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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 FiNnaNce CoMMITTEE TO BEGIN WoRk oN DEeFiciT 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 resotution
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 Comniittee 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.

(88}



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:? (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 emploi'eee;
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.

v

! 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.

* Discussion of the proposed increase in Pension Benefit Guaranty Corporation (PBGC) premi-
ums is included in the Finance Committee staff pamphlet, Background Data on Fiscal Year 1986
Spending Reduction Propoeals Under Jurisdiction of the Committee on Finance (S. Prt, 93-19),
September 1985,

)



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 (P.L. 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 Disabilitg'eTrust
Furd.* 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 &:_roposal 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 Commniittee
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
refresents 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.

3 On the earlier of January 1, 1996, or any January 1 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).

* Revenues from so-called “'penalty” excise taxes on certain activities (e.g., self-dealing, excess
g‘ont;ibutionsl of black lung benefit trusts also are automatically appropriated to the Trust

'und.

$ Testimony of Susan Meisinger, Deputy Undersecretary for Employment Standards, Depart-

ment of Labor, before the House Committee on Ways and Means, June 19, 1985.
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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 ayments trative on
tax un pay expenses advances
(deficit)

92.1 1.2 18.9 76.8 35.3 i

221.6 1 4008  582.0 32.1 1.7
272.3 .., 5358  T21.7 34.2 52.5
236.6 ............. . 55648 6443 36.6  109.5
490.7 3 2830 5782 358 160.6
493.7 3 35678 6231 348 1933

518.5 4  346.1  594.2 36.6 2345
2,325.5 23 24972 3,820.5 2446  748.1

Source: Fourth Annual Report on the Financial Condition and Results of
Operations of the Black Lung Disability Trust Fund (Department of Treasury,
Seg;. 30, 1981), and Budget of the U.S. Government Appendixes for fiscal years
1934, 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 Ceiling
T
Calendar year(s) | undecl;)g:;)und surf:’c( eo:oal f;ﬁf::i';%cg
$1.50 $0.75 - 6.0
$1.60 $0.80 6.4
$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. ’



2. Customs Service Fees and Compliance Measures
a. Customs Service fees

Present Law

The U.S. Customs Service does not currently have the general
leial 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 passerﬁers 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 foreiin 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.

Admiristration Proposal

Both the House and Senate Budget Resolutions contained a pro-
to authorize the toms Service to assess a fee for process-
Ing common carriers, 'mase vs, and commercial import arrivals
in the United States. The Administration has testified® in support
of allowing the Customs Service to assess fees on virtually all
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 (H.R. 3128)

H.R. 3128, as reported by the Committee 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 ngers ar-
riving on commercial aircraft trains and vessels (§1 for contiguous
coun:rges; 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 r the date of
enactment, and remain in effect for a three-year period.

¢ See testimony of U.S. Customs Service (Robert P. Schaeffer, Assistant Commissioner, Com-
mercial Operations, and Michael H. Lane, ty Assistant Commissioner, Office of Inspection
and Control), before the House Committee on Ways and Means, June 19, 1985

()
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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.?

Ways and Means Committee Bill (H.R. 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
3éyear 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.

7 See also Customs Service testimony referenced in Note 6, supra.



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
pr:fram 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 compensation 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 Unempioyment 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.

ere is no automatic mechanism in the law to repa‘{ 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 repaxment.

The Railroad Retirement Solvency Act of 1983 established a re-
g:yment 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 ltax 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 ap&ly 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.

©)
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19§?e Administration proposal would be effective on October 1,

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...........ccccevevvunrennene -3 3 10 10
Total.......cccounicrnrneriniineene 143 160 11 474

Ways and Means Committee Bill (H.R. 3128)

Under H.R. 3128 as reported by the House Con:mittee on Ways
and Means, the railroad unemployment insurance system would
modified in the following respects, eflective on October 1, 1985.

(1) The loan repayment tax, scheduled to begin on July 1, 1986
at? 121-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......cccooceeevrviecnrnnnne 2.0 2.3 2.6 2.9 3.2
Ways and Means Committee
131 ) O 4.3 4.7 6.0 29 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. 3128

{In millions of dollars)

Fiscal year
1986 1987 1988  1986-88
Ways and Means Committee
131 | USRI 101 98 199




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
ainount 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(fX3) 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 receispts by $34 million in 1986, $62 mil-
igon in 1133(’)7, $65 million in 1988, $65 million in 1989, and $63 mil-
ion in .

Ways and Means Committee Bill (H.R. 3128)

H.R. 3128, as reported by the Committee on Ways and Means, in--
cludes the Administration proposal on the tax treatment of rail-
road retirement benefits.

@ -
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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 135,254 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 I 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.®2 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

8 See testimony of James Owens, Deputy Commissioner of the Internal Revenue Service,
before the House Committee on Ways and Means, June 19, 1985.

()]
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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 Disabilii‘:{ Insurance program
(commonly refe 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

overnments were covered by social security. Under the law, a

tate 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
gfreements between the State and the Secretary of Health and

uman Services. Coverage can be provided even when the State or
local government already has a retirement sgstem 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
ocal 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 maiontg 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 by 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 aFg}ied 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. 32

[In millions of dollars)

Fiscal years
1986 1987 1988 1986-88
OASDI revenues..........coveveevrevinene 192 692 1,124 2,008
HI (Medicare) revenues................ 1,524 2332 2,390 6,376

Total....covviviniiriirnnaenna, 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. 3128

{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........c.ccoerrnene 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,
%816 bliélsign in 1987, and $7.6 billion in 1988, or $15.7 billion for

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.

(16



17

STATEMENT OF SENATOR DOLE

FINANCE COMMITTEE BUDGET HEARINGS

Mr. Chairman, these hearings are an important step toward completing 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 daugﬁters 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
ales in comparison to the revenues raised by our government each year, we are no
onger 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 particiﬁate 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 emplogment. 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 urity during
all of their working years.

This inequity puts a financial drain on the system. This is esggially true in the
case of the Medicare hospital insurance portion of the Social urity system be-
cause the benefits are the same for everyone who is entitled. So it doesn’t seem en-
tirely fair to me that emplog:ces 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

ush comes to shove, I can l\fo along with new hires being required to participate in

th Social Security and Medicare. However, 1 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, hosgi-
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.

ough understantdable, the decision to terminate GRS is a particular{ 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 a?o.

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 sharin%l 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 b\zggetary 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 'frogram
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 muat assure that General Revenue
Sharing fulfills its funda.nental 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 Wi1SON

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 cen-
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 1
agree that corrective actions may be necessary to strengthen the Medicare system, 1
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 miilion 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 heen 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 entitlemnent 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
fslt?:ti gate for Federal mandates in areas that have typically been reserved for

s,

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
ﬁear 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 Sccial 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 b
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-
thing else. Therefore, tﬁe 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 band-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——

FT}cli% CHAIRMAN. Because of the surplus in the Social Security
und?

Senator DURENBERGER. 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 4% 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 cu:cent program, witg 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-
tn;gnt associations in the past. They may be ready to consider them

ay. :

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 ?reat 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 of‘their 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 1 hope that others will tend to feel the same way about it
when the time comes.

The CHAIRMAN. Any :.her opening statements?

{No response.]

The CHAIRMAN. If not, we will start with our first witness. Sena-
301;1 Kerry. There he is. Good to have you with us this morning,

ohn.

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 mucn, Mr. Chairman.
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I appreciate the opportunity to testify before the Finance
Ccmmittee. 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-
in%the impact on the Commonwealth of Massachusetts.

he CHAIRMAN. That will come right behind your testimony.

Senator Kerry. I thank you very much.

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 aiain 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.

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, 1 wou[ld like to simply call to your attention—I
can’t speak for all the other Staties, 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.

e 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-
a:;lipntwit respect to what program we would have to adjust or not
adjust.

Angd 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 accor:plish what the
Federal Government 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 uncolleeted 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

MB. CHAIRMAN - I appreciate the opportunity tc¢ 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 %, 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 imb%ct 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 éite 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 V
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 Sccial 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 O - 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
thch 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 congfés%véhis 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
additional 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 seém 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

M{CHAEL 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 oppositicn 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 employues.

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 and 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 employces and the
social security payroll tax for all new hires. Likewise, the
affected state and local employees would contribute an egual
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 og these proposals
would have a disproportionate fiscal impact on 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 systenm.

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 Lthe next few years as new employees enter the state and

<o
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local work force. 1In 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 lst 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
medicare/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 $8.4 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 elimination
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. 1In
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. Since
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 buc 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 legislatjvff attempts aimed at expanding
medicare/social security cover, to state and local employees,

si

Mippael S. Dukakis
Gowernor

MSD:MN/dw

Attachments
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MEDICARE AND BOCIAL AKCURITY

Iapeact of adding all Masaachumetta State snd Locsl Bmployees to
Hedicatve cffective January 1, 1986 and sll new Btste ond Locel
Boployues to Bocial Eecurity effective Jenuavy 1, 1986.%

1986 1987 1988 198¢ 1990 TOTAL

RTATE

Maddaara 22 23 M 24 M ’ 25 M 26 M 120 M
Socisl

Securicy iy 11 M 22 M 38N 46 M 117 M
Taral 25 M 34 M 46 M 60 M T2 237 ¥
wear
Madicare 51 M 53 M S5 M S8 N 61 M 278 H
faonial

Becuricy 4 M 14 M 5 M 3T M 51 M 131 M
Total 55 M 67 M 860 M 95 M 112 N 409 M
TOTAL

Medicare 73 M 76 M /9 M U3 M ¥/ o JPE M
Soctal

Sucurity TH 25 M 47 N 72 M 97 M 2348 N
TOTAL 80 M 101 é 126 M 155 M 184 M 666 M

wPraparad by Covernor'e O€fice of Federal Relations in conjumetion with'
the Executive OFfice of Adminietretion and Pinanse, The peyroll

nunbers used in celoulating these coOte aTs Ddesed on actuerial

eatinatens preparad by tho Nseaachusstts Retirement Law Comwsteslon,

**Coete are calculatad on calendetr year hpois,
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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 agains: 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 (1f applicadle).

Specific Property Tax Rate Limit: same as above, except the specific rate
lioit refers :o limits on individual types of local governments (i.e.,

separate limits for citles, counties, etc.) or limiis on narrowly defined
services (exciuding debt).

Proper:ty 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 Revenue Limit: refers to the total amount of revenue, both from
property and nonproperty tax sources, that a3 local goverament is allowed
to collect during a fiscal year.

General Expendfiture 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 fincrease inm operaiing
- expenses. . ) A . .

" Limits on Assessment Increases: by limiting {ncreases in assessments,

" taxpayers are protec:ed from escalating tax bills caused by appreciating
property values. This forces local Jovernments to {ncrease tax rates
for needed additional revenue, rather than rely on this autoratic revenue
windfall caused by rising property values.

Full Disclosure or Truth-in-Property Taxation: refers to a procedure
designed to prowoie public discussion and political accouniability
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 ];;roposal 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.

I ;'ou 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,
?nd leave the States with all the people who are getting the bene-
its.

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
%Ocertain standards that have served this country very well for

years.

Senator KErry. Well, I thank you for that comment.

If T 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 bud‘éet, 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
Jjust 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 1
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-.



43

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-
lovy(ilng 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 uistate 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 Securitﬂ 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-
{)ce will lead to earlier and more efficient collection of these contri-

utions.

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. :

nder 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 Securitg benefit pur-
?ot:es would continue to be taxed the same as Social Security bene-
its.

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 CuAaIrRMAN. 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. RoLLysonN. That’s correct, Senator.
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Senator MircHELL. 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 MircHELL. 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 MrrcHELL. 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 reducin
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 Internaf) 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
preferg’nces and not reduce the rates to the level contemplated,
isn’t it’

Mr. RoLLYSON. Sure, it is.

Senator MircHELL. 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. RorLLysoN. 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 Lefore 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 CaHAIRMAN, Thank you.

Mr. RorLysoN. Thank you.

The CHAIRMAN. Any other questions?

{No response.]



47

The CHAIRMAN. If not, thank you, sir.
[The prepared written statement of Mr. Rollyson follows:]
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STATEMENT OF
MIKEL 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. Pees 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 mgrning in support of certain user fees.

DISCUSSIN

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. 1In general, thel manufacturer or importer is
liable for these taxes when the products are removed from the
factory or released from customs custody. he 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, 198S.

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 quintiie of the
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population with the lowest income, but are only .4 percent of the
income for the quintile of the population with the nhighest
ncome.

*

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 excisz 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 regquired 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 {s 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 taxes they
currently withhold, and states would no longer be liable for
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 1 benefits") are subject to Pederal 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 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 | 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 propcsal.
Benreficiaries of the Railroad Retirement system should receive
the favorable tax treatment afforded social security benefits to
the extent their tier 1 benefits are egquivalent 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 1
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
gocial security benefits, but should be taxed like all other
private pensions.

* * L]

This concludes my prepared remarks. I would be happy to
respond to your questions.



51

The CHArMAN. 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. Utcorr. Thank you, Mr. Chairman. I will do that.

The CHAIRMAN. Thank you.

Ms. Utaorr. 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 responsibie
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-
'cllge increase in liabilities to over $185 million a year over the next

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.
$7F£‘_’i51ally, administrative expenses add another dollar for a total of

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 bankruptey 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 bankruptey 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.

V\lle 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 CCRPORATION
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, 1If 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 ﬁremium 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
(éuly 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
grown.

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 Reguest

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 perind 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
Tatio 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. 1In
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 RBEFORMS
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 wiil 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 {s 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 qesperate
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 nced 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. 1 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. UrcorF. 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. UTGorF. Yes.

The CHAIRMAN. Do you want to comment on it?

Ms. Urcorr. 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 CRAIRMAN. What do you think about the sunset? Assuming
we made the reforms, what do you think about the sunset?

Ms. Urcorr. 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 MrtcHELL. No questions, Mr. Chairman.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Good job. We are glad to have you with us.

Ms. Urcorr. 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
istgprpvement. These fees would be administered by the Customs

rvice.

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
il_ﬁloading of commercial cargo, such as repairs, bunkering, and the
ike.

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 ofp 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 1o 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 8.3 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 TRE
COMMITTEE ON FINANCE
SEPTEMBER 11, 1985
ALFRED R. DE ANGELUS

DEPUTY COMMISSIONER OF CUSTOMS

Mr. Chafrman, 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 impocsed on imports, exports, and domestic cargoes.
A simiiar fee would be imposed on cargo utilizing Great Lakes
navigatién 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 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 weekz. 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.



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. Fiftéen seaports accounted
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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 covers only the costs of providing services

" and does not include enforcement initiatives from which

all benefit;

- 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. 1In 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 linrkage 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, ie 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
[
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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 auth9tization, which would allow Customs to charge for
maintaining a Customs presence at ports in which the activity level
is below & 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.

1 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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buring 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.".
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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 nc: 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 'Great 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 Clajr 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 and
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.

ST T T T T T T T T
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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.".

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){1l) 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.".

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

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

Sec. 8l1(a)(5) is amended by striking the first sentence

and inserting in lieu thereof the following:

6.

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

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).".

Sec. 8l2(a)(3) is amended to read as follows:

{3) The Secretary of the Treasury shall be the trustee
of the Trust 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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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.".

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 --

"(1l) 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 &f commercial
cargo loaded or unloaded in coastwise or domestic
trade.,

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

"(1) 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.".

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.

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

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 rcgulations 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 -~

"(1l) 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 8l16(a)(2) shall keep
all records relating to transactions under this title.".

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--

"(l) 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)(1l) 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 subsection (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
817(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.”".
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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 Trage) is amended by redesignating subsection
(j) as subsection (k) and inserting a new subsection (j)
as follows:

"(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 --

'(1l) 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

'(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:
'y 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
pa&,them.

hiy should someone passing through Customs have to lggy 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-
i:ent over the past 10 years. Our workload has grown phenomenal-
y.
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 Corgress—demanding or requestinigreat-
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
pa&the user fee.

r. DEANGELUS. 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, everybod lpays the taxes to finance the
operation of the Customs Service. (5vn y 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 a%encies 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 Kave 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 MrrcHELL. 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 T'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 MiTrcHELL. 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. 83—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. DEANGELUSs. 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 ;)ort,s which have
not received any such funds since January 1, 19767

Mr. DEANGELUS. We will be happy to get that information.

Senator MircHELL. 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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L'ST OF FEDERAL NAVIGATION PROJECTS DEEPER THAN 14 FEET WITH NO 0&M EXPENDITURES SINCE
FISCAL YEAR 1977

[Tonnage and dollars in thousands)

Total ¥

Project 1981 tonnage lo ﬂ%‘yggx
1977

Metiahatla HarDOr, AK............ccc. cooovcccmmmenissoinrscccerensanmress et st ccssssassesssssassssssnnns 11 $50.5
Thames River, CT 425.5 1,422.6

Wilson Point, CT 0 0
BEVEIIY, MA .......oooooooooecocemiimmrensssss s+ eoveasranes - et stasas S sttt e 322 16.8
Crossrip Shoals , " 214 54.3
Dorchester Bay, MA....... 0 3019
Lynn Harbor, MA 0 239
Nantucket Harbor, A ....... . . 339 104.9
New Bedford & Fairhaven, MA 171.3 709.0
Potlock Rip Shoals, MA.... ..ccooooorrmecrorrrooosvissmssssnssseesesssssssssennes s 0 846.6
Salem Harbor, MA...... .....oooooovremmrierreric e 1,228.2 350.3
Seekonk River, MA 0 7932
Vineyard Haven Harbor, MA . 748 8.7
Weymouth Back River, MA....... 0 12
Belfast Harbor, ME .............cooccconvvrccrmmnrnicicssscrssssssnressmnes s s ssssssssstssssssssssseseess 1oosse 305 2244
Cape Porpoise Harbor, ME 0 3479

Deer Island Throughfare, ME......... . 0 0
Rockland Harbor, ME 40 4528
Searsport Harbor, ME . 1,079.0 23.0
Stockton Habor, ME 0 23.2
Tennants Harbor, ME 0.7 133
Grays Reef Passage, Mi..................... 5,194.5 646.7
Little Bay Denoc-Gladstone, MI 185.4 54.1
- Mantua Creek, N coocccoorocoreecnrnreecceeccsnisinnnc e 0 3393
Port Jefferson Harbor, NY 34943 359.3
Multnomah Channel, OR 0 6.1
Newport Harbor, Ri 161 948
Providence River and Harbor, Ri 6,731.5 3,755.6
Little River Creek, VA 0 4420

St Thomas Harbor, Vl...........ooovecvmeiieiicrns s sssscosecensmmsimmsecsesessassessns o 3122 0
Olympia Harbor, WA 259.2 6516
Port Gamble Harbor, WA 99.4 514
Port Orchard Bay, WA 9 127

Total ‘ 19,4800 ......

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 coi'’2nience 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 1% 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 1% 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.

enator MITCHELL. I’'m over my time so 1 will be brief. You have
cited an example of 1% miles, 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% mile, but you must agree that driving 143 miles is the
other extreme.

Mr. DEANGELUS. [ would agree with that, Senator.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Mr. DeAngelus, are the fees to be collected here to be dedicated
to any certain use 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.

¢ Tl‘}e CHAIRMAN. You mean the Customs’-fees or the port and user
ees?

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.

enator 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.

enator 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, I think, is
France. But there are 42 of which we are aware.
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Senator BAaucus. 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.

T}f}f;s 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
Committe ;, 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-
%ces ldemanded at a reasonable level rathér than an unreasonable

evel,

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 MoyN1HAN. 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.

enator 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. DeEANGELUS. 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-
icea, 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 gassenger 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?

tMr. DeANGELUS. It would be added to the price of the ticket, Sen-
ator.

Senator Symms. How much for a ticket?

Mr. DeEANGELUS. 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, 0it 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 tl’;e 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 not
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.]

er. 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. DeANGELuUs. 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.

;I‘he 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
l:5>een shown, ranging from $700 million in 3 years to $2.4 billion in

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. McAuLey. 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-liability 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. McaAuley. 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 wvaluation. 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 other measures which would neither alter the present
method of social security collection nor disrupt the integrity of
the State Scocial 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 depcsits without an increase in manpower.
At present, State Social 3ecurity 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 soclal security tax is the foremost delinguency problem fac-
ing the Internal Revenue Service. The report also states that
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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 arqgument 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 scocial 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 schocled in the proper method of social security report-
ing and depositing and of the surc consequences if they fail to
comply. They are also assured of timely and accurate information
1f they have a problem, This kind of assurance is not provided
in the private sector. Many of the political szubdivisions we rep- -
resent are small rural communities, staffed by part-time employees
who require constant follow-up to achieve compliarce. This in-
dividual attention we provide them has fostered a feeling of co-
operation that has taken vyears toc develop. The loss of the
individual services we provide to these political subdivisions
vould not be replaced under this prepoesal, and I am sure the
effects of this loss would not only promote both discontent and
non-compliance, but monetary losses tc 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 delingquency
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 prograx 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 personalizea 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 prccedure.

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 milliocn
dollars.

2) Pequire the Social Security Administration to change
their procedure regarding their billing of interest
charges tu the States due to the late deposit of social
security contributions. Anticipated increase is 4
million deollars.

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 Security 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 ccllection
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 Sccial Security administration in their pro-
jections. By using this alternative approach an increase in excess
c¢f 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 Secuvity 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 1. [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.

Se{r;ator 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. MaGek. 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, ﬁnd 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
ﬁpgear that we are balancing or coming closer to balancing the

udget. :

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 PEaBoDpY. I am glad to be here, Mr. Chairman.

[Mr. Magee's written testimony follows:]



102

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. 1 am appearing here today on
behalf of the State of Louisiana in opposition to two
proposals:
1. 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 tﬁat 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 scheddling that removal to
occur in 19%92. 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 wmillion 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 begirning of the bad news. 1In
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 wogk 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 twn,
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 .ystems 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 benéfits offered to the
state employee in the areas of regqular 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 beneg}t 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 Sessiqn 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 épecial
Session to the revamping of the laws governing the various
public employee retirement systems in the state. But,
itnasmuch és revising the federal retirement program has not
peen 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
Lhat 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
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be moved to January 1, 1988 (January 1, 1987 at the very
least) 1n 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 thé above proposals are un.onstitutional and that
the U, S. Supreme éourt 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 lievels 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.
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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. Scorr. 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
fhe former State auditor of Colorado and the former State control-
er.

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 relcent 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-
payeé's. 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 $5¢0 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 PeaBopY. 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 coveraqge 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%.1” 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).
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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. #7

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 furtﬁer 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.
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APPENDIX F

TOTAL ASSETS AS OF 1/21/85
OF THE LARGEST NON-SOCIAL SECURITY SYSTEMS

California State Teachers $ 12,300,000,000.00

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

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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2
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-1, 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 floo
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 Qtates, respectively, $15 million
and $8.2 million per year. %7

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 prcposal 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 Antonioc Metropolitan Transit Authority, is found in The
Washington Post, July 15, 1985, at A-1, 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. h

While we recognize the urgency of the need to balance the
federal budget, OPPOSE respectfully submits that state and
local governments should not beﬂforced to bear such a
disproportionate and overwhelming share of the federal
government's belt-tightening. Given the enormous burden of the
Supreme Court's”decision 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

quality employees. 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 fot Medicare T

.09 = annual percentage of the work force that equals
percentage of newly hired empioyees

.057 = Employer contribution for OASDI

$22,000 - Average salary of a State employee.



120

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' benefits. Thus, if mandatory coverage were enacted,
Colorado would lose an essential ingredient of the employment
packages it offers to attract capable workers. Similar results
cculd be expected in other jurisdicticns throughout the

country.
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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 neqative effect on the nation's financial

markets. The 22 largest non-social security retirement plans
currently have assets of $74.754 billion. 17, 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
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appear to be savings to the general revenues.t’ At that
time, the illusory revenues generated will_not_even 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. *” 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
Vservices. 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.
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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 czse 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.*®” 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.

Rk Kk kX X Kk k X

Many of our members' retirecment plans predate the
enactment of Social Security. Our plans are financially sound
and offer generous benefits as a primary indﬁcement 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 aflowing 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

INCREASE IN TOTAL EMPLOYER-EMPLOYEE RETIREMENT COSTS
(PLAN PLUS SOCIAL SECURITY TAXES) EXPRESSED AS
A PERCENTAGE OF PAYROLL

Constant-Benefit Step-Rate Plan

Percentage-Point
Increase Assuming

Percentage=Point
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 7,58
Hl - ¢3 11.89% 5.58% 8.62%
H2 - p,f 14,83 6.38 9.42
H3 = g,t,p,f 16.81 4,210 7.23¢
U - g 16.27 1.83 4.87
HS - g . 12.72 .45 8.23¢
H -t 18.92 3.60 5.64
Ll -3 7.82 9.78 12.82
L1 -g 14.39 3.66° 6.56¢
- 16 -g 15.68 4.35° 7.55
Mediunm-size plans Mean 4,21 Mean 7.01
(100-999 nembers) Median 4.33 Median 7.37
M -p 20.91 4.33 7.37
M2 - g,p,f 19.87 3,47 6.51
M3 - p,f 12.11 6.11° 9.25
Mé = p 19.15 5.00° 6.34
M5 - g,p,f 19.68 1.34% 3.84¢
M6 = g,p,f 19,73 2.25° 5.27¢
M - f 16.09 6.28 9.32
M8 ~ 30.06 0.80 3.84
M - p,f 23.13 8.33 11.37
Small plans Mean 4.72 Meen 7.75
(less than 100 meabers) Median 6.70 Median 8.44
sl -p 17.87 5.43 8.44
S2 - p,f 13.66 6.70 9.74
ss - p 22.72 6.87 9.91
S6 - p 17.51 3.64 6.68
Tl - p 31.58 4,46 7.50
T3 - f 38.50 -1,00 +2.04
T4 = p,t 23.90 6.95 9.99

21n this ceding, £ = firefighter plan, g = general public employee plan,
g = police plan, and t = teacher plan.

Combined Social Security taxes scrmewhat 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:

58-303 0 - 86 - 5

Calculated from AERF study data.
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APPENDIX B

TABLE 6-35. INCREASE IN TOTAL RETIREMENT COSTS (INCLUDING SOCIAL SECURITY
TAXES A'M SUPPLEMENTAL COST) OVER TRANSITION PERIOD, IF NEW EMPLOYEES
ONLY ARE BROUGHT INTO SOCIAL SECURITY

Constant=-Benefit Formula Most Likely Fornula

Plan Enplover Emplovee Total Emplover Employee Total
(percentage of payroll)

Large plans
"l - t? 8.37% 2.65% 11.02% 9.74% 2.65% 12.39%
H - p,f 8.27 0.65 8.92 8.90 0.65 9.55
H3 - g,t,p,f 9.97 0.60 10.57 9.99 0.60 10.59
W -g 4,72 1.36 6.08 5.65 1.36 7.01
H5 - g 7.04 1.88 8.92 6.81 2.88 9.69
H - ¢ 5.74 1.60 7.34 4,58 1.60 6.18
1l - 7.98 3.85 11.83 7.41 7.81 15.22
-3 7.04 1.74 8.78  7.29 2.60 9.89
L -g 5.69 2.65 8.34 5.0! 2.65 7.66

Yediun-size plans
Ml - p 6.36 3.65 10.01 3.97 3.65 7.62
2 - g,p,f 5.95 1.65 7.60 6.65 0.65 7.30
M3 - p,f -1.42 7.65 6.23 3.3 7.65 10.99
M6 - p 6.39 2.45 -8.86 8.66 2.45 11.11
M5 = g,p,f 7.61 -0.67 6.94 7.61 -0.67 6.94
M6 - g,p,f 7.68 0.60 8.28 7.68 0.06 8.28
M -~ f 7.00 2.65 9.65 8.68 2.65 11.33
M8 - £ 4.36 1.60 5.96 4,36 1.60 5.96

Small plans
Sl - p 7.16 1.65 8.81 7.16 1.65 8.81
s2t p,f 6.35 S5.46 11.46 8.35 5.44 13.79
S5 - p 11.51 3.65 15.16 11.13 3.65 14.78
S6 - p. 7.39 3.65 11.04 9.19 3.65 12.84
Tl - p 5.12 3.65 8.77 1.20 7.65 8.85
T - ¢ 4,33 1.40 5.70 4,17 1.40 5.57
T4 - p,f 7.48 2.865 10.13 7.65 7.65 15.30

21a this coding, f = firefighter plan,
p = police plan, and t = teacher plan.

g = general public employee plan,

SOURCE: Calculated from AERF study data.
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APPENDIX C

Saturday, August 10, 1985

Ctant

Medicare, Social Security Policy
Jolts Governiments

By KEVIN RODERICK, Tymes Siaff Writer

At first glance, Lhe paragraph
buned in Lhe congressional dbudget
agreement secms routine. It re-
quires employccs of jocal govem-
men, for the [urst Loie, Lo 10 most
ol the nation’s workers and begin
payng in Mcdicare and Soaal
Sccunty.

Put 10 Cahfornia, s sate with 15
emdlion teachers, police officers and
other public employecs, the few
focal officials who bave analyzed
the rew polcy we prodicung &
financial umpact oo cities and coun-
Ues that mighl be severe enough
requue service culbacks later Uus

year,

Oificials of Los Angeles County
esumale that the new rule widl
drain Whe couniy's budget of $25
million (o $30 million the first year.
The county budget totals $6.7 bil-
lion, bid the chief administratve
olficer, James . Mankla, mid it
nonuum oaly $20 wilbon Io re-

Added 1o ciber Rscal reverses
that local governments wuffered
th }ul-mdodm. a costly pew

luontﬂmhllnnl“ededtwu
speculate o what areas he would
reconunendouts. -

The pew pobiey, which was la-
serted inio the budget ray near Ibe
end of negoliatons, caught emany
local officlals by Atlempls
o digest and fully analyve the
l‘ual hpn have been difficult

and much of

WMMM. wenl on vacaloo im-
modistely afier the budget confer-
ence cammillee unnouneed it bad
reached an agreement

In Orange County, for m

Director Russ Pation
said offidals were unable to learn
enough delails to make 3 ot
esunste,

“I've pever mu kvdhd
chaos Urying to pt what
Congrewm did” said Doug Ford
director of the Los Angeles city
caumniu Development Depart.

Honvu. Los Angeles ity offi-

clals estimaled that the first year of
Medicare payments (ur their 30,000
employees will eost Lhe Lreasury
$13 million, plus another $5 million

.10 cover employees of the cily's
irdependent Department of Water
and Power.

The Mcdicare :Id Sﬂ:«uﬂ‘
ty requirement dd nol e part

budgel dclibera-
tions until last month, when Senate
Rtpuhlxcznsumrscd itasawaylo
raize about §34 billion in new
revenue over Lhree years Lo reduce
We lederaldeficit. -

Under the plan, all current publie
emplsyecs would be forced 1o cn-
roli in Medicare Only new cmploy -
ees would have tobean paying into
both Medicare and Social Secunty,
until gradually sl workers would
belong to toth systens.

Aboul 0% of state und focal
government workers nationwide
are already enrolied 1n both sys-
tems, according to congressonal
reports. But in California, only 0%
paruespate in the federa) retre-
ment programs, leaving about 1
milion government workers uho
would be afTecied

could modify the new
policy when it returns (rom s

Lkely because the $3.4 bitlon in
anlcipated new revenue is an
essential ingredieni W the budget
compromuse thal selled months of
wranglhng over federel spendny

‘The decision W join Soclat Secu-
rily and Modicare bas been a foral
opuon. Los Angeles Counly, for
ezample, pulled 1ls work force out
of Social Securily three years ago
a3 a money-saving move. In San
Dicgo. all eounty employees are
enrolied in Soeal Secunty.

Workers nul covered by Meds-
care and Social Security are, for the
mast part, now included i sutz
and jocal government nurement
systems

Paycheek deductions lof non
workers would ool be greauy sa-
ereased with Whe switch. Under the
new federal pobey, state and lucal
employecs would bave 3 45°% of
their pay dedwcted for Medware
and an acdivonal.7.15% if they are
new workers required o join

nty.
Newly hiced civilian Los Angel-
es city employees currenuy pay
6% of Lreir Income 1nto Lhe tity's
retsrement plan. Los Angeles potice
officerspay 7%

But while the tost for indivrduals
would not nse sharply, the cost for
local government would. Lozal
yovernments would be required o
malch all employee contndulons.

Even before Congress an-
nounced 13 budget a;
local government olficrals were
bemounng Lhe fiscal woes brought
on by a US. Court deds-
non last Fedruary channing the
work rules for many pubbe em-
ployees.

The decision, handed downin the
case of a San Antono lranmt
worker, beought eity and couaty
workers unuer the federal lir
Labor Standards Aet. Subsequent
regulabons imposed recently by
the Reagan Adminusiration require
local governments 10 begwn panng
overtime L0 fuch workers as fire-
fighters and polce officers next
March and provide some retrosc-
tve payments. -

In Los Angeles, which depend.l
heavily on police and furefighters
working overuime, Mayor Tom
Dradicy has esumaled Wt the
ruhng will cost $100 mulbon § year,
The aity’s peacuce of panng regu-
lar wages Lo firehehlers for extra
days, and compensating pole
OVETUIDS WHA GAFY Uil Purmw v
oullawed under the dew regula-

tions.

Bradiey’s staff altormeys hawe
recommended an aggresmve legy
mleobmhl'muvml

Fabianu, urged the cly ot ;
comply unut ktllchllhuu

mwhmtdhduhn
Umate thew Lab under the ne
labor rules weuld rum $50 millic

Al the same time, Congress th
year spproved 4 15% et inone r
the remairung major programa le
intact by cuts in federal aid Lo citi

e Reapn

Times stafll writers Jeflrey
Perlmasn and Leresa Orejaza co
tributed to (his story.
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APPENDIX E

Financial Impact Upon the States of Proposals

Currently Under Consideration in Congress ($ in Millions)

- State Tax
Deductibility
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
Oregen 311

Pennsylvania 985
Rhode Island 111
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

Revenue
Sharing

$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
6.3
12.0
98.7
74.0
44,7
107.7
15.8

*Expanded Medicare and

Sorial Security Coverage

up to $18.7 million

8.2
10.4
2.6
356.5
61.8
29.4
3.5

34.1
36.3
2.4
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31.1
13.0
.6
243.0
12.5
.3
.6
.5
.5
.6
15.5
163.0
3
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1.7
3.5
23.3
3.5
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11.8 million
12.8 million
11.9 million
366.2 million
65.5 million
31.1 million
5.2 million

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
38l.4 - 402.7 million
276.2 ~ 284.8 million
238.6 - 243.4 million
341.1 - 346.5 millien
308.0 ~ 317.7 millicon
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 - 95.2 million

183.6 - 187.5 million
51.9 - 55.49 million
up to 732.1 million

4581.9 - 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

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, 1986, all new hires would be in the Social Security system.
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APPENDIX G~

Tug Wish

TRANSCRIPT OF PRESIDI

wanted (o take this opportunity to look back, as
well as ahead to cur expectations for the fall;
198S is shaping up as a year of progress. The
economy s i good th, Amenca 13 at peace
and helping to push forward the fronters of free-

We can draw confidence from seeing interest rates
still trending down, an inflation rate that is stul remain-
ing under 4 percent and nearly 600,000 jobs created
tlus year.

And now, with the economy’s batteries recharged,
we're setting forth with new zest. The road ahead looks
clear to a strong job market with no new tax incresses
to slow us down and no dark ciouds of inflation oa the
honzon.

But there’s much we can and must do to make this 8
better year,

We intend to launch 2 major fall offensive, going to
the peogle and workung with Congress to achieve major,
much-needed reforms.

We wll intensify our efforts for budget reform, for 8
finevitem veto—which 43 state governors already
have—=and for a balanced-budget amendment finally
mmmlmammymudmmmitm

We cannot reduce chronic averspending by
with 3 mere carrot of friendly appeals to good &
tions, We must also be able to bear down with & rod of
real disciptine.

We'll also devote special sttention to the areas of
farm and trade, which have great mmpact oa the budget
and the health of our economy.

Come Labor Day, we're gong to pull out all the stops
for passage of tax reform. We cannot abide the injus-
tices and disincentives in the curreat code. We must
Teplace it with 3 new system offering lower marginal
fax rates and greater { (mesa lo¢ the Amencan people.
For the sake of our future, there is no higher, nor moce
presung, pnonity.

On the legislative front, we dwin’t get all the savings
we sought, but we held firm on principle and we did
succeed, which | consider crucial, in attacking budget
d«mn not by reducing the peoples’ eamnings but by

di Many appeopriations
bills wili be coming up, and I'm looking forward to ex-
hmnmluebmewxlb my veto pen hovermg over every

In foreign affairs, we’ve turned the tide of gradual
Soviet expansion 30 endent five years ago, Our alli-
manmm.wuhnnmwmm

2 T4
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time since bis eancer surgery July 13

point something eise about Social Secu-
umynlpnlol(hcddx:ﬁnnoulml
Social S runs a sur-
By Mmunlumlousewut. you then add
the budget the outgo and the income. But with that
surplus, this apparently reduces the size of the deixit.
But the Social Security payrod tax goes into a trust
fund and cannot be used for anything eise. Not one pea-
ny of it can be used to reduce the deficit in the overall
of g To to say that
m:mumndm the defict by reducing So-
cial S

§§

H

_ of leadership, working to resolve the i jonal dedt
Wamgmmgl«mmdm
and seeking real gains o key globel issues from human
rights to nonpeoiferation.

At Geneva, we are 1 the best position in more than 3
Reneration to achieve real reductions in nuclear weap-
ons. All we need is a senous appeosch by the Soviets. (
fook forward (o meeting with Genenl Secretary
[Mikhail} Gocbachev in Geneva this N

Looking elsewhere, we've begun rebuiding oue de-
fenses, our | forces are ger, Congress
has supported ous strategic modeonizalson program and
nur deterrent s stronger. But we must press on to
complete that program.

We're also going forward with research on our non-
nuciear Strategic Defense fntative, holding focth the
great hope that we may one day protect the people of
thus planet {rom the threat of nuclesr sttack,

And we achieved a breakthrough whea Congress rec-
ogrmed the uaacu nca of Central Amencs to our na-
2 MEAN sevrny otaa 16 sanet the trendem fighters

fits 13 a snare and 8 delusion. And
that's why [ bebeve that we shoulda't even wart untdl
1992 when R is slated Lo be takea out of the budget and
made a segante progaam,
1t ongnally was, and it was during the Johnson years
that Social Security was incorporated into the budget
for the very purpose of making the deficit then ook
smaller than it was.

You mean LBJ would do that?

What? Oh, he had help up on the 1.

A question abeut Seuth Africs.

Ml right.

Do you intend te continue your pelicy of “cone

structive engagement,” or de yew think the
Mloﬂhnn-mmﬂﬂtmbuu
omme actien sueh as sanctions?



=TAd we achved s mm‘ﬁ'-m—';‘oc.:
ogamed the wnportance Central Amenca
tional security by votng to sesmt the freedom fighters

Bt the figures that come out of the twe
Sewso~-1he $38 billlea or § e §0E
being by the Ceagr Badget

gresaional etoction yeor, Lo
:wl:ﬂ:’inmm .mm.‘
tirst prepased?

We're gong to try. We're going to try to get—welt,
m other words, let’s say over this Lhree-year peojection
we have 10 make, | have never believed that what we
agree 10 now 13 the final for the next three years and

titioment
with the (Kouse] speaker?

Let me pont something out about the entrtiement
are, One of the reasons—{ dida't pull & off. We had 2
meeting out here m the patio, cutside the office one
day, with the leadership of both houses and both pac-
ves. And at that mecung, the Democrst leadershep
made ot plain that as far as they were concerned Social
Secunty was off the table, noonegotiable.

Now at that time. the meetngs, the confereace had
beoken up. There were no longer asy conference meet-
Ings gowg on to try and bring a conference resolution,
V7hen the proposal was then made 2gaia [10m the Sen
ate with tegard to Socal Securty COLAS [cost-ofdiving
atlowances| and the lax increase, | immediately calied
Dob Doie and toid him that that there was no way that §
could support a tax ncrease, | thunk this would be cuun-
1crproductive with regard to spendng cuts and all. And
1 toid him also that | thought we had all, were aware
that we coukin't go back into zonlereace f it was based
on Socid Security COLAs. That had beea takea olf the
table.

S0 you are geing 18 vets the bili?
[ never a2y what | am going la do sotl the . . . .

Sometimes you do.

reaction
burtf to all of the people. We have scen the violence
blacks ,.u-dulmml:‘;m
ment, aga:nst o 3 we o rec-
ogmire are taken 1 an eflort B
curd

S0 would it be fale to ssy Lhat there'tl be no
chonge jn U.S, pelicy, nething ts got tougher?

It depends om what you mean by change; i you mess
by turning to the thing of sancuons and 20 forth, no. Bt
1here can be uctuatons i your conversauon and your'
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relationshup with another government.

What de you think sbout the conservative at-
tacks upon s.cnuq 1ol State George P.l
Shuitz as being

I think that they are without foundation, and zhey'n
utterly ridiculous. And I have every confidence 1 Sec-
retary Shultz and that he 13 carrying out the policses
that [ believe in.

Could you give us, in view of yeur recont med-
leat adventure, a little update from tep te bet-
tom, s0 to speak? And your nese?

I'm glad that you finally got around to that subject
and asked that question.

You didn’t think we weuld, did . ...

What? No, | was worrying that—you can see, just
lixe Lyndon Uohnsonl. 1 left niy scar exposed here. And
1 know that you've all been losing a lot of sleep over the
13st several days about my nose.

‘We weery about you.

Yes. So. if | can, let me give you an update on this. So

far, all the statements that have been made by {White

* tlouse spokesman| Larry [Speakes| and by myself, by
cthers have been the truth as we knew . And I'm comv
1% 10 2 correction now, but we id not know R at the
fine.

It is true. | had—well, I guess for want of 3 better
word—2 pimple on my nose. And the doctors have 3
word—papule. That sounds micer than the first one.
But { violated all the rules. [ picked at rt, and [ squoze it
aad 80 Jorth and messed myseif up a bittle bit.

But it was, seemed Lo be getting a ittle better when [
“vent into the hospital. And, then, after the operation
‘«hen they put that tube i through my nose and down
ta my nnards, they taped on the side of my nose quite
FLeawily to hold that in place. | happen to have an aliergy
1o adhesive tzpe. | can wear a Band-Aid maybe over-
mght or something but not that kind. And when, finally,
they took «# off and remaved the tube, why, | was quite
swoilen and inflamed all around hese.

And, then, my little friend that [ had played with be-
¥an £o come back. So, after three days—well, or—no,
I'm getting three days in the wrong place here. After, |
vent over, well, when | went over to the doctor for my
veekly allergy uhot, { catled attention (o this matter.
And it was snipped off. And, then, { woee a patch—
there's where the thue days come in—for about three
days befoee you all noticed it in the East Room. And [

* was surpnsed that no one had paid any attenticn to it of
maybe you were st beng pohte.

Nut I'd heard some talk when they—it only took a
couple of minutes—I'd heard some talk about possibie,
and they wanted to look at it for possible infection be-
cause of the irntation around there. But | did not know

" until this weekend at Camp David. | was informed that
1t had been examuned, and it was indeed a basal cell car-
<noma, which is the most common and the least dan-
gerous kind. They come from exposure to the sun. Nap-
cy had one removed above her Lp some tima ago.
They re very commonplace. They do not betoken in any
way that you are cancer-prone.

[t 19 2 little heart-breaking for me to find out, though,
because all my life, I've lived with a coat of taa, daung
back to my hieguard days. That's why | dida’t have to
wear makeup when § was in movis. Bt aow I'm told
1hat | must nct expose myseif to the sun anymore. And,
you know, [ don't m:nd telling you all this because [
know that medicine has been wagng & great campeige

_ to try and coannce peopie 10 stop broshng themseives

. lnlummdlhuvmnmwu.llul

_ contribute any by saying here { am & vetersn sil my Iife,

" and it took & long time for it to fmally have an edfect,

. bus for others to mive up their dreams of a good tan,

+ Qecause evidently it 1s, Lhus 1s what causes it.

Dees this L you teo
any ather nnumuuul?
No. No further 1o lurther ol

meant and wasa't. [ didn’'t know about the other untd
this weekend at Camp David.

As 2 matter of fact. | hope you'll all recogruza that at
Camp David | decided that when | came back that |
wouid either make that as an operung statement at thes
mini press conference of let you ask a question about it,
andwheait....

18 was on the tip of our tongues.

When it seemed to have disappeared from view, |
thought 1'd wast for you t0 ask a question about it.

Doan the basal cell carcinems mean siin con-
cor, of what's that ...,

It is~-well, carcinoma, the very word—is a form of
cancer. This is the, 33 | say, the commonest, the Jeast
dangerous. It is not known as becomung oc soreading or
gong someplace else, and 1t’s, and 1t 1s virtuatly totally
caused by the su, exposure 10 the sun,

How soon will you be riding 8 herse?

I'm hoping to be nding a horse when { get to Califor-
nia next weel.

In the shade . ... You knew that Gorbachey
snid that we were bartaric to drop tha atemie
bemb. What de you {hink of that?

[ always thought it was barbaric of (Soviet leader Jo-
seph| Stalin to kil some 20 mulion people in his own
country, of his own countrymen.

But we dropped the bomb 1 an effort to end what
had been the grastest war in man’s history. The rems-
tance of the enemy and the mland campagns leading up
10 an invasion of Japan was such that we knew we would
be [acing that kind of to-the-death resistance. The c»-
sualties were estimated at more than 2 milioa f we
e«uwneimlumklomd-gmmu\ae-bu
had to make that 1
Mhomblentmnhavelouyms.loo—m
it did give the world a view of the threat of nuclear
weapons, And | think that should be an ad in one day
now ridding ourselves of them. But [ think we have to

longest stretch we've ever known—40 years of peace.

On & reisted peint, why wen't you go sleng
with Gerbachev's sungestion for s jeiat mera-
torium en nuciesr testing?

Al right. That's the Last question, al right. But I'm
delighted to answer that one, too.

The Soviet Unwn 18 ahead of us in the development

d of nuclear P They have

£
§

av lund, 1ts gone. and. aslsay . . ..
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any kd, {i’a gone, anxd, seLeey. ...
What sbout your overall heaith?
Oveniii healthis. .. .

Since the operation,

Very good. [ am amazed myself at, when [ Jook at the
length of the incision—which | won't show you—and
all, that 1 feel as good as | do.

We had some t U inf th
* abeut your nose iast week. And | wonder, 1o

. what extent de you think the American peonie
have a right to know about your fuli condition
and yeur fult heaith and weifare?

No, as | told you, we thought we were giving you all
the truth on it, that it was just exactiy as | described it,
And it wasn’t untit after 1 was up at Camp David that
the report came to nie that it was that mild luim, the
carcinoma . . . .

Gutwewerstold....
. . . commony ‘zce thing.

s oo WO wore told . . . . Does basal cell carci-
noma mesn skin cancer?

1 think that where life and death or ability to do jobs
18 concerned, yes, the people have a right to know
whether the man situng at this desk is—or woman sit-
ting at this desk 15—, . . .

Good catch,

. « . capable of performing the tasks. And. on the oth-
er hand, | think there can be invasions that go beyond
the need to know that. And [ think we were trying to
teit you as much 28 we could what we believed was the
truth. -

The—-youw see, when _youw put out a state-
ment—the White House put out & statemant.
They seid, “This is «t.” And we were never toid
what it was.

Well, that I'd messed around with a pimple and
caused some trouble for myseif.

Jut we were nat told that thers was a blepsy,

What?

We were not teld that there was alse .. . .
1didn’t know.

« oo a biopsy.

[ dudn't know. All, as § say, all [ heard, as | was sittng
up and getling ready to waik out of the office, was the
une, the doctor mentioned the (act that he needed to
check this for posible intection, that it might have be-
come infecied froin not only my mesung around but
from the tape and all. Aud that's all [ heard and what it

You sald watch sil eur tests? You would go
for & total
ox 8l undergreund teets? All testa? At the ond
of the year?

Once when—weil, | don’t know whether we'd be sble
to complete ours by that tume or not. When we've com-
pleted ours, and they're oot doing any more , . . .

They say we've . ...

+ . . yes, that would be fine.

+ s « completed ours in Nevada,
What?

| nnderstand eur tests have been completed.

Oh, no. We're still talking about a Midgetman to
match their 24 or 25. And we haven't even come to
that stage yet.

When might that be? Within a yearer ., ..

[ don't know. | don’t knaw. lidt. in the meanume.
let’s get back down to real facts. In Geneva 15 where
the dects:on should be made and not with moratonums
of that kund. Let’s get down to the business once and for
ail of reducing the bers of nuclear 0 hope-
fully leading toward a total elmmation of them, Then
there wouidn't be any need for testing.

Thank you, sir. Thank you, Mr. President.

All right. Well, it’s nice to see you all. Where have
you been keeping yourselves?

You shouid de this more oHen.

What?

You should do this more aften,

[ always eqjoy at.

What sre you going te de if there's & basebali
strike?

Well, 'in not guing to go to the ball game,

De you have cay views on the baseball sirike?

I don’t think government should intervene in labor-
management altars of my kind. Hut § do think thae all
parties really should sit down there with the fans in
theiwr minds and their obl:xation o the baseball fans.

Thaak you, sir.

‘Bye.

We'll be watching you ride the horse.
Yes, I hnow. Feom way up na the mountam,




133

APPENDIX H

A-4 Extend coverage to a1l new State and local employees, effective 1984.%*

Cost (in billions of dollars
1985 1986 1987 19‘83)'—1'9'89_1'9'53‘5?;-

Istimate 1383 1984
.1-8, OASDI 0 -3 -1.1 -1.8 -2.6 -3.3 -4.2 -13.3
(11, 0ASD! 0 -3 -1.0 -1.8 -2.6 -3.5 -4.5 -13.7
i1-8, HI 0 -1 -2 -5 -7 -.9 -1.1 -3.5
L, Ml 0 -1 -2 -.5 -7 -.9 -1.1 -3.5

25-Year Cost, OASDI:
30-Year Cost, OASDI:
Ltong-Term Cost, OASDI:

25-Year Cost, HI:

-.23% of taxable payroll
~.28% of taxable payroll
-.24% of taxable payroll

-.23% of taxable payroll
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NOTE: 1n severa! cases, :the measure has been adopted Sy s state, but not ye: ieplenenied.

SOURCE: 1984 ACIR Survev of Executtive and Legislative Fiscal Officers.
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TABLL 9)-~AZSTRICTIONS O STATE AND LOCAL COVERNWENT TAX AXD EXPINDITURE POVIRS (OCTOBLS 1984)

Stace ITIRY o on 3l Governgents
Ovarall $pecific
Sroperey Property Propecty | Ceneral Generst Lintte on Lisite
Tan Rate Tas Race Taz Levy | Revesue | Rxpendicure Pull o s
Staces ASTT1Y Lisic Linie lieiz nerease Disclosur
Total Wusder [} 1 1 [} [ ! 1]
Aladasa oS
Alssaa Onse Conar. 000
Arsrons o Cnsere (-2 AL Conat. 00
Arkanass onse ouseeny/
Colilornts CHseee = Qqgeer Cugeee Conpt. 0o
Colarsde cse ar b onseee Stet 00
Conncetlent
Oelavate goe Ceeny/
Oist. of Cols
Florida Quese onse ousee
Ceergia s
Kavaii ot
tasho cuse anseee
tilinols ose Cxseee
Indtans Ousaee
lovs (1) Crseee onse
Kansss 3 onee oo
Egniuchy Cuse Tuseee nseee
Loutstans M5 Cnseenl/ Stat.tee
Maine .
“arvland . Cneer 1ee Ogee
Massachusetis cugaee
. e Cnsens Cugeer Const. 000
s CHS oo Hes sas
18839p8 o5 useee Quseee
Missoury Cuse Quseee
Nen.ana (o111 nsee
Nedraska (A1) cnssoes/
Aevada Quse 5 CNee HYT L
Mev Mampshire .
New Jersey con nsee
Mew Mexico s CuSee [~ s CHSee
\ev Yors o O/
Morin Corollna Coee
Norzh Danola [- (141}
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Rhode 1sland - L] " Stat. o
South Caroiina Stes.eon
Souith Oaxota Cuse
Tennesser .
Texas . - CNSer Lane
Laan s Stat.one
vermon:
Mrnate Cuee
Washingion cuser cusee ser ~ Stat.eee
west Varglata OuSe cuse
“igconsin (2114
Svosing [ad 1]
C=louniy Ve—Muntcipal  S==3choos Olstrice #~cEnscied betore 1970 8-<1¥70 Lo 1977 S9e=1978 and afler

Consts=-Consztt.tonal

See notes on nes:i page.

1/ Liagzs follov reassessmen:, 1/ Appltcadle to only New York Ctzy and N

(Fire, Library
M, 198,

Soutce:

Siate==Siarvtory

ACIR sieff calculations dased on surveys of slate revenusr deparcments.
U.5. Advizory Comatsslion on latergovernsenisl Relectons

146

au County.
Cesecere, etc.) =/ Jurisdicitons with home rule charters afe nol subjecs to llelis.

3/ onlv for selected diniticte
3/ Txpires Dazenser
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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 BoLeEN. Mr. Chairman, members of the committee, I am
Mayor Bolen from Fort Worth, TX, representing the 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 that 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 sdcrificing 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 gentﬂamen, 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
wax to fund the increased personnel costs dictated by this decision.

11 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 T-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. dWe 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 glven 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-
cr2ase 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 foliows:]
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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 citles, the budget process of the last S5 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 cacrifice, it has hecome 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 viey 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 congrol. 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 posiiion to help themselves.
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While there has been substantial discussion in this committee
about whether revenue sharing assis?;nce has been directed as well
as it cculd 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
that this committee, perhaps more than any other in the Congress,
has always accepged 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.
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

current 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 retirment 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. PFor
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 Wwhite House to
cost us $1.5 billion a year. The proposal comes at a time when we
are Qtruggling 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
éhis 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 everycne

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:

Pirst, 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 Soclal Security in
1983, it gpecifically precluded preempting the rights of states
and local governmerits from retaining their own pre-existing health
insurance and retirement systems. What has changed since the
Social Securlty 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 éystem, 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
€inancially by proposals to abruptly mandate membership in the
Medicare/Social Security System.

The City of Fort Worth, Texas, relying upon the Natianal
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 thils 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 avaiiable 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.. gor
those public employers who have not, however, the current N
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. DiaANNITTO. 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
gid such an outstanding job that I think I will bypass the introduc-

ion.

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 stronglfy 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
?ystem or the Medicare Program as a whole and will create future

inancial 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

ear 1987 would be an additional $32 million. That burden would

ave to go someplace, and it would eventually be passed on to the
tﬁxpayers, 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-

roximately $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 ial 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 gredate 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 bl(l con-
tract and/or State law. In some States, such as New York, Michi-
gan, Illinois, and Alaska, contractural obli%ations regarding public
employee pension plans are preserved in the States’ constitutions.
Apﬁroximately 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.

And last, 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. | 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 DIANNITTO, PRESIDENT OF THE NATIONAL CONFERENCE ON PUBLIC
EMPLOYEE RETIREMZNT 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 Committees,

the proposal for extending social security and medicare coverage and

to state and local government employces, 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 QASDI 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 securiiy
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 precblems.
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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 an integrated program will only be muitiplied by the hundreds of local
government jurisdictions which would be faced with the same difficult ekercise.
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 onl} 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.
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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 stat2 obligate
itself to pay social security employers taxes. We submit that this should be

maintained.
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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 pen%ion
plans in uncovered states usually were designed on the assumption that coverage
under social security would not occur. Many employees of th; 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 committee 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 f'ust 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 the
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 bénefits 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 premising t‘pay-in pay-out of Medicare on the assump-
tion that any number of people are goin%:o be employed and pay
into the system, even thou%lh they would be covered if they weren't
em‘g{;)yed. But we do it so that it comes out actuarily sound.

y 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 an 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. Scort. Senator Packwood.

The CHAIRMAN. Yes, sir.

Mr. Scorr. 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 annui? 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 repo 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 1 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 countr
that don’t contribute anything and are not working that are still
going to benefit. So, that is another issue.

The CBRAIRMAN. That is a decision we made years ago as a matter
of social policy.

Mayor BOLEN. Yes. :

The CrairRMAN. 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 CHalrRMAN. Mr. Diannitto.

Mr. DiannNITTO. 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
anything. 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 CrAIRMAN. 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 conceé)t 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. Scorr. 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 CHAalrRMAN. Your point was very good earlier that at least in
Colorado, ap‘;)arently, your retirement system is actuarily balanced.
Is that right?

Mr. Scorr. For the most part. We have an unfunded liability that
is being amortized over I think about 22 6r 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 CnairMaN. 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 of 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-
igonse to Senator Moynihan’s question of your statement on the in-

rest.

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 S};ates, there is no such animal. We
prosecute any delinquency to fulfillment through our Attorne
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. Scoit’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?
l'tgm;) _(t:;an start if you want to, but I know you did touch on it a
ittle bit.

Mr. Scorr. 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 thin%, the more that you pass on this
intergenerational debt, and the less that you really can provide
decent improved benefits as a result of good investment perform-
ance and prefunding and prefunding 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
botcgtme 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 modift
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. DiannNr1TTO. 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 BoLEN. 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 CHAIrRMAN. 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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September 12, 1985

THE CiTY OF FORT WORTH

>
:

TEXaAs

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 1 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 end 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 million) 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,

Sincerely yours,
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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-
3b}_e .%mount of money but hardly enough to solve the budgetary

eficit.

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 Industry 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 TrSde 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
b.rcac‘l..w 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 intermational 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.
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7.

8.

9.

10.
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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.

Computer & Business Equipment Manufacturers Association — a trade

association of manufacturers and assemblers of information processing,
business communications products, supplies and services. It has 38
members with combined sales of over $110 billion and who employ more than

1.2 million people world-wide.

Council of American-Flag Ship Operators (CASO) —— represents the majority

of the U.S.~-Flag liner operators. CASO member companies own and operate
approximately 140 large, modern liner vessels im the international

commerce of the United States.

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.

Foreign Trade Association of Southern California —- an international

business association of aimost 500 members that addresses both import and

export issues.

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.
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13.

14.

15.
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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.

National Association of Manufacturers — the oldest national broad-based

trade association with approximately 13,000 members representing over 80%

of the U.S. industrial ocutput and employment.

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.

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.

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 oconsideration, 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.
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l. 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 -cosr.s 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 reqular business hours.

The Group does agree with the General Accounting Office's study of the users
fees conoept in the Customs area, (see paragraph II, page 1280, GAO/OCG-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 fcrmalities 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 cleavly
identifiable users, rather than in cases where the only identi-

fiable beneficiary is the general public.
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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.”

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 nmarcotics
interdiction — which Cust.o-ms estimates consumes half ot its budget) by a

factor of almost 20 to l.

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
wordi_ng 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. GAIT Article VIII also states that any fees "shall not be
for fiscal purposes." However, the purpose of these fees is, rather

obviously, fiscal,
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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 1(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 1(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 1s also the likelihood that other countries will consider these fees to
be i1mpairments 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
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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 Longstanding United States Trade Policy

The United States has been the leader in recent years in sec;lring the
elimination of similar charges in several other oounu.:ies 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 i1n unusual economic circumstances, these fees would 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 (r.here‘by 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.
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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 occur with the other fees, such as
those on travelers.

6. It _is Probably Impossible to Make the Fees Equitable
and Non-Discriminatory

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
replacenent with foreign made oomponent;z - 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 alsc reemphasizes

that these additional taxes are not "users fees."
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7. They Would Discourage Customs' Productivity Efforts

The U.S. Customs Service, with its long and nonorable 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 bt_sdget restraint to modernize its o;:erations.
It should be encouraged to maintain these laudable efforts. However, it is
hard to see how putting its operations on a "cost plus”" basis ocould do
anything but hamper these efforts to strengthen efficiency and productivity.
Indeed, if what occurred with bonded warehouses were to be repeated more
t;roadly, we can expect a rapid escalation in these fees over a short period ot
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
Adminis!‘:ration to ensure that resources are not wasted are critically
important. It is, therefore, necessary that a proposal not be implemented

that removes an agency fram scrutiny during such procedures.

This issue is also important so far as Customs is concerned from a different
perspective. Customs as an agency is incteaa;ingly involved in law
enforcement, para-military and intelligence operations., Our Nation's history
has long ago proven that such activities, necessary «s 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 . lost through a poorly-conceived "users fees”

system.

10
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9. The Real Solutions

Certainly the éuswms 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 appear 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 ocould 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_:g_gq:k_ﬂ_;ﬁ_@a_%n
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 ana when there is a specific legislative proposal that you
decide to address; obviously this is an area that should only be acted upon
with yreat 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
Amcurican Association of Exporters Impuriars [AAEI], and as chair-
man of its southern California unit. Qur 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 discriminator{ 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 reccrd.

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 {ts 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
menbership 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. 1In 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

fncome 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
"gervice" to the importer/taxpayer. It is an obligation of the
Customs Service to the public to carry out these functions and to
inaure 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. 1In
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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 Hesigned 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 {ts 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 cn 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 feces was not recommended by the
President's Private Sector Survey on Cost Control. 1In 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., 1In addition, these functions are carried

out as a protection for domestic {ndustry.

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.”



178

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
{:)ht:i Federal inspection services without further burdening the

udget.

Thank you, Mr. Chairman.

The CHAIRMAN. I have no dlfficulty understanding_your position.
{Laughter.]

Mr. St. John.

[Mr. Landry's written testimony follows:]
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' 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 :epzeé@nts most of the scheduled airlines of the United
States. Seventeen of our member airlines provide regularly
scheditled 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 contex% of these hearings on deficit
reduction. We hope we will be:pe:nltted 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-bpe:atton. maintenance

and rentals of United States Customs facilities at airports, as



180

-2 -
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 airitnes 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
atirline 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."L/

l/gee statement from the President's PY 1983 Budget
Message.
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or, as stated more recently, in a February 1985 report with
spec}fic 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.“a/

From the airline industry pecrspective, 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 PY 1986:

° What will be the standard for determining whether a
particular govezﬁmén: service should be paid for by the
imposition of a user fee:

e 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 sques£ a possible approach for answering

then,

2/Comptroller General, C m of GAO'S Views of th
\'4 r sals of the Grace mmission, GAO/OGC 85-1,
February 19, 198S5.



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
exanple, a taxpayer should not have td 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 pe:formed 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 inconsistenﬁ with international treaties

or agreements, or when it would be likely to result in
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retaliatory action by a foreign government. 1In this regard, a
standard clause in most U.S. bilateral aviation agreements
stipulates that.nelthe: country will ;asess 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 “[faljircraft 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
sald, in this connection, that user fees can:

“"get a precedent which would undoubtedly be followed by

many other countzies. 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 hiqh."ll

3/8ee 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. 1 the Payor 7

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 cty 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 shoulq then éequi:e the agency to
establish a formal advisory coﬁdittee 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
conmittee.

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. (-] nd Collection o e Fee

Congress should set up standards for the calculation and
collection of a user fee, requiring the government agency
conce:n;d 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 cha:qe-tee. In
fact, consideration should be given to providing for "volume
discounts" and other incentives in return for efficient
ozdering of services by users. When and where app:oﬁ:iate. a
government agency should be permitted to contract out services
which can be provided more eft;ciently 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‘ﬁt the user fee must not be done in such a fashion

as to impede or delay the inspection process itself.

D. ting Fees

All existing user fees should be sunset after a two-year
transition period, so that fees under the new standard can 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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E. Congtcessional 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
" agencles to delay implementation of regulations for a
reasonable period of time during which Congress can consider
remedial legislation. Imposition of a widespread system of
uger 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, éhe U.s. éustons service, Immigration and
Naturalization Service, Animal and Plant Health Inspection
Service and the Public Health Service. In our viaw, the U.S.
Custons.Se:vice. which brings in over $20 in revenue for each
.dollar it spends, represents the most egregious example of the
inappropriateness ot_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
18 no in both cases and the answer alsc should be no in the
case of Customs' mandatory inspection services.

The alrlines fully recognize, as good corporate citizens,
the need for services for the public good by the inspection
agencies, even though such services are by detinition an
impediment to the free conduct of airline operations. But,
that ie why citizens pay taxes, and why “user fees" are by
definition inappropriate when se:vices rendered are for the
benefit of the general public.

The services provided by tpe 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. 1In 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 delayes caused by the lnspec;ton process.

in our view, these are precisely the kind of services which
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benefit primarily the general public, which the President ha§
gaid 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 fron
increasing "the number and diversity of fees". As previously
emphasgized by the Department of State in its letter attached to
this statement, user fees also would be inconsistent with the
Chicago Convention, the co:ne:gtone 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 "[Clontracting 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 suppo:ie: 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.il
As the result of any user fee legislation, the Unitel States
would be required to file a difference with ICAO. Ona can be
sure that prompt, widespread and costly retaliatory action
would result.
III. 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 ofiover 40 other federal
agencies. 1Its ofteﬁ 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.

&/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 awendment 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 reccgnize that the U.S. déficit requires U.S.
spending cuts from which the Customs Service cannot be
excepted. Therefore, we have assembled a team of air industry
expezts from the facilitation, legal, cargo and government
atfairs fields, with a high priority task of exploring and
recommending alternative approachee to accomplish the missions
of the federal inspectior services without further burdening
the budget. We ask this Committee and the Congress to allow us
to work with you and the U.S. Customa 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. Ho:kinq‘toqethe:. we will find them.
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. Attachment
OEPARTMENT OF STATE . *
WasNingtea, 0.8, 20320

July 23, 1982
The Honorable .
William von Raab,
Commissioner of Customs,
U.S. Customs Service.

Dear Mr. Commissioner:

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 feas which
Customs would charge for the clearance »f aircraft engaged in
international commerce. The lavel of fees would be based on
the: cost to the Customs Service of performing 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 (s a
party. Purthermore, implementation 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.ion (Chicago, 1944) requires that contracting parties
admit aircraft engaged in international flights temporarily
fzee of duty. In addition, this article .exempts fuel,
lubricating oils, spare parts, reqular equipment and air-
craft stores on board such an aircraft from customs duty,
inspection fees or similar natiocnal or local duties and
charges. The purpose of this article is to assure that
ajircraft engaged in internaticnal 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.

- Bilateral 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 sames.
For example, Article 8 of the U.S. Air Services Agresement
with Italy stipulates that: "Adircraft 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 tarritories
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 th
United States and Thailand, :nquizn'that aircraft be exeapt ¢
from fees and charges on a reciprocal basis. Thus, should the
United States impose such fees, these countries would almost
certainly do so.

A aubstantial number of our aviation agreements requir
that airlines of the other nation be acco:dzd troatmnn:qno :oss
5avorable than that accorded national carriers or those of the
aost favored nation." Thus, if any nation is exemprted from
these fees, these nations would be exempt.
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Finally, there are numercus 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.

Cloarlg, the customs fees proposed would be inconsistent
with U.S. obligations under many of our bilateral aviation
agreements. Moreover, exempting the foreign aizlines &ffacted
would mean discrimination against those airlines, U.S. or
foreign, which were not exampt. Whichever horn of this

di{lemma were chosen, the result would be to spend limited U.Ss.
resources in acrimonious consultations and even costly
arbitration with our aviation partners. The governmants 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
ajircraft in Canada from the United States (as the inspecting
party) to the air carrier participants in preclearancs.

There remains the problem of precedent and retaliation.
At present,- very few nations in the world impose any form of
customs fees. MNations with such charges usually apply them
only to dutiable imports. Airlines are not charged such fues
in any major nation. The United States, by initiating the
proposed custom fe€ 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.

In contrast, the U.S. has been working over the last
several years to convince others of the need to establish
an internaticnal framework which liberalizes trade in
sexvices. The imposition of the fees proposed here would
run counter to that major trade policg 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 believas 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
.;3(0 regional organizations around the country that represent bro-

ers.

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 js in ho 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-
tion 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 CaamrMAN. 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 GF 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 Ffreight Forwarders, {ncluding 29 affiliated

regional assocfations.

Customs brokers provide the i{nterface between the {importing community
and the Customs Service, establishing the necessary supporting documen-
tatfon, ensuring that all necessary federal laws are observed, collecting
duties 1in the correct amounts from the importers and then passing these
funds to the Customs authorities. It {s 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 oppositifon 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 concefved as charges for specfal government services voluntar{ly
requested and resulting 1n a particular benefit flowing to an_entity. The
filing of documentation and payment of duties is not fn any sense voluntary
nor does it result in a Dbenefit to the {fmporter. It 1s a service that
inures to the general welfare of the balance of the population of the

Unfted States - the generation of revenues. It 1s the pudlic 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 1individual taxpayer for the privilege of filing his fncome tax form
every year. This is not to say that there may not be special circumstances
where Customs may provide extra service to sufit the convenfence of an
importer and should therefore appropriately seek compensation, Here,
however, Customs has framéd {ts request around funding for competent, effi-
cfent 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. OCMB and
Customs have offered this charge for one purpose alone: to raise revenues,
Faced with a2 massive budget deficit, {1ts architects see an opportunity to
make a contribution to deficit reduction. But why not admit 1t? Why not
call ft a duty or a tax? First, the Administration has foresworn any tax
fncrease and the semantfcs of "user fee" avoid that conflict. And, second,
if 1t were admitted to be a tax, 1t 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
viol;te the GATT in any event, Suffice it to say that: “A rose by any

other name s still a rose." This 1s a tax.

Underlying this proposal too {s the suggestion that Customs dutfes do not

pay for themselves and that therefore there {s an extraordinary need to
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supplement our duty revenues to help pay for those costs. In May, the
House Subcommittee on Trade heard Customs discqss the question of addi-
tiona) staffing and admft that there is a 20 to 1 return for every dollar
that is spent fn this area. That {s, for each dollar spent on a Customs
agent, clerk or fimport specialist, the Treasury sees a $20 return through
duty collections. To suggest now that a specfal tax (or "user fee") must
be charged to Justify the cost of collecting duties {s contrary to the

facts and to their statements on the record to Congress.

For a moment, however, let us take a look at the {mpact of these so-called
user fees. They will not fall on the backs of the foreign nations or manu-
facture.rs. The durden will be dorne fully by {importers, brokers and ulti-
mately the consuming public. The assessment of ¢this tax 1s 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 fs 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 {s signfficantly 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 {s dfiscriminatory against small businesses which,
Timited by capital, out of necessity have smaller quantities in their
importation. Firms better capitalized, on the other hand, can change their
distributfon 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 quantitfes, per transaction, such as vessel loads of ofl,
will be assessed on the same basis as a container load of nails or possibly
a pallet of chemicals. The finconsistencies contfnue and we are led to the
same conclusion as the Joint Industry Group: it is probably fmpossible to

make the fees equitable and non-discriminatory.

In July, the House Ways and Means Committee reported legislation that
levies a “"processing” fee on vessels, based on passenger volume. The com-
mittee passed this legfslatfon largely in response to the Budget Committee
revenue requirements and have produced potential revenues fin the neigh-
borhood of $200 miilion. NCBFAA has the following posftion on that
legislation: First, we are sti1l opposed to a new Customs tax of any kind.
Whether it {s termed a "user fee" or a “processing charge", it {s 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 recognfzed the {inequity, lack of enforceadbility 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 unflaterally raising fees (as they have done in
other finstances) by codifying the amount of the fee in the statutory
language. And, finally, we are disturbed that the House version {s an una-
bashed revenue producer and ignores the Customs rationale for these fees in
the first place -- to supplement taxpayer funding of Custome services,
Some effort should be made to link this fee to improving operations at
Customs, The House bi11 did, however, recognize the revenue value 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
agafin points to Customs own position before the Congress that additional
personnel produce more revenue.

It s NCBFAA's view that Customs can realize ‘{ts 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 agafnst particular economic and
geographic sectors. The Customs Service h.s embarked in just such a direc-
tfon in fts inftiative for automation, Tremendous sums have been {nvested
by government and the private sector to advance this effort, More needs to
be done to expedite Customs®' conversfon 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 basts in fts
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 dest, this proposal {is {11-advised and we

hope that the Committee wi{ll 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’'ConNoOR. 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 wmost 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'CONNUR, ON BEHALF OF THE NATIONAL ASSOCIATION OF
FoRrEIGN TRADE ZONES

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 for the New Jersey
Foreign Trade Zone in Flanders, New Jersey. I am accompanied ‘
by Robert T. Chancler, Executive Director of the Association and
Lewis Leibowitz, Co-Chairman of our Government apd Regulations
Committee.

My purpose today is to express the oppositionof 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 aspact of
zone management including zone operators, companies using foreign
trade zones, cities, counties and port authorities who are often
zone bzaﬁiees 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 reimburseable expefises 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 su:ve§, background inspections,
merchandise examination, spot check inspections, audits,.clerical
support, and management and supervicion 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 Aa).

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 assessme 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.
0  Customs services provided to FT2Zs 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
AY

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 Sandler
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 user 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 Customs 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 Bruat
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 te 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 administratioﬁ of the bonding system,
our membership spans container freight station operators, foreign
trade 2o0one operators, duty-free shops, bonded cartmen, freight
forwarders, and customs brokers.

In addition to representing the National Bonded Warehouse
Assoclation, 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
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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 benef}t.

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 Preedom of
Information Act Request to obtain the accounting data used in the
calculation of the 1985 annual fee. i

fﬁe 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 Preedom 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 coét 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 qgve:nment
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 exampies 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 giving Customs the
authority to establish ca; 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 an&
northern borders. Alcoholic beverage importers and wholesalers,
lixewise, 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 Cﬁstoms?
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 enforcemefit of such reqgulations 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 néme back to
"Bureau" instead of "Service" because it is an enforcement agehcy,
not an agency which provides services for importers and exporters.

In our experiencé with the current bonding program, bonded
warehouse proprietors have not been served by Customs: they have
been investigated and policed to protect the public andé 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 experlence has shown us that Customs user
fees are easily turned intfo 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. 1In
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'CoNnNoOR. 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?

_fiVIr. O'ConNNOR. 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’ConnNoR. OK.

The CHAIRMAN. Should there be Customs user fees for the cost of
Customs functions?

Mr. Kumwm. 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. 1
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'ConNoOR. 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 committee met, pursuant to notice, at 9:30 a.m., in room SD-
215, Dirksen Senate Office Building, the Honorable Robert Pack-
wood (chairman) presiding.

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

[The opening statement of Senator George Mitchell follows:]

STATEMENT OF SENATOR GEORGFE 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 Cfuality 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-

(217



218

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
w{th 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
statgal 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 hzlf 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 6% 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
t];ei§e 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, subjecfed 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:]



221

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 AFDC. 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 $93 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 bhelow 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, 1 am deeply concerned with the arbitrary
and inequitable nature of existing standatds. The purpose of
quality control is to help states improve AFDC administration and
reduce errors. Its purpose is not to force states to develop
unduly restrictive eligibility requirements. 1Its 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 would
have serious repercussions. 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.

tUndoubtedly, 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. 1Tt 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 ecrror
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 contrihute to errnrs in ways largely beyond
the control of states.

S. 1362 would require HHS and the National Academy of
Sciences to conduct concurrent studies tn determine what the
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 state®s 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. 1t 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 collecticn will not begin until FY°88 and it will
only be partial collecticon 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
gquality 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 state®s 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 oE.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 state®s 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 FY°81 target rate. In FY®°81 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 hoth 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, 1 have seen this issue from both a state and
federal perspective. In my view, our existing policy lacks a
principled foundation. OQuality control is a management tool that
must provide incentives, not disincentives to states for effi-
cient and cost-effective program administration. Thus, I believe
veform 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'sl ERRdR RATE 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.



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
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Amount
of-
Sanction

State
Error Rate

Federal
Tolerance

1,100,000
200,000
27,200,000
1,300,000
300,000
500,000
1,100,000
200,000
1,100,000
13,200,000
1,500,000
3,900,000
1,800,000
19,900,000
6,000,000
100,000
1,700,000
2,600,000
2,600,000
3,000,000
100,000
1,800,000
700,000
200,000
100,000

1
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Note: the national average error rate in FY'82 for AFDC

was 6.9%

*sanction amounts are estimates based 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

Sta£e
Error Rate

Federal
Tolerance

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
1,709,000
300,000
3,000,000
600,000
900,000
1,000,000
3,000,000
200,000

15.5 %
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Note: the national average error rate in FY'83 for AFDC

was 6.5 percent

*the sanction amounts are estimates based on available

national data
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September 10, 1985

PRELIMINARY CBO COST ESTIMATES OF S. 1362
{(in millions)

FY'86 FY'87 FY'ss FY'89 FY'90

study costs $ 2 $ 1 - - -

2yr moratorium
FY'86-FY'87 0 0 - - -

lower bound
technical errors

.04 tolerance level - -— 49 168 193
incentive payments - - 40 45 47
tOtalS.cesecrnensonsess$ 2 $ 1 89 213 240

TOTAL.veeseoesooonsoess$544

TOTAL LESS INCENTIVES...412

ASSUMPTIONS FOR COLLECTIONS OF AFDC ERROR RATE PENALTIES
(in millions)

HHS CBO S5.1362

FY'84: collect for

errors in FY'81 $ 74 0 0
FY'85: collect for

FY's82,83-84 513 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 - *g7 38
FY'89: collect for

FY'ss 15 47 79
TOTALS s eeenscanansosansen$l, 339 $334 $117

* CBO estimates FY'88 will be partial collection only for
previous fiscal years
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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 s’night be without drastically changing the whole AFDC

ystem?

’ 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 thinF over which even the best run program doesn’t have any
control? 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.

. ?efr‘witor BENTSEN. Senator, I think your testimony has been very
elpful.

The Chairman. Senator Heinz.

Senator Hrinz. 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,
abi)ut 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
pafr back their incentive funding if they don’t do so?

t 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 pa%'l the Federal Government back.

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 mifht 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 MircHELL. 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 HeEckLER. 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 HEckLeErR. 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 aﬂout 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 