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TAX REFORM ACT OF 1986, PART 11

TUESDAY, FEBRUARY 4, 1986

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:44 a.m., in room SD-
215, Dirksen Senate Office Building, the Honorable Bob Packwood
(chairman) presiding.

Present: Senators Packwood, Chafee, Heinz, Durenberger, Arm-
strong, Symms, Grassley, Long, Bentsen, Moynihan, Baucus, Brad-
ley, and Pryor.

[The press release announcing the hearing and the prepared
statement of Senator Alfonse D’Amato of New York follows:]

[Press Release No 86-001, Monday. January 6, 1986]

CoMMITTEE ON FINANCE SETs HEARING ON Tax REFORM

Five days of hearings on H.R. 3838, the Tax Reform Act of 1986, have been sched-
uled for the first two weeks of the second session of the 99th Congress, Chairman
Bob Packwood (R-Oregon) announced today.

Senatdor Packwood said the hearings are set for January 29 and 30, and February
4, b, and 6.

The principal purpose of the hearings is to examine the economic effects of H.R.
3838, on international competitiveness and capital formation. Senator Packwood
said the committee would invite several prominent economists to testify on this
topic.

The hearings also will cover certain new subjects included in H.R. 3838, but not
proposed by the Reagan Administration last year. Public witnesses will be scheduled
to testify on these matters, Senator Packwood said. Senator Packwood chaired 23
hearings addressing tax reform issues between May 9 and October 10, 1985, receiv-
ing testimony from over 300 witnesses. He indicated these 1986 hearings would not
C(‘)j\‘(‘r subjects addressed at the 1985 hearings. Public witnesses will be strictly limit-

ed.
All of the hearings will begin at 9:30 a.m. in room SD-215 of the Dirksen Senate
Office Building in Washington, with Senator Packwood presiding.

N



STATEMENT BY SENATOR ALFONSE D'AMATO
SENATE FINANCE COMMITTEE
FEBRUARY &, 1986

MR. CHAIRMAN, | THANK YOU FOR PERMITTING ME TO SUBMIT
TESTIMONY TO YOUR COMMITTEE ON SECTION 1912 OF H. R. 3838,
THE "TAX REFORM ACT OF 1985." | AM PARTICULARLY ALARMED OVER
THE PROPOSED TAXATION OF PENSION PLAN FUNDS HELD BY TEACHERS
(NSURANCE AND ANNUITY ASSOCIATION AND COLLEGE RETIREMENT
EQUITIES FUND (TIAA/CREF),

TIAA WAS ESTABLISHED IN 1918 TO AID HIGHER EDUCATION BY
PROVIDING A PENSION SYSTEM TO REPLACE THE FREE COLLEGE
RETIREMENT PENSIONS FUNDED BY ANDREW CARNEGIE. IN 1952, CREF
WAS ESTABL ISHED TO SUPPLEMENT T1AA COLLEGE PENSIONS THROUGH
THE INTRODUCTION OF THE FIRST VARIABLE RETIREMENT ANNUITY.

TODAY, TIAA/CREF iS THE NATIONWIDE PENSION FUND FOR MORE
THAN 3,608 COLLEGES, UNIVERSITIES, [NDEPENDENT SCHOOLS. AND
RELATED NONPROF IT EDUCAT IONAL ORGANIZAT{ONS LOCATED
THROUGHOUT THE UNITED STATES. APPROXIMATELY 83% OF THE
FACULTIES EMPLOYED AT PRIVATE COLLEGES AND UNIVERSITIES AND
ABOUT 5@% OF FACULTIES EMPLOYED AT STATE COLLEGES AND
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UNIVERSITIES AKE COVERED: BY TIAA/CREF . IN MY STATE OF MNEW
YORK, THIS INCLUDES THE STATE UMIVERSITY OF KEW YCRK ANL THE
CITY UNIVERSITY CF NEw YORK, | RAVE INCLUDED AT THE EMD OF
MY STATEMERT A L1ST OF PARTICIPATING INSTITUTICHS LOCATED IN
NEW YORK STATE: AS YOU CAN SLE, MORE THAN SGE EDUCAT FONAL
ORGANTZATIONS AND MORE THAN 82,000 NEW YORKERS PARTICIPATE 1IN
TIAA/CREF,

THE INTERNAL REVENUE SERVICE HAS DETERMINED THAT BEOTH
TIAA AND CREF ARE ENTITLED TO AN EXEMPTION FROM FEDERAL
INCOME TAXES AS THEY ARE ORGANIZED AND OPERATED EXCLUSIVELY
FOR EDUCAT IGNAL PURPOSES. THE CHARTERS OF BOTH TIAA AND CREF
MAKE THEIR PROGRAMS AVAILABLE ORLY TO NONPROF IT EDUCATIONAL
INSTITUTIONS., HOWEVER, H. R. 3838 SECTION 18312 PROPOSES, N
A SINGLE SWOOP, TO ELIMINATE YHIS TAX-EXEMPT STATUS AND TO
TREAT TIAA/CREF AS IF (T WAS A COMMERCIAL INSURANCE COMPANY,
AS IF THIS HARSH TREATMENT 1S NOT ENOUGH, THE AUTHORS OF THIS
SECTION WOULD CONTINUE TAX EXEMPTION FOR OTHER PENSION FUNDS,
AS WELL AS FOR THE PENSION ACTIVITIES OF FRATERNAL
ORGANIZATIONS SUCH AS THE KNIGHTS OF COLUMBUS.

MR. CHAIRMAN, IF THIS PROVISION STANDS AS IT NOW 1S, IT
WILL RESULT IN SERIOUS CONSEQUENCES FOR TIAA/CREF., IT WILL
TREAT TIAA/CREF AS IF IT WAS A COMMERCIAL INSURANCE COMPANY
AND, THEREFORE, SUBJECT TO TAXATION., THIS IS JUST PLAIN
WRONG.
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| URGE MY COLLEAGUES ON THE FINANCE COMMITTEE TO
EVALUATE THIS PARTICULAR SECTION OF THE TAX-REFORM BILL. |
REALIZE TAX REFORM IS A HERCULEAN TASK, BUT A TASK THAT MUST
BE ACCOMPL ISHED WITH FAIRNESS AND EVEN-HANDEDNESS IF 1T IS TO
BE DONE AT ALL.

THANK YOU, MR. CHAIRMAN.
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TIAA/CPEY
I1st of Farticipating lnstitutions

Abi1lities, Inc.

Academy for Educational Deveiopment

Acadeny of Aeronautics

Academy of Political Science

Accred:tation Pecaid for Engineering
and Technoloay

Adelph: Academy

Adelpl: Univers.ty

Adirondack Historical Associat:on

African-Americar Inst:tute

AFS internst:ronai/Intercultural Prograns

Agriculture Development Counc 1

Albany Acadery

Albany Academy for Girls

Albany College of Pharmacy

Albany Law Schou!

Albany Medical Coillege

Alexander Fobkertcon School

Alfred P. Sloan Foundation

2ifred University

A}l Soul's Schoco!

Allendale Columbia School

Amelican hesocieted Pen-Gurion
Univers.ty of the Negev

Amer ican Asscciation of Engineering
Societies

Amel ican Peilet, fchool of

American Council] of Learned Societies

hner1can Federation of Arts

American Foundation fecr the Fjind

Amer ican Friends c¢f the Hebrew Univetsity

Arerican Geogiraphical Society

American Institute of Physics

Arerican Mapagerent Associoation

Amel ican Museur of Matural Ristory

Aperican Numicmatic Society

Arne1rican Grthopsychiatric Association

American Physical Society

Amei ican Society for Technicn

American Society of Cijvil Encinecers

Anet ican Society of Mechnica! Engineers

Andiew W. Melion Foundation

Aquinas Tnst:tute of Rcchestet

Archaelogical Institute of Amer:ca

Army Athlet.c Asscociation

Asia Society

Ascociated Medical Schocls of Creater tew York

A
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Associoted Unive:sities (opeirating Brookhaven Nationai
Laboratory and National Radio Astronomy Cbservatory
Association for Clinical Pastoral Education
Association for Computing Machinery
Acsociation of Colleges and Universities of the
State of New York
Baldwin League of Independent Schools
Rank Street College of Education
Bard College
Rarnard College
Barvch College Student Cente:r
Berkley-Carroc}l Street School
Birch-wathen Sclool
Bishop Ford Central Catholic High School
Roricua College
Brandejs School
Bearley School
Brooklyn Friends School
Brooklyn Hospital (affiliated with Downstate
Medical Cente:
Birooklyn Law School
Prowning School
Buckley Country Day School
Buffalo Seminary
Burke Rehabilitation Center, The
C.G. Jung Foundation
Cage Teen Centet
Calasanctius Preparatory School
Calhoun School
Cambridge University Press
Canisius College
Capital District Library Council
Car and Lily Pforzheimer Foundation
Carnegie Corporation of Mew York
Cathedral Schooil
Cathedral School of Saint Mary
Cazenovia College
Center for Governmental Research
Center for Psychosocial Studies
Chapin School
Chautaugqua Institution
China Institute in America
China Medical! Board of New York
Christian Brother Schools,
All Hallows Institute
Bergen Catholic High School
Christian Rrothers Institute
FEdmund Kall
Iona Grammar School
Iona School
Power Memorial Academy
Rice High School
St. Joseph's Hall -
Citizens Budget Commission
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Citizens' Comnittee for Children of New York
City and Country School
City University of New York
Rernard FRaruch College
Rrooklyn College
Central} Office
City College
, - College of Staten Tejand
! Graduate School/University Center
1 Hunter College
John Jay College of Criminal Justice
lL.ehman College
Fedgar Evers College
Queens College
York College
Bronx Community College
Hostos Community College
Kingsborough Community College
I.a Guardia Community College
Manhattan Community College
New York City Technical College
Queensborough Community College
Clarkson Univeristy :
Cold Spting Barbor Laboratory
Colgate-Rochester Divinity School
Colgate University
College Art Association of American
College Entrance Fxamination Board
Collegiate School
Columbia-Presbyterian Medical Cente:r Fund
Columbia University
Columiba University Press
Commissiocn on College Retirenrent
Committee for Economic Development
Commonwealth Fund
Cotnel]l University (incliuding Cotnell Univetsity
Medical College)
Council for Financisl Aid to Education
Council on Foreign Relations
Council on Internaticnal Educational Exchange
- Council on Leaders and Specialists
. Council on Relilgion and Internation Affairs
2 Council] on Social Work Education
) Credit Research Foundation
Culinary Institute of America
a2 Daemen College
Dalton Schoc!
Darrow School
Day School
Deafness Reseatch Foundation
Dominjcan College of Blauvelt
Dowling College '
Dutchess Day School
D'Youviile College
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Urivers ity College of Medicine
teughton Academy
Boeugliton College
Hurman Pecoutce:r Center
Fuman Resources School
Inet . tute for Connunaty Design hAnalysic
inst.tute of International Fducation
Tnet _tute of Public Adninictration
inut.tute of Society, Pthice and I fe Sciences
“naurance, College of
Internat:cna’ Center for law 1n Development
Internatioanl Council for Fducational Pevelopment
internat ronal Fuman Arcastance Frograme
internat onal Muceun of Photograpl
icna Ceilege
1F0 Fesearch Inst. tute
Ithaca Coilege
Japan Society
ceruits of Can:siug Ceollege
Jesu.ts of Fordhiam
Jewish Theological Seminary of Anerica
Jo.nt Councal on Fconopic Education
Jozi1ah Macy, Jr. Foundaticn
Juirlliard Schoo?
Just One FBreak
Kadimah School of Puffalo
Keuka College
Kew Forest School
Kildonan Sclool
K:ng's Ccllege, The
Kingcbirook Jew:ish Medical Cente:
Kingsbrock Jewish Hosprted
Kinne:et oy School
Knox School
Kosciuszko Foundation
Lawtence Count:y Day Scheol
j.e Moyne College
lLenox Schooc!
Lexington School for the Deaf
l:ttie Red Scheol: lPouse
Locust Vailey Library
Long Island Fducot cnal Tejevision Councol
Long Isgland University
loudonville Chirictian Schoonl
Loycia School
Malcolm-King Harlem College Extens.on
Manhattan College
tanhattar School of Musac
Manhattanville College
Manlius Pebble H1ll School
Mannes College of Music
Margaret Woodbury Stiong Museur
Maria College
Marist College
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Mary Imogene PBascett Hospital (effiliated
with Columbia University)

Maryknoll School of Theclogy

Marymount College

Marymount Manbattan College o

Marymount School

Masonic Medical Research Laboratory

Masters School

Mater Dei College

Maternity Center Asscciation

McBurney School

McQuaid Jesuit High School

Medaille College

Medical Foundation of Buffalo

Medical Library Center of lkew York

Memorial Sloan-Kettering Cancer Center

Mercy College

lethodist Hospital of Brooklyn

Mi1lbank Memorial Fund

Millbrook School

Modern lL.angquage Association of America

Mohawk-Hudson Council on Educatonal Television

Molloy College

Mount Saint Mary College

Mount St. Vincent, College of

Mount Sinai Medical Center

Mount Sinai School of Medicine

Museum of the American Indian Heye Foudation

Museums of Stonybrook

National Action Council foi Minority Engineering

National Association of Educational Buyers

National Association of Hebrew Day School Administratorse

National Baseball Hall of Fame and Museun

Nat:onal Committee on United Statew-China Relations

National Foundation for Ileitis and Colitis

National Medical Fellowships

National Multiple Sclerosis Society

National Society to Prevent Blindnecs

Nazaireth College of Rochester

Nazareth Regional High School

New Lincoln School

New Rochelle, College of

New School for Social Research

New York Academy of Medicine

New York Blood Center

New York Botanical Garden

New York College of Podiatric Medicine

New York Friends GCroup

New York Historical Society

New York Institute of Technology

New York Law School

New York Medical College

New York Psychoanalytic Institute

New Ycrk Public Library
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New York Quarterly Meeting of the Religious Society
New York of Friends
New York School of Interior Design
New York Society lLibrary
New York Historical Association and The
New York, State University of
State University of New York at Albany
State University of New York at Einghenton
State University of New York at Buffalo
State Univercity of New York at Stony Brook
Central Administration -
Downstate Medical Center
Upsate Medical Cente:
College at Brockport
College at Buffalo
College at Cortland
College at Fredonia
College at Geneseo
College at New Paltz
College at 0l1d Westbury
College COneonta
College at Osweqo
College at Plattsbuigh
College at Potsdam
College at Purchase
College of Optometry
Maritime College
College of Environmentail Science ond Forestry
College of Ceramics at Alfred Univeresity ot
Cornell University
College of Humen Ecology at Cornel! Universaity
Cecllege of Technology
School of Industiial and Labor Relations at
Cornell University
Veterinary College at Cornell University
Erpile State College
Agricultural and Technical College at Canton
Agricultural and Technical College at Alf:ed
Agricultural and Technical College at Cobleskill
Agricultural and Technical College at Delhi
Agricultural and Technical College at Farmingdale
Agricu>tural) and Technical College at Morrisville
New Yoirk State University of, Community Colleges
Adiitndack Comnunity College
Broome Community College
Cayuga County Community College
Clinton Cornunity College
Columbia-Greene Community College
Coirning Community College
Dutchess Community College
Erie Community College
Fashion Institute of Technology
Community College at the Finger Lakes
Fulton Montgomergy Community College
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Cenceee Conmunaity College
Herkirer County Conmunity Collegc
l'udson Valley Conmurnity Coliege
Jamestown Community College
Jefferson Community College
Mohawk Valley Conmunity College
Mon:oe Community College
Nassau Community College
Miagara County Community College
Nerth Country Conmunity College
Onondaga Community College
Crange County Conmunity Colliege
Rockland Community College
Schenectady County Community College
Suffolk County Community College
Sullivan County €Cermunity Colliege
Tompkins-Cortland Cornunity College
Ulcter County Cummunity College
wWestchester Comnmunity College
New York Theological Seminary
New York Universaty
Niagara University
Nichols School
Night ingale-Remford School
North Countiry Reference and Fecearcl Fesources Council
Forth Country School
North Shoie Febirew Acadery
Forthwood School
Notre Dame High School
Nyack College
Oakwood School
Onondaga Pastoral Counseling Cente:
Orange County Association foir the Help of the
Retarded Childred
Pace University
Packer Collegiate Institute
Palisades Geophysical Inst.tute
Palisades Institute for Research Services
Park School of Buffaio
Parsons School of Desian
Phelps-Stokes Fund
Pierpont lorgan Library
Polytechnic Institute of New Yoik .
Polytechnic Preparato:y Count:y Day School
Population Council
Portledge School
Postgraduate Center for Mental Health
Poughkeepsie Day School
Poughkeepsie Law Institute
Practising Law Institute
Pratt Institute _
Preventive Medicine Institute-Strang Clinic
Prospect Park Yeshiva
Rabbi Jacob Jcseph School
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Ramaz School
Recorded Anthology of American Music
Regional Plan Association
Regis High School
Rensselaer Polytechnic Institute
Rensselaerville Institute, The
Research Foundation for Mental Hygiene
Research Foundation of the City University of New York
Research Foundation of the States University of New York
Rippowam-Cisqua School
Riverside Research Institute
Roberson Center for the Arts and Sciences
Roberts Wesleyan College
Rochester Area Colleges
Rochester Area Educaticnal Television
Rochester Industries FEducational Fund
Rochester Institute of Technology
Rochester Museum and Science Center
Rochester Regional Research Library Council
Rochester, University of
Rockefeller University
Rockvilie Centre Public Library
Rogosin Institute
Rudolf Steiner School
Russell Sage College
Russell Sage Foundation
Rye Counti:y Day School
Saint Anthony's High School
St. Bernard's School
St. Bonaventure University
Saint David's School
St. Francis College
St. Francis Preparatory School
St., Hilda's and St. Hugh's School
St. John Fisher College ~
St. John's University
St. Joseph's Collegiate Institute
St. Lawrence University
St. Lawrence Valley Educational Television Council
St. Michael's Montessori School
St. Paul's School
Saint Rose, College of
St. Thomas Aquinas College
Salina Health Education Foundation
Sara Lawrence College
Sephardic Institute High School
Siena College
Skidmore College
Social Science Research Councii
Society for the Preservation of Long Island Antiquities
Society cf the New York Soepital
Covent of the Sacret Heart
Doane Stuart School
Kenwood Convent of the Sacred Heart
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Soilomon Schechter School

South Central Research Library Council
South Street Seaport Museum

Southern Tie: Educational television
Special Libraries association

Spence School

State Communities Aid Association
Staten Island Academy

Stony PRrook Foundation

Stony Brook School

Storm King School

SUNY-Manhattan Education Cpportunily Centerx
Syracuse Reseairch Corporation

Syracuse University

Teachers College, Columbia University
Teachers Insurance and Annuity Association
Threefold Educational Foundation and School
Touro College

Touro Law School

Town School

Trilateral Commission (North America)
Trinity School

Troy Public Library

Trudeau Institute

Tuxedo Park Library

Tuxedo Park School

Twentieth Central Fund

Union College

Union Theological Seminary

United Engineerirg Trustees

United Nations Association

United Natjons International School
United Negro College Fund

United States Committee for Unicef
University at Buffalo Foundation
Utica College of Syracuse University
Villa Maria College of Buffalo

W, 7Jton Jone Cell Science Center
Wagner College

wWalden Schooil

Waynflete school

WCNY TV/FM

Webb Institute of laval Architecture
Wells College

Wenne:-Gren Foundat.ion for Anthropological Research
West Side Montessori School

Westbury Friends School

Western lew York Public Rroadcasting Association
Willian Alanson White Institute
William T. Grant Foundat:on

Woodmere Academy

Woodward Park School

Wold Policy Institute

Xaverian Kigh School
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Yeshiva of Fotrest Hills
Yeshiva T:feretbh Moshe
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Senator Packwoob. The hearing will come to order, please.

This is a continuation of a series of hearings on the tax reform
bill. We have heard from some economists before. We will have
some more later this week. Yesterday, we heard from four certified
public accountants on the issue of the minimum tax because the
House-passed minimum tax was so significantly different than the
administration’s proposal or the way we considered it. Today we
have a potpourri of different subjects that were not heard in our 33
days of hearings last summer. -

Senator Long and I, at about 11 o’clock, will have to leave and go
to the Rules Committee where we are presenting the budget for the
Finance Committee for next year, but, hopefully, we will not be de-
layed long.

Our first witness today is the Honorable Pete Wilson, the Sena-
tor from California. Senator.

STATEMENT OF HON. PETE WILSON, A U.S. SENATOR FROM THE
STATE OF CALIFORNIA

Senator WiLsoN. Thank you very much, Mr. Chairman. I am par-
ticularly grateful to the committee for this opportunity to address
you. 1 have appeared before on the subject of tax-exempt financing
with respect to the economic and capital viability of our States and
localities.

This morning I am addressing a specific aspect of tax-exempt fi-
nancing, that which has been called tax increment or at times
called tax allocation bond financing.

Mr. Chairman, tax increment financing has enabled communities
throughout the Nation to responsibly help themselves eliminate
blight and to bring about needed redevelopment. It is a critically
important tool. And it is no exaggeration to say that without it, re-
development simply will be unable to occur in the 35 States that
have adopted it.

It is assuming a particular importance and even greater impor-
tance than in the past as cities now come to the time of reckoning
when they can no longer depend upon Federal grants to help meet
their redevelopment or community development needs.

So to eliminate blight and to redevelop their cities, some 35
States throughout America have chosen this method of financing.
The bonds that are issued for public land assembly are absolutely
essential. The bonds are redeemed by property taxes derived under
State law from the increment of increased assessed valuation of the
property after its redevelopment. The new property taxes flowing
from redevelopment are allocated by State law to the retirement of
the bonds, and it is only after the retirement of the bonds that
these new revenues become available for general local governmen-
tal purposes.

In short, redevelopment financed by tax increment creates new
value where slums stood, new local revenues and new jobs which
produce new State and, not at all parenthetical, new Federal reve-
nues, new Federal income taxes.

None of these benefits, Mr. Chairman, would be created without
redevelopment and redevelopment would not take place without
tax increment financing, not in California nor in any of the 35
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States which have chosen tax increment financing as their method
of funding public reclamation of blighted neighborhoods.

Now bear in mind, if you will, that tax increment financing
means improving an area using the increased local tax base and
revenues resulting from redevelopment. Local taxes repay tax in-
crement bonds, not State or Federal moneys. The sole Federal par-
ticipation in the process of State redevelopment is the redemption
of interest paid to bond holders from Federal income taxation. That
is the only Federal participation.

Eliminating or severely restricting the tax-exempt status of tax
increment bonds as H.R. 3838 proposes would be shortsighted in
the extreme. Particularly when the Joint Economic Committee re-
cently identified capital financing needs nationwide of $1.1 trillion
through the year 2000, or expressed annually, the requirement for
$73 billion for the extension and renewal of America’s vital infra-
structure, much of which can be achieved through State redevelop-
ment even unaided by Federal community development grant
funds formerly available.

But it cannot be achieved, Mr. Chairman, if the tool chosen by
cities all across the Nation, to transform their downtowns and
neighborhoods from blighted drains on municipals budgets to
viable communities, is now denied them, as H.R. 3838 proposes in
its most unwise constraints upon tax increment financing.

Over the last 5 years Federal funding for redevelopment has
dropped 40 percent before Gramm-Rudman-Hollings. Reforms and
deficit reduction efforts are obviously essential. No one has been
louder, more vocal than I. But we must be very clear in our own
minds that reforms inspired by good intentions do not unjustly and
unwisely impair the ability of State and local governments to meet
their responsibilities.

At the same time that State and local governments are being
asked to shoulder greater burdens and greater costs, Congress must
not eliminate the very tools that these entities have relied upon to
finance their traditional responsibilities.

Mr. Chairman, I know first-hand the importance and the success
possible from tax increment financing. About 10 years ago—well,
more than that—San Diego undertook an ambitious plan to turn
around a genuinely blighted downtown, one that was littered with
tattoo parlors, adult bookstores, peep shows, nonproductive uses
that were a physical and social blight upon the landscape. The
taxes generated from the area at that time did not begin to cover
the cost of the public services extended to them.

Thanks to tax increment revenues, today downtown San Diego is
the home of new office towers and hotels, a major retail center em-
ploying thousands, an emerging residential neighborhood improve-
ments which have, in turn, spurred ongoing, extensive private res-
toration all around it, including an abutting historic district. Sever-
al thousand jobs have been created. Fully, a quarter of these were
filled by formerly unemployed persons.

Mr. Chairman, I can te{l you categorically that this redevelop-
ment would never have occurred without tax increment bonds. Tax
increment financing allowed San Diego to help itself to meet its in-
dividual needs. Alternative financing was not available then be-
cause, very candidly, although it has now spurred private efforts,
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no one was willing to be the bold and lonely picneer in investing in
a blighted area surrounding by blight and putting good investment
into that kind of a climate.

Now given the obvious benefits made possible only by tax incre-
ment financed redevelopment, what justification is there for remov-
ing Federal income tax-exempt status that makes it all possible?
Revenue enhancement?

Mr. Chairman, tax increment bonds make up less than 1 percent
of all tax-exempt bonds issued nationwide. Therefore, while the
projected revenues generated with the tax-exempt bond provisions
in H.R. 3838 are less than 33 billion through the fiscal years 1987
through 1990, tax increment financed redevelopment can be expect-
ed to generate some $30 million in new Federal revenues during
those 4 years.

No, Mr. Chairman, there would seem to pe at best a wash and no
real revenue enhancement to justify elimination of tax-exempt in-
crement bonds. But, in fact, there is a far more important policy
reason than simple revenue enhancement or its absence.

In fact, elimination of the exemption could kill substantial other
savings to the Federal Government achieved by the use of tax in-
crement bonds to redevelop blighted areas.

In Los Angeles, the Bunker Hill redevelopment transformed a
$100 million tax base in 1959 to more than 32 billion today. It also
brought thousands and thousands of new jobs. The economic loss
caused by H.R. 3838’s stifling of redevelopment will exceed the sav-
ings generated by limiting tax increment financing. Ask any local
official charged with responsibility for economic development. Jobs
come to redeveloped areas and jobs flee from blighted areas. You
find welfare offices in slums doing the heavy business, not the em-
ployment offices.

H.R. 3838 classifies tax increment bonds as nonessential function
bonds subject to a cap and other stringent restrictions.

Mr. Chairman, who says that slum clearance and the replace-
ment of physical and social blight with new value, new revenues
and new jobs is a nonessential function? Redevelopment bonds are
public purpose bonds which merit tax exemption every bit as much
as other bonds backed by State and local taxes.

How in the world could the same administration that has enthu-
siastically endorsed tax breaks to rehabilitate urban enterprise
zones now seek with the other hand to take away the traditional
tool of tax exemption from a traditional responsibility of local gov-
ernment redevelopment?

Budget deficits have required reductions in Federal funds to
cities and new federalism has brought shifting roles. As our local-
ities now assume, as a result, the almost exclusive responsibility
for the Nation’s overwhelming infrastructure and redevelopment
needs, it is ironic—no, inconceivable—that Congress would at the
same time, by H.R. 3838, eliminate or sffectively gut the most ef-
fective and viable financing tool available to State and local gov-
ernment. To do so would be a pernicious idea, whatever good inten-
tions may have inspired it, and a grave error which would be me-
morialized in the unaddressed decay of America's cities.

Mr. Chairman, I implore you and the committee to reject this
bad idea. Thank you.
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The CHAIRMAN. Thank you, Senator.

According to the early bird list I have, it is in the following
order: Heinz, Danforth, Baucus, Long, Packwood, Grassley, Chafee,
Bentsen, and Durenberger. Senator Heinz.

Senator HEiNz. No questions, Mr. Chairman.

The CHAIRMAN. Senator Danforth is gone. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Senator Wilson, I think you made a very good statement. I hear
many of the same concerns in my home in Montana, I thank you
very much for your statement. I know that it will be quite well re-
ceived on the committee. I thank you very much.

Senator WiLsoN. Thank you, sir.

The CHAIRMAN. I have no questions. Senator Grassley.

Senator GRAsSLEY. I don’t have a question, but I would like to
say for the benefit of the committee that Iowa was 1 of maybe 8—
somewhere between 8 and 13 States that make a great deal of use
of the type of bonding that Senator Wilson refers to. And I don’t
know to what extent there are possibilities for compromise as op-
posed to going as far as the committee—House Ways and Means
Committee did, and I don’t know to what extent we should even be
talking about compromise in this area, but I would hope that we
would try to retain some of the benefits that come from this form
of financing because it has been used very well in my State to ac-
complish a lot of the goals that Senator Wilson refers to.

The CHAIRMAN. Senator Chafee.

Senator CHAFEe. Well, I just want to thank Senator Wilson for
that very powerful statement. It sets it forth very well. And I want
todexpress our appreciation for you taking the trouble to be here
today.

The CHAIRMAN. Senator Bentsen.

Senator BENTSEN. Only to reflect again, reiterate rather, what
Senator Chafee said. It is a problem we all share and you made a
good statement. I appreciate it.

The CHAIRMAN. Senator Durenberger.

Senator DURENBERGER. Pete, we spent a lot of time on this com-
mittee last year and the year before, I think, and maybe ®ven the
year before that, on enterprise zones and all kinds of wonderful ad-
ministration solutions to the problem of redevelopment of our com-
munities. And it always struck me while we were debating that
that we had in hand a tool that was already doing a pretty good job
in States like California, Minnesota, Iowa, and others in tax incre-
ment financing. '

Since the House did its job on tax exempts, I have noticed there
is a fair amount of confusion out there about the relationship be-
tween various kinds of exempt bonds and confusion between gener-
al obligation bonds, and revenue bonds and so forth. But, in par-
ticular, there seems to be a mixup in people’s understanding about
the differences between the tax exempt, or the TIF, tax increment
financing, arrangements that you testified to and IDB’s, the indus-
trial development bond.

I wonder if you might make clear for the other members of the
committee or the record what the difference or the distinction is.

Senator WiLsON. Senator Durenberger, there are several distinc-
tions. First, the industrial development bond can be used to finance



20

private business ventures, whereas, tax increment financing is
available-only to a public redevelopment agency and only for the
specific purpose of assembling land that is to be redeveloped. It can
qualify under almost all of these 35 State laws only if the land in
question qualifies for the legal term “blight.” That is not a poetic
term. It is a legal term of art. And without a verbatim definition, it
involves the physical deterioration of the area affected to the point
where it is not paying its fair share of property taxes and where it
is in fact generating problems of a social nature as well.

With respect to repayment, the IDB’s are repaid from private
sources. They often involve no commitment of public funds. A
public agency is involved as the technical issuer. In contrast, tax
increment is repaid by local property taxes derived from the local
property tax base. And it is a simple but ingenious idea. The rede-
velopment creates new values. The new value is earmarked for the
redemption of the bonds. But the only Federal participation here
obviously is in terms of the exemption to make the bonds attractive
on the market.

There are other distinctions that relate to the limits, tax incre-
ment, because it is only repayable through local taxes or limited
obviously by the availability of local taxes, and by the local willing-
ness to commit those dollars under the choice given to the local
agency by State law.

But, in effect, there is a guarantee because of State law and the
decision taken by a local government to create a redevelopment
agency.

But essentially they are for different purposes, even though both
generate employment.

Senator DURENBERGER. Mr. Chairman, I trust we will take our
colleague’s advice in the drafting of the Senate Finance Committee
version.

The CHAIRMAN. I think we will take all of our colleagues’ advice
on everything. Thank you very much, Senator. We appreciate it.

Senator WiLson. Thank you, Mr. Chairman.

The CHAIRMAN. Our next witness is Congressman Frenzel. Is he
here? He is on his way. He is a little late. Let’s move on to the next
panel then. I don’t know how long he will be. And let's take a
panel of Mr. Bernard Tresnowski and James MacDonald. If Con-
gressman Frenzel comes, I will interrupt you just momentarily and
put him on.

[The prepared written statement of Senator Wilson follows:]
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TESTIMONY BY SENATOR PETE WILSON

BEFORE THE COMMITTEE ON FINANCE

UNITED STATES SENATE

REGARDING TAX INCREMENT FINANCING

FEBRUARY &4, 1986
SD-215



IOENSR L APPRECIATE THE CPPORTUNITY TO APPCAR BEFORE
My TTEE TArAY  ALTHOUGH | HAVE PREVIOUSLY SUBMITTED
DMty BEOARE NG THE TMPORTANCE OF TAX-EXEMPT FINANCING TO THE
Mo TARTA VIABILITY OF STATES AND LOCALITIES, THE
vOF TeE S THATION COMPELS ME TO TESTIFY AGAIN.

o=t THREATENT TO CRIPPLE A MOST [MPORTANT RECEVELOPMENT
T Ty NTREMENT FINANCING.  THIS MORNING | WANT TO DISCUSS
: TP CANCE OF TAX INCREMENT FINANCING -- A PERSPECTIVE THAT
SMC o h EART FROM MY EXPERIENCE AS MAYOR OF SAN DIEGO AND AS
»hey DhTOW Tt EAGUE OF CALIFORNIA CITIES.

ME TRECEMAN, TAX INCREMENT FINANCING ENABLES COMMJN!TIES‘
e T THE COUNTRY 70 RESPONSIBLY HELP THEMSELVES EL IMINATE
! et AND FOSTER REDEVELOPMENT.  THIS FINANCING TOCL ASSUMES
. SRR R ATER 'MPORTANCE TO LOCALITIES BECAUSE THEY CAN NO LONGER
Thaenr of FENERAL GRANTS TO HELP MEET THEIR REDEVELOPMENT NEEDS.

PN ORATE RUGHT AND REDEVELOP THEIR CITIES, THIRTY-FIVE

=AVE ALUTHORIZED PUBLIC LAND ASSEMBLY FINANCED BY [|SSUANCE

Tty NIREMENT CR TAY ALLOCATION BONDS. THE BONDS ARE REDEEMED

P RROOERTY TAxt S DFRIVED FROM THE INCREMENT OF INCREASED
S0 vACLATICN OF THE PROPERTY AFTER REDEVELOPMENT. THE

A PROPERTY TAXES FLOWING FROM REDEVELOPMENT ARE ALLOCATED BY
A TOORETIREMENT OF THE BONDS. AFTER WHICH THEY ARE

Lot aB P P 0P GENERAL LOCAL GOVERNMENTAL PURPOSES.




PAGE 2--TAX INCREMENT FINANCING

IN SHORT, REDEVELOPMENT FINANCED BY TAX INCREMENT CREATES NEW
VALUE WHERE SLUMS STOOD. NEW LOCAL REVENUES AND NEW JOBS WHICH
PRODUCE NEW STATE AND FEDERAL REVENUES. NONE OF THESE BENEFITS
WOULD BE CREATED WITHOUT REDEVELOPMENT AND REDEVELOPMENT WOULD
NOT TAKE PLACE WITHOUT TAX INCREMENT FINANCING NOT IN CALIFORNIA,
NOR ANY OF THE 35 STATES WHICH HAVE CHOSEN TAX [NCREMENT
FINANCING AS ITS METHOD OF FUNDING PUBLIC RECLAMATION OF BLIGHTED
NE I GHBORHOODS .

REMEMBER, TAX INCREMENT FINANCING MEANS IMPROVING AN AREA
USING THE INCREASED LOCAL TAX BASE AND REVENUES RESULTING FROM
REDEVELOPMENT. LOCAL TAXES REPAY TAX INCREMENT BONDS, NOT STATE
OR FEDERAL MONIES. THE SOLE FEDERAL PARTICIPATION IN THE PROCESS
OF STATE REDEVELOPMENT IS THE EXEMPTION OF INTERESYT PAID TO BOND
HOLDERS FROM FEDERAL INCOME TAXATION,
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PAGE 3--TAX INCREMENT F INANCING

ELIMINATING OR SEVERELY RESTRICTING THE TAX-EXEMPT STATUS OF
TAX {NCREMENT BONDS AS H.R. 3838 PROPOSES WOULD BE SHORT-SIGHTED
IN THE EXTREME, PARTICULARLY WHEN THE JOINT ECONOMIC COMMITTEE
RECENTLY IDENTIFIED CAPITAL FINANCING NEEDS NATION-WIDE OF $1.1
TRILLION THROUGH THE YEAR 200, OR $73 BILLION ANNUALLY FOR THE
EXTENSION AND RENEWAL OF AMERICA'S VITAL INFRASTRUCTURE -- MUCH
OF WHICH CAN BE ACHIEVED THROUGH STATE REDEVELOPMENT EVEN UNAIDED
BY FEDERAL COMMUNITY DEVELOPMENT GRANT FUNDS FORMERLY AVAILABLE,

BUT |T CANNOT BE ACHIEVED, MR. CHAIRMAN, IF THE TOOL CHOSEN
BY CITIES ALL ACROSS THE NATION, TO TRANSFORM THEIR DOWNTOWNS AND
NE IGHBORHOODS FROM BLIGHTED DRAINS ON CIVIC BUDGETS TO VIABLE
COMMUNITIES, IS NOW DENIED THEM AS HR 3838 PROPOSES I[N 1TS MOST
UNWISE CONSTRAINTS UPON TAX ITNCREMENT FINANCING,

OVER THE LAST FIVE YEARS FEDERAL FUNOING FOR REDEVELOPMENT
HAS DROPPED 4@% [N NOMINAL DOLLARS -- BEFORE GRAMM-RUDMAN-
HOLL INGS. REFORMS AND DEFICIT REDUCTION EFFORTS ARE ESSENTIAL,
HOWEVER, QUR WELL INTENDED "REFORMS"™ MUST NOT UNJUSTLY IMPAIR THE
ABILITY OF STATE AND LOCALITIES TO MEET THEIR RESPONSIBILITIES.
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PAGE 4--TAX INCREMENT FINANCING

AT THE SAME TIME THAT STATE AND LOCAL GOVERNMENTS ARE BE ING
ASKED TO SHOULDER GREATER BURDENS AND COSTS, CONGRESS MUST NOT
ELIMINATE THE VERY TOOLS THESE ENTITIES HAVE RELIED UPON TO
FINANCE THEIR TRADITIONAL RESPONSIBILITIES,

MR. CHAIRMAN, | KNOW FIRST-HAND THE 'MPORTANCE AND SUCCESS OF
TAX INCREMENT FINANCING. ABOUT 1@ YEARS AGO SAN DIEGO UNDERTOOK
AN AMBITIOUS PLAN TO TURNAROUND ITS DOWNTOWN WHICH WAS LITTERED
WITH TATTOO PARLORS, ADULT BOOK STORES, PEEP SHOWS AND THE LIKE.
THE TAXES GENERATED FROM THE AREA DIDN'T COVER THE COST OF PUBLIC
SERVICES.

THANKS TO TAX [NCREMENT REVENUES, TODAY DOWNTOWN SAN DIEGO 1S
THE HOME OF NEW OFFICE TOWERS AND HOTELS, A MAJOR RETAIL CENTER,
AN EMERGING RESIDENTIAL NEIGHBORHOOD 1MPROVEMENTS WHICH HAVE IN
TURN SPURRED ON-GOING, EXTENSIVE PRIVATE RESTORATION OF AN
ABUTTING HISTORIC DISTRICT. SEVERAL THOUSAND JOBS HAVE BEEN
" CREATED -- 25 PERCENT OF THESE WERE FILLED BY FORMERLY UNEMPLOYED
PERSONS.
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PAGE 5--TAX INCREMENT FINANCING

MR. CHAIRMAN, | CAN TELL YOU CATEGORICALLY THAT THIS
REDEVELOPMENT WOULD NEVER HAVE HAPPENED WITHOUT TAX |INCREMENT
BONDS. TAX INCREMENT FINANCING ALLOWED SAN DIEGO TO HELP ITSELF
AND TO MEET ITS INDIVIDUAL NEEDS. ALTERNATIVE FINANCING WAS NOT
AVAILABLE THEN AND TODAY'S BUDGET DEF ICITS MAKE ALTERNATIVES
VIRTUALLY NON-EXISTENT.

GIVEN THE OBVIOUS BENEFITS MADE POSSIBLE OMLY BY TAX
INCREMENT FINANCED REDEVELOPMENT, WHAT JUSTIFICATION IS THERE FOR
REMOVING THE FEDERAL INCOME TAX EXEMPT STATUS THAT MAKES IT ALL
POSSIBLE? REVENUE ENHANCEMENT?

MR. CHAIRMAN, TAX [NCREMENT BONDS MAKE UP LESS THAN ONE
PERCENT OF ALL TAX EXEMPT BONDS [SSUED NATIONWIDE. THEREFORE,
WHILE THE PROJECTED REVENUES GENERATED WITH THE TAX EXEMPT BOND
PROVISIONS IN H.R. 3838 ARE LESS THAN $3 BILLION FROM FY 87-90,
TAX [NCREMENT FINANCED REDEVELOPMENT CAN BE EXPECTED TO GENERATE
LESS THAN $3@ MILLION [N NEW FEDERAL REVENUES DURING THOSE FOUR
YEARS. NO, MR, CHAIRMAN, THERE WOULD SEEM TO BE AT BEST A WASH
AND NO REAL REVENUE ENHANCEMENT TO JUSTIFY ELIMINATION OF TAX
EXEMPT TAX {NCREMENT BONDS.
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BUT IN FACT ELIMINATION OF THE EXEMPTION COULD KILL
SUBSTANT AL OTHER SAVINGS TO THE FEDERAL GOVERNMENT ACHIEVED BY
THE USE OF TAX INCREMENT BONDS TO REDEVELOP BLIGHTED AREAS. IN
LOS ANGELES. THE BUNKER HILL REDEVELOPMENT TRANSFORMED A $100
MILLION TAX BASE IN 1959 TC A MORE THAN $2 BILLION TAX BASE
TODAY. IT ALSO BROUGHT THOUSANDS OF NEW JOBS. THE ECONOMIC LOSS
CAUSED BY H.R. 3838'S STIFLING OF REDEVELOPMENT WILL EXCEED THE
SAVINGS GENERATED BY LIMITING TAX INCREMENT FINANCING. ASK ANY
LOCAL OFF ICIAl. CHARGED WITH ECONOMIC DEVELOPMENT: JOBS COME TO
REDEVELOPED AREAS AND JOBS FLEE FROM BLIGHTED AREAS., YOU FIND
WELFARE OFFICES IN SLUMS DOING HEAVY BUSINESS, NOT EMPLOYMENT
OFF ICES.

H.R. 3838 CLASSIFIES TAX INCREMENT BONDS AS "NONESSENT IAL

- FUNCTION" BONDS SUBJECT TO A CAP AND OTHER STR1INGENT

RESTRICTIONS. WHO SAYS THAT SLUM CLEARANCE AND THE REPLACEMENT
OF PHYSICAL AND SOCIAL BLIGHT WITH NEW VALUE. NEW REVENUES, AND
NEW JOBS IS A "NON-ESSENTIAL FUNCTION?" REDEVELOPMENT BONDS ARE
PUBL IC PURPOSE BONDS WHICH MERIT TAX EXEMPTION EVERY BIT AS MUCH
AS OTHER BONDS BACKED BY STATE AND LOCAL TAXES.

60-412 0 - 86 - 2
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PAGE 7--TAX INCREMENT FINANCING

HOW IN THE WORLD COULD THE SAME ADMINISTRATION THAT HAS
ENTHUSIASTICALLY ENDORSED TAX BREAKS TO REHABILITATE "URBAN
ENTERPRISE ZONES™ NOW SEEK WITH THE OTHER HAND TO TAKE AWAY THE
TRADITIONAL TOOL OF TAX EXEMPTION FROM REDEVELOPMENT?

BUDGET DEFICITS HAVE REQUIRED REDUCTIONS IN FEDERAL FUNDS TO
CITIES AND NEW FEDERALTSM HAS BROUGHT SHIFTING ROLES. AS OUR
LOCALITIES NOW ASSUME AS A RESULT THE ALMOST EXCLUSIVE
RESPONSIBILITY FOR THE NATION'S OVERWHELMING INFRASTRUCTURE AND
REDEVELOPMENT NEEDS, [T IS IRONIC -~ NO, INCONCE{VABLE -- THAT
CONGRESS WOULD AT THE SAME TIME BY H.R. 3838 ELIMINATE OR
EFFECTIVELY "GUT" THE MOST EFFECTIVE AND VIABLE FINANCING TOOL
AVAILABLE TO STATE AND LOCAL GOVERNMENT. T0 DO SO WOULD BE A
PERNICIOUS.IDEA, WHATEVER GOOD INTENTIONS MAY HAVE INSPIRED IT,
AND A GRAVE ERROR WHICH WOULD BE MEMORIALIZED IN THE UNADDRESSED
DECAY OF AMERICA'S CITIES.
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STATEMENT OF BERNARD R, TRESNOWSKI, PRESIDENT, BL.UE
CROSS AND BLUE SHIELD ASSOCIATION, CHICAGO, IL

Mr. TresNnowskl. Thank you very much, Mr. Chairman, and
members of the committee.

1 appreciate the opportunity to appear before you on behalf of
the nearly 80 million Americans who receive their health coverage
from Blue Cross and Blue Shield plans.

What I want to focus on today are the special needs of 11 million
people covered by our plans as individuals and many more of those
in small groups. Many of these people are high health risks and
cannot secure adequate, affordable health coverage from any other
source.

Since our plans were founded by people with vision, courage, and
determination in communities all across our land, they have con-
tinued to provide comprehensive affordable health coverage on a
nonprofit private sector basis to the most vulnerable of our citi-
zens: the sick, the elderly, members of small employer groups and
individuals with no group affiliation.

The unique business practices followed by our Blue Cross and
Blue Shield plans include, first, returning a much higher percent-
age of premium payments to individual subscribers in the form of
benefits than do commercial insurers. We return an average of 88
cents of every premium dollar compared to 54 cents by commercial
companies.

Next, offering individual coverage. By definition, individual sub-
scribers represent higher risks than group members, and this is
one of the reasons that a number of major insurance companies
have stopped offering individual coverage.

Third, guaranteeing persons leaving a group and their family
members the right to convert to affordable individual coverage;

Next, continuing to provide small group coverage to employees
and their families. We have remained in the small group market
even as commercial insurers have come and gone.

And, finally, setting the standards for communitywide cost con-
tainment, engaging in practices that benefit not just our own oper-
ations, but the entire community as well as our competitors.

That the Blue Cross and Blue Shield plans have been able to con-
tinue these practices and remain competitive in the marketplace is
a tribute to a very delicate balance developed over half a century.
This balance has been maintained despite the introduction of expe-
rience rating by commercial insurers. This balance has been main-
tained despite the provision in the ERISA Act which allows self-
funded groups to be exempt from the growing list of State require-
ments.

This balance has been maintained through the aggressive pursuit
of cost containment, and the tax exemption itself. When combined,
these two factors allow our plans to achieve that delicate balance
between income and expense while providing coverage to millions
of high risk individuals.

That balance is now in jeopardy because of the tax bill passed by
the House. That bill singl)es out Blue Cross and Blue Shield plans
while continuing the exemption from tax of HMO’s and self-funded
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plans which are the fastest growing segments of the health insur-
ance market.

The further advantage to competitors who continue to avoid high
risk, high cost individuals and small groups will put even greater
pressure on the Blue Cross and Blue Shield plans and their current
business practices.

For Blue Cross and Blue Shield plans to remain competitive
while covering the new cost of taxation would require an increase
in small group and individual rates. And when this occurs, lower
risk individuals will be inclined to seek coverage elsewhere, forcing
premiums for those who are left—primarily high risk individuals—
even higher.

As the spiral of increased risk and costs combined with the re-
duced subscriber base accelerates, the bottomline is clear. Many in-
dividuals and small group members, those who need our coverage
most, would be priced out of the market and plans would be forced
to change their enrollment practices to limit access to coverage.

Not only will the delicate balance be lost but the Federal Gov-
ernment would be a major loser as the disproportionately high cost
of health care for hundreds of high risk individuals, unable to
afford a secure coverage from our plans, moves to the public sector.

The results of ending our tax exempt status are clear. The dollar
cost to the Government will be greater than the revenue gained.
The social cost of forcing proud, independent people to seek Federal
assistance would be devastating. The entire proposition runs con-
trary to national policy goals of private sector initiative and re-
duced Federal spending.

The Nation’s Blue Cross and Blue Shield plans are unique; they
work. For the Congress to turn its back on that record of perform-
ance would be a tragedy of enormous proportion.

Clearly, there is no rational reason to tamper with the ability of
Blue Cross and Blue Shield plans to serve communities across

@ America, nor with the right of millions of Americans to secure af-
fordable quality health coverage through the private sector.

Thank you very much, Mr. Chairman.

[The prepared written statement of Mr. Tresnowski follows:]
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TESTIMONY NOF BERNARD R, TRESWIWSHKI
PRESIDENT, BLUF CROSS AND BLUE SHIELD ASSOCIATION

ENATE JOMMITTIEE ON FINANCE

v

FEBRUARY 4, 1336

Mr. Chairman, Members of the Committee. I appreciate
the opportunity to appear before you today on benalf of the
nearly 30 million Blue Tross and Blue Snield Plan subscriders

throujhout the cudntry.

The delinerati1>1s f the Committee cin have a Jirect
1mpact on the aff>srdanility and gquality of the health care
coveraje of millisns of our subscribers -- particularly those

wheo are not members »f larje employer jroups.

AsS you know, the 85 Blue Cross ani Blue Snhield Plans are
non-profit, community-based >rganizations that have been
exempt from federal tax for important dudlic policy reasans

since their creation in the 1930's.

These community-based Plans continue to earn that tax
exemption every day by providing comprehensive, affordable
health care on a non-profit basis to the most vulnerable of
our citizens -- the sick, the elderly, members of small
employer Jroups and individuals who have no group

affiliation,
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Now the tax exemption 1S threatened. For reasons that
we and our subscribers find difficult to understand, the

HYouservoted to remove the half-century-old tax exempttion.

It 1s 1maportant to note that the removal of the2 Plans'
tax exemption was not included 1n the President’'s tax reform
recommendation nor was 1t included in either of the two maior

Conygressicnal tax initiatives,

There was no opportunity for hearings or detailed
analysis of the 1mpact that removal of our tax exemption
would have on the health care delivery system or on the
ultimate cost t> the government. The provision was approved
by the committee on a voice vote and there was no opportunity

f>r the full House to review 1t.

It 1s now up to the Senate to examine the impact,.

We nelizxve 1t will rapidly become clear that:

o the dollar cost to the government of removing the
exemption would be greater than the revenue gained,

o the social cost of forcing proud, independent
people to seek federal assistance for their health
care would be incalculable, and

o this threat to a truly remarkable private sector
program embodied in the Blue Cross and Blue Shield
system runs contrary to the national policy goals
of private sector initiative and reducing federal

spending.
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I believe that taxinj the Plans would be destruictive to
our organization’'s purpose of ﬂeetxnb the needs of the
communities we serve., The Plans’ ability to assure iccess to
afforiable, qudality health care coverage -- the keystone of

the Blue Cross and Blue Shield concept -- would be severely

limited,

In short, the added financial burden placed on the Plans
throu;n the House ni1ll would be a3 tax on the peosdple we serve,
and would fall the most heavily »n the penple who need
alequate health coveraje the most,

Rates would have t> be increased, and our ability to
cover the hijhest risks and provide other unigque services

that meet our communities’ needs would be seriously

diminished.

we would be left with a situation where the need for the
Blue Cross and Blue Shield concept would remain, but it would
he 1mpossible to reinvent it within the privaté sector. This

time the burden would fall on the government,
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Foundiny »f Blue CZross and Blue Shield

o understand the role of ocur orjanization, we should
oriefly r2712w how and why Blue Cross and B8lue Shield Plans
leveloped as one of the private sector's most succecsful

health projrams,

The worldw: le depression of the lQ}Os‘exacerbated an
already serious lack of access to adequate health care
services., The response throughout much of tne rest of the
world was the development of national health care Jelivery or
national health insurance projrams, turning health care

financing 1nto a function of the national jovernment,

In the United States, we took a d:fferent approach -- a

private sector approach.

Beyinning in 1929, non-prafit.communlty-based
orjanizations were created by a cross section of local
leadership -~ first in Texas, but quickly in the other states
-- to sign contracts with hospitals for the provision of
hospital care in return for payment of a periodic fee. These
hospital care orjanizations became known as the Blue Cross

Plans,
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Blue Shield Plans -- similar non-profit community-based
organizations formed to provide EthlClanS' services -- soon

followed and the concept rapidly spread throughout the
country,

The Blue Tross and Blue Shield concept truly was
revoluitionary. Th2 Plans proved that pre-paid health care
coveraje could oe provided at affordable rates to the vast

Md;ority of Anerican consumers,

I'portantly, the Plans proved that such coveraje could
be provided in a private sector context, independent of the

Jovernment,

In recognition of the fact thav the Plans were operated
on a non-profit basis providing impnrtant services to their
communities, they were judged by the Internal Revenue Service
to be exenpt from federal taxation under section 501(c)(4) of
the Internal Revenue Code. Since the 1930's the IRS has
consistently recognized the tax exempt status of the Blue

Cross and Blue Shield Plans.



36

6

T.mmerciil Insurers Enter the Market

The Blue (Cross and Blue Shield Plans invented the

. Trlept now KnOwn as health insurance. Seeinj that 1t

W o Teel, I0TTerlial 1nSurance ¢ompanies were (Juick to foliow
tce lwal. By 1363, mor2 than %070 insurance companles were
1+ *L.-~L, writing health 1nsurance.

ser2 has alweavs been an important difference between

<. Tress and 3iye shield Plans and the commercial

!
1

"~
1

0

rs, nowever, That Jdifference 1s one of purpose and
.l s iRy Lnderscured by day-to-day operating practices.,
Tre Plans have a stronjg oblijation to their communities, as
weoa 15 tO therr subscribers, and discharge those community
L.33%71°75 in ways that do not add to the "bottom line."
m~erZial 1nsurers Jdo not share those community obligations
37, ja.te understandatly, oOperate to maximize the return to

el sharenclders,

Tre philnsophical differences between the Plans and the
.ommer>1al i1nsurers lead to very real differences in

petavior.,

Commercial 1nsurers concentrate on low risk and/or high
profit groups and 1ndividuals while Blue Cross and Blue
Shield Plans recognize their obligation to serve the full

ranje of thelir communities health coverage needs.
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rne Changing Environment

Phe 1mpact ~f tne commercial i1nsurers’ practlc2s was to
significantly chanje the envirsnm21t 1n which Blue Jross and

3lue Shield Plans operate.

In the early years, for example, the Plans followed the
practice H>f community ratinj, meaning that rates were set in
sdch a way as to) spread the cost Of coverage acro;s all types
2f risks. They offered everyone 1n the Jommunity the same
benefits at the same price -- regardless of their age, health
status or employment., The commercial 1nsurance compan.es
Juickly bejan moving toward a Jifferent system known as
exparience ratinjy which, 1n 1ts simplest form, means that the

lowest risks pay the least for coverage and vice versa.

The effect of this change was that commercial insurers
could nffer coverage at lower rates to jJroup policy holders

who present the lowest risks and costs,

Blue Cross and Blue Shield Plans were forced to modify
their practices to take into account what the commercial
1nsurance companles were doing. They had no choice but to
continue to be effective competitors in the large group

market by adopting experience-based pricing. To lose the
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large jroup business would have left the Plans with only
high-risk individuals and small groups who, alone, would have

threatened the Plans' viability,

On the other hand, the Plans did not abandon small
Jroups and 1ndividuals. It is these small groups and
individuals who are finding 1t 1ncreasingly difficult to
obtain affordable health care coverage from the commercial
insurers -- or from anyone else ~-- and who must rely on the

Plans to provide coverage at affordable rates.

In short, the Plans have been forced to adapt their
practices tao the world of the free market, but as tax-exempt
organizations, they also maintain a pattern of behavior that

1s far more community-oriented than cheir competition.

Blue Cross and Blue Shield Plans' Business Practices

The Difference

Blue Cross and Blue Shield Plans’ business practices are
different and demonstrate Plans' unique community orientation

in several ways,

The Plans return a higher percentage of premium payments

to subscribers in the form of benefits than do the commercial

insurers, Plans return, on average, 89 cents of each dollar
collected in premiums from individual (nongroup) subscribers,

compared with S4 cents, on average, for commercial insurers,
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All Blue Cross and B8lue Shield Plans offer i1ndividual

coveraje. Eleven million of our nearly 80 million
subscribers are 1ndividuals who do not belong to groups and
who represent, by definition, higher risks than group

members,

It 1s precisely because of the high risks involved in
coverinyg individuals that 1n recent years a number of major
insurance companies have publicly announced that they have
stopped offering i1ndividual coverage. The president of one
major commerclal insurer stated that his ftirst decision on
takinj office was to stop the sale of 1ndividual health
insurance policies, Since then, he went on, the company has
acquired 17 other companies "all >f whom stopped the sale ([of

individual policies] the day we acquired them."

The reason that some commercial companies have stopped
offering individual cnverage is the volatility of the market
and the very real problem of adverse selection as explained
by a senior officer of one of the nation's largest insurance
companies:

"It seems clear to us that a very significant part of
our problem has been caused by the cumulative effect of
policyholders selecting against the company, aggravated by
the size of the rate increases which we've been obliged to

make. For example, a family in their forties with children

can easily be spending $300 a month for a health insurance
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plan, Now 1f there's a chance that they're not joing to need
that plan and they’'d rather spend the money on something
else, *there's a good probanhility that they'll drop it., IE
there’'s a chance, however, that they're goinj to use that
plan -- 1f somebody in the family has a health problem --

then the lixelihood 1s that they'll keep 1t."

In addition to the fact that many commercial insurers
are reducinj their commitmnent to individual coverage, it 1s
important to note that newer forms of health care coverage
such as Health Maintenance 0Organizations (HMOs) and Preferred
Provider Orjanizations (PPOs) often offer relatively little
individual c¢overage, and that the rapidly growing number of
employer self-funded programs, by definition, are not in the

business of offering individual (non-group) coverage.

Blue Cross and Blue Shield Plans juarantee individuals

who leave a group for any reason - and their

family members - the right to convert to individual cnverage

without waiting periods and without exclusions for

pre-existing medical conditions. This benefit helps protect

laid-off workers and their families from major financial
losses. Importantly, the right to automatic conversion
applies to divorced spouses, widows, widowers and families of

covered group members.
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The right of conversion 1s ndothinj new for the Plans,
They have always offered 1t voluntarily.

Ty f5rce ¢ommerclal 1nsurers to come up to odur
standards, 30 states now require the right of conversion --
but that does not mean individuals can actually afford the
coveraje, When penple leave their jobs, they are usually nnt
1n 3 positinn to buy tnsurance, and will 3o so only 1f they
are already si1ck or think they might need the coverajge. This
makes 1t Jdifficult to keep that coverage affordable since

only the most high-risk, high-<nst 1ndividuials are attracted.

Commercial tnsurers jenerally 1o not want to be 1n the
business of providing cove}age for these nhi1ijh risk
individuals, and therefore may price their coverage at high
rates., While 1t 1s available, it may not be affordable. For
example, last year in Maryland a major commercial insurer,
complying with state law, offered a laid-off worker
individual coverage -- for an annual premium of $10,000. The
Maryland Blue Cross and Blue Shield Plan provided comparable
coverage to that individual for less than one-fifth of that
rate - even though the individual had been a member of the

competing commercial insurer's group for 15 years.
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Finally, we make every effort to keep individual
conversion coverage as affordable as possible. On a
nationwide averaje basis the Plans pay out 97 cents 1in
benefits for every dollar of premiums collected on conversion
policies. This means that most of the Plans lose money on
conversion policies since the three cents the Plans retain is
not enough to cover administrative costs. Another way that
we make conversion coverage more affordable is that some
Plans voluntarily charge the person leaving the group a

premium based on the group's rate.

Plans traditionally do not base the price of 1ndividual

coverage on a person's medical condition. This is of

si1gnificance for those who otherwise could not obtain
affordable health care coverage. The president of a major
health 1nsurance company, representing the Health Insurance
Association of America before a House committee in recent
hearings commented on the quite different practices of the
commercial carriers with respect to pricing of individual

coverage:

"All relevant health-related information is evaluated
by the underwriter and an assessment of risk is made,
Applicants are then asked to pay a premium that reflects
their level of risk. For those who's risk is very high, no

offer can be made."
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Even in today's highly competitive market, our practices

with respect to individual coverage are substantially more

liberdl than commercial insurers. For example, Plans

representing well over half our subscribers offer coverage

regardless of medical condition. In those Plans, subscribers

are accepted regardless of medical history. This means that,
by definition, we cover people who we know, in advance, will
incur extraordinarily high costs. Importantly, these
practices are by no means just a relic of the past; Plans 1in
California and North Carolina have just announced new open

enrollment policies,

The value of these practices is demonstrated well by an
excerpt from a report of the State Insurance Commissioner in

New York:

"Based on our survey of eight commercial carriers, three
offer no individual health insurance coverage and those
carriers that do provide individual coverage require evidence
of insurability before the policy is issued. Uninsurables
have no option to obtain health insurance from commercial
insurance carriers on an individual basis and substandard
risks pay an additional premium based on the severity of
their pre-existing condition or have a waiver of coverage

attached to their policy for a known condition.,”
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Blue Cross and 3lue Shield Plans continue t3 provide

snall groip toveraje that many commercial insurers have

conclyde s andesirable high cost/high risk business that
they “1.1. 10 1ger provide. The Plans have always remained

11 the small jroup market, even as commercial insurers have

come and jone.

Jne larje commercial i1nasurer noted recently that many
companies ~ithirzw from small jroup coverajge followinj tha
"trauma™ of the mii-1970's only to return in the eacly 1930's
"when .ompanies ajain saw small group business as attractive
ootin £ - their 3ajents and for its-potential profit. However,
10w once ajain, following the losses of 1981, confidence has
been shaken. 1Ia fact, the chief executive officer of one
company very active in small .3roup has been reported as
531yinj there 1s no way a company can any lonjer operate

profitanly in this business,"

Those commercial insurers who remain in the small group
market are highly selective in the risks they accept, often
excluding group members or their families for pre-existing

medical conditions,

Blue Cross and Blue Shield Plans accept small groubs

without excluding employees in the groups -- or their family
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members -- because of medical problems. Nearly all Plans
accept groups as small as ten on those terms, and many Plans
accept groups as small as five and even three with no
restrictions because of medical problems., This practice
makes Blue Cross and Blue Shield Plans extremely vulnerable
to enrolling high-cost subscribers, those who already have a

medical problem.

These differences 1n definition and practice are not
simply an academic point. To the thousands of small
businesses, to the entrepeneurial start-ups that provi&é
future job opportunities, adequate and affordable health care
coverage for all employees is an expected benefit. If such
coverage were not available, there would be a significant
impact on the ability of these companies to hire and retain

qualified employees.,_

Blue Cross and Blue Shield Plans consistently set the

standard for community-wide cost containment. The Plans

engaqge in activities that benefit not just their own
operations but also their competitors’' and the community at
large., For example, a majority of Plans state in their
hospital payment contracts that they will not pay for costs

incurred against the recommendations of local health planning
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commissions. Clearly 1f such action by Plans prevents an
unnecessary hospital wing from bein3j built, the whole
community benefits by avoiding unnecessary health care costs.
Another example 1s our Medical Necessity Program in
which the Plans work with national medical specialty
orjanizations and i1ndependent consultants to define and apply
good standards of practice to the utilization of services.
To date, this has 1involved about 85 individual procedures
including respiratory therapy, hospital admission testing and
cardiac care. One study of hospital admission testing
resulted 1n savings of $22 per admission. Our leadership 1in
this area is illustrated by the fact that government programs
frequently adopt the findings of the Medical Necessity

Program,

Finally, the Plans have been heavily 1involved 1n
improving hospital administrative procedures 1ncluding fraud
detection, adjustment for changes in the pattern of
procedures due to utilization review and billing or
accounting error reduction. We believe that Plans do far more
of this kind of work than does any other entity and that the

community-wide impact is significant.
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Competitive Position

Gne point is clear. The Plans accept subscribers --
individuals, small group members -- who are not accepted by
or who cannot afford quality coverage from any other
providers of health care coverage. And we provide such
coverage in good times and bad. As an inevitable resul!', we
end up with a dJdisproportionate share of high risk, high cost

individuals.

A recent study at a New York State Plan showed that one
third of subscribers were rated by an outside consultant as
"high risk." These subscribers had health costs 84 percent
above average and acconunted for one-half of all claims paid
by the Plan. Yet the New York Plan and other Plans continue

to accept those higher risks -- and higher costs.

The Plans’ ability to compete and to perform their
community service role has been made more difficult by the
growth of self-funded health benefit programs that have taken
an increasing share of the large group market, due in part to
the influence of federal legislation., Self-funded programs
which include both single employer and multi-employer

formats, have been freed -- by ERISA -- from state regulation
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of thelr benefits, The Plans -- and commercial lnsurers --
on the other hand, are mandated by state law t2 offer
benefits that raitse the cost of coverage to employers. The
same ERISA provisions protect self-funded projrams from state

and federal taxation.

All of this makes 1t much more Jdi1fficult for the Plans
to compete with commercial insurers and self-funded jJroups --
while continuing to provide coveraje td> high-risk sejnents of

the marxet,

A Delicate Balance

That we can compete at all -- while coverinj so many
high risks ~-- is a tribute to a very delicate balance

d2veloped over 50 years of operations,

Jur ajjressive pursuit of cost containment 1s one key to
the Plans' ability to compete while carrying the costs of
high risk subscribers. We negotiate rates with doctors,
hospitals and other providers so as to establish the lowest

possible costs for our subscribers,

Then there is the tax exemption 1itself. Combined with

our cost containment activities, the absence of taxation
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allows most Plans to achieve that delicate balance between

income and expenses.

Impact of Taxing the Plans

Section 1012 of the tax bill approved by the House in
December (HR 3838) adds a new prcvision to the tax code --
parajraph 501 (m) -- that (with certain exceptions) denies
tax-exempt status to organlizations that provide
commercial-type insurance. The House Ways and Means
Committee Report makes 1t clear that the provision is aimed

directly at Blue Cross and Blue Shield Plans,

What this provision means is that we would be forced to
pay taxes on the amounts the Plans must add to reserves.
Suggesting that the Plans' net operating gains added to
reserves be taxed as profits is to totally misunderstand how
the Plans work and to misunderstand the i1mportance of

reserves.

Plans must generally maintain reserves adequate to cover
two~to-three months' claims in order to protect subscribers
from unpredictable events., The Plans must have some net
operating gains in order to add to those reserves to keep

them at that level because of inflation and new subscribers.
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trajic experience of AIDS 13 an example of how
reger/2s are, Empire Blue Cross and Blue Shield,
“ews York City has total 1ndisidual and group

rs n.mreriny 193 million and reserves that currently

L.t S2TN million,

federal jovernment recently estimated that health

5 for 3 si1ng3le AIDS victim will likely run between
ani 515J,332. At that cost, approximately 2000

1te i AI1D3 cases -- out of New York's 10 million

rs -- Wwuuld wipe out the Plan's en*t:re reserve. That
551012 ases 1S not unreasonable when you

trat rhe Plan knowinjly accepts subséribers already

as naving AIDS.
reaeryzs build up to more than necessary levels, it
bs.ribers wh) receive the benefits, ei1ther through

ters, r2funds or rebates.

fw O>ther hand, 1f the annual amounts added to

reserves are taxed, the Plans would need to make more money

t

-

maintaln the l1ncome/expense balance and keep their

reserves at adequate levels.,
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Doviously, the Plans would need to look very carefully
at how they would be able to absorb the new costs of
taxation. Competition among all providers of larje jroup
coveraje i1s so lntense thiat 1n gome cases premium Jifferences
of less than one percent on larje groups may determine who
wins a bid. If larje jroup rates offered by the Plans go up,
the Plans could lose sijnificant amounts of business,
reducin] their economies of scale and their ability to
effectively jeal with health care providers to hold Jown
costs. That would further upset the balance working 1nto a

spiral of evev increasinj costs and reduced subscriber base.

The immediate impact 7f taxation wouid be felt through
increascd premiums for those high risk individuals and small
Jroups least able to afford 1t. Consequently, many
individuals now protected by the Plans could be faced with
such high premiums that they would be forced to give up their

coveraje, with nowhere else to go.

ltimatdly, it is questionable how long the Plans could
maintain premiums adequate to cover the new cost of taxation
and remain competitive, If individual rates go up, many lower
risk individuals would drop their coverage altogether or
would seek coverage elsewheré, leaving the Plans with the
higher risk individuals and forcing even higher costs to be
shared among even fewer people. The Plans would ultimately

be forced to be more selective in providing coverage for the

higher risks.,
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The bottom line 1s clear: mény people -- 1individuals
and small group members -- will be priced out of the market
and/or Plans will have to chanje their practices to lLimit
access to coverage. In both cases, the result will be
hundreds of tnousands of people unable to obtain affordable

health care coverage.

Competitive Position Worsened

The House-passed bill makes it clear that health
maintenance organizations (HMOé) and voluntary employee
benefit associations (self-funded plans) are not to be taxed
along with Blue Cross and Blue Shield Plans., We must
question why the bill overlooks the enormous community
service contribution of the Blue Cross and Blue Shield Plans,
while placing the Plans at a distinct competitive

disadvantage, compared to these "non-traditional" insurers.

These "non-traditional" insurers are already the fastest
growing segments of the health care coverage market. If they
are given a further advantage over the Plans -- while they
continue to avoid high risk, high cost individuals and small

groups -- the balance would be upset.

The spiral of increased risk and cost combined with
a reduced subscriber.  base would accelerate, threatening the

way our organization serves the American people.
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Impact on the Government

The delicate balance of the Plans would not be the only

victim of the loss of tax exemption.

The federal government 1itself would be a major loser as
the disproportionately high cost of health care for hundreds
of thousands of high risk individuals and small group members

is passed un to the public sector.

A hypothetical but very conservative analysis makes the

impéct of taxation all too clear.

Blue Cross and Blue Shield Plans currently cover 11
million i1ndividual subscribers. Assume that only five percent
of this number -- which would total more than half a million
people -- are high risk individuals who will not be able to
afford significant premium increases. (This is a conservative
assumption 1n light of the New York study that revealed that
30 percent of individual and small group subscribers are

"ihigh risk.")

Now assume that each of these newly uncovered
individuals incur only $1600 dollars in health care costs
each year., Again, this is conservative siace $1600
approximates the estimated spending on health care for the

average American in 1984.



24

This all means that 550,000 high-risk i1ndividuals would
1ncur a total of $880 million dollars in health care costs
each year that would not be reimbursed by any form of health
care coverage, That compares to $1.7 billion that the House
Ways and Means Committee predicts would be generated as a

result of taxing the Plans over next five years. In other

words in two years the cost burdens of uncovered individuals
would exceed the projected government revenues from five
years of taxing our Plans,

While some of that nearly $1 billion annual shortfall
would be a cost to the health care system in terms of
enormous new bad debts, 1t 1s absoclutely inevitable that a
major portion would end up on the doorstep of government. It
is hard to believe that government costs would not,
therefore, increase by substantially more than the revenue

Jgained by taxing the Plans,

What is very 1mportant to re~4ﬁé§r 15 the basic purpose
of the tax exemption: 1t 1s, after all, 11tended to reduce
burdens on the government, Blue Cross and Blue Shield Plans
have been fulfilling that role for 50 years. 1If the Plans
are unable to continue their community function of covering
the highest risks, the government would have no choice but to

step in.
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Conclusion

Pt was over 5J years ajo, when the great Depression was
ravaging our nation, that Blue Cross and Blue Shield Plans
were born through the vision, courage and determination of
individuals in communities throughout the nation, These
people -- Considered to be impractical dreamers by many both
within and without the health field -~ had a vision of being
able to provide, within the private sector, affordable access

to health care,

The fact that they succeeded beyond their fondest
dreams, and that the Plans have continued to meet the
oblijatinns of their communities despite an ever-increasing

amount of competition, is an extraordinary accomplishment.

Our Plans have filled a void that most other nations
filled with massive government projrams. They have worked
hard to achieve and maintain a unique and delicate balance
between competitive survival and community service. The
story of how well they have succeeded is best told by the
millions of high risk individuals who have been protected
from economic disaster while having the added security of
knowing they can secure quality health care when they and

their families need it, -~
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For the Congress tJo turn 1ts back on the performance of
our Plans would be a tragjedy of endrmous proportisn., And in
purely bottom-li1e terms, 1t would he nighly counter-
productive to the government's jJod 2>f reducinjy spending and

halanciny the federal nudget.

The well xnown adajge "1f it ain't broke, don't fix it"
cnuld be applied to ocur Plans "and the service they prnvide
thelr comnunities., However, the current situation merits a
stronjer version >f the adage, namely, "If it ain't broke,

“

isn’'t nreak 1%,

Blue 7“ross ani Bliue Shield Plans are unique, They work.
Tilearly, there s no rational reason to tamper with their
P
avility™En serve commanres across America nor with the

right 5f milliions »f Americans to secure affordable, guality

Yealth care Ccoveraje through the private sector.
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The CHAIRMAN. Thank you, sir. Mr. MacDonald.

STATEMENT OF JAMES G. MacDONALD, CHAIRMAN, TEACHERS
INSURANCE AND ANNUITY ASSOCIATION OF AMERICA-COL-
LEGE RETIREMENT EQUITIES FUND, NEW YORK, NY

Mr. MacDonALDp. Thank you, Senator.

I am here today to urge that you continue the longstanding tax
exemption of Teachers Insurance and Annuity Association, TIAA,
and the College Retirement Equities Fund, CREF that H.R. 3838
would terminate.

Tlmst though, let me give you just a little bit of background on

It was started in 1918; but its history goes back to 1906. Andrew
Carnegie, having joined the board of Cornell University, learned
that colleges had no system for providing retirement income for
professors. He worried about this and what it could do to the qual-
ity of education. So he decided to fund a free pension system. The
Carnegie Foundation for the Advancement of q‘eaching was estab-
lished to administer it.

By 1916, it could already be seen that one man’s wealth, great as
it might have been, was not enough to provide pensions for a rapid-
ly growing educational community. So the foundation’s trustees
began a search for a practical and durable new system. A commis-
sion was created, made up of representatives of the various educa-
tional associations, and technical advice was provided by the actu-
arial societies.

At that time, the few pensions that did exist in business and in
industry were carefully defined as gratuities, or gifts to employees.
The benefits were not vested; the funding was not systematic; and,
of course, there were no guarantees.

The commission sought something that was vastly different. Its
concept of what a pension ought to be included some unique fea-
tures at that time. Benefits were to be contractually guaranteed;
they were to be immediately vested in the individual; they were to
be fully funded; and they were to be portable so that an educator
could move from one college to another college as his career ad-
vanced and the needs of the institution changed.

The final challenge for the commission was to create a central
structure that would give life to these revolutionary pension ideas.
The pension system thus designed was way ahead of its time and in
many respects it still is.

e proper supervision of this new system was deemed essential,
and so the commission turned to the then strictest regulator of in-
surance and annuity contracts in the Nation, the New York Insur-
ance Department, and a new system, TIAA, was accordingly
formed in New York State in 1918. _

The Revenue Service determined that TIAA was tax exempt be-
cause it was organized and operated exclusively for educational
and charitable pu s and it served only colleges, universities
and other related educational organizations.

Subsequently, the Revenue Act of 1926 recognized that the earn-
ings of business and industrial pension trusts were also exempt
from taxation as income, as they always had been.
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The point I would like to make is that TIAA’s present structure
and the annuity contracts that carry out its objectives are based on
a unique and pioneering history. Its vesting, funding, portability
and annuity guarantees are features that have for many decades
been recognized as the best of pension principles.

TIAA takes the form of an insurance company, but one that is
chartered to serve nonprofit educational institutions exclusively.

CREF was formed by a special act of the New York Legislature
in 1952 as a companion organization to TIAA and has the same
purpose and tax exemption.

In closing, TIAA’s primary purpose is to provide a portable
Nation-wide pension system and thereby aid and strengthen higher
education. The particular form of TIAA-CREF gives no special ad-
vantage when compared with pension programs of other organiza-
tions, and under all such plans, including TIAA and CREF, benefits
are taxed when retirement income is received.

I would like to say that I am joined in this petition for a continu-
ation of TIAA-CREF’s exemption by the American Council on Edu-
cation, the Association of American Universities, the American As-
sociation of State Colleges and Universities, the National Associa-
tion of College and University Business Officers, and the National
Association of Independent Colleges and Universities.

I thank you very much for your attention, and I would be
pleased to try to answer any questions.

The CHAIRMAN. Thank you, sir.

Before we take questions of the two of you—and both of your
statements will be in the record in full—I would like to take Con-
gressman Frenzel. Just stay at the table. Bill, why don’t you take
that microphone right next to them. He has got an entirely unre-
lated subject to testify on, and we will take him first and then
come back to the two of you.

[The prepared written statement of Mr. MacDonald follows:]
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BEFORE THE SENATE FINANCE COMMITTEE

Hearings on H.R. 3838, February 4, 1986

STATEMENT OF JAMES G. MacDONALD
Chairman and Chief Executive Officer
Teachers Insurance and Annuity Association
and
College Retirement Equities Fund

PROPOSED TAXATION OF PENSION PLAN FUNDS HELD BY TIAA AND CREF

Mr. Chairman and members of the Committee, I am James MacDonald,
Chairnan and Chief Executive Officer of Teachers Insurance and Annuity
Association and College Retirement Equities Fund, the nationwide pension
systen for higher educatlon.

My purpose today is to urge continuation of the long-standing tax
exemption for pension plan funds held by TIAAlCREF, which exemptien would be
terminated under Section 1012 of H.R. 3838.

It is well established under national pension policy that pensions
should not be taxed at the plan level, but taxed as income when received.
Currently, TIAA-CREF's tax exemption reflects that policy and puts higher
education's pension plans on an equal footing with other pension plans.

It 1s with the objective of maintaining that equal footing that I
appear before you today. Continuing TIAA-CREF's tax exemption does not put it
in a preferential position; repealing the exemption would put TIAA-CREF and
the institutions it serves in an inferior position.

The TIAA-CREF system was cited as an exemplary model of pension
funding, vesting, and portability in the Congressional discussions leading to

ERISA. I can only conclude that the proposal in H.R. 3838 to terminate
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TIAA-CREF's historic tax exemption is based on an Incomplete or inaccurate
understanding of the systenm.

History and Operation of TIAA-CREF. TIAA was created by college

representatives in 1918 to aid higher education by providing a pension system
to replace the free college pensions funded by Andrew Carnegie (after it
became clear that the financial burden of college pensions was too great for a
philanthropic organlzétion). The Carnegie Corporation of New York provided an
initial endowment for TIAA and made substantial additional contributions over
the period from 1918 through 1957. Further contributions in support of TIAA's
prograns have been made by the Ford Foundation and other charitable
i{nstitutions. A companion organization, CREF, was established in 1952 to
complement TIAA's college pensions through the -introduction of the first
variable retirement annuity. _

TIAA was formed as an Insurance company because this structure
provided the best means of assuring adequate regulatory oversight of its
funds. New York domfcile was chosen because the New York State Department of
Insurance was believed to offer the most effective supervision then avaflable.
CREF was formed by a Special Act of the New York Legislature and is subject to
similar supervision by the New York State Department of Insurance. Both
organizations were formed as nonprofit corporations, exclusively for
educational nurposes. As such, they are subject to the restrictions against
any private inurement of profits not only under their charter limitations but
also under charitable trust law.

TIAA-CREF's nationwide pension system is essentially a unique
multi-employer pension fund. About 98% of TIAA's assets are dedicated to
retirement anruities under the plans of educational institutions, and 100% of

CREF's assets are so dedicated. TIAA-CREF'S retirement system has for more
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than 65 years operated as an arm of higher education, providing the retirement
programs of colleges and universities throughout the fifty states. In
addition, independent schools, nonprofit research organizations, libraries,
museums and educational associations participate in this system, which
currently covers more than 3,600 educational organizations. TIAA-CREF
retirement plans are in operation at about 87% of private colleges and
universities, and those institutions employ about 89% of faculty in all
private colleges and universities. TIAA-CREF plans are also in effect in 63%
of publicly-supported colleges and universities, which coincidentally employ
63% of faculty in all public colleges and universities. In most public
institutions, the TIAA-CREF plan is an alternative to a public retirement
system. TIAA-CREF plans also cover large numbers of administrative, clerical
and service employees in educational institutions. TIAA-CREF has
approximately one million participants, including about 150,000 retired
employees of educatfonal institutions now receiving pension income. Most of
these participants are dependent upon TIAA-CREF and Social Security for their
principal retirement income.

Tax-Exempt Status of TIAA-CREF. TIAA in 1920, and CREF in 1953, were

determined by the Internal Revenue Service to be exempt from Federal income
taxes because they are organized and operated exclusively for educational
purposes. The charters of T1AA and CREF make their programs available only to
nonprofit tax-exempt educational organizations. Farticipating institutions
have relied on such exemption in depositing their retirement funds with TIAA
and CREF over many years. The pension plans of business and industrial
employers, under variocus provisions of the Internal Revenue Code, are afforded
the same treatment for their plans that TIAA-CREF's tax-exemption affords for

plans of educational institutions.
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H.R. 3838 Would Tax TIAA-CREF Pension Plans. The President's Tax

Proposals for Falrness, Growth, and Siwplicity did not propose to tax pension
plans. However, the House Bill in Section 1012 would terminate the
long-standing tax exemption of the TIAA-CREF pension system. Further, the
provision would be retroactive in its application to the pension funds
contributed to TIAA-CREF in reliance on i{ts tax-exempt status.

Yet, H.R. 3838 sould continue the tax exemption provided generally
for other pension funds--those of business and industrial as well as
charitable organizations--and whether held in self-administered or
bank-managed pension funds, mutual fund custodial accounts or insurance
company segregated accounts. Tax exemption would aiso continue for the
pension activities of fraternal organizations such as the Knights of Columbus.
Moreover, the Bill (I think appropriately) exempts the pension funds of Mutual
of America, a nonprofit, tax-exempt insurance company established to serve
social welfare organizations in a manner similar to the way TIAA-CREF serves
higher education.

Effect of Proposal to Tax TIAA. The termination of TIAA's tax

exemption under proposed Section 1012 would presumably result in the taxation
of TIAA under Subchapter L of the Code as if it were a commercial insurance
company. {CREF's technical status under the proposed statute would be
different and {3 discussed below.) This change in treatment means that
required additions to contingency reserves, including securities valuation
reserves mandated under state law, would not be deductible under Subchapter L
and therefore would result in tax liabilities. This taxation would directly
reduce the pension benefits payable to TIAA retirees, even though these
contingency reserves are used for the sole purpose of benefitting

participants.
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Contingency reserves are necessary because all TIAA retirement annuity
contracts contain minimum lifetime income guarantees. The contingency
reserves are established to protect these minimum income levels against
unfavorable mortality and investment experience. As retirement annuity
commitments have grown, these reserves, initially established by charitable
grants, have been maintained at a level (1) that meets the standards mandated
by the insurance laws and regulations of New York and other states, and (2)
that provides adequate protection against the risk of TIAA's defaulting on its
contractual guarantees. All TIAA income in excess of minimum reserve
requirements is credited to participants in the form of dividends to increase
the amount of annuity income during retirement.

TIAA's pension operations, including the contingency reserves that
support its pension guarantees, cannot fairly be treated the same as the
operations of commercial insurance companies. Its mission i{s to carry out a
function essential to each educational institution--the provisicn of a
portable retirement system for faculty andhstaff.

The contrasts between TIAA's operations and those of commercial
insurers include the following fundamental distinctions:

(1) TIAA was organized to aid higher education and is operated
exclusively for educational and charitable purposes. It is subject to
the charitable trust principles of commen law and New York statutes,
which are enforced by the Attorney General and courts of New York State.
(2) TIAA's initial reserves were established by a charitable grant and
subsequently supplemented by further charitable grants.

(3) TIAA pension annuities are designed for and available only to

nonprofit educational employers that qualify for tax exemption as
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descrited in Section 501(c){(3) of the Code or as publicly-supported
educational institutions.

(4) All of TIAA‘s pension funds have been contributed and accumulated in
reliance nn TIAA's tax exemption. This exemption was reagonably believed
to make it unnecessary for TIAA to adopt, or even_ponsider, a structure
that would minimize taxes, or for participating institutions to consider
alternative pension arrangements.

(5" The role and disposition of TIAA's contingency reserves are
distinctly different from the surplus and contingency reserves of
commercial insurance companies, whether stock or mutual. TIAA's
contingency reserves are maintained solely to enable the company to meet
{ts contractual guarantees in the event of unforeseeable adverse
circunstances. As the risk of encountering such adverse circumstances
subsides during the annufty pay-out period, any unused contingency
reserves are systematically paid out to retirees as annuity income.

The procedure s as follows: During the annuity accumulation stage,
all earnings in excess of those neecded to meet contractual guarantees and
administrative expenses are credited to participants as dividends, except
for amounts set aside in contingency reserves each year. As a result of
these regular set-asides for contingencies, an adequate level of
financial protection is graduaily developed by each generation of
participants.

During the annuity pay-out period, however, the need for back-up
financial grotection decreases year-by-year and ceases entirely when
annuity payments terminate. Accordingly, the contingency reserves that
remain unused at the end of the accumulation period are paid out to

retirces in the form of dividends which increase the total level of
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retirement income provided. For example, since 1982 TIAA has been able
to base its pay-out annuity dividend scale on a 12% interest rate despite
the fact that most of the assets underlying these annuities were invested
many years ago when prevailing interest rates were lower.

In this way, TIAA's contingency reserves enable it to provide a high
level of financial protection against unforeseen events and a lifetime
income guarantee to -participants.

(6) TIAA's contingency reserves (like all its assets) are restricted by
law to exclusive use for the benefit of nonprofit educational
institutions.

Thus, every dollar of pension contributions and the income therefrom
are used for pension or related benefits for tax-exempt educationai
institutions. In contrast, the surplus and contingency reserves of a
commercial stock insurance company that are noi needed to meet policy
commitments constitute profits avaflable for distribution tc stockholders, or,
in the case of both stock and mutual companies, are available at their
discretion to expand into brokerage, banking, financial consulting, or other
business enterprises. Thus, conmercial insurers differ from TIAR in that they
may accumulate their reserves, profits, and surplus for purposes which
ultimately inure to private commercial benefit. TIAA cannot use any of its
contingency funds to expand into other types ot business activities.

Problems of Restructuring the TIAA Systen. It has been suggested that

the tax consequences of the proposal to repeal TIAA's tax exemption could be
eliminated by "a simple restructuring which can easily be accemplished." In
fact, the problems associated with restructuring irould be formidable.
Restructuring the system would require substantial changes for TIAA and

participating institutions.
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The only way for TIAA to restructure to eliminate taxes would be to
eliminate guarantees. For existing pension funds, these guarantees could not
be eliminated without obtaining the consent of nearly one million
contractholders and presumably their employers who have provided funding for
such pensions, as well as the consent of state insurance departments. For new
pension funds, the elimination of guarantees would completely change the
nature of the TIAA component of the system, would require issuance of new
contracts, or entering into other kinds of retirement arrangements. For
example, no taxable income would result with respect to new pension funds if
they were received in segregated assel accounts without any annuity
guarantees. However, this would substantially reduce the retirement security
currently being provided for participating institutions and participants.

As a result of the loss of guarantees in their pension plans, the
colleges may find it appropriate to adopt other pension arrangements., This
would lead to fragmentation of their nationwide pension system, would impair
portability and reduce faculty mobility, and would be disruptive and costly to
the colleges.

The Impact of H.R. 3838 on CREF. The purpose to be served by

eliminating CREF's tax exemption is puzzling. Although it is unclear whether
CREF would meet the definition of a 1ife insurance company under the Code, it
operates like an insurance company's segregated-asset account, and such
accounts are in effect exempt from Federal income taxatfon. Every dollar of
CREF assets, wnether representing capital or income, is automatically credited
to its retirement annuities. As a fully participating variable annuity fund,
CREF makes no guarantees and has no contingency reserves.

Unless CREF is treated as the equivalent of a segregated-asset account

for tax purposes, the_termination of CREF's exempt status might impose serious
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hardships on the CREF pension funds. CREF might then become subject to
ordinary corporate taxes on the income from all of its pension funds, without
the 100% deduction against such income that would be available if precisely
the same operations were carried out through the segregated account of an
insurance company. This would result in a drastic reduction in CREF's pension
benefits.

It might be askéd, why not reconstruct CREF as a segregated-asset
account nf TIAA? This might be possible, but the process would be complex,
lengthy and would necessarily require actions by many state legislatures and
insurance departments. The process would also be costly and totally wasteful,
since it would have no purpose except to continue the current status of CREF's
nontaxability under the Code.

Conclusion. For the reasons stated above, we urge the Committee to

continue the long-standing tax exemption of the TIAA-CREF pension system.
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STATEMENT OF HON. BILL FRENZEL, U.S. HOUSE OF
REPRESENTATIVES, STATE OF MINNESOTA

Congressman FrReNzEL. Mr. Chairman, I thank you for hearing
me. I apologize to the committee for my tardiness.

I have a lot to say about the tax bill, but much of it has been
heard. You gentlemen know more about it than I do anyway, so [
am going to confine myself to one feature on which I believe the
committee has not held hearings, and that is the political contribu-
tions tax credit.

The President repealed it in his proposal, saved himself a little
bit over a billion dollars. In our committee, we agreed to the repeal
by a vote of 6 to 20. Then there was a vote on the so-called
McHugh amendment, and that was defeated in the committee by a
majority of Republicans and a majority of Democrats.

On the floor, that amendment was accepted. That cost about half
a billion dollars over the 5-year timeframe.

It happens to benefit mostly us. It looks like a terrible case of
greed and selfishness on the part of the Congress.

About three-quarters of these contributions are made to encum-
bents. And if we are all going to sacrifice by giving up some tax
preferences, it seems to me Congress ought to be willing to give it
up too.

So I would simply say that the McHugh amendment in the
House bill provides the Senate with a great opportunity to use the
half a billion dollars for something worthwhile in the savings in-
centive or capital accumulation or whatever is your will; at the
same time removing the embarrassment of looking as though Con-
gress were the only beneficiary; they got a better deal than it had
before the bill was put together.

Thank you very much, Mr. Chairman.

: [Th]e prepared written statement of Congressman Frenzel fol-
ows:
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TESTIY ' e Py elLL FPENZEL
TO SENATE FINANCE COMMITTEE

2-4-86

Mr. Chairman:

1 have Tots to say about the House Tax Bill, but that can wait for another day.

Today 1 will deal only with one feature, The Politica! Contributions Tax Credit.

1.

Current law provides a tax credit of 50%, maxirum $50 per individual,

of contributions to candidates and certain political campaign organizations.
In 1982, this credit was claimed on 5.2 million returns, about 6.6% of

all individual returns.

The President's proposal included repeal of the present credit. The
Rostenkowski proposal was the same. The revenue effect was $257 million

in FY 87, and $1.1 billion cver 5 years.

During the Ways and Means Comnittee markup, an amendment was offered to the
Rostenkowski proposal to restore the current tax credit. On a recorded
vote of 6-20, the amendment was rejected by a majority of Democrats and a
majority of Republicans.

Then tre amendment now in the House was offered and defeated 14-21. Ajain
a majority of both parties opposed the amendment.

The McHugh-Tauke "amendment was made in order by the Rules Committee and
passced on the House Floor 230-196. No member of the Ways and Means
Committee s;oke in its favor.

The McHugh-Tauke amendment, now in the House Bill, provides a 100%

tax crédit, maximum $100, on contributions to Congressional candidates from

donors' own state only. Revenue impact is $500 million over 5 years.

-
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Rep. Frenzel

Tevtimony to Serate Finance Committee
2-4-36

page two

8. I respectfully suggest that the Senate remove the credit from its bill,
as the President proposed, and the Ways and Means Committee recommended.

3. The proposed credit is too expensive. The $500 million savings

{revenue enhancement) is desperately needed for capital formation
incentives and other repairs to the House bill.

b. The proposed credit is not fair. The McHugh-Tauke version doubles

the Tax Credit for relatively affluent taxpayers who can afford larger
contributions of $50-$100, while the Bill diminishes the charitable
contribution deductions for non-itemizers {usually less affluent
taxpayers) and reduces pension contributions. The proposed credit

asks low-income Arericans to subsidize political contributions by higher-
income Americans.

c. The proposed credit is selfish. Only contributions to Congressional
candidates qualify. The House greedily feathered its own nest. I hope
the Senate won't, cspecially in a Tax Bill which reduces other personal

credits and deductions.

d. The proposed credit is harmful to the election processes. In
favoring Congressional candidates only, it gives no credit for con-
tributions to our two great parties. While individual, personal, and
PAt contributions rise, party contributions to Congressional candidates
are continuing to decline, awounting to less than 2% of all such

contributions in 1984.
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3. In Eummary. Mr. bﬁaihman. 1 suggest the Finance Committee seize this
fortuitous opportunity to excise a patently - blatantly - self-serving
tax credit from the House Bill. In one strcke, the Conmittee can

eradicate an embarrassing House mistake, and set aside $500 miltlion of

valuable revenue for real reform of its own.
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The CHAIRMAN. Senator Heinz.

Senator HEINz. Mr. Chairman, I want to address some questions
to Mr. Tresnowski, representing Blue Cross-Blue Shield.

The CHAIRMAN. I wonder if we might finish with Congressman
Frenzel first on his subject, and let him go, and then we will get
back to these other two gentlemen.

Senator Heinz. That is fine with me, Mr. Chairman. I will pass
then for now.

The CHAIRMAN. You have no questions of Congressman Frenzel?

Senator HeiNz. No.

The CHAIRMAN. All right.

Let me ask you, Bill-———

Senator HEINz. I have been gearing up for the other ones.

The CHAIRMAN. You have a lot of questions, but not on this sub-
ject.

Senator HeiNz. Not on this subject.

The CHAIRMAN. Let me ask you a quick question. Do you think
the whole idea of the tax credit is a bad idea, period? Whether it
was the previous law, the current law, whether or not you include
c;ltlhexc'i candidates or do not include other candidates, you don't like
the idea.

Congresman FreENzeL. I like the idea as it existed in the old law.
If we were going to tax reform, and if we were going to kill all
these credits, particularly if we were going to direct ourselves
toward non-return filing in the future, it seemed to me that that
was the sacrifice Congress should make.

The form that the House bill is in though is particularly greedy
because it applies only to Federal candidates.

The previous tax credit applied to candidates for a State office
and the political parties. And I suspect if anybody needs helps, it is
the political parties. But this particular amendment that is in the
House bill refers only to people seeking Federal office and, there-
fore, I think it makes us look bad on its face. It also costs us half a
billion dollars which could be used elsewhere. In the best of all pos-
sible worlds I would like to keep the current law.

The CHAIRMAN. A second question. The argument that this
unduly favors the rich, my experience with this is interesting.
Oregon has an identical law, so that you can get $100 for $100 con-
tribution. You can dget $50 on your State return and $50 on your
Federal return. And I have used it, and I found it a very good sell-
ing tool for lower contributions.

or those who are going to give you $500 or $1,000, I don’t think
it makes much difference to them whether this credit exists or not.
They are going to give it. But I found it a very good selling tool for
$20, $30, $40, $50 contributions.

Congressman FRENZEL. You are very fortunate today if you have
it, and it probably means you are a pretty good salesman. Most of
the tracks written by political scientists indicate that this is not a
very good incentive; that it takes the same criticism as the FIS, for
instance; that it rewards you for something you were going to do
anyway at the end of the year.

t is true also that low-income people contributing at the normal
time in an election cycle have to wait probably 6 or 8 months
before they get their money back. It does not seem that this is a big
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iﬁcentive. They do not seem to feel that it is a great incentive for
them.

The CHAIRMAN. Let me ask you a last question. Russell Long is
not here, but I remember he once proposed the idea thai the way
to make this effective so that you would get small donors is to have
some way that you could get your money back from the bank right
away. You give $50 to the campaign, and the campaign gives you a
chit of some kind, and you go to the bank and get your money back
the same day. That would remove the problem of the 8-month wait.

Congressman FrRenzeL. Well I agree with you. That is a question,
I suppose, for Senator Mathias’ committee. But you are right, that
would give immediate incentive. There is no immediate incentive
no»\g particularly for the little guy. The big guy probably doesn’t
need it.

Senator MoYNIHAN. Mr. Chairman, I have been told that “im-
placa” means ‘“perish.” They have all kinds of immediate incen-
tives. [Laughter.] _

The CHAIRMAN. Let’s see, who do we have? Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

I want to compliment Corgressman Frenzel because I think the
point he makes is good. I am a little gun shy of the Federal Gov-
ernment paying the total amnunt of a contribution. In effect that is
what the House bill doss. You could pay $100 to a candidate and
you would get $100 off your tax, a tax credit. So the Federal Gov-
ernment has paid it all. Whereas, under the current system, the
Federal Government just pays half.

Now what the amount should be, I don’t krow. Currently, it is
$50. Whether it should be $100, I don't know. I tend to agree with
Congressman Frenzel that we ought to keep the present system.
And that is your position? You tilt toward keeping it.

Congressman FrRENzZEL. Yes; it is.

Senator CHAFEeE. Well if you do thai, then how much revenue
would we lose?

Congressman FrRENzEL. Well that would cost you an extra half a
billion dollars, which is why you probably won’t want to do it.

The CHAIRMAN. You mean roughly a billion for the whole credit
as it currently is?

Congressman FrEnzeL. That's correct, $1.1 billion.

Senator CHAFEE. For the $100 credit is a billion.

Congressman FreNzeL. The existing law is $1.1. The House form
is half a billion. -

The problem is, Senator, that we are asking everybody to sacri-
fice, saying Gramm-Rudman is cutting education, the disadvan-
taged and elderly. And here we are sitting around doubling up on
some fairly affluent contributors, but only if they contribute to us.
It is a pretty hard sell at a time of a squeeze.

Senator CHAFEE. Well I couldn’t agree with you more on that
particular point. I guess the real question is: what is the argument
for even keeping the existing system?

Congressman FRENzZEL. Well I am saying that in the best of all
possible worlds I would like the current law. And if we ever get out
of our deficit bind, fine. I think for now probably you ought to
repeal the whole thing. -

Senator CHAFEE. Thank you.
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The CHAIRMAN. Senator Durenberger.

Senator DURENBERGER. No questions, Mr. Chairman.

The CHAIRMAN. Senator Moynihan.

Senator MoyNIHAN. No questions, Mr. Chairman.

The CHAIRMAN. Senator Bradley.

Senator BRADLEY. Mr. Frenzel, would you be in favor of denying
as a business deduction any expenses related to political action
committees?

Congressman FrReNzeL. I would not, Senator. As you know, the
current law provides for both unions and corporations the right to
use Treasury money or membership money in the administration
of political action committees.

My liudgment is that political action committees have had an ex-
tremely positive effect of bringing people into the political process
and, in fact, probably are the largest contributor to increased par-
ticipation in politics in my political lifetime. So I would not favor
that. But it is a legitimate item for consideration.

Senator BRADLEY. Would you draw a distinction between the idea
of a tax credit and the political action committee?

Congressman FRENzEL. I think obviously they both relate to elec-
tions, and money is spent to influence the outcome of elections.
That is a basis similarity.

There are pretty strong differences too because the tax credit as
it appears in the House bill relates only to Federal candidates and
only to candidates, not to parties or to other political entities.

I think the facts work with a much broader brush.

Senator BRADLEY. So frou would do nothing to change the present
law that affects political action committees? .

Congressman FRENzEL. At the moment, I have some changes in
mind. They are the nature of a comprehensive bill. But I have not
suggested that either we reduce limitations or do such things as
Senator Boren has suggested.

Senator BRADLEY. Thank you very much.

The CHAIRMAN. Senator Long and then Senator Pryor.

Senator LoNG. Mr. Frenzel, as far as my personal situation is
concerned, there is every reason to think I ought to go along with
you. In the first place, I am not planning to run for office again. In
the second place, even if I did, I can raise money. I have proved it.
And I don’t have any doubt that if I was running for reelection, it
would be a Republican complaining about the difficulty of raisin
money, not me. I have made enough friends among business an
elsewhere. I can raise money to finance a campaign. I have some of
my own I could put into it if need be. If I run short, I could sign a
note, and I have credit so that I could do it.

But there is something wrong with this system, where you can
have two candidates seeking public office. A poll would indicate
that each had about the same support among the public, and yet
one has 10 times the access to the public by wai; of television and
media generally, or 10 times the money with which to seek votes.
Now Democrats typically complain about that.

I sponsored that $1 tax checkoff that the President recommended
repealing. For what purpose? To try to see to it that the Democrat-
ic candidate has an equal chance to be heard with the Republican
candidate. And we finally worked out that third party situation.
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I can see some technical difficulties here. Let me ask you a philo-
sophical question. Why in the name of good government shouldn’t
we try to see to it that two candidates, equally popular among the
public, ought to have an equal chance to be heard?

Congressman FReNzeL. I think that that is a laudable ambition,
Senator, but I would point out that all incumbents start with a 10-
to-1 advantage the other way against all challengers. So there
tends to be, at least in the House in which I operate, a little differ-
ent starting point for all of us.

But I don’t believe that the taxpayers should be playing a major
role in the free election process. And I cite your ex-colleague who
talks about the IRS taking away our right to economic well-being,
and the FCC taking away our right to free speech, and the FEC
taking away our right for unrestricted ﬁarticipation in elections.

I happen to be the author of a bill that created the FEC. I don’t
feel that strongly about it. But I really don’t believe in a very
strong Federal presence in elections to write suspected inequities. I
think that every time we get to tinkering, we tend to create situa-
tions that we may regret later.

Senator Long. Well, Mr. Frenzel, when I fought that $1 tax
check-off battle, former Senatcr Albert Gore was a member of the
committee. Did you know him during the time he served?

Congressman FRENZEL. Yes.

Senator Lonc. He insisted on offering an amendment which at
one time we went along with here on this committee, to include
Congress in the generality of that public financing concept of the
$1 check-off.

When I agreed to go along with that amendment, one of my col-
leagues in the Senate came to me and said this: He said, Now, Rus-
sell, the way this thing stands now, you can be reelected without
much opposition. And he said, I can be reelected with minimal op-
position. And he said, if you help to pass this thing you are guaran-
teeing yourself a well-financed opponent and you are guaranteeing
me one also. .

Now as far as we individuals were concerned that made sense.
Let me ask gou this: Is that right for the public that we could sit
u;;l here and vote to say that we will maintain the status quo,
which would mean that neither one of us are going to have opposi-
tion who have adequate financing to respond to what we can do
just in terms of money?

Do you think that is right or fair? Is that good democracy?

Congressman FRENZEL. Yes.

Senator, I still believe in the market test of candidates. And
every public financing bill that this House has considered during
my short tenure in Congress has provided enough money so that

ou would have a contest, but that your ogponeﬁt could not win,
ause they always set a maximum on what the challenger can
spend, and that maximum is always about 50 percent of what the
winninﬁ challenger, on average, had to spend in the last election.

So I have never seen a public financing bill that was not heavily
proincumbent and, therefore, I don’t look on that as being the
answer to balancing the scales. I believe if you are a good candi-
date you will raise the money. You do in my State no matter what
party you are. )
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Senator LonG. As far as the President of the United States is
concerned, we have finally got a law that helps to equalize. It
doesn’t balance it. But it is no longer a marketplace democracy. It
is no longer a case of saying that the marketplace—I am talking
about the money market—determines whe the President is going to
_be. At least we have passed all of that foolishness. I don’t know
why we can’t proceed along that idea to implement the idea of
saying that people who have support among the pubiic ought to
have a relatively fair chance to be heard.

Congressman FRENZEL. My judgment, Senator, is that Presiden-
tial candidates get a pretty good hearing whatever they are al-
lowed to spend or not spend. And I suggest that some of the laws
we have created may not have hurt, but some of them, particularly
that relate to primaries and State-by-State limits, et cetera, have
been inhibitive of I think participation and letting candidates make
their story in giving people a free choice.

You suggested that we had solved the third party or the inde-
pendent case. I don’t think we have yet. And I am not sure that
our tinkering in that regard has been an unrestrained success.

Senator LoNG. Mr. Chairman, may I just ask one more question?

The CHAIRMAN. One last question.

Senator LoNG. My thought here, Mr. Frenzel, is that we solved
the third party problem as far as the Presidential campaign is con-
cerned. And if we can do that logically, why couldn’t we solve that
problem with regard to Members of Congress?

Congressman Frenzer. Well all I can tell you is what political
scientists say, that you have to establish a thrzshold for third party
candidates or you gei every dog and cat in the world. When you
establish a threshold you don’t know if you are keeping out only
the dogs and cats or whether you are keeping out strong, iegiti-
mate candidates.

I would refer you to the FEC decision on Gene McCarthy, in New
York, where it decided that he was not an iadependent candidate
and could not cualify, in my judgment, a doubtful decision, and at
least one that a lot of Americans criticized.

I think there are a lot of problems with that third party type
candidate yet, and I think you can hear it from a lot of them who
are out there trying to campaign.

The CBAIRMAN. Senator Pryor.

Senator PrRyor. Thank you, Mr. Chairman.

I would like to turn from the contributions a moment to the Blue
Cross issue if I might.

The CHAIRMAN. Let me, if we can. I want to finish with Congress-
man Frenzel first and then we will go on to both Mr. Tresnovwski
and Mr. MacDonald.

Senator PrYor. Well I think then under those circumstances I
will pass and just wait and ask the Blue Cross people.

The CHAlRMAN. I appreciate it. Senator Heinz, you had a ques-
tion of Congressman Frenzel?

Senator HeiNz. Yes; Mr. Chairman.

First, it is good to see Bill Frenzel. He always has an opinion and
once in a while they are right. [Laughter.]

But he always expresses them well.
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One of the things that troubles me about the 100 percent tax
credit is that we remove it in the name of increasirg participation.
If somebody makes a $100 contribution, they have, other than the
waiting period, ultimately put up none of their own money.

Do you believe that the 100 percent tax credit is just an invita-
tion on balance for people to participate in the political process for
free or is it, as its proponents claim, a real invitation to political
participation? .

Congressman FRENZEL. In my lifetime, Senator—and I have been
running for office about a quarter of a century, less than many of
you—I] have never seen a political donor of a hundred bucks that
only gave that money because of a tax incentive.

Senator HeINz. All right.

Congressman FRENzEL. I have never seen one who would not
make that contribution were there no tax incentive. I believe this
is a prize you give them at the end of the year for having done
something they already were going to do.

Senator Heinz. One subject that is extremely controversial—I
would guess that there is a relatively small handful of Senators for
it—is public financing of congressional and Senate campaigns for
some of the reasons that have been discussed by you and others.
But regardless of the merits of where anyone stands on that issue,
is there a possibility that a $100 tax credit, a 100 percent tax credit
on a $100, is in a sense an invitation to a back-door means of public
financing as follows: You pass this, and then you then increase it
to $250, and then say there is no need to permit individual contri-
butions beyond $250? Or PAC contributions beyond $250. Wouldn't
that, in efi{:ct, give us a system of public financing?

Congressman FreNzEL. Most election proposals—in direct
answer; yes. Most election proposals relating to public—to restric-
tions on tax, or at least political contributions, are all part of what
I call a two-step process and the second step is public financing. All
of them are aimed to make either contributions through PAC’s un-
desirable or other kinds of contributions too much trouble, too ex-
pensive, and so that ultimately you go to the taxpayer.

Senator HEINZ. Recently some of my colleagues were, I think, le-
gitimately uﬁset by some stories in the newspaper about the cost of
mailing to their constituents in the Senate. We in the Senate are
limited to 1% sheets of paper for every voting age person in our
State. And while there is a cost associated with that anywhere
from, oh, 6 cents up to maybe 18 cents per voter, the House of Rep-
resentatives can mail every single person at least six times, and
therefore is at least three times more expensive than the Senate
per constituent.

Doesn’t the House, compared to the Senate, already have public
financing of campaigns?

. Congressman FrReNzEL. In a sense, we do, Senator. Although our
irst ¢ —_——

Senator Heinz. Only if just for incumbents in the House?

Congressman FRENZEL. Yes.

Our first-class mailing is worst than our mass mailings because
we cannot mail everybody in our district an infinite number of
times if we can find their address. And you know that we do find
their addresses. And I wish that we had a rule like you did.
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Our mailing cost in the House are unconscionable. Our gross
mailing costs between .the two Houses are going to run to about
$160 million this year. We have appropriate $100 million. We will
technically run out in mid-May. But since the post office sends us
bills late, they probably won't come over until after election. But
we have got a real problem. And there should be limits.

I think the Senate has taken a good first step. I wish the House
wculd follew. I wish they would both be more restricted.

Senator HeInz. So do we. I thank you, Congressman. [Laughter.]

The CHaIrRMAN. Further questions of Congressman Frenzel?

[No response.}

The CHairMAN. If not, Bill, thank you very much.

Congressman FReNzEL. Thank you very much, Mr. Chairman
and members of the committee.

The CHAIRMAN. Well, gentlemen, you have been very patient, _
and we appreciate. And we will start again on our early bird list
with Senator Heinz first.

Senator Heinz. Mr. Chairman, thank you.

Let me say to Mr. Tresnowski that I am impressed by the com-
munity actions that the Blues provide around the country. And I
start with a strong predisposition to having the Blues retain their
current tax status. The argument you have made, as I understand,
is that you provide coverage to people who, if you did not provide
them, whether they are high risk individuals, individuals, per se,
small groups, nobody else would, and therefore you are, in a sense,
loss leaders. You imply that the Blues are able to provide coverage,
not only because they are not taxed but because you cross-subsidize
to a certain extent. And if that is accurate, then, as policy, I am
not offended by treating you as a charitable organization because
you perform a public charitable function nondirected by Govern-
ment, but charitable nonetheless. And that is your argument, in es-
sence, as I understand it. Is it not?

Mr. TresNowskl. That is correct.

Senator HEinz. What would be helpful I think both to me and to
the opponents of your position, and just generally to the members
of the committee, is some information on what in fact the Blues do.
For example, in each State do the Blues provide well-advertised ex-
tended open seasons for individual policies? What are the costs of
those policies reiative to other alternatives, if any? Are there limi-
tations on the nature of the coverage? For example, can you have
very basic benefit packages and no possibility for major medical?
Are there waiting periods for preexisting conditions?

As you know, my staff has been working with your staff to
obtain this information. I was wondering if you could tell us today
what the status is. Will we have to wait a little longer or are you
in a position to provide that information? s

Mr. TresNowski. The information has been delivered to your
staff in various parts. Of course, in the case of Pennsylvania, the
record of the Blue Cross/Blue Shield plans are quite outstanding in
the categories that you described in terms of open enrollments, in-
dividual coverages, taking on high risk individuals, limited under-
writing regulations, and so on.

The Blue Cross and Blue Shield plans in Pennsylvania have been
a good example of the delicate balance that I described. The tax
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exempt status sets in motion a series of events. It puts us in a cate-
gory in the minds of the people. It puts us in a category in the
minds of the doctors and hospitals of this country. It puts us in a
category in the minds of those who buy our services in large indus-
try. All of that taken together, supports the community service role
all the Blue Cross and Blue Shield plans.

Senator HEInz. Let me interrupt you at this point. I happen to
agree with you about the present status in Pennsylvania. I think
our Blue Cross/Blue Shield people have been extroardinarily re-
sponsive.

And my question really is: Is that as true in the other 49 States,
and do we have the information to document that?

Mr. TresNowskl. Yes. The information is available. It is quite
variable. The States of New York, Maine, New Hampshire, Michi-
gan, the Midwest, areas of the country where we have had greater
opportunity to provide these services, the record is, of course, quite
outstanding.

In other parts of the country where we enjoy less market share,
less opportunity to negotiate with providers, the record varies
somewhat.

But the overall philosophy of the Blue Cross and Blue Shield
Plan is to write individual coverage.

Senator HEINz. | understand that. But let me press you a little
bit on this because whether or not Blue Cross/Blue Shield is suc-
cessful in obtaining a market share of X or Y, that in a sense
wouldn’t be, I think, the most of us a rationale for letting you con-
tinue to have a charitable exemption from the Tax Code.

We are not so interested in whether you are successful as busi-
nesses as whether you are performing a public function.

So let me ask you informationally what percentage of Blue's
group policies are experience-rated as opposed to community-rated?

Mr. TresNowskl. None of the individual coverages are experi-
enced-rated. They are all community-rated.

Senator HEINz. My time has expired. I would like to return when
I have a chance.

The CHAIRMAN. Senator Long.

Senator LoNG. No questions, Mr. Chairman. Thank you.

The CHAIRMAN. Mr. Tresnowski, I share the opinion of Senator
Heinz about Pennsylvania. I am very reluctant to step into the area
of starting to tax the Blues with no hearings other than what we
have had today. We did not consider this area of tax. I don’t know
how much the House considered it before they acted. Did you have
hearings on it in the House?

Mr. TREsNOowsKI. None at all, Senator.

The CHAIRMAN. Well when we are talking about the breadth of
coverage that the Blues have, and at least in my visual experience
a very good success in Oregon—and 1 assume the other Senators
seem to echo that—I am just reluctant to step into this when we
don’t know what we are doing and we don’t know what the effect is
going to be on a program that today has worked very, very well for
the country.

Mr. TrResNowskl. I thank you very much.

The CHAIRMAN. I have no questions. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.
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Mr. Tresnowski, I believe that Rhode Island has the highest per-
(I:\?ntage of its population covered by Blue Cross of any State in the

ation. -

Mr. TresNowskKI. Intelligent people in Rhode Island, Senator.

Senator CHAFEE. We certainly are. I won’t argue with that. I
think that something like 83 percent of our population is covered
by Blue Cross.

Mr. Tresnowskl. Eighty-four.

Senator CHAFEE. Eighty-four? [Laughter.]

The problem here it seems to me is what do you do with the
whole concept of mutual insurance? In other words, in our State
We also have the Factory Mutual Insurance Co. In other words,
a group of mill owners got together, and they said we will spread
the risk by putting money into a common pool to insure our facto-
ries. At the end of the kigar if there have been no fires, well then
the rates will go down. That is the whole concept of Mutual Insur-
ance.

And yet over the years those companjes have been taxed. Blue
Cross and Blue Shield have not been taxed because, as you point
out, they return the benefits to the individuals. What is your
strongest argument for tax exemption? Is it that you take on risks
that, say, Mutual of Omaha would not undertake? Give us your
best argument for your case.

Mr. TresNowskl. The argument is the evidence that is before us
in the business practices of the mutual insurance companies, the
Prudential, the Equitable, all mutual insurance companies. Pru-
dential announced 2 years ago that it was getting out of the indi-
vidual health insurance market because they couldn’t stand the
losses they were taking.

Mutual insurance companies move into markets, take risks, find
that the risks turn bad on them and they move out of them.

Blue Cross and Blue Shield plans—and Rhode Island particularly
is a very good example of this—have sustained themselves over a
long period of time, and at the same time provided coverage for
high risk individuals, have never left that market at any time.
Plans provide coverage for small groups, the grocery store, the gas
station, people who cannot get health insurance coverage because
they are groups of two and three and five. Their risks are high.

Blue Cross and Blue Shield plans have staying power. They are a
product of those communities. They reflect the community interest
and they are really quite different than mutual insurance compa-
nies in that sense.

Senator CHAFEE. Do you think that the exemption should be con-
tingent upon Blue Cross making that commitment for the future?

Mr. TrResNowski. It depends on how that contingencg is asserted.
I would be personally concerned about a Federal law that would es-
tablish a standard. A standard tends to strike at the lowest
common denominator.

Senator Baucus was here earlier this morning. He authored an
excellent bill on Medicare supplementary coverage. And in that bill
he put a standard in of a 60 percent loss ratio for Medicare compli-
mentary coverage. Well 60 percent is no standard at all. We write
that business at 85 percent loss ratios. And when you establish fed-
eral standards to apply to local community situations that are so
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variable across the country, the tendency will be to drive it down
to the lowest common denominator. And I think that would be
quite unfortunate.

Senator CHAFEE. Well the chairman mentioned that he would be
reluctant to get into this field. I am reluctant too, and not solely
because 84 percent of my State is involved.

Senator HEINz. It is now 85. [Laughter.]

Senator CHAFEE. I did take note of that statistic.

Certainly before we get any further into this, Mr. Chairman, I
think we ought to know what we are doing and what the conse-
quences are. We may need more than an hour and a half hearing
from one witness. Thank you, Mr. Tresnowski.

The CHAIRMAN. Senator Durenberger.

Senator DURENBERGER. What is my percentage in Minnesota?

Mr. TrResNowsKI. It is not 84.

Senator DURENBERGER. Oh.

As usual, I agree with the chairman’s good judgment in this
field, everything except his judgment on employer-paid hospital ac-
cesses. But that is not to say that we shouldn’t visit this issue.

When I came in here Jack Heinz was asking Ambassador Sam-
uels on the issue of subsidies, and it strikes me that as I listened to
your testimony and I look at the reality of what is going on out
there, we are subsidizing a variety of services, services to high risk
individuals, services to individuals, services to people who need
conversion into small groups. And this tax subsidy is a clear subsi-
dy. And I would argue that there might be better ways to subsidize
it than by putting it inside a policy that may vary from State to
State, community to community, company to company.

So I just say that because I think it is appropriate to take a look
at this issue and find out if this is the best way to solve the prob-
lem. But it certainly is unfair to take Blue Cross and Blue Shield
just because it has always been the leader in providing insured cov-
erage for people in this country to say that you are going to be the
first to lose your subsidy.

Obviously, the people that came along later, like the rise of self-
insured plans, they have got a similiar subsidy. Most of the prepaid
plans, the HMO’s in particular, have subsidies.

I come from a State in which you cannot have a for-profit HMO,
so everybody is nonprofit and nobody can be taxed. And the
HMO's, as you know, are taking business away from everybody.
Blue Cross is going into the HMO business.

So the playing field is so unlevel out there that it seems to me
the chairman is absolutely correct in saying it really is unfair with-
out more hearings to pick on one part, and particularly one of the
more creative parts of this. But that is not to say that I don’t
think, Mr. Chairman, and my colleagues, that over the next couple
of years, as we address the issue of subsidies and particularly in
the Tax Code that we might not want to look at the way in which a
tax policy is used to sort of unlevel the playing field across the
country. And I don’t think any of us have come to any conclusions
about the appropriateness of taxing everybody or not taxing every-
body, but certainly I support your position, Mr. Chairman, with
reﬁ‘ard to this particular provision in the House bill.

he CHAIRMAN. I thank my good friend, Senator Moynihan.
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Senator MoyNIHAN. Mr. Chairman, I would like to speak to Mr.
MacDonald’s very comparable set of concerns and I will start by
asking the proposal to make TIAA-CREF a taxable entity, that
was not in the President’s legislation, was it?

Mr. MacDonNaALD. No, sir.

Senator MoyNIHAN. It was not. Were hearings held in the Com-
mittee on Ways and Means in this matter?

Mr. MacDonaALD. No, we did not have an opportunity.

Senator MoyNIHAN. Mr. Chairman, here we have a program that
has been in place for 60 years and more.

Mr. MacDonNALD. Sixty-five.

Senator MoOYNIHAN. Sixty-five. It covers 1 million persons in
higher education. It has lived quietly and well and bothered no one
and provided a great service to American universities, which is
that it has allowed people to move between institutions with porta-
ble pensions that we have been talking about so widely. And with
no hearing, with no warning, no support from the administration.
They suddenly propose to make this a taxable entity.

You could restructure as I take it in such a way that you would
become, in effect, a pension plan, and therefore not be taxable. But
that would involve.rewriting contracts with a million persons,
would it not?

Mr. MacDonaALD. Yes, sir. Whether it is possible from a practical
point of view, I am not sure. But from a theoretical point of view,
yes, sir. :

Senator MOYNIHAN. In theory, you could be a pension plan and
completely exempt from tax.

Mr. MacDoNALD. Yes, sir.

Senator MoyNIHAN. That would simply require a negotiation
with 1 million professors.

Mr. MacDoNALD Yes, sir.

Senator MoOYNIHAN. And this is being put on you with no prior
notice, no advocacy from the Treasury, no hearings.

E\Zhereupon, the electricity went off in the hearing room.]

nator MoyNIHAN. I was saying as the lights went off that the
TIAA-CREF was a tax shelter. .

The CHAIRMAN. Yes. I think this is more likely because we are
about to tax parsonages. [Laughter.]

Senator Bradley.

Senator BRADLEY. No questions, Mr. Chairman.

The CHAIRMAN. Senator Moynihan.

Senator MoYNIHAN. Mr. Chairman, if I could say that it is my
very clear understanding that the House Ways and Means has a
staff proposal that there was no real attention given it by the full -
committee, no hearings, no proposals from the administration, and
it is an astonishing measure. And obviously if there is any revenue
to be gotten for the Treasury, TIAA can avoid them. I mean, if an{-
thingecan' explain the attention by this arrangement they would
not be taxable. There just doesn’t appear to be an interest here for
an arrangement that for 65 years have been singular for American
education, and for what purpose I cannot understand.

It is true that you do sell some disability insurance and some life
insurance.

Mr. MacDoNALD. Yes, sir.
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Senator MoyNIHAN. For what portion of your——

Mr. MacDonaLp. Well that would be about 1 percent of the com-
bined assets that are in reserves standing behind the insurances.

Senator MoyNIHAN. About 1 percent?

Mr. MacDonNaLp. Yes, sir. .

Senator MoyNIHAN. Is it possible that if some legislation were
worked out that would in fact make it appear to be comparable to
other insurance activities and could be taxable? Could that be——

Mr. MacDonALD. Yes, sir. We have not opposed that provision
that would tax the insurances. It is only the provision that would
tax the annuities.

Senator MoyYNIHAN. Mr. Chairman, did you hear what Mr. Mac-
Donald said? They are not opposed to equal treatment for equal be-
havior. But they have to be treated as if they were a pension
system when they are a pension system with respect to 99 percent
of their customers. What do you think?

The CHAIRMAN. I think the point is well taken.

Senator MoyNIHAN. I think that the proposal to treat the Blues
the way we do here has no basis insofar as this committee is con-
cerned. I think this is clear, sir. And this should be treatment that
the TIAA-CREF have to check. It is tough financing. It works. It
involves a million people’s lives, a million policyholders and their
families. And for what purpose? What do they think they are
making in the way of money coming in? Do they ever tell you?

Mr. MacDonaLp. Well I think the staff had estimated $80 mil-
lion a year.

Senator MoyNIHAN. $80 million?

Mr. MacDoNALD. Yes, sir.

Senator MoyNIHAN. Well for $80 million we are going to wreck
one of the most stable pension systems in our community and one
fundamental toward higher education.

Mr. Chairman, the lights are not working. I think my yellow
light would be on by now, but I——[Laughter.]

I hope I made a good point there. Just in the interest of full dis-
closure, I can tell you I am going to come into a solid $9,000 a year
annuity with TIAA-CREF. But it might drop below $9,000, but
even 8o, I think this is a poor proposal. No hearings. No backing.
No support from the Congress. Just another example of why that
bill is 1,300 pages long and nobody knows what is in it.

The CHAIRMAN. Senator Bradley.

Senator BRADLEY. No questions, Mr. Chairman. _

The CHAIRMAN. Senator Pryor.

Senator PrYor. Thank you, Mr. Chairman.

First, on the Blue Cross issue, how much would you have to raise
the premiums if the Blue Cross/Blue Shield were not exempt from
taxation?

Mr. TresNowsKI. That is a difficult question to answer because it
depends on what the chain reaction of events are and the results of
taxation. Let me describe it this way for you.

The tax itself would trigger some events in the States, including
greater argument in sup(fort of State premium taxes. It would also
trigger a different attitude by hospitals and doctors who give us dif-
ferentials now for the nature of the business practices we perform.



84

All of that taken together makes for very, very substantial
amounts of money that help finance the individual coverage and
the high risks.

The tax exemption itself would amount to a 7-percent increase.
But you add up premium taxes in the States and you add up the
loss of the differential, the loss of the opportunity, the subsidy by
large groups, and you could be talking about 30- and 40-percent
rate increases for these individuals.

Senator Pryor. For the State of Arkansas, if my figures are cor-
rect, it is second only to the State of Florida in the percentage of
its population over 60.

What effect would the removal of the tax exemption of Blue
Cross/Blue Shield be on the elderly population; more specifically,
those subscribers who are enrolled in the Medipac Program? What
effect would this have?

Mr. TresNnowsKl. The effects would be as I have just described. It
would hit heaviest on the elderly because they are individual sub-
scribers in Medicare complimentary coverage, Mevipac in the case
of Arkansas.

They are the most vulnerable groups in our society. The in-
creases would range anywhere from 10 to 15, up to 35 percent.

Senator Pryor. Have you done any study on what effect it would
have if the individual elderly citizens because of the tax and the
rate structure being changed upward, what effect that might have
on them leaving the program thus causing an increased pressure
on the Medicare Program?

Mr. TRESNOWSKI. In my prepared statement we used a hypotheti-
cal example of the people who would be lost. We picked 550,000 of
the 11 million, assuming that would be the group that would be
lost. We used a very conservative number of %1,600 as the annual
cost per individual, and you are up to close to a billion doilars a
year as contrasted with the estimate in the House bill of $1.7 bil-
lion over 5 years.

Now assuming that half of that turns to the Government, you
are talking about far more money being channeled back ic the
Government in coverage to people who could not afford it.

Sznator Pryor. If I might now, I would like to ask Mr. Tres-
nowski—I would just like to share the viewpoints expressed by the
distinguished chairman of the committee and the distinguished

-Senator from New York, and others, relative to the lack of hear-
ings on this issue. And I think that we are treading on very thin
ice in attempting to go back and to remsve the tax exempt status
for Blue Cross/Blue Shield.

Now, Mr. MacDonald, I have an older brother who is a Presbyte-
rian minister. Of the two Pryor boys, he is the one that they say
makes an honest living. [Laughter.]

He told me the other night that he was deeply concerned about
the pension changes. Is it possible that miinisters are also—I know
that the Senator from New York is concerned about the professors
and many of his colleagues, I am sure—but aren’t there many,
many ministers involved in this program?

Mr. MacDonALD. It is clear that this bill covers the college and
university plans, because it mentions TIAA-CREF by name. M
understanding is that the church groups that have somewhat simi-



85

lar arrangements are also very concerned. But I am really not
privy to that.

Senator PRryor. I see.

Mr. MacDoNALD. I think their status is unclear.

Senator PrYor. Well there is a growing perception, I think,
among the clergy that many of those who are involved in this pro-
g}r;am will suffer a fairly severe tax load which has not been true in
the past.

Senator MoYNIHAN. That'’s right.

Senator Pryor. I think that is correct, but I am not certain. I
think it is.

Senator MoyNIHAN. That is how we read the bill.

Senator PrYor. Now once again, was there any hearing on this
issue in the House of Representatives before H:R. 3838?

Mr. MacDonALbp. No, sir.

Senator PRYOR. There was no hearings?

Mr. MacDonNaALD. No, sir.

Senator PrYor. And your organization was not contacted as to
what was going to happen? What sort of advance warning did you
receive?

Mr. MacDonaLp. Well, we had very little advance warning.
When it came up in a staff report was the first time that we saw
indications of it. I saw the actual wording and provisions that came
out, after it was passed.

Senator PrYOR. I thank you very much.

Mr. MacDoNALp. Thank you, sir.

Senator Pryor. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Heinz.

Senator HeiNz. Mr. Chairman, we were talking a minute ago
about the experience rating and the community rating of Blue
Cross policies, and in answer to my question, what percentage of
Blue’s group policies were experienced rated, you answered that all
individual policies were community rated. And I understand the
latter, and that is commendable, although I have a question about
that. To what extent are group policies community rated?

Mr. TresNowskl. The groups, above about a hundred employees,
are experienced rated. Those are the larger groups. Groups below
about a hundred are community rated.

Senator HEINz. And is that a fairly hard and fast rule in all
States?

Mr. TresNowsKl. No. In some States the group size varies. It
could go up to a group of 200 and below that would be communit
rated. But generally we do not experience rate below a hundred.

Senator HEINz. Now critics of your tax exemption—and, as I say,
I am not one of those—contend that although the Blue’s communi-
ty rate all the individual plans, that almost by definition the—it is
in fact an experienced rated group of people who are all relatively
high risk individuals. You didn’t plan it that way. It just turned
out that way. And, therefore, what is, by every normal measure, a
community rated iroup in fact is an experienced rated group with
prices reflecting that in coverage—in more limited coverage also
reflecting that. How do you answer that criticism?

Mr. TresNowsKI. You answer it with the evidence on the average
across the country our loss ratios on that business is 88 percent.
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Senator HEiNz. Now what does that mean?

Mr. TresNowsKl. That neans that we return 88 cents of every
dollar in premium in benefits.

Senator HEINz. How does that compare to your other-——

. Mr. TresNowsKIl. Competitors? They return 54 cents for every
dollar of premium.

Senator HEINz. And what do you return on your group policies of
more than 100?

Mr. TresNowskl. The pay out ratio on group policies of more
gh?ln 100 employees is more like 92 percent, 92 cents on every

ollar.

Senator HEInz. 92 cents?

Mr. Tresnowskl. I would also point out that—although you have
described individuals as an experienced rated group unto them-
selves, the experience is looked at. But there are subsidies to those
groups taken from a variety of sources. The tax-exempt status, of
course, being one; the differentials that we achieve from hospitals
and doctors who recognize that if we did not cover those individ-
uals they would wind up as bad debts or uncompensated care being
another.

Also, our large groups have been generally willing to a lesser
extent today, but willing to contribute small amounts of money to
the enrollment of those high risk groups with the understanding
that if they did not, they would be paying for them anyway
through uncompensated care to the hospitals.

So although experience rated, they are subsidized in a variety of
ways.

Senator HEiNz. Now what about the problems of high risk indi-
viduals. There are individuals who simply cannot get insurance for
them at a reasonable rate because they have preexisting condi-
tions.

Now is it my understanding that some States are turning to risk
pools. Some eight States now have such pools to help those people.

Is it too much to expect the Blues to do that? Is that an unrea-
sonable assumption of charitable functions? Or is it just impossible
for the Blues to attend to those high risk individuals where we see
more risk pools being created in States to accommodate them?

Mr. TResNOwsKL I don’t think you will see more risk pools. The
eight pools that you described have only 20,000 people enrolled in
them. The problems of high risk pools is that you put all the bad
risks in one pool, and you have made the rate almost unaffordable
for anybody.

I was surprised, Senator Heinz, when we began to look at and do
an analysis of this information ourselves at the plans who conduct
open enrollments without recognition of medical condition. A
person with cancer in the city of Washington, DC, could walk in in
the 30-day enrollment period here and enroll and get coverage on
their way to the hospital. And Washington, DC, is not atypical;
Pennsylvania also New York. Many parts of the country do that.

Our concern with the risk 1 is twofold. One, if you have a risk
pool, what happens is that Blue Cross and Blue Shield gets double
dipped. We continue to take on high risks and plus we have to con-
tribute to a risk pool where all the commercial insurance compa-
nies would have an advantage over us.
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The second is that it provides an incentive for the commercial in-
surance industrl)‘r to back away completely from any coverage of
any kind of risk at all. And we think that that is just basically
wrong.

Senator HEiNz. Mr. Chairman, I have some additional questions I
would like to submit in writing. I understand the difficulty Mr.
Tresnowski or any of us would face in coming up with information
on each of the 50 States with some specificity.

And I think that we should view this discussion today as a good
onortunity to put on the record the, what at least in my home State
of Pennsylvania, is an outstanding job by Blue Cross and Blue Shield.
I have one other brief question, if I may, Mr. Chairman, which is
this: Let’s assume, wrongly I hope, that we find that there is
enormous variability between the States on what Blue Cross in fact
does do for individuals who are high risk people in terms of open
enrollment and so on. And that you and I as reasonable people might
agree that on balance Blue Cross in some areas, some States, could
do a good deal more than they are doing, and still be viable.

What is there that we should consider to encourage you—and I
am sensitive to your concern about setting any standards, because
they are rigid and can be counterproductive—what is there that we
can or should do that would help improve the performance of those
hypothetical Blues but might be doing as good a job as you or I
might want them to?

Mr. TrEsNowskl. I think, Senator Heinz, the answer is clear.
Retain the tax-exempt status of Blue Cross/Blue Shield.

Senator HEinz. Well we have been doing that. We have been
doing that.

Mr. TrResNowskI. But the visibility associated with the provision
in the House bill, and this hearing, would be very sufficient, in my
judgment, to attract the attention of those who may not be totally
committed.

Senator HEINz. So Yyou are saying it is wake up time?

Mr. TresNOWSsKI. Yes.

Senator HEINz. And you are going to make sure that everybody
knows the alarm clock went off.

Mr. TResNowsKI. That’s right.

Senator HEiNz. Thank you very much.

Senator CHAFEE. Senator Grassley.

Senator GrassLEY. | would only ask—First of all, let me say I did
not hear your testimony when I was here because I was chairing
another subcommittee meeting, and so I have not had a chance to
read it, which I am going to do. But have you looked at how the
taxation in the House plan 3838 impacts upon members at differ-
ent income levels for your people so that you know to what extent
it impacts upon low-income people, mid&e-inccme people, versus
high-income people?

r. TRESNowsKI. The only surmise we can make on that is that
we believe that it is going to hit hardest individuals, those who buy
their Blue Cross and Blue Shield as individual coverage, the elderl
primarily because they buy on an individual basis, and high ris
individuals who cannot get coverage anywhere else.
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Our judgment is that—we have never done a cross comparison
on an income basis—but our judgment would be that most of those
groups would be people of lower income status.

Senator GRASSLEY. I am sorry. I was looking at the wrong person.
My question was about TIAA-CREF. I am sorry.

r. TREsNowskKI. Did you like my answer? [Laughter.]

Senator GrassLEY. No. Except——

Mr. MacDoNaALp. The actual tax would apply quite even-handed-
ly across everyone relative to their participation in the system; $80
million might roughly equate to half of 1 percent, say, In interest
earnings, which might not seem like a very large amount. But for
someone for whom contributions into an annuity have been made
for 30 years and having that compound and grow, it could mean
starting benefits for someone after 30 years of maybe 10 to 12 per-
cent less than they otherwise would receive.

Now to the extent that an individual is near the margin of what
he needs, it would hurt more to lose 10 percent than if the person
were more affluent. This is the best I could answer the question.

Senator GrRAssLEY. Thank you.

In regard to Blue Cross/Blue Shield, I assume that any taxes im-
posed—and this is getting back to what you would have answered,
I'm sure, but just to see if [ am on the right track—because of such
a large payout, a high percentage of payout of the premiums paid
in, which maybe you want to give me that percentage, but it would
be almost a direct passthrough I assume. Right?

Mr. TrResNowskl. What would be? You mean the tax?

Senator GrassLEY. Yes, the tax.

Mr. TresNowski. Well, no, the tax would not be. It would fall un-
evenly across the various groups. And the point that I am making
is that it would fall heaviest on the individual and the elderly
group—the 11 million people that buy iheir own coverage—primar-
ily because in the large group market, the market is so competi-
tive. Since it is competitive around the retention that we charge,
we would probably not put the tax there. It would have to fall to
the individual market.

Senator GrassLEY. Thank you, Mr. Chairman.

Senator CHAFEE. Thank you.

When we started out on this tax reform we had two objectives:
simplicity and fairness. Now simplicity has been jettisoned, but
there still is a struggle for fairness. We all know that life isn’t com-
pletely fair, but it seems to me that the goal of this committee still
ought to be to struggle toward the goal of fairness.

o let's take the TIAA today for a minute. As I understand it, if
you were set ip as pension tunds, there would be no tax on the
entity at all. Is that correct?

Mr. MacDoNALp. That is correct. Yes, sir.

Senator CHAFEE. We have been getting scores of letters on this
matter, obviously, as have other offices. Somehow the suggestion
has gone out—it seems to me incorrectly—that a tax is going to be
imposed on the annuitants themselves, which is not the case. Am I
right, Mr. MacDonald?

Mr. MacDoNaLp. Well—

Senator CHAFEE. The tax here is not on the annuitant. It is on
the entity. Is that correct? -
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Mr. MacDonaLp. Well, the tax would be on the funds that those
annuitants are putting aside for their retirement. So, it would
come right out of their funds, sir. -

Senator CHAFEE. They are not going to have an individual tax
burden—am I correct? I just want to get_this correct because some
of the letters that we have received indicate that they are worried
they are going to have start paying a tax bill.

Mr. MacDonNaALD. Well, they will not be paying additional tax on
their own individual tax returns.

Senator CHAFEE. Why is it that your structure is such that pen-
sion funds not being taxable, somehow you are caught? What have
you got there?

Mr. MacDonaALp. It goes back a bit in history. TIAA predated
almost all pensions in the United States and was created before
any full legislation was enacted in the 1940’s dealing with the tax
treatment of pension furids. CREF was much the same thing, CREF
was the first variable annuity in the world. It was invented by
TIAA and CREF. There was no provision at that time for separate
accounts of a life insurance company which would have been the
place that CREF would have gone, had there been such an ability
to do so; but that did not exist. So, CREY was created as a new non-
profit mernbership corporation in New York. So, it predated sepa-
rate accounts.

Then the question comes: All right, well, why not now make
CREF a separate account?

Senator CHAFEE. I understood the exchange you had with Sena-
tor Moynihan on that.

Mr. MacDoNALD. Yes.

Senator CHAFEE. Apparently it involves going to a million profes-
sors, which is difficult in itself.

Mr. MacDoNALD. But it would create no tax, which was what
was my——

Senator CHAFEE. Yes. So, as you pointed out with Senator Moyni-
han in your exchange, in the best of worlds you could set it up so it
would be nontaxable. So, I think we can pierce the corporate veil,
as it were here, and see that this is like a regular pension fund and
shouldn’t be taxed. Now, you did mention that there was some
aspect of it that was insurance that you thought should be taxed.
Well, you are not encouraging it, but you are not resisting it quite
as much. Is that true?

Mr. MacDoNALD. That is true, Senator. There is not the long his-
tory of public policy with respect to not taxing insurances that
there is with respect to not taxing pension funds until they are re-
ceived as benefits by the individual. And so, it would be a change.
We have appreciated that tax exemption. When we started major
medical insurance and disability insurance with the help of a Ford
Foundation grant in the 1950’s and 1960’s, we made coverage avail-
able that was not available to the colleges. We wrote that coverage
almost exclusively over Blue Cross at that time, which other insur-
ance companies would not have done—were not willing to do. Blue
Cross did not write major medical then.

Senator CHAFEE. My time is up; and 1 have got another question,
but it is Senator Moynihan's turn now.
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Senator MoYNIHAN. Mr. Chairman, why don’t you go ahead and
ask your question?

Senator CHAFEE. All right. This goes to Mr. Tresnowski. Here is
the problem—again struggling with: this concept of fairness. The
Blue Cross has been in a competitive position in bidding for various
CHAMPUS contracts and has been successful. Now, what do we
say when Mutual of Omaha comes by and says: Now, we bid for
CHAMPUS. You bid for CHAMPUS. Yet, you are not paying an
income tax, and we are. I can understand your argument about
coverage for the small groups such as filling stations and the high
risk individuals, but what do we do with a bulk contract like that?

Mr. TrResNOowsKI. Senator Chafee, I am intimately familiar with
the CHAMPUS bids, and I would suggest that Mutual of Omaha
lost those bids not on the basis of any tax-exempt advantage we
have. The margin of difference in the bid prices were very substan-
tial, related largely to the efficiency of the computer operation of
Blue Cross and Blue Shield, and particularly Rhode Island, which
is a major winner of the CHAMPUS :zontract.

The CHAMPUS contract is not an underwritten contract. It is an
administrative services only for the use of our computers to process
claims for beneficiaries of the CHAMPUS program. The bid differ-
ence had nothing to do with the tax-exempt status.

Senator CHAFEE. We have to fight off those who are your com-
petitors. Let me ask you this: Do you feel that in a CHAMPUS bid,
those virtues of Blue Cross, which were outlined earlier, pertained
to a CHAMPUS bid as well? Are the same factors involved?

Mr. TresNowskl. I think it does in this sense——

Senator CHAFEE. In other words, is the broad service covering the
individual and so forth relevant in a CHAMPUS bid?

Mr. TresNowskKl. I think it does in this sense: Why do we go
after a CHAMPUS contract? We go after it because it shares in the
overhead of all the business that we do. A computer is in place to
serve all our lines of business. If we can put a piece of the cost of
the computer on the CHAMPUS contract, it helps to support all of
our lines of business. To the extent that it helps to support all of
our lines of business, we are then better able to return, as I said, 89
cents on every dollar in benefits to the individual and high-risk
groups. So, the acquisition of the CHAMPUS contract indirectly
helps us do the kinds of community service responsibilities that I -
described earlier.

Senator CHAFEE. All right, fine. Thank you very much. Senator
Moynihan?

Senator MoYNIHAN. Mr. Chairman, we have other witnesses.

Senator CHAFEE. We do.

Senator MoyNIHAN. I don’t want to go on too much further, but I
would like to make two points and ask Mr. MacDonald if there are
any further points he would like to make. The first is that it is our
understanding that the Unitarian Church, the Presbyterian
Church—or should I say the Unitarian persuasion and the Presby-
terian Church—have set up systems comparable to the TIAA and
that the law, as it is now written, could extend to them. Is that
your understanding?

Mr. MacDonNaALp. That is my understanding, sir.
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Senator MoyNIHAN. Yes. So, Mr. Chairman, we would put in
jeopardy—excuse me—we would be putting in jeopardy these annu-
ity systems that these three mentioned religious groups have put
in as well. )

Senator CHAFEE. Oh, yes.

Senator MoYNIHAN. And the other thing to say is simply—MTr.
MacDonald, if you would make it clear—when persons meant to re-
ceive their retirement benefits under TIAA, CREF, they proceed to
pay taxes on them?

Mr. MacDonNALD. Yes, sir.

Senator MoyNIHAN. There is no avoidance of taxation by the in-
dividual. Every penny that they get is taxable, as you would
expect. It is just that this nonprofit organization has made avail-
able and pooled the resources of some 3,600 institutions, not all of
them but most of them teaching institutions, but not invariably;
and they are all nonprofit.

Mr. MacDoNALD. And all educational organizations. And that is
absolutely right, Senator. Annuitants who are receiving benefits
from TIAA-CREF will pay taxes on those benefits just as annu-
itants from every other pension system and fund will pay taxes on
those benefits when they receive them. It is a question of taxes
being imposed before the benefits are paid out to individuals.

Senator MoyNIHAN. Could I then just ask you if I sum up correct-
ly that you are in every essential respect a pension fund?

Mr. MacDoNALD. Yes.

Senator MoYNIHAN. And no other pension fund pays taxes in the
country and this law would require you to du it?

Mr. MacDonNaALD. Yes, sir.

Senator MOYNIHAN. And as a pension fund, you pay out to re-
tired persons, and they pay taxes on what they receive?

Mr. MacDonNaALD. Yes. .

Senator MoYNIHAN. As with every other pension fund?

Mr. MacDonALp. I think it is what we have tried to point out in
the testimony, that this really does single out the coileges and uni-
veﬁsities pension system for really unfair treatment, vis-a-vis
others.

Senator MoyNIHAN. Well, that is the point that Senator Chafee
was trying to make about fairness. This would make—what would
you estimate would be reduction in retirement benefits if this were
required? -

Mr. MacDonNALD. I tried to answer that question a little bit
before——

Senator MoyNIHAN. Yes, Senator Grassley was asking.

Mr. MacDoNALD. For someone that was in for a period of over 30
years. For those that are close to retirement, it would make a very
modest difference, you know.

Senator MoyNIHAN. But over time?

Mr. MacDonNALD. For those that were in for 10, 20, 30, and 40
years and of course, that is the kind of commitments that there are
with TIAA-CREF—they run 50 and 60 years, and the difference
can be very significant. When you are talking about 30 years of
contributing, the reduction is probably in the area of 10 to 12 per-
cent if you——

60-412 0 - 86 - 4
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Why don’t those who are leaving leave very quietly, and Mr.
Wertheimer, why don’t you start? We welcome you here.

STATEMENT OF FRED WERTHEIMER, PRESIDENT, COMMON
CAUSE

Mr. WERTHEIMER. Thank you, Mr. Chairman. Our testimony
deals with two provisions of the House tax bill. We are opposed to
the 100-percent tax credit for political contributions that was
passed as part of the House bill. We support the dollar tax check-
off for Presidential elections, which was repealed in President Rea-
gan's tax proposal but retained in the House bill.

The 100-percent tax credit for political contributions was rejected
in the House Ways and Means Committee by a 14-to-21 vote and
then passed on the House floor by a margin of 230 to 196 votes. We
opposed the 100-percent tax credit by itself for three reasons.

One, it is not the remedy to what we consider the single biggest
problem in the field of congressional campaign financing, and that
is the role that PAC'’s are playing in the political process. We don’t
believe there is any realistic reason to believe that simply increas-
ing the tax credit for individual contributions will effectively de-
crease PAC money or PAC influence in Congress. Second, a 100-
percent tax credit without effective bundling restrictions will in
fact Lecome a potent new tool for increasing the power of PAC's,
and we do not think the House provision has an effective——

Senator CHAFEE. Could you define ‘“bundling?”’

Mr. WERTHEIMER. Yes; I am going to. Bundling is a practice
whereby PAC’s will ask their members to write out checks individ-
ually to candidates, collect that money, and turn it over to the can-
didate. It is a way of getting around the $5,000 limit on what PAC's
can give to a candidate. In our view, it is an evasion of the PAC
limit. The FEC has presently held that it should not be counted
against the PAC limit, and the impact of that is to allow PAC'’s to,
in effect, provide very substantial sums of money in the form of in-
dividual contributions. We think that is wrong and that the law
should be changed. We also think that if you have that kind of
system and allow PAC's to, in effect, collect and channel “free”
money—100 percent tax credit money—they are the ones best posi-
tioned to organize and raise that money, and you are going to in-
crease their role in the congressional process, not decrease it.

The third point I would like to make is that the 100-percent tax
credit by itself available annually will provide an undue advantage
for incumbents over challengers. Incumbents already have a major
edge in raising small contributions by a margin of £ oout 2% to 1.
The 100-percent tax credit will multiply that advantage, and the
reason is the following. It is drafted in a way that the 100-percent
tax credit is available to be raised annually. It means that incum-
bents will be raising this money in off-years. In the case of the
Senate, it would be raised over a 6-year period while challengers
will be raising it for the most 1 or 2 years. So, you are really pro-
viding a public subsidy in a way that represents an uneven playing
field, and it is by itself and available annually, simply unfair to
challengers.
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opposition to the provisions of H.R. 3838 which require that royal-
ties and other similar payments for technology transferred to for-
eign affiliates be measured not by traditional arm’s length stand-
ards but by the level of net profits of the affiliate, taking into ac-
count variations from year to year.

The U.S. Tax Code has long required under section 482 that deal-
ings between related parties generally, including U.S. companies
and their foreign affiliates, be conducted on an arm’s-length basis,
as if those dealings wére between unrelated parties. Most major de-
veloped countries have this same principle incorporated into their
Tax Codes. Thus, under U.S. law for U.S. companies licensing tech-
nology to a foreign affiliate, that affiliate must agree to make roy-
alty payments to the parent in a manner consistent with that that
an unrelated party would pay for the transfer of the same technol-
ogy under the same terms and conditions.

e oppose the House change for four reasons. First, the House
provisions undermine the meshing of international tax regimes.
The United States has long been a leading advocate of the use of
the arm’s length standard to resolve international taxing disputes.
Through the U.S. model tax treaty, the OECD model tax treaty,
and specific U.S. bilateral tax treaty negotiations, the United
States has been instrumental in persuading other nations to accept
the arm’s length standard. To amend this standard now would seri-
ousl{ undermine these long-standing efforts. Second, the provision
would create international double taxation. Because foreign gov-
ernments would not adopt the proposed U.S. rule for their local tax
purposes, U.S. companies will face the prospect of double taxation
on at least some of their profits from foreign manufacturing. The
United States would in effect force U.S.-owned foreign affiliates to
make royalty payments which, for foreign tax purposes, are treated
as nondeductible dividends. -

Moreover, the increased royalty payments to the United States,
unlike dividend payments, will not bring along any foreign taxes,
in fact paid, to offset U.S. tax on that income. Third, the provision
would create continuous IRS taxpayer disputes and lead to a cost-
plus allocation of manufacturing income. While the House proposal
specifically abandons the use of the arm’s length standard in deter-
mining related party royalties, it gives little guidance of what al-
ternative principles or rules taxpayers would have to apply to de-
termine proper royalty payments under the new provision. The
statutory committee report statement that any royalties should be
commensurate with the income attributable to the intangible, begs
the question of how to determine the amount attributable to that
intangible. Fourth, the changes to present law are unnecessary.
Most U.S. multinational companies have international licensing
agreements similar to Hewlett-Packard’s: Longstanding licensing
arrangements covering all future products at a single royalty per-
centage rate applied to sales revenue. These agreements have been
reviewed and approved by the United States and foreign govern-
ments over the years. Tgey accomplish a reasonable division of
profits between taxing jurisdictions and lead to relatively few dis-
putes. Surely, such facts cannot be seen as giving rise to the kind
of abuses that require abandoning traditional arm’s length norms
in the U.S. legislation.
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For all of the above reasons—-—

Senator CHAFEE. Now, what page are you on here?

Mr. LANGDON. | am on my conclusion.

Senator CHAFEE. All right, fine.

Mr. LANGDON. For all the reasons stated above, the abandonment
of well-established international taxing norms, the potential for
international double taxation, the likelihood for continuous dis-
putes with the IRS, and the failure to identify any abuses which
cannot be prevented under present law, we strongly urge that the
Senate reject the House changes to section 482 or section 367(d)
with respect to foreign affiliate royalties. I am prepared to answer
any questions you may have. Thank you.

nator CHAFEE. Thank you very much, Mr. Langdon.
Now, Mr. Wiacek?
{The prepared written statement of Mr. Langdon follows:]
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Statement of Larry R. Langdon
Director of Tax and Distribution,
Hewlett-Packard Company

for the American Electronics Association

Mr. Chairman, and members of this distinguished
Committee, my name is Latry R. Langdon. I am the Director of
Tax and Distribution of Hewlett-Packard Company, headquartered
in Palo Alto, California.

A Hewlett-Packard is a designer and manufacturer of more
than 10,000 measurement and computation products and systems.
During its last fiscal year, Hewlett-Packard Company and its
subsidiaries had sales of $6.5 billion, about 43% of which were
to customers outside of the United States. Hewlett-Packard has
over 84,000 employees worldwide, of whom about 56,000 work in
the United States. We currently employ over 2,500 people in
your own state of Oregon. Worldwide R&D expenditures last year

were $685 million, 92% of which were in the United States.

Description of AEA

I am appearing before you this morning on behalf of

the American Electronics Association.
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AEA is the largest trade association of this nation's
largest manufacturing industry. AEA represents over 2,900
member companies nationwide, and over 450 financial, legal and
accounting organizations which participate as associate
members. AEA encompasses all segments of the electronics
industries including manufacturers and suppliers of computers
and peripherals, semiconductors and other compoﬁents. defense
systems and products, telecommunications equipment,
instruments, software, research, and office systems.

The AEA membership includes companies of all sizes
from "“start-ups” to the largest companies in industry.

Although 79% of our member firms are small businesses,

employing fewer than 300 people, AEA also represents two-thirds’
of all the large electronics companies in the U.S. with over R
1,000 employees.

Before addressing the committee’'s specific questions
concerning the treatment of foreign affiliate royalties under
Section 482, I would like to place our concerns with that
provision in their proper context as one factor in the
international competitiveness of the U.S. industry overall, and

high technology electronics in particular.

The Role of High Technology in the U.S. Economy

A recent Commerce Department study concluded that:

High technology industries are vital to the
U.S. economy. Their growth rate has been
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- twice that of total industrial output, and
they contribute the bulk of technological
advances to all sectors of the economy.

National security depends upon the

technology-intensive industries both for

sophisticated items essential to modern

weapons superiority, and for a strong and

flexible industrial capacity for future

contingencies.

The United States will have to depend

heavily on its areas of greatest strength --

principally advanced technology ~- to meet

increased competition in world markets. 1/

Vital as these electronics industries are for their
contributions to innovation, productivity, national security
and our quality of life, two important facts about them are not
widely recognized. First, they have become very large in their
own right, and second, they are rapidly losing their leadership

position in world markets.

The Nation's Largest Manufacturing Industry

As a direct result of the enlightened capital gains
policies of the last seven years the U.S. electronics industry
has created over one million new domestic jobs and become the
nation's largest manufacturing industry, now employing over
es+teyppyar eerylcr.s Policies which impact this industry

therefore have a substantial direct impact on this nation's

1/ An Assessment of U.S. Competitiveness in High Technology
Industries; International Trade Administration; U.S. Department
of Commerce; February 1983; pg. iii.
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manufacturing sector. But such policies also indirectly affect
the entire economy since the electronics industry is the
toolmaker for other industries, providing the egquipment needed
to strengthen U.S. productivity, and the global competitiveness
of all sectors of the U.S. economy. A healthy electronics
industry is key to U.S. leadership in the evolving information

age.

Declining International Competitiveness

The future of this industry in the U.S. is now 1in
jeopardy due to a decline in the international competitiveness
of our technology companies. As noted in the recently released
Report of the President s Commission on Industrial
Competitiveness, chaired by Hewlett-Packard Company's Chairman,
John Young, U.S. companies have lgst world market share in
seven out of ten high technology sec¢tors in the last 20
years. 2/

As a result of this icss of market share the surplus
which these companies have trad:tloﬁilly contributed to the
nation's trade balance (+$7 4 billion in 1980) became a serious

trade deficit in 1984 (-$6.2 billion).

2/ Global Competition, The New Reulity: Report of the
President's Commission On Industrial Competitiveness (Young
Commission); January, 1985, pg. 16.
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e er yar ad ar laete y y ere.. yr arpl ecroe . y.
lr lycp .yrle by arylcpp n laetcrye. bylb pa.e beyr
laete y y ere.. a er.ec. cp.a pa.e beyr ceypy a laete e
c cyr. darey r tral 1 . yr.yle be Ps s Unfortunately, that
i1s exactly what 1s haprening today. As our American exporters
have lcst market share abroad, imported electronics products
have ingieasei their share of the U.S. market by 42% between
1980 and 1984 Meanwhile, the percentage of U.S. electronics
salec der:vel fror- exports has fallen 19%.

This trend :s costing the U.S. vital jobs today., and
reliabie access toc new technologies critical to naticnal
defense in the future.

The Role of Tax Policy in Retaining U.S.

Global Competitiveness .
while the U.S. electronics industry itself must accept

the primary responsibility for maintaining its global

competitiveness, three Xeys to meeting the challenge which the

federa. governrent can affect are tax policy, budget policy,

and trade pclicy. We address only tax policy here.

Despite their importance to the U.S. economy, American
technciogy companies pay higher effective tax rates than firms
in most other sectors. Studies by the Congressional Joint
Committee on Taxation, the publication Tax Notes, and the Urban
Institute conc.ude that high technoiogy electronics companies

pay from 2% tc 60 percent higher effective tax rates than the
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average for U.S. industry. While our major trading partners
support their industries with tax rebates on exports and strong
incentives for research and investment, the U.S. tax system
subsidizes consumer spending at the expense of job-c._eating

capital formation.

Problems with the House Reform Bill

The House-passed tif reform bill continues this
tradition. It reduces the R&D tax credit from 25 percent to 20
percent and extends it for only three years, thereby limiting
both the value of the credit and its long-term incentive
effect. The House bill increases the maximum tax rate on
capital gains from 20 percent to 22.8 percent, thereby reducing
incentives for risk capital investment. It also significantly
reduces the amount of foreign source income eligible for credit
against foreign taxes, thereby discouraging exports and
encouraging the shift of U.S. jobs offshore. The cost of
investment in capital equipment would also be increased by
eliminating the investment tax credit and by stretching out
depreciation schedules.

Mr. Chairman, AEA believes it is important that cthe
final tax reform bill contain:

o A permanent, 25 percent incremental tax

credit for R&D;
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o A 20 percent maximum rate on individual
capital gains;
o Incentives for exports, such as the current
title passage sourcing of income rules of
Section 863(b); and
[¢) Improved incentives for capital investments,
such as a tax credit for capital equipment
investments and depreciation schedules which
recognize the actual lives of equipment.
I will now turn to the specifics of AEA's concerns
with the treatment of various provisions of H.R. 3838 that
affect the international operations of U.S. companies and that

affect R&D.

Treatment of Foreign Affiliate Royalties
The AEA strongly opposes the provisions of H.R. 3838
(in Bill Section 641) which require that royalties and other
similar payments for technology transferred to foreign
affiliates be measured not by traditional arms-length standards
but by the level of net profits of the affiliate, taking into
account variations from year to year. The provision would undo
twenty years of progress 1n harmonizing the taxing regimes of
the major developed countries of the world, lead to substéntial

international double taxation, cause continuous disputes

between the IRS and U.S. multinational taxpayers. and, in the
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end, act to discourage U.S. companies from maximizing the share

of their worldwide R&D performed in the United States.

Present Law: The Section 482 Arms-Length Standard for
International Transactions

The U.S. tax code has long required under Section 482
that dealings between related parties generally, including
between U.S. companies and their foreign affiliates, be
conducted on an "arms-length"” basis, as if those dealings were
between unrelated parties. Most major developed countries have
this same principle incorporated into their tax codes. Thus,
under U.S. law where a U.S. company licenses technology to a
foreign affiliate, that affiliate must agree to make royalty
payments to the parent in a manner consistent with what an
unrelated party would pay for a transfer of the same technology
under the same terms and conditions. Similarly, virtually all
major foreign countries allow a deduction for royalties paid by
a local affiliate to its U.S. parent if the payment meets this»
arms-length standard. If the payments agreed to and made by
related parties under licensing arrangements are inconsistent
with unrelated party transactions, the IRS has the authority
under Section 482 to increase the royalty by reallocating
income to the parent. The taxpayer can then petition the
foreign government to permit an increase in its local royalty
deduction accordingly. If the foreign government disagrees

with the IRS and is a party to a tax treaty with-the United
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States, the taxpayer can invoke the treaty '"competent
authority” mechanism, under which the two governments attempt
to negotiate a mutual agreement resolving the issue. Through
these procedures the taxing regimes of differing couné}ies can

be harmonized and international double taxation can be avoided.

House Bill Provision

The House bill provision would expressly abandon this
present law framework in the United States and replace it with
a requirement that royalties and other similar payments to U.S.
companies for the use of intangibles "be commensurate with the
income attributable to the intangible.“ The Committee Report
expressly states the intent that “"unrelated party transactions
de not provide a safe-harbor minimum payment for related party
intangibleq”_(Committee Report, at page 425). Rather the
provision appears to require that payments be based on the
actual level of net profits realized by the foreign affiliate
regardless of the expectations for such profits at the time the
license agreement was entered into. Further, as profitability
levels vary from year to year after the agreement is made, the
IRS can adjust the level of royalty payments notwithstanding

the terms of the agreement.
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The House Provision Undermines the Meshing of
International Tax Regimes

The United States has long been a leading advocate of
the use of arms-length standards to resolve international
taxing disputes. Through the U.S. model tax treaty, the
0.E.C.D. model tax treaty and specific U.S. bilateral treaty
negotiations, the United States has been instrumental in
persuading other nations to accept the arms-length standard.
To abandon that standard now would seriously undermine these
long- standing efforts.

It is clearly unrealistic for the United States to
expect other countries to adopt the proposed new rules for
their local tax purposes. Since royalty payments are tax -
deductible under the laws of our major trading partners,
adopting the proposed rules would effectively be ceding
substantial revenues to the United States. Just as the
United States would not even seriously consider changing its
tax laws if, for example, Germany or Japan adopted new rules
fer the greatment of royalties, we cannot expect foreign
governments to respond to any such change by the United States.

The conclusion that foreign governments will not
conform their systems to the proposed U.S. change is made even
more clear by the fact that the House bill change is
specifically limited to transfers of technology outbound from

the United States and does not apply to transfers intoc the

- 10 -
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United States. Essentially the House bill takes the position
that a different and generally higher royalty may be required
for licenses of technology by U.S. taxpayers to foreign
manufacturing affiliates (where the royalties are taxed in the
United States) than is required for licenses by foreign
taxpayers to U.S. manufacturing affiliates (where the royalties
are deducted in the United States). If the United States
cannot accept the proposed provision to its own revenue
detriment, it is surely unrealistic to expect any foreign

government to do so.

Provision Will Create International Double Taxation

Because foreign governments will not adopt the
proposed U.S. rule for their local tax purposes, U.S. companies
will face the prospect of double taxation on at least some of
their profits from foreign manufacturing. The United States
will in effect force U.S.-owned foreign affiliates to make
royalty payments which for foreign tax purposes are treated as
nondeductible dividends. Morzover, the increased royalty
payments to the United States, unlike dividend payments, will
not bring along any foreign taxes in fact paid to offset U.S.
tax on that income.

The threat of this double taxation can have a serious
impact on multinational companies like Hewlett-Packard. As was

mentioned previously, Hewlett-Packard conducts over 90 percent

- 11 -
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of its worldwide R&D in the United States. The company since
its beginning has adopted the practice of licensing its
technology to each of its foreign manufacturing affiliates
under a single licensing agreement covering all products. In
fiscal 1985 Hewlett-Packard collected more than $75 million in
royalties from its affiliates under these agreements. The
largest portion of this royalty income came from high tax
jurisdictions, such as Germany, France and Japan. As a matter
of corporate philosophy Hewlett-Packard requires each of its
U.S. and foreign affiliates' activities to be self-funding.
Thus, our intercompany licensing agreements must include a fair
royalty charge. Otherwise, the licensing affiliate will not
have sufficient resources to conduct R&D or the manufacturing
affiliate will not have sufficient resources to pay for
inventories and manufacturing facilities. This creative
tension motivates our approach to setting intercompany
royalties in a manner consistent with arms-length transactions.
The House bill gives IRS agents the authority to upset
these long-standing arrangements, at least where a particular
product in a particular year is more profitable than the
average product. BecauSe the resulting U.S. tax increase will
not be offset by lower foreign taxes in high tax jurisdictions,

the consequences for Hewlett-Packard can be serious.

- 12 -
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The Provision Will Create Continuous IRS-Taxpayer
Disputes and Lead to "Cost~Plus"” Allocations of
Manufacturing Income

While the House proposal specifically abandons the use
of arms-length standards for determining related party
royalties, it gives little guidance of what alternative
principles or rules taxpayers should apply to determine proper
royalty payments under the new provision. The statutory and
Committee Report statement that any royalty should be
“commensurate with the income attributable to the intangible"”
begs the question of how to determine the amount of income
"attributable” to that intangible. If arms-length standarcs
fof such a determination are to be abandoned, perhaps some
mechanical apportionment of income is intended to be applied.
But no indication is given on how any such appointment is
intended to be undertaken. Taxpayers and the IRS are left to
dispute the issue without any guiding principles.

The Committee Report does state that foreign affiliate
licensees using U.S.-developed technologies will not
mandatorily be treated as mere "contract manufacturers’ or
"cost-plus" contractors (Committee Report, at page 426). Yet
it would seem likely that in practice this result would occur.
The abandonment of arms-length standards and the lack of
guidance on any intended method of income apportionment leaves
a cost-plus manufacturing type of analysis (with residual

profits attributable to R&D and therefore included in the

- 13 -
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increased royalty) as the one obvious remaining method
avaiiablé for allocating income. Since this method is also
generally the most favorable to the IRS, IRS agents can be
expected to adopt it on audit. While taxpayers will argue
strenuously against its application, they will likely have a
difficult time persuading any court that the agents’
determinations are arbitrary or unreasonable, as is required to
avoid an IRS adjustment under Section 482. Thus, while the
House may not have intended to "mandate" the use of a cost-plus
manufacturing income method of pricing, and while taxpayers are
likely to argue vigorocusly, that method would almost inevitably

be applied to audited taxpayers.

Changes to Present Law Are Unnecessary

Most U.S$. multinational companies have international
licensing similar to Hewlett-Packard's arrangements: long-
standing license agreements covering allhpresent and future
products at a single royalty percentage rate applied to sales
revenue. These agreements have been reviewed and approved by
U.S. and foreign governments over the years. They accomplish a
reasonable division of profits between taxing jurisdictions and
lead to relatively few disputes. Surely such facts cannot be
seen as giving rise to the kind of abuses which would require
abandoning traditional arms-length norms in new U.S.

legislation.

- 14 -
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Indeed, the Committee Report does not indicate any
particular concern with these typves of most common licensing
arrangements. Instead the focus seems to be the less common
case of a U.S. company that enters into a separate license
agreement for one specific existimg or new product in
circumstances where the product could end up being
substantially more profitable than average products of the
taxpayer or the taxpayer's industry more generally. But even
in this type of case the IRS has ample authority to require
that the royalty payment be "commensurate" to the income from
the intangible under present law. The recently decided
Ciba-Geigy case 3/ makes clear (ironically, over IRS objections
because the royalty was paid by a U.S. taxpayer to a foreign
parent) that royalty payments on specific product licenses are
to reflect the actual prospects for profitability of the
specific licensed product and not general industry or other
more standardized payment rates. Thus, any abuses which
Congress may perceive arise not from defects in present law (or
really even in current IRS regulations) but from an IRS failure

to interpret and enforce the law in the manner permitted under

cases like Ciba-Geigy.

3/ Ciba-Geigy v. Commission, 85 T.C. 172 (1985).

- 15 -
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gggclusibn

For all the reasons stated above -- the abandonment of
well-established international taxing norms, the potential for
international dcuble taxation, the likelihood for continuous
disputes with the IRS and the failure to identify any abuses
which cannot be prevented under present law -- we strongly urge
that the Senate reject any changes to Section 482 or Section

367(d) with respect to foreign affiliate royalties.

Impact of Other Provisions

While the proposed changes to section 367(d) and
section 482 are the focus of my testimony today, I thought it
would be useful to review for the Committee the position of the
AEA with regard to several other provisions of the House bill
that would have a significant effect on the international
competitiveness of electronics companies.

Allocations of R&D Expenses Under Regulations
Section 1.861-8

Treasury Regulations Section 1.861-8 requiring
apportionment of U.S. R&D expenses against foreign income are
excessive, arbitrary, inequitable and deter U.S. R&D spending.
These rules have been temporarily suspended and studied since
1981, largely because of a concern that they will encourage

United States companies to move R&D outside of the U.S. The
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moratorium on apportionment of R&D expenses has lapsed, but it
should be made permanent during the current tax reform effort.

H.R. 3838 moves somewhat in this direction, by -
allocating 50% of U.S. R&D to U.S. source income and the
remainder between U.S. and foreign source by sales or gross
income, but only for two years. Permanent extension of the
moratorium, which more appropriately allocates 100% of U.S. R&D
expenses to U.S. source income, would help ensure that R&D will
be conducted in the United States, which will also help to keep
manufacturing and service jobs in the United States.

The basic overall foreign tax credit ("FTC")
limitation is determined by the following formula:

FTC Limitation = U.S. Tax Before Foreign Source Taxable
Credits X Income

Total Taxable Income

This formula is designed to ensure that foreign taxes will not
be used to offset U.S. tax ;n U.S. source income. A dollar of
R&D expenses allocated to foreign source taxable income will
reduce the numerator of the fraction above. As a consequence,
the limitation will be reduced by 46 cents, which reflects the
U.S. statutory tax rate of 46% applied to foreign source
income. However, R&D expenses incurred in the United States
and allocated to foreign source income would not be deductible

in foreign countries. Accordingly, when the foreign taxes paid

-17 -
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by a U.S. taxpayer exceed the FTC limitation, the resulting
U.S. tax liability would be increasegd.

For taxpayers in an excess foreign tax credit
position, the only way to ensure full tax deductibility of R&D
expense on a worldwide basis would be to transfer R&D
activities outside the United States to Canada, the U.K.,
Germrany, Japan, or other countries. The United States should
not encourage such transfers. Instead, the penalty imposed on
the conduct of R&D in the United States by the current
Section 1.861-8 regulations should be ended by making the
moratorium vermanent. Doing so would not itself be an
incentive for doing R&D in the United States, but it would
remove a substantial disincentive.

Furthermore, because the disincentive effect of
Section 1.861-8 operates conly on companies in an excess foreign
tax credit position, such companies are at a competitive
disadvantage with foreign comparies (as well as other U.S.
companies not in an excess credit position). The companies
that are affected by the Section 1.861-8 R&D rules tend to be
multinational companies that are in an excess credit position
because they pay relatively high foreign taxes (due to
significant profits in high-tax jurisdictions) and conduct a
significant amount of R&D in the United States. Such companies

frequently are major exporters from the United States.

- 18 -
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Under both H.R. 3838 and Treasury II, however, most
U.S. taxpayers would be in an excess credit position. This
would occur because of lower tax rates, expanded
separate-basket FTC limitations, changing the source of export
income from foreign to U.S., and other proposed changes. As a
consequence, many more taxpayers will have excess foreign tax
credits. For such companies the after-tax cost of conducting
R&D in the United States would increase dramatically.

The benefit of the R&D credit as a stimulus to R&D in
the United States would be substantially offset under the
Section 1.861-8 regulations because' incremental research
conducted in the United States will not be tax deductible. As
long as U.S. tax policy is designed to enccuvrage research in
the United States, the disincentive of the Secton 1.861-8
regulations through the denial of full deductibility of R&D
expenses makes little policy sense.

Unfortunately, under current Section 1.861-8 rules,
the only way to ensure full tax deductibility of R&D expenses
is to perform the R&D in foreign countries. Imposing a
permanent moratorium on the Section 1.861-8 regulations to
ensure that R&D expenses are entitled to a tax deduction should
provide a better environment to assure senior corporate
management that conducting R&D in the United States makes good

economic sense.

-~ 19 -
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H.R. 3838 Increases Taxes on Exports - Source Rule
Eliminated, FSC Curtailed

H.R. 3838 would eliminate or significantly reduce two
important incentives for U.S. exports. First, the title
passage sourcing rule that treats part of the income from U.S.
experts as foreign source income would be eliminated. Second,
the percentage of export income exempt from tax under the
Foreign Sales Corporation (FSC) provisions would be reduced
from 15% to 13%.

The clear impact of both provisions would be a
substantial tax increase on United States exports. At a time
when Congress is searching for effective means to reduce our
record balance-of-trade deficit, adopting such provisions would
be counter-productive.

Congress recognized the need to provide effective tax
incentives for U.S. exports when it adopted the FSC provisions
in 1984. Lowering the benefits available under those
provisions would cons:derably reduce their stimulative effect.

The title passage sourcing rule was affirmed and
modified by Congress at the same time that it adopted the FSC
provisions. This sourcing rule provides an incentive for U.S.
exporters by treating a pnrtion of their export income as
foreign-source income, which improves their ability to utilize
foreign tax credits. This incentive has not been challenged

under GATT, which was a major difficulty under the DISC rules.

- 20 -
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Furthermore, in some cases this sourcing rule is essential to

prevent international double taxation of export income.

H.R. 3838 Would Discourage R&D in the United States

There are a number of ways in which R&D would be
discouraged by H.R. 3838 compared to current law.

1. The R&D credit is reduced from 25% to 20%.
Furthermore, it is extended for only three years, instead of
being made permanent.

2. The moratorium on R&D allocations under
Section 1.861-8 was not made permanent. H.R. 3838 would
allocate only 50% of U.S. R&D expenses to foreign source income
for only two years.

3. The proposed changes to Sections 367(d) and 482 would
lead to uncertain results if taxpayers conducting R&D in the
U.S. license technology to foreign affiliates. A clear way to
overcqme this uncertainty and that of allocations under
Section 1.861-8 is to conduct R&D outside the United States.

4. The depreciation period for most R&D equipment would
be extended from 3 years under the current ACRS system to §

years or longer under H.R. 3838.

CONCLUSION
R&D is the basis of technological innovation and

international competitiveness for U.S. electronics companies.

- 21 -
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Successful R&D results in many jobs in the manufacturing and
gervice sectors as well.

Several provisions of H.R. 3838 would create
substantial disincentives for conducting R&D in the
United States, such as the proposals concerning Section 1.861-8
of the income tax regulations and Sections 367 and 482 of the
Code, while diminishing the effectiveness of the R&D credit.
Other provisions of H.R. 3838 would-increase taxes on exports.

At a time of record trade deficits and intense
international competition, fueled by other countries’ incentives
for their companies. the U.S. can ill afford to create a less
favorable envircnment for companies to conduct R&D in the
United States. or to export manufactured goods from the

United States.

- 22 -
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STATEMENT OF RAYMOND WIACEK, PARTNER, JONES, DAY,
REAVIS, AND POGUE, WASHINGTON, DC; ON BEHALF OF THE
EMERGENCY COMMITTEE FOR AMERICAN TRADE

Mr. Wiacek. Thank you. My name is Ray Wiacek, and I am a
partner in Washington with Jones, Day. I am appearing today on
behalf of the Emergency Committee for American Trade issues or
ECAT, an organization of over 60 large American companies specif-
ically interested in international tax and trade issues. ECAT com-
panies have annual worldwide sales in excess of $700 billion and
they employ over 5 million people. I have submitted a written
statement for the record so this morning I would like to make just
a few general observations about the House international propos-
als, and then I would like to talk about a couple of provisions in
particular. I would also be happy to take any questions.

My first general observation concerns the so-called abuses used
to justify the House prog)osals. In my view, in virtually every case
these abuses could be addressed by provisions much less sweeping
and much less damaging to our position overseas. In other words, 1
believe the House frequently used an elephant gun to shoot a
mouse. In our written submission, we have suggested just such al-
ternatives with respect to virtually all of the House proposals. We
hope they prove constructive. There is probably not time to review
thera this morning, but I would be happy to take any questions
with respect to them.

The second general observation I would like to make is that the
proposals are revenue driven. They specifically target the overseas
operations of U.S. business for some $13 billion in additional tax-
ation.

And the third general observation that I would like to make is
perhaps the most important——

Senator CHAFEE. Now, what was that last figure?

Mr. Wiacek. $13 billion in additional taxation targeted directly
at the overseas operations of U.S. businesses. That is in addition to
all the other changes that you have heard about in your hearings
this summer.

Senator CHAFEE. This bill does that?

Mr. Wiacek. This bill raises approximately $13 billion over 5
years specifically from the foreign sector.

The last general point I would like to make is that the proposals
depart from longstanding international norms in the tax field. And
what this means is that although there will be many calls to “level
the playing field,” in the international area the United States does
not control the playing fizid. So, until the United States convinces
its foreign trading partners to level the same field, unilateral adop-
tion of the House proposals is akin to shooting yourself in the foot.
At best, it tilts the field against us.

Senator CHAFEE. Now, you are mixing a metaphor, but we will
excuse that. [Laughter.]

Mr. Wiacek. The first specific provision I would like to address is
the elimination of deferral for banking, shipping, and insurance.
Deferral, as you know, is a policy that says we do not tax income
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until it is received. ECAT has always opposed efforts to overturn
this policy, in cooperation with many on this committee. We have
also always known, however, that this is a policy that potentially is
subject to abuse, so we have always had so-called subpart (f), which
does tax on a current basis certain passive, related party transac-
tions. But the House proposal targets real businesses—active busi-
nesses—involved in third-party transactions. ECAT is very much
concerned for these businesses because it thinks that this proposal
stands tax policy on its head in this area, We are also concerned
that it is a terrible precedent and may serve as a beachhead for a
general attack on deferral.

A related proposal is the so-called separate basket limitation
with respect to foreign tax credits. The purpose of a foreign tax
credit limitation is to make sure that U.S. taxes on domestic source
income are not offset by foreign taxes. Current law does this per-
fectly, and the House proposal will do no better. Its purpose is in-
stead to take the income of an integrated business and chop it up
into a series of separate baskets, so as to create artificially a pot, or
basket, that is taxed at less than 46 percent, so the United States
can tax up the difference.

In the foreign tax credit area, ECAT is also very concerned with
a provision which would substantially reduce foreign tax credits for
withholding taxes on interest earned by U.S. lenders on cross-
border loans. This provision will impede the growth of U.S. exports
by reducing the amount of international credit available and by
undermining the ability of U.S. lenders to compete with foreign
banks. Regional and money center banks are so concerned with
this proposal that they have asked ECAT to make a supplementary
submission with respect to it.

The last specific provision I would like to talk about is the one
known as sourcing. In order to compute your income iaxes, you
have to distinguish domestic and foreign income; and the United
States has long used a 50-50 rule of thumb which treats income
with respect to goods manufactured in the United States but sold
overseas as 50-percent foreign and 50-percent domestic. This recog-
nizes the international aspects of the transaction. The House pro-
posal would treat such a transaction essentially as all domestic, ig-
noring the international aspects of the transaction. And this pro-
%osal is death to U.S. exporters. It falls very heavily on the large

.S. exporters.

I have run out of time, so let me just say in conclusion that, al-
though I have talked very quickly——

Senator CHAFEE. Try to make your conclusion quick because we
have a vote on, and I think we will try and take Mr. Loree before
we recess.

Mr. Wiacek. The conclusion is 10 seconds.

Senator CHAFEE. You have got it; go ahead.

Mr. Wiacek. Although 1 have talked quickly, we haven’t
scratched the surface of any number of other foreign provisions.
There is the allocation of interest to foreign source income; it is the
biggest revenue item, and it affects every business that borrows—
that is, everyone. There is the 367/482 royalty provision discussed
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by my colleague. Another provision of concern is the extension of
the section 861 R&D moratorium, which many members of this
committee have long been interested in, and there are others that
merit your attention. Thank you.

Senator CHAFEE. Ten seconds. Mr Loree.

[The prepared written statement of Mr. Wiacek follows:]



120

TESTIMONY OF RAYMOND J. WIACEK
ON BEHALF OF THE
EMERGENCY COMMITTEE FOR AMERICAN TRADE

My name is Raymond J. Wiacek, and I am a partner 1in
Washington with the internatioral law firm of Jones, Day,
Reavis & Pogqgue. I am appearing on behalf of the Emergency
Committee for Anerican Trade, or "ECAT," an organization that
represents over 60 large United States corporations interested
in international tax and trade issues. My comments will
address the international provisions contained in the Ways and
Means tax bill, particularly those not proposed in Treasury I
or II.

ECAT is keenly interested in these international
provisions. ECAT's members have annual worldwide sales of over
$700 billion, and employ over five million workers. They
conduct business in virtually every market 1n the world,
against formidable competition from Japan, Germany, and other
countries. They also account for a substantial portion of
total U.S. exports and are among the largest U.S. investors
overseas.

Before discussing specific provisions, several features
common to all of the Ways and Means-initiated international
proposals should be noted. First, although of obvious and

crucial importance, no hearings were held on the proposals.
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They arose very late in the game, often in one page “Task
Force" reports, and were not subject to the debate and analysis
which should precede change of the scope represented by the
proposals.

Second, virtually every one of the proposals departs from
longstanding practices used throughout the world in taxing
international transactions and avoiding double taxation. If
enacted into law, the proposals would subject U.S. companies
competing abroad to complex new tax rules not imposed by Japan,
Germany, Britain, France, Korea, or other countries on their
companiés; This makes clear a very obvious feature of tax
revision in the international arena -- the U.S. dces not
control the field. Thus, while it may be acceptable to talk
about "base broadening” or "level playing fields" when
discussing domestic tax reform, these concepts should not be
applied to international taxation until the U.S. persuades our
foreign trading partners to level the same field.

Thifd, the proposals are supposedly necessary because of
the "tax-motivated" or "abusive™ nature of U.S. investment
abrdad. But alternatives to the Ways and Means proposals which
specifically target the "abuses” cited by Ways and Means are
easy to craft, and do not require the sweeping changes adopted
by Ways and Means. Moreover, U.S. companies go abroad for
business, not tax reasons. They go abroad to get within custom

and tariff barriers, to meet the regulatory requirements of
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foreign governments, to exploit natural rescurces, to provide

N
parts and service to foreign customers, and to compete
generally in the international marketplace. Recent Department
of Commerce data shows that over 95% of all U.S. investment
coverseas is made in countries with tax rates comparable to or
higher than those in the U.S. This statistic alone proves that
the case cannot be made regarding "tax-mrotivated” foreign
investment.

Fourth, the proposals are revenue-driven. They will burden
the international operations of U.S. companies with over $13
billion in additional taxes.

Finally, the proposals will harm the competitiveness of
U.S. companies doing business overseas. [t will subject them
to new rules of taxation not used by any of our competiktors, in
order to extract billions of dellars of new taxes not faced by
any of our competitors. This raises the obvious question of
who is most likely to succeed in competing for international
business -- the U.S. firm carrying 3 huge new tax burden or 1its
foreign competitors whose governments continue to follow
long-accepted norms of international taxation.

A discussion of the major international proposals adopted
by Ways and Means, together with suggested alternatives,

follows.
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Ceferral

The U.S. does not tax the income of foreign corporations
until returned to the U.S. This is commonly referred to as
"deferral.” (The word deferral is misleading to the extent it
%uggests that a tax benefit has been granted, because what
reglly 1s involved is the entirely appropriate policy of the
U.S. not to tax income that has not been received.) Subpart F
embodies certain exceptions to deferral. The underlying theory
of subpart F is that income earned in passive transactions
between related parties is potentially abusive. Active,
unrelated party transactions are subject to deferral -- that
is, real businesses conducting real international operations
are not taxed currently on funds they have not received.

The Ways and Means bill contains provisions that would blur
the distinction between active, unrelated party and passive,
related party transactions. Targeting certain industries, the
Ways and Means bill eliminates deferral for all banking,
insurance, and shipping operations. This change is not
limited, say, to one-man banks formed in the Caribbean. It by
its terms is aimed at bona fide, active, unrelated party
transactions in very important businesses.

ECAT is concerned that treating foreign income as taxable
in the U.S. before it is received will present significant
problems in countries which limit or block the repatriation of

income to the U.S.

60-412 0 - 86 - 5
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ECAT is also concerned that foreign banks, insurers, and
shippers, which are not taxed currently by their governments on
income they have not received, will achieve a competitive
advantage.

But ECAT is most concerned that the Ways and Means
provision will serve as the beachhead for a general attack on
deferral. ECAT is opposed to the abandonment of the
longstanding tax policy distinguishing passive, related party
transactions from active, bona fide operations conducted with
the general public. If Congress permits the elimination of
deferral today for bona fide bank, insurance, and shipping
companies, will electronics, chemicals, or consumer products be
next?

The elimination of deferral has long been on the agenda --
hidden or otherwise -- of some who style themselves tax
reformers. Congress has repeatedly rejected their
blandishments. ECAT historically has been very much involved
in these developments, and resisting the piecemeal approach to
eliminating deferral should be a top priority in the current
tax reform debate.

Alternative. Once it is ccnceded that active, unrelated
party transactions are not abusive, operations seeking to avoid
subpart F by calling themselves "banks,” "insurers," or
"shippers" could be included within subpart F. For example,

“"incorporated savings accounts®” or one-man island banks could
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be covered by providing that any "bank" owned by 5 or fewer
individuais {or by a company or companies owned by 5 or fewer
individuals) would not be treated as bona fide. Additionally,
a bank would not be treated as bona fide unless it met some
commonsense tests -- for example, unless it had tellers,
incurred expenses, made loans to third parties, issued letter
of credits to third parties, and so on. Finally, exclusion
from subpart F could be conditioned on the availability of
books and records in a manner reasonably comparable to
domestically situated books and records (consistent with treaty
agreements, if any, and local law).

" This alternative would address any abuse about which Ways
and Means may have been concerned, but would respect the real
banking, insurance, or shipping operations of large,

publicly-traded companies with nothing to hide.
ections 367 and 482

The Ways and Means bill contains a "sleeper" which will
drastically change the pricing, licensing, and use of high
technology throughout the world. This provision would regquire
payments for the use of technology abroad to be reset on a
periodic basis, even if the payments were set in the first
instance at arm's length, taking into consideration all

relevant facts and circumstances.
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This proposal seems inocuous enough. But what is intended
is for the IRS to have the power to exact -- legally -- ever
higher payments from U.S. affiliates operating abroad. Assume,
for example, a European affiliate of a U.S. company which
actively manufactures and sells a product in Europe against
German, French, and British competition, using technology for
which it pays its U.S. parent a 10% royalty. Assume further
that this is truly an arm's length royalty, because it is the
same rate the U.S. company charges an unrelated Japanese
concern to use the technology in Japan (a market to which the
U.s. comaany is denied access). When the European company's
sales increase, the royalty to the U.S. parent increases,
because the royalty is set 1in percentage terms. Under the
proposed new rule, however, the IRS c¢an adjudge the increase to
be "inadequate™ and exact a higher return.

To invoke the new rule, the IRS will not be required to
show that the 10% royalty was set too low or was otherwise
unfair to the U.S., parent in the first instance. The IRS need
only feel that "not enough” is being paid currently to the
U.S. Thereafter it may demand, say, a 50% royalty. The
royalty paid by the Japanese concetn, in contrast, will remain
at 10%, because the new rule applies oniy to related parties,
and because in the real world a deal is a deal.

This proposed new rule is divorced from commercial

reality. Unrelated parties do their best to negotiate an
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agreement using all the facts and circumstances known at the
time, and thereafter they live with the agreement negotiated.
Royalty rates, for example, are set for the life of the product
involved, and are not periodically reset or increased. (If
anything, unrelated parties provide for caps or decreases in
royalty percentages as sales grow.)

The proposal also contradicts longstanding U.S. and
international tax principles. In divorcing 1tself from the
real world practices of unrelated parties, the proposal
abandons the arm’s length standard relied on throughout the
world as the touchstone of international pricing. The OECD has
addressed this specifically with respect to technology:

“The general principle to be taken as the basis

for the evaluation for tax purposes of transfer

prices between associated enterprises under

contracts for licensing patents or know-how is

that prices should be those which would be paid

between independent enterprises acting at arm's

length."”

It is also unlikely our major trading partners will accept
the new rule, which will lead to double taxaticon of U.S.
companies competing abroad. One cannot believe, for example,
that Gezhany will allow a higher royalty to be exacted from a
German user of technology ~- by either the U.S. Government or
U.S. transferor -- based on the success of a product in Germany.

Although representing a major change, no hearings were held

concerning the proposal. Nor was it mentioned in Treasury I,

Treasury II, or the Staff Options. In fact, it was hidden
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among section 936 changes, although its impact extends far
beyond Puerto Rico. ECAT has been told by many high tech
companies that this is their number one international issue.

ECAT believes the new rule will harm U.S. international
competitiveness. It is complicated and arbitrary, and will
increase planning uncertainties and administrative expenses,

It will lead to double taxation, burdening U.S. companies as
compared to their foreign competitors. Most important, it will
interfere in business decisions as to now, when, and where U.S.
technology should be employed, robbing the U.S. of its primary
advantage in the international marketplace.

Alternative. ECAT understands that there was concern that
technology which could be reasonably predicted to be successful
was being licensed at rates considered too modest. The staff
referred to this as the "hot product" or "crown jewel"
problem. Since royalties are usually set in percentage terms,
resulting in larger payments as products prove successful, ECAT
does not agree there is a "hot product” or "crown jewel"
problem. Accordingly, and in light of-the fundamental nature
of the Ways and Means proposal and the complete absence of
hearings, ECAT does not believe the Ways and Means proposal
should be adopted. Stated otherwise, under no circumstances
should an agreement concluded in line with arm's length

principles be deemed renegotiable by U.S. tax law.
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Section 861 and R&D

The current section 861 regulations treat a portion of
U.S.-incurred R&D as if it were foreign. The Treasury believes
this is necessary because the R&D is utilized not only in the
U.S., but abroad as well. (Note, however, that royalties are
usually paid to compensate for this foreign utilization; in
fact, the changes to section 367 made last year by DEFRA
require fair market royalties to be paid in such cases.)

Many telieve it is bad policy to treat any U.S. R&D as if
it were conducted abroad, because it encourages such R&D in
fact to be conducted abroad. Fven those who believe that tax
theory requires at least some such treatment agree that the
treatment prescribed by the current regulations leads to
results which are mechanical, harsh, and incorrect. That is
why a series of moratoriums have been passed by Congress.

There was support on the Ways and Means Committee, and
there is support in the Finance Committee, to continue the
moratorium, particularly since the Treasury has not proposed a
permanent solution reasonably revising the harsh treatment
called for under the current reqgulations. A temporary
extension of the moratorium was included in the Senate's
reconciliation and "extender" packages. Many Members, in fact,
would make the moratorium permanent.

Alternative. The Ways and Means bill contains a two-year,

*half" moratorium. This was clearly an expedient, temporary,
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and minimally acceptable "solution." The business community
would prefer an extension of the moratorium. But in light of
the revenue pressures underlying the Ways and Means effort,
some companies told the Treasury and Ways and Means staff that
a compromise permitting a permanent 75% "set aside," instead of
the temporary 50% set aside found in the Ways and Means bill,
would be accepted as a permanent solution if it were endorsed
by the Treasury and Ways and Means. Note, however, that the
other features of the Ways and Means approach should not be
revised tvofEset this higher set aside. In particular, no
"technical” suggestion from the Treasury or staff to revise the
gross income formula approved by Ways and Means should be

considered.

Sourcing

Income from goods manufactured in the U.S. for export are
generally treated under current law as 50% U.S. source and 50%
foreign source. The Ways and Means bill will generally treat
such income as all domestic. (The Ways and Means exception to
all domestic treatment applies only where the export is subject
to foreign taxation. While this eiception may benefit foreign
countries, it will help neither the exporter nor the U.S.)

Treatment of export income as all domestic will adversely
affect the exporter's foreign tax credit calculations, and

increase its worldwide tax burden. Treatment of the income as
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50% domestic and 50% foreign is an approximation, admittedly,
but it is a Soleomon-like _one which produces a readily
administrable rule which recognizes that ti;A;roduct is being
marketed and sold in a foreign country, to a foreign purchaser,
for foreign furds. The all domestic rule fails to recocgnize
thaé the transaction is in any way international. It also
fails to recognize that because many other countries have
sourcing rules like these now emplcyed by the U.S., changing
the current U.S. rules will produce double taxation.

It is important to note, in addition, that increasing the
worldwide tax burden of U.S. exporters at a time when severe
harm has 3lready been done by the strong dollar, tariff
barriers, closed markets, hidden subsidies to foreign
competitors, and other Eactors, constitutes bad trade policy.
Many large exporters believe this is the most important change
made by the Ways and Means bill. There are other changes to
the sourcing rules affecting transportation, 80-20 companies,
intangibles, and other property, which may be discussed by
certain companies or industries, but as a\trade matter, the
changes affecting theiexport of goods from the U.S. are by far
the most significant.

Alternative. ECAT believes the fair and administrable
rules embodied in current law are much preferable to the wholly
arbitrary, all domestic proposal adopted by Ways and Means.

But if changes in current law are deemed necessary, new rules
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which require a minimum level of direct or indirect overseas
operations -- short of "permanent establishment” status --
would curtail "abuses" without harming U.S. exports, and would
avoid the recharacterization of truly international
transactions as all domestic.

Foreign Tax Credit Limitations:
Overall, Per Country, and_Separate Baskets

The purpose of a foreign tax credit limitation is to insure
that U.S. tax on U.S. domestic income is ncot reduced by credits
for taxes paid abroad. The limitation contained in curcent
law, known a3s the "overall” limitation, does this absolutely
and completely. It allowss credits to be claimed only up to the
amount of U.S. tax that would otherwise be imposed on the
foreign income in question. It is easiest to calculate the
overall limitation by multiplying foreign income by 46% (the
U.S. tax rate). For example, if a company earns $200 abroad,
on which it pays $100 in foreign taxes, it will be allowed only
$92 as a credit (46% of $200). The other $8 paid in foreign
taxes cannot be used to offset taxation of domestic income.

The Administration proposed a "per country” limitation to
replace the overall limitation. The per country limitation
would not have accomplished the objective of a foreign tax
credit limitation any better than the overall limitation --

that is, it would not have better protected U.S. taxation of
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domestic income. Its purpose was different. [t was meant to
increase U.S. taxation of foreign i1ncome, even when that
foreign income was already subject to a very high rate of
foreign tax. In terms of the example used above, the per
country approach would first break down the $200 earned abrcad
into $100 earned in, say, Germany and $100 carned in Italy, and
would similarly segregate the foreign taxes paid into, say, a
$60 German pot and a $40 Italian pot. The credit claimable
would be limited separately for the two countries -- that is,
German income would be multiplied by 46% and Italian income
would be multiplied by 46%. There would be no additional U.S.
tax on the German income, because German taxes paid exceeded
$46. But the per country approach would hold that "insuffi-
cient” tixes had been paid as tec Italian income, such that the
U.S. was entitled to an extra $6 in tax.

The bottom line is that the company involved would see the
tax rate on its foreign operations increased to 53%. The tax
imposed cn its Jdcmestic income would not be affected, because
the per country proposal had nothing to do with protecting
taxation of domestic income. ‘

The per country proposal was unanimously opposed by the
internaticnal business comiunity, and was ECAT's primary focus
on the House side. Even companies publicly identified as
supporting the Administration's tax proposals objected to the

per country proposal. It was very obvious to all that it
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increased the taxes imposed on the international cperations of
U.S. business, to the detriment of U.S. competitiveness.

The staff replaced the per country proposal with a series
of separate baskets. Although more subtle than the per country
approach, the basket approach has the same purpose. It
artifically divides the foreign income of a worldwide business,
but does so by type-of -income or line-of-business i1nstead of by
country. The objective is to increase U.S. taxes on foreign
itncome, not to protect U.S. taxation of domestic income, In
terms of the example above, the separate basket approach would
take a business with $200 of foreign income taxed at 50% and
break down that business in order to isonlate a type-of-income
-- say, a royalty -- or a line-of-business -- say, a financing
operation ~- that could be treated as if it were taxed at less
than 46%. Then the U.S. would quickly impose its tax on the
"under-taxed" type-of-income or line-of-business.

The staff justifies this approach by stating that
calculating foreign tax credits based on the overall, or

*average,"” foreign taxes paid is an abuse. This sentiment was
unanimously opposed when offered in justification for the per
country proposal. Academicians do not agree that averaging is
an abuse. But perhaps most important, all of our major trading
partners permit averaging (or better). Japan, for example,
uses the system embodied in current U.S. law. This means that

U.S. companies will face an increased tax burden in competing

for international business that no foreign competitor will face.
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Finally, the basket approcach itself contradicts any
assertion that averaging is abusive. In so doing, mcreover, it
intrudes tax considerations into business decisions and is
applied unequally. This is best seen in the Committee Report's
statement "that a bona fide bank, in