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REVENUE AND SPENDING PROPOSALS FOR
FISCAL YEAR 1990

THURSDAY, MARCH 9, 1989

U.S. SENATE,
COMMITTEE ON FINANCE,

WASHINGTON, DC
The hearing was convened, pursuant to notice, at 9:35 a.m. in

room SD-215, Dirksen Senate Office Building, the Hon. Lloyd Bent-
sen (chairman of the committee) presiding.

Also present: Senators Moynihan, Baucus, Rockefeller, Pack-
wood, Roth, Chafee, Heinz, and Durenberger.

[The prepared statements of Senators Chafee, Durenberger,
Heinz, Moynihan, and Rockefeller appear in the appendix.]

[The press release announcing the hearing follows:]
[Press Release No. H-10, February 28, 1989]

BENTSEN ANNOUNCES FINANCE COMMITTEE HEARINGS ON REVENUE AND SPENDING
PROPOSALS IN THE 1990 BUDGET

WASHINGTON, DC-Senator Lloyd Bentsen (D., Texas), Chairman, announced
Tuesday that the Committee on Finance will hold a series of hearings on revenue
and spending proposals contained in President Bush's budget for fiscal year 1990.

The hearings are scheduled for Thursday, March .9; Tuesday March 14; Wednesday
March 15; and Thursday March 16, 1989 at 10:00 a.m. in room SD-215 of the Dirk-
sen Office Building.

Bentsen said the March 9 hearing will examine the underlying economic assump-
tions contained in President Bush's budget; the hearing on March 14 will consider
the President's proposal to lower the tax rate on capital gains from the current 33
percent to 15 percent; in the March 15 hearing, the Committee will hear from the

treasury Department about their other revenue proposals as well as expiring tax
provisions not included in the Bush budget; and on March 16, the hearing will ana-
lyze proposed spending cuts contained in the 1990 budget.

"I want to give the President's budget a fair hearing. Some atractive ideas have
been outlined, but at the same time, legitimate concerns have been raised about
some aspects of the budget. The Committee will closely examine the President's pro-
posals for outlay and revenue changes, as well as the economic assumptions which
underlie the Administration's deficit projections," Bentsen said.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR

FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. I am afraid we have a long day ahead of us and
some very serious and important questions to try to understand
better, both between the Executive Branch and the Legislative
Branch.

I am going to ask the help of my colleagues on the Committee by,
if we may, limiting the opening statements to that of the Chairman
and the Ranking Member. We will take the statements that the
other Members would have liked to have made in their entirety in
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the record and ask unanimous consent to distribute them to the
press.

With that in mind, let's proceed. Everyone understands that we
have to get this budget deficit under control. That means helping
reduce the cost of money so that we can better compete interna-
tionally on trade.

But as we look at it, I don't see how we can make real headway
unless we get at least close to an agreement on how we treat some
of the basics, such as health care for Americans, and that we get
an accurate starting point on the economic assumptions for this
budget.

The President, in his budget, would reduce Medicare by approxi-
mately $5 billion. Mr. Darman, as far as I am concerned, that is
absolutely unacceptable. I went through that fight at the end of
1987, and I saw it almost start up again at the beginning of 1988.

Medicare would be a lot better off under a sequester. Should that
happen, means-tested programs and Social Security would be pro-
tected, and Medicare would lose about $2 billion, or 2 percent.

Given a choice between the Medicare cuts, as submitted in the
Administration's budget proposal and a sequester, I would much
prefer the latter.

Well, we have a third and I think a much more preferable
choice, and that is for the Administration and this Congress to
work together to develop a mutually agreeable plan.

It sure is obvious that a lot more work has to be done on the
spending proposals that the President has made, particularly as
they affect the health care system and they affect children. That is
because I think the President's budget really ignores the clear evi-
dence that many of thc, nation's hospitals are in real trouble. That
is particularly true for the rural areas with the number of rural
hospitals that are closing across the country.

I certainly see that in my own State, where we had, as I recall,
19 of them close last year. These closings can do irreparable
damage to the nation's health care system.

It is a simple fact that Medicare, the Nation's single largest
health insurer, is failing to cover the cost of treating the elderly
and disabled Americans in half of the Nation's hospitals.

In addition, the President's budget reduces Medicare by more
than $5 billion, while making no proposal for real structural re-
forms that I think have to be made to keep this from just being a
recurring problem. I think that is particularly true of Part B,
which is expected to grow more than three times the rate of infla-
tion next year.

You have to have some kind of a structural adjustment in that
one, I believe.

What is more, if the economic forecast proves accurate, the Presi-
dent's budget hits the Gramm-Rudman targets by taking only the
most tentative steps toward addressing the Nation's failure to
invest in the health of our children.

The President's statements in support of enhancing Medicaid
and other child health care programs I think are commendable,
but his budget document emphasizes Medicaid expansions that
have already been enacted into law, already approved by the Con-
gress, paid for in the last Congress. Moreover, the President's new
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proposal would assure Medicaid access for fewer than one out of
every 10 infants who currently don't have health insurance. We
have just got to find a way to do better than that.

As we examine these proposed cuts in Medicare, we are also
going to be looking at some of those economic assumptions that
make up this budget.

The President's budget calls for a deficit of $95 billion. But we
have other forecasts, and quite a number of them are not nearly so
optimistic.

Late this morning, we will be hearing from the Congressional
Budget Office. They have taken a look at the administration's
budget proposal, and I understand that they came up with num-
bers quite different from those of the administration for the forth-
coming year, and dramatically different for the following four
years.

I agree, and I am sure you will say, Mr. Darman, that projections
are just that; they aren't foolproof. But you have to start at some
point, and you have to be as honest and as realistic as you can be
with the assumptions so that your projections are achievable.

Eight years ago we had another Director of the Office of Manage-
ment and Budget who came before us and told us, with the admin-
istration's assumptions and projections we were going to have a
balanced budget by 1984. Not only did that not happen, but we saw
our budget deficits in the last eight years total more than the defi-
cits of all the Presidents from George Washington to Jimmy
Carter.

So it is important that we get these projections on as sound of a
foundation as we can.

Over the next 5 years, the President's budget assumes a simulta-
neous real GNP growth exceeding 3.2 percent and a spontaneous
increase in productivity. As I recall, in the last year, we have had
an increase in productivity of about seven-tenths of 1 percent.

It also assumes that unemployment is going to drop to the lowest
level that it has been since 1973, that inflation will fall to levels
not seen since 1965, interest rates to levels not reached since 1962.
Now, what do we have here, an album of the "greatest hits?" Or
the "golden oldies?" Or U.S. economic highlights? Or a responsible
basis for budgeting?

Let me say, first, that I hope all of those rosy projections come
about; but I sure wouldn't bet on it. We need to get to the bottom
of those assumptions and proposals and get a more complete pic-
ture of what this budget would do and what changes are needed in
it. And it is essential we work together and try to achieve that
goal, and that we do our darnedest to try to avoid that sequester if
we can.

I now defer to the Senior Senator from the State of Oregon, the
ranking member.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SENATOR
FROM OREGON

Senator PACKWOOD. Mr. Chairman, thank you.
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Among other things, I would appreciate it if the witnesses would
address themselves to the question of how, if we were to have a tax
increase, it reduces the deficit, because I do not follow the logic.

As I understand the law at the moment, we must limit the defi-
cit next year to $110 billion, which would be the Gramm-Rudman
total of $100 billion plus the $10 billion fudge factor. If all else
fails, if we do not reach an agreement then we are going to have a
deficit of $100 billion-because of sequestration. But I have heard
Mr. Darman say on more than one occasion that the President will
follow the law. He doesn't have any judgment or discretion on it;
the law is Gramm-Rudman and the sequester.

So what I am presuming that people mean when they say, "Let's
have a tax increase ko reduce the deficit," is that, based upon
OMB's mid-summer deficit snapshot, we are not going to meet the
$110 billion target. Instead, the projected deficit is going to be $130
or $140 billion, and they are talking about a $20 or $30 billion tax
increase to get down to the $110 billion deficit total, which is actu-
ally $10 billion higher than the total we would get to with a se-
quester.

I think what they are saying is that they want the $20 or $30
billion of additional revenue to continue to sustain programs that
would otherwise be cut or restrained by the sequester. And that is
a fair debate.

The Chairman has mentioned any number of programs that he
thinks the administration treats less than generously. It is a fair
debate as to whether you want to use a tax increase to support
spending levels at current or slightly increased spending levels, or
whether you want no tax increase and a budget or a sequester that
reaches a $100-110 billion total.

But it seems to me that the only that you could say a tax in-
crease will reduce the deficit is if you were to reduce the Gramm-
Rudman targets at the same time. If you want a $20 billion in-
crease to reduce the deficit, then lower the $100 billion Gramm-
Rudman target to $80 billion, and that will force you to use the tax
increase to reduce the deficit. I don't see how we get there other-
wise.

Second, as to the economic projections, I looked at the General
Accounting Office report in 1986, which basically says this: On bal-
ance, nobody has a leg up on economic forecasts-not OMB, not
CBO, certainly not the private forecasters-that on balance OMB
has been slightly more accurate on predicting inflation and interest
rateS, on balance CBO has been slightly more accurate in predict-
ing growth rates; but if you add them all together their margins of
errors are relatively slight.

I would like the witnesses to address themselves as to why it is
we think the growth rate is going to be so extraordinarily low. If I
understand the figures correctly, we have had 3.25 percent average
real growth over the last 40 years, including eight recessions. In
the last 6 years we have had about a 4 percent real growth. I am
curious, therefore, what has caused some people to come to the pro-
jection of 2.6 percent growth, lower than the average, dramatically
lower than the last six years-maybe accurate; no one knows
ahead of time if they are accurate. But I am curious why the dra-
matic fall in the projections.
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Lastly, I heard the Chairman talk about the other Budget Direc-
tor, and I am sure he means Mr. Stockman and the projections as
to what the deficits and surpluses were going to be.

I think it is fair to look back upon what we all thought the defi-
cits were going to be for the surpluses in 1980 and 1981, because
Congress was a partner in that tax cut, and I know there have
been criticisms of the tax cut. So I just want to go back and take a
look at a series of projections starting in January of 1980. This was
the Carter OMB. In January of 1980 they were predicting a sur-
plus, by 1985, of $158 billion. In February 1980, CBO's baseline pro-
jection for the 1985 surplus was $178 billion.

Now we come to 1981, the last Carter OMB projection, in Janu-
ary. They had lowered their projections a bit, but they were show-
ing a $138 billion surplus by 1986.

And then, most interestingly, the last reports we had to go on
prior to our enacting the tax cut in August-and this was the con-
gressional Budget Office projection-in July 1981 the congressional
budget Office predicted, on a baseline-this was not including the
Reagan spending cuts or the Reagan tax cut-the CBO baseline
projected a $209 billion surplus by 1986. With the Reagan spending
cuts and tax cuts, the congressional budget resolution was predict-
ing a balance in 1984.

What no one projected were two things: One, the dramatic drop
in inflation-CBO didn't catch it, OMB didn't catch it, the private
forecasters didn't catch it-and of course, in 1981 we had not yet
indexed the Tax Code. So if you projected high inflation, you were
going to have dramatically higher revenue increases.

Second, no one projected, with one private forecaster exception,
no one in the summer of 1981 projected the recession. And in a re-
cession, your revenues fall.

So, in my judgment, very clearly what we did in the summer of
1981 was to cut taxes so that we wojld reduce the surplus, so that
we wouldn't spend the surplus. And it was only after we had en-
acted the tax cuts that we had the dramatic increases in the defi-
cits, because we did not project the fall of the inflation, and we did
not project the recession.

But the error in projection was not Mr. Stockman's or OMB's
alone, it was CBO's, and with one exception it was all private fore-
casters.

Therefore, I think as we look ahead we should remember that we
have all made extraordinary mistakes in the past on projections,
and we should not necessarily hit upon OMB or CBO, or Wharton,
or Chase, or anybody else, as "the guru" of projections and say,
"That is going to be the exact way the economy is going to behave
in the future."

Thank you, Mr. Chairman.
The CHAIRMAN. Mr. Darman?

STATEMENT OF HON. RICHARD DARMAN, DIRECTOR, OFFICE OF
MANAGEMENT AND BUDGET

Mr. DARMAN. Thank you very much, Mr. Chairman.
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May I ask that my statement be included in the record in its en-
tirety, along with appendices, and that I make an abbreviated ver-
sion of that statement in order to economize on your time?

The CHAIRMAN. Do we have that abbreviated version before us?
Mr. DARMAN. I don't think you do.
The CHAIRMAN. Well, we will take it in its entirety. It would be

helpful, you know, to enable us to follow you, if we could get the
abbreviated version in the future.

Mr. DARMAN. I don't have copies, but what I can do is quickly
refer you to the places in the text where it will be relevant.

The CHAIRMAN. All right. If we have a problem, we will interrupt
and ask you.

Mr. DARMAN. Chairman Bentsen, Senator Packwood, distin-
guished Members of the Senate Finance Committee, please let me
thank you very much for this opportunity to discuss President
Bush's budget proposals.

If I could pause for just one moment, in the same spirit of recall-
ing "oldies but goodies," I might say that it is, for me at least, a
special pleasure to come back here, because my- last recollection is
not of 1981 but rather of some extraordinary days, especially in
May 1986, where right in this room at midnight or sometime there-
after, as I recall in about the third week of May, we had a 20-to-
nothing vote in favor of tax reform, something that not too many
weeks and months before people said could never be done. So, I
have a rather favorable view of some of the history that involves
this committee, as I know you do, too.

I appear before you today in what I hope you will find to be a
constructive spirit, seeking to advance our common objective: the
prompt enactment of a responsible budget program that can meet
the Gramm-Rudman-Hollings deficit reduction targets on schedule.

With your permission, I would first outline the President's over-
all approach to the budget, and then note the very important set of
proposals that directly involve the Senate Finance committee
before responding to your questions.

In seeking to meet the Gramm-Rudman-Hollings objective on
time, the President has suggested that a responsible set of budget
proposals must pass several basic tests:

They must attend to fundamental obligations, such as the pay-
ment of interest, the protection of national security, and the fund-
ing of Social Security.

Within the limits of scarce resources, they must address special
obligations-to the poor, as through means-tested entitlement pro-
grams and incentives for child care, and to future generations as
through environmental protection.

They must begin to remedy problems inherited from the past-
the scourge of drugs, the crisis in the savings and loan sector, the
failure to invest adequately in the modernization and clean-up of
nuclear weapons production.

And they must advance priorities for future American growth
and competitiveness, as through measures to encourage sound in-
vestment in research, education, enterprise, and longer-term pro-
ductivity.

They must do all these things while also restoring fiscal balance,
meeting the Gramm-Rudman-Hollings targets without raising taxes
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and without threatening what is now America's longest period of
sustained peacetime economic growth.

The President's proposals were presented to the Congress, as you
know, on February 9 in a =193-page volume entitled "Building a
Better America." is proposals meet the several tests I have noted.

In addition to the 193-page volume, we have since provided the
Congress with over 4,000 pages of supplementary detail. These sub-
missions are noted at Appendix A and are contrasted with submis-
sions of prior Presidents.

With these various submissions and through informal consulta-
tion as well, I think it fair to say that we have submitted more
data in explanation than any new President has done at a compa-
rable stage of his presidency in the modern budgeting era.

Mr. Chairman, I would now propose to skip the next section,
which is entitled "Changing a Habit of Mind: from Wonderland
Budgeting to Common Sense Budgeting."

I think you are by now well aware that we have launched a cri-
tique of current services budgeting, and since you are well familiar
with the argument, I will spare you the burden of hearing it one
more time. I might, however, ask that I be able toreturn to it
when we get to a discussion of Medicare.

The CHAIRMAN. Of course.
Mr. DARMAN. Moving then to the section entitled "Shifting Per-

spective," whatever one's views on the Wonderland budgeters'
habit of mind, in thinking in terms of current services, there is an-
other issue of perspective that is, I think, even more important.
Whether we budget from last year's levels, a zero base, current
services, or any other reference point, it is essential that we give
greater attention to investment in the future. As a matter of analy-
sis, that means we must attend to the relative emphasis given to
new spending for current transfers and consumption versus new
spending for future gains in productive power and the quality of
life.

Our freedom for spending initiatives is limited. We are con-
strained by problems from the past and obligations to the present.
But within the limits set by these constraints, President Bush's
proposed initiatives tilt toward the future.

They emphasize-and I will just tick off the major headings: In-
vestment in research and development, investment in education
and child development, investment in the protection of the environ-
ment, investment in combating drug abuse, and investment in the
creation of incentives for new economic opportunity.

The list of seemingly worthy claims always exceeds available re-
sources. It is limited only by human imagination. The necessity for
choice is inescapable. For a summary of President Bush's priority
choices, I would refer you to Appendices B and C. But in making
choices, it is important to note: the voters of the present are well
represented; the citizens of the future are less so. At the margin of
choice, the citizens of the future must depend upon the wisdom and
generosity of a present generation that is willing to invest in the
future.

But the question is rightly asked, how do we finance all of this?
The answer, I would contend, is straightforward. The first and
most important contributor is economic growth. With a growing
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economy and no change in current law, revenues are projected to
increase from $978.6 billion in fiscal year 1989 to $1.06 trillion in
fiscal year 1990; that is an increase of more than $80 billion. The
congressional Budget Office estimates even higher revenues than
the administration. That is, in any case, no small amount of
money. It is more than the GNP of 137 countries.

Even so, with the claims made by deficit reduction, by fundamen-
tal and special obligations, the need to address problems from the
past, and priorities for initiative and investment, there is also a
need for restraint on the growth of the remainder of the budget.
This need is mitigated somewhat by certain mandatory programs
that naturally decline. These are summarized at Appendix D. It is
mitigated further by our ability to make sensible reforms in pro-
grams that would otherwise be an excessive drain on limited re-
sources. Our proposals here are summarized at Appendix E.

Still, in order to meet the Gramm-Rudman-Hollings targets,
there remains a need to freeze the remainder of the budget as fol-
lows: freeze all retirement COLA's for Federal civilian and military
employees for one year, freeze defense budget authority at zero real
growth for one year, and freeze residual non-defense spending,
other than in areas of priority initiatives, at 1989 levels for one
year. The effects of this set of freezes are summarized at Appendix
F.

With these steps, it is possible to fund necessary and desirable
program growth while also reducing the budget deficit below the
target of $100 billion in fiscal year 1990.

I would note that using the CBO technical and economic assump-
tions, which as you have suggested, Mr. Chairman, will be made
public today, and the administration's treatment of the financing
of the savings and loan fix-up, the Bush proposals would still
produce a deficit estimated to be below the Gramm-Rudman-Hol-
lings sequester trigger point. I am sure that is a point we will wish
to come back to.

The net effect of all of President Bush's proposals would be to
increase total spending by 1.2 percent. Within this total, defense
outlays, including atomic weapons production and clean-up, would
increase by only 0.7 percent. All non-defense discretionary program
outlays would increase by 3.3 percent, and all other mandatory pro-
grams, including those that naturally decline, would increase by
1.1 percent. Since revenues are projected to increase by about 9
percent, the deficit can be reduced substantially even as all these
major expenditure areas grow.

That said, I must emphasize that our exact economic and deficit
projections are not what I would forecast. And here, Mr. Chairman,
I would take the liberty of commenting on your reference to Mr.
Stockman. He is a friend, and I mean no disrespect in saying this,
but there is a significant difference between us, I believe. I think
that he was considerably more confident; at least, he expressed a
much higher degree of confidence in the validity of his projections
than you will find me doing. As these additional comments and an-
swers to your questions will suggest. I am much more inclined to
treat this as an area of uncertainty.

In any case, as I have said, the deficit projections are not exactly
what I would forecast. They are dependent on a host of variables
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and conditions that are not wholly within our control or within
economists' ability to forecast reliably.

One of the key conditions is political, not economic. Our projec-
tions depend upon prompt congressional enactment of the Presi-
dent's program, or something close to it. Clearly, if there is not
prompt and responsible legislative action to reduce the deficit,
there will be greater market risks, and it will be substantially less
likely that our conditional projections may be achieved in the
manner intended. We would have to rely upon sequester, a clumsy
way to proceed although a necessary back-up discipline.

As for economic assumptions, these are, of course, endlessly argu-
able. But here I would make three general points:

First, although micro-economics has much to recommend it,
macro-economics is not really well enough developed to justify its
claim to the label "science." It is highly fallible.

In the period 1981 to 1998, for example, the administration, CBO,
and the "Blue Chip" group of forecasters all had large mean errors
in their forecasts of nominal GNP for one year ahead. As Senator
Packwood has suggested, they were all close to each other, but the
size of their errors was all rather large-2.6, 2.4, and 2.6 percent,
respectively. It is a regrettable fact of macro-economic forecasting
that forecasts are often closer to each other than they are to being
correct.

Second, the administration's assumptions are perhaps most vul-
nerable with regard to out-year interest rates. It is at least note-
worthy, however, that it is possible for others to be wrong in addi-
tion to the administration.

In 1982, for example, CBO forecast 1983 T bill rates at 13.2 per-
cent. Blue Chip forecast 10.7 percent, and realty came in at 8.6 per-
cent. In 1985, one saw the same pattern. Blue Chip forecast 9 per-
cent for 1986, CBO forecast 8.7 percent, and realty came in at 6
percent.

I am not trying to suggest that the administration is right and
others are Nwrong; rather, I mean to suggest simply that we should
not have too much faith in any macro-economic forecasts. In the
end it is probably not a bad idea to rely upon common sense.

If the administration is wrong about interest rates, it is probably
also wrung about inflation. And the combination of these errors
would produce much less adverse effect on the deficit, all other
things being equal, than would an interest rate error alone.

The Chairman of the Federal Reserve has said that if a program
deficit reduction such as the President's were enacted, he would
expect interest rates to come down substantially. For a host of rea-
sons, this seems desirable. And to me it seems common-sensical
that if we wish to see interest rates come down in the current con-
text, we should move forward with responsible deficit reduction.

Third, the administration's long-term sustainable real growth
projection, averaging about 3.25 percent, has been challenged by
some who believe it should or must be lower. CBO, as I am sure
you will note in their estimate, assumes it will be more like 2.5 per-
cent. But from 1948 to the present, a period that includes eight re-
cessions, real growth in the American economy has averaged 3.25
perc nt-exactly the trend line that ours is on.
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I see no reason to settle for a lower long-term projection than we
have been able to achieve over the past 40 years. To do so would be
unnecessarily defeatist.

The argument, it seems to me, ought not to be about whether or
not we should lower the future trend line. Rather, it should be
about what set of policies are most likely to assure that we are ca-
pable of sustaining our historical pattern of growth.

For our part, we believe that policies such as the President's-
that would lower the deficit, increase savings and investment, in-
crease R&D, increase investment in human capital, and ultimately
increase productivity-that these are the key to sustaining growth.

In implementing the President's approach to the budget, or any
other serious approach, the Senate Finance committee quite obvi-
ously has a fundamentally important role. The committee must ad-
dress proposals in three broad areas: special entitlement obliga-
tions, receipts, and structural reforms of existing programs.

Since these are well-known to the committee, may I suggest that
I simply note that they are summarize,. and available in the text
that you have, but suggest that we move quic ly over that list of
programs which are also summarized in app.ndices and move to
the concluding section that is entitled 'The Need to Negotiate".

So, in concluding th.,s overview, Mr. Chairman, I should empha-
size that we do not pretend to have either all the answers or the
only acceptable set of answers. We have offered a set of proposals
that we believe have merit. We look forward to learning of other
proposals and to discussing them on the merits. We mean to be cc-
operative. But this, of course, is not enough. We cannot unilateral-
ly produce a budget. We in the executive branch cannot legislate.
We can offer and exchange views, but in the end we must come to
an executive-legislative agreement. To that end, as a matter of
practical reality, we must negotiate.

I would note, Mr. Chairman, that since this text was prepared
and delivered, last evening, we were informed by Chairman Panet-
ta and Chairman Sasser, the Democratic chairmen of the Budget
Committees, have agreed to and propose tlhat we actually formalize
a process of negotiation, and we will be meeting with them this
afternoon to discuss that further. So, these printed remarks in the
text may have been overtaken by events. If so, we are of course de-
lighted, because although the real economy remains strong, inter-_
est rates are rising, and markets seem less firm than one would
wish.

Our Government is divided between the two great parties. That.
division is viewed by some as a formula for stalemate, and stale-
mate is fraught with risks. The risks are economic: if we do not act
responsibly and in a timely fashion, rising interest rates may cause
the economy to flounder, creating significant human costs in the
process. And the risks are political: if we do not act responsibly and
in a timely fashion, public cynicism about our collective capacity to
govern may only deepen.

But it need not be so. The President has said that this is not the
time to settle for business as usual. Our job, as we see it, is to do
our utmost to make divided government work. We are prepared to
work in good faith, in a bipartisan spirit, day and night if that is
what it takes to reach a constructive agreement on time.
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So in that spirit, I would be pleased to try to respond to your
questions. And may I thank you again for inviting me to appear
before you today.

The CHAIRMAN. Thank you, Mr. Darman.
[Mr. Darman's prepared statement appears in the appendix.]
The CHAIRMAN. We will observe the early-arrival rule, and they

will be in this sequence: Senator Moynihan, Senator Packwood,
Senator Rockefeller, Senator Durenberger, Senator Chafee, Senator
Baucus and any others-oh, and Senator Roth.

Well, I appreciate your candor about the fact, as we have agreed,
that these are just projections. But a matter of concern to me is
where we are today on some of these numbers, and what these eco-
nomic assumptions happen to be.

As I look through them-and let us run the questioning to 7 min-
utes, to try to get a little more time for follow-up on this-the ad-
ministration says that GNP is going to grow 3.3 percent in 1989.
But in the fourth quarter it grew at al. annual rate of only 2 per-
cent.

The administration says short-term interest rates will be 7.4 per-
cent in 1989; but 3-month Treasury bills now are paying 8.65 per-
cent. It says inflation will be at 3.6 percent in 1989, but inflation
increased at an annual rate of 7.2 percent in January.

Now, you have only got 9 months left, and all of these statistics,
all of these numbers, are running the other way. I don't see how
you can realistically feel that you are going to be able to turn this
around that fast. And what concerns me is when we get to August
and you revise these economic assumptions. We would have spent
all of this time, and we would then have to do something rather
draconian, beyond what we had already done.

Now, you referred to your good friend David Stockman, and I
noted what he said about the Reagan budget's economic assump-
tions, which aren't that different from this ones. He stated, "They_-
are entirely fictional and out of this world."

Another one that concerns me is, predictably, on the question of
productivity, because that materially affects these assumptions,
particularly in the out-years.

In a period of strong economic growth, between 1981 and 1988,
productivity increased only an average of 1.4 percent. Between the
fourth quarters of 1987 and 1988, it increased, as I noted earlier, by
seven-tenths of 1 percent. Now, you are talking about productivity
rates of 2 percent, and I sure hope you are right. But I don't see
where it is coming from. Can you tell me on what basis you are
making those predictions, particularly on the question of increases
in productivity?

Mr. DARMAN. Yes, sir. May I comment on the prior points as
well?

The CHAIRMAN. Of course.
Mr. DARMAN. On GNP and our interest rate assumptions in rela-

tion to where they are in the market at the moment, we made, as
you know, two sets of changes in the Reagan assumptions. With re-
spect to interest rates, we did adjust for the market as it is, and the
problem that one could focus on is: Is the slope that we have of in-
terest rates coming down, is that too steep a slope to be viewed as
realistic?
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The CHAIRMAN. That's right.
Mr. DARMAN. But we have made the adjustment for interest

rates as they are in the marketplace.
Then, as you know, the drought had an effect on the fourth quar-

ter GNP, and GNP has been coming in higher than we and CBO
forecast, including the fourth quarter. We only made half of that
adjustment. And if we were to adjust further for where GNP is in
fact, as opposed to where we forecast, the deficit would be a little
bit lower. It might be about $3 billion lower than we forecast, and
that is a continuing favorable effect, all other things being equal.
We haven't yet made that adjustment fully. It is a small point.

I would grant your point, however-what I take to be your
point-which is that, even though we have made these adjust-
ments, the slope downward of the interest rates may be too steep
in our forecasts.

The CHAIRMAN. I, frankly, feel so. You say a lot of this is a gut
reaction, that we do not have an exact science here. But I truly feel
that is seriously over-optimistic.

Mr. DARMAN. Our forecast, just to give you the quarterly break-
it looks like a big break when you look at the annual averages, but
the quarterly one goes: in 1989, first quarter, 8.3 percent, which is
the market, to 7.7-these are succeeding quarters-7.7, 7.1, 6.5, 6.0.
That then gets us back on what the Reagan economic forecast line
was. That is not an extraordinary steep slope, if we get __signifi-
cant budget-reduction agreement.

The CHAIRMAN. And, that it is credible.
Mr. DARMAN. And that is credible, and timely. And those are

very important conditions.
We would still probably have an argument about the out-year

forecasts, because, again, there is a long-term trend, way cown,
back to rates from a couple of decades before in bc h inflation and
interest rates. But there, I would just make thick point--I will
repeat a point I made in the testimony, if you assume that we are
wrong on interest rates for the out-years, if. is probably because we
are wrong on the inflation number in the out-years.

The CHAIRMAN. And you would say that with inflation going up,
you would collect more revenue?

Mr. DARMAN. Yes, and CBO would, too.
Mr. Chairman. Do you think those things are a wash?
Mr. DARMAN. No, not exactly, but they are quite close. I can tell

you how it comes out on our model: If we were to assume across
the board that interest rates increased by 1 percent, and inflation
increased by 1 percent as well, all the way through 1994, it would
reduce the deficit by about a billion in 1989, it would increase it by
1.8 in 1990, 2.1 in 1991, 2.0 in 1992, 1.4 in 1993, and then decrease it
by 0.3 in 1994. Now, that is a very different pattern than if you just
move the interest rates. If you only move the interest rates, those
numbers are much larger-they go 2.8, 8.1, 11.5, 13.8, 15.4, 16.4.

The CHAIRMAN. Because of the time limitation, let me say what
concerns me if we don't use realistic assumptions. If you come up
with OMB estimates that are overly optimistic, and we marginally
meet the Gramm-Rudman target using the same assumptions, as
you have done, we may find we are way off that mark as reality
finally comes about. What concerns me is that we will be managing
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crises for the next four years on both sides, and we will keep inter-
est rates high in this country, and we will have a terrible time
being internationally competitive.

Let me get to the point of the question.
Mr. DARMAN. Productivity.
The CHAIRMAN. What?
Mr. DARMAN. I didn't answer your question on productivity.
The CHAIRMAN. I have more questions yet coming.
Mr. DARMAN. Okay.
The CHAIRMAN. Well, let me have it on productivity. You will

use up the time on it, but let's go.,
Mr. DARMAN. Well, I can try to be brief. Our productivity as-

sumption is not quite 2 percent; it averages 1.9 percent. Of course,
in earlier periods we have been as high as 3 percent or more, as an
average; but 1.9 percent is back on our trend line.

The question is, why should we be getting back on that trend
line? It is not extraordinary. And the principal piece of the answer,
I think, is in the aging of the baby boom generation in the labor
force. You had a large number of entrants who were baby-boomers,
women, and minorities, who are now largely absorbed in the labor
force and are no longer as unproductive-that is not quite the right
term-as low-productive as new entrants; they are now much more
experienced, and one has more productivity just from the demo-
graphics.

That isn't the only reason, but it is an important reason why we
should expect productivity to increase.

The CHAIRMAN. We are going to be having a second round. I can
see that, Mr. Darman.

Senator Packwood?
Senator PACKWOOD. Mr. Darman, I want to ask you a question

bout Mr. Reischauer's statement, just to make sure that you and
he agree, and I will read you what he says. Actually, it is an esti-
mate.

In his statement, he says that the administration estimate for
the deficit in 1990, including asset sales, is $91 billion. Is that cor-
rect?

Mr. DARMAN. Right.
Senator PACKWOOD. And the asset sales are about $3 billion.
Mr. DARMAN. Right.
Senator PACKWOOD. So, without them, $94 billion.
Mr. DARMAN. A little more, yes, 94.8. Right.
Senator PACKWOOD. And this does not include the S&L's; we will

get to that in a minute.
Then, CBO's estimate of the Bush budget, excluding the asset

sales which is the $3 billion, and the S&L's, is $109 billion. That is
what they say their estimate is. Do you agree with that, that is
their estimate?

Mr. DARMAN. Yes, if you use their economic assumptions, their
technical assumptions, and you only adjust for asset sales and
S&L's, then the answer is 109.

Senator PACKWOOD. It is only a difference of $15 billion in a fed-
eral budget of $1 trillion 160 billion. And they say their differences
are based upon economic differences and technical differences-the

99-390 0 - 89 - 2
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economic differences being $9 billion and the technical differences
being $8 billion.

Mr. DARMAN. Right.
Senator PACKWOOD. So what they are saying is, if the President's

budget is enacted, then they estimate a $109 billion deficit not
counting the asset sales. You are saying if the President's budget is
enacted, you are estimating a $94 billion deficit not counting the
asset sales.

So, to- l3gin with, we are not that far off in terms of the esti-
mates for fiscal year 1990.

Mr. DARMAN. Remarkably close.
Senator PACKWOOD. It is remarkably close in a budget of, as I

say, $1 trillion 160 billion. To be off between CBO and OMB only
$15 billion is not a dramatic difference.

If we have to sequester, we have to sequester to $100 billion, not
$110 billion. Is that correct?

Mr. DARMAN. Correct.
Senator PACKWOOD. And the 110 is only if we happen to come in

with a deficit projection in the summer slightly less than 110 or up
to 110. We don't have to sequester. We only have to sequester over
that $10 billion range.

Mr. DARMAN. Correct.
Senator P.,CKWOOD. Okay.
Now, in terms of the arguments about a tax increase to narrow

the deficit, have you heard of anybody talking about a tax increase
specifically for that purpose, and therefore coupling it with a low-
ering of the reduction of the Gramm-Rudman-Hollings target?

Mr. DARMAN. Not publicly, with the possible exception of Sena-
tor Hollings, who I think may have. I am not sure how he proposes
to use his value-added tax. I think it involves a significant debt
buy-down and would move beyond the Gramm-Rudman targets.

Senator PACKWOOD. And in fairness to Senator Hollings, that is a
position he has held for a number of years, as a matter of fact, as
to how we would get to a balanced budget in a relatively short
period of time.

But almost everybody else who asks for a tax increase, as best I
can tell, is asking for a tax increase in order to make spending re-
straint unnecessary.

Mr. DARMAN. Correct.
Senator PACKWOOD. In most cases it is not. And I think your defi-

nition of a cut is a good definition. If you were to talk Lo the aver-
age citizen and ask them what they mean by "cut," they mean
"less than last year." They don't mean less than what might have
been next year. To anybody who has a salary, and they are making
$100 a week, and if the7 make $100 a week next year, they don't
think they have been 'cut." They wish they had gotten an in-
crease, but they don't think they have been "cut." t

I think those who want a tax increase are hard-pressed to really
say it is to reduce the deficit-short of an opinion like Senator Hol-
lings', where he indeed changes the targets.

Now, let me ask you a third question, if I might. This relates to
the 3.2 percent projection on growth. Would you run by me the as-
sumptions, once more? Because, frankly, I have to admit I am
hard-pressed to understand why, if we have been growing at 4 per-
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cent, and if our historical average is 3.25 percent for 40 years in-
cluding eight recessions, why suddenly the projection should be so
dramatically lower, not just in the 4 percent but lower in the his-
torical average with good years and bad years thrown together. So,
run by me the assumptions once more of the 3.25 growth.

Mr. DARMAN. Well, we are on, as I have said, the historic trend
line, and I think the question should be why does CBO forecast
much lower growth. I think that the answers would be twofold:
One is short term, and one long.

On short term, they don't like to forecast a recession. But 1 think
that they are assuming that monetary policy will continue to be
quite tight and will restrain growth very substantially. And we
differ on that-not as to whether monetary policy will be tight, but
whether monetary policy would cause interest rates to continue to
rise, because we are assuming a substantial change when a budget
agreement is reached.

The more interesting question is the long-term question, in my
opinion. There, they assume that the long-term sustainable growth
rate is only 2.5 percent; and we assume, as you have said, 3.25 per-
cent. That number has only two components. One is growth in the
labor force, and the other is growth in productivity.

We are pretty close on labor force. The difference is on the pro-
ductivity assumption: ours is 1.9 percent and theirs is 1.4. That is a
highly judgmental matter. For 1.9 to be right, you have to be back
on the long-term trend line. I suggest that the natural demographic
effect of a labor force that is now aging has a favorable effect on
productivity. That is agreed, generally; the question is how much.

And then, in addition, the question is: How much favorable effect
on productivity do you have from proposals and policies that in-
crease the savings rate and increase investment? That, too, is argu-
able. But you need only a very small change in the productivity as-
sumption, and you will have a higher long-term, sustainable real
growth rate.

Senator PACKWOOD. I have no more questions right now, Mr.
Chairman.

The CHAIRMAN. Thank you.
Senator Rockefeller?
Thank you, Mr. Chairman.

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER, IV, A U.S.
SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Mr. Darman, good morning. We had a
hearing on Medicare this past week, and a number of witnesses tes-
tified that out-of-pocket health care costs for Medicare beneficiaries
rose by 49 percent, while at the same time average incomes per
capita grew by only 18.5 percent.

The elderly are seeing more and more of their fixed incomes ob-
viously, therefore, being spent on health care. Last year we passed
catastrophic legislation. We were told by the President that cata-
strophic coverage would have to be paid for by beneficiaries, and
indeed it was, and indeed we are hearing about it.

Two years ago, beneficiaries saw a 38 percent increase in their
Medicare Part B premium. Now some seniors, as I indicated, are
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going to be seeing a large increase in their part B premium be-
cause of catastrophic legislation.

I am worried and would welcome your response as to how the ad-
ministration is reacting to the problem of increased out-of-pocket
costs on beneficiaries with respect to Medicare.

Mr. DARMAN. I think it is a problem. It is a problem, though, I
would argue, with the whole Medicare system. By the way, it is a
problem for which I don't contend we have a fully satisfactory
answer, nor do I know of anyone else who has a fully satisfactory
answer.

But a more basic problem is that health costs in the system as a
whole are rising so much more rapidly than can be sustained over
the long term. And the question is: How can we restrain that
growth? What is the most effective way to restrain that growth?

Ours is an approach which is at best second-best, and it is a
highly regulatory approach, to continue to restrain the growth of
costs.

Most of the burden of our proposals would fall on providers and
not on beneficiaries. The one that I think you must be referring to
that would affect beneficiaries is just a continuation of current
policy, with respect to the SMI premium floor at 25 percent, and
that would of course-this, if I might say, is an aside. This is one of
the anomalies of Medicare aaid the baseline. The baseline assumes
the floor will disappear. If we just keep current law, we will get
substantial savings by keeping that 25 percent premium floor. But
you are right, or what I would expect you to say would be, that
that does increase the burden on older Americans. But it is an
amount of $1.40 per month-not trivial, but also not enormous.

Senator ROCKEFELLER. Let me ask you, if I might, a question on
physician services. Medicare expenditures for physician services
have been growing at an annual rate of about 15 percent. Increased
enrollment is responsible for about 2 percent of that growth. In-
creases in volume and intensity of services is responsible for really
the rest of that growth.

Now, your budget proposes a number of reductions in the price
that Medicare will pay for physician services.

Mr. DARMAN. Right.
Senator ROCKEFELLER. But it does not propose any structural

changes in the program that would help with the increased volume
issue, which is the larger issue.

In fact, your budget proposal, to my way of thinking, may make
matters worse, because there is a lot of evidence that suggests that
every time we freeze the price, there is an increase in the volume
of services provided.

Do you have any proposals that address this sort of volume in-
crease problem?

Mr. DARMAN. Well, you are right in your analysis, in my opinion,
and that is that this emphasizes controlling the prices but doesn't
adequately get at the volume issue, and there is an opportunity, in
effect, to beat the system with increased utilization. That has hap-
pened again and again in the health care system. Unfortunately,
there are only two ways to deal with this that I can think of, ana-
lytically:



17

One is, you try to head towards a more competitive system, more
market-oriented in some respects, in order to keep the price and
utilization down. The other is to increase the regulatory structure,
to put caps on the total resources that are available.

Our society, our political system, has been unable to decide
which way to go, so we are always left in this middle ground., with
what I said is inevitably a second-best solution. But nobody either
has a fully satisfactory first-best solution or can get others to agree
on it.

If you want to head in a more regulatory direction, the direction
you go in is you put caps on, to address the problem you are talk-
ing about, I think. Isn't that what you would say is the next step?
You put volume caps on.

Senator ROCKEFELLER. That would be one step, yes.
Mr. DARMAN. And that, of course, then leads to all kinds of argu-

ments about, "Well, what happens if you have reached the volume
cap and you are going, then, to have people not able to be served?"
So then you are driven to say, "Well, we have got to decide. We are
going to parcel out the volume sort of month-by-month, week-by-
week, class-of-beneficiary by class-of-beneficiary,' and pretty soon
that system starts to look absurd in the regulatory direction. Ai, i
it is a hard problem.

Senator ROCKEFELLER. I understand your dilemma, and I certain-
ly understand ours. Let me pursue the matter of limits on actual
physician charges.

In 1986 the Congress placed limits on the amounts that doctors
could charge Medicare beneficiaries in addition to the amount that
Medicare determines is reasonable. These are called MAAC's-
maximum allowable actual charges. The MAAC limits are going to
expire at the end of 1990. Without these limits, it is not inconceiv-
able to the human mind that physicians would be free to charge
beneficiaries any amount that they choose, regardless of what Med-
icare might say is reasonable.

Now, your budget includes a number of payment reductions for
physician services that would be effective in 1991, but it does not
include a proposal to continue these maximum allowable charges.
Do you think that there should be any limit on the amount? If so,
why is it not reflected? And how should this matter be approached,
in your judgment?

Mr. DARMAN. You are correct, Senator Rockefeller, that our pro-
posals are silent on the question of whether there should be such a
limit. And in the spirit of full disclosure, I will confess that before
Ways and Means, when I was asked this question, I said that I
would reconsider it. But I have to add that, having said that, I said
it on my own authority, and the administration hasn't taken a po-
sition on that yet.

So, we will reconsider that question, and I don't mean to be sug-
gesting where we would come out. I simply agree that it is a prob-
lem in the approach that we have that has got to be addressed, in
my personal opinion.

The CHAIRMAN. Thank you.
Senator ROCKEFELLJR. Thank you, sir.
The CHAIRMAN. Senator Durenberger?
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OPENING STATEMENT OF HON. DAVID DURENBERGER, A U.S.
SENATOR FROM MINNESOTA

Senator DURENBERGER, Thank you, Mr. Chairman.
Let me just say for the record that I am glad you confined the

opening statements to the chair and the ranking member, because,
between the two of you, you said it all in as far as the health care
area is concerned. I want to endorse everything you said in your
opening statement.

The CHAIRMAN. Thank you very much, Senator Durenberger.
Senator DURENBERGER. Mr. Darman, we have been at this for

quite some period of time, all of us together, and the point you
made in response to Senator Rockefeller's comments about whither
the American health care system is pretty accurate-the options
being continue with choice and competition in the marketplace, or
go to some other form. And I think the conclusion you drew is a
correct one, also, that our society has been unable to make that de-
cision.

I would suggest to you that one of the problems and the difficul-
ties in making that decision is because, at least from our stand-
point here in terms of leadership, the leadership on the issue needs
to come, in my view, probably best from the President, or at least
someone on whom the country can focus.

Because of the nature of this country, we have a private delivery
system-hospitals and doctors. They aren't run by the Government.
We don't have a history as Canada does of State-by-State regula-
tion of the system.

We have got a marketplace that is dysfunctional. That is our
problem. We have 20 percent or 22 percent of that market, 52 mil-
lion people, in Medicare, Medicaid, and maybe you add a few more
when you get to Champus and the VA and so forth. Maybe you get
up to 25 percent of the people who are in some kind of a third-
party payment system where the Government is the payor, and ev-
erybody else is out there in large part working for someone else,
getting either free health insurance or getting some sort of a pay-
ment to get sick.

So, it is kind of hard to look any place for leadership to make
this decision.

I guess my question of you is: As this administration looks to the
future of the economy and the deficit and so forth, it is pretty clear
that $110 billion in Medicare and the additional money in Medic-
aid, and so forth, it is pretty clear that the $550 going to $600 bil-
lion in hospital/doctor in this country as a whole is by far the fast-
est growing and most inflationary part of this economy.

So I am curious to know what sort of thinking is going on in the
White House about providing some national leadership to help this
country make a decision as between the various approaches that
we need to go in.

Mr. DARMAN. Well, I have said already, and I take it we may
agree, that the approach we are all working on is second-best, but
nobody can seem to agree on what the first-best alternative is.

We will have within the administration studies of what would be
the first best, and those of course have to be interrelated with some
other very big-ticket issues, as you know, one having to do with
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long-term care, another having to do with the next steps in cata-
strophic, and another having to do with what to do about the 37
million or whatever number of people are not adequately covered
with health insurance at the moment.

Those are all extremely difficult big-ticket issues. And we will
have our own studies of that.

The reason I am a little reluctant to step forward and say "we
will have an administration study of all of this and a wonderful
new plan" is that I have been through this several times before. I
was involved when we did this first in the Nixon administration, as
Senator Moynihan-who is not here at the moment-will recall,
because he was in the White House at the time. We had a compre-
hensive review at the start of the administration. We had a "bold
new health insurance approach" in that administration, or so it
was described at the time, and it didn't get too far, and most of the
others that have been put forward over the years haven't gotten
too far.

So, while we, too, will engage in this fresh study, and we will un-
doubtedly have our own new proposals for the longer-term ap-
proach to this, I think we shouldn't use that as a reason to get
away from the need to address the system as it exists, imperfect as
it is, and the need somehow or other to restrain the growth within
the existing system.

Senator DURENBERGER. Then I take it the answer is that it is
something you are working on, but there is not an answer right
now to the overall system.

Mr. DARMAN. No, not right at the moment.
Senator DURENBERGER. Then let me ask you a question. Again, it

will be somewhat general but directed to the budget that is before
us:

I have looked over, as everyone else has, the proposed savings in
Part A and Part B in Medicare, and I agree with your thesis, the
Wonderland section you skipped, or whatever it was, that just con-
tinuing current law saves a lot of money and all that sort of thing,
that it isn't fair to call all of this "cuts,' and so forth.

But I need to suggest to you an alternative for looking at this.
There is about $1.5 billion in Part B so-called savings, some of
which I would suggest we could accomplish without a lot of difficul-
ty, and there is about $5 billion in Part A savings if you include
the imposition of the State and local government employees.

But my question is this: If in fact "in making choices it is impor-
tant to note the voters of the present are well-represented, the citi-
zens of the future less so," and everything else that is in your
statement which reflects the view of this administration, including
incentives for child care, special obligation to the poor, the scourge
of drugs, investment and research, education, enterprise,and pro-
ductivity, which I have taken out of your statement?

Why wouldn't you suggest that we use some of this $1.5 billion in
savings, perhaps all of that savings, to expand, further than you
are willing to expand in your budget, infant mortality programs,
maternal and child health, expand the access to Medicaid beyond
the 130 percent of poverty, do something to force the States to get
their payments up on Medicaid, where they are way below costs in
most States, doing more in early childhood education, child care?
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Let's go to Part A. How about doing something with the $5 bil-
lion to rectify the inequities that the Chairman spoke about in the
present PPS system, where rural hospitals are being reimbursed
below their costs, to say nothing of below their charges? To do
something about financing a severity index? To do something about
putting prevention benefits into this section? Why don't we see
more of that use of the savings from the administration?

Mr. DARMAN. Because we have scarce resources, in aggregate,
and the uses to which any savings can be applied have to be traded
against each other.

I don't deny that the ones you have suggested are worthy uses,
but there are many others on the list that people take to be every
bit as worthy, and some people argue are more worthy.

President Bush came out where he did-if we could live within
he overall cap, there is plenty of room to argue about what is the
right set of priorities.

Senator DURENBERGER. But if you have a hospital trust fund, a
trust fund, payroll taxes going into a trust fund, what is a more
worthy use than hospitals?

Mr. DARMAN. But there is a problem. What is happening with
Medicare and its growth is that in effect it is taking away from
other programs-not just from defense, which has become the first
target for an offset in the budgeting process. What has happened is
that we are meeting the overall budget targets by restraining the
growth of non-defense discretionary programs.

And there is a very significant trade here among categorical pro-
grams for poor people, some of them performing exactly the same
services you were just talking about, and this particular entitle-
ment program.

As long as this entitlement program has got costs just going out
of sight, the restraint on the other programs is a necessary corol-
lary.

If we could take the money that you're talking about saving, allo-
cate it to the purposes that you are talking about, and not have to
increase the discretionary accounts for those exact same purposes,
if that were the offset, then the numbers would still work. But if it
is additive, they won't.

The CHAIRMAN. Senator Chafee.

OPENING STATEMENT OF HON. JOHN H. CHAFEE, A U.S. SENATOR
FROM RHODE ISLAND

Senator CHAFEE. Thank you, Mr. Chairman.
I want to welcome Mr. Darman back here. I think, as he men-

tioned, he participated in some of the most exciting days we have
had in this committee, and it is nice to see him back.I would just like to touch on the Medicaid program briefly. I ap-
plaud President Bush and you for not attempting to go through
that exercise we have been through so many times here, with an
attempt to cap Medicaid. You haven't done that in this budget, and
that is right.

And I am glad to see the expansion of Medicaid. You go up to
covering 130 percent of poverty. Now, you have paid for some of
that by eliminating the enhanced matching rates for some activi-
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ties by the States. In other words, activities we have been trying to
encourage-fraud control, computerization, and family planning.
What is your rationale for that? Am I into an esoteric area?

Mr. DARMAN, No, no. You are correct, Senator. I mean, whether
it is esoteric or not, your point is correct, at least with respect to
the match for computer programs.

At least I have been led to understand that what is happening
there is that most of the move towards computerization has al-
ready taken place, and that the need for the match was legitimate
some number of years ago, but the need for the special match is no
longer present.

People recognize now the efficiencies to be gained from use of
computers, and you don't need a special Federal match in order to
encourage them to use them. And all that is happening now, I am
led to understand, is that people are gaming the system a little bit
in figuring out ways to steer costs to qualify under the higher
match heading rather than the overall general match.

Senator CHAFEE. Well, that may be true, and I am sure we are
going to hear from the States on that.

Another area that concerns me is your $5 billion savings in Med-
icare. That has been touched on, and I would like to just follow up
with what Senator Rockefeller said.

I have been on I guess every one of the conferences with the
House on this subject, where over the past five years we have cut
about $30 billion out of Medicare, pursuant to the Budget commit-
tees' requests.

As Senator Rockefeller said, two things happened. One, we
squeeze one place and it bulges out another place, so you don't get
the savings. The other is that we get into micro-management. In
these conferences, we are practically dictating the surgical proce-
dures on cataract operations and mandating therapeutic shoes for
those who have had diabetes.

But my real point is this: I have participated in those cuts on the
providers, but I really do believe we have squeezed as far as we can
go. Certainly that is my experience with the hospitals in my State,
And it is like getting that last bit out of the toothpaste tube; you
squeeze it and more comes out, but finally you don't get any more.
And we have run into that situation here.

I believe that what you have requested primarily-of course, I
am talking about Part A now-on your medical education is impos-
sible to achieve without doing severe damage to the hospitals or to
the medical system.

Have you got any rationale or support for the cuts you have dic-
tated, or the "reduction in increases," I suppose, under your Part
A?

Mr. DARMAN. If I could make a couple of comments, Senator
Chafee, first of all, some of the things we are recommending you
have already legislated in the past-they are not new, they are op-
erating in the system at the moment-and all we are asking is that
you don't change them and you'll save almost $2 billion. In other
words, capital reimbursement at 85 percent saves $930 million; just
keeping the 25 percent floor in Part B saves another $714 million;
and the clinical lab reimbursement almost $200 million.
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Senator CHAFEE. Now, wait a minute. I don't think anybody
around here has talked about increasing the cap-

Mr. DARMAN. But that is $2 billion out of our five.
Senator, with respect, may I make one very important point that

I didn't read in my testimony? When people say you are "cutting
Medicare by $5 billion," two of the five-two of the five-is doing
nothing but keeping those provisions, because, unfortunately, the
base line assumes that they will disappear.

Senator CHAFEE. The 25 percent will disappear?
Mr. Darman: Yes, sir. So, two of the five that we are proposing

can be achieved by doing nothing other than keeping the existing
provisions. So we really should be arguing about the remaining
three, which is where your education reimbursement issue arises.

Senator CHAFEE. Right.
Mr. DARMAN. And there, what we are proposing is that the rate

be 4.05 percent. The justification for that I do not have adequately
before me, but what I can tell you is that it is recommended by
GAO as the appropriate reimbursement rate for the costs that are
associated with the activity, not the higher rate. And it is also rec-
ommended by Propac. I haven't read the back-up analyses, but
those are both respected analytic organizations for this purpose,
and they both conclude that 4.05 percent is the appropriate reim-
bursement rate.

That, I may say, if they were right-and I have no reason to
think they are not-that would save another billion. So we could
be at three of the $5 billion just with current law provisions plus
that one provision.

It is not quite as draconian as it has been presented publicly
when people assume that that $5 billion is somehow or other all
going to be something brand new that is squeezed down on benefi-
ciaries.

Senator CHAFEE. No, since we have been doing this, we haven't
hit the beneficiaries, and there is no intention to do that. But even-
tually, when you keep going after the providers, you do hit the
beneficiaries. And we have been going after the doctors, we have
been going after the hospitals.

My own view, having participated in this for so many years, is
that we have racheted this thing down. From my own personal ex-
periences with the hospitals I see, I think we have racheted it down
as far as we can. Maybe we can wring some more out of it, I don't
know. But it gets to a point where you can't do any more.

Now, this brings me to the point Senator Durenberger was
making. That is, there is something wrong with our system. There
is something wrong when we are spending $500 billion a year in
this country, which comes out to something like $1 billion, $400
million a day, and so many people are falling through the cracks,
and we are not providing the services that other industrial coun-
tries are.

Now, I can't give you a solution in 30 seconds, but I just hope
that you folks are taking a look at this. What I would like to see is
some demonstration efforts. Take a few States and go into a com-
pletely new scheme on reimbursement to see if we can't come up
with a better system-providing more preventative service, more
cognitive services, second opinions-to hold down these costs and at
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the same time to provide better medical care than we currently
are.

The CHAIRMAN. Thank you, Senator Chafee.
Senator Moynihan?
Senator MOYNIHAN. I have no questions at this point, Mr. Chair-

man.
The CHAIRMAN. Senator Roth?

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE

Senator ROTH. Thank you, Mr. Chairman.
I would like to underscore what my good friend Senator Chafee

has said, because, in my own experience, the hospitals who hereto-
fore have been pretty good about trying to meet this challenge are
saying that they are in a position now where they cannot afford to
take further cuts.

I think he has an interesting proposal about the need for maybe
some new demonstration packages, particularly in view of the fact
I think we spend more on health than any other country in the
world today. Isn't that correct?

Senator CHAFEE. Per capita.
Mr. DARMAN. Per capita, yes. And in aggregate, too, yes.
The CHAIRMAN. Well, I would think so. Yes, in aggregate, too.
Senator ROTH. I would like to move to a little different area, Mr.

Darman. Economists of all persuasions are very concerned about
the lack of personal savings. Certainly, the recent record in this
country of individual savings has not been encouraging. I personal-
ly felt we took a major step backward when in the 1986 tax legisla-
tion we backed off in part from the IRAs.

I wonder what this administration is going to propose in this
area, if you agree with me that individual savings is a matter of
critical importance to the economic wellbeing of this Nation, as to
whether any thought is being given to any kind of new initiatives,
tax initiatives, to promote savings-whether it is restoring IRAs, or
permitting people to save to send their children to college, or for
health requirements.

But I do think this is a matter that deserves very, very careful
study, and again some experimentation, to see if we can't reverse
the trend.

Mr. DARMAN. I agree with you, Senator Roth, and the adminis-
tration agrees with you, about the importance of savings and in-
creasing our savings rate.

As you know, there has been a decline in the savings rate on
both the public and private side. On the public side, if we get the
deficit down, it will automatically-just because it is a measure-
ment matter, an accounting matter-it will increase the savings
rate by whatever amount that that is.

If we look at the private side, however, I think it is analytically
more difficult as to what exactly we should do in order to increase
the savings rate.

You know, because we have discussed this several times before,
that I think in addition to tax incentives and other economic incen-
tives there is a cultural problem that needs to be addressed, that
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can't adequately be addressed by public policy or economic incen-
tives. There is some deeper cultural problem here that we don't yet
fully understand that affects our savings rate-and by the way, not
just ours but that of most of the developed world, the industrialized
countries. Not only is our savings rate low, and as people often
pcint out, lower than our major competitors, but ali of us together
have been in a long-term secular decline. I am not sure any of us
yet fully understands that.

But to answer your question, we are studying that, trying to un-
derstand what the variables are that influence that, some of them
cultural.

We are also looking at more conventional-I don't mean this in
any disrespectful way-proposals that have to do with using tax in-
centives of one sort or another. But those are just studies that are
underway in OMB, the Office of Policy Development, the Treasury
Department, and the Office of the Chairman of the Council of Eco-
nomic Advisers.

We don't have specific new proposals at this stage. We agree
with you that it is a problem.

Senator ROTH. I would just like to say, as one Senator, I think it
is important that we not only study the matter but begin to take
some new initiatives in this area.

I understand that there is a lot of disagreement among econo-
mists as to what effect, what impact tax incentives have. But
again, I have to say, many of these same economists will come here
and say we should use tax incentives to motivate other conduct on
the part of the taxpayer. So I find it on rather weak ground.

The President, of course, has come out very strongly in favor of
legislation on capital gains. And I notice that there is, again, a sig-
nificant difference between what the Joint committee estimates
would result from his capital gains proposal-. think the Joint
committee says something like a $13.3 billion loss of revenue by
1993, while our Treasury estimates a revenue increase of $16.1 bil-
lion.

That sort of reminds me of what I was just saying about tax in-
centives for savings, it seems to be a lot in the eye of the beholder.

How can we reconcile these vast differences in the estimated cost
of this proposal?

Mr. DARMAN. It is difficult. The Treasury tax policy staff people
are meeting with their colleagues in the Joint committee on Tax-
ation to try to resolve the differences. But as you know well, this is
a longstanding difference, and how much they will be able to close
the gap I'm not sure.

There are two basic kinds of differences that arise. One of them
has to do with what you expect to be the unlocking effect of chang-
ing the rate-assets that people have held that have appreciated,
that they might now sell with the lower rate, that they wouldn't
otherwise have sold.

That is where the big difference is between Treasury and the
Joint committee on Taxation. They are close in what will happen
behaviorally in the first year, and then they move apart rather
substantially for the out-years on that issue. They may be able to
close that gap, and it would be desirable if they would.
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The second big issue has to do with the long-term effect on
growth in the economy. Neither the Treasury assumption nor the
Joint committee's assumptions include a favorable effect on long-
term growth. And since the principal motivation for changing the
capital gains should be to increase long-term investment and
growth, I think they are both wrong under that heading. But un-
fortunately, neither of them agrees with me on this.

Senator ROTH. My time is up.
Thank you, Mr. Chairman.
The CHAIRMAN. We will have a second round.
Mr. Darman, I know you strongly react against the idea that it is

a "$5 billion cut" in Medicare in the President's budget, and I
heard Senator Packwood comment on that one, too, at least not a
$5 billion cut in the current baseline of services. What you are
talking about, in effect, is not increasing it to $13 billion but in-
creasing it by $8 billion.

But understanding your point of view there, what I want to ask
about is on the other entitlement programs-if you are talking
about SSI, Medicaid, foster care, AFDC-how the President pro-
poses to meet those fundings, whether it is through an increase in
enrollment, inflation, or whatever.

What is it about Medicare that is different? Is it because the pay-
ments don't go to individuals but go to third parties that provide
the services? Is it because you think that over 11 percent of the
GNP used to pay for health care services for Americans is too
much? Is it an unnecessary use of services? What sets Medicare
apart, from your point of view?

Mr. DARMAN. Thank you very much, Mr. Chairman. You will
recall I skipped over part of this in my summary of my statement.
But if I could just refer you to the section that begins "Changing a
Habit of Mind, Wonderland Budgeting," in the third paragraph. I
think I will just refer to it, and then I will elaborate, what is differ-
ent.

The CHAIRMAN. All right.
Mr. DARMAN. It says, "The Curious 'current services' baseline in-

creases Medicare expenditures for inflation, utilization, and growth
in the beneficiary population, as 'current services' projections typi-
cally do."

That part I would have no quarrel with. It is an entitlement pro-
gram, and it needs to be inflated for growth in the beneficiary pop-
ulation, for inflation, and so on, in calculating a current services
baseline. And that is the same ba-''s on which we have estimated,
and CBO has estimated, SSI and the other programs you referred
to, and they are all fully funded.

Medicare has another peculiar characteristic in the baseline, and
it is noted in the next sentence. It says, "But not only does it thus
automatically inflate expected program costs"-the way others
do-"it also conveniently assumes that several current provisions
will all disappear," and those are the provisions noted in our Ap-
pendix N, which include capital at 85 percent of cost allocation.

What the baseline assumes is that the existing 85 percent capital
reimbursement rate will disappear. It assumes that the existing 25
percent floor on Part B premiums will disappear. And it makes an
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assumption also about a provision that has to do with reimburse-
ment or clinical labs, that that will disappear.

Now, if we just did the growth in Medicare the way you would do
it for those other programs, without the disappearance of certain
current provisions, then Medicare would grow by $11 billion, not
the whole 13, and the "cut" that we would be proposing should be
construed as a $3 billion cut not a $5 billion. Or, putting it the
other way around, of the $5 billion "cut"-in the conventional way
of talking about this here-of that $5 billion, $1.834 billion, on our
estimate, could be achieved merely by preserving the existing pro-
visions with respect to capital costs, reimbursement, and so on.

The CHAIRMAN. Okay. Where does the other $3 billion come
from?

Mr. DARMAN. The other three billion, in your vocabulary and in
tile conventional vocabulary-and I would accept it here-would be
legitimate what you would call "cuts."

If I could, I ,ould refer you to Appendix N. It is a neat summary
of where all i.' these savings come from, broken out in detail. It
first identifies the three that are extensions of current provisions
and how much they save, and then it has got a section called "Fur-
ther Restraint on Cost Growth" and on each of the provisions.

For example, if you keep the capital costs at 85 percent, you save
$930 million of that five billion.

The CHAIRMAN. Let me get into that detail later, then.
Mr. DARMAN. I was going to give you further examples.
The CHAIRMAN. You have given me a good reference, and I will

follow up on that, to try to better understand where you are
coming from, but because of the limitation on time.

Mr. DARMAN. Okay, fine.
The CHAIRMAN. I also wanted to get into this question of the full

entitlement program for jobs. It is of deep concern to me, under the
Welfare Reform Bill, that we really have the training and the edu-
cation for these recipients so they can work their way off of that
welfare system. And I see, instead of $800 million, the administra-
tion is proposing $350 million.

I also see the language changed; it looks like it is a legislative
appropriation rather than an entitlement. Would you give me your
comments concerning that?

Mr. DARMAN. Yes, sir.
First of all, we are not really proposing any change, in my opin-

ion at least, of significance. When you enacted the Welfare Reform
compromise legislation-I was not party to that, but this is my un-
derstanding-the assumption was that this set of provisions, the
Jobs-Win combination, would cost $800 million. That was an esti-
mate. It is an entitlement program that is capped at $800 million
as it was enacted.

We have since then received the estimates from the 50 States of
what they will actually spend under these headings, and the $350
million simply represents--

The CHAIRMAN. That is what you think they will use, is that
right?

Mr. DARMAN. That is what they say they will use.
Let me make one further point of clarification. We are saying

not that it is no longer an entitlement but that the appropriate cap
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at this point is $350 million based on that estimate, not $800 mil-
lion.

The CHAIRMAN. All right. Let me get through this, then.
If you are not saying it is no longer an entitlement, would you

support the deletion of the language that makes the appearance
that we are moving toward an appropriation item?

Mr. DARMAN. I don't know whether it is exactly "deletion," but
what we would like to do is have language that amounts to--

The CHAIRMAN. Well, it undermines the entitlement program ap-
proach to it.

Mr. DARMAN. We would be happy with language that makes it
clear that it is still an entitlement.

The CHAIRMAN. Okay.
Mr. DARMAN. And that, however, it is for this purpose capped at

what the current reasonable estimate is. Obviously, if it exceeds
that, then you would need a supplemental.

The CHAIRMAN. All right. Let me get back to my original ques-
tion, and you have referenced me to the detail of that other 3 bil-
lion and where it would come from.

But that still doesn't get back to the basic question: Why is Medi-
care different? Why is it that you would go ahead and fund the full
amount on these other programs but not Medicare? Why is that?

Mr. DARMAN. Oh, I see. I am sorry, I misunderstood the original
question, I guess.

Well, I don't have an interesting answer to that, except that the
cost growth in the whole health system is so extraordinary, and
that is not true in many of the other programs, where really they
are just being adjusted for the general inflation. And the growth
there corresponds to the growth in the beneficiary population and
the normal inflation rate.

In Medicare, and in the health system as a whole, that isn't the
case. The health system expenditure growth rate is much, much
higher than the inflation rate, which gets us back to the more gen-
eral question: How in the world do you restrain that growth rate,
which is way out of line with the rest of the economy?

I don't think anybody has a satisfactory answer; but I am certain
that, mathematically, if we don't figure out how to restrain it, it is
going to eat into the rest of the budget.

The CHAIRMAN. No question. And that is why you are going to
have to have some structural changes.

Mr. DARMAN. Yes, sir. Over the long term. You are right.
The CHAIRMAN. Senator Moynihan?

OPENING STATEMENT OF HON. DANIEL P. MOYNIHAN, A U.S.
SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, may I thank you and other
members of the committee for the diligence with which we have
asked Members of the Cabinet about this question of the entitle-
ment nature of the jobs provision in the Family Security Act.

Can I just ask our friend Mr. Darman: In responding to the
Chairman, I noted that you would never stoop to a terminological
inexactitude before this committee. We know that.

Mr. DARMAN. Not knowingly [laughing].
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Senator MOYNIHAN. But you did say to the Chairman that you
agreed, and I quote you, that it was "still an entitlement," which
could lead some to think a clock might be running." [Laughter.]

Would you agree, sir, that it "is" an entitlement? [Laughter.]
Mr. DARMAN. Yes, at the moment. [Laughter.]
Senator MOYNIHAN. It is going to be a great 4 years, Mr. Chair-

man. [Laughter.]
Mr. DARMAN. No, I think it is a useful clarification. I did not

mean to signal any proposed change of policy. I was merely reflect-
ing personal concern that we are creating another very large area
of potential growth.

Senator MOYNIHAN. Try hard. Just say, "It is an entitlement."
Mr. DARMAN. I accept your amendment, sir.
Senator MOYNIHAN. Could I just then go to the question that

Senator Roth raised on the savings issue, and just ask no more
than the comments you might want to have on the National Eco-
nomic Commission, which addressed itself to this question? I could
not more agree, why savings begin to decline. But the Japanese
have almost nine times our rate at this point. Personal savings are
down to 2 percent in this country. The National Economic Commis-
sion makes the point, and this was presented in the first instance
by the General Accounting Office, if the United States budget were
to be balanced and then go into surplus in the aftermath of the
1980s-when we incurred a debt almost equal to that of the Second
World War-and if the surplus were equal to the increase in the
Social Security Trust Fund Reserve, that would double the national
savings rate.

That is our information. I wonder if you would share your
thoughts with us on it, in terms of what is available in terms of
public policy, as against the changing of mores. That is the one
thing we have on hand, is it not?

Mr. DARMAN. The single easiest thing to do to change the meas-
ured savings rate is to reduce the deficit or to increase the surplus,
once you are done reducing the deficit. You are correct in that re-
spect. That, of course, is only working on the public savings rate.

The question still remains what to do about the private savings
rate, and that is where one gets into the issue of how much can
using the Tax Code help and/or using whatever other influences
there are on cultural mores.

Senator MOYNIHAN. Yes.
Could I ask you sir-and this is not in any way meant to be hec-

toring-you did see in the National Economic Commission report
the statement of the Commissioners on our side that, if the Social
Security Surplus is not going to be saved, then we ought to return
to a pay-as-you-go basis.

There is a sense out there in the country, and you read it in-
creasingly, that the payroll tax is not meant to be used to finance
the general purposes of government, and in particular the idea
that you are servicing a $3 trillion debt, which is owned by the
wealthiest institutions and individuals in the world, with the pay-
roll tax, you know, kind of repeals the 16th Amendment.

So, could I ask you to acknowledge that we said, "Either save it,
or expect it not to be there in a few years time"?
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Mr. DARMAN. Well, you are the authority on what you actually
said. It was my impression that what you said-what I heard you
say just now is if it is not going to be saved, we "ought" to return
to pay-as-you-go. And what I thought the Commission report said
was that if it is not going to be saved, we "will" return to pay-as-
you-go, as a matter of prediction.

Senator MOYNIHAN. I stand corrected.
Mr. DARMAN. I think, as a matter of political analysis, that is

correct. I would have the same expectation. It is a guess about
what our political system would do.

Senator MOYNIHAN. Yes.
Mr. DARMAN. And I agree, not with the exact point you make

about the "burden being taken from the backs of the poor and
shifted to the bondholders who are rich"-that particular part I
might put brackets around.

Senator MOYNIHAN. Sure.
Mr. DARMAN. But as to the more general issue of whether we do

indeed need to arrange our accounting and our deficit/surplus tar-
gets so that we do not continue to pay such a large portion of what
we owe the Social Security Trust Fund out in the form of current
consumption, I agree with that. We have got to address that issue.

We don't have to address it right this minute, because we have
until roughly 2011 or 2018 in order to fully correct it. We have got
a few years. I am not proposing we wait until the 21st century.

Senator MOYNIHAN. Sir, you have about 3 years.
Mr. DARMAN. Yes, I think we have about 3. [Laughter.]
Senator MOYNIHAN. I thank you very much.
The CHAIRMAN. Senator Packwood?
Senator PACKWOOD. If I might just say a word about the savings

rate, because we have to be careful about these comparisons with
the Japanese, and also what we are talking about, as to whether
you are talking about savings as a percentage of the gross national
product, or disposable income, or whatever.

Savings as a percentage of disposable income are usually 2 to 3
percent higher than savings as a percent of the GNP. So, when
people harken back to the early Seventies when our savings rate
was almost 9 percent-well, it was 8.1, 8.5, and then in 1973, 74,
and 75 it was 9.4, 9.3, 9.2-that was as a percent of disposable
income. If you were to take it as a percent of GNP for the same
three years, it is 6.5, 6.6, 6.5. So, you want to compare apples and
apples.

Second, when you compare it to Japan, when you see that 22 or
23 percent savings rate, that includes private savings. That is total
private savings including business savings as a percent of GNP.

Our business savings as a percent of GNP have been running
consistently at 13, 13.5, 14 percent. So, the real comparative figure
in terms of total saving, assuming you are using apples and apples,
is more likely 15 or 16 percent against their 21 or 22 percent, in
terms of total saving.

Second, when you go back into the fifties and the sixties-these
were the boom years-our savings rate was never as high as the
early Seventies, and our savings rate was never as high in the
boom years as it was in Japan or Europe. Whether it is cultural, or
whatever it was, we had tremendous years in the fifties and sixties
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without savings rates any disparately different from Europe and
Japan than they are now.

I don't know what that proves, but we shouldn't be berating our-
selves so much.

Lastly, I would take a look at the savings rate, as follows, and
this is as a percent of disposable income:

In 1987 it was 3.2 percent, in 1980 it was 4.2 percent, and then
for August onward in 1988, and these are the successive months,
August, September, and so forth, 4.2, 4.4, 4.5, 4.5, 4.8 in December,
and 5.8 in January-although that is not yet adjusted. That is just
an estimate.

I think the same thing is going to happen to the savings rate
that is going to happen to productivity. That is, as people get older,
they are going to save more. They do save more. And we will be
back to what was our historical savings rate.

If the Government doesn't blow it by doing something adverse,
we will be back to our historical savings rate by about 1994 or
1995, with doing nothing. It is just, as people get older, they move
out of a condominium when they have a child, and they buy a
house, and when they have three children they buy a bigger house,
and then they begin to save for the children's education, they save
for retirement, they save more.

Then lastly, in terms of the argument that we need to go back to
tax incentives, we expanded the IRA's tremendously in 1991. They
existed before that, but we expanded them. And as soon as we ex-
panded them, here is the savings rate from 1981 onwards: 7.5, 6.8,
5.4, 4.4, 4.0, and 3.2--with the IRAs. Now, if that is an argument
for going back to a tax inducement for IRAs again, I fail to see the
connection. I think what we discovered was that people moved
their savings from something that was not tax-preferred to some-
thing that was, but they didn't increase their savings.

So I am hesitant to do anything other than nothing, for fear that
we may disturb the trend that we are on of the savings rate going
back up.

I have no question, Mr. Chairman.
Mr. DARMAN. May I make one comment? I believe you are sug-

gesting, Senator Packwood, that you would do nothing with respect
to private savings. You still, of course, would favor doing something
with respect to public savings?

Senator PACKWOOD. I am with everybody else on reducing the
deficit. I do have other questions, as we come along, as to whether
we do it with tax increases or not.

Mr. DARMAN. On the private side, I think it is a very interesting
issue, the generational issue and the aging issue. And Senator Moy-
nihan in his earlier days, before he became a Senator, and even
after, did quite a bit of work on just the interrelationship of demo-
graphics and things of interest that happen in public policy.

And I think you are right: This is another heading under which
it will be interesting to see what just demographics do. As I sug-
gested earlier, one is productivity and whether just doing nothing
and letting the existing labor force age some is going to have a fa-
vorable effect on productivity. That is not to say it is all we should
do, but whether it will have that effect.
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This is another heading on which I think there is an issue of in-
terest. But if you look at the Japanese situation, I am led to under-
stand that there are marked differences in the savings rate by age
category. I am not certain of this data. Part of it, you can assume,
is a younger generation as it ages may start to save more. The
younger generation saves much less, I am led to understand, in
Japan.

But sociologists looking at this suggest that it may be something
entirely different, and we may not be able to rely just on a natural
aging process. It may be that this is the first generation that is
really spending a lot of time looking at television and having its
propensity to consume significantly influenced by its observation of
behavioral patterns in other cultures that look quite attractive. So
they don't settle for the same standard of living in housing, for ex-
ample, or we could expect they may not, as they age.

So it may not be quite so neat as just relying on a population
aging. There are other cultural variables that need to be looked at.

My own personal opinion would agree with what I think you
were saying, Which is that we ought to spend more of our attention
looking at some of these cultural variables than in further tinker-
ing with the Tax Code to try to get out of this. Although, I do think
that as we make changes in the Tax Code, and there will inevitably
be some, they ought to try to discourage the tendency now that
tilts toward consumption.

Senator PACKWOOD. As long as my time is still here, I might just
add one thing-and I say this in a complimentary fashion-that I
have learned from Professor Moynihan, because I have learned so
much from him over the years. This is your statement about 1981
or 1982. We were in the depths of the recession.

He says, "If I were to run for President"-he is referring to him-
self, not to me; but he wasn't running either-"if I were to run for
President in 1984, 1 would promise to reduce the unemployment
rate to below 6 percent and keep it there for the remainder of the
decade," and, "the lowest teenage unemployment rate." I said to
him, in stark amazement, "What would you do?" He said, "Noth-
ing. Nothing." He said, "It will get there all by itself if we don't do
anything." And he indeed was correct.

Senator MOYNIHAN. When fewer people were born.
Senator PACKWOOD. That is correct. In your demographic teach-

ings, when you looked after 1985 at the drop in the birth weight,
and people go to work about 18 to 20 years after they are born,
they weren't being born. So, the labor force was going to grow very
slowly, while the jobs were going to grow rather fast, and we would
have a drop in unemployment.

Mr. DARMAN. When he was in the White House back in 1969-70,
he used the same analysis, I think I am correct, in saying that we
were going to have a rise in the crime rate because of the rise in
the number of young people moving into-well, the change in pro-
portion of young people.

And at the same time, the administration was trying to intro-
duce a new management-by-objective system. The then Secretary of
Education overlearned the lesson. When he was being pressed by
the White House to come up with his objectives, he said, "Show me
a trend, and I'll call it an objective." [Laughter.]
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The CHAIRMAN. I might say the only thing that really throws in
to question the projections Senator Moynihan is talking about is
living on the Mexican border and watching the Rio Grande.
[Laughter.] -

Senator Rockefeller?
Senator ROCKEFELLER. One question, Mr. Darman, for the record:

As I indicated in my earlier round of questioning, there have been
a lot of comments, letters, and phone calls-most of them quite un-
happy-received by Members of Congress with respect to the cata-
strophic supplemental premium.

There is a $4 premium, and there is a supplemental premium
that is based on ability to pay.

I want to get the administration on record. Does the administra-
tion favor in any way repealing the supplemental premium?

Mr. DARMAN. No.
Senator ROCKEFELLER. Thank you.
Medicare, as you have established, is an entitlement program. It

is a contractual obligation. It is an insurance program. It has man-
dated benefits. Philosophically, then, I suppose that all of us to-
gether are the ones who either have to change the terms of the
program, or we have to pay the bills.

Now, in my overall assessment, which is the same as the Chair-
man's, I don't think by any stretch of the imagination we can
afford to see a $5 billion cut.

You said that 36 percent of the $5 billion cut is not really a"cut," because it reflects extensions of current policy, including
Medicare payments for hospital capital; fee schedules for lab tests;
and extension of the requirement that beneficiary premiums cover
25 percent of Part B costs.

Now, of all three, the first and the third are due to expire. The
second is due to go from regional to national, or national to region-
al-whichever it is, I am not sure, but it changes.

And therefore, you are assuming, that we are going to pass legis-
lation to continue these current policies.

Mr. DARMAN. Right. I was not assuming it, but certainly hoping
it.

Senator ROCKEFELLER. Right.
Now, I assume you are aware that in the two-year budget

summit agreement, even a one-year extension of the 25 percent
premium was a major, major difficulty. And you are aware that for
the first time, now, advocate groups for the elderly-and I empha-
size for the first time-are coming in very, very hard saying that
they oppose any further extensions, particularly in the face of the
past two years of record premium increases.

I wonder if you would just reflect on what I have said, if you care
to, and also if you can comment about entitlements and insurance.
When we make cuts either as "deductions from increases" or how-
ever you want to phrase it; we are not paying the bills; and some-
how this ends up costing the beneficiary more. Is that the way it is
meant to work, or can continue to work?

Mr. DARMAN. Well, I would offer comments of three different
types. First, if you would allow me an editorial comment of sorts, I
have had an opportunity to testify for many, many hours on the
question of the President's budget, and I am delighted to say that
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today no one has suggested that the President was unwilling to
talk about "pain," he was only willing to talk about "gain," which
has been a consistent theme. You were at some other hearings
where this was the theme.

The reason I mention it is that he did of course propose $5 billion
in Medicare "cuts," and a number of other things which were quite
specific and obviously quite controversial, and as you were pointing
out, there were some very large and important advocacy groups,
and we too are feeling their interest and influence.

So, if you will just allow me, I would note that it is not as if this
budget which we have put forward is avoiding taking on some diffi-
cult issues. Some difficult issues are addressed-many, I would con-
tend.

I know that wasn't your question, but you asked me to reflect, so
I took you rather liberally.

A second point more directly to your comments: It is my opin-
ion-and I was not a participant in the budget summit, so I may be
quite wrong; I have tried to check with several participants-it is
my opinion that some participants in the budget summit knew that
the day we are now approaching would come, and that they would
be asked to come up with Medicare savings.

So, we have a few of these provisions disappearing against the
day when someone will be able to step forward and say that they
have contributed, they have provided $1.8 billion in Medicare sav-
ings. I hope we reach a day where the number is larger. But it
seems to me it is reasonable to expect that we will probably get at
least that minimum, and that some of the participants in the
budget summit knew that it went for two years and then there
would probably be a need for another one. And when that one
would come around, there would be a need to have Medicare at the
table, and the good way to do it would be to come up with $2 bil-
lion that really doesn't change anything, if you will allow me a
somewhat cynical interpretation of what may have been going on
in some quarters in the budget summit negotiations.

Finally, on the point more generally about entitlements and
what it means, I agree with you, and I would suggest that current
services budgeting is appropriate for an entitlement, as long as it is
going to be an entitlement, but provided also there are some fair
rules of projection.

I think what is going on with Medicare is technically correct, be-
cause the provisions of law do expire. But I don't think that it is
reasonable to say that "current services" should mean a change in
the current provisions. If we are going to inflate for inflation and
beneficiary population growth, and so on, fine; but I am not sure
that we should also have what I would consider artificial changes
in the underlying law.

The objection to current services budgeting generally is not that.
This is peculiar in the case of Medicare. The more general objec-
tion is that it tries to convert discretionary programs into entitle-
ments. That is in effect what it is doing. I think that is a mistake. I
think that discretionary programs ought to be discretionary, and
we ought to view them as if they are not entitlements, not avail-
able to a whole population, not automatically inflated, and in some
cases clearly temporary. That is not the way the system is working.



34

Each discretionary program, by the switch to current services, is
gradually growing itself into an entitlement, and I think this is a
mistake.

Senator ROCKEFELLER. Mr. Chairman, if you will indulge me onn
further question?

To change the subject a little bit on this, both the Reagan budget
and the Bush budget are indeed very silent on the issue of a higher
update recommendation with respect to rural hospitals, and I just
cannot leave this hearing without your thoughts on that.

As many around this committee have suggested, rural hospitals
are in trouble, and it would seem to me that philosophically there
is an obligation on the part of the administration, as there is on
our part, to address the fact that the prospective payment system
in fact is not working for certain rural and, for that matter, inner-
city hospitals.

I would appreciate your comments on that.
Mr. DARMAN. Thank you, Senator. I don't have any very well-in-

formed comments on this. When I was last involved with the Medi-
care issues, this system didn't exist. I have acquainted myself with
the history and what the underlying rationale was for the original
break between rural and urban, and the subsequent break between
large urban and other urban, and I have been trying to get educat-
ed as to whether the difference in the treatment is in fact rational.
I am not yet fully satisfied that I understand it well enough to
make an intelligent comment on that subject.

I can say, to the extent that we are relevant in this equation, we
are willing to work with you and other Members of the committee
to try to make sure that there isn't some gross anomaly in the
treatment of rural that would be unfair. But I don't know at this
point what that translates into mathematically. I have seen a lot of
analysis; I just haven't gotten myself to the point where I am confi-
dent in any conclusion.

Senator ROCKEFELLER. I respect that. Thank you, Mr. Darman.
The CHAIRMAN. Senator Durenberger?
Senator DURENBERGER. Mr. Darman, while you are looking that

up-[Laughter.]
I mean the best place to start. I wasn't being facetious.
Propac suggests that urban hospital operating margins are now

down to about 5.6 percent, rurals are a negative six-tenths of 1 per-
cent, and the line is going down. I think that is what Senator
Rockefeller was looking for.

I noted that the President's budget makes no mention of extend-
ing the special tax rules that are allowed in connection with the
merger of failing thrifts and banks. There have been a lot of re-
ports of cases where FSLIC has transferred failing S&L's to new in-
vestors who put up less cash than the value of the tax benefits that
were transferred.

My question of you is, we know the tax rules are expiring at the
end of this year, and I have introduced legislation that would ter-
minate those rules, but I don't see the administration's position
anywhere in the budget.

What is the administration's view while the rules are in effect?
Can you assure us that investors will not be allowed to invest less
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than thr. value of tax benefits? Do you have a plan for terminating
or altering them at some point in time?

Mr. DARMAN. I believe that we are unequivocal on this, or I
would be surprised if it weren't the case. We just may not have
beei clear yet publicly. But I think our position is that we do not
favor the continuation of favorable tax treatment for the acquisi-
tion of-do you mean the NOL carry-forward provisions?

Senator DURENBERGER. Yes.
Mr. DARMAN. We do not favor the continuation of that. We could

put it the other way, if you want, we "oppose it," which would be
consistent, as I understand it, with what your bill would be.

Senator DURENBERGER. Yes.
Mr. DARMAN. And then to the narrower question, would we nego-

tiate deals that would take advantage of these, that I can't speak to
definitively; but I would be of the position that the answer would
be no.

Senator DURENBERGER. I asked the question because Bill Seid-
man surprised me and I think a few other people, a little bit, by
stating that he would like to see an extension, and that would put
his position at variance with the President's, I think.

Mr. DARMAN. Well, in all of the discussions-and I wasn't in all
of them, but I was in a lot-of the development of the plan or the
assumption, it had been clear that we wouldn't. And you will
notice that on our revenue measures we don't propose their con-
tinuation, and in our revenue estimates we do not assume their
continuation.

So, if Bill Seidman has now reached the conclusion that he would
like to have those measures available, I was unaware of that, and
it is not consistent with earlier discussions that I participated in.

Senator DURENBERGER. All right. Thank you very much.
Mr. Chairman, thank you.
The CHAIRMAN. Thank you.
Gentlemen, we have other witnesses.
We have some other questions that will be put to you in writing,

which we would like for the record.
[The questions appear in the appendix.]
Mr. Darman, thank you very much for coming. We appreciate

your attendance.
Mr. DARMAN. Mr. Chairman, thank you. And Members of the

committee, thank you. Again, it is nice to be back. It has been an
enjoyable session. [Laughter.]

Thank you.
The CHAIRMAN. Our next witness is Mr. Terry Coleman, who is

the Acting Administrator, Health Care Financing administration,
Department of Health and Human Services.

We are very pleased to have you. Would you come forward,
please?

I would say to the remaining witnesses, we are going to try to
move on ahead and see if we can't complete the hearing this morn-
ing instead of going into the afternoon, as we had originally
planned.

Mr. Coleman, if you would proceed, please.
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STATEMENT OF TERRY S. COLEMAN, ACTING ADMINISTRATOR,
HEALTH CARE FINANCING ADMINISTRATION, DEPARTMENT OF
HEALTH AND HUMAN SERVICES, ACCOMPANIED BY DENNIS
WILLIAMS, DEPUTY ASSISTANT SECRETARY FOR MANAGE-
MENT AND BUDGET
Mr. COLEMAN. Mr. Chairman and members of the committee, I

am Terry Coleman, Acting Administrator of the Health Care Fi-
nancing Administration, and I am accompanied by Dennis Wil-
liams, Deputy Assistant Secretary for Management and Budget of
the Department of Health and Human Services.

The CHAIRMAN. We are pleased to have you.
Mr. COLEMAN. Let me begin by expressing the regrets of Secre-

tary Sullivan, who could not be here today because of a prior com-
mitment to appear before another congressional committee.

With your permission, Mr. Chairman, I would like to submit for
the record a formal statement by Secretary Sullivan that addresses
the Department's proposals which affect programs under the juris-
diction of this committee.

The CHAIRMAN. That will be accepted.
[Secretary Sullivan's statement appears in the appendix.]
Mr. COLEMAN. I will confine my brief remarks to the administra-

tion's proposals for the Medicare and Medicaid programs.
These two programs finance needed health care services to over

52 million adults and children who are aged, disabled, and poor.
The Department's strong commitment to the Medicare and Medic-
aid programs is reflected in President Bush's 1990 budget submis-
sions to the Congress. For 1990, we propose to increase spending by
10 percent for both Medicare and Medicaid.

Let me first address the issue of Medicare spending. Within HHS
the rising costs of Medicare continue to be the primary force driv-
ing excessive budget growth.

The CHAIRMAN. Mr. Coleman, how long was your testimony in
the abbreviated form?

Mr. COLEMAN. Three or four minutes.
The CHAIRMAN. Oh, fine. Go right ahead. Because we want to get

to the questioning. Fine.
Mr. COLEMAN. If no spending restraints were imposed, Medicare

benefit outlays would grow at a rate of over 14 percent in 1990, to
approximately $110.5 billion.

However, as Mr. Darman pointed out, simply extending three
provisions would retain the policies currently in effect in 1989. And
allowing those provisions to expire would increase Medicare spend-
ing by about $2 billion in 1990.

The 1990 Medicare budget is based on a policy of responsible defi-
cit reduction with savings proposals aimed at reducing unnecessary
and unwarranted spending, while at the same time improving
equity in payment levels for services.

Growth in Medicare expenditures for inpatient hospital services
has moderated under the Prospective Payment System; however,
there remain excesses in the hospital system, particularly in the
area of reimbursement for capital expenditures. These excessive
payments must be addressed, and we believe that this is the appro-
priate time to correct these problems in Medicare Part A.
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The budget also proposes a series of steps aimed at slowing the
continuing high rate of increase in the Medicare Part B program,
while also bringing about improved equity in payment levels for
services.

Part B benefit costs increased at a rate of 17 percent per year
from 1979 to 1987, and 12 percent in 1988.

For physicians' services, a graduated approach is taken in the
budget to bring about more equitable payment levels. For primary
care services, which are underpaid relative to other services, the
budget proposes to increase prevailing charges by the full Medicare
Economic Index in each of the next three years.

For most non-primary care physicians' services, the budget pro-
poses to freeze prevailing charges for one year, and for certain pro-
cedures reductions are proposed.

Now let me turn briefly to the Medicaid program, which finances
health care to some of the most vulnerable low-income members of
our society, including 11 million children.

In his inaugural address, President Bush affirmed that as a
Nation we must give our children a better start in the world and
see that quality health services so critical for improving maternal
and infant health will be available to the pregnant women and
young children in our Nation.

We will soon send legislation to the Congress that will fulfill the
President's promise to offer poor children better health care, and
we look forward to working with this committee on this important
social need.

Mr. Chairman, let me conclude my statement by returning to the
issue of Medicare spending. We believe our proposals represent a
fair and equitable approach, but the administration is willing to
discuss other approaches that the Congress or others may suggest.
But we must restrain Medicare growth in some manner.

We cannot allow Medicare to continue to grow at a 14-percent
annual growth rate. Mr. Chairman, a 14-percent annual growth
rate would result in Medicare outlays in 1995, only 5 years away,
of over $200 billion. This level of growth in Medicare will make any
initiatives very difficult, if not impossible, to achieve.

Thank you. I would be pleased to answer any questions you
might have.

[Mr. Coleman's prepared statement appears in the appendix.]
The CHAIRMAN. Let me get back to the question I had asked of

Mr. Darman and see if I can get an answer from you on it. That is
the question of allowing these other areas to grow-AFDC, SSI,
Medicaid, and foster care.

Taking care of what happens with inflation, or additional users,
the population, or whatever, tell me again why you think Medicare
is different, and that we see the administration proposing a limita-
tion in the growth of Medicare that they do not propose in these
other services.

Mr. COLEMAN. I think there are several answers to that question.
First of all, Medicare is growing much faster than Medicaid, so
there is a greater reason to look to Medicare as a source of savings
than there is to look like programs like Medicaid and the other en-
titlements, which are growing even more slowly.
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Second, we have specific proposals. There are specific excesses we
can see in the Medicare program that we can't see in the Medicaid
program. For example, Part B physician services in Medicare is
growing extremely fast. All physicians are anxious to build a Medi-
care program for increase in volume of services. You don't see that
in the Medicaid program, where in fact many States have difficulty
finding enough physicians to participate in certain aspects of the
Medicaid program.

So that suggests that there is more opportunity to eliminate ex-
cesses in the Medicare program than in the Medicaid program, and
it is that combination, I think, which suggests that there ought to
be differential treatment.

The CHAIRMAN. Well, that was touched on, too, by Senator
Rockefeller. On Part B, you talk about the substantial increase in
its growth far beyond other areas. Why do you only propose to cut
the prices and not propose something on the problem of over-use of
services?

Mr. COLEMAN. If we had an effective vehicle to control over-use
of prices, we would certainly have proposals on that.

The CHAIRMAN. Over-use of services, do you mean?
Mr. COLEMAN. Over-use of services. Cutting utilization.
The CHAIRMAN. You said "prices."
Mr. COLEMAN. I am sorry. If we had an effective vehicle to

reduce over-utilization of services, we would have proposals in that
area. The problem is, under the Medicare system as it is now struc-
tured, our only real handle is on price. So, our proposals are neces-
sarily concentrated in that area. It is not what we would like. We
wish we had a different system, but we have to use the only tools
we have available.

The CHAIRMAN. Well, we have seen time and again that when
you cut prices, physicians go to a great increase in services, haven't
we?

Mr. COLEMAN. That is exactly right, and that is why the budget
numbers take that into account. Our budget assumes that for every
dollar we want to achieve in ultimate savings on the physicians'
side, we have to actually cut $2, because there is a 50-percent slip-
page due to physicians increasing their volume of services, or what-
ever, to make up for that loss. But you still do achieve savings; you
just have to start with a bigger cut in order to get those savings.

The CHAIRMAN. Senator Packwood?
Senator PACKWOOD. One question--and the answer may be more

or less along the same lines as the last answer.
Under the MAAC's, the maximum allowable actual charge, a 55-

year-old doctor who is one of the half-dozen experts in the country
is reimbursed what you reimburse a 30-year-old just out of residen-
cy. Isn't that true?

Mr. COLEMAN. It is not just the MAAC's that have that function;
the whole Medicare payment system for reimbursing physicians is
based on historical charges. Because of that, since ths young physi-
cians can ordinarily charge what older physicians can charge, it
has that effect. You are right.

Senator PACKWOOD. As to the 55-year-old physician who might
charge $3,000 for a procedure that the average doctor in the com-
munity is charging $2,000 for. Is he subject to penalties of law if he
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attempts to charge his patients that, assuming they are Medicare
patients, even though on the basis of talent, age, and experience he
could justify charging that?

Mr. COLEMAN. Each physician has individual MAAC's based on
charges in a base quarter.

Senator PACKWOOD. But it is the lower of three types of charges,
isn't it? The actual, prevailing or customary.

Mr. COLEMAN. Prevailing, or customary.
Senator PACKWOOD. Yes.
Mr. COLEMAN. The actual charge is almost always higher than

the prevailing. The prevailing charge is what tends to govern what
we actually pay.

Senator PACKWOOD. Yes, but not his actual charge.
Mr. COLEMAN. The actual is almost always higher.
Senator PACKWOOD. If it is higher than the prevailing charge,

you don't reimburse him on his actual charge.
Mr. COLEMAN. That is right.
Senator PACKWOOD. And if he attempts to charge the Medicare

patient his actual charge, he is actually in violation of the law,
isn't he?

Mr. COLEMAN. That is correct.
Senator PACKWOOD. What is the reasonable basis for that? Or are

you saying there is no reasonable basis. It is just what we have to
work with, and we have no way of attempting to factor a difference
of talent into the equation?

Mr. COLEMAN. That is what we have to work with under the
present system. As I am sure you know, there are major studies
being undertaken about possible reforms in the physician payment
system, and we will be sending a report to Congress this summer
on our review of the relative value scale report. And we are devel-
oping other kinds of possible reforms in the physician payment
system which I hope could address that kind of concern.

Senator PACKWOOD. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you. Senator Durenberger?
Senator Durenberger? Thank you, Mr. Chairman.
This payment system is known by its acronym, CPR, which is an-

other famous system, Cardiopulmonary Resuscitation. And as all of
us travel in our States, we know that this system revives some docs
and it kills others, which is the reason that you make such a very
good point.

Mr. Coleman, I would like to remake that point. On page 3 of
your testimony, where you are talking about the recommendations
on freezing the Medicare economic index, you point out that "for
certain specialties and procedures, the Physician Payment Review
Commission has identified as over-priced, the budget proposes to
reduce payment levels in a graduated fashion, ranging from a 12
percent reduction for a number of selected procedures to an 8 per-
cent," et cetera.

There is a number of recommendations like that, and I think
those of us who are familiar with the incredible disparities between
some specialties in this country and primary care would not argue
that we need to do something about it.

Just to illustrate the point, if you take something simple like an
appendectomy, in the not so small rural community of Montevideo,
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MN, the same doctor performing the same appendectomy on the
same patient gets paid about 23 percent of what that doctor would
get in Miami, FL, for example. And if it is performed by a special-
ist as opposed to a primary care physician, you have the same kind
of anomaly. And that is the problem.

But, getting back to what Senator Bentsen asked you, and relat-
ing to the two questions that we just heard here, you said some-
thing about all physicians want to bill Medicare for these services,
and I want to ask you the volume question. Because we can freeze,
and we can cut these specialists like you recommend, but if we
can't control the volume of procedures, what have we accom-
plished?

The reality is that in our small towns out there, whether it is a
primary care physician or a specialist, they can't, in many cases,
balance bill. They can't increase their volume, because the econom-
ics won't permit that to happen. But in all the rest of the country
you can. In Miami you can increase volume until it is coming out
your ears.

So, what is the good in recommending to us these kinds of freezes
and caps and so forth, when you know you can't control the volume
across the country?

Mr. COLEMAN. Senator Durenberger, as I said before, there are
partial solutions. Although we cannot control volume, it is our ex-
perience and our belief that physicians cannot fully make up their
lost income through increased volume, that we do achieve signifi-
cant budget savings, and that, to the extent that we are now
paying more than we ought to be paying for these kinds of services,
we do achieve a certain amount of savings.

Senator DURENBERGER. Do you think you could prove the budget-
ary savings from the 2 or 21/2-year freeze we put on Part B pay-
ments to physicians? I mean, your data here shows an incredible
rise in Part B expenditures. How did we save anything, except in
the rural areas and the places where people couldn't expand their
volume?

Mr. COLEMAN. There are studies that have looked at the question
of what went on during the Nixon price freeze and during the more
recent freezes, and they are ambiguous, because there were so
many things going on in the medical community at the same time.
It is difficult to isolate out how much of the volume was due to the
attempt to beat the freezes.

Senator DURENBERGER. Yes. And you can't go back to Nixon, be-
cause in those days they could cost shift very easily. If you put a
freeze on in the Nixon period, you could add it to somebody's
health insurance bill, or something like that. You can't do that
today, because everybody is putting on a limit.

I need to ask you a couple of other questions, one on capital. Cap-
ital is one of your excesses that you refer to in your statement.

How does capital reimbursement, say in southern Texas where
there are a lot of Minnesotans going down and settling for the
winter and expanding the demand for hospital services, so they
have got to build. In parts of Texas I imagine the hospitals are fold-
ing up, but in some other parts, because of this influx of older
folks, they have got to build there-new hospitals.
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How is reducing capital reimbursement to 75 percent from 85
percent getting rid of excesses in those kinds of hospital situations?

Mr. COLEMAN. Well, let me address the aggregate first. The ag-
gregate situation we are seeing is that, in the first few years of
PPS, while the non-capital portion of inpatient services was grow-
ing fairly slowly, maybe 3,4, 5 percent a year, we were seeing
growth on the order of 10 percent or so a year on the capital side.
It is only because you recently enacted cuts that the 10 percent has
been reduced to a more moderate level.

The high rate of growth in capital seems to me to be expected
wheit you have a two-part system, one of which is a fixed price for
operating costs, and then cost reimbursement for capital. You
would expect to see all kinds of costs showing up on the capital
side. And sure enough, that is what we have seen.

And when you see growth rates of 10 percent year after year,
you have to assume that there is more going on there than legiti-
mate needs and building facilities.

Senator DURENBERGER And that happens to be the problem with
this particular approach-the macro approach, the 10 percent
growth, can be tolerated in some hospital systems, and it is going
to kill other hospital systems, which is the point I am trying to
make on physicians, the point I am trying to make on capital and
am trying to make on all of this.

If you continue to look at this system, macro, across the country,
now sure you are going to get some budgetary savings. But you are
also going to kill some hospitals, some doctors, and all the rest of
this sort of thing. You can handle the capital thing differently, but
not with the cap. You can handle the physician reimbursement dif-
ferently, but not with a freeze.

Thank you, Mr. Chairman.
The CHAIRMAN. I have no questions. Thank you very much for

your comments. I appreciate it.
We will now have a panel consisting of Dr. Robert Reischauer,

Director of the Congressional Budget Office, and Mr. James Blum,
the former Acting Director.

I understand they are testifying before another committee and
have been delayed coming over here. [Pause.]

it is my understanding they will be here in about 10 minutes, so
we N% ill recess until that period of time.

[Whereupon, at 11:50 a.m., the hearing was recessed.]
AFTER RECESS [12:05 p.m.]
The CHAIRMAN. The committee will reconvene.
We have a panel now consisting of Dr. Robert Reischauer, who is

the Director of the congressional Budget Office, and Mr. James
Blum, the former Acting Director.

Gentlemen, we are pleased to have you. If you would, proceed
with your testimony.

Dr. Reischauer?
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STATEMENT OF DR. ROBERT D. REISCHAUER, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Dr. REISCHAUER. Thank you, Mr. Chairman. I am pleased to be
back here on Capitol Hill and to be part of the budget process once
again, as I was 14 years ago.

With your permission, I am going to submit my prepared state-
ment to the record and confine myself to a brief summary of the
highlights of that statement.

The CHAIRMAN. Without objection, that will be done.
Dr. REISCHAUER. Reestimates by the Congressional Budget Office

of the administration's budget suggest the administration has un-
derstated the size of the deficits that are likely to result from its
proposals. The magnitude of these underestimates depends crucial-
ly on the budgetary treatment of the Resolution Financing Corpo-
ration, REFCORP, which is the mechanism that the administration
has proposed for dealing with the problem of the savings and loan
institutions. If REFCORP is treated as an on-budget Government
agency, as CBO thinks is most appropriate, the fiscal year 1990 def-
icit that will result from the administration's proposals will be
about $131 billion, or $40 billion higher than the $91 billion esti-
mate that has been provided by OMB. These figures are laid out on
page 2 of my statement.

If assets sales and REFCORP are excluded from the budget
totals, CBO estimates that the administration's policies would
result in a deficit of $109 billion, which is $1 billion below the se-
questration level contained in the Gramm-Rudman-Hollings law,
but still $18 billion larger than the administration projects for its
budget.

CBO's budget deficit estimates depend not only on the budgetary
tr-atment of REFCORP but also on economic and technical as-
sumptions that are different from those of the administration. Dif-
ferences in economic assumptions account for about $9 billion of
the gap between the administration's and CBO's estimates for the
deficit in fiscal year 1990, and about $78 billion of the $100 billion
gap in fiscal year 1993. CBO projects that over the next five years
economic growth will be significantly slower and inflation and in-
terest rates significantly higher than the administration expects.

CBO expects economic growth to proceed at a pace of around 2
percent to 2.5 percent, rather than the more than 3 percent that
the administration is now forecasting, because CBO assumes that
the Federal Reserve will try to hold down the growth rate to a pace
that is consistent with the expansion of the Nation's economic po-
tential. Both the Federal Reserve and the Congressional Budget
Office feel that the productive capacity of the economy will be ex-
panding in its potential at a rate of about 2.5 percent per year over
the next five years.

Different technical assumptions account for $8 billion of the gap
between the administration's and CBO's estimates of the deficit for
fiscal year 1990. The major technical differences are laid out on
page 12 of my statement. For example, CBO expects that the ad-
ministration's proposals for leasing in the Arctic National Wildlife
Refuge and the auctioning of certain unassigned radio frequencies
will generate about $4 billion less in fiscal year 1990 than the ad-
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ministration anticipates. CBO also expects defense outlays in fiscal
year 1996 to exceed the administration's figures by some $4 billion
and FDIC outlays to be about $3 billion higher.

On the revenue side, CBO expects the receipts generated by the
current tax law to be about $9 billion higher than the administra-
tion expects for fiscal year 1990. Four billion dollars of this gap re-
sults from different economic assumptions, and $5 billion from dif-
ferent technical estimating procedures. Over the 1991-1993 period,
CBO and the administration have very similar estimates of the rev-
enues that are likely to be generated from current tax law. We
differ substantially, however, on the probable impact on revenues
of the administration's proposal to reduce the capital gains tax.

CBO and the Joint Committee on Taxation judge that after an
initial period, when realizations should rise substantially, the in-
crease in realizations won't be sufficient to offset the effects of re-
duced rates, and therefore there will be a $4 billion revenue loss in
fiscal year 1991 that we expect to grow to about $7 billion in 1993.

Since the administration has projected a $5 billion revenue gain
for fiscal year 1991, there is a gap between our two estimates just
with respect to the capital gains provision of some $9 billion.

Let me wrap up this summary by comparing the administration's
budget proposals with CBO's baseline projections. This is a way of
highlighting the policy changes that the administration is propos-
ing in a way that abstracts from the confusion that often is gener-
ated from different economic and technical assumptions. The de-
tails of this analysis are on page 17 of my statement.

First, under the administration's proposals, national defense out-
lays will be slightly above what CBO expects the baseline to be for
fiscal year 1990, but it will be below the baseline for the period
1991 to 1993. The reason it falls below the CBO baseline in these
out-years is that CBO has a higher rate of inflation during those
years.

Second, spending on the numerous non-defense discretionary ac-
counts, which the information provided specific proposals for, are
going to be about a billion dollars over the baseline in fiscal year
1990. This estimate is a net between $3.8 billion in proposed in-
creases, and decreases of about $2.5 billion.

Third, under the administration's budget outlays for entitle-
ments and other mandatory spending programs in fiscal year 1990,
we expect the outlays to exceed the CBO baseline figure by about
$1 billion. This, once again, is also a net figure. It consists of $12
billion of reductions in such programs as Medicare, farm price sup-
ports, and Federal retiree benefits, balanced against an increase of
$12.8 billion in the deposit insurance accounts; and, in addition, a
small amount that is attributable to the outlay impacts of the child
care tax credit.

Details of the changes for entitlements which are of particular
interest to this committee are shown on page 21 of my statement.

By 1993, these changes grow in size to some $17 billion in reduc-
tions below the CBO baseline. After the deposit insurance crisis is
resolved, the only major increases proposed in this category is the
increase for a child care tax credit for working families with young
children.
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The CHAIRMAN. Maybe we had better interrupt at this point, and
try to get some questions in, Dr. Reischauer.

Dr. REISCHAUER. Okay.
The CHAIRMAN. Educate me on the difference in your judgment

as to what should be done on REFCORP, insofar as it being on-
budget or off-budget as related to the administration's position.

Dr. REISCHAUER. Well, I think there are two different dimensions
to that question. One is whether REFCORP should be on- and off-
budget. The other is whether the expenditures of this entity should
be considered as part of spending for the Gramm-Rudman limita-
tions or not.

We are a believer that REFCORP should be on-budget.
The CHAIRMAN. Tell me, is it totally off-budget? Or is it partially

off-budget? How is it structured?
Dr. REISCHAUER. Well, REFCORP itself is totally off-budget, or

the administration hopes that it will be considered totally off-
budget, but the draft legislation does not explicitly say that. They
would like to have it totally off-budget.

It will borrow $50 billion over the next three years, and it will
also receive some income from the Home Loan Banks. The pro-
ceeds of the borrowing wilf then be shifted to an on-budget agency
and counted as offsetting receipts, therefore causing the deficit to
be reduced when these resources come on-budget. And the RTC,
which will be the entity which receives these proceeds, will
then--

The CHAIRMAN. Well, let me understand. They are not charged
with it at one point, but they get credit for it as it comes back in,
as those bonds are paid off? Is that what is happening?

Dr. REISCHAUER. No. The bonds are going to be paid off by the
purchase of a zero-coupon bond, which I believe will be purchased
by REFCORP at the beginning. So that isn't the issue. The issue is
the interest payments, and the interest payments by and large will
be supplied by Treasury.

So, it is the creation of an off-budget entity which does some bor-
rowing, has some proceeds, transfers those proceeds to an on-
budget agency, which then disburses those proceeds to resolve the
thrift problem. So there will be money coming in and money going
out, but the process of the money coming in will cause the deficit
to fall, because it will be scored, under the administration's plan,
as an offsetting receipt.

The CHAIRMAN. That was my point. I wasn't clear on that. That
was the point I was getting to.

Dr. REISCHAUER. Yes. And we believe the whole kit and caboodle
really should be on-budget.

The CHAIRMAN. But they don't take the hit for the borrowing; it
is being done by another group off-budget. But as it is paid off,
then that income is utilized to help cut the deficit, as that income
comes back as interest. Is that right?

Dr. REISCHAUER. No. What is happening is, REFCORP is borrow-
ing. It takes those proceeds and transfers them to the RTC. The
transfer of resources between an off-budget agency and the on-
budget agency is counted like a revenue--it is an offsetting receipt.
The administration would like it to be scored as that, anyway.
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That acts to reduce the deficit. That entity then uses the pro-
ceeds to resolve the thrift problem, to close insolvent thrifts, to en-
courage mergers of one sort or another. That expenditure is count-
ed as an outlay, which increases the deficit. So, you have those two
things going on.

We then have a lot of outstanding obligations of REFCORP
which will obviously need interest payments, and the interest pay-
ments will come from a variety of sources, the vast majority of it
from the Treasury.

The CHAIRMAN. Will part of that come from FSLIC, for example
insofar as the additional premium that is levied on the surviving
S&L's? Will part of it come from that?

Dr. REISCHAUER. Yes, but a relatively small amount.
The CHAIRMAN. Thank you.
Senator Moynihan?
Senator MOYNIHAN. Mr. Chairman, I am not about to reveal my

abysmal ignorance of the subject. But we are going to have to learn
it up, aren't we?

There is one question. In FSLIC contributing to the retirement of
bonds, isn't there a problem of the regulators being able to raise
the rate of contribution by the member institutions in order to do
this, to the degree that the investors in the institution can't know
what their rates will be in the future period?

Dr. REISCHAUER. Yes. The administration's plan does call for a
fairly modest increase in the assessments by the savings and loan
institutions for a temporary period of time. Most of the assessment
income that shows up in the administration's budget presentation
is actually an increase of the assessment on the banks for the Fed-
eral Deposit Insurance Corporation. That money-increased premi-
ums or assessments-will come into the FDIC. It will show up on
the budget as an offsetting collection, thereby helping to reduce the
deficit. But the monies will not be used for solving the S&L prob-
lem. That is to be reserved in the FDIC for the deposit insurance
for banks.

Senator MOYNIHAN. Thank you very much.
The CHAIRMAN. Senator Packwood?
Senator PACKWOOD. As the administration has structured the

savings and loan REFCORP, it is not counted for purposes of
Gramm-Rudman-Hollings at the moment, is that correct?

Dr. REISCHAUER. Correct.
Senator PACKWOOD. And your estimate of the President's budget,

absent REFCORP and absent asset sales, is a $109 billion deficit?
Dr. REISCHAUER. Yes.
Senator PACKWOOD. And OMB estimates that estimate that at

about--
Dr. REISCHAUER. Ninety-one.
Senator PACKWOOD. Ninety-four, not counting asset sales.
Dr. REISCHAUER. Correct.
Senator PACKWOOD. So, if the President's budget was adopted, we

would technically fall just below the $110 billion needed to trigger
Gramm-Rudman.

Dr. REISCHAUER. Correct.
Senator PACKWOOD. All right. Of course, we are bound by OMB's

estimates when the Gramm-Rudman trigger falls; but, if by chance

99-390 0 - 89 - 4
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we got to midsummer and OMB's estimates were above the $110
billion figure on the deficit, then the sequester is triggered, unless
we do something in the intervening period. And then we have to
get down to $100 billion, not $110 billion.

Dr. REISCHAUER. Correct.
Senator PACKWOOD. All right.
So if we do nothing-we don't pass any appropriation bills, we

don't reach a budget, we just dead-end, the Congress and the Presi-
dent-then we are going to have a deficit next year, assuming our
estimates are correct, of $100 billion. We are going to have a se-
quester.

Dr. REISCHAUER. With sequester, yes.
Senator PACKWOOD. That may be arbitrary, and it presumes after

we have exempted a few things, Social Security and others, that
nothing has any higher priority than-anything else-education is
equal to highways, and they are equal to Forest Service, and they
are all equal to the Coast Guard.

Dr. REISCHAUER. Excuse me. We would have a deficit of $100 bil-
lion under the administration's estimate as of the middle of Octo-
ber.

Senator PACKWOOD. Yes.
Dr. REISCHAUER. You know, our estimate, given that there are

these differences in technical and economic assumptions, will prob-
ably be at that time a higher deficit than $100 billion.

Senator PACKWOOD. Yes. I shouldn't say "we will have it." That
would be OMB's estimate.

Dr. REISCHAUER. Expectations, correct.
Senator PACKWOOD. And by law, whatever reasons, right or

wrong, we chose to take OMB's estimate as the estimate we are
bound by when we come to the trigger on the sequester.

Dr. REISCHAUER. Correct.
Senator PACKWOOD. Now, I do not understand-and I raised this

argument when the two of you weren't here-how tax increases
are supposed to narrow the deficit, unless we lower the Gramm-
Rudman targets. It seems to me everyone that I know of, short of
Senator Hollings, is talking about tax increases as a method of
ameliorating budget cuts, or increasing the rate of increase a bit
more than we would otherwise increase it under the budget. But
we don't actually reduce the deficit with a tax increase, do we? We
increase spending with a tax increase.

Dr. REISCHAUER. Well, the question is, compared to what? And
the assumption that the deficit will be $100 million, no matter
what, because we will have sequestration; then, unless you enacted
a tax increase after sequestration went through, you know, the def-
icit would not be affected by the tax increase. The amount of se-
questration would be affected.

Senator PACKWOOD. Let me ask the question in a slightly differ-
ent way, then. Let us assume that OMB estimates in midsummer
that the deficit for next year is going to be $130 billion, and let us

,say by chance you agreed with them. So now we are $20 billion
above the $110 billion target. So, absent anything, a sequester
would reduce the deficit to $100 billion. And let us say Congress
doesn't want to do that, we don't want to see that spending re-
straint. If we were to agree to a $30 billion tax increase, and even
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if the President were to agree to it, it doesn't make the deficit any
lower, does it? It just, thereby, increases the spending $30 billion
above what we would otherwise spend if we took the sequester.

Dr. REISCHAUER. Arithmetically, I think you are right. If you hy-
pothesize a tax increase of $21 billion, which would bring the defi-
cit down to $109, just below the sequester limit, then a sequester
would not occur.

Senator PACKWOOD. We would have a $109 billion deficit.
Dr. REISCHAUER. You would have a higher deficit.
Senator PACKWOOD. I thought I saw Mr. Blum shaking his head

when I premised the question. Or was I wrong?
Mr. BLUM. No, I was just following your exposition, Senator.
If you had a $30 billion tax increase, or $21 billion, as Dr. Reis-

chauer has just pointed out, and there was no other action taken,
then obviously you would reduce the deficit below the $110 billion
threshold, and you could avoid sequestration.

I detect in your remarks, though, that you think that any tax in-
crease is going to be accompanied automatically by a spending in-
crease?

Senator PACKWOOD. No. Well, we get into this increase/non-in-
crease, cut and non-cut argument.

What I am saying is, if we have a projected $130 billion deficit,
which if we don t do anything else we are going to cut to $100 bil-
lion with the sequester, that is spending $30 billion less than we
would otherwise spend.

Dr. REISCHAUER. Correct.
Senator PACKWOOD. Now, if we passed the $21 billion tax in-

crease, my hunch is we are going to spend $21 billion more than
we would otherwise spend under Gramm-Rudman. We will indeed
spend it. We won't use it to reduce the deficit; we will use it so that
we don't have to reduce the spending.

Dr. REISCHAUER. No, but if you did that, if you had a tax increase
of $21 billion and that caused a spending increase of $21 billion,
you would be back at $130 billion, in which sequestration would
come into effect, and you would be down to the $100 billion.

Senator PACKWOOD. That is why this term "cut in spending" is
confusing. I am assuming we wouldn't use it to support an addi-
tional $21 billion, but we would use it to save us from having to do
the sequester and reduce the spending by $21 billion.

Dr. REISCHAUER. Okay.
Senator PACKWOOD. But I keep seeing this statement in the press

that we must have a tax increase to narrow the deficit. I don't see
any way that it is going to narrow the deficit, short of lowering the
Gramm-Rudman targets. What it is going to do is to save us from
having to reduce spending. Or, to put it in Director Darman's lan-
guage, it will have to save us from increasing spending $21 billion
above where we would otherwise spend it.

I am not sure I even phrased that one right. [Laughter.]
I think the last question was an ineptly asked question.
I think I understand that a tax increase will not reduce the defi-

cit unless we reduce the Gramm-Rudman numbers, absent any
other change. Is that correct?

Dr. REISCHAUER. Or Unless the tax increase is larger than the
amount necessary to bring us down to the Gramm-Rudman thresh-
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old. If you passed a $50 billion tax increase, and you didn't accom-
pany it with an increase in spending--

Senator PACKWOOD. You could use $20 billion for spending and
$30 billion for deficit-reduction. I understand.

Dr. REISCHAUER. Or $50 billion to reduce the deficit.
Senator PACKWOOD. Yes.
I have no other questions, Mr.Chairman.
The CHAIRMAN. It seems to me what you are saying is that you

think a tax increase would be used as a substitution for possible
cuts in spending, and therefore it doesn't accomplish what you set
out to do.

Senator PACKWOOD. I think the deficit is going to be the same
amount whether we have the tax increase or not.

The CHAIRMAN. That is the point, because you think it becomes a
substitute for further cuts.

Senator MOYNIHAN. But the Coast Guard might have a different
size.

The CHAIRMAN. Yes. I guess the argument is, on the other side,
by those that feel that the economic assumptions here may be
overly optimistic, that the cuts cannot be effectively accomplished,-
and we can still save some of the things that have to be saved.

Senator PACKWOOD. No, I-think the debate is phrased in the
wrong terms. We are stuck with using OMB's assumptions, but as-
suming that we were using CBO's assumptions--

The CHAIRMAN. Okay. I understand.
Senator PACKWOOD. The debate really ought to be phrased on are

the services sufficiently valuable, that this country ought to engage
in, that we would think that a $21 billion tax increase is legitimate
to preserve them, as opposed to that $21 billion of services being
cut under a sequester.

The CHAIRMAN. Well, that was the last part of my statement. I
said that is what, in effect, you are arguing.

Senator PACKWOOD. Yes.
Dr. REISCHAUER. A very different set of programs might be cut

under the two scenarios that you have laid out.
Senator PACKWOOD. Oh, I agree. I would much rather, frankly, do

a budget than do a sequester, to reach the same amount; because,
at least then, we would exercise some judgment as to what we
thought our priorities were.

The CHAIRMAN. How about some further questions?
Senator Moynihan?
Senator MOYNIHAN. No, Mr. Chairman.
Senator PACKWOOD. No more here, Mr. Chairman.
The CHAIRMAN. Gentlemen, thank you very much for your at-

tendance today.
Dr. REISCHAUER. Thank you.
[Whereupon, at 12:28 p.m., the hearing was concluded.]



APPENDIX

ALPHABETICAL LISTING AND MATERIAL SUBMITTED

PREPARED STATEMENT OF SENATOR JOHN H. CHAFEE

Mr. Chairman, I am glad to have this opportunity to examine in more detail the
administration's budget proposals for fiscal year 1990. This hearing is, in effect, the
first formal exchange in what I expect will be a fairly long dialogue on this subject
between this committee and the administration. Mr. Darman, Mr. Coleman, and Mr.
Reischauer, it was good of you to make yourselves available to answer the commit-
tee's questions.

Let me begin by saying that I applaud President Bush's decision to disregard ear-
lier proposals to cap Medicaid. Instead, the President has proposed to allow the pro-
gram to increase to current services levels-even expanding it to cover pregnant
women and children up to 130 percent of poverty. At the same time, I must express
my reservation about the method proposed to pay for this expansion-the elimina-
tion of enhanced matching rates from administrative services. I look forward to
working with the administration to address the President's clear and commendable
concern for the health of pregnant women and children.

I am quite concerned, however, about the proposed $5 billion cut in Medicare.
In the past few years, the Medicare program has contributed more than $30 bil-

lion in savings to reduce the deficit. Each year, the Finance committee has been
instructed by the Budget committee to find a certain amount of savings in the Medi-
care program, and we have done so, on a bipartisan basis. We have attempted to
achieve these savings without jeopardizing the access to or quality of health care
services for the elderly or disabled. Nonetheless, as we have restricted funds for re-
imbursement of hospitals, physicians and other health care providers, concern about
both quality and access has increased.

We can only do so much so fast without sacrificing the quality of and access to
health care. If we continue to decrease Medicare reimbursement, quality and access
will be adversely affected These proposed cuts will have an impact on Medicare
beneficiaries.

After 30 billion dollars in reductions over the past five years, I believe the pro-
gram has contributed enough to deficit reduction to deserve a respite. At this point,
I think many of us agree that the list of potential savings has been thoroughly
culled. In fact, many of the proposals on the list before us today have been given
thorough consideration in the past and found unacceptable.

To sum up, Mr. Chairman, I am as concerned as anyone here about the rate at
which health care expenditures are rising. It is imperative that we get this growth
under control. However, I can say, after sitting on this committee for ten years, and
on the Conference Committees during reconciliation, that we have essentially failed
to get at the root of the problem. Each year, we have toiled away to achieve savings
that squeeze one area of the program or clamp down on another. The results have
so often been the opposite of what we expected that I question whether we really
have a handle on what ails our health care system, and therefore the Medicare pro-
gram. I question even more whether we should be attempting to fix it as we have
been-through the budget process.

An example: When we froze physician's fees, a miracle took place. The cost of the
program remained the same, because volume increased. We had squeezed the pro-
gram in one area, and it bulged out in another.

What I believe is needed is a good, careful look at Medicare and how it fits into
the rest of our health care system. When we allow ou7- policy decisions to be driven

(49)
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by the exigencies of the budget process, we run an even higher than normal risk of
not achieving the results we want.

Thank you, Mr. Chairman.

PREPARED STATEMENT OF TERRY COLEMAN

Mr. Chairman, Members of the committee, I am Terry Coleman, Acting Adminis-
trator of the Health Care Financing Administration. Let me begin by expressing the
regrets of Secretary Sullivan, who could not be here today because of a prior com-
mitment to appear before another Congressional committee. With your permission, I
would like to submit for the record a formal statement by Secretary Sullivan that
addresses the Department's proposals which affect programs under the jurisdiction
of this committee.

I will confine my remarks to the administration's proposals for the Medicare and
Medicaid programs. These two programs finance needed health care services to over
52 million adults and children who are aged, disabled, or poor. The Department's
strong commitment to the Medicare and Medicaid programs is reflected in president
Bush's 1990 budget submissions to the Congress. For 1990 we propose to increase
spending by 10 percent for both Medicare and Medicaid.

MEDICARE

Let me first address the subject of Medicare spending. Within HHS, the rising
costs of Medicare continue to be the primary force driving excessive budget growth.
If no spending restraints were imposed, Medicare benefit outlays would grow at a
rate of over 14 percent in 1990, to approximately $110.5 billion.

However, simply extending three provisions-the 85 percent capital payment, the
25 percent Part B premium floor, and extending clinical labs limits-would retain
the policies currently in effect in 1989. Allowing these provisions to expire would
increase Medicare spending by about $2 billion in 1990. Even with other proposals
totaling about $3 billion in outlay reductions, the Medicare program will still grow
by 10 percent, or $10 billion in 1990, and growth in Medicare Part B costs will still
be more than 12 percent.

The 1990 Medicare budget is based on a policy of responsible deficit reduction
with savings proposals aimed at reducing unnecessary and unwarranted spending,
while at the same time improving equity in payment levels for services. Growth in
Medicare expenditures for inpatient hospital services has moderated under the Pro-
spective Payment System (PPS). However, there remain excesses in the hospital
system, particularly in the area of reimbursement for capital expenditures. These
excessive payments must be addressed, and we believe that this is the appropriate
time to correct these problems in Medicare Part A. president Bush's budget contains
proposals to reduce the growth in Part A outlays by almost $2.4 billion in 1990.

The budget also proposes a series of steps aimed at slowing the continuing high
rate of increase in the Medicare Part B program while also bringing about improved
equity in payment levels for services. Part B benefit costs increased at a rate of 17
percent per year from 1979 to 1987 and 12 percent in 1988. Unlike Part A, where
the government has been able to address most costs through a single overall ap-
proach (the Prospective Payment System), Medicare Part B is a very complex pro-
gram for which no overall approach has yet been identified for controlling cost in-
creases. The steps proposed in this budget are not expected to be the whole solution
to the problem, but are measures clearly called for based on our current knowledge.
Increased attention should lead to more comprehensive and long-range solutions to
the basic problem of large and continuing cost increases in Part B.

For physicians' services, a graduated approach is taken in the budget to bring
about more equitable payment levels. For primary care services, which are under-
paid relative to other services, the budget proposes to increase prevailing charges by
the full Medicare Economic Index (MEI) in each of the next three years. For most
non-primary care physicians' services, the budget proposes to freeze prevailing
charges for one year. For certain specialties and procedures that the Physician Pay-
ment Review Commission has identified as overpriced, the budget proposes to
reduce payment levels in a graduated fashion, ranging from a 12 percent reduction
for a number of selected procedures, to an 8 percent reduction for radiology, anes-
thesiology and surgery service.
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MEDICAID

Let me now turn to the Medicaid program which finances health care to some of
the most vulnerable low-income members of our society, including over 11 million
children. In his inaugural address President Bush affirmed that ". . . As a nation,
we must give our children a better start in the world [and] see that quality health
services so critical for improving maternal and infant health will be available to the
pregnant women and young children in our nation." Mr. Chairman, I am aware of
the support and leadership you personally, and other Members of this committee,
have provided in the area of children's health.

We will soon send legislation to the Congress that will fulfill President Bush's
promise to offer poor children better health care. We look forward to working with
this committee on this important social need.

The Medicaid budget proposes a series of program expansions aimed at improving
the health of poor pregnant women and young children. We propose to further
expand Medicaid coverage to pregnant women and infants up to 130 percent of pov-
erty, require immunizations for all food stamp eligible children under age 6 and pro-
vide funds to implement demonstration projects to decrease infant mortality and
morbidity. We propose paying for this by phasing down special matching ra t es for
certain administrative costs which have outlived their original purposes.

Mr. Chairman, let me conclude my statement by returning to the issue of Medi-
care spending. We believe our proposals represent a fair and equitable approach,
but the administration is willing to discuss other approaches that the Congress or
others may suggest. But, we must restrain Medicare growth in some manner. We
cannot allow Medicare to continue to grow at a 14 percent annual growth rate. Mr.
Chairman, a 14 percent annual growth rate would result in Medicare outlays in
1995, only five years away, of over $200 billion. This level of growth in Medicare will
make any new initiatives very difficult, if not impossible, to achieve.

PREPARED STATEMENT OF Louis W. SULLIVAN, M.D., SECRETARY OF HEALTH AND
HUMAN SERVICES

Mr. Chairman, Members of the committee, I am pleased to present President
Bush's budget proposals affecting programs within the jurisdiction of the Senate Fi-
nance Committee. I am pleased to enjoy the trust of our new President, and as Sec-
retary of Health and Human Services, I shall carry out the task he has given me in
such a way that the hopes and aspirations we mutually hold for this Department,
and for the American people, are fulfilled.

This statement presents the broad contours of those hopes and aspirations. They
center on the President's commitment-a commitment I fully share-to the ideal of
a "kinder, gentler" America. No Department will be more directly affected by that
commitment than HHS, which to-ches the lives of Americans wherever they are
most vulnerable-from the beginning of life, through health and sickness, from the
foods we eat to the medicines we take, to the care of the elderly and disabled.

Taking that commitment as my guide, I intend to see to it that our policies at
HHS carry a firm, but gentle touch; that HHS employees take pride in the invalu-
able service they render our citizens; that government itself comes to have a more
human face. Bringing a new spirit of kindness and compassion to a vast Federal
Department may seem excessively idealistic. But it is an ideal we can and must
attain. Nothing less shall be my goal as Secretary of HHS.

During my medical career, I have seen remarkable progress in the Nation's
system of health care, with programs like Medicare and Medicaid making health
care more available to the elderly and poor. And I have seen the improvements in
the lives of millions ol" our children and less privileged through HHS' programs of
human services.

Much remains to be done. But it must be done with an eye to reducing the Feder-
al budget deficit-a concern, I know, of paramount importance to this committee, as
you consider not only how funds are spent, but how they are raised as well.

Let me indicate how we might begin to make further progress toward improving
the health and well-being of our citizens, bearing these constraints in mind.

First, we must assure the solvency of programs like Social Security and Medicare
trust funds. We must find ways to contain escalating medical costs, without sacrific-
ing our commitment to quality health care for all. And we must emphasize health
promotion and preventive medicine strategies, because promoting health is ulti-
mately more humane and economical than merely treating illness.

In only six short years since the Bipartisan Commission put the trust funds back
on the road to solvency, we can report that in 1990, trust fund income will exceed
outgo by nearly $69 billion. The combined reserves of the Old Age and Survivors
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Trust Fund and the Disability Trust Fund will be approximately $229 billion by the
end of 1990. By 1992, the trust funds will have a full year of benefits in reserve. The
reserves are necessary, and will be used, to fund the benefits of the "Baby Boom"
generation as they begin retiring in the next century.

President Bush proposes to increase Medicare spending by about 10 percent in
1990 compared with 1989, while at the same time seeking ways to restrain excessive
growth. I will return to some of these measures in a moment.

Second, we must sustain and improve programs like Head Start and Aid to Fami-
lies with Dependent Children -programs that help the poor learn and work their

-way out of poverty. Implementation of last year's Family Support Act will therefore
be one of my highest and earliest priorities.

The Act's most fundamental change was the creation of a new program of work
and training activities, the Job Opportunities and Basic Skills (JOBS) training pro-
gram, which all States must have in effect by Octobcr, 1990. States can elect to re-
place existing work programs with JOBS as eatly as July of this year. I intend to
insure a speedy implementation of this Act, with the issuance of program regula-
tions early this Spring. We must do all that we can to encourage welfare recipients
to become productive members of this country's workforce.

Welfare reform also made improvements to child support enforcement, and I also
want to report to the committee that child support collections continue to rise. We
project that increases in 1990 will exceed 1989 estimates by 17 percent, or $931 mil-
lion. The strong congressional commitment to enforcement activities has helped
bring this important parental financial responsibility issue to the forefront in State
capitols across the country.

Third, we must seek ways to strengthen family life and reinforce our society's
sense of community, our shared sense of responsibility and commitment to one an-
other. As President Bush notes, "family . . . is a powerful word, full of emotional
resonance, and those of us who have been blessed with strong families must work
to bring that blessing to those who have not.

Attention to family means that the health of our children must be our particular
concern, for nothing less than our Nation's future is at stake. Today, that future is
threatened by the epidemic of drug abuse among our young. I am deeply committed
to the battle against "this scourge," as President Bush has called it, and will work
long and hard with this committee, with the President, and with his Drug Adviser
in pursuit of victory.

Caring for the needs of the homeless exemplifies our conmmnitment to one another.
By fully funding the McKinney Act, this Department will assist communities in
bringing to the homeless critical primary health care services, mental health care,
and a wide assortment of social services. A total of $189 million is directed to these
specialized McKinney Act programs.

Fourth, we must sustain our biomedical research efforts in the quest for a cure
for AIDS. As the President has said, "We must commit the resources and the will to
find a cure. American science must know that we ha e the resolve to beat this dis-
ease." At the same time, however, we must not slight our efforts to conquer cancer,
heart disease, diabetes, arthritis, and other disorders afflicting our citizens.

Finally, we must focus our limited resources on the poor, the disadvantaged, and
the neglected in our society. Programs like Medicaid must be carefully administered
so that rural and inner city health care needs are met, and the Nation's poor are
accorded decent care with dignity. We will soon send to the Congress legislation to
enhance Medicaid services for children, including expansion of immunization serv-
ices.

I would now like to return for a moment to the question of Medicare spending.
Within HHS, the rising costs of Medicare continue to be the primary force driving
excessive budget growth. If no spending restraints were imposed, Medicare benefit
outlays would grow at a rate of over 14 percent in 1990, to approximately $110.5
billion. However, simply extending three provisions-the 85 percent capital pay-
ment, the 25 percent Part B premium floor, and extending clinical labs limits-
would retain the policies currently in effect in 1989. Allowing these provisions to
expire would increase Medicare spending by about $2.0-billion in 1990. Even with
other proposals totaling about $3.0-billion in outlay reductions, the Medicare pro-
gram will still grow by 10 percent, or $10 billion in 1990, and growth in Medicare
Part B costs will still be more than 12 percent.

The 1990 Medicare budget is based on a policy of responsible deficit reduction
with savings proposals aimed at reducing unnecessary and unwarranted spending,
while at the same time improving equity in payment levels for services. Growth in
Medicare expenditures for inpatient hospital services has moderated under the Pro-
spective Payment System (PPS). However, there remain subsidies in the hospital
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system which are clearly excessive, particularly in the area of reimbursement for
capital expenditures. These excessive payments must be addressed, and we believe
that this is the appropriate time to correct these problems in Medicare Part A.
President Bush's budget contains proposals to reduce the growth in Part A outlays
by almost $2.4 billion in 1990.

The budget also proposes a series of steps aimed at slowing the continuing high
rate of increase in the Medicare Part B program while also bringing about improved
equity in payment levels for services. Part B benefit costs increased at a rate of 17
percent per year from 1979 to 1987 and 12 percent in 1988. Unlike Part A, where
the government has been able to address most costs through a single overall ap-
proach (the Prospective Payment System) Medicare Part B is a very complex pro-
gram for which no overall approach has yet been identified for controlling cost in-
creases. The steps proposed in this budget are not expected to be the whole solution
to the problem, but are measures clearly called for based on our current knowledge.
Increased attention should lead to more comprehensive and long-range solutions to
the basic problem of large and continuing cost increases in Part B.

For physicians' services, a graduated approach is taken in the budget to bring
about more equitable payment levels. For primary care services, which are under-
paid relative to other services, the budget proposes to increase prevailing charges by
the full Medicare Economic Index (MEI) in each of the next three years. For non-
primary care physicians' services, the budget proposes to reduce payment levels in a
graduated fashion, ranging from a 12 percent reduction for certain procedures iden-
tified as overpriced by the Physician Payment Review Commission (PPRC) to an 8
percent reduction for radiology, anesthesiology and surgery services, to a freeze in
prevailing charges for all other non- primary care services.

Mr. Chairman, let me make two things clear: First, we are not adamantly insist-
ing that. the proposals we suggest here are the only way to restrain Medicare
growth. We believe that they represent a fair and equitable approach, but the ad-
ministration is willing to discuss other approaches that the Congress or others may
suggest. But second, we must restrain Medicare growth in some manner. We cannot
allow Medicare to continue to grow at a 14 percent annual growth rate. Mr. Chair-
man, a 14 percent annual growth rate would result in Medicare outlays in 1995,
only five years away, of over $200 billion. This level of growth in Medicare will
make any new initiatives very difficult, if not impossible, to achieve.

Finally, I wish to highlight one of the priority initiatives of the President's pro-
gram. The Medicaid budget includes a series of program expansions aimed at im-
proving the health of poor pregnant women and young children. We propose to fur-
ther expand Medicaid coverage to pregnant women and infants up to 130 percent of
poverty, require immunizations for all food stamp eligible children under age 6 and
provide funds to implement demonstration projects to decrease infant mortality and
morbidity. We propose paying for this by phasing down special matching rates for
certain administrative costs which have outlived their original purposes.

In summary, I would like to reiterate what the President and other administra-
tion members have already stated. We are prepared to work together with the Con-
gress in a bi-partisan spirit, and to put forth whatever level of effort it takes to
reach a constructive budget agreement.

PREPARED STATEMENT OF RICHARD DARMAN, DIRECTOR, OFFICE OF MANAGEMENT AND
BUDGET

Chairman Bentsen, Senator Packwood, and distinguished members of the Senate
Finance Committee, please let me thank you very much for this opportunity to dis-
cuss President Bush's budget proposals. I appear before you in what I hope you will
find to be a constructive spirit, seeking to advance our common objective: the
prompt enactment of a responsible budget program that can meet the Gramm-
Rudman-Hollings deficit reduction targets, on schedule.

With your permission, I would first outline the President's overall approach to the
budget and then note the very important set of proposals that directly involve the
Senate Finance committee-before responding to your questions. I would also ask
that the set of Appendices that accompany this testimony, and to which I may refer,
be included in the record.

BUILDING A BETTER AMERICA: THE PRESIDENT'S PROPOSALS

In seeking to meet the Gramm-Rudman-Hollings objective, on time, the President
has suggested that a responsible set of budget proposals must pass several basic
tests:
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* They must attend to fundamental obligations-such as the payment of interest,
the protection of national security, and the funding of social security.

* Within the limits of scarce resources:
-they must address special obligations (to the poor, as through means-tested enti-

tlement programs and incentives for child care; and to future generations, as
through environmental protection);

-they must begin to remedy problems inherited from the past: the scourge of
drugs; the crisis in the savings and loan sector; the failure to invest adequately in
the modernization and clean-up of nuclear weapons production; and

-they must advance priorities for future American growth and competitiveness (as
through measures to encourage sound investment in research, education, enter-
prise, and longer-term productivity).

-They must do all these things while also restoring fiscal balance-meeting the
Gramm-Rudman-Hollings targets, without raising taxes, and without threatening
what is now America's longest period of sustained peacetime economic growth.
The President's proposals were presented to the Congress on February 9 in a 193-

page volume titled, Building A Better America. His proposals meet the several tests
I have noted.

In addition to the 193-page volume, we have since provided the Congress with
over 4000 pages of supplementary detail. These submissions are noted at Appendix
A-and are contrasted with submissions of prior Presidents.

With these various submissions, and through informal consultation as well, I
think it fair to say that we have submitted more data and explanation than any
new President has done at a comparable stage of his Presidency in the modern
budgeting era.

CHANGING A HABIT OF MIND: FROM WONDERLAND BUDGETING TO COMMON SENSE

BUDGETING

The initial presentation of the President's proposals stirred a bit of attention for
its effort to change a local habit of mind. That habit has a curious Wonderland qual-
ity. It is described by a phrase that is unknown to most of the country, but common
among Washington budgeteers: "current services baseline" budgeting. I will not
burden you with our general critique of current services budgeting-for I know you
are now familiar with it. But let me please make clear that the critique is not con-
fined to discretionary programs.

Some of the most curious cases involve entitlements. Consider Medicare, for ex-
ample. President Bush is proposing to increase Medicare by about $8 billion in FY
'90 relative to FY '89-from $84.5 billion to $92.5 billion. Advocates of current serv-
ices budgeting claim that that proposed increase of $8 billion should be called a
"cut" of $5 billion. This defies common uses of language. But worse: it is phony.

The curious "current services" baseline increases Medicare expenditures for infla-
tion, utilization, and growth in the beneficiary population, as "current services" pro-
jections typically do. But not only does it thus automatically inflate expected pro-
gram costs; it also conveniently assumes that several current provisions will all dis-
appear-for Medicare's capital cost reimbursement (at 85% ), clinical lab reimburse-
ments, and supplementary medical insurance premium payments (25% premium
floor) That is, current provisions are not used in calculating "current services"!

If these current provisions were to disappear, as assumed under "current serv-
ices," Medicare's expenditures would be almost $2 billion higher than if the provi-
sions were to remain as they are today. Conversely, if the current reimbursement
and premium provisions were to stay as they are, Medicare expenditures would be
almost $2 billion lower than the artificial "current services" projection.

So, with this curious form of "current services" accounting, if the Congress simply
decides to extend the current Medicare provisions, Medicare will be said to be "cut"
by almost $2 billion. That is, if the program increases not by our recommended $8
billion, but by over $11 billion-with today's provisions simply extended a fictitious
"cut" of almost $2 billion will be claimed. I would contend that this is fundamental-
ly misleading.

There have been too many compromises announcing heroic "savings" measured
against ethereal, misleading constructs. It should be little wonder that fictional
"savings" have failed to materialize.

The fiction should not continue. The deficit is rising. It's time to do something
real.
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SHITING PERSPECTIVE: FROM PREOCCUPATION WITH THE PRESENT TO INVESTMENT IN
THE FUTURE

Whatever one's views on the Wonderland budgeteers' habit of mind, there is an-
other issue of perspective that is, I think, even more important. Whether we budget
from last year's levels, a "zero base," "current services," or any other reference
point, it is essential that we give greater attention to investment in the future. As a
matter of analysis, that means we must attend to the relative emphasis given to
new spending for current transfers and consumption versus new spending for future
gains in productive power and the quality of life.

Our freedom for spending initiatives is limited. We are constrained by problems
from the past and obligations to the present. But within the limits set by these con-
straints, President Bush's proposed initiatives tilt toward the future.

They emphasize:
0 Investment in research and development-with major funding increases for basic

science, biomedical research, space, and the superconducting super-collider; as well
as proposed improvements in the Research and Experimentation (R&E) expense al-
location rules and the R&E tax credit.

- Investment in education and child development-with proposals for a new merit
schools program; a new National Science Scholars program; increased funding for
historically black colleges, magnet schools, Head Start, and experimentation and in-
novation; as well as a new refundable tax credit of up to $1000 for each child under
4 with a working parent in low-income families, and a related proposal to make the
existing child care credit refundable; along with a restoration and doubling of the
adoption expense tax deduction.

e Investment in the protection of the environment-with proposals for clean coal
technology development, a new Clean Air Act, postponement of OCS drilling off of
California and Florida; as well as tougher regulation and enforcement for hazardous
waste clean-up, ocean dumping, and protection of wetlands.

* Investment in combating drag abuse-with proposals that would increase out-
lays by almost $1 billion for fiscal year 1990.

* Investment in the creation of incentives for new economic opportunity-with pro-
posals for a new longer-term capital gains initiative, and provision for up to 70 en-
terprise zones.

The list of seemingly worthy claims always exceeds available resources. It is limit-
ed only by human imagination. The necessity for choice is inescapable. (For a sum-
mary of President Bush's priority choices, please see Appendices B and C) But in
making choices, it is important to note: the voters of the present are well-represent-
ed; the citizens of the future are less so. At the margin of choice, the citizens of the
future must depend upon the wisdom and generosity of a present generation that is
willing to invest in the future.

BUT "HOW DO WE PAY?" GROWTH, PRIORITIES, AND BALANCED RESTRAINT

But, the question is rightly asked, "How do we finance all this?" The answer is
straightforward.

The first and most important contributor is economic growth. With a growing
economy-and no change in current law-revenues are projected to increase from
$978.6 billion in fiscal year 1989 to $1.060 trillion. That's an increase of more than
$80 billion. (The congressional Budget Office estimates even higher revenues than
the administration.) That is no small amount of money: it is more than the GNP of
137 countries.

Even so, with the claims made by deficit reduction, fundamental and special obli-
gations, problems from the past, and priorities for initiative and investment, there
is also need for restraint on the growth of the remainder of the budget. This need is
mitigated somewhat by certain mandatory programs that naturally decline. (See Ap-
pendix D.) It is mitigated further by our ability to make sensible reforms in pro-
grams that would otherwise be an excessive drain on limited resources. (See Appen-
dix E.) Still, in order to meet the Gramm-Rudman-Hollings targets, there remains a
need to freeze the remainder of the budget as follows: freeze all retirement COLAs
for Federal civilian and military employees for one year; freeze defense budget au-
thority at zero real growth for one year; and freeze residual non-defense spending
(other than in areas of priority initiatives) at 1989 levels for one year. (See Appendix
F.)

With these steps, it is possible to fund necessary and desirable program growth
while also reducing the budget deficit below the target of $100 billion in FY 1990.
(See Appendix I.) (NOTE: Using CBO technical and economic assumptions, and the



56

administration's treatment of REFCORP, the Bush proposals would still produce a
deficit estimated to be below the Gramm-Rudman-Hollings sequester trigger point.)

The net effect of all of President Bush's proposals would be to increase total
spending by 1.2%. Within this total, defense outlays (including atomic weapons pro-
duction/clean-up) would increase by 0.7%. All non-defense discretionary programs'
outlays would increase by 3.3 %. And all other mandatory programs (including
those that naturally decline) would increase by 1.1%. Since revenues are projected
to increase by almost 9 %, the deficit can be reduced substantially-even as all
these major expenditure areas grow.

THE FALLIBILITY OF MACRO-ECONOMIC "SCIENCE": CLOSER TO EACH OTHER THAN RIGHT

That said, I must emphasize that our exact economic and deficit projections are
not what I would forecast. They are dependent on a host of variables and conditions
that are not wholly within our control or within economists' ability to forecast reli-
ably.

One of the key conditions is political, not economic: our projections depend upon
prompt Congressional enactment of the President's program (or something close to
it) Clearly, if there is not prompt and responsible legislative action to reduce the
deficit, there will be greater market risks, and it will be substantially less likely
that our conditional projections may be achieved in the manner intended. We would
have to rely upon sequester-a clumsy way to proceed, although a necessary back-
up discipline.

As for economic assumptions, these, of course, are endlessly arguable. Here I
would make three general points:

- First, although micro-economics has much to recommend it, macro-economics is
not really well enough developed to justify its claim to the label "science." It is
highly fallible. In the period 1981-88, for example, the administration, CBO, and the
"Blue Chip" group of forecasters all had large mean errors in their forecasts of
nominal GNP for one year ahead-2.6% , 2.4% , and 2.6 % respectively. It is a re-
grettable fact of macro-economic forecasting that forecasts are often closer to each
other than they are to being correct.

* Second, the administration's assumptions are perhaps most vulnerable with
regard to out-year interest rates. It is at least noteworthy, however, that it is possi-
ble for others to be wrong-in addition to the administration. In 1982, for example,
CBO forecast 1983 T-Bill rates at 13.2 % Blue Chip forecast 10.7% . Reality came in
at 8.6 %. In 1985, one saw the same pattern. Blue Chip forecast 9.0% for '86; CBO
forecast 8.7%. Reality came in at 6%.

I am not trying to suggest that the administration is right and others are wrong;
rather, I mean to suggest simply that we should not have too much faith in any
macro-economic forecasts. In the end, it is probably not a bad idea to rely upon
common sense.

If the administration is wrong about interest rates, it is probably also wrong
about inflation. And the combination of these errors would produce much less ad-
verse effect on the deficit-all other things being equal-than would an interest
rate error alone.

The Chairman of the Federal Reserve has said that if a program of deficit-reduc-
tion such as the President's were enacted, he would expect interest rates to come
down substantially. For a host of reasons, this seems desirable. And to me it seems
common-sensical that if we wish to see interest rates come down in the current con-
text, we should move forward with responsible deficit reduction.

* Third, the administration's long term sustainable real growth projection -aver-
aging about 3.25%-has been challenged by some who believe it should or must be
lower. From 1948 to the present, however-a period that includes eight recessions-
real growth in the American economy has averaged 3.25%.

I see no reason to settle for a lower long-term projection than we have been able
to achieve over the past 40 years. To do so would be unnecessarily defeatist. The
argument ought not to be about whether or not we should lower the future trend
line. Rather it should be about what set of policies are most likely to assure that we
are capable of sustaining our historic pattern of growth. For our part, we believe
that policies such as the President's- that would lower the deficit, increase savings
and investment, increase R&D, increase investment in human capital, and ultimate-
ly increase productivity-that these are the key to sustaining growth.
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THE IMPORTANCE OF SENATE FINANCE

In implementing the President's approach to the Budget-or any other serious ap-
proach-the Senate Finance committee, quite obviously, has a fundamentally impor-
tant role. The committee must address proposals in three broad areas:
-special entitlement obligations;
-receipts; and
-structural reforms of existing programs.

With respect to the first of these categories- special entitlement obligations-
President Bush has proposed the following for programs within the jurisdiction of
the Senate Finance Committee:

* Full funding of Social Security benefit payments: In fiscal year 1990, nearly 40
million beneficiaries would receive an estimated $244 billion in Social Security bene-
fits.

- Full funding of Supplemental Security Income benefits: There will be an esti-
mated 4.5 million 551 beneficiaries at the start of FY '90; and benefit payments for
the year total an estimated $11 billion.

* Full funding of AFDC benefit payments: 3.8 million families will receive an av-
erage of $384 per month for each family-totaling an estimated $9.6 billion in Fed-
eral outlays (the rest State and local) in addition, AFDC Emergency Assistance pay-
ments totaling an estimated $275 million would be paid to families experiencing
emergency needs in FY '90.

* Full funding of benefit payments for workers eligible under the Trade Adjust-
ment Assistance Program-$210 million for FY '90.

* $14.3 billion in payments for all those estimated to qualify for unemployment
insurance compensation in FY 90.

* Full funding of Medicaid (with program improvements for pregnant women and
infants near the poverty line)-totaling $37.6 billion for FY '90, a 9.7% increase rela-
tive to FY '89.

With respect to the second category-receipts- President Bush's proposals in-
clude the following (in addition to those previously advanced by President Reagan) :

* Adoption: The President proposes to restore and double (to $3000 per child) the
Federal income tax deduction for special needs children. (This is in addition to $138
million provided for adoption-related discretionary programs and Social Security
benefits.)

* Child Care: As noted above, the President proposes a new, refundable child care
tax credit for young children in low-income families with a working parent; and he
proposes to make the existing child care tax credit refundable. The rationale for re-
fundability is straightforward: many low-income families have little or no Federal
income tax liability, and therefore cannot otherwise claim the full credit. The ra-
tionale for using the tax system for this purpose is both economic and philosophical.
This approach is more efficient, and it provides parents with more choice.

* Energy Resource Development: The President proposes a 10% credit for the first
$10 million (and five percent of the balance) of annual expenses for exploratory in-
tangible drilling costs (effective. January 1, 1990); elimination of 80 % of minimum
tax preference items from exploratory intangible drilling costs in excess of amortiza-
tion and income allowances; and a 10% R&D credit for tertiary enhanced recovery.
These proposals focus on exploratory activity in an attempt better to address the
fact that domestic exploratory drilling has fallen sharply, and oil imports have been
rising.

* Enterprise Zones: The President proposes to stimulate new economic activity in
depressed areas by providing selected employment and investment tax preferences
for activity in up to 70 enterprise zones.

* Long-term Investment: The President seeks to reduce tendencies toward short-
term speculative activity and to increase incentives for longer-term investment and
entrepreneurship. To do so, he proposes a reduction in the capital gains tax rate for
financial assets held for 3 years or more (after phase-in) The proposal would not
apply to collectibles and depreciable property-and it would reduce the gains tax
rate to zero for families with incomes of $20,000 or below.

* Telephone Excise Tax: The present 3% telephone excise tax has been scheduled
to expire periodically since 1959. It has again been scheduled to expire in 1990. Con-
gress has consistently extended it in the past. To fail to do so would reduce Federal
receipts by approximately $1.6 billion in FY '91, $2.6 billion in FY '92, and $2.8 bil-
lion FY '93.

With respect to the third important area of Senate Finance Committee responsi-
bility-structural reform of existing programs-Medicare is the principal focus of
interest. Thb administration's proposals can be conceived in two categories.
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* Proposals that would merely extend current reimbursement and premium provi-
sions: In total, these proposals would "save" over $1.8 billion in FY '90 relative to"current services."

- Proposals that would further restrain the growth in payments to providers:
These would save an additional $2.4 billion under Part A and $0.8-billion under
Part B of Medicare.

The total of such savings (real and artificial) would be over $5 billion. Although
the specifics of the proposals differ in some areas, the administration's proposals
achieve roughly the same amount of savings as would be achieved by adopting the
comparable set of proposals identified by the Congressional Budget Office. Both the
CBO set and the administration's set reject deep cuts that would have significant
adverse effect on beneficiaries.

THE NEED TO NEGOTIATE: "WE CANNOT SETTLE FOR BUSINESS AS USUAL"

That said, I should emphasize that we do not pretend to have either all the an-
swers or the only acceptable set of answers for Medicare or for the budget as a
whole. We have offered a set of proposals that we believe have merit. We look for-
ward to learning of other proposals-and to discussing them on the merits.

We mean to be cooperative.
But this, of course, is not enough. We cannot unilaterally produce a budget. We in

the Executive Branch cannot legislate. We can offer and exchange views. But in the
end, we must come to an Executive-Legislative agreement. To that end-as a matter
of practical reality-we must negotiate. The only question is whether we do so
promptly or late.

From our perspective, serious negotiation would best begin sooner rather than
later. Although the real economy remains strong, interest rates are rising and mar-
kets seem less firm than one would wish. Our government is divided between the
two great parties. That division is viewed by some as a formula for stalemate-and
stalemate is fraught with risl..

The risks are economic: i: we do not act responsibly, and in a timely fashion,
rising interest rates may cause the economy to founder-creating significant human
costs in the process. And tie risks are political: if we do not act responsibly, and in
a timely fashion, public cynicism about our collective capacity to govern may only
deepen.

But it need not be so. The Presicknt ha , said that this is not the time to settle for
business as usual. Our job, as we see it, is to do our utmost to make divided govern-
ment work. We are prepared to work in good faith, in a bi-partisan spirit-day and
night, if that's what it takes-to reach a constructive agreement.

In that spirit, I would be pleased to try to respond to your questions. May I thank
you again for inviting me to appear before you today.
Attachments:

Appendices A through N
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Appendix A

INITIAL PRESENTATIONS OF BUDGET DATA BY NEW PRESIDENTIAL
ADMINISTRATIONS-1969-1989

During the past 20 years, the Presidency has changed hands five times: January
1969, when President Nixon succeeded President Johnson; August 1974, when Presi-
dent Ford succeeded President Nixon; January 1977, when President Carter succeeded
President Ford; January 1981, when President Reagan succeeded President Carter;
and January 1989, when President Bush succeeded President Reagan.

Because a President who leaves office following a November general election presents
his last budget request to Congress in January, shortly before the inauguration of his
successor, the new President is given the opportunity to transmit an amended budget
to Congress. He is under no legal obligation to do so. Of the four Presidents listed above
who took office in January, each transmitted a revised budget to Congress. However,
the extent of the revisions and the amount of detail provided has varied substantial-
ly-as suggested by the following summary.

President Submission Scope Date

Nixon 12-page memorandum

Carter 101-page compiflation of
Message and tables

Reagan "Program for Economic
Recovery "

'1982 Budget Revisions"

"1982 Budget Revisions. Ad-
dional Details or Budget
Savings "

Estimates for 1969 and 1970. reestimate
of receipts pos~oned, no out-years; no
€umrrent services

Estimates for 1977 and 1978, no oom-
panson with or use of current services
baseline, icdaJmer- "The 1978 budget
is essentaly still President Fords budget
wth only such limFted revisions as my Ad.
ministraton has had time to make"

1981-86, program changes-but with
kne for "budget savings to be presented
subsequent"

BA/outtays by function, 1980-82 (com-
pared wth Carter, not with current serv-
Kes)-but with "additional savings to be
proposed"

Proposed program changes (not all) with
BA/outtays. 1981-86

April 15, 1969

February 22, 1977

February 18. 1981

March 21, 1981

Apnl 7, 1981
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Prescenf Submission

Bush 'Remarks by U-. Presadentto
th Joint Session of Con-
gross,- 9 pages. with supple-
ment entitled Building a
Sorter America, 193 pages

'General Explanation of the
President's Budget Pro-
posals Afecting Receipts."
55 pages

Supplementary data pack-
age provided to the Budget
Committees, 28 pages

Supplementary data pack-
age provided to the Budget
Committees, 491 pages

192 pages

110 pages

4 pages

184 pages

"Testimony Before the House
and Senate Budget Commit-
tees." 8 pages

Appendices to the Testimony.
14 pages

Scope

1989-93; proposed complete budget. in-
ducing specific program rinritves (with
oudays by functon), reforms, natura
cledines, and special obgatons.

In-depth discussion of 11 specific
governmental rcept proposals, 1989-
93

Bridge from Reagan to Bush G-R-H
baseline

FY 1990 Non-Defense Discretonary
Resdi al Optons, by Funcuon/Subtunc-
eon

Economic and "nicai changes since
January, 1989-1993

Adjustments for Credit Reform Com-
ponent of Reagan Budget 1989-1993.

Asset Sales Component of Reagan vs
Bush Budgets, 1989-1993

Bush Structura Reforms vs. Current
Services, 1989-1993.

National Defense Budget Levels, 1988-
1993

FY 1990 Bush Budget Pnonty Programs
by FY 90 BBA Category/Funceon/Sub-
funct o/Acoount

FY 1990 Mandatory ResiduaJ Options by
FunciorvSubfunction/Aocount

FY 1990 Defense Residual Options by
Function/Subfuncbon/Account,

FY 1990 Non-Defense Discretonary
Res~iua Options by Functo Svubunc-
eon/Account

Explanatons of both the President's
prionoes and how to pay for them

Initial Presentations of Budget Data by
New Presidential Administation-1969-
1989

Areas of Pnonrt Initiative Spending

Receipts Proposals and Pnonry Receipts
Intiatives

Mandatory Programs That Naturally
Decline Under Current Law
Structural Reforms in Mandatory
Programs

Applying the Residual Freeze

Flows Associated With Financial Sector
Reform

Date

February 9, 1989

February 9. 1989

February 16, 1989

February 18, 1989

February 21 and
22, 1989

February 21 and
22. 1989
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President Submission Scope Dare
Bush (ConL). Resosuios ad Suppiementals for Fis-

:al Year 1989

Rempts, Oulays and Projcted Deficts,

President Bush's Budget Presented in
Budget Summit Framework

Supprementary data pack- February 23. 1989
age presented to the Ap-
propnabon Committees, 568
pages

188 pages FY 1990 Bush Budget Prionty Programs
by Appropriation Subcommitee/Agen.
cy/Acoount.

380 pages FY 1990 Residual Optons by Appropria.
bon Subcomrmiftee'Agency/Account

Supplementary data pack- March 3. 1989
age presented to the Ap-
propreations and Budget
Committees and CBO, 1.298
pages

608 pages FY 1990 Bush Pnonties and Options for
Residual Accounts by BBA (Bipartsan
Budget Agreement) Category/Fune-
bon/SubfunctonIAccount.

690 pages FY 1990 Bush Pnonties and Options for
Residual Accounts by FunctionlAgei-
cyfBureau/Account

Supplementary data pack- March 6. 1989
age presented to the Ap-
propriations and Budget
Committees and CBO, 1,676
pages

489 pages FY 1990 Febniary Current Sermoes by
FunctoNAgency/Bureau/Account.

565 pages FY 1990 Bush Budget by FunctorvSub-
function/Account, 1989-1993

622 pages FY 1990 Bush Budget by BBA
Category/FunctovSubtunceoAccou nt,
1989-1993
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Appendix B

PRESIDENT BUSH'S BUDGET-AREAS OF PRIORITY INITIATIVE
SPENDING

(In millions of dollars)

1989 1990 Total Increase

BA Outlays BA Outlays BA Outlays

Investing in R&D and Long-Term Productive Capacity

Basic research ................................... 2,707 2,613 3,068 2,905
National Aeronautics and Space

Administration .............................. 10,898 10,596 13,274 12,597 2
Superconducting Super Collider ..... 100 100 250 206
National Institutes of Health .......... 6,543 6,250 6,777 6,600
Census ................................................ 655 672 1,497 1,587

Investing in People

Department of Education ................. 17,280 16,336 17,874

Ending the Scourge of Drugs

Drug abuse ........................................ 5,331 4,569 5,966
Prisons and other Justice Depart-

ment programs .............................. 4,025 3,979 4,460

Meeting Special Obligations:
Land and water conservation .......... 206
A cid rain ............................................ 190
Homeless:

Fully fund the McKinney Act ....... 466
Non-McKinney homeless iritia.

tiv e ...............................................
Other assistance for homeless ...... 125

H ead Start ......................................... 1,235
YES-Youth Engaged in Service ..... -
H IV/A D S .......................................... 1,287
M edicaid ............................................ 34,301

17,104

361 292

376 2,001
150 106
234 350
842 915

594 768

5,543 635 974

4,297 435 318

A Kinder, Gentler America I

1,

34,

240 206 244 - 4
92 710 120 520 28

408 746 496 280 88

- 50 25 50 25
92 211 124 86 32

,202 1,485 1,351 250 149
- 25 21 25 21

,217 1,600 1,377 313 160
,301 37,616 37,616 3,315 3,315

Attending to Problems of the Past 2

Atomic energy clean up and mod.
err zation .......................................

Federal Aviation Administration .....
2,588 2,536 3,663 3,237 1,075 701
6,591 5,733 7,743 6,639 1,152 906

Securing a More Peaceful World
International affairs ......................... 17,598 16,660 19,314 17,677

Total (excluding double
counts) ....................................... 111,631 107,239 125,974 119,234

1,716 1,017

14,343 11,995

1 Social security and means-tested entitlement programs are fully funded, but they are not reflected in
this table

2 The comprehensive reform package (involving public and private resources) for FSLIC is described in
Section II B-I of Building a Beiter America.



63

Appendix C

PRESIDENT BUSH'S BUDGET-RECEIrS PROPOSALS
(In millions or dollars)

1990 1991 1992 1993

Governmental Receipts

Double and restore adoption
deduction ......................................

Eliminate Superfund tax differen-
tials ...............................................

Enhance long-term investment in-
centives ........................................

Establish credit for intangible
d rillin g ..........................................

Establish enterprise zones .............
Establish user fee on IRS

telephone services .......................
Expand and extend the child

care credit:
Establish a ne.-: tax credit and

revise existing credit-receipt
eff ect ..........................................

Make existing awid proposed
credit refundable--outlay
eff ect ..........................................

-* -3

0 0

4,800 4,900

-200 -300
-150 -200

- 48

-5 -46 -48 -52

-182 -1,847

Subtotal, child care ................. -187 -1,893 -2,211 -2,482
Extend Customs processing fee .....- 157 167 177
Extend HI coverage to State and

local employees .......................... 1,831 1,915 1,916 1,906
Extend R&E credit ......................... -387 -688 -963 -1,150
Extend telephone excise tax . 1,586 2,606 2,804
Increase NRC and FEMA fees ...... 341 352 353 360
Increase IRS enforcement .............. 317 630 653 668
Let abandoned mine fee expire .....- - -44 -269
Make miscellaneous changes in

receipts 3  ............. . . . . . . . . . . . . . . . . . . . . . . . . . .  -23 -10 -2 8
Provide credit for tertiary en-

hanced recovery ........................... . - * -* -* _*
Reduce customs fees to be GATT

competitive ................................... -197 -243 -291 -310
Repeal airport and airway trig-

ger ................. . . . . . . . . . . . . . . . . . . . . .. . . . . . . . .  892 1,553 1,678 1,805
Revise AMT for exploratory drill.

ing by independents .................... -100 -100 -100 -100
Revise oil and gas depletion rules -39 -49 -45 -47

1 Net or income tax offsets.
2 Assumes extending the current tax or3 percent.
3 Includes initiation of Federal marine fishing licenses and fees, an increase in the D.C. employer contribution

to the civil service retirement system, the receipt impact or the Federal pay raise, and other small items outside
the jurisdiction of the Finance Committee.

-3

0

3,500

-300
-300

-3

0

2,200

-400
-400

48 48

-2,163 -2,430
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PRESIDENT BUSH'S BUDGET-RECEIPTS
(In milbons of dollars)

PROPOSALS-Continued

1990 1991 1992 1993

Revise R&E allocation rules ..........
Revise unemployment tax on

A m trak .........................................

Receipt effect ................................
O utlay effect .................................
Total, Bush proposals ..................

Loan guarantee fees:
Small Business Administration..
Commodity Credit Corporation

export loans ..............................
Rural Electrification Administra-

tio n .............................................
Farmers Home Administration...

Subtotal, loan guarantee fees

Federal and federally-sponsored
enterprise fees:

Government-sponsored enter-
prises (GSEs):

Freddie M ac ...............................
Fannie M ae ................................
S allie M ae ..................................
Connie Lee 4 ........... . . . . . . . . . . . . . . . .....

Subtotal, GSE fees ..................
Government National Mortgage

Association (Ginnie Mae) fees.

Subtotal, GSE and Ginnie
M ae ...................................

Total, credit fees ..................

Service fees:
Coast Guard: decal for recrea-

tional and commercial
b o ate rs .......................................

Food and Drug Administration...
Animal and plant health in-

sp ectio n ......................................
Veterans medical care .................
Corps of Engineers recreational

fa cilitie s .....................................
U.S. Travel and Tourism Ad-

m inistration ..............................

-1,699 -749 -814 -887

-5 -2 3 4

6,147 9,602 8,950 7,355
-953 -2,698 -3,099 -3,423
5,194 6,904 5,851 3,932

User Fees

94 94 94 94

30 30 30 30

14 27 41 55
3 30 49 62

141 181 214 241

25 101 236 321
30 120 274 371

4 19 45 63
n.a. n.a. n.a. n.a.

59 240 555 755

0 23 75 128

59 263 630 883

200 444 844 1,124

180
87

68
24

20

11

180
97

68

26

21

13

180
101

68
27

23

180
103

68
29

24

15 15

4 Data not available; only relatively small amounts anticipated.
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PRESIDENT BUSH'S BUDGET-RECEEPS PROPOSALS-Continuid
(In milLions of doUan)

1990 1991 1992 1993

User Fees-Continued:
Service fees-continued:

Railroad safety ............................. 9 15 31 31
Forest service ............................... 8 8 8 8
National Oceanic and Atmos-

pheric- maps, charts, and
data sales .................................. 7 7 7 10

Agriculture marketing service .... 4 4 4 4
Small Business Administration.. 3 3 3 3

Total, service fees 421 442 467 474

Total, all user fees .................. 620 886 1,311 1,598

Other Offsetting Collections

Outer Continental Shelf receipts.. 10 0 -136 0
Arctic National Wildlife Refuge .... 2,101 1 1 1,301
Chlorofluorocarbon production

rights ............................................ 400 1,350 550 625
Unassigned spectrum, FCC ........... 2,252 1,126 0 0

Subtotal,-other collections ........ 4,763 2,477 415 1,926

Total receipts and collections ......... 10,577 10,267 7,577 7,456

A4
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Appendix D
PRESIDENT BUSH'S BUDGET-MANDATORY PROGRAMS THAT

NATURALLY DECLINE UNDER CURRENT LAW
(In millions o( doos)

Current Servce,

1989 1990 Decrtae

International affairs:
Development and humanitarian aid,

offsetting receipts .............................. -480 -505 -25
Conduct of foreign affairs ..................... 15 9 -6
International financial, excluding

Export-Import Bank .......................... -68 -81 -13
Energy:

Tennessee Valley Authority .................. 540 300 -240
Nuclear waste disposal fund ................ -526 -538 -12
Nonconventional fuel ............................ 159 4 -155

Agriculture:
Commodity Credit Corporation ........... 13,036 12,645 -391
Crop insurance fund ............................. 1,049 356 -693

Commerce and housing credit:
Ginnie Mae mortgage-backed

securities ............................................ -210 -313 -103
Federal Housing Administration,

excluding asset sales ....................... 1,537 586 -951
Federal Deposit Insurance Corpora-

tion ...................................................... 3,807 -1,324 -5,131
National Credit Union Administra.

ion ...................................................... -169 - 195 -26
Science and technology ......................... 189 152 -37

Transportation:
Panama Canal fund .............................. 34 -4 -38

Education, training, employment, and
social services:

Guaranteed student loans .................... 3,602 3,282 -320
Income security:

Means-tested:
Aid to Puerto Rico .............................. 908 825 -83
Supplemental Security Income ......... 11,389 11,038 -351
Family support ................................... 9,847 9,581 -266
Earned Income Tax Credit ................ 3,849 3,841 -8

Other:
Disabled coal miners .......................... 1,529 1,505 -24
Pension Benefit Guaranty Corpora-

tion ................................................... -301 -4 15 -114
Federal employee lire insurance ....... -782 - -842 -60
Low.rent public housing loans .......... 788 503 -285

Veterans benefits and services:
GI bill and readjustment benefits ....... 620 451 -169
Third.party reimbursement ................. -138 -304 -166
Loan guaranty fund, excluding fees

and asset sales .................................. 1,758 1,582 -176
Administration of justice:

Customs fee ........................................... -6 37 -771 -134
General government:

OPM revolving fund ............................ . -11 -25 -14
Mineral and land payment ................. 547 511 -36

Total ...... ,......,................................... 51,881 41,854 -10,027
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Appendix E

PRESIDENT BUSH'S BUDGET-STRUCTURAL REFORMS IN MANDATORY
PROGRAMS

(Outlays in billions of dollars)

Dollar
1969 1990 Change

M edicare ................................................... 84.5 92.5 +8.0
Federal Employees Health Benefits ...... 1.9 1.6 --0.3
Farm Support Payments ......................... 13.9 10.7 -3.2
Power Marketing Reforms ...................... -0.6 -1.5 -0.9
Lump-Sum Federal Retirement Bene-

fits ....................................................... 1.6 0.6 - 1.0
O ther ...................................................... 2.9 2.0 -0.9

Total .......................................................... 104.2 105.9 + 1.6

1990 1991 1992 1993

Savings from Current Law:
M edicare ....................................... -5.0 -8.1 -10.7 -13.6
Federal Employees Health
Benefits ........................................ -1.2 -1.5 -1.8 -2.0

Farm Support Payments ............. -1.9 -1.8 -2.4 -2.4
Power Marketing Reforms .......... -0.9 -0.6 -0.5 -0.5
Lump-Sum Federal Retirement
Benefits ........................................ -2.1 -2.2 -2.4 -2.5

Other .......................................... -0.6 -0.2 -0.2 -0.4

Total ................................................. -11.8 -14.4 -18.0 -21.3

'Other includes a 1990 adjustment for electronic transfers of food stamp cash balances, reform or guaran.
teed student loans, and extensions ora I percent VA loan fee and VA asset sales.

Appendix F

PRESIDENT BUSH'S BUDGET-APPLYING THE RESIDUe_ FREEZE
(Outlays in biUions of dollars)

Dollar Percent
1989 1990 Change Change

Freeze residual non-defense -
spending at 1989 levels
(*nominal freeze") I ............... .... 136.0 136.0 - -

Freeze Federal retirement COLAs 51.2 52.7 1.5 2.9
Freeze defense budget authority

at zero real growth ................... 289.8 291.2 1.4 0.5

Total ................................................. 477.0 479.9 2.9 0.6

SThis nominal freeze applies to all programs except sociaJ security &ad other ociaJ inurance program
benefits. means.tested entitlement benefits, programs subject to structural reforms, mandatory programs
that decline nacursly, initiatives (including S&L reform) specified in the Bush budget, net interest, uan.
distributed offsetting receipts. and asset sales.2 

The defense freze is applied to budget authority for subfunction 051. Numbers presented above are the
associated outlays.
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Appendix G
PRESIDENT BUSH'S BUDGET-FLOWS ASSOCIATED WITH FINANCIAL

SECTOR REFORM
lin billions of dollars)

1989-
1989 1990 1991 1992 193 1999

FSLIC and RTC Account
Disbursements:

Old cases and other expenses:
Admunistrative and miscel-

laneous ......................................
Notes issued .................................
Interest on notes outstanding ....
Repayment of notes issued

prior to 1987 .............................
Assistance payments ...................
Liquidations .................................

0.3
9.7
1.4

5.2
1.0

0.3

1.5

4.4

0.3

1,1

0.2
3.8

0.3

0.9

4.2

0.3

0.8

0.2
3.4

2.8
9.7
92

0.5
28.8

1.0

7btaJ, old cases and other expenses

New cases:
Assisted mergers .........................
Liquidatons .................................

Total, new cases ................................

17.7 6.2 5.5 5.4 4.7 52.2

5.0 12.5 8.5 1.2 1.8 44.0
5.0 12.5 8.5 1.2 1.8 30.0

10.0 25.0 17.0 . 2.4 3.6 74.0

7btal disbursements .........................

Collections (-):
FICO proceeds (CEBA) (-) ............
New REFCORP proceeds -) ........
Insurance premiums:

Before deductons -) ..................
Deduct (+):

FICO (CEBA) interest ..............
Secondary reserve credit ..........
Defense new bond principal ....

Net premium income (-) .............
Proceeds from receivers and cor-

porate-held assets (old cases)
(-) ..............................................

Income on investment
balances (-) .................................

Other collections (-) .......................

Total collections .................................
FSLICIRTC net outlays .................

Repayments of notes issued after
19 8 6 ................................................

Balance of FSLIC notes outstand.
ing Cend-of-year) ............................

FSLIC/RTC cash/invest-ment
end-of-year balances
(9/30/88 = $1.9 billion):

Balance for cases ............................
Balance for new fund .....................

27.7 31.2 22.5 7.8 8.3 126.2

-3.8
-10.0

-2.1

0.6
0.1

-1.4

-1.4

-0.1
-0.4

-17.0
10.7

0.4

19.2

-3.3

-25.0

-2.3

0.9
0.1
1.7
0.4

-15.0

-2.7

1.0
0.1
1.7
0.1

-2.9

1.0
0.1

-1.8

-3.1

1.0
0.3

-1.7

-1.4 -1.2 -1.0 -1.4

- - - -0.1
-0.4 -0.4 -0.3 -0.3

-29.8
1.4

0.3

18.9

-16.5 -3.2 -3.6 -88.3
-16.5

6.0

0.1

18.6

-3.2 -3.6
4.6 4.7

- 1.1

18.5 17.3

-7.1
-50.0

-31.6

10.7
0.7
3.3

-16.9

-9.7

-1.1
-3.5

-88.3
37.9

19.2

0.6 0.5 0.5 0.5 0.5 0.5
- - - 1.0 2.1 8.8

Summary of Accounts Affected

FSLIC net outlays ............................
Treasury contribution to

REFCORP interest ..........
Additional FDIC collections .............

10.7 1.4 6.0 4.6

0.5 1.4 1.6 0.9
- -0.8 -1.6 -1.7

11.1 1.9 6.0 3.8 3.7 39.9

4.7 37.9

0.8 22.0
-1.8 -19.9

7To l budget outlays .........................
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Appendix H

PRESIDENT BUSH'S BUDGET-RESCISSIONS AND SUPPLEMENTALS
FOR FISCAL YEAR 19891

(In billions of dollars)

Budget
authority Outlays Reveoues De fiit

Resssions 2 ,R s i s o s .................... ,................

Mandatory supplementals:
Guaranteed student loans

(pending from January) ........
Guaranteed student loans

(change for economics) ..........
VA compensation, pensions,

and burial benefits ................
VA readjustment benefits .........
VA loan guaranty .......................
TAA training and benefits ........

Other Supplementals: 3
Forest Service firefighting ........
Student financial assistance ....
Foster care/adoption assis-

tan ce .....................................
Justice (FSLIC) .........................

Total supplem entals .......................

Other changes:
Administrative actions:

Advanced deficiency pay.
m ents ....................................

Strategic petroleum reserve..
Substantive legislation,

Guaranteed student loans ......
Capital gains tax reduction...
FS L IC ......................................
Amtrak unemployment in-

surance tax ..........................
Treaty ratification:

Compact of free association...
Related debt service .....................

G rand total ......................................

- 0.3

- 0.4

0.7 0.7

0.3 0.3
0.1 0.1

0.3

0.4
,

0.4
0

1.8 2.2

- 0.8
-- 0.1

- 0.4

0.2 0.2
a a

-- 0.3

-- 0.4

-- 0.7

-- 0.3
-- 0.1

-- 0.4

-- 2.2

-- 0.8
-- 0.1

0.7 -0.7
- 0.4

-- 0.2

2.6 3.7 0.7 3.0

Sl.ess than $50 rrilhon.
As of February 9. 1989.

2 President Reagan's rescission proposals are withdrawn except ror those that offset proposed spending in.

3 Excludes supplernentals that are entirely offsetting.
Foster care/adoption assistance figures were not Included in published number.. All other gupplementals

were included.

11R.
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Appendix I

PRESIDENT BUSH'S BUDGET-RECEIPTS, OUTLAYS, AND PROJECTED
DEFICITS

(Asuming Prompt Implementatioa t the Prvsideat's Proposals)
(In billions of dollars)

1969 1990 1991 1992 1993

Receipts ................................... 979.3 1,065.6 1,147.6 1,218.6 1,286.6
Outlays, excluding asset

sales ...................................... 1,149.9 1,160.4 1,211.8 1,249.2 1,284.1

Deficit, excluding asset sales.
G-R.H targets ..........................
Deficit, including asset sales 1

170.7 94.8 64.2 30.6 -2.5
136.0 100.0 64.0 28.0 0.0
163.7 91.1 61.9 26.8 -3.8

I The 1989 awunt is $0.4 billion higher than the February 9 estimate to adjust for all supplementals--
includwg foster cus/adoption asistance, which was omitted in the February 9 calculation.
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Appendix J

PRESIDENT BUSH'S BUDGET-PRESENTED IN BUDGET SUMMIT
FRAMEWORK

(In bilions of dollars)

1989 1990 1990 Bush
February Bush vs.
Estimate Budget 1989 Eat.

Defense:
Priority:

Department of Defense:
Budget Authority ............................. 290.2 299.3 +9.1
Outlays ............................................. 289.8 291.2 +1.4

Atomic energy cleanup:
Budget Authority ............................. 2.6 3.7 +1.1
O utlays ............................................. 2.5 3.2 +0.7

Other:
Budget Authority ............................ 6.0 6.0 -
O utlays ............................................. 5.9 5.9 -

Total.
Budget Authority ............................. 298.8 309.0 +10.2
Outlays ............................................. 298.3 300.4 +2.1

International Discretionary:
Priority:

Budget Authority ................................ 17.6 19.3 +1.7
O utlays ................................................ 16.7 17.7 +1.0

Freeze:
Budget Authority:

Option I (RR method) ..................... 0.7 0.1 -0.6
Option 2 (nominal outlays ") .......... 0.7 0.7 -

O utlays ................................................ -0.3 -0.3 -
Total:

Budget Authority:
Option 1 (RR method) ..................... 18.3 19.4 +1.1
Option 2 (nominal outlays 9) .......... 18.3 20.0 +1.7

O utlays ................................................ 16.3 17.3 +1.0
Domestic Discretionary:

Priority:
Budget Authority ................................ 47.5 55.5 +8.0
O utlays ................................................ 56.9 62.1 +5.2

Freeze:
Budget Authority:

Option I (RR method) ..................... 95.9 91.3 -4.6
Option 2 (nominal outlays S) .......... 95.9 94.1 -1.8

O utlays ................................................ 120.2 120.2 -
Total:

Budget Authority:
Option I (RR method)..................... 143.4 146.8 +3.5
Option 2 (nominal outlays 4) .......... 143.4 149.5 +6.2

O utlays ................................................ 177.1 182.4 +5.2
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PRESIDENT BUSH'S BUDGET-PRESENTED IN
FRAMEWORK-Continued

(In billions of dollars)

BUDGET SUMMI1T

1969 1990 1990 Bush
February Bush Vs.
Estimate Budget 1969 Est.

Mandatory:
Naturally Declining:

O utlays ................................................ 51.9 41.9 -10.0
Structural Reform: b

Outlays ................................................ 104.2 105.9 +1.6
Freeze:

O utlays ................................................ 10.2 10.2 -
Other:

Outlays ................................................ 377.1 387.3 +10.2
Total (excluding double counts):

Outlays ................................................ 526.4 529.1 +2.7
Asset Sales and Prepayments:

Budget Authority .................................. -0.9 -1.4 -0.5
O utlays ................................................... -6.9 -3.6 +3.3

User Fees and Other Collections:
Budget Authority ..................................- -L5.2 -5.2
Outlays ...................................................- -5.2 -5.2

Interest:
Budget Authority .................................. 168.8 173.3 +4.5
O utlays ................................................... 168.8 173.3 +4.5

Undistributed Offsetting Receipts:
Budget Authority .................................. -36.9 -36.9 -
O utlays ................................................... -36.9 -36.9 -

Total:
O utlays ................................................... 1,143.0 1,156.8 +13.8
Receipts .................................................. 979.3 1,065.6 +86.4

Deficit ..................................................... 163.7 91.1 -72.6

'Freeze opuon 2 is a nominal outlay freeze at the accot level.
Includes portions of GSL and farm support payments counted in 'Naturally Declining,* and FEHB and

PMA reform counted in 'Domestic Di sretionary-Priority."
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Appendix K

PRESIDENT BUSH'S BUDGET-PRIORITY SPENDING PROGRAMS
WITHIN THE JURISDICTION OF THE COMMITMENT ON FINANCE

(Outlays in billions of dollars)

1989 1990 1991 1992 1993

Program: 1
Social Security (OASDI) benefits .......... 230.0 244.3 259.9 274.5 288.2
SSI benefits ....................... 11.4 11.0 12.7 13.3 13.9
Unemployment insurance benefits ........ 13.8 14.3 14.4 15.3 16.1
AFDC benefits and child support .......... 9.8 9.6 9.6 10.0 10.8
Trade adjustment Assistance benefits 0.3 0.2 0.2 0.2 0.2
Medicare benefits 2................................. 84.6 92.5 104.3 118.0 129.2
Medicaid benefits ................................... 34.3 37.6 41.7 45.8 49.8
Adoption Initiative in Foster Care ac-

count 3  ........................ ........ .... ....... ..... .  0.1 0.1 0.1 0.1 0.2
1 The estimates in this table am for benefits only. Administrative Cost are in the 'residua freeze" category

of the Bush Budget.
2 Medicare chsng from current services ............. . . -5.0 -8.1 -10.7 -13.6
3 Excludes 1989 supplemental of $0.4 billion.

Appendix L

PRESIDENT BUSH'S BUDGET--SPENDING PROPOSALS IN THE
"RESIDUAL FREEZE" CATEGORY WITHIN THE JURISDICTION OF THE

COMMITTEE ON FINANCE
(Outlays in millions of dollars)

1990 1990- 1990
1989 Freeze Freeze Freeze

Budget Option I Option 2 Option 3
February RR Nominal (To Be
Estimate Method Freeze Negotiated)

Foster care ...................................... 928 787 928
TAA training ................................... 80 49 80
Administrative expenses:

Social Security (OASDI) .............. 2,342 2,420 2,342
SSI ........................ I . .... ................. 1,087 1,111 1,087
M edicare ....................................... 2,269 2,428 2,269
AFDC (State administered) ........ 1,475 1,476 1,475
Unemployment insurance ........... 1,675 -1,744 1,675
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Appendix M

PF-ESIDENT BUSH'S BUDGET-TOTAL RECEIPT,
(lo biLliooa of dollars)

1989 1990 1991 1992 1993

Individual and corporation income taxes 534.5 589.9 642.9 689.6 728.1
Social insurance tWes and contributions:

Employment taxes and contributions:
Off-budget ......................................
On-budget ..............................................

Subtotal, employTent taxes .............

Unemployment insurance receipts ...........
Contributions for other insurance and

retirement .........................................

Subtotal, social insurance taxes and
contributions:

Off.budget ................ ..................
On-budget ........................................

Total ..........................................

E xcise taxes ................................................
Estate and gift taxes ....................
Customs duties and fees .....................
Miscellaneous receipts:

Federal reserve deposits .........................
Other miscellaneous ...............................

Subtotal, miscellaneous ....................

Receipts:
On-budget ........................................
Off-budget ........................................

T ota l ...............................................

267.5 289.2 312-3 332.1 354.8
69.3 75.6 8,.9 85.6 91.0

336.8 364.8 '93.7 417.7 445.8

23.1 22.4 20.9

4.7 4.7 4.8

19.9

4.8

19.8

4.7

267.5 289.2 312.8 332.1 354.8
97.2 102.7 106.6 110.2 115.6

364.7 391.9 419.4 442.3 470.3

34.0 35.3 35.8 36.6 37.4
7.8 8.1 8.3 8.3 8.3

16.3 17.4 18.6 19.5 20.2

18.5 19.2 18,9 18.3 18.4
3.4 3.7 3.8 4.0 3.8

21.9 23.0 22.7 22.3 22.2

711.8 776.4 834.8 886.5 931.8
267.5 289.2 312.8 332.1 354.8

979.3 1,065.6 1,147.6 1,218,6 1,286.6
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Appendix N

PRESIDENT BUSH BUDGET-MEDICARE: PROPOSED 'SAVINGS*
RELATIVE TO -CURRENT SERVICES" 1

(Outlays in millions of dollars, net of offsetting receipts)

1990 1991 1992 1993

Medicare Current Services ...................

Extension

Capital at 85% of Cost Allocation ........
25% Floor on Part B Premiums ...........
Clinical Lab Limits ................................

99,977 115,238 131,611 145,702

is of Current Provisions

930 1,190
714 1,757
190 330

Continue Current Provisions ................ 1,834 3,277

Further Restraint on Cost Growth

Part A Proposals:
C-ipital at 75% of Cost Allocation ..... 620 780
Reduce Indirect Medical Education

to 4.05% ........................................... 1,020 1,290
Reduce Part A Graduate Medical

Education Overhead ....................... 120 130
Update PPS Rates by Hospital In-

flation minus 1.5% .......................... 625 800
Other Part A Proposals ...................... 10 21

Subtotal, Part A Proposals ........... 2,395 3,021

Part B Proposals:
Freeze Non-Primary Physician

Prevailing Charges ......................... 375 960
Reduce Radiology, Anesthesia, and

Surgical Payments by 8% .............. 250 430
Reduce Payments for Overpriced

Procedures ....................................... 100 180
Target Physician Reforms .................. 70 15hw
Limit Outpatient Department Reim-

bursem ents ...................................... 0 221)
Reform Durable Medical Equip-

ment Payments ............................... 160 240
Elidnate Home Kidney Dialysis

Loophole ........................................... 50 100
Reduce Part B Graduate Medical

Education Overhead ....................... 30 30
Impact on Part B Premiums .............. -295 -612

Subtotal, Part B Proposals ..........

Interaction--Catastrophic Health In-
surance ................................................

Tbtal ........................................................

739 1,703

90

5,058

160

8,161

1,300
2,812

410

1,420
4,409

480

4,522

880

1,410

135

875
23

3,323

1,640

510

210
210

520

290

150

35
-876

6,309

940

1,540

140

955
25

3,600

2,085

570

20
255

780

330

230

40
-1,076

2,689

200

10,734

3,454

250

1:3,613

NOTE: The budget also repropoaes one Part A revenue proposal. Under current law, all State and local
employees hired after March 31, 1986 are covered by HI. This proposal would extend coverage to all State
and local employees and generates revenu'es of $1.8 billion in FY 1990.

1 HCFA actuary estimates.
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QUESTION SUBMITTED BY SENATOR BENTSEN
Question. Mr. Darman, I understand why you may want to stick with the dollar

amount in the budget as your best estimate of what is needed for ;ull funding, but
would you support deleting the Reagan legislative language that undermines the en-
titlement nature of the account, and using instead the same language that typically
applies to the cash welfare program (AFDC), and that allows States to draw down
the full amount of their entitlement, if there are unanticipated needs that exceed
the dollar amount specified in the annual appropriation?

Answer. The language should indicate that the account is an entitlement, however
it should be for this purpose capped at the current reasonable estimate. If actual
program costs exceed the amount appropriated, then a supplemental would be
needed.

QUESTIONS SUBMITTED BY SENATOR MOYNIHAN

MEDICARE REDUCTIONS

Mr. Darman: At the confirmation hearings for Dr. Sullivan, I submitted questions
concerning proposed reductions in Medicare capital payments and the indirect medi-
cal education (IME) adjustment to hospitals. Prior to 1981, these questions would
have been the primary responsibility of the Secretary of Health and Human Serv-
ices. However, during the Reagan administration the Office of Management and
Budget (OMB) became the driving force, the ultimate decision maker, in reducing
health care expenditures. I recognize that the policy expertise on these matters
rests with the Secretary of HHS; however, based on past experience, I am very in-
terested in your response to these questions.

Hospital Capital: The recent cuts in Medicare capital payments are based on the
assumption that hospital occupancy rates across the country are very low (60%) and
that Medicare should not reimburse hospitals for empty beds. It is also based on the
assumption that hospitals face few restrictions on how and when to undertake cap-
ital expenditures. However, in New York the occupancy rate averages over 90 per-
cent statewide (for some hospitals over 100%), and the State maintains tough Certif-
icate of Need rules (requirements needed before any construction can take place).

Question. How will Medicare address the capital concerns of States like New
York?

Answer. Hospital capital will be paid prospectively beginning October 1, 1991
under current law. Under prospective payment, where capital payments are linked
by Diagnosis-Related Groups to discharges, the capital requirements of States with
high occupancy rates will be recognized. Hospitals with a high volume of discharges
will receive proportionately more capital payments than those with fewer dis-
charges, other factors being equal.

By 1991, hospitals will have begun planning for prospective capital payments, re-
lying on the requirements in statute. The long lead times associated with hospitals'
capital planning processes, and the associated adjustments by financial markets
make timely publication of a detailed rule desirable.

Medical Education: Some studies show large teaching hospitals doing well under
the Medicare prospective payment system (PPS). However, more studies show many
large teaching hospitals losing money.

Question. How can we reconcile cuts in payments for medical education with the
fact that these hospitals get the sickest patients and in some cases, they provide the
only health care available to the poor?

Answer. Data collected and presented by the Congressional Prospective Payment
Commission (ProPAC) indicate that teaching hospitals fare extremely well under
Medicare's Prospective Payment System (PPS) ProPAC's June 1988 report to Con-
gress titled Medicare Prospective Payment and the American Health Care System
concludes that large teaching hospitals enjoyed an average Medicare operating
margin of 11 percent in the third year of PPS, and that no teaching hospital had a
negative Medicare operating margin in any of the first three years of PPS.

The President's proposal to adjust the indirect medical education (IME) add-on
payments from 7.7% to 4.05% is consistent with analyses by the Prospective Pay-
ment Commission and the General Accounting Office (GAO) In a recent report to
the Secretary of Health and Human Services, ProPAC recommended a rate of 4.4%,
phased in over three years; GAO, in a report to Congress, concluded that a 5.09%
rate is appropriate.

In addition to their IME adjustment, teaching hospitals treating sicker-than-aver-
age patients who incur high costs or require long lengths of stay are compensated
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for these "outlier" cases by Medicare. Finally, hospitals treating a disproportionate
share of lower income patients are eligible for additional Medicare payments.

AIDS FUNDING

Mr. Darman: President Bush proposes Medicaid funding at the current services
level for FY 90.

Question. Does the Bush budget proposal assume increases in Medicaid expendi-
tures due to AIDS? If so, what are these assumptions?

Answer. The HCFA Medicaid Actuary has estimated that $1.3 billion will be spent
in the joint State/Federal Medicaid program on behalf of AIDS victims in FY 1990.

HCFA's Medicaid budget does not contain an elicit line item for any particular
medical diagnosis. Instead, the States report their expenditure estimates by service
category, such as inpatient hospital, nursing home, or drug expenditures.

As you know, my own State of New York has been disproportionately burdened
by the AIDS epidemic. This situation will only worsen as more and more I.V. drug
abusers spread the deadly virus to their sexual partners and children. The Medicaid
system in New York, already sorely taxed, will be strained even further. New York
State will need to find innovative ways to treat the growing population of poor
AIDS patients throughout the State.

During the Reagan administration, OMB played an important role in the Medic-
aid waiver process, often impeding that process.

Question. What role will the Office of Management and Budget play in the Medic-
aid waiver process? What will you do as Director to expedite the waiver process?

Answer. Most waivers for AIDS patients are under section 1915(c) of Title XIX of
the Social Security Act which authorize the State to provide home and community
based services to a target population as a substitute for more costly institutional
services. The OMB does not participate in the review process for these waivers.
Other waivers affecting AIDS patients might include those for research or demon-
stration purposes. HHS advises the OMB of the costs associated with research and
demonstration waivers having significant budget implications within 30 days prior
to approval. OMB staff responds to any requests for information or advice as expedi-
tiously as possible.

Mr. Chairman, I would ask that two articles, one from the New York Times enti-
tled "AIDS Patients Seen Straining Hospitals" and one from the Washington Post
entitled "New York Hospitals Becoming Overextended" be printed in the hearing
record. Thcse articles succinctly illustrate the dire situation facing the health care
system hi New York State because of AIDS, a situation that I trust Mr. Darman,
and also, members of this committee will keep uppermost in their minds as we
debate changes in the Medicaid and Medicare systems in the coming year.

PROPOSALS TO CUT REIMBURSEMENTS FOR MEDICAID ADMINISTRATIVE COSTS

Mr. Darman: Last year, Congress passed, and President Reagan signed, two his-
toric measures: first, the Medicare Catastrophic Coverage Act, the most significant
expansion in the Medicare program since its inception; second, the Family Support
Act, our monumental overhaul of the Nation's welfare system.

Both of these measures expand the Medicaid program significantly. The Medicare
Catastrophic Coverage Act mandates Medicaid coverage to pregnant women and in-
fants below the poverty line. It also mandates that States pay for Medicare premi-
ums, copayments and deductibles for poor elderly citizens below 100 percent of pov-
erty.

The Family Support Act mandates that Stavs continue Medicaid coverage for one
full year after a welfare mother works her way off the rolls.

Question. Could you please explain for the committee the Medicaid administrative
cuts contained in the Bush budget proposal?

Answer. The administration proposes to phase down special matching rates for
certain administrative costs, in order to help offset the cost of expanded coverage for
low-income pregnant women, infants, and children. These special matching rates
were meant to foster the early development of the Medicaid program and are no
longer necessary. The Federal government would eventually pay the standard ad-
ministrative matching rate of 50 percent.

Special matching rates for State Medicaid fraud control units would be un-
changed. The special matching rates recently enacted by OBRA-87 for survey and
certification of nursing homes and preadmission screening and resident review ac-
tivities would not be phased out until FY 1995.

Question. Given the added Medicaid administrative responsibilities placed on the
States due to the Medicare Catastrophic Coverage and Family Support Acts, why is
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the administration proposing cuts in the Medicaid matching rates for administrative
costs?

Answer. The administration proposes no change in matching rates for administra-
tive costs associated with the Medicare Catastrophic Coverage and Family Support
Acts. The standard matching rate for general administrative costs would remain at
50 percent. The Federal government will continue to share equally in State adminis-
trative costs with the States.

Enhanced matching rates for certain special administrative costs would be phased
down to 50 percent, in order to help offset the cost of expanded coverage of low-
income pregnant women, infants, and children. These special matching rates were
intended to foster the early development of the Medicaid program and are no longer
necessary. Since Medicaid is a joint Federal/State program, a 50:50 split of States'
administrative costs is a balanced financial arrangement.

The special matching rates recently enacted by OBRA-87 provisions on nursing
homes would not be phased out until FY 1995. Enhanced matching rates for State
Medicaid fraud control units would be unchanged.

JOBS PROGRAM

Question. As you know, the final Reagan BuIget for FY90 proposes to reduce the
capped entitlement funding for the JOBS program from the $800 million specified
in the Family Support Act to a maximum of only $350 million. The Bush Budget is
silent on this issue. Please explain for this committee the Bush administration s po-
sition on funding for the JOBS program.

Answer. Funding for WIN/JOBS is included in the residual category, subject to
negotiation with Congress. Using the Reagan Budget as a starting point for the
budget process, WIN and JOBS are combined and funded at the best current esti-
mate of FY90 JOBS/WIN costs-$350 million. The language should indicate that
the account is an entitlement, however it is for this purpose capped at the current
reasonable estimate. If actual program costs exceed the amount appropriated, then
a supplemental would be needed.

QUESTIONS SUBMITTED BY SENATOR HEINZ

Question. There is a growing and strong consensus that Medicare simply cannot
withstand another $5 million in cuts this next year. Hospitals are nearing the end
of their financial ropes and we may not be far enough along in our work in physi-
cian payment reform to safely garner savings of that magnitude. Given these facts,
which of the Bush savings proposals would you choose to drop or modify to bring
the total savings target down to, say, the G-R-H sequester level of $1.2 billion?

Answer. There is an obvious need to get our fiscal deficit down. This is not a parti-
san matter. It is a matter of practical necessity. If we do not get the deficit down,
there will be a regrettable price to be paid-in human terms-by both young and
old, both the current generation and future generations. Medicare is not only a
large portion of the budget, it is also one of the most rapidly growing portions. The
growth of Medicare must be restrained in any balanced approach to restraint on
Federal spending growth. Failing to restrain this growth will deprive other worthy
programs. Under the President's proposals, which would moderate the increase in
spending from FY 1989 to FY 1990, Medicare would still increase by $8 billion.
Simply extending three current law provisions keeping today's rules in place next
year-would save $1.8 billion. Another $3.2 billion in savings could be achieved
through hospital and physician payment reforms, with no adverse impact on benefi-
ciaries. Extending the current law 25% SMI premium requirement and gaining con-
trol over explosive increases in physician costs are two key priorities.

Question. The President's budget makes no distinction in the updates of urban
and rural hospitals. How do you justify this in light of the fact that rural hospitals
have been disproportionately hurt under PPS and that half of the 81 hospitals that
closed last year were in rural areas?

Answer. Rural hospitals, which account for about half of Medicare prospective
payment system (PPS) hospitals, have been treated favorably in each of the past two
years. OBRA '86 created a separate pool from which to provide assistance to rural
hospitals' high-cost or long-length-of-stay patients (outliers), excluded sole communi-
ty hospitals from reductions in capital payments, made several expansionary adjust-
ments in the eligibility criteria for rural referral centers and rural disproportionate
share hospitals, and increased the pool of funds available to rural hospitals by
switching to case-weighted averages to determine costs.



79

OBRA '87 provided rural hospitals with an FY 1988 PPS rate increase higher
than urban hospitals, and made numerous other changes to benefit rural hospitals
and clinics.

For FY 1989, OBRA '87 also provided rurals a preferential PPS update. Current
law requires identical rural- urban updates in FY 1990, thereby preserving the dif-
ferential for another year. The President's budget, consistent with current law, pro-
poses a single PPS update for all hospitals.

Question. Paul Ginsburg, Chairman of the Physician Payment Review Commis-
sion, testified before the Senate Budget Committee that the only solution to control-
ling Medicare spending is the implementation of the so called "effectiveness initia-
tive." What is OMB's commitment to this effort, what level of spending for research
and development of practice guidelines are proposed for FY 1990 and what can we
expect in the way of savings from this initiative in FY 1990 and outyears?

Answer. The administration is supportive of the wide range of public and private
efforts now underway to assess the effectiveness and appropriateness of medical pro-
cedures and technologies. Within the Department of Health and Human Services,
the Office of the Assistant Secretary for Health (OASH), the Public Health Service
(PHS), the National Center for Health Sciences Research (NCHSR), and the Health
Care Financing Administration (HCFA) will be working closely with the medical
professions and the health research community on what will be an ongoing research
effort to improve the qualityAnd affordability of health care. We anticipate that pri-
vate payers, universities, medical ss,.iality societies, and the research community
will continue to take the lead for much of this research and in developing practice
guidelines.

The Reagan administration FY 1990 Budget proposed $50 million in a new sepa-
rate Medical Treatment Effectiveness account within OASH. While the precise level
of FY 1990 Federal financial support for outcomes research, data collection and
management, consensus development, and dissemination is subject to negotiation
with the Congress, the Bush administration shares the Commission's hope that ef-
fectiveness research will provide positive, long-range benefits. Since effectiveness or
patient outcomes research is still in its infancy, it would be premature to price or
score savings now from future research findings.

PREPARED STATEMENT OF SENATOR DAVE DURENBERGER

Mr. Chairman, I do not want to take too much of the committee's time in my
opening statement because I think that everyone knows where I stand on the issue
of how many further reductions the Medicare program can take without jeopardiz-
ing the quality of care available to the 35 million people who depend on Medicare
for their health care services.

This country is in desperate need of a program to balance its budget. Every year
of delay in facing this problem head-on, means that our children will just have to
pay a larger cost in higher future taxes our reduced future services. I am willing to
consider any number of solutions to our budget dilemma. But I am not willing to
allow for across-the-board cuts in essential services, especially Medicare services,
which will only reduce the quality of available medical services, especially services
provided in rural America.

Over the past seven years Medicare has given more than its fair share in the
battle to reduce the deficit. In fact, payment reductions to hospitals over the past 7
years have amounted to nearly $54 billion. And while these reductions have made it
difficult for many urban hospitals to survive, these cuts have made it impossible for
many rural hospitals throughout the country to stay in business.

Just in the last year five rural hospitals closed in my State alone, while a total of
78 closed throughout the country. As I am sure the Chairman knows, there are hun-
dreds of hospitals in rural America that are teetering on the verge of insolvency. I
am certain that unless we provide a greater sense of equity and fairness in the re-
imbursement system for these hospitals, many more will be closing in the next
twelve months. I will do everything to prevent that from happening.

Mr. chairman, the country faces a crisis in the savings and loan industry that
could ultimately cost the taxpayers of this country more than $100 billion to resolve.
Yet we are committed to finding Federal taxpayer money for bailing out this indus-
try which has engaged in practices which in many worst cases can only be labeled
criminal, and in the best cases questionable. At the same time, there are hundreds
of marginal hospitals in rural America, who through no fault of their own, are oper-
ating on the margin of solvency. In my view, it would be unconscionable for us to
allow these hospitals to fail because the Federal government cannot find the finan-
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cial resources to reimburse them for providing services to the elderly people they
serve in their community.

Mr. Chairman, I look forward to working with you to ensure that that will not
happen.

PREPARED STATEMENT OF SENATOR JOHN HEINZ

I commend you, Mr. Chairman, for conveninF this hearing on the underlying eco-
nomic assumptions contained in the President s budget for FY90 and the proposed
spending cuts over which this committee has jurisdiction. Rather than address the
full range of issues to be covered in today's hearing, I want to briefly comment on
the President's proposed spending levels for Medicare-an area of particular con-
cern to this committee, to my constituents, and to me personally.

For nearly a decade, the Congress has attempted to rein-in escalating health care
costs and to contribute to deficit reduction by constraining growth in Medicare
spending. We did this in ways we believed were equitable and would ensure the ben-
eficiary's continued access to high quality care. We are now seeing the returns on
our sustained cost containment efforts-and they are mixed.

Legislative reforms in hospital, physician and other provider payments since 1982
have.provided nearly $13 billion in Medicare savings and deficit reduction. Howev-
er, these savings have come with a price. Hospitals have closed and many more may
go into bankruptcy if financial constraints are not eased. In Pennsylvania, prelimi-
nary survey findings are also showing that at least 31 percent of our hospitals are
experiencing net operating losses.

I believe that we need to be especially sensitive to the increasing cost of Medicare
for the beneficiary. In the last two years alone, the beneficiary's Part B premium
has increased 56 percent, from $17.90 to $27.90 a month. That's before the $4.00 cat-
astrophic premium is added to the equation.

This is the environment if the President is asking for another $5 billion in Medi-
care cuts. Whether we are looking at $5 billion or something below that figure, we
face difficult budgetary decisions this year that are of great consequence to benefici-
aries in the near and long-term.

Mr. Chairman, in order to eliminate the deficit we will have to work closely with
the administration, or we will fail. I look forward to hearing the administration's
views, which is just the first step in this process.

PREPARED STATEMENT OF SENATOR MOYNIHAN

Mr. Chairman: I welcome both Mr. Darman and Mr. Coleman.
Just two weeks ago, on February 23, 1989, as our distinguished witnesses know,

this committee favorably reported out the nomination of Dr. Louis Sullivan to be
Secretary of the Department of Health and Human Services. On March 1, 1989, the
full Senate voted to confirm Dr. Sullivan as Secretary.

In the course of our deliberations, several of us questioned Dr. Sullivan closely
about an issue of critical importance to this committee-that of the capped entitle-
ment funding for the new JOBS program.

The JOBS program, enacted into law on October 13, 1988, as part of the Family
Support Act, establishes a new education, training, and work-experience program
for recipients of the Aid to Families with Dependent Children (AFDC) program.

Perhaps the most important feature of the new JOBS program is its capped enti-
tlement funding. In FY 90, the statute specifies a maximum JOBS entitlement of
$800 million. The cap rises to $1.3 billion by FY 95. States are to be guaranteed
their share of these Federal funds, subject to these caps.

This committee, the Senate, the House, and the President all agreed, last year,
that we would take this momentous step. Entitlement funding-capped entitlements
to be sure, but entitlements nonetheless-represents a radical departure from prior
practice. Neither the Congress nor, I presume, President Reagan, agreed to this new
provision lightly.

Not three months after signing the Family Support Act into law, President
Reagan sent us, on January 9, 1989, his budget proposal for FY 90. In it, he pro-
posed reducing the maximum entitlement for the JOBS program to $350 million,
down from the $800 million our new statute specifies. On February 9, 1989, Presi-
dent Bush sent his FY 90 budget modifications to us. No mention was made of the
JOBS program. Hence our close questioning of Dr. Sullivan who promised that he
would clarify the JOBS funding question should he be confirmed.
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The leadership of this committee is gravely concerned that the January 9th FY 90
budget proposal would effectively make the JOBS program a discretionary program
subject to annual appropriations. We object emphatically to such a proposal.

We have communicated our concerns to both the Budget Committee and the Ap-
propriations Committee.

I had the opportunity of speaking with our distinguished new Director of the
Office of Management and Budget on February 27. In our telephone conversation,
he agreed with me that the JOBS program is, by law, an entitlement program. To
date, however, we have no formal, written statement from the new administration
indicating its intention to honor our statutory commitment to provide states with
their share of up to $800 million in entitlement funding for the JOBS program in
FY 90. We look forward to having such a statement for the record today.

PREPARED STATEMENT OF ROBERT D. REISCHAUER, DIRECTOR, CONGRESSIONAL BuDGr
OFFICE

Mr. Chairman, I am pleased to appear before the committee this morning to dis-
cuss the economic outlook and President Bush's budget recommendations. In Febru-
ary, the Congressional Budget Office (CBO) published An Analysis of President Rea-
gan's Budgetary Proposals for Fiscal Year 1990. Because the Bush budget proposals
are largely the same as those in the Reagan budget, most of the analysis in CBO's
earlier report remains pertinent.

CBO finds that the administration has understated the deficits that would result
from adopting its proposed policies. The size of this gap depends on the budgetary
treatment of the proposed savings and loan Resolution Financing Corporation (REF-
CORP). The administration proposes that REFCORP be an off-budget, government-
sponsored enterprise. CBO believes, however, that REFCORP has all the earmarks
of a government entity and should be included in the budget totals.

The administration estimates that the Federal deficit would decline from $163 bil-
lion in 1989 to $91 billion in 1990. Including REFCORP in the budget, however,
would increase the estimated 1990 deficit by $22 billion, as shown in Table 1. Incor-
porating CBO's assumptions of lower economic growth and higher interest rates
would add another $9 billion to the deficit estimate. CBO also believes that the ad-
ministration's use of technical estimating assumptions has understated the deficit
by $8 billion. Taking into account all of these factors, CBO estimates that the 1990
deficit would be $131 billion if all of the administration's proposals were adopted.

One can make a good case, however, that the spending made possible by REF-
CORP borrowing can be distinguished from most government spending and should
not be counted under the Balanced Budget Act. Excluding these expenditures for
resolving the savings and loan crisis from the deficit calculations would be consist-
ent with the way asset sales are already treated under the act. Excluding both asset
sales and REFCORP, CBO estimates that President Bush's proposals would result in
a 1990 deficit of $109 billion-only $9 billion above the Balanced Budget Act target
of $100 billion.

CBO ECONOMIC ASSUMPTIONS

CBO estimates that the long-run growth rate of the economy's productive capacity
is about 21/2 percent a year. In the aftermath of a recession, when much capacity is
unused, the economy can easily grow more rapidly than this trend. But when
almost all of the economy's capacity is being used, as is the case after six years of
expansion, such growth is not possible. If the economy were to continue growing at
its recent rapid rate, inflation would probably increase. The Federal Reserve has
therefore sought to slow economic growth to a pace that is sustainable over the long
haul.

FORECAST FOR 1989 AND 1990

CBO's short-term economic forecast is shown in Table 2. The forecast assumes
that the Federal Reserve will be successful in holding the economy's growth to a
rate that will avoid a sharp increase in inflation, and that the 1990 deficit will be
reduced to satisfy the Balanced Budget Act's requirements.

The growth rate of real gross national product, which was 2.7 percent in 1988, is
expected to rise to 2.9 percent in 1989 and drop back to 2.2 percent in 1990. Exclud-
ing the farm sector, which was hard hit by last summer's drought, the growth rate
declines from 3.5 percent in 1988 to 2.1 percent in 1989 and 2.2 percent in 1990. Un-
employment should remain near its current level of about 5 percent. Net exports
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and business fixed investment are expected to be the major sources of economic ex-
pension in the next two years, Because of the strength of the dollar in mid-1988 and
early 1989, however, the rate of improvement in real net exports is likely to be
slower in 1989 and 1990 than it was in 1988.

CBO projects that increases in the prices of food and imports will push up con-
sumer price inflation from 4.3 percent in 1988 to 5.0 percent in 1989. Because wage
growth is likely to accelerate, inflation is not expected to subside much in 1990. In-
terest rates are projected to remain high in the first half of 1989, as monetary re-
straint continues. Rates are forecast to ease somewhat later in 1989 and in 1990,
reflecting the expectation that the central bank will be successful in its effort to
hold growth within the 2 percent to 2 2 percent range.

UNCERTAINTY IN THE FORECAST

CBO's short-run forecast represents only one of the possible paths that the econo-
my might take over the next two years. We believe, however, that the forecast lies
roughly in the middle of the possible outcomes and is a prudent guide to budgetary
planning. It is also close to the average of the 50 private-sector forecasts summa-
rized in the Blue Chip Economic Indicators, as shown in Table 2.

Most forecasters agree that the Federal Reserve's effort to control inflation is the
key source of uncertainty in the economy today. Even under the best of circum-
stances, it is difficult for monetary policy to slow the economy gradually. The econo-
my may continue to grow rapidly in spite of monetary tightening, thereby provok-
ing higher inflation, further tightening, a rapid increase in interest rates, and even-
tually a recession. Today, the Federal Reserve's task is also complicated by the vola-
tility of the dollar, the shaky condition of a number of thrift institutions and banks,
the debt problems of developing countries, and the high degree of corporate finan-
cial leveraging. Although CBO forecasts a smooth slowing of growth through 1989, a
number of private forecasters expect a recession to begin this year.

The Bush administration's forecast is considerably more optimistic than CBO on
the outlook for inflation and economic growth. The administration forecasts fourth-
quarter-to-fourth-quarter growth rates that exceed CBO's by 0.6 percentage point in
1989 and 1.2 percentage points in 1990 (see Table 2). Inflation is more than a per-
centage point lower than CBO projects. Interest rates are about one-half of a per-
centage point lower in 1989 and about one and one-half percentage points lower in
1990. This more favorable outlook assumes that the potential for noninflationary
growth is greater than estimated by CBO. The administration projects that produc-
tivity will grow about 2 percent a year. While this is near the post-World War II
average, the growth of productivity since mid-1981 has been only 1.4 percent a year.
The CBO forecast assumes that growth of productivity will continue at the slower
recent rate.

PROJECTIONS FOR 1991 THROUGH 1993

For 1991 through 1993, CBO's economic assumptions are not a forecast of future
conditions but are projections based on past trends. As shown in Table 3, CBO
projects that real GNP will grow at an average annual rate of 2.2 percent, and that
the unemployment rate will remain close to current levels. Consumer price inflation
is projected to decline moderately after 1990 and stabilize around 4 percent. Interest
rates are projected to decline throughout the period until they reach levels near the
average of inflation-adjusted interest rates since 1973. In 1993, the three-month
Treasury bill rate is assumed to be 6.1 percent, and the ten-year government note
rate is projected to be 7.7 percent.

The administration's long-run assumptions, on the other hand, are substantially
more optimistic than seems likely based on recent experience. The administration
assumes that unemployment during the 1991-1993 period will remain at 5 percent
and.that the economy will achieve an average growth rate of 3.2 percent a year. The
administration projects that inflation will fall to 2.2 percent in 1993, even though
the economy is assumed to grow rapidly. Short-term interest rates are projected to
drop to 3.5 percent in 1993 and long- term rates to 4.5 percent.

CBO BUDGET ESTIMATES

CBO's estimates of the deficit, assuming that REFCORP is treated as an on-
budget entity, exceed the administration's figures by $40 billion in 1990 and increas-
ing amounts in later years. In 1990, $22 billion of the $40 billion in reestimates is
attributable to REFCORP. In 1991 through 1993, most of the reestimates are eco-
nomic.
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KFFECTS OF ECONOMIC ASSUMPTIONS

The differences between CBO's economic assumptions and those of the adminis-
tration lead to substantially different budget estimates, primarily on the outlay side.
The combination of lower real growth and higher inflation in CBO's assumptions
produces nominal incomes and tax receipts close to the administration's. Despite
lower nominal GNP projections, CBO projects slightly higher tax receipts in 1988
and 1989 than does the administration; projected receipts are higher because CBO
assumes more income in the form of wages and salaries and capital gains. CBO
projects, however, somewhat lower tax receipts than the administration in 1991
through 1993, largely because of a smaller corporate income-tax base.

CBO s economic assumptions increase outlays by $13 billion in 1990 and $72 bil-
lion in 1993, as shown in Table 4. CBO's projection of higher inflation leads to
higher outlays for Federal retirement programs, Medicare and Medicaid, and other
benefit programs. CBO's higher interest rates increase the cost of Federal borrow-
ing. Finally, economic reestimates of revenues and outlays increase debt service
costs. In total, CBO's economic assumptions increase the estimated deficit by $9 bil-
lion in 1990, growing to $78 billion in 1993.

EFFECTS OF TECHNICAL ESTIMATING ASSUMPTIONS

CBO's technical reestimates of the Bush budget increase the estimated 1990 defi-
cit by $8 billion, the result of $11 billion in higher outlays offset by $3 billion in
higher revenues (see Table 5). CBO expects that the 1990 proceeds from the adminis-
tration's proposals to sell oil and gas leases in the Arctic National Wildlife Refuge
and to accept competitive bids for use of the unassigned radio spectrum will be $4
billion less than the administration assumes. CBO's estimates of spending for de-
fense and for the Federal Deposit Insurance Corporation are also higher by $4 bil-
lion and $3 billion, respectively.

After 1990, technical estimating differences between CBO and the administration
average $20 billion a year. Almost half of this disparity stems from differing esti-
mates of the administration's capital gains proposal. The administration contends
that reducing the tax rate on capital gains will permanently increase realizations of
gains by enough to offset the revenue loss from the lower rate. CBO and the Joint
committee on Taxation (JCT) judge that, after an initial surge in 1990, the increase
in realizations will not be sufficient to offset the rate reduction. While the adminis-
tration estimates that its capital gains proposal would raise revenues by $5 billion
in 1991, CBO and JCT estimate a revenue loss of $4 billion. Similar estimating dif-
ferences prevail in 1992 and 1993.

THE SAVINGS AND LOAN PROBLEM

The administration's plan to resolve the savings and loan crisis involves spending
$205 billion over the 1989-1999 period. Of this amount, $136 billion would be for
resolving insolvent thrift institutions, administering the program, and paying off
Federal Savings and Loan Insurance Corporation (FSLIC) notes. The remaining $69
billion would be paid to service the debt incurred in financing the plan.

-The bulk of the needed cash would be raised through borrowing. A new entity,
the Resolution Financing Corporation, would borrow $50 billion in private credit
markets in 1989 through 1991 to help finance near-term resolutions. The existing
Financing Corporation would raise $7 billion, and the Treasury would borrow $84
billion. Liquidation proceeds, the Federal Home Loan Banks, savings and loan as-
sessments, and other FSLIC income would provide the remaining $64 billion.

The administration proposes that REFCORP be treated as an off-budget entity. In
CBO's view, however, REFCORP would not truly be privately owned and should be
included in the budget. Moreover, we believe that the Treasury should do all bor-
rowing, which would be less costly and quicker than borrowing through a new fund-
ing agency.

Spending the $50 billion in borrowed funds, however, would have virtually no
macroeconomic impact. Thus, one can make a good case for excluding such spending
from Balanced Budget Act calculations in the same manner as asset sales and loan
prepayments are now excluded. Excluding spending from Balanced Budget Act cal-
culations may set unfortunate precedents, but so does creating off-budget entities to
perform governmental functions. Ultimately, the appropriate budgetary treatment
for financing a solution to the savings and loan problem is a policy matter that
should be settled by the Congress and the President.
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THE ADMINISTRATION'S BUDGET PROGRAM

The Bush administration's budget program divides the spending side of the budget
into two categories. For most of the budget-just over $1 trillion in 1990-the ad-
ministration makes specific spending proposals. Another $136 billion in spending,
however, is subject to what the administration refers to as a flexible freeze. The ad-
ministration proposes that total outlays for this residual category be held to their
1989 level and that decisions about spending for specific residual programs be deter-
mined through negotiations involving the Congress and the administration. In the
meantime, however, the Office of Management and Budget has told the agencies
that "the Reagan budget proposals within the residual category are to be treated as
if they were the Bush administration proposals for purposes of starting the budget
process with the Congress."

CBO's analysis of the Bush proposals follows the same format. For programs
where the administration has made specific proposals, we have priced them out. For
the residual programs, we have taken the Bush administration's figure of $136 bil-
lion as a target. The Reagan administration's proposals for these same programs,
however, would have resulted in spending of $138 billion in 1990. Thus, just over $2
billion in unspecified spending reductions beyond those contained in the Reagan
budget would be required to reach President Bush's target.

CBO's baseline budget projections provide a benchmark against which one can
measure the administration's budget program. The baseline projects the course of
the budget on the assumption that current taxing and spending policies continue
unchanged. It generally assumes that tax ,nd entitlement laws now on the statute
books will continue. National defense and nondefense discretionary appropriations
are assumed to keep pace with inflation. Because the baseline and the CBO estimate
of the budget employ the same economic and technical estimating assumptions, dif-
ferences between the two are solely the result of proposed policy changes. CBO esti-
mates that the Bush administration's budget proposals would reduce the deficit by
$15 billion in 1990 and $38 billion in 1993, as shown in Table 6.

REVENUES

Compared with the CBO baseline, the Bush administration's revenue proposals
would reduce the deficit by $4 billion in 1990 but would increase it slightly thereaf-
ter, as shown in Table 7. This pattern follows that of the proposed reduction in the
capital gains tax rate, which CBO and JCT estimate would increase revenues by
$3.3 billion in 1990 and reduce tax collections in 1991 through 1993. In addition to
the capital gains proposal, the Bush administration has proposed the establishment
of enterprise zones, extension of the excise tax on telephone use, a child care credit,
and additional incentives for oil and gas exploration. Otherwise, President Bush has
endorsed the tax proposals contained in the Reagan budget, including extension of
Medicare taxes and coverage to all employees of State and local governments, main-
tenance of airport and airway taxes at 1989 rates, increased Internal Revenue Serv-
ice funding to enforce tax laws, and inducements for research and experimentation.

NATIONAL DEFENSE

President Bush's defense request is intended to provide a constant level of real
budget authority for the military activities of the Department of Defense in 1990. It
would provide real increases of 1 percent in 1991 and 1992 and 2 percent in 1993,
using the administration's economic assumptions. It would provide little if any real
growth, however, under CBO's higher inflation assumptions. The administration
also proposes more spending to clean up and modernize nuclear weapons facilities.
While details of the defense program are not yet available, CBO estimates that it
would increase outlays slightly in 1990 compared with the baseline and reduce them
in later years.

ENTITLEMENTS AND OFFSEIING RECEIPTS

The Bush administration's budget for 1990 proposes policies that would raise enti-
tlement spending relative to CBO's baseline by $0.8 billion in 1990 and reduce it by
$17.4 billion in 1993, as shown in Table 8. The Bush administration's proposals for
spending on entitlements and other mandatory programs differ from the Reagan
budget in three major respects. First, the administration would substantially in-
crease spending to resolve the savings and loan crisis, as previously described.
Second, President Bush proposes no specific reductions in Medicaid or other means-
tested benefits. Third, he recommends a new tax credit for each child under age
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four in low-income working families. The refundable portion of the credit would be
recorded as a budget outlay, like the existing Earned Income Tax Credit.

President Bush's budget assumes Medicare and farm price support savings of the
same size as recommended in the Reagan budget, although the administration has
not endorsed the specific mechanisms the Reagan budget proposed for achieving
those savings. President Bush adopts the Reagan proposals to reduce cost of living
adjustments for Federal civilian and military retirees, eliminate the lump-sum pay-
ment option in the Civil Service Retirement System, and reduce spending on health
benefits for annuitants. The President proposes to continue the 1 percent origina-
tion fee currently charged to veterans on federally guaranteed housing loans; the
Reagan administration had proposed to raise the fee to 3.8 percent.

The Federal government collects over $60 billion a year in user fees and other
receipts that are counted as offsets to spending. The Bush administration proposes
several changes-all included in the Reagan budget-that would increase offsetting
receipts by $0.6 billion in 1990 and $4.6 billion in 1993. The budget would extend the
provision requiring that the Supplementary Medical Insurance premium be large
enough to finance 25 percent of the program's costs. Raising the premium would
bring in $0.2 billion in 1990 and $2.2 billion in 1993, as Table 9 shows. The budget
also proposes fees for the right to produce or import chlorofluorocarbons, the use of
certain bands of the radio spectrum, and the issuance of securities by government-
sponsored enterprises. In addition, leases would be sold for oil and gas production in
the Arctic National Wildlife Refuge.

OTHER SPENDING

The Bush administration makes specific proposals for about 40 percent of nonde-
fense discretionary spending. Increases over baseline levels are requested in 1990 for
international affairs, science and space, the decennial census, Federal Aviation Ad-
ministration and Coast Guard operations, certain education initiatives, health re-
search, and drug control and enforcement. The administration proposes to reduce
spending by eliminating direct loans by the Farmers Some administration and
Rural Electrification Administration and replacing them in part by guaranteed
loans and vouchers. On balance, outlays for enumerated discretionary programs
would be $1 billion higher than the CBO baseline in 1990.

Over $9 billion of the $15 billion reduction in the 1990 deficit would come out of
the residual programs, for which President Bush has made no specific proposals.
The residual category consists almost entirely of programs within the spending ju-
risdiction of the Appropriations Committee, although some of these are mandatory
programs, such as payments to the States for foster care and the administrative ex-
penses of food stamps and family support. In addition, the residual category con-
tains a number of offsetting receipts and permanent appropriations, notably the
Postal Service fund. The $2 billion in unspecified savings needed to hold residual
programs to $136 billion in outlays arises primarily because the outlays of the
Postal Service will grow by about $2 billion from 1989 to 1990.

The Bush administration continues the" Reagan administration's policy of privatiz-
ing Federal commercial activities by selling certain Federal assets. Major proposals
include the sale of rural and other housing loans, the prepayment of Rural Electrifi-
cation administration loans, the sale of the Naval Petroleum Reserves, and the sale
of the Southeastern and Alaska Power Administrations. Proceeds from these sales,
however, may not be counted toward meeting the Balanced Budget Act targets.

As this committee knows, President Bush's budget proposals have not been pre-
sented in the usual detail, and further information about them emerges each day.
We will inform the committee staff promptly if any of this new information causes a
significant change in our conclusions. We look forward to assisting you in your work
on the 1990 budget.
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TABLE I. CBO AND ADMINISTRATION ESTIMATES OF THE
BUDGET DEFICIT UNDER BUSH ADMINISTRATION
POLICIES (By fiscal year, in billions of dollars)

1989 1990 1991 1992 1993

Administration Estimate,
Including Asset Sales 163 91 62 27 -4

CBO Reestimates
Economic differences -4 9 33 55 78
Technical differences -2 8 17 22 22
REFCORP* _2 22 1 _k b

Subtotal 3 40 62 77 100

CBO Estimate, Including
Asset Sales and REFCORP 166 131 124 104 97

Adjustments
Asset sales 5 3 2 1 -l
REFCORP -IQ J 0 _O A

Subtotal -5 -22 -13 1 -1

CBO Estimate, Excluding
Asset Sales and REFCORP 161 109 111 105 96

Balanced Budget Act Targets 136 100 64 28 0

SOURCE& Ofics of Managementand Budget; Congressional Budget Office.

NOTE: The totals include Social Security, which I off-budget.

a. The proposed Resolution Financing Corporation (REFCORP) would borrow money in private credit
markets to assist in resolving troubled savings and loan institutions.

b. Less than $0.5 billion.
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TABLE 2. COMPARISON OF ADMINISTRATION, CBO, AND
BLUE CHIP SHORT-RUN ECONOMIC FORECASTS

Actualrecast
1988 1989 1990

Fourth Quarter to Fourth Quarter
(Percent change)

Real GNP
Administration 2.6 3.5 3.4
CBO 2.6 2.9 2.2
Blue Chip 2.7 2.4 1.8

Nominal GNP
Administration 6.8 7.3 7.0
CBO 6.7 6.9 6.6
Blue Chip 6.9 6.8 6.2

Consumer Price Indexa
Administration 4.2 3.6 3.5
CBO 4.3 5.0 4.8
Blue Chip 4.2 4.7 4.7

Calendar Year Averages
(Percent)

Three-Month Treasury Bill Rate
Administration 6.7 7.4 5.5
CBO 6.7 7.9 7.1
Blue Chip 6.7 8.1 7.5

Ten-Year Governnent Bond Rate
Administration 8.9 8.6 7.2
CBO 8.9 9.3 9.0
Blue Chipb 8.9 8.9 8.5

Civilian Unemployment Rate
Admiristrationc 5.4 5.2 -5.1
CBO 5.5 5.5 5.5
Blue Chipb 5.5 5.4 5.6

SOURCES: Congressional Budget Office; Office of Management and Budget; Eggert Economic

Enterprisem, Inc, Blue Chip Economic Idicator (February 10,1989).

a. Consumer Price Index for urban wags earners and clerical workers.

b. Blue Chip does not project a ten-year note rate. The values shown here are based on the Blue Chip
projection of the AAA bond rate, adjusted by CBO to reflect the estimates spread between AAA
bonds and ton.year government notes.

c. The Administration's projection is for the total labor force, including armed forces residing in the
United States. while the CBO and Blue Chip projections are for the civilian labor force excluding
armed forces. In recent years, the unemployment rate for the former has tended to be 0.1 to 0.2
percentage points below the rate for the civilian labor force alone.
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TABLE 3. COMPARISON OF ADMINISTRATION AND CBO

ECONOMIC ASSUMPTIONS, 1989-1993 (By calendar year)

Actuaable. Prokd
Varibl 1988 1989 190 1991 199" 1993"

Nominal GNP
(Billons odollars)

Administration
CBO

Real GNP (Percent change,
yurov*r year)

Administration
C1O

Consumer Price Indeza
(Percent change,
yearover year)

Administration
CBO

GNP Deflator (Percent change,
year over year)

Administration
CBO

Thre*- Month Treasury
Bill Rate (Percent)

Administration
CBO

Ten-Year Government
Bond Rate iPercent)

Administration
CBO

Civilian Unemploment Rate
Administration
CBO

Tax Bases
Wage and salary disbursements

Administration
CBO

Other personal income
Administration
COO

Corporate Profitsd
Administration
CBO

4,80 6,219 6,577 5,947 6,304 6,648
4,59 ,209 6542 6,902 6.28L 6,686

3.8 3.3 3.2 3.3 3.2 3.2
3.8 2.9 2.1 2.2 2.2 2.3

4.0 3.8 3.7 3.2 2.7 2.2
4.0 4.9 4.9 4.6 4.4 4.4

3.4 4.0 3.6 3.2 2.7 2.2
3.4 4.2 42 4.2 4.1 4.1

6.7 7.4 5.5 4.5 4.0 3.5
6.7 7.9 7.1 6.7 6.4 6.1

8.9 8.6 7.2 6.0 5.0 4.5
8.9 9.3 9.0 8.6 8.1 7.7

6.4 5.2 6.1 5.0 5.0 5.0
5.6 5.5 5.6 5.5 6.6 6.6

2,436 2,609 2,783 2,973 3,163 3,347
2,435 2,615 2,787 2,969 3,163 3,370

1,625 1,724 1,856 1,968 2,045 2,121
1,626 1,754 1,870 1,977 2,090 2,211

302 352 399 442 475 499
299 328 361 378 390 401

SOURCE& Congressional Budget Office; Off cof Management and Budget.

a. Consumer Price Ind'iz for urban wage and clericvl workers.
b. The Administration's projection is for the total iabor force, includkig armed forces riding in the

United States, while the CBO projection Is for the civilian labor fir@e excluding armed force. In
recent years, the unemployment rate for the former has tended to be 0.1 to 0.2 percentage points
below the rate for the civilian labor force alone.

C. OtAerpersonal incorie is personal income Ia wage and salary eiabursements. _
d. Corporate profits reported are book, not economic, profits.
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TABLE 4. EFFECTS OF CBO ECONOMIC ASSUMPTIONS ON
ESTIMATES OF THE ADMINISTRATION'S BUDGET
(By fiscal year, in billions of dollars)

1989 1990 1991 1992 1993

Revenues 5 4 .1 -3 -7

Outlays
Benefit programs a 4 9 15 24
Net interest

As a result of interest rates 1 9 21 31 38
Debt service a -2 2 -1 IQ

Total Outlays 1 13 32 51 72

Deficit -4 9 33 55 78

TABLE 5. EFFECTS OF CBO TECHNICAL ASSUMPTIONS ON
ESTIMATES OF THE ADMINISTRATION'S BUDGET
(By fiscal year, in billions of dollars)

1989 1990 1991 1992 1993

Revenues
Current law -1 5 3 2 7
Capital gains tax reduction 0 -2 -9 -10 -9
Other proposals A-1 -1 -1

Total Revenues -1 3 -7 -9 -2

Outlays
National defense -2 4 4 4 4
Leasing of Arctic National

Wildlife Refuge 0 2 -2 0 a
Farm price supports -1 -1 -1 -1 -1
FDIC a 3 3 4 4
Medicaid and Medicare a 1 1 -1 2
Income security a 2 3 3 4
Social Security a a -1 -2 -3
Net interest -1 -1 2 4 6
Federal Communications

Commission auction receipts 0 2 1 0 0
Proposed asset sales 0 a a 2 2
Other outlays -1 1 A 2

Total Outlays -3 11 10 13 19

Deficit -2 8 17 22 22

SOURCE: Congreusional Budget Office.

NOTE: The totals mcIude Social S*curity, which is off.budget.

a. Lmss than $0.5 billion.
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TABLE 6. THE BUSH ADMINISTRATION'S BUDGET PROGRAM

AS ESTIMATED BY CBO (By fiscal year. in billions of dollars)

1990 1991 1992 1993

CBO Baseline Deficit 146 148 140 135

Proposed Changes
Revenues& -4 b 2 3
National defense 1 -2 -5 -6
Nondefense discretionary spending 1 2 3 3
Entitlements and other

mandatory spending 1 -6 -16 -17
Offsetting receipts -1 -5 -3 -5
Asset sales and prepayments -3 -2 -1 1
Net interest .1 -3 -5 -7
Residual programs -a .- A -10

Total Proposed Changes -15 -22 -35 -38

Deficit, Bush Administration
Budget as Estimated by CBOc 131 124 104 97

SOURCE: Congressional Budgt Office.

NOTE: The totals include Social Security, which is off-budpt.

a. Revenue increases are shown with a negative sign because they reduce the deficit.

b. Lees than $0.5 billion.

C. Including as"et sales and REFCORP.
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TABLE 7. THE BUSH ADMINISTRATION'S PROPOSALS-REVENUES
(By fiscal year, in billions of dollars)

1990 1991 1992 1993

CBO Baseline 1,068.6 1,140.2 1,208.7 1,280.5

Proposed Changes
Reduce capital gains tax rate 3.3 -4.0 -6.4 -6.9
Establish enterprise zones -0.2 -0.2 -0.3 -0.4
Increase incentives for oil

and gas exploration -0.3 -0.4 -0.4 -0.5
Extend telephone excise tax - 1.6 2.7 2.9
Extend research and

experimentation provisions -2.1 -1.4 -1.8 -2.0
Extend Medicare coverage to all

state and local employees 1.7 1.9 1.9 1.9
Increase IRS enforcement 0.3 0.6 0.7 0.7
Repeal reduction in airport

and airway taxes 0.9 1.5 1.6 1.8
Other a -0.1 -0.1 9-4

Total Proposed.Changes 3.7 -0.4 -2.1 -2.9

Bush Administration's Budget,
as Estimated by CBO 1,072.3 1,139.7 1,206.6 1,277.6

SOURCES. Office ofManagementand Budget; Congresional Budpt Office.

NOTE: The totals include Social Security. which isoff .budg*L

a. LeA than $50 million.
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TABLE 8. THE BUSH ADMINISTRATION'S PROPOSALS-
ENTITLEMENTS AND OTHER MANDATORY SPENDING
(By fiscal year, in billions ofdollars)

1990 1991 1992 1993

CBO Baseline 585.3 633.0 673.1 719.6

Proposed Changes
Deposit insurance 12.8 6.8 -1.8 -1.0
Child care credit 0.3 3.0 3.3 3.6
Medicare 4.8 -6.4 -7.9 -9.1
Federal retiree benefits

Civilian retirement -2.7 - -3.4 -3.7 -4.1
Military retirement -0.8 -1.2 -1.5 -1.8
Annuitants' health benefits 1.. j

Subtotal -4.4 -5.8 -6.8 -7.4

Federal price supports -1.6 -1.7 -1.4 -1.1
Veterans' loans -0.7 -0.7 -0.8 - -0.8
Other -0.7 -1.0 : -1.7

Total Proposed Changes 0.8 -5.8 -16.6 -17.4

Bush Administration's Budget
as Estimated by CBOa 586.1 -- 627.2 656.5 702.2

SOURCE: Congressional Budget Offlce.

NOTE: The totals include Social Security, which is off-budget.

a. The figures do not include possible changes to residue! programs.
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TABLE 9. THE BUSH ADMINISTRATION'S PROPOSALS-
OFFSETTING RECEIPTS (By fiscal year, in billions of dollars)

1990 1991 1992 1993

CBO Baseline -61.4 -64.2 -68.2 -71.8

Proposed Changes
Medicare -0.2 -0.7 -1.3 -2.2
Chlorofluorocarbons production

rights -0.4 -1.4 -0.6 -0.6
Unassigned spectrum auction -0.3 -0.3 0 0
Government enterprises -0.1 -0.2 -0.6 -0.8
Arctic National Wildlife Refuge 0 -1.6 a -1.0
Power marketing reformsb -0.0 -0.4 -0.3 -0.4
Other _Q - . -. A.

Total Proposed Changes -0.6 -4.8 -2.8 -4.6

Bush Administration's Budget
as Estimated by CBOc -62.0 -69.0 -71.0 -76.4

SOURCE: Congressional Budget Office.

NOTE: The totals include Social Security. which is off-budget.

I. Less than $80 million.

b. Portions oftbe proposed power merxeting reforms are included in the category of "Entitlements
and Other &Udatory Spending."

c. The figures do not include possible changes to residual programs.

'A

4
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PREPARED STATEMENT OF SENATOR ROCKEFELER

Thank you Chairman Bentsen for holding this important hearing this morning.
Like so many of our colleagues, I have many questions and concerns about Presi-

dent Bush's budget proposal. I had hoped it would be easier to understand how his
proposal will both reduce the deficit to $100 billion and fulfill his commitments re-
garding taxes and certain program expansions.

But almost nothing is easy around here. My hope, however, is that today's hear-
ings and the others planned by the Chairman for next week will shed some light on
crucial aspects of the President's budget plan and provide some constructive infor-
mation and guidance to all the parties involved in the budget process ahead.

Though many parts of the President's budget plan seem to be very murky, his
proposal to cut the Medicare program by $5 billion is as plain as can be. In my view,
it also is a disturbing and unacceptable proposal. It targets this vital health care
program for bearing too much of the burden of deficit reduction.

As we all know, Medicare has had to contribute substantial savings and cuts over
the past 8 years. Congress has tried to protect beneficiaries from any harm, but the
cuts have taken their toll. When hospital payments, for example, don't keep pace
with inflation, the hospitals suffer. In my State of West Virginia, five hospitals have
closed recently, and many more are on the brink of closing. They believe inadequate
funding from Medicare is a major reason for their severe financial problems.

Medicare "cuts" to balance the budget ultimately affect senior citizens and the
care they receive. I am deeply worried that senior citizens cannot afford to pay
more for their health care. From 1980 to 1987, out-of-pocket health care costs rose
by 49 percent.

Last Friday, in the Medicare and Long-Term Subcommittee, which I now chair,
we heard from top expect in the health care field. I know it will not be easy to fill
in the gaps in our health care system, hold down costs, and make sure seniors are
receiving quality care. The problems are complex and the solutions costly.

I am afraid that we cannot afford another 4 years when the budget process drives
decisions about Medicare. Medicare policy should not be set with regard only to defi-
cit targets, and instead should be developed within a framework of the goals of the
program and the best interests of our elderly and disabled citizens.

I have focused my remarks this morning on the Medicare portion of the Presi-
dent's budget. I should briefly note that I also have concerns about the administra-
tion's views on the Trade Adjustment Assistance Program, on the new programs
and services established by the 'historic welfare reform effort we enacted into law
last fall, and on Medicaid and its role in reducing infant mortality and improving
the health of low-income families.

I welcome this chance to hear from the OMB Director, Richard Darman. I hope
he will listen to us carefully and with an open mind, too, and take back to the Presi-
dent our concerns. I applaud President Bush's pledge to undertake the task of creat-
ing a budget for 1990 in a collaborative, constructive manner. I am confident that
the President, his Cabinet, and Mr. Darman will be willing to revisit key issues,
most particularly the notion which I reject-of cutting $5 billion from Medicare.
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