absence of any evidence

or documentation, we are asked to accept the Secretary's contention on faith alone.

If her assumption is not correct, the likely consequence of a precipitous drop in

the caps and application on a per discipline basis will be a loss of access to
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services and a reduction in the quality of care for Medicare beneficiaries. Since

HH s are cost reintursed, there is no profit in providing services to Medicare

beneficiaries and no incentives to continue provision of over cap disciplines.

Many HHAs no longer able to offset over-cap services with savings achieved in

other disciplines will cease furnishing service in disciplines over the limits.

HHAs most often find themselves over limits in medical social work and the various

therapies. 11ey are over caps for a variety of factors beyond their control:

o the disproportionate allocation of administrative and overhead costs to

less frequently used services, based on the cost of providing visits in

a discipline rather than on the proportion of services constituted by the

discipline

o the scarcity of therapists

o payment of salaries adequate to attract and retain tUierapists in rural areas

o the need to offer full time employment to therapists and MSWs in order to

secure their services, even though an HMA does not have the equivalent of

a full time work load in a particular discipline

o the need to ccapensate therapists for travel time in rural areas and for the

increasing aunt of time that they must devote to paperwork requirements

If HHAs are unable to offset losses on over-limit services with below-cap disciplines,

an agency administrator will have several options:

o take losses out of his/her own salary

o drop over-cap services

o secure a bank loan, the interest of which is reibTursable by Medicare

o hire an accountant, whose expenses are reimbursable by Medicare, to shift

costs-completely in accordance with the law--to below cap services
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o increase utilization of over-cap services, for example by requiring all

counseling to be performed by an MSW rather-than routinely by skilled nurses

o shorten time spent with patients and thus reduce the quality of services

provided

o discharge highly paid experienced personnel and replace them with lower-

salaried employees

To illustrate the problem of the per discipline application, using my own agency

as an example, during 1984, 1 provided medical social work visits at a cost of

$74.27 per visit. This was the only discipline that exceeded the cost caps. My

agency's aggregate limits were $537,377, while my actual costs were only $373,230.

I was able to provide hare health services to Medicare patients at a significant

savings to the Federal government. With the new limits in effect, notwithstanding

the efficiency of my agency, I ray be unable to continue to furnish MSW services

since I must copensate for the losses out of my own pocket. The skill of my

MSW has enabled some seriously ill patients to be deinstitutionalized.

Another HHA of the same size could provide Medicare services right at my aggregate

limit of $537,377 and still be under caps in all disciplines. Such an agency would

suffer no reimbursement losses, while mine would be penalized, although I provided

services for $164,000 less than the non-penalized agency.

We are no longer dealing in the realm of speculation. HHAs all over the country

anticipate a devastating impact on their ability to deliver services and on access

of beneficiaries to health care. Over the past several weeks, our association has

talked to dozens of administrators, many of them located in rural areas, in an

attempt to assess the impact of the restructured cost limits. The following are

representative examples of what we have been told:

-Th
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o a hmp health agency in Wyoming will be forced over caps in the therapies

because of the "phenomenal trawl tine" involved in making visits; to

see many of their patients, agency personnel have to travel to reerte areas,

-up to 70 miles one way.

o An administrator in Montana reports that therapists and MIWs are as "rare

as hen's teeth" in her area, hence they can ocand high salaries. Many

HFAs in her state will drop these services she believes, with loss of access

to the very rehabilitative services beneficiaries need to remain in the

community, and institutionalization for patients unable to receive needed

hame health care.

o An administrator in North Dakota is reimbursed the same for a visit provided

in the town where her agency is located as for a visit to a patient 60 miles

away. She must pay her therapists for travel time, throwing her considerably

over caps in sone disciplines. Her agency can provide services under the caps-

by ceasing to provide services in the rore rural areas, dropping the therapies,

and/or reducing the quality of care and the tine spent with the sicker patients

she is now admitting, discharged from hospitals under DRGs. Her agency is

the only hce health provider in such of her area of the state.

o An administrator in Colorado anticipates that county comaissions and agency

boards of directors will direct HHAs to drop services which are mnxey losers.

A number of agencies will stop caring for Medicare patients altogether, since

reimbursement is being cut at the very time hN*s are being put in a position

of having to accept "dangerously" ill patients being discharged under DRGs.

She stated, "You would have to be crazy to provide services if you can't break

even."
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o An HRA in California stated that every American business is "efficient in

some areas and less so in others." HCFA's new limits will "give you no

credit where you are efficient" but penalize you for being over limits in

some disciplines for reasons outside of your control. "Since we have no

profits to offset such losses, we will go bankrupt." His HHA provides the

only harm health services in large areas of his county.

Past experience indicates that exceptions to the limits for agencies such as

these willialso be as rare as hen's teeth. One major accounting firm indicated

to us that it has met with no success in obtaining exceptions to the cost limits

for new agencies, both urban and rural, whatever the merits of the request. A

fiscal intermdiary told us that based on past experience, only an act of God

could lead to exceptions for rural agencies.

The per discipline approach presun-s-that home health agencies provide a series

of discreet services with no relationship among the various disciplines. This

is not the case. Physicians order a coordinated group of hame health services

to assure that patients' overall needs are mt. In fact the Medicare statute

mandates that certain services may only be furnished in conjunction with others;

for example, hame health aide services, occupational therapy, and medical social

services can only be furnished where a patient requires skilled nursing, physical

therapy, or speech therapy. In keeping with this concept, it is wrong to evaluate

home health care by each discipline since the Medicare statute itself conceives of

patients receiving a mix of disciplines in an integrated plan of care. The most

feasible method of evaluating the appropriateness of the cost of home health care

is to evaluate the aggregate cost of services. To do otherwise constitutes a
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violation of Section 1861(v) (1) (L) of the Medicare Act, which requires the cost

limits to reinburse all providers for the costs necessary for the efficient

delivery of services.

We urge you to allow hom health administrators to manage an integrated home health

program of services, not six separate businesses. An acninistrator should be

judged on overall performance and not forced to bece a manipulator of the cost

cap system in order to survive.

ILFA has never before fragmented Medicare services, for example by requiring that

hospitals account individually for all of their service centers, or suffer penalties

if their dietary division or physical therapy department do not turn a profit. Yet

fragmentation is precisely the impact FA's new limits will have on the Medicare

hoe health benefit.

Out of the total $440 million in savings projected over three years for the restructured

cost limits, ItFA attributes only $14 million to the per discipline application of

the limits. We believe that the reduction of access for beneficiaries and the

fragmentation of hcme health services is an awfully high price to pay for such a

relatively small amount of money. Nimrous hame health administrators will be over

caps by no more than a thousand or so dollars, but will be unable to absorb the loss.

Few can afford to pay such losses out of their own pocket or have any incentive to

do so.

We will find that sophisticated hore health agencies with access to knowledgeable

CPAs will be able to shift costs out of over-cap centers, while less sophisticated

Iikls, many in rural and underserved areas, will simply drop services. We predict

that HIFA's projected savings will be largely consumed by Mdicare-reizbursable

fees for CPAs and for higher institutional costs to the government in areas where
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HHAs do not have access to the most sophisticated financial advice. And elderly

and disabled Americans will pay a price in human terms that is beyond calculation.

RlCCMENATIONS

The American Federation of Ham Health Agencies urges the following action to

ensure the continued availability of Medicare hre health services to beneficiaries

and the cost effectiveness of the benefit.

o Enact a provision'to allow HHAs to apply their cost limits on an aggregate

rather than per discipline basis.

o Accept Senator Heinz' bill S.1450 to postpone implementation of the new

cost cap structure for a year. We believe that F-As will accept the challenge

of meeting limits at 120 percent of the mean, but the precipitous retroactive

introduction of the change has not allowed a transition period for agencies

to make adjustnents in their operations. The one year hold will also enable

Congress to explore more feasible reimbursement methodologies for home health

care.

o Accept Senator Proxmire's S.1402 to end the add on for hospital based NIAs,

and thereby achieve substantial savings without disrupting the hrm health

benefit. Our association represents a number of hospital based HHAs, but we

believe as a matter of equity that all hate health agencies should compete

on an equal basis and be held to the same level of efficiency.

-o Use the transition time provided by S. 1450 to develop a viable prospective payment

system for the hoe health benefit. AF HHA will be working over the next few

months to develop a carefully structured proposal for prospective payment.

We hope to work with you to save real money for the Medicare program. We

believe this can be done by relieving NH'As of the enormous regulatory and

paperwork burdens that make the cost of a Medicare hcm health visit twice

as costly as visits to other hom health patients. We fear that every year

that passes without enactment of prospective payment will witness the further

nickel and diming to death of the Medicare home health benefit.
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STATEMENT OF WILLIAM C. O'NEIL, PRESIDENT, AMERICAN
CLINICAL LABORATORY ASSOCIATION, NASHVILLE, TN, AC-
COMPANIED BY H. ROBERT HALPER, ACLA COUNSEL
Mr. O'NEIL. Thank you, Mr. Chairman. My name is William

O'Neil. I am president of a major laboratory company headquar-
tered in Nashville, Tennessee. I am also president of the American
Clinical Laboratory Association, an organization of federally li-
censed and regulated independent clinical laboratories.

I am accompanied by Bob Halper, here on my right, who is the
ACLA counsel.

I want to thank you very much for the opportunity to testify
today. We have also submitted a lengthy written statement, which
we would like to be included in the record.

Our purpose in testifying here today is to comment on two pro-
posals to revise the Medicare laboratory fee schedule reimburse-
ment system which was adopted by Congress just 1 year ago.

This new fee schedule approach of a year ago radically altered
the way in which Medicare pays for testing services to laboratories
and hospitals.

The first proposal before you now would freeze Medicare labora-
tory fee schedules at the rates in effect on June 30, 1985. We think
this proposal is grossly unfair, and we vehemently oppose it for the
following reasons.

As a result of last year's Deficit Reduction Act, independent lab-
oratories have already sustained cuts, and I repeat cuts, not a
freeze, of 25 to 40 percent in the rates that we were paid for tests
prior to this new system coming in.

This has had a major impact on most of the laboratories across
the country. Some other providers, of course, have been frozen,
which means they were kept at the same level, and laboratories
were singled out, I believe, somewhat unfairly as the only ones to
receive such a cut last year.

As part of a quid pro quo for supporting that cut last year, Con-
gress promised us two things: an annual update in those fees, and
now it is being proposed that we take that back and renege on that
promise; and the second thing is you directed the Health Care Fi-
nancing Administration to simplify the billing process.

It is now 14 months later. No simplification has been done. As a
matter of fact, it appears to us that HCFA is letting local carriers
even go the other way and make the billing system more complex.

In light of all these factors, we think it is unfair and a breech of
faith to further punish us by imposing a freeze.

We also understand that you may be considering measures of
some sort of ceiling or a cap on the current fee schedules that are
in effect. We oppose this one for the same reasons as we oppose the
freeze.

A cap approach would cause further reductions in fees, and that
is just what it is. It is really not a cap or a ceiling. For most labora-
tories, it would be a further reduction on top of the big decreases
that we took a year ago.

We continue to be sensitive, however, to the need for saving
money and helping to reduce the deficit. We do have a number of
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proposals, some of which are included in our written statement,
but there are two others that I would like to put forth here today.

One is to direct HCFA and give them a timeframe-a real time-
frame-to implement streamlining of this complex billing process
for very low average bills that we submit to them.

This will save millions of dollars on their side and should help us
to restrain our costs over the long term.

And that streamlining process, I ask you, to direct them to make
it real and not cosmetic.

The second thing would be to direct HCFA to accelerate its study
to reduce the number of Medicare carriers around the country to
perhaps two to four. This will make things an awful lot easier for
processing claims for everyone, and I believe again will save many,
many millions of dollars.

In summary, we respectfully ask that you leave intact the labo-
ratory fee schedule system that you legislated just last year and
leave it alone-follow it out as you have in the legislation.

Clinical labs are the only health care entity which have sus-
tained real cuts and cuts of a substantial magnitude. We think we
have done our share.

To impose a freeze or further cuts now, we think is punitive and
would severely damage our ability to serve the Medicare patients
of this country.

Thank you very much.
The CHAIRMAN. Thank you, sir. Mr. Antone.
[The prepared written statement of Mr. O'Neil follows:]
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STATEMENT OF

WILLIAM C. O'NEIL, JR.

PRESIDENT

AMERICAN CLINICAL LABORATORY ASSOCIATION

On Deficit Reduction Proposals

My name is William C. O'Neil. I am President of the

American Clinical Laboratory Association ("ACLA"), a trade

association of federally regulated independent laboratories. All

of ACLA's members. are certified pursuant to the Medicare

Conditions for Coverage of Services of Independent Laboratories

and therefore have extensive experience in providing services to

Medicare beneficiaries. Before I begin my substantive remarks, I

want to thank the-Committee for allowing me to testify on a

variety of laboratory-related deficit reduction proposals.

This statement provides ACLA's views on: 1) changes to

the fee schedule reimbursement methodology (pp. 2-17); 2)

extension of the mandatory assignment provisions that are now

applicable to independent and hospital laboratories to cover

testing performed or supervised by physicians as well (pp. 17-

19); 3)'adoption of quality assurance standards to apply to

physicians' office testing (pp. 19-20); 4) disallowance of

Medicare reimbursement to laboratories for tests referred by

physician owners (pp. 20-21); 5) adoption of a requirement that

the Health Care Financing Administration ("HCFA") reimburse for

the expenses that laboratories incur in travelling to nursing

home or home bound patients to collect diagnostic specimens (pp.

22-24); and 6) HCFA's plan to experiment with competitive bidding

as a procurement mechanism for Medicare laboratory services (pp.
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24-29). In addition, at Section II, pp. 15-21, ACLA offers a

variety of budget savings proposals.

I. CHANGES TO FEE SCHEDULE REIMBURSEMENT METHODOLOGY

1. Proposed Fee Freeze

The Administration has proposed freezing the Medicare

laboratory fee schedule at the rates in effect on June 30,

1985. i cannot overstate ACLA's opposition to this proposal.

Laboratories have already sustained an overall reduction of 40%

of the amounts they previously received in payment for testing

services provided to ambulatory Medicare beneficiaries as a

result of enactment of the Deficit Reduction Act of 1984

("DRA"). Thus, just one year ago, pursuant to Section 2303 of

that statute, HCFA established fee schedules set at 60% (or in

the case of hospital outpatient testing, 62%) of the Program's

prior maximum payment levels ("prevailing charges").

Although the President did not sign the DRA into law

until July 18, 1984, HCFA retroactively implemented the fee

schedule reimbursement methodology, along with its reduced

reimbursement rates, and applied them to all clinical testing

services provided to ambulatory beneficiaries on or after July 1,

1984. As a result, HCFA instructed carriers, the Medicare

contractors charged with the responsibility of determining

reimbursement levels and making payments, to withhold payment to

laboratories until fee schedule levels had been calculated. The

decision to implement the fee schedule reimbursement methodology

retroactively caused considerable disruption to the industry as

- 2 -
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laboratories did not receive Medicare payments for a number of

months thereafter. In addition, laboratories are still adjusting

to the reduced payment rates.

Congress was not insensitive to the problems that

laboratories might experience as a result of the reduction in

reimbursement levels. Recognizing the severity of this reim-

bursement reduction and the fact that so long as there is any

inflation laboratories will experience increasing costs, the DRA

promised an annual adjustment in these reduced reimbursement

rates to reflect the changes in the Consumer Price Index.-I/ Now,

little more than one year later, the Administration proposes that

this annual update should be repealed, at least for the period

beginning July 1, 1985 and ending either on June 30, 1986 or

September 30, 1986. To repeal this adjustment for that period,

after so significantly reducing reimbursement levels less than

one year ago, is to ask laboratories to bear an unfairly heavy

burden in this nation's deficit reduction efforts. While we

recognize the urgency of reducing the deficit and indeed actively

supported enactment of the DRA as our industry's contribution to

1/ The DRA provision states in relevant part that:
ET~he Secretary shall set the fee schedules... for the
12-month period beginning July 1, 1984, adjusted
annually by a percentage increase or decrease equal to
the percentage increase or decrease in the Consumer
Price Index for All Urban Consumers (United States city
average)...

Section 2303(d), amending Section 1833(a)(2) of the Social
Security Act.

- 3 -
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reducing that deficit, we feel that the contribution we have

already made is sufficient.

In supporting the 1984 DRA, ACLA was cognizant that

laboratories would sustain reduced per test Medicare payments.

However, ACLA recognized that the laboratory payment provisions

contained in the Act promised certain benefits to laboratories

that would, if implemented, blunt some of the sting of the

reimbursement reductions. Thus, the Act directed HCFA to

simplify the Medicare billing, payment and collection process in

an effort to reduce the costs incurred by both laboratories and

the Program that are associated with these functions. HCFA had

previously conceded that unnecessary costs attend these

functions. In a report issued by an intra-agency HCFA laboratory

Task Force on February 15, 1984, the Task Force acknowledged

that HCFA's billing, collection and payment procedures cou - and

should be simplified, stating:

The Task Force believes that the final step needed
to assure program and beneficiary savings is
extensive effort to simplify claims processing
requirements, particularly for independent labor-
atories. Among the changes proposed by the Task
Force are:

2/ This Task Force report formed the basis for the DRA
laboratory payment provisions. Indeed, the Task Force's
recommendations were essentially incorporated in toto in the
Act. The Task Force began studying the industry and the
relationship between the industry and Medicare in October
1982. Thus, its report and the recommendations contained
therein are the culmination of 17 months of study,
investigation, on-site visits and thought. It is the best
exposition of the laboratory industry that ACLA has seen.

- 4 -
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(1) deletion of the requirement for a
diagnosis on independent laboratory claims,
as long as the name of the referring physi-
cian is included on the bill;

(2) requiring carriers to accept and process
periodic billings for all of a laboratory's
Medicare patients rather than requiring indi-
vidual claims for each patient;

(3) limiting the patient-specific informa-
tion required to the minimum that will permit
identification of the beneficiary;

(4) instituting prompt payment practices;
and

(5) requiring carriers to provide, along
with the explanation of Medicare benefit, the
laboratory's invoice or specimen accession
number to facilitate its reconciliation of
Medicare payments with Medicare billings.

Report of Laboratory Task Force, p. 25.

The laboratory payment provisions of the Deficit Reduc-

tion Act incorporated these recommendations by requiring:

The Secretary [to] simplify the procedures ...
with respect to claims and payments for clinical
laboratory tests so as to reduce unnecessary
paperwork while assuring that sufficient

- 5 -
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information is supplied to identify instances of
ftaud and abuse.3/

Section 2303(h).

The Conference Committee Report added that this

Provision does not require patient diagnosis to appear on

bills." Deficit Reduction Act of 1984, Cong. Rpt. 98-861, 98th

Cong., 2d Seas., p. 1308.

ACLA viewed these directives as the quid pro quo for

not opposing the DRA because of its call for reduced

reimbursement levels. However, although ACLA has been working

with HCFA since last July in an effort to obtain the mandated

simplification, nothing has yet happened. None of the Task

Force's simplification recommendations have been implemented, and

a number of carriers continue to require laboratories to supply

3/ The Task Force recognized the importance of detection of
fraud and abuse and made the following observation: "While
the Program necessarily has to concern itself with
identifying and eliminating instances of fraud and abuse and
protecting the overall fiscal integrity of the Program, the
Task Force believes that instances of fraud and abuse should
be viewed as the exception rather than the rule. Billing
simplifications need not undermine the Program's ability to
eliminate questionable practices. Rather they might well
eliminate some of the underlying reasons for such practices
by reducing suppliers' costs of doing business with the
Medicare Program. Additionally, they represent a good faith
effort to rationalize Program payment in a manner that is to
all parties' advantage. From this perspective, it may be
useful to handle audit and program validation efforts by
periodic sampling and linking of laboratory and physician
claims processing procedures to try to identify every
questionable claim for diagnostic testing." Report of
Laboratory Task Force, p. 26.

-6-



483

diagnosis information.4/ Thus, ACLA's hopes have gone unrealized

that the reduced reimbursement levels would be coupled with

claims processing simplifications that would reduce both

laboratory and programmatic administrative costs. Rather than

freeze or modify the fee schedules, Congress should direct HCFA

to comply with the DRA's simplification directive, a step that

would vave money not only for laboratories, but for the Program

as well.

Moreover, in addition to failing to simplify billing

and collection procedures, HCFA has also failed even to propose

regulations implementing the discretionary authority provided to

the Secrei-ary by the DRA. To eliminate the promised annual

update of the fee schedule in the face of the unfulfilled promise

of billing simplifications and the failure to promulgate

implementing regulations is to tax laboratories with still more

reimbursement cuts (the freeze in reality amounts to a

reimbursement reduction of 4.1%, the CPI July 1, 1985 update)

without any of the offsetting benefits that the DRA was supposed

to guarantee. Stated simply, laboratories are being squeezed and

the pinch is too tight.

The squeeze that independent laboratories are being

asked to sustain is even more crippling because independent

4/ ACLA does not challenge HCFA's good faith. HCFA officials
have met frequently with ACLA representatives to achieve
simplification. However, despite good intentions, the
system continues to be unnecessarily cumbersome, burdensome
and expensive.

- 7 -
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laboratory charges have not increased as quickly as the

laboratory charges of other members of the health care

industry. Indeed, the charges of independent laboratories, when

compared with other laboratory providers, have escalated at a

lower rate. Thus, the Task Force report revealed the following

statistics:

Diagnostic Laboratory Charges To Medicare

Average Annual
Compound Growth

Specialty Rate 1976-80
Internal Medicine 7.6%
Independent Labs 6.3%
General Practice 6.7%
Clinic 7.0%
Cardiovascular 15.3%
Family Practice 6.4%
All Others 12.8%

Report of Laboratory Task Force, p. 20.

As these statistics demonstrate, the price to Medicare

of independent laboratory services, in general, escalated

considerably less sharply during the 1976-80 period than did the

amounts Medicare paid others for testing services. Of the

specialties seeking payment from Medicare for laboratory testing

services, independent laboratories escalated the least, rising a

mere 6.3%, well below the health care inflation rate for the

period. Because Medicare payments to independent laboratories

have remained relatively constant, they are likely to have

difficulty incorporating a fee freeze.

Even without the proposed freeze, ACLA members report

that they are receiving substantially less per test from Medicare

- 8 -
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for services than they did before the 40% reduction, as the

following chart of the most commonly ordered tests reveals:

Largest Reduction Experienced
By ACLA Members

Test Reduction

CBC $5.80
Platelet Count $5.85
Sodium $5.90
Potassium $6.52
Glucose $11.19
Cholesterol $11.00
T-4 $8.75
Urinalysis $2.50
Digoxin $19.50
Prothrombin Time $4.80
SMA-12 $9.75
SMAC $12.33
SMAC-20 $13.65
Tryglycerides $9.70
Electrolytes $10.00
Serum Iron $9.00
VDRL/RPR $7.13
BUN $3.95
Calcium $7.25
Uric Acid $3.55

These reductions were calculated by taking each labora-

tory's payments from Medicare during May and June of 1984 (before

imposition of the fee schedule), adding the 20% that laboratories

had received from co-insur- nce payments and subtracting from that

figure current fee schedule amounts. To ask laboratories to

- 9 -
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forego the 4.1% is to increase the impact of these already

substantial reductions.I

In summary, ACLA opposes the proposed freeze on the

Medicare laboratory fee schedule for five reasons:

First, laboratories have already sustained an overall

reduction of 40% of the amounts that they previously received in

payment for testing services provided to ambulatory Medicare

beneficiaries as a result of enactment of Section 2303 of the

DRA. Thus, laboratories have suffered large, actual reductions

in Medicare payments, as opposed to cuts in the amount of

increase in reimbursement levels sustained by other providers of

health care.

Second, when Congress approved these reductions in

laboratory payments, it promised an annual update of the fee

schedules to help laboratories meet increasing costs.

Laboratories have made business plans and investments in reliance

on this update. Because of the substantial per test reductions

that laboratories have already incurred, it would be unfair to

deny laboratories the promised update.

Third, Congress mandated, as a qu .d pro quo for the DRA

required reimbursement reductions, that the Health Care Financing

Administration simplify the billing mechanisms that currently

5/ That these reductions are substantial is confirmed when one
recognizes that the levels of payment that are authorized by
the fee schedules are small dollar amounts. For example,
one of the fee schedules pays $7.20 for a CBC. Thus, a
reduction from $13.00 to a reimbursement rate of $7.20 is
significant.

- 10 -



487

overburden and overtax both the Program and laboratories.

Despite this directive, to date HCFA has failed to adopt any

simplification measures. To eliminate the promised fee schedule

update in the face of the unfulfilled promise of billing

simplification would tax laboratories with even deeper

reimbursement cuts without any of the offsetting benefits that

the DRA was supposed to guarantee. Moreover, it would be a

breach of faith for Congress to freeze the laboratory fee

schedules in the face of HCFA's failure to act and the statutory

guarantee of an annual update of the fee schedule amount to

reflect the percentage of increase (or decrease) in the Consumer

Price index.

Fourth, independent laboratory charges have not

increased as steeply as the charges of other members of the

health care industry. Thus, the proposed freeze will work an

especially great hardship on independent laboratories, which

represent one of the most competitive segments of the health care

industry.

Finally, the effects of the proposed laboratory fee

freeze, in light of the recent substantial reimbursement

reductions that laboratories have experienced, are obvious. The

proposal threatens the ability of laboratories to continue

providing high quality services to Medicare beneficiaries. These

results are so apparent that there is no need to dwell on them.

- 11 -
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2. Proposed Fee Schedule Ceilings

The House of Representatives' Committee on Interstate

and Foreign Commerce has reported a budget measure that would

clamp ceilings on fee schedule reimbursement while retaining this

year's DRA-promised 4.1% increase. We further understand that

the goal of these proposals is to standardize fee schedule

amounts which reportedly vary widely across the country. This

standardization would apparently result in a reduction of high

fee schedule rates but would not affect low fee schedule

limits. While ACLA is gratified that the Commerce Committee

sought ways to retain this year's CPI update, we oppose any

change to the DRA fee schedule reimbursement methodology,

particularly if such change were to result in reduced

reimbursement for some tests but not increases in such

reimbursement for others.

First, as noted above, laboratories have already

sustained a substantial reduction in the amounts that they

formerly received for Medicare testing services. Further

reductions would exacerbate the difficulties that laboratories

are currently experiencing in adjusting to lowered payment

levels, particularly because HCFA has failed to simplify its

billing and collection procedures.

For example, laboratories serving nursing home patients

have had particular difficulty in coping with reduced

reimbursement levels because the costs of providing these

services are especially high as discussed on pp. 22-24 of this

- 12 -
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statement. Thus, such laboratories must often have trained

phlebotomists make special trips to nursing homes to collect

specimens for emergency testing at odd hours of the day and

night. The laboratory must then assure that technologists are

available to perform the assay even if testing is not being

routinely conducted. Collecting the specimen and opening the

laboratory under such circumstances is expensive, and providing

these services has grown increasingly difficult in the face of

reduced reimbursement. The Commerce Committee proposed ceilings

will significantly compound these problems and may make it even

more difficult for laboratories to continue offering these

services, particularly in high cost areas. As demand f¢,r these

services has grown and as it is far more expensive to transport a

patient by ambulance to a hospital for such testing, any proposal

that would discourage laboratories from providing these services

is poor policy.

Second, the fee schedule methodology was designed to

lower reimbursement based upon the charge data Medicare utilized

in calculating reasonable charge payments prior to enactment of

the DRA. This methodology made sense as it recognized the effect

of competitive pricing and the fact that the costs of providing

testing services, which may vary from area to area, were built

into laboratory pricing policies and thereby were reflected in

the fee schedule limits. To cap arbitrarily the fee schedule

levels by reference to a "median" or other artificial limit would

fundamentally alter Medicare's Part B laboratory reimbursement

- 13 -
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philosophy (which has always been based on laboratory charge )

and could injure laboratories located in high cost areas,

particularly if the methods used to arrive at the ceiling do not

consider the frequency with which each specific test is

performed. Moreover, the proposal would not provide relief to
6/

laboratories subject to comparatively low fee schedules.6

Third, the reported discrepancies in the fee schedule

limits are not unprecedented. As the fee schedules were

calculated from prevailing charges, it is apparent that the

prevailings in effect on June 30, 1984 also varied widely. These

prevailings reflected marketplace realities, and no one ever

commented on the variations. The only difference now is that fee

schedule amounts are more visible than prevailing charges were.

Nonetheless, ACLA has seen no evidence to suggest that these

6/ For example, the fee schedule utilized in Maryland is
reported to be significantly lower than the fee schedules
used in the surrounding states. There is reason to believe
that when the Maryland carrier calculated the fee schedule,
it failed to include hospital non-patient charge data, as it
was required to do, thereby skewing its computations and
resulting in lower rates than would have been obtained had
the carrier complied with the mandated formula for
determining fee schedule levels. Similarly, Michigan, a de
facto direct-billing state, and New York, an actual direct-
'EITng state, have lower than average fee schedules,
despite the directive in the DRA conference report that:
"The conferees intend that in those States that already
require direct billing for laboratory services the Secretary
will take into account the fee levels in surrounding States
when establishing the fee levels in direct billing
States." Deficit Reduction Act of 1984, 98th Cong., 2d
Sess., Rpt 98-861, p. 1306. HCFA officials have conceded
that they did not direct carriers to comply with this
instruction.

- 14 -



491

variations are unreasonable per se or that they justify amendment

of the laboratory payment provisions of the DRA.

Fourth, HCFA already has authority to develop regional

fee schedules, pursuant to the DRA. Section 1833 (h)(1)(3) of

the Social Security Act directs that the fee schedules "be

established on a regional, statewide or carrier service area

basis (as the Secretary may determine to be appropriate) for

tests furnished during the period beginning on July l, 1984 and

ending on June 30, 1987." This provision obviates the need for

any additional statutory revisions. Thus, if HCFA feels that the

fee schedules need to be adjusted, it can go to regional, rather

than carrier-wide, schedules. However, if such a change is to

occur, the frequency with which each test is conducted must be

considered and the calculations should be conducted using HCFA's

formula for determining prevailing charges. Frequency must be

considered to assure that the fee schedules will be set at fair

and adequate levels.

Finally, when Congress enacted the fee schedule

provisions, it envisioned a three-year transition to a nationwide7/
fee schedule. Only the first year of that transition has

elapsed, and yet proposals are being discussed to reduce further

fee schedule reimbursement. Given the fact that HCFA has not yet

7/ The adoption of a ceiling on fee schedule reimbursement
could affect calculations of the nationwide fee schedule.
Naturally ACLA is concerned about any proposal that might
affect the nationwide fee schedule in a fashion that is not
understood by the laboratory industry.

- 15 -



492

proposed implementing regulations or corrected its expensive

billing and collection procedures, such proposals are grossly

unfair. If increased Medicare savings are necessary, they should

be obtained by implementing the proposals discussed at Section II

of this Statement.

II. ACLA BUDGET SAVINGS PROPOSALS

Despite ACLA's opposition to the proposed freeze and

fee schedule ceilings, we are sensitive to the need to cut the

federal deficit. Thus, ACLA offers five alternative measures

that, if implemented, would reduce Medicare outlays for

laboratory testing services. These proposals relate to the

amounts that Medicare pays for testing services as well as

incentives that currently exist for physicians to order more

tests than may be appropriate or medically necessary.

First, ACLA recommends that Congress reduce the fee

schedules applicable to hospital outpatient testing from 62% of

prevailing charges to 60% of prevailing charges. Such a reduc-

tion would set hospital outpatient testing reimbursement at the

same level as services provided by independent and physicians'

office laboratories as well as by hospital laboratories to non-

- 16 -
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patients. ACLA has never understood the need for a higher fee

schedule for hospital outpatient testing and believes that sub-

stantial reductions in Medicare outlays could be achieved by

making hospital outpatient testing reimburseable pursuant to the

same 60% fee schedule as applies to independent, physician

office, and hospital non-patient laboratory testing.

In addition to these savings, the proposal is sound

policy as it would result in site-neutral reimbursement, a

concept endorsed by the Administration and long sought by ACLA.

The principle underlying site-neutral reimbursement is that the

same payment rules should apply to all providers and suppliers of

the same service. To pay hospital outpatient testing at a higher

fee schedule than applies to other laboratory testing services is

to provide incentives for the provision of increased services by

hospital outpatient departments. Medicare reimbursement policy

should not provide any incentives that favor one segment of the

market over another. Thus, in addition to achieving savings,

this proposal would place all laboratory competitors on an equal

footing.

For the same reasons, ACLA offers its second proposal

-- elimination of those provisions of the DRA that would end the

8/ "Non-patients" are typically patients of physicians who
choose to send specimens to a hospital for testing. In this
situation the hospital laboratory acts like an independent
laboratory. A "hospital outpatient" is one for whom the
hospital maintains a hospital record and for whom hospital
employees provide a service. Typically, a hospital
outpatient goes to the facility for specimen collection and
has some pre-existing relationship with the hospital.

- 17 -
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fee schedule reimbursement methodology for hospital outpatient

clinical laboratory testing services on July 1, 1987. We

strongly favor repeal of this sunsetting provision contained in

Section 2303(d) of the Act. During consideration of the DRA,

ACLA opposed the sunsetting provisions, as we, like the

Administration, have consistently favored adoption of uniform

laws, regulations and rules applicable to all laboratories,

regardless of the laboratory's site. Thus, we see no reason for

treating hospital outpatient testing differently from testing

services provided to Medicare ambulatory patients by independent

or physicians' office laboratories. Moreover, adoption of this

proposal is likely to yield additional savings. Finally, it

makes no sense to require Congress to reauthorize application of

the fee schedule rbiiubursement methodology to hospital outpatient

testing in 1987.

In addition, current Medicare laboratory policy creates

incentives for physicians to engage in arrangements that lead to

overutilization of testing services.9/ Thus, ACLA's third

9/ That physicians tend to overutilize is confirmed by a recent
report of the Office of Inspector General on "Using the
Computer Against Fraud and Abuse in Medicare and Medicaid"
(May 1985). In reviewing comments of 1300 respondents to a
survey of federal, state and private organizations, the
report identified major program vulnerabilities and observed
that "of the numerous combinations among health care
providers and vulnerability categories, the one most
frequently referenced was excessive services furnished by
medical practitioners and hospitals. Within this grouping
of health providers, the survey respondents identified
inpatient hospitals and physicians most frequently
susceptible to this type of abuse ... " pp. 4-5.
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proposal is that laboratory testing which is performed or

supervised by physicians should be subject to the same mandatory

assignment requirements that now apply to hospital and

independent laboratories, as a result of the DRA.

Currently, hospital and independent laboratories must

accept assignment of Medicare patients' rights to reimbursement

and munt directly bill the Program for those payments. In

establishing these requirements, however, the DRA exempted

laboratory tests performed or supervised by physicians from the

mandatory assignment provisions. This exemption has encouraged

the formation of additional and more extensive physicians' office
10/

laboratories as well as shared service laboratories to enable

these physicians to continue to profit from laboratory testing

because physicians may bill Medicare beneficiaries for services

performed in physicians' testing facilities. This loophole

allows physicians operating office laboratories to charge

uncontrolled prices for laboratory tests with beneficiaries only

10/ A shared service laboratory is a laboratory established by
physicians who do not share a practice but who combine to
form a labcratory to perform testing for the patients of the
physician owners. HCFA has suggested that it may plug this
loophole once it promulgates regulations implementing the
discretionary portions of the DRA laboratory payments
provisions; however, as noted above, these regulations have
not even been proposed.
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11/
receiving from the Program 80% of the fee schedule price. -

Moreover, because the absence of mandatory assignment

requirements applicable to physician's office testing has led to

the proliferation of office laboratories, increased utilization

of testing by those physician lab operators is likely to occur.

There is little doubt that physi Ian involvement in testing tends

to increase utilization because of the financial benefits that

result from such testing. 2/ Needless to says when increased

ordering occurs, Medicare outlays escalate.

Hand-in-hand with the loophole created by the absence

of mandatory assignment is the puzzling fact that Medicare does

not require that physicians' office laboratories comply with any

of the quality assurance regulations applicable to other labora-

tories. Thus, Medicare exempts physicians' office laboratories

from these standards. As a result, the expense that attends

compliance with these regulations does not apply to physicians'

office laboratories, and few barriers to entry exist for physi-

cians wishing to continue earning profits from laboratory testing

services. In addition, because of the absence of any quality

assurance regulation, these physicians' office laboratories may

11/ While this scenario does not result in increased outlays for
the Program, it does injure beneficiaries. Thus, if a
doctor charges a beneficiary $20.00 for a test that is
listed on the fee schedule at $10.00, the beneficiary will
only receive $8.00 from the Program and will owe the doctor
$12.00.

12/ Physicians are in a unique position when they perform
testing services as they control both demand and supply.
The incentives to overutilize are obvious.
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perform at substandard levels creating the potential that disease

will continue undetected. When illness remains undiagnosed, the

costs of treatment, when diagnosis finally occurs, are usually

higher than they would have been had the condition been diagnosed

earlier.

Thus, ACLA's fourth recommendation is that the United

States Congress enact legislation that would require physicians'

office laboratories to be certified by the Medicare Program under

.the same regulations that apply to independent laboratories.

Such a measure would assure that Medicare is receiving value for

the monies it spends on testing performed in physicians'

offices. Enactment of such a proposal would also discourage

physicians from starting laboratories if the principal reasons

underlying the decision to perform laboratory tests are financial

rather than medical.

Finally, ACLA has observed that physicians who do not

want to establish laboratories in their own offices but who do

wish to profit from laboratory testing have been investing in

laboratories (often called "captive laboratories") to receive
13/

profit distributions.-13 In general, these arrangements work as

follows. An entrepreneur decides to offer physicians who refer

laboratory testing the opportunity to invest in a laboratory.

Many physicians are accepting such offers. Then the physician

13/ ACLA is prepared to share with the Committee specific
information about how these arrangements work and how they
are being marketed.
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investors refer their testing to the captive laboratory. The

captive laboratory in turn distributes profits to the-investing

physicians. These arrangements cannot help but induce physicians

to overutilize testing services as the more the captive

laboratory is used the greater the profit to be distributed to the

physician investors. A recent May 9, 1984 report issued by

Michigan Blue Cross and Blue Shield confirms that physician

investment in captive laboratories leads to overutilization. It

concludes at p. 1 that "[tlhe number of services per patient in

the physician-owned lab group is ... 20.97% higher than the

average for all labs and ... 39.65% higher than the average for

non-physician owned labs." Thus, ACLA's fifth budget savings

proposal is that the Medicare Program should disallow

reimbursement to any laboratory for testing services performed on

specimens sent to that laboratory by a physician-investor.'-

ACLA believes that if all five of these recommendations

are adopted, the Medicare Program will experience substantial

cost savings without the necessity of a fee schedule freeze or

ceiling.

14/ ACLA is not the only voice to express concern about these
arrangements. Others include the Federal Bureau of
Investigation, Arnold Relman, M.D., Editor of the New
England Journal of Medicine, the Michigan Medicaid Program,
Region V of the Health Care Financing Administration and the
States of New York and Michigan.
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III. PROPOSAL TO RECOGNIZE TRIP FEES

Under current Medicare reimbursement policy,

laboratories that collect diagnostic specimens from patients who

come to the facility for the collection service are entitled to

receive a 43.00 specimen collection fee from Medicare. Although

ACLA supports this policy, nagging and persistent problems

continue in the specimen collection area. Thus, if a laboratory

sends phlebotomists to a nursing home or home bound patient, the

Program fails to pay for any of the costs associated with the

travel. Laboratories should be reimbursed for the services that

they provide when they must travel to a nursing home or-home

bound patient to collect laboratory specimens. These services

include both transportation and specimen collection, and separate

fees should be recognized for each. The current policy, which

only recognizes a specimen collection fee of $5.00 when one

patient is drawn or $3.00 when multiple patients are drawn, is

inadequate. One ACLA member has calculated that the direct costs

of performing a venipuncture on a nursing home patient is $7.50,

a figure that includes no overhead allocations. Simply stated,

laboratories should be reimbursed more when they employ trained

phlebotomists to travel to the patient to collect specimens than

these facilities receive when the patient travels to the
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laboratory for specimen collection.i-5/ Under the current

reimbursement policy, a laboratory only receives an increased

payment if it collects from one nursing home or homebound

patient. However, if it collects from multiple nursing home

patients, no additional payment is recognized. Obviously a

laboratory incurs higher costs when it must travel to the patient

than when the patient comes to the laboratory. Thus, this

Subcommittee should instruct HCFA to remedy this problem.

In addition, HCFA should be directed to recognize a

supplemental fee for special, non-routine house calls to pick up
16/

specimens. 1 Again, a laboratory incurs costs in employing

persons to travel to a patient even if that employee does not

provide any specific collection service when he arrives at the

patient's residence. Failure to recognize the additional costs

that a laboratory experiences when it must employ persons to

travel to the patient may undercut a laboratory's ability to

provide specimen pickup from nursing home and home bound

patients.

The provision of care to nursing home and home bound

patients is growing rapidly, a phenomenon that has accelerated in

15/ Significantly, drawing blood from elderly patients residing
in nursing homes is often difficult and time consuming,
requiring patient, highly trained phlebotomists. These
phlebotomists must often provide services at odd hours of
the day and night and be available on call for emergencies.

16/ By special, non-routine house calls, we are referring to
those pickups that are not part of the laboratory's routine
courier service.
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response to earlier discharges caused by the DRG-based

reimbursement system applicable to hospital inpatient services.

Thus, ACLA members are experiencing increased requests for

nursing home and homebound collection and pickup services. The

provision of these services is substantially less expensive for

the Program than transporting the patient by ambulance to a

hospital for the provision of the services. Therefore, ACLA

strongly urges this Committee to approve legislation that would

recognize and pay for the increased costs that laboratories incur

when they provide specimen pickup and collection services to

nursing home and home bound patients. The easiest way to

accomplish this goal would be for the Committee to approve

legislation directing that the Secretary pay a reasonable trip

fee based on mileage.

IV. OPPOSITION TO HCFA PROPOSAL TO EXPERIMENT WITH

COMPETITIVE BIDDING

On May 31, 1985, HCFA issued a request for proposal

("RFP") announcing that it intended to initiate a demonstration

pursuant to which Medicare testing services in certain geographic

sites would be procured via competitive bidding. AccordinS to

the RFP, hospital laboratories providing testing to nonpatients

and independent laboratories would not be eligible to provide

covered services unless selected as bid winners. Thus, bid

losing or non-bidding laboratories would be excluded from

participating in the Medicare program. The principal criterion

for selecting bid winners would be price. Reimbursement for
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hospital outpatient testing and physician's office testing,

although available, would be no higher than bid-winning prices.

ACLA strongly opposes this demonstration and urges this

Subcommittee to direct that the RFP be rescinded.

First, as this Committee well knows and as discussed

above, last year Congress replaced Medicare's reasonable charge

reimbursement methodology for laboratories with fee schedules,

slashing per test laboratory reimbursement by an overall 40% and

mandating other significant changes that have substantially dis-

rupted the industry. In the face of the recent and as yet incom-

plete implementation of fee schedule-based reimbursement, use of

competitive bidding, even on an experimental basis, is both pre-

mature and ill-advised. Any knowledge gained by a demonstration

conducted at this time will have little to no predictive value

given the recently modified reimbursement environment. Moreover,

substantial cuts in laboratory reimbursement haie already been

achieved, and additional savings are projected for the future.

Second, when Congress enacted the fee schedule

reimbursement methodology, it sub silentio rejected the

Administration's proposal, contained in its FY 1984 budget

package, that the Secretary be authorized to enter into exclusive

arrangements or utilize volume purchasing or competitive bidding

mechanisms for obtaining testing services for Medicare

beneficiaries. This Committee, like the HCFA laboratory task
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17/
force, discussed above, obviously concluded that competitive

bidding was not an appropriate procurement vehicle and chose the

fee schAdule approach instead. Now, HCFA seeks to ignore the

will of Congress, as expressed in the DRA, and through this

competitive bidding "demonstration," deprive beneficiaries of

their statutorily-guaranteed right to choose their health service

suppliers.

Third, Medicare beneficiaries will be adversely

affected as competitive bidding will not only strip them of

freedom of choice but will also probably compromise the quality

of laboratory testing. Previous governmental use of competitive

bidding has resulted in poor laboratory testing and has even

17/ In its report, the Task Force opted for fee schedule
reimbursement rather than competitive bidding and noted that
it had a number of reservations about-competitive bidding,
including: 1) "the disruptive effect that limiting the
number of Medicare-participating laboratories could have on
the industry as a whole"; 2) the creation of "local
monopolies"; 3) the possibility that it could "result in
higher costs to Medicare in the long run as fewer
laboratories remained in business": 4) the potential for
deterioration in the quality of testing; 5) the probability
that "low-ball" bids would be submitted: 6) the potential
inability of the Program to interest back-up laboratories in
performing at the bid prices in the event that winning
laboratories proved unable to deliver the services- 7) the
likelihood that "physicians dissatisfied with the service of
a winning laboratory or the quality of its results [might]
use non-participating laboratories and thus leave the
beneficiary totally at risk for the cost of lab tests"; and
8) the creation of numerous administrative problems. pp. 23-
24.
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18/
caused several deaths.- Medicare beneficiaries may also be

deprived of testing services should the bid winner experience an

equipment or facility breakdown or be otherwise unable to per-

form. Furthermore, beneficiaries may be deprived of timely

laboratory services and convenient, easily accessible locations

for specimen collection, a particular hardship for the elderly.

Nor will beneficiaries enjoy any offsetting benefits as they

currently have no cost-sharing obligations when their clinical

testing needs are fulfilled by an independent or hospital

laboratory.

Fourth, competitive bidding will impair competition

among clinical laboratories, creating long-term injuries to the

marketplace. Physicians do not split patronage among several

laboratories. Thus, a laboratory bid winner will likely prosper

white non-bid winners will lose both Medicare and non-Medicare

business, possibly forcing them to sell to bid winners or to go

out of business completely. Accordingly, the demonstration will

reduce and eliminate competition, resulting in long-term

distortion of local market forces -- distortions that will last

far beyond the life of the demonstration and that may permanently

impair the competitive environment in the region. Moreover,

reduction in the number of laboratories available to service

Medicare patients may ultimately force the Program to deal with

18/ These tragedies are recounted in the task force report at
p. 23 and in ACLA statements opposing competitive bidding.
ACLA would be pleased to share the information it has on
this subject with the Committee.
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the few laboratories that remain. Those laboratories may be able

to command uncompetitive prices from the Program.

Fifth, the RFP compromises the Administration goal (a

goal ACLA shares) of achieving a level playing field on which

laboratories compete. Thus, non-winning independent laboratories

are excluded from receiving Medicare payments, hospitals may

decline to bid and still obtain Medicare reimbursement, and

physicians are precluded from bidding but can still provide

covered testing services, despite that fact that physicians'

office laboratories remain exempt from Medicare's quality

assurance standards. -This differing treatment discriminates

against independent laboratories and represents poor policy.

Sixth, competitive bidding may also cause increased

hospitalizations. If a physician cannot obtain prompt specimen

collection services or timely test results from a bid-winner, he

may opt- to hospitalize his patient rather than order the service

from the bid-winner.

Seventh, physicians dissatisfied with the bid winner

may open their own laboratories or expand the use of their

preexisting laboratories. As physicians' office laboratories are

exempt from Medicare quality assurance regulation, this response

will deprive the Program of any guarantee that the testing is

reliable, accurate or precise.

Eighth, the administrative costs of the demonstration

will likely be high. These expenses should not be incurred in

this era of cost containment, particularly as there can be no

assurance that the demonstration will result, in reduced Medicare

outlays. ACLA has seen no projections on any savings that might

result from such a demonstration.
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Congress recently instructed Medicare to reimburse

laboratories under new methodologies which promise substantial

savings to the Program. In light of these changes and the disad-

vantages of competitive bidding, ACLA strongly urges that this

Committee instruct HCFA to rescind the competitive bidding RFP.

V. CONCLUSION

In summary, ACLA opposes proposals to freeze or cap

reimbursement pursuant to the fee schedules, particularly in

light of HCFA's failure to simplify its billing and collection

procedures or promulgate regulations implementing the discre-

tionary portions of the DRA's laboratory payments provisions.

Dealing with the Program is expensive. While per test payments

to laboratories have been substantially reduced, the costs of

doing business with the Program have not. If additional savings

are necessary ACLA proposes: 1) reduction of the hospital

outpatient fee schedule to 60%; 2) elimination of the 1987

sunsetting provision applicable to hospital outpatient testing;

3) extension of mandatory assignment to physicians who perform or

supervise laboratory testing; 4) imposition of quality assurance

standards on physicians' office laboratories; and 5) disallowance

of reimbursement for testing referred to laboratories by

physicians who have invested in such laboratories. In addition,

this Committee should direct HCFA to pay trip fees to assure that

nursing home and home bound patients continue to receive needed

laboratory testing service. Finally, this Committee should

direct HCFA to rescind its competitive bidding RFP.

Again, let me thank you for the opportunity to parti-

cipate in this hearing. ACLA would be pleased to supply this

Committee with additional information or respond to-questions.

Thank you.
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STATEMENT OF THOMAS M. ANTONE IV, PRESIDENT, NATIONAL
ASSOCIATION OF MEDICAL EQUIPMENT SUPPLIERS, WASHING-
TON, DC
Mr. ANTONE. Thank you, Mr. Chairman. My name is Tom

Antone. I am the new president of the National Association of
Medical Equipment Suppliers. I am also an impromptu speaker
this morning. Our chairman, Mr. Sandy Linden, was unable for
medical reasons to travel.

As an impromptu speaker, I may fumble, and I will apologize for
that now. As an impromptu speaker, I will probably be brief, and I
assume I don't have to apologize for that. [Laughter.]

NAMES is the largest association representing home medical
care suppliers. We have about 1,600 members. We serve about 2
million patients a year.

One of the businesses we are in is avoiding institutionalization.
We do it through providing durable medical equipment, parenteral
and nutritional equipment, oxygen and oxygen services, walkers,
wheelchairs, and the like, in the patient's home. We also provide
the services that support them.

I have only five points that I want to make this morning, and I
would like to make them for brevity's sake in the context of H.R.
3101 and H.R. 3128, which are of course known to the committee
here and the committee staff. I think it would facilitate our discus-
sion.

Point one deals with reimbursement limitations. Surprisingly
enough, we support limiting reimbursement increases for rented
equipment next year. Obviously, we prefer the Ways and Means
proposal which would set that limit at 1 percent, rather than the
Energy and Commerce that would set it at zero percent, but we
could accept a limitation.

We feel that the 1 percent does the obvious, which is to acknowl-
edge that inflation, while much abated, is at least not totally de-
feated. And 1 percent would help us handle costs that we have in-
curred, that have increased for us, that we just can't control.

We also join the House committees in believing that reimburse-
ment for purchased equipment should not be arbitrarily limited
this year, contrary to the administration's proposed rulemaking of
August 16.

The reason for that, and we join the House in their reasoning, is
that the purchase concept is so new under the program that inad-
equate data exist to set prices with any kind of confidence that
they are equitable.

Consequently, we respectfully request that this committee reach
the same decision that the House committees and the industry
have reached, and to not freeze purchase prices this next year.

We do join the House in support of indexing rental allowances
through the CPI beginning in fiscal year 1987. However, we would
request that purchase allowables not be indexed until fiscal year
1988. The reason for that is the same: Available purchase data are
inadequate. There is an additional reason, and that has to do with
a statistical quirk in the way that the Health Care Financing Ad-
ministration updates its prices every year; that is, they run ap-
proximately 2 years behind.
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The data used for updating reimbursement rates each October
are collected from April 1 of the preceding year through March 31
of the current year. The point of that is that rent-purchase was
only instituted in February, so you would only have February and
March, or 2 months of data, to set prices which would then be in-
dexed in fiscal year 1987 under the House bill.

We believe that is probably inadvertent. They just didn't realize
this statistical quirk was in there. We would ask that you delay in-
dexing purchase prices until fiscal year 1988-the beginning of
fiscal year 1988, to allow collecting at least a year's worth of pur-
hase data.

Point two is on the subject of mandatory assignment. I regret
that we have to oppose it. In a recent sample survey, GAO found
that the assignment rate in our industry is 96 percent. So, it isn't
broken. Why fix it?

Second, in eliminating voluntary assignment rate data, you are
going to take away data which are used by this committee, by the
industry, and by the department in overseeing departmental oper-
ations for the program.

If you feel that you must go with mandatory assignment, we
would ask that you link the effective date to the effective date of
regulations, defining "inherently reasonable" as required by the
House bills and to the effective date of any judicial appeals process
that the committee might see fit to give us, as Energy and Com-
merce would.

I have mentioned inherently reasonable. The House bills would
require the department to define "inherently reasonable" criteria
in regulation. We support that. We hope we can convince this com-
mittee to also support that.

On the subject of Judicial appeals, Energy and Commerce has ac-
knowledged that appeals don't exist under part B of the program. I
think they are also tacitly acknowledging that the department may
be in a position from time to time to take advantage of that.

We would hope that you would agree with Energy and Com-
merce and go along with an appeals provision for us.

Thank you, sir.
The CHAIRMAN. You do very well as an impromptu speaker.
Mr. ANTONE. Thank you.
[The prepared written statement of Mr. Linden follows:]
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PREPARD STATEMENT OF SANFORD J. LINDEN, CHAIRMAN OF THE NATIONAL

ASSOCIATION OF MEDICAL EQUIPMENT SUPPLIERS

Thank you, Mr. Chairman, for allowing the National Association of

Medical Equipment Suppliers (NAMES) to present it's views regarding the

effects of various budget proposals on the Medicare Program. My name

is Sanford J. Linden. I am Chairman of bAMES and cwter of Linden Home

Health Care, Inc., Southfield, Michigan.

NAMES, with a membership of over 1,400, is the largest trade

association representing home care medical equipment suppliers throughout

the country. Our members serve over 2 million patients who are able to

avoid institutionalization because of the availability of medical equipment

ranging from walkers and wheelchairs to oxygen-related items to high-tech

nutritional therapy. Home care equipment suppliers provide not only the

equipment but also the services that are essential to assure proper

functioning and use of the equipment in the home. Most NAMES members serve

Medicare beneficiaries.

The Administration and the House Ccmnittees on Energy and Commerce and

Ways and Means each have made public their positions on issues of vital

importance to the durable medical equipment (DME) industry. These positions

are well-known to the members of this Committee and Committee staff. Thus,

I would like to present our view today using the issues as they see them as

a framework for my remarks.

Reimbursement Limits

The House committees would limit increases in Medicare reimbursement

for medical equipment furnished on a rental basis in FY 1986. Obviously,

the industry prefers the Ways and Means proposal permitting a 1% increase.

As you know, Energy and Ccmerce would provide for no increase at all. in FY

-I--
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1986. While Congress and the Administration have done an admirable job in

controlling inflation, the fact remains that inflationary increases

persist. Under these circumstances, an increase of at least 1% would

acknowledge that suppliers' costs have increased due to factors beyond their

control.

I also want to recall for this Coumittee the fact that the House

committees were silent regarding reimbursement limits for equipment

furnished on a purchase basis in EY 1986. We understand this silence was to

recognize the fact the "purchase" is a new concept under Medicare and

therefore available purchase charge data are inadequate to justify

additional reimbursement limits at this time and that purchase reimbursement

should not be arbitrarily limited this year; rather, the historical method

of upgrading purchase screens should be followed.

NAMES supports this reasoning, but fears that not expressly addressing

this point will encourage HCFA to limit purc '.se as well as rental

reimbursement on the theory that legislative silence means Congess does not

care what actions the Department takes regarding purchase prices. This fear

is borne out by the fact that subsequent to the drafting of the House bills,

HCFA published a Notice of Proposed Rule-making (NPI44) expressing its

intent to freeze all DME reimbursement for FY 1986 at FY 1985 levels. (See

August 16, 1985 Federal Register at p.3324.) The Department, of course,

knows Congress is currently debating this issue, but reasons it can move

more rapidly than the Legislative branch.

Under these circumstances, we urge the Finance Ccmmittee to incorporate

-2-
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bill and/or report language expressly stating its intent that reimbursement

for equipment furnished on a purchase basis in FY 1986 be determined in

accordance with prior law and without arbitrary application of inherent

reasonableness. NAME believes this request is consistent not only with the

intent underlying limitation of rental prices only, but also with other

House proposals which would limit the Secretary's authority to apply

"inherently reasonable" in an across-the-board fashion.

The House bills would also cap increases in rental and Eurchase

reasonable charges at the Consumer Price Index (CPI) for FY 1987 and later.

NAMES understands the rationale regarding rental reimbursement, but requests

the Ccmittee to consider the practical effect of indexing purchase charges

as early as FY 1987. In this regard, it is important to remember that FY

1986 charges are set based on data collected between April 1, 1984 and

March 31, 1985. Since the purchase concept was only introduced in February

of 1985, this means there will only be three months of purchase data

underlying FY 1986 purchase allowables which the bills would then index to

the CPI in EY 1987. Under these circumstances, NAMES respectfully requests

this Committee to delay indexing purchase charges until FY 1988 in order to

allow development of an adequate purchase data base before indexing

commences. In other areas of the House bills, the Comittees adopt this

rationale, and we believe omitting it in this context may have been

inadvertent.

Energy and Ccmmerce alone would freeze both rental and purchase

reimbursement for all oxygen and oxygen-related equipment., As a

consumable item, oxygen itself has always been purchased; thus, NAMES agrees

-3-
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ample data on purchase charges are available. However, parchase charges for

oxygen-related equipment are by no means well established since the purchase

concept is so new. Energy and Commerce seem to acknowledge this fact in

freezing reimbursement for DME furnished on a rental basis but not for

purchased equipment. Consequently, NAMES requests the Finance Committee to

correct this oversight and treat purchases of all equipment in accordance

with the general principal that purchase prices for equipment should not be

arbitrarily limited in EY 1986.

Mandatory Assignment

Energy and Commerce and Ways and Means both would require mandatory

assignment of all [E claims. NAMES understands and supports the

Committees' apparent goal of protecting beneficiaries, but requests the

Finance Crandttee to consider the following facts.

GAD reports that the rental assignment rate for D in the areas they

studied is an impressive 96%. Despite the cutbacks and trauma of the past

year, there is no evidence the assignment rate has diminished. This

suggests that competition-rather than reimbursement levels alone-drives

decisions on whether to accept assignment. The DME industry has always been

intensely competitive and is becoming more so. Under these circumstances,

empirical data simply do not document a need for this provision. If it

isn't broken, why fix it?

But there is a more compelling reason for questioning not only the need

for, but the wisdom of this provision. Assignment rates are an extremely

-4-
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sensitive measure of the actual effects of decisions implemented by Medicare

policy makers. As such, they have always been closely watched by industry

and the Department. Under previous Administrations, actual initiatives were

launched to increase assignments when rates declined noticeably. We

understand Congress also uses this measure in exercising its authority to

oversee Medicare operations. Imposition of mandatory assignments is thus

not only not necessary given current competitive forces in the industry and

a 96% assignment rate, but would eliminate a key indicator currently used to

assess program administration in the future.

NAMES urges this Committee to consider the need for and wisdom of

imposing omadatory assignment. At the very least we respectfully request

that the effective date of mandatory assignment be tied to the effective

date of the inherently reasonable regulations which would be required by the

House CO)=ittee and hopefully this Comittee, and the effective date of

the changes in Medicare appeal rights contemplated by the Energy and

Comrce Comittee and, again hopefully, by this Committee. At a minimum,

such linkage is necessary to impose some restraint on the Department's

demonstrated propensity to act arbitrarily, confident that assignment rate

data will not be available to second guess its decisions.

Inherently Reasonable

Ways and Means and Energy and Commerce would wisely place procedural

and substantive limits on the Department's ability to utilize "inherently

reasonable" in an arbitrary, across-the-board fashion. We earnestly urge

this committee to take a similar approach. The Department's August 16,

1985, NPWI freezing all DME reimbursement, 4nd Transmittal 1115 (dated

August 1985), confirm the need for this provision to protect both

Congressional prerogatives, beneficiaries, and the DME industry. However,

both--coupled with earlier Departmental actions affecting D*' and physicians

alike-also suggest that report language accompanying these provisions
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should be specific enough to ensure Congressional intent is carried out.

NAMES respectfully requests the opportunity to work with Cosmittee staff to

develop such language.

Apeal Rights

At present, suppliers and providers under Part B of Medicare have no

right to seek any independent review of Departzental decisions affecting the

livelihood of the industry and beneficiaries' access to needed services.

Energy and Commerce has proposed a modest expansion of appeal rights in

certain tightly constrained circumstances. NAMES supports this approach

and respectfully urges this Committee to do likewise.

Alternative Reimbursement Methodology Study

GAO's recent final report and continuing problems and increased

administrative costs associated with implementation of rent/purciase demand

renewed Congressional scrutiny of alternatives to the current reimbursement

methodology for DME.

NAMES urges the Committee to require the Department to study and report

to Congress regarding such alternatives. In lieu of the Department-whose

enthusiasm for performing Congressionally-mandated studies has occasionally

been questioned-the Ccmittee might cxxider requesting ProPAC to conduct

such a study.

This concludes my prepared remarks Mr. Chairman. -Are there any

questions I may try to answer?

Thank you for this opportunity to address the Committee.
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The CHAIRMAN. Gentlemen, I have no questions.
Fortunately, you had your testimony in ahead of time, and I

could read it, but I do appreciate your patience this morning in
staying here with us as we went through this rather long, long
hearing.

We are adjourned.
Mr. ANTONE. Thank you very much.
Mr. O'NEIL. Thank you.
[Whereupon, at 12:30 p.m., the hearing was adjourned.]
[By direction of the chairman the following communications were

made a part of the hearing record:]

i
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DEPARTMENT OF HEALTH & HUMAN SERVICES Offt of tS4teagey

Wahingion 0 C 20201

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

Dear Mr. Chairman:

Enclosed are responses to questions submitted for the record
by Senator Heinz at Secretary Heckler's September 12, 1985,
appearance before your committee. We are providing a copy of
the responses to Senator Heinz as well.

Please forgive our tardiness in responding and do not hesitate
to contact me if we can be of further assistance.

Sincerely,

Patricia Knight L
Acting Deputy Assistant Secretary

for Legislation (Health)
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Q. What criteria will be used for selection of the 10 intermediaries
to administer the Medicare SNF benefit? It seems in the past
that intermediary evaluation and selection has been weighted by
such factors as the number of claims denied and the number of
dollars not paid out by the Medicare program.

A. Denial rates and dollars denied have never been used by HCFA as
criteria for designation of intermediaries. Should the proposed
legislation be adopted, the following type of criteria would be used
for the selection of the 10 or fewer intermediaries:

o Performance as measured by Contractor Performance
Evaluation Program, with particular attention given to those
elements specific to skilled nursing facilities;

o Beneficiary service performance;

o Audit and reimbursement program;

o Effective medical/utilization review program;

o The ability to absorb the additional workload, both providers
and bills, without a decline in performance;

o An effective provider training and communications program;

o State-of-the-art systems capability with flexibility to accept
bills in a variety of telecommunications modes;

o Aggressive electronic media claims marketing; and

o Bill payment unit cost near or below the national average.

Q. What assurances can you give us that factors related to the ability
of intermediaries to act in the best interest of the beneficiaries
will also be given serious consideration?

A. Extensive evaluation of beneficiary services is included in the
Contractor Performance Evaluation Program (CPEP) and will be
an integral part of the selection process. Areas evaluated in
CPEP include the accuracy and readability of responses to
beneficiary inquiries, the timeliness of such responses, whether
accurate reconsideration determinations are made, and whether
appropriate and readable notices of reconsideration decisions are
furnished to all appropriate parties. In-addition, contractor toll
free telephone service is evaluated for responsiveness to
beneficiary inquiries.
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Q. Isn't it true that there are tremendous regional differences
between decisions made among intermediaries and even
differences between decisions made by the same intermediary on
identical cases. Isn't it true that even without these differences,
recent changes in discharge reviews have led to increased denials
in SNF admissions?

A. Medicare regulations and coverage guidelines for skilled nursing
facility (SNF) level of care form the decisional framework for all
fiscal intermediaries (Fis) when reviewing SNF claims. As a
method of providing flexibility for legitimate differences in
medical opinion, however, Fis have discretion in rendering
individual determinations within the parameters provided by the
regulations.

Experience shows that medical practice varies from region to
region. The current approach to claims review is more sensitive
to variations in local patterns of medical practices and to the
availability of different types of services than to stringent
national requirements.

Cases reviewed are seldom "identical" because the individual
patient's condition and reaction to treatment are unpredictable
and variable. Therefore, the decisions made by Fls on such cases
may vary from one region to another, one Fl to another and even
from one reviewer to another within the same F) depending upon
the unique circumstances found in the individual medical records.

Although there has been no change in the coverage policies for
SNF care, with the implementation of the prospective payment
system (PPS) on October 1, 1983, there was a change in the level
of review requirement for SNF claims. The Fis were instructed to
review all admissions to hospital-based SNFs and 30 percent of all
admissions to free-standing SNFs from PPS hospitals to assure
that beneficiaries were not prematurely discharged from an acute
care hospital. This change in the level of review effort has not
resulted in increased denials in SNF admissions. The national
denial rate for fiscal years 1982 through 1985 has remained fairly
constant:

FY 1982 - 33.5 percent
FY 1983 - 30.6 percent
FY 1984 - 31.9 percent
FY 1985- 31.1 percent



519

Q. Also, since home health agencies recently underwent a major
change in administration of the benefit to only 10 intermediaries,
wouldn't you agree that the waiver of liability should be retained
for home health agencies until they have more experience with
benefit delivery under these intermediaries?

A. The Department will be taking into account the new configuration
for reviewing HHA claims. It will consider what impact this
transfer of the HHA claims review responsibilities for
freestanding HHAs to ten regional intermediaries will have on
HHAs in reaching its decision on the regulation.

2. Q. The original proposed regulation that would have eliminated the
waiver of liability on SNFs, home health agencies, and hospitals
was pulled pending the conclusions of a HCFA task force that was
asked to investigate the issue more thoroughly and reach some
conclusions. As I understand it, the conclusions reached by this
task force were that while the waiver of liability should be
eliminated for hospitals, it should not be eliminated for SNFs and
HHAs. Dr. Davis, as I understand it, has acted to implement the
task force's recommendations. Why, then, more recently was it
decided again that the waiver of liability would be eliminated for
all three types of health care providers?

A. The task force was assigned responsibility to explore the
background of the issues, to bring together available data, to set
forth the options and then to present them for consideration, not
to make specific recommendations. At this time the options are
still being studied.
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Q. On what rationale was the .proposed regulation that would
eliminate the waiver of liabiilty based?

A. The proposed regulation would not eliminate waiver of liability
for providers. It would only eliminate the criteria that, if met,
make a provider of part A services eligible for a presumption that
it did not know or could not reasonably have been expected to
know that the services it furnished would be denied by Medicare
as not medically reasonable and necessary or as custodial care.
While there would be no automatic payment to facilities with a
"favorable presumption" for noncovered care, HCFA would
continue to make program payment under the waiver of liability
provision based on a case by case analysis of the circumstances to
determine whether or not the provider knew or had reason to
know of the noncoverage in the particular case.

The proposed regulation reflects the Department's efforts to
reduce payments made for noncovered services (that are not
medically reasonable and necessary). The recommendation for
this proposal was included in a GAO report (GAO-HRD-83-38)

,which recommended that HCFA establish more stringent
requirements for determining waiver of liability for part A
providers. It is believed that providers who have participated in
the program over a period of years should generally know which
services are covered and which are excluded. Use of the
presumptive mechanism, established as an administrative device
in 1973 when the program was relatively new, is no longer
justified.
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3. Q. In proposing and implementing the rule that reduced
reimbursement to home health agencies as of July , 1985, the
Department stated its belief that home health agencies are
currently operated in a very inefficient manner. What evidence
do you have of this inefficiency?

A. o The upper limits on Medicare payment for home health
agency (HHA) services that were effective July 1, 1985 do
not reduce reimbursement to agencies.

o Since these are upper limits, not rates, and payment is based
on the lower of reasonable cost or the limits, the amount of
payment for most services delivered by HHAs will be
unaffected by these limits.

o The limits are established at 120 percent of mean cost, the
most generous level we have ever allowed for mean-based
limits.

o The original mean-based percent limits for hospitals and
SNFs were established at 115 percent in 1979, and reduced to
112 percent in 1980.

o The SNF limit is now set at 112 percent by statute.

0 We did not state that home health agencies are operated in
an inefficient manner in the Federal Register notices
proposing and implementing the July 1, 1985 limits.
Moreover, we specifically recognized the existence of well-
managed agencies that are "...able to provide services
consistently at a cost below the limits for each service they
offer" (50 FR 27737, July 5, 1985).

0 However, while almost 65 percent of the 12,142 services
offered by the 2,824 HHAs in our data base are provided at a
cost below the limit for each service, and over 80 percent of
the services have a per visit cost less than $10 above the
applicable limits, we encountered a number of agencies with
disconcertingly high per visit costs for some services.

o For example, the 82 high per unit costs for skilled nursing
that were excluded from the costs used to establish the limits
covered a range of $117 to $699. These are the average costs
incurred by these HHAs, over an entire year of operation, for
a visit that averages less than I hour.

o By comparison, the per diem routine service cost limitation
for an SNF is approximately $60. This $60 covers the cost of
the room, meals, laundry, housekeeping, 24-hour nursing care,
and all administrative expenses.

o We believe this is evidence of inefficient operdtion. Each of
the other services in our data base contain per visit costs as
extreme as the abovyt example.
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4. Q. A provision to freeze durable medical equipment purchase charges
was included in the August 16, 1985 HHS proposed rule to limit
reimbursement of Medicare nonphysician services. Has HCFA
reviewed the current purchase charges that would be frozen to
assure that they are (1) statistically valid? (2) the data collected
in 1983 to set the current charges is not out-of-date or an
erroneous mixture of new and used purchase charges? Has HCFA
considered the effect of this regulation on Medicare
beneficiaries? Would it be possible for HCFA to submit a carrier
by carrier analysis of these points for at least four inexpensive
and five expensive items of durable medical equipment?

A. In terms of new DME, we are only applying this regulation, that is
freezing and subsequently limiting increases in Medicare
reimbursement, to items and services when actual charge data
have been used. Therefore, in cases where price lists and other
information (other than actual charges) were used to determine
Medicare reimbursement, these items and services are not frozen.
Each year, Medicare carriers update the customary and prevailing
charge screens in order to calculate the Medicare reasonable
charge. A part of this update process is to assure that all charges
made for items and services are included in the calculation of the
charge screen. Other than errors in the calculation, we assume
that the charges we receive from suppliers are statistically valid.

The data used to set current charges is based on actual charges
submitted for services and items provided during the period April
1, 1984 through March 31, 1985. Also, data on new purchases and
used purchases are treated separately. Moreover, according to
our instructions, a prevailing or customary charge based on
information other than actual charges, such as price lists, is not
limited by this regulation.

With regard to the impact of this regulation beneficiaries, HCFA
has considered the effect of this regulation on Medicare
beneficiaries. In fact, a specific section (D) in the preamble is
devoted to the impact on beneficiaries. We have concluded that
it will be impossible to fully develop and quantify the impact of
changing assignment patterns since it would depend on the future
behavior of suppliers; that is, whether they will be motivated to
change their billing practices. Nevertheless, we believe that
while some suppliers may impose a-.ditional charges on
beneficiaries, overall, we believe, the restraints on
reimbursement will be economically beneficial to patients thru
lower coinsurance. While it might, of course, be possible to
conduct a carrier by carrier analysis of these issues, we have no
plans to do so.
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We don't believe that this .type of survey will alter our conclusion
that nonphysician services, which have been virtually
unconstrained since the beginning of the program, should be
subject to some limits as to the rate of which reasonable charges
will be permitted to increase each year. As our analysis in the
preamble to the regulation noted, from 1979 to 1983, these
services, as a percentage of the Medicare part B reasonable
charge payment, have increased from 6.8 percent to 9.1 percent.
In part we attribute this increase to a lack of control or
limitations on charges for Medicare part B nonphysician services,
supplies and equipment.


