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SECTION 89-NONDISCRIMINATION RULES

TUESDAY, MAY 9, 1989

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 9:30 a.m. in

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

Also present: Senators Baucus, Boren, Bradley, Pryor, Rockefel-
ler, Daschle, Packwood, Chafee, Heinz, Durenberger, and Symms.

[The press release announcing the hearing follows:]
[Prem Release H-16, April 10, 1989]

SENATOR BENTSEN ANNOUNCES HEARING ON SECTION 89-NONDICRIMINATION RuLs

WASHINGTON, DC-Senator Lloyd Bentsen (D., Texas), Chairman, announced
today that the Finance Committee will hold a hearing on the nondiscrimination
rules applicable to employer-provided fringe benefits, referred to as Section 89.

The hearing will be held on May 9, 1989 at 10 a.m. in Room SD-215 of the Dirk-
sen Senate Office Building.

"The Section 89 nondiscrimination rules originated in President Reagan's tax
reform proposals in 1985. While the goals of the provision are laudable, it has
become apparent that the rules are causing American business untold headaches,"
Bentsen said.

"These rules are just another example of the overly complex nature of our tax
system. The administrative burdens imposed by the Section 89 provisions must be
reexamined, and balanced against the policy of distributing tax benefits equitably
and the impact on the budget deficit," Bentsen said.

Bentsen said the Finance Committee will hear testimony on specific problems
which employers are having with the Section 89 rules and on suggestions for simpli-
fying the rules.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. This hearing will come to order.
I think almost everyone in this room, and particularly small

business, knows something has to be done about Section 89. Major
surgery is needed, and it is needed quickly. I will be introducing
legislation to make the rules work.

If you consider the original objectives of Section 89, they were ad-
mirable objectives. President Reagan proposed them as part of his
tax reform initiative, and the idea was that everyone employed in a
company would have tax benefits that were comparable. A lot of
people even hoped that it would result in an additional extension
of health benefits and life insurance benefits to employees. But Sec-
tion 89 is far too complex. The rules are so complex, they make
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"War and Peace" look like a comic book. Even the so-called "ex-
perts" can't understand the details.

I was talking to some people last night who were telling me, they
are spread across the country-they might have two or three em-
ployees in one State, two or three in another, and several thousand
in another, and participating in different HMOs-even with a big
company, where they have all of the staff of lawyers and account-
ants to make it work, that they have incredible problems in trying
to prove that they have not discriminated. It has even caused some
small employers to talk about shutting down their plans and doing
away with health insurance.

So, we are not here with any idea of trying to determine whether
or not the rules should be fixed, we all agree on that; we are here
to see how we can fix them.

The first step is to simplify the rules, to reduce the administra-
tive costs that are put on American business today. Then, we ought
to try to achieve the original goals of Section 89. Health benefitsshould be extended, in an equitable manner. To the extent it can
be available to all employers, it should be.

But there is another point we have to consider, and that is the
effect on the Federal budget. This committee, with the Budget Res-
olution, has been charged with meting out $5.3 billion in additional
tax revenues. And as we change the rules on Section 89, we will
probably lose some Federal revenue. Our job is to find that revenue
to replace it. We will have to do that. If we lose that revenue, then
we have significant work to be done.

My counterpart on the House side has introduced a bill that has
considerable merit to it on Section 89. My colleague here, Senator
Pryor, has introduced legislation to assist in that regard, and I
commend them all for their efforts. I am looking forward to work-
ing together to try to see what we can glean in the best of each of
these to bring about responsible legislation on it.

We have got a long list of witnesses today, so I am going to ask
that my colleagues keep their opening statements to 3 minutes, if
they will, and then we will get on with it.

Senator Packwood?

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

Senator PACKWOOD. Thank you, Mr. Chairman.
I remember when we adopted Section 89 and, very honestly,

there was not much controversy at the time. People have no par-
ticular objection to the goal. I find very few people who are willing
to say the law should allow very highly compensated employees to
get superior health insurance plans and should allow lower-earning
employees modest or no health plans. No one in good conscience
will defend that position.

When we passed Section 89 there was not much opposition to the
goal of equality and fairness in health insurance. At the time, no
one really knew exactly how the rules would read. I think it is fair
to say that those groups who now want changes can not be held at
iault for not suggesting at that time what the changes should be in
a program that was not then in effect.
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In retrospect, we have discovered a number of things:
One, if you are an employer of 10 or less, probably just on the

averages you could fail to meet the Section 89 test, and it is no-
body's fault. It is not the employer's fault, not the employee's fault,
probably not even the regulation's fault; it is just the averages.
This problem wouldn't happen if you had 100 employees or 1000
employees, but it can happen if you have 10. So something must be
done to make sure that honest employers who want to have a
decent health plan for their employees don't fail and subject every-
one to penalties, through no fault of their own.

Second, I have very severe reservations as to what may happen
to cafeteria plans, something that this committee and this Congress
has worked on extensively to try to extend. Cafeteria plans make
sense for two-earner families. Cafeteria plans should be allowed to
expand, so that the husband might choose health insurance and
the spouse might choose child care, if their company has such a
plan, without both of them having to have child care and both of
them having to have health insurance when they are covered by
each other's plans. Cafeteria plans could be jeopardized by Section
89, and no one intended that.

So, as we start the hearing today, I hope we start in good faith.
That good faith is: We want to end discrimination. To help, the
advice we need is how.

Thank you, Mr. Chairman.
The CHAIRMAN. Surely.
The order of arrival: Senators Symms, Pryor, Packwood, and

Boren.
Senator Symms?

OPENING STATEMENT OF HON. STEVE SYMMS, A U.S. SENATOR
FROM IDAHO

Senator SyMs. Thank you very much, Mr. Chairman, and my
colleagues.

Mr. Chairman, I am very pleased that you have called this hear-
ing today. I think this is very important. I think the vote that we
had in the Senate a couple of weeks ago, 98 to nothing on my
amendment and the Senator from Mississippi's, clearly demon-
strates that there is support across the country to do something to
correct this problem.

I think, also, I agree in part with what my colleague from
Oregon said, that there is no intent here to perpetuate unfair and
inequitable plans; but I do think the risk on the other side is great-
er. I heard from so many of my constituents last week, when I was
in Idaho, who approached me and said that they are concerned
that their small companies are going to have to cancel their health
plans, and that they might be uninsurable or have difficulty ob-
taining that insurance if they have someone with a medical prob-
lem in the family. So, I think we have to look at that side to this
issue.

I want to ask unanimous consent, Mr. Chairman, to put my
entire statement in the record.

The CHAIRMAN. Without objection, that will be done.
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[The prepared statement of Senator Symms appears in the ap-
pendix.]

Senator SYMms. I do think this has to be corrected. I think that
the tax accountant, Tom Veal, from Touche Ross said it best when
he said that, if they had had Section 89 back at the time of the
Revolution, it wouldn't have taken 7 years to win the Revolution-
ary War, because people would have been so outraged.

When I look at this handbook that came out just for one section
of the Tax Code-look at this handbook. It is just incredible. The
people who make a living selling these kinds of services are telling
us that they don't want us to repeal it. So, I think we have to do it.

I want to say, in closing, one other thing, Mr. Chairman. I be-
lieve we have to take the bull by the horns on this, regardless of
the accounting procedures, the bean-counting, and face the reality
that it will cost a billion dollars for the private sector to implement
Section 89. At the marginal tax rate of 34 percent, that is $340 mil-
lion in lost revenue to the Treasury if we don't repair it. So, I just
don't buy those revenue numbers that say it will cost $300 million
to repeal Section 89.

I think that, somehow, we need to take control of this revenue
estimating procedure that we use in the committee, and not allow
the bean-counters to drive policy. This policy needs to be fixed for
the people and the taxpayers in this country. I don't believe there
will be a loss of revenue, and I think we need to come to grips with
that.

I thank you again, Mr. Chairman, for calling this hearing. I
think it is important, and I urge speedy, expeditious movement of
legislation to correct this problem.

The CHAIRMAN. Senator, that is fine; but I think, unfortunately,
OMB will decide there is a loss of revenue, and then we will have
to pay for it. That will be our job around here.

Senator Pryor?

OPENING STATEMENT OF HON. DAVID PRYOR, A U.S. SENATOR
FROM ARKANSAS

Senator PRYOR. Mr. Chairman, thank you. I, too, applaud you for
calling this hearing this morning on = ion 89, because as we
know, it is an extremely volatile, emotional, complex issue with
which the Finance Committee has to deal.

Mr. Chairman, on March 17 I introduced with Senator Duren-
berger S. 654. This was not a repeal of Section 89; it was an at-
tempt to open a dialogue with all interested parties about the
issues involved. It was also an attempt to seek consultation with

people across the country on how to maintain or build a fair health
nefit program that would spread throughout a great majority of

employees, and be less expensive and certainly more simplifed.
Today we have 39 cosponsors, Mr. Chairman, of S. 654. I have

never maintained that this was the sole solution. I actually have no
pride of authorship, Mr. Chairman, because, to be honest with you,
I don't understand all of this 654. [Laughter.]

Senator PRYOR. And if someone asks me to explain my strong po-
sitions, I will yield to my staff man, Jeff Trinca, to do so. [Laugh-
ter.]
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But we established two ground rules, Mr. Chairman arid my col-
leagues, in introducing S. 654. One of those was some form of test-
ing. The other ground rule was to make it simple. I hope we will
consider these ground rules throughout this discussion and in
whatever legislation we ultimately use to correct Section 89.

The key provision of S. 654 is the simplified health arrangement.
We feel that this particular provision, once again, embodies the
very basic premise; and that is, when a company, an employer,
makes these benefits available to all of its employees across the
board, then they should be relieved of the burden, the heavy
burden, the massive and awesome burden, of the very complex test-
ing requirements in Section 89.

Once again, some have criticized us for not just throwing away
Section 89, holding up our hands, and saying we don't want any-
thing to do with it. But I think S. 654 is something that can contin-
ue the dialogue to see if we might not turn a negative into a posi-
tive, and that we might not consider a corrective action we think is
very critical.

Part-time employees is something else, that now, I don't have
time to discuss. I hope, during the course of the morning, that this
can be a matter for our discussion.

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

OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S. SENATOR
FROM OKLAHOMA

Senator BOREN. Thank you very much, Mr. Chairman. Again, I
want to join the others in thanking you for calling these hearings. I
think Senator Pryor has just set forth very well and very effective-
ly many of the major problems with Section 89.

We had hearings a few weeks ago in the Small Business Commit-
tee, which I co-chaired, focusing specifically on the problems that
small business has with Section 89. The problems are very, very
severe.

After hearing that testimony and having looked at a survey that
has been conducted by the State Chamber of Commerce in Oklaho-
ma, I am absolutely convinced that we are actually going to lose
many, many health care plans for employees all across this country
if we don't act. We need to either repeal Section 89 and start over
or, at the very least, to have some very significant modifications
along the lines that Senator Pryor has suggested in S. 654.

Many, many small business people have simply contacted me to
say, "We are so worried about the possible consequences of an in-
nocent mistake being made in our plan that, to play it safe, we are
just going to cancel our plan for all of our employees, and give
them an added salary to buy their own plan." Under that kind of
scenario, the employees, after paying taxes on the additional com-
pensation, always come out behind. Many of them simply never
will actually go out and buy the health insurance that is now pro-
vided by employers, and I am convinced that we are going to have
many, many more people who are not covered by health insurance
in this country if we don't act.
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The problems have already been spelled out. The atom bomb-
type penalty that is levied against innocent employees, for exam-
ple, is another very unfair part of this plan. Part of the Section 89
provision is now being implemented; that is, if the plan is thrown
out because of a mistake by the employer, the employees all of a
sudden end up with an additional tax burden.

As Senator Pryor has spelled out, the accounting of part-time
employees, the recordkeeping on former employees, and the lack of
a truly simple testing alternative for small firms, are all among
the elements that must be changed.

I am pleased to hear that Treasury has indicated that they will
not act in any way to enforce this section or this provision until
October 1, rather than on July 1. I hope that they will stick with
that. I have been concerned by some reports that they might be
backing up and saying that they still want firms to file their plans,
even though they wouldn't have to have the backup data until
later. I hope that is not the case. But we have had too much back-
tracking by government in the past; small businesses need to have
a clear statement that they can rely upon. I hope nothing will be
done until October 1, so that we will have a chance to act legisla-
tively in this committee and in the rest of the Congress.

Again, Mr. Chairman, I appreciate your very forceful leadership
on this matter, your putting on our agenda, and your indication
that you are anxious to see that something actually gets accom-
plished.

The CHAIRMAN. Thank you, Senator.
Senator Rockefeller?
Senator ROCKEFELLER. There is no question, Mr. Chairman, that

we have a problem, and I look forward to hearing the witnesses.
The CHAIRMAN. Senator Domenici is our first witness this morn-

ing.
We are pleased to have you.

STATEMENT OF HON. PETE V. DOMENICI, A U.S. SENATOR FROM
NEW MEXICO

The CHAIRMA. I assume if you support the modification of Sec-
tion 89, with the anticipated loss of revenue, in your testimony you
are also proposing where we get the money.

Senator DOMENICI. Yes. I was all prepared for that. I assume
there will be so many new accountants and consultants making
money, they will pay the tax. [Laughter.]

Mr. Chairman, I really don't have the answer to that question;
although, I frankly believe that it may be an overstatement. None-
theless, I think we can, all together, work that out.

I am not going to take a lot of your time, because Mr. Chairman,
in your opening remarks you have indicated that you have already
come to the conclusion that this section must be fixed. A month
ago I wasn't sure that was the attitude, either in the Senate or on
this committee.

Let me repeat, Mr. Chairman, I am going to be brief. A month
ago I would not have thought that the committee would have ar-
rived at the conclusion that I hear here today. I had talked to a
few people in the Senate, and frankly I wasn't sure that we had
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collectively arrived at the conclusion that in this case the cure that
we offered was worse than the disease.

I just want to tell you about my own experience. I attended a
meeting in Albuquerque, NM, a city of 450,000 people, if you take
everybody in the metropolitan area, and 350 people showed up. We
asked an accountant expert, a lawyer expert, and a pension plan
expert to be on a panel, and it was absolutely amazing-we discov-
ered nobody knows how to comply with this section.

I was asked by a Senator some 6 weeks ago, who is influential in
seeing whether we change this or not, "Do we really have any evi-
dence that this isn't going to work?" I have a lot of evidence that it
isn't going to work. At that meeting I had a number of people--and
I have encapsulated their testimony in my remarks-that said the
following: "We are going to cancel the plan we have got;" two said,
"We were planning to put plans in-we will not put them in." One
was generous and said, "I am going to give each worker a $100 pay
raise rather than put this plan in. I might even suggest that, in
their best interest, they buy insurance; but I have a very serious
doubt that they will. So I believe my employees will go without
health insurance."

Frankly, it seemed to me, as that meeting progressed, that there
were a number of issues that are rather simple:

One, the 17.5 hour work for part-time workers. There was a real
sense of hilarity about it. Since there is no record on it, they won-
dered how we arrived at this number, and they guessed that some-
body just opened the bidding at 16, and somebody said 20, and then
maybe somebody said 17, and they split the difference and said
17.5, because nobody could understand the relevancy of 17.5. I be-
lieve it is now uninsurable by most of the companies that are offer-
ing insurance.

Second, it seems that sooner or later you ought to provide some
method for somebody in a position of authority to sign a simple af-
fidavit. Perhaps we should just get a dictionary description of "dis-
crimination" and put it in a verification, and either have the insur-
ing company or an officer of the company be able to just sign a
statement saying, "We have offered a plan that doesn't discrimi-
nate," and attach their signature. And so long as it is offered to all
of the employees, it ought to be considered compliance.

Now, I have only one question, and you are better suited to
answer this than I. It seems to me that this is what the people are
crying out for. We offer a plan: "The word 'discrimination' means'equal to everyone.' I am going to sign and say I am offering exact-
ly that."

Then I guess the question you might ask is, can you provide
some reasonable test-some reasonable test-that they are not of-
fering a gilt-edged type plan, such that only 10 percent can afford
it? And I believe that is do-able. I believe you could come up with
that, from the insurance people, that they would merely say, "It is
not a gilt-edged plan, it is not prohibitively expensive." Then, I
think the test should not be if the employees al participate, but,
rather, that it is offered to all, and that the affiant can say, "There
is no discrimination."

The people are crying out for something as simple as that.
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You know, OMB is an issue in budgeting. Just recently I had to
go to the floor and defend that they are sometimes right. They are.
But in this case I really think they are wacky. They said, in their
regulatory assessment, that the average business person could ac-
complish these rules in 10 hours. Perhaps I am less than average,
but I cannot read the 200 pages of regulation and ask questions
about what they mean in 10 hours. First of all, there is no one
around to give you the answers to any questions you might have
about the 200 pages; you have to have so many people answering,
and getting so much information, it is literally impossible.

I submit that you should consider repealing the law-I don't like
to say that; as my friend Senator Packwood indicated, we don't
want discrimination. But essentially, you have got to find some
way to make compliance easier. You might want to exempt small
business, and define them. Or, you might want to apply the rule I
just described a while ago to small business, at least-through a
simple affidavit, either by the insurer or the businesses them-
selves-that indeed it is offered to everyone and is nondiscrimina-
tory. In just the simple dictionary sense of the word, it ought to be
considered compliance.

If you don't want that to be permanent, you ought to do it for
some period of time, for 2 or 3 years, so that, people can learn what
all of this means.

I would like to submit five or six letters as evidence that you are
going to lose coverage rather than gain it.

We have a great goal here: Get more Americans covered by
health insurance, by the business community of the United States.

With anywhere from 30 to 37 million uninsured, although I am
not sure we know exactly what that means, clearly we ought to
want more coverage and not less. I believe you are going to get less
rather than more, unless you do some very dramatic surgery on
Section 89 and do it rather quickly.

Thank you very much.
[Senator Domenici's prepared statement appears in the appen-

dix.]
The CHAIRMAN. Thank you, Senator. That will be helpful to us,

and we will take the letters from your constituents concerning
what is going to happen to their plans if this continues as is.

[The letters appear in the appendix.]
The CHAIRMAN. Are there questions of the Senator?
Senator PACKWOOD. I have just one question, if I might.
The CHAIRMAN. Of course.
Senator PACKWOOD. Pete, I am curious about one statement: "I

am convinced that if discrimination exists, it was occurring in
large businesses, not small." That was not the evidence we had at
the time we did this. Of course, many big businesses are unionized,
and the plans are collectively bargained, and there is no discrimi-
nation. The big businesses that were not, by and large had compa-
ny-wide plans, anyway, that didn't distinguish between manage-
ment and non-management.

Senator DOMENICi. Let me say to my friend, I gave you the state-
ment before I personally edited it, and I struck that. I am not confi-
dent of that, having heard what I heard.
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Let me also say, Mr. Chairman, there are a lot of consultants
around that offer to fix this. We had testimony from one constitu-
ent that they were offered the service, $3,000 plus $20 per employ-
ee; but they would not certify that, when they were finished, they
had had a good plan.

Second, it is good for the computer business. Somebody is offer-
ing a new piece of software in Albuquerque. If you buy it, for
$4,000, they cfaim that software solves this riddle. The only thing
is, they said, "You must buy it in 3 weeks, or the price is going up,
and there is no warranty that using it will mean compliance."

So with all of that around, I think you are on the right track.
The CHAIRMAN. Thank you, Senator.
Are there further comments?
Senator Symms?
Senator SYMMS. I just wanted to ask you one more question. You

said you thought that OMB is right on a lot of things, but on this
issue that they are wrong. Do you agree, then, that it would actual-
ly cost revenue from the Treasury to repeal it, or not?

Senator DoMENwi. No. Senator, you see, they are required, under
our rules, that say for small business, "Tell us what new regula-
tions are going to cost," and they have estimated that this isn't
going to cost small business very much. They have said, on aver-
age, it won't take more than 10 hours to comply. So I was not talk-
ing about tho' tax side; I was saying that they are probably 5- or 10-
fold off on that from the average businessman's standpoint.

Senator SyMMs. Well, Chairman Bentsen has a problem here.
Whose numbers are we to believe, whether this costs Treasury
money or doesn't cost them money, to comply with Section 89?

Senator DoMENICI. Well, let me say to the committee, I haven't
had a chance to really look at that with those who analyzed this
situation. I, frankly, have a great deal of difficulty, from what I
know to this point, attaching any degree of credibility to a number
like 250 or 300 OR $350 million in tax loss on this particular provi-
sion. I don't know what else to tell you, other than I just can't be-
lieve it.

The CHAIRMAN. I might comment, there, that we have asked the
Joint Tax Committee to work with Treasury to try to come up with
some new numbers, to see how they might agree or disagree with
OMB's numbers.

Senator DOMENICI. Yes. Thank you very much.
The CHAIRMAN. Thank you very much.
Senator SYMMS. Thank you, Mr. Chairman.
The CHAIRMAN. Our next witness will be Mr. Dana Trier, who is

the tax legislative counsel for the U.S. Department of Treasury.
Mr. Trier, we are pleased to have you, and if you would, please

proceed.

STATEMENT OF DANA TRIER, TAX LEGISLATIVE COUNSEL, U.S.
DEPARTMENT OF THE TREASURY

Mr. TRiER. Thank you, Mr. Chairman.
Let me brief in my remarks and give you a little bit of an over-

view of the things we have been considering on Section 89.
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First, as with everybody in the room, we are convinced that very
major surgery is necessary, to use your term, Mr. Chairman, to
Section 89. We are working literally most of our time on exactly
what the nature of that surgery ought to be. We look forward to
cooperating with the staffs and Senators and Congressmen in that
effort, and we view these hearings as really one of the first parts of
that effort. But we would emphasize, as I am sure you would em-
phasize, that time is of the essence. It is very important that we
resolve these matters as soon as possible.

In our effort to look at what changes should be made or what the
new approach should be under a provision that replaces Section 89,
obviously the starting point for us really, as discussed by Senator
Pryor earlier, is looking at a test that at its core is premised on theavailability of benefits to a wide range of employees. Senator
Pryor's bill, as well as Congressman Rostenkowski s bill, really em-
phasize that type of approach, and that is the type of approach
that we are emphasizing in our-efforts to-construct a reasonable so-
lution to this problem.

There are a variety of issues that are raised by that type of pro-
vision. I think I should highlight a few of them for you, to give you
a sense of what we are looking at, even though at this point our
work is far from complete.

As you know, the basic premises of these provisions is to say
that, as long as an employer has offered "affordable" benefits to a
wide range-90 percent, under most of these proposals-of employ-
ees, that would constitute compliance. Well, this raises a couple of
mechanical and technical issues, which we have been meeting on,
and meeting with various groups, and obviously listening to all the
testimony.

The first is, how do we define "affordable?" The efforts hereto-
fore have used dollar figures for example, in Senator Pryor's and
Chairman Rostenkowski's bill. The first step there, of course, is to
analyze whether the dollar figures are correct. The more intracta-
ble problem that we are looking at islow they-ghuld be inflated
over time as the cost of health and wages go up.

The second major problem and one that we have discussed with
quite a few groups is, assuming for the moment that we do have, at
the base of whatever the replacement of Section 89 is, this afford-
ability concept, this design-based concept, what happens to the em-
ployer that doesn t meet the test by a certain amount, and doesn't
meet it under conditions where it is absolutely clear the employer
is in fact providing quite a few health benefits? This is the so-called"cliff" problem. We are analyzing approaches to that problem, in-
cluding changes in the amount of the penalty if you have a cliff
problem, and, in addition, having one alternative test that could be
met.

The thing that I continue to say-and it is the most troublesome
thing when we start thinking about exceptions here-is that I don't
want to get back into the same monstrosity we had before, where
we have one set of provisions and 14 pages of exceptions, and a
very complicated bill.

The third type of problem that we have been emphasizing quite a
bit in discussing this-and it was alluded to by Senator Packwood
before-is what should be the treatment of salary reduction contri-
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butions, or contributions that are under a cafeteria plan, under
which in some way or another there is a trade of extra compensa-
tion for benefits?

As we said in our testimony, we remain committed to the notion
of salary reduction plans and cafeteria plans. I think one of the
major facts that is important, as was alluded to earlier is the era of
the two-earner family. Thus, cafeteria plans represent a concept
that makes a lot of sense. We do not want to see the revision of
Section 89 have the effect of doing away with cafeteria plans.

We find this a difficult issue. We are analyzing a variety of ap-
proaches. One of the approaches may actually be consistent with
the approach to the cliff problem we discussed before, which is to
have some alternative way of complying with Section 89, rather
than the simple availability test.

There are a variety of other problems. I won't go through them
with you, but one of the central ones that obviously we are spend-
ing a lot of time on is the special case of small business. As I said,
starting in the Small Business Committee hearing and said last
week-

The CHAIRMAN. Mr. Trier, you go right ahead. Don't pay any at-
tention to the time, because I want to hear what the Treasury has
to say on this.

Mr. TRIER. I will finish up pretty quickly.
As I said last week, we are looking at all possible ways to allevi-

ate the special situation of small businesses. By the "special situa-
tion," I mean really a variety of problems.

The first problem is simply what I would call an economies-of-
scale problem, a certain amount of compliance cost for a small
business has an especially big effect, proportionally.

The second type of problem which has been alluded to over and
over again by groups that we have met with on small businesses is
simply that, when you have these numbers and you have bright
line tests, but you have one or two employees who don't quite fit
the test, for a small business that can have a disproportionate
effect; one or two employees can affect the percentages very much.

The third one is that, as a matter of fact, insurance companies
treat small businesses differently. They don't have as large a
group, they may have to have individually-rated plans-there is a
variety of reasons.

We are far from finished on exactly what our overall proposal
would be. We are convinced that special treatment of small busi-
nesses is necessary. As you undoubtedly know, we did propose, last
week, that we give consideration to an alternative test for them,
for small businesses that maintained only one health plan, under
which, so long as core health coverage was made available and the
majority of people actually participated, we wouldn't have any
valuation test, number test, whatever, applied to it. But we contin-
ue to look at the overall situation of small business in a variety of
respects.

The final point I would make-and I don't want to go too far
over my time-is that we are in complete agreement with every-
body that I have heard speak on the issues, that the penalty, the
sanction, for failure to meet the qualification requirements, which
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in today's world falls on the innocent, really does have to be
changed.

We have seen the excise tax proposal-the excise tax on the em-
ployer of Chairman Rostenkowski. As we said last week in our tes-
timony on the House side, we think that a 34-percent excise tax, at
least initially, is too onerous. Our analogy here is that, after all,
these are paper requirements-notices, things like that-our analo-
gy is to private foundation rules, under which you have an initial
smaller excise tax and a time to repair the problem before the
bigger excise tax is applicable, and we suggest that that kind of ap-
proach be taken.

We look forward to working with you. We understand that every-
body who is concerned with this wants to deal with this intractable
problem, consistent with the revenue constraints that we have, and
we hope that it is a constructive process.

Thank you.
[Mr. Trier's prepared statement appears in the appendix.]
The CHAIRMAN. Mr. Trier, as Chairman of this committee, I

really want the input of Treasury. You have been living with this
problem. You have not come up with acceptable solutions, and you
understand that and accept that. But when you talk about some of
the problems of small business, you talk about the problems of get-
ting group insurance, and a lot of insurers won't offer serious
group insurance to the very small employer. You are uttering a
specific solution there, and then you talk about a variety of other
problems for small business, but without specific solutions offered.
I really want those, and want them as early as we can get them,
because it is imperative that we move on this piece of legislation. I
want that kind of input.

One of the other points, of course, is the question of the revenue
loss. I guess you have got a bit of a problem here, as does the Joint
Tax Committee, because you have to look at the structure of the
legislation proposed in trying to determine how much revenue
would be lost-by the provisions, as they are drafted. So, the ques-
tion is, which comes first?

Mr. TRIER. It is the classic chicken-and-egg problem.
The CHAIRMAN. Yes. But on the other side of it, when we do de-

termine the revenue lost, I also want to hear from Treasury:
Where do we get the money? And I want your imprint on it. I want
your lips to get mobile on that one. [Laughter.]

I really want to know where it is coming from. You know, we are
going to walk that plank together. [Laughter.]

Do you read my lips? [Laughter.]
Mr. TRIER. I understood what came out, too.
The CHAIRMAN. All right.
Mr. TRIER. I understand your sentiments, and we really do

intend to be very responsible players in this game, all of us.
The CHMRMAN. All right.
Senator Packwood?
Senator PACKWOOD. No questions, Mr. Chairman.
The CHAIRMAN. Senator Symms?
Senator SYMMS. I just have one question, Mr. Trier. It focuses on

the question of the cost and how much it will cost.
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First I would like to say I was very pleased that you at Treasury
made the decision not to try to have compliance until after the
first of October, until Congress could act on this. But in view of the
cost to the economy and our overall competitiveness in internation-
al trade, and so forth, it has surprised me that Treasury wasn't
more in the forefront of this fight, and that we in Congress had to
drag you along to the party, so to speak. I am pleased that you are
now involved in it.

But what is the cost of this kind of legislation in terms of the
overall economy, productivity, tying up people doing non-produc-
tive enterprises instead of producing what it is that their compa-
nies are all about? How much do you believe it will cost the econo-
my not to correct this problem? Have you focused on that side of
the issue?

Mr. TRIER. I think there are two responses. I would not hazard a
guess as to exactly what the total cost is. Speaking for myself, I do
not think that the cost of compliance should be underestimated. I
feel that it is very important to have something that does not
divert the energies of people and the resources of people. It is not
the kind of thing, as you can imagine, that leads to an easy reve-
nue estimate. I have put enough pressure on our revenue estima-
tors as it is-it is not really a 'revenue," but "cost" estimate-and
I don't know if we could really come up with firm numbers.

But whatever it is, I think all of us think that the problem is
serious enough. Whether it is for the productivity issue, or whether
it is a question of the fairness of government, or whether it is the
question of just simply a wrong-headed statute, any statute that
costs that much to comply can't be worthwhile. I think we are all
focusing on making it significantly simpler. I think that is really
the important question, going forward, to stop the damage from
being done further.

Senator Symms. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Pryor?
Senator PRYOR. Mr. Chairman, one of the costs that Senator

Symms talks about is the actual cost of trying to comply with Sec-
tion 89, up until this point.

In fact, I told my friend Senator Symms earlier this morning
that I had just received a letter from a company. They had expend-
ed $39,000 to comply with Section 89, and if it is repealed, he wants
the Government to write him a check. [Laughter.]

Senator Symms said, "Well, that company is goofy for doing a
thing like that." I said, "Well, it happens to be from Idaho; here is
the letter." He said, "We have got to help them out." [Laughter.]

I just made that up, by the way. I am just joshing him a little bit.
[Laughter.]

Mr. TRwER. It sounds true to me.
Senator PRYOR. But we do have a lot of companies out there who

have spent a lot of resources and effort.
Mr. Trier, we have two issues right here that I would like to dis-

cuss and these are the part-time employee and leased employee.
Right now we have this magic figure that Senator Domenici

talked about, 17.5 hours. We don't know really where that came
from. It is my understanding-and I wish you would affirm this, or
say it is not right-that most insurance companies will not insure



14

unless there is a minimum, I believe, of 30 hours. Is this the gener-al policy?

Mr. TER. I don't think it is fair to say that most will not do it
at 30 hours. We have evidence that there are several who will do it
at lower than 30 hours.

Whatever is true, I think that 17.5 represents a significantly dif-
ferent situation for them. As you know, the notion is that part-time
employees are more likely to be ill, or whatever.

We have heard, by the way, from some insurance companies,
that at least at some period of time they could get down to 25, if
they are not at that level now.

Senator PRYOR. Well, I think that not only this committee but
also the Treasury Department must revisit this issue, as we must
revisit the issue of the so-called "leased" employee, contracting out
for services by particular companies. More and more this is being
done in American business. It is my understanding that under Sec-
tion 89 these people also have to go through the same tests as the
regular employee of the company. Am I correct?

Mr. TRIER. That is right. And as you know, there are proposals to
change that treatment, such that you at least wouldn't have to
cover leased employees if they were subject to a minimum-plan of
the type that you or Chairman Rostenkowski have proposed, if
their employer, the one who is leasing, covered them under a core
health benefit plan.

Senator PRYOR. Well, we have a fine line to walk there in case
we don't want to have abuses. We don't want to have companies
leasing all of their employees or services. We can understand that.
There could be abuses.

Mr. Chairman, my time is up.
Senator BOREN. Thank you, Senator Pryor.
Mr. Trier, on the announcement that was made that we will

delay anyaction on this until the first of October, I wanted to cjari-
fy that. Now, that is not simply a matter of not having to gather
the data until the first of October, but has the date been put off in
terms of filing the plans?

Mr. TRIER. There is no filing requirement.
Senator BOREN. Nothing needs to go forward? There have been

some rumors that there might still be filing requirements to go for-
ward. So, everything has been put on hold until the first of Octo-
ber, is that correct?

Mr. TRIER. Right. All July first dates have been moved to Octo-
ber first. In fact, we have put in some other smaller easing of the
compliance period. The whole notion, of course, being that we very
much need the next couple of months to get the legislation correct.

Senator BOREN. To give us time to act.
Mr. TRIER. Right.
Senator BOREN. And I would assume that your own report and

recommendations will be available, fairly shortly, then, in order
that we can move forward?

Mr. TRIER. We are working daily on it, I think it is fair to say.
Senator BOREN. Senator Rockefeller, any questions?
Senator ROCKEFELLER. Just one, Mr. Chairman.
Under the Pryor amendment, when you talk about a nondiscrim-

ination safe harbor, it is unclear to me what that would be. When

CD
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it said "in lieu of"-the four-part or the two-part test-would this
be "in addition to" as well as "in lieu of?." of?.

Mr. TRIER. I think it is completely "in lieu of."
Senator ROCKEFELLER. In other words, it would wipe out the four

and the two, and it would be a substitute?
Mr. TRIER. I think the way I would state his bill, which is not

necessarily the way that some of the other alternatives work, is
that it is really a two-track system. And if you do comply with the
simplified health benefit portion-there is a term that I am forget-
ting, but whatever it is called-you are out of all the other compli-
cated four-part test, period, end of story.

On the other hand-and this is under his bill, not Congressman
Rostenkowski's-if you were one of those employers with a compli-
cated life, and for whom the simplified version didn't work, under
the facts, you could be under the other ones.

Now, as we are addressing that issue, as I said earlier, certainly
we think, at the core of the statute, there should be a simplified
version. The real question is what the level of alternative compli-
ance should be-whether it should be just one rule, or whether we
should have all of Section 89, in its greater glory, as an alternative,
or whatever. But at the core we would have the simple version, too,
I think. And I think most people seem to be thinking that way.

Senator ROCKEFELLER. Thank you.
Senator BOREN. Senator Durenberger?

OPENING STATEMENT OF HON. DAVID DURENBERGER, A U.S.
SENATOR FROM MINNESOTA

Senator DURENBERGER. Thank you, Mr. Chairman.
Mr. Trier, I am going to ask you a question, and probably make a

statement leading up to the question, because I think it would be
helpful if I knew whether the administration was looking at this as
a tax problem or a health insurance equity problem.

I call particularly Bob Packwood's attention to the question I
would try to frame, because he has been our leader as long as I
have been here in trying to use the employer-employee relationship
and tax policy in that relationship as a creative way to buy the
things in large numbers that you can't afford to buy otherwise.

I sat over there in 1985 and 1986, when Packwood went out to
get a beer and came back with a tax bill. [Laughter.]

And I think I have some recollection of some of the reasons why
this non-discrimination got in there. One is because he has been
against discrimination for a long time. But, second, because the ad-
ministration then felt very strongly about the fact that the tax sub-
sidy under the employer-employee health insurance buy was out of
whack. In other words, the more you spent, the larger subsidy you
got; the bigger company you were, the bigger your subsidy; the
more money you made, the bigger your subsidy was.

And while Senator Packwood and I have differences of opinion
on the notion of how to reform that, I think the essence of what we
are dealing with here is not just one of those complicated tax
issues, it is the reality of how in the world we can facilitate the
purchase-of health insurance in employment without an inequity
between some employees and other employees.
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So, that is what I need to get you to respond to, because as soon
as my election was over last November, the first thing I heard
about was Section 89. And because I have got a clever tax guy, I
said, "You go to the Dave Pryor clever tax guy, because he sits on
that side of the table now, and you work something out." So, these
two very clever tax legislative assistants got together and came up
with this tax bill, which has a dollar cap in it based on weekly con-
tributions, to try to determine what plans are fair to all employees
and which ones are not fair.

We got a bunch of cosponsors. When we finally put the bill in, it
looked like a reasonable solution. The chairman of the House Ways
and Means Committee looked at our bill and adopted something a
little bit bigger with another dollar cap. But I finally got to this
issue last Friday. I sat down and looked at the dollar cap, pulled
out the Federal Employees Health Benefit Plan and said, "Try to
find something in here that would pass muster."

The realities are that health insurance costs so much in America
today, because we haven't been able to control the cost, that there
is no way to use the tax system fairly under the present system to
buy health insurance for low income people. It just can't be done.

Under the Pryor-Durenberger formula, the monthly employee
contributions are $29.30 for the single plan, $58.60 for the family
plan. Compare that with the 1989 "your share, Federal employee'
of the monthly premium for Aetna. Instead of the high-option plan,
the one you buy if you have a lot of kids or you expect to be sick,
instead of the $29.30-a-month employee contribution, "Your contri-
bution, David, if you buy this for your family, is $168.65." The low
option is $66.03. That is compared to our $29.30. If you want to buy
the family plan, we say the cap is at $58.60, meaning if the employ-
er lays out $58.70, you have a discriminatory plan. The Aetna plan
is not $58.70, the high option plan is $318.70. But that, folks, is not
your rich executive's plan. That is not Ma and Pa taking advantage
of the little employees in their business by having generous contri-
butions for themselves subsidized. That is Federal employees. The
highest one gets paid--wat?-$89,000-some a year.

So I think we have a larger problem here than any of us have
fully appreciated. Because when Treasury does something we don't
understand and makes everybody mad, we attack the symptom,
rather than really getting at the heart of the problem.

I am going to make a suggestion for my colleagues, but I think
somehow, during the course of this year, we have to make it clear
that if an employer sets up a separate plan without any deducti-
bles, co-pays, just for the hifalutin' folks, that will show up on the
W-2.

The only way, it seems to me, we solve this other problem is by
turning to this new bipartisan commission that we created. Senator
Pryor is on it, Senator Baucus is on it, Senator Heinz is on it, and I
am on it from this committee. The commission is supposed to come
up with an answer to the question: How can we, as public policy in
this country, facilitate the purchase of health insurance in the
work place for every employed and self-employed American? I am
just wondering out loud if that isn't going to be the only way to
ultimately solve this problem.
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I am sorry I took so long to lay it out, but do you have a reaction
to that?

Mr. TRIER. I would like to react at general levels and specific
levels.

First of all, as I tell everybody, about my job at Treasury, I think
that within the Office of Tax Policy a very large percentage of the
time in the future will be spent on health and retiree policy,
period; not talking about whether it is Section 89, but talking about
it in all its full splendor, whether it be retiree health, whether it be
health, period.

As you know, we have been working on a report on health bene-
fits, and I will guarantee you that I am farther into the economics
literature and how all of this affects the provision of health serv-
ices than I had cared to be before I got into the job; but I think you
have to have that overall perspective.

One aspect of that question is exactly what role the private vol-
untary system performs. I read your comments at a committee
hearing the other day-I think it was in an exchange with Senator
Kennedy. The real question is: Exactly how do you fine tune the
system we have got for the provision of health care? And I think,
in considering Section 89, we do have a narrower question. As you
said, we ought to make it work, itself; but we have to be attuned to
what the broader questions are.

Just so it is notleft as a misimpression, the key to the Pryor-like
approach or Rostenkowski approach is not necessarily to stop
people from taking the more expensive plan that you alluded to;
the affordability concept is that somewhere, somehow, these can be
something the world can afford, at some level, as an option. We
may go farther, but we can at least get the core health benefits.
And the theory there, of course, is that if you have something that
is very expensive, it may be that a few lower-paid end up paying
for it; but it won't be a broad group of them. So, affordability is
different than saying that we have got a cap.

[The prepared statement of Senator Durenberger appears in the
appendix.]

Senator BOREN. Senator Chafee?

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

Senator CHAFm. Thank you, Mr. Chairman. Just a couple of
quick questions.

Do you think there is a need for this legislation?
Mr. Tluz. I think there is tremendous need for it.
Senator CPAizm. That is, not for fixing up 89, but to have 89 to

start with?
Mr. TRm. Yes. Whether or not you call it Section 89, this four-

part test or whatever, I, myself, am convinced that there is a need
at some levels for a non-discrimination ruling in the Code.

Senator CHAFER. Next, the small business. In here, as I under-
stand it, therD is a separate test for small business. Am I correct in
that?

Mr. 'RIER. "In here" means in my testimony?
Senator CHArE. In Section 89.
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Mr. TRIER. No.
Senator CHAFEE. The suggestions are that there be one, then?
Mr. TRIER. Right.
Senator CHAFEE. With the limitation being 20 employees. That is

certainly what Senator Domenici was talking about. What other
suggestions are there?

Mr. TRIER. Well, the other suggestion that I have heard frequent-
ly-in fact, we had a tentative suggestion at that level-is 10; but
with-regulatory authority to go above 10 when there were indica-
tions that the reason for the special exception, that it is special in-
surance treatment, was applicable.

Senator CHAFEE. How high would you go? My point is that I
come from a State, like most States, I guess, that has a multitude
of small businesses. But if you have got 50 employees, you are cer-
tainly no giant, and you don't have a staff of attorneys waiting
around for something to do.

So I am sympathetic to their problems. I just ,believe that think-
ing in terms of 20 or 10, or whatever it is, is really looking a little
low as far as the number for the cutoff. I am sympathetic for those
who have got 100, actually.

Mr. TRIR. I am, too.
Senator CHAFE. That doesn't mean to say they have a big staff

that can sit around and interpret this kind of material.
Mr. TRIER. My response to that is, I honestly think we are deal-

ing with three different groups now, roughly speaking. We are
talking about real small firms for those who really don t have in-
surable groups of the normal kind. We are talking about the 100-
person firms. I used to represent a lot of people that I thought were
small clients, that had 100 or 200 employees, and I think, really,
that the availability type of test that Senator -Pryor proposed, and
that kind of simple availability design based test, is really most ap-
propriate for that type of employer.

And then, frankly, we-have talked to employers of 40,000 employ-
ees who are perfectly satisfied. You know, they had very complicat-
ed cafeteria plans, and 27 different options.

Senator.CHAnE. The yellow light is on here, so let me just say
this: It seems to me, in approaching this, I don't think you should
try to draw up regulations that .are going to cut off everybody at
every, pass. I think, make them as simple as you can. Of course,
that is a wonderful criteria, "make them as simple as you can."
[Laughter.]

But realizing that maybe somebody will get through the net,
somehow, we will catch up with them. This isn't the last time we
are going to deal with this subject. We can catch up with those

.people, if they. really abuse the program. But I think to come up
with 200 pages of regulations is just putting too big a load on the
horse.

Thank you, Mr. Chairman.
[The prepared statement of Senator Chafee appears in the appen-

dix.]
Senator BOREN. Senator Baucus?
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OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAUCus. Thank you, Mr. Chairman.
Mr. Trier, I think you have got the message, and I want to just

reaffirm it.
At 8:30 every morning in my office I go through the mail. I have

a round table at the center of my office. I have two or three people
in my office helping me to answer the mail-stacks right in front
of me. I go through each letter, one by one, and I can tell you that
there aren't many issues that have generated more mail than Sec-
tion 89 over the last 4, 5, 6, 8, 10 months. It is just constant, just a
barrage.

Also, when I am home, I can't tell you the number of business-
men who walk up to me-and these are good people; thoughtful,
honest-to-goodness decent people, who are just beside themselves,
are just throwing the-r hands up. They are irate, they are angry,
they are ticked off. "Why can't you repeal the damned thing? Can't
you drastically curtail it?"-whatever.

I understand if big government and sometimes agencies, with the
best of intentions-in this case, trying to deal with potential dis-
crimination of employee benefit plans-tend to go awry. But I am
just here to reaffirm -what you already know, and that is that 89
has to go through drastic surgery or be repealed.

Now, I have cosponsored Senator Pryor's bill. I have also cospon-
sored Senator Domenici's bill. The fact is, we have to work togeth-
er-Treasury, the Congress-to fmd the revenue to drastically cut
back or curtail; otherwise, we are going to have to delay. I doubt
that we will totally repeal 89, but otherwise we will have to delay
the implementation of 89 for another year or two, or whatever.

I have seen the rules, the regulations. What I got is a 300-page
manual. I saw the manual; it is a gigantic manual. Obviously, busi-
nessmen should be spending their time making a better product,
marketing their product, not spending their life in trying to under-
stand these complex rules and regulations.

Frankly, I tend to praise the bureaucracy and Federal employees.
I think 99 out of 100 are trying to do a good job. They are. They are
trying to do a good job, just like all of us in the Congress are trying
to do a good job. But the fact is, this has gone too far-89 has gone
too far. I think we all have the message here. It is necessary for us
to tie the knot, get it wrapped up very quickly; so that when I have
my "dirty mail" meeting in my office, I don't get quite so many 89
letters; but, in fact, any 89 letters I get will be, "Gee, thanks for
straightening it out; we really appreciate it."

I see Congressman John LaFalce sitting here. I want to commend
him. I think he has done a very good job, as have others, in raising
the consciousness of members of the House and the Senate to this
issue.

Again, I appreciate your being here, and I urge us to completely
wrap this up, very quickly.

Thank you.
Senator BOREN. Thank you very much, Senator Baucus.
Senator Heinz, any questions?
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OPENING STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR
FROM PENNSYLVANIA

Senator HEINZ. Yes, Mr. Chairman.
First, a comment. Most of us have been privileged to serve on

this committee for many years, many Congresses. At the end of
every session of Congress over the last 8 or 9 years, there has been
pressure to come up with some revenue, but never any taxes; and,
of course, we are all against raising taxes. Russell Long used to
say, "Don't tax me, don't tax thee, let us tz "hat fellow behind the
tree."

It is my view that the current conventional wisdom about how
Section 89 developed, is that the Senate went to conference with
the House and got hornswoggled. We went in saying that what we
wanted, in terms of non-discrimination, was availability to employ-
ees, appropriate and affordable health benefits packages, and that
"somehow' we got ambushed into accepting what has been called a
"benefits- or results-oriented solution." This conventional wisdom
is not wrong, but it is incomplete.

What happened is that the need to raise revenue, tax policy con-
siderations, how to get more money without leaving any finger-
prints on the tax rates or any other part of the Tax Code, intersect-
ed, as Dave Durenberger was saying, with health policy. And the
result was a $350 million estimate as to revenues that would be
raised, in conjunction with a health policy judgment that the re-
sults-namely benefits conferred on employees-was going to be in-
creased.

Is there anything wrong with that equation? Namely, that we
are counting on more money from the business firms that are sup-
plying health benefits to employees, and at the same time we are
telling them, "Please provide far more benefits to the average em-
ployee."

Mr. TRIER. I think my response would be that it is not necessari-
ly inherently wrong; but, if pressed to its extreme, I think it is ob-
vious to all of us now that you have the result that you in fact de-
crease coverage or have people not adopting plans. You may say"revenue," but you have pushed our voluntary health insurance
provision system so far that, ultimately, your goal to increase cov-
erage is defeated.

Senator HEINZ. It was nice talking with you. [Laughter.]
Mr. TRIER. A lone dialogue.
Senator BOREN. Thank you, Senator Heinz.
[The prepared statement of Senator Heinz appears in the appen-

dix.]
Senator BOREN. Our next witness will be Congressman John La-

Falce.
Let me say, Congressman, we are very glad to have you. As Sena-

tor Baucus has already made reference, many members of the com-
mittee know of your work on this particular issue. Many of us also
have had -the privilege of serving on the Small Business Commit-
tee, and of course we follow your work as chairman of the Commit-
tee on Small Business in the House of Representatives. You have
certainly made a record of which you can be justifiably proud,
being an advocate for small business in this country, and making
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the rest of the members of Congress sensitive to the problems-the
special problems of those in small business.

We welcome you to the committee, and we look forward to hear-
ing your statement and your suggestions.

STATEMENT OF HON. JOHN J. LaFALCE, A U.S. REPRESENTATIVE
FROM NEW YORK

Congressman LAFALCE. Thank you very much, Senator. It is a
pleasure and honor for me to be here.

Before I begin, I would like unanimous consent to put the entire-
ty of my text into the record, and I will speak extemporaneously.

Senator BOREN. Without objection, it will be entered.
Congressman LAFALCE. The first thing I would like to do, and I

would be remiss if I didn't do this, is to associate myself with the
remarks of Senator Heinz, Senator Chafee, and Senator Duren-
berger, in particular, because I think they express thoughts which
so closely parallel mine, and I will try to develop them.

I was not a member of the Ways and Means Committee, and ob-
viously not a member of the Senate Finance Committee, so I am
not sure what Congress was intending to do. I am not sure that we
intended to do what we wound up with in Section 89. I think Sec-
tion 89, as I reconstruct the history, was drafted by individuals who
were staff assistants in the Department of Treasury at the time
when it became imperative to raise some money, to fill some hole,
to do all those wonderful things such as increase the personal ex-
emption, the standard deduction, lower the rates, et cetera.

I also suspect that it came about because there were two things
that some individuals would have liked to have done that didn't
have very good marketing labels.

The first one was, "tax fringe benefits," and nobody liked the
idea of taxing fringe benefits. I liked the idea; I thought it was a
terrific idea. I loved the Treasury bill that was first proposed in
November of 1984. 1 think that Senator Packwood and Chairman
RostenkowsUi introduced it at that time, at the behest of the
Reagan administration. It had logic behind it: you put a certain lid
on the fringe benefits that you can receive free, and you tax every-
thing above and beyond that. Unfortunately, that was a non-start-
er; there was too much opposition.

Industry opposed it because, because they oppose industrial
policy. Although if there is an industrial policy for them--and
there surely was an industrial policy in the Tax Code for the insur-
ance industry-"Well, you don't want to change that."

Labor opposed it, because this was a way of wall'ng away from
the bargaining table with no more than a cost of living increase in
wages, but making out like a bandit on fringe benefits, and still
have those fringe benefits non-taxable.

That was a non-starter.
We have a health problem, too. A lot of individuals are talking

about government health insurance--non-starter; no money. Other
individuals were talking about mandating health benefits-non-
starter; unbelievable opposition from the business community to
that.
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How can we fuse these two concepts, of taxing fringe benefits
and some way mandating health benefits? "We need a new market-
ing tool."

I gave a speech one, in 1981. I called it "The Packaging of Public
Policy--Government by Euphemism and Slogan." It proceeded on
the assumption that more people have ears to be tickled than un-
derstandings to judge. That is true. That is very true.

So, somebody-since I am speaking pejoratively here, I will have
to say it was staff from the Treasury Department-came up with
this idea, "Well, let us label the Section 'the anti-discriminatory
section.' And with this anti-discriminatory section you have to be
for it, because if you are against it, by definition, you must be a
bad guy; and if you are for it, by definition, you must be a good
guy. And it will accomplish two things: (1) it will tax some fringe
benefits; and (2) it will have the effect of mandating health bene-
fits. We will be able to accomplish it, but with a different market-
ing strategy."

Now, that may or may not be correct, but Senator Heinz offered
his analysis of history, and I offer mine.

I have couple of problems with that, though. First of all, I think
it is safe to say, and the easiest thing for us to say, is that we
didn't know what we were doing, and I will say that for all 535
Members, because if anybody know what we were doing, we
wouldn't have enacted Section 89.

And on the assumption of discrimination, who did we assume dis-
criminated? The small businessmen, where most of the employees
in the United States who don't have health insurance work? Well,
yes, but also the big businesses, who have collective-bargaining
agreements that have been entered into--between General Motors
and the UAW, between Bethlehem Steel and USX and the steel-
workers-and we assumed that they must h..ve been guilty of some
type of conspiracy, because we assumed they discriminated.

We assumed that all of the not-for-profit organizations in Amer-
ica discriminated, too; we assumed that the National Association
for the Advancement of Colored People discriminated; and we as-
sumed that the American Diabetes Association discriminated, be-
cause we applied this across the board.

We also assumed that every level of government, from the small-
est local level of government to the State governments to the Fed-
eral Government, was guilty of discrimination.

So we felt there must have been this widespread discrimination
across the entire United States of America, so rampant, so wide-
spread, so odious that it required the intrusive hand of the Govern-
ment.

And we did this, I suggest, without an iota or shred of evidence.
To my knowledge, there was no testimony regarding discrimination
by any of these entities with respect to insurance. I am unaware of
the Federal Government's discrimination. I am unaware of General
Motors' discrimination, et cetera.

Somebody put it like this: "There must have been a suspect ant
hill of discrimination out there, and we decided to drop an atomic
bomb over the entirety of the United States of America to get at
that suspect ant hill."
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For all of those reasons and many, many more, I introduced leg-
islation to repeal Section 89. I am pleased to say that, as of this
moment, 302 Members of the House have joined with me in that
effort, to repeal Section 89 outright.

Now, there are different approaches that can be taken:
Outright repeal is one.
Replacement of it-de facto repeal, but with something new, im-

mediately, in the same bill is another. That is the approach that
Chairman Rostenkowski seems to be taking; and, of course, it is my
intent to work with him, especially since he has about 28 members
of the Ways and Means Committee as cosponsors of the vehicle he
is considering.

I don't know what the Senate Finance Committee will do, and
therefore I will give you my best counsel as to what should be
done:

First of all, take the subject of discrimination. When I was at
Jesuit high school, Canisius High School, I asked, "Why do I have
to take 4 years of Latin?" The good Jesuit priest said, 'Because we
want to develop your faculties of the mind. We want to develop
your faculties to discriminate, to be a discriminating man."

We tried our best to be discriminating, and I try to do it every
single day, because to discriminate can be noble. It can also be
odious. There are odious discriminations. If you discriminate on the
basis of sex, if you discriminate on the basis of race, if you discrimi-
nate on the basis of ethnic origin, that is odious, and illegal, and
unconstitutional.

On the other hand, when I hire individuals, I discriminate in
favor of the intelligent and against the unintelligent. I discriminate
in favor of the hard-working and against those who are not quite as
hard-working.

And what form can discrimination take? Well, we can discrimi-
nate with respect to cash. We do that all the time. For those who
are more "worthy," for those who are more "needed," we discrimi-
nate on the basis of cash. We give them more money. We will give
them bonuses.

We also discriminate in certain other ways, too. We might dis-
criminate on the basis of either their ability or their length of serv-
ice, regarding the vacation that they can take.

An interesting question is: If it is permissible to discriminate on
the basis of cash, why should it be impermissible to discriminate
using cash equivalents?

Now, I think you can make a good argument that there are cer-
tain types of discrimination with cash equivalents that should be
prohibited. Query, however, whether the Tax Code ought to be the
instrument to prohibit or to discourage that type of discrimination.

That raises the point that Senator Durenberger made: What pur-
poses ought the Tax Code attempt to achieve? It seems to me that
the 1986 Tax Code attempted to achieve a purpose of using the Tax
Code for the purpose of raising revenues, and removing the Tax
Code as a rationale for the decision making that was made by the
private sector: "Let the business community of America make deci-
sions based upon business judgments rather than tax conse-
quences."
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The CHAIRMAN. If you would, summarize. We have quite a
number of witnesses. We appreciate your testimony, and we will
enter it in the record in its entirety; but if you would, summarize,
please.

Congressman LAFALCE. All right.
I would recommend that this committee consider, in the first in-

stance, simply repealing Section 89. Now, some would say, "Well,
what about the revenues that it would lose?" I would argue it
would not lose revenues. It is estimated that next year it would
raise about $100 million, and the following year about $125 million,
or so. I think the $350 million was over a 3-year period of time.

But according to the witnesses who have testified before me, the
compliance burden on the employer community of America is going
to be a minimum of $1 billion and probably closer to at least $5
billion. It is my judgment that simply by repealing Section 89 we
would make money for the Treasury; we would be enhancing the
productivity of the business community of America. If we imple-
ment Section 89, we would so impair their productivity, their com-
petitiveness, and their profitability so that we would actually lose
revenues.If you are going to do something, if you are going to replace it, I
would not recommend replacing it with some discrimination test. I
think that is too difficult. I would rather go for the 1984 Tax Bill,
which taxed excessive fringe benefits, pure and simple. Now, that
would take a little bit of political courage, to be sure. There would
be political opposition to it. But that has the basis of logic to it. It
would raise revenues, and it would also put a constraint on the use
of fringe benefits as a way to circumvent the above-ground econo-
my and the use of cash.

If, in the third instance, however, you decide that it is necessary
to have some type of discrimination test-and that is apparently
the approach that the Ways and Means Committee has taken; I-am
hoping you will not find that to be necessary-then I would make
it as simple as possible. I would make it based upon plan design,
exclusively, and availability.

There has been a lot of talk, too, about who is to be exempt, and
there is a tremendous amount of sentiment for exempting the
small business community of America. I strongly support that, ex-
empting the small business community of America.

The CHAIRMAN. Thank you, Congresman. You have to summa-
rize it, please, because I have 12 distinguished witnesses waiting.

Congressman LAFAuw. I am sorry. Yes.
But then, where would the discrimination lie that you would be

getting after with the rest of the bill?
I thank you very much.
[Congressman LaFalce's prepared statement appears in the ap-

pendix.]
Te CHAIRMAN. Thank you.
Are there questions?
[No response.]
Trhe CHmamAN. Thank you very much, Congressman.
Senator Syms. Thank you very much, John, for your testimony

and for the work that you have done to bring this issue forward
and focus attention on it.
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Thank you.
Congressman LAFALCE. Thank you.
The CHAIRMAN. Thank you.
Our next, witnesses will be a panel conairting of the Honorable

William Burckley, testifying on behalf of the National League of
Cities and the Government Finance Officers Association, from
Greensboro, NC; Mr. Anthony Williams, the director of the Depart-
ment of Retirement, Safety and Insurance, National Rural Electric
Cooperative Association, from Washington, DC; Ms. Mary Kelley,
president of Kelley & Co., testifying on behalf of the National Fed-
eration of Independent Business; and Mr. Bruce Carswell, the
senior vice president of Human Resources and Administration, the
GTE Corp., testifying on behalf of the ERISA Industry Committee
and the Section 89 Coalition.

We are very pleased to have you. Mr. Burckley, if you would,
proceed. We will take your entire statement and put it in the
record; but if you would, give us a summary of it, please.

Thank you.

STATEMENT OF WILLIAM J. BURCKLEY, CITY COUNCILMAN, TES-
TIFYING ON BEHALF OF THE NATIONAL LEAGUE OF CITIES
AND THE GOVERNMENT FINANCE OFFICERS ASSOCIATION,
GREENSBORO, NC
Mr. BURCKLE. Mr. Chairman, I have summarized. I know that

you are very busy today.
Mr. Chairman, my name is William Burckley. I am a city coun-

cilman of the city of Greensboro, NC. I am also a Certified Public
Accountant. I am here today on behalf of the 16,000 cities and
towns represented by the National League of Cities and the 11,000
State and local finance officials of the Government Finance Offi-
cers Association.

We have found that the burdens of Section 89 law and related
regulations far outweigh the benefits for public-sector employees.
My city has 2,208 current employees, and 100 percent are covered
under a city-sponsored employee benefit plan. We estimate it will
cost the citizens of Greensboro at least $34,000 to comply with Sec-
tion 89 in the first year, and a minimum of $12,000 per year every
year thereafter.

The city of Greensboro offers the same selection of benefits to all
employees, from our city manager down to our lowest-paid hourly
worker. Our estimated cost of $34,000, we believe, is conservative
and represents the cost of putting one police officer and his equip-
ment on the streets to combat crime and drugs. Our policy force is
already 60 members short; we cannot afford to spend $34,000 to get
ready to comply with Section 89.

Benefits provided by State and local government employees un-
dergo a process of public review, be it by the State legislature, the
local council, or at the bargaining table. Because this scrutiny
allows little room for discrimination, exemptions should be ex-
tended to the public sector.

Efforts to simplif the existing law would provide considerable
relief to State and local governments. We appreciate Senator
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Pryor's efforts to change the current Section 89 rules and regula-
tions.

Approximately half of the 87,000 State and local governmental
units will benefit from the modification in the definition of "highly
compensated" to exclude the requirement that the "highest paid"
must be considered highly compensated regardless of salary level.
Some of the smallest towns have employees eligible for the earned
income tax credit who would qualify as highly compensated for the
purposes of Section 89 testing.

We would encourage the chairman and the Secretary of the
Treasury to clarify, in a public statement, that entities that meet
this revised definition will not have to undertake Section 89 test-
ing. Our concern is that many small governments will hire consult-
ants and expend funds over the next few months, before any legis-
lation is passed, to comply with the law.

We have several areas of special concern for State and local gov-
ernments. They are: The contribution limits, collective bargaining
plans, definition of "employer," excise tax on State and local gov-
ernments, cafeteria plans, and retiree plans.

The private sector has many more options available to it for com-
plying with Section 89. They can drop the benefits entirely, switch
to the employee-paid benefits or grossup the salaries of the highly
paid to compensate them for any additional tax that must be paid
on excess benefits. Public employers have fewer options. Benefits
are generally viewed as a contractual right of employment in the
public sector, and are set by legislative means, making diminish-
ment or elimination nearly impossible. Moreover, budget con-
straints make the "grossing-up" option fiscally out of reach.

Mr. Chairman, the differences I have discussed strongly suggest
that selective treatment under Section 89 be provided for State and
local governments. Although we clearly understand the intent of
the law-to avoid federally subsidized discriminatory benefits, we
remind the committee that State and local government employee
benefit contributions are not deductible expenses for public employ-
ers but are a direct cost to State and local governments. Therefore,
we provide benefits to our employees without Federal incentives,
and for good public policy reasons, and through an open public
process.

I appreciate the opportunity to testify today. I would be pleased
to answer any questions you may have.

Senator PRYOR. Thank you very much, Mr. Burckley.
[Mr. Burckley's prepared statement appears in the appendix.]
Senator PRYOR. Mr. Williams?

STATEMENT OF ANTHONY C. WILLIAMS, DIRECTOR, DEPART-
MENT OF- RETIREMENT, SAFETY AND INSURANCE, NATIONAL

:RURAL ELECTRIC COOPERATIVE ASSOCIATION, WASHINGTON,
DC
.Mr. WiLuAS. Good morning, Mr. Chairman and members of the

committee.
My name is ,Anthony C. Williams. I am the director of the Re-

tirement, Safety and Insurance Department of the National Rural
Electric Cooperative Association. NRECA's thousand rural electric
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member systems serve 27 million Americans in 46 States, and the
various pension and welfare benefits that NRECA administers
covers 125,000 employees and their dependents in those localities.

NRECA continues to participate actively in the ongoing public
policy debate over health care coverage. Two research reports com-
missioned by us last year provided new information on this impor-
tant issue. Our comments today reflect what we have learned in
this extensive survey of small rural businesses, as well as our own
experiences with our members.

We support the policy goals of expanding access to health care
coverage and ensuring that coverage is non-discriminatory. We be-
lieve, however, that Section 89 is an unnecessarily burdensome way
to achieve those goals.

Because most rural electric cooperatives are smaller employers,
and because rural areas depend on smaller firms for jobs, we are
especially concerned about the law's effect on smaller firms.

The law's 80 percent alternative test was intended to be useful
for smaller employers, reducing their testing burdens. We have,
however, learned that many employers who do not offer discrimi-
natory benefits will nevertheless be unable to use it. In our survey
of employee benefits offered by smaller employers, we found that
nearly one-quarter of smaller firms in rural areas did not achieve
high enough participation rates in their plans to be able to use the
80 percent test. Our preliminary estimates also suggest that about
a third of our, rural electric cooperative members will not be able
to use the test.

Utilization rules, to be fair to the employer, are inherently com-
plicated and were one of the causes of the complexity of Section 89.
NRECA believes that employers who make health care benefits to
all or a substantial part of their employees on a fair basis should
not be penalized for their employee selection. Accordingly, NRECA
adds its voice to those advocating that non-discrimination tests be
based on eligibility for benefits, rather than coverage of benefits re-
ceived.

Limits on allowable contributions reflects concern over maintain-
ing the affordability of coverage and avoiding discriminatory bene-
fits. We believe that fixed-dollar limits could discourage employers
from adopting plans and from, offering dependent coverage and
could impose a particular burden on smaller firms.

Small firms depend on part-time workers significantly more than
do larger employers. Consequently, the need to cover most part-
time employees under the current law seriously concerns us. Em-
ployers, particularly smaller firms, cannot be expected to provide
coverage to those who do not have a significant attachment to the
firm, as demonstrated by more than part-time employment.

Finally, NRECA urges that the Section 89 effective date be de-
layed until at least January 1, 1990, and an additional year for
smaller employers.

That concludes my testimony, Mr. Chairman.
Senator PRYOR. Mr. Williams, thank you. Your full statement

will be placed in the record, as will be applied to all of the wit-
nesses this morning.

Ms. Kelley, we appreciate your being here, and we are looking
forward to your statement.

20-998 - 90 - 2
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[Mr. Williams' prepared statement appears in the appendix.]

STATEMENT OF MARY KELLEY, PRESIDENT, KELLEY & CO., TES-
TIFYING ON BEHALF OF THE NATIONAL FEDERATION OF IN.
DEPENDENT BUSINESS, DENVER, CO
Ms. KELLEY. Thank you, Mr. Chairman.
I am pleased to be here today as a board member of the National

Federation of Independent Business, as an active Democrat, as a
woman, as a CPA/bean counter and, most importantly, as a real
business owner, to urge your repeal of section 89.

Section 89 is unfair. It is unworkable. It will achieve nothing
other than reducing the number of workers covered under health
plans.

What is Section 89 trying to accomplish? More coverage? There
clearly will be less. No discrimination? Quite frankly, there is no
evidence that such discrimination exists. Section 89, indeed, dis-
criminates, itself. It especially goes against those with pre-existing
conditions, and other underwriting concerns, such as age or gender.

Taxation? Is that the point of Section 89? As horrible as I think
that would be, it is more desirable than Section 89.

Small business clearly wants to comply with the laws of this
country. With 89, they have two choices: They can spend money,
time, and effort to see whether or not their plan works-or they
can even develop a plan that may work, or may not work-or they
can simply abolish the health care as a benefit.

This impact, I think, will create an entirely new population of
medically indigent.

Section 89 is unfair and discriminatory, in that the sanctions are
against all employees, whether or not they have controls over the
decisions. There is a great deal of concern that if an employee re-
ceives a taxable benefit because they had a medical claim of let us
say $5,000. We could see an $18,000 wage earner suddenly having
an additional $1,000 tax bill.

It also indicates that 5 percent ownership equals control. Those
of us who have been in a partnership know that often 51 percent
barely equals control.

Section 89 does not recognize the reality or the difficulty in ob-
taining health insurance for small companies. My firm has been in
existence for 8 years. Over the last 5 years we have had four differ-
ent health insurance plans-not because I wanted them but be-
cause the plans radically changed, coverage was taken away, or we
were in small groups that no longer had insurance coverage.

There are simple differences in rates, due to underwriting consid-
erations. It is not unusual to have an employee with a $75-per-
month premium, another premium with a $115-a-month prenum
for exactly the same coverage. If the $115 premium belongs to a
highly compensated employee, your plan won't qualify, although
the coverage is identical.

In our firm, we have an employee who has a disease, Crone's Dis-
ease, who has a very difficult time obtaining insurance. We have
an HMO which costs $98 per employee. She cannot be covered by
it. With a lot of work and research, we found an insurance compa-
ny that will cover her for $43 a month-it sounds great; I should
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switch everybody. However, the coverage is not as good; she has a
personal $5,000 annual exposure. But, because we have even pro-
vided her that insurance, does that mean we don't qualify under
Section 89?

Section 89 is not fair. It clearly discriminates. It is complex and
costly. It may increase tax revenues slightly in the short term.
Long-term, I believe it will cost us as a society much more as we
see a whole new class of medically indigent and we reduce job cre-
ation.

Thank you, Mr. Chairman.
[Ms. Kelley's prepared statement appears in the appendix.]
Senator PRYOR. Ms. Kelley, thank you very, very much.
Mr. Bruce Carswell?

STATEMENT OF BRUCE CARSWELL, SENIOR VICE PRESIDENT,
HUMAN RESOURCES AND ADMINISTRATION, GTE CORP., TESTI-
FYING ON BEHALF OF THE ERISA INDUSTRY COMMITTEE AND
THE SECTION 89 COALITION, STAMFORD, CT, ACCOMPANIED BY
GRANT WITHERS. DIRECTOR, BENEFITS, GTE
Mr. CARSWELL. Thank you. I am pleased to be here toda.
I am Bruce Carswell, Senior Vice President of Human Resources

and Administration for GTE, and I am representing ERIC and the
Section 89 Coalition.

Those two organizations I believe have been in the forefront in
providing some efforts to make Section 89 manageable. We do not
think that tax-favored health benefits should be exempt from rea-
sonable non-discrimination rules which are not unduly complex
and not counterproductive, as the current Section 89. We appreci-
ate the chairman's thoughts on that, and Senator Pryor in his bill
in terms of recognizing that, and we feel somewhat encouraged by
the comments we have heard today.

We have long advocated a design-based approach to testing, be-
cause we believe this test assures availability of affordable cover-
age.

H.R. 1864 embraces certain concepts which we do endorse.
First of all, it has provided some relief for -all employers, both

private and public. We believe that there is-a reasoned and simple
ill, and all business deserves a simple test, if you will, that it can

be equally applicable to all.
Second, we feel that it focuses on the test of availability of cover-

age, which substantially reduces the data burden that we have
been encountering.

On the other hand, there are a number of problems that we ask
the committee to take into account in development of legislation.

First, we believe the 90 percent standard is too high, particularly
when combined with other provisions which in some cases include
leased employees, in some cases exclude them, which is very poorly
defined. The exclusion of union employees, in terms of making the
calculation, will enable some employers to fall out of compliance
and therefore face a precipitous penalty. The elimination of the
separate testing rule also makes the 90 percent rule much more
difficult. Therefore, with a precipitous penalty, we would advocate
an 80 percent rule.



30

Second, the bill indexes employee premiums to wage inflation.
We feel, in order to keep the proper balance agreed upon by em-
ployees and companies alike in the allocation of costs, the sharing
of costs, if you will, it should be based on a medical cost of provid-
ing index, if you will, in providing that allocation.

Third, the bill provides that leased employees don't have to be
counted if covered by a leased company. That really doesn'tgo far
enough, because Treasury regulations have not really provided us
with a reasonable definition,' and employers can't determine who
are leased employees. Therefore, it should be revised.

Fourth, the bill requires separate testing of union employees. We
feel that the employer should have the option to combine that with
the overall test to meet the 90 percent, or 80 percent, if you will.

We are also concerned with the treatment of flexible benefits,
which was referenced by a number of people. We have been incen-
tived to provide cafeteria plans and spending accounts, and we feel
that this should not be counterproductive to that in terms of a de-
fining test.

Finally, we are concerned that the continuous-testing coverage
rule is too arduous and not producing enough result with respect to
highly compensated employees, and therefore that test should be
done once a year.

Finally, 1864 delays rules for former employees for 1 year, and
we feel that is not enough. We should wait for Congress to define
what a "former employee" is.

We thank you for the opportunity to contribute our ideas, and
we look forward to working with you.

Senator PRYOR. Thank you, Mr. Carswell.
I was not present at the time Mr. Withers was introduced. Does

he have a statement?
Mr. CARsWEu. No, Mr. Withers is my associate. He is Director of

Benefits for GTE. Thank you.
Senator PRYOR. Thank you very much. So, I assume he agrees

with everything you just said. [Laughter.]
Mr. CAsswmL. If he doesn't, he is my former director of benefits.

[Laughter.]
Senator PRYOR. Thank you very much.
[Mr. Carswell's prepared statement appears in the appendix.]
Senator PRYOR. Senator Packwood?
Senator PACKWOOD. Mr. Carswell, I just want to make sure I un-

derstand your statement. You say, "We do not think that tax-fa-
vored benefits should be exempt from non-discrimination rules." So
you are totally opposed to repealing Section 89? Or, if it is re-
pealed, do you want some kind of discrimination test?

Mr. CAiswmLL. We feel that Section 89 should be repealed, or
modified substantially, and it needs such a substantial revision
that I suppose "repeal" is not a bad word, if you will.

We feel the concept of discrimination, in terms of a non-discrimi-
nation in term of benefits, is a universally accepted concept; and,
if there are simplistic rules which companies can comply with for
the benefit of both providing benefits to their employees and meet-
ing overall discrimination rules, we would favor that.

Senator PACKWOOD. I am not quite sure I follow. You say they
should not be exempt from non-discrimination rules. You are not
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going to have no rules; you say there should be some kind of non-
discrimination rules?

Mr. CARSWLL. Yes, there should be. I am sorry.
Senator PACKWOOD. All right.
Now, Ms. Kelley, I don't understand one paragraph of your state-

ment; it is on page 5: "It is our members' belief that voluntary pro-
vision of employee health insurance by employers should be held to
be in the same category as the President's proposal and Congress
place home mortgages, obligations to Social beneficiaries, disabled
veterans, and charitable contributions." What dos that mean?

Ms. KELLEY. Senator, the thought behind that is that an employ-
ee tax-free benefit has been sacrosanct, if you will, in the United
States. And indeed, that has been considered base-line compensa-
tion, and free from taxation, very similar to the home mortgage in-
terest deduction, which has been considered a very necessary and
appropriate Schedule A deduction for the American taxpayer.

Senator PACKWOOD. Let me ask you about the home mortgage de-
duction. A taxpayer has a million dollar cap on two homes. In es-
sence, that is a discriminatory threshold. Are you suggesting the
same thing for employee benefits?

Ms. KEcLLEY. What I am suggesting, Senator, is that the employee
benefit of tax-free health care, especially, remain tax free; that, if
there is evidence of discrimination, that indeed that be taken care
of; but that we don't see evidence of discrimination, and there are
other ways of getting at this issue, should it even exist.

Senator PACKWOOD. Then I want to ask your judgment on this,
because when we went through this, we honestly didn't have much
help on how we should draw any rules from the groups that would
be affected. But over the years, this is what we have discovered.
And I indicated it was more likely that small businesses had dis-
criminating plans. The big employees are either unionized, or they
have very non-discriminatory broad plans. But discriminatory
plans did not normally exist in small business-the insurance com-
pany, the barbershop, the stationery store, the pharmacy. It was
usually professional corporations that had- a disproportionate
number of highly-compensated employees, and they had a history
of discriminating long before ERISA. They would also discriminate
in pension and retirement plans in favor of their highly-compensat-
ed employees. We found it in health plans. It is a small strata of
small business, but highly compensated. And that evidence has
been there over the years.

Should we make an effort to stop it?
Ms. KELLEY. Senator, let me share with you what my experience

as a CPA has been over the last 14 years-and, of course, we have
never looked at CPA firms as doing this; we have only considered
the legal firms the ones who did it-and that is that I have in fact
not seen such discrimination.

I have seen, with my clients and with colleagues, that if a small
business offers a medical health insurance plan, they offer it to all
employees. We have an NFIB member whose statement was in
other testimony -in the House, who is indeed an insurance agent.
She said, with her 100 small businesses, she had never seen a case
where there was discrimination.
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Clearly there has been opportunity, if you will, to look, for other
means of getting compensation, to other individuals, I think, in the
professional firms that you indicate, but not in the health insur-
ance area.

Senator PACKWOOD. Thank you, Mr. Chairman.
Senator PRYOR. Thank you, Ms. Kelley.
Senator Durenberger?
Senator DURENBERGER. Thank you, Mr. Chairman.
I wonder if any of you who were here when I asked the question

of Mr. Trier would care to comment on the difficulty we are all
going to have with dollar caps, or some other way of distinguishing
what is a discriminatory health plan and what is not.

I guess I can say, for one, that the notion that we are going to
continue the system of any employer can buy for any employee
whatever health plan he or she chooses to purchase is not in the
cards. I mean, the subsidy is too great today for the large dollar
health plan, and that is why this Section 89 is in the bill, and I will
do everything I can to oppose outright repeal of the notion of dis-
crimination.

However, having said that, putting something in its place I find
extremely difficult. I just wonder if any of you who were here
might comment?

Mr. CARSWELL. Well, just a brief comment. It is a difficult prob-
lem. Frankly, even the term "discrimination" is difficult. It is dis-
crimination at a point in time, or equity at a point in time, or it is
revenue raising at a point in time. Those all get mixed up there.

But we are at a point in time where we have gone through four
or five decades of enthusing industry and unions and employees,
alike, to make a package of compensation which includes health
and includes other benefits, depending on the needs of those
people. And I think we have to take great care when we start to
make that change, and recognize how it is impacting the compa-
nies, the employees, the new companies that are coming behind. It
can't just be changed overnight, as if all of that was wrong.

So, I think some judgment, and calculation, and prudence is re-
quired as you gentlemen are encouraging at this meeting.

Senator DURENBERGER. Yes. It just occurs to me that we are
going to spend an awful lot of time chasing down a dog that ain't
going to bite, if we keep trying to implement this Section 89 the
way we are trying to implement it.

But the real problem of discrimination, if that is what we are
worried about, somebody gets a better deal than the other, the real
problem of discrimination is in the current tax law and the tax
treatment for health plans. That is the discrimination.

If Chrysler can buy a $500-a-month plan for each of its employ-
ees, including all of its retirees, and all of that is deductible to the
company and tax-free income to the employees, while self-employed
people have to buy their health insurance at 50 percent more, with
after-tax dollars, that is the discrimination in this system.

You know, for us to spend a whole lot of time trying to deal with
this one, adding all of these extra costs to all of those people out
there who want to get rid of their health insurance, anyway, be-
cause it is getting to be such a large burden, it seems to me in our
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society it is getting to be counter-productive, and we ought to start
spending some time getting at the real discrimination.

Mr. BURCKLEY. Senator, let me say this, too: On the State and
local level we do not discriminate. We have a plan in my city that
we offer to every single employee, from the highest paid down to
the lowest paid. You pick and choose what you want. There is no
discrimination.

The people who are going to benefit the most, and the only
people who benefit from Section 89, in my opinion, are those people
who offer no benefits whatsoever; there is zero cost to those people.
It is going to cost my community $34,000 the first year, $12,000
every year thereafter. That is a burden. We would like to be able to
spend that money on police and fire protection, garbage collection,those types of things. We don't feel we ought to be spending those
tax dollars-and we are very, very wise in how we spend our tax
dollars-on something that will not benefit the citizens of our com-
munity one iota.

The CHAIRMAN. Thank you.
Senator Pryor?
Senator PRYOR. Yes, Mr. Chairman. Thank you.
Ms. Kelley, I have always kind of prided myself for being an ally

of the group that you speak for today, the NFIB. It is a very splen-
did organization. We have a lot of good members across the coun-
try and in the State of Arkansas, and I don't want to say that we
are totally, 100 percent, apart on this.

Now, I am trying to simplify a member, this Section 89. Your tes-
timony states that your group wants to repeal it, just out and outrepeal it.This relates to Senator Packwood's questions to a degree, and I

didn't hear your answer. If you get your wish, and we repeal Sec-
tion 89 and have nothing on the books, what will be your position
on taxation of fringe benefits?

Ms. KELLEY. Senator, first of all let me thank you for your sup-
port of small business. You have a very strong record in that area,
and it is appreciated.

Senator PRYOR. Thank you.
Ms. KELLEY. If indeed my wish comes true and you repeal Sec-

tion 89, my thought with regard to the taxation of fringe benefits is
that I would like to see it continue to be a tax-free benefit.

If, indeed, we believe that, because of the need to balance the
Federal budget-with which I concur; we need to raise revenue in
this area-I would suggest that we cap fringe benefits at a certain
dollar amount and tax the amount over that.. Senator PRYOR. All right. I am going to ask this: You don't have
to answer orally, but I would like to respectfully request that you
and the NFIB might make some comments on design-based testing
as provided in S. 654. 1 would truly like to know NFIB's position
there and what you think about this.

I would also like to ask the question, is this not the type of a-
proach that would address some of the major concerns that NfFI
has with Section 89?

Ms. Kzm~zy. Senator, I am not familiar with the exact test that
you are discussing. But certainly, what we see in current legisla-
tion and in modifications of that legislation, it is that tests on



34

small firms tend to get juot really wild because of the small num-
bers.

If you look at a 90 percent test, for example, on a 15-member
firm, you are looking at having to cover 14 people. The realities are
that you may have one or two people who can t be covered. So, all
of those tests tend to be burdensome. But we will be happy to
submit to you some of our concerns in writing.

Senator PRYOR. Fine.
[The information appears in the appendix.]
Senator PRYOR. Mr. Chairman, in the interests of time, and my

time is about up, I think I will yield back the balance of my time.
Thank you very much.
Ms. KELLEY. Thank you, Senator.
The CHAIRMAN. Ms. Kelley, I want to commend the NFIB for the

work they have done; but, as I understand your recommendation, it
is that you are calling for complete repeal of Section 89.

Ms. KELLy. Yes, sir.
The CHAIRMAN. And to replace it with something more rational.

How would you take care of discrimination with what you replace
it with?

Ms. KELLy. Senator, what I would recommend is that, indeed,
the issue about discrimination is one with which we all concur; but
I think what we had prior to 1986, what we could have again, in
terms of a facts-and-substance approach, if you will, in the law, cer-
tainly looking at audit history as part of the normal audit of a cor-
poration or a small business, or a large business, that indeed the
issue of discrimination be examined at that time and be taken care
of. There is still opportunity, in a very simplified way, to look at it
wherever it might exist andtake care of it. And I think there prob-
ably should be a statute that says there should not be discrimina-
tion in that area. But it doesn't need to require, as we have seen
today, 200 pages of regulations.

The CHAIRMAN. I want you to give me some specific, very simple
ways to take care of it, in writing.

Ms. KELULY. Yes, Senator.
The CHAIRMAN. So we can give it consideration, because we very

much want your input.
Ms. KELLEY. Thank you, Senator.
[The information requested follows:]

FUNDAMENTAL SCMrIoN 89 Rzroim
Health Plans. A health plan would be considered nondiscriminatory if it is avail-

able to either 70 percent of all employees or a classification of employees that does
not discriminate in favor of highly compensated employees.

* Pre-Tax Reform law would be the guide for determining what constitutes a"nondiscriminatory classification,"
o The term "highly compensated employee (H1CE)" would be defined as provided

by Tax Reform except that 5% ownership of a business would be dropped from the
definition.

* Certain categories of employees could be excluded in testing (see section 89(h);
however,

-Part-time would be defined as under 30 hours;
-Short-service would be defined as under 12 months; and
-Exclusions need not apply to all plans of the same type (i.e. Section 89(hX3)

would not apply).

The CHAIRMAN. Councilman Burckley?
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Mr. BURCKLEY. Yes, sir.
The CHAIRMAN. When it comes to local government employees,

we have historically tried to craft legislation to take care of some
of their unique concerns, and we understand that. But I am trou-
bled somewhat by the idea of a total exclusion.

It may be correct that government employees' plans historically
have less discrimination, generally. I am not sure that that is total-
ly the case. There might be some counties and some cities that
might be quite discriminatory. And for the lowest-paid employee, it
would seem to me that when he is discriminated against, whether
it is in the private setor or the public sector, it is a matter of con-
cern. It would also seem to me that if we exempted local govern-
ment from Section 89, the private sector might wonder why we
were so tough on them and not on the public sector.

How would you comment on that?
Mr. BURCKLEY. Let me say this. I can just give you my own expe-

rience, and that is the experience of my city and the other elected
officials within our region.

We are finding, quite frankly, that the discrimination that you
are talking about is very few and far between, and it is punishing
everyone, because you have a few bad apples. I think that we can
simplify what we are asking people to do; there are other methods
than what has been proposed in the original Section 89 rules and
regulations.

I think we can simplify this, to be quite frank with you. I, for
example, represent more city employees in my district than any
other city councilman, and I can guarantee you that if there was
any discrimination in our plan, then I would certainly hear about
it.

Now, as far as saying that the private sector may think that they
are being discriminated against because you are letting State and
local government units off the hook, well, we already do that in
many areas of the Tax Code. So I don't think that is a valid argu-
ment. If you look at ERISA, for example, we do not comply with
ERISA, so I don't really think that that is a valid reason for impos-
ing these very costly measures upon State and local government.

I really feel that, in my own situation, I would rather spend that
$34,000 to put that extra police officer on the street to fight drugs
and to fight crimes, or to give better public service. I don't think
that we as a city government are involved in the type of discrimi-
nation that you are referring to. I know that our government is
not. As I said earlier, we offer the same health care package to our
city manager as we do to the lowest-paid sanitation worker in our
city, and that is true around the country.

The CHAIRMAN. Mr. Williams, the rural electrification group has
done an awful lot of work. They haven't just complained; they have
done a lot of research on-small employers, and that has been very
helpful.

But amongst those things you recommend, you are talking about
increasing the hours of work for a part-time worker. We heard
some comments about how the number that we have in the law at
present was arrived at. Does background i:iformation you have de-
veloped result in a number of hours that you would recommend?
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Mr. WILUAMS. I don't think there is anything in the survey, Sen-
ator, that would indicate what a minimum number of hours should
be. Certainly, we think what has been proposed is too low.

I think you will find most insurance companies are at the 30-
hour-per-week level, or some maybe a little bit less than that. I
think we could live with something of that nature.

The CHAIRMAN. Thank you.
Are there further questions?
[No response.]
The CHIRmAN. If not, thank you very much for your contribu-

tion. We appreciate that.
Our next panel consists of Mr. Donald Skadden, who is the vice

president of the Section 89 Task Force for the American Institute
of Certified Public Accountants; Mr. Karl Hansen, CLU, who is
chairman of the Task Force on Health, Federal Law and Legisla-
tion Committee, of the National Association of Life Underwriters,
from San Francisco, CA; Mr. William Richardson, the manager of
Employee Benefits for Valero Energy Corp., testifying on behalf of
Employers Council on Flexible Compensation and the Cafeteria
Plan Coalition; and Mr. Ron Danilson, who is the associate direc-
tor, Group Underwriting, The Principal Financial Group, of Des
Moines, IA.

We are pleased to have each of you.
[Pause.]
The CHu=mAw. Mr. Skadden, I would assume you are here to

testify against Section 89, and I would think that this would pro-
vide a life-time annuity for all accountants, that in effect you may
be testifying against your long-term best interests; but let us hear
it.

STATEMENT OF DONALD H. SKADDEN, VICE PRESIDENT. AMERI.
CAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, WASH-
INGTON, DC, ACCOMPANIED BY DEBORAH WALKER, SECTION
89 TASK FORCE CHAIRMAN, AICPA
Mr. SKADDEN. Thank you, Mr. Chairman. I am pleased to be here

to surprise you and testify against Section 89.
My name is Donald H. Skadden. I am vice president of taxation,

the American Institute of CPAs. With me today is Deborah
Walker, who chairs our tax division task force on Section 89.

We believe that we have reasonable, workable suggestions ad-
dressing many issues in this area, including all three of the prob-
lems that Mr. Trier identified this morning.

Ms. Walker will summarize our recommendations, after which
we will both be pleased to answer questions.

The CHAIRMAN. Ms. Walker?
Ms. WALmK. Thank you.
Mr. Chairman, the AICPA applauds you for holding this hearing

to review the rules applicable to employer-provided fringe benefits.
In fact, the AICPA is most interested in good tax policy as opposed
to an annuity for those of us that are the members.

Because of that, we are most concerned about the compliance
cost that Section 89 generates. We believe that the law's significant
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complexity results in widespread misunderstanding of the rules,
and excessive cost.

We strongly recommend that your committee develop a design-
based proposal which focuses on eligibility rather than on coverage.
It should include a relatively high required percentage of employ-
ees to be covered, and it must be affordable for all employees. We
hope there is some mechanism that will take care of what is known
as the "cliff effect"-in other words, employers that fail the test by
a relatively small amount should not be treated as harshly as those
that fail it by a larger amount.

We also recommen& a grace period for employers who fail the
test inadvertently, a time period for them to get their plans back in
compliance-without paying any penalty.

We believe the most reasonable affordability test is one that
allows employees to participate in a future increase in health care
costs, and protects against the very low income employees. For that
reason, we support a percentage of tho employer's premium cost as
a definition of the affordable plan.

We suggest a maximum employee contribution of 40 percent of
the employer's cost, but not to exceed 5 percent of the employee's
wages. We want to make sure it reflects the employer's actual
costs, small or large, in different regions of the country.

The design-based approach should exclude part-time workers,
leased workers, until that definition has become more clear, and
former employees.The definition of "highly compensated employees" should also be
changed. Small employers, those employers that don't need to deal
with the existing definition of highly compensated employees,
would be better served by a simple definition that looked to the W-
2 form. We know it is difficult to develop a single plan for all types
of benefits; we think there should be different plans for different
types of benefits, different tests for different types of benefits-dif-
ferent tests for cafeteria plans, different tests for group term life
insurance plans, and perhaps even, as Treasury mentioned, a cov-
erage test for those employers that don't want to or cannot comply
with the availability test.

Thank you.
[Mr. Skadden's and Ms. Walker's prepared statement appears in

the appendix.]
The CHAIRMAN. Mr. Hansen, you are a CLU, and you are on the

Task Force on Health, Federal Law and Legislation Committee for
the National Association of Life Underwriters. Would you proceed?

STATEMENT OF KARL E. HANSEN, CLU, CHAIRMAN, TASK FORCE
ON HEALTH, FEDERAL LAW AND LEGISLATION COMMITTEE,
THE NATIONAL ASSOCIATION OF LIFE UNDERWRITERS, WASH-
INGTON, DC
Mr. HANsEN. Thank you, Mr. Chairman.
My name is Karl Hansen. I am here representing the National

Association of Life Underwriters, an association that represents
over 135,000 professional life and health insurance agents.

Like many of my colleagues, I have been trying to help my cli-
ents comply with Section 89. Unfortunately, the underlying social,
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tax policy, and revenue needs that created Section 89 have proved
to be extremely cumbersome in the real world of employee benefits
administration. As a result, we applaud your efforts to reform and
simplify Section 89.

We believe that the simplified health aiTangements described in
S. 654 would solve the need for simplification. We also believe that
providing employers a choice between a simple but fairly rigid test,
like S. 654's simplified health arrangements, and the more compli-
cated but more flexible coverage-based tests that form the basis of
current law, creates fairness for all employers. We do, however,
have some modifications to suggest which we believe would make
the Section 89 reform legislation more workable.

Specifically, the dollar amount affordability standard that is part
of the simplified health arrangement test is potentially too rigid; it
does not properly reflect the demographic and geographic realities
of the marketplace.

Instead, we would recommend you offer a choice between dollar
amounts and a percentage of premium, and/or compensation.

Second, although we do support the design-based test that is the
basis of simplified health arrangements, we realize that oversimpli-
fication can cause plan flexibility to be severely sacrificed, and for
many employers the need for flexibility outweighs the need for
simplicity.

Because of this, we very much support this bill's provision of a
choice between the existing coverage-based test and a simpler
design-based alternate availability test.

Third, allowing employers to choose to compl with the existing
testing requirements presents an opportunity, tMat being an incen-
tive to provide coverage to more part-time employees. Such an in-
centive can be derived by allowing employers a leveraging provi-
sion to the benefits provided to part-timers. Thus, instead of the
current equalizing benefit factors available for part-time employ-
ees, we would propose that the part-time factors be moderately in-
creased to reward employers who cover such workers.

Finally, we would like to propose some definitional modifications:
First, independent contractors, when covered, should be tested as

a separate line of business. Union employees should also be tested
separately, as should formal retirement coverage, as compared to
coverage available to former employees on a general basis.

Next, we believe that accidental death and dismemberment cov-
erage, because it typically mimics group life insurance benefits,
should be tested under the non-discrimination rules of Section 79.

NALU supports your efforts to simplify Section 89. We are, how-
ever, mindful of the potential cost. We would hope that any pro-
posed safe-harbor approach reflect a plan design that would have
typically passed the original testing parameters.

Conclusion, we reiterate our support for S. 654, as modified.
I would be happy at this time to answer any questions you might

have. Thank you very much, sir.[Mr. Hansen's prepared statement appears in the appendix.]
The CHAIRM". Thank you.
Mr. Richardson, you are dealing with employee benefits and

working for the Employers Council on Flexible Compensation and
the Cafeteria Plan Coalition. Would you go ahead, sir?
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STATEMENT OF WILLIAM W. RICHARDSON, MANAGER, EMPLOY-
EE BENEFITS, VALER-O ENERGY CORP., TESTIFYING ON
BEHALF OF EMPLOYERS COUNCIL ON FLEXIBLE COMPENSA-
TION AND THE CAFETERIA PLAN COALITION, SAN ANTONIO, TX
Mr. RICHARDSoN. Thank you.
I am Bill Richardson, Employee Benefits Manager for Valero

Energy Corp. in San Antonio. I am appearing on behalf of the Em-
ployers Council on Flexible Compensation, and the Cafeteria Plan
Coalition.

I speak on behalf of thousands of employers who provide their
employees with flexible employee benefit arrangements. Today, we
ask that your simplification efforts not penalize cafeteria plans,
which usually can pass the stringent non-discrimination test under
the current Section 89.

Cafeteria plans allow dollars that would be wasted on duplicate
coverage to be channeled toward other needed benefits such as
child care. According to a 1987 ECFC survey, 97 percent of the
women participating in a flexible benefits arrangement did not
want to return to their previous system of imposed benefits.

The tax system should not discourage employers from providing
employees with the benefits they most need or desire. Cafeteria
plans are not a separate benefit plan, they are merely a delivery
system for benefits.

The House Ways and Means Committee is considering legislation
to simplify Section 89. In some cases, that bill would impose a tax
on benefits delivered through a cafeteria plan, but not impose a tax
on the same benefits when provided outside a cafeteria plan.

Mr. Chairman, we encourage you to recognize that the advan-
tages of flexible benefits to both employees and employers are supe-
rior to any other benefits delivery system. As you work on a non-
discrimination testing system for welfare benefits, we have six sug-
gestions:

(1) Discrimination testing should be based on plan design as an
alternative to reasonable participation testing;

(2) Employer-provided benefit credits should be treated as part of
the employer-provided benefit, both for eligibility and for benefits
testing;

(3) Salary reduction by both higher paid and lower paid employ-
ees should be treated uniformly for benefits testing;

(4) Any affordability indices should be based on medical costs and
not on wages;

(5) A non-discrimination test should avoid cliff effects in testing
benefits; and

(6) Dependent care assistance should be included in the simplifi-
cation pro .

Mr. airman, we at ECFC and the Cafeteria Plan Coalition will
work with you and the staff in accomplish the objective to prevent
bias toward highly paid and tax-favored employee benefits. Accom-
plishing that objective should not require that this Nation's most
innovative benefits delivery system suffer. We as employers, as em-
ployees, and as a nation n the flexibility and savings that cafe-
teria plans can offer.

Thank you for this opportunity to share our concerns.
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[Mr. Richardson's prepared statement appears in the appendix.]
The CHAIRMAN. Thank you for your testimony.
Mr. Danilson, you are associate director for Group Underwriting,

The Principal Financial Group; Des Moines, IA. Would you com-
ment, please?

STATEMENT OF RON DANILSON, ASSOCIATE DIRECTOR, GROUP
UNDERWRITING, THE PRINCIPAL FINANCIAL GROUP, DES
MOINES, IA
Mr. DANILSON. Thank you, Mr. Chairman.
I am Ron Danilson, Associate Director of Group Underwriting for

the Principal Financial Group, headquartered in Des Moines, Iowa.
We are a major underwriter of employer-sponsored life and health
insurance and provide coverage for over 60,000 employer groups lo-
cated throughout the United States, of which almost 50,000 are em-
ployers with 10 or fewer covered employees. Thank you for asking
us to share some of our concerns about Section 89 today.

We are convinced the current non-discrimination tests are too
onerous, and that their attendant rules of application are too com-
plex for most employer group plans. Many of our smaller custom-
ers are overwhelmed with the law's complexity. They tell us they
will simply have the business owner pay the tax, rather than at-
tempt to apply the test.

We are encouraged by the efforts of Senator Pryor to simplify
this law. We strongly support the concept of a plan designed safe
harbor introduced by Senator Pryor as an alternative to the cur-
rent rules for non-discrimination testing. We view this as an essen-
tial part of any simplification effort.

There is, however, one important element included in the design-
based alternatives offered so far that we need believe needs to be
reconsidered; this is the dollar cap on the amount of employee con-
tributions allowed for the cost of the health plan. We understand
the objective of the cap is to alleviate the affordability problem for
low wage workers. Although we are sympathetic with this objec-
tive, a dollar cap creates a number of unintended problems.

A common characteristic for many small employer health plans
is the less generous employer subsidy for dependent coverage than
that normally provided for employee coverage. This is an afford-
ability issue for small employers. A dollar cap that is too low will
put the safe harbor financially out of the reach of many small em-
ployers. Without the safe harbor, there is less incentive for the
small employer to subsidize dependent coverage at all.

As an alternative to the dollar cap, we suggest establishing per-
centage cost-sharing limits. The employee contribution could be
limited to 50 percent of the total health benefits cost for the plan
to qualify for the safe harbor, as one example.

Current Section 89 rules artificially impose a new definition of"part-time employee" of 17.5 hours per week, on all employers, and
requires that these employees be counted in testing. Although we
offer to cover employees who work as few as 17.5 hours per week,
for many of our small business customers this boils down to a
forced financial choice of paying tax on their own benefits, since
the cost to expand coverage to part-time employees is a significant-
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l greater financial burden. We support the simplification efforts of
senator Pryor and others that exclude part-time employees who

work less than 25 hours per week from testing for all employers.
We also agree that the penalties included in the original law and

modified by the proposed regulations for failure to comply with
qualification standards are excessive and need further modifica-
tions.

Furthermore, we strongly urge that this qualification rule
change be expanded to clarify that satisfaction of the written plan
rules of ERISA be deemed to be satisfaction of the written plan
rules under 89. The proposed regulations appear to add a new re-
quirement on top of existing ERISA rules, with no substantive dif-
ference in end result. These regulations will force many small,
fully-insured employers to incur unnecessary additional expense
for a new single written plan document that, or the most part, will
refer to already existing documents for details' Employer resources,
already strained by increases in health care costs, should not be re-
quired to be spent on this unnecessary duplication for no added
benefits to participants.

Thank you.
[Mr. Danilson's prepared statement appears in the appendix.]
The CHAIMN. Thank you, Mr. Danilson.
Mr. Skadden and Ms. Walker, you all are really in the trenches,

trying to apply these complex rules, so your input is particularly
valuable to us.

Do you think we can really come up with legislation that
achieves the objective of anti-discrimination, and do it in a simple
way? Is that achievable?

Ms. WALKER. That is certainly achievable. We believe the Rosten-
kowski bill goes a long way toward that goal.

In listening to some of the discussions here this morning, and in
talking about is there really discrimination in health benefits, I
think itis important to realize that in general most employers pro-
vide health benefits for most of their employees, if they provide
them for any employees. On the other hand, just like there are
non-qualified deferred-compensation plans for executives, there are
executive-only health plans, and perhaps we are only talking about
getting rid of executive-only health plans. That would be a relative-
ly simple test-just to the extent that the executive got something
other than what the rank and file got, something available only to
executives, it would be a taxable benefit. That is the ultimate in
simplicity.

Will you then have large groups of employers that provide differ-
ent benefits for different people? Yes. But it will not be significant
discrimination, in my mind.

The CHAIRMAN. I couldn't make up my mind whether Mr.
Hansen was flinching or not, when you said different plans for ex-
ecutives.

Mr. HAszN. No. [Laughter.]
Senator BRADLEY. I couldn't, either, Mr. Chairman.
The CHAIMAN. A man who has watched a lot of CLUs at work,

who like to sell-
Mr. HANsps. Oh, executive benefits?
The CHAIRMAN. Yes.
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As I listen to the principal thrust of your testimony, Mr. Hansen,
ou were talking about testing actual coverage, and retaining that.
guess we have heard from almost all the business people in this

country about the complexities. Would you tell me why you feel
strongly about retaining that?

Mr. HANSEN. Well, I think it is becoming obvious here, as it did
last week at the Ways and Means Committee hearing, that there
will need to be a tremendous number of exceptions required to
make any design-based simplified approach workable. Existing law
reflects a tremendous amount of thought and effort to accommo-
date the flexibility that is needed for the complexity of existing
coverages.

The benefits world is not a simple environment, by any means.
The point is that, in certain scenarios, many employers need to be
tested based on the coverage that they are actually providing to
their employees, rather than on one plan design that is available to
nearly all employees.

The best example was just presented. There is a small employer
here in Washington, DC, known as the Federal Government. The
Federal Government plan, the way it is currently constructed, I be-
lieve would not pass either one of the two proposed design-based
availability tests. The point is that, there again, you are a good ex-
ample, because the Federal Government has come out and budg-
eted a specific dollar amount that they are willing to spend, and
they are telling the employees, "Okay, you have to pick up the
excess."

Well, there is no reason that we shouldn't say to our small em-
ployers that they should be able to do something similar. In put-
ting the small dollar caps-as I think Senator Durenberger made
the point-we are not very close to reality right now.

So, I think a coverage-based test is necessary in a number of situ-
ations, especially in the larger, more complex arena and in the caf-
eteria arena, to see the value of coverage that is being provided.

The CHAIRMAN. Let me get into the cafeteria plans for a minute
here.

Mr. Richardson, when we are talking about the possible reforms
of Section 89, one of the concerns in this country, with two parents
working, is trying to encourage child care plans. Do you see a possi-
ble endangerment of that with the reform of Section 89?

Mr. RICHARDSON. Section 89 endangers the entire welfare bene-
fits area, which includes dependent care. I think that flexible bene-
fits programs offer the greatest opportunity for providing depend-
ent care throughout this country, as well as other optional benefits.

As we are all aware, there is a limit as to how much employers
can pay for benefits, as there is a limit as to how much we can pay
for salaries, and still stay in business. The advantage of the flexible
benefits program is that you can give the dollars to the employee
and give him the freedom of choice to spend his dollars where he
sees they best fit. And those who find it appropriate for dependent
care-and we do happen to have a dependent care assistance
spending account--can use it there- or, they can use it where else
it is more appropriate, if they don t have the need for dependent
care, as I don't right now.
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The CHAIRmAN. Mr. Danilson, you sell a lot of plans to employers
who have 10 or less employees, as I understand it. You get into
that, and you have got the father and the son-in-law thee working,
and some other in-laws, and trying to keep them all covered.

Tell me a little about the difference in the underwriting prac-
tices toward the small, small company, as practiced.

Mr. DANLSON. For the small employer-under 10 employees and,
perhaps, even under 50 employees for some companies, but for our
company, under 10 employees-we require a high participation per-
centage of the small employers full-time employees. For example,
for a 10-employee company, we would require that at least 75 per-
cent of the full-time employees participate in the plan; thus we are
certain that we would get a fair cross-section of those employees
participating in the plan, as opposed to only employees who may
have ill health.

We also require an employer subsidy of at least 50 percent of the
cost of the plan-again, so we are ensured that there will be par-
ticipation. As the size of the employer decreases-for example, an
employer that may have only five employees-we move that per-
centage up, to require 100 percent of full-te employees to partici-
pate in the plan, unless there ig an exclusion because that particu-
lar employee has coverage elsewhere. Again, we seek to prevent
"adverse selection," in insurance company terms.

Those types of requirements are consistent with some of three
rules in Section 89, but the missing piece, with regard to our re-
quirements that force high participation rates or require high par-
ticipation rates, is that it applies to the full-time employees. The
part-time employee has created some significant problems for small
employers, just because of the small number of employees for those
firms.

The CHAIRMAN. Thank you very much. That will be helpful to us.
We appreciate that.

Our next panel consists of the Honorable Sandy Galef, a le isla-
tor from Westchester County, testifying on bef of the National
Association of Counties, of Westchester County, NY; Mr. Joseph
Peery, vice president, Human Resources, Quanex Corp. of Houston,
TX; Ms. Kathi Child, manager of benefits development, J.C.
Penney Co., testifying on behalf of the Retail Tax Committee of
Common Interest, of Dallas, TX; Mr. Donald Alexander, partner,
Cadwalader, Wickersham and Taft, testifying on behalf of the U.S.
Chamber of Commerce; and Mr. James Lagos, past president and
member, board of directors, National Small Business United, of
Springfield, OH.

Mr. Lagos, are you ready? If you are, let us hear your testimony,
please.

STATEMENT OF JAMES H. LAGOS, PAST PRESIDENT AND
MEMBER, BOARD OF DIRECTORS, NATIONAL SMALL BUSINESS
UNITED, SPRINGFIELD, OH
Mr. LAcos. Thank you very much, Senator Bentsen. It is a high

honor and a privilege for me to be here today. I very much appreci-
ate your holding these hearings. I also appreciate you members of
the staff who are here listening, also.
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I am a lawyer by training. My brother and I have a small law
firm in Springfield, Ohio. We have a number of small businesses
we also own; we are in the construction business, farming, apart-
ments, warehousing. We have been in a variety of small businesses.
I am also Past President of National Small Business United, imme-
diate past president. We have some 50,000 members.

I would like to give you just some very practical experiences that
we have had in Springfield, Ohio. Let me make three practical
comments, and make about five or six practical solutions as to
what I think can help with the problem.

First of all, the way that I see the problem is, number one, one of
cost. Now, when I say "cost" I mean after-tax dollars and time lost.

Basically, when you are talking about after-tax dollars and the
possibility of having your fringe benefits be taxed to the employees,
and penalties on the employers, you are talking about a massive,
massive disincentive for having health insurance.

I will be perfectly honest with you. My brother and I had a
health insurance plans for some of our employees in one of our
companies. We got rid of it in January, as soon as Section 89
became effective. Even though we are lawyers, there is no way that
we can comply, as a practical matter, with it, and certainly we are
not going to take the time to do that, that would be necessary to
comply. That time is money--that is another practical aspect of it.

I think the IRS estimated some 9 million hours would be spent to
comply with Section 89, an average of 10 hours per employer for
the testing and for complying at least partially. That is a complete-
ly ridiculous estimate. I have read Section 89 numerous times and
still have a difficult time understanding it, and still have a great
deal of difficulty trying to apply it. I would hesitate to tell any of
my small businem clients-andl have many of them-that their
plans comply. I would be risking malpractice if I did.

Basically, we have a system which is uncertain and unfair. It is a
mine field. If you are a small business, and you have a health in-
surance plan under Section 89 as it exists right now, you are basi-
cally a riverboat gambler. You are taking the future of your com-
pany in your own hands by having that, and it is a risk that most
small business people are n . willing to take.

I wanted to thank Senator Pryor for helping to get us on the
road to a design-based plan, andT wanted to make several specific
comments.

First of all, whatever we come up with in terms of reform-and I
testified in front of the House and Senate Small Business Commit-
tees, and all 1 said there was, "repeal, repeal, repeal"-if we are
talking about reform, and I think our organization, National Small
Business United, has moved to the point where we think reform is
possible, then you have to make sure you have a design-based
system. I think Congressman Rostenkowski's bill is a good step in
the right direction on that.

I also-wish to compliment Senator Domenici on his bill, 595, be-
cause he went to the point of having an exclusion for small busi-
nesses of under 20 people.

Four other fast comments:
First of all, in terms of penalties: The penalties we have under

Section 89 right now are the economic equivalent of being shot at
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sunrise. The penalties we have under Congressman Rostenkowski's
bill are the economic equivalent of having one hand cut off; they
are still way too large in terms of a 34 percent excise tax.

As far as the employees covered, it is still too broad, in terms of
90 percent of everybody. That simply will not work.

In terms of employee contributions, we feel the cap is unrealistic,
and that the indexing to minimum wage as opposed to health infla-
tion is inaccurate and inadequate.

As far as a lot of the technical details that I have in my testimo-
ny, we feel those aren't quite up to snuff.

I think we want to end by saying that we wish to work with you
to design a reform, which I think is possible at this point, and
which National Small Business United thinks is possible. I think
we can do it working together. We come here today in a spirit of
cooperation. I think that basically something very good can come
out of these hearings.

Senator Bentsen, thank you, again, very much, sir.
[Mr. Lagos' prepared statement appears in the appendix.]
The CHAIRMAN. What you are saying is you have moved from

total repeal to seeing if we can't work out something that achieves
the objective but simplifies.

Mr. LAGOS. Yes, sir. That is exactly correct, sir.
The CHAmmn. Mr. Alexander, we have seen you many times

before this committee. You have been a very distinguished public
servant, and we are delighted to have you back. You are now back
in the role of testifying on behalf of the U.S. Chamber of Com-
merce.

STATEMENT OF DONALD C. ALEXANDER, PARTNER, CADWA-
LADER, WICKERSHAM & TAFT, TESTIFYING ON BEHALF OF
THE U.S. CHAMBER OF COMMERCE, WASHINGTON, DC
Mr. AuXNDER. That is right, Mr. Chairman, and I greatly ap-

preciate being here.
Mr. Chairman, the Chamber has supported repeal, but the

Chamber also supports your goal, and the goal of this committee
and the corresponding committee in the House, of non-discrimina-
tion in health benefits, group life benefits, and other welfare bene-
fits. How do we achieve both goals?

Chairman Rostenkowski's bill would limit Section 89, as modi-
fied, to health benefits. He found, and rightly so, that the group
life insurance provision, Section 79, already contains an anti-dis-
crimination rule.

What was lacking in prior law was a non-discrimination rule for
insured health benefits, and that is a very important factor, of
course. The Chamber does not suggest a return to prior law with-
out remedying that defect.

Now, the 90-percent rule-as has been pointed out earlier this
morning-is more than a non-discrimination rule, Mr. Chairman; it
is a rule of mandatory coverage. It is a rule that has very serious"cliff' problems, as the Treasury has pointed out this morning.

And we hope that this committee, when it works its major sur-
gery upon Section 89, will review the pension examples to see
whether they work, and whether they can work in this area. In the
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pension field, benefits aren't mandated; instead, there is a compa-
rability test, which is a true test for non-discrimination.

When you review Section 89 and decide upon whether you want
to defer it for a while, to see what would be a better, workable al-
ternative, I hope that you will take a careful look at collective bar-
gaining plans, and see whether those plans really provide the op-
portunity for discrimination, that is the basis for this committee s
concerns, that lead to Section 89. Senator Packwood, of course, said
this morning that it is not particularly important as a review of
multi-employer plans, because the penalties that my friend on my
right so vividly described simply don't work when applied to the
employer or to the employees in a multi-employer context.

Thank you.
[Mr. Alexander's prepared statement appears in the appendix.]
The CHAIRMAN. Ms. Child, if you would, proceed, please.

STATEMENT OF KATHI CHILD, MANAGER OF BENEFITS DEVEL.
OPMENT, J.C. PENNEY CO., INC., TESTIFYING ON BEHALF OF
THE RETAIL TAX COMMITTEE OF COMMON INTEREST, DALLAS,
TX
Ms. CHiLD. I am Kathi Child, Manager of Benefits Development

for the J.C. Penney Co. I will summarize the written statement
submitted for the record on behalf of the Penney Co. and seven
other general merchandise retailing companies which are members
of the Retail Tax Committee of Common Interest.

Mr. Chairman, the Retail Tax Committee members are pleased
to express our strong support for both the general direction and
specific substantive provisions of the Section 89 simplification
measures. We commend the design-based approach, which is used
by both bills and which would result in a much less complex and
administratively burdensome statute.

To provide the context in which our proposal is related to the 90-
percent eligibility test, or may, I will briefly describe the retailing
workforce.

The larger RTC members employ 300,000 to 500,000 people
during a normal year. Some 50 to 60 percent of our employees
work part-time, meaning they work less than 40 hours per week.
Most of these part-timers are second wage-earners in a household,"moonlighters,' students and retirees, who look to other employers
for health care. Retailing also experiences very high new-employee
turnover.

These facts present our management with serious problems. Full-
time employees are eligible for health care plans of RTC compa-
nies, but they may comprise as little as 25 percent of the work-
force. To offer coverage to part-timers who either are likely to
leave within a few months or who will work relatively few hours
during the week, or will work only at certain seasons, and almost
certainly have coverage from another employer, would be extreme-
ly expensive, while it would serve no business or public policy pur-
pose.

Both bills are commendable for raising the excludable part-time
employee standard to 25 hours, which is more realistic than the
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17.5-hour standard. Senator Pryor's 3-year phase-in from 30 hours
to 25 hours should also be adopted.

However, there are three other matters which we urge be ad-
dressed with respect to the 90-percent test.

First, the exclusions for certain groups of employees should not
be denied simply because one employee in such a category is eligi-
ble under a plan. This is particularly the case with respect to part-
time employees, who may be eligible because they have become
members of a company's permanent workforce.

Our second recommendation concerns the current Section 89 rule
allowing for separate testing of excludable employee groups for
compliance, in lieu of complete denial of the exclusion. We under-
stand that this rule was enacted to mitigate the harshness of the
all-or-nothing exclusion, and we urge that it be retained.

Third, we recommend two options for mitigating the severity of
the 90-percent test. One approach is to lower the eligibility thresh-
old to something in the 70- to 80-percent range. There are prece-
dents for these percentages. However, any fixed threshold presents
a "cliff effect" with respect to the highly-compensated employees'
tax penalty. An alternative would be to lower the threshold and
use a simple sliding scale for these exclusions.

In summary, Mr. Chairman, the-RTC companies commend you
and this committee for revisiting Section 89. We urge that our rec-
ommendations be included in the final version of Section 89, and
we look forward to working with this committee to create that
final version this year.

[Ms. Child's prepared statement appears in the appendix.]
The CHAIRMAN. Thank you.
Mr. Peery?

STATEMENT OF JOSEPH K PEERY, VICE PRESIDENT, HUMAN
RESOURCES, QUANEX CORP., HOUSTON, TX

Mr. Pmy. Thank you, Chairman Bentsen.
I am Joseph Peery, vice president of human resources for

Quanex Corp. We would like to express our appreciation to the
chairman for holding these hearings, and also to Senator Pryor for
taking a leadership role in introducing Senate bill 654.

Quanex Corp. is a Houston-based, half-million dollar steel compa-
ny, with nine operating plants located in Texas, Arkansas, Michi-
gan, Indiana, and Nevada.

The Quanex philosophy has always been to provide its employees
the best benefits the company can afford. We want our employees
thinking about their jobs, not unpaid medical bills. We offer our
employees an excellent comprehensive medical package at no pre-
mium cost to the employee. Deductibles and co-pays are even
geared to lower-paid employees. In addition, we offer the popular
HMO plans that give, essentially, first-dollar coverage. For exam-
ple, in our Arkansas location we have a young workforce, with

fily needs that are best served by the HMO concept. The em-
ployee may choose this type of coverage, which sometimes is more
expensive, by paying the difference in cost.

By offering these choices, we provide employees a valuable
option; and yet, we may r .-t pass the current non-discrimination
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test, or even fall within Senator Pryor's safe harbor proposal, be-
cause some employees choose to pay for first-dollar HMO coverage
while others do not.

Quanex has recently returned to profitability, after some tough
years, and we have a lean and competitive operation. With 2,000
employees, half covered by union contracts, our benefits staff con-
sists of one professional benefits manager and two clerical person-
nel. Under the current Section 89 law, we have over 100 benefit
plans with which to contend, and we don't think it should be neces-
sary to add more staff or hire consultants in order to comply with
the law.

We think Senator Pror is on the right track, and with some im-
provements his bill could provide some real relief. For example:

Coverage and affordability requirements should be modified, first
of all to define affordability, allow use of a percentage of an em-
ployee's compensation, say 4 to 5 percent, to define affordability,
rather than a dollar armtount;

Second, if you stay with the dollar-amount definition of afford-
ability, index it, using only the medical cost component of the CPI;

Third, allow supplemental plans such as HMOs to be offered
without prejudice to the base plan; and, finally,

Exclude or test separately all collectively bargained plans.
In short, if an employer offers affordable basic health care to 90

percent of his workforce, he should bypass Section 89 altogether,
even if he offers other health care options which an employee may
choose to pay more for out of his own pocket.

We applaud your efforts to fix this problem, and we urge you to
keep simplification foremost in your thinking.

Thank you for this opportunity to be heard.
[Mr. Peery's prepared statement appears in the appendix.]
The CHARMAN. Ms. Galef, we are pleased to have you.

STATEMENT OF SANDY GALEF, LEGISLATOR, WESTCHESTER
COUNTY BOARD OF LEGISLATORS, VICE CHAIR, NATIONAL AS-
SOCIATION OF COUNTIES' LABOR AND EMPLOYEE BENEFITS
STEERING COMMITTEE, TESTIFYING ON BEHALF OF THE NA.
TIONAL ASSOCIATION OF COUNTIES, WESTCHESTER COUNTY,
NY
Ms. GALEF. Thank you, Mr. Chairman.
We appreciate the opportunity to testify.
I am Sandy Galef, a legislator from Westchester County, New

York, and vice chair of the Labor and Employee Benefits Steering
Committee for the National Association of Counties. I am pleased
to be here on behalf of NACO and its member counties to provide
our views on the proposed Section 89 Simplification Act.

Mr. Chairman, we have heard three explanations for why Con-
gress enacted the current Section 89 legislation. We have heard it
was enacted to discourage discrimination in tax-exempt benefit
plans, to expand health insurance coverage to the uninsured, and
some have said it was enacted to raise revenues. In any event, we
are not convinced that it will accomplish any of these objectives.
Instead, in order to avoid compliance problems, Section 89 has
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caused many employers to seriously consider dropping or reducing
health benefits for their highly-compensated employees.

As a revenue-raiser, we believe cost of compliance will far exceed
any increased revenues that can be anticipated from Section 89.
Because we do not discriminate, and because counties are the-
payors of last resort for uninsured indigents, NACO strongly favors
tate and local exemption from Section 89. Our track record in pro-

viding equal benefits to our employees and the safeguards against
discrimination in the public sector will demonstrate that Section 89
is unnecessary in State and local governments.

Let me point out that we fully support not only the concept but
the practice of non-discrimination in employer-provided tax-exempt
benefit plans. If you examine the facts, you will find that State and
local governments have for many years offered their employees the
same level of benefits, regardless of income.

In Westchester County, we offer all of our employees the same
health benefits. We pay the full cost of both individual and family
coverage. Under current law, we are still required to pass the com-
plicated non-discrimination test. Clearly, this is a waste of valuable
staff time and taxpayer money. There are more than enough safe-
guards in the public sector to protect our employees from discrimi-
nation. As elected officials, our policy and practice are always open
to public scrutiny. If we exercise poor judgment, our voters don't
mind showing their disapproval when we face them at the ballot
every 2 to 4 years.

Counties stand to suffer financially when either our employees
or residents go uninsured or under-insured. In 31 States, counties
are mandated by law to pay the cost of health care for uninsured
indigents inside their boundaries. Consequently, there is every in-
centive for us to offer adequate health care coverage to our employ-
ees and encourage other employers to do likewise.

We want to commend you and members of the committee for
holding this hearing to examine the impact of Section 89 on public
and private sector employees. The complicated testing require-
ments have already forced many counties to hire tax consultants to
help sort through an enormous amount of records, to determine if
we are able to comply with the non-discriminatory rules.

We also commend the sponsors of the Section 89 Simplification
Act. In our view, it will offer a reasonable alternative to the com-
plicated testing requirements.

We especially appreciate the exemption for local government and
private non-profit agencies that do not have highly compensated
employees.

Overall, we feel the Simplification bill would be a first step in
the right direction. However, there are a few improvements we
would like to see adopted in this bill:

We appreciate the safe harbor created in the bill that would
allow employers to design their health plans to preclude the need
for non-discrimination testing. While this simplified health insur-
ance arrangement might be an attractive alternative, we feel the
limits on employee contributions for individual and family cover-
ages are much too low. These levels do not reflect the employer-
employee cost-sharing that now exists, nor the fact that health care
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costs generally increase much faster than the Consumer Price
Index.

We also hope that you replace the nondiscrimination rules with
a simplified rule for employers that cannot comply with the simpli-
fied health arrangement.

In summary, we, again, feel that State and local governments
should not be a part of the 89 regulations.

Thank you.
[Ms. Galef's prepared statement appears in the appendix.]
The CHAIRMAN. Are you saying you don't think we should have

the same standards for State, local, and Federal employees?
Ms. GALEF. Well, I believe that State and local employees, ac-

cording to your own Bureau of Labor Statistics from 1987 said that
94 percent of full-time employees are covered with health benefits,
and 85 percent have been covered with life insurance benefits. We
feel that there has really been no proven discrimination in county
governments; and, until that discrimination has been shown to us,
we feel that we should be excluded.

Again, we are very public. We are elected officials. The union
representatives come to us; they come to public hearings. We can
be elected out of office if we do not comply and me-at the acceptable
standards within our counties.

The CHAIRMAN. Ms. Galef, I was a county judge once upon a
time, so I understand where you are coming from.

Ms. GALEF. You know.
The CHAIRMAN. Mr. Peery, as I understand you, you still feel

that there should be some non-discrimination rules; but in the pro-
posals you have seen, there are some problems you have to work
out in trying to get to simplification. Does that pretty well say it?

Mr. PEERY. Yes, that is correct, Senator Bentsen. We just feel
like some sort of an expanded safe harbor that can cover the ma-
jority of companies like Quanex is the simplest solution.

The CHAIRMAN. Ms. Child, I really appreciate your changing
your plans and coming up on short notice.

You were talking about the "cliff" problem.
Ms. CHrm. Yes.
The CHAIRMAN. One of the problems we have is in trying to give

the employer and the employees more flexibility. We agree that a
complexity has been added to the plans.

I heard you say the "relatively simple sliding scale," but it didn't
look-so simple to me. Aren't you really adding some more complex-
ity with that?

Ms. CHILD. In the sense that for those retailing companies in par-
ticular who fid it economically impossible to cover 90 percent of
their workforce, we would propose a little bit higher tax on their
highly compensated persons then, the company can make the deci-
sion to offer the coverage on the 90-percent level, or even higher. If
they happen to cover only 89 percent, the sliding scale would give
them a little more flexibility to design a program that fits their
needs.

The CHAIRMAN. Mr. Alexander, in your testimony you touched
on multi-employer plans. I can see it must be a horrendous prob-
lem, trying to collect the data on multi-employer plans when em-
ployees move from one to the other. I suppose it is like movies
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being made, acting, that sort of thing, where they go from one to
another. It would be very difficult to assemble that kind of data.
Are you talking about an exclusion there?

Mr. ALEXANDER. Exclusion is probably the only really good
course, Mr. Chairman. I guess, first, is there a problem there?

The CHAIRMAN. But I would assume that there is a lot of bar-
gaining that takes place when you have got a multi-employer plan.

Mr. ALEXANDER. Of course. And the employer who contributes to
a multi-employer plan contributes so much an hour, Mr. Chairman,
and the plan, then, is responsible for everything that happens after
that contribution is made-what benefits, to what people, in what
form.

The employer has no right to obtain the information that the
employer would have to have in order to comply with the current
Section 89, and, for that matter, in order to comply with the bills,
that are good steps in the right direction, to try to remedy Section
89.

The 89-K requirements imposed on the employer under Chair-
man Rostenkowski's bill, at a 34 percent rate, penalty tax, would
create a monstrous problems for employers contributing to multi-
employer plans.

On the other hand, the plan administrator and the plan trustees
are those responsible for administering the plan; but they don't
have all of the information, either. The employer has the employ-
ee's W-2. The plan administrator and the plan trustees know how
much has come into the plan from a particular employer.

The CHAIRMAN. I see my time has expired.
Senator Symms?
Senator Symms. Thank you very much, Mr. Chairman. Again, I

would like to thank you or these hearings today, and personally
thank all of the witnesses that made this hearing what I consider
to be a success.

Mr. Chairman, I would like to ask unanimous consent that the
testimony of Blake Hall, representing the Idaho Association of
Counties, be inserted in the record at this point.

The CHAIRMAN. Without objection, it will be done.
Senator Symms. I think, at this point, with Ms. Galef's testimony,

it would be appropriate.
[The prepared statement of Mr. Blake Hall appears in the appen-

dix.]
Senator Symms. I appreciate the comments the witnesses have

made, and I think that we have plenty of work to do on this com-
mittee. I thank all of you for your input, and we will look forward
to continued input as mcrk-up commences on this.

Thank you again, Mr. Chairman.
The CHAIRMAN. Senator Pryor?
Senator PRYOR. Yes. Mr. Chairitan, I will just take a moment.
Senator SyMms. Excuse me.
Senator PRYOR. Yes.
Senator SyMms. I also have the statement of the Mayor of

Rupert, ID, and I would ask unanimous consent that that be in-
cluded in the record, also.

The CHAIRAN. Without objection, that will be done.
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[The prepared statement of the Mayor of Rupert, ID, appears in
the appendix.]

Senator PRYOR. Mr. Chairman, I will just take a moment. I want
to say thanks to Mr. Lagos-am I -pronouncing it right?

Mr. LAGOS. Lagos. It is a Greek name, sir.
Senator PRYOR. Of the Small Business United. In my opinion,

you have taken an extremely reasoned and responsible position.
And from a very large number of those who are members of your
particular association, you must be getting a lot of pressure, as we
all do, to repeal Section 89. I really want to thank you for your
very, very fine role of leadership in trying to see if we can simplify
this.

I know you have some problems with simplified health arrange-
ments. You suggested that you might have some problems there. I
wonder if you might have any immediate solutions to that.

Mr. LAGos. Basically, in terms of the reforms necessary to reform
Section 89?

Senator PRYOR. Yes.
Mr. LAooS. We have about three or four of them.
In terms of the employees eligible-okay?-we would like for us

all to have an exemption, as Senator Domenici proposed in 595,
which is a 20-employee exemption.

We would suggest, in terms of the other companies, "90 percent"
should be "90 percent of those who are insurable, rounded down to
the next lowest number."

We would recommend that the costs we have here of $10 per
week that was proposed by Congressman Rostenkowski for single
individual coverage, and $25 per week for family coverage, be the
greater of those amounts, or 5 percent of the gross income in terms
of single individuals and 12 percent for families.

We would recommend that what we have to do is get rid of the
penalties. When you have a 34 percent excise-tax penalty on
there-you know, there are a lot of small corporations, for exam-
ple, that make $25,000 a year. They are paying taxes, corporate
taxes, at the rate of 15 percent; and you are hitting them with a 34-
percent penalty on their premiums, which is a savage penalty. It is
a great improvement-we don't have to worry now under some of
the reforms proposed that the employees are going to get kicked in
the head-but, basically, the employers are being hit with a very
heavy penalty for, essentially, ignorance.

When we had the 1-9 forms come out concerning immigration
law reform, the Justice Department, the INS, sent out hundreds of
thousands of copies of 1-9 forms to employers all over America.
That hasn't happened in the case of Section 89. There are vast
numbers of small businesses out there that simply do not know
that it exists.

We think that, basically, these are technical types of improve-
ments that can be made.

Senator Pryor, you weren't here when I made the comments. I
did want to thank you specifically for getting us started on the
road to a design-based Section 89 in the bill that you sponsored,
Senate Bill 654. Basically, I think that was a start, frankly, on our
position at the National Small Business United.
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When I testified in front of the House and Senate Small Business
Committees, at that point I was still saying "repeal," but that got
us thinking in terms of "reform." And we thank you very much for
your good efforts, sir.

Senator PRYOR. Good. I want to thank you. And any further sug-
gestions you have, I assume that we can have those placed in writ-
ing.

Mr. Chairman, this has been a very constructive hearing. We
have received a lot of good suggestions this morning. I don't think
anyone has the magic solution.

In closing I would like to say I apologize for not being here for
this panel of witnesses. I was on the Senate floor.

Mr. Peery is a constituent of yours, but Quanex is a very fine
corporate citizen of the State of Arkansas. They have a splendid
steel mill there in our State, in Fort Smith, and are soon announc-
ing a $30 million expansion. It is the state of the art. I have been
through that particular facility, and we are very proud to have you
as a corporate citizen of Arkansas.

With that said, I know the design-based approach helped. You
stated that you have some problems with HMOs. If you would like
to just submit that answer for the record, some suggestions, in the
interest of time, I know the committee would appreciate it.

Mr. PFRY. Thank you for those comments, Senator Pryor.
Senator PRYOR. Thank you all.
The CHAIRMAN. Thank you, Senator.
I would say, Mr. Lagos, that I think Senator Pryor has made a

good point. As you testified early on, in January you and your
brother canceled your plan-far too many problems with it.

Mr. LAGOS. That is correct, sir.
The CHAIRMAN. And that is the easy out.
Mr. LAGos. That is correct.
The CHAIRMAN. But, here, we are trying to find equity, and

trying to see that a plan is made to conform and comply, to bring
about that kind of equity, and I am delighted to see the stand of
your association in trying to work toward that end.

Mr. LAGos. Thank you, Senator.
The CHAIRMAN. I think what we have heard this morning has

been very helpful to us. We have seen how difficult the problem is,
but I think it is one that we can make major progress on with the
kind of input that we are hearing here today. I want to accelerate
the process, and I really want the Executive Branch coming up
with their suggestions and making them a part of this.

If you come up with some additional ideas, we will be delighted
to have them. If you will send them to us, we will consider them
for the record in the hearings.

Thank you very much for your attention.
Mr. LAcos. Thank you, Senator.
[Whereupon, at 12:18 p.m., the hearing was concluded.]
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ALPHABErICAL LISTING AND MATERIAL SUBMITTED

PRPAR9D STATEMEr Or DONALD C. ALEANDER

My name is Donald C. Alexander, and I am testifying today on behalf of the U.S.
Chamber of Commerce. I am a member of the Chamber's Taxation Committee, a
former member of its Board of Directors, and a partner in the law firm of Cadwa-
lader, Wickersham & Taft.

The Chamber is the world's largest federation of business companies and associa-
tions and is the principal spokesman for the American business community. It rep-
resents nearly 180,000 businesses and organizations such as state and local cham-
bers of commerce and trade and professional associations. More than 92 percent of
the Chamber's members are small business firms with fewer than 100 employees.
Fifty-nine percent have fewer than 10 employees.

Te subject of today's hearing, employer-provided health benefits, is critically im-
portant to the Chamber and its member companies. For many of these companies,
eth benefits are the largest component of labor costs after salaries and pensions.

Those employers who are committed to providing health benefits to their employees
have had to struggle in recent years with a dramatic escalation in the cost of medi-
cal care and medical insurance. The escalating cost of medical insurance has hin-
dered the spread of employer-provided health coverage to certain categories of em-
ployees and certain lines of business.

While we may all agree that adequate health insurance for every American is a
worthy goal, the subject of today's hearing is limited, I believe, to the issue of dis-
crimination. Many employers would resist federally mandated health insurance cov-
erage, but most of them would agree that the exclusion of employer-provided health
benefits from an employee's gross income cannot be defended if the benefits are lim-
ited to a small group of highly compensated employees.

It may be safe to predict that today's hearing will reveal a consensus on two fun-
damental points. First, highly compensated employees should not derive tax benefits
from employer-provided health plans that discriminate against rank-and-file em-
ployees. Second, the antidiscrimination rules contained in section 89 of the Internal
Revenue Code are not workable and must be replaced. As Chairman Bentsen stated
in the Senate on April 12: "Something has to be done about the Section 89 rules.
Major surgery is needed and it is needed as quickly as possible."

The Chamber thanks Chairman Bentsen for holding today's hearing and for al-
lowing us to test. We are grateful to Senator Pryor, Senator Symms and many
other members of this Committee who have set the stage for reform of section 89 by
sponsoring legislation to eliminate or modify the worst features of present law.

The position of the Chamber is that section 89 ought to be repealed. This does not
mean that we favor an Internal Revenue Code without nondiscrimination require-
ments. Whale, it means is that we favor a return to the basic rules that applied
before section 89 was enacted. The discussion that follows reviews some, but not all,
of our concerns and recommended solutions.

1. NONDIWCRIMINATION RULE

Section 89 applies to health benefits and group term life insurance. If the employ-
er so elects, it also applies to dependent care and other benefits that an employer
can provide on a tax-free basis.

Some of those who want to retain section 89 speak as though discrimination was
both permissible and widespread before section 89 was enacted. This was not the
case. The benefits that are now subject to the rules of section 89 were already sub-
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ject to nondiscrimination requirements. The only exception under prior law was for
health benefits that were provided through an insurance company rather than by
the employer.

The Chamber would agree that the prior-law exemption of insured health plans
from nondiscrimination testing was an anomaly. The Chamber would support ex-
tending the rules that applied before section 89 was enacted to cover all health ben-
efits, whether or not provided through an insurance company. We note, in this
regard, that the section 89 simplification bill (H.R. 1864) introduced by Chairman
Rostenkowski in the House would rep lace section 89 with prior law for all employee
welfare benefits, other than health benefits. If the rules of prior law provide ade-
quate protection against discrimination for group term life insurance, dependent
care assistance, group legal services, and other employee welfare benefits, why
should they not work for health benefits?

Restoring the nondiscrimination requirements that applied before section 89 was
enacted, and extending them to insured health benefits, would not make it easier to
discriminate, but would eliminate the provisions of current law that have made sec-
tion 89 so objectionable and controversial.

A major objection to section 89 is the requirement that 90 percent of rank-and-fie
employees be eligible to participate in any plan offered by the employer. This is not
a nondiscrimination requirement; it is a requirement for universal coverage.

The Chamber does not object to the concept that rank-and-file employees must
have an opportunity to participate in any tax-favored benefit plan. However, prior
to enactment of section 89, the concept of nondiscrimination meant that the per-
centage of highly compensated employees eligible to participate should not be un-
reasonably different from the percentage of non-highly compensated employees eli-
gible to participate.

Consider, for example, an employer that owns a shoe factory and provides health
benefits to all of the rank-and-file workers as well as to the highly compensated fac-
tory managers. Assume that this employer purchased another shoe factory and that
neither the managers nor the workers at the second factory are receiving health
benefits. The health plan provided at the first factory would continue to satisfy tra-
ditional nondiscrimination tests if, taking the two factories together, the percentage
of highly compensated employees eligible for health benefits was roughly compara-
ble to the percentage of rank-and-file employees who were eligible. However, under
Section 89 the employer could not satisfy the nondiscrimination rules unless he
dropped the health plan in the first factory or expanded the health plan to include
the second factory. This does not seem right to us. A health plan that covers 50% of
the highly compensated and 50% of the rank and file is not a discriminatory plan
and should not be penalized as a discriminatory plan.

Some employers can afford to provide health benefits to all of their employees.
Some employers cannot afford to provide health benefits to any of their employees.
The message implicit in the 90% test is that, if you cannot afford to provide health
coverage to all of your employees, you might as well not provide it to any; just in-
crease the pay of the highly compensated and let them buy individual coverage.

Is this really the message that Congress wishes to send? The first step for an em-
ployer that provides no coverage at all may be to adopt a plan for 30%, 50%, or
70% of its employees. As long as the coverage is extended to roughly comparable
percentages of rank-and-file and highly compensated employees, a plan that covers
30%, 50%, or 70% of employees should not be subject to tax penalties. The Chamber
therefore believes that the 90% test should be replaced by the traditional nondiscrim-
ination requirement that the percentage of highly compensated employees eIgible to
participate not be unreasonably different from the percentage of rank-and-file em-
ployee. who are eligible.

The traditional approach to nondiscrimination testing is embodied in the rules
that govern pension plans and other qualified plans that defer compensation. Under
these rules, for example, a savings plan will satisfy the statutory coverage require
ment if the percentage of non-highly compensated employees eligible to participate
is not less than 70% of the percentage of highly compensated employees who are
eligible. Any qualified plan that actually benefits at least 70% of non-highly com-
pensated employees willautomaticaly satisfy this requirement. (See I.R.C. §410(b)1)
(A), (B).)

The 90% test of section 89 measures whether eligibility for a health plan is uni-
versal, not whether it is discriminatory. The pension plan rules, in contrast, were
specifically designed to measure nondiscrimination. We therefore urge the Commit-
tee to adopt those rules as the model for section 89. Specifically, any group of compa-
rable health plans should satisfy section 89 if 70% of non-highly compensated em-
ployees are eligible to participate or if the percentage of non-hghly compensated em-
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ployees who are eligible is at least 70% of the percentage of highly compensated em.
ployees who are eligible

According to the report of the Senate Committee on Finance on the 1986 Tax
Reform Act, the reasons for enacting section 89 are very simple. (S. Rep. No. 313,
99th Cong., 2d Sees. 650-51 (1986).) First, as we have already mentioned, the exemp-
tion of insured health benefits from nondiscrimination testing was an anomaly. This
anomaly could have been, and still can be, eliminated by extending to insured
health benefits the rules that applied to uninsured health benefits before enactment
of section 89. Second, there was no precise definition of "highly compensated em-
ployee." While there are some problems with the definition adopted in 1986, they
are very minor compared to the problems generated by section 89 itself. Finally, the
Committee's report notes that the coverage requirements of prior law were not suffi-
ciently specific. The lack of specificity in the coverage rules was also true in the
pension plan area. Congress remedied the lack of specificity in that area by adopt-
ing the 70 percent rules described above. In retrospect, we believe that the remedy
applied to pension plans was far more realistic and workable than the monstrous
complexity of section 89.

It may be that in certain circumstances comparing the percentage of highly com-
pensated and non-highly compensated employees who are eligible for coverage will
not be a complete solution to the problem of discrimination. Concern has been ex-
pressed that mandatory employee contributions could be so high that rank-and-file
employees could not take advantage of the opportunity to participate. Also, if em-
ployees in the same company are covered by substantially different types of health
plans, difficult questions of whether the benefits are "comparable' may ase. Con-
Wess man Rostenkowski's legislation seeks to handle these situation by placing a
Mar limit on employee contributions and taxing highly compensated employees

who participate in plans that are more than 33% more valuable than the lowest-
cost health plan available to rank-and-file employees. We believe, however, that the
simplest solution to problems of utilization and comprability is to look at which
employees actually receive plan benefits. Section 89, for example, currently imposes
tax penalties on highly compensated employees unless, on average, the benefits re-
ceived by rank-and-file employees are at least 75% of the benefits received by highly
compensated employees.

The Chamber believes that dollar limits on employee contributions are unneces-
sary and could quickly become obsolete as a result of escalating health insurance
premiums. As a means of testing whether rank-and-file employees are. truly benefit-
ing from the plans for which they are eligible, the Chamber believes that the bene-
fits test of current law may be a better approach than imposing limitations on cost-
sharing between employers and employees. The 75% threshold of current law, how-
ever, is unrealistic andshould be reduced to 50%. There are a number of reasons
why highly compensated employees are more likely to elect higher levels of cover-
age than employees who are not highly compensated, including the fact that highly
compensated employees are generally older and more likely to suffer health prob-
lems than other employees. Moreover, a benefits test of this sort should not be man-
datory, as under current law. Instead, it should serve as an alternative means of
proving nondiscrimination when an employer cannot satisfy eligibility requirements
on the basis of plan design alone.

H. QUALIFICATION RULU

The other highly objectionable feature of section 89 that would be eliminated by a
return to prior law is the draconian tax penalties imposed with respect to any plan
that fails to satisfy five so-called "qualification" requirements. These requirements
a-e: (1) the plan must be in writing;, (2) an employee's rights under the plan must be
legally enforceable- (3) employees must be given reasonable notice of plan benefits;
(4) the plan must ie for the exclusive benefit of employees; and (5) the plan must
have been established with the intention of being maintained for an indefinite
period.

While at first glance these five requirements may seem simple enough, the March
7, 1989 proposed r ations required almost 50 pages to describe them. In these
proposed regulations, the Internal Revenue Service (IRS) has construed the require-
ment that a plan be in writing as authority for the IRS to mandate much of the
contents of the written plan. For example, the proposed regulations require that the
plan include a recitation of the five qualification requirements. (Prop. Treas. Reg.1.89(k)-1, Q&A 3(cX2).) This requirement alone will mean that virtually every health
benefit plan in the United States must be rewritten.

Based upon the statutory requirement that the plan be legally enforceable, the
proposed regulations have even intruded on basic features of health plan design. For
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example, the proposed regulations provide that the provision of any alternative
medical care under the plan must be based upon the consent of the employee, pre-
sumably regardless of how costly is the form of medical care preferred by the em-
ployee. (Prop. Treas. Reg. Sec. 1.89(k), Q&A 4(bX2XiiiXB).)

Although the Chamber has the greatest respect for the attorneys who staff the
IRS Office of Chief Counsel, we question whether it is wise to transfer broad regula-
tory authority over the design and content of the nation's health programs to them.
As the proposed section 89 regulations demonstrate, there are some matters too im-
portant to be left to the regulators.

The Chamber therefore recominends that the five qualification requirements of sec-
tion 89 be eliminated The requirements that the plan be for the exclusive benefit of
employees and that the employer have an intention to maintain the plan for an in-
definite period of time serve no meaningful purpose other than imposing yet an-
other layer of complexity on employers seeking to understand and obey the rules.
The requirements of a written and legally enforceable plan document and of reason-
able notice to employees are already contained in the Employee Retirement Income
Security At (ERISA). No convincing reason has been advanced for duplicating these
ERISA requirements under the Internal Revenue Code and for imposing a severe
new tax penalty on top of the penalties and remedies presently provided under
ERISA.

If the Committee decides to retain any of the qualification requirements under
the Internal Revenue Code, then the authority of the IRS to embellish the require-
ments via regulation should be strictly limited by the statute or by pertinent legisla-
tive history and employers should have the opportunity to cure without penalty any
defects in the plan that are not the result of negligence.

M11. COLILWFLY BARGAINED PLANS

Section 89 requires that employees covered by a collectively bargained plan be
tested together with other employees receiving the same type of benefits. This rule
is impractical and unworkable in many situations. Employers have only partial con-
trol, and sometimes virtually no control, over the benefits paid under a collective
bargaining agreement. There are many instances in which collective bargaining
might result in unionized employees receiving more benefits or fewer benefits than
employees not covered by the collective bargaining agreement.

Separate testing, as provided in Chairman Rostenkowski's bill, would solve this
problem to some extent. However, separate testing is not appropriate in oii circum-
stances. For some employers, substantially all rank-and-file employees may be cov-
ered by collective bargaining agreements. In that situation employers may need-to
count the union employees in order for their non-union plans to satisfy the nondis-
crimination requirements. The only rule that will be workable for the mority of
employers is one that allows an employer the option of excluding employees from test-
ing whenever they have bargained collectively over health benefits.

The collective bargaining process provides ample protection against discrimina-
tion for the employees covered by the collective bargaining agreement. If an employ-
er can satisfy the nondiscrimination requirements without taking these employees
into consideration, the goal of simplification is advanced by freeing the employer
from the requirement of collecting data with respect to employees covered by the
union plan. On the other hand, if the employer needs to take the unionized employ-
ees into account and is able and willing to incur the cost of collecting the necessary
data to show that the employer's plans are nondiscriminatory when union members
are taken into account, the employer should have that option. Adopting our first
recommendation might remove the need for an option to include such employees.

Iv. MULTIKUPLOYNM PLANS

Regardless of how the Committee decides to deal with collectively bargained plans
in general, there is a certain category of collectively bargained -plans that cries out
for attention. These are the multiemployer plans covered by the Taft-Hartley Act.
Under these plans, an employer negotiates with a union over the dollar amount
that will be contributed to the multiemployer plan for each hour a covered employ-
ee works for that employer. The employer does not bargain over, and does not know,
how his contribution will be divided between health and other benefits. The alloca-
tion of the employer's contribution between health and other benefits, the selection
of the health benefits that will be provided, and the administration of the health
plan are all under the control of the multiemployer plan trustees, who in turn are
subject to regulation by the Department of Labor. An employer whose employee
are covered by a multiemployer plan will find it extremely difficult or impossibfeto
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collect the necessary data concerning the amount and type of coverage received by
the employees and will have no means of ensuring that the multiemployer plan
trustees administer the plan in accordance with section 89. For these reasons multi-
employer plans should be excluded from the rules of section 89 and and rules that
replace them.

V. SE PA T LINU OF BUSINESS

Under section 89, as presently written, an employer may test employees in differ-
ent lines of business separately. This is an important provision, which recognizes
that competition in different lines of business may provide limits on what benefits
an employer can reasonably be expected to offer his employees. However, current
law imposes an arbitrary floor of 50 on the number of employees that is required to
constitute a separate line of business. This floor has no justification and creates sub-
stantial problems, particularly for employers who are just beginning to enter a new
line of business. The 50-employee floor on separate lines of business should be elimi-
nated.

VI. LEASED MPLOYM

The application of section 89 to leased employees is one of the moost troublesome
features of current law. The partial correction in Chairman Rostenkowski's bill is a
step in the right direction but does not go far enough. The proposed regulations on
leased employees are a veritable jungle of confusion and controversy. The IRS has
proposed to define leased employees so broadly that many independent contractors
and subcontractors would be treated as "employee leasing organizations." Until a
reliable and accurate definition of leased employees can be promulgated by statute or
by regulation, the Chamber recommends that the application of section 89 or any re-
placement rules be limited to common-law employees of the benefit plan sponsor.

On behalf of the Chamber, I wish to thank the members of this Committee for
their attention to our testimony. We look forward to working with the Committee
and its staff in implementing these and other recommendations that will accommo-
date the goals of simplicity and nondiscrimination.

20-998- 90 - 3
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INTRODUCTION

The Senate Committee on Finance has scheduled a public hear-
ing on May 9, 1989, on issues relating to the nondiscrimination re-
quirements for certain employee benefit plans contained in section
89 of the Internal Revenue Code. This pamphlet,' prepared by the
staff of the Joint Committee on Taxation, provides a description of
present-law section 89 rules, a description of certain introduced
bills relating to section 89, and a discussion of related issues.

The first part of the pamphlet is background and a summary of
present-law section 89 rules and a summary of certain bills. The
second part is a more detailed description of present-law section 89
rules. The third part discusses issues related to nondiscrimination
rules for employer-provided accident or health plans, and the
fourth part is a description of the provisions of various bills relat-
ing to section 89.

This pamphhW. n.ay be cited a ;u:ows: Description of Ce.tain Billy and Discussion of Issues
AWating to b4-Ii.r 4. hondiscrintiztitiun Rules App!icable to Certain Employee Benefit Plans
JS- -89), MA) ,S. .)
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I. BACKGROUND

Purposes of section 89
Section 89 was enacted as part of the Tax Reform Act of 1986,

and became effective generally for plan years beginning after De-
cember 31, 1988. The statute imposes nondiscrimination and quali-
fication rules with respect to certain employer-provided fringe ben-
efit plans. Rules similar to those enacted as section 89 were origi-
nally included in the tax reform proposals submitted to the Con-
gress by President Reagan in May 1985.2 After enactment in the
Tax Reform Act of 1986, the section was the subject of significant
modification under the Technical and Miscellaneous Revenue Act
of 1988 (TAMRA).

Section 89 was enacted to limit the tax expenditure related to
employer-provided health coverage in certain circumstances. Em-
ployer-provided health coverage generally is excludable from the
gross income of the employee receiving the coverage. This tax-fa-
vored treatment reduces the Federal income tax base and, there-
fore, reduces Federal budget receipts. The annual cost to the Feder-
al Government of this exclusion is estimated to be $32.6 billion for
fiscal year 1990, and the cost is projected to increase to $50.8 billion
for fiscal year 1994.3

In enacting the Tax Reform Act of 1986, the Congress deter-
mined that the substantial cost related to employer-provided health
insurance coverage is justified only if the tax benefits fulfill impor-
tant public policy objectives. Increasing health coverage among
rank-and-file employees who otherwise would not purchase or could
not afford such coverage was identified as a primary policy objec-
tive underlying the exclusion for employer-provided health care
coverage. Conversely, the Congress believed that the cost to the
Federal Government of employer-provided accident and health cov-
erage is not justified if such coverage disproportionately benefits
highly compensated employees. In order to achieve this objective,
nondiscrimination rules were enacted to permit the full exclusion
from income of employer-provided health benefits only if the bene-
fits are provided to required levels of nonhighly compensated em-
ployees and the level of benefits provided to highly compensated
employees on average does not disproportionately exceed the aver-
age benefits provided to rank-and-file employees.

Present law
Under present law, section 89 applies nondiscrimination rules to

certain types of fringe benefit plans, including employer-provided

2 The White House, The President's Tax Proposals to the Congress for Fairness, Growth, and
Simplicity. May 1985.

3See, Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fi'al Years
1990.1994, JCS4-89 (February 28, 1989).

(2)
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health plans. There are two different methods of testing for nondis-
crimination: a 4-part test and a 2-part test. An employer is not re-
quired to test under both methods and may elect either method of
testing.

Under the first method of testing, four requirements must be sat-
isfied. First, at least half of the employees eligible to participate in
the plan must be rank-and-file employees. This test is designed to
limit the tax-favored treatment of plans primarily covering highly
compensated employees (e.g., executive-only plans).

Second, at least 90 percent of the rank-and-file employees must
have available to them coverage that is at least one-half (50 per-
cent) as valuable as the most valuable coverage available to any
highly compensated employee. This test is designed to ensure that
a significant percentage of rank-and-file employees have a mini-
mum benefit available to them. For example, if the most valuable
coverage available to any highly compensated employee is worth
$1,000, then to pass this test, 90 percent of the rank-and-file em-
ployees must have available coverage of at least $500.

The third requirement is that the value of coverage received by
rank-and-file employees must be at least 75 percent of the average
value of coverage received by highly compensated employees. This
test is designed to ensure that rank-and-file employees actually re-
ceive a significant portion of the tax benefits spent for health cov-
erage.

Finally, under the 4-part test, the plan may not contain any pro-
vision relating to eligibility to participate that discriminates in
favor of highly compensated employees (the nondiscriminatory pro-
visions test).

As an alternative to the 4-part test, an employer may use a 2-
part test. This test was designed primarily to provide a less burden-
some method of compliance for small employers. Under this test,
two requirements must be met. First, at least 80 percent of the em-
ployer's rank-and-file employees must be covered by the plan (or a
group of aggregated plans). Second, the plan must satisfy the same
nondiscriminatory provisions test as is applicable under the 4-part
test.

In addition to the nondiscrimination rules, section 89 contains
minimum qualification requirements for health plans (and certain
other types of plans). These rules require that a plan must be in
writing, legally enforceable, maintained for the exclusive benefit of
employees, intended to be maintained indefinitely, and that em-
ployees be given reasonable notification of plan terms.

Summary of various bills

S. 654-Senator Pryor
S. 654, the Section 89 Simplification Act, introduced by Senator

Pryor and others, on March 17, 1989, modifies several present-law
rules contained in section 89 and, in addition, creates a safe harbor
from the otherwise applicable nondiscrimination requirements of
section 89 in the case of a plan that qualifies as a simplified health
arrangement. A plan is a simplified health arrangement if (1) at
least 90 percent of an employer's employees are eligible to partici-
pate in the plan or a plan of the same type having the same em-
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ployer-provided benefit, and (2) the cost to an employee of the plan
is not more than $6.70 per week ($348.40 per year) in the case of
single coverage and $13.40 per week ($696.80 per year) in the case
of family coverage (coverage of the employee and the employee's
family).

S. 654 generally is effective for plan years beginning after De-
cember 31, 1988.

S. 595-Senator Domenici
S. 595, introduced by Senator Domenici and others on March 15,

1989, delays the application of section 89 for one year (i.e., until
plan years beginning after December 31, 1990, makes section 89 in-
applicable to certain employers with less than 20 employees, modi-
fies the definition of part-tune employees who may be disregarded
in applying section 89, and creates an eligibility safe harbor that
allows an employer to satisfy section 89 if all nonhighly compensat-
ed employees are eligible to participate in a plan as valuable as the
most valuable plan available to any highly compensated employee.

S. 595 generally is effective for plan years beginning after De-
cember 31, 1988.

S. 89--Senator Symme
S. 89, introduced by Senator Symms and others on January 25,

1989, delays the effective date of section 89 for one year to plan
years beginning after December 31, 1989.

S. 850-Senator Lott
S. 350, introduced by Senator Lott and others on February 7,

1989, repeals section 89.
H.R. 1864-Mr. Rostenkowski

H.R. 1864, introduced by Mr. Rostenkowski and others on April
13, 1989, replaces the current section 89 nondiscrimination rules
for health plans wit'l a single test. In general, an employer's health
program passes the test under the bill if at least one plan or a
group of plans providing primarily core health coverage is avail-
able to at least 90 percent of the employer's nonhighly compensat-
ed employees at an employee cost of no more than $10.00 per week
($520 per year) in the case of individual coverage, or $25.00 per
week ($1,300 per year) in the case of family coverage. Further,
under the bill, the maximum amount of employer-provided cover-
age that may be excluded from the income of any highly compen-
sated employee cannot exceed 133 percent of the employer-provided
coverage made available to 90 percent of the nonhighly compensat-
ed employees.

H.R. 1864 generally is effective for plan years beginning after De-
cember 31, 1989, with an employer election to apply the provisions
of H.R. 1864 with respect to its 1989 plan year.

H.R. 6O4-Mr. LaFalce
H.R. 634, introduced by Mr. LaFalce and others on January 24,

1989, repeals section 89, effective as if section 89 had not been en-
acted in the Tax Reform Act of 1986.
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I. PRESENT LAW
As enacted by the Tax Reform Act of 1986 and amended by the

Technical and Miscellaneous Revenue Act of 1988, Code section 89
has two basic sets of requirements: (1) nondiscrimination rules; and
(2) plan qualification requirements. In general, the nondiscrimina-
tion rules measure the extent to which health benefits (and certain
other types of fringe benefits) are made available to rank-and-file
employees and the extent to which such employees actually receive
those benefits. These rules basically require an employer to com-
pare benefits provided to highly compensated employees with bene-
fits provided to the rank-and-file employees. These rules are de-
signed to limit tax-favored treatment of employee benefits unless a
significant portion of such benefits are provided to rank-and-file
employees.

The qualification requirements require health plans (and certain
other types of fringe benefit plans) to satisfy certain minimum
basic requirements, for example, that the plan be in writing and be
legally enforceable.

A. Nondiscrimination Rules

Plans subject to the nondiscrimination rules
In general, health plans and group-term life insurance plans are

subject to the section 89 nondiscrimination rules. An employer may
also elect to test its dependent care assistance programs under sec-
tion 89 in lieu of applying the nondiscrimination rules contained in
section 129 that otherwise apply to such plans. Disability benefits
are subject to the rules to the extent the benefits are excludable
from income under section 105 (b) or (c) of the Code. Benefits pro-
vided under nonhealth plans may not be taken into account in de-
termining whether the employer's health plans satisfy the nondis-
crimination rules.

All employer-provided health coverage is taken into account
under section 89. For example, plans providing medical diagnostic
procedures or physical examinations are health plans subject to
section 89. Health coverage is required to be taken into account
under section 89 regardless of the method by which it is provided,
for Pxample, through an insurance plan, a self-insured arrange-
ment, or a voluntary employees' beneficiary association (VEBA).

Plans providing for short- and long-term disability benefits, wage
continuation benefits, and workers compensation benefits generally
are not subject to the section 89 nondiscrimination rules. imilarly,
vacation pay plans of the employer are not subject to the section 89
nondiscrimination rules.

The nondiscrimination rules apply to plans maintained by all
types of employers, other than plans maintained by churches and
certain church-controlled organizations. Thus, section 89 applies to

(5)
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plans of small and large employers, taxable and tax-exempt em-
ployers, private and public employers (including the Federal Gov-
ernment), and plans maintained by more than one employer (i.e.,
multiple employer and multiemployer plans).
Nonderimination tests

There are two methods by which an employer may test its plans
to determine compliance with section 89: (1) a four-part testing
method, and (2) an alternative, simplified two-part testing method.
The employer may choose either testing method, and only needs to
use one method, even if use of the other method might lead to dif-
ferent results under section 89.

Four-part test
In general.-The four-part testing method consists of three avail-

ability tests and one benefits test. The availability tests measure
only whether an employee has the opportunity to participate in a
plan. The benefits test measures whether, and to what extent, an
employee is actually participating in a plan (i.e., has actually en-
rolled). The three availability tests are generally referred to as fol-
lows: the 90-percent/50-percent test, the 50-percent test, and the
nondiscriminatory provision test.

90-percent/50-percent test.-The intent of the 90-percent/50-per-
cent test is to ensure that almost all rank-and-file employees have
a reasonably valuable plan available to them relative to the value
of benefits available to highly compensated employees. Thus, the
rule requires that 90 percent of all rank-and-file employees (i.e.,
those employees who are not considered highly compensated under
the statute) have the opportity to participate in a plan that is
worth at least one-half (50 percent) as much as the plan or plans
that provide the greatest value to any highly compensated employ-
ee. The value of the coverage to an employee is measured by look-
ing only at the portion of the value that is paid by the employer.
Under this test, an employer may look at all health plans to see if
the rank-and-file employees have the opportunity to participate in
any plan available that meets this requirement. For example,
assume that the most valuable health plan available to any highly
compensated employee is valued at $1,000. Under the 90-percent/
50-percent test, 90 percent of the rank-and-file employees must
have the opportunity to participate in a health plan worth at least
$500

50-percent test.-The 50-percent test is designed to limit the tax-
favored treatment of plans that are only available to highly com-
pensated employees (e.g., executive-only plans). Under this test, 50
percent of those employees eligible to participate in each option
under an employer's health program are required to be rank-and-
file employees. For example, assume that the dental plan main-
tained by the employer is available to 20 employees. The 50-percent
test is satisfied at least 10 of those employees are rank-and-file
employees.

Plans of comparable value may be grouped together in determin-
ing whether the 50-percent test is satisfied. For this purpose, a
group of plans are generally considered comparable if the employ-
er-paid value of the lowest-valued plan is at least 95 percent of the
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employer-paid value of the highest-valued plan in the group. For
example, suppose an employer maintains two health plans, one
with an employer-provided value of $1,000 and one with an employ-
er-provided value of $950. These plans may be treated as a single
plan for purposes of the 50-percent test. Thus, for example, these
two plans would satisfy the 50-percent test if the only employees
eligible to participate in the $1,000 plan are 15 highly compensated
employees and the only employees eligible to participate in the
$950 plan are 15 or more rank-and-file employees.

Nondiscriminatory provision test.-The third availability test is
the nondiscriminatory provision test. Under this test, a plan may
not contain any provision relating to eligibility to participate that
(by its terms, operation, or otherwise) discriminates in favor of
highly compensated employees. This test is subjective in nature
and is intended to be applied in those instances in which discrimi-
nation is not easily measured under the numerical nondiscrimina-
tion tests. For example, assume that the president of a company
has an extremely rare condition that is the primary benefit cov-
ered by the employer's health plan. This coverage is provided to all
employees, not only the company president. The plan may meet
the numerical requirements of section 89 because it covers all em-
ployees, not just the company president. However, under the facts
and circumstances, the nondiscriminatory provision test may not
be satisfied because it is unlikely that anyone other than the com-
pany president will ever benefit under the coverage in question.

Benefits test.-The benefits test, which is often referred to as the
75-percent benefits test, is designed to ensure that rank-and-file
employees actually receive a significant portion of the total em-
ployer dollars that are spent for health benefit'. An employer's
ealth plans pass this test if the average value of *,AI employer-pro-

vided health coverage received by the rank-and-fie employees is at
least 75 percent of the average value of employer-provided health
coverage received by highly compensated ernployee-. For example,
if the average employer-paid portion of health coverage provided to
highly compensated employees is $1,000, the 7,5-percent benefits
test is satisfied only if the average employer-paid -portion of health
coverage provided to rank-and-file employees is fl. less than $750.

Treasury regulations contain safe harbors fo! 1989 and 1990
under which an employer does not have to appiy the 75-percent
benefits test. Instead, the employer may include a. taxable income
the value of health coverage received by certain highly compensat-
ed employees and satisfy certain other requirements.

Two-part test
The alternative method of determining whether an employer's

plans are discriminatory is called the two-part test, which consists
of the previously discussed nondiscriminatory provision test and an
80-percent coverage test. The 80-percent coverage test was devel-
(,ped for use by small employers with simple benefit programs. An
employer passes this test if its plans cover 80 pe) ceit of its rank-
and-file employees. Thus, for example, if the employer maintains
one health plan providing coverage to employees n-.0 their families
and 80 percent of all rank-and file employees participate in the
plan, then the employer passes the 80-percent coverage test.
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Comparable plans may be aggregated for purposes of the 80-per-
cent coverage test. In general, for purposes of the 80-percent test, a
group of plans is considered comparable if the employer-paid value
of the lowest valued plan is at least 90 percent of the employer-
paid value of the highest-valued plan in the group. Thus, for exam-
ple, a plan with an employer-paid value of $450 and a plan with a
similar value of $500 are comparable because $450 is at least 90
percent of $500.

There are several variations on this general comparability rule
that compare plans based on employer-provided value. In addition,
plans can be aggregated if employees can freely choose among the
plans, and the difference in employee cost (i.e., the portion of the
cost of coverage that the employee pays) is no more than $100 per
year.
Salary reduction contributions

Under present law, special rules apply to pre-tax contributions
made by an employee to a cafeteria plan (i.e., salary reduction con-
tributions). In general, except for certain purposes, salary reduction
contributions are treated as employer contributions. Special rules
apply to the treatment of salary reduction contributions for pur-
posm of the 90-percent/50-percent test and for the 50-percent test.
These rules are designed to permit an employer to treat salary re-
duction contributions as employer contributions if doing so does not
permit the avoidance of the tests.

In general, an employer may treat available salary reduction
contributions as employer contributions under the 90-percent/50-
percent test if the ability to make salary reduction contributions is
available on the same basis to rank-and-file and highly compensat-
ed employees, and the employer does not offer a benefit to its rank-
and-file employees primarily on a salary-reduction basis, while of-
fering the same benefit to highly compensated employees on an
employer-paid basis.

Notwithstanding these general rules, the Secretary of the Treas-
ury is authorized to establish rules under which salary reduction
shall or shall not be taken into account as an employer-provided
benefit to prevent avoidance of the nondiscrimination rules. These
rules are to take into account the fact that salary reduction contri-
butions provide a tax-benefit to high-paid employees, but represent
employee cost for low-paid employees. Consequently, these rules
may also permit salary reduction to be characterized differently
with respect to highly compensated and rank-and-file employees.

The exclusion of salary reduction contributions of high paid em-
ployees may create inappropriate results if such employees can re-
ceive a significant portion of their benefits through salary reduc-
tion. For example, suppose a highly compensated employee can
purchase $5,000 of health benefits through salary reduction. If
salary reduction is disregarded, the employee will be treated as re-
ceiving no benefit for purposes of the 90-percent/50-percent test.
This treatment is inappropriate because the salary reduction con-
tributions are a significant tax-favored benefit.

On the other hand, the inclusion of salary reduction may create
inappropriate results if a significant portion of the rank-and-file
are required to purchase a significant portion of their benefits
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through salary reduction because at some level of contribution,
salary reduction is not effectively available to the rank-and-file be-
cause of its cost.

The Secretary of the Treasury has issued regulations providing
that, in computing the largest benefit available to a high-paid em-
ployee for purposes of the 90-percent/50-percent test, the health
coverage attributable to salary reduction is considered an employ-
er-provided benefit and is taken into account to the extent that the
portion of core health coverage attributable'to salary reduction ex-
ceeds 100 percent of the core health coverage attributable to em-
ployer contributions (excluding salary reduction).

The regulations also provide that, in computing the benefit avail-
able to a rank-and-file employee, core health coverage attributable
to salary reduction is considered an employee contribution and is
disregarded to the extent that the portion of core health coverage
attributable to salary reduction exceeds 100 percent of the core
health coverage attributable to employer contributions. This rule
only applies when the employer has elected to consider salary re-
duction as employer contributions for purposes of the 90-percent/
50-percent test.

The Treasury regulations also contain a rule relating to-salary
reduction for purposes of the 50-percent test. In aggregating plans
in order to determine the level of benefit for which a nonhighly
compensated employee is eligible, salary reduction relating to non-
core health coverage generally is not considered available if it ex-
ceeds $2,000 unless the employee actually elects a higher amount.
Excludable employees; separate lines of business

In general, all of the employees of the employer, as well as the
employees of certain related employers (e.g., subsidiary or affiliate
corporations) are required to be taken into account in applying the
nondiscrimination tests of section 89. There are, however, several
exceptions to this rule.

Separate lines of business or operating units
If the employer has separate lines of business or maintains sepa-

rate operating units, each separate line of business or operating
unit may be tested separately by taking into account only those
employees in that line of business or operating unit. In general, if a
business location of the employer is located more than 35 miles
from another location and meets certain other requirements, that
location may qualify as a separate operating unit for section 89
purposes.Under present law, headquarters employees of an employer gen-

erally may not be treated as employed in a separate line of busi-
ness or operating unit. Special rules apply to determine how such
employees are to be allocated to other lines of business or operat-
ing units of the employer.

Excludable employees
Certain employees are disregarded in testing for discrimination

under section 89. Generally, employees in the following categories
are disregarded: (1) employees who normally work less than six
months per year; (2) employees who normally work less than 17.5
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hours per week; (3) certain nonresident aliens; (4) employees who
are under 21 years of age; and (5) employees who have less than
one year of service with the employer (or six months with respect
to a health plan providing core health coverage).

Some employers have raised the question of whether employees
that have been determined to be uninsurable by an insurance com-
pany may be disregarded. Section 89 does not allow an employer to
disregardsuch individuals. However, section 89 addresses the issue
of uninsurable employees by permitting employers to exclude a sig-
nificant number of individuals from its health plans and still meet
the requirements of section 89.

There is no special defipiWion of what individuals are "employ-
ees" for purposes of section 5i. Issues arise with respect to whether
certain individuals (e.g., prisoners, elected officials, and clients in
sheltered workshops) are required to be treated as employees.
Whether or not a particLlar individual is an employee is not deter-
mined by section 89 but by other provisions of the Internal Reve-
nue Code. Thus, if an individual is considered an employee under
other tax provisions (e.g., employment tax and pension plan rules),
they will also be considered to be employees for purposes of section
89 unless the Secretary determines otherwise.

The Secretary, in the preamble to the Treasury regulations
issued with respect to section 89, specifically requested comments
on the appropriate treatment under section 89 of leased employees,
prisoners, clients in sheltered workshops, and similar classes of in-
dividuals.

Part-time employees
Generally, if a part-time employee normally works at least 17.5

hours a week, then the employee is required to be taken into ac-
count when an employer tests its plans for discrimination under
section 89. Section 89 contains a number of exceptions to the re-
quirement that employees who normally work 17.5 hours or more
are required to be taken into account. First, the employer may dis-
regard any employee if the employee has coverage under another
employer's health plan (e.g., a spouse's plan). In addition, section 89
contains rules that permit an employer to proportionately reduce
the coverage it makes available or provides to its part-time employ-
ees in relation to the hours worked. Consequently, the employer
may still meet the requirements of section 89 even if it does not
provide the same level of benefits to its full- and part-time employ-
ees, for example, because part-time employees are required to pay
more for the same total coverage.

Finally, TAMRA added a special rule relating to part-time em-
ployees that is available to small employers (those with fewer than
10 employees). For plan years beginning in 1989, such employers
may disregard those employees who work less than 35 hours a
week, and for plan years beginning in 1990, the employer may dis-
regard those employees who work less than 25 hours a week. For
subsequent plan years, the 17.5-hour rule applies.

Employees covered by a collective bargaining agreement
In general, if any employee covered under a collective bargaining

agreement has health coverage, that employee and other employ-



72

11

ees in the same bargaining unit are taken into account for pur-
poses of determining whether an employer meets the section 89
nondiscrimination rules. The effect of this rule is that, in most
cases, the employer cannot disregard employees covered by collec-
tive bargaining agreements.
Family coverage

In enacting section 89, the Congress was concerned that an em-
ployer might fail the numerical nondiscrimination tests with re-
spect to health plans covering families simply because those em-
ployees with families are disproportionately highly compensated.
Therefore, several special rules apply under section 89 with respect
to family coverage.

For purposes of the eligibility tests, if the employee has the op-
portunity to enroll in a plan providing family coverage, such cover-

-age is treated as available to the employee without regard to
whether or not the employee actually has a family.

In applying the 75-percent benefits test and the 80-percent cover-
age test, the employer may test its single co' .rage and family cov-
erage separately. Thus, if the employee confirms to the employer
that he or she does not have a family (e.g., a spouse or dependents),
the employer need not consider that employee in testing its family
health plans. In addition, if an employee is offered coverage (such
as family coverage) at no cost to the employee and the employee
declines to participate, that employee may be disregarded for pur-
poses of testing.
Coverage from another employer

The Congress concluded in 1986 that an employer should not fail
to satisfy the section 89 requirements merely because an employee
declines coverage if the employee has health coverage through an-
other employer (for example, through a spouse's employer). There-
fore, employees who confirm to an employer that they have other
health coverage may be disregarded in applying the nondiscrimina-
tion tests of section 89. If the employer treats employees with fami-
lies separately as discussed above, then the employer may disre-
gard an employee whose family has other coverage.

Valuation of health coverage
In order for an employer to compare differing health coverages

under section 89, the employer must assign a value to each cover-
age. The Secretary of the Treasury is to establish tables prescribing
the relative values of different types of health coverage. Under
TAMRA, these tables are to be effective as of the later of (1) the
first testing year beginning after the issuance of the tables, or (2)
the date specified by the Secretary.

Until the issuance of valuation rules by the Secretary, an em-
plcyer may use any reasonable method to value its health cover-
age. For example, the employer may use the cost of the coverage
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determined in the same way health coverage cost is determined
under the health care continuation rules (sec. 4980B).4

There is a special permanent valuation rule for collectively bar-
gained plans maintained by more than one employer (called multi-
employer plans). For purposes of section 89, the value of coverage
provided by the employer is generally equal to the amount the em-
ployer contributes under the collective bargaining agreement on
behalf of its employees. Thus, for example, if the contract requires
that an employer contribute 55 cents for health coverage for each
hour worked by an employee, then the vilue of the coverage pro-
vided to that employee is 55 cents times th, number of hours
worked.
Testing procedures

Under section 89, an employer chooses a testing year on which to
base its testing. Within this year the employer selects a day (called
the testing date) on which to determine who are its employees and
what coverage is available and provided to such employees. In gen-
eral, testing is based on the facts in existence on that one date.
However, the testing day data is required to be adjusted to reflect
changes in plan design and changes in elections by highly compen-
sated employees that have occurred during the year. These adjust-
ments are necessary in order to have the limited data available on
the testing day reflect what actually occurred during the year.

Treasury regulations relating to section 89 contain a transition
rule for 1989 testing years that permits an employer in certain
cases to disregard plan design and election changes that occur
prior to Ju' y 1, 1989.
Highly compensated employees

A highly compensated employee is an employee who, during the
year or the preceding year (1) was a 5-percent owner of the employ-
er, (2) received compensation in excess of $81,720, (3) was an officer
of the employer and received compensation in excess of $45,000, or
(4) received compensation in excess of $54,480 and was in the top-
paid 20 percent of employees. The dollar limits are indexed for in-
flation. In lieu of calculating the top-paid 20 percent of employees,
the employer may elect to treat all employees with compensation
in excess of $54,480 as highly compensated employees. An employer
is treated as having at least one officer even if that officer has less
than $45,000 of compensation.
Former employees

Former employees are taken into account in determining wheth-
er an employer meets the requirements of section 89. However, the
employer tests former employees separately from active employees.
Thus, former employees are not considered when the employer
tests its plans relating to active employees. Further, under

4 In general, the he~th ce continuation rules require that employers provide, their employ.aes (and certain other individuals) the opportunity to participate for a specifed period in the
empor' health plan despite the ocimnceon of a qualifying event that otherwise would havetermt.e such participa,, i. mployent are permitted to charge the individual & specified
amount for the cover"% bised on the employer' cost o( providing the covered
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TAMRA, an employer is generally permitted to disregard employ-
ees who separated from service prior to January 1, 1989.

Sanctions
If an employer's plan fails to satisfy the section 89 nondiscrim-

ination rules, then the highly compensated employees participating
in the plan must include in income the value of the portion of the
coverage that is discriminatory (the "discriminatory excess"). The
discriminatory excess is determined based on the coverage received
that is in excess of the coverage that could be provided if the plan
were nondiscriminatory. The amount includible in income is based
on the discriminatory excess coverage, that is, the premium paid
for the coverage, not on the amount of reimbursements received
under the plan. Thus, if the nondiscrimination rules are ,Aolated, a
highly compensated employee is not required to include a greater
amount in income merely because he or she was sick during the
year.

The employer is subject to an excise tax if the employer fails to
report properly on an employee's W-2 the amount includible in the
employee's income due to failure to satisfy the section 89 rules. The
excise tax does not apply if the failure to report the proper amount
was due to reasonable cause.

B. Qualification Rules
In general

The qualification rules of section 89(k) are designed to ensure
that a plan meets certain basic minimum requirements. In general,
these rules require that a plan be: (1) in writing; (2) maintained for
the exclusive benefit of employees; (3) legally enforceable; and (4)
established with the intention that it be maintained for an indefi-
nite period of time (the permanence requirement). In addition, an
employer must give its employees reasonable notice of the benefits
provided under the plan.
Plans subject to the qualification requirements

The qualification rules apply to the following types of benefit
plans: (1) health plans; (2) group-term life insurance plans; (3) cafe-
teria plans; (4) voluntary employees' beneficiary associations
(VEBAs); (5) dependent care assistance programs; (6) qualified tui-
tion reduction programs; and (7) fringe benefit programs providing
no-additional-cost services, employer-provided eating facilities, and
qualified employee discounts.
Writing requirement

Treasury regulations provide that a plan will be considered to be
in writing if all material terms of the plan are included or refer-
enced in a single document. No particular format is required and
several plans can be included in a single document.

Treasury regulations provide a transition rule relating to this re-
quirement for 1989. Under the regulations, the written document
requirement is not required to be satisfied by an employer until
the first day of the second year that a plan is subject to section 89.
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For example, if a plan has a calendar plan year, that plan need not
be in writing until January 1, 1990.
Notice requirement

An employer satisfies the notice requirement by notifying those
employees eligible to enroll in the plan of its existence and nature,
the group of employees that may be eligible for the plan, the cost
and method of enrolling in the plan, and a statement of how an
employee can receive additional information about the plan. Under
the Treasury regulations, the employer satisfies this requirement if
this information is given to employees by the health care provider
(e.g., the HMO or insurance company).
Exclusitv benefit rule

In general, the exclusive benefit rule requires that the plan is to
be maintained for the exclusive benefit of employees and that vir-
tually all individuals participating in the plan are common-law em-
ployees of the employer. Self-employed individuals who are treated
as employees under the rules relating to qualified retirement plans
(sec. 401(cXl)) are treated as employees for this purpose. Other indi-
viduals (i.e., nonemployees) who perform significant services for the
employer may participate in the plan, as well as a de minimis
number of other individuals, as long as such coverage is provided
on an after-tax basis. Under a transition rule, Treasury regulations
generally delay the effective date of the exclusive benefit rule for
one year, to the first day of the plan year following the first plan
year beginning in 1989.
Permanence requirement

Treasury regulations provide that the permanence requirement
is satisfied if the plan is established and maintained for at least a
consecutive 12-month period. Termination or material modification
of the plan before the plan has been in effect for 12 months will
not violate the permanence requirement if there is a substantial,
independent business reason for the termination or modification,
and the termination or modification does not discriminate in favor
of highly compensated employees.
Legally enforceable requirement

A plan is considered to be legally enforceable if the conditions re-
quired for an employee to participate, receive coverage, and obtain
a benefit are definitely determinable under the terms of the plan
and an employee satisfying such conditions is able to compel such
participation, coverage, or benefit. A ilan generally is not consid-
ered to be legally enforceable if a-decision as to whether to grant
or deny participation, coverage, or a benefit is discretionary with
the employer.

Under a transition rule, Treasury regulations generally delay the
effective date of this rule for one year, to the first day of the plan
year following the first plan year beginning in 1989.
Sanction

If a plan fails to satisfy the qualification requirements, then the
employer pays benefits under an ad hoc reimbursement program
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that attempts to convert fully taxable compensation into nontax-
able benefits. Consequently, if such requirements are not met, then
all employees participating in the plan are required to include in
income the value of benefits (e.g., reimbursements) received under
the plan. This sanction may be imposed on all employees whether
or not they are highly compensated employees.

Treasury regulations contain several provisions that reduce the
sanction for failure to comply with the qualification rules. First, no
sanction is imposed if there is a de minimis failure to satisfy the
writing or notice requirements, and the failure is corrected within
90 days after the employer has notice of the failure.

Second, the regulations limit the amount includible in income to
a percentage of the individual's compensation. In particular, the
amount includible for failure to meet the qualification require-
ments is limited to the sum of (1) 10 percent of the employee's com-
pensation up to the dollar amount used to determine the top-paid
20 percent of highly compensated employees ($54,480 for 1989), (2)
25 percent of the employee's compensation in excess of such dollar
amount but not in excess of 200 percent of such dollar amount, (3)
75 percent of the employee's compensation in excess of 200 percent
such dollar amount up to and including 300 percent of such dollar
amount, and (4) 100 percent of the employee's compensation in
excess of 300 percent of such dollar amount. For example, if an em-
ployee has $20,000 of compensation and a taxable benefit of $30,000
by reason of a plan's failure to meet the qualification requirements
(e.g., the employee had surgery for which the employer paid), the
employee would not be required to include in his or her taxable
income more than 10 percent of compensation ($2,000).

Third, under the regulations, if a failure to satisfy the qualifica-
tion requirements is limited to a specific aspect of coverage provid-
ed in a plan, then that aspect of coverage may be treated as a sepa-
rate plan for purposes of determining the amount includible in
income. For example, suppose that a benefit is paid to a participant
and the benefit exceeds the dollar limitation on benefits described
in the written plan. The amount of the benefit in excess of the
dollar limitation may, under the circumstances, be treated as a sep-
arate plan and, therefore, could be included in the taxable income
of the recipient without an advere impact on the rest of the plan
or its participants.

The penalty imposed upon an employer for failure properly to
report the amount includible in income on an employee's W-2 ap-
plies to failures to report income includible as a result of failure to
satisfy the qualification rules of section 89.

C. Effective Date of Section 89 Rules
In general, the nondiscrimination rules and the qualification re-

quirements of section 89 are effective for plan years beginning on
or after January 1, 1989. A delayed effective date applies to plans
maintained pursuant to one or more collective bargaining agree-
ments. The effect of this delayed effective date is that in applying
the nondiscrimination tests, participants in such collectively bar-
gained plans may be disregarded until the delayed effective date at
the employer's election. As described above, Treasury regulations

/
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contain transition rules that have the effect of delaying the effec-
tive date of certain of the section 89 rules to July 1, 1989. In addi-
tion, the Treasury Department announced, on May 1, 1989, that
the delay to July 1, 1989, in the regulations would be extended to
October 1, 1989.
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III. ISSUES

The major issues raised to date under section 89 deal with the
rules as applied to employer-provided accident or health plans.
Thus, the following discussion relates only to accident or health
care coverage.

Complexity; recordkeeping requirements
Many employers argue that the present-law section 89 nondis-

crimination rules are overly complex and impose burdensome rec-
ordkeeping requirements. For example, if an employer elects to
test family coverage separately from individual coverage and to dis-
regard individuals with other coverage, under present law, the em-
ployer is required to obtain sworn statements from its employees
attesting to the employee's family status and to whether the em-
ployee (and his or her family) is covered under a plan of another
employer (e.g., a spouse's plan). In addition, regardless of the em-
ployer's testing method, the employer has to determine what indi-
viduals have elected to participate in each plan of the employer.
Some employers do not currently obtain and maintain such infor-
mation, or do not do so in the systematic manner required to dem-
onstrate compliance with section 89.

Some employers, particularly small employers, argue that the al-
ternatives available in applying the nondiscrimination rules only
serve to make the rules more complex. V

On the other hand, much of the complexity of the present-law
rules is the direct result of the desire of the Congress to allow em-
ployers greater flexibility in designing their benefit plans. Because
the benefit plans of employers differ greatly in desigki, various op-
tions and elections that employers may use to demonstrate compli-
ance with section 89 are arguably necessary to account for such
design differences. Many of the present-law rules, e.g., the rules
permitting the separate testing of family coverage and the provi-
sions added in the TAMRA, were the direct result of input from
employers and health-care providers who argued that such rules
eased the burdens of section 89.

Also, some of the rules adding to the perceived complexity of sec-
tion 89 are elective on the part of an employer. For example, an
employer is not required to test its plans under all possible meth-
ods, but may test under any one of the available methods. Thus,
the employer may choose to limit the amount of testing to which it
is subject under present law.

Some employers have also argued that the lack of a permanent
rule for valuing health benefits makes the rules more difficult to
apply. Thus, some employers have argued that the temporary valu-
ation rule added by TAMRA should be made the permanent valu-
ation rule.

(17)
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Possible employer responses to nondiscrimination requirements
Some have argued that the overall effect of the section 89 nondis-

crimination rules will be to decrease health insurance coverage of
individuals, rather than to promote the expansion of such coverage
to those employees who need the coverage the most. Under this
theory, for some employers, the costs of compliance with section 89
outweigh the benefits of maintaining employer-provided accident
and health plans and, therefore, it is most economical for such em-
ployers to eliminate the coverage rather than to comply with the
nondiscrimination requirements.

This argument is countered by those who point out that an em-
ployer's decision whether or not to maintain a health plan is often
driven by the demands of the labor market from which the employ-
er draws. This effect of the labor market is particularly apparent
in the case of medium- and large-sized employers who must pay
competitive wages and benefits in order to maintain an adequate
workforce.

Further, some point out that the response of an employer to non-
discrimination requirements is likely to depend upon the degree to
which the employer's plans fai to satisfy the requirements. If the
failure to satisfy the nondiscrimination requirements occurs be-
cause of the failure to provide an accident and health plan to a rel-
atively small number of employees, an employer may be willing to
extend coverage to those employees, thereby satisfying the policy
goal of expanded coverage.

On the other hand, if an employer's failure to satisfy the nondis-
crimination requirements occurs because of a particularly generous
plan provided primarily to its highly compensated employees, the
employer may not be w I tfff--liminate the coverage to satisfy
the section 89 rules. In such a case, the employer will include the
value of the discriminatory coverage as taxable income on the W-2s
of its highly compensated employees and may decide to increase
such employees' salaries by the additional tax the employees will
pay on the discriminatory benefits. The policy objectives of the
nondiscrimination rules are also being satisfied in such a case be-
cause the Federal Government is no longer subsidizing health ben-
efits that are disproportionately provided to highly compensated
employees.

In the case of small employers, some argue that the demands of
the labor market will not be as significant because such employers
often draw workers who are not highly skilled or organized. Fur-
ther, the costs of compliance may be larger as a percentage of total
costs of wages and benefits than they would be for larger employ-
ers. In such cases, an employer may view the cost of complying
with the nondiscrimination requirements as a significant deterrent
to the continued maintenance of a health plan.

On the other hand, some argue that, even for small employers,
there are advantages to maintaining a health plan at least on an
after-tax basis for the benefit of group insurance rates, employee
morale, and recruitment and retention of skilled highly compensat-
ed employees.
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Part-time employees
Many employers argue that the present-law definition of part-

time employee (employees who normally work more than 17.5
hours per week) is unduly restrictive, and does not conform to
normal business practices in certain industries. They argue that it
is unrealistic to expect employers to expand coverage to employees
whose health benefits constitute a significant percentage of their
overall wages. Moreover, some employers contend that it is cur-
rently difficult to obtain insurance for part-time employees.

Because of these problems, some employers have argued that the
17.5-hour standard should be increased, or that the requirement
that part-time employees be taken into account should be phased-in
over time.

Others argue that part-time employees should be taken into ac-
count under the nondiscrimination tests because such employees
constitute a significant portion of the individuals without any
available health care coverage. They point out that section 89 does
not require that an employer provide coverage to part-time employ-
ees. Rather, if such an employee does not have coverage (from the
employer or another employer, such as under the plan of a spouse),
the fact that the employee cannot be ignored reduces the likelihood
that the employer can pass the nondiscrimination tests. This result
is consistent with one of the general purposes of section 89, which
is to reduce the tax subsidy of employer-provided health coverage if
an employer has a significant number of nonhighly compensated
employees without health coverage (whether from the employer or
from another employer).

Further, some argue that one reason that the nondiscrimination
requirements do not require an employer to make health plans
available to all of its employees is to permit the employer flexibil-
ity in determining the classes of employees who are excluded from
eligibility for the employer's health plans beyond those classes of
employees that are automatically excluded from consideration.
Under this argument, the nondiscrimination requirements already
take into account the problems employers face with respect to pro-
viding health benefits to rank-and-file employees by aowing the
employer to offer coverage to less than 100 percent of its workforce
and still satisfy the nondiscrimination requirements.
Employees covered by collective bargaining agreements

Under present law, most employers are required to take employ-
ees covered by collective bargaining agreements into account in ap-
plying the nondiscrimination tests. This requirement can help an
employer pass the nondiscrimination tests if the union has bar-
gained for benefits that are generous relative to the benefits pro-
vided to the employer's other nonhighly compensated employees.
On the other hand, this requirement can make it more difficult for
an employer to pass the tests if a significant portion of the employ-
er s employees are covered under a collective bargaining agreement
that provides less generous benefits than those generally provided
to the employer's other employees.

Some have argued that the collective bargaining process should
not affect the employer's other employees and that the benefits
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provided outside the bargaining agreement should not affect the
employees covered by the agreement. For example, under present
law a highly compensated union employee may be required to in-
clude the value of health coverage in income because the employer
provides lower benefits to its rank-and-file nonunion employees,
even though all union employees receive the same benefits. Some
people believe that present law may give a union inappropriate le-
verage in the negotiation of a collective bargaining agreement if
the employer cannot satisfy the nondiscrimination requirements
because of the benefits provided to collectively bargained employ-
ees. Thus, some people argue that plans maintained pursuant to a
collective bargaining agreement should be tested separately from
other plans of the employer. Such a rule would be more consistent
with the treatment of union employees under the rules applicable
to qualified pension plans.

Others argue for the present-law rule relating to the treatment
of collectively bargained employees. Some employers prefer the
present-law rule because it aids them in meeting the requirements
of section 89. Some argue that the leverage the present-law rule
may give the union is appropriate. Requiring union employees to
be taken into account may serve to increase the level of coverage of
such employees, which is consistent with the general purposes of
section 89.

The present-law rule may reduce the level of discrimination in
some cases. For example, if an employer's nonunion employees are
all highly compensated, then present law would generally prevent
the employer from providing a disproportionately high level of ben-
efits to the highly compensated employees. If the union employees
are tested separately, however, then there is no limit on the tax-
favored benefits that can be provided to the highly compensated
employees.

Some also argue that benefits provided pursuant to collective
bargaining agreements should not be subject to the nondiscrimina-
tion rules. Proponents of this view argue that the operation of the
collective bargaining process is sufficient to deal with the policy
purposes of section 89 and that the nondiscrimination rules should
not be allowed to influence the collective bargaining process. They
argue that an exemption is particularly appropriate in the case of
multiem ployer plans (i.e., plans maintained by more than one em-
ployer). Under this view, recordkeeping presents particular prob-
lems in the case of such plans, because the employer may not know
what the benefits are under the plan, or whether an employee is
eligible to participate in the plan. However, many of the record-
keeping problems under present law were addressed in TAMRA.

- Opponents of an exemption argue that there is no policy justifi-
cation for exempting collectively bargained plans from nondiscrim-
ination rules. At the very least, tax benefits should be limited if
the benefits under the agreement discriminate in favor of high-paid
collectively bargained employees if the collectively bargained plan
is tested separately.

Leased employees
Under present law, in applying the nondiscrimination tests, an

employer is required to take into account certain individuals who
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perform services for the employer, other than the common-law em-
ployees of the employer. These individuals, called leased employees,
are generally defined as individuals who perform services for the
employer of the type normally performed by an employee on a sub-
stantially full-time basis, even though the individual is nominally
employed by another employer. Leased employees must be taken
into account by an employer for purposes of the nondiscrimination
rules applicable to qualified retirement plans as well as the section
89 rules.

The leased employee rules are designed to prevent circumvention
of the nondiscrimination rules. For example, suppose a doctor
maintains a health plan for himself, but does not cover his nurses
or his office administrative staff (e.g., a secretary). Instead of di-
rectly employing his nurses and-administrative staff, he leases
them from a leasing organization. Without the leasing rules, the
doctor would be able to exclude his nurses and staff from the doc-
tor's benefit plans, and provide generous benefits to himself, even
though the nurses and staff work only for him and work on a sub-
stantially full-time basis.

Many employers argue that taking their leased employees into
account under section 89 creates significant administrative prob-
lems. Their main concern is that it is difficult to identify leased
employees because the statute and proposed Treasury regulations
contain a broad definition of who constitutes a leased employee.
They argue that leased employees should be ignored in applying
the nondiscrimination rules.

Others argue that disregarding leased employees would permit
employers to avoid the nondiscrimination rules. Moreover, many
leased employees have no health coverage. Thus, disregarding
leased employees could undermine one of the policy objectives of
section 89.

Some alternative modifications to section 89 have been suggested
that would deal with employer concerns without undermining sec-
tion 89's policy objectives, including (1) delaying the effective date
of the section 89 rules to leased employees to give the Treasury De-
partment time to develop alternative rules for leased employees, (2)
modifying the definition of a leased employee, and (3) providing
that leased employees do not have to be taken into account if they
are covered by a safe harbor health plan of the leasing organiza-
tion. The last alternative is similar to the approach under the rules
applicable to qualified retirement plans.
Former employees

Some employers do not have the information necessary to apply
the nondiscrimination rules to employee who have already sepa-
rated from service, and thus argue for a delay in applying the non-
discrimination rules to former employees.

Opponents of delay of the rules to former employees argue that
recordkeeping requirements for former employees were adequately
addressed in TAMRA. Under TAMRA, employees who separated
from service prior to January 1, 1989, can generally be ignored for
purposes of the nondiscrimination rules. However, employees who
separated from service prior to January 1, 1989, may not be disre-
garded if their benefits are changed; this restriction may reduce
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significantly the former employees who may be disregarded be-
cause benefit changes are not uncommon.

In addition, some employers argue that it is difficult to maintain
records for any former employees and that section 89 will require
them to maintain records for all terminated employees. Thus, they
argue that the nondiscrimination rules of section 89 should not be
applied to former employees.

Those opposed to this view argue that it is appropriate to apply
nondiscrimination rules to former em pioyees for the same reasons
that nondiscrimination rules are app lied to benefits of active em-
ployees. For example, without nond iscrimination rules, an employ-
er could provide retiree health benefits only to its retired key ex-
ecutives. Moreover, it is argued that present law permits an em-
ployer to impose reasonable age and service requirements on the
receipt of benefits by former employees (e.g., attainment of age 55
with 10 years of service). Thus, the employer will not be required to
track all of its former employees in order to apply the tests.

Salary reduction arrangements
Many employers maintain plans that permit an employee the

choice between receiving cash or purchasing nontaxable benefits,
such as health coverage. These plans are generally referred to as
cafeteria plans or salary reduction arrangements, and the contribu-
tions made by employees to purchase benefits are generally called
salary reduction contributions. Salary reduction contributions gen-
erally are not included in the taxable income of the employee.

Many employers have adopted cafeteria plans in order to take
advantage of the flexibility and tax benefits such arrangements
provide to employees. For example, some employers permit employ-
ees to pay the mandatory employee premium for health coverage
on a salary reduction basis.

A medical reimbursement account (or flexible spending arrange-
ment) is a type of salary reduction arrangement. Under a flexible
spending arrangement, the employee can elect the amount contrib-
uted to the account, and then use such amounts to purchase health
coverage for benefits not otherwise covered by insurance (e.g., to
pay deductibles under the health insurance plan or to pay for
items that might not be covered by insurance, such as orthodontia
expenses). These expenses, if reimbursed through coverage under a
flexible spending arrangement, are not included in the taxable
income of the employee, notwithstanding the fact that identical ex-
penses paid with after-tax dollars may not have the same tax-fa-
vored treatment because medical expenses of individuals are not
deductible unless they exceed 7.5 percent of the individual's adjust.
ed gross income.

Some employers and employees like the flexibility of a cafeteria
plan because it lets each employee tailor the nontaxable benefits
the employee receives to his or her own needs. Further, some em-
ployers consider salary reduction arrangements an essential
method by which they can shift a portion of the ever increasing
cost of health coverage to the employee. These employers argue
that they could no longer afford to provide health coverage to their
employees without the cost savings they realize through these
salary reduction arrangements. Implicit in this argument is the as-
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sumption that the employees are willing to bear a cost of benefits
on a pre-tax basis that they are unwilling to bear on an after-tax
basis.

On the other hand, some argue that, although salary reduction
arrangements permit cost shifting, they do not contribute to over-
all health cost containment. Such arrangements and, in particular,
flexible spending arrangements may serve to increase health costs
by subsidizing overutilization of health care services, particularly if
they permit employees to pay for first-dollar coverage (e.g., cover-
age below the deductible limit in the insurance policy) on a tax-pre-
ferred basis.

In applying nondiscrimination rules to salary reduction contribu-
tions, the key issue is whether such amounts should be considered
as employee or as employer contributions to an employee benefit
plan.

Some argue that the primary impact of salary reduction contri-
butions on an employee depends on whether one is evaluating the
affordability of health care for purposes of an eligibility test or is
calculating the value of tax-favored benefits an employee actually
receives for purposes of a benefits test. Proponents of this view
argue that salary reduction contributions affect whether a rank-
and-file employee can afford to participate in a plan. They argue
that, aside from certain administrative costs, there is little or no
cost to the employer in making salary reduction available to em-
ployees. In addition, such contributions reduce the cash available
to the employee just as employee after-tax contributions do. More-
over, any eligibility rule that looks to whether coverage is mean-
ingfully available to rank-and-file employees could be easily avoid-
ed if salary reduction is not taken into account as an employee con-
tribution. Therefore, these individuals argue that salary reduction
is properly considered an employee cost for rank-and-file employees
for purposes of an eligibility test.

Proponents of this view also argue that it is the highly compen-
sated who can afford to reduce their salaries and take advantage of
the tax benefits of a salary reduction arrangement. Further, salary
reduction represents significant tax-savings for highly compensated
employees. Failure to treat salary reduction as an employer contri-
bution for purposes of a benefits test could lead to abuse of any
nondiscrimination rule, because an employer could simply provide
all health coverage to highly compensated employees through
salary reduction at no additional cost to the employer or the em-
ployee.

As an illustration of this point, assume that an employer pays a
highly compensated employee a salary of $5,000 a month and a
health benefit worth $300 a month, $200 of which exceeds the
health benefit that could be provided on a nondiscriminatory basis.
The employee's overall monthly compensation is $5,300, $5,200 of
which would be taxable under the nondiscrimination test. If salary
reduction is not treated as an employer-provided benefit, the em-
ployer could make $200 of salary reduction available to the employ-
ee, and reduce the employer-provided health benefit from $300 to
$100. Thus, the employee would have $5,200 of salary, but $200
would not be taxable because the employee would elect $200 of
salary reduction to pay for his health benefit. The employee's over-



85

24

all compensation would still be $5,300, $5,000 of which would be
taxable, the employer's total compensation costs would be un-
changed, and the nondiscrimination requirements would be satis-
fied. Thus, the nondiscrimination rules would have no effect if
salary reduction contributions are not treated as employer-provided
benefits.

There are several alternative methods that might be used to deal
with the issues relating to the treatment of salary reduction under
any health coverage nondiscrimination rule. One approach wold
be to treat salary reduction amounts as attributable solely to em-
ployee contributions or employer contributions. However, as dis-
cussed above, such a rule could effectively undermine any nondis-
crimination rule.

Alternatively, an approach similar to the approach under
present law could be used. (See the discussion of present law
above.) This would allow tlhe treatment to vary depending upon the
amount of salary reduction available to an individual and the
terms under which it is made available. A similar approach might
treat all or a portion of salary reduction available to the rank-and-
ile employees as employer-provided when calculating the amount

actually received by the high paid. On the other hand, such an ap-
proach might be said to defeat the principle of making available af-
fordable health care coverage.

Another approach would be to recognize as employer-provided
the tax savings to the employee achieved through the use of salary
reduction. This approach could apply with respect to whether cov-
erage is available to, or received by, an employee. For example,
each dollar of salary reduction available to a nonhighly compensat-
ed employee could be considered 15-percent employer-provided and
85 percent employee-provided (assuming a 15-percent tax rate with
respect to such employee).

Alternatively, salary reduction could be treated solely or partly
as employee contributions for purposes of section 89 and the rules
relating to cafeteria plans under section 125 of the Code could be
tightened in order to ameliorate discrimination concerns under caf-
eteria plans.
State and local governmental plans

Some argue that the nondiscrimination rules of section 89
resent special problems for State and local government employers.

For example, such employers generally have large numbers of em-
ployees and may not have centralized recordkeeping, making data
collection more burdensome. In addition, in some cases it is diffi-
cult to identify who the employer is (e.g., the State government or
a local government) and thus difficult to determine the proper em-
ployee group on which to apply the tests.

Because of these issues, some argue for special rules for State
and local governmental plans. Some also argue that such plans
should be exempted from the rules. They argue that, because bene-
fits under such plans are often determined pursuant to collective
bargaining or State or local law, the benefits are already subject to
sufficient scrutiny to ensure that they are nondiscriminatory.

Opponents of an exemption for State and local government plans
argue that there is no policy justification for exempting such plans.
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Benefits provided under such plans represent a tax expenditure inthe same way that benefits provided under plans of private employ-ers do, i.e., the benefits are excludable from income. Thus, nondis-crimination rules should apply to such plans for the same reasonthefe rules should apply to plans of private employers-to limit thetax expenditure unless the benefits are provided on a nondiscrim-inatory basis. Moreover, it may be more difficult to justify applica-tion of the rules to plans maintained by private employers if gov-ernmental plans are exempted.Such individuals argue that, to the extent public employers havespecific concerns with the nondiscrimination requirements, suchconcerns should be directly addressed. For example, if collectivelybargained plans are an issue, then any modification of the treat-ment of such plans in general should also apply to collectively bar-gained plans maintained by State and local governments.

Qualification rules
The main issue that has been raised with respect to the qualifica-tion rules is the sanction for failure to satisfy the rules. Underpresent law, if a plan fails the qualification rules, then all employ-ees are taxed on the benefits received (e.g., reimbursements forhealth care) under the plan. This sanction has received consider-able attention because of the possibility that a rank-and-fle ein-ployee could have a large income inclusion if the employee is sickduring the year and is covered by a plan that fails the qualificationrules. The sanction has been criticized as unfair because it may pe-nalize employees who have no control over, or responsibility for,the failure of the employer to satisfy the rules.Several alternatives to the present-law sanction have been sug-gested, including (1) applying the sanction only to highly compen-sated employees, (2) limiting the amount the of income inclusion(e.g., to a percentage of compensation), (3) limiting the inclusion tothe value of coverage in the case of benefits provided through athird-party insurer, and (4) applying the sanction to the employerrather than the employees. An employer sanction could take theform of an excise tax, or the denial of the deduction for the bene-fits. An excise tax has the advantage that it applies to all employ-ers, not only those that pay income tax.Some employers have argued that the standards for determiningwhether a benefit is legally enforceable is not well defined andthat, accordingly,, it is dMcult for an employer to determinewhether this qualification requirement is satisfied.Others counter that the Treasury regulations provided guidancewth respect to the standard of legal enforceability that should ad-dress the concerns of the majority of employers.An additional argument relating to the qualification standardsthat is made by employers is that the exclusive benefit rule is diffi-cult to administer in the case of health plans and is arguably lessneeded in the area of health benefits than it is with respect to thepension benefits. They also argue that the rule may prohibit theinclusion of individuals who are not employees in an employer'shealth plan for no legitimate policy reason.
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On the other hand, some argue that the justification for the ex-
clusive benefit rule is the same in the case of health benefits as it
is for pension benefits.
Repeal or delay of section 89

Some have argued that section 89 should be repealed or delayed
in order to give employers more time to adjust to the rules, and the
Congress more time to modify the rules. Opponents of repeal or
delay argue that the nondiscrimination rules serve to fulfill impor-
tant policy objectives, and that such objectives should not be aban-
doned. They argue that it is more appropriate to modify the rules
to make them less complex without compromising the basic policy
objectives. In addition, repeal or delay would have revenue implica-
tions that the Congress would be required to address.

Other issues
Some employer groups have suggested alternatives to the

present-law rules other than repeal or delay. Some employers have
advocated a design-based nondiscrimination test. A design-based
test, is one that an employer can satisfy by designing its benefit
program in a certain way. Passage of a design-based test is not de-
pendent on individual employee elections as to coverage so that
such a test reduces required recordkeeping.

Some employers have also argued that they should be able to
avoid testing simply by including the value of coverage in the
income of highly compensated employees. It is not clear under
present law whether such an approach is permissible.

Some employers have already incurred significant expense to
modify their benefit plans to comply with present law. They argue
that they should not be disadvantaged by any changes to section
89.
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IV. DESCRIPTION OF CERTAIN BILLS RELATING TO
SECTION 89

A. S. 654-Senator Pryor
S. 654, the Section 89 Simplification Act, introduced by Senator

Pryor and others on March 17, 1989, modifies several present-law
rules contained in section 89 and, in addition, creates a safe harbor
from the otherwise applicable nondiscrimination rules of section 89
in the case of a health plan that qualifies as a simplified health
arrangement.
Nondiscrimination safe harbor

The bill provides that an employer's health program for its em-
ployees is considered nondiscriminatory and the employer is not re-
quired to test its plan under section 89 if the plan is a simplified
health arrangement. A plan is a simplified health arrangement if:
(1) at least 90 percent of the employer's employees are eligible to
participate in the plan or a plan of the same type having the same
employer-provided benefit; and (2) the cost to an employee of a plan
is no more than the applicable premium. The applicable premium
is $6.70 per week ($348.40 per year) for employee-only coverage,
and an additional $6.70 per week for family coverage (i.e., coverage
of the employee's family). The applicable premium (i.e., $6.70) is in-
dexed to the cost-of-living adjustments for income tax brackets.
However, the applicable premium shall not be less than 5 percent
of the minimum wage multiplied by 40 (i.e., 5 percent of the mini-
mum wage calculated on the basis of a 40-hour work week). The
qualification requirements of section 89 continue to apply to simpli-
ied health arrangements.
Modifications of present-law nondiscrimination rules

Definition of part-time employee
The bill permits an employer to disregard employees normally

working less than 30 hours a week in 1989, 27.5 hours a week in
1990, and 25 hours a week thereafter (compared to 17.5 hours per
week under present law).

Definition of highly compensated employee
The bill amends the definition of who constitutes a highl com-

pensated employee for purposes of section 89. Under the bil, offi-
cers with compensation not in excess of $45,000 would not be con-
sidered highly compensated employees.

Family coverage
Under present law, an employer may test family health coverage

(i.e., coverage of the employee's spouse and dependents) separately
(27)
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from employee-only coverage for purposes of the 75-percent bene-
fits test and the 80-percent alternative coverage test. When sepa-
rately testing family coverage, an employer may disregard those
employees who do not have families. An employer generally may
not disregard an employee from family testing on the ground that
the employee has no family unless the employer obtains a sworn
statement confirming the family status of that employee. Under
the bill, an employer s plan is deemed to satisfy the 75-percent ben-
efits test or the 80-percent alternative coverage test with respect to
family coverage if: (1) the employee-only portion of the coverage
meets the 75-percent benefits test or the 80-percent alternative cov-
erage test; (2) the family coverage is available on the same basis to
both highly and nonhighly compensated employees; and (3) the em-
ployee has family coverage available at no more than the applica-
ble premium for a simplified health arrangement (i.e., a maximum
premium of $6.70 per week).

Employee cost comparability
Under present law, for purposes of the 80-percent alternative

coverage test, two or more plans are generally considered compara-
ble if an employee is eligible to participate in all the plans and the
annual difference in cost to an employee among such plans is not
greater than $100. This $100 amount is to be increased relative to
adjustments in the cost of living. Under the bill, this $100 limit is
increased to $365 indexed in the same manner as under present
law.

Valuation of health coverage
Under present law, until at least one year after the Secretary

issues valuation tables relating to health coverage, an employer
may use any reasonable method to value its health plans for pur-
poses of applying the nondiscrimination tests. Under this transition
rule, the cost method the employer uses for purposes of determin-
ing the applicable premium under the health care continuation
rules is generally considered reasonable. The bill makes this transi-
tion rule permanent.

Testing date
Under present law, an employer chooses a testing day on which

to base its testing under the nondiscrimination requirements for
the year. However, data collected on the testing day is required to
be adjusted to reflect changes in plan design and changes in elec-
tions by highly compensated employees that have occurred during
the year. The bill eliminates the requirement that the testing day
data be adjusted for changes in elections by highly compensated
employees.
Failure to comply with qualification requirements

Under present law, an employer's fringe benefit plans are re-
quired to meet certain minimum standards, for example, that the
plan be in writing, that employees be notified of plan provisions,
and that the plan be maintained for the exclusive benefit of em-
ployNe.s. If an employer's plan does not satisfy these requirements,
then all employees must include in income the value of btrelits
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(e.g., reimbursements for health care) received under the plan. The
bill modifies the sanction for failure to meet the qualification re-
quirements so that only highly compensated employees are re-
quired to include in income the value of the coverage (i.e., the em-
ployer-paid premium) relating to the failed plan.
Effective date

The provisions of the bill are effective as if included in the Tax
Reform Act of 1986. Thus, the bill is generally effective for plan
years beginning after December 31, 1988.

B. S. 595-Senator Domenici
S. 595, introduced by Senator Domenici and others on March 15,

1989, delays the application of section 89 until plan years begin-
ning after December 31, 1990. In addition, the bill makes section 89
inapplicable to any employer who employs less than 20 employees
on each day of the year (determined without regard to those em-
ployees who are disregarded in applying the nondiscrimination
tests).

Under the bill, the definition of part-time employee is amended
so that an employer can disregard employees normally working
less than 25 hours per week.

The bill creates an eligibility safe harbor that allows an employ-
er to satisfy section 89 if all its nonhighly compensated employees
are eligible to participate in a plan as valuable as the nost valua-
ble plan available to any highly compensated employee. The value
of a plan is determined with respect to the portion of the plan that
is paid by the employer. The nondiscriminatory provision test con-
tained in present law coy inues to apply.

The bill changes the 80-percent alternative coverage test to a 65-
percent coverage test.

The provisions of the bill are effective as if included in the Tax
Reform Act of 1986. Thus, the provisions are generally effective for
plan years beginning after December 31, 1988.

C. S. 89-Senator Symms
S. 89, introduced by Senator Symms and others on January 25,

.1989, delays the effective date of section 89 for one year, so that it is
effective for plan years beginning after December 31, 1989.

D. S. 350-Senator Lott
S. 350 introduced by Senator Lott and others on February 7,

1989, repeals section 89, effective as if section 89 was not enacted in
the Tax Reform Act of 1986.

E. H.R. 1864-Mr. Rostenkowski
H.R. 1864, introduced by Mr. Rostenkowski and others on April 13,

1989, makes substantial revisions to section 89. The bill is in.
tended to reduce significantly the recordkeeping and data collec-
tion requirements of section 89 while retaining the policy objectives
of the nondiscrimination rules.
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Nondiscrimination test
The bill replaces the current section 89 nondiscrimination rules

for health plans with a single simplified test. In general, an em-
ployer's health plan passes the bill's test if the plan contains no
provision that discriminates in favor of highly compensated em-
ployees and the plan satisfies the following requirements:

(1) at least one plan or a group of plans providing primarily core
health coverage is available to at least 90 percent of the employer's
nonhighly compensated employees at an employee cost of no more
than $10.00 per week (i.e., $520 per year) in the case of individual
coverage, or $25.00 per week (i.e., $1,300 per year) in the case of
family coverage (i.e., coverage of the employee and the employee's
family); and

(2) the maximum amount of employer-provided coverage that
may be excluded from the income of any highly compensated em-
ployee is not more than 133 percent of the employer-provided cov-
erage made available to 90 percent of the nonhighly compensated
employees.

The first part of the test is referred to as the eligibility test. and
the second part is referred to as the benefits test.

Eligibility test
If the employer fails to satisfy the eligibility test, then the value

of all health coverage provided to highly compensated employees is
includible in the taxable income of the highly compensated employ-
ees. For purposes of the limit on mandatory employee contributions
(i.e., employee cost) under the eligibility test, amounts paid through
salary reduction are treated as an employee contribution. The
dollar limits on mandatory employee contributions are indexed for
changes in average wage growth.

As under present law, the bill provides that the employer-provid-
ed coverage under a plan may be excluded from the taxable income
of a highly compensated employee only if the plan does not contain
any provision that (by its terms, operation, or otherwise) discrimi-
nates in favor of highly compensated employees. The purpose of
the nondiscriminatory provision requirement is to preclude execu-
tive-only plans and other inherently discriminatory practices.

Benefits test
Under the benefits test, the maximum coverage that a highly

compensated employee may exclude from income generally is 133
percent of the value of the employer-provided employee-only cover-
age that is taken into account in satisfying the 90-percent test.
However, if a highly compensated employee elects family core cov-
erage, and if the employer maintains a plan that provides family
coverage that meets the requirements under the bill for the 90-per-
cent test, then the maximum tax-favored coverage is increased. The
maximum coverage for such an employee is 133 percent of the
value of the employer-provided benefit relating to family coverage
that would otherwise satisfy the 90-percent test if family coverage
were separately tested.

Any employer-provided coverage received by a highly compensat-
ed employee in excess of the level of employer-provided coverage

20-998 - 90 - 4
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that meets the benefits test is includible in the taxable income of
such employee.

For purposes of determining the value of the employer-provided
benefit received by highly compensated employees under the bene-
fits test, the bill treats salary reduction as employer contributions.

In determining the-value of the employer-provided benefit under
a plan for purposes of the benefits test, the bill retains present law,
including the rules enacted as part of TAMRA. Thus, for example,
as under present law, an employer may use premium cost as deter-
mined under the health care continuation rules, or can use any
reasonable valuation method in lieu of employer premiums until
after the issuance of valuation rules by the Secretary. In addition,
the special rule for valuation of benefits under multiemployer
plans applies. -

Election not to test
Under the bill, an employer may elect to forego testing under the

nondiscrimination requirements and instead may include the. em-
ployer-provided benefit for health coverage as taxable income on
the W-2 of highly compensated employees.

Part-time employees
Under the bill, employees who normally work less than 25 hours

a week are disregarded for purposes of the nondiscrimination tests
(compared with 17.5 hours under present law). Mandatory employ-
ee premiums may be proportionately increased with respect to
those employees that normally work less than 30 hours per week.
In such a case, for purposes of the benefits test, the part-time em-
ployee is considered as eligible for the same employer-provided cov-
erage as a full-time employee (even 'though the value of the em-
ployer-provided coverage is reduced because the employee pays
more for the coverage).

Leased employees
Under the bill, an employer may disregard a leased employee if

the leasing company certifies to the employer that such employee
has available a core health plan meeting the limitations on manda-
tory employee contributions contained in the eligibility test. This
rule, like the rule in the pension plan area, is only available if
leased employees do not constitute more than 20 percent of the em-
ployer's nonhighly compensated workforce. 0
Employees covered by a collective bargaining agreement

The bill provides that plans maintained pursuant to collective
bargaining agreements are tested separately. The rule is to be ap-
plied on a bargaining unit by bargaining unit basis.

Former employees
As under present law, the nondiscrimination tests are applied

separately to former employees of the employer. The bill delays the
application of section 89 to former employees for one year, to 1990.
In addition, generally no employee who separates from service
prior to January 1, 1990, is to be considered in determining wheth-
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er the employer meets section 89 with respect to its former employ-
ees.

Definition of highly compensated employee
The bill amends the definition of who constitutes a highly com-

pensated employee for purposes of section 89. Under the bill, offi-
cers with compensation not in excess of $45,000 will not be consid-
ered highly compensated employees.

Plans other than health plans
The bill generally provides that the nondiscrimination rules in

effectprior to the Tax Reform Act of 1986 apply to group-term life
insurance. The nondiscrimination rules contained in section 129 as
amended by the Tax Reform Act of 1986 apply to dependent care
assistance programs.

Failure to comply with qualification rules-excise tax on employer
The bill replaces the present-law sanction for failures to satisfy

the plan qualification requirements of section 89 with an excise tax
on the employer. The excise tax is equal to 34 percent of the cost to
the employer relating to the coverage that failed the qualification
requirements. Generally, the cost to the employer isfalculated as
under thei health care continuation rules relating to all coverage
under the failed plan.

Effective date
The bill is effective for plan years beginning after December 31,

1989. However, the employer may use either present law or the
new rules for 1989. The rule relating to the sanction under the
qualification rules and the rule allowing an employer to forego
testing are effective for plan years beginning after December 31,
1988.

F. H.R. 634-Mr. LaFalce

H.R. 634, introduced by Mr. LaFalce and others on January 24,
1989, repeals section 89, effective as if section 89 had not been en-
acted in the Tax Reform Act of 1986.

0
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PREPARED STATEMENT OF WILLIAM J. BURCKLEY

Mr. Chairman, my name is William Burckley, and I am a City Councilman from
the City of Greensboro, North Carolina. I am also a Certified Public Accountant. I
am here today on behalf of the 16,000 cities and towns represented by the National
League of Cities and the 11,000 state and local finance officials of the Government
Finance Officers Asociation. We are pleased to have this opportunity to testify
before the Committee today on an issue that is having a direct and costly impact
upon the nation's cities, counties and states. We appreciate your concern over the
disruption caused by the implementation of Section 89 and hope the Congress will
act soon on this complicated and costly administrative burden for state and local
governments.

We agree with the motivations of Section 89: that taxpayers' dollars must be
spent in a fair and equitable manner to achieve the public policy goal of affordable
health care for employees. State and local officials apply these rules every day in
the running of the nation's municipalities. The expenditure of approximately $40
billion a year to encourage employers to provide adequate health care benefits to
workers is a major federal commitment and public examination of the expenditure
of these dollars is understandable. Public examination already occurs in state and
local governments with scrutiny through the legislative process and by taxpayers.
The federal review required by Section 89 is an additional and costly administrative
burden.

However, public officials have found that the burdens of the law far outweigh the
benefits for public sector employees. Typically, state and local governments offer the
same benefit package to all employees. In fact, a recent Bureau of Labor Statistics
publication, "Employee Benefits in State and Local Government, 1987," reports that
94 percent of full-time state and local workers participate in an employer-sponsored
health care plan. So not only are benefits equitable between highly compensated
and non-highly compensated workers but participation in the plans is extremely
high. My City has 2208 permanent employees and 100% are covered under a City
sponsored plan.

It has been estimated by the Society of Professional Benefit Administrators that
compliance costs will be at least $50.00 per employee. On a national basis this would
mean $700 million annually to test the benefits of our collective 14 million state and
local government employees. This federal mandate comes at a time when the na-
tion's cities, counties and states are trying to fight drug abuse, provide affordable
housing and repair crumbling infrastructure. Having to spend the limited resources
we have on an administrative exercise only to prove that we are not discriminating
in the provision of employee benefits is an unnecessary fiscal strain.

I want to cite to you the experience of Greensboro as it relates to my city's effort
to comply with Section 89 and the related regulations. We estimate it will cost the
citizens of Greensboro as least $34,000 to prepare to comply with Section 89 in the
first year and a minimum of $12,000 per year and every year thereafter.

Our city staff had to modify our existing payroll computer program to be able to
track part-time employees. Cost: $1,500

City staff time was spent gathering data for our outside benefit consultant who
did an initial analysis of all city benefits to see if any highly compensated em- -
ployees received excess benefits under Section 89. Cost: $1,500

Our city hired an outside consultant to do a preliminary Section 89 discrimination
study. Cost: $3,000

The city will have to review, and in all likelihood, reprint all our publications
dealing with employee benefit programs in order to meet all of the require-
ments of Section 89. Cost: $8,500.

The city will have to distribute new booklets to all employees. Each employee will
be required to sign a statement verifying receipt of these booklets. Each signed
statement will have to be placed in the employee personnel file. The distribu-
tion and verification process will be time consuming and therefore very expen-
sive. Cost: $19,500.

The City of Greensboro offers the same selection of benefits to all of our employ-
ees from our city manager down to our lowest paid hourly worker. Currently, em-
ployees may choose from twelve health plans. they may select the plan that best fits
their personal needs. These plans are intended to give our employees a maximum
amount of flexibility in choosing benefits.

Benefits provided by state and local government employees undergo a process of
public review, be it by the state legislature, the local council or at the bargaining
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table. Because this scrutiny allows little room for discrimination an -exemption
should be extended to the public sector.

SIMPLIFICATION EFFORTS

Efforts to simplify the existing law would provide considerable relief to state and
local governments. We applaud the introduction of S. 654 and H.R. 1864. Small gov-
ernments in particular will be helped by the change in the definition of highly com-
pensated as it relates to officers. Approximately half of the 87,000 state and local
governmental units will benefit from the modification in the definition of highly
compensated to exclude the requirement that the "highest.paid" must be considered
highly compensated regardless of salary level. Some of the smallest towns have em-
ployees eligible for the earned income tax credit who would qualify as highly com-
pensated for the purposes of Section 89 testing. We would encourage the Chairman
and the Secretary of the Treasury to clarify in a public statement that entities that
meet this revised definition will not have to undertake Section 89 testing. Our con-
cern is that many small governments will hire consultants and expend funds over
the next few months, before any legislation is passed, to comply with the law.

We also support a change in the definition of a part-time employee to 25 hours
from the 17V2 hours contained in current law. We would ask for a clarification
under the bill's definition of employee to exempt prisoners from testing. Also, drop-
ping the testing of employer-provided life insurance under Section 89 and relying on
existing rules will simplify compliance.

Areas of special concern for state and local government are.

Contribution Limits
We are concerned over the employee contribution levels that are set out by these

bills. In reviewing the level of employee contributions in state plans we have found
that at least 27 states would exceed either or both the single or family contribution
rates according to the "1988 Survey of State Employee Health Benefits Plan" by
Martin E. Segal Company (See Appendix A). The states are Arizona, Arkansas, Cali-
fornia, Colorado, Florida, Idaho, Illinois, Kansas, Kentucky, Louisiana, Minnesota,
Missouri, Montana, Nevada, New Jersey, New Mexico, North Carolina, North
Dakota, Oklahoma, Oregon, South Dakota, Tennessee, Texas, Utah, Virginia, Wis-
consin, and Wyoming.

States and localities will be more affected by this rule because our employees con-
tribute more often and at higher rates than their private sector counterparts.
Therefore, we would urge that the dollar limits be dropped for local governments
and that compliance turn on the availability of the plan. We would recommend that
contributions be based on a percentage of cost to allow for regional differences and
be indexed to medical cost increases.

* Collectively Bargained Plans

Benefits of union employees are set through the collective bargaining process.
Neither the employer or the employee has total control over benefit levels but both
have an opportunity to influence the outcome. Because of this mutual input into
establishing benefits, we believe that collectively bargained benefits should be ex-
empted from Section 89 testing.

To provide for flexibility in testing of collectively bargained plans, employers
should have an option to test them as separate units or in aggregations with other
plans.

9 Definition of Employer
In the state and local government sector the definition of employer may not be as

clear as in the private sector. Often operational responsibility and plan responsibil-
ity is not held by tie same entity. For testing purposes the employer should be the
entity which has budgetary authority over the administration of the benefits. For
example, school district employees should be tested separately from the general
workers of the city. Where there is a state-wide administered plan the central ad-
ministrator of the plan should be responsible for testing.

* Excise Tax on State and Local Governments
While the imposition of penalties for deliberate violations by employers are appro-

priate, we are concerned with any proposal to impose a federal excise tax on an-
other level of government.

* Cafeteria Plans
The different treatment of salary reductions of highly and non-highly compensat-

ed employees will severely curtail the operation or creation of cafeteria plans.
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Salary reductions for highly compensated are treated as employer contributions and
as employee contributions for non-highly compensated creating a bias that in most
cases will cause these plans to fail the benefits test and become taxable to the
highly compensated. Salary reduction arrangements, including medical expense re-
imbursements offer significant tax advantages to all employees and result in health
coverage being more available, flexible and affordable to all employees. This is not
an issue of discretionary income but rather how to provide employees with insur-
ance to protect themselves from health risks and expenses they face regardless of
whether or not a cafeteria plan exists. We ask that this area be reviewed and a rule
be developed that will allow these type of plans to continue.

* Retiree Plans
Many state and local governments offer retirees health care insurance. There are

many different permutations as to how the benefits are paid for. Some are entirely
retiree paid, others entirely paid for by the former employer or a combination of
both. Almost half the states currently make no contribution while 16 states pay ful'
cost for single coverage. One important reason for offering these benefits is to allow
retirees to purchase health care at group rates. This cost savings measure, whether
or not the former employer pays a portion of the premium, is used to encourage
retirees to purchase health coverage. Under the bill if the retiree pays an amount
that exceeds the allowable employee contribution, the benefits will become taxable
to the highly compensated retiree, thereby discouraging the purchase of health care
coverage. An undesired effect could be elimination of the benefit to future retirees
and increased strain on the Medicare system. We encourage that retiree health care
plans be given special considerations to avoid any unintended adverse behavior.

FEWER COMPLIANCE OPTIONS FOR PUBLIC EMPLOYERS

The private sector has many more options available to it for complying with Sec-
-tion 89. They can drop benefits entirely, switch to employee paid benefits or gross-
up the salaries of the highly paid to compensate them for any additional tax that
must be paid on excess benefits. Public employers have fewer options. Benefits are
generally viewed as a contractual right of employment in the public sector and are
set by legislative means making diminishment or elimination nearly impossible.
Moreover, budget constraints make the "grossing-up" option fiscally out of reach.

TREATMENT OF STATE AND LOCAL GOVERNMENTS UNDER SECTION 89

Mr. Chairman, the differences I have discussed strongly suggest that selective
treatment under Section 89 be provided for state and local governments. Although
we clearly understand the intent of the law-not to federally subsidize discriminato-
ry benefits-we remind the Committee that state and local government employee
benefit contributions are not deductible expenses for public employers but are a
direct cost to state and local governments. Therefore, we provide benefits to our em-
ployees without federal incentives and for good public policy reasons and through
an open public process.

I appreciate the opportunity to testify today. I would be pleased to answer any
questions you may have.

PREPARED STATEMENT OF BRUCE CARSWELL

Mr. Chairman and members of the Committee, my name is Bruce Carswell. I am
Senior Vice President-Human Resources & Administration of GTE Corporation. I
appear today on behalf of The ERISA Industry Committee and The Section 89 Coali-
tion. I am accompanied by Grant withers, GTE's Director of Benefits, and by John
M. Vine, of Covington & Burling, Counsel to The ERISA Industry Committee.

The ERISA Industry Committee, commonly known as ERIC, is an association of
more than 120 of the Nation's largest employers. ERIC's members provide broad-
based employee coverage under a wide variety of health and other benefit plans.
More than 25 million Americans are covered by ERIC's members' health plans.

The Section 89 Coalition is a voluntary coalition of employer groups such as ERIC,
the Association of Private Pension & Welfare Plans ("APPWP"), and the Washing-
ton Business Group on Health ("WBGH"), individual large and small employers,
managed health care plans, insurers, and benefits consultants that have banded to-
gether for over two years to communicate their concerns about Section 89 to the
Congress and the Administration.

For over two years, ERIC and The Section 89 Coalition have been in the forefront
of the efforts to reform Section 89 to make it both manageable and effective. We do
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not think that tax-favored health benefits should be exempt from nondiscrimination
rules.

We very much appreciate the fact that the Chairman and other members of the
Committee have recognized the serious problems that Section 89 has created. We
are gratified by the Committee's willingness to consider making major changes in
the statute. We salute Senator Pryor and the other sponsors of S. 654 for their
ground-breaking efforts to provide a simplified alternative to Section 89. These ef-
t recognize what many employers have been saying all along: that nondiscrim-
ination rules can be effective without being oppressive, that equity does not neces-
sarily require complexity.

We have long advocated a design-based approach to testing for discrimination
under Section 89. We believe that a design-based discrimination test can assure
broad availability of affordable health care coverage to employees at all pay levels.

We have followed closely the progress of H.R. 1864, which is now being considered
by the House Ways & Means Committee. H.R. 1864 embraces a number of the con-
cepts that we have endorsed:

1. H.R. 1864 provides relief for all employers, regardless of their size and re-
gardless of whether they are in the private sector or in the public sector. We
oppose carve-outs for specific groups of employers.

2. By focusing on the availability of affordable health care coverage, rather
than on actual coverage, the bill substantially reduces the data gathering bur-
dens imposed by current law.

3. By eliminating the "sworn statement" and family status rules of current
law, the bill markedly simplifies plan administration and avoids unwarranted
intrusions into employees' private lives.

4. By returning to the prior law nondiscrimination rules for group-term life
insurance plans, the bill recognizes that rules designed for health benefits do
not work when they are extended to other benefits.

On the other hand, we also think that H.R. 1864 raises a number ofproblems that
require correction. Let me mention our principal concerns. We ask the Committee
to take these concerns into account as it develops its own Section 89 legislation.

The 90 Percent Test. While we strongly believe that employer-provided health cov-
erage should be broadly available, we also believe that the bill's 90 percent avail-
ability standard is too high. We are concerned that when the 90 percent standard is
combined with a number of the bill's other provisions-particularly its treatment of
leased employees and its elimination of the separate testing rule-many employers
that offer broad-based health plans to their employees will not be able to meet the
90 percent standard. To compound the problem, if an employer fails to meet the 90
percent standard by as little as one tenth of one percent, the full force of the bill's
discrimination penalties will apply.

We urge that, at the very least, the 90 percent standard be reduced to 80 percent.
An 80 percent test would strongly advance the objective of providing broadly avail-
able, affordable health care coverage.

Indexing. The bill indexes the maximum employee premiums-to wage inflation.
The maximum premiums should be indexed to increases in the cost of medical care,
not to wages. If the maximum premiums are indexed to wages, increases in the cost
of medical care could drastically reduce the employees' share of the cost of an af-
fordable health plan. By contrast, indexing on the basis of the medical component of
the Consumer P rice Index would preserve the allocation of health care costs be-
tween employers and employees that H.R. 1864 envisions.

Nondiscriminatory Provisions Test. The bill provides that the employer's health
plan may not discriminate (by its terms or in operation) in favor of highly compen-
sated employees. We have no objection to this principle. However, the pamphlet
that the Joint Committee staff prepared for the House Ways & Means Committee
(JCS-9-89 at page 19) indicates that this rule might not be satisfied unless at least
50 percent of the plan's eligible employees are nonhighly compensated. We strongly
object to this apparent resurrection of one of the complex percentage tests imposed
by present law. The currently proposed Internal Revenue Service regulations show
how, as a result of the Service's aggregation rules, a seemingly simple 50 percent
test can mushroom into a complex and burdensome web of regulatory requirements.
See Prop. Treas. Reg. § 1.89(a)-I, Q&A-4(dXl).

Leased Employees. The bill provides that leased employees do not have to be
counted if the leasing company makes available affordable core health coverage.
This provision does not go nearly far enough in addressing a very serious problem.
The Treasury's pro posed leasing regulations have completely failed to provide the
specific definition that employers need. In most cases, an employer simply cannot
determine who its leased employees are. For example, under current law, it is im-
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possible to determine whether a company's leased employees include the employees
of its suppliers, the employees of a construction company that it hires to build a
plant, or the employees of a commercial laundry that it uses to launder the uni-
forms worn by its own employees.

To make matters worse, the regulations also have gone beyond the intent of Con-
gress to treat as leased employees many individuals who never were intended to be
covered. For example, under the regulations, the employees of the U.S. Postal Serv-
ice in a small town can be treated as the leased employees of a large company with
a headquarters located in the town.

We strongly urge that the Committee take action to provide that leased employ-
ees will not be taken into account until plan years that begin at least one year after
the publication of the final employee leasing regulations. In addition, we will be
pleased to continue to work with the Committee and the Administration to develop
a specific and workable definition that is targeted at the abusive cases that were the
objects of the leased employee provision.

Flexible Benefit Plans. We also are concerned by H.R. 1864's treatment of flexible
benefit plans. Flexible benefit plans allow individual employees to choose the bene-
fits that best suit their individual needs. In an era of a changing work force and the
two-earner family, employers have found that giving employees a say over the bene-
fits they receive is welcomed by employees at all pay levels.

Employers also have found that flexible benefit plans are a key part of their ef-
forts to combat the rising cost of health care. Nondiscrimination rules should not
impede employers' battle against health care cost inflation.

We recognize that flexible benefit programs present especially difficult problems
under a test based on benefit availability. We will be pleased to work with the Com-
mittee to develop solutions to these problems.

Once-a-Year Testing. We also are concerned that H.R. 1864 requires unnecessary
and costly continuous testing of the coverage provided to every highly compensated
employee in the work force. As it is currently written, the bill requires an employer
to measure the coverage received by each highly paid employee throughout the
year. We urge that the Committee permit once-a-year testing of the coverage provid-
ed to highly compensated employees, as in S. 654.

If the only changes in coverage during a year are attributable to changes in
family status or to elections made during the plan's annual "open season," and if
the plan satisfies the bill's nondiscriminatory provisions test, once-a-year testing
will adequately measure the plan's benefits. Of course, when a new employee is
hired, or when an existing employee terminates employment, the employee should
be allowed to prove that the coverage that he actually received was less than the
coverage that he is treated as receiving under once-a-year testing. In addition, if an
employer takes action to amend its health plan to change the design of the plan in
mid-year, it may be appropriate to require separate testing for the period before the
change and for the period after the change.

Former Employees. H.R. 1864 delays the rules for former employees for one year.
Although we welcome the one-year delay, Section 89 should not apply to former em-
ployees at all until Congress fashions appropriate rules for them. Unlike current
employees, former employees do not have regular contacts with their former em-
ployers. As a result, most employers do not have the information that will be re-
quired if the availability standards that apply to current employees also are applied
to former employees.

This critical issue should not be left to regulations. We urge that former employ-
ees be excluded from testing altogether, pending the outcome of congressional study
of the issue.

Part-Time Employees. H.R. 1864 increases the cutoff figure that differentiates a
part-time employee from a full-time employee from 17V hours per week to 25 hours
per week. In our view, the 25-hour figure is far more appropriate than the current,
unreasonably low figure of 17 V2 hours. However, in order to give employers a rea-
sonable transition period to phase into the new law, the Committee should provide
that the cutoff figure is 30 hours for 1989, 27 V hours for 1990, and 25 hours for 1991
and subsequent years, as in S. 654. The phase in will give employers the time they
need to modify their plans to conform to the new requirements.

Separate Lines of Business. The separate line of business and separate operating
unit provisions were a critical component of the Tax Reform Act's new coverage and
nondiscrimination requirements both for pension plans and for employee benefit
plans covered by Section 89. In most instances, in order to rely on the separate line
of business and separate operating unit provisions, an employer must either comply
with Internal Revenue Service guidelines or obtain a ruling or determination letter
from the Service. Although the separate line of business provisions became effective
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at the beginning of 1989, the Internal Revenue Service has yet to issue even pro-
posed guidelines or regulations. The Service also refuses to issue rulings or determi-
nation letters on separate line of business and separate operating unit issues.

Because the separate line of business and separate operating unit provisions are
an integral part of the new coverage and nondiscrimination rules, employers need
immediate relief. They cannot be asked to wait any longer for the Internal Revenue
Service to issue regulations or rulings.

The Committee should provide that employers may rely on a reasonable good
faith interpretation of the statute in identifying their separate lines of business and
separate operating units. Reliance on a reasonable good faith interpretation should
be permitted until plan years that begin at least one year after the Internal Reve-
nue Service both issues final regulations and begins to issue rulings on separate
line of business-issues.

H.R. 1864 also requires an employer with separate lines of business to adopt a
single testing day for all of its separate lines of business. We urge that this rule be
changed, so that each line of business and separate operating unit may adopt a test-
ing day that is appropriate for its business and its workforce. A testing day that is
appropriate for one line of business with one employment pattern might well be in-
appropriate for another line of business with a quite different employment pattern.
As a result, unless the single testing day requirement is changed, an employer in
multiple lines of business could be required by the bill to adopt a uniform testing
day that, in some of its lines of business, causes the employer to violate the nondis-
criminatory provisions requirement. See Prop. Treas. Reg. § 1.89(a)-1, Q&A-1(cX1).

Separate Testing Rule. H.R. 1864 eliminates the separate testing rule that now ap-
pears in Section 89(h,5). Under the separate testing rule, if an employer chooses to
provide health coverage to a group of employees who otherwise could be excluded
from testing (for example, because they have not yet completed six months of serv-
ice), the employer may apply the nondiscrimination requirements separately to the
otherwise excludable employees (in this case, employees with less than six months
of service).

The Committee should preserve the separate testing rule. Elimination of the sepa-
rate testing rule makes it significantly more difficult for an employer to satisfy the
percentage availability test (90 percent under the bill) and affirmatively discourages
an employer from making health coverage available to groups of excludable employ-
ees. It makes no sense for the nondiscrimination rules, actually to discourage em-
ployers from providing health coverage to any employee who is otherwise excluda-
ble from Section 89 testing. If the eligible group of excludable employees satisfies
the statute's nondiscrimination standards, the excludable employees should not be
required to be taken into account in applying Section 89 to the employer's nonexclu-
dable employees.

Union-Rep resented Employees. H.R. 1864 requires separate testing of union-repre-
sented employees. Although this rule will be useful in many cases, it also will make
it more difficult for many employers to satisfy the bill's nondiscrimination stand-
ards. A large percentage of an employer's nonhighly compensated workforce often
consists of union-represented employees. If the union-represented employees are ex-
cluded from testing the employer's nonunion workforce, the employer will get no
credit for the fact that it provides health benefits to many nonhighly compensated
union-represented employees and will be required to satisfy the percentage avail-
ability test solely with respect to its nonunion workforce. When combined with the
bill's stringent 90 percent test, the bill's elimination of the separate testing rule,
and the employee leasing provisions, the bill's treatment of union-represented em-
ployees will make it unnecessarily difficult for such an employer to satisfy the bill's
availability requirement.

Accordingly, we urge that an employer be given the option to test its union-repre-
sented and nonrepresented employees on a combined basis. In order to prevent any
possible abuse, the Committee could provide that the employer's election would be
revocable only with the consent of the Commissioner of Internal Revenue.

An alternative approach would be to require separate testing for union-represent-
ed employees, but to give the employer an election with respect to its nonrepresent-
ed employees. The election would allow the employer to choose to test its nonrepre-
sented employees either (a) by disregarding the employer's union-represented em-
ployees or () by taking into account both its union-represented and its nonrepre-
sented employees. Under this approach, union-represented employees always would
be subject to separate testing. By contrast, depending on the employer's election,
non represented employees either would be tested separately or would be tested after
taking into account the employer's union-represented employees.
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Accidental Death and Dismemberment and Business Travel Accident Coverage.
The Internal Revenue Service's proposed regulations under Section 89 provide that
accidental death and dismemberment ("AD&D") and business travel accident
("BTA") benefits are health benefits for purposes of Section 89. See Prop. Treas.
Reg. § 1.89(a)-1, Q&A-I(t)IXii). However, the nondiscrimination requirements of
Section 89 do not make sense when applied to AD&D coverage. Unlike traditional
health coverage, AD&D coverage is generally provided in proportion to compensa-
tion. Ini consequence, the cost of AD&D coverage is directly proportionate to pay.
The Committee should provide that as long as AD&D coverage is provided in pro-
portion to pay, it will not be considered to be discriminatory. The Committee also
should make clear that BTA coverage is a de minimis fringe benefit that is excluda-
ble from gross income pursuant to Section 132(aX4) of the Code.

Qualification Requirements. H.R. 1864 makes no substantive change in the qualifi-
cation requirements that currently appear in Section 89(k). We urge that if the Sec-
tion 89 nondiscrimination rules apply only to health plans, the qualification require-
ments shoul likewise be restricted to health plans. Moreover, there is no justifica-
tion for applying the qualification requirements to such fringe benefit programs as
employee discounts and company cafeterias.

Qualification Sanctions. The bill imposes a new sanction for violation of the quali-
fication requirements that currently appear in Section 89(k). Under the bill, an em-
ployer with a plan that violates the qualification requirements will be subject to an
excise tax of 34 percent of the amounts paid or incurred under the plan during the
year.

We consider the excise tax to be a more appropriate sanction than the adverse
income tax consequences that current law imposes on employees. However, the 34
percent tax rate is excessive, and is far higher than the marginal income tax rate
that applies to a typical employee under current law. Furthermore, because the
excise tax applies to all of the amounts paid or incurred under the plan, the base
against which the tax is applied normally will be both extremely difficult to deter-
mine and wholly disproportionate to the severity of the violation. We strongly urge
that a more refined and discriminating approach be applied.

When Congress originally enacted the "COBRA" health care continuation re-
quirements, it imposed a similarly undiscriminating sanction (disallowance of all
the employer's health expense deductions), and soon found it necessary to adopt a
more refined approach. We urge the Committee to adopt-a more refined approach
from the outset in this case.

Taft-Hartley Plans. As described in the immediately preceding comment, H.Ir
1864 im poses a 34 percent excise tax upon an employer that participates in a plan
that violates the qualification requirements. Imposing a penalty on the employer is
unjustified where the employer participates in a Taft-Har Lley plan that is adminis-
tered by an independent board of trustees. Under a Taft-Hartley plan, the trustees
are required by ERISA to act independently; they are not the agents of the union or
the participating employers. See NLRB v. Amax Coal Co., 453 U.S. 322 (1981). Ac-
cordingly, the Committee should provide that the tax does not apply to an employer
merely because it participates in a Taft-Hartley plan that violates the qualification
standards.

Section 501(c)9) Trusts. Under current law, a voluntary employees' beneficiary as-
sociation ("VEBA") that is exempt from tax under Section 501(cX9) is subject to an
excise tax if a "discriminatory employee benefit plan (within the meaning of section
89) is part of' the VEBA. The Committee should make clear that as long as the
employer satisfies the bill's broad availability requirement, the excise tax will not
be applied simply because some highly compensated employees are required to rec-
ognize income pursuant to the bill s 133 percent test. If an employer makes afford-
able core health coverage available to the specified percentage of its nonhihly com-
pensated workforce, the employer should not be considered to maintain a 'discrimi-
natory employee benefit plan" for purposes of the excise tax.

vauation. H.R. 1864 provides that the value of coverage provided by a health
plan will be determined under procedures to be prescribed by the Treasury. The
Committee should allow an employer to elect to use premium cost as determined
under the health care continuation rules or to use any other reasonable valuation
method in lieu of employer premiums. This approach is permitted, but only on a
temporary basis, by the Internal Revenue Service's proposed regulations; it permits
employers to use the valuation method that is most appropriate to the circum-
stances of their individual plans and, where appropriate, to rely on the same
method that they use for health care continuation purposes.

Legal Enforceability. H.R. 1864 makes no substantive change in the requirement
currently imposed by Section 89(kX1XB) that an employee's rights under a plan be
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"legally enforceable." However, the Internal Revenue Service's proposed regulations
have taken the "legally enforceable" requirement to an unnecessary and impracti-
cal extreme. Many employee benefit plans, and health plans in part cular, inevita-
bly call for the application of judgment and discretion in plan administration. For
example, a health plan might exclude coverage for "experimental" or "cosmetic"
procedures. Although these terms are not defined precisely, they are legally enforce-
able. If the provisions are administered in an arbitrary or inconsistent manner, an
employee who is adversely affected will be in a position to enforce his right to
obtain coverage under the plan.

The regulations do permit the exercise of "administrative discretion," but only to
the extent that the discretion is based solely on "clearly defined and ascertainable
criteria." The Committee should provide that the legal enforceability standard does
not always require that discretion be exercised under "clearly defined and ascertain-
able criteria" and that the application of judgment and discretion under objective
and nondiscriminatory guidelines is permissible.

Dependent Care. H.R. 1864 provides that group-term life insurance benefits will be
subject to the nondiscrimination provisions established by prior law, but fails to in-
clude a comparable provision for dependent care assistance. The bill should provide
that dependent care assistance also will be governed by the nondiscrimination
standards in effect prior to the enactment of Tax Reform.

Effective Date of Employee Notification Requirements. The Internal Revenue Serv-
ice's proposed regulations provide that the employee notification requirement cur-
rently imposed by Section 89(kX1XC) requires notice to be given by July 1, 1989, in
most cases. See Prop. Treas. Reg. § 1.89(k)-1, Q&A-5(gX4). Although the Tax Reform
Act was enacted in October of 1986, the Service did not issue its proposed regula-
tions until March of this year, approximately two and one-half years later. In view
of this delay, it is essential that the Congress extend, until January 1, 1990, the
deadline for compliance with the notification requirement. Employers cannot rea-
sonably be expected to comply with the notification requirements within the trun-
cated four-month period allowed by the proposed regulations.

Phased Implementation. H.R. 1864 is effective in 1990 and permits an employer to
choose either current law or the new rules for 1989. In most instances, however,
compliance with current law is a recordkeeping and data collection nightmare and
an impractical alternative for 1989. Although the bill's nondiscrimination standards
do not present the same practical difficulties for future years, it is now too late for
employers to adjust their plans retroactively to the beginning of 1989 to comply
with the bill. Accordingly, the Committee should phase in any new standards by
prescribing less stringent standards for 1989.

Mr. Chairman, we thank you for giving us an opportunity to present our views to
the Committee. We will be happy to respond to any questions that you or the other
members of the Committee might have.

PREPARED STATEMENT OF SENATOR JOHN H. CHAFEE

Mr. Chairman, I would like to express my thanks to you for scheduling this hear-
ing on a very important subject. Section 89 of the Internal Revenue Code was cre-
ated by the Tax Reform Act of 1986, and has been the subject of a great deal of
controversy. This section was incorporated into the Tax Reform Act to justify the
federal tax subsidy given to employer-provided employee benefits by ensuring that
all employees are treated equally.

The Joint Committee on Taxation has estimated the annual cost to the federal
government of excluding the cost of employer-provided fringe benefits to be $32.6
billion in fiscal 1990, and projected to increase to $50.8 billion in fiscal 1994. Given
the enormous size of this federal tax expenditure, I believe the general intent of the
law is fair and rules such as these are necessary.

The purpose of Section 89 is to require coverage of employees who are not highly
compensated that is substantially similar to the coverage enjoyed by highly compen-
sated employees. Questions about the equality of employee health coverage arose
after studies showed that more than half of American citizens without health insur-
ance were employed by companies that had an established health plan. It is clearly
apparent that these rules have become extremely complicated and impose an unrea-
sonable administrative burden on the employers who provide fringe benefits to their
employees. The concerns about the costs of compling with the complex section 89
eligibility tests must be adequately addressed to fulfill the original intent of the law.

it is important for us to develop nondiscrimination rules that can be complied
with by businesses, administered by treasury and the IRS, and which will justify the
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Federal tax subsidy for employee benefit plans. I am reluctant to support outright
repeal of Section 89, however, I believe we must do something to relieve the com-
plex administrative burden that has been placed on American businesses by these
rules. Outright repeal of Section 89 would reopen the compromise developed in 1986
and put the whole issue of taxation of fringe benefits back on the table.

Mr. Chairman, I believe these hearings are an important first step in the develop-
ment of substantial modifications to reduce the complexity of these rules. We have
an extensive and very impressive list of witnesses, I look forward to hearing their
testimony on how we can make these rules workable. I would also like to hear their
views on the various bills that have been introduced this year to modify, repeal or
delay the implementation of Section 89.

PREPARED STATEMENT OF KATHI CHILD

INTRODUCTION AND OVERVIEW

I am Kathi Child, Manager of Benefits Development for the J.C. Penney Compa-
ny, Inc. I am presenting this statement on behalf of the Penney Company and seven
other general merchandise retailing companies which are members of the Retail
Tax Committee of Common Interest (the RTC), including BATUS Retail Division,
Carson Pirie Scott & Company, Carter Hawley Hale Stores, Inc., Federated Depart-
ment Stores, Inc., R.H. Macy & Company, Inc., The May Department Stores Compa-
ny. and Sears Roebuck and Co.

The Retail Tax Committee members are pleased to offer our comments regarding
current section 89. We applaud the Committee's willingness to revisit section 89 to
seek an approach which meets the public policy objective while imposing a simpler
and less harsh set of rules and tests. This statement offers our recommendations in
support of your simplification effort. We look forward to the development of a final
bill which will address the major controversial issues and will resolve additional
technical problems in section 89.

We support the "design-based" concept which has received considerable attention
in recent weeks. We believe that this offers the best means for providing an equita-
ble and simple alternative to the current statutory framework. In this context, we
support the general direction and specific substantive provisions of both Senator
Pryor's "Section 89 Simplification Act" (S. 654) and the simplification proposal (H.R.
1864) introduced by several members of the House Ways and Means Committee.
Using the general framework proposed in these bills, we are presenting three pro-
posals which we urge be included in any simplification measure. These proposals
deal specifically with the 90 percent eligibility test contained in-both bills, and in-
clude (i) enacting a "true exclusion" for various categories of excludable employees
(such as part-time employees, those under 21 and those with less than six months of
service); (ii) retaining the separate testing rule for excludable categories allowed
under current section 89(h) (5); and (iii) reducing the 90 percent threshold and/or
eliminating the "cliff effect" of failing to reach that threshold. Other matters are
presented in a more detailed technical appendix which is attached to this statement.

1. HISTORICAL PERSPECTIVE AND CURRENT LEGISLATIVE PROCESS

Given the morass of issues facing taxpayers who were following the 1986 reform
measure, many taxpayers-including RTC companies-did not give much attention
to new section 89 until well after its enactment. Unfortunately, most of the legisla-
tive and regulatory efforts to ease the identified problems, while still allowing for as
much employer flexibility as possible, have made current section 89 exceedingly
complex.

To date, there has been extensive discourse between members of Congress, the
technical staffs and the private sector concerning both the problems which company
executives have identified and the objectives which the Congress considers impor-
tant. The receptivity to our concerns by this Committee and your staffs suggested
that there was a possibility of revising some of the features of section 89 which have
caused us the most trouble. Therefore, we have preferred the approach of seeking
substantial revisions and simplifications in section 89 to that of supporting total
repeal. The introduction of measures such as S. 654 and H.R. 1864 presents us with
an opportunity to assess the substance of potential proposals and imposes an obliga-
tion to participate in the process with responsible recommendations.
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II. EMPLOYMENT AND BENEFITS IN THE RTC COMPANIES

The retailing industry's workforce is a substantial one. The larger RTC members
have 300,000 to 500,000 people employed at various times during a normal year. All
of our member companies have at least 35,000 employees on the payroll each year,
which probably exceeds even the typical large manufacturers and other service
sector employers. By themselves, these numbers would not seem to require anything
more than a proportional increase in administrative work to process benefits forms
and perform other services which employers in other industries must perform with
shorter payroll lists. But that assumes a relatively stable and full-time work force
within the industry. In fact, the composition of the retailing work force-at least as
represented by the RTC member companies-is very diverse.

Of these large numbers of total employees, some 50 to 60 percent are part-time
employees (meaning that they work less than 40 hours per week). From surveys and
other data sources, we know that virtually all of our part-time employees are in
four general categories-second wage earners in a household, "moonlighters," stu-
dents and retirees. In these contexts, the part-time employee is not looking to the
retailing company for health care benefits which would be available to a full-time
employee. Instead, that person is covered either by the plan of the primary wage
earner, of the full-time employer, of the parents or the former employer.

In addition, a percentage of the total payroll list in any given year is comprised of
seasonal employees who are looking for work at selected times of the year-for ex-
ample, only during holiday seasons or during their vacation periods. Furthermore,
the turnover of employees within their first few months for both full and part-time
employees is substantial in this industry. A new employee is much more likely to
leave the job during the first several months than is the employee who has been
with a company for a year or more.

These facts present retailing management with serious problems. It is clear that
full-time employees will be offered health care plans by RTC companies and others
of similar size, because that is simply what is required to attract and hold a stable
group of long-term employees today, whether full or part-time. But these employees
may constitute as little as 25 percent of the names on a payroll during each year. To
offer coverage to part.time employees who either (i) almost certainly have coverage
from another employer, or (ii) are likely to leave within a few months, or (iii) will
work relatively few hours per week, or (iv) will work only at certain seasons of the
year would be an extreme administrative burden which would be incurred for no
business or public policy purpose because coverage is not wanted, needed or likely to
contribute to the hiring of a permanent employee.

RTC member companies have long focused on what we have considered to be the
principal objective of fair benefits packages, even before the enactment of section 89,
namely the development of health care plans which offer nondiscriminatory benefits
to the stable workforce upon which we depend to remain in business. Our basic
health care plans tend to have a high percentage contribution by the company-65
to 75 percent-and all covered employees receive the same employer-paid benefits.

III. ISSUES TO BE ADDRESSED

In the context of the composition of the work forces of RTC companies and the
generally nondiscriminatory nature of the health care plans provided by these com.
panies, we offer the following comments on issues which are addressed in the vary-
ing legislative proposals regarding section 89 and three recommendations for revi-
sions that should be included in any simplification measure devised by this Commit-
tee.

A. The "Part-time" Employee
The exclusion of art-timers from the computations under section 89 has been our

highest priority. Current law allows the exclusion only of those who work far less
than half-time-i.e., less than 171/2 hours per week-rather than those who work
part-time in the truest sense, meaning those who do not work approximately 40
hours per week.

The 25-hours per week standard in both S. 654 and H.R. 1864 is the primary in.-
provement which those bills would make to the substantive rules in current law,
from our perspective. This would bring the definition much more into line with the
realities faced by our companies every day. To provide time for plans to be adjusted
before the next plan year, we urge that Senator Pryor's phase-in in S. 654-30 hours
for 1989, 27/2 hours for 1990 and 25 hours thereafter-be adopted.
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B. 90 Percent Eligibility Requirement
One of the principal complicating features of current section 89 is the multitude

of percentage tests which a plan must meet to avoid sanctions for the highly com-
,ensated employees. It is ironic that the benefits tests which were thought to be the
heart of the nondiscrimination concept-i.e., the tests which require that the highly

compensated not be offered employer-paid benefits which exceed various ratios
when cow. red to the employer-paid benefits offered to the nonhighly compensated
,re pas by RTC companies generally. As noted abo', our companies have long

tended to offer plans which provide the same or very similar benetits to all covered
employees. It is the 90 percent eligibility test which has posed the principal prob-
lem, since defining the base of employees to which the 90 percent test must be ap-
plied is troublesome, given the workforce composition.

The problem would continue in proposed section S9 under both S. 654 and H.R.
1864. The absence of a "true exclusion' for the various categories of excludable em-
ployees is the principal reason. If L'tion of the separate testing rule in current sec-
tion 89(hX5), as proposed by H.R. 1864, would also add to the problem

With payroll lists which have large percentages cf part-0::er, o-d seasonal em-
ployees and pc,-ple who will not stay on the job logger than a few months, the 90
percent level i, a very tough standard '(o meet unless the base of employees to
which it is applied can be limited to a reason.ble group. The impact of this thresh-
old is made all the more harsh by the "cliff" effect which requires the highly com-
pensated employees to include in income 100 percent of the employer-prvided bene-
fit if the plan fails to comply with the 90 percent eligibility t..-st by even as little as
one percentage point.

We urge that the Committee consider the following three recommendations with
respect to a 90 percent eligibility test.

1. True Exclusions for Employee Categories
The exclusions under current section 89 for certain groups of employees-part-

timers, those who have not completed six months of service, seasonal employees,
thase under 21-are denied if even one employee in that category is eligible for the
plan. This means that any employee who works less than 25 hours a week or is
under 21 or who has worked for less than six months but who is eligible for the
health plan ef a particular company forces the employer to include all sach persons
in the baie to which the 90 percent eligibility teEt is applied. This result -',,uld be
continued under S. 654 and H.R. 1864 as well.

if th,re are discriminatory "games" which can be played with the exclusions-
';ticula-ly with the "six mon.s service" category-this problem should be ad-

,Jtessed to the extent possible by the statute, by legislative history and by the result-
ing regulatiors. The inclusion of all othe;-wise exludable employees due to the eligi-
bility of a few is too extreme a rule.

This is particularly the ase with respect C." p'art-time employees. RTC companies
depend heavily on parttime employees wh(.n. -,e can count on as members of a per-
manent workforce. U _ e-4 -ier, 0 :. imniortant that this critical clement of a
stable workforce be treate-d as mich like oUle, permanent full-time work force as pos-
sible. RTC companies may make the 'a,;ines . judgmet that part-time employees
who clearly have become permanent employee-s shou., t.- treated like full-time em-
ployees to the extent possible. This can result in the . .ilbiity of employees who
normally work less than 25 hours per week but only after , " clear 0hat they are
peranent employees. However, by making this legitimate disinctia, the employer
wot ld be forced to include all part-time employees in the -iiigilbility lest, even
tho gh it is certain that a very substantial porti.., of them will not rental with the
company for very It-'.j. Similarly, a company may have changed its eligibility rules
for part-time employees by increasing the hours standard, while grandfathering the

_ part-tireq employees who were eligible at the time of the change. By continuing to
to long-time employees to be eligible at a lower number of hours than

newer employees, the employer must take all part-timers working the former hours
standard into account in the eligibility test.

The extension of benefits eligibility to the permanent part-timers is directly in
line with the policy objective of section 89. Furthermore, there is au situation which
we have been able to construct in which an eligible part-time employee would be
considered a highly compensated employee to whom discriminatory benefits could
be offered. To deny the exclusion to the entire category because of the inclusion of
permanent part-time employees is too extreme a result. Given that section 89 is in-
tended to encourage broader eligibility for benefits, the "all-or-nothing" rule for ex-
cluding part-timers should not be allowed to create pressure to withdraw eligiblity
from some part-timers in order to ave the qualification of the plan in general.
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Similar problems arise with respect to employees who have not completed six
months of service, who are under 21 years of age who work on a seasonal basis. The
volume of turnover among new employees during the first several months is so high
that many employers have concluded that offering a plan to such employees does
not make good business sense Allowing those employees who are under 21, those
with less than six months service and those with seasonal employment patterns to
be excluded represents a sound policy judgment that such employees are the least
likely people to become a part of the employer's stable, permanent work force for
whom benefits are a relevant matter-particularly when they are not full-time em-
ployees. However, extending eligibility to employees in these categories who are
part of the permanent workforce should not deny the entire exclusion.

We are not aware of any situation in which employees in the under 21 or seasonal
categories would be highly compensated employees to whom discriminatory benefits
would be offered if such persons were made eligible. Therefore, we urge that the
rules be revised to allow for the exclusion of all persons in these categories. It is
possible that employers could distinguish between highly compensated and nonhigh-
ly compensated employees based on initial periods of service, so there may be a
reason to have a somewhat tighter rule in this category than in the others. Howev-
er, even here, we urge that the denial of the exclusion not be based on an assump-
tion that there i8 a discriminatory motive at work.

2. Separate Testing
Under current law, certain excludable categories can be tested separately to de-

termine their compliance under section 89 in lieu of the denial of the exclusion for
the entire category. We understand that the separate testing rule is contained in
original section 89 to mitigate the harshness of the alA5'-p othing exclusion dis-
cussed above and to provide a basic fairness rule. As prese tly drafted, H.R. 1864
would delete this provision -subsection (h5)--from propod section 89. We urge
that this separate testing approach be retained. /

To the extent that highly compensated employees could be favorably affected in
some manner by a "true exclusion" discussed above, the separate testing rule allows
the nondiscrimination rules to be applied without adversely affecting the employer's
plan generally. As long as it can be shown that these people do not turn the general
category of employees with less than six months service into a discriminatory cate-
gory, their presence should not adversely affect the ability of the plan to meet sec-
tion 89 requirements.

. Reduced Percentage or Sliding Scale Penalty
While the problems of the 90 percent rule under current law would be reduced

using the 25-hours standard for the part-time employees, any deletion of the sepa-
rate testing rule and/or the absence of the true exclusion push in the opposite direc-
tion. Therefore, the 90 percent threshold remains very high.

Two options are available for mitigating the severity of the 90 percent test while
still achieving the policy objective and avoiding complications in the administration
of the proposed section 89 rules. The simplest approach is to lower the eligibility
threshold to something in the 70 to 80 percent range. There is precedent for both
numbers; in the pension area, the rules require a qualified pension plan to meet a
70 percent eligibility test, and the proposed regulations for current section 89 apply
an 80 percent test in the large employer rules.

But fixing a percentage at 70 percent or any other number presents the same
t cliff" effect with respect to the penalty. Failing the test by one percentage point or
less still subjects the highly compensated employees who are not receiving a dis-
criminatory benefit to full inclusion of the benefit in income

An alternative aporoach is to revise the all-or-nothing penalty by lowering the
percentage at which the "cliff" occurs and using a simple sliding scale above that
percentage. Using the "133 percent exclusion rule" in H.R. 1864, for example, if 90
percent eligibility were to remain the threshold for the maximum exclusion from
income and 70 percent eligibility were established as the minimum for partial exclu-
sion, the amount excludable from income by highly compensated employees could be
determined using a scale of multipliers applied to the nonhighly compensated em-
ployees' benefits. The following table illustrates this approach.
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ffig~ity Percet..ge Meowi~

90 percent ... 133 percent
85 percent 125 percent
80 percent . 115 percent
75 percent. 107 percent
70 percent - 100 percent
Less than 70 percent . J 0 percent

In addition, consideration should be given to permitting the use of a higher multi-
plier (such as 150 percent) if the plan's eligibility percentage reaches above 90 per-
cent.

CONCLUSION

The simplified design-based concept presented in both S. 654 and H.R. 1864 for
health plans represents a dramatic improvement over current law. With certain re-
visions to technical features of the 90 percent eligibility test, we believe that a
design-based approach will represent the needed replacement for current law.

TECHNICAL APPENDIX

A. CORE BENEFITS

Several of the bills under consideration adopt a design-based test requiring that
core health benefits be made available to rank-and-file employees.

Recommendation: It is important to define the term "core benefits" in the same
manner as defined in the proposed Treasury regulations (i.e., as comprehensive
major medical and hospitalization benefits). As under present lain, coverage for
dental or vision care, and health coverage provided under flexible spending arrange-
ments should not be considered core health benefits. It is also important that core
benefits be defined generally because any attempt to define core benefits by refer-
ence to required coverages, copayments or deductibles would unduly restrict employ-
er flexibility in plan design.

B. PREMIUM LIMITATIONS

Under several proposals a qualified core health plan is defined in part as a plan
which is affordable- i.e., one which does not require employee contributions in
excess of stated weekly amounts, indexed for cost-of-living adjustments.

Recommendation: Any premium limitations ultimately adopted should be adjusta-
ble to permit an employer ta-take account of geographic differences in premium
costs. In addition (i) the minimum weekly premium should be at least $10 for single
coverage and $25 for family coverage; (ii) the premium indexing should be based on
a medical, rather than a wage, index; (iii) the premium limitation should not in-
clude all pre-tax employee contributions without adjustment for tax savings; and (iv)
the premium limitations should be adjusted regarding former employees to reflect
higher costs and the adverse selection inherent in retiree coverage.

C. FAMILY COVERAGE

Under several of the pending bills, a "qualified core health plan", may contain
separate premium limitations for individual and family coverage. In addition, under
at least one bill (H.R. 1864), the computation of the benefit that may be excluded by
a highly compensated employee contains a special rule for family coverage.

Recommendation: The term "family coverage" should be clarified to mean cover-
age for both the employee and the employee's family. In addition, alternative premi-
um limitations should be adjusted on a per dependent basis for family coverage (e.g.,
employee plus spouse, employee plus one child and employee plus two or more chil-
dren).
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D. VALUATION METHODS

Crucial to the application of any discrimination test is the method used to value
benefits. Several of the proposals appear to restrict permissible valuation methods
to the value determined under procedures prescribed by the secretary.

Recommendation: Any bill ultimately enacted should confirm that an employer is
permitted to use alternative valuation methods including COBRA cost, actual em-

,.ployer cost and values determined under reasonable actuarial methodologies. In ad-
dition, to provide certainty to employers, the transitional valuation rules enacted in
the Technical and Miscellaneous Revenue Act of 1988 (TAMRA should be made
permanent.

E. EMPLOYEES WORKING LESS THAN 30 HOURS PER WEEK

Several proposals under consideration provide special rules permitting a propor-
tionate increase in the employer-provided benefit and the premium limitations for
employees who work less than 30 hours per week.

Recommendation'- The term "proportionately increased" should permit an in-
crease for employees working between 25 and 30 hours, based on the ratio of actual
hours worked to 40 hours. A 40-hour-per-week standard is needed to accurately re-
flect the normal work week of a full-time employee receiving employer-provided
health coverage.

F. UNION EMPLOYEES

Unlike present law, several proposals would require that section 89 be applied
separately with respect to employees included in a qualified bargaining unit.

Recommendation: Permitting separate testing would significantly simplify nondis-
crimination testing for union employees. It would be appropriate to exempt union
employees from any premium I imitations (especially with respect to plans main-
tained under existing collective bargaining agreements).

G. FORMER EMPLOYEES

Except to the extent provided in regulations, section 89 is to be applied separately
to former employees under requirements similar to the requirements that apply to
employees. While some of the proposals would delay this requirement until 1990,
none define the methodology for applying the tests.

Recommendation: Additional guidance is needed with respect to the treatment of
former employees. For example, former employees should be defined with respect to
some age and service criteria; the grcup of former employees against which compli-
ance is measured should be defined; and the premium limitations for such employ-
ees should be adjusted to reflect higher costs and adverse selection that are charac-
teristic of this group. In addition, consideration should be given to permanently
grandfathering former employees retiring before the date that final rules are issued
clarifying the application of the tests to former employees. The grandfather rule en-
acted in TAMRA (under which gr,.andfather protection can be lost if benefits are in-
creased) does not provide sufficient protection to employers. Many employers do not
have, and cannot reconstruct, records identifying former employees and whether
such employees were highly compensated. Precise guidance on these issues is
needed because many of the changes to retiree benefits which are not within an em-
ployer's control (e.g., changes pursuant to state mandates or collective bargaining
agreements) would deprive the employer of the TAMRA grandfather.

H. PLANS OTHER THAN HEALTH PLANS

Several of the proposals would reinstate for group-term life insurance plans the
nondiscrimination rules in effect prior to the Tax Reform Act of 1986.

Recommendation: Providing that group-term life insurance plans are not subject
to the section 89 rules is a significant simplification. However, accidental death and
dismemberment plans and business travel accident plans should also be exempt
from the nondiscrimination rules of section 89.

I. SALARY REDUCTION

One of the key issues in applying the section 89 nondiscrimination rules to cafete-
ria plans is the treatment of salary reduction contributions. Under present law and
at least one proposal (H.R. 1864), salary reduction contributions are treated as em-
ployee contributions for certain purposes and as employer contributions for other
purposes.
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Recommendation: The effect of treating salary reduction contributions in an in-
consistent manner results in a "whipsaw" effect with respect to a highly compensat-
e4, employee whose coverage is funded, in part, through salary reduction contribu-
tions. For example, assume that an employer makes a health plan worth $1,500
available to all employees and that highly compensated employees pay the full
$1,500 on a salary reduction basis. Assume further that nonhighly compensated em-
ployees pay $500 on a salary reduction basis and that the employer pays the re-
maining $1,000. Under H.R. 1864, highly compensated employees may exclude no
more than 133% of the $1,000 benefit permitting a maximum tax-free benefit of
$1,330. Because the highly compensated employees are treated as receiving employ-
er-provided benefits equal to $1,500, they will have $170 of taxable income. This
result is unfair, given that highly compensated employees and nonhighly compen-
sated employees receive identical coverage, and that substantial employer contribu-
tions are made on behalf of nonhighly compensated employees but not highly com-
pensated employees.

Any proposal ultimately adopted should (i) consistently treat benefits attributable
to salary reduction contributions as employer-provided benefits; (ii) permit this con-
sistent treatment, provided that the core benefits attributable to actual employer
contributions equal or exceed the core benefits attributable to salary reduction con-
tributions; or (iii) if this whipsaw effect must be retained, permit a greater disparity
between benefits available to rank-and-file employees and exclusions available to
highly compensated employees.

J. QUALIFICATION SANCTION-34 PERCENT EXCISE TAX

It is very difficult to devise an appropriate sanction for plans that fail to satisfy
the qualification rules. Pending proposals suggest various alternatives, including
limiting the number of employees potentially subject to tax, limiting the dollar
amounts potentially subject to tax, or replacing the income tax on employees with
an excise tax to be paid by employers.

Recommendation: We support the imposition of an excise tax in lieu of imposing
additional income taxes on employees. However, the provisions of the proposed
Treasury regulations relating to severable coverage should apply in determining the
amount of the excise tax. Additional relief should also be provided for situations
(such as those involving multiemployer plans) where the employer may not have
direct control over whether the qualification requirements ar2 satisfied. Further-
more, consideration should be given to capping the penalty.

K. VEBA RULES

Under section 4976(c), an excise tax equal to 34 percent of the lesser of (i) the
fund's discriminatory benefits or (ii) the fund's investment income is imposed on an
employer that maintains a welfare benefit fund (e.g., a VEBA) which includes a dis-
criminatory employee benefit plan.

Recommendation: If a design-based test is adopted, the 4976(c) excise tax should
be imposed based upon a failure to satisfy such test. However, if the exclusion for
highly compensated employees is also limited, the excise tax should not be imposed
on the payment of benefits in excess of the benefit limit.

PREPARED STATEMENT OF SENATOR DAN COATS

Mr. Chairman, I thank you for holding this hearing. There are few issues on
which I have received more letters and phone calls than on the problems small busi-
ness owners and employees face in Indiana than on Section 89.

Encouraging employers to enact and maintain employee benefit plans that are
balanced and fair is a worthwhile goal, yet the present law has the opposite effect.

Section 89 of the internal revenue code was designed and enacted with thia4aa,-.__
tion of promoting fairness in employer-sponsored benefit plans by discouraging
plans that favor highly compensated employees over other employees. Yet, the stat-
ute as it now reads is too complex and too expensive to administer. The costs and
risks to an employer of administering a benefit plan under the gun of section 89 are
prohibitive for most small businesses Section 89 will have the effect of forcing many
small businesses to simplify their plans by reducing health benefit options and cut-
ting back on subsidized health coverage. Section 89 will require businesses to collect
and analyze a massive amount of information about their benefit plans in order to
comply with the new tests that are established.
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Both employers and employees could face significant new taxes under Section 89
if the employer fails to fully comply with any of its many and complex provisions.
For example, an employer that failed to meet the qualification requirement in a sit-
uation where his employee had received $100,000 in benefits for catastrophic medi-
cal expenses during the preceding year could be compelled to pay an excise tax of
$28,000 just for that one employee, while the employee himself could also be taxed
on the entire $100,000. The results of section 89 will therefore be to punish both
employers and employees for providing and taking part in a health benefit plan.
This makes for bad public policy.

Section 89 creates many more problems than it attempts to solve. The solution to
the problems section 89 creates is to simply repeal section 89. Hopefully these hear-
ings will lead to an end of section 89 and the threat it represents to maintenance
and well being of small business benefit plans.

Thank you.

PREPARED STATEMENT OF RON DANILSON

Mr. Chairman, I am Ron Danilson, Associate Director-Group Underwriting with
responsibility for product development and legislative compliance activities for The
Principal Financial Group headquartered in Des Moines, Iowa. The Principal Finan-
cial Group is a family of insurance and financial services companies with assets of
more than $23 billion. Its largest member company, Principal Mutual Life Insur-
ance Company, is currently the 7th largest life insurance company in the nation
ranked by premium income. The Principal is also a major underwriter of employer
sponsored life and health insurance and provides coverage for over 60,000 .employer
groups located throughout the United States. Of this number, some 50,000 are em-
ployers with 10 or fewer covered employees whose plans include approximately
360,000 employees and their dependents. I appreciate your invitation to participate
in this hearing and to have the opportunity to share with you some of our concerns
and our experiences in assisting our customers with Section 89.

We are convinced the current nondiscrimination tests are too onerous and that
their attendant rules of application are too complex for most employer group plans.
Unless the rules are simplified so that more employers are able to understand and
apply the tests, many so-called discriminatory plans will result. Many of our smaller
customers are overwhelmed with the law's complexity; they tell us they will simply
have the business owner pay the tax rather than attempt to collect data and apply
the tests. We are also beginning to receive letters from small employer customers
who are dropping their plans specifically because of Section 89. Rules that are diffi-
cult for benefit and tax experts to understand are incomprehensible for employers
without full-time benefits staffs or without the resources to hire benefits profession-
als.

We are encouraged by the efforts of Senator Pryor and others to simplify this law.
We strongly support the concept of a plan design safe harbor introduced by Senator
Pryor as an alternative to the current rules for nondiscrimination testing. We view
this as an essential part of any simplification effort. There is, however, one impor-
tant element included in the design-based alternatives offered so far, that we believe
needs to be reconsidered. This is the dollar cap on the amount of employee contribu-
tions allowed toward the cost of the health plan. We understand the objective of the
cap is to alleviate the affordability problem for low-wage workers. Although we are
sympathetic with this objective, the dollar cap creates a number of unintended prob.-
lems:

a. A common characteristic for many small employer health plans is a less
enerous employer subsidy for dependent coverage than that normally provided
or employee coverage. This is an affordability Lssue for small employers. A

dollar cap that is too low will put the safe harbor financially out of the reach of
many small employers. Without the safe harbor, there is less incentive for the
small employer to subsidize dependent coverage at all. A better alternative is to
require a uniform employer subsidy of dependent coverage set at a percentage
of plan costs.

b. The dollar cap ignores health benefit cost differences due to geographic
region and to employee age. This will force a more generous employer subsidy
in certain areas of the country than for others, and for older workers. A uni-
form cost sharing percentage would avoid these problems.

c. Health care inflation drives insurance costs and is increasing faster than
wages. Without appropriate indexing, the dollar cap will cause additional cost
shifting to the employer in order to maintain eligibility for the safe harbor.
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d. Some unintended plan design actions that could result from an artificially
low cap on employee contributions include:

1. Shift of part of the existing subsidy for employee only -overage to de-
pendent coverage.

2. Reduce the benefits to lower costs to achieve the cap. This could in-
clude dramatically increasing front-end deductibles and out-of-pocket limits,
or dropping ancillary coverages such as prescription drugs, dental or vision
to help achieve the cap.

As an alternative to the dollar cap, we suggest establishing percentage cost shar-
ing limits. The employee contribution could be limited to 50%, of the total health
benefits cost for the plan to qua-lify for the safe harbor.

Section 89 artificially imposes a new definition of part-time employee of 171/2
hours per week on all employers and requires these employees be counted in test-
ing. For many of our small business customers, this boils down to a forced financial
choice of paying tax on their own benefits since the cost to expand coverage to all
part-time employees is a significantly greater financial burden. Business owners
who have voluntarily taken steps to provide health benefits to full-time employees
may be penalized by Section 89 for failing to cover part-time employees, when Con-
gress has yet to decide on how best to encourage more employers to provide health
coverage to their full-time workers. We support the simplification efforts of Senator
Pryor and others that exclude part-time employees who work less than 25 hours per
week from testing for all employers.

There are a number of other changes included in Senator Pryor's bill (S. 654) and
in Chairman Dan Rostenkowski's bill (H.R. 1864) which provide substantial relief.
These include: reinstituting the former Section 79 nondiscrimination rules for
Group Term Life plans in lieu of Section 89, changing the definition of highly com-
pensated employee to provide relief to counties and cities who have no highly paid
officers and the delay of former employee testing.

We also agree that the penalties included in the original law and modified by the
proposed regulations for failure to comply with plan qualification standards are ex-
cessive and warrant further modification. We are encouraged that both (S. 654) and
(H.R. 1864) take steps in this direction. A penalty assessed against the employer is
more appropriate in our view than one assessed against employees. Furthermore,
we strongly urge this change be expanded to clarify that satisfaction of the written
Vlan rules of ERISA be deemed satisfaction of the written plan rules under 89(k).

he proposed regulations appear to add a new requirement on top of existing
ERISA rules with no substantive difference in the end result. These regulations will
force many small fully insured employers to incur unnecessary additional expense
for a new "single written plan document." Employer resources already strained by
increases in health care costs should not be required to be spent on this unnecessary
duplication for no added benefit to participants. At The Principal Financial Group,
we are helping our customers cope with Section 89 in a number of ways:

1. We've established a toll-free number for both our customers and their
agents to call for help with Section 89 questions. We received nearly 3,800 calls
in the first four months of operation. The questions range from very basic to
complex, but reinforce our view that the complexity of Section 89 is contribut-
ing to a widespread lack of understanding on the part of small employers.

2. We are also providing our customers and their insurance agents with edu-
cational question and answer materials and an informational guide designed to
help them collect employee data and apply the tests. We re also offering testing
services.

As I indicated earlier, some policyholders are terminating their group plans
rather than face the task of compliance. Others are considering this alternative.
One customer with nine employees in Dayton, Ohio terminated his group plan and
gave each employee an additional $1,500 in pay to go and find their own health ben-
efits. We're quite sure the cost to these employees for coverage will be higher than
it would have been on a group basis, if in fact they spend the money on medical
insurance. Other examples of statements from policyholder letters include:

-A five employee mining company in Arizona: "Our decision to cancel our
Group Coverage was prompted by the IRS Section 89 legislation."

-A 19 employee company in Rhode Island: "The administrative requirements
and penalty clauses of Section 89 of the IRS code arp too excessive to make con-
tinuation of this policy practical."

Finally, I want to emphasize that it is our view that the two simplification bills
introduced in Congress represent important initial steps in the necessary task of
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eliminating the enormous administrative burdens imposed on employers by Section
89. We offer you our assistance in helping complete this process.

PREPARED STATEMENT OF SENATOR PETE V. DOMENICI

Mr. Chairman and members of the Committee, I want to thank you for this oppor-
tunity to share my views with you today.

I want to take a moment to describe some of the specific problems pertaining to
Section 89 that the business people in my state have relayed to me. In addition, I
would like to make a brief statement about my bill, S. 595, the "Section 89 Small
Business Relief Act of 1989." ,

First, I would like to applaud Secretary Brady for his attention to this issue. On
May 1 the Secretary ordered a delay in the July 1, 1989 effective date of the law
until October of this year. This will provide relief for employers across the country,
but it is not enough. It is an indication of the Administration's willingness to work
witi, Congress to fix the law.

Section 89 was enacted as part of the Tax Reform Act of 1986. With few excep-
tions, this law requires all employers who offer benefit plans to conduct a series of
complex statistical tests to ensure these plans are distributed fairly among all their
employees, whether they are highly compensated executives or whether they are
rank and file workers.

Mr. Chairman, with 25 million uninsured workers and workers' families in this
country, encouraging private insurance coverage is a worthwhile goal. I don't think
there is anyone here who would disagree with the intent of Section 89.

The problem is that small businesses, experts in benefit programs, accountants,
and attorneys are all finding that they are unable to figure out the rules necessary
to comply with the new law.

Approximately two months ago, on March 2, the IRS published regulations to im-
plement Section 89. Those regulations consist of 200 pages of rules for the business
people of this country to grapple with. But those 200 pages of rules, confusing as
they may be, are nothing compared with the confusion caused by the statute itself.

I applaud the IRS's efforts to clarify this monster known as Section 89. However,
employers are still left wondering what they are required to do to comply with the
law this year.

In fact, many employers have exhausted every source of information available to
them, and now they have begun to telephone my office to see if I can offer them any
guidance on whether their plans are in compliance with the law.

Mr. President, these are law abiding taxpayers who want to comply with the law.
But they can not comply because no one can tell them how. I certainly can't. And I
find that situation astonishing and frightening.

Last week I held a "Section 89 Forum" in New Mexico. Albuquerque is a relative-
ly small city, but over 300 people came to share their views and frustrations on this
issue.

I was astounded by what I learned. Even with benefits experts, insurance agents,
lawyers, and accountants, it is impossible for the employers in my state, or any
other state, to get advice that is 100 percent accurate.

Nevertheless, the employers in my state are going to great extremes to comply
with this law. I learned in this meeting that for $3,000, plus $20 per employee, "Sec-
tion 89 benefit testers" will let employers know if their plans are in compliance.
Many businesses have already invested large sums of money to comply, and now it
seems certain that we in Congress will change the law. I applaud that change. Em-
ployers will be glad to know that they may not have to go to this same trouble next
year.

One small business owner told me that she was approached by a company that
offered to sell her Section 89 software packages for $4,000. $4,000 for one piece of
software! There was one catch though. She had to buy it before the end of this
month, or the price would increase.

So long as the thrust of the law remains in tact, I do not believe new rules and
regulations will do much to aid compliance significantly. At best, they leave many
unanswered questions and raise new problems for employers who are making deci-
sions concerning employee benefit plans.

I have spoken with many business owners in my state as well as business groups
here in Washington. The consensus is clear: Congress should repeal or significantly
modify Section 89.
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Today I have brought some of the letters I've received from the business people in
New Mexico and elsewhere in the United States. I would like to submit them for
the record.

It seems there are two types of letters. Some business people say they are aware
of Section 89 and they are flabbergasted and outraged. Others aren't even aware of
the law or its ramifications.

One small businessman said that he had studied the meaning of the law very
carefully and decided the best way for his business to cope would be to drop the
company-sponsored health plan and raise everyone's salary by $100 a month. That
would allow the employees to decide for themselves whether or not they want to
purchase their own coverage or, as this businessman put it, "spend the extra $100
on beer."

Another employer told me "we know we'd pass the tests, but it would cost thou-
sands of dollars and thousands of wasted man hours just to prove it."

One small business woman wrote "we have elected to let sleeping dogs lie. We
will not be following through on plans to offer group insurance to our employees.
We are ver7 disappointed to have to make that decision. It was P service we wanted
toprovide.

These comments may sound extreme, but they are comments I have heard over
and over again. They provide a very accurate illustration of the frustration employ-
ers in this country feel.

Mr. Chairman, Section 89 is poor policy, by anyone's judgment. The more I learn
about Section 89, the more I think the tax writers set out to correct a perceived
wrong in the existing Tax Code. I'm convinced that if discrimination exists, it was
occurring in large businesses, not small businesses.

I am told by many members of the Chamber of Commerce in Albuquerque that in
most cases if businesses can afford to offer benefits to their employees, they offer
them to all their employees.

Most small businesses already offer comprehensive benefit plans. Instead of en-
couraging this, Section 89 serves as a hindrance. The requirements of this law place
an unfair burden on all businesses, but especially small businesses because they
don't have the resources to deal with the paperwork and compliance issues.

I am aware of an analysis prepared by OMB that estimates it will take approxi-
mately 10 hours per firm to comply with Section 89. From what I have heard from
the business people in my state, this estimate is ludicrously low. It will take more
time than that for them to just read through and understand the 200 pages of regu-
lations, much less collect the necessary data, and perform the testing computations.

I, along with many of my colleagues in the Senate and the House, are concerned
that Section 89--even with the regulations-will achieve the opposite effect of what
it was intended to do. Employers will be forced to spend exorbitant amounts of
money to comply with the law. This is money that they would rather spend on bene-
fits for their employees.

I think that Congress and the Administration are beginning to see the problems
associated with Section 89. Treasury Secretary Brady's recent decision to delay the
effective date of the law, and the impending penalties, is testament to the fact that
the law is flawed.

There are many in Congress who would like to scrap the entire law and start
from scratch. I hope we do not have to go to that extreme, but we may.

In 1987, 88 percent of all businesses in my state had fewer than 20 employees.
Thus, legislation directed at expanding coverage for the working uninsured must
focus on the small business sector because in large part, that is where the problem
is most pervasive.

Secretary Brady appeared before the Appropriations Subcommittee on Treasury,
Postal Service, and General Government, of which I am the Ranking Republican
Member. At this time I explained to him the particular problems Section 89 creates
for small businesses. He agreed that an exemption for small businesses, such as the
one I have created in my bill, may be necessary.

The bill that I have introduced proposes some very basic changes that will help
relieve the burden of this law on small businesses. Briefly I would like to tell the
Committee members about my bill. S. 595 would make the following changes:

1. Exempt all small businesses consisting of fewer than 20 employees from
Section 89 altogether;

2. Implement a 25-hour standard for part-time employees;
3. Delay the effects of the law for two years;
4. Provide that employers who offer benefits to all employees are in compli-

ance with the law regardless of whether or not the employee chooses to partici-
pate in the benefit package.
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Mr. Chairman, I would like to thank you and the members of this Committee for
giving me this time to voice my concerns about Section 89. 1 will look forward to
working with my colleagues to restore fairness to the law.

PREPARED STATEMENT OF SENATOR DAVE DURENBERGER

Mr. Chairman, it was just three years ago that this Committee unanimously ap-
proved the most significant restructuring of the tax code in the nation's history. In-
cluded in the massive tax reform bill was a little-noticed change in the rules govern-
ing the receipt of tax-free company-provided health insurance. For the first time,
the tax exclusion was conditioned on the requirement that employer-provided
health insurance be provided on a non-discriminatory basis.

In adopting the Section 89 rules, I think we all recognized that this provision, by
itself, would not overcome the problem of access to health insurance for the 37 mil-
lion uninsured. Yet we believed that it's adoption would expand participation in
company-sponsored health insurance and serve as an important step in expanding
the number of people who have access to company-sponsored health insurance bene-
fits.

Moreover, when one considers that over the next five years it will cost the Feder-
al Treasury more than $200 billion to allow companies to deduct the cost of health
insurance, it should come as no surprise that Congress wants to ensure that the
lion's share of this tax subsidy not be skewed in favor of the highest paid executives,
officers and owners of these companies.

Unfortunately, Mr. Chairman, while we may all agree on the goals underlying
Section 89, 1 believe that in its execution, the statute and the regulations are far too
complex for most businesses to comprehend and comply with. It is for that reason
that last December I began to work with Senator Pryor to develop legislation that
would substantially simplify the Section 89 testing and coverage rules. In March, we
introduced legislation (S. 654) that I believe addresses many of the concerns that
have been expressed to me by the business community. I am pleased and compli-
mented to have as many cosponsors on this legislation as we do.

Yet I must concede that the deeper I get into the entire issue of access to health
insurance, and the role that business must play in helping to solve that problem,
the more I am convinced that the solution offered by our legislation neither resolves
all of the legitimate concerns of the business community nor does it satisfactorily
address the twin issues of availability and affordability of health insurance in the
work place.

For example, we developed the concept of a model simplified health plan that
would enable employers to get out from under the maze of the Section 89 testing
rules. Using this approach, we tried to address the issues of availability by requiring
that a health plan must be made available to at least 90 percent of a company's
work force. And we tried to address the issue of affordability by setting an amount
of money that lower income employees could afford to pay toward monthly premi-
ums as a test of "discrimination.'

Despite our efforts, both Senator Pryor and I recognize that there are shortcom-
ings in this approach. While the $6.70 and $13.40 per week employee contribution
limit rules may be workable iii some parts of Minnesota and Arkansas, these limits
will create severe difficulties for businesses operating in many large cities. Not only
does our legislation not take into account health care costs in different regions of
the country, but it also fails to address the out-of-pocket costs that employees must
incur through co-payments and deductibles. What may appear as affordable health
insurance at first glance may on closer inspection turn out to represent unafforda-
ble coverage for many average workers.

Mr. Chairman, I think it is imperative that in our haste to resolve the legitimate
complaints of the business community, we should not substitute a set of narrowly
restrictive rules that limit an employer's incentive to provide a choice of health
plans that fit the varying needs of its workforce. Nor should we write a new set of
rules that wili discourage employers from adopting health plans that emphasize
cost-containment and employee accountability.

I know that the Chairman and every member of this Committee wants to resolve
the confusion over Section 89 as soon as possible. Yet at this point I am convinced
that we must place the issue of Section 89 in the larger context of how this country
is going to resolve the issue of broadening the availability of health insurance to the
millions of uninsured, and what role business is going to play in helping to resolve
this problem.
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Currently, the U.S. Bipartisan Commission on Comprehensive Health Care is
serving under a mandate to provide recommendations by the end of this year on
how to resolve the problem of broadening access to health care services for all indi-
viduals in the country. I am serving on that Commission along with Senators Pryor,
Heinz and Baucus. Max and I are its Vice-Chairs. It is our expectation that we will
come up with a comprehensive and, most importantly, a bipartisan set of recom-
mendations that we will be able to implement in the next session of Congress.

Mr. Chairman, as I see it, the issues surrounding Section 89 should be subsuried
by the recommendations of the Bipartisan Commission. In its deliberations, the
Commission must address isst es relating to the structure and availability of private
health insurance, as well as how such insurance interrelates with publicly funded
programs. Specifically, our charge is to recommend how the United States can
achieve universal financial access to medical care with most of it coming through
the workplace. Whether and how to change today's system of federal tax and other
subsidies to employed-financial health insurance so that all employers can afford to
provide some coverage to all employees is our challenge.

That is also part of the reason for the 1986 tax Act Section 89 provisions. It is for
that reason that I would recommend that this Committee consider delaying imple-
mentation of Section 89 for one year in order to give Congress the opportunity to
consider and implement the Commission's recommendations. In the interim, I would
be willing to work with the Chairman and the other members of the Committee to
implement one aspect of the Section 89 rules that I think we can all agree should
not be delayed.

I would like to see if we could draft a set of rules that addresses two concerns that
I think all of us share. It seems to me that if an employer offers coverage to its high
paid executives and does not offer coverage to its non-highly compensated employ-
ees, the value of the health insurance should automatically be included in the high-
paid employee's income. Secondly, if an employer offers more than one type of cov-
erage to its employees, and if a higher percentage of the highly paid employees
takes the more generous coverage, the value of the health insurance should be in-
cluded in the high paid employee's income.

PREPARED STATEMENT OF SANDY GALEF

Thank you Mr. Chairman, we .appreciate the opportunity to testify. I am Sandy
Galef, legislator on the Westchester County, New York, Board of Legislators and
vice chair of the Labor and Employee Benefits Steering Committee of the National
Association of Counties (NACo).1 I am pleased to a pear on behalf of NACo and its
member counties to discuss the impact of Section 89 on county governments, and to
provide our views on the proposed Section 89 Simplification Act, S. 654.

Mr. Chairman we have heard three explanations for why congress enacted the
current Section 89 legislation. We have heard it was enacted to discourage discrimi-
nation in tax-exempt benefit plans, to expand health insurance coverage to the un-
insured, and some have said it was enacted to raise revenues. In any event, we are
not convinced that it will accomplish any of these objectives. Instead, in order to
avoid compliance problems, Section 89 has caused many employers to seriously con-
sider dropping or reducing health benefits for their highly compensated employees.
As a revenue raiser, we believe cost of compliance will far exceed any increased rev-
enues that can be anticipated from Section 89.

Because we do not discriminate and because counties are the payors of last resort
for uninsured indigents, NACo strongly favors state and local exemption from Sec-
tion 89. Our track record in providing equal benefits to our employees and the safe-
guards against discrimination in the public sector will demonstrate that Section 89
is unnecessary in state and local governments.

Let me point out that we fully support not only the concept but the practice of
nondiscrimination in employer provided tax-exempt benefit plans. If you examine
the facts, you will find that state and local governments have for many years of-
fered their employees the same level of benefits, regardless of income, in Westchest-
er county, we offer all our employees the same health benefits. We pay the full cost
of both individual and family coverage. Under current law we are still required to

The National Association of Counties is the only national organization representing county
government in the United States through its membership, urban, suburban and r-iral counties
join together to build effective, responsive county government, the goals of the organization are
to: improve county government; act as a liaison between the nation's counties and other levels
of government; achieve public understanding of the role of counties in the federal system.
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pass the complicated nondiscrimination tests. Clearly, this is a waste of valuable
staff time and the taxpayers' money.

There are more than enough safeguards in the public sector to protect our em-
ployees from discrimination. As elected officials, our policy and practice are always
open to public scrutiny. If we exercise poor judgment, our voters don't mind showing
their disapproval when we face the ballot box every two to four years.

Counties stand to suffer financially when ever either our employees or residents
go uninsured or underinsured. In 31 states, counties are mandated by law to pay the
costs of health care for uninsured indigents inside their boundaries. Consequently,
there is every incentive for us to offer adequate health care coverage to our employ-
ees and encourage other employers to do likewise.

As public employers, counties have historically offered simple and uniform benefit
plans to elected, appointed and civil service employees. In most cases our health
plans do not remotely resemble those offered by our counterparts in the private
sector. In a 1987 report, the Bureau of Labor Statistics found that 94 percent of the
full-time employees in state and local governments have medical coverage and 85
percent have life insurance coverage. The report further shows in the majority of
cases, that state and local governments pay the full cost for individual coverage. In
27 percent of the cases, it shows that public employers pay the full cost of family
coverage; and in an additional 66 percent of the cases, we pay a portion of the cost
for family coverage. In light of these facts, Mr. Chairman, we are convinced that the
application of Section 89 to state and local governments is unnecessary.

Counties are not only public employers. We provide a full range of vital public
services to our residents, including health care, education, law enforcement, fire
fighting, courts, maintenance of roads and bridges, and nursing homes. As service
providers, we maintain over 1000 health care facilities across the nation, including
county hospitals and nursing homes. We spend a significant amount of our revenues
each year to provide health care to uninsured indigents. For many of us, this ia one
of the highest, if not the highest, annual cost for county services. The 1986 bureau
of the census report shows that counties sp.ant $14.9 billion on health care services.
It also identifies $7.2 billion as uncompensated health care costs for hospital serv-
ices. While these costs represent the total loss for public and private hospitals, it is
safe to assume that the vast majority of these costs were borne by county hospitals
since private hospitals usually refer uninsured patients to our hospitals.

We want to commend you and members of the committee for holding this hearing
to examine the impact of Section 89 on public and private sector employers. The
complicated testing requirements have already forced many counties to hire tax
consultants to help sort through an enormous amount of records to determine if we
will be able to comply with the nondiscrimination rules. We also commend the spon-
sors of the Section 89 Simplification Act. In our view, it will offer a reasonable altf.r-
native to the complicated testing requirements. We especially appreciat? the exemp-
tion for local governments and private nonprofit agencies which hdve no highly
compensated employees. Overall, we feel the simplification bill would be a first step
in the right direction. However there are a few improvements we would like to see
adopted in the bill.

We appreciate the safe harbor created in the bill, which would allow employers to
design their health plans to preclude the need for nondiscrimination testing. While
this simplified health insurance arrangement might be an attractive alternative, we
feel the limits on employee contributions for individual and family coverages are
much too low. These levels do not reflect the employer/employee cost sharing that
now exists nor the fact that health care costs generally increase much faster than
any consumer price index or the minimum wage.

We would also encourage members of the committee to replace the nondiscrimina-
tion rules under current law with a more simplified rule. For employers who cannot
comply with the simplified health arrangement, a reasonable alternative must be
available without the unnecessary data collection and reporting requirements.

In summary, Mr. Chairman, we believe S. 654 would provide an improvement to
the existing Section 89 nondiscrimination rules. We believe these improved rules
should be applied to areas where broad-based discrimination exists. They should not
be applied to public employers who have traditionally offered the same level of ben-
efits to all of their employees and who have safeguards in place to protect against
discrimination. To do so, when there is no evidence of discrimination, would be a
disservice to our employees and increase costs to our taxpayers. We strongly encour-
age you and all members to support legislation that will exempt state and local gov-
ernments from Section 89.
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Mr. Chairman, thank you for the opportunity to testify and I would be happy to
answer any questions at the appropriate time.

PREPARED STATEMENT OF KARL HANSEN

Thank you, Mr. Chairman, members of the Committee. I am Karl Hansen, an in-
surance broker who lives and works in Mountain View, California. I am here today
representing the National Association of Life Underwriters (NALU). NALU is a f-
eration of state and local associations and represents those associations on matters
of importance to them and the 135,000 sales professionals in life and health insur-
ance and other related financial services who are members of those local associa-
tions. I am chairman of NALU's Federal Law and Legislation Committee's Task
Force on Health Insurance.

As a health insurance broker, I daily work wich employers who are providing
group health insurance to their employees. My company has more than 300 employ-
er clients, most with employee groups of 50-100 employees. I have had to learn as
much as possible about the requirements and purposes of Section 89 in order to
advise my clients on how to comply with Section 89's rules, and, where necessary,
how to modify their plans so that they -are nondiscriminatory as defined in Section
89. Thus, I--and many thousands of my colleagues-have first-hand experience with
trying to tailor market-driven group health plans to a set of statutory rules that
reflect social, tax policy and revenue needs to a far greater extent than they accom-
modate the real-world group health insurance market.

Let me begin by expressing my own and NALU's appreciation for your effort to
reform Section 89. It is clear that much of the'complexity in current law and pro-
posed regulation stems from a laudable effort to be fair, especially with respect to

y-compensated employees of large, diverse businesses. However, it is equally
clear that there is an overriding need for a discrimination test that is simple, one
that eliminates the need for the burdensome data tracking required by current
law's actual coverage-based tests. We believe that your simplified health plan con-
cept as described in S. 654 would solve this need for simplicity. We also very much
support the fact that the design-based health plan concept in S. 654 is offered as an
alternative to current law, but allows employers to choose to comply with the actual
coverage-based tests that are in place under current Section 89 if they cannot take
advantage of the simplicity inherent in the design-based test. However, we will offer
for your consideration changes to the testing standards that we believe will improve
their usefulness to smaller and less complex group health plans, as well as to the
larger, more diverse employer groups. In short, with some important modifications,
we fully support S. 654.

DOLLAR-AMOUNT AFFORDABILITY STANDARD IS TOO RIGID; PRODUCES UNEVEN IMPACT ON

QUALITY OF AVAILABLE COVERAGE

Although NALU supports the concept of the simplified health arrangement as
embodied in S. 654, we suggest that the rules would be more suited to the actual
marketplace-and just as effective at encouraging broad-based coverage-if the af-
fordability standard were modified. Currently, S. 654 would cap the premium to be
paid by a non-highly compensated employee at $6.70/week for employee-only cover-
age and $13.40/week for the employee and his/her family coverage. Although these
amounts are indexed to the minimum wage, they will not automatically adjust to
changes in health care costs, and therefore, health insurance premiums. Thus, in
addition to the cap as proposed being too low in most instances and in most areas to
reflect actual costs and actual employer contributions, it is all too probable that
rising costs and therefore premiums will make those dollar amounts even more un-
manageably inadequate in the foreseeable future. If inadequate dollar-amount em-
ployee contributions drive employer costs unacceptably high, the result could be a
serious decline in the level of employer-provided coverage.

Another serious problem with use of dollar amounts pegged to minimum wage as
the standard for measuring affordable employee, contributions is the fact that geo-
graphic and demographic variations around the country will make the impact of the
cap fall unevenly on both employers and employees. For example, employers in
above-average cost areas are likely to be paying more than minimum wage for jobs
that would command only minimum wage in lower-cost areas. Plus, the cost of
health care and health insurance is likely to be higher in the high-cost areas. Yet,
the uniform $6.70 and $13.40/week caps-even if raised to the more realistic (but
still too low for family coverage) $10 and $25/week levels suggested in H.R. 1864-
cannot reflect these differences. The result could be lesser-quality plans being of-



118

A major medical plan that includes a discount for use of participating health care
providers (a "PPO" feature), maternity coverage a $100 individual ($300 family) de-
ductible and a 90/10 copayment feature for the first $500 of individual ($1,000 for
family) expenses would cost per month about $131 per employee; $243 for employee
plus spouse; $248 for employee and child; and $360 for employee, spouse and chil-
dren. (Please bear in mind that lesser coverage for example, a plan with higher de-
ductibles and/or copayments or fewer benefits would cost less. Conversely, eliminat-
ing the "PPO" feature or reducing the deductible or copayment would increase the
cost.)

Thus, to meet the discrimination standards bet out in S. 654, this employer would
have to pay $101.97 for each of its 15 employee-only insureds; $184.94 for each of its
11 employee and spouse people; $301.94 for each of its 18 full family coverages; and
$189.94 for each of its F employee and child beneficiaries. Thus, this employer is
facing a total monthly premium cost of about $10,138.45 if its plan is to meet the
discrimination tests set out in S. 654. This compares to $12,635 in total monthly pre-
mium for this group. Thus, to be nondiscriminatory, this plan would require the em-
ployer to pay about 80% of its cost.

Let's compare this to percentage of compensation and percentage of premium
standards. Assume for the sake of argument that an affordable percentage cap
would approximate the percentage of the dollar amount cap to the minimum wage.
Thus, at $6.70/week for employee coverage on a full-time (40 hour) minimum wage
worker ($3.65/hour multiplied by 40 hours, or $7,592/year or $632.66/month), the
percentage would be 4.6% of compensation for employee-only coverage. For depend-
ent coverage, a $13.40/week contribution translates into about 9.2% of the full-time
minimum wage worker's compensation. A percentage of premium cap should reflect
average premium costs as well as typical cost-sharing between employer and em-
ployees.

Under the percentage of compensation test the minimum wage workers' maxi-
mum contribution would remain at about $29/month for employee coverage and
$58/month for dependent coverage. But the other 45 workers cou!d be charged
more. Thus, by using a percentage of compensation test, the employer would have
the option of reducing the minimum wage worker's contribution by charging more
to those who earn more; and, most importantly, would have some room to absorb
rate increases due to improved coverage, inflation or a change in employee popula-
tion that results in more dependent coverage costs. A similar analysis proves that a
percent- age of premium test could also provide flexibility, especially with respect to
multiple dependent rate structures, without sacrificing low-income affordability.

For these reasons we encourage you to offer a choice among dollar amount, per-
centage of compensation and percentage of premium affordability standards. Such a
choice could well produce the incentive to expand coverage rather than shrink it as
economic conditions change.

DESIGN-BASED TEST EASES COMPLIANCE BURDEN; BUT FAIRNESS REQUIRES A FLEXIBLE, IF

MORE COMPLICATED, ALTERNATIVE

The basis of S. 654-the provision of a "prototype" design-based availability test
that is simple to understand and to administer-will alleviate many of the compli-
ance problems inherent in the actual coverage tests that form the basis of current
IRC Section 89 and ita proposed regulation. The requirement that at least one plan
be available and affordable to at least 90% of the employer's non-highly compensat-
ed employees is in fact a simple-to-understand, easy-to-administer concept. We sup-
port it. We also support S. 654 in that it offers this test as an alternative to the
more complicated actual coverage based test concept rather than as the only way an
employer's highly compensated employees can receive tax-free group health insur-
ance. Simplicity, for all its merits, also has some disadvantages, chief among them
being little room to accommodate flexibility. In addition, the requirement that the
core plan(s) be affordable as well as available raises difficult issues that can be fully
and fairly resolved only by allowing an employer to choose between the simple
design-based test and the more complicated actual coverage test concepts embodied
in current IRC Section 89. Although the addition of percentage of compensation
arid/or premium testing standards help with the flexibility requirement, they do not
allow the kind of creative, flexible planning that cost-conscious, larger employers re-
quire. The actual coverage tests-the 90/50 test and 75% benefits test are particu-
larly useful for computerized employers witb trained benefits personnel and large
low-to-medium-wage work forces. It ir possible-indeed probable-that current law
Section 89's actual coverage tests can be simplified, and to do so would be a worthy
accomplishment. But diversity requires flexibility and that, in turn, requires a
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fered in high-cost areas, where many of the lower-paid employees could, as a result
of comparatively higher wages, afford to contribute more for better quality cover-
age. Conversely, the employees in lower-cost areas might end up paying compara-
tively more for similar levels of coverage when geographic and demographic com-
parison factors are examined.

Any fixed dollar amount cap could have a discriminatory, adverse impact on older
employees working for companies with fewer than 15 employees. Thete small groups
are typically fully underwritten; i.e., each plan participant's medical history is ex-
amined. The result is that older workers will cost more to cover. This could tend to
discourage small businesses from hiring older employees (or any employees with rel-
atively higher health insurance costs) because the employer share of the cost would
be higher than if younger, healthier people were hired. Age is not the only potential
problem. Potential employees who are more likely to have families-younger
women, newly-married people, etc.-are more likely to use maternity benefits. Thus,
the dollar amount cap could discourage small employers from offering any materni-
ty coverage, or from h-'ing people who may seem more likely to be planning fami-
lies.

Ir addition, the single cap for "family coverage" cannot accommodate actual
availability of different premium rates for different family structures. Many insur-
ers are offering rates pegged to family size. For example, some plans offer one pre-
mium for employee plus spouse; another, higher rate for employee plus spouse plus
children; and/or still other rates for employee plus children only or employee plus
1, 2 or 3 dependents. Again, the $13.40 cap could produce an uneven effect in terms
of the quality of coverage available because of the cost associated with varying
family size and structure.

AFFORDABIJJTY STANDARD SHOULD ALLOW FOR PERCENTAGE OF PREMIUM AND/OR
EMPLOYEE COMPENSATION

The addition of an alternative affordability standard tied to percentage of com-
pensation and/or to percentage of premium could solve many of the problems that
could arise under a dollar amount cap. Although such a standard would be a bit
more complicated than the dollar amounts, it would give employers a choice that
could make a difference between offering a plan at all versus one that would be af-
fordable to the employer.

A percentage of the employee's compensation as an affordability standard allows
more flexibility in financing without sacrificing much, if any, economic affordabil-
ity. Further, because wages and prices tend to be related (i.e., high-cost areas tend
to be higher-wage areas, too), the percentage of compensation standard would, to a
degree, reflect the geographic and demographic variations that produce such an
uneven impact on the dollar amount standard. If the test allowed the use of a per-
centage of premium as well, the problem of multiple rate structures would also be
eased.

To illustrate, let's compare a group and how it would fare under several scenarios.
Assume, please, a group of 50 employees in my home town, Mountain View, Califor-
nia. The Mountain View area is right in the middle in terms of high versus low cost.
The group breaks down as follows:

5 employees who are highly compensated; all have a need for dependent cov-
erage. Three need to insure their spouses and children; I will cover only a child
and the 5th will insure only a spouse.

45 non-highly compensated employees, 5 of whom are earning minimum wage
(40 hours/week at $3.65/hour, or $7,592/year). Of the 45, only 15 carry employ-
ee-only insurance; the remaining 30 need dependent coverage. Ten want spouse-
only; 15 cover spouse plus children and 5 insure only one child.

Under the rules proposed in S. 654, the employer would have to make a core
health plan available to at least 90% of the 50 employees (45). Since our fictitious
group will cover all 50 employees, that test is met easily. Next, to be nondiscrimina-
tory, the employer can charge its 50 employee insureds $6.70/week each, or $29.03/
month ($6.70 multiplied by 52 divided by 12). The 35 employees who need dependent
coverage can be charged an additional $13.40/week each, or $58.06/month ($13.40
multiplied by 52 divided b7 12).

Now let s look at what s available in the marketplace, at what price. First, the
most typical employer payment for health insurance is either 50% of the total pre-
mium (employee plus dependent coverage), or 100% of the employee premium and a
varying portion of the dependent coverage premium. Although there are many vari.
ations, a common scenario would be the employer charging the employee 20% of
his/her individual premium and 50% of the family coverage premium.
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degree of complexity to be fair. This is especially well-illustrated by the problems
experienced by cafeteria plans trying to use a simplified health plan test.

Thus, while many--perhaps most-small employers will welcome a safe harbor
that embodies the concepts contained in S. 654's simplified health arrangements,
the larger, more labor-intensive employers will likely benefit more from the more
complicated .-tual coverage tests Many have already invested time and money re-
sources in learning current Section 89 requirements and making the plan changes
needed to comply. For them, requiring adherence to an admittedly simple but also
comparatively rigid design-based test would represent a hardship at least as burden-
some as the complicated actual coverage based tests impose on the smaller employ-
ers For this reason we support S. 654 over H.R. 1864.

INCENTIVE TO COVER PART-TIMERS POSSIBLE IN ACTUAL COVERAGE-BASED TESTS

One of the principal motivations behind enactment of Section 89 was a desire to
expand employer-provided group health coverage, especially to low-paid and part-
time employees. The economics of doing business argue against having to include
half-time workers in discrimination testing calculations and for this reason NALU
supports easing the part-time rule to 25 hours. However, we also support the provi-
sion of incentives to cover more workers. Therefore, we suggest that you consider
adding an economic incentive to the actual coverage test part-time hours rules. As
they are currently written the rule "count' 17/2-30-hour workers as approximately
equal value--i.e., the 1/2-time worker is counted as if he/she received one-half of a
full-time worker's benefits. This "conversion factor," if weighted to 2.5 (instead of
the current (2) for 17 -hour workers (1.66 instead of 1.3 for 221/2-hour workers),
could provide an incentive to the employer to actually cover its part-time workers.
This is because by doing so the employer could enrich the tax-free coverage it could
provide to highly-compensated employees. Such an approach-if not too costly in
lost federal revenues-could well turn out to be ar, efficient, effective way to expand
health coverage of low-paid, part-time workers.

DEFINITIONAL MODIFICATIONS ARE NEEDED

For both design-based and actual-coverage-based tests some further definitional
modifications are needed. We would like to focus on fdur specific needs.

First, there remains a real question about how to treat independent contractors
for testing purposes. Although it makes sense to treat some independent contractors
as if they were leased employees, in many cases the facts are different enough to
warrant different treatment. One example is a sales force-like some life insurance
agents-that is made up exclusively of independent contractors. Such a group really
is not comparable to the in-office employees of the company. Thus, we urge you to
create a safe harbor for independent contractors that would allow them to be tested
as a separate line of business.

Second, there is now and will be even more in the near future (due to pending
accounting practices changes) a real difference in health plans that benefit active
employees and COBRA-qualified beneficiaries as compared to retired employees who
continue to receive employer-provided health insurance. Thus, we ask you to allow
separate testing for former employees who are participating in a retiree health
plan.

Third, the pending proposed Section 89 regulation specifies that accidental death
and dismemberment (AD&D) benefits are governed by Section 105, and therefore
would be subject to Section 89 discrimination rules. However, the typical AD&D
benefit-which is a near-universal feature of group health plans-is structured and
priced like most Section 79 group term life insurance. Thus, it would be far more
appropriate to test for discrimination in AD&D benefits under the discrimination
rules of Section 79 rather than the Section 89 requirements. We urge you to specify
this in the final Section 89 legislation.

Fourth, it is important to test union employees separately from other employees.

A WORD OF CAUTION: COST COUNTS!

NALU supports your effort to simplify and rationalize the Section 89 antidiscrimi-
nation rules but, like you, we are mindful that there may-probably will-be a cost
to the reform effort. To date, that cost has not been calculated for any of the reform
proposals, nor have there been offered suggestions on how to pay that cost. Until we
know the cost, and the source from which it will be paid, NALU's support for any
specific Section 89 reform proposal must be contingent on identification of an ac-
ceptable financing mechanism.



120

SUMMARY: IF COST-EFFECTIVE, S. 654, AS MODIFIED, REPRESENTS SIGNIFICANT
IMPROVEMENT

To the extent that the cost of Section 89 reform is acceptably financed, NALU
supports S. 654, as modified. In other words, we urge you to enact discrimination
rules that offer a design-based test as a simple fjafe harbor, with affordability de-
fined as either a dollar amount cap or a percentage of compensation and/or premi-
um cap. We also encourage you to retain actual coverage based testing for those em-
ployers with flexibility needs that outweigh the cost of complying with complex but
flexible rules, to accommodate the existence of independent contractor labor forces,
to treat collectively-bargained plans separately, and to differentiate between retired
employees 'participating in a retiree health plan from other former employees.
AD&D benefits should be tested for discrimination under Section 79 rather than
Section 89 provisions.

S. 654 DESERVES SUPPORT, THANKS

In closing, we would like to emphasize how good an effort we think S. 654 repre-
sents. It solves many of the problems inherent in current law Section 89 and goes a
very long way towards creating workable discrimination rules for employer-provided
group health insurance. We thank you Mr. Chairman and members of the Commit-
tee for your efforts to date, and for your willingness to consider our input. We will
be glad to assist you and your staff in any way we can as this process moves for-
ward. I'll be glad to try to answer any questions you may have.

Thank you.
Enclosure.

THE NATIONAL ASSOCIATION OF LIFE UNDERWRITERS

NALU CALLS FOR SECTION 89 REFORM, SUPPORTS S. 654 WITH SOME MODIFICATIONS

WASHINGTON, D.C., May 9-A spokesman for the National Association of Life
Underwriters (NALU) told the Senate Finance Committee t6day that the nation's
life insurance agents fully support efforts to reform Section 8 nondiscrimination
rules.

Karl Hansen, an insurance broker from Mountain View, CA, said NALU believes
S. 654, a bill offered by Sen. David Pryor (D-AR), represents a significant improve-
ment over current law and "goes a very long way towards creating workable dis-
crimination rules for employer-provided group health insurance."

Hansen is chairman of a NALU task force on health insurance and his company
services over 300 employer clients, most with group plans of 5-100 employees.

As Hansen explained to the committee, insurance agents have had considerable
"first-hand experience" with the new law, since their clients often ask them for
advice on how to comply with Section 89's complicated testing requirements.

Ideally, Hansen said, NALU would like to see a blend of S. 654 and H.R. 1864, the
House Section 89 reform bill introduced by Rep. Dan Rostenkowski (D-IL). Hansen
urged the committee "to enact discrimination rules that offer as an alternative to
current law a design-based test as a sale safe harbor, with affordability defined as
either a dollar amount cap or a percentage of compensation and/or premium cap."

Hansen said S. 654's design-based test-which would require employers to offer
affordable core health benefits to at least 90 percent of their employees-should be
offered as a "safe harbor" alternative to current law. Such a safe harbor would be
easier to understand, Hansen noted, but it wouldn't be as flexible as existing law.
He said employers should have the choice of complying with current law or using
the safe harbor in S. 654.

Hansen also suggested that the dollar-amount affordability standard in S. 654,
which is pegged to the minimum wage, may be too rigid. Hansen said rising premi-
ums could make the dollar amounts "unmanageably inadequate in the foreseeable
future."

Hansen recommended the legislation include a more flexible "alternative afford-
ability standard tied to percentage of compensation and/or to percentage of premi-
um." He said that such a choice "could well produce the incentive to expand cover-
age rather than shrink it as economic conditions change."

NALU also supports easing the part-time rule to 25 hours rather than the 17.5
hours required under existing law, but, Hansen said, economic incentives should be
added to encourage employers to cover more workers.



121

Finally, Hansen asked the committee to consider changes clarifying the treatment
of independent contractors, retired employees, collective-bargaining employee
groups, and accidental death and dismemberment benefits.

The National Association of Life Underwriters (NALU), founded in 1890, is a fed-
eration of state and local associations representing over 140,000 sales professionals
in life and health insurance and other related financial services.

PREPARED STATEMENT OF SENATOR JOHN HEINZ

Chairman Bentsen, I commend you for holding today's hearing on Section 89-
what could be considered the most challenging benefits legislation to come down the'
road since ERISA. I am familiar with another equally telling description of the Sec-
tion 89 regulations which pictures these rules as "Congress' attempt to drop an
atomic bomb on a suspect anthill-and missed the anthill." Although we can see
humor in this description, Section 89, as we all know, is a very serious matter which
needs to be resolved quickly to protect employees and employers from it's fall-out.

Mr. Chairman, I would ike to express my thanks to you and your staff for select-
ing such an impressive and diverse group of experts to voice their concerns with
Section 89 in it's current form. I anticipate that each of the speakers will be able to
shed some light onto this difficult problem. And, I am confident, by the end of the
proceedings, my colleagues and I will have a better idea of what additional steps are
needed to simplify the current rules.

I would like to take a moment to highlight the rational behind the rules. Mr.
Chairman, as you know, currently the federal government is offering enormous tax
incentives to make sure our employed citizens have access to health care, through
their employer's health plans. Section 89 was created to ensure that our favorable
tax treatment of health plans is being used in an equitable manner and that the
availability of benefits is not contingent upon theemployee's income.

However, Section 89 was a good idea that simply got lost in drafting. Instead of
staying with the simple concept the Congress had in 1986, the Conferees on the 1986
Tax Reform Act adopted lengthy rules to ensure that workers actually elected and
received health benefits in a non-discriminatory fashion. The concept of a nondis.
criminatory result in the election of benefits is important, but it is also the father of
all the complexity in the Section 89 rules.

The complexity of these rules may be more than an administrative nightmare-it
may actually work against our health policy goals of expanding health coverage and
restraining the increasing cost of health care. I think it is more than a little bizarre
that the tax lawyers have played such a major role in rewriting health policy. We
might wish for tax purposes that the world of health benefits was simple, but we
have to remember that there are a lot of other policy goals we are serving with
health benefits than merely paying equitable taxes.

Mr. Chairman, I have heard from many Pennsylvania businesses expressing their
frustration and anger caused by the complexity of these regulations. Many people
tell me of the thousands and thousands of dollars they are spending trying to
comply with the law. They tell me about the long hours they have spent dealing
with these eligibility tests-hours they all feel could be much better spent running
their business and serving their customers.

A businessman in Carlisle, Pa., who supports the idea that benefits be uniform
throughout an organization, writes that the legislation creates an incredible paper
burden on American business and will have the effect of reducing, rather than en-
hancing, benefits for working class Americans. He points out that "it is obvious that
those who wrote Section 89 have never managed a business."

I would also like to read an excerpt of a letter I received from the manager of the
Township of Upper St. Clair in Pennsylvania who writes, "I believe that while the
intent of the regulation may be logical .. , the result ..- is disastrous and the intru-
sion caused in unacceptable. Quite frankly, it may be cheaper for the Township and
the other employers to reduce or eliminate benefits rather than to come into compli-
ance with a one-sided regulation."

Mr. Chairman, we have got to find a workable solution. We can riot afford to let
business forego providing health and welfare benefits, just because we became over
zealous in our efforts to legislate. We need to simplify these rules and to return to
the original intent of the law. Senator Pryor and I along with 34 of our colleagues
have joined together in developing what we believe has the potential to be that
workable solution. Basically, we propose that if an employer offers benefits to 90
percent of the rank-and-file workers and that these benefits are affordable to them,
testing is not needed:
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I hope that the witnesses today will provide us with constructive suggestions to-
wards improving the Pryor proposal and also comment on the other proposals which
have been introduced in both Houses of the Congress. Mr. Chairman, in addition, I
want to personally express my willingness to cooperate with you in our mutual ef-
forts to quickly diffuse our so-called "atomic bomb." I would ask that my written
statement be submitted for the record.

PRi'AREID STATEMENT OF MARY KELLEY

Mr Chairman, on behalf of the more than half million small business owners who
are our members, the National Federation of Independent Business (NFIB) is
pleased to submit this statement of our members' concerns with Section 89 of the
Internal Revenue Code.

At the moment, NFIB's members strongly support the repeal of Section 89. They
are concerned that it will negatively affkct their ability to expand health insurance
coverage to their employees. Growing labor market shortages are pushing small
business owners to expand wage and benefit packages in order to attract and keep
quality employees, but compliance with Section 89 will divert scarce resources
which could be spent on health insurance and other benefits.

Another reason small business owners favor repeal of Section 89 over other solu-
tions is their strong belief that its only real policy objective is the taxation of em-
ployee fringe benefits. And NFIB's members have voted overwhelmingly numerous
times in opposition to the taxation of employee fringe benefits.

The complexity of Section 89 is not the only objection that small business owners
have with the statute. For a discussion of the complexities of Section 89, I would
direct the Committee's attention to our testimony submitted to the Senate Small
Business Committee on April 13, 1989. But since nearly everyone has conceded the
complexity problem, I will focus here on more fundamental objections to Section 89.

Small business owners perceive Section 89 to be fundamentally unfair and arbi-
trary in its treatment of them and their employees. By requiring annual testing,
Section 89 assumes that employers are in fact discriminating or are just waiting for
a chance to discriminate. Furthermore, the statute defines employers as discrimina-
tory based on actions taken by their employees, i.e. it defines discrimination based
on actual participation in benefit plans, not on the availability of such plans. And as
if this were not enough, Section 89 leaves employers' and their employees' tax liabil-
ity uncertain, dependent on the choices of other people, and subject to vast changes
retroactively.

Another fundamental objection to Section 89 is its attempt to force employers to
consider anyone working more than 171/2 hours per week as a full-time employee.
This is objectionable for at least three reasons. First, in many parts of the country
insurance companies will not sell health insurance covering employees who work
less than 30 h(',rs per week. Second, 30 hours per week is much more in line with
the economic realities and working practices of small firms in determining which
employees an employer can afford to provide benefits for. And, third, having any
threshold less than 30 hours per week would almost' certainly cause employers to
reduce the part-time work available in their firms.

A third fundamental objection is the definition of highly-compensated employees.
Section 89, and so far every bill to modify it, defines highly compensated in such a
way that all small business owners would be considered highly compensated. This is
because the definition includes a five percent ownership test. Therefore, whatever
his or her actual dollar income, every owner of a small business would be considered
highly compensated, even though the average self-employed person in this country
makes substantially less than $30.000 annually.

Finally, our members fundamentally object to Section 89 because its only clear
cut policy accomplishment will be to begin the taxation of employee fringe benefits.
In an effort to increase the tax base by putting limitations on the exclusion from
income for employer-provided health insurance, Section 89 has put in jeopardy the
very policy goal, i.e. increased health insurance coverage, it seeks to foster. Nothing
is accomplished but increasing revenues and aggravation.

The President's Tax Proposals to the Congress for Fairness, Growth, and Simplici-
ty (May 1985) includes, in its discussion of the reasons for tax reform, the following:

For some, it [the current tax system] seems a difficult-and sometimes
even ridiculous-administrative burden (emphasis added).

Efforts to increase compliance within the framework of the current
stem seem not only to have reached the point of diminishing returns.

ey often seem to be counter-productive: They increase resentment and dis-
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respect for a system that cannot long function without a firm foundation of
public confidence.

Unfortunately the President's proposal then went on ,in Chap 3, part A) to pro-
pose complicated and counter-productive non-discrimination rules for employer-pro-
vided health insurance and other fringe benefits. Without thoughtful analysis of ef-
fects, appropriateness, or costs, the President's proposal became one of the sources
of the monster created by Section S ).

Efforts to increase the scope of non-discrimination rules previously applied-right-
ly or wrongly--to pension plans have gone too far in being applied to other fringe
benefits Such efforts have proved to be truly count('rprxh('tite, beyond the lxnrnt of
diminishing returns, and have increased resentment and disrespect for the tax
system. Besides, health insurance and pensions are completely different products
and face utterly different market forces.

It is our members' belief that the voluntary provision of' employee health insur-
ance by employers should be held to be in the same category as the President's pro-
posal and Congress place home mortgages, obligation to So'til security benefici-
aries, disabled 'eter1ns. and churitabl contributions.

Only a limited number of special deductions and exclusions would be re-
tained fin the tax code] principally those that are uwlely used, and generally
judged to be central to Amerwan values.

Eighty five percent of the American population is now covered by health insur-
ance-the vast majority provided by employers-up from 40% in 1940. So this exclu-
sion is widely used, more widely used than home mortgage interest deduction. Em-
ployer-provided health insurance is also certainly judged by the marketplace to be
central to American values. After paid vacations, it is the most demanded and given
fringe benefit in the labor market.

Section 89 purports to be an effort to increase health insurance coverage among
the working poor and to eliminate alleged abuse of the tax code by employers who
give themselves and their highly-compensated employees better fringe benefits than
their non-highly-compensated employees. The first goal, expansion of coverage, cer-
tainly will not be accomplished by adding a new hurdle to offering employee health
insurance. The second goal, non-discrimination, appears to us to be based on an un-
founded assumption of widespread abuse. In fact, the Treasury Department admits
there is no evidence of widespread discrimination in the offering of employer-spon-
sored health insurance. Trying to mandate nondiscrimination is an exercise in di-
minishing returns which dramatically decreases the chances of reaching the first
goal. In short, Section 89 appears to be a solution looking for a problem.

Furthermore, the working poor don't have health insurance for a lot of reasons,
but employer discrimination does not appear to be one. The competition and mobili-
ty in the labor markets of today work powerfully against discrimination. The major-
ity of these employees don't have health insurance because they either choose not to
purchase it or because their employers cannot afford to provide it. Section 89 only
adds to the problem of affordability, and any variation on the current Section 89
will do the same.

As for the alleged problem of excessive benefits for the highly compensated, where
is the evidence? And wouldn't some form of "facts and circumstances" test be a
more flexible, productive manner of trying to get at that which may exist, rather
than a "one size fits all" policy? Another approach might be some form of simple
certification of non-discrimination on the part of employers or insurance carriers, as
suggested by Senator Domenici. Trying to micromanage small business is an expen-
sive mistake.

If Section 89's stated objectives are already, in fact, being accomplished by pre-
1986 tax policy and market forces, why are we going through this exercise? We be-
lieve it is because tax policy purists object strongly to any form of income escaping
taxation. By extension, then, the exclusion from employee income of the value of
employer-provided health insurance signals abuse and lost revenue to such people.
But there is no law of nature which says taxation's only purpose is revenue collec-
tion.

It is useful here to ask why it is that Section 89 calls for the taxation of the value
of employees' health insurance if their employer is found to be discriminating. This i6
an example of the fundamental unfairness of Section 89, that a second party should
suffer tax consequences for the "failures" of another person. But in the context of
tax base broadening, of a global definition of income, and of tax policy purity, it
becomes clear why employees' fringe benefit income is taxed because of the non-
compliance of their employer. That was the real objective and goal of Section 89-to
tax fringe benefits.

20-998 - 90 - 5
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Discrimination is a powerful political smoke screen for assaulting the tax exclu-
sion of fringe benefits. No one wants to be portrayed as supporting discrimination.
The underlaying logic of Section 89 is therefore said by some to be unaseailable.

Of course it is assailable. It is easily assailable to anyone who has the courage to
simply think about it. Where is the evidence of discrimination? What is Section 89
doing to health insurance coverage? What other policy goals are being trammeled
by non-discrimination rules? What are the costs and consequences of pursuing the
logic of Section 89? Is "sameness" the same as "fairness?" Why wasn't the allowable
amount of excluded income just capped? Why weren't fringe benefits taxed directly?

Section 89 is misguided tax policy and bad social policy. As Norman Ture, Presi-
dent of the Institute for Research on the Economics of Taxation has said, [Section
89's] repeal would contribute to fairer and more efficient compensation arrange-
ments throughout the economy."

SUBMITTED STATEMENT OF THE NATIONAL FEDERATION OF

INDEPENDENT BUSINESS

Before: House Ways & Means Committee
Subject: H.R. 1864
Date: May 2, 1989

Mr. Chairman, on behalf of the more than one half million small business owner
members of the National Federation of Independent Business (NFIB), I am pleased
to submit this statement of our members concerns with Section 89 of the Internal
Revenue Code and our suggestions for modifying H.R. 1864.

Mr. Chairman, NFIB applauds your introduction of H.R. 1864 as a major step
toward correcting many of the most troublesome and unmanageable aspects of Sec-
tion 89. We believe it can be improved in a number of ways.

We also believe it leaves unresolved a number of important health care policy
issues, such as, will Section 89 non-discrimination rules in fact increase health in-
surance coverage among rank and file employees? We are uncertain, but very dubi-
ous, at least as it applies to the employees of small businesses, that it will.

At the moment, NFIB's members strongly support the repeal of Section 89. They
are concerned that it will negatively affect their ability to expand health insurance
coverage to their employees. Growing labor market shortages are pushing small
business owners to expand wage and benefit packages in order to attract and keep
quality employees, but they are concerned that compliance with Section 89 will
divert scarce resources which could be spent on health insurance benefits. They are
also concerned that Section 89 will result in a reduction in insurance coverage being
offered.

One of the reasons small business owners favor repeal of Section 89 over other
solutions is a strong feeling that its only real policy objective is the taxation of
fringe benefits. Or even worse, as nothing more than a blatant revenue raising
device.

It seems to us that the Congress is on the very sharp horns of a dilemma. H.R.
1864 and constructive modifications of it will be relatively simple but rigid. Being
rigid, this solution will, in all likelihood, not be able to accommodate all of the
choices in the health insurance marketplace, and will do nothing to increase health
insurance coverage among rank and file employees.

On the other hand, the current Section 89, which is relatively flexible, is extreme-
ly complex-so complex and so punitive that employers are already dropping health
insurance programs.

Unfortunately, neither Section 89 nor H.R. 1864 are effective solutions in the
health policy area. From NFIB's perspective it appears that the important public
policy objectives of Section 89 are in fact best accomplished by returning to pre-1986
tax law.

With the introduction of H.R. 1864 and the scheduling of these hearings on those
in the Senate Finance Committee on May 9, it appears reasonable to believe that
Congress is ready to deal with the dilemma created by Section 89. Unfortunately,
businesses, especially those on Main Street, across the country are agonizing over
confusing and costly decisions revolving around compliance. To eliminate this confu-
sion and preserve scarce resources, we believe that whatever the outcome of this
debate, the effective date of current Section 89 should be delayed or suspended at
least until the beginning of 1990.
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POLICY BACK(;ROUNID AND ISSUE F5

Section 89 of the IR' was a part of the Tax Reform Act uf 1986. The President I
Tax Proposals t he ('ongress for Fairness. Growth, and Simplicity IMay 1985) dis-
cussed the reasons for tax reform. Under the heading of "the system is too compli-
cated" is stated:

For some [taxpayers], it seems a difficult-and sometimes even ridicu-
lous-administrative burden (emphasis added).

Efforts to increase compliance within the framework ci" the current
system seem not only to have reached the point of diminishing returns
They often seem to be counter-productite. They increase resentment and (is-
respect for a system that cannot long function without a firm foundation of
public confidence.

Unfortunately the President then went on (in Chap 3, part A) to propose compli-
cated and counterproductive non-discrimination rules for employer-provided health
insurance and other fringe benefits. Without thoughtful analysis of affects, app ro-
priateness. or costs, this proposal became the genesis of the monster created in Sec-
tion 89.

The heart of the problem lies in proposals that attempt to extend ERISA's non-
discrimination rules to other fringe benefits. Because insurance and pension clans
are completely different products, facing entirely different market forces, the appli-
cation of ERISA rules to both simply doesn't work. In fact Section 89 clearly proves
that this attempt was counterproductive.

Providing tax incentives to employers to encourage them to provide health insur-
ance to their employees is an example of public policy that has worked. Eighty five
percent (95%) of the American population is now covered by health insurance-
most of it provided by employers-up from 40% in 1940. It is a more widely used
incentive than the home mortgage interest deduction.

Employer provided health insurance has become a cherished fringe benefit,
second only to paid vacations. The tax incentive that has encouraged this expansion
of coverage should be viewed at least as "sacrosanct and, to quote President Rea-
gan's proposal further, as "central to American values" as those incentives for home
mortgages, disabled veterans, and charitable contributions.

Section 89 purports to be an effort to increase health insurance coverage among
the working poor and to eliminate alleged abuse of the tax code by employers who
give themselves and their highly-compensated employees better fringe benefits than
their non-highly-compensated employees. The first goal, expansion of coverage, cer-
tainly will not be accomplished by adding a new hurdle to offering employee health
insurance. The second goal appears to us to be based on an unfounded assumption
of widespread abuse. Trying to achieve it could be an exercise in diminishing re-
turns, dramatically decreasing the chances of reaching the first.

The working poor don't have health insurance for a lot of reasons, but employer
discrimination does not appear to be one. The competition and mobility in the for
markets of today work powerfully against discrimination. The majority of these em-
ployees don't have health insurance because they either choose not to purchase it or
because their employers cannot afford to provide it. Section 89 only adds to the prob-
lem of affordability, and any variation on the current Section 89 will do the same.

As for the alleged problem of excessive benefits for the highly compensated, where
is the evidence? And wouldn't some form of "facts and circumstances" test be a
more flexible, productive manner of trying to get at that which may exist rather
than a "one size fits all" policy? Is the next step in tax policy to extend Section 89
nondiscrimination rules to "wages and salaries" in order to "even out" the tax bene-
fits of income?

According to the Joint Committee on Taxation the tax revenues to be raised by
Section 89 were to be $72 million in 1988, $128 million in 1989, $140 million in 199,
and $154 million in 1991, or a total of $494 million over four years. The cost of the
deduction for health insurance premiums is more than $30 billion: Where is the dis-
crimination? Wouldn't we be raising much larger amounts of revenue if it were
widespread and pervasive?

Section 89 is both legislative overkill and a poorly concealed attempt to extend
the "comparable worth" theory to tax policy. It is blatant social engineering
through the tax code and will only serve to further undermine voluntary compli-
ance.

SMALL BUSINESS EMPLOYEE BENEFITS

Small business employers and enployees are being affected by the rising cost of
health insurance premiums and health care in general. Employer-sponsored group
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plans are popular because they afford an employee an opportunity to obtain health
insurance coverage at a cost that is far lower than he could purchase as an individ-
ual.

Unfortunately the small business owner is coming under increasing financial
pressure just to maintain current levels of coverage because insurance premiums
are increasing 20 to 30 percent or more each year. It is no secret that small plans
cannot receive the same benefit of lower cost that some larger employers can be-
cause of the economies of scale involved. These cost increases are beginning to affect
the types of coverages and options an employer can provide.

The following are some of the relevant results of a major small business employee
benefits study done by the NFTB Research and Education Foundation in 1985

-Paid vacations and health insurance were the two most common employee ben-
efits found among the nation's small businesses.

-The median monthly employer cost of voluntary employee benefits, i.e. benefits
not provided by legal compulsion, was $1,450 for those providing at least one bene-
fit. Mean or average monthly costs were twice that pulled upward by a very few
firms. Compulsory employee benefits, i.e. legally required benefits such as FICA and
workers compensation, cost small business owners about as much as did voluntary
benefits.

-The number of small business owners providing employee health insurance has
been rising. Sixty-five percent offered health insurance coverage for at least some
full time employees, an increase of eight percentage points from a similar survey
conducted in 1978. Most responsible for the increase were Financial Service, Profes-
sional Service, Retail, and smaller firms.

-Well over 80% of health insurance plans offered in small firms carried an
option for dependent coverage.

-The mean monthly health insurance premium paid by small employers was
over $1,766, more than double the monthly premiums paid in 1978.

-Small business owners purchased private health insurance from a great variety
of carriers. Self insurance (4%) and HMOs (3%) remained an oddity.

-While the firm was the group's sponsor more often than not, trade/business as-
sociations have been increasingly assuming that role. Apparently the trend to great-
er association sponsorship is tied directly to increasing employee health coverage in
small firms.

-Nearly two thirds of small business owners with health insurance reported they
were generally satisfied with the health care plan offered their employees. That rep-
resented a seventeen percentage point drop from 1978 and can be directly related to
increased insurance costs.

-Small business owners and/or a designated employee spent comparatively little
time searching for health insurance alternatives, health care cost control options,
etc. Outside advisors, particularly insurance agents, often substituted for owner/em-
ployee search.

-Employee health insurance was not provided by about one third of small buai._
ness employers. No single reason dominated their decisions. The most frequently
cited reasons were: employees generally covered under a spouse or parent policy
(secondary wage earners) premiums too high, employee turnover too great, firm in-
sufficiently profitable, and can't qualify for group policies.

The conclusions that we draw from this study are that small firms do not offer
more, or any, health insurance for their employers for three primary reasons. First,
many small business firms are just too marginal. Second, the kinds of employees
that many small businesses hire make it difficult for them to be covered. And third,
the nature of the health insurance industry prevents some firms from obtaining or
affording coverage.

H.R. 1864

For a large proportion of the small business community, H.R. 1864 is a significant
improvement over current Section 89 for at least the following general reasons:

-- Compliance will be much less complicated and expensive;
-discrimination is based on availability, rather than on participation;
-employee and employer tax status is much more predictable; and
-the unrealistic definition of part-time work has been improved.
Notwithstanding these significant general improvements, there are a number of

specific recommendations we would like to make to H.R. 1864 for its improvement.
Furthermore, H.R. 1864 raises some new concerns on its own. In what follows, we
have summarized our suggestions and concerns with H.R. 1864:
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(1 The change in the threshold at which part-time workers must be considered
for purposes of Section 89 testing is certainly an improvement over current Section
89. However, it is our belief that a 30-hour threshold would be more appropriate for
two reasons. First, in many parts of the country, insurance companies will not sell
health insurance for employees who work less than 30 hours per week Second, 30
hours per week is much more in line with the economic realities and working prac-
tices of small firms Having any lesser threshold would almost certainly cause em-
ployers to simply reduce the part-time work available in their firms to avoid having
to count part-time workers in meeting H.R. 1864's 90% availability test.

(2) Tying the new availability test to a 90% rate is too restrictive. This is true
especially with a 25-hour threshold for consideration. Ninety percent is also too high
because it is not enough leeway to accommodate those individual situations, particu-
larly relevant in small firms, where an insurance carrier may refuse to cover some
individual because of a preexisting condition or other underwriting practices. Such
situations are beyond the control of the employer, and in a small firm with less
than 10 employees, the exclusion of one individual would cause the company to fail
the 90% test. The majority of companies in this country employ less than 10 em-
ployees. Although not a perfect solution, we would suggest using the same percent-
age test as exists in testing top heavy pension plans, i.e. 70%.

(31 For maximum employee contribution, using specific dollar figures indexed to
average wage growth for maximum employee contributions when the cost of health
insurance is increasing so dramatically poses a problem. While the maximum em-
ployee contribution figures may be generally reasonable today, they will be totally
unrealistic within 2 or 3 years. Furthermore, putting such limits on employee con-
tributions sems to be counter to the need to improve consumer utilization of health
care by having them become more aware of the costs involved. In addition, using a
uniform dollar level ignores regional differences in wages and insurance costs.
While no solution will sole all of these problems, an improvement would be
achieved by either using a cost-based index or by substituting dollar levels with some-
thing like a percentage of total compensation.

(4) By limiting the coverage that a highly-compensated employee may exclude
from income to 133% of the value of the employer-provided employee-only coverage
that is taken into account in satisfying the 90% test, H.R. 1864 establishes a more
stringent requirement than exists in current Section 89. Current Section 89 has a
90%/,50% test, H.R. 1864's test is 90%/75%. Requiring in effect a comparison be-
tween the lowest-paid employees and the highly-compensated employees will in-
crease the taxable income for highly-compensated employees and probably generate
considerable revenues. Another possible reaction is to reduce benefits to the lowest
common denominator.

(5) The definition of a highly-compensated employee has not been changed in any
way helpful to a small business owner. All owners by definition in this bill are con-
sidered highly compensated, even though the average self-employed person makes
substantially less than $30,000 annually. It is not clear what public policy goal is
being achieved by trying to define all small business owners as highly-compensated
individuals.

(6) H.R. 1864 includes the term "qualified core health plan." This term needs to
be defined in the law more clearly to prevent the IRS from defining a core health
plan in regulations. Citing the COBRA definition would be one such clarification.

(7) The determinaLion of the value of employer-provided benefits should not be left
up to the determination of the Secretary of the Treasury. The marketplace deter-
mines the value of various types of coverage in the price of premiums or other
charges by health insurance carriers. This should be sufficient for all tax purposes.

(8) The leased employee safe harbor created by H.R. 1864 is only of use if a clear
definition of "leased employees" exist. At this time no such clear definition exists,
therefore the effective date of Section 89 rules as applied to leased employees should
be delayed to give the Treasury Department time to development such rules and
definitions.

(9) H.R. 1864 requires that if you cover any part-time or otherwise excludable em-
ployee, then all such employees must be covered and included in the determination
of whether or not 90% of the firm's non-highly-compensated employees have bene-
fits available to them. This provision appears as if it will actually reduce coverage.
In small firms there are often good and humane reasons for wanting to cover usual-
ly excludable employees, for example, an older person working part time. It does not
appear as if any public policy purpose is served by requiring the full apparatus of
Section 89 to apply in such cases.

(10) Under the bill cafeteria plans would be difficult or impossible to continue.
Cafeteria plans are not yet a common feature of small firm compensation packages,
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but to the extent that they increase employee choice and possibly better utilization
of health care facilities, they are an attractive option. H.R. 1864 appears to preclude
that option.

I11, The qualification requirements contained in H.R. i864 should be more pre-
cisely defined at least insofar as what "legally enforceable" and "indefinite period of
time*' mean. The statute should reflect in the clearest possible way that the employ-
ee is only entitled to the benefits the employer has purchased from a insurance car-
rier or other provider. For small employers an "indefinite period of time" means the
end of the billing cycle. This requirement should either be dropped altogether or
defined in some reasonably understandable manner.

(12) The 34% excise tax imposed on employers for failing to satisfy the qualifica-
tion requirements is on "amounts paid or incurred during any taxable year under a
specified employee benefit plan." First, this appears to be a tax based on the
amount of benefits paid rather than on premiums paid. This could be a potential
disaster for a small business if not clarified to say premiums or their equivalent.
Second, the 34% rate is the same as the highest corporate rate. It is not clear why
this rate was chosen, especially since there is a graduated corporate income tax rate
schedule. In any case, something on the order of a 10% excise tax should be suffi-
cient.

131 Since small businesses are not heavily unionized, I will not dwell upon the
problems H.R. 1864 causes in this regard, other than to say that if union plans and
plans provided by the public sector and by tax-exempt organizations are excluded
from Section 89 requirements, then there would appear to be much less of a revenue
concern with the provision of employer-sponsored health insurance plans. Indeed,
excluding such plans would argue that Section 89 is primarily targeted toward
small businesses.

CONCLUSION

H.R. 1864 is a significant improvement of current Section 89. It is dramatically
less complex and much easier for small business owners to understand and comply
with. It can be improved further, though and NFIB strongly urges the Committee to
consider the serious problems we have outlined, especially the dollar figures and
ino'ex used in the eligibility test and the treatment of part-time employees. A sim-
pler, more workable approach is still possible.

Even though H.R. 1864 is a better solution than current Section 89 and can be
improved further, we remain skeptical that it does anything to improve or extend
coverage of health care. It will still be a new impediment and disincentive to em-
ployers, especially smaller employers, to provide health insurance. Therefore, it will
reduce, if only marginally, the current government incentive in this area.

If this analysis is accurate, then both Section 89 and H.R. 1864 are little more
than cleverly manufactured methods to tax employee fringe benefits. The conclusion
becomes even stronger that the evidence used to prove discrimination is little more
than anecdotal in nature.

H.R. 1864 may be a major improvement, especially in the areas of complexity and
compliance, for most small business owners, but it will be a step backward in our
efforts to expand employer-provided health insurance. It also breaks significant new
ground in the taxation of employee fringe benefits. Therefore, NFIB continues to
prefer and support the repeal of Section 89.

As this issue has been analyzed and debated, a number of individuals-including
Senat,r Heinz, a major voice on health care issues in the Senate-have suggested
that discrimination problems in the health insurance area, if they exist, can be
taken care of by a simple statement or declaration by employers that they do not
willfully or to their knowledge discriminate in providing this fringe benefit. Given
the documentation problems with Section 89 and the potential ,negative effects of
H.R. 1864. it may be well worthwhile for the Committee to pursue this approach.

Mr. Chairman, the introduction of your bill and these hearings are a strong signal
that current Section 89 will be significantly changed. While you and your colleagues
debate the final outcome of Section 89, something must be done to ease the frustra-
tion of Main Street and prevent the needless waste of scarce resources on needless
compliance. NFIB urges you to join with Senator Bentsen and Secretary Brady to
find some way to suspend enforcement of the current law until the changes you will
enact can be put in place.
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ADDENDUM

SMALL BUSINESS REACTIONS TO SECTION 89

Health Care Professional -Mt. Vernon, Washington:
"I appear that we are headed in the direction of mandatory insurance cover-

age by employers and that Code 89 is directed toward that means."

Heating & Cooling Company-Cookeville, Tennessee:
"The additional paperwork to assure compliance will increase my overhead

costs thousands of dollars each year. Will this Section 89 benefit my employees?
The answer is NO' The additional expense will cost my company business in the
marketplace."

Insurance Agent-Vincennes, Indiana:
"The 'actual' effects of this Section 89 law are totally opposite of those envi-

sioned by the Congress and is eliminating health insurance coverage for mil-
lions of Americans who have enjoyed group health insurance provided by their
employers in the past."

President, Construction Company-Sioux Falls, South Dakota:
"I would rather have a 1% increase in income tax rate than risk complying

with Section 89. because Section 89 is really a tax increase in disguise."

President, Express Company-Fort Atkinson, Wisconsin:
"As a result of a Section 89 seminar, I have decided not to pursue instituting

a pension plan for our employees at this time. We are a small company employ-
ing 16 people. I just do not feel that we can afford the legal expense and poten-
tial risk from the uncertainties of this new legislation."

President, Electronics Company-Cornelius, Oregon:
"Section 89 rules are so complex that even our small business of thirty people

is looking at $800.00 in wasted expenses every year just to see if we comply.
Mind you this money doesn't benefit either the employee or employer."

President & CEO, Construction Company-Jacksonville, NC:
"Our company currently has in place, incentive programs for those key 20

employees on the form of pension and medical plans. The cost of these pro-
grams haq been incorporated into our bid process through overhead factors.
Enter Section 89. If we decide to maintain our existing program on a non-dis-
criminatory basis our cost jumps from $15,000 per year to over $100,000 per
year. Option No. 2 is maintain existing plans on a discriminatory basis and pay
the price for consulting and compliance. This cost for employers our size is esti-
mated to begin at $10,000 annually. Add to this, additional payroll tax on
grossed-up wages, and our overhead factor increase becomes visible. Option No.
3, and our best option, is to scrap all programs, blame the decision on Section
89, gain a temporary edge on our competition, and keep our key people em-
ployed.

"Through implementation of so-called 'socially equitable' programs such as
section 89, ou- government has stepped in and begun eroding sound and fair
business management philosophies and is slowly destroying the entrepreneurial
spirit."

Insurance Agent-West Palm Beach, Florida:
"Many of may accounts are contemplating dropping their group plans in

favor of letting each employee buy his own individual policy."
"All the plans, and I mean all the plans, sold to 99% of all purchasers of

group insurance contain the same level of benefits to all clause of employees. I
have about 100 clients and all of my cases have the same benefit structure for
all classes of employees. So what I am saying is that I and my employers know
our plans do no discriminate in favor of highly compensated employees, because
everyone has one level of benefit."

President, Advertising & Public Relations-Cheyenne, WY:
"I have been considering offering my employees health insurance. Since

trying to 'figure out' what the so-called non-discrimination rules are, and the
fact that the IRS has not issued regulations on how to comply, I have simply
given up the idea."

Owner, Art Supply Company-New Albany, Indiana:
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"If Section 89 is not repealed, and/or if fringe benefits are taxed, we will be
faced with only one just alternative to offering this program; to raise my em-
ployees wages up to include the additional we now pay in insurance benefits,
and to let them shop for their own coverage.t

President, International Business Transportation Services- Kansas City, Missouri:
"Due to Section 89 our corporate attorney and accountant advises me that it

will cost my firm approximately $3-4,000.00 per year to retain a company bene-
fits consultant firm to test and submit compliance reports to the fedei al govern-
ment? The existence of Section 89 will leave us with no alternative but to elimi-
nate or greatly reduce our overall benefits, retirement plan, life and medical
insurance benefits in murder to simplify and afford to meet the administrative
compliance nightmare for my firm."

RESPONSES BY MARY KELLEY TO QUESTIONS FROM SENATOR PRYOR

THE SECTION 89 SIMPLIFICATION ACT, S. 654 SECTION BY SECTION ANLYSIS

Section 2.--Estabh.shment of simplified health arrangements a new Section 90 of the
IRC

A plan that qualifies as a simplified health arrangement will be exempt from the
testing requirements of section 89. A plan will qualify for this treatment if:

1l) the plan meets current section 89(k) qualification tests;
(2) (a) 90% of all employees are eligible to participate in the plan, and

(b) all plans of the same type have the same employer-provided benefit;
and

(3) the cost to an employee for employee-only coverage cannot exceed $6.70/
week or $13.40/week for dependent coverage. These levels indexed to minimum
wage increases.

Comment
This approach begins to acknowledge that "availability," not "participation," is

the standard an employer should be held to. However, the maximum employee con-
tribution levels are unrealistically low, especially for dependent .,.overage. Indexing
the levels to minimum wage increases ensures that they will become even more un-
realistic. Fixing employee contribution levels into the law and requiring the same
employer-provided benefit does not allow for strategies to improve health care utili-
zation.

The hill makes a slight movement in the right direction as written. An effective"safe harbor" would help get some employers out from under Section 89, but would
also be bad health care policy.

A better, more workable idea might be to replace Section 89 entirely with a
simple requirement that a qualified health plan not preclude low-paid workers from
participating, and that all plans be available to all, or nearly all, of the full time
workers.

Section 3 .- Treatment of part-time employees.
The definition of a part-time employee would change under Section 89. The new

schedule would replace the current section 89 standard of 17/2 hours as the thresh-
old for exclusion, as follows:

1989-30 hours per week
1990-27/2 hours per week
1991, and after-25 hours per week

Comment
Part-time workers are disproportionately employed by small firms. While the pro-

portion of part-time workers and typical time worked varies by industry and region
of the country, using 1712 hours per week as the threshold to be treated like a full-
time worker if completely unrealistic for small firms. Any threshold very likely will
decrease the hours a part-time worker is able to work. Furthermore, in many areas
of the country you cannot now buy insurance for part timers working less than 30
hours per week.

The proposal is certainly an improvement, although 30 hours per week would be
preferable as the final thrfeshold if part timers must be included with full-time em-
ployees at all. Part timers are different for an employer than full-time employees,
therefore it is legitimate and appropriate that they be treated differently for beite-
fits.
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Section ..- Simplifications and Clarifications of Section 89.
(A) Penalties that might be assessed for failure of a plan to meet the qualification

tests would only be assessed against highly-compensated employees as opposed to all
employees.

Comment
This is a marginal improvement, but it fails to address problem:, with the qualifi-

cation tests themselves, e.g., the definitions of notification, legally enforceable, and
permanence. It also penalizes some employees for actions outside their control and
does so retrospectively. Section X9 and thl, modification seem to be predicated on
the belief that there is a class. conspiracy of the highly compensated against the less
than highly compensated and that, therefore, everyone in the class of highly com-
pensated employees should bear the responsibilities for the decisions of a few of
them.

(B) The value of the benefits assessed for a failure to meet the qualification tests
would be the full value of the insurance coverage or the COBRA cost as opposed to
the value of insurance benefits received.

Comment
If this means premiums, then it is an improvement The Section S9 language of

including all benefits received in income will cause untold injustices unless changed
in this direction.

(C Section 89 nondiscrimination testing will not apply if there are no "highly-
compensated" employees The change removes the requirement that in the absence
of a "highly-compensated" employee, otherwise defined, the highest paid employee
will be deemed a "highly-compensated" employee.

Comment
By failing to change the definition of "highly-compensated" employee, this prob-

ably only helps public organizations and non-profit organizations. The definition of
"highly compensated" in Section 89 is so inclusive concerning ownership percent-
ages (5% makes one an owner) that typical small business owners making 4ss than
$30,000 a year are considered "highly compensated". This is, therefore, another very
marginal improvement.

(D) The so-called one time a year testing rule of Section 89 would be modified so
that if a "highly compensated" employee changes coverage during a year, additional
testing will not be required.

Comment
Under Section 89 almost any life event of a "highly-compensated" employee

would trigger a new round of testing and data collection for employer plans. There-
fore this proposal is a good one.

(E) Deemed coverage rule-If under an employer- sponsored plan 80% of the non-
highly-compensated employees benefit from employee-only coverage, and if all these
employees are able to elect dependent coverage on the same basis as a "highly-com-
pensated" employee, and if the maximum non-highly-compensated employee contri-
bution for dependent coverage does not exceed $13.40 per week, then the dependent
coverage would be deemed to satisfy the 80% benefits test of Section 89 and no fur-
ther testing would be required.

Comment
This would be a simplification if anyone qualified. The limitation on employee

contribution makes it unlikely that many plans would qualify. Furthermore, it is
built upon the 80% participation test for employee-only coverage when a fairer test
would be based on availability from beginning to end.

(F) Aggregation rule-Under Section 89 two plans are comparable and can there-
fore be aggregated for testing purposes if the difference in costs for "highly-compe n-
sated" and non-highly-compensated employees is no more than $100 per year ($8.34
per month). The proposal here is to change this to $365 per year ($30.42 per month).

Comment
Probably of minor positive affect now and of even less use in the years ahead.

6. -
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(G) Valuation of Coverage-Under present law, a transition rule allows an em-
ployer to value coverage by a "reasonable method, specifically mentioning using
the employer's premium cost. This proposal is to make the transition rule perma-
nent.

Corn men I
A good simplification

CONCLUSION

Section 4 (simplification) only begins to approach needed reforms. It makes minor
changes around the edges of Section 89 without addressing any of its underlying
substantive problems. It also fails short of solving the law's complex compliance
nightmare and the onerous manner in which penalties are imposed retroactively

PREPARED STATEMENT OF REP. JOHN J. LAFALCE

Mr. Chairman, thank you very much for affording me the opportunity to appear
before your Committee today.

Before moving to the substantive points I'd like to make, let me first reiterate my
pleasure that you, Mr. Chairman, and several other Senators have shown an inter-
est in trying to solve the problems which have arisen as American employers have
tried to cope with Section 89 of the tax code.

As you may know, I introduced a bill to repeal Section 89 in the House of Repre-
sentatives in January. As of now, that bill has 302 co-sponsors, approximately half
Democrats and half Republicans. This overwhelming show of bipartisan support for
repeal of Section 89 demonstrates, I believe, that the American people have seen
what Congress produced and they have found it wanting.

My bill was based on concern that, as presently written, Section 89 was likely to
have a seriously counter-productive effect. As Chairman of the Committee on Small
Business, I had, of course, heard from many individual businesses and their repre-
sentatives here in Washington about the burdens of compliance with Section 89.
And some of the most distressing news I heard was that many such employers were
seriously considering dropping any health insurance plans at all, in lieu of trying to
meet the tests in Section 89 and risking the penalties if they didn't meet the guide-
lines.

This told me that there was a substantial likelihood that Section 89 would back-
fire-that in the final analysis it would result in fewer Americans having access to
employer-sponsored health insurance, rather than more.

As I looked further into the issue, I learned that this problem was hardly limited
to small businesses. Indeed, all employers in the U.S. were affected. Every level of
government, every school board, every college and university, non-profit organiza-
tions, labor unions, you name it. Each one had to collect voluminous data and prove,
ear in and year out, that their health insurance plans were not discriminatory.
roviding that proof would not be easy or inexpensive.
The Committee on Small Business held hearings on this issue earlier this year.

Some of the experts who testified at those hearings said that the total annual cost of
complying with Section 89 as presently written could come to billions of dollars.

Importantly, little if any of these expenditures will strengthen our economy or in-
crease our productivity. And in my view the likely costs of Section 89 are too high a
price to pay for a problem which is, I believe, probably quite limited in scope. Surely
we should seek a more efficient way of addressing this issue.

Repeal of Section 89, in my judgment, would have a positive impact both for em-
ployers and for the U.S. Treasury. Rather than spending time, talent and money on
meeting the detailed and arcane rules for compliance, employers would be doing
more productive things and the whole economy would be enhanced.

During my study of Section 89 I have tried to learn how serious a discrimination
problem we had in the provision of health insurance benefits. And frankly, Mr.
Chairman, I didn't find much of a problem at all. It appeared to me that this impor-
tant benefit was being provided in reasonably equitable ways by most employers,
and that the trend was toward greater coverage as competition for workers led more
and more employers to provide health insurance.

In other words, it appeared to me that the apparatus we had established to deal
with discrimination in the provision of health insurance coverage was costing far
more than would be justified by the degree of discrimination it was addressing. Put
bluntly, the solution was worse than the problem itself.
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Probably the cleanest way of addressing this issue is the one which was the gene-
sis of Section 89 in the first place-the provision in President Reagan's first set of
tax reform proposals in 1984 to tax all fringe benefits above a minimum level. This
would not have required discrimination tests, differentiation between classes of em-
ployees. qualification rules, judgments about affordability, or voluminous record-
keeping by employers.

Maybe we should revisit that approach, Mr. Chairman, for it is clear that Section
89 as enacted in 1986 didn't work, and the technical corrections made last year
didn't improve it enough.

Others believe that we can address the problem by excising the existing Section
89 and replacing it with a new program. This is the approach encompassed in Chair-
man Rostenkowski's bill, and I consider it to be a major positive step toward provid-
ing much-needed relief for American employers. I am working with Mr. Rostenkow-
ski and the Ways and Means Committee to address some of the issues raised by his
bill, and I hope that the effort on which we are embarked will result in a substan-
tially streamlined program which is truly workable in the real world.

I have appended a copy of remarks I made to the Ways and Means Committee
last week to my written statement today, in order to share with you my thoughts on
the approach embodied in Chairman Rostenkowski's bill.

As you address this issue, I would encourage you to keep in mind that millions of
employers are out there wondering whothe they should continue trying to meet the
requirements of the existing law, or whetherthey should gear up to meet a differ-
ent set of requirements based on bills introduced in the House or in the Senate, or
just what they should do. The Administration's delay in the implementation sched-
ule for Section 89 from July to October is welcome on this front, but for as impor-
tant a fringe benefit as health insurance, most employers have to look quite a bit
further ahead than just a few months. I would hope that while final action is pend-
ing we could find a way to put the entire issue on "hold" so employers wouldn't
have to try to guess which route is the safest and fear that they might guess wrong.

There is one thing that this whole episode has brought home to me, Mr. Chair-
man. And that is that Congress ought to be leery of trying to solve every hypothetical
hazard or potential abuse if in doing so, we bring about pain or confusion for the
vast majority. Should serious actual abuses come to light in the future, we can
always address them at that time.

In conclusion, I appeal to this Committee to listen to the pleas of American em-
ployers of all kinds for relief from this bureaucratic nightmare. Like you, Mr. Chair-
man, I think that Congress and the Administration should face facts with regard to
the fiscal mess we find ourselves in. Section 89 may be a medium-sized example of
how we can get entangled in a situation and have serious problems extricating our-
selves because of its budgetary impact. Let's acknowledge that Section 89 was a mis-
take which cannot be fixed by mere tinkering. The law now on the books must be
repealed, de facto if not de jure. If we must address the issue of discrimination, a
vastly simpler and less burdensome way to do so must be found. This is what the
American people are demanding and what they deserve from us in the Congress.

The United States faces many challenges as we head into the 21st Century. Not
least is our ability to continue to compete in the world economy. Our ability to do
that is diluted when we ask employers to spend their precious time and money on
unneeded bureaucratic tasks.

Mr. Chairman, thank you again for the chance to appear before you today. I
would be pleased to respond to any questions you might have.
Enclosure.

REMARKS OF REP. JOHN J. LAFALCE, CHAIRMAN COMMITTEE ON SMALL BUSINESS, U.S.
HOUSE OF REPRESENTATIVES, BEFORE THE COMMITTEE ON WAYS AND MEANS, MAY 2,
1989

Mr. Chairman, thank you very much for affording me the opportunity to appear
before your Committee today.

Before moving to the substantive points I'd like to make, let me first reiterate my
pleasure that you, Mr. Chairman, Majority Leader Foley, and several members of
this Committee have introduced legislation which, as you said when introducing
H.R. 1864, "completely replaces existing Section 89" of the tax code with a new, sub-
stantially simplified program. I hope that a final product which does that and re-
sponds to the concerns raised about H.R. 1864 can be'achieved, since the only alter-
native would be complete repeal.

As I understand it, the introduction of non-discrimination guidelines in the area
of health insurance was intended to do two things: ensure that favorable tax treat-
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ment not be provided to sustain unreasonably higher levels of benefits for the
highly compensated, and to provide incentives to encourage health insurance cover-
age for a greater number of American workers particularly those at the lower end
of the economic scale. Effective incentives to accomplish that end will help bring
down the number of Americans not now covered by health insurance-a staggering
37 million people, half of them workers and half of that number employees of small-
er businesses.

The bill I introduced in January to repeal Section 89 was based on my view that,
as presently written, it was likely to have a seriously counter-productive effect. As
Chairman of the Committee on mall Business, I had, of course, heard from many
individual businesses and their representatives here in Washington about the bur-
dens of compliance with Section 89. And some of the most distressing news I heard
was that many such employers were seriously considering dropping any health in-
surance plans at all, in lieu of trying to meet the tests in Section 89 and risking the
penalties if they didn't meet the guidelines.

This told me that there was a substantial likelihood that Section 89 would back-
fire-that in the final analysis it would result in fewer Americans having access to
employer-sponsored health insurance, rather than more.

As I looked further into the issue, I learned that this problem was hardly limited
to small businesses. Indeed, all employers in the U.S. were affected. Every level of
government, every school board, every college and university, non-profit organiza-
tions, labor unions, you name it. Each one had to collect voluminous data and prove,
year in and year out, that their health insurance plans were not discriminatory.
Providing that proof would not be easy or inexpensive.

The Committee on Small Business held hearings on this issue earlier this year.
Some of the experts who testified at those hearings said that the total annual cost of
complying with Section 89 as presently written could come to billions of dollars.

Importantly, little if any of these expenditures will strengthen our economy or in-
crease our productivity. And in my view the likely costs of Section 89 are too high a
price to pay for a problem which is, I believe, probably quite limited in scope. Surely
we should seek a more efficient way of addressing this issue. The fact that nearly
300 of our colleagues have co- sponsored H.R. 634, my bill to repeal Section 89, tells
me that there was and is a large number of Americans who concur with this conclu-
sion. And Mr. Chairman, your bill provides the potential framework for just such an
approach.

Before proceeding, I would like to put in a plug for another bill I introduced as a
companion to H.R. 634. This bill deals with discrimination regarding the tax treat-
ment of health insurance benefits as well.

What I'm speakirg about here is discrimination by the United States of America
against one unique group of citizens-self- employed individuals who, for whatever
reasons, have not seen fit to incorporate. While corporations can deduct 100% of the
employer-paid health insurance premiums (presuming they meet Section 89 require-
ments), including those pertaining to owners of the business, unincorporated enter-
p ises are treated differently. Prior to 1987, no health insurance premiums paid on
half of owners of this form of business were deductible as a business expense. The
Tax Reform Act of 1986 changed this; at present, 25 percent of such premiums qual-
ify as a business expense.

And this does not affect business owners alone. Rather, the existence of this dis-
tinction between incorporated and unincorporated businesses has been, as my friend
and colleague Pete Stark said when he introduced similar leslation last year, "a
significant disincentive to the provision of health insurance to all employees in
these businesses-employers and employees.

I recommend that this Committee move forward on this issue as soon as possible.
Surely we should start the process of ending the discrimination we created simply
by differentiating on the basis of the legal character of a business. We could accom-
plish this by providing 100 percent deductibility in one step or, as has been pro-
posed, we could phase it in by increasing deductibility from 25 to 50 percent this
year, 75 percent next year and then 100 percent in 1991.

Mr. Chairman, I do not want to devote my.time here today getting involved in a
highly detailed discussion of your bill's provisions. Other witnesses no doubt will do
that. Rather, if I may, I would like to discuss one issue in some depth and then just
briefly note those areas where, I believe, some refinement might be considered, and
leave the detailed analysis to others with more expertise than I.

Employee Contribution Limits and Indexing.-The issue I would like to discuss at
some length is one which impacts each and every employer and employee and
which, I believe, can be made more equitable than is the case in H.R. 1864 as pres-
ently written. I refer here to the employee contribution limits of $10 per week for
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individual health coverage and $25 per week for family coverage, along with a pro-
posal to tie these limits to changes in the wage-based inflation index.

I have two problems with this provision. First, it ignores regional differences in
both pay and medical costs. Equivalent health plans might cost $100 per month in
one area and $150 in another. And comparable employees in those areas might earn
$20,000 in the first instance and $30,000 in the second. As drafted, the proposed new
Section 89 could result in each employee contributing $10 per month, thus penaliz-
ing the lower paid employee (in a relative sense) and, similarly, penalizing the em-
ployer in the area with the higher health insurance costs.

Second, indexing the limits to the wage element of the CPI will have the effect of
building in a continual increase in the employer's share, if present trends prevail.
Inflation in health care costs, and health insurance premiums, has been substantial-
ly higher than inflation as a whole. As this cost of doing business rises, American
employers may become less competitive or, in the alternative, will find it necessary
to scale back the health insurance programs which they offer to their employees.

One idea would be to put a limit on the percentage of the health insurance premi-
um to be paid by the employee. This would eliminate regional disparity and the
need for an index, but we would have to wrestle with questions regarding deducti-
bles and co-payments under various plans, to say nothing of trying to figure out how
to apply such a test in instances where an employer self-insures.

Another suggestion for dealing with this problem is to make the contribution
limit a percentage of the employee's income. This, too, would relieve regional in-
equity and eliminate any need for indexation. And since deductibles, co-payments
and self- insurance would not loom as large using this approach, it may be the most
appropriate way of solving the problem.

In any event, I would urge the Committee to move away from the dollar limit and
the index, if possible, and devise another way of ensuring that lower-income workers
can have reasonably equal access to this very important benefit.

As I said before, there are some other areas which may warrant further consider-
ation. I will simply run down the list and let the experts provide you with the de-
tails on why a problem exists and how it might be addressed.

Definition of Part-Tume Emplo 'ee.-Historically, a 30-hour week has been tradi-
tional as the dividing line between "full- time" and "part-time" workers. I recom-
mend that the Committee consider this in lieu of the 25 hour standard in the bill.

Eligibility Criterion.-Some feel that the requirement that 90% of the rank and
file be eligible for a plan establishes a very steep cliff. The point is made that this is
particularly difficult for the smallest employers. I would suggest that the Committee
consider using the 70% standard which, I understand, is used in the pension area.
Alternatively, a sliding scale depending (,n the size of the employer might be appro-
priate.

Cafeteria Plans.-An irony here is that a number of so-called "Cafeteria Plans"
which qualify under the present Section 89 would not qualify under H.R. 1864. I
would hope that the Committee would seek ways to eliminate this anomaly.

Benefits Test.-As I understand it, the 133 percent test in H.R. 1864 differs from
the comparable test in the existing Section 89 in that it compares the lowest level of
benefits received by an individual employee in the non-highly compensated category
against the highly compensated employees, whereas the present Section 89 com-
pares the average of those in the non-highly compensated group against the highly
compensated group. Perhaps we should consider keeping the average as the testing
benchmark. Incidentally, I would also ask that you make it clear that the test be
based on the insurance premiums, whether or not you follow my suggestion con-
cerning elimination of the valuation process.

Qualification Tests.-A primary concern here is that Congress should make sure
that the IRS understands that we want reasonableness to govern in their interpreta-
tion of these standards, for many do not trust the IRS to act reasonably on a matter
of this kind without specific exhortation.

This is particularly important in light of the penalty for non-compliance: the 34
percent excise tax. Indeed, Mr. Chairman, I would join those who recommend that
you consider lowering the penalty. My purpose here would be to avert instances
where an employer might decide to eliminate benefits to all employees due to fear
of inadvertent non-compliance with the qualification tests and the financial conse-
quences of such an event. Related to this, I believe it imperative that -.he legislation
make clear that any excise tax would be applied based only on employer-paid premi-
ums and not on benefits received by employees.

Multi-Employer Plans.-Employers who contribute to multi-employer plans are
concerned that their ability to assure that a plan qualifies and is non-discriminatory
is seriously limited. These employers, who are concentrated in the construction in-
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dustry, make cash contributions to the plans' trustees but have little if anything to
say about the plan and its administration. Data collection would be very difficult
since employees come and go so frequently. Somehow- we should try to deal with
these legitimate problems and concerns while guarding against potential abuses.
But in this area as in others, Mr. Chairman, I don't think we should try to solve
every single hypothetical hazard if in doing so, we bring about pain or confusion for
the vast majority. Should serious abuses come to light in the future, we can always
address them at that time.

Effective Date.-I believe there is a substantial likelihood that Congress will enact
major changes to replace Section 89 this year. But it is also possible that final
action may not be reached in the near term. In these circumstances I have two rec-
ommendations: that we include a provision in the bill making those changes effec-
tive on January 1, 1990, and that we relieve employers' burdens during the balance
of 1989 by working with the Bush Administration to seek action which would effec-
tively, and immediately, defer any present necessity to comply with existing Section
89.

In addition to these, I would encourage you to devote some attention to other
areas of concern including: definition of a qualified core health plan, the problems
of defining and dealing with leased employees and independent contractors, valu-
ation of benefits, excludable employees, and collectively bargained plans.

Mr. Chairman, this may seem to be a long laundry list, but I think that there is
merit to the concerns that have been raised about all these issues and I would urge
you to give careful consideration to the testimony of others which will, I have no
doubt, provide detailed analysis as well as potential solutions to the various prob-
lems.

The United States faces many challenges as we head into the 21st Century. Not
least is our ability to continue to compete in the world economy.

Free enterprise is the cornerstone on which our economic system is built. You and
your colleagues on this Committee, Mr. Chairman, have been leaders in the effort to
simplify our tax laws and in the process enable individuals, businesses, and other
elements of our economy to spend their time doing productive, useful tasks. I be-
lieve that H.R. 1864 can become An appropriate vehicle through which we can
pursue that same philosophy with regard to Section 89 and the serious complica-
tions it has engendered. With appropriate modifications ,§ outlined in this state-
ment, I will be pleased to continue working with you toward bringing this to a rapid
and satisfactory conclusion

Mr. Chairman and my colleagues, thank you again for the chance to appear
before you today. I would be pleased to respond to any questions you might have.

PREPARED STATEMENT OF JAMES H. LAGOS

Mr. Chairman and Members of the Committee: I wish to express my appreciation
and the appreciation of the 50,000 small businesses represented by National Small
Business United to you for holding these hearings. You are giving us the opportuni-
ty to testify as to the effects of one of the most ill-conceived and devastating tax
laws to come out of Congress in recent years.

As you may well know, National Small Business United is the oldest association
exclusively serving the small business community of our nation--for over 50 years
now. NSBU has a membership of over 50,000 individual companies with members in
each of the 50 states, as well as local, state, and regional organizations. It is our
desire to work constructively to shape a bill reforming Section 89 of the Internal
Revenue Code that will be workable and with which we can all live.

Section 89 was first designed,to address the "problem" of discrimination in em-
ployer-based fringe benefit plans. Its goal, stated since by its proponents, was to
extend health and life insurance coverage under these plans to all employees (or, to
more employees). Section 89 will result in accomplishing exactly the opposite; in
fact, many benefits will likely be terminated.

The problems with Section 89 are manifold. The bookkeeping requirements are
extremely complex and burdensome. If the Regulatory Flexibility Act applied to
Congress, this legislation never would have become law. The employer's first step is
to satisfy the qualification rules. These ru,; demand that the emplo rer's health
and life insurance plans: (1) are in writing; (2) guarantee that employee s rights are
legally enforceable; (3) notify employees of benefits available under the plan; (4) ex-
clusively benefit employees; and (5) must be intended to be permanent.



137

Once the qualification rules are deciphered and met, the employer is just begin-
ning to comply. Before the employer can begin to test benefit plans for compliance,
more data gathering is required; the employer must:

• Identify the company's total number of plans
* Determine each plan's value
* Identify the employees actually participating in each plan, and
" Determine whether employees are classified as highly compensated or non-

highly compensated.

Section 89 defines a benefit "plan" very narrowly. Under Section 89, each sepa-
rate provision or benefit is considered a plan, and varying levels of coverage within
the same plan types are considered to be separate plans. For instance, if a business
which offers a fairly simple and straight-forward plan having a base health plan, a
dental plan, and an HMO option has a layered structure for these plans: employee
only, employee and spouse, and family options, then the business is considered to
have nine different plans. Each one of those plans must meet a whole battery of
tests--ones just described and ones to follow-and valuations and determinations
must be ma e with respect to each and every employee.

Now, Section 89 gets even more complex. Employers must take their gathered
data and apply it to eligibility and discrimination tests. Depending upon plan com-
plexity and availability, employers can use one of two tests; one is the somewhat
ess complicated 80 percent alternative test and the other is a four-part test. It con-

sists of (1) the 75 percent benefits test, (2) the 90-50 percent availability test, (3) the
50 percent availability test, and (4) the nondiscriminatory provision. Suffice it to say
these tests are rather intricate. Once employers have reached this point, once they
have stated their benefits policy, determined the number of offered plans, figured
the value of these plans on a per-employee basis, decided which employees do and
do not qualify as highly compensated, and, based upon those determinations, run
the discriminations test, they can then determine whether or not they comply with
Section 89. If they comply, nothing changes in their lives; if they do not, they may
face major financial consequences on top of the regulatory nightmare they have just
spent so much time and money to conquer.

Anyone who believes that small buinesses can plausibly meet these require-'
ments, given their time, accounting staff, legal knowledge, and general resources,
has very serious misunderstandings about how they function.

Most small enterprises will be f-rced to bring in outside consultants to evaluate
their insurance plans and determine whether those plans comply with Section 89.
The costs of these consultations usually run at least several thousand dollars per
test-even for small businesses with simple plans. Once this evaluation is complet-
ed, there is another charge for coming into compliance and the high cost of chang-
ing and up-grading plans to meet the government requirements.

In order to avoid this scenario employers will often terminate theirplans, thereby
cutting out the cost of consultation, data collection, and compliance. Section 89 con-
tains every incentive for employers to end their health coverage. Terminated bene-
fits is the logical extension of this very bad legislation.

In the Congress, bills have been proposed to reform Section 89. NSBU sincerely
thanks the Senators and Congressmen who have sponsored this legislation for
taking an active interest in this issue and for working in good faith to try and work-
out a solution. Their time and effort are very much appreciated. The reform effort is
a strong start in the right direction. We should note that some aspects of the reform
bills have not yet gone far enough, but it is our desire to work with Congress and
the Committee to shape a bill which will finally be workable and acceptable. Let me
take a moment to comment specifically upon S. 654 and H.R. 1864.

S. 654 first proposes the establishment of a simplified health arrangement (that is,
a "safe harbor" under which compliance would be greatly simplified). Under this
Klan, employers are not required to perform the non-discrimination tests if their
ealth plan (assuming there is only one) is available to at least 90 percent of their

employees. Also, this proposal indirectly establishes a minimum standard of benefits
by imposing $6.70 per week (five percent of the minimum wage) as the maximum
employee contribution to a health plan and $13.40 per week as the maximum contri-
bution for dependent coverage. These absolute dollar amounts are indexed to in-
creases in the minimum wage.

H.R. 1864 has been proposed by Chairman Rostenkowski in the House. As cur-
rently written, H.R. 1864 requires that employers offer core health insurance to at
least 90 percent of their non-highly compensated employees at an employee cost of
no more than 10 dollars per week for individual coverage and 25 dollars per week
for dependent coverage. These fixed-dollar amounts would be indexed to wage
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growth. Highly compensated employees may not have employer-paid benefits ex-
cluded from income that are more than 133 percent of the smallest employer-paid
premium made available to 90 percent of the non-highly compensated employees.

One of the largest problems with each of these bills is their requirement that em-
ployers offer core health insurance to 90 percent of their employees. It is a fact that,
generally, medical insurers require health histories of employees of small business-
es. The employees in these small businesses must be individually underwritten; in
other words, they cannot obtain group rates. Large employers receive flat, less ex-
pensive group premiums for all of their employees; those employers with fewer em-
ployees pay on a highly individualized basis. They pay according to age, sex, and
medical history. Hence, there are occasions when employees are uninsurable or can
only be insured at astronomical cost to the employer.

In the case of employees who may have a pre-existing medical condition (e.g.,
cancer, even pregnancy), insurers will either refuse to insure those employees or
will only agree to insure them for a premium the employer cannot afford. It is not
always up to employers who they insure; it is very often a decision of the insurance
companies. Employers who cannot offer insurance to 90 percent of their employees
should not be forced to suffer; the offer of insurance to 90 percent of insurable em-
ployees (as determined by insurance companies)-at reasonable rates-should be
sufficient.

Another problem is raised by the 90 percent requirement. If a small business has
eight employees, the bill states that it must offer core insurance benefits to 7.2 of
them. It is our contention that employers should always be able to round to the next
number. Otherwise employers with fewer than 10 employees will always be forced
to offer health insurance to 100 percent of their employees.

The caps on employee contributions of $6.70 for individual insurance and $13.40
per week ($10 and $25 in H.R. 1864) for family coverage are designed, understand-
ably, to assure that employers do not simply place employee contributions so high
that lower-paid employees are priced out of the health market. However, there are
serious problems with the way this principle is implemented. First, both insurance
costs and wages are highly responsive to geographics. These absolute figures may be
entirely reasonable in one region of the country and totally unreasonable in an-
other. A worker where wages tend to be lower may not be able to afford more than
10 dollars per week for insurance; a worker dong the same job in a more. affluent
area may have no problem affording a much higher contribution.

Worse, though, than the fixed and inflexible caps set on employee contributions is
the manner in which those caps will be indexed, inducing employers to drop their
plans. In recent years, health care cost inflation has far outstripped wage inflation.
The proposal in HR. 1864 is to index the caps to wage inflation when the cost of
health insurance has nothing to do with wages. S. 654 actually indexes increases to
increases in the minimum wage. These sorts of indexation may keep employee con-
tributions to a minimum, but they will also have the effect of reducing overall
access to health care. Even if the employee contributions were reasonable in the be-
ginning, health care inflation would insure that employers would bear an ever-in-
creasing share of the health care burden.

NSBU would like to take the opportunity to suggest solutions to these problems.
NSBU recommends that employee contribution caps for individual and family cover-
age would be more appropriate at 10 dollars and 25 dollars or 5 percent and 12 per-
cent of income, respectively-whichever is greater. This would allow individuals
who make up to $10,400 per year to pay no more than $10 per week forinsurance.
At the same time, those who could afford to pay a greater share of their health in-
surance would be able to do so. In order to keep this equitable distribution in place,
we recommend that the employee contribution cap be indexed to increases in health
care costs. This sort of indexation would allow employers to continue a quality
health care plan.

Mr. Chairman, it must be understood that small businesses purchase health care
insurance on an individual basis. They often pay vastly different premiums on dif-
ferent employees-based upon age, sex, and past medical history-for exactly the
same coverage. The difference in these premiums can often be 200 percent or more.
Yet, H.R. 1864 prevents premiums worth more than 133 percent of the value of the
smallest employer-paid premium from being excluded from the taxable income of
highly compensated employees. It should be realized that highly compensated em-
ployees tend to be older employees, and older employees also tend to have more ex-
tensive medical records. It will be the case that many of these employees will be
paying taxes on the high cost of their insurance even when their coverage is no
greater than other employees'-simply because they are older or have greater medi-
cal difficulties. We suggest a system whereby the non-excludable portion of employ-
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er-paid premium for highly compensated employees would be that which exceeds
133 percent of the average employer-paid contribution. Further, at no time should
benefits that are the same as those received by others be taxed simply because of
higher premiums. This change would help ameliorate many of the concerns of small
business and prohibit what would essentially amount to age discrimination.

We propose the penalties section be delayed for one year; in the interim, employ-
ers should be properly notified of their obligations under these regulations (as with
the mass-mailing of 1-9 forms concerning employers' responsibilities under the new
immigration laws). It is reasonable to believe that many small employers may not
have a thorough understanding of their requirements otherwise.

Both S. 654 and H.R. 1864 have many benefits over current law--most of which
stem from their design-based approach. They tend to be very simple and under-
standable, elirninatir.g most of the administrative costs and hurdles standing in the
way of Section 89 implementation.

We would also like to take this opportunity to call attention to S. 595, a very pro-
gressive reform recently introduced by Senator Domenici. S. 595 takes a very differ-
ent approach from the other reform measures. Among its most helpful changes is
an exemption from Section 89 requirements for our smallest businesses. As I have
tried to make clear, many of the unique small business problems with Section 89
stem from the fact the small business employees are often individually underwrit-
ten. The problems-as outlined previously-arise if the workforce is comprised of
employees of different ages or of those with health problems. While the further
changes I have outlined would help small businesses to manage their unique prob-
lems, these problems would be more easily solved simply by exempting those em-
ployers who cannot obtain group insurance and rates from Section 89 rules.

The device for determining which businesses would be exempt is difficult to sug-
gest in that the cut-off point for group underwriting varies from state-to-state, from
business-to-business, and from insurer-to-insurer. Language should be written, how-
ever, in order to insure that any small business who cannot obtain a group plan
would be exempt from Section 89.

Without group underwriting, individual rates may fluctuate greatly. It will, there-
by, be very difficult for those businesses-who can afford these plans least-to guar-
antee affordable health plans to 90 percent of their employees. A large share of the
working uninsured are employed by this group of employers. Imposing compliance
with Section 89 upon them, given their unique circumstances, gives no incentive for
them to expand or initiate employee health benefits. Senator Domenici has provided
leadership in order to insure that this contraction of benefits does not occur. His
exemption proposal, which has received positive remarks from the Treasury Depart-
ment-or a similar plan-should be given every consideration.

Mr. Chairman, the dilemma we face is that we must devise a system which allows
tax-deductible health insurance to be distributed on an equitab le basis, while still
allowing employers the necessary incentives to continue to broaden their coverage.
It is simply not sensible to attempt to make health insurance distribution more eq-
uitable by forcing small businesses to drop their health plans. We must provide
them with incentives to provide care more equitably, not disincentives to provide
care at all. I hope that our suggestions have been helpful to that end.

I thank the members of the committee for holding these hearings. You have pro-
vided a vital service to the small business community. I encourage you to work as
hard as possible for the effective reform of Section 89 of the Internal Revenue Code.
I pledge to you that we, the members of National Small Business United, will be
fighting side by side with you in this important battle. Thank you all very much.

PREPARED STATEMENT OF CARL LEvIN

I would like to thank the Committee for offering me this opportunity to submit
testimony with respect to Section 89.

The mail that I have received from Michigan, my recent travels throughout
Michigan, the recent testimony of the Treasury Department to the Small Business
Committee, and just plain common sense have all convinced me that Section 89 in
its current form is a disaster. I have heard horror story after horror story from em-
ployers. The only possible conclusion is that Section 89 must be substantially simpli-
fied and substantially reformed or it must be outright repealed. The current state of
the law is intolerable.

I can understand that Section 89 was drafted with the best of intentions, but the
practical result may be in far too many cases the exact opposite of what those who
wrote it had in mind. The goal was the equitable distribution of employer provided
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health care coverage. The actual effect may be the termination of health care cover-
age for some employees because employers may find it too costly and administra-
tively difficult to develop a plan which meets the current section 89 requirements.
At a time wlii people are concerned about the rising cost of health care and how
they will pay fo i it, a tax code provision which actually often leads to the cut off of
employer provided health care coverage is particularly damaging and must be
changed.

I was pleased that the Treasury announced last week that it would delay the en-
forcement of Section 89 until October 1. The delay demonstrated that the Adminis-
tration heard the voice of the public and the voice of the Congress. But that is just a
starting point, and now it is in the hands of the Finance Committee and the Ways
and Means Committee. I know that this Committee will consider a range of options.
I would only ask this of the Committee-in working out some solution to this prob-
lem put yourselves in the position of an employer. As you try to draft new require-
ments ask yourselves, "Can I understand this'? How many things won't get done if I
spend the time to do this? Will I have to hire someone else to do this for me? Will it
be easier or cheaper for me to find a way around this than to comply with this?" If
the Committee focuses on these questions, it will find a way out of the Section 89
nightmare that will be to the benefit of both employers and employees.

PREPARED STATEMENT OF JOSEPH K. PEERY

QUANEX CORPORATION

Quanex corporation, headquartered in Houston, Texas, is a steel company manu-
facturing steel bars and tubes in 9F plants located in Texas, Indiana, Arkansas,
Michigan, and Nevada. The company employs approximately 2,000 employees, 97%
of whom are full-time workers. These employees are approximately 50% union and
50r non-union. The company's sales in 1988 totalled $462.9 million, mostly to the
transportation, machinery and capital equipment and energy processing markets.

QUANEX PROBLEMS WITH CURRENT LAW

Currently, Section 89 provides a set of qualification and nondiscrimination re-
quirements with respect to tax favored employer-provided benefit, primarily, (1)
health and accident plans, and (2) group-terrn insurance plans. If any such plan fails
to satisfy the qualification requirements, or discriminates in favor of highly compen-
sated employees, sanctions may be imposed on certain employees, the employer
sponsoring the plans, or both.

We as a company agree that the stated purpose of Section 89, fulfilling important
social policy objectives suc' as increasing health insurance coverage for any taxpay-
ers who are not highly compensated, and who otherwise would not purchase or
could not afford such coverage, is laudable. But we believe a more simplified ap-
proach would be more efficient for achieving that result. Unfortunately, due to the
complexity of Section h.), combined with the overly burdensome recordkeeping re-
quirements inherent in the statute's nondiscrimination tests, most companies in c.jr-
porate America-both large and small-are expending considerable consulting ,'nd
administrative costs, as well as an inordinate amount of company manpower ime,
to ascertain whether benefits plans "pass" the tests. Even worse, some ernpoyers
have contemplated eliminating their plans entirely because they are frustrated with
government intervention, specifically Section 89.

As a manufacturing company with 12 locations, Quanex has different, unrelated
payroll systems and a multitude of benefit plans, several of which are subject to col-
ective bargaining, currently, complying with the present Section 89 law is a real

burden. Quanex offer employees a choice of indemnity-type health plan or HMOs. If
an employee chooses one of the available HMOs, he may be required to contribute a
small percentage of the monthly HMO premium cost. With respect to the indemni-
ty-type health and accident plans, the company pays the entire cost for both em-
ployees and their dependent coverage.

Furthermore, for medical costs, the maximum annual out-of-pocket expenditure
per employee, due to deductibles and co-pays, is based on a sliding salary scale so
that non-hghly compensated employees are favored. Under such circumstances,
logic dictates that Quanex clearly satisfies the intent and spirit of Section 89.

To perform the nondiscrimination tests required, Quanex would be compelled to
restructure its decentralized payroll systems to capture all compensation, benefits,
and other human resources information into a single data base. presently, although
Quanex offers a variety of fully comprehensive health care plans (i.e. core health,
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dental, vision, etc.) at great expense to the company, we additionally must now pay
consultants to advise whether our plans pass nondiscrimination requirements. In
spite of the best intentions, if the company should inexplicably fail one of the tests,
it would be subject to sanctions.

We believe that it might be enlightening to the committee if we describe how
some of the provisions of Section 89 impact Quanex.

A. Testing of Separate Benefit options. Under present law, different entitlements,
coverage options, and employees cost create separate plans for testing. In the case of
Quanex, which sponsors an indemnity plan with a multi-tier rate structure, 12
HMOs, each with a multi-tier rate stucture, vision care, prescription card, and
dental care plans, the number of separate health clans subject to nondiscrimination
testing exceeds 100!

Collection and compilation of data from each location into one format for testing
purposes will require a significant company expenditure in both manpower and out-
side consulting costs. Manpower is an important consideration since, during recent
difficult years for the steel industry, Quanex, like many companies, reduced its cor-
porate staff by 25% in order to meet competitive pressures. Although the company
employs approximately 2,000 workers, the corporate compensation and benefits staff
consist., of one professional manager and two clerical employees. Plant productivity
requires that we concentrate our manpower priorities on manufacturing personnel.
consequently, the burdens of data collection for Section 89 testing will place further
demands on a corporate staff that is already functioning at full capacity. Given
these facts, it is ironic that a company could be penalized for providing comprehen-
sive benefits coverage to its employees.

B. Part-Time Employees. Under present law, employees who normally work 17'/2
hours or more per week must be considered by an employer for testing purposes.
Although they amount to less than 3% of the workforce, Quanex does hire part-time
employees, many of whom are students and work nore than 17 /2 hours a week. Be-
cause compensation and benefit dollars are limited, Quanex prefers to limit benefits
coverage to its full-time employees, whose year-round efforts more directly impact
the company's financial performance. If part-time workers must be included, the
total benefits dollars which are available will necessarily provide less coverage for
all employees; further, part-timers' benefits would proportionall represent a much
higher percentage of their wages than would full-time employees benefits.

C. Union Employees. In the case of Quanex, all plans covering our unionized em-
ployees are employer-provided plans; therefore, under present law Quanex must test
these plans. Because these benefits have been bargained for by union representa-
tives, it seems unfeir and unreasonable to burden Quanex, as well ao other similar
employers, by requiring that these plans be tested.

D. Family cctvrage. Under Section 89 an employer may elect to test family cover-
age and employee-only coverage separately, and to exclude employees from the test-
ing if they have core coverage with another employer. However, the statute pre-
sumes that a non-highly compensated employee is not covered by another employ-
er s plan for core benefits, and presumes further that a non-highly compensated em-
ployee has dependents that are not covered by any other employer s plan. The em-
ployer can rebut the presumption of "no other core coverage' by obtaining sworn
statements from the employee concerning family status and/or coverage with an-
other employer, of course, collecting and constantly maintaining these sworn state-
ments only adds to a company s recordkeeping burden.

E. Comparability. Under current law, as an alternative to the 50% and 90%/50%
eligibility tests and the 75% benefits test (ala of which must be passed), plans are
nondiscriminatory under an alternative 80% coverage test. To pass the 80% test,
80% of she employer's eligible non-highly compensated employees must be covered
by an employer s plan. Any company offering more than one health plan is general-
ly precluded from electing this alternative, unless the plans can be aggregated in
order to consider the total number of non-highly compensated employees covered
under all of the employer's plans. Section 89, though, permits plans to be aggregat-
ed only if they are deemed to be "comparable.'

Consistent with its complex nature, Section 89 (and the recently issued proposed
regulations thereunder) has established an intricate set of rules and several alterna-
tives to determine whether plans are comparable. Simply stated, "comparability" is
determined by comparing the values of the employer-provided benefits under the
plans being aggregated. If the values of the employer-provided benefits under the
respective plans are within statutorily permissible limits, the plans are deemed com-
parable. One compLrability standard permits an employer to aggregate plans if the
difference in annual cost to employees between the plans with the highest and
lowest cost is $100 or less.
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Thus, without fully addressing the issue of benefit "valuation" (a key element of
Section 89 testing for which no definitive guidance has been provided, except for
transition rules allowing employers to use "any reasonable valuation method '), an
employer attempting to pass the 80% test must value its plans being aggregated.
This, of course, gives rise to additional consulting costs and recordkeeping burdens.

As stated earlier, Quanex sponsors over 100 group health plans subject to testing.
Included in these are fully-insured, self- insured, union-negotiated, and HMO plans.
The diversity of these plans makes it difficult to place a realistic comparable"value" on each one, in order to use the 80% test. With over 80% of the non-highly
compensated employee group actually covered under its plans, Quanex believes that
compliance with Section 89 should be a given. However, compliance is now depend-
ent upon being able to aggregate "comparable" plans which cover a sufficient
number of employees.

When employees are given a choice of health care plans, the imposition of compli-
cated comparability rules to determine whether plans can be aggregated means set-
ting an arbitrary standard of value that is subjective, and at best, difficult to deter-
mine. Determining the "value" of various plans in order to be able to compare them
fairly adds another layer of frustration to the human resources work environment.

We believe the foregoing facts present the committee with a sampling of the mul-
titude of problems that Section 89 is creating for companies like Quanex.

HOW S. 654 HELPS QUANEX

With respect to Senator Pryor's "Section 89 Simplification Act," this is a major
first step in potentially eliminating the numerous data collection and recordkeeping
requirements currently impo'd under Section 89.

Three (3) provisions of Senator Pryor's bill afford Quanex an opportunity to
comply with Section 89 (or possibly the new Section 90), or at least to determine
compliance thereunder in a mere simplified manner.

A. Simplified Health Arrangements. By creating a "safe harbor" from Section 89,
the "simplified health arrangement" C'SHA") concept represents a sensible, design-
oriented approach for determining whether employers maintain nondiscriminatory
health care plans.

By combining company-wide eligibility (90% of all employees) with a maximum
weekly employee out-of-pocket cost, the design concept offers clear-cut relief from
the data collection and testing burdens of Section 89. However, the increasing popu-
larity of HMOs among employees makes meeting set dollar limits for safe harbor
difficult. HMO rates are set annually by the Health Maintenance organizations and
are dependent upon an HMO's benefit levels, utilization costs, and profitability.
These rates tend to vary among HMOs and can fluctuate widely from year to year.
For group indemnity plans, however, rates are influenced by whether a company is
self-insured, fully or partially insured, and by what types of cost-containment meas-
ures have been implemented, etc. A company can exhibit a certain amount of influ-
ence over indemnity plan rat* s, but other ,han not making HMOs available, compa-
nies have little influence on rates HMOs charge. In the case of Quanex, dollar limits
under the Pryor bill may be lower than the actual weekly cost to those Quanex em-
ployees who choose to be covered under an HMO. To serve the same purpose, per-
haps a set dollar amount could be replaced by a maximum percentage that is paid
by the employee toward the total premium cost. This flexibility would allow many
more companies to qualify for the "safe harbor." The conceptual approach, however,
can give employers like Quanex relief from the worst aspects of Section 89.

B. Part-Time Employees. We believe that raising the limit on the hours worked
per week for part-time employees' exclusion from testing is an improvement. This
change will modify the testing of the part-time employee group in a way that more
accurately reflects the group's overall contribution to a typical company s productiv-
ity and'economic well-being.

C. Aggregation Rule. As discussed above, for purposes of complying with the alter-
native 80% coverage test, two (2) or more plans can be aggregAted if the difference
between the plans with the largest and smallest annual employee cost is no more
than $100. Senator Pryor's bill would increase the cost differential to $365. Of
course, use of this alternative means that the employer is unable to qualify its
health plan(s) as SHA(s), and thus, is subject to the Section 89 requirements. Howev-
er, any ameliorative changes to the comparability standards permitting compliance
under the 80% coverage test are most welcome.

Quanex believes that, if required to comply under Section 89 (rather than the new
Section 90), the increase in permissible premium cost differential for agregation
purposes will provide the company with a greater likelihood of "passing' the test.
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Although the remaining provisions of Senator Pryor's bill offer relief from some
of the burdens of Section 89, the three (3) provisions discussed above give employers
like Quanex a reasonable opportunity to simplify the process of determining wheth-
er the medical plans maintained are statutorily nondiscriminatory.

SUGGESTIONS FOR MODIFICATIONS TO SECTION 89 THAT WILL HELP EVEN MORE

As stated above, Senator Pryor's bill is a positive first step in the direction of ac-
complishing the stated purpose of Section 89 in a more logical and simplified
manner. However, we believe that additional steps can be taken to ensure that a
fair method exists to determine whether health care benefits are being offered on a
nondiscriminatory basir, without saddling employers with the complicated and bur-
densome requirements that currently exist.

Generally, Quanex believes that Section 89 should be completely revamped so
that, conceptually, nondiscrimination is determined on the basis of plan design and
availability.

In that regard, Quanex would suggest that the ,implified health arrangement
(SHA) safe harbor of Senator Pryor's bill be expanded to be the sole basis for non-
discrimination determination. That is, the current Section 89 testing requirements
would be replaced by the SHA concept similar to recently introduced HR 1864.

Quanex would propose incorporating the following modifications into a revised
Section 89.

A. Availability Test. An employer's plans would satisfy nondiscrimination require-
ments if affordable health care benefits are available to at least 90% of the employ-
er's non-highly compensated employees.

The plan would be considered affordable if an employee is required to pay not
more than a certain amount for coverage; for example, $45 per month for employee-
only coverage or $110 per month for employee with dependent coverage. Alterna-
tively, the limit may be based on an amount tied to a maximum percentage of an
employee's compensation, e.g. 4%-5%.

If the employer offers a no cost comprehensive health care option to all of its eli-
gible non-highly compensated employees, then, even if other plans with enhanced
benefits (e.g., first dollar cove-age HMOs) are offered to the same employees with an
out-of- pocket cost, the employer's plans will be considered nondiscriminatory. Fur-
ther, if the employer offers the same choice of plans to highly compensated employ-
ees and non-highly compensated employees, with either no employee out-of-pocket
cost or out-of-pocket costs that are proportionately higher for highly compensated
employee than non-highly compensated employees, all such plans will be deemed to
be nondiscriminatory.

B. Part-Time Employees. We believe that with respect to medical benefits, part-
time employees should not be given parity with a company's full-time employees.
For purposes of this determination, part-time employees would be defined as em-
ployees who regularly work fewer than 30 hours per week.

C. Employees Covered By Collective Bargaining Agreements. We believe that em-
ployers should not be required to test employees covered by collective bargaining.
The very nature of collective bargaining gives employees covered thereunder an
"arm's length" opportunity to negotiate their own health care packages. It seems
inequitable to us after negotiating the collective bargaining agreements, we are re-
quired to then determine whether the benefits are nondiscriminatory. The ultimate
test of whether benefits are nondiscriminatory in this case should come from the
union me-nbership.

D. Group Terra Life. We believe that the current nondiscrimination rules with re-
spect to group-term life insurance provide a fair and adequate mechanism. Accord-
ingly, we propose that the nondiscrimination aspects of Section 89 be focused solely
on medical benefits.

Conclusion. Quanex Corporation appreciates the opportunity it has been given to
express its views on Section 89 to the members of the Senate Finance committee
and its staff. In conclusion, we would like to gay that government efforts to achieve
social policy objectives in matters like increasing availability of health insurance in-
dicates a sense of conscience appreciated by taxpayers. However, please understand
that a very high percentage of employers throughout this country also have a social
conscience, as well as a sense of responsibility to their employees, otherwise, health
care plans in the market would not exist, nor would there have been the expansion
of health care plans into nontraditional coverage, such as vision plans, dental plans,
prescription card services, etc. In that regard, we feel it important that congress fix
the problems with Section 89 as expeditiously as possible. A workable, easily admin-
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istered Section 89 will, we believe, assure that employees are offered adequate cover-
age without any need to resort to Mandated Benefits.

PREPARED STATEMENT OF WILUAM W. RICHARISON

My name is William W. Richardson and I am Employee Benefits Manager for the
Valero Energy Corporation in San Antonio, Texas. I an- appearing on behalf of the
Employers Council on Flexible Compensation and the Cafeteria Plan Coalition.

ECFC is a non-profit group of over 350 member organizations representing over 10
million American workers. ECFC's members include business corporations, hospitals
and clinics, universities, and state and local governments. Council members offer
flexible benefits-or cafeteria plans-to their employees. The Cafeteria Plan Coali-
tion is an ad hoc group of over 100 memb rs representing a broad spotrum of the
workforce, ranging from city governments t universities to small and Pargelemploy-
ers to cafeteria plan designers. % _ /

I am responsible for plan design and com lance. VaJe employ 2000 in four
major locations in the state of Texas along wiN . r operations lboth in Texas
and in Oklahoma. Our flexible benefits plan includes options in health care, a
dental plan, reimbursement accounts for dependent and health care; life insurance,
Accidental Death and Dismemberment, a Survivor Income benefit, Dependent Life,
Vacation Buy and Sell; and a Long Term Disability program.

As a sponsor of a cafeteria plan, I speak on behalf of thousands of employers who
provide their employees with the most innovative and flexible employee benefit ar-
rangements. Cafeteria plans offer employees a choice in the design of their benefit
program. Employees are not bound by decisions made by management. Instead, each
individual may tailor his or her benefits to his or her specific needs. And as those
.ieeds change in subsequent years, the employee may change the benefit program to
r.- watch his or her new circumstances.

Cafeteria plans offer the following advantages for employees and employers:
First, as I have indicated, cafeteria plans allow employees to choose what is best

for them rather than having benefits imposed upon them. According to a 1987 ECFK
A rvey, 97% of women and 64% of men participating in a flexible benefits arrange-
m~ft-exptessed reluctance to return to their previous system of imposed benefits.
Nine out of 10 women and eight out of 10 men preferred their flexible benefits ar-
rangement to their former benefits programs. Those people realize that today's most
needed benefits can best be delivered through cafeteria plans. And cafeteria plans
allow two-wage families to avoid the redundant costs of two medical plans. That in
itself is a major factor in the appeal of cafeteria plans. Dollars that would be wasted
on duplicate coverage can be channeled toward other, needed benefits. These bene-
fits, in a majority of companies, include child care.

Second, employers can introduce a degree of health care cost containment
through flexible benefits. Typically, the employer allocates to each employee an
amount comparable to the employer's cost for providing benefits under the former,
imposed structure. The employee gets to choose where to spend that money-wh'.h
benefits to take. Employe s who take more expensive medical coverage, for example,
may niot have as many dollars left over to purchase optional coverage such as vision
care or dental insurance. Some employees choose less expensive coverage and take
the renaming amount in cash in their paychecks, paving taxes as they do on any
salary or wages.

Third, employers are being asked by Congress, the Administration and public
policy planners to shoulder a larger load in delivering new and innovative benefits.
Theoe would include proposals before this Congress to make the offering of child
care and other dependent care available in every cafeteria plan. Elder care, funding
for post-retirement medical costs, and funding for housing-all of these are areas for
which pi'blic policy planners and l),,gislators see cafeteria plans as the logical
answer.

Two facts are important. First, cafeteria plans are not a separate benefit plan in
the conventional sense. Cafeteria plans are merely delivery systems for benefits. A
multitude of benefits are delivered to employees through the conduct of the cafete-
ria plan. The tax status of any benefit delivered through a cafeteria plan is not
changed simply because it is delivered through a flexible benefits plan and not
under a conventional benefit system.

Second, employers who sponsor cafeteria plans have become accustomed to more
sophisticated data collection and records-keeping because such records are required
to implement the choices made by variour- employees. Therefore, cafeteria plan
sponsors did not have as much difficulty as some other employers in gathering data
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and conducting tests under the current Section 89. Section 125, the part of the tax
code creating cafeteria plans, has for years imposed discrimination tests upon cafe-
teria plans. Therefore, most cafeteria plans of which ECFC is aware passed the ma-
jority of the current Section 89 rules. Others would pass with relatively minor ad-
justments. But just the reverse is true under the proposal now under consideration
in the House Ways and Means Committee, H.R. 1864. Most cafeteria plans would
fall the tests in that bill. (,,ur recommendations regarding that legislation were pre-
sented during testimony before the Ways and Means Committee last week and we
would be pleased to provide copies or other information if this Committee desires.
An important consideration is the tax status of benefits under H.R. 1864.

T at legislation would impose a tax on benefits delivered through a cafeteria
plan, but not impose a tax on those same benefits when provided outside a cafeteria
plan. If Congress believes that revenue must be raised through the taxation of em-
ployee benefits, would it not be better to confront that issue head-on? Shouldn't we
consider that the socially desirable and utilitarian value of cafeteria plans, as well
as the broad acceptance by participants and employers, could be negated? This
would mean that current revenue needs could cripple our future ability to provide
innovative benefit and compensation programs for America*workers.

Some have suggested that employee benefits represent too large a revenue figure
to go untaxed. But benefits have been taxed and taxed again in the past few years.

LEGISLATION AFFECTING EMPLOYEE BENEFITS

1. Section 401(k) deferrals were cut from $25,000 to $7,000.
2. The section 401(k) nondiscrimination tests were tightened in 1984 and in 1986.
3. Section 401(k) deferrals were made subject to FICA taxes in 1983.
4. Section 403(b) annuity contributions were cut back to $9,500 in 1986.
5. IRA deductions were restricted for taxpayers who are covered by qualified

plans.
6. The maximum annual pension from a qualified defined benefit plan was cut

back in 1982 from $136,425 TO $90,000.
7. The maximum contribution limit for defined contribution plans was cut back in

1982 from $45,475 to $30,000.
8. Tax credit ESOPs were eliminated in 1986.
9. A $5,000 limit was imposed on dependent care assistance benefits in 1986.
10. A $5,250 limit was imposed on employee educational assistance benefits under

section 127 in 1984 and graduate degree expenses eliminated as a tax-free benefit in
1988. Section 127 expired at the end of 1988.

11. Group term life insurance above $50,000 subjected to FICA tax in 1987.
12. The favorable tax treatment on lump sum distributions from qualified plans

'was cut back in 1986.
13. A $50,000 limit was proposed on nontaxable loans from qualified plans in 1982.
14. Penalty taxes were imposed in 1986 on qualified plan distributions before a

participant attains age 50-and-a-half
15. Penalty taxes were added for pension plan reversions in 1986.
16. Penalty tax added for reversion from 50 1(cX9) trusts (VEBAs) in 1984.
17. Strict deduction limits were imposed in 1984 on advance funding for VEBA

benefits.
18. Press limitations were added in 1984 on the types of nontaxable fringe benefits

that may be provided to employees.
19. Minimum distribution rules were added to in 1984 for qualified plans to pre-

vent extended deferrals of pension benefits.
20. The $50,000 limit on tax-free employer-provided group term life insurance was

extended to group life coverage for retirees in 1984.
21. Group legal service benefits expires as a tax-free benefit in 1988; these benefits

were extended in 1988 on a much reduced basis in TAMRA
22. Employer provided van pooling benefits under sec. 124 expired in 1988.
23. The maximum contribution limit for defined contribution plans was cut back

in 1982 from $45,475 to $30,000.
Nondiscrimination tests that have a secondary objective-revenue generation-

are more difficult to design. We would hope that this Committee would address each
se parately, if need be, rather than trying to accommodate both in one bill.

We welcome the opportunity to offer our suggestions on designing a system for
welfare benefit nondiscrimination testing. We believe that, if tax adva~itages for
welfare benefits are to be conditioned on those benefits satisfying a nondiscrimina-
tion test, then the tax advantages of welfare benefits should not be denied simply
because employees are given a choice among benefits. We believe that a system for
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welfare benefit nondiscrimination testing should be evaluated, in part, based on the
effect it has or, cafeteria plans As a matter of horizontal equity, the tax conse-
quences to an employee who receives medical benefits provided unilaterally by his
or her employer should not be better (or worse) than the tax consequences to an
employee who -eceives the same medical benefits through a cafeteria plan.

If the tax consequences of providing medical benefits under a cafetei'ia plan-are
les, desirable than the tax consequences of providing medical benefits unilaterally,
employers will be discouraged from offering employees choices among benefits. The
policies underlying the enactment of Section 125-a desire to respond to the needs
of an increasingly diverse workforce-will be thwarted. While top executives have
always had the ability to bargain over their compensation packages, rank-and-file
employees generally have had to accept a uniform package of benefits. During the
decade since Section 125 was enacted in 1978, employers have found cafeteria plans
to be a way to accommodate the diverse needs of their employees.

At the risk of stating the obvious, employees have different needs for benefits at
different stages of their lives and with different family responsibilities. An employee
with little Income beyond his expenses may perceive that he needs a more costly
medical plan with lower deductibles and copays than an employee with a high
income or substantial financial assets. An employee with a working husband who
also has medical insurance may prefer that her employer spend the benefits money
not on medical coverage but on dependent care benefits or on a dental plan or on
almost anything other than duplicative medical coverage. An older worker may al-
ready have medical coverage from other sources and may prefer her current em-
ployer to contribute the money which would have been spent on medical coverage
for retirement income. The tax system should not discourage employers from pro-
viding employees with the benefits they most need or desire.

Recent changes in the laws affecting both welfare plans and pension plans suggest
that the advocates of uniformity are prevailing. We believe this trend has negative
long-term implications for the financial circumstances of individual employees and
for the competitive position of diversified American industries. We encourage you to
recognize the advantages of flexible benefits to both employees and employers and
to takow, flexible benefits into account as you work on a nondiscrimination testing
system for welfare benefits. We have compiled six suggestions to help you achieve
that goal:

1. Discriminattwn testing should be based on plan design, rather than on actual par-
tIwpation.

Nondiscrimination testing which looks at actual coverage of individual employees
increases the burden of testing significantly. To avoid imposing a burden on employ-
ers which can yield onlV marginal benefits, we support the idea of a design-based
test. As an employer's plans increase in complexity, the need for a design-based test
becomes more acute. For cafeteria plans with numerous elective options available to
employees, a test that can be met only by examining actual coverage is a test that
creates great uncertainty for both employers and employees.

2. Eraployer.provided benefit credits should be treated as part of the employer-provid-
ed benefit, both for eligibility and for benefits testing.

The dollars used to purchase benefits under a cafeteria plan come from one of two
sources-the employer or the employee. When the employer pays for benefits with-
out offering the employees the opportunity to choose something else, the dollars are
indisputably employer-provided.

If the employer permits employees who do not want the benefits offered to elect to
receive cash instead of benefits, any dollars used to buy benefits are still employer
dollars. The dollars that employees receive if they opt out of coverage or opt down
to a less expensive level of coverage-and receive taxable cash compensation instead
of nontaxable benefits-are sometimes called cashable credits. The mere fact that
the employer has given the employee a choice as to how those credits will be spent
should not change their characterization from employer money to employee money.
Employer-provided credits, including cashable credits, should be treated as employer
contributions for all aspects of nondiscrimination testing.

. Salary reduction, by both higher-paid and lower-paid employees, should be taken
into account for benefits testing.

The question of whether contributions are employer or employee money also
arises with respect to salary reduction contributions. When an employer pays for
benefits or designates a pool of dollars or credits to be used for benefits, the benefits
are, from a common-sense standpoint, employer-provided. When an employee pur-
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chases benefits with dollars he could have used for other purposes-at any time up
to the time the dollars went to buy benefits-the dollars are indisputably employee-
provided. Between these two extremes are salary reduction contributions.

Before the beginning of a cafeteria plan year, an, employee and the employer
agree that the employee will give up dollars he would otherwise have received as
cash compensation in the upcoming year, and in exchange, the employer will use
those dollars to buy benefits which the employee prefers to cash. The employee's
salary reduction agreement is irrevocable, except in certain limited circumstances,
and therefore once the agreement has been entered into, the employee no longer
has the right to use those dollars for other purposes. For tax purposes, those dollars
are viewed as employer-provided dollars. Accordingly, if the dollars are used to pur-
chase medical coverage or dependent care benefits, they are not taxable under Code
sections that exclude certain employer-provided benefits from income.

The treatment of salary reduction contributions for purposes of nondiscrimination
testing has been an intractable problem for those who have proposed various non-
discrimination testing systems. The appropriate treatment seems to vary with the
type of test being applied. In applying an eligibility or availability component of a
nondiscrimination test, we agree that it is appropriate to treat salary reduction con-
tributions as employee contributions. Salary reduction contributions would be treat-
ed as employee contributions for determining what level of employer-provided bene-
fits are available or for determining whether benefits are affordable.

Because salary reduction contributions are treated the same way as employer con-
tributions for tax purposes, however, we do not believe it is appropriate to treat
salary reduction contributions in their entirety as employee contributions for test-
ing benefits. The drafters of various nondiscrimination rules have taken the position
that salary reduction contributions should be treated as employer contributions for
higher-paid employees; for higher-paid employees, salary reduction is treated as an
employer-provided benefit so that it becomes taxable if the plan is discriminatory.
Treating salary reduction for nondiscrimination testing as an employee contribution
for lower-paid employees and as an employer contribution for higher-paid employees
creates anomalous results for plans which are nondiscriminatory on their face and
in operation. We believe that salary reduction should be treated, at least in part, as
an employer contribution for lower-paid as well as higher-paid employees.

We acknowledge the concern expressed by drafters of various proposals that em-
ployers could nullify a benefits test by simply extending to lower-paid employees the
opportunity to buy benefits on a salary reduction basis. There are various ways to
address this concern, some of thern described in the pamphlet prepared by the staff
of the Joint Committee on Taxation. We suggest treating a certain "affordable"
level of salary reduction as employer-provided for lower-paid employees. This would
alleviate fears that employers would inflate the cap on imontaxable benefits for
higher-paid employees by extending extravagant and unaffordable salary reduction
benefits to the lower-paid. At the same time, treating salary reduction contributions
by lower-paid employees as, in part, employer-provided will prevent a finding that
widely-available plans with broad participation are discriminatory. Although there
are numerous approaches to testing salary reduction, we believe this approach is
administrable and strikes a sensible balance between avoiding employer abuses and
accommodating plans which deserve the normal tax advantages of employer-provid-
ed medical plans.
4. Affordability indices should be based on medical costs and not on wages.

Our experiences with cafeteria plans covering employees in organizations with di-
verse geographic locations has made us sensitive to the disparity in medical costs.
Also, a goal of some employers who adopt a cafeteria plan is to shift from a "defined
benefit" to a "defined contribution" promise in their medical plans. As costs in-
crease, the employer and the employees expect those increased costs to be shared by
the employer and the employees. A nondiscrimination eligibility or availability test
that looks at whether benefits are affordable must define affordable.

One solution would be to define a plan as affordable if the employee share of the
cost did not exceed a stated percentage. Such an approach would respond to the vol-
atility of health care costs, because the maximum employee contribution would rise
as the employer's health care costs rise. This would result in an affordability limit
that would be appropriate for each employer and the various r-egions in which the
employer operated, while eliminating the incentive to reduce the value of the plan
to keep employee cost in line with a less responsive index. Alternatively, if dollar
limits are considered necessary, they should be indexed to ;Lne cost of health care.
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5. A nondiscrimination test should acoid cliff effects in testing benefits.
Generally, cliff effects can be avoided by comparing average benefits available to

lower-paid employees to higher-paid employees. In the absence of an averaging ap-
proach, employers who provided significant benefit to large numbers of lower-paid
employees may find the non-taxable benefits of their higher-paid employees are sub-
ject to a cap which does not take those benefits into account at all.
6. Dependent care assistance should be included in the simplification process.

Any effort to simplify Section 89 should also include simplification of the compan-
ion nondiscrimination rules for dependent care assistance under Section 129. Tax
reform imposed S&ction 89-type rules upon dependent care assistance that look at
actual coverage rather than availability and are complex, requiring extensive data
collection. It seems anomalous to leave these complex rules in place while simplify-
ing health care testing. One of the major steps forward in H.R. 1864 is the realiza-
tion that benefits Euch as group term life insurance are not tested properly under
rules designed for health insurance. That is Elso true for dependent care assistance.

The preceding changes will allow employers to design cafeteria plans that satisfy
reasonable availability tests. This is vitally important in order to put cafeteria plans
on an equal footing with other plans. However, employers with cafeteria plans that
can satisfy tests of actual coverage should not be required to redesign these plans
just to match the availability test requirements. In many cases this would serve
only to decrease employee choice and flexibility in plans that are models in nondis-
crimination. Employers should be given the option to test their health plans under a
simplified coverage test. While some may say that this increases the appearance of
complexity, it is important to know that it will have no impact on the vast majority
of employers-if a workable availability test is enacted. In addition, coverage-based
testing could be made significantly simpler.

Mr. Chairman, we at ECFC and the Cafeteria Plan Coalition will work with you
and the staff to accomplish the objective: to prevent bias toward the highly-paid in
tax-favored employee benefits. Accomplishing that objective should not require that
this nation's most innovative benefits-delivery vehicle suffer. We, as employers, as
employees, and as a nation need the flexibility and savings that cafeteria plans
offer. Thank you for this opportunity to share our concerns.

PREPARED STATEMENT OF DONALD H. SKADDEN ANi) DEBORAH WALKER

INTRODUCE ON

The American Institute of Certified Public Accountants greatly appreciates this
opportunity to offer comments and recommendations prepared by our Federal Tax
Division on ways to simplify the rules applicable to employee benefit plans under
section 89 of the Internal Revenue Code.

The AICPA is the national, professional organization of CPAs with over 280,000
members. Many of our members are tax practitioners who work with millions of
American taxpayers, both individuals and businesses. We are deeply concerned with
the effect of section 89 upon businesses of all sizes, in all sectors of the economy.

The AICPA applauds the Chairman and the entire committee on undertaking the
important task of providing meaningful relief from the myriad of complex rules con-
tained in section 89. We understand your desire to simplify the law while, at the
same time, maintain a tax policy that encourages the expansion of health care cov-
erage for all workers and minimizes the tax subsidy for highly compensated employ-
ees if benefits are provided on a discriminatory basis. We believe that the new legis-
lation must be understandable by the taxpayer, administrable by the government
and not so burdensome or costly as to defeat the very goals it is attempting to ac-
complish.

The AICPA recommends that new legislation be adopted to replace section 89.
The new rules should not be an alternative to, or a safe harbor means of, avoiding
the existing rules.

The AICPA strongly recommends that the new legislation adopt a design-based
approach, focusing on plan availability rather than plan coverage. We believe that
this approach can be both simple and effective. This approach eliminates the need
for sworn statements, separate testing of family coverage and, in some situations,
valuation of benefits.

In conjunction with the design-based approach, certain taxpayers may be better
served with a discrimination ts which regulates the tax subsidy for highly com-
pensated employees based on the benefits actually received by nonhighly compensat-
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ed employees These employers should have the opportunity to accumulate data and
compute certain tests necessary to determine if benefits are nondiscriminatory.
These rules should be simpler than existing rules However, because actual coverage
would be tested, separate testing for family coverage, sworn statements, and valu-
ation of all plans would probably be necessary Employees who choose to use the
more complicated tests should be given the opportunity to do so without penalizing
employers who want to void them.

THE DESIGN-BASED APPROACH

The AICPA supports a design-based system similar to that included in Chairman
Rostenkowski's proposed legislation (HR 1864). In his bill, tax-favored benefits are
available to highly compensated employees to the extent an affordable health plan
is available to 90 percent of all includable employees.

The desire to expand health care coverage and the need for a design-based test
dictates that a high percentage of workers be eligible for the plan. The percentage
selected for the eligibility test is interrelated with other troublesome issues, such as,
the definition of part-time employees, the treatment of leased employees, the adjust-
ment of excludable employees for plan coverage and duplicate coverage by employ-
ees.
Part-time emplo 'ees

We believe that the excludable part-time work force should be those employ.e.s
working less than 25 hours per week. Employees normally working less than 40
hours per week and 25 hours or more should have the required health coverage pro-
portionally adjusted.

Leased employees
Leased employees should be excluded from the test until the definition of a leased

employee becomes more clear. All practitioners are aware that the proposed regula-
tions are both extremely broad and vague. A taxpayer cannot be expected to accu-
rately calculate the number of employees to whom benefits must be available if the
size of the entire group is unclear.

Leased employees should only be included if there is sufficient control over the
mears of accomplishing a specific job. There are many valid business relationships
where a specific task or project is contracted that should not be included as employ-
ee-employer relationships in testing benefit plans. The inclusion of leased employees
in testing significantly complicates the testing process by requiring coordination be-
tween lessees and lessors.

Excludable employees
In general, we believe the categories of employees outlined in IRC section 894hxl

are correct, but exclusion should not be impaired if the employer allows some of
those workers into a health plan. This complicates the testing process and penalizes
employers for allowing certain employees to participate. For example, assume an
employer offered health benefits to employees working 10 hours or more in prior
years. When this employer changed health benefit eligibility to employees working
more than 25 hours per week, the continuing employees working less than 25 hours
and more than 10 hours were allowed to remain in the plan. These employers would
be penalized if they were required. in calculating the 90 percent test, to include in
the employee group all employees working more than 10 hours per week.

Another situation with inappropriate results occurs when the employer provides
immediate coverage for all employees or for some part-time employees, perhaps be-
cause they are classified as permanent rather than temporary. For example, an em-
ployer may offer health coverage to all employees at the beginning of employment.
The employee is classified as part-time or full-time based on actual hours worked
during the first three months of employment. If, after three months an employee is
part-time, coverage is eliminated. This employer would be penalized if all employees
were included in the employee population. If exclusion for part-time employees is
not available because part-time employees are provided benefits for three months,
the employer who offers more health benefit coverage than required would be pe-
nalized by expansion of the group of employees tested.

While we believe plan coverage should not affect the group of otherwise excluda-
ble employees, the harshness of the plan coverage rule is lessened considerably if an
employer is allowed to separately test employees receiving benefits who otherwise
would be excludable employees. If the excludable employees can be tested separate-
ly, the plans would usually be nondiscriminatory. This separate testing rule miti-
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gates the harsh effect of requiring such employees to be included in the employee
group.

The AICPA opposes any rules which require adjustment of the excludable group
based on plan coverage. At a minimum, inclusion of the separate testing rule is
needed.
Duphcate cou erage

In recent years, it has become much more common for individuals to be eligible
for health care coverage from two or more sources. For example, an employee may
be eligible for coverage through a spouse's employment. A student or part-time fac-
ulty member may be covered by a university plan. A student may be covered by a
parent's health policy or a plan available through the parent's employment. While
this may require a sworn statement, such individuals should be allowed to decline
the employer's coverage and be excluded from the employee group. Employers not
using the sworn statement could be required to include these employees.

The threshold percentage
To the extent the employee group is defined to include these groups, we would

support a lower threshold percentage. The existing pension rules, which do not de-
lineate as many excludable employees, use a series of coverage tests, the most ex-
pansive of which is 70 percent of all nonhighly compensated employees. A lower
threshold percentage would eliminate the need to exclude from the group so many
individuals.

Whatever threshold is selected, we would urge that some provision be made to
alleviate the "cliff" effect. For example, with a 90 percent eligibility requirement,
the penalty for failure to satisfy that test should be phased in from no penalty with
90 percent eligibility, to the full penalty at less than 70 percent eligibility. While
this would involve additional complexity in the legislation, we believe such complex-
ity may be warranted so that highly compensated employees are not unduly bur-
dened where a plan does not satisfy the 90 percent test by a small margin.

A grace period could be provided for employers who fall below the required 90
percent eligibility standard by a certain margin. It is possible for an employer who
has met the 90 percent test in prior years to fall slightly below that level due to
such things as mergers or unexpected rapid growth in employment. These employ-
ers could avoid all penalties for the first year such eligibility test was not met,
giving them time to comply. For 1989, the grace period could apply to all employers.

Afforda bility test
In a design-has-ed approach, some type of affordability test is necessary in order to

prevent employers from making their workers eligible for a plan that the workers
cannot afford. Ideally, the affordability test would establish an equitable sharing of
health care costs between employees and the employer. In addition, it would moti-
vate the employer to continue and perhaps even to improve health care coverage. It
should be a cost so low that the employee is motivated to purchase the health cover-
age. It is of course very difficult to find this ideal balance and even more difficult to
project an ideal balance into a future of uncertain price, wage, and health care
costs. %

We recommend that the employee's maximum contribution be defined as a frac-
tion of the employer's health care cost with a ceiling of no more than a certain per-
centage of wages. For example, each employee's maximum contribution might be 40
percent of the employer's health care costs, but not more than 5 percent of the indi-
vidual's wages. This would alluw for a continuing realistic sharing of costs and, at
the same time, offer the very low income worker an affordable plan. This also
avoids the need to specify an inflation adjustment. The affordable plan that is de-
fined as a percentage of the employer's cost will reflect that employer's cost, the
difference in regional health care costs, and the difference in costs for different
group sizes.

Definition of highly compensated employee
We believe the definition of the highly compensated employee should be simpli-

fied. The definition presently in IRC section 414(q) is more complex and restrictive
than necessary. While we understand that one consistent definition of highly com-
pensated employees is useful for many employers with a number of different types
of retirement and benefit plans, the small employer with only a health plan to test
finds the need to use the IRC section 414(q) rules extremely burdensome.

We believe that highly compensated and nonhighly compensated employees
should be defined on the basis of the Form W-2 wages before imputation of income.
The highly compensated employees should be those earning more than $50,000, ad-
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justed for cost of living increases $.4,580 for 1989). The testing could be done based
on the Form W-2 for the tax year that ends with or within the testing year. An
election to delay inclusion of the taxable benefit similar to the rules of IRC section
89(ax2xbl could also be used.

An optional coverage test
Many employers offer many different health benefit plans for different employee

groups and typically maintain detailed records of the coverage provided. These em-
ployers should be given the opportunity to test the actual coverage provided, per-
haps by comparing the average benefits that nonhighly compensated employees re-
ceive to the average benefits that highly compensated employees receive. The modi-
fication to the group of excludable employees outlined under the design-based ap-
proach should also be included here. Included with this test should be a discrimina-
tory terms test similar to that provided in Chairman Rostenkowski's proposal. This
is necessary to eliminate executive only plans.

SEPARATE TESTING OF CERTAIN BENEFITS

We do not believe it is necessarily good tax policy to design one set of qualifica-
tion and testing rules for all types of plans, employers, and groups of employees. We
believe cafeteria plans and group term life insurance plans should be governed by
sections 1.25 and 79 respectively, and not included in the design-based test for health
coverage.If more precise antidiscrimination rules are necessary, provisions can be
focused specifically on those particular types of plans.

Benefits test for cafeteria plans -
Cafeteria plans are different from other employer provided health benefits in that

the employer often maintains more records, such as the available benefit credit for
each individual and the required salary reduction. With these records often readily
available on the payroll system, a benefits test based on the average benefits used
by the nonhighly compensated employees is relatively easy. We believe the test
should be based on average benefits with the average benefit for the highly compen-
sated employees that can be tax-favored not exceeding 133 percent of the average
benefit of the nonhighly compensated employees. This should also provide that all
benefits offered within the plan are tested together so that employees choosing child
care, health care or other benefits are considered to be receiving tax-preferred bene-
fits of equal value.

While we understand that one objective test can mask a number of inherent prob-
lems such as, testing family coverage separately, disregarding employees with other
coverage, and sworn statements, we believe that these complications are not insur-
mountable in the case of a cafeteria plan where records are readily available and
constant monitoring of individual choices takes place.

THE QUAUFICATION RULES

We urge that a de minimis number of individuals with no service nexus with the
employer should be allowed to participate in a plan without violating the exclusive
benefit rule. A plan should not fail to satisfy the exclusive benefit rule merely be-
cause benefits are provided under the plan to non-employees on a basis that is not
tax favored. Including such individuals will actually increase health insurance cov-
erage. The only problems caused by including such individuals on an after-tax basis
could be with adverse selection against insurance companies. Thus, the ability for
an employer to include such individuals should be regulated by the insurance indus-
try and their contracts with an employer, not through the tax law.

Penalty for failure of the qualification rules
The penalty for failing the qualification rules should be. borne by the employer,

rather than employees, perhaps through an excise tax. This tax should be calculated
on the cost of the coverage, rather than amounts paid or incurred.

CONCLUSION

In view of the burdens placed on practitioners and businesses by section 89, legis-
lative relief is needed. The cost of compliance is the AICPA's most significant con-
cern and we believe a discrimination test, which focuses on plan availability, will
eliminate these concerns. We understand that there is sentiment in the business
community and the tax writing committees to exempt from these rules small busi-
nesses, for example, an entity with ten or fewer employees or those with gross re-
ceipts of less than $500,000. We believe the provisions we have described will make
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the discrimination rules much less burdensome for small businesses. The AICPA is
pleased to continue working %, ith the committee to accomplish its objectives.

PREPARED STATEMENT OF SENATOR STEVE SYMMS

Mr Chairman I am pleased we are holding these hearings today. The vote of 98 to
1) in the Senate on April 12 on my amendment to urge the House of Representatives
immediately to send us a bill to repeal or modify substantially Section 89 of the tax
code was a great victory for all of us. I think the Senate has spoken so loudly and
clearly that we will get action on this problem very shortly.

Having reviewed various material regarding Section 89 and having been part of a
growing effort to delay or repeal this administrative nightmare, I am increasingly
convinced that Congress stepped off into the deep end of an enormous bureaucratic
swamp when it adopted this portion of the 1986 Tax Reform Act.

I am confident the testimony we will hear today will shed some light on the quag-
mire that exists for small and large businesses, as well as local and State govern-
ments and non-profit institutions, attempting to comply with several provisions that
affect employee benefits.

Section 89 establishes highly complex, new requirements for the tax exemption of
employee benefits, all employee benefits. Under this new provision, employers must
now calculate "values" to learn whether their benefits qualify for tax exemption. So
encompassing is this new regulation, employee benefits will now have to be pains-
takingly analyzed to determine if they are divided fairly between highly paid em-
ployees and rank-and-file workers. This doesn't even taken into consideration that
now part-time employees must be included in calculations to determine whether
plans are discriminatory.

This entire testing process is so boggling that many employers are writing and
informing me that they plan to drop employee benefit programs outright, due to the
unreal complexity and extensive costs associated with this monster. I think Thomas
Veal of Touche Ross and Co. best summarized this entire-regulation when he
claimed that if King George and Parliament had come up withanything like Section
819, it wouldn't have taken seven years to win the Revolutionary war. uite frankly,
Section 89 nearly approaches the dangerous and certainly anti-free market policy of
Federally mandated, employer provided benefits.

To make matters worse, the Federal government expects businesses to navigate
through this mine filled sea when its own Internal Revenue Service is still unable to
come up with a complete set of guidelines to augment existing law-I believe this is
correct even today; perhaps our Tre.sury Department witness will be able to correct
me. To date, the I.R.S. has had over two and a half years since the passage of the
1986 Tax Reform Act. To be certain, I'm beginning to wonder if the I.R.S. will be
able to implement operating procedures to an extent that the one year delay I've
proposed in my bill, S. 89, will be long enough.

I also wish to point out the costs associated with this section of the tax code. Few
argue the fact that compliance with these regulations will cost businesses thousands
of dollars. The end result will be that cost- conscious business will take a position of
either dropping plans or accepting the penalties associated with non-compliance
based strictly on cost.

Nearly all employers attempt to offer some sort of an employee benefit program;
it simply is good business to reward employees. It seems incredibly ironic to me that
representatives of United States citizens that claim to be fighting for the little guy
would back a proposal that virtually strips employee benefits from those most in
need of such programs. It's not as though employee benefit programs are elitist in
nature. It is estimated that some 132 million people in the United States receive
employer-provided benefits either as employees or dependents. This is elitism?

And then of course there are the supporters of Section 89 who claim budget defi-
cit rules preclude a vote on this issue. The Joint Tax Committee has claimed that if
employers abandon fringe benefit and pension plans because of Section 89, the
added tax revenue to the Treasury will e $300 million in 1989 alone. Thus, if we
repeal or delay it for one year, we supposedly have to come up with a "revenue
offset" or a spending cut of $300 million under the rules of the Budget Act.

This phony revenue estimate is ludicrous, because the costs of compliance with
Section 89--for all employers-will exceed a billion dollars. At a marginal tax rate
of 34 percent, that cost of doing business will lose $340 million to the Federal Treas-
ury. I claim that repealing Section 89 really won't cost the Federal Treasury any
revenue; it certainly will make American business more productive. I love my CPAs
and benefit managers back in Idaho, but I would certainly prefer to let all the
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money that is going to have to be paid to test and re-test these benefit plans be
applied by businesses in Idaho for some other purpose other than the costs of all
that testing.

Mr. Chairman, I continue to hear employers state that they have no problem with
the general intent of Section 89; however, Congress clearly created a Lochness mon-
ster when it enacted Section 89. The regulations will decrease flexibility, increase
administrative costs, and ultimately bring about fewer benefits and fewer businesses
offering plans.

I have offered several remedies to Section 89 as it now stands on the books. I in-
troduced legislation that will postpone this ruling for one year, allowing us time to
further study and decide of we are on the right track with this legislation. We must
postpone it, if for no other reason that to send a message to the business community
not to drop their benefit programs and wait until a broader knowledge of the impli-
cations of section 89 is understood. On April 12, the Senate overwhelmingly adopted
Senate Resolution 92, which many of you co-sponsored with me to urge the House of
Representatives to take action regarding thin legislative headache.

Know that the House of Representatives may at last now be considering a bill to
delay this provision, and to make substantial modifications.

Mr. Chairman, I fear that unless. Congress acts quickly, the nation's businesses
will drop employee benefit plans outright. For a government which claims to be re-
sponsible to its constituents, clearly, a call to action is beckoning. That Congress has
insisted on turning the tax code into social legislation is beyond me. The way the
Constitution is being interpreted these days, perhaps Congress will next institute
central planning or five year plans to deal with perceived inequities in what is sup-
posed to be a capitalist, market based society.

STATEMENT OF BLAKE HALL, IDAHO AS8OCIATION OF COUNTIES

THE IMPACT OF SECTION 89 ON COUNTY AND MUNICIPAL GOVERNMENTS

Mr. Chairman, one of the issues of greatest concern to the local governments of
this country today is Section 89-the provision of the Tax Reform Act of 1986 in
which Congress mandated a system of testing employer fringe benefit plans to
assure no discrimination against low-paid employees.

Mr. Chairman, I am pleased to be able to testify today before the Senate Commit-
tee on Finance because I believe you will soon be introducing legislation to modify
substantially the regulatory burdens of this provision in the 1986 Tax Reform Act.
The overwhelming vote in the Senate last month on the amendment by Senator
SymsS, in which the Senate by a vote of 98 to 0 adopted an amendment to urge the
H of Representatives immediately to enact a bill to repeal or modify substan-
tially Section 89 of the tax code, was a great victory for all of us. I think the Senate
has spoken so loudly and clearly that we will get action on this problem very short-
ly.

Representing the state and local governments of my State, I want to assure you
first that none of our governments discriminate against lower paid employees. Our
position representing all the citizens in our communities virtually assures in ad-
vance that more highly compensated employees will not receive undue benefits out
of proportion to those given to lower paid employees. That, however, does not
exempt us from the very budensome testing requirements.

Having reviewed various material regarding Section 89, 1 am increasingly con-
vinced that Congress had no idea of what it was enacting when it adopted this por-
tion of the 1986 Tax Reform Act.

So encompassing are these new regulations, employee benefits will now have to be
painstakingly analyzed to determine if they are divided fairly between highly paid
employees and rank-and-file workers. This doesn't even taken into consideration
that now part-time employees must be included in calculations to determine wheth-
er plans are discriminatory. Employees who receive more than some average level,
of health benefits from their employers have to pay income tax on those benefits.
The problem, Mr. Chairman, is in trying to determine what is "excessive."

Section 89 of the tax code sets out a complicated series of tests and measurements
that employers have to perform to determine if the benefits of their more valuable,
more highly compensated employees are "excessive" or not. This has turned into a
great big nightmare-a complete mistake on the part of the 99th Congress that
must be corrected as quickly as possible, before it is t J late.

This entire testing process is so unreal that many employers in Idaho, both in
county and municipal governmen'. as well as the business sector are planning to
drop employee benefit programs outright, due to the unreal complexity and exten-
sive costs associated with this well-intended legislation. Quite frankly, Section 89
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nearly approaches the dangerous and certainly anti-free market policy of Federally
mandated, employer-provided benefits.

To make matters worse, the Federal government expects local governments and
businesses to comply with this unreal legislation at a time that the Internal Reve-
nue Service is still unable to come up with a complete -et of guidelines to augment
existing law To date, the I.R S. has had over two and a half years since the passage
of the 1986 Tax Reform Act,

I also wish to point ou:. the costs associated with this section of the tax code. Few
argue the fact that compliance with these regulations wil! cost local governments
and businesses thousands of dollars The end result will be that cost-conscious gov-
ernment and business will take a position of' either dropping plans or accepting the
penalties associated with non-compliance based strictly on cost.

Nearly all employers attempt to offer some sort of an employee benefit program;
it simply is good business to reward employees. It seems incredibly ironic to me that
representatives of Uni ed States citizens that claim to be fighting for the little guy
would back a proposal that virtually strips employee benefits from those most in
need of such programs. It's not as though employee benefit programs are elitist in
nature It is estimated that some 132 million people in the United States receive
employer-provided benefits either as employees or dependents. Is this elitism?

Recently there's been a phony revenue amount tossed around the halls of Con-
gress that the Treasury would supposedly loose. The last I heard it was close to 300
million dollars. This estimate is ludicrous, because the costs of compliance with Sec-
tion 89-for all employers-will exceed a billion dollars. At a marginal tax rate of
34 percent, that cost of doing business will lose $340 million to the Federal Treas-
ury. I claim that repealing Section 89 really won't cost the Federal Treasury any
revenue; it certainly will make American government and business more produc-
t i ye.

Mr. Chairman, employers have no problem with thc general intent of Section 89;
however, Congress simply went too far when it enacted Section 89. The regulations
will decrease flexibility, increase administrative costs, and ultimately bring about
fewer benefits and fewer employers offering plans.

I believe the best action Congress could take at this time is to delay implementa-
tion and send a message to local governments and the business community not, to
drop their benefit programs. Congress needs broader knowledge of the implications
of section S9.

Mr. Chairman, I fear that unless Congress acts quickly, the nation's local govern-
ments and businesses will drop employee benefit plans outright. For a government
which claims to be responsible to its constituents, clearly, a call to action is becr:kon-
ing. That Congress has insisted on turning the tax code into social legislation is
beyond me. Le:al Governments and businesses are urgently waiting on congress to
act. I urge you all, as members of the Senate Finance Committee, to move forward
quickly with legislation to either modify or repeal this current regulation. As it
stands now, America's local government and private sector is at a loss as to what
do.

LLOYD BENTSEN,
Chairman, Senate Finance Committee,
US. Senate,
Washington, DC.

Dear Mr. Bentsen: As Mayor of the City of Rupert, Idaho, and as an independent
newspaper publisher, I urge the Senate Finance Committee to amend or repeal Sec-
tion 89 of the Internal Revenue Code to eliminate the complex rules and regulations
relating to tax treatment of employee benefits.

I support the concept that the government should not subsidize fringe benefit
packages which give greater tax free benefits to highly compensated employees and
owners than to lower paid workers, but I strongly object to the manner in which
Section 89 attempts to implement this policy.

Small businesses and small governmental units cannot afford to spend their limit-
ed resources on lawyers and accountants for purposes such as compliance with Sec-
tion 89 of the Internal Revenue Code. We are lucky if we have enough money to
offer limited fringe benefit packages to our employees. Why should we be required
to divert our limited resources to tax compliance expenses and possible penalties for
non compliance when we desperately need to apply our resources to productive pur-
poses for survival.

A simple, straight-forward solution would be to require that all health related
fringe benefit packages of an employer be equal for all employees on a per capita
basis after a six month probationary period for new employees and that all pension
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and profit sharing plans of an employer be equal for all employees as a percentage
of their regular compensation after a six month probationary period. If the plans
will nGt withstand an audit there should be substantial penalties to the employer.
This approach will accomplish the purposes of Section S9 and will eliminate an un-
necessary burden on employers

Very truly yours,
W F "lt.'l WirrroM., vuor

PREi'AR:1) STATEMENT (II" ANTHONY C WILLIAMS

INTROI)t'(7ION

Mr Chairman and rnemlxrs of the Committee, my name is Anthony C. Williams.
I am the Director of the Retirement, Safety and Insurance Department of the Na-
tional Rural Electric Cooperative Association iNRECAi and the Administrator of
the various welfare and pension programs sponsored by NRECA for its members.
NRECA is the national service organization of the approximately 1,000 rural elec-
tric service systems operating in 46 states. These systems bring central station elec-
tric service to approximately 25 million farm and rural individuals in 2,600 of our
nation's 3,100 counties. Our various programs provide pension and welfare benefits
to over 125.00) employees and their dependents in those localities.

SECTION S9 AND HEALTH CARE COVERAGE

NRECA has participated actively in the ongoing public policy debate over expand-
ing health care coverage. Two research reports commissioned by us in 1988 provided
new information on this issue. The first report examined health care coverage
among small rural businesses in rural electric cooperative (REC service areas. The
second report used experience in NRECA's own health insurance plans to evaluate
the potential costs of universal health care coverage. Both reports were widely dis-
tributed to Congressional and Administration policy makers as well as interested in-
dividuals and organizations across the country.

Based on its experience and interest in employer-provided health care plans,
NRECA is seriously concerned about the effect of Internal Revenue Code section 89.
Section 89 attempts to encourage employers to expand health care coverage among
their employee,. and limit the share of coverage-related tax expenditures accruing to
highly compensated employee's.

NRECA supports the policy goals of expanding access to health care coverage and
ensuring that coverage is nondiscriminatory. We believe that section 89 is an unnec-
essarily burdensome way to achieve these goals, however.

Even as national health care costs rage out of control, the law increases employ-
ers' costs of adopting, maintaining, and improving a health care plan. Our survey of
employer-provided health care coverage in smaller firms found that cost is their
major barrier to coverage. Since rural areas depend on employment in small firms
to a greater degree than urban areas, low coverage in smaller firms particularly af-
fects rural areas.

Public concern is also mounting over inadequate coverage of prenatal care, well-
baby care, and various pre-existing conditions in employer plans. Section 89, howev-
er, forces employers to spend money on statistical testing rather than on improving
benefits.

REFORMING SECTION 89

While NRECA would support the repeal of section 89, we are prepared to offer
suggestions for mitigating its burdens while achieving its stated goals. Some of the
reform elements discussed below are contained in legislative proposals, including S.
654, introduced by Sen. David Pryor (D-AR), H.R. 1864, introduced by Rep. Dan Ros-
tenkowski (D-II,), and S. 595, introduced by Sen. Pete Domenici (R-NM). Other ele-
ments arise from our own evaluation of the problems this law causes.
The Law

-- For a welfare plan to be nondiscriminatory under section 89, it must meet certain
standards both in the-choices offered to employees and in the choices the employees
make. Plans must meet a three-part eligibility test and a benefits test, or may elect
to use an alternative test in lieu of the eligibility and benefits tests. Under the ei-gi-
bility tests:

20-998 - 90 - 6
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• either nonhighly compensated employees must constitute at least 50 percent of
eligible employees, or the share of highly compensated employees eligible to partici-
pate must be no larger than the share of nonhighly compensated employees eligible;

* at least 90 percent of nonhighly compensated employees must be eligible to par-
ticipate in a health' plan offered by the employer, and if they did participate, would
receive a benefit at least 50 percent as valuable as the most valuable benefit avail-
able to any highly compensated employee; and

* eligibility provisions may not discriminate in favor of highly compensated em-
ployees.

The benefits test provides that nonhighly compensated employees must receive an
average benefit equal to at least 75 percent of the average benefit provided to highly
compensated employees.

Under an alternative test, a plan that benefits at least 80 percent of nonhighly
compensated employees satisfies both the eligibility and benefits tests, provided that
employees are not just eligible but actually received coverage
Section 8.9 and Smaller Employers

The 80 percent alternative test was intended to be useful to smaller employers.
We have found, however, that many employers who do not offer discriminatory ben-
efits will, nevertheless, be unable to use it.

Our survey found that 82 percent of smaller employers with health coverage
plans offered traditional indemnity plan, with most of the remainder offering a
managed care arrangement (Figure (11. Of the surveyed firms, 78.3 percent reported
participation rates of 75 percent or higher among full-time employees (Figure (2).
These firms would probably have met the 80 percent alternative test. The remain-
der, with an average participation rate of 47 percent, would have had to use the
more complex three-part evaluation.

Our preliminary estimates show similar results among RECs, most of which are
also small employers. About one-third of the RECs participating in NRECA plans
will be unable to use the 80 percent test.

NRECA believes that employers who make health coverage available to all their
employees, on a fair basis, should not be penalized for their employees' elections. If
plans have low partici tion rates because coverage is not affordable for employers
or employees, the problem should be addressed directly. Available means include
improved risk sharing arrangements for smaller firms and tax code changes. Penal-
izing employers for the high cost-of health care does not change it.

Accordingly, NRECA adds its voice to those advocating that nondiscrimination
tests be based on eligibility for benefits rather than coverage or benefits received.
Contributions

The Pryor and Rostenkowski bills would reduce testing requirements, but would
impose limits on the employee contributions that could be required. The Pryor bill
would eliminate the testing requirement for plans meeting certain requirements, in-
cluding mandatory contributions limited to the lesser of 5 percent of the minimum
wage or $6.70 per week for employee coverage and $13.40 for family coverage. The
Rostenkowski bill would eliminate testing for all plans but would limit employee
contributions to $10.00 per week for employee coverage and $25.00 for family cover-
age.

Limits on allowable contributions reflect concern over maintaining the affordabil-
ity of coverage and avoiding discriminatory benefit patterns. We believe, however,
that fixed-dollar limits may not assure the affordability of coverage for all employ-
ees, while they could discourage employers from adopting plans and from offering
dependent coverage.

Contribution limits could impose a disproportionate burden on small employers.
Small employers often pay more for the same health care coverage than larger
firms. Our survey found that small firms are more likely than larger firms to re-
quire employee contributions, and that nearly one in ten of covered employees in -

small firms pays the entire cost of coverage.
Accordingly, we urge that any contribution limits be set with the needs of small

employers in mind. The minimum wage should be just that. If contribution limits
are to be imposed, employee contributions should not be allowed to reduce compen-
sation below this level Past this point, however, employers should have flexibility
in setting contribution requirements, so long as differences in contributions among
plans reflect plan value. This goal could be accomplished, for example, by limiting
the share of premiums employees could be required to pay.

If contribution limits are imposed. they should reflect employer practices in pric-
ing coverage. Many employers who do not require contributions for employee-only
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coverage do impose them for family coverage, Where contributions are required for
both types of coverage, in turn, the differentials tend to be larger than those in the
Pryor or Rostenkowski bills.

To take account of these patterns, we propose that employers be allowed to apply
"unused" employce-only contribution limits to required family coverage contribu-
tions. For example, under the Pryor approach, an employer whc required no contri-
butions for employee-only coverage could be allowed to charge up to $20..0 ($6.70 +
$13.40) for family coverage. Alternatively, we suggest that more flexible rules gov-
erning the differential between empioyee-only and family coverage be devised.

We are also concerned that contribution limits could be used to restrict flexible
benefit plans. We understand, for example, that the Rostenkowski bill would fore-
close the type of health plan under which the employer finances ccre coverage and
the employee adds additional benefits through salary reduction. Such plans have
been an important element of employers' efforts to respond to the needs of adiverw.
workforce as well as contain health care costs. We urge the Congress to take the
needs of flexible benefit plans into account in revising section 89.

Part-Time EmplQ)res
Small firms depend on part-time workers significantly more than do larger em-

ployers. Consequently, the part-time exception contained in current law seriously
concerns both smaller employers and rural areas. Employer-sponsored health care
plans are a very efficient way to deliver coverage to U.S. workers and their depend-
ents. Employer plans, particularly in smaller firms, cannot provide coverage to
those without a significant attachment to the lahor force, however.

The Pryor, Rostenkowski, and Domenici proposals would raise the threshold at
which part-time employees would be counted in the discrimination test. We support
such measures. Below this threshold, employees could be made eligible to purchase
coverage in the employer's plan at group rates.

EFFECTIVE DATE

NRECA urges that the section 89 effective date be delayed until at least January
1, 1'1"90, or that penalties for noncompliance be waived until that date. The complex-
ity of the rules, the delay in issuing regulations, and the ongoing legislative debate
have all contributed to confusion for (rnploye-s. Employers should not be expected
to carry out tests, and perhaps make plan changes. in this environment, and they
should not be penalized for waiting. The effective date for compliance by smaller
employers should be deferred an additional year to reflect their greater costs of
compliance.
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FIGURE II
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PREPARED STATEMENT OF DANA L. TRIER

Mr. Chairman and Members of the Committee: I am pleased to be here today to
discuss the Administration's views regarding the nondiscrimination and qualifica-
tion rules applicable to certain employee benefit plans under section 89 of the Inter-
nal Revenue Code. As we have testified before other Congressional committees, the
Administration believes that section 89 is overly complex and imposes undue com-
pliance burdens on employers. We are pleased that Congress is promptly addressing
these problems, and the Treasury Department looks forward to assisting Congress in
developing an adequate legislative solution. To facilitate the legislative process, the
Treasury Department and the Internal Revenue Service last week announced addi-
tional transitional relief provisions that are designed to provide Congress with suffi-
cient opportunity to develop legislation before employers are required to expend
substantial further resources to comply with the statute.

In the first part of my testimony, I will describe briefly the provisions of section
S9 and the policy rationale underlying those provisions, the transitional relief treat-
ment under the regulations, and certain proposed legislative replacements of section
89. 1 will then discuss the core imues the Administration believes must be addressed
in fashioning any new legislation. Finally, I will conclude by summarizing the Ad-
ministrations position on the revision of section 89.

BACKGROUND

A. Statute.
The Internal Revenue Code provides that certain employer-provided benefits are

excludable from the gross income of employees. For example, employer-provided
health coverage and benefits are excludable under sections 105 and 106, employer-
provided group-term life insurance is excludable under section 79 and employer-pro-
vided dependent care assistance is excludable under section 129.

Section 89 provides that health coverage and group-term life insurance may be
excluded from the income of highly compensated employees only to the extent that
the coverage and insurance is provided on a basis that does not discriminate in
favor of highly compensated employees within the meaning of certain statutorily
imposed nondiscrimination tests. In addition, employers may elect to test their de-
jndent care assistance programs under the nondiscrimination rules of section 89.

e rationale for limiting the income exclusions is that the tax expenditures are
justified only if nonhighly compensated employees are provided benefits that are
comparable to the benefits provided to highly compensated employees. In enacting
section 89 and other employee benefit non discrimination rules in 1986, Congress was
concerned that the prior law nondiscrimination rules did not require sufficient cov-
erage of nonhighly compensated employees as a condition of the exclusions. The
President's 1990 budget reports that the revenue loss tax expenditure in 1990 for
employer-provided health coverage will be $29.6 billion, for group-term life insur-
ance, $2.2 billion, and for dependent care assistance, $155 million.

Under section 89 an employer may choose to determine whether a plan satisfies
the nondiscrimination rules under one of two testing methods. Under the first
method, a plan satisfies the rules if it satisfies three eligibility tests and a benefits
test. The first eligibility test is that at least 50 percent of the plan participants must
be nonhighly compensated. The second eligibility test is that at least 90 percent of
the nonhigh1y compensated employees must be eligible for a benefit at least equal to
50 percent of the greatest benefit available to any highly compensated employee.
The third eligibility test is that the plan may not contain any provision relating to
eligibility that, by its terms or otherwise, discriminates in favor of highly compen-
sated employees. This test is intended to address those instances of discrimination
that are not quantifiable, such as whether benefits are, in fact, available to nonhigh-
ly compensated employees and whether more favorable eligibility waiting periods
are provided to highly compensated employees. The benefits test is satisfied if the
average value of all employer-provided health coverage received by nonhighly com-
pensated employees is at least 75 percent of the average value of employer-provided

health benefits received by highly compensated employees.
Under the second testing method, a plan satisfies the nondiscrimination rules if it

benefits 80 percent of the employer's nonhighly compensated employees and if it
does not contain, by its terms or otherwise, any discriminatory provision.

The definition of highly compensated employees under section 89 is the same as
that used for other employee benefits. The Internal Revenue Code generally defines
a highly compensated employee as any employee who, during the current year or
the prior year, is one of the following: (i) a 5 percent owner; (ii) an officer receiving
compensation in excess of $45,000; (iii) an employee receiving compensation in
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excess of $75,000; or (iv) an employee receiving compensation in excess of $50,000,
who is among those 20 percent of employees receiving the greatest compensation
from the employer. The Code provides that the relevant dollar amounts are indexed
for inflation.

When testing its plans, an employer generally may exclude those employees who
are not yet age 21, those who normally work less than 171/2 hours per week, those
who normally work not more than six months per year and nonresident aliens re-
ceiving no United States source income.
B. Transition Rules Under the Proposed Regulations.

In the proposed regulations promulgated in March of this year, the Treasury De-
partment and the Internal Revenue Service attempted to be very flexible in imple-
menting section 89 so that employers could more easily bring their plans into com-
pliance. The proposed regulations provide several transitional provisions that apply
in 1989. First, the regulations provide that employers who reasonably and in good
faith comply with section 89 and its legislative history in 1989 will be treated as
having satisfied section 89. In addition, the proposed regulations provide that em-
ployers who elect not to test whether their plans satisfy the 75 percent benefits test
in 1989 may include in the income of certain of their highly compensated employees
all of the employer-provided health coverage. This election relieves employers of
most of the data collection and testing burdens. The highly compensated employees
who must include in income all of the employer-provided health coverage are the 20
percent of such employees who receive the greatest compensation from the employ-
er, but not less than ten employees nor more than 2,000 employees. This transition-
al provision is extended to 1990, except that the number of highly compensated em-
ployees who must include all of the employer-provided health coverage in income is
greater. Finally, employers may generally ignore facts in existence prior to July 1,
1989 when testing their plans or compliance in 1989. Employers who chose to take
advantage of this relief merely annualize the benefits provided after July 1 to deter-
mine whether their plans are discriminatory.

On May 1, 1989, Secretary of the Treasu Nicholas F. Brady announced the July
1, 1989 optional beginning date of the 198 testing year provided in the proposed
regulations would be changed to October 1, 1989. On May 5, 1989, the Internal Reve-
nue Service published Notice 89-65 implementing the October 1 testing period com-
mencement and announcing that the July 1, 1989 deadline for providing eligible em-
ployees reasonable notice of benefits available under certain plans is postponed
until October 1, 1989.

C. Proposed Legislation.
In response to the perceived problems with section 89, several bills have been in-

troduced in the Senate and House of Representatives. S. 654, introduced by Senator
Pryor and others on March 17, 1989, would modify section 89 in several ways. First,
it would provide that an employer would not be required to test its health Elan
under section 89 if the plan qualified as a simplified health arrangement, w ich
generally is a plan in which 90 percent of the employees are eligible to participate
and the cost to the employeeZ does not exceed certain defined maximums. In addi-
tion, the definition of part-time employee would be changed to an employee general-
Shworking 25 hours or less, with a phase-in of 30 hours in 1989 and 27.5 in 1990.
he treatment of family coverage, employee cost comparability, valuation of bene-

fits, and testing dates would also be modified. Finally, the sanction for failure to
meet the qualification requirements would be modified so that only highly compen-
sated employees would be required to include in income the value of coverage.

S. 595, introduced by Senator Domenici and others on March 15, 1989, would
delay the application of section 89 until plan years beginning after December 31,
1990 and make section 89 inapplicable to any employer who employs less than 20
employees. In addition, the definition of part-time employee is changed to an em-
ployee normally working less than 25 hours. Finally, the bill creates an eligibility
safe harbor that allows an employer to satisfy section 89 if all of its nonhighly com-
pensated employees are eligible to participate in a plan as valuable as the most val-
uable plan available to any highly compensated employee, and changes the 80 per-
cent alternative coverage test to a 65 percent coverage test.

S. 89, introduced by Senator Symms and others on January 25, 1989, would delay
the effective date of section 89 for one year. S. 350 introduced by Senator Lott and
others would repeal section 89.

H.R. 1864, introduced by Congressman Rostenkowski and others on April 13, 1989,
would make several changes to section 89. First, the various section 89 nondiscrim-
ination tests would be replaced with one simplified test, under which a plan contain-
ing no discriminatory provision would qualify if it meets two requirements: (1) it
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provides primarily core health coverage to at least 90 percent of the employer's non-
highly compensated employees at a cost of no more than $10 per week for individual
coverage and $25 for family coverage; and (2) the maximum amount of employer-
provided coverage of any highly compensated employee is not more than 133 per-
cent of the affordable employer-provided coverage made available to 90 percent of
the employees. Second, part-time employees normally working less than 25 hours
would not be required to be covered. Third, leased employees could generally be dis-
regarded if the employees are covered under a core health plan meeting the nondis-
crimination tests. Fourth, employees covered by a collective bargaining agreement
are tested separately. Fifth, officers with compensation not in excess of $45,000 will
not be considered highly compensated. Sixth, the nondiscrimination rules in effect
prior to the Tax Reform Act of 1986 are made applicable to group-term life insur-
ance. Finally, the present law sanction for failure to qualify is changed to an excise
tax on the employer equal to 34 percent of the cost of coverage.

ISSUES TO BE RESOLVED IN LEGISLATION

Several aspects of the operation of section 89 have received particular attention in
recent weeks, as the process has begun of replacing section 89with a workable pro-
vision. Some of the most important areas of concern are discussed below. Others
may arise as the discussion proceeds. Although the issues involved are difficult, we
intend to work with Congress to formulate resolutions of all of these issues as soon
as practicable. It is imperative that the final statutory solution that is enacted re-
solve all of the outstanding issues in a satisfactory manner.

A. Nondiscrimination Rules.
The basic objectives of the nondiscrimination tests are the elimination of plans

providing tax-favored health benefits only to highly compensated employees and the
omotion of coverage of nonhighly compensated employees. These objectives must
achieved by means of workable tests that can be understood by employers and

applied without undue expense in a wide variety of circumstances. In this context,
employers are confronted with several overriding problems of statutory design, in-
cluding particularly (i) the problem of valuation of benefits, (ii) the question of
which employees may be excluded, (iii) the treatment of salary reduction contribu-
tions, and (iv) the special considerations applicable to small businesses.

1. Valuation. The most fundamental problem in determining compliance with sec-
tion 89 in its current form has been the necessity of reliance upon valuation of bene-
fits. It has become clear that the problems with valuation simply were not under-
stood in 1986 when section 89 was enacted. Valuation has proved to be not only a
very complex task, but an expensive one as well. Thus, to be viable, any legislation
replacing section 89 must confront the problems posed by reliance upon valuation of
benefits.

At a minimum, employers should be assured, under the statute, that an employ-
- er's cost Inay be viewed as the value of the benefit. In addition, the Treasury De-

partment should have the authority to develop other reasonable valuation methods.
More important, it is crucial to replace the current nondiscrimination tests with a

test or tests which are t.o the fullest extent possible "design based," i.e., tests which
the employer may be confident it has passed without undertaking a complex valu-
ation of benefits. In this regard, the efforts of Senator Pryor and Congressman Ros-
tenkowski are important first attempts. In the case of both S. 654 andH.R. 1864, the
testing for nondiscrimination would, in part, be generally based on the required
availability, at affordable costs, of health insurance coverage to 90 percent of the
employees.

Three different types of questions are raised with respect to design-based tests of
the types included in S. 654 and H.R. 1864. First is the question of the percentage of
nonexcludable employees to whom coverage is required to be offered. Both Senator
Pryor and Congressman Rostenkowski have required that, generally, 90 percent of
nonexcludable employees be offered coverage. Others have suggested that, in the al-
ternative, the nondiscrimination test be based on the relative proportion of highly
compensated and nonhighly compensated employees covered. We believe that such
an alternative test is worthy of consideration so long as the implementing provision
does not sacrifice the underlying policy goal of broadly available affordable health
coverage.

The second problem to be considered with a design-based test is the "cliff effect"
such a test often has. For example, an employer providing the option of coverage to
a group of employees constituting only slightly less than the required percentage,
may, in fact, pay a large portion of the cost of providing health coverage to nonhigh-
ly compensated employees. It seems inappropriate to impose on such an employer
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the full sanction for failure to satisfy the test, when another employer actually pro-
viding very little health coverage could very well meet the availability tests.

We believe Congress should consider ways of ameliorating the cliff problem. It is
important, however, in addressing this problem not to re-introduce statutory com-
plexity and onerous valuation procedures.

The third question is the extent to which it is necessary that a designed-based test
be accompanied by an overriding provision limiting th- extent to which the employ-
er-provided benefit of highly compensated employees can exceed that provided to or
made available to nonhighly compensated employees. HR. 1864, for example, limits
the employer-provided health benefit available to highly compensated employees to
133 percent of that available as a core health benefit to 90 percent of the employees
under the basic plan. Although we recognize that this test would not require full
scale valuation because only the employer-provided benefit of highly compensated
employees must be valued, we also believe that the administrability and simplicity
of the new provision would be improved if valuation requirements could be limited
even further.

2. Employees Taken Into Account. If relatively strict, broadly based eligibility
tests are included in any new legislation, consideration should be given to expand-

.ing the classes of employees who may be excluded from the tests in certain cases.
For example, governmental entities and charitable organizations, as well as for-
profit entities, sometimes hire handicapped adults for rehabilitation or job-training
purposes, for whom insurance companies often will not provide coverage. If these
individuals receive health benefits under Medicaid or other governmental programs,
perhaps employers should be permitted to consider such individuals as excluded em-
ployees.

In addition, we believe it is appropriate to relax the definition of part-time em-
ployee. We note that in this regard that several of the bills have adopted a 25-hour
standard to replace the 17V2 hour standard of current section 89.

3. Salary Reduction Contributions. The Internal Revenue Code generally provides
that salary reduction contributions to a health or group-term life insurance plan are
employer contributions. For purposes of determining whether at least 90 percent of
nonhighly compensated employees have available a benefit at least equal to 50 per-
cent of the benefit available to any highly compensated employee (the 90/50 percent
eligibility test), however, an employer may elect to treat salary reduction contribu-
tions as employer contributions only if three conditions are satisfied. First, all em-
ployees must be eligible to participate in the plan under the same terms and condi-
tions. Second, the percentage of an employer's nonhighly compensated employees el-
igible to participate cannot exceed the percentage of an employer s highly compen-
sated employees so eligible. Third, no highly compensated employee eligible to make
salary reduction contributions may be eligible to participate in any other employer
plan of the same type unless the other plan is available on the same terms and con-
ditions to nonhighly compensated employees. If these three, conditions are not satis-
fied, salary reduction contributions are treated as employee conLributions for pur-
poses of the 90/50 eligibility test.

The proposed regulations generally provide that, notwithstanding the rules set
forth in the previous paragraph, a highly compensated employee's salary reduction
contributions used to purchase core health benefits are treated as employer contri-
butions for the purpose of the 90/50 percent eligibility test only to the extent that
such contributions exceed other employer contributions made on the employee's
behalf for core health coverage. Similarly, core health coverage attributable to a
nonhighly compensated employee's salary reduction contributions are treated as em-
ployee contributions to the extent that such contributions exceed empJoyer contribu-
tions (excluding salary reduction contributions) made on the emphdyee's behalf to
provide core health coverage. /

The Administration believes that any new legislation should corisider the effect of
restrictive rules regarding the treatment of salary reduction contributions on the
willingness of employers to maintain cafeteria plans. If it is determined that there
are certain types of health expenses that should not be reirobursed or otherwise
paid under a cafeteria plan or other flexible spending arranement, this problem
should be addressed directly

4. Small Business Consierations. The special circumtanos faced by small busi-
nesses should beadd.ramedin -_ny legislation enacted to rev*s section 89. The situa-
tions of small businesses may differ in several respects from those of other business-
es to which section 89 is applicable. First, the relative burden of the costs of deter-
mining compliance may be significantly higher. Second, because some small busi-
nesses have only a few employees, a small change in the number of employees in
the workforce may have a disproportionate impact under the various tests. Third,



164

insurance companies often treat small businesses in ways different than they treat
larger employers.

Although we do not support a complete exemption of small businesses from the
nondiscrimination rules, the Administration urges Congress to consider proposals
that would enable small businesses to comply more easily with the nondiscrimina-
tion rules. If new nondiscrimination rules applicable to health benefits are based on
cost of coverage, the Administration suggests that Congress consider permitting
small businesses to satisfy the nondiscrimination rules under alternative tests. For
this purpose, a small business generally would be defined as a business that cannot
purchase health insurance at group rates. The Secretary of the Treasury would
have the flexibility of further defining this concept through regulations.

We have offered for consideration this alternative. The dollar limitations on the
employee-paid portion of the premium would not apply if: (i) a small business has
only one health plan; (ii) the small business makes core health coverage available to
90 percent of its nonhighly compensated employees; and (iii) a majority of the non-
excludable, nonhighly compensated employees eligible to participate in the plan ac-
tually do so.

In addition, many small businesses have insurance contracts that do not provide
coverage for employees working less than 30 hours per week. The Administration
believes that any new legislation requiring employers with such contracts to make
available health coverage to employees working less than 30 hours per week should
not be effective with respect to such employees until the expiration of the current
contract term.

B. Types of Plans Corered by Section 89 Nondiscrimination Rules.
One of the purposes of section 89 was to subject various employee benefits to "uni-

form" nondiscrimination rules. In practice, this undertaking has turned out to be
misconceived.

Thus, the Administration endorses the provision of H.R. 1864 that provides group-
term life insurance should be tested for discrimination under a different set of rules
than those applied to health benefits. The income exclusion for group-term life in-
surance is limited by section 79 to the cost of $50,000 of such insurance; complex
nondiscrimination rules do not seem appropriate for such a limited tax benefit. Con-
sequently, we support a return to the pre-1986 Act rules applicable to such plans.
C. Qualification Requirements.

Under section 89(k), a plan covered by the statute must meet five so-called "quali-
fication rules': the plan must be in writing; employees' rights must be enforceable;
eligible employees must be given notice of their benefits; the plan must be main-
tained for the exclusive benefit of employees; and the employer must intend that
the plan be maintained indefinitely.

1. Covered Plans. Congress should consider applying the qualification require-
ments only to health plans and, if group-term life insurance is subject to the same
nondiscrimination rules as health plans, group-term life insurance. It is question-
able whether the tax law's qualification rules are appropriate for all plans currently
covered by these rules.

Under prior law, dependent care assistance programs were required to be in writ-
ing and reasonable notification of the benefits available under the program was re-
quired to be given to eligible employees. These rules are sufficient to protect the
interests of employees and the Administration recommends that these provisions be
re-enacted rather than subjecting dependent care assistance programs to the qualifi-
cation requirements of section 89.

Moreover, the qualification requirements appear to be unnecessary for no-addi-
tional-cost fringe benefits, employee discounts and employer-provided eating facili-
ties. It is questionable, for example, whether employers should be required to main-
tain an employee discount program for an indefinite period of time or that an
eating facility should be maintained for the exclusive benefit of employees. These
fringe benefits are adequately addressed in section 132 and the regulations thereun-
der.

2. Sanctions for Failure to Meet Qualification Requirements. The current sanction
for failure to comply with the qualification requirements of section 89 is the inclu-
sion in employees incomes of the values of the benefits received under the plan.
H.R. 1864 would replace this sanction with an excise tax on the employer equal to
34 percent of the amount paid or incurred under the plan. The Administration
agrees with the sponsors of H.R. 1864 that the sanction for failure to comply with
these rt-quirements should be imposed on the employer causing the failure, not on
employees.
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Nevertheless, we perceive two problems with the proposed excise tax. First, it
should not be applied to amounts paid or incurred under the plan. Such a provision
would require an employer to know all of the health benefits provided under the
plan to its employees during each year and the value of each benefit. The Adminis-
tration recommends that the base to which the excise tax would apply be the cost to
the employer of providing the health coverage.

Second, we believe that a 34 percent excise tax may be too high. Consideration
should be given a two-tiered excise tax similar to the two-tiered excise tax imposed
on certain transactions involving private foundations. Thus, a lower rate excise tax
would be applied for each year in which the failure exists. If an employer did not
correct the failure within a reasonable time after the failure is discovered, a higher
excise tax would apply.

In addition, an employer may inadvertently fail to comply with one of the qualifi-
cation requirements. For example, the employer may fail to provide a small number
of its employees with the required notice of material plan terms. ,' or this reason,
any legislation that may be enacted should provide rules for de min'mus failures or
should give the Secretary of the Treasury authority to provide for su'h rules in reg-
ulations

CONCLUSION

Although the Administration supports nondiscrimination rules to employer-pro-
vided health benefits, the rules of section 89 are, in some cases, too complex and, in
other cases, too harsh. There is now a consensus that section 89 must be replaced,
and the Treasury Department looks forward to working with this Committee and
the Committee on Ways and Means to fashion legislation that addresses the major
concerns of employers while serving the basic tax policy objectives of the nondis-
crimination ruleti.

This concludes my prepared remarks. I would be pleased to respond to your ques-
tions.



COMMUNICATIONS

STATEMENT OF THE AMERICAN BANKERS ASSOCIATION

The American Bankers Association is pleased to have this opportunity to submit a
statement on Section 89 of the Internal Revenue Code and its impact on the bank-
ing industry. The American Bankers Association (ABA) membership ranges in size
from the smallest to the very largest banks, with 857 of our members having assets
of less than $100 million. The combined assets of our members comprise about 95%
of the total assets of the commercial banking industry.

Beginning this year, virtually all employers will be required to bring their group
term life insurance, health and other welfare benefits plans into compliance with
the complex requirements imposed under Section 89 of the Internal Revenue Code.
The goal of Section 89, a new Section of the Tax Code added as a result of the Tax
Reform Act of 1986, is to insure that benefits programs are provided on a nondis-
criminatory basis to all employees. Further expansion of the nondiscrimination
"test" was provided as a part of the Technical and Miscellaneous Revenue Act of
1988. IRS regulations released on March 7, 1989 added.another level of complexity
to the tests. On May 1, 1989, Secretary of the Treasury, Nicholas Brady, ordered a
delay in the July 1, 1989 effective date of the regulations until October of this year.

The requirements of Section 89 are separated into two sets of rules: those relating
to the qualification standards and those relating to the new nondiscrimination
rules. In addition to five basic qualification rules for Section 89, every benefit plan
must pass an additional complex set of mechanical nondiscrimination tests. The
nondiscrimination rules of Section 89 are comprehensive and could have a dramatic
effect on an employee's tax liability and also on an employer's benefit costs.

Because of the complexity of the rules and the amount and variety of the informa-
tion required to comply with Section 89, employers sought legislative relief from
compliance with Section 89. Responding to a clamor for relief from the business
community, several bills were introduced to repeal, delay or amend Section 89. Sev-
eral bills have been introduced in the Senate and House of Representatives.

The ABA applauds the Chairman and members of the Senate Finance Committee
on undertaking efforts to provide a simplified alternative to Section 89. ABA is con-
cerned that this overly-complex law will negatively affect the ability of business to
expand health benefits to their full workforce.

We believe that new legislation to simplify Section 89 is a step in the right direc-
tion. As this committee considers the various proposals, there are some concerns
that we believe should be resolved. Our statement addresses these points. We urge
all Members of this Committee to include several specific provisions which will
enable businesses to better comply with Section 89. ABA recommends that final leg-
islation on Section 89 contain the following provisions:

* That part-time employees be redefined as employees working 30 hours a week
for testing purposes.

* Exclusion and separate testing of certain categories of employees in applying
the nondiscrimination tests.

* That the effective date for compliance with Section 89 be changed from January
1, 1989 to 12 months after issuance of final regulations.

* That employers be given the option of using either present law or the new rules
for compliance for 1989 and 1990. That legislation on Section 89 contain a require-
ment that Treasury not enforce current regulations on Section 89 pending legisla-
tive action. (While Treasury postponed the effective date of current regulations for
three months, from July 1, 1989 to October 1, 1989, it could be considerably longer
before new legislation is drafted and new regulations promulgated).

(166)



167

Employers have traditionally been free to design health and group life insurance
plans that reflect the size and needs of their workforce, their geographic location
and the requirements-of the industry to retain employees. Consequently, employer-
sponsored health plans have flourished and more employees are covered than ever
before. The goal of Section 89 was to provide health care for the estimated 30-40
million Americans who are otherwise unable to afford health care coverage. Howev-
er, in implementation, it has proven too complex to administer. It has had a nega-
tive impact on businesses that offer employer-sponsored health and welfare benefits.

For example, some banks have considered cutting back or dropping employer-
sponsored health plans. A community bank in Waseca, Minnesota, with assets of
$51 million is located in a rural community and has a staff of approximately 23,
including the janitorial staff. This community bank is in the process of making the
difficult decision of whether to spend a considerable amount of money to test their
plans under Section 89, or to drop their benefit plans for all employees and to boost
the income of each employee to enable employees of the bank to buy their own
health insurance. The bank's management is concerned that the employees may
choose to use this "bonus" for purposes other than the purchase of health insur-
ance. This bank is just one community bank in the country, but it is representative
of the hundreds of community banks facing the difficult issue of compliance with
Section 89 as it is currently written. They simply do not have the funds to hire ex-
perts in the health field, attorneys to interpret the emerging law or insurance ex-
perts to administer plans.

90 PERCENT EUGIBILITY TEST AND THE SEPARATE TESTING OF EXCLUDED EMPLOYEES

The principal complicating feature of Section 89 today is the numerous percent-
age tests for eligibility and benefits which the employer must meet to avoid the
income tax sanctions.

Currently, Section 89 states that certain employees can be tested separately to de-
termine if the employer's plan is in compliance with Section 89 generally. This "sep-
arate testing rule" was contained in the original legislation to mitigate the harsh
effect of the all-or-nothing exclusion in Section 89 for certain groups of employees,
i.e. part-time employees, those not completing six months of service or employees
under age 21.

One approach for legislation to simplify Section 89 compliance is to substitute the
numerous nondiscrimination tests with one test requiring that 90 percent of all non-
highly compensated employees be eligible for core coverage. ABA recognizes that
such an approach is an improvement. However, the "separate testing rule" must be
maintained. The separate testing rule is necessary because it allows the nondiscrim-
ination rules to be met while providing coverage for all full-time employees and
some part-time employees as well.

The 90% threshold, when combined with the elimination of the "separate testing
rule," makes it virtually impossible for employers that offer broad-based health
plans to meet such a high standard.

For example, assume that a bank has 84% of their full-time salaried employees
whom are eligible for health insurance coverage; 11% of their employees work 171/2
hours or less and are ineligible for benefits; and 5% work less than 171/2 hours but
receive health benefits under the employer-sponsored plan. If this bank tested their
benefit plan under Section 89 today, which has the "separate testing rule," this
bank would pass the nondiscrimination test. It can only do so because it is allowed
to exclude from the testing pool employees that work 17 V2 hours or less and who are
otherwise ineligible for health coverage. But if the "separate testing rule" were to
be eliminated from Section 89 testing, the bank would fail the 90 percent eligibility
test. Under such legislation, of the employees eligible to receive employer-sponsored
benefits, only 89% would be eligible for coverage (84% + 5% = 89%) falling just
short of the 90% threshold. Some of the banks have this exact problem.

Without retention of the "separate testing rule," an employer who might other-
wise satisfy the 90% eligibility test, might be motivated to reduce the number of
eligible employees in an attempt to meet the 90% nondiscrimination test. One
method to lower the number of eligible employees is to drop employer-provided ben-
efits for part-time or probationary employees. We urge that any legislation intro-
duced to amend Section 89 contain the "separate testing rule." Without it, any bill
introduced would only discourage employers who provide above average fringe bene-
fit programs for all employees.



168

PART-TIME EMPLOYEES

Under Section 89 today, part-time employees, defined as working up to 17.5 hours,
must be included in calculations for discrimination testing. Several bills currently
introduced propose to change the definition of a part-time employee to 25 hours.
This change helps, but it still ignores the current market realities in health care
and small business in which the definition of part-time employment is a 30 hour
work week. In addition. benefits available to employees reflect regional or geograph-
ic practices. In many parts of the country, insurance companies will not sell health
insurance for employees who-rAWk-tes&-than 30 hours per week. We believe that
redefining part-time employ es to those working 30 hours is more appropriate.

EFFECTIVE DATE

Implementation of any changes to Section 89 should be delayed, at a minimum,
for at least 12 months after enactment. Additional time is necessary to allow busi-
nesses time to redesign plans in order to pass the Section 89 test. The process of
testing all plans, redesigning plans to comply with Section 89 nondiscrimination
rules, followed by retesting, will take months to effectuate. Delaying the effective
date of Section 89's nondiscrimination testing to 12 months after final regulations
are promulgated by IRS will provide businesses the necessary time to comply with
Section 89. In addition, we urge Members of the Ways and Means Committee to
sponsor and support legislative initiatives requiring that Treasury withdraw the
proposed regulations on Section 89 until legislative relief is provided by Congress. It
is counterproductive to pay consultants' fees and programming costs to comply with
Section 89 only to have the law extensively modified months later.

CONCLUSION

The banking industry is committed to providing adequate and uniform health and
insurance coverage for their employees. We agree that, as a matter of public policy,
employees should receive equitable benefits. However, because Section 89 is ex-
tremely complex, and because the regulations are an administrative nightmare, it
has become a tremendous disincentive for employers who maintain health and life
insurance for their employees. Many consultants are recommending that employers
terminate their health and life insurance plans, give their employees a bonus, and
simply have employees buy health coverage on their own. On cos, the Kansas
Bankers Association has estimated that the cost to Kansas banks of compliance
with Section 89 and the current regulations would be nearly one-half million dol-
lars.

Making compliance easier is an important direction for Congress to proceed in de-
veloping alternatives to Section 89's requirements. However, the provisions of cur-
rent legislation that impact on Section 89 do not go far enough in providing the
needed relief business requires to make certain that disincentives do not persist for
the provision of health and insurance coverage to employees. Public policy must be
pursued in ways that acknowledge the limitations of the business community and
their abilit.to comply. To that end, ABA has supported repeal of Section 89 because
we see little benefit to phasing in rules which will only lead to costly adjustments.

Unless significant improvements can be made in the design of these requirements
to minimize the complexity and paperwork burden of subsequent regulations, Con-
gress should still consider repealing Section 89 and starting over.

STATEMENT OF THE AMERICAN Bus ASsOCIATION (SUBMITTED BY SUSAN PERRY, VICE
PRESIDENT FOR GOVERNMENT RELATIONS)

Mr. Chairman, and members of the Committee, my name is Susan Perry and I am
the Vice President for Government Relations for the American Bus Association. On
behalf of our 700 members operating bus companies in all fifty states, I would like
to thank you for thi9 opportunity to comment on section 89.

Our members understand and endorse the concepts behind section 89, those of
non-discrimination rules for benefit plans. However, they have encountered serious
problems in their implementation no matter how agreeable the rules may be in
theory. We understand that the current section 89 format was chosen in an attempt
to provide fair treatment to employers under a broad variety of circumstances, but
its myriad of options render it almost indecipherable.

WEle I will refrain from repeating the litany of problems that small business has
encountered with section 89, the nature of our compliance problems is as follows:

-The number of tests and their application is confusing to our members.
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-Employers noted similarities between section 89 requirements and those incor-
porated in the Department of Labor's ERISA standards and assumed that they
were identif-al.

-The comprehensive data collection requirements exceeded the amount of time
and equipment that our members can practically devote to operating an employee
benefits plan.

-The lack of specific guidance and definitions on a number of issues led employ-
ers to believe that compliance was only possible with the assistance of special sec-
tion 89 advisors.

In short, section 89 is acting as a disincentive for employers to provide their em-
ployees with benefit plans.

Consequently, Mr. Chairman, we enthusiastically welcome the Committee's par-
ticipation on this issue. Among the many proposals for dealing with section 89, we
would like to direct your attention to the following provisions that we believe should
be included in modification legislation:

-- A Single Simplified Test: Create a testing mechanism that the employers them-
elves can realistically be expected to administer. By replacing the multiple test

system with a single test, confusion over test choices is eliminated.
-Reduced Data Collection: Current Section 89 regulations place an inappropriate-

ly heavy informFation gathering burden upon the employer. We urge you to trim
these requirements, effectively cutting the number of administrator hours necessary
for compliance.

-One-Day-a-Year-Testing: Current law appears to assume that an employer is
guilty of discrimination until they have affirmatively proven their innocence. Docu-
menting the thousands of changes that occur within plan administration annually is
unnecessary and creates administrative difficulties. Changing to a one day testing
period would acknowledges good faith on the part of the employei- and reduce the
need for sophisticated data processing equipment.

-Study the impact of Section 89 on Small Business: Many observers have com-
mented on the need for flexible application of non-discrimination rules to small
businesses. Given their limited operating Ludgets, small staffs, and lack of sophisti-
cated equipment, we feel that there may be the need for additional simplification of
the rules for small businesses. An exemption for firms employing twenty workers or
fewer, as recently mentioned, maybe the correct route to follow. While no-one has
all of the data on this issue, we would like to encourage and participate in a aia-
logue on this with the Committee.

-Study the Feasibility of Moving Compliance Requirements to Higher Levels in
the Distribution Chain: Currently, Section 89 administration centers around data
collection and audit at the least centralized, least technically sophisticated level of
distribution: the employer. Importantly, the employer is not in business to offer em-
ployee benefit plans.

The plan vendor, however, maintains large data banks and computerized systems
that administer thousands of plans every day. It would seem much easier to require
the vendor to package benefits within a "pre-approved" software format. Employers
could then purchase benefit plans assured that, as long as their choices conformed
to the plan's parameters, they were automatically in compliance. Any choices made
by the employer that resulted in discriminatory excess would generate a computer-
ized "flag" from the vendor's computer. The employer could then be notified, de-
clare the excess and paying the tax, or modify their choice to conform to the rules.

-Raise the Part-Time Employee Coverage Threshold: The current part-time em-
ployee coverage threshold is 17.5 hours per week. Raising this number from 17.5 to
30 hours per week would both make it uniform with other Federal standards and
more closely mirror our members' feelings as to when employees should receive ben-
efit coverage. Importantly, acceptance of part-time employment, by definition, is an
implicit decisio . to forego the compensation and benefits received from full-time em-
ployment in fa tor of some other benefit. Employers should not be required to com-
pensate part-titne employees who work less than 30 hours per week at the same
level as full-time employees.

-Adjust Section 89 Rules to Conform with ERISA Where Applicable: As Govern-
ment oversight in the workplace becomes more comprehensive, employers become
confused with conflicting standards. To prevent inadvertent compliance difficulties,
every effort should be made to make parallel regulations identical.

-Allow Cafeteria Plans: Under current Section 89 law, employers are allowed to
take advantage of a flexible benefits mechanism known as a "cafeteria plan." Many
employers use such plans to allow their employees to better satisfy their individual
needs by picking those benefits most desirable. We understand many of these plans
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would not comply with the language included in several new proposals. Where ap-
propriate, provision should be made to allow such plaas.

Again, Mr. Chairman, I would like to express our thanks for your willingness to
work with us to generate a proposal that is fair to a.1. While fairness and simplicity
often seem to be competing priorities in tax legislation, we feel that careful simplifi-
cation would satisfy both of these criteria. Please accept our support for your efforts
and our participation in a continuing dialogue on this issue. Thank you.

AMERICAN FARM BURFU FEDERATION

Hon. LLOYD BENTSEN,
Chairman, Senate Finance Comniitee,
Washington, IXi'

Dear Mr. Chairman: The Committee re( ently held a hearing on efforts to simplify
Section 89, and Farm Bureau submits thus letter to you for inclusion in the hearing
record.

Section 89 is a provision in the Tax Reform Act of 1986 which has caused much
concern and expense among employers since it went into effect on January 1, 1989.
Because of its potential effect on Far,n..Bureau members who are agricultural em-
ployers and on the American Farm Bureau Federation, the 50 State Farm Bureaus,
2,800 County Farm Bureaus, and Farm Bureau-affiliated companies, the AFBF
Board of Directors adopted a position at its March meeting to support repeal of Sec-
tion 89.

Presumably this provision was included in the Tax Reform Act to encourage em-
yloers to provide insurance coverage for all employees, not just those who areighly compensated. While the intent of Section 89 to discourage discriminating be-

tween highly compensated employees and lower compensated employees may be
commendable, the complexities and costs involved for both farm and non-farm em-
ployers to determine and maintain plan compliance can be prohibitive. In fact, we
are aware of farmers who have dropped health care coverage for their employees
altogether because of Section 89,_It is unfortunate that Section 89 is having the op-
posite result of its intention.

Farm Bureau believes that efforts of simplification, delay, and exemptions are uV
timately unproductive and that repeal is the best answer. We support this position
and ask that it be duly noted ir, the hearing record

Thank you for your consideration of our view.
Sincerely,

JOHN C. DArr, Executive Director,
Washington Office.

STATEMENT OF THE AMERICAiN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL
ORGA NIZATIONS

The AFL-CIO is pleased to have this opportunity to share its views with the Com-
mittee on the simplification of Section 89 of the Internal Revenue Code, and S. 654,
the Section 89 Simplification Act. Organized labor has long supported the intent of
the original Section 89 provision to prevent employers from offering tax-subsidized
benefits to executives, while providing little or no benefits to lower wage employees.
Nonetheless, the complexity of the provision, its burdensome record-keeping proce-
dures, and the delay on the part of the IRS in issuing regulatory guidelines has cre-
ated an administrative nightmare for labor and management benefits managers.
Section 89 also has proved to be a boon to private benefits consultants, whose fees
get passed on to beneficiaries; in the form of higher costs or lower benefits.

We are pleased, therefore, to lend our support to efforts to replace the current
provision with a simple and fair antidiscrimination test designed to expose discrimi-
natory practices, without p1licing undue burdens on companies that are providing
decent benefits. We applaud efforts to streamline the testing process by allowing
employers to look at the des gn of a benefit plan to determine whether it is in com-
pliance with the proposed requirements. However, we strongly recommend that the
committee not create another safe harbor but replace current law with a new,
streamlined non-discrimination test.

While we share the view that reasonable limitations on employee cost-sharing will
make it possible for working families to participate in benefits plans, we have
strong reservations about whether S. 654 as currently drafted will accomplish this
objective. Accordingly, we would like to offer suggestions for changes in the follow-
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ing areas: (i) expanding the benefit design tesat; (2) adding a provision that limits the
difference in the value of benefits provided to non-highly and highly compensated
employees; (3) coverage of part-time workers; (4) treatment of multi-employer plans;
and (5) employer penalties for non-compliance with qualification requirements.

EXPANDING THE BENEFIT DESIGN TF-ST

As the committee is aware, insurance premiums for health care benefits are de-
veloped by projecting inflation, utilization, changes in a group's demographic compo-
sition andnew technological developments. Geographic location and size of firm also
play important roles in determining the final premium price. Therefore, the cost of
a specific package of benefits can vary widely, from employer to employer around
the country.

A recent report, Health Polio' Agenda for the American People (HPA) reinforces
this point. In that study, actuaries estimated the cost of a basic benefit package of
inpatient and outpatient hospital care, physician services, X-ray and laboratory pro-
cedures, and limited mental health care services to range from $1,300 to $2,800 per
ernp)oyee per year. These figures are composite rates based on a projected mix of
single employees and families in one of five prototype groups located in various
parts of the country.

The AFL-CIO is concerned that without exceeding the premium-sharing limita-
tions in the bill, an employer located in a high cost area, in a small firm, in an
uncompetitive market, or those that want to limit their health care contributions
could pass on additional costs to employees in the form of higher deductibles and
coinsurance. If the committee's objective is to make health i.are benefits more af-
fordable so that working families can take advantage of plans offered through their
employers, it should also place limits on other out-of-pocket payments, such as de-
ductibles, copayments and stop-loss provisions.

Specifically, we would propose that: (1) deductibles be limited to $250 for individ-
uals and $500 fn,- families; (2) coinsurance be limited to 20 percent; and (31 there be
an overall cap of $3,000 on total out-of-pocket expenses. Otherwise, implementation
of the proposed provision could invite the type of benefit inequities that gave rise to
the original Section 89 provision.

We urge you to consider reducing the level of premium sharing that would be per-
missible. We propose that the committee consider reducing the premium levels to
$3.27 for individuals and $8.30 for families, which were derived by taking 20 percent
of the cost of a low option benefit plan Another and perhaps more preferable alter-
native would be to limit employee premium sharing to 20 percent with an overall
capon employee payments.

It should be noted that our proposed changes would by no means guarantee a so-
called "Cadillac" plan. In fact, the Wyatt Company's recently released 1938 group
benefits survey shows that for basic health plans with major medical coverage, 76
percent require deductibles of $100 or less. A full 81 percent require premium shar-
ing of less than $75 per month, with one-third in the sample requiring premium
contributions of $25-$49 per month, and 32 percent requiring premium sharing of
less than $25 per month. Similar information has been reported by the Department
of Labor. In its 1986 survey of medium and large firms employee premium sharing
for individual and family coverage averaged $13 and $41 a month, respectively. Ad-
usting for inflation would produce current figures that are similar to those reported
y Wyatt.

CAPPING 'IE PERMISSIBLE DIFFERENCE IN VALUE OF BENEFITS PROVIDED TO HIGHLY AND
NON-HIGHLY COMPENSATED EMPLOYEES

The AFL-CIO would like to express its support for a provision extending to all
employees that would place a cap on the difference between the value of benefits
provided to highly compensated employees and non-highly compensated employees.
We propose that you consider limiting the allowable difference in premium value
between the highly and non-highly compensated groups to 120 percent. While legis-
lation introduced in the House proposes a cap of 133 percent, in our view, this figure
is much too high.

For example, if $200 were the value of the premium for the non-highly compen-
sated employees, the premium for the highly compensated employees could not
exceed $266. Turning again to the Health Policy Agenda data, for four out of the
five employer groups modeled, this $66 difference in premiums would allow the
highly compensated employees to have additional benefits that include a basic
dental plan, wellness programs, well-baby care, physical and occupational therapy,
skilled nursing home care and home care. Another study by Gail Jensen of the Uni-
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versity of Illinois at Chicago and Michael Morrisey of the University of Alabama at
Birmingham provides similar results.

We do not believe that Congress intends to encourage such a dramatic difference
in benefit availability. We could propose, therefore, that you consider limiting the
allowable difference in premium value of plans for highly and non-highly compen-
sated employees to 120 percent.

COVERAGE OF PART-TIME WORKERS

It has been proposed that the hourly requirement for Section 89 testing be raised
from 17.5 hour- to 25 hours. Since 1980 the number of part-time workers has in-
creased by 40 percent. Currently, 20 million individuals work part-time, 50 percent
of those work 20 hours or more per week. We are concerned that ,,nless employees
who work 20 hours or more per week are included in the nondiscrimination tests,
more than onc-half of them will continue to go without needed health care protec-
tion. In our view, this is particularly inappropriate in the service industry where
part-time employees are an integral part of the work force.

Another issue of concern to the AFL-CIO involves situations where there, is a two
tiered benefits structure for part-time and full-time workers. In some i idustries
unions have been able to negotiate benefits for all part-timers, but they mity not be
equivalent to benefits provided to full-time workers, which may prevent the plan
from meeting the Section 89 test Therefore, the AFL-CIO would proposl: that the
committee exempt from the definition of highly compensated employed workers cov-
ered under collective bargaining agreements.

EMPLOYER PENALTY FOR NON-COMPLIANCE WITH QUALIFICATION REQUIREMENTS

The AFL-CIO fully supports the committee's proposal to place a penalty on em-
ployees who work for employers who do not comply with the quAfification require-
ments in the legislation. We agree that the current provisin is unfair but would
not address the problem by penalizing highly comr':iisated employees. Instead, we
would impose penalties on employers who have exclusive control over the design of
plans.

MULTI-EMPLOYER PLANS

In our view, any Section 89 simplification plan must. retain the concept now in
current law of the employer contribution being equivalent to the benefit being pro-
vided. In our view, however, a special rule may be needed for industries where em-
ployer contributions for benefits are a percentage of pay, while the benefits are
standard for all individuals in the bargaining unit. Also, monthly or similar equiva-
lents will be needed to correspond to weekly hourly requirements. Again, we are
prepared to work with your staff to address the special needs of mu!ti-empioyer
plans.

We hope that these suggestions are useful to the committee. We look forward to
working with you and your staff to resolve these inx)rtant i.-,,ues.

STATEMENT OF ASScy'IATFD BuILDERS AND CONTRAcrORS

Associated Builders and Contractors is pleased to comment on section 89 and the
proposed changes to the Internal Revenue Code. ABC represents a diversified group
of 20,000 contractors, subcontractors and suppliers united by the Merit Shop philoso-
phy of management-encouraging a competitive environment in the construction
marketplace. ABC's membership is dominated by small businesses-over 80 percent
of ABC s members fall under the Small Business Administration's definition of a
small business.

Mr. Chairman, ABC is encouraged that you have called for "major surgery" on
section E9. However, it is our clinical opinion that the patient is already dead. ABC
believes that only repeal of section 89 will reverse the current disincentives to
health care coverage. Over 330 members of Congress feel the same way. These provi-
sions are so flawed that it would be best to start with a clean slate. If Congress then
chooses to address the merits of section 89, so be it. Even with the compliance
delays set by Treasury, our members are left wondering when, what version, and if
they will have to comply with section 89.

The construction industry already suffers from a severe shortage of skilled labor
in many areas of the country. ABC recognizes that to attract skilled craftsmen and
women to our industry, we must make health care and other employee benefits
more readily available to a more mobile and diverse labor pool. Yet, the net effect of

/ --



173

section 89 is to force many contractors to stop supplying any health benefits, and
discourage those that were planning to. from ever starting. It is indeed ironic that
these employers are most hurt by the current law and regulations.

ABC agrees with the goal of an equitable distribution of health care beneIts.
However, there has been no evidence or study that shows discrimination in benefits
is a pervasive problem. As the Small Business Administration has pointed out, tho
perception that small firms tend to discriminate in the provision of health bene 't$
is not true. Although about three quarters of all the noninsured work for s'nall
firms, studies show that small firms with health insurance more frequently offer
coverage to all their employees than do large firms.

If they cannot, it is usually not because they don't want to, but because of lo%
o[perating margins, or in the case of construction, the transient nature of the work-
force makes it difficult for employers to obtain affordable coverage.

Indee-d, it is affordability and access rhat are the keys to the formation of small
business health insurance plans. How contractors offer health benefits is controlled
by the necessity of delivering a broad group to the insurance carrier. It is not dis-
crimination, but the failure of tax policy to address employer-provided health care,
which prevents total employee coverage.

ABC does appreciate the efforts made in the Senate to address section 89. Unfor-
tunately, neither S. 654 nor S. 595 deal sufficiently with the existing framework of
rules for nondiscrimination or the increased costs imposed.

Because the present focus of discussion, besides repeal, has centered on HI.R. 18f04,
we will direct our concerns to this bill's provisions. H.R. 1864 is a significant im-
provement over current section 89. Substituting a design-based test for seve-al par-
ticipation-based tests is a considerable simplification. Figuring employee and em-
ployer tax status is more predictable, and compliance in general is less complicated
and expensive.

Notwithstanding these substantial improvements, there are a number of concerns
and recommendations ,lI would like to make to tt.R. 1864. We must emphasize
that if these problems aie not rectified, we will have no choice but t,, continue to
support repeal of section 89.

RECOMMENDATIONS

Small Business Exe'nption
First, embrace the Administration's suggestion that a small business exemption

from compliance with section 89 be adopted. Smaller construction firms and small
employers in general are disadvantaged by the imposition of complex arid costly
compliance measures added to escalating health care costs. Confronted with a se-
verely complex legal maze and an unstable insurance market will limit their expo-
sure to such a market by restricting or withdrawing employer-sponsored coverage.

Employee Contribution
ABC is concerned with the maximum employee contribution 1$10 per individual

per week, $25 per family, indexed to average wage growth) Requiring a greater em-
ployer contribution will cause more contractors to cut benefits entirely, or drive
them out of business. If such a provision does prevail, we would rather see achieve-
ment of affordability through the establishment of minimum employer contributions
based on a percentage of wage basis or a cost-based index. A uniform dollar figure
ignores regional differences in wages and insurance costs. Moreover, with health in-
surance costs spiraling contribution figures, reasonable today will be unrealistic
within two years.

Such an arbitrary and inflexible employee contribution ceiling will discourage
contractors from providing health insurance, especially family coverage. The reason
is that mandating a limit on the employee share creates a "cost cliff." Under pre-
Section 89 law, many contractors phased in health coverage. As profits grew, it ex-
panded coverage and absorbed additional costs. Senate reform bills have even lower
contribution levels, preventing even more contractors from affording health cover-
age.

The contractor-owner is unlikely to make a substantial commitment until confi-
dent that the company can handle the costs. He or she may begin by contributing 20
or 50 percent for family coverage, but the opportunity to secure coverage is there.
As mentioned above, over time, the contractor's contribution increases. H.R. 1864
prevents such flexibility and makes coverage an "all or nothing" proposition. Fixed
dollar limits only delay coverage as the owner is unable to pay the bulk of health
insurance costs until the firm's profitability makes it affordable.
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Leased Employees
A critical concern relates to the difficulties involved in determining qualification

rules for leased employees under H.R. 1864. The bill does provide a leased employee
safe harbor rule similar to the rules for qualified pension plans. An employer may
disregard a leased employee if the leasing company certifies that the employee has
available a core health plan meeting the limitations on employee contributions. This
rule applies only if less than 20 percent of the non-highly compensated workforce
are leased employees.

ABC and others in the construction industry are concerned that new IRS pro-
posed regulations (26 CFR Part 1, March 7, 1989) would define leased employees so
broadly that independent contractors and subcontractors would be treated as leas-
ing organizations. This interpretation goes way beyond Congress' intent when it
passed IRC section 414(n) to prevent employee leasing rules from being abused. The
regulations would require a subcontractor's employees to be treated as employees of
the general contractor for benefit plan purposes. In fact, project owners at the top of
the chain would have to pay benefits, for the employees of the general contractor as
well as the subcontractors.

It's important to emphasize that independent contractors and subcontractors are
independent businesses that provide health benefits to their own employees. There
may be over 50 of these subcontracting companies on one site during the life of a
contract. If subcontractors are declared leasing organizations, then greater than 20
percent of the workforce would be regarded as leased employees and the safe harbor
rules would iot apply. Under the following very real scenarios, the contractor is
placed in a no-win situation.

If for qualification purposes employees of subcontractors are treated as the gener-
al contractor's employees, then the subcontractor's employees will have to be noti-
fied of the general contractor's health plans. Should the subcontractor's employees
not be treated as employees of the general contractor, then including them as sub-
contractors may cause the plan to fail section 89 because the plans are not for the
exclusive benefit of employees.

The general contractor is responsible for all of the compliance requirements, an
untenable burden-especially when considering the multiple subcontractors he or
she may have to work with. Consider that if the contractor does not supply notifica-
tion of the plans to the subcontractors, he may fail the qualification tests if the IRS
later deems it necessary. All information for compliance testing must be gathered
by the contractor. The same holds true for subcontractors who may have contrac-
tual arrangements with second and third tier subcontractors. And, there is no mech-
anism for ensuring that the actual employer, i.e., the subcontractors in most cases,
supply the necessary information to their on-site employees.

Clearly the definition of "leased employee" needs to be simplified and clarified
further by Congress for the IRS, especially given the severe tax penalties imposed
on employers failing the qualification tests. One possibility is to reexamine the safe
harbor rules. If employees are receiving core health coverage, the provider should
be irrelevant. For section 89 purposes the leased employee provision should be deleted
entirely. Anything less will create a web of complexity that is totally unworkable for
contractors and subcontractors.

Implications for Construction and the Davis-Bacon Act
The unique nature of the construction industry employment must be considered

when establishing section 89 guidelines. To start, reconciling the Davis-Bacon Act
requirements with those in H.R. 1864; Davis-Bacon requires that the prevailing
wages and fringe benefits be paid to hourly construction laborers on federally and
federally-assisted construction projects. The Act applies to union and non-union
workers. H.R. 1864 would have the effect of taxing benefits that another federal
statute requires employers to pay.

The Department of Labor assesses local conditions to determine what wages and
fringe benefits (health insurance) prevail in states, cities and counties. They then
issue general wage determination decision that specifies in dollars and cents the
minimum amounts to be paid by contractors and subcontractors to laborers. The
Davis-Bacon Act requirements may be satisfied if the employee receives the entire
amount-both wages and fringe benefits-immediately in cash. If the employers
provide health or retirement benefits instead of cash, stringent requirements must
be met.

If the employers satisfy Davis-Bacon requirements by paying benefits in cash, the
method of payment would not satisfy H.R. 1864 as presently written. The employer
would have to provide two sets of benefits to satisfy the two statutes. Under Davis-
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Bacon, there must be the option to pay cash to satisfy the employers obligation to
pag cash due to the requirements of the Act.

oppose the employer applies the Davis-Bacon fringe benefit amounts to pay for
health insurance. The employer would provide core health coverage to a large
number of hourly workers. Construction workers leave and come back several times
a year to the same employer. Imagine the burden of trying to keep track of so many
workers' benefit circumstances to determine if you are in compliance with H.R.
1864, even though you're already paying federally-mandated benefits.

Also, since Davis-Bacon amounts may not be used to fund benefits not related to
Davis-Bacon work, the employer may be faced with calculating what portion of
health benefits should be paid with Davis-Bacon funds. This gets terribly difficult if
a craftsman is working for one employer at multiple job sites, some Davis-Bacon,
and some not.

The imposition of a prevailing wage is somewhat analogous to the collective-bar-
gaining process. A federal statute takes the place of the negotiated agreements or
employer wage rates. Indeed, Davis-Bacon applies to both union and non-union em-
ployers. The Labor Department determines the wage and fringe benefit rates for all
federal and federally-assisted construction. A federal statute should be given at least
the same status as a negotiated contract. Davis-Bacon amounts and workers should
be given the same status as collectively-bargained agreements and workers.

Part-Time Emplyees
Although H.R. 1864 has improved the threshold to 25 hours per week for part-

time workers to be considered for purposes of section 89 testing, it needs to be raised
to at least 30 hours per week. We have found that in many parts of the country
insurance companies will not sell health policies for employees working less than 30
hours per week.

The construction industry is especially sensitive to abuses in this area. Members
have gotten stuck in the past with paying for the benefits of family members of em-
ployees who put in the minimum required hours, and then soon leave the firm. This
provision raises real problems of adverse selection and affordability of the plan to
all workers. Insurance companies know that part-time workers are generally great-
er health risks, and either do not permit them to participate in group health plans
or raise rates accordingly. A higher threshold is more in step with economic real-
ties-any less and contractors are likely to reduce the amount of part time work
available.

The 183 Percent Solution?
The taxation of benefits for highly compensated individuals in current section 89

occurs when average benefits exceed 133 percent of rank and file benefits. However,
in this bill, the test is much more severe because instead of looking at average bene-
fits of both the highly and non-highly compensated, H.R. 1864 compares what each
highly compensated employee receives to the lowest benefit that is taken into ac-
count in passing the 90 percent test. This is unnecessarily harsh. Thus comparative
averages is a more realistic test.

This provision is quite clearly a "back-door" tax on employee benefits. If pursuing
such a tax policy is the Committee's goal, then ABC would rather see it debated
separately on its own merits-not as an adjunct to section 89. The issue is far too
important to be considered in any other manner.

90 Percent Eligibility
The requirement that 90 percent of all non-highly compensated employees be eli-

gible for coverage is a test for universal coverage, not discrimination. It is especially
restrictive for construction insurance purposes because insurance carriers often
refuse to cover some individuals because of preexisting conditions or other under-
writing practices.

The nature of construction employment also makes this provision very difficult to
comply with. Construction jobsites and hence workforces shift constantly. A crafts-
man may work on one stage of construction, and then move on to another employer
as another set of workers with different specialties begins work. That's why the in-
dustry's turnover rate is over 300 percent.

Maintaining compliance under such conditions may force a transient workforce
and would be next to impossible should the IRS define "leased" employee unfavor-
ably and deem these workers as employees, not as subcontractors' employees. In ad-
dition, with a 25 hour per week part-time threshold you are including more workers
who may not provide the firm with the extra value sufficient to warrant insurance
coverage.
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A large portion of our member firms have less than 20 full- time employees. Con-
struction work is completed by a combination of the general, or prime, contractor
and a variety of individual subcontractor companies. All are considered employers
and have individual workforces. In the realm of these small firms, compliance with
the 90 percent test could be especially difficult. For example, if a five person firm is
to meet the test, 4.5 workers would have to be covered and the only way such a firm
could comply is to cover all five employees.

There should be consistency between statutes. ERISA requires 79 percent cover-
age, and the minimum coverage rules in IRC section 410 require 70 percent cover-
age in the pension area. The same policies should apply for section 89.
Qualification Tests and the 34 Percent Excise Penalty

A final concern to ABC is H.R. 1864's imposition of a 34 percent excise tax on
benefits if the plans do not meet a five-part qualification test. The test requires that
each plan must be in writing; the plan must be established for the exclusive benefit
of the employees, spouses and dependents; employees must be given reasonable noti-
fication of benefits; and it must be maintained for an indefinite period of time. Al-
though these requirements may seem innocent enough, the proposed section 89 reg-
ulations themselves are complicated and difficult to understand.

For example, requiring a "recitation of material terms" in the plan description
means that virtually every health plan in the country will have to be rewritten. Re-
quiring the plan to be legally enforceable intrudes on the health plan design. The
proposed regulations should be amended to make the rules consistent with COBRA
and ERISA requirements, which already contain provisions for legally enforceable
and reasonable notice provisions.

There is no logical reason for duplicating existing rules and imposing a severe tax-
penalty on top of remedies already provided for in ERISA. Certainly a 34 percent
excise tax should be reduced. Since a 5 percent penalty is invoked under the Inter-
nal Revenue Code for underpayment of taxes due to negligence, a similar policy
seems fair for an employer who inadvertently fails to amend a plan or take a new
feature into account.

As a last comment, ABC is encouraged by the actions taken so far to rectify sec-
tion 89. Resolving the issues surrounding this matter will take time. In the mean-
time, action must be taken to quell the more immediate costs of compliance and
frustration our members are now experiencing. We would urge you and your col-
leagues to work with the Secretary of the Treasury to suspend enforcement of the
current law until Congress works its will on section 89.

Mr. Chairman, although Congressman Rostenkowski's bill is a more workable bill,
it is still fundamentally a costly, burdensome disincentive to employer-provided
health insurance and will reverse efforts to expand our Nation's policy goals of ex-
panding coverage.

ABC strongly encourages you to give thorough and thoughtful consideration to
the changes we have suggested to section 89 reform. Without it, compliance with
section 89 is untenable for our members and the particular circumstances of the
construction industry. Thank you.

STATEMENT OF THE AssOCIATED GENERAL CONTRACTORS OF AMERICA

The Associated General Contractors of America is a construction trade association
representing more than 32,500 firms, including 8,000 of America's leading general
contracting companies, which are responsible for the employment of more than
3,500,000 individuals. These member construction contractors perform more than
80% of America's contract construction of commercial buildings, highways, industri-
al and municipal-utilities facilities. Eighty-five percent of AGC's membership has
gross receipts of less than $10 million annually; ninety percent qualifies under the
Small Business Administration's definition of a small business. AGC appreciates
this opportunity to comment on the need to reform Section 89.

AGO urges that, in considering these comments, Congress keep in mind the
unique nature of the construction industry, as follows:

* The construction industry produces a unique item with every building, facility
or highway constructed. Every blueprint is different; each site varies; conditions for
construction vary every day.

* The construction industry does its work at multi-thousands of jobeites, resulting
in a largely transient workforce.

* -The construction industry's transient workers must regularly move to new site
and normally another employer to contiriue working.



177

* A construction worker may leave and come back to the same employer several
times in the course of one year, as projects begin, go through the phases of construc-
tion and end.

The construction industry, offers a wide variety of health plans to suit the unique
needs of hourly workers.

Congress clearly recognizes the serio-s problems Section 89 poses fbr every seg-
ment of American industry.

* Sen. Steve Symms of Idaho has introduced legislation to delay implementation
of Section 89 for one year.

" Sen. David Pryor of Arkansas has introduced legislation to simplify the bill.
" The Senate, on April 12, agreed overwhelmingly to a sense of the Senate

amendment that the House should immediately pass and report to the Senate a bill
to repeal or reform Section 89.

o Sen. Trent Lott introduced S. 350 to repeal Section 89.
On the House side, Rep. LaFalce's bill to repeal Section 89 has over 280 co-spon-

sors, and the House Ways and Means Committee is preparing to amend Section 89.
From the perspective of the construction industry alone, Section 89 as it now

exists is so badly flawed in so many ways that AG strongly supports S. 350 and
H.R. 634, the bills to repeal the 1986 act changes and return to the pre-1986 nondis-
crimination rules. No penalties should be imposed in 1989 for failure to comply be-
cause of the many uncertainties surrounding implementation of Section 89.

Section 89 as it now exists does not further Congress' goal ,of encouraging broader
coverage of nonhighly compensated workers. Instead, its complexity and administra-
tive problems force employers to reduce the number of options they offer to employ-
ees.

The problem with Section 89 as it exists now is its bewildering complexity. Sec-
tion 89 requires that every option offered under every plan be valued separately.
For each option, every employee must be ranked twice, once under this year's salary
and once under last year's salary, to determine how many highly compensated em-
ployees participate in that option. Especially for smaller companies, the cost of test-
ing is greater than the cost of providing benefits to employees. Most smaller compa-
nies do not have staff in-house with the expertise necessary to perform the compli-
cated testing. They must hire expensive outside consultants.

Companies trying to comply found themselves forced to streamline plans and
reduce the options available to employees in order to bring the testing process down
to manageable proportions. Plans developed to cover a highly mobile work force in
physically demanding jobs are in danger of being terminated for failure to satisfy
technical tax rules.

The costs of compilingthe initial information with which to begin Section 89 com-
pliance are staggering. Employers must accumulate a significant amount of data re-
garding each employee and each option under a plan to prove compliance. The in-
formation required includes an employee's date of birth, the date of hire, marital
status, employment status, number of dependents, annual compensation for this
year and the preceding year, the number of hours normally worked in a week, the
number of months normally worked in a year, whether employees are eligible mem-
bers of a collective bargaining unit, benefit options an employee is eligible for, bene-
fit options the employee actually participates in and other coverage on employees,
spouses and dependents.

For example, each option under a plan must be valued separately. That means
that for each option, each employee must be ranked twice-once under this year's
salary and once under last year's-to determine how many highly compensated em-
ployees participate in that option. The confusion of an employer faced with calculat-
ing all option for all employees approaches chaos.

Congress added the new rules as part of the Tax Reform Act of 1986. Originally,
the new law was to become effective for plan years beginning after December 31,
1987, if the IRS issued guidance. In the absence of IRS guidance, the new rules were
then to become effective for the earlier of plans years beginning after December 31,
1988. As part of the 1988 tax act, Congress directed the IRS to issue guidance by
November 15, 1988. Congress also legislatively prescribed some temporary rules to
fill the void.

The IRS did not issue guidance until March 7, 1989. The proposed regulations did
not address multiemployer plan issues, lines of business or the valuation question,
which is central to the entire concept of Section 89 as it now exists. The regulations
that did come out increased the complexity of an already dense statute. Although
the regulations postponed implementation of several important sections and added
transition rules, -thegains from those-change&-ar_ outweighed by the additional
complexities added by the proposed regulations.
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The lack of timely guidance from the IRS is the most acute, though not the only,
problem facing employers trying to comply with Sec. 89. IRS and Treiwury repre-
sentatives have said that there is sufficient guidance elsewhere in its releases for
employers to comply with the new law. If that were correct, then the IRS and Treas-
ury should have found it relatively simple to provide guidance. Instead, there was
no official guidance for more than 21/2 years after enactment.

If the IRS and Treasury cannot provide guidance, then employers should not be
expected to make up the deficiency. Employers making a good-faith effort to comply
may find their determinations overturned on audit. Steep penalties would follow for
failure to comply with Section 89.

In addition to the lack of timely guidance on the new law, AGC has identified
several specific problem areas.

Plan Qualification requirements. Some of the most acute problems center around
the plan qualification requirement. Employers must first satisfy a five-part qualifi-
cation test for employee benefit plans established under any one of nine different
Internal Revenue Code sections. These include group health and accident plans,
group term life insurance plans, group legal services plans, educational assistance
plans, dependent care assistance plans, tuition reduction plans, cafeteria plans, Sec.
505 plans (including VEBAs) and employee fringe benefits plans.

For each of these plans, the plan must be in writing, the employees' rights must
be legally enforceable, employees must be given reasonable notification of benefits,
the plan must be established for the exclusive benefit of the employees, spouses and
dependents, and the plan must be established with the intention of maintaining it
for an indefinite period of time.

These requirements are even more difficult to meet than they sound. The pro-
pose regulations add additional complexity without much gain to the employee and
at an increased cost to the employer. The statute should be amended to coordinate
the rules with COBRA and ERISA requirements.

For example, the material terms cited by the regulations that must be provided to
employees are very close to the requirements for summary plan descriptions pre-
scribed by the Labor Department. Why not have one be the same as the other? The
summary plan description is already distributed to plan participants. There is no
benefit to the employees in providing two sets of notices. The notice of material
changes to the plans must be distributed within 60 days to all eligible individuals.
Under ERISA, a summary of plan changes must be distributed within 210 days after
the close of the plan year. Again, the proposed regulations impose additional unnec-
essary and repetitious notice requirements. It is at least an arguable issue whether
IRS has the authority to override ERISA requirements.

Those plan documents must be legally enforceable. The employees' rights must be.
ascertainable from the documents, so that legal remedies can be pursued based on
the documents. So those documents must be carefully prepared with that in mind.

Employees must receive reasonable notification of their benefits under the plan.
What constitutes reasonable notification? The answer seems to be that every em-
ployee must be notified of every benefit under every plan, in order to avoid Section
89 penalties. Notification may not be limited to employees who are eligible for a
particular benefit. Employees who may become eligible in the future must also be
notified. C/

The plans must be established for the exclusive benefit of employees, their
spouses and dependents. There may be a hidden trap in that provision, because ofthe interectien with the el- employee rules. In 1982, Congress concluded that
employees of a "leasing organization' were to be treated as employees of the organi-
zation to which they provided services for retirement plan purposes in a number of
situations. Congress extended this rule to plans covered by Section 89 as part of the
1986 tax act changes. The IRS published proposed regulations that broadly define a
leasing organization far beyond Congress' intent. Some IRS representatives inter-
pret the employee leasing rules to cover the general contractor-subccltractor rela-
tionship. On a construction site, one general contractor works with multiple subcon-
tractor companies. For example, on a commercial building site, the general contrac-
tor can have up to 75 subcontracting companies on that one site during the life of
the contract. The data gathering requirements alone are monumental for all the dif-
ferent subcontractors.

If the subcontractor's employees are to be treated as the general contractor's em-
ployees for Section 89 purposes, then the subcontractor's employees will have to be
notified of the general contractor's plans. If the subcontractor s employees are not to
be treated as the general contractor's employees, then including them may cause
the plan to fail Sec. 89 because it is not for the exclusive benefit of employees. The
general contractor may be caught in an impossible situation.
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If a general contractor is too broadly inclusive, he may fail that part of the test. If
he isn't inclusive enough, he will fail a different part of Section 89. If a construction
contractor doesn't provide notice of his plans to his subcontractors, he may fail the
qualification requirements if the IRS later determines he should have done so.

The issue is not academic. It is an issue the construction industry is struggling to
resolve, because the penalties for noncompliance in this area are so severe.

Multiemployer plans. Half of all multiemployer plans are in the construction in-
dustry. In meetings with other multiemployer representatives and industries using
employees in collective bargaining units, AGC identified some common problems for
the Congress' considerations. To understand the problems, it is necessary to exam-
ine the nature of multiemployer benefit plans.

Multiemployer benefit plans are common in labor-intensive industries where em-
ployees shift from employer to employer within a-geographic region. Two or more
employers will contribute tp a pooled fund on behalf of that part of their workforce
covered by a particular contact. The contract is agreed to through a collective bar-
gaining process between representatives of the employers and labor representatives.
These multiemployer benefit plans provide various combinations of health, welfare
and retirement beplefits.

Multiemployer funds are subject to the Taft-Hartley Act and Labor Department
regulations. The plans are overseen by joint trustees of labor and management, who
set overall policy. Day-to-day decisions are made by a plan administrator.

In the collective bargaining process, employer and employee representatives bar-
gain over the dollar-and-cents contribution based per hours worked. Individual con-
tributing employers are made aware of and contribute that level into the pooled
fund. The allocation of the total contributions into various options is the responsibil--
ity of the joint labor and management plan trustees.

Individual contributing employers exercise no control over plan benefit design,
level of contributions, or health or other benefits and different options within plans.
Such decisions are the exclusive responsibility of either the plan trustees or, in some
cases, the designated collective bargaining agents. In some cases, plan trustees are
even permitted to shift dollars between funds as they deem necessary or reserve a
small percentage of the fringe benefit contributions for unforeseen problems in the
various funds. Individual contributing employers do not process employee claims for
health benefits. Those are processed by the plan offices.

In industries where multiemployer plans are common, the work is labor-intensive
and the need for workers shifts from day to day within a geographic area. The over-
all workforce remains numerically stable. Workers leave and return to one employ-
er several times in the course of the year, as the need for workers at particular
projects shifts.

It has been suggested that collectively-bargained plans be tested separately. As
can be seen from the preceding description, there are several problems with that
approach.

Individual contributing employers have no control over plan design, options or
benefits. Individual contributing employers do not know what benefits are paid out
to employees. It is typical in multiemployer plan situations that the workforce fluc-
tuates substantially from day to day from employer to employer. The individual con-
tributing employer may contribute the same rate for each worker, but the contribu-
tion total for each worker will vary according to the number of hours worked. The
worker may leave and return to the same employer several times in the course of
the year and that will affect the total contributions, even though the worker has
maintained his or her health coverage throughout.

At the same time, the individual contributing employer is paying for health care
coverage for large numbers of nonhighly compensated workers.

Leased employees. AGC and other organizations have identified several severe
problems with the leased employee rules in the pension area. The Treasury Depart-
ment has acknowledged that the proposed regulations are too broadly written. Sec-
tion 89 reform should not import those problems from the pension area that are in
the process of being redressed.

Employee leasing is an employment arrangement under which a "leasing organi-
zation" leases individual workers that it employs to a "service recipient" for whom
the "leased employee" performs services. The leased employee is an employee of the
leasing organization. The leasing organization pays the employer's wages, withholds
tax and performs the other normal administrative duties of an employer. The serv-
ice recipient is a business or employer that pays a fee to the leasing organization
that covers the employee's wages and the fees of the leasing organization.

In 1982, Congress passed IRC Section 414(n) to prevent the employee leasing rules
from being abused. However, the IRS has issued proposed regulations that would
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define employee leasing far more broadly than Congress intended. Under the pro-
posed rules, services would be "historically performed" ifjt-~ "not u-n-usual" for em-
ployees to perform the services in the United 7 StatevThe substantiallyy full-time"
rule is satisfied if the person has performed 75 / of the hours similarly positioned
employers perform in one 12-month period.

These and the other proposed rules are written so broadly, they are being treated
as covering independent contractors and subcontractors as well as leasing organiza-
tions, The proposed regulations would require the subcontractor's employees to be
treated as employees of the general contractor for benefit plan purposes. If followed
to their logical end, project owners would be required to pay benefits for the employ-
ees of the general contractors as well as the subcontractors.

Subcontractors and general contractors are independent businesses. They incur
the expenses, and take the risk of profit and loss. They should be treated as such.

There is also a hidden trap in the plan qualification rules as they relate to the
leased employee rules. On a construction site, one general contractor works with
multiple subcontractor companies. For example, on a commercial building site, the
general contractor can have up to 75 subcontracting companies on that one site
during the life of the contract.

If the subcontractor's employees are to be treated as the general contractor's em-
ployees for Section 89 purposes, then the subcontractor's employees will have to be
notified of the general contractor's health plans. If the subcontractor's employees
are not to be treated as the general contractor's employees, then including them
may cause the plan to fail Sec. 89 because the plans are not for the exclusive benefit
of employees. The general contractor may be caught in an impossible situation.

If general contractors are too broadly inclusive, they may fail that part of the
qualification test. If they aren't inclusive enough, they will fail a different part of
Section 89. If the construction contractor doesn t provide notice of the plans to the
subcontractors, he may fail the qualification requirements if the IRS later deter-
mines it should have ieen done. The subcontractors are not required to supply any
information to the general contractor or the employees on the job-sites. The subcon-
tractors, because they are treated as the leasing organization, are not compelled to
provide, information for compliance testing to the general contractor. The general
contractor may supply Section 89 information to the subcontractors, but there is no
mechanism for ensuring that the actual employer, that is the subcontractors, supply
the necessary information to the on-.ite employees.

Davis-Bacon Act considerations. The Davis-Bacon Act, passed by Congress in 1931,
reqUires that hourly construction laborers and mechanics receive the "prevailing"
wages and fringe benefits in a locality on federal and federally-assisted construction
projects. The Labor Department conducts surveys and sets the dollar amounts to be
paid to laborers and mechanics. The Act applies to both union and non-union work-
ers.

The Labor Department studies local conditions and other statutes to determine
what wages and fringe benefits prevail in states, cities or counties. They then issue
a general wage determination decision that specifies in dollars and cents the mini-
mum amounts to be paid by contractors and subcontractors to laborers and mechan-
ics. Patt of the wage decision is labeled "fringe benefits" and that amount may be
used to provide health and retirement benefits. The Davis-Bacon Act requirements
may be sa isfied if the employee receives the entire amount-both wages and fringe
benefits-immediately in cash. If the employer provides health or retirement bene-
fits instead of cash, stringent Labor Department requirements must be met.

Suppose the employer satisfies the Davis-Bacon Act requirements by paying cash.
The employees receive their benefits, but not in a format that would satisfy Section
89 as currently written. The employer would have to provide two sets of benefits to
satisfy the two statutes. Under Davis-Bacon, there must be the option to pay cash to
satisfy the employer's obligations due to the requirements of the Act.

Sup pose the employer applies the Davis-Bacon fringe benefit amounts to pay for
health insurance. The employer would provide core health coverage to a large
number of hourly construction workers. Construction workers leave and come back
several times a year to the same employer. It would be difficult to determine wheth-
er the Section 89 requirements are satisfied, even though the employer is providing
federally mandated benefits. The amounts specified by the Labor Department gener-
al wage determination decisions do not necessarily match the dollar amouii-ts paid
for other workers. Davis-Bacon amounts may not be used to fund benefits not relat-
ed to Davis-Bacon work.

Suggested alternatives. AGC believes that the goals of Section 89 can be achieved
without forcing employers to divert resources from productive investments to unpro-
ductive consultant fees. AGC would like to offer some specific suggestions.
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The emphasis should be shifted from actual plan participation to eligibility-based
testing. If 70% of the employer's nonhighly compensated employees are eligible for
core health coverage as defined by COBRA, the employer passes the eligibility test.

The emphasis should be placed on cost, with adjustments for demographics and
geographic location, rather than valuation of benefits. The requirement to test dif-
ferent plan options should be dropped as any different options are reflected in the
cost of the plan.

AGC believes the treatment of collectively bargained and multiemployer plans
should be clarified to reflect that plan trustees design and operate the plan, not the
individual contributing employer. AGC believes the responsibility for compliance
and testing, and sanctions for noncompliance with Section 89 should be placed upon
the person or persons responsible for the plan. The applicable comparison should be
the contribution rate, not the contribution. An individual contributing employer
whose workforce consisted of 90% or more employees who are actually covered by
collectively-bargained health plans should be deemed to satisfy Section 89 for its
entire workforce. This rule would not apply for multiemployer plans covering pro-
fessionals.

First, the responsibility and sanctions should be placed upon the person or per-
sons responsible for the plan. The appropriate approach is outlined in COBRA. For
single employer plans, the employer is responsible. For multiemployer plans, the
plan is responsible. Because the plan trustees are responsible for plan design, it
should be their obligation to design the plans in a manner that satisfies the Section
89 requirements.

Second, the applicable comparison should be the contribution of the individual
---- employer,- not the contribution. The total contributions are affected by the number

of hours worked. The employer has no control over how contributions are spent. He
or she bargains for the hourly contribution. As long as the rates are not discrimina-
tory, the employer has satisfied its responsibilities.

Third, an individual contributing employer whose workforce consisted of 90% or
more employees who participate in one or more collectively bargained plans and
who receive he,'lth benefits that are the subject of good-faith bargaining could be
deemed to satisfy Section 89 for its entire workforce. This follows the general ap-

roach of H.R. 1864 which requires that coverage be available to 90% of the non-
ighly compensated workers. If that many workers are actually covered, the em-

ployer has met its obligations. The pian administrators, as the parties responsible
for plan design, would test the plans for eligibility and benefits.

Clarification of the leased employee rules is essential before the rules from the
pension area are brought into the health area. Given that the Treasury Department

acknowledged the many serious flaws in the proposed regulations, AGC suggests
that leased employees be held in abeyance for Section 89 purposes until those prob-
lems are resolved.

The Davis-Bacon Act is analogous to the collective-bargaining process. A federal
statute takes the place of the negotiated agreements. Indeed, Davis-Bacon a pplies to
both union and non-union employers. The Labor Department determines the wage
and fringe benefit rates for all federal and federally-assisted construction. A federal
statute should be given at least the same status as a negotiated contract. Davis-
Baco _,amounts and workers should be given the same status as collectively-bar-
gained agreements and workers.

The plan qualification rules are already very close to the rules already existing in
ERISA and COBRA. The Section 89 requirements are redundant to the extent they
are the same as ERISA. The additional requirements do not provide any additional
protections for the workers and create unnecessary technical compliance problems
for employers.

Sanctions. The sanctions for failure to satisfy the qualification requirements need
additional revisions. There are many uncertainties and unresolved issues in Section
89, whether as it exists now or with the changes contemplated by H.R. 1864. Em-
ployers making good-faith efforts to comply could be hit with unwarranted and
severe tax penalties. This is particularly true in light of the lack of guidance from
the IRS on crucial issues.

First, no penalties should be applied this year. All penalties should be delayed
until plan years beginning in 1990. With the great uncertainties surrounding Sec-
tion 8 at is point, it is unfair to penalize employers. •

Second, penalties should be applied to the person or persons responsible for the
failure to comply. For single employer plans, the employer should be responsible.
For multiemployer plans, the plan should be responsible.

Third, the sanctions should be simplified. Taxing the employees or employers on
benefits paid is onerous and capricious in its impact. Two employers may have the
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exact same fault in their plans. If one employer has an employee who had a heart
attack, that employer is penalized much more severely. If a plan fails the qualifica-
tion requirements, the penalties should be the same as failing the eligibility and
benefits testing. There is no rationale for having a separate penalty.

The Treasury Department is beginning to recognize the difficulties employers are
facing in implementing Sectioa 89. The recent announcement that testing and noti-
fication requirements are postponed until October 1 is very helpful. However, it
does pose a difficult problem. If no legislative action is taken, employers will have
only a three-month period for compliance. There would be very little time to correct
a plan not in compliance. The Treasury Department should announce now that com-
pliance is postponed until plan years beginning after December 31, 1989.

The employment relationship in the construction industry is unique for several
reasons. Unlike any other industry, construction companies are faced with constant-
ly shifting jobsites and constantly shifting workforces. Given the phased nature of
the construction process, the work force changes as the job progresses. For example,
on a commercial building, the electricians may come in, work on several floors,
move to another job sihe to do work there, then come back and work on additional
floors and so on until the building is finished.

Once the building is finished, construction workers do not have the choice of stay-
ing at the site. They must mov& on to another jobsite and normally another employ-
er if they want to continue working. That is why the construction industry has a
turnover rate of 300%. This creates tremendous uncertainty as to whether a plan
will remain in compliance.

The tax-favored treatment of employer-provided employee benefits furthers an im-
portant social goal of expanding health care coverage. Section 89 as rewritten by the
1986 tax act had the opposite effect. The problems outlined above support the posi-
tion AGC has taken on repeal of Section 89. Implementation of the statute should
be postponed until the many serious problems already identified can be resolved.

Meanwhile we are obliged to again emphasize that Section 89 as rewritten by the
1986 tax act is having and will continue to have a disastrous impact on the con-
struction industry alone. Faced with the complexities, contradictions and numerous
flaws in Section 89, construction contractors, the overwhelming majority of which
are" small, family-owned businesses will be obliged to discontinue benefits, because
the provision of those benefits is so seriously jeopardized by a Section 89 so flawed
that its repeal is widely supported.

AGC appreciates this opportunity to review some special problems and looks for-
ward to working with the Committee and with Congress to resolve these problems.

THE BE.r RENTAL STORE, INC.

Hon. Senator PETE DOMENICI,
Dirksen Senate Office Building,
Washington, DC.

Dear Senator Domenici: This letter is in reference to Section 89. The Best Rental
Store has found it in their better judgment and interest not to support section 89.

As a small business, Section 89 is very unbeneficial. With fewer than ten (10) em-
ployees, this plan would only prove itself to be extremely costly. Being difficult as it
is to supply full time employees with good insurance, particularly health insurance
packages, making it mandatory to extend these benefits to lower income employees
would not only cause problems for both employer and employee, but be entirely too
expensive as well as complicated.

Once again, The Best Rental Store does not support Section 89!
Sincerely,

TAM! G. MCBEE, President/Owner,
The Best Rental Store, Inc.

STATEMENT OF THE BLUE CROSS AND BLUE SHIELD ASSOCIATION

The Blue Cross and Blue Shield Association appreciates the opportunity to submit
written comments concerning modification of Section 89 of the Internal Revenue
Ccde of 1986 to simplify m.he nondiscrimination rules applicable to certain employee
welfare benefit plans. As the coordinating organization for all the Blue Cross and
Blue Shield Plans, we are vitally interested in any federal legislation that affects
the administration of employee benefit plans and the scope of benefits that such
plans may offer. Or 75 member non profit plans provide health insurance protec-
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tion to over 77 million Americans. The majority of this protection is in the fo-n-. of
employment-based group health benefits.

We applaud the Committee's commitment to review the requirements of Section
89 and to consider revisions to the legislation. We are concerned about the increas-
ing demands placed on employers wb" offer health benefit plans to employees and,
in particular, whethcr additional requirements could result in some employers no
longer providing such health benefits.

The Blue Cross and Blue Shield Association has supported fully Congress' initial
intent in drafting Section 89-that health benefits provided to highly compensated
employees which substantially exceed benefits provided to non-highly compensated
employees should not receive favored tax treatment.

However, the Section 89 legislation and the proposed regulations implementing
the legislation have become so complex that they have become an overwhelming
burden on employers. We are concerned that this burden may result in reductions
or even elimination of employer-provided health benefits especially by small and
medium sized employers. We also are concerned about the significant cost to em-
ployers of compliance. For these reasons, the Association strongly supports efforts to
simplify Section 89.

We commend Senator Pryor for his early lead in the simplification effort. Senator
Pryor's bill, S. 654, represents an important step towards reducing the administra-
tive burdens of Section 89. It would create a "safe harbor" for employers that pro-
vide a health benefit plan available to 90 percent of its employees with a limit on
employee contributions of $6.70 per week for a single policy and $13.40 per week for
a family policy. S. 654 facilitates the performance of the one day snapshot test by
eliminating the need for employers to adjust for the elections of highly compensated
employees during the testing year on a different basis than for their non-highly
compensated employees. In addition, S. 654 removes the requirement that an em-
ployer must have at least one highly compensated employee, even if no employee of
the entity earns as much as $45,000. This amendment may prove to be beneficial to
not-for-profit and government entities and certain small business. S. 654 would
reduce the number of part-time employees that must be included in testing by liber-
alizing L, definition of excludable part-time employees to encompass those who
work less thLn 25, instead of the present 17V2, hours per week and would phase-in
the testing of part-time employees gradually: starting with those working less than
30 hours in L989, dropping to 27V in 1990 and eventually reaching the 25 hour
threshold in 1991. Furthermore, S. 654 modifies the current penalties by setting cov-
erage-based penalties for both test and qualification requirement failure.

While we support many of. the provisions in S. 654, we are concerned that it
would preserve the current Section 89 data collection requirements for those em-
ployers unable to satisfy the safe harbor provisions.

H.R. 1864, introduced by House Ways and Means Committee Chairman Dan Ros-
tenkowski, takes a somewhat different approach to revise the nondiscrimination leg-
islation, simplifying or eliminating many of the aspects of Section 89 that make its
present version costly and administratively complex. By focusing on the availability
of coverage rather than how employees sort themselves among options, the bill sig-
nificantly reduces the amount of data required to comply with Section 89.

Under H.R. 1864, the current nondiscrimination tests would be replaced by a sim-
plified eligibility test: at least 90 percent of all nonexcludable, non-highly compen-
sated employees must le eligible to participate in one or more "qualified core health
plans;" the plans could not contain a provision related to eligibility that discrimi-
nates in favor of highly compensated employees; and required employee contribu-
tions to such plans could not exceed $10 per week for single coverage or $25 per
week for family coverage. These dollar amounts would be adjusted for post-1988
cost-of-living increases as measured by the Social Security Administration average
wage index.

In addition, H.R. 1864 would reduce the number of part-time employees that must
be included in testing from those employees working 17 2 hours per week to those
working 25 hours per week.

H.R. 1864 also would diminish significantly employer data collection burdens, fa-
cifitate the performance of the one day snapshot test, lessen the difficulties involved
in incorporating leased employees into the employer's work force for testing pur-
poses, eliminate the need for "sworn statements" and establish more equitable pen-
alties when the plan fails the qualification tests.

We welcome Mr. Rostenkowski's efforts to simplify the Section 89 requirements as
a significant improvement over the current law and regulations. We have identified
however, several area3 which we believe should be reviewed further.
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THE 90 PERCENT TEST

The bill would replace the complicated tests of current law with a single alterna-
tive test based on design of the plans. The requirement would be that at least 90
percent of all nonexcludable, non-highly compensated employees be eligible for cov-
erage. While we are fully ,supportive of making health benefits as broadly available
as possible, we believe that the 90 percent standard may be too high. It may result
in some employers who are currently offering broad based benefits actually failing
the tests and sustaining the full tax penalty. We would suggest that the threshold
be lowered, perhaps to 80 percent. This would mitigate the adverse impact of the so-
called "cliff effect."

EMPLOYEE '"ONTRIBUTION CAP AND INDEX

The Association is concerned ab-ut the potential consequences of the dollar limit
placed on employee contributions in the definition of a qualified core health plan.

This provision limits an employer's ability to have all employees share in premi-
um costs without imposing a severe tax penalty on highly compensated employees.
Consequently, to comply with these provisions, employers have no choice but to
lower the cost of their plans by "designing-down" their existing benefit structure,
for example, by introducing higher deductibles or copayments. One way to resolve
this problem is to increase the employee contribution limits.

The provision indexing future increases in the employee contribution to wages
also encourages employers to design-dow their plans since medical costs are in-
creasing at a faster rate than wages. Over time, if the cap is indexed to wages, in-
creases in the cost of medical care would significantly reduce the employee's share
of the health plan costs. In order to keep I balance the allocation of health care
costs between employers and employees, the limits should be indexed to increases in
the per-capita U.S. health care expenditure . This indexing mechanism would re-
lieve some of the pressure on employers to ddsign-down their benefits.

PART-TIME EMWLOYEE8

H.R. 1864 would increase the threshold for inclusion of part-time employees in the
nondiscrimination testing from 17V2 hours to 25 hours. We support liberalizing the
definition of part-time workers but urge consideration of a phased-in program start-
ing with a definition of part-time workers based on: 30 hours (the industry norm
today) and moving to 25 hours over the next few years.

ONCE-A-YEAR TESTING

Although we strongly support the elimination of the continuous testing require-
ment for non-highly compensated employees, we remain concerned about the contin-
uous testing requirement for highly compensated employees. We would suggest that
the bill be revised to provide for a once-a-year test for highly compensated employ-
ees.

SALARY REDUCTIONS

The bill treats salary reduction contributions as employer contributions for deter-
mining a highly compensated employee's emplcyer-provided benefit and as employ-
ee contributions for purposes of the benefits tejt and the 90% eligibility test. Such
treatment would limit the amount that all employees (non-highly compensated as
well as highly compensated) could contribute to a Section 125 plan for core benefits
($520 for employee only coverage and $130 for family coverage). This treatment
would also result in a disparity in coverage provided to highly compensated and
non-highly compensated employees. The consequence would be increased potential
for taxable income to highly compensated employees obtaining core benefits through
salary reduction programs. The bill thus would discourage the use of tax-favored
salary reduction programs both for non-highly compensated as well as highly com-
pensated employees. We would be pleased to work with the Committee to resolve
this difficult issue.

IMPLICATIONS FOR SMALL BUSINKM

The Association has a special concern regarding the effect of Section 89 require-
ments on small businesses. We would urge consideration of provisions that would
ease the burden on small business sufficiently so that they are encouraged to contin-
ue to provide employee benefit programs to their employees and expand these pro-
grams to employees that they presently do not cover.
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The Finance Committee has an opportunity to develop a bill which addresses
some of the concerns expressed about S. 654 and H.R. 1864. We would offer an alter-
native approach for your consideration as you are developing simplification legisla-
tion. This alternative would allow employers to satisfy the nondiscrimination re-
quirements by satisfying two simple tests: the nondiscriminatory provision test of
current law, and a new quantitative eligibility test. The eligibility test would be sat-
isfied if at least 90 percent of the employer's non-highly compensated employees
(NHCEs) are eligible for a benefit equal to 75 percent of the largest benefit available
to any highly compensated employee (HCE).

In applying the 90 percent/75 percent test, the employer first must determine
whether 90 percent of NHCEs are eligible for benefits and establish the value (pre-
mium or cost) of the benefits. If the value of the benefit available to 90 percent of
the NHCEs is equal to at least 75 percent of the largest benefit available to ny
HCE, the plan passes. If the plan fails the test, the employer then must determine
the value of benefits actually received by both HCEs and NHCEs. Each HCE will be
taxed on the difference between the benefit received by the HCE and the average
value of benefits received by all NHCEs.

We feel that our proposal offers several advantages over H.R. 1864. The 90 per-
cent/75 percent test, like the 90 percent/133 percent test of H.R. 1864, requires em-
ployers to make nondiscriminatory health insurance coverage available to a broad
range of employees. Instead of placing caps on employee contributions, however, the
90 percent/75 percent test measures the relative benefits provided to HCEs and
NHCEs. HCEs are subject to penalties only if they are eligible to receive benefits
that are disproportionate to the benefits available to the other employees. The 90
percent/75 percent test thereby eliminates the incentive created by employee contri-
bution caps to design coverage down to an affordable level.

In addition, the cliff effect penalty for failure of the eligibility test under H.R.
1864 may effectively discourage employers from continuing or expanding coverage
for less than 90 percent of their non-highly compensated work force. By basing the
penalty calculation for highly compensated employees on the average value of bene-
fits received by NHCEs, the 90 percent/75 percent test gives employers credit for
the value of any health insurance benefits actually provided to NHCEs.

Finally, the 90 percent/75 percent test requires approximately the same amount
of data collection as H.R. 1864, and is much more simple to perform.

In summary, we support the goal of nondiscrimination in the provision of employ-
ee health benefits. However, we are concerned that Section 89, in its current form,
may result in the reduction or elimination of employer provided health benefits by
many small and medium sized businesses. S. 654 and H.R. 1.864 would substantially
simplify the burdensome aspects of Section 89 and we commend these efforts. How-
ever, we believe that additional improvements are needed and urge the Committee
to develop legislation which incorporates the suggested changes in H.R. 1864 or the
alternative proposal set forth in our testimony.

Once again, we appreciate the opportunity to submit written testimony and look
forward to working with the Committee as these difficult issues are addressed.

STATEMENT OF CASTLE & COOKE, INC.

I.-INTRODUCTION AND SUMMARY

This statement issubmitted by Patton, Boggs & Blow on behalf of Castle & Cooke,
Inc. for inclusion in the record of the hearings held by the Committee on Finance on
the nondiscrimination rules applicable to employer-provided fringe benefits con-
tained in Section 89 of the Internal Revenue Code. Castle & Cooke, a Hawaii corpo-
ration with its principal executive offices in Los Angeles, California, is a major par-
ticipant in the world-wide food products industry and is a major real estate owner
anddeveloper. Castle & Cooke believes that the inordinately complex provisions of
current Section 89 should be restructured and greatly simplified.

This statement is directed to the so-called 'separate line of business" exception
contained in current Section 89(gX5). Under this exception, if an employer has sepa-
rate lines of business or separate operating units, the nondiscrimination rules of
Section 89 (and the qualified retirement plan minimum coverage requirements of
Section 410(b)) are applied separately to each separate line of business or operating
unit. The separate li es of business exception thus recognizes and encourages com-
petitiveness among p *oviders of different products and services without abandoning
fundamental nondiscrimination policy objectives.
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Castle & Cooke believes that a single common definition of "separate line of busi-
ness" is essential and, as explained below, that the present test set forth in Section
414(r) requires additional precision. Present law should be amended to assure such
identity of definition and to clarify the manner in which the "separate line of busi-
ness" test (now set forth in Section 414(r) and applicable by cross references to Sec-
tion 410(b) and, with certain modifications, to Section 89) is to be applied to diversi-
fied companies such as Castle & Cooke.

Castle & Cooke fully expects that, under Section 414(r), its real estate develop-
ment activities would be considered a line or business separate from its participation
in the food industry. Moreover, Castle & Cooke believes that its world-wide partici-
pation in the food industry should not be treated as one single iine of business
under the existing provisions of Section 414(r). Such treatment would not be in ac-
cordance with the purpose of the separate line of business exception, because the
food industry consists of many competitive environments that are fundamentally
different from each other and Section 414(r) should be clarified in this respect.

As explained more fully below, the activities of Castle & Cooke (and its directly
and indirectly owned subsidiaries) in the world-wide food products business are or-
ganized into separate business groups. The different competitive environments
within which each business group competes impose a market-oriented discipline on
the "benefits" component of their respective cost structures (i.e., benefit levels must
be sufficient to attract and retain qualified employees, but cannot be so costly that
they impair the ability to compete effectively). Section 414(r) was enacted to address
precisely this kind of situation, but legislative clarification is vitally needed.

Il.-CASTLE & COOKE FOOD PRODUCTS ACTIVITIES

A. Overview.
Originally, the activities of Castle & Cooke in the food industry were limited to

packaged foods (mostly canned pineapple) and sugar. Today, largely as a result of
acquisitions made over the past three decades, Castle & Cooke s world-wide food
products activities employ approximately 42,000 people (about 10,000 of whom work
in the United States) involving the following:

" bananas and fresh pineapples
" packaged foods
" table grapes
" citrus fruits
" fresh vegetables
" dried fruits and nuts
" sugar
" retail food operations

With the exception of the packaged foods business group (operated as a separately
managed unincorporated division of Castle & Cooke), each of the business groups is
operated through one or more separate subsidiaries of Castle & Cooke.

Most of the food business groups use the "pole" name on one or more of their
products and are subject to oversight from .the parent company, but these similari-
ties should not obscure their fundamental differences and operational independence.
Each of the business groups has a separate organizational structure and is headed
by a separate management team that is accountable for that business group and
with separate production and/or marketing personnel. Each business group is head-
quartered in a different geographic location and operates as its own profit center
with exclusive responsibility for operations, pricing, cost control and all other as-
pects of its business activities. In short, each business group could stand alone as an
independent company. Moreover, with the exception of certain 1987 acquisitions, the
business units operated in this autonomous configuration prior to the enactment of
Sections 414(r) and 89.
B. Illustration of the Problem.

The situation confronted by Castle & Cooke and other similarly situated employ-
ers may readily be illustrated through a brief summary description of three of the
several business groups into which Castle & Cooke has orgptnized its world-wide food
business: (1) bananas and fresh pineapples; (2) packaged foods and (3) table grapes.

1. Bananas and Fresh Pineapples. Through this business group, headquartered in
Boca Raton, Florida, Castle & Cooke exports fresh bananas grown ih foreign coun-
tries (Costa Rica, Honduras, Columbia, Ecuador and the Philippines) by indirect sub-
sidiaries of Castle & Cooke and by unrelated third parties. The domestic employees
of this business group manage the operations of the foreign subsidiaries and arrange
for the purchase, distribution and sale of bananas. Such sales are made in North
America, Western Europe, the Far East and the Middle East. (Certain domestic em-
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ployees of this business group also are responsible for the distribution and sale of \
fresh pineapple grown in Hawaii, Honduras, and the Philippines by a division of
Castle & Cooke.) Ie principal competitors for this portion of this business group /

are United Brands, Del Monte and other importers.
2. Packaged Foods. Dole Packaged Foods, a division of Castle & Cooke headquar-

tered in San Francisco, Califorr ia, produces and markets processed foods, such as
packaged pineapple products (siced, chunk, and crushed pineapple in cans), juices,
frozen desserts and other packaged food products. These products are sold in various
markets, principally in North America, Europe and Japan. The various products of
Dole Packaged Foods compete against products of companies in their own markets,
including Del Monte, Maui pineapple, and .arious importers of the Thai pineapple
for pineapple products, Del Monte and Minute Maid for juices, and General Foods,
Pillsbury, Kraft, United Brands and other manufacturers and dairies for frozen des-
perts.

S. Table Grapes. The employees of a separate business group, headquartered in
Bakersfield, California and acquired by Castle & Cooke in 1987, grow California
table grapes and provide packing and marketing services. The principal competitors
of Castle & Cooke in the area of table grapes are independent family-owned busi-
nesses.

In order to compete effectively on a world-wide basis, each of these business
groups and the other Castle & Cooke business groups must have a cost structure
that reflects the realities of its individual environment. This means that, with re-
spect to employee benefits, each business group must provide benefits that are suffi-
cient to attract and retain qualified employees, but which do not increase costs to
the point where they impair the ability of that business group to compete effective-
ly.

iII.-THE NEED FOR LEGISLATIVE CLARIFICATION

Neither section 414(r) nor the legislative history of that provision provides ade-
quate guidance with respect to what constitutes a "separate line of business" and
whether any such separate line of business was establishr-A for "bona fide business
reasons." Statutory clarification is required on both of these points to insure that
companies such as Castle & Cooke which operate in multiple environments have
adequate assurance that their separate business operations will be treated as such
under section 414(r).

As the preceding food business group illustrations indicate, the Castle & Cooke
organization structure exists for bona fide business reasons and is not designed to
thwart any nondiscrimination employee benefit rules. Consequently, the Castle &
Cooke food organizations ought to be treated as "separate lines of business" under
Section 414(r).

The cost structure point in the preceding illustrations is critical. To take but one
example, if Castle & Cooke were required to equalize the benefit levels of the domes-
tic employees of the bananas and fresh pih3apples business group with those of the
table grapes business group, it would face an impossible choice. It could raise benefit
levels in the table grapes business group to those prevailing in the bananas and
fresh pineapples business group (thus pricing itself out of the competition in the
table grapes business group). Alternatively, it could lower the benefit levels of the
domestic employees in the bananas and fresh pineapples business group to those
prevailing in the table grapes business group (thus jeopardizing its ability to attract
and retain qualified domestic employees in the bananas and fresh pineapples busi-
ness group).

Castle & Cooke, and other similarly situated employers, should not face such a
choice. If these two business groups (bananas/fresh pineapples and table grapes)
were owned and operated by different corporations, they could both provide benefit
levels consistent with the respective cost structures to which they must conform.
There is no reason to require a contrary result just because both business groups
are owned by a single corporation such as Castle & Cooke and Section 414(r) can
and should be applied to prevent such a result. Treatment of the business groups of
Castle & Cooke engaged in the world-wide food industry as "separate lines of busi-
nese" under Section 414(r) would accord both with Castle & Cooke's actual oper-
ations and with the differing cost structures and other business realities each such
business group must confront while still accomplishing the important policy objec-
tives that prompted Congress to enact that provision as part of the Tax Reform Act
of 1986.

20-998 - 90 - 7
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IV.----'ONCLUSION

It obviously is essential that legislation be enacted to resolve the myriad of prob-
lems presented by current Section 89. For the reasons set forth in this statement,
Castle & Cooke believes present law should be amended to clarify explicitly that the'separate line of business" test (as applicable for all relevant purposes) was intend-
ed to avoid the very kind of problems now confronted by Castle & Cooke as it seeks
to provide benefit levels consistent with the cost structure and employee retention
constraints faced by each of its business groups. Castle & Cooke stands ready to
assist the Committee on Ways and Means and its staff in developing appropriate
and workable "safe harbor" or other provisions to deal with such issues in a respon-
sib'e fashion and to provide such additional information as may be appropriate with
respect to its own business groups in the world-wide food industry.

STATEMENT OF THE CITY OF NEw YORK (SUBMITrED BY ROBERT W. LINN, DIRECTOR OF
PERSONNEL AND LABOR RELATIONs)

Mr. Chairman, I am grateful for this opportunity to present the views of the City
of New York to your Committee, and I am pleased that the Committee is earnestly
pursuing the goal of simplifying Section 89.

We in New York City have some unique problems with Section 89. 1 would like to
tell you about the benefits structure for City employees, so you can understand why
we have so much difficulty complying with current law. First, we employ over
310,000 individuals in a variety of occupations-including nurses, teachers, police-
men, prison guards, laborers, and attorneys. Ninety-six percent of this workforce is
represented by labor unions, which has been the case for over twenty years, and
there are over 70 different labor organizations in the City. In addition, there are
135,000 retirees who receive pensions and health benefits from the City. Thus, the
City is providing health benefits to almost half a million individuals, plus their de-
pendents.

We provide a tremendous variety of health benefits to our employees because the
City offers all employees a choice of up to thirteen basic health plans and then the
70 unions and the Management Benefits Fund (for all titles not in collective bar-
gaining) adds its own package of supplemental benefits, which we fund through con-
tributions to the welfare funds. Although the City makes a uniform health insur-
ance contribution and has offered a uniform welfare fund contribution for each em-
ployeethe resulting contributions and benefits are anything but uniform.

Health insurance and related fringe benefits are a mandatory subject of collective
bargaining in the City. All City employees are eligible to choose from the thirteen
basic health plans which provide medical and hospital coverage. Seven of these thir-
teen plans are provided at no cost to the employee, and six require an employee
contribution because their plan costs are greater than the fixed employer contribu-
tion agreed to in bargaining. Additional coverage is provided through optional bene-
fits riders, which consist of added benefits like prescription drugs and appliances.
These optional benefits are fully employee-paid and again, in each plan are avail-
able to all employees at the same cost.

Another tier of coverage is provided by the over 70 separate union-administered
welfare funds and the Management Benefits Fund. An employee's eligibility for a
particular benefit fund is determined by an independent board through collective
brgaining certifications. This results in union welfare fund coverage for employees
who are in titles certified to a union, but who are individually exempt from all col-
lective bargaining, e.g. an office aide who works in a labor relations, budget or per-
sonnel office. The unions negotiate with the City for fixed per capita contributions
for current and former members, so as to provide them withsupplemental benefits
such as vision, or dental benefits. The employer paid welfare contribution has gener-
ally been uniform for all groups. However, since the determination of this amount is
part of collective bargaining, unions do have the right to "trade-off' wages or other
benefits for higher welfare fund contributions or to divert pattern welfare fund in-
creases to augment wages or other benefits. For example, in the 1987-90 round of
bargaining, the Sanitation Union chose to forego the $150 welfare fund increase in
exchange for $150 in higher wages. While we start out treating all groups alike, the
results for eachgroup may be very different.

In recommending to you how to simplify Section 89, let me do so by commenting
on H R. 1864, the bill introduced by Chairman Rostenkowski. That bill is a signifi-
cant improvement over current law and would greatly simplify our task of trying to
comply with Section 89. It is not a perfect solution for the City, but it is a good
starting point for helping us with the impossible job we have under current law of
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testing .Yr nondiscrimination in health benefits. The provision that would help us
the most 's the separate testing of collective bargaining units, although this creates
other problems for us which I will discuss later.

H.R. 1864 would make it possible for us to certify that the array of health benefits
offered to our employees is nondiscriminatory without having to do the complex
testing we now have to do under Section 89. We have, however, two major concerns
about H.R. 1864, and a number of questions as to how certain provisions of the bill
will be interpreted that we would like to share with you.

Our first concern relates to the fact that, under the bill, "professional" unions are,
not considered "qualified bargaining units" for the purpose of separate testing for
Section 89 compliance. This provision has been drafted too broadly-it excludes bar-
gaining units based on their field of work, i.e. law, health, rather than on-the basis
of their relationship to management. It would classify many of our unions as "pro-
fessional bargaining units" because they cover health aides, staff attorneys, account-
ants, and other people in the fields identified in the bill. We view these as "rank
and file" employees, even though-they-may be in "professional" lines of work, and
the statutory labor scheme in New York views them similarly. I would suggest that
this situation is also true of many other public sector employers, as well. If there is
going to be an exclusion of "professional unions" from separate testing, we think
the definition of a "professional union" should focus on owners and managers and
not on every worker in the profession.

Our second major concern is that the treatment of salary reduction in H.R. 1864
would limit our ability to offer a flexible spending account or salary reduction plan
providing health benefits, and we think this type of plan would be beneficial to our
employees. Further, this type of plan is subject to collective bargaining and the
unions negotiating with the City have demanded this plan for their members.

The difficulty that the City has with the salary reduction provision is that it
treats such deductions as employer contributions for purposes of determining a
highly compensated employee's employer-provided benefit. As I noted earlier, due to
collective bargaining, several of our health plans require an employee contribution
for basic coverage and many have an employee contribution for various riders that
are open to all employees. Requiring that these premiums be paid with after-tax dol-
lars by those highly compensated employees who will participate in the salary re-
duction plan would be unfair. While private sector employers have the option of"grossing up" to allow their highly compensated employees to continue to receive
these benefits, in the public sector we have no such option. Instead, we would prob-
ably be forced either to reduce our health benefits for both highly compensated and
non-highly compensated employees or limit or discontinue any salary reduction
through a medical spending account. We believe this provision should not be includ-
ed at all, but particularly when it applies to salary reduction due only to employee-
paid premiums.

In addition to these concerns, we have five issues in H.R. 1864 we think need to
be clarified:

(1) The terms "core" and "primarily core" benefits need to be defined more
precisely. It is not clear to us which of the medical benefits provided through
our union welfare benefit funds would be considered "primarily core" and thus
part of the basic health benefit.

(2) The bill needs to clarify whether or not COBRA rates can continue to be
used in determining the "value" of benefits-the bill leaves the issue of valu-
ation to the Secretary, while the Committee's description of the bill states that
current law, particularly as enacted in TAMRA, will continue to apply. Since
COBRA rates are already established and accepted, it is our preference to use
COBRA rates. ,,

(3) There needs to be a clear definition of former employees." Although the
bill delays the application of the rules to former employees for one year, it does
not clarify whom we should consider former employees or establish any guide-
lines on how to apply the law to this group.

(4) The bill needs to clarify how collectively bargained groups are to be treat-
ed for testing purposes. We have many employees in the City who are covered
under union health plans but are not voting or dues-paying members of the col-
lective bargaining unit due to statutory restrictions on job classifications and
other reasons. Are these employees included in testing the union plan or includ-
ed in some other group?

(5) The bill provides for a cost of living adjustment to the maximum dollar
amount of employee contribution to a "qualified core health plan" which is
keyed to the SSA wage index. The City believes it would be more appropriate to
provide a cost of living adjustment based on the medical CPI.
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In closing, I must say that there are unique circumstances in the public sector
that demand special consideration, especially in those situations in which so much
of the workforce is covered under collective bargaining agreements. We are mindful
that you are opposed to outright exemptions for these situations; however, there are
many intricacies in collectively bargained public sector benefits. In the City of New
York, we do not give any one class of employees any better benefits than any other,
unless a union chooses to alter the items within the bargaining package. We also
give our managerial employees the same benefit package that is offered as part of
the pattern settlement for all employees. Finally, in the public sector, we are open
to intense public scrutiny so that any discrimination in the level of benefits would
quickly be identified by one of the many constituent groups in the City.

Mr. Chairman, I applaud your efforts and the efforts of this Committee to reduce
the tremendous measurement and testing burden that would otherwise fall on the
City under Section 89, and I urge you to examine the issues I have raised with you
today.

COALITION ON STATE AND LOCAL EMPLOYEE PENSION AND BENEFITS ISSUES
Hon. LLOYD BENTSEN,
U.S. Senate,
Washington, DC.

Dear Mr. Chairman: The undersigned public interest groups, which represent
state and local-governments, support the application of nondiscrimination rules to
health and welfare plans. We do not, however, support Section 89 in its present
form. The existing rules do not take into account many of the special problems of
state and local governments including budget constraints, statutorily mandated ben-
efits, and legislated salaries.

On the other hand, we applaud the measures to simplify Section 89 which are cur-
rently being considered-specifically H.R.1864 and S.654. These measures address
some of the concerns of state and local governments, such as the one-officer rule
and increasing the threshold for excludable part-time employees. In spite of the
pending measures, state and local governments continue to have concerns about
Section 89. Some of these concerns are:

PART-TIME EMPLOYEES: Although raising the threshold for excludable part-
time employees from 17V to 25 hours is an improvement, many of the part-time
employees for state and local governments work more than 25 but less than 30
hours per week. Providing benefits to such employees would be extremely costly
and, in some cases, would require legislative authorization. We support raising the
threshold for excludable part-time employees to 30 hours per week.

CAFETERIA PLANS: State and local government employers sponsor many cafete-
ria plans that allow employees to buy benefits using salary reduction, which is uni-
formly available to both highly and nonhighly compensated -employees. H.R. 1864
treats salary reduction as employee contributions when made by nonhighly compen-
sated employees and as employer contributions when made by highly compensated
employees for the benefits test. We believe that salary reduction which meets any
applicable dollar limitation and is matched by adequate employer contributions
should be included in determining, the value of benefits available to nonhighly com-
pensated employees. In addition, cashable credits, that is employer contributions
which can be taken in cash, should be treated as what they are-employer-funded
benefits.

AFFORDABILITY AND INDEXING: Limiting affordable benefits to those costing
$10 per week for individual coverage and-$25 per week for family coverage is too
restrictive. At least 27 states and many local government plans already charge em-
ployees more than those amounts for coverage, and more will need to do so in the
near future. Despite the fact that these plans do not meet the proposed affordability
requirements, they typically provide very broad coverage of nonhighly compensated
employees. In addition, with the increasing cost of medical care, the limits should be
indexed in a manner that reflect medical costs.

DATA COLLECTION: The data collection and recordkeeping under the simplified
rules would still be an administrative and fiscal burden for state and local govern-
ments. For example, under H.R. 1864, employers must be able to identify and track
highly compensated employee benefits on a daily 6 asis. Many state and local gov-
ernments do not have the computer capability to compile this comprehensive infor-
mation. If the availability test under H.R. 1864 were modified to apply the 133%
rule to compare the average benefits available to nonhighly compensated employees
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with the average benefits received by highly compensated employees on a snapshot,
one-day-a-year basis, the data gathering burdens would be substantially reduced.

DEFINITION OF EMPLOYEE: State and local governments need clarification of
the definition of employees. For example, are. prisoners in state penitentiaries em-
ployees because they are paid minimal amounts to work for the institution? Are
firefighters who are paid stipends or allowances employees?

DEFINITION OF EMPLOYER: State and local governments also need clarifica-
tion of the definition of employer. There are detailed rules for the private sector
describing the circumstances in which disaggregation of employers is possible. There
are no such rules for the public sector. For example, should we treat the three
branches of state government: the executive, the legislative, and the judicial as sep-
arate employers for testing purposes?

SEPARATE TESTING RULE: State and local governments are often legally re-
quired to provide benefits to certain part-time employees. Under current Section 89
law, the separate testing rule allows employers to disregard employees in the part-
time, seasonal, short-service, and underage categories even though some employees
in those categories are eligible for some type of benefit. This rule should be main-
tained in any legislation which will replace current Section 89.

COLLECTIVELY BARGAINED PLANS: Under H.R. 1864, plans maintained pur-
suant to collective bargained agreements are tested separately when testing benefits
provided to employees covered by collectively bargained plans. We believe that
rather than mandating separate testing, the employer should be given the option of
testing union employees separately or as a part of its total workforce.

ALTERNATIVE COVERAGE TEST: Even with the above improvements, an
availability test will not work for all employers. There will always be some employ-
ers that provide nondiscriminatory benefits to their nonhighly compensated employ-
ees, but who still fail the design-based eligibility test. We believe that such employ-
ers should be given the option to test their health plans under a simplified coverage
test.

Clearly state and local governments have some unique compliance problems. In
addition, state and local governments receive no tax advantages from providing em-
ployee benefits. For us, providing employee benefits is the "cost of doing business"
which contributes to the recruiting and retaining of a qualified workforce. To limit
our benefit options would contribute to an increase in-the cost of government and
would not translate into improved benefits for state and local government employ-
ees. We urge you to address the above concerns regarding compliance with Section
89 for state and local governments and we would appreciate the opportunity to work
with you and your staff to that regard.

Sincerely,
GOVERNMENT IANCE OFFICERS

ASOCIATION '\
NATIONAL AssoCIAION OF COUNTIES
NATIONAL AscIA ON OF STATE

AUDTORS, COM POLLERS AND
TREASURERS

NATIONAL CONFERENCE OF STATE
LEGISLATURES

NATIONAL PUBLIC EMPLOYER LABOR
RELATIONS ASSOCIATION

STATE AND LOCAL GOVERNMENT BENEFITS
ASSOCIATION

U.S. CONFERENCE OF MAYORS

Ms. LAURA WILCox,
Hearing Administrator,
Committee on Finance,
US. Senate,
Washington, DC.

Dear Ms. Wilcox: On behalf of the County of Los Angeles, I have enclosed written
comments by Richard B. Dixon, Chief Administrative Officer, recommending repeal
or amendment of Section 89 of the Internal Revenue Code. I request that you in-
clude these comments in the record of the May 9, 1989 hearings conducted by the
Senate Finance Committee, and I urge the Committee's consideration and positive
action on the County's recommendations at such time as relevant legislation comes
before the Committee.
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We are aware of and agree with the national policy goal of making available em-
ployee benefits to non-highly compensated employees in a non-discriminatory
manner. Consistent with this goal, the County makes available a broad, uniform
benefits package to its employees, just as do virtually all other state and local gov-
ernments.

Because of the County's longstanding policy, the members of the Board of Super-
visors have concerns about the inclusion of state and local governments under the
requirements of Section 89 when the Federal Bureau of Labor Statistics has shown
that the vast majority of local governments already provide medical coverage virtu-
ally to all of their employees.

TheCounty urges the Committee's consideration of either repeal, exemption of
state and local governments, or, minimally, amendments to current statutes to
lessen the regulatory burden on agencies which are already meeting the spirit and
intent of the law.

Mr. Richard Dixon will be happy to answer any questions you may have relative
to his comments on current statutes, or you may wish to call me or Mrs. Frieda
Wallison, the County's Washington, D.C. representative, at (202) 879-3939. We look
forward to a continuing dialogue on this significant issue.

Sincerely,
RANDALL E. DAVIS,

Jones, Day, Reavis & Pogue.

COMMENTS RELATING TO SECTION 89 OF THE INTERNAL REVENUE CODE

The Chief Administrative Officer of the County of Los Angeles, Richard B. Dixon,
on behalf of the County's Board of Supervisors, wishes to present to the Senate Fi-
nance Committee his comments on issues of concern to Los Angeles County relating
to Section 89 of the Internal Revenue Code.

The County agrees that ensuring that employee benefits are made available to
rank and file employees in a non-discriminatory manner is a desirable national
policy goal. Consistent with the intent of this policy, the County, similar to virtually
all other state and local governments, makes a uniform package of benefits avail-
able to its employees.

There are certain requirements of the statute which we believe will result in un-
anticipated results or are unnecessary and which we believe should be modified to
minimize the impact on local governments, whose continually diminishing resources
are already fully dedicated to basic taxpayer-supported initiatives.

State and local governments have been shown by the Federal Bureau of Labor
Statistics to be by and large equitable providers of medical and life insurance to
their employees. i addition, county governments have an obligation to pay the con-
siderable costs of uncompensated health care in some cases for those workers pres-
ently uncovered by health insurance.

We will appreciate the Committee's strong consideration of the following recom-
mendations for amendment to current Section 89 requirements:

1. Repeal Section 89 and replace it with a more straightforward strategy con-
sistent with the goal of the Congress to expand health coverage. Such revised leg-
islation should clearly permit the continued viability of cafeteria benefit ar-
rangements which have been installed by large and small employers to deliver
benefits appropriate to the needs of employees at all levels of compensation, or;

2. Exempt state and local governments from the requirements of Section 89. As
mentioned above, it has been demonstrated that the vast majority of state and
local governments currently offer broad, equitable coverage to their employees,
thereby already meeting the spirit and intent of the law. Further, it is not real-
istic to assume that state and local taxpayers ever have or would tolerate a
wide disparity in pay or benefits among government employees.

Finally, approximately 90 percent of the County's large workforce is union-
ized. The contracts covering these employees have been negotiated in good faith
between the County and appropriate union representatives and represent what
both parties believe to be the most advantageous insurance benefit arrange-
ments for all union members.

3. Should neither of the previous more equitable recommendations be imple-
mented then amend current Section 89 requirements to do the following:

a. Delay the implementation of Section 89 requirements for one year so
as to allow employers time to await final legislative resolution of significant
Section 89 issues and, where necessary, to adjust employee benefit coverage
to conform to enacted legislation.
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b. Specify that salary reduction amounts, which under the current stat-
ute would have to be considered toward a highly-compensated individual's
health plan contribution for testing purposes, be excluded from the test and
controlled separately. This would have the effect of continuing health insur-
ance coverage tests while maintaining the integrity of cafeteria plans,
which under the current statute lose their effectiveness as benefit delivery
systems for an extremely diversified large workforce.

c. Specify, with regard to excluded employees, that employees who nor-
mally work less than 12 months aie able to be excluded from testing re-
quirements. This would aid jurisdictions, particularly counties whose re-
sources are limited, in the provision of basic local government services to
the public such as park maintenance, election operations, and tax collec-
tion.

d. Exclude overtime earnings mandated by law in determining whether
an employee is "highly compensated." This recognizes that in some organi-
zations, there may be a heavy concentration of rank-and-file employees in-
cluded by definition as highly compensated merely because there is excep-
tional workload at some point in time and the employer must pay overtime
per federal statutes and regulations,

Further, there are several bills which would modify current Section 89 provisions,
the most significant of which appears to be H.R. 1864 (Rostenkowski). While that
bill is designed to simplify current statutes, it would not ease the regulatory burden
on employers, including Los Angeles County, with cafeteria plans. In fact, it would
have certain additional negative effects.

We have informed the House Ways and Means Committee of our strong objection
to the provision relating to treatment of salary reduction which would have the
effect of virtually eliminating cafeteria plans. We have proposed the separate test-
ing of health insurance and salary reduction amounts so that insurance coverage
could -still be regulated while at the same time permitting the continuation of cafe-
teria plans.

We also have strong concerns about the proposal to exclude certain unions from
the definition of "qualified." Local governments have many unionized employees in
the fields proposed to be excluded, including health, law, engineering, and account-
ing, whose representatives bargain in good faith for equitable benefit coverage.

We believe that local governments ought not to be included under current statuto-
ry requirements because we have already been shown in the vast majority of cases
to be providing equitable health benefits. We have offered the above amendments as
less attractive but workable alternatives in an attempt to correct what we believe to
be inequities in the statute's requirements.

STATEMENT OF CONGRF_8MAN PHILIP M. CRANE

Mr. Chairman, it is with great relief that I submit written testimony before this
committee on what many have deemed the biggest "tax" issue for this esteemed
group of Members this year. Section 89 of the Internal Revenue Code has taken us
all on an emotional roller-coaster ride in our attempts to better understand its pro-
visions and directives. The results of our 1986 efforts to bring unneeded discrimina-
tion rules to employee health plans has resulted in an embarrassment to this com-
mittee and an outcry from the backbone of this country-the business community.

As we are all well aware, Section 89 was included in Tax Reform Act of 1986 as
an attempt to impose nondiscrimination and qualification rules with respect to cer-
tain employer-provided benefits. These provisions were modified in the Technical
and Miscellaneous Revenue Act of 1988. In 1989, just three years after the imple-
mentation of Section 89, a mere 122 days after these misguided provisions were en-
acted, and 62 days after the release of the Internal Revenue Service Notice of Pro-
posed Rulemaking, we are now considering a massive overhaul of nondiscrimination
rules.

The problems with section 89 are numerous and complex. Exemplifying just one
example of the problems faced by employers with the enactment of Section 89, is
the limited resources of small businesses and associations. The Internal Revenue
Service estimates it will take up to forty-four hours per year for an employer to
iQarn the provisos of Section 89, qualify his plans and apply them as a test for dis-
criminatory practices. Most small businesses and associations will be. forced to hire
additional consultants to endure this task for them simply because they do not have
the technical resources necessary to complete such an immense endeavor. Time and
expense dictated by this process will be detrimental and will ultimately lower the
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taxable income of the employer for the year. A lower tax base will result in lost
revenues and, with the critical status of our nation's budget deficit, a rule that was
purportedly designed to raise revenues will ultimately constitute a revenue loser.

It is these problems and complications that have led to near revolt of the business
community and prompted the great concern of the Members of this great body. I
have personally taken great interest in the intricate maze of Section 89 and have
worked vigorously to air the justified complaints of the business community. On
January 19th of this year, I introduced the first of two bills designed to breach the
problems of Section 89. The first of these bills, H.R. 518, was the first Section 89 bill
introduced in the 101st Congress. It was a simple bill that requested a delay of the
effective date of Section 89 until January 1, 1990, providing some relief to business-
es. Senator Steven Symms of Idaho introduced the Senate counterpart. H.R. 518 gar-
nered over 130 bipartisan cosponsors, including 10 of my colleagues on the minority
side of Ways and Means.

On January 24, 1989, Congressman John LaFalce introduced a bill that garnered
close to 300 cosponsors. The bill, H.R. 634 would repeal Section 89. The business
community, led by the National Federation of Independent Business and the U.S.
Chamber of Commerce, mobilized to bring this bill the substantial support it has
mustered. Senator Trent Lott introduced the Senate companion bill. After much
thought and input from the many firms affected by our attempt to add nondiscrim-
ination rules to the tax code, a series of Section 89 reform bills were introduced in-
cluding two in the Senate-S. 595 introduced by Senator Pete Domenici, and S. 654
introduced by Senator David Pryor-and two in the House. The pretext of today's
hearing is to discuss the options that the Members of Congress have in reforming
Section 89. Mr. Chairman, I too am a sponsor of a reform bill of my own design,
H.R. 1682, a bill that was introduced April 5. The one common issue touted by all
these reform bills is the need to view them as discussion-oriented legislation. I
heartily commend you Mr. Chairman, for understanding the need to discuss the
issue in an open forum such as today's hearing.

The ideas I wish to address today are included in HR 1682, a bill I introduced to
provide an open discussion regarding the options for transforming Section 89 into a
manageable directive that will receive the support of the business community. H.R.
1682 is a compilation of corrections to Section 89 borne of ideas set forth by numer-
ous representatives of al aspects of the business community. There are five major
sections of H.R. 1682:

(1) Elimination of all tests except the 80% test which would be reduced to a
70% test. The 70% test has been included to meet the need for a simpler test
that -would allow for broader compliance. This eliminates the need to run many
costly and time-consuming tests to determine compliance.

(2) Exclusion from the test of employees who normally work less than thirty-
five hours per week. One of the biggest problems with the Section 89 regula-
tions is the perception that a part-time employee is always entitled to the same
benefits as a full-time employee. The added cost of including part-time employ-
ees will dictate the elimination of many part-time and temporary jobs. The
elimination of those jobs can only reduce payroll taxes, increase costs to govern-
ment need programs, and increase unemployment.

(3) Exclusion from the test of leased employees, union employees covered by a
collective bargaining agreements, mandatory retirees, and enrollees covered
under the Older American Community Service Employment Act. Once again, as
in the situation involving part-time employees, the use of leased employees and
enrollees will precipitate the elimination of these types of employment opportu-
nities. Union employees covered by collective bargaining agreements already
have benefit plans that they have agreed to in principle, so their inclusion in
Section 89 will unnecessarily increase the cost to the business. Mandatory retir-
ees who are by law required to terminate employment will also be exempted
from the test.

(4) The penalties associated with a violation of Section 89 would not exceed
the cost of such benefit to the employer. This provision would squarely place
the blame for the violation where it belongs-on the employer. Most representa-
tives of the business community have supported this provision. The penalties
would also not exceed the cost to the employer of providing the benefit. It was a
gross mistake to include in the taxable income the received benefit that is pro-
vided to the employee. We all have heard the potential horror stories about an
individual who receives heart surgery at a cost of $100,000 and how this forces
his income for the year into a drastically higher tax bracket. This provision
would place the costs where they belong: in the hands of the business itself.
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(5) The most important signal we can send to the many affected by Section 89
is the desire fortThi committee to understand our abilities and to reaffirm our
desire to work with them for a more palatable means of regulating nondiscrim-
inatory benefit regulations. B- incorporating o delay of the enforcement of Sec-
tion 89 until January I, 1990, we say to the business community, "we under-
stand that we have been making much I needed corrections to the egregious
provisions of Section 89 and, while we continue to pursue more workable provi-
sions, we believe it is in the best interest of everyone to push compliance into
the future." Any major changes to Section 89 reqInire a delay to allow the De-
partment of the Treasury to produce needed regulations in a timely manner,
allow businesses to make needed adjustments, a',id allow the members of this
body to understand what they have enacted.

Mr. Chairman, I have presented to this committee a position that is designed to
heighten the discussion of reform for Section 89. It is imperative that we move to a
position that will allow the business community to omply' without undue hardship,
expense and paperwork. I have stated the need for a delay as an affirmation to
those affected by Section 89 that we hear their concerns and want to help. It is vital
that we do not let this moment escape us by failing to make a serious attempt to
reform Section 89. Mr. Chairman, once again I commend you for your timely call for
these most important hearings. From the number of organizations, associations and
individuals who have requested to address this body, the importance of the issue is
obvious.

STATEMENT OF THE EDISON ELEcmic INSTITUTE

Mr. Chairman and members of the Committee, the Edison Electric Institute (EE)
appreciates the opportunity to present our views on section 89.

EEl is the association of electric companies. Its members serve 97 percent of all
customers served by the investor-owned segment of the industry. EEI members gen-
erate approximately 77 percent of all electricity in the country and provide electric
service to 73 percent of the nation's ultimate electricity customers.

Mr. Chairman, the current section 89 requirements are simply too confusing and
are difficult to administer for even the most sophisticated employer. We believe that
the severe administrative burdens of complying with current law can be reduced
ind much fairer treatment of employees will result if a number of fundamental
changes are made to section 89.

TESTING BASED ON AVAILABILITY

The most significant concern of EEL relates to the general testing methodology
within section 89. Most electric utilities have a health-care program that is avail-
able on a very broad basis, generally to all of their employees-executives, middle
management, and rank-and-file. Obviously, under such arrangements, there is no
discrimination among classes of employees. Modifying section 89 to include a testing
procedure that looks to availability for health-care benefits and not to the benefits
elected or received by employees, will result in a uniform framework which will be
both fair and appropriate.

LEASED EMPLOYEE RULES

Another significant concern of eel relates to the treatment of leased employees.
Current law should be modified to include a safe harbor with respect to leased em.
ployees. Further, we believe that the determination of whether a leased employee is
eligible for a health-care program should be placed at the leasing organization level.
Such an approach, however, would require a reasonable period of transition in order
to be workable. Providing transition rules Will allow an adequate period of time to
modify existing contractual arrangements.

The elements of such a transition period would include, in our view, the following:
(1) An overall moratorium on the application of the leased employee rules under

section 89 for the year 1989.
(2) The application of the leased employee rules for the year 1990 based upon the

availability of a core health plan, whether or not such plan meets specific qualifica-
tion rules.

In addition to the recommended transition period, we also believe that any safe
harbor for certain leased employees should allow for the exclusion of any leased em-
ployee if the leasing organization makes available to its employees affordable core
health care benefits.
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SALARY REDUCTION

Any benefits test should be designed to ensure that highly-compensated employees
do not receive a disproportionately higher level of employer-provided benefits than
are made available to rank-and-file employees. We recommend that any proposed
benefits test be designed so that salary reductions are treated as employee contribu-
tions for both highly compensated and non-highly compensated employees and that
employers be allowed to continue to choose to test dependent care assistance pro-
grams under either section 89 or section 129 as allowed by current law. This will
avoid the inequities and distortions that will occur if salary reduction amounts are
treated as employer-provided benefits. In addition, because the group of employees
that are considered highly-compensated can include many employees covered under
a collective bargaining agreement, this limitation can hurt the rank-and-file employ-
ees who it expressly was designed to help. In fact, in many instances, a cafeteria
plan was adopted as a product of collective bargaining. We believe equal treatment
of all employees for purposes of this test is appropriate.

COLIECTIVELY-BARGAINED EMPLOYEES VS. ENTIRE WORKFORCE

Mr. Chairman, certain proposals which have been made to modify the provisions
of section 89 would require separate testing of employees included in a qualified bar-
gaining unit. Under these proposals, that rule would be applied in all -situations,
even where the same core health-care plan is available both to union and to non-
union employees.

One of the principal changes sought in modifying section 89 is the need for simpli-
fication. Requiring that an employer with collectively-bargained employees must
maintain two distinct procedures for the operation of section 89 results in more
complexity rather than simplicity. Both collectively-bargained employees and em-
ployers would be better served if this provision were made elective.

Mr. Chairman, we are pleased to have the opportunity to present our views on the
need to simplify and make more equitable the nondiscrimination rules of section 89.

STATEMENT OF THE ENTREPRENEURS OF AMERICA

(SUBMITTED BY TED NICHOLAS, PRESIDENT, ENTREPRENEURS OF AMERICA)

Entrepreneurs of America is a business resource network representing approxi-
mately one million entrepreneurs across the country. As founder and president of
Entrepreneurs of America, I strongly urge Congress to repeal, not modify, Section
89 of the Internal Revenue Code.

We commend the Senate Finance Committee for being concerned about Section 89
and examining the effects it will have on our economy.

Enacted as part of the Tax Reform Act of 1986, Section 89 was presumably intend-
ed tu ensure that employee benefit plans do not discriminate in favor of higher-sala-
ried employees. The law requires employers to administer complicated non-discrimi-
natory tests for benefit plans and to follow qualification rules, a process that is
costly and time consuming. The result has been that many small businesses have
decided to drop benefit plans altogether rather than spend the time and money
trying to understand how to comply.

Most businesses were unaware of Section 89 until word spread throughout the
business community early this year. It was very disturbing for our members to
learn of the new law which was effective January 1 of this year, regulations for
which were not issued by the Treasury Department until March due to its complex-
ity. Since that time Treasury has delayed implementation of the compliance testing
and penalization period and Congress is considering legislation to simplify the law,
all of which is even more confusing to business owners who must plan their benefit
plans weli in advance and are uncertain at this point what they should do.

The biggest losers in this process are the workers who are losing much-needed
health benefits as a result of excessive and burdensome government regulatiorm. This
is the opposite of the original intention of Members of Congress who are concerned
that employees receive more health benefits rather than having their plans can..
celed.

Section 89 would tax benefits found to be excessive under complicated rules. We
at Entrepreneurs of America are strongly opposed to a tab on benefits, which we
feel runs contrary to the message Americans sent to Washington with the last elec.
tion-no new taxes! We also believe there was no basis to pass such legislation to
begin with. The economic requirements within a free market should determine the

J
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salary and benefits provided to employees based on their contribution to the busi-
ness. A competitive business enterprise needs to be able to treat each person and
their contribution to its activities individually.

Small business owners want to provide benefit packages that are competitive with
large corporations in order to attract experienced, competent employees. Many of
these businesses will be forced to eliminate coverage because of the complications
created by Section 89.

Those who intended Section 89 to be a revenue raiser should know that the exor-
bitant costs will offset the taxes collected. Some experts have estimated that billions
of dollars will be spent by businesses to hire outside consultants to help bring them
into compliance, all of which is tax deductible. The net result will not be an in-
crease in federal revenue, but rather a decrease.

Small business is the nation's largest employer and the lifeblood of our economy.
Congress needs to help small business instead of passing legislation discouraging en-
tre preneurship.

Entrepreneurs of America feels that Section 89 is a mistake that Congress needs
to &rrect and the only solution is 1., repeal the law. Simplification only creates
more confusion in the business community and the end result is government regula-
tions that stifle business and productivity.

FOMTER & GALLAGHER, INC.

May 1, 1989.
LAURA WILCOX,
Hearing Administrator,
US. Senate Committee on Finance,
Dirksen Senate Office Building,
Washington, DC.

Dear Ms. Wilcox: We would like to voice, for the record, our support for measures
to simplify or repeal Section 89. ?

The benefits package we provide to our employees is fair and nondiscriminatory.
However, due to the nature of our business, Section 89 imposes an inordinate ad-
ministrative burden which can only raise the cost of employee benefits and limit
future expansion of our benefits package.

We trust that common sense will prevail in this matter and that Congress will
expeditiously modify this legislation.

Thank you for this opportunity to be heard.
Very truly yours,

MICHAEL F. NORBUTAS, Treasurer.

STATEMENT OF FRIEDMAN & FULLER

Thank you for this opportunity to present my views on the impending implemen-
tation of Section 89. My name is Barry Benz. I am a Certified Public Accountant
and Senior Manager in the Tax Department of Friedman & Fuller, P.C., a public
accounting and management consulting firm based here in the Washington, DC,
metropolitan area.

I would like to restrict my testimony to two key areas: the effects Section 89 will
have on small business and some of the unintended consequences the rules will
bring about. Our clients tend to be small- to medium-sized firms, often family-
owned. If Section 89 is implemented, it will impose devastating paperwork and com-
pliance costs on most of our clients. Many of our clients are in the wholesale-distri-
ution industry, one not known for large profit margins.
Compliance with Section 89 is no simple task. Most small businesses do not have

the internal resources to comply with the rules. This will force companies to turn to
outside advisors to compile the necessary information and perform the discrimina-
tion tests. A typ'.-al fee for these services is $2,500, plus $10 per employee. This will
be a recurring yearly fee, not a one-time charge. These compliance services will do
nothing to bolster American competitiveness and productivity, but rather will only
serve to bury businesses under the ever-increasing mound of needless paperwork.

The intent of e legislation was to give employers the choice to have highly com-
pensated workers pay taxes on discriminatory benefits or to provide comparable

nefits to enwgh workers in order to pass the discrimination test. Employers who
fail the discrimination test will find the additional cost to provide more benefits to a

I
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broader base of workers to be prohibitive. Small.business cannot and will not absorb
these costs.

Because providing additional benefits to a broader base of employees ii not a
viable alternative for many small businesses, the highly compensated employees of
these businesses will face higher tax bills. I suggest to you that these increased tax
liabilities will not be funded by the highly compensated employees, but rather will
be funded by the same non-highly compensated employees Section 89 intended to
help. Privately, many companies have already made the decision to counteract any
increased tax liabilities. In a competitive marketplace this will be necessary to keep
these key employees-who, because of their specialized skills, are extremely difficult
to replace.

Under this scenario, the net effect for the highly compensated will be nil. Howev-
er, businesses will have to fund these higher salaries. Absent the ability to raise
prices, the impact of the funding will fall on non-highly compensated employees, by
way of smaller salary increases, a decrease in emplnyer-funded benefits, or termina-
tion of marginal employees. Small businesses do not have the luxury of being able
to shift resources to comply with Section 89.

The goal of trying to increase health and life insurance coverage for a larger per-
centage of working people is laudable. Section 89, despite the good intentions behind
it, will prove to be a poor method for bringing about that goal. In tI'e business world
successful companies do not throw good money after bad on a product that just
won't sell. Government must learn this lesson from business and repeal Section 89.

Thank you for this opportunity to express my views on thls matter.

E.W. HARRIS

April 6, 1989.
Senator PrE DOMENICI,
Senate Dirksen Building,
Washington, DC.

Dear Sir: I am responding to your recent bulk mailing concerning your S. 595.
In 1956 1 bought a small business in Farmington, operated it until January of

1988. In 1979 I established a retirement program which covered all of the seven or
eight employees of the business. Almost immediately I saw the paper work could not
be handled by me and a service in California was paid to do the work.

The cost in both my time and in money became more than I felt the program
justified and I closed the whole thing out in 1984. I suspect the abuses of such plans
by corrupt union people back east may have been the reason for the restrictive leg-
islation, but I just couldn't afford to continue the program. It is my understanding
that many small employers arrived at the same conclusion.

At the present time the business offers no fringe benefits of any kind to the em-
E!oees. The laws are too complicated, the penalties and risks of penalties are too

ign.
Thank you for asking my opinion.

Sincerely,
E.W. HARRIS

HERSHEY FOODS CORPORATION

Hon. LLOYD BENTSEN,
US. Senate,
Washington, DC.

Dear Senator Bentsen: Hershey Foods commends the efforts you have made to
date to simplify section 89 and thereby lessen the compliance burden for employers.
In the hope of assisting you in this endeavor, we have attached a copy of comments
which we recently submitted to the Senate Finance Committee for the record.

Our comments include concerns which we hope you will take into consideration as
you continue to work on solving the problems raised by section 89. Some of the pro-
posals now under consideration do much to simplify the laws' complex testing proce-
dures, for example, but they create new problems by drastically curtailing employ-
ers' ability to offer multiple options plans.

Our employees have welcomed the freedom which our flexible benefits plans have
given them to select those benefits which best fulfill their individual needs, and wp

ope that any solutions the committee adopts will preserve this freedom of choice.
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Thank you for this opportunity to share our thoughts and concerns with you.
Should you have anjFcomments or questions, please feel free to call me, or Angela
Kurtz in my office, at (202) 223-9070.

Sincerely,
HOLLY HAssmr, Manager, Washington

Offre.

COMMENTS TO SENATE FINANCE COMMM EE RE: SwrIoN 89
Hershey Foods Corporation fully supports the principle of nondiscrimination in

employee benefits. However, we do not support the use of complex testing proce-
dures costing tens of thousands of dollars to uphold such a principle when more effi-
cient, less costly means are available. We therefore applaud the action of the Fi-
nance Committee in soliciting comment for simplification of that portion of the 1986
Act.

Hershey Foods Corporation is a typical example of the many employers through-
out the nation who provide similar coverage to all of their employees. Section 89,
however, assumes by definition that such employers are atypical. All employers are
assumed to be guilty of discriminatory policies until proven innocent. They are pun-
ished for the hypothetical discrimination of a select few by way of burdensome test-
ing procedures which consume enormous amounts of their time, money and energy.
In a period of worsening trade deficits and shrinking markets, it is important to em-
phasize that the less time employers spend on compliance with unproductive regula-
tions, the more they can devote to increasing US competitiveness.

The complexity of Section 89's testing provisions is exacerbated by its use of defi-
nitions which have no bearing on the actual benefits plans. This language merely
serves to confuse employers. It also creates a very distorted image of many equitable
and generous benefits programs.

Some proxsals now under consideration in Congress do go a long way towards
providing relief in these areas. Limiting the number of tests, changing the definition
of part-time employees and excluding collectively bargained plans-to give some ex-
amples-are all welcome steps. At the same time, some of these same proposals run
directly counter to section 89s goals of expanded coverage and improved health care
in that they drastically curtail an employer's ability to offer employees choices
among various plans or benefits. We trust that this is an unintended side effect of
an otherwise laudable attempt to make Section 89 both meaningful and managea-
ble.

Currently all of Hershey Foods Corporation's salaried employees, from the Chief
Executive Officer to the mail room clerks, are covered by a flexible benefit program
providing significant choices for employees in the medical, life insurance and dis-
ability insurance areas. In addition, most of our hourly employees also enjoy avail-
ability of two or more health plan options.

Hershey adopted these cafeteria plans to respond to the needs of our work force
in a changing environment. Traditionally, our plans have been completely nondis-
criminatory. In designing our multiple option plans, we made sure that they would
not discriminate in favor of any group of employees, highly compensated or non-
highly compensated.

Moreover, as the Company assumes most of the cost of the plans, non-highly com-
pensated employees can afford to choose the same coverage as highly compensated
employees regardless of their pay levels. In other words, our plans treat all employ-
ees alike. For instance, flexible credits for medical coverage are based solely on
family status so employees get exactly the same number of credits whether they are
senior executives or clerks.

When we introduced our cafeteria plan in 1988, all eligible employees were given
sufficient flexible credits to permit them to completely replicate the benefits they
had enjoyed in the previous year.. similarly when flexible credits were assigned for
1989, we continued to provide sufficient credits for employees to continue their pre-
ceding year's coverages. These flexible credits (whether or not they are convertible
into cash) are employer contributions above and beyond an employee's standard
salary. They are to purchase health insurance and other benefits. These are in no
way "Salary Reduction" since they were never part of employee salaries. Rather,
flexible credits are simply a different way of providing employee benefits , permit-
ting employees the opportunity to choose only those coverages which meet their
needs.

Unless this distinction is made clear, the freedom of choice available to both
highly compensated and non-highly compensated employees will be restricted. Em-
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ployees will be foreclosed from choosing the benefit mix most appropriate to their
individual circumstances.

We urge the Members of the Finance Committee to continue to seek means to
simplify Section 89 so that employee benefit plans can continue to perform their
task of providing a choice of benefit arrangements for all employees so that they
can best secure their continued health and well-being.

STATMENT OF INTERNATIONAL UNION, U rrED AUTOMOBILE, AEROSPACE &
AGRICULTURAL IMPLEMENT WORKERS OF AMERICA (UAW)

This statement is submitted on behalf of the International Union, United Auto-
mobile, Aerospace and Agricultural Implement Workers of America (UAW). The
UAW represents 1.5 million active and retired workers, most of whom are covered
under'negotiated health benefit plans.

The UAW has been a leader in negotiating health care benefits for rank-and-file
workers. Our negotiated health benefits plans typically provide the same benefits or
benefit options to all workers covered under our bargaining agreements, and to
their families. However, we recognize that many employers-especially those with
non-union workforces-do not offer any health insurance coverage to their workers,
or else only offer benefits to a select group of highly-compensated employees.

The UAW remains firmly committed to the principle that all Americans should
be entitled to health care as a basic social right. That is why we have consistently
championed the establishment of a national health ca-e program, with universal
coverage, comprehensive benefits, and strict cost containment and quality assurance
provisions.

One important step toward the goal of universal health insurance coverage would
be to ,expand employer-provided health insurance coverage. Although employer-
sponpored health care plans form the bedrock of our existing health care system,
approximately four of every five of the 37 million people who lack health insurance
cover-age are working men and women, or their dependents. To address this funda-
mentl problem, the UAW has supported legislation which would require all em-
ploye, 8 to provide at least a minimum package of health benefits to workers and
their families, suchas the proposed Basic Health Benefits For All Americans Act of
1989 (S. 768) which has been introduced by Senator Kennedy. The approach adopted
in this legislation would represent the best method of expanding health insurance
coverage under employer-s;oncored health care plans and it deserves broad support.

Consistent with this important gjal of expanding access to health care, the UAW
also supported the enactment of the Section 89 non-discrimination rules as part of
the Tax Reform Act of 1986. In our judgment, these non-discrimination rules were
needed to e-sure that the health care benefits provided by employers are actually
available tc. a broad cross-section of workers, not just a few highly-compensated em-
ployees. We have traditionally supported the principle that the granting of tax-fa-
vored status to emplioee benefits should be conditioned on the observance of non-
discrimination rules. f[hia principle has long been incorporated in the laws relating
to employer-provided pension benefits. The UAW believes that the same principle
should be equa!y hpinlicble to employer-provided health care benefits.

However, we recognize that the existing rules under Section 89 are overly com-
plex and potentially burdensome for some employers. Much of the complexity con-
sists of numerous loopholes hnd "safe harbors' which enable various employers to
avoid having to provide rouglily equivalent health care benefits for all employees.
That complexity also needlessly increases compliance costs because employers will
hire expensive benefit constants in order to understand, and often exploit, the lab-
yrinth of Section 89 regu!dtions. The money spent on these consultants would be
much better spent on ri oviding real health care benefits to workers and their fami-
lies.

The current Section 89 rules also have a serious flaw which could result in the
painfully ironic situation whereby all of a firm's "hi hly compensated emplo ees"
could be exposed to tax penalties, including those employees who had no controlover
the behavior of the employer in setting up the discriminatory plan and who reaped
none of the benefits from the discriminatory plan. The most obvious example of this
legislative flaw would involve exposure of a relatively well-paid and high-overtime
worker covered under a negotiated health plan to tax penalties because the employ-
er set up a separate, discriminatory health plan for its salaried workers. That would
be clearly illogical and unfair, but it is a possibility under current law. In a more
general sense, the principle in Section 89 of subjecting employees to various tax pen-
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alties because of an employer's discriminatory conduct is simply unfair to all work-
ers.

Senator Pryor has introduced legislation (S. 6541 which would make a numbe].r of
changes in the Section 89 non-discrimination rules. The provision creating an addi-
tional safe harbor for "simplified health arrangements" does contain some positive
elements. In particular, the 90 percent coverage test, combined with the plan design
requirements which I limit employee premiums and which require equal employer
contributions on behalf of all employees, represents a workable approach which
could greatly reduce administrative burdens while preserving the principle of nor-
discrimination. However, we believe that this type of approach should be applied to
all employer-sponsored health plans, instead of simply being an additional safe
harbor for "simplified health arrangements." The plan design standards, which pro-
mote access to affordable health care, are simply too important to be so narrowly
applied. Further, the proliferation of safe harbors will increase the complexity of
the non-discrimination rules and the costs of compliance, thus draining funds which
could be better spent on providing health' care protection to workers and their fami-
lies. The plan design standards in S. 654 should dbe improved by establishing reason-.
able levels for deductibles, coinsurance and maximum out-of-pocket expenses to fur-
ther limit cost sharing by employees. The limits on employee premiums should also
be indexed according to the 'Average Weekly Earnings of Production and Non-Su-
pervisory Workers on Private, Non-Agricultural Payrolls," rather than a general in-
flation measure such as the CPI-U.

The UAW is also concerned that the bill does not take any steps to address the
fundamental problem under Section 89 of employees being penalized for the dis-
criminatory conduct of their employer. The Pryor bill still places the penalty for
non-compliance with Section 89 on employees. No provision is made for separate
testing of collectively bargained health plans. Thus, relatively well-paid, high-over-
time workers covered under a negotiated health plan could still be subjected to tax
penalties in situations where their employer has established a separate, discrimina-
tory health plan for salaried workers. We believe that any legislation to reform Sec-
tion 89 must address this fundamental inequity.

The UAW is also troubled by several other provisions in S. 654. In particular, we
are concerned that the proposal to exempt part-time employees working up to 30
hours a week (this threshold would gradually be based down to 25 hours per week)
would exclude the very workers who are moot likely to be discriminated against and
who need the protection offered by Section 89.

We are also concerned about the provision which would expand the permissible
disparity in employee-paid premiums among various health plan options from $100
to $365 per year under the alternative 80 percent coverage safe harbor in current
law. This .would simply enlarge a loophole in existing law, thereby depriving addi-
tional workers of the protection afforded by Section 89.

Chairman Rostenkowski has also introduced legislation (H.R. 1864) to simplify the
non-discrimination rules under Section 89. The UAW generally supports the frame-
work of this legislation. We believe that H.R. 1864 would continue to foster the un-
derlying objective of non-discrimination in employee benefits, while at the same
time greatly reducing the administrative burdens on employers under Section 89.

In lieu of the multitude of existing tests, H.R. 1864 would establish a simple, two-
pronged test. An employer's health benefit program would pass this test and be con-
sidered non-discriminatory if:

* health insurance coverage is available to at least 90 percent of the employer's
rank-and-file employees, and the premiums which employees are required to pay
under such coverage do not exceed $10 per week for individual coverage and $25 per
week for family coverage; and

0 the malcimum amount of premiums paid by the employer on behalf of any
highly-compensated employee does not exceed 133 percent of the premiums paid by
the employer under the health insurance coverage which is available to 90 percent
of the rank-and-file employees.
While we have several recommendations for reducing the levels of cost-sharing and
narrowing the permissible range of premiums paid on behalf of highly compensated
and non-highly compensated employees, the UAW finds that the general framework
of the bill provides a good, workable basis for meeting the legitimate non-discrimi-
nation goals of Section 89. Specifically, the 90 percent coverage test would do much
to ensure that most rank-and-file workers are eligible to participate in an employ-
er s health benefit programs, a fundamental protection which non-unionized work-
ers simply do not have widely available. The addition of a "plan design standard"
which limits a worker's cost-sharing for individual and family medical care is a very
sound idea and one of the most notable improvements over current law. The princi-
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pie of comparing the value of the health care program offered to privileged employ-
ees to that offered to rank-and-file workers is preserved in the bill. These three prin-
ciples-equal access, affordability and similar contributions for all employees are
central to the non- discrimination goals of Congress in establishing Section 89.

The two-pronged test set forth in H.R. 1864 has a number of important advan-
tages over the existing non-discrimination rules. The new test is much less compli-
cated, end hence could easily be performed "in-house" by employers, without having
to resort to exr'*nsive benefit consultants. This preserves dollars for health care ben-
efits for peojpe, rather than simply adding administrative costs. These new stand-
ards would eliminate the need for employers to conduct complicated, costly tests
procedures to make sure that rank-and-file employees are actually participating in
the employer's health benefit program. There would not be any need to determine
the family status of employees, or to collect affidavits on whether workers and their
dependents have coverage elsewhere. The new test also allows employers to focus on
the premiums paid by employers and employees for health coverage, rather than
the "actuarial value" of the benefits. In general, employers would be able to look at
their entire health benefit program in the aggregate, without having to separately
test different benefit plans and options.

Employers which are providing health care benefits on a truly non-discriminatory
basis should have no difficulty in passing the tests set forth in H.R. 1864, and they
should be able to determine this easily, without resorting to undue expense and ad-
ministrative burdens.

In addition to establishing a new two-pronged test for discrimination, the legisla-
tion introduced by Chairman Rostenkowski provides one possible approach to cor-
recting the flaw in current law which could penalize certain unionized workers who
were obviously not responsible for the employer's discriminatory behavior and who
reaped no benefit from it. The bill corrects this flaw by providing that employees
included in any "qualified bargaining unit" shall be tested separately in applying
the non-discrimination rules under Section 89. The UAW believes that this is a
workable approach, in light of the fact than the tax penalties for non-compliance
with the non-discrimination rules-bath under existing law and under H.R. 1864-
are levied against employees, rather than employers. As long as this remains the
case, the UAW strongly opposes any effort to include unionized workers with the
rest of an employer's workforce for purposes of applying the Section 89 non-discrimi-
nation tests. We believe, however, that other approaches to the general problem of
setting a fair standard for the application of Section 89 tax penalties should be ex-
amined.

As a general principle, the UAW believes that employers ought to be required to
pay any tax penalties for non-compliance with the non-discrimination rules, not em-
ployees. After all, it is the employer who is responsible for establishing and adminis-
tering the health care program. If that program is discriminatory, the employer is
the guilty party. The employees are blameless, and should not be required to pay for
the employer's discriminatory conduct.

Imposing a tax penalty on the employer would be entirely consistent with the
basic principle underlying Section 89 namely, that health care benefits should be
granted tax-favored status only if they are provided on a non-discriminatory basis. If
a health benefit program is discriminatory, its tax-favored status can be reduced or
eliminated by imposing an excise tax on the employer for the portion of the health
care payments which are discriminatory. It is not necessary to make workers pay
taxes on their benefits in order to accomplish the non-discrimination goals of Sec-
tion 89.

The legislation introduced by Chairman Rostenkowski recognizes this principle in
connection with the penalties for failure to satisfy the "qualification" rules under
Section 89. Under present law, if a plan fails the qualification rules all employees
are taxed on the entire value of their health care benefits. As indicated by Chair-
man Rostenkowski in his floor statement, "This sanction is unfair because it penal-
izes employees who have no control over the failure to satisfy the rules." H.R. 1864,
therefore, replaces this sanction with an excise tax on the employer.

The UAW is pleased that H.R. 1864 puts this sanction where it belongs-on the
employer. We believe that a similar approach could and should be adopted with re-
spet to the penalty for non-compliance with the non-discrimination rules under
Stion 89. However, so Iong as the tax penalty remains on employees, we believe
that collectively bargained health care plans should be tested separately. If the
health benefits negotiated by a labor union for its members pass the non-discrimina-
tion tests standing on their own, it is simply unfair to penalize any union members
for discriminatory conduct by the employer in connection with health benefit plans
established by the employer for other workers. The mere fact that a few highly-
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skilled union members, working long overtime hours, may earn enough to qualify as
"highly compensated employees" under the statutory definition should not expose
them to tax penalties because of the employer's discriminatory conduct. Another
way to resolve this problem would be to simply exclude workers covered under a
negotiated health program from the definition of "highly compensated employees"
in the Internal Revenue Code.-

If the provisions in H.R. 1864 requiring separate testing of employees covered by
collectively bargained health care plans remain in the final bill, we believe that the
definition of "collective bargaining unit" should be clarified. The blanket exclusion
of employees performing services in the fields of health, law, engineering, etc.
sweeps too broadly. We recognize that this provision is designed to prevent the es-
tablishment of abusive, sham bargaining arrangements by professional corporations
in order to circumvent Section 89. But there are also many bona fide collective bar-

a/ining agreements covering workers in the field of health, law, and other areas.
we believe a more narrowly-drafted provision could prevent sham arrangements
without excluding bana fide bargaining arrangements.

The UAW believes that H.R. 1864 could be clarified or improved in a number of
respects:

First, we are concerned that the employee premium levels established under the
90 percent coverage test are too high. Many low-wage workers simply cannot afford
to pay $10 per week for individual coverage or $25 per week for family coverage.
The $1300 annual limit on premium sharing in the current draft of H.R. 1864
amounts to a wage reduction of about 63 cents per hour. This would cause substan-
tial hardship for mill ions of workers, especially those earning the minimum wage.
In order to ensure that rank-and-file workers can actually afford to participate in
the health care pJans offered by their employer, these premium levels should be
lowered substantially. Cqt-sharing should be limited in other ways, as well, by in-

cluding reasonable levels ror maximum deductibles and coinsurance, along with a
cap on overall out-of-pocket expenses. These kinds of internal cost-limiting devices
would do much to improve needed access to health care.

Second, the indexing mechanism for the premium-sharing levels should be im-
proved by substituting, for the Social Security measure of U.S. average wages, an
index based on "Average Weekly Earnings of Production and Non-Supervisory
Workers on Private, Non-Agricutural Payrolls." This is a standard Bureau of Labor
Statistics series which is regularly published. It focuses on compensation for the
very group of people most likely to have benefit plans with premium sharing-the
non-supervisory workers. Since the Social Security measure embraces earnings of
all workers, including supervisory employees and self-employed individuals, it would
be a much poorer measure of the actual "ability-to pay' for the group of workers
affected by premium sharing. The ULS standard also has advantages over some
other federal statistical measures of taking into account changes in time actually
worked and the share of part-time work in our overall economy. The UAW strongly
opposes any effort to tie the premium, haring levels to any index of medical infla-
tion or underlying inflation rates. Since inflation in the health care industry has
consistently outpaced increases in the general cost of living and increases in average
wages, indexing the employee premium levels to medical inflation would greatly dis-
advantage rank-and-file workers. Over time, plans meeting the premium standards
would actually become less and less affordable for low-wage workers. The use of any
inflation-based standard (such as the CPI-U which is used in S. 654) would have
similar results. Employers would be able to pass the non-discrimination tests by of-
fering plans which were theoretically available to all employees, but which were ac-
tually affordable only for highly paid executives, not rank-and-file workers. It is
very important to develop a fair indexing standard which recognizes that wages of
lower-paid workers do not rise as fast as waes for affluent workers. Economy-wide
averages therefore, distort the true picture of the economic position held by lower-
paid workers over time.

Third, we urge the Committee to use this same guiding principle of "ability-to
pay" in establishing the premium, deductible or coinsurance limits for retired work-
ers and their families. Retirees simply don't have the same money incomes as work-
ers and cannot afford heavy cost-sharing amounts. In addition, since most retirees
have Medicare coverages, the total cost to the employer of health care for those re-
tired families is smaller than it is for an active worker. Unless separate limits are
developed for such retirees, the bill could have the unintended effect of shifting all
of the costs of Medicare-complementary coverages to retirees, leaving the employer
in a better position than before and placing unbearable burdens on retired workers.

Fourth, the UAW believes that the standard which permits premiums paid by em-
ployers for highly compensated employees to be 133 percent of the premiums paid
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for plans generally available to non-highly compensated workers is much too high.
We urge the Committee to re-examine this standard and to reduce the permissible
premium range to 120 percent.

Fifth, we urge the Committee to re-examine the penalties for failure to pass the
non-discrimination tests, and to require employers, who are responsible for any dis-
crimination built into the design of their health care programs, to pay any tax pen-
alties associated with such failures.

Sixth, the UAW is troubled by the provisions of H.R. 1864 which would increase
the threshold for covering part-time employees from 17.5 hours to 25 hours per
week. This provision would exclude many part-time workers-the very workers who
are most likely to he discriminated against and who need the protection afforded by
Section 89. At the very least, we suggest that this 25-hour threshold should be re-
duced to 20 hours.

Finally, we believe it is important for the Committee to consider now the unique
problems in developing a fair measure for testing for discrimination among retiree
groups and among laid-off workers. Although retirees and laid-off workers could
both be considered "former employees" under H.R. 1864, we believe they should be
tested separately because of the significant differences between these two groups. In
addition, it is unclear whether retirees and laid-off workers covered under negotiat-
ed health programs are to be tested separately. This should be clarified.

In its present form, H.R. 1864 also does not really speak to the issue of developing
a reasonable benchmark for comparison of health benefit plans for noryhighly com-

e nsated and highly-compensated retirees. In many instances, the scope and level of
health benefits may be quite different among an employer's entire population of re-

tirees, with benefits anchored in the plan design in effect at the time the person
retired. In this way, an employer's health program for all retirees (regardless of
income levels) actually is a collection of many health programs, with different bene-
fit structures and costs. We are concerned that simply viewing the entire retiree
population as one group for purposes of the non-discrimination tests would ignore
this diversity in health benefits and costs and perhaps give employers a significant
loophole through which to evade the Section 89 non-discrimination tests. That is, if
the rules for testing permit the aggregation of cost-sharing and premium values
over the whole retiree population in some sort of composite way, the unintended
result may well be to disguise more recent benefit and cost changes which could be
discriminatory, standing alone, but which are hidden because of their inclusion in
the values calculated for the entire retiree group. It is also important for the Com-
mittee to craft special Section 89 rules for retiree groups which acknowledge the
fact that many retirees are eligible for Medicare and that there are significant cost
differences between Medicare-complementary coverages and standard coverages.
This should be considered in applying the non-discrimination standard under H.R.
1864 for the permissible range of premiums paid on behalf of highly compensated
and non-highly compensated retirees. Thus, we urge the Committee to examine
these issues carefully and to develop a non-discrimination standard for retirees
.which recognizes the diversity among retiree cohorts and which also recognizes the
relative numbers of Medicare-eligible retirees in the employer's health programs.

The UAW believes that H.R. 1864 represents a significant improvement in Section
89. It would greatly simplify the non-discrimination tests, thereby reducing the cost
and administrative burdens on employers. At the same time, it would continue the
important principle of requiring employers who offer tax-favored health benefits to
provide these benefits on a non-discriminatory basis to a broad cross-section of work-
ers, not ju-- t to a select group of corporate executives. The UAW supports the gener-
al prim;p, s underlying H.R. 1864 and urges the Committee to consider our recom-
mendativuis for improving and clarifying this bill.

The UAW appreciates this opportunity to present our views on the Section 89
non-discrimination rules. We look forward to working with the Chairman and other
Members of the Finance Committee as they consider this important subject.

LAMSKE INVESTMENTS

Senator PETK DOMENICI,
Dirksen Senate Office Bldg.,
Washington, DC
Senator JEFF BINGAMAN,
Hart Senate Office Bldg.,
Washington, DC
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Representative JOE SKEEN,
Longworth House Office Bldg.,
Washington, DC.

I strongly urge you to support legislation to repeal Section 89 of the Internal Rev-
enue Code. Such legislation has been introduced by Representative John LaFalce
(D-N.Y.) in H.R. 634. S. 350 also repeals this regulation, which if left in place will be
harmful to business and employees.

The intent of the supporters of Section 89 was to extend benefits to lower income
employees who have not be afforded benefits such as health insurance in the past.
The Joint Committee. on Taxation stated that these rules should require employers
to cover non-highly compensated employees to an extent comparable to that of
highly compensated employees. This aim could be construed by some to be in the
best interests of American people. However, the real effect of this confusing regula-
tion is going to have the opposite effect.

Employers, particularly small businesses such as mine, cannot afford section 89.
The cost of providing insurance, particularly health insurance, to any employees
has become prohibitive to many businesses. To make it mandatory to extend these
benefits to employees working as little as 17.5 hours a week could force many of us
to drop coverage all together.

Perhaps the most ludicrous attribute of section 89 is the cost that will be associat-
ed with corn pliance testing. This regulation is so complicated that the IRS had not
even been able to issue regulations to explain the law until two weeks ago, even
though compliance was to have been required as of January 1. Very few account-
ants, insurance experts, or other professionals who might be available to help us
struggle through the complex testing requirements have enough knowledge at this
point in time to be of any service. Once they have acquire the ability to be of serv-
ice, the cost to many businesses will be prohibitive. It other reason for dropping all
coverages.

Please consider supporting business as well as the employees. The problem of in-
adequate health insurance is not going to be solved by Section 89. Many other prob-
lems will be created.

STATEMENT OF THE LOS ANGELES COUNTY BAR ASSOCIATION, SECTION OF TAXATION'

1. GENERAL DESCRIPTION OF H.R. 1864

H.R. 1864 would replace the current Section 89 nondiscrimination rules foi health
plans with a single simplified test. In general, an employer's health plan would pass
the bill's test if the plan is not discriminatory on its face and:

(A) at least one plan or a group of plans providing primarily core health coverage
is available to at least 90 percent of the employer's nonhighly compensated employ-
ees at an employee cost of no more than $10.00 per week in the case of individual
coverage, or $25.00 per week in the case of family coverage, and

(B) the maximum amount of employer-paid premium that may be excluded from
the income of any highly compensated employee is not more than 133 percent of the
employer-paid premium made available to 90 percent of the nonhighly compensated
employees.

The first part of the test is referred to as the eligibility test, and the second part
is referred to as the benefits test.

2. ELIGIBILITY TEST

If the employer fails to meet the eligibility test, then the value of all health cover-
age provided to highly compensated employees is includable in the taxable income
o the highly compensated employees.

The limit on employee cost is intended to ensure that coverage is, in fact, avail-
able to employees. Without some limitation, there is a concern that an expensive
plan could meet the eligibility requirements and yet fail to expand the availability

I The following comments represent the view of the members of the Taxation Section of the
Los Angeles County Bar Association as determined by its Officers and Executive Committee.
These comments were principally prepared by the officers of the Employee Benefits Committee
of the Section comprised of Robert R. Johnson, Chair of the Committee; David E. Gordon, Past
Chair of the CommiUae and Vice Chair of the Section; Mark J. Grushkin, Vice Chair of the
Committee; Steven t. Guise, Secretary of the Committee; and Roland G. Simpson, Chair of the
Legislation/Regulation's/Government Liaison Subcommittee of the Employee Benefits Commit-
tee.
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of coverage because of the unrealistic financial burden electing such coverage would
place on nonhighly compensated employees.

Policy Comments on Eligibility Test

(A) Dollar Limits on Employee Cost
We believe the proposed maximum employee costs of $10 per week for individual

coverage and $25 per week for family coverage are too low for many employers and
represent a serious defect in H.R. 1864. For example, the cost to the employer of a
single-employee basic core health insurance indemnity contract in Southern Califor-
nia averages about $45 per week, and the cost to the employer of an employee and
family basic core health insurance indemnity contract in Southern California aver-
ages about $120 per week. The proposed limits on employee costs will make it im-
possible for many employers, which currently offer the same health plans to all em-
ployees, to satisfy the eligibility test, or will force these employers to redesign their
plans.

An important shared objective of Congress and private employers is to control es-
calating medical costs. The present limits on employee costs in H.R. 1864 will inter-
fere with this objective. One factor causing escalating medical costs is the ability of
two-income families to "douffledip" (i.e., maintain duplicative coverage) under each
spouse's health insurance coverage. Setting the maximum required employee contri-
bution too low will not help to control this problem.

A solution wobld be to replace the maximum dollar limits on employee costs with
maximum percentage limits. The percentage limits would measure the required em-
ployee costs as a percent of the total combined costs for the employer and employee.
The maximum percentage allowed for employee costs should be substantially great-
er for family coverage than for employee only coverage. Otherwise, employers may
determine to cut back or simply not to offer family coverage paid for by the employ-
er. We recommend limits on employee costs of 25 percent of combined employer-
employee costs for employee only coverage and .0 percent of combined employer-
employee costs for family coverage.

Maximum percentage limits (rather than dollar limits) will better account for dif-
ferences in medical costs in different geographic areas. They will, aiso, avoid the ne-
cessity for indexing the dollar limits and will make the eligibility test more work-
able for former employees. These issues are discussed below. A less desirable alter-
native solution, which will not solve as many problems as percentage limits, would
be to increase the maximum dollar limits, particularly for family coverage.

In addition, the bill should provide an alternative test similar to existing Section
410bXl). The limits on employee costs are intended to ensure that coverage is, in
fact, available to nonhighly compensated employees. The alternative test is proposed
to give a choice to employers who have plans which do not meet the maximum
limits. Under this alternative test such employers would not have to redesign their
plans where they can demonstrate that a plan, in fact, covers a substantial percent-
age of nonhighly compensated employees In applying the alternative test an em-
ployer should be permitted to elect to disregard any employee and/or his spouse and
dependents (if any) who are covered by a health plan providing core benefits main-
tained by another employer. This would be analogous to current Section 89(gX2XA).
Recommended Statutory Language: Proposed Section 89(cX2)

"(2) QUALIFIED CORE HEALTH PLAN.-For purposes of this section, the term'qualified core health plan' means any health plan if-
(A) the employer-provided benefit under such plan primarily consists of core

benefits, and
(B) such health plan either (i) does not require contributions by the employee

in excess of 25 percent of the total contributions by the employer and employee
[$10.00 per week] (50 percent of the total contributions by the employer and em-
ployee [$25.00 per week] in the case of family coverage) or (ii) benefits (a) at least
70 percent of employees who are not highly compensated employees or (b) a per-
centage of employees who are not highly compensated employees which is at least
70 percent of the percentage of highly compensated employees benefiting under
the plan. " (New language is italic, and language to be deleted is in brackets.)

(B) Indexing
In H.R. 1864 the specified dollar amounts are indexed for wage growth based on

the SSA Average Wage Index. However, medical costs historically have risen far
more rapidly than wages. The cost of living adjustment should be based on some
index of medical costs rather than wage growth, if maximum dollar limits on em-
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ployee costs are retained. Otherwise the maximum dollar amounts will very soon be
out of date.

(C) Lased Emplo)ees
A major difficulty will remain in applying the eligibility test in the case of leased

employees. The data- gathering and administrative burden posed for large employ-
ers is unnecessary and disproportionate to any likely benefits.

We discuss the problem and our recommended solution below under the headings
"Special Rules: (E) Leased Employees."

Technical Comment on Eligibility Test
"Core health plan" is not defined in H.R. 1864. It may be appropriate to define

this term.

3. BENEFITS TEST

The purpose of the benefits test contained in H.R. 1864 is to ensure that highly
compensated employees do not receive a disproportionately higher level of employer
premium than the level of employer premium that is available to the nonhighly
compensated employees. Ugder H.R. 1864, the maximum tax-favored-benefit that a
highly compensated employee may receive is generally 133 percent of the smallest
employer premium for the employee-only coverage that ip taken into account in ap-
plying the 90 percent test. However, if a highly compensated employee elects family
coverage, and if the employer maintains a plan that provides family coverage that
meets the requirements under the bill for the 90 percent test, then the maximum
tax-favored premium is increased to 133 percent of the smallest employer-paid
family premium taken into account in applying the 90 percent test. Any employer-
paid premium received by a highly compensated employee in excess of the level of
employer-premium that meets the benefits requirement is includable in the taxable
income of such employee.

Policy and Technical Comments on Benefits Test
We generally support the benefits test in H.R. 1864. However, as presently draft-

ed, it contains potentially fatal defects.
First, the benefits test will not work for cafeteria plans when it is applied using

the proposed special rule for salary reduction contributions. The result will be to
kill cafeteria plans and flexible spending accounts through the back door of Section
89.

We think the problem in this regard is not with the benefits test, but rather is
with the special rule for salary reduction contributions. We discuss the problem and
our recommended solution below under the headings: "Special Rules: (A) Salary Re-
duction."

Another serious defect relates to the measurement of the taxable benefit. Pro-
posed Section 89(bX2XA) provides as follows:

"(2) TAXABLE BENEFIT UNDER PLANS MEETING ELIGIBILITY REQUIRE-
MENTS.-

(A) IN GENERAL.-The taxable benefit of any highly compensated employee
under health plans meeting the requirements of subsection (c) is the excess (if
any) of-

(i) such employee's aggregate employer-provided benefit under such plan,
over

(ii) 133 percent of the amount which would have been such employee's
employer-provided benefit if he had been a participant with the same status
in the plan which was taken into account in determining whether the re-
quirements of subsection (cXIXB) are met and which would result in the
smallest employer-provided benefit determined for purposes of this clause."

The Floor Statement of Chairman Rostenkowski includes the following example:
"Example 3.-An employer maintains several health plans. Three plans are core

health plans. Each core plan is available to over 90 percent of the nonhighly com-
r nsated employees. The employer cost of each of the three core planes is $500,

,000 and $1,500 respectively. The maximum excludable benefit that may be re-
ceived by any nonhighly compensated employee is $1,995 ($1,500 x 1.33). Thus, any
highly compensated employee would have taxable income to the extent that the em-
ployee receives over $1,995 in health coverage."

It is unclear from this Example how the benefits test operates under the bill. If
the smallest employer-provided benefit is used, why isn't $500 (instead of $1,500)
used to measure the taxable benefit in the example? Is it relevant in the example
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that each core plan is available to over 90 percent of the nonhighly compensated
employees?

Hypothetical Example. Assume an employer has two plants in different geograph-
ic locations, and 50 percent of its employees work at each location. Assume further
that the employer offers core plan A with an employer cost of $500 to all employees
at location A and core plan B with an employer cost of $1,000 to all employees at
location B. Finally, assume that a disproportionately larger percent of highly com-
pensated employees work at location A.

Under this hypothetical example, will the highly compensated employees at loca-
tion B, who receive an employer provided benefit of $1,000 have $200 of taxable
income ,$1,000 less $800 [1.33 x $6001? Does this result occur because neither plan,
by itself, covers 90 percent of the employees?

This would be an absurd result, and surely cannot be intended. In the example
each plan is available to all employees at its geographic location on a completely
nondiscriminatory basis. Accordingly, the highly compensated employees should
have no taxable income.

We believe this potentially fatal defect in H.R. 1864 cani be corrected with some
minor changes.

Recommended Statutory Language: Proposed Section 89(2X2XA)
"(2) TAXABLE BENEFIT UNDER PLANS MEETING ELIGIBILITY REQUIRE-

MENTS.-
(A) IN GENERA-The taxable benefit of any highly compensated employee

under health plans meeting the requirements of subsection (c) is the excess (if
any) of-

(i) the sum of such employee's aggregate employer-provided benefit under
such each planss, over

(ii) 133 percent of the sum of the amounts which would have been such
employee's employer-provided benefit under each such plan in which he
participated if he had been a participant with the same status in the plan
which was taken into account in determining whether the requirements of
subsection (cX1XB) are met and which would result in the smallest employ-
er-provided benefit determined for purposes of this clause for each such
plan." (New language is italic, #nd language to be deleted is in brackets.)

An additional technical problem exists in applying the benefits test. Proposed Sec-
tion 89(bX2XC) allows an employer to elect to aggregate two or more qualified core
health plans and treat them as one plan if each of such plans is available to the
same group of employees with the same eligibility requirements.

First, it is not clear whether there must be a 100 percent overlap in the eligible
group of employv-es and in all of the eligibility requirements. For example, if an em-
ployer offers an indemnity plan and an HMO, can these plans be aggregated if they
have minor differences in employees who are excluded or in waiting periods to com-
mence participation?

A "plan" is not defined in H.R. 1864. It may be necessary to define this term in
order to apply-proposed Section 89(bX2XC) relating to aggregation of "plans."

4. EXCLUDED EMPLOYEES

(A,) Technical Comments
Proposed Section 89(dXl) would exclude from consideration certain categories of

employees, such as employees who have not completed six months of service or who
normally work less than 25 hours per week. However, under proposed Section
89(dX2) these exclusions would not apply unless no employee within the excluded
category was eligible to participate in the plan. Further, under proposed Section
89(dX3) an exclusion for cost categories of excluded employees under Section 89(dX1)
will only be available if the exclusion applies to all health plans of the employer.

As presently drafted, proposed Sections 89(dX2) and 89(dX3) will be counterproduc-
tive. They will make it difficult for an employer to offer coverage to some employ-
ees, including nonhighly compensated employees, within a particular category with-
out offering coverage to all employees within that category. For example, an em-
ployer would be required to have the same waiting periods and age limitations for
all of its plans. Where this is not presently the case, it will encourage an employer
to cut back coverage under all of its plans to the lowest common denominator.

A better solution would be to tax any i.ghly compensated employee who has cov-
erage within any excluded category on the full amount of such employee's employ-
er-provided benefit. To accomplish this, Section 89(dX2) would be revised, and Sec-
tion 89(dX3) would be deleted.
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Recomrm,nded Statutory Language: Proposed Section 89(d)X2)
"(2) Certain Exclusions Not To Apply If Excluded Employees Covered.-Except to

the extent provided in regulations, employees shall not be excluded from consider-
ation under any subparagraph of paragraph (1) (other than subparagraph (E)) unless
either (A) no employee described in such subparagraph (determined with regard to
the last sentence of paragraph (1)) is eligible under the plan or (B) all highly com-
pensated employees described in such subparagraph who are covered under the plan
are treated by the employer as receiving a taxable benefit in the mount of the employ-
ee s employer-provided benefit under such plan. "(New language is italic.)

Section 89(dX3) would be deleted.

(B) Part-Time Employees
Under H.R. 1864, employees who normally work less than 25 hours per week are

disregarded for purposes of the nondiscrimination tests (compared with 17.5 hours
under present law). In addition, the employee premium and the employer-provided
coverage are proportionately adjusted for less than full-time employees.

Policy Comment
We agree with this exclusion of part-time employees, but think the test should be

30 (rather than 25) hours per week.

(C) Students
Proposed Section 89(dXIXF) provides an exclusion for students who are employees

of a school, college or university where they are enrolled and regularly attending
classes, if core health coverage is made available to such students by their employer.

Policy Comment
We are concerned that the requirement of core health coverage under this provi-

sion may make it more difficult for students to obtain employment at schools, col-
leges and universities. For example, faculty members may be deterred from hiring
students as research assistants. We recommend excluding students from being con-
sidered as employees of schools, colleges and universities without any requirement
that core health coverage be made available to such students.

Technical Comment
If the exclusion for students will retain the requirement that core health coverage

be made available to such students, two issues need to be clarified further. First,
must the core health coverage for students be the same as for other employees?
Second, may the core health coverage be made available at full cost to students, or
only within the limits on employee costs contained in propose, Section 89(cX2XB)?

A drafting error also needs to be corrected. As presently written, the exclusion for
students requires that core health coverage be made %.viilable to students. However,
under Section 89(d) (2) the exclusion for students would only be available under a
plan if no student was available for coverage under the plan. This drafting error
could be corrected by revising the language in Section 89(d) (2) which presently
reads (other than under subparagraph (E)) to read "(other than under subpara-
graph (E) or (F))."

5. SPECIAL RULES

(A) Salary Reduction
We are concerned about the potential impact of Section 89 on cafeteria plans and

flexible spending accounts. These plans, which are subject to strict regulations
under the Internal Revenue Code, are extremely desirable in allowing employees
maximum flexibility to select among fringe benefits offered by their employers. For
example, many plans allow employees to select among health plans which offer dif-
ferent levels or types of coverage.

H.R. 1864 will have an extremely adverse impact on these plans due to its "Heads
I Win, Tails You Lose" treatment of salary reduction contributions. Under the bill,
amounts paid through salary reduction are treated as an employee contribution for
nonhighly compensated employees, because salary reduction represents a cost to the
employee. However, for purposes of determining the employer premium received by
highly compens-ted employees under the bene fits test, the bill treats salary reduc-
tions as employer contributions.

Unless Congress wants to kill cafeteria plans and flexible spending accounts for
all employees through the back door of Section 89, it is essential to treat salary re-
ductions in a consistent manner for nonhighly compensated anc' highly compensated
employees. Presumably, salary reductions should be treated as employee costs in

------
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both cases. If salary reductions were treated as employer contributions in both
cases, it would undermine the maximum limits on employee costs under the eligibil-
ity test.

We do not understand the suggestion in the Floor Statement of Chairman Rosten-
kowski that if all salary reductions are considered as employee contributions to a
plan, the employer could evade the benefits test by providing all or a substantial
amount of health cuverage to highly compensated employees through salary reduc-
tion. Section 125 of the Code currently provides adequate safeguards against exces-
sive benefits for highly compensated employees under cafeteria plans. Section
125bX1 prohibits discrimination as to eligibility to participate, and Section 125(bX2)
provides a concentration test under which a plan will fail to qualify if the qualified
benefits provided to key employees under the plan exceed 25 percent of the aggre-
gate of such benefits provided for al employees under the plan.

Recommended Statutory Language. Proposed Section 89(ekJXC)
41C Salary Reduction -Any contribution by reason of a salary reduction arrange-

ment-
(i) shall be treated as an employee contribution for purposes of determining a

highly compensated employee's employer-provided benefit, and
(ii) shall be treated as an employee contribution for purposes of subsections

(bx2xAxii) and (c)." (New language is italic.)
We recommend that Section 125(b) (2) be amended to apply to highly compensated

employees, rather than key employees. A conforming amendment to Section 125(b)
(3) is also required.

Recommended Statutory Language: Proposed Amendment to Section 125(b) (2)
and (3)

"(2) HIGHLY COMPENSATED EMPLOYEES [KEY EMPLOYEES]--In the -case
of a highly compensated [key] employee within the meaning of section 414(q)
[416i 1), subsection (a) shall not apply to any plan year if the qualified benefits
provided to highly compensated [key] employees under the plan exceed 25 percent of
the aggregate of such benefits provided for all employees under the plan. For pur-
poses of the preceding sentence, qualified benefits shall not include benefits which
(without regard to this paragraph) are includable in gross income.

(3) EXCLUDABLE EMPLOYEES-For purposes of this subsection, there may be
excluded from consideration employees who may be excluded from consideration
under section 89(d,((h)] "(New language is italic, and language to be deleted is in
brackets.)

(B) Multiemployer Plans
Proposed Section ?9(eX3XDXii) contains an adjustment provision to the special

rule for multiemployer plans. It is unclear how this provision is intended to operate.
F oposed Section 89(eX3XDXiii) contains an exception for professionals to the special
rule. We strongly oppose this special exception for the reasons discussed below
under "Union Employees" and do not believe there is any justification for it. We
expect most multiemployer plans to oppose H.R. 1864 unless this special exception is
eliminated.

(C) Union Employet
H.R. 1864 provides that plans maintained pursuant to collective bargaining agree-

ments are tested separately with respect to employees in each collective bargaining
unit. We assume that proposed Section 89(eX8) will operate in a manner similar to
Section 410(bX3), which applies to pension -,aiis.

Policy Comments
We agree that union employees should be tested separately under Section 89.
However, under H.R. 1864 the separate testing for union employees would not

apply if more than a de minimis number of employees in the collective bargaining
unit perform services in the field of health, law, engineering, architecture, account-
ing, actuarial science, financial services, er consulting or in such other fields as the
Secretary may prescribe. We do not believe there is any justification for this excep-
tion and strongly oppose it.

There is no evidence of abuse relating to health plans under collective bargaining
agreements. Therefore, there is no reason for Congress to treat collective bargaining
for health plans differently from pension plans, which are governed by Section
410(bX3) and have no carve-out for categories of professional employees.

It is common for more than a de minimis number of professional employees to
participate in plans established pursuant to collective bargaining agreements, espe-
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cially multiemployer plans. Often employees of the labor unions and trust funds are
participants in such plans. A number of such employees are professionals, such as
attorneys, accountants, actuaries, financial officers and the like. There is no worth-
while policy reason for requiring plans to exclude these individuals from participat-
ing in plans (which is a likely result of the proposed exception for professional em-
ployees) in order to avoid counting all collective bargaining employees in applying
the eligibility tests.

In sum, there i3 no reason for treating plans established pursuant to collective
bargaining agreements differently simply because professionals participate in the
plans on exactly the same basis as rank and file employees. The plans which pres-
ently cover such employees do not have the abuses of coverage which Section 89 is
intended to correct.

As far as we know, the special carve-out for categories of professional employees
is new and would be introduced here for the first time. It will interfere very serious-
ly with collective bargaining in the enumerated fields. Many large employers, such
as hospitals, will be adversely affected. This proposed new twist is ill-considered,
hasty and an unwarranted intrusion by Congress into the collective bargaining
arena. Such a provision might make sense, for example, if it applied only where a
very large percent (such as 80 percent) of the employees in a collective bargaining
unit were highly compensated employees.

There may, also, be jurisdictional issues. The Labor Committees of the House and
Senate may need to be consulted before such a major change is made in the treat-
ment of plans established pursuant to collective bargaining agreements.

Technical Comment
Some clarification is needed to indicate how the section would be applied sepa-

rately to union employees in each collective bargaining unit. We assume proposed
Section 89(eX8) will operate in a manner similar to Section 410(bX3), which applies
to pension plans.

(D) Former Employees
As under present law, the nondiscrimination tests are applied separately to

former employees of the employer.

Technical Comments
We agree that the nondiscrimination tests should apply separately to former em-

ployees. However, as presently drafted, the bill will discourage employers from of-
fering coverage to any former employees, since it will presumably be necessary to
offer coverage to 90 percent of all former employees to satisfy the eligibility test.
The bill should be revised to permit coverage to be offered on a non-discriminatory
basis to reasonable categories of former employees, such as retirees (rather than all
terminated employees) or retirees who retired between or after certain dates. This
matter should be clarified in the statute, rather than simply in the legislative histo-
ry. See General Explanation of the Tax Reform Act of 1986, p. 809.

Also, if dollar limits (rather than percentage limits) are retained on employee
costs, these dollar limits should be dropped or increased substantially for former em-
ployees, due to the far greater costs of medical care for older and retired persons. In
particular, medical costs will be greater for former employees who retire, early

fore they are eligible for Medicare benefits.

Recommended Statutory Language: Proposed Section 89(eX9)
"(9) Treatment Of Former Employees.-Except to the extent provided in regula-

tions, this section shall be applied separately to former employees (or any reasonable
class of former employees which does not (by its terms or otherwise) discriminate in
favor of former highly compensated employees) under requirements similar to the re-
quirements that apply to employees, except that no dollar limits on employee costs
shall apply." (New language is italic.)

(E) Leased Employees
H.R. 1864 creates a safe-harbor that allows an employer to disregard leased em-

ployees if certain requirements are met. The proposed rule is similar to the leased
employee rules applicable to qualified pension plans. Under the bill, an employer
may disregard a leased employee if the leasing company certifies that such employ-
ee has available a core health plan meeting the limit on mandatory employee con-
tributions of the eligibility test. This rule, like the rule in the pension plan area, is
only available if leased employees do not constitute more than 20 percent of the em-
ployer's nonhighly compensated workforce.
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Policy Comment
A very major difficulty with existing Section 89 is the data-gathering and admin-

istrative burden posed with respect to leased employees, particularly for large em-
ployers. A corporation s Human Resources Department normally maintains data or.
employees. However, it frequently lacks information on leased employees which are
paid for by the Purchasing Department.

Under Section 410(bXlXA) a pension plan can qualify if it benefits at least 70 per-
cent of the nonhighly compensated employees. Accordingly, employers do not need
to obtain data on leased employees unless leased employees may approach 30 per-
cent of the employees. Under proposed Section 89 an employer will need to be con-
cerned if leased employees may approach 10 percent of the employees. Given the
difficulties in enacting Section 89 and the absence of any perceived abuse, there is
no reason to make compliance with respect to leased employees more difficult for
health plans than pension plans. We recommend a modification of the eligibility
test, which would apply only to leased employees, to make it more analogous to the
participation test for pension plans.

Recommended Statutory Language: Proposed Section 89(cX1XB)
"(B) the employer maintains 1 or more qualified core health plans and at least 90

percent of all employees (excluding leased employees) and 70 percent of all employees
(including leased employees) who are not highly compensated employees are eligible
to participate in any of such plans." (New language is italic.)

6. FAILURE TO COMPLY WITH QUALIFICATION RULES

An employer's fringe benefit pans are required to meet certain minimum stand-
ards, for example, that the plan be in writing, that employees be notified of plan
provisions, and that the plan be maintained for the exclusive benefit of employees.
Under present law, if an employer's plan does not satisfy these requirements, then
all employees must include in income the value of benefits (e.g., reimbursements for
health care) received under the plan. H.R. 1864 replaces the present sanction with
an excise tax on the employer. The amount of the excise tax would be 34 percent of
the amounts paid or incurred during any taxable year under any plan which fifls to
meet the qualification rules.

Policy Comment
The qualification rules are similar to the requirements for a summary plan de-

scription for qualified pension plans. The penalties should be the same as for a fail-
ure to provide a summary plan description for pension plans.

The amount of the excise tax proposed in H.R. 1864 is far too high. For a large
employer, it could be an extremely large amount of money for a minor and even
technical violation. If it is determined to impose an excise tax of the type presently
contemplated in H.R. 1864, the amount should be much smaller, perhaps 5% or a
specified dollar amount.

7. GROUP TERM LIFE INSURANCE

Under present law, group term life insurance plans are subject to the Section 89
rules. To further simplify Section 89, H.R. 1864 generally provides that the nondis-
crimination rules in effect prior to the Tax Reform Act apply to group term life in-
surance.
Policy Comment

We endorse this provision.

8. EFFECTIVE DATE

We recommend a one year delay in the effective date of Section 89 in order to
allow employers sufficient time to comply with the new requirements and provisions
of H.R. 1864.

STATEMENT OF THE MASSACHUSETrS MUTUAL LIFE INSURANCE COMPANY

(Submitted by Thomas B. Wheeler, President and Chief Executive Officer)

I am Thomas B. Wheeler, President and Chief Executive Officer of Massachusetts
Mutual Life Insurance Company. I appreciate the opportunity to present this testi-
mony to the Committee.
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Mass Mutual, organized in 1851, is the 11th largest insurance company in the
United States. It sells individual policies of life insurance and annuities and group
life and health insurance. Its policyholders are in all 50 states and the District of
Columbia.

As a group health insurer, Mass Mutual does business with employers that range
in size from fifteen employees to five thousand employees. We have learned first-
hand how the complexities of Section 89 have confused employers of every size and
type of business. We have also observed hdw the provisions of Section 89 have dis-
couraged the introduction of cost containment programs, improvements in coverage,
supplemental insurance plans and the exoi~sion of coverage. Instead of working on
innovations in group health programs, employers have been obsessed with finding
ways to reduce the number of "Section 89" plans that must be tested.

Therefore, I would like to commend Chairman Bentsen for his leadership and
Senator Pryor the other cosponsors for their introduction of S. 654. I would also like
to commend other members of Congress who have expressed their concern regard-
ing the problems of employers who have been struggling to comply with the require-
ments of present law.

Although Mass Mutual supports the simplified testing approach embodied in the
bill, we believe that many employers will have problems complying with some of the
requirements of this simplified test. It would be unfair to penalize employers who
have done everything possible to provide coverage to a broadbase of employees.
Thus, we recommend several changes to H.R. 1864.

FIFTY PERCENT LIMIT ON PREMIUM CONTRIBUTION RATHER THAN DOLLAR LIMITS

Currently, S. 654 would cap the premium to be paid by a non- highly compensated
employee to $6.70 per week for individual coverage and $13.40 per week for family
coverage. These amounts would be indexed and tied to increases in the minimum
wage. The problem is that the medical inflation rate historically has risen at a
greater rate than most other economic indicators and cost of living adjustments. At
the present time, the dollar limits may be high enough for many plans to pass, but
they will not remain so even though the caps are indexed.

The IRS and some members of Congress may believe that employers, especially
small employers, may be tempted to establish high premium contribution levels in
order to discourage participation by non-highly compensated employees. A 1988
report on health insurance and the uninsured published by the Congressional Re-
search Service contains statistical facts which suggest otherwise. Employee contribu-
tions are generally determined by the amount of money employers have available to
pay for health coverage. See Health Insurance and the Uninsured: Background Data
and Analysis, June 9, 1988, pp. 102-110.

The report states that the average total monthly premium in 1987 was $77 for
individual coverage and $201 for family coverage. Forty-two percent of the individ-
ual rates were between $60 and $79 a month. Forty-four percent of the family cover-
age rates were between $160 and $219 a month.

The study also states that premiums for any particular plan can be significantly
higher or lower than the premiums for another plan with identical benefits because
of factors unique to the employer.

One important factor is location. Differences also arise from the demographics of
the group. If an employer has a work force which is younger than average, it will
probably have lower costs than average.

Premiums will also fluctuate with the claim experience of the group for larger
employers. The true long-term cost*of a plan is the premium needed to cover the
claims and administrative costs, less investment income earned on premiums. If the
claim and administrative expenses are greater than premium income in a given
year, the insurer may recover deficits through future rate increases. Conversely,
excess reserves from favorable experience will be used to reduce future premium
costs.

The study found that employers typically require less than one-fourth of the cost
be paid by the employee. Only three percent required a contribution of more than
thirty-five percent of total cost. About a third of employees pay the total premium
for dependents. Plans that require the employee to pay a share of the additional
dependent cost typically require payment of a fourth of the cost. Four percent of
plans require employees to pay the entire cost of dependent coverage.

Sixty-one percent of large employers and seventy percent of small employers pay
the full cost of the health plan for individual coverage, the report said. Only twenty-
five percent of large employers pay the full cost of family coverage, compared to
sixty percent of small employers and seventy percent of small employers who have
fewer than ten employees.
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Small employers are more likely to pay the full cost of the health care plan be-
cause of insurance company requirements which seek to ensure that most healthy
employees participate in the plan to balance the cost of higher-risk employees. In-
surers do not have the same requirements for large employers because non- partici-
pation of a few employees will not significantly affect the cost.

From 1982 to 1987, the average employee premium hrd risen thirty-five percent.
As total premiums have risen, employees have had to pay a larger share because
employers do not have unlimited dollars to spend on health coverage. In 1977
through 1983, two-thirds of employers paid the full cost of employee coverage and
forty percent of the full cost of dependent coverage. By 1987, however, employers
were paying the full cost for substvntially fewer employees.

As medical costs continue to rise, employers, with only limited dollars to spend on
health care, will ask employees to contribute more to their health coverage. If the
rate of medical inflation could be brought under control, employers would be able to
finance their plans with smaller contributions from their employees. Many believe,
however, that it is not unreasonable to ask employees to contribute as much as fifty
percent of the premium. Even with that tevel of contribution, group coverage would
be a better "deal" for employees than an individual policy of health insurance. Indi-
vidual policies are underwritten on an individual basis. Persons who have had seri-
ous illnesses may never obtain coverage or may be issued an expensive policy that
contains riders which exempt certain illnesses from coverage.

Allowing employers to base premium contributions on a percentage of premiums
dispenses with the need to index caps. It also gives employers enormous flexibility
in financing their plans during periods of abnormal claim experience.

DEFINITION OF PART-TIME EMPLOYEES AND INDEPENDENT CONTRACTORS

Part-time employees should be defined as those working less than thirty hours per
week. This is consistent with the eligibility requirements of many group insurance
policies. If employers have to cover persons who work less than thirty hours, it will
e difficult for many employers to obtain coverage for their employees.
Independent contractors should not be treated as leased employees or as persons

eligible for participation in a plan for common law employees. In many cases, inde-
pendent contractors (e.g., full-time life insurance agents) do not participate in the
same plan with common law employees. The differences in coverage often reflect
differences in the nature of the economic relationship with the sponsoring employer.
Independent contractors are not so easily defined as highly and non-highly compen-
sated employees, since the amount of their income is generally within their control
and is not determined by the employer. Whether they have coverage is not deter-
mined by whether they are highly or non-highly compensated employees. Therefore,
the social purposes of Section 89 would not be furthered by comparing their plans
with the plan for common law employees.

CONCLUSION

We appreciate your consideration of our views. If we can assist you and your staff,
please do not hesitate to call upon us

STATEMENT OF THE MOTION PICTURE ASSOCIATION OF AMERICA, INC.

(Submitted by William P. McClure and William D. Hawkins Ill)

On behalf of the Motion Picture Association of America, Inc., the following state-
ment is presented for inclusion in the record of the hearings on section 89 of the
Internal Revenue Code. Section 89 of the Internal Revenue Code of 1986, as amend-
ed, requires that employer-provided health insurance plans and group-term life in-
surance plans satisfy various nondiscrimination tests. As discussed below, we believe
the administrative difficulties in applying the nondiscrimination tests under section
89 impose unwarranted burdens on the motion picture industry that should be cor-
rected. While both H.R. 1864 and S. 654 represent a significant improvement over
present law, neither of these bills adequately addresses the unwarranted burdens
placed on the motion picture industry.

The motion picture industry consists predominantly of companies engaged in the
production and distribution of theatrical films and television movies and programs.
The vast majority of employees engaged in the production of these films and televi-
sion shows are union and guild employees who do not work for a single company,
but work for any of the motion picture companies engaged in production. For exam-
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pie, Paramount Pictures Corporation ("Paramount") has a nonunion, full-time staff
of approximately 2,000 employees, but employs approximately 21,000 union and
guild employees annually in the production of theatrical films and television movies
and programs.

The union and guild employees (hereinafter collectively referred to as "union em-
ployees") involved in production include, among others, writers, directors, actors,
musicians, sound technicians, camera operators, lighting technicians, costume de-
signers, and set designers. The vast majority of these employees work for a company
on a daily or weekly basis, and are informed at the end of the day or week, respec-
tively, whether their services will be necessary for the following day or week. The
companies maintain sufficient payroll information to pay these employees and issue
W-2 information.

All of these employees are covered by jointly-administered Taft-Hartley health
plans (hereinafter referred to as "multiemployer plans"). Pursuant to collectively
bargained industry-wide agreements, the companies employing these workers make
contributions to the multiemployer plans. Four multiemployer plans cover virtually
all ef these union employees. For the vast majority of these employees, a company
contributes $1.295 per hour for each hour worked or guaranteed by the company.
This contribution is made to a multiemployer health plan, the "Motion Picture
Health and Welfare Fund," (the "MPHWF") which covers virtually all the union
employees other than writers, actors, and directors. These contributions are not af-
fected by whether family or single coverage is involved or the amount of the
employeels compensation. The other three primary plans generally provide for a set
percentage of compensation (at least six percent) to be contributed to the plan.

Under the. MPHWF, covered employees receive extensive health benefits provided
either by an HMO or Blue Cross of California in conjunction with the MPHWF (and
thus, the MPHWF is partially self-insured). In addition, prescription, dental, and
vision benefits are provided. Similar benefit are provided by the other three pri-
mary multiemployer health plans. The benefits provided by these multiemployer
health plans are extensive. We have been inforined by officials of the motion picture
industry that the health benefits provided u-ider these multiemployer plans are
comparable in quality (and in some cases, of better quality) than the health plans
covering the companies' own nonunion employees.

These multiemployer health plans create three primary problems under section
89 for the motion picture industry: (1) determining the value of benefits; (2) deter-
mining who is a highly-compensated employee; and (3) recordkeeping.

1. DETERMINING THE VALUE OF BENEFITS

The application of section 89 to the multiemployer plans covering the motion pic-
ture industry creates significant problems in performing the nondiscrimination tests
required by section 89. Many of the plans maintained by the companies that cover
their nonunion employees will not be able to satisfy either the 50-percent eligibility
test (section 89(d) (1XB) or (dX2)) or the 80-percent coverage test sectionh 89(0) with-
out being tested together with the multiemployer plans. In order to be tested togeth-
er, the companies' own plans and the multiemployer plans must be found "compara-
ble" within the meaning of section 89(gX1). For purposes of determining comparabil-
ity under the 50-percent eligibility test, the companies' own plans and the multiem-
ployer plans must be found to have employer-provided benefits within 95 percent of
each other. A finding of comparability under the 80-percent coverage test requires
that the value of employer-provided benefits be within 90 percent of each other (or
80 percent if the plan covers 90 percent of the nonhighly compensated employees).
While these comparability tests may be relatively simple to administer when the
plans involve insurance premiums paid to a third-party provider, the tests become
extremely complex when multiemployer plans that are self-insured are involved.

The Technical and Miscellaneous Revenue Act of 1988 ("TAMRA") attempted to
ease the difficulty of determining the value of the employer-provided benefit of a
multiemployer plan (until regulations dealing with valuation are issued) by provid-
ing that the employer could use contributions to the multiemployer plan on behalf
of the employee as the value of that employee's employer-provided benefit. The com-
mittee reports to TAMRA provide for ajustments to this computed value if the ben-
efits actually received are at variance to contribution rates (e.g., if the same amount
is contributed on behalf of each employee whether or not family coverage is re-
ceived).

Under the MPHWF, employers contribute on the basis of a set dollar amount per
hour worked or guaranteed. An employee is covered by the plan for a six-month
period if he or she worked or was guaranteed a minimum of 300 hours in a prior
six-month testing period (e.g., if an employee works 300 hours for participating em-
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ployers between April I and September 30, that employee is entitled to coverage
under the plan from January 1 through June 30 of the following year). The 300-hour
minimum is based on the aggregate hours worked or guaranteed for all the 225 sig-
natory producer parties participating in the plan. The contributions to the plan are
the same whether the employee has single coverage or family coverage.

These facts create extraordinary difficulties in determining the value of the em-
ployer-provided benefit under this plan. First, no distinction is made in contribu-
tions between single and family coverage. Second, because of the mobility of these
employees within the industry, an employee might work only one day (ten hours)
for Paramount, and work 290 hours with other motion picture companies during the
six-month testing period. Thus, that employee would be entitled to full coverage
under the plan for six months, but Paramount would have only contributed $12.95
on behalf of that employee. It clearly would not make any sense to treat that em-
ployee as having an employer-provided benefit valued at $12.95 for purposes of test-
ing Paramount's plans.

Another problem is the fact that contributions to collectively bargained plans are
set when the parties enter into the collective bargaining agreement. In the case of
the collective bargaining agreements covering motion picture industry employees,
the term of many of these agreements is three years. This fact can result in signifi-
cant disparity between the value for purposes of section 89 of the employer-provided
benefit of a normal health insurance plan, under which the premiums change on a
yearly basis, and the value for purposes of section 89 of the employer-provided bene-
fit of a multiemployer plan where the contributions are set for a three-year period.
This disparity is particularly acute in times such as these where many employers
are experiencing 40-percent annual increases in health insurance premiums. Thus,
while contributions to the MPHWF have remained constant for the lasj three years,
the insurance premiums for Paramount's own health plans have increased an aver-
age of 30 percent during the same period. No provision exists in the statute, pro-
posed regulations, or committee reports for allowing an adjustmentI to compensate
for this type of significant increase in health care costs during the term of the col-
lective bargaining agreement.

All of these factors dictate that adjustments be made in order to calculate the
value of the employer-provided benefit for purposes of P comparability analysis. The
problem is that no guidelines exist for making such acjustments and any such ad-
justments would be imprecise at best. To then require 95-percent comparability with
the companies' own plans or other multiemployer plans to which the company con-
tributes for purposes of the 50-percent eligibility test (90 percent for the 80-percent
coverage test) creates a situation where the companies can never have any comfort
in the fact that they are complying with section 89. These difficulties in using con-
tributions to measure value show that, at least in the case of the motion picture
industry multiemployer health plans, employer contributions to the plans do not
provide a workable measure of the value of the employer-provided benefit for pur-
poses of determining comparability.

The inability to accurately measure the value of the employer-provided benefit for
these multiernployer plans also has a negative impact on the ability to perform (and
possibly satisfy) the 90-percent/50-percent eligibility test (section 89(dX1XA)) and the
75-percent average benefits test (section 89(e)), which tests must be satisfied if the
50-percent eligibility test is used. As previously discussed, the mobility of employees
within the motion picture industry results in the possibility of employees having ab-
surdly low contributions made on their behalf by a single company, yet the employ-
ee receives coverage under a generous health plan. In addition, the fact that contri-
butions are set for the term of the collective bargaining agreement results in the
value of the employer-provided benefit remaining constant during the term while
the value of benefits under a traditional health insurance plan increases annually.
Even if adjustments are made to compensate for these factors, a serious question
exists as to whether the 90-percent/50-percent eligibility test and the 75-percent av-
erage benefits test can be satisfied. Again, these problems reinforce the conclusion
that employer contributions are an inadequate measure of value for these plans.

2. DKTERMINiNG WHO IS A HIGHLY-COMPKNSATD PWLOYKE

The classification of the union employees as highly-compensated or nonhighly-
compensated employees creates additional difficulties in complying with section 89.
These difficulties are created by the fact that the motion picture industry union em-
ployees, on average, work for several employers in the industry during a single
year. Thus, an employee that would be a highly-compensated employee if all of his
or her compensation from the motion picture industry companies were combined,
generally would not satisfy the test for highly-compensated employees vis-a-vis oaeh
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separate company. The Code and regulations generally test highly-compensated em-
ployee status on an employer-by-employer basis unless the employers are affiliated
in certain ways. Because the test is performed on an employer-by-employer basis, an
inaccurate picture of which employees are highly compensated and which are non-
highly compensated will emerge.

3. RECORDKEE" NG

In addition to these testing problems, section 89 imposes onerous recordkeeping
requirements on the motion picture industry companies. As previously discussed,
these employees usually work for several of the companies engaged in the motion
picture industry throughout the year. Only records relating to compensation cur-
rently are maintained by the companies for these employees. Section 89 compliance
will require the maintenance by the individual companies of detailed records for
each employee relating to periods of employment with-the employer, compensation,
and hours worked or guaranteed (for plan eligibility purposes and for determining
the value of the employer-provided benefit).

Further recordkeeping will be required to compute the value of the employer-pro-
vided benefit. Information such as the family status of each union employee (in
order to make a proper adjustment to contributions to the multiemployer plan to
value employee-only and family-only coverage) will have to be maintained for each
employee. In addition, the employee's total compensation will have to be obtained
and maintained in order to properly test highly-compensated employee status. As
with the testing problems, many of the recordkeeping problems arise from the fact
that these employees do not normally work for a single employer during the year.

As the previous discussion has shown, these union employees receive generous
health benefits under the various multiemployer plans. Nevertheless, the motion
picture industry is now required by section 89 to expend significant resources to
generate the information necessary to prove that these plans, together with the
companies' own plans, satisfy section 89. Moreover, the industry faces the distinct
possibility that section 89 will not be satisfied even though all of these plans provide
substantially equivalent benefits. We strongly believe that union employees in the
motion picture industry should be excluded from the application of section 89.

There are two primary reasons for excluding union employees. First, the logic of
excluding from the application of section 89 union employees for whom no health
benefits are provided by the employer, while including union employees who receive
health benefits contributed by the employer, is a mystery to us. Instead of encourag-
ing employers to cover more employees with health insurance (a professed premise
for the enactment of section 89), this provision encourages employers to eliminate
health benefits from a collective bargaining agreement and instead, to pay addition-
al compensation in a form other than health benefits. This result obviously is con-
trary to the intent of Congress.

Second, the exclusion of union employees finds its basis in the pension provisions.
All of the nondiscrimination provisions dealing with pensions (sections 401(aX4)
410(b) and 401(aX26)) exclude union employees.The rationale for this exclusion was
first set forth in the Employee Retirement Income Security Act of 1974 ("ERISA")
where the Senate Finance Committee Report stated:

The committee believes that this situation [i.e., the inclusion of union em-
ployees in discrimination testing] can result in a hardship, where all em-
ployees of an employer are forced to forego the benefits of a pension plan
merely because those employees who are covered under a collective bar-
gaining agreement choose nonpension benefits, or nonpension benefits plus
pension benefits at a lower level than those provided nonunion employees.

S. Rept. No. 93-383, 93rd Cong., 1st Sess. 42 (August 21, 1973). In order to protect
against any abuse from this exclusion, the Secretary of the Treasury was given the
authority to allow the exclusion only where there is evidence that the benefits were
the subject of good faith bargaining between the employer and the employee repre-
sentatives.

This same rationale is equally applicable to section 89. Where health benefits are
part of good faith bargaining between an employer and the employee representa-
tives, the employer's nonunion employees should not be penalized because the em-
ployee representatives bargain for a compensation package that may or may not in-
clude health coverage on a par with the employer's own plans. Section 89 may force
employers to either eliminate health benefits in the collective bargaining agreement
(and thus qualify for the exclusion of union employees) or force the union employees
to agree to lower cash compensation in order to provide health benefits comparable
to the employer's own plans. We believe that the good faith standard is sufficient to
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protect the union employees under section 89 in the same way it protects such em-
ployees under the pension nondiscrimination provisions.

In the alternative, a provision could be drafted to exclude union employees cov-
ered by multiemployer plans benefiting workers in the motion picture industry. The
provision could be drafted as an exception to the application of section 89(hX3XA) for
empioyees described in section 89(h)lXE) who normally work during the year for
more than one employer participating in the collective bargaining agreement. This
provision would then eliminate the burdens of section 89 for testing those employees
in the motion picture industry who normally work for more than one company,
since it is these employees who create the greatest difficulties for the industry in
performing the nondiscrimination tests of section 89.

H.R. 1864

H.R. 1864 replaces the current nondiscrimination tests of section 89 with a new
90-percent eligibility test. Because the four primary multiemployer health plans as-
sociated with the motion picture industry do not require employee contributions,
the only real issue is whether the 90-percent eligibility test is satisfied. Under the
bill, each of the motion picture industry companies willtest each of the union plans
separately. Thus, for example, Paramcunt will be required to determine whether 90
percent of its union employees on whose behalf Paramount contributes to the
MPHWF are actually eligible to participate in the MPHWF.

The problem facing the industry companies is that the MPHWF has very complex
eligibility rules that require information not available to the participating compa-
nies. The MPHWF has two eligibility rules: an initial eligibility rule and a continu-
ing eligibility rule. For purposes of both of these rules, there are eligibility periods
(i.e., six-month periods (approximately January 1 to June 30 and July 1 to member
31) during which a participant is entitled to receive benefits) and qualifin periods
(i.e., six-month periods (approximately April 1 to September 30 and October 1 to
March 31) during which a minimum number of hours must be worked for all the
participating employers in the aggregate in order to receive benefits during the fol-
owng eligibility period).

In order to initially receive benefits (or to receive benefits after not receiving ben-
efits in the five prior consecutive eligibility periods), a participant will become eligi-
ble for benefits either (1) in an eligibility period subsequent to a qualifying period in
which the participant worked a minimum of 600 hours, or (2) in an eligibility period
subsequent to two consecutive qualifying periods in which the participant worked a
minimum of 600 hours. For example, if Partici ant A worked a total of 600 hours
for participating employers during the period from April 1 to September 30, 1989,
Participant A would be entitled to receive benefits the following January 1 to June
30, 1990.

After satisfying the initial eligibility requirements, a participant will continue to
receive benefits for each eligibility period so long as the participant worked 300
hours during the previous qualifying period. For example, Participant A will contin-
ue to receive benefits from July 1 to December 31, 1990, so long as Participant A
works a minimum of 300 hours for participating employers during the previous Oc-
tober 1, 1989 to March 31, 1990.

Thus, under the MPHWF, a participant's eligibility must be redetermined every
six months. Obviously, each participating employer will not have the information
necessary to determine whether the participant is eligible under the plan on any
given date except in those rare situations where the participant worked a sufficient
number of hours for that employer during the previous qualifying period. The infor-
mation necessary to determine each participant's eligibility to participate is avail-
able other than in rare circumstances only_ to the p an a administrators. Therefore,
the 225 participating employers will each have to obtain from the plan administra-
tors of the MPHWF information relating to the eligibility of the approximately
20,000 union members in order to perform the 90-percent eligibility test.

Besides being administratively difficult, this places a burden on the employer to
obtain information from the multiemployer plan administrators in order to perform
the 90-percent eligibility test. We believe it is unfair and oftentinmes unrealistic to
require employers to obtain information from the multiemployer plans in order to
conduct the nondiscrimination test. This difficulty was recognized in TAMRA where
several concessions were made to employers participating in multiemployer plans to
reduce the amount of information needed from the multiemployer plan administra-
tors to perform the tests required by section 89.

We believe multiemployer health plans should not be subject to the nondiscrim-
ination test of H.R. 1864. Under H.R. 1864, multiemployer plans arm ,ilowed to be
tested separately. We do not believe there is any evidence to suggest that multiem-
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ployer health plans discriminate between their highly-compensated employees and
their nonhighly-compensated employees. Because the purpose behind section 89 is to
prevent discrimination in health plans, no purpose is served by requiring multiem-
ployer health plans to be tested for nondiscrimination since there is no evidence to
suggest that a discrimination problem exists in multiemployer health plans.

As an alternative, we believe that it would be more appropriate to have the multi-
employer plan administrators perform the nondiscrimination test for all the union
employees. This approach would place the burden of testing upon the party who has
the information necessary to conduct the testing.

If an exemption is not granted for multiemployer health plans and the participat-
:in employers are required to test their employees' participation in these plans, we

eieve a provision should be inserted that would provide that, for purposes of test-
ing multiemployer plans under the 90-percent eligibility test, a participant in the
plan is deemed to be eligible under the plan if the testing employer contributed to
the plan on behalf of the participant for work performed on the testing date. This
9 rovision would allow the employer to perform the nondiscrimination test of section

9 based on facts within its own knowledge, instead of having to rely on obtaining
the necessary information from the multiemployer plan administrators. While such
a provision would not afford the absolute accuracy of actually determining whether
a participant was in fact eligible to participate, such slight inaccuracy easily can be
justified by the fact that the employer is ,oAtually funding the cost of health bene-
fits. The fact that the multiemployer plan might have unusual eligibility rules that
do not allow a participant to participate even though the employer is contributing
on behalf of the participant should not prevent the plan from satisfying section 8
vis-a-vis that employer. The employer is satisfying one of the purposes behind sec-
tion 89 by contributing to the multiemployer plan on behalf of the participant.

In addition to problems with obtaining information necessary to perform the non-
discrimination test, other significant problems exist under H.R. 18 The ability of
a motion picture industry company to satisfy the 90-percent eligibility test of section
89 will depend entirely on its "luck" as to whom it hires on the testing date. If a
company is fortunate enough to hire a sufficient number of union employees on the
testing date who are eligible Ito participate in the MPHWF to satisfy the 90-percent
eligibility test, that company's highly-compensated employees will not be subject to
taxation of their health benefits. However, a less fortunate company might unknow-
ingly hire a sufficient number of union employees on the testing date who are not
eligible to participate to fail the 90-percent eligibility test, and thus its highly-com-
pensated employees will have amounts included in income attributable to their
hlth benefits.

This result occurs because of the fact that the union employees do not work for a
single employer. Instead, section 89 is testing a company's employee's participationin the multiemployer plan based on the random set of employees who happen to
work for the employer on the testing date. Thus, the results of the test are not pri-
marily dependent on plan design, but upon random chance based on the employees
hired on the testing date. Such an application of section 89 defeats the purpose of
the design-based test of H.R. 1864 and will create unintended results.

An employer who fails section 89 would have to determine which of its employees
were highly compensated. Due to the fact that virtually all the employees work for
more than one employer in the industry, the number of employees treated as highly
compensated for that employer will not present an accurate picture of which em-
ployees in the industry are truly highly compensated. For example, a union employ-
ee might earn $100,000 per year, but may have only earned $25,000 from the em-
ployer who failed the test. ;hC this employee would not be treated as highly com-
pensated vis-a-vis that employer, while another union employee earning $60,000 per
ear having worked only for the employer failing section 89, will be treated as

highly compensated, and will have amounts included in his or her income. This
result makes absolutely no sense because the lower-paid employee, who is receiving
benefits identical to the higher-paid employee, will have amounts included in
income, while such amounts are excluded from the income of the higher-paid em-
ployee. Such a result reinforces the fact that the application of section 89 on an em-
ployer-by-employer basis to the multiemployer plans covering the motion picture in-
dustry employees does not serve any legitimate purpose and is likely to create gross
inequities.

In then determining the amount to be included in income, employer contributions
do not serve as an adequate measure of value since the test looks only to a single
employer's contribution to the plan. Thus, without making adjustments (for which
no guidance has been issued) a highly-compensated employee who works the entire
year for the employer failing section 89 would have twice as much included in

20-998 - 90 - 8
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income as a highly-compensated employee who worked one-half as many hours for
that employer, but received the same benefits.

In addition, H.R. 1864 changes the sanction for failure to satisfy the qualification
rules from a tax on the employees to a 34-percent excise tax imposed on the employ-
er. While in general this change more properly punishes the offending party, it
serves an injustice to employers contributing to multiemployer health plans. Such
employers do not administer these plans and have no control over whether the plan
satisfies the qualification requirements. We believe that the multiemployer plan ad-
ministrators are the proper party to be penalized for any failure to satisfy the quali-
fication rules because they control whether or not these rules are satisfied.

V. 05 1

S. 654 creates a safe harbor to the non discrimination tests of section 89 for "sim-
plified health arrangements." As with H.R. 1864, the safe harbor test primarily fo-
cuses on eligibility to participate. As discussed in connection with H.R 1864, the
i'otion picture industry companies do not possess the information necessary to de-
termine whether their union employees are eligible to participate. The changes rec-
ommended to the eligibility test of H.R. 1864 equally apply to S. 654.

STATEMENT OF THE MOTOR VEHICLE MANUFACTURERs ASSOCIATION OF THE UNITED
STATES, INC.

The Motor Vehicle Manufacturers Association of the United States, Inc. (MVMA)
supports Chairman Lloyd Bentsen and the Senate Finance committee's effort to sim-
plify Section 89, the antidiscrimination rules applicable to certain employee benefit
plans. MVHA is a trade association, whose members produce 97 percent of all do-
mestic motor vehicles.

MVMA believes that a bill similar to H.R. 1864 would help simplify the record-
keeping requirements of Section 89 and would help lower the cost of compliance.
However, we believe that some of the provisions of H.R. 1864 need further refine-
ment. Specifically, MVMA believes that the provisions related to union employees,
salary reduction contributions, leased employees, and former employees need to be
reexamined.

UNION KMPLOYEES

Section 89(eX8XA) of H.R. 1864 reads, "If an employer has employees included in
any qualified bargaining unit, this section shall be applied separately with respect
to employees included in each unit." This section disadvantages employers with
union employees.

Some proponents of H.R. 1864 have said that separate testing of union employees
parallels pension nondiscrimination rules, within which bargained employees are
tested separately. However, pension rules, partly in recognition of the effects of sep-
arate testing, impose a 70 percent standard. It is misleading, at best, to copy the
separate pension testing of union employees without also adjusting the tests accord-
ingly as is done for pensions.

The social objective of Section 89 is to assure a fair balance of benefits between
highly and non-highly compensated employees. In the motor vehicle manufacturing
industry, the health care benefits of a significant number of non-highly compensat-
ed employees are subject to collective bargaining. If these employees are excluded
when testing remaining employees, the result may not reflect the true balance of
benefits between highly and non-highly compensated employees. Section 89 test re-
sults should not depend on whether rank-and-file empl in an industry are
unionized

Further, the proploed rule has great potential for disadvantaging some groups of
employees versus others working for the same firm. Because bargained and nonbar-
gained employees would be combined for the purposes of identifying highly compen-
sated employees, but separated for testing purposes, it is likely that a greater
number of nonbargained employees would be subject to added taxes on benefits than
would be the case if the group were combined.

Companies which operate in industries characterized by heavy unionization of
rank-and-fide employees should be able to elect to take those employees into account
in their 90 percent eligibility test under Section 89 without mandatory segregation
based on bargained status. This election would be binding and could only be
chmged with the consent of the Commissioner. This could be done by including lan-
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guage in Section 08,A that employers may include union employees in their eligi-
bility test.

SALARY REDUCTION CONTRIBUTIONS

As proposed under l.R. 1864, Section 89(ex3XC) provides that any contribution by
reason of a salary reduction arrangement would be treated as i) an employer contri-
bution to determine a highly compensated employee's employer-provided benefit,
but (ii) an employee contribution for purposes of subsections (bX2xAxii) and (c).

The bill's proposed 133 percent test identifies the cost of benefits available to 90
rrcent of the rank and file employees (base benefit). This base benefit is multiplied
y 133 percent to determine the maximum nontaxable benefits for highly compen-

sated employees. Under H.R. 1864 salary reduction contributions would not be in-
cluded in the base benefits when determining the highest nontaxable benefit. How-
ever, the actual benefit provided to a highly compensated employee would include
such salary reduction contribution to determine the taxable portion in excess of the
133 percent amount.

This treatment of salary reduction contributions, for some companies, is inconsist-
ent and excessively harsh. The result is that non-highly compensated employees
may receive greater nontaxable benefits than highly compensated employees even
though the 133 percent benefits test would appear to allow a 33 percent disparity in
favor of the higherpaid

For purposes of the 133 percent test, we request that you consider the following al-
ternatives, each of which provides a reasonable allowance to highly compensated em-
ployees for salary reduction contributions.

1. Distinguish employer-provided cashable credits under Section 125 cafeteria ben-
efit plans from other salary reduction contributions. Allow existing Section 125 non-
discrimination tests to govern the use of cashable credits, and provide uniform treat-
ment of credits for highly and nonhighly paid employees.

2. Codify the position rejected in the Technical and Miscellaneous Revenue Act of
1988 (TAMRA) and Q&A-( ) of the Proposed Regulations under Section 89 that
salary reduction contribution are not required to be treated as employer contribu-
tions unless there are no true employer contributions. For example, treat salary re-
ductioq,.otiIqtions as e r oyer contributions where more than 50 percent of the

uof the totat nefit attributable to employer contributions is paid from
salary reduction contributions.

3. Increase the 133 percent multiplier to 200 percent, which would be consistent
with the 90 percent/50 percent eligibility test under existing law.

LEASED EMPLOYEES

H.R. 1864 provides that leased employees do not have to be counted if the leasing
company makes available affordable core health coverage. This provision does not
adequately address a very serious problem. The problem is that, in most cases, an
employer cannot determine who its leased employees are. For example, under cur-
rent law, it is impossible to determine whether a company's leased employees in-
clude the employees of its suppliers, the employees of a construction company that
it hires to build a plant, or the employees of a commercial laundry that it uses to
launder the uniforms worn by its own employees.

The Treasury's proposed leasing regulations have complet,4y failed to provide the
specific definition that employers need. To make matters worse, the regulations also
have gone beyond the intent of congress to treat as leased employees many individ-
ualB who never were intended to be covered.

MVMA urges that the bill be revised to provide that leased employees will not be
taken into account until plan years that begin at least one year after the publication
of the final employee leasing regulations.

FORMER EMPLOYEES

The bill delays the rules for former employees for one year. Although MVMA wel-
comes the one year delay, Section 89 should not apply to former employees at all
until congress fashions appropriate rules for them. Unlike current employees,
former employees do not have regular contacts with their former employers. As a
result, most employers do not have the information that will be required if the
availability standards that apply to current employees also are applied to former
employees.

In addition, postemployment benefits typically depend on two factors: the type of
termination, and the length of service while employed. Few employers would pass
the 90 percent test across the entire range of former employees, which can include
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voluntary terminations. Drafting appropriate rules is most difficult for retiree
health care, for which most companies require a minimum of service to qualify
(such as 10 years). This critical issue should not be left to regulations. We urge that
former employees be excluded from testing until a congress ional stud' of the issue
has been completed. We also believe that former employees should be included pro-
specticelv.

In addition, MVMA and its mertber companies have concerns with other provi-
sions in H.R. 1864.

- Accidental death and dismenpberment coverage and business travel accident in-
surance should be excluded from, Section 89. We suggest these items should be cov-
ered under separate rules, possibly the nondiscrimination rules of Section 79.

* The penalty for failure to comply with the qualification requirements is exces-
sive. There should be both a de minimis and good faith exception. A two-tier penalty ,r
system would also be appropriate.

* In valuing benefits for testing, when cost-based methods are used, geographic,
utilization and demographic disparities should be able to be taken into account on a
good faith basis.

• The transition period provided to use old rules should be lengthened.
* The nondiscriminatory provision test should be written as in the present legisla-

tive history to apply only to terms which are nonquantifiable.
e In determining taxable income an employer should have the option to elect that

the provisions ought to provide true one-day testing; for example, similar to deter-
mination of marital status at the end of the year.

MVMA would welcome any questions on these points.

STATEMENT OF THE NATIONAL ASSOCIATION OF COLLEGE AND UNIVERSITY BUSINESS OF-
FICERS; AMERICAN COUNCIL ON EDUCATION; NATIONAL ASSOCIATION OF INDEPEND-
ENT COLLEGES AND UNIVERSITIES

On behalf of the National Association of College and University Business Cfficers,
an organization that represents o",r 2100 colleges and universities, the American
Council on Education, and the National Association of Independent Colleges and
Universities, we strongly urge you to support significant changes to simplify or
repeal IRC Section. 89.

Colleges and universities are not largely made of mortar and machinery, but con-
sist of people dedicated to the educational process. In fact, colleges and universities
are among the most labor-intensive employers in the nation, expending an enor-
mous percentage of their operating budget on employment related costs. Employer
provided benefits have traditionally constituted a large part of college and universi-
ty compensation packages, both because of the relatively low salaries provided to
faculty and staff and because of the attention to comprehensive and innovated
fringe benefits. For example, at Purdue University, the total faculty and staff em-
ployment numbers 13,244. But a great number of their employees are students at-
tending the University in pursuit of their own educational endeavors. Purdue has,
for instance, 777 graduate instructors, 1,367 graduate teaching assistants, 940 gradu-
ate research assistants, 169 fellows, and 245 student administrative personnel. In ad-
dition, nearly 7,000 undergraduates work in kitchens, offices, and laboratories
through work study programs and other student employment efforts intended to, at
least in part, offset their educational expenses. Because of the large investment of
people in the educational system and the diversity of employees, colleges and uni-
versities are very concerned about the negative effect of Section 89.

The Technical and Miscellaneous Revenue Act passed by Congress in late 1988
included an important amendment permitting colleges and universities to exclude
from the testing process students working part-time on campus (IRC Section 3121),
provided that core health coverage was available. This is an important provision
which recognizes the special status of student employment in the education process.
The inclusion of students for Section 89 testing purposes would cause most of the
nations 3,500 institutions to fail the tests outright. The financial impact of such a
possibility would have been enormous

We support the concept that tax-favored benefits should not discriminate in favor
of highly compensated employees. Our problems, concerns and objections to Section
89 extend to other issues which are summarized as follows:

a Section 89 punishes employers v-hose employees fit within certain employee
patterns. It also punishes employers who cannot allocate the resources necessary to
understand, gather, analyze, and manipulate the data needed under the Section 89
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requirements. Thus, although Section 89 takes aim at discriminatory plans, it af-
fects many employers who are seeking to provide fair and innovative employee pro-
grams.

9 Section 89 is deceptively easy to describe but difficult to truly understand and
apply. It is simple to describe the requirements of Section 89. However, the efforts
necessary to understand the hidden. complexities and to comply with them are ex-
traordinary and should not be underestimated because of the superficial simplicity
of Section 89.

* Section 89 requires a massive diversion of resources, yet generates questionable
results. Section 89 will require colleges and universities to spend significant sums of
money and invest substantial amounts of employees' time to collect, maintain and
report data on benefit programs that are not designed to be discriminatory. Yet col-
lege and university benefit programs designed to currently reflect employer and em-
ployee needs will, for the most part, be unchanged because they are not discrimina-
tory.

* Section 89 imposes a narrow and rigid view on "approved" benefit designs and
fails to reflect the advantages of employer flexibility and employee choice making.

The following sections further describe our problems and concerns with Section 89
and provide specific examples:

1. SF rION 89 DOES NOT ONLY PUNISH DISCRI.?(INATION

To say that Section 89 punishes discriminatory benefits is to say that runners who
do not finish marathons are lazy. Although Section 89 is designed to punish dis-
criminatory benefits, there are many ways to fail Section 89 that have nothing to do
with discrimination. Here are some examples:

* The Uni.ersity of Cincinnati, which currently enrolls 30,830 students, is in a
transition process moving employee groups to a cafeteria plan as collective bargain-
ing agreements are renegotiated. During 1989, some employee groups will be cov-
ered by the cafeteria plan while others will not. All eligible employees, whether
under the cafeteria plan or not, receive employer provided life insurance coverage
equal to one times annual salary. The cafeteria plan allows participants to "opt
down" to $5,000 in coverage; so for all cafeteria plan participants, ,he value of em-
ployer provided coverage for Section 89 testing purposes is only $5,000. Those out-
side the cafeteria plan are treated for testi- 6 purposes as receiving employer provid-
ed coverage equal to one times annual salary. Because of the proportion of highly
compensated employees in the latter group, their life insurance plan is likely to fail
the test, despite the fact that everyone receives the same employer paid benefit.

* At Purdue University over 80% of highly compensated employees elect family
medical coverage, while under 60% of Purdue's nonhighly compensated employees
elect family coverage. Is this benefit discriminatory? The price structure is the same
for all employees. The results may actually be based on the fact that more of their
nonhighly compensated employees are unmarried or have working spouses with
their own employer-provided benefits. Yet, unless colleges and universities draft,
print, distribute, and collect detailed sworn statemernts from virtually all of its em-
ployees, it will fail the average benefits test under Section. 89.

* Some universities do not provide benefits to visiting lecturers. On the other
hand, some universities must provide special programs to visiting professors in
order to prevent gaps in medical coverage. Both of these practices can result in fail-
ing various Section. 89 tests. Should these programs or individuals be penalized?

e There are hospitals, including university hospitals, with two categories of
nurses-those who are regular employees and who receive benefits, and those who
have elected a higher hourly wage in exchange for a more flexible wart schedule
and no benefits. Yet these hospitals fail the 90/50 eligibility test. Should procedures
for flexible work schedules be penalized?

Section 89 will prevent many employers and employees from offering and partici-
pating in employee benefit programs that have nothing to do with discrimination.
Moreover, the serious and damaging problems created by the Section 89 rules will
not be alleviated by cosmetic technical changes to Section 89.

2. SECTION 89 18 PERCEPTIVELY DIFFICULT TO UNDERSTAND AND APPLY

Section 89 may not, on the surface, appear as horrendous as the testimony you
have heard. However, do not underestimate Section 89 because there are literally
hundreds of secondary tests and rules that accompany the standards to be met.
These rules constitute an interpretive and administrative nightmare.
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One problem faced when trying to comply with the Section 89 rules is the lack of
clear and complete guidance. The recently issued IRS regulations are over 40 pages
long and yet fail to address some of the major Section 89 questions such as how to
apply the rules to group term life plans and to former employees. In addition, we
are concerned about the cost versus benefits associated with these regulations. The
complexity of Section 89 needs to be carefully weighed in terms of its administrative
burden, costs, and potential for lost benefits to employees. The cost burden associat-
ed with the Section 89 regulations would far outweigh any possible social benefits.

The administrative burden requirements located on page 9461 of the Section 89
proposed regulations grossly underestimates the required actual time for keeping
records, learning about the law, and computations and tests. The IRS estimated
annual "per respondent/record keeping" of "from I hour to 40 hours, depending on
individual circumstance, with an estimated auerage of 10 hours." Personnel and ben-
efit professionals in higher education have stated that it require.3 at least 40 hours
to develop an adequate understanding of the law and regulations. This is prior to
beginning to compile and test the reams of data needed to comply with Section 89.

The Section 89 regulations appear to be written far consultants, actuaries, and
lawyers who may already have an understanding of the complexities of these issues.
Even though these professionals will have to be used extensively to implement the
law because of its unintelligible complexity, we believe the regulations should stand
by themselves as a comprehensive source of information and guidance for personnel
directors, business officers, and benefits administrators.

You have heard much testimony about how difficult it is to apply Section 89. The
basL3 for many of these complaints lies in the sizable data collection requirements
created by Section 89. In order to apply the Section 89 tests, an employer must
maintain at least 50 different pieces of information about each employee. This infor-
mation must identify the employee, the plans he or she is eligible for, and the plans
he or she participates in. This information must not only be maintained-it must be
maintained on a computerized data base that can be tested. Moreover, the employee
data base must be supplemented by plan data. This plan data must relate to the
employee data, so the employer can determine which employees are eligible for each
plan and which employees participate in each plan. The problems inherent in ob-
taining, organizing, and analyzing this data are staggering for a large number of
employers.

3. SECTION 89 1S A MASSIVE DIVERSION OF RESOURCES
Colleges and universities have already spent millions of dollars in obtaining the

outside assistance necessary to understand and determine what must be done to
meet the requirements of Section 89. In addition, higher education institutions will
have to dedicate hundreds of hours of employees' time in order to obtain and ana-
lyze the data necessary to comply. And what will be the result of this effort? Most
colleges and universities anticipate that they will pass the Section 89 tests. Thus,
the investment required under Section 89 will serve only to prove compliance with
Section 89, but one must look at the costs. The out-of-pocket expenses to meet Sec-
tion 89 are significant and internal resources will have to be diverted from their
tasks-the design, implementation, and administration of our employee benefit pro-
grams. The increased costs may have to be covered largely through increased tui-
tions and other student fees. This is not a gratifying outcome at a time when many
feel that student fees are already increasing too rapidly.

4. SECTION 89 UITS EMPLOYES BENEFITS

College and university employees enjoy a wide range of benefits and they also
what the right to exercise control over their choice of benefits. Employees needs
change, and they want their employee benefit programs to have the flexibility to
respond to the changes.

Section 89 currently penalizes cafeteria plans and flexible options plans whereby
hampering the employer's ability to address and meet there employee's needs. An
employee may want to select an inexpensive catastrophic accident and health plan
und use the savings for other purposes. Yet, if the employee is nonhighly compen-
sated, the employer's Section 89 test results suffer.

CONCLUSION

Section 89 imposes a rigid viewpoint of what benefit designs are "deserving" of
tax-favored treatment. This rigidity is inherent in the basic structure of Section 89,
and the problem cannot be resolved by token attempts at simplification. In the case
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of each of our concerns, Section 89 causes problems that can be eliminated only by
significant simplification.

Colleges arid universities will gladly participate in efforts to further the policy
goals of Section 89. However, the basic structure of Section 89 is so burdensome that
it is more likely to prevent meeting these goals in its current form. We strongly
urge the Senate Finance Committee to repeal or drastically revise the rules to take
into account the many problems and concerns outlined above. We need flexibility to
develop employee benefit plans to best serve our employees and rules that will allow
us to know that plans are nondiscriminatory because of their design. In this way,
we can provide employees with the opportunity to choose benefit programs that
meet their particular needs, hold costs down and, therefore, minimize the impact on
student fees.

STATEMENT OF THE NATIONAL AssocIATION FOR HOME CARE

Mr. Chairman and Members of the Committee, thank you for this opportunity to
submit a statement for the record on the Section 89 nondiscrimination rules. The
National Association for Home Care (NAHC) is the nation's largest professional as-
sociation representing approximately 6000 home health agencies, homemaker-home
health aide organizations and hospices.

NAHC has serious reservations about the impact of Section 89 on home health
care provider organizations. These concerns stem from the industry's current small-
business structure and the payment limits imposed by most government based
payors. A major portion of home care services is reimbursed by Medicare, Medicaid,
md state programs for the elderly and disabled.

The majority of home care agencies are small businesses which wall find the re-
porting and compliance requirements of Section 69 burdensome. Large employers
have resources that generally ease the burden of compliance with Section 89. Small
employers, on the other hand, do not have the specialized taxassistance that is
needed to guide them through the intricacies of the new law. Compliance and re-

o rting pose an even greater burden on home care agencies than on other small
usinesses since the costs of compliance have not been considered in the Medicare

cost caps. Home care agencies, whose costs of caring for Medicare patients exceed
these caps, have no means to recoup these extra costs.

At present, the government payment sources do not include, an allowance for the
cost of complying with Section 89. They do not consider the study which every em-
ployer will have to conduct to comply with Section 89. This study will be expensive
for large and small employers alike. Employers will need to seek costly legal and
accounting assistance in order to assure appropriate compliance. These costs have
not been considered in setting the cost limits for home care agencies. Moreover, the
cost of extending the benefits themselves to employees so as not to have discrimina-
tory plans has not been recognized in the payment limits. Other home care pro-
grams also include reimburremen' limits for home care visits. As in the ctse of
Medicare, payments by such program may not exceed a set limit regardless of
actual costs incurred by the agency.

NAHC supports the goal and intent of section 89, but cannot support the current
structure and requirements of the provisions due to the potentially severe impact on
home care providers. We appreciate the opportunity to submit this statement, and
stand willing to assist the Committee in modifying the Section 89 rules to maintain
its laudable goals while eliminating its negative and costly impact on business.

STATEMENT OF THE NATIONAL ASSOCIATION OF REHABILITATION FACILITIES

Derr Mr. Chairman: This letter is submitted on behalf of the National Association
of Reabilitation Facilities (NARF). NARF is the primary national organization rep-
resenl ing community-based nonprofit rehabilitation facilities that provide rehabili-
tation, training and placement and residential services to persons with mental or
physical disabilities. Many of our vocational members employ less than twenty-five
(25) people. Work is often an important part of the rehabilitation and training proc-
ess for these people. There is a great deal of confusion surrounding Section 89.
NARF has been inundated by calls from concerned members. Some callers think
that mandated health benefits legislation has been passed; others have heard con-
flicting reports about what is required under Section 89 and all want to know whatthey should do.
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We commend the Chairman and this committee for addressing concerns about
Section 89. Several meaures have been introduced in the Senate (S. 654, S. 595, S.
89, and S. 350) and the House, particularly H.R. 1864.

The purpose of Section 89 was to encourage employers to expand similar benefit
plans to all employees. The consideration and enactment of this provision have oc-
curred at the same time that efforts have been made to increase health care cover-
age for the employed, as well as the unemployed. Unfortunately, Section 89 may
have the ironic effect of impeding, rather than encouraging, these efforts. The provi-
sion has proven to be inordinately complex in its understanding, places a tremen-
dous reporting burden on facilities, and data collection. The information would be
used to determine whether benefit plans are discriminatory and, if so, the additional
income that must be imputed to highly compensated employees (if any) who receive
the discriminatory employer-provided benefits. Employers must maintain detailed
personnel records identifying employees and dependents by a variety of categories
and very few small rehabilitation facilities are equipped with data bases to handle
this task. The regulations issued on March 7 by the Internal Revenue Service have
done little to clarify numerous questions raised by the statute.

Since Section 89 was passed it has raised an enormous level of concern among
both our vocational and medical rehabilitation facility members. Medical facilities,
as with many other employers, are concerned about the general interpretation of
Section 89. Vocational rehabilitation facilities in addition to having this level of con-
cern have unique concerns regarding whether some workers with disabilities are to
be considered employees for purposes of Section 89. It is this area in which we have
our most serious concerns. Even though the Treasury Department has announced it
will delay the beginning date fo testing plans for compliance until October 1, these
concerns remain.

There are two basic concerns that have been raised in the context of the vocation-
al facilities. The first as noted, is the definition of who constitutes an employee for
purposes of Section 89. The second question is who, among types of employees,
should receive a different type of treatment under this section for reasons that are
addresed below or who should possibly be excluded from the nondiscrimination
rules of Section 89. The IRS recognized this issue in its March 7 regulations arid
invited comments on the question of excluding certain categories of employees, in-
cluding those in sheltered workshops.

With respect to the issue of who is an employee, the IRS has addresad this issue
with regard to the employment status of clients/ workers receiving training and re-
habilitation for purposes of FICA and Federal Income Tax withholding in Revenue
Ruling 65-165. In summary, that ruling stated that where the training was to "re-
habilitate and protect" and where there is no agreement to form an employment
relationship there is not the "degree or kind of direction and control" that is neces-
sary to establish an employer-employee relationship. In coming to this conclusion,
the IRS reexamined the master servant test in common law. Also in that ruling, the
IRS said that with longer term sheltered workers there was an employee- employer
relationship evidenced by vacations, bonuses, and discharges for unsatisfactory
work.

Subsequent to this revenue ruling there have been several private letter rulings
dealing with additional fact situations and coming to simila. findings. These include
a Private Letter Ruling 8703014. We believe this distinction is logical and should
continue. However, the IRS has not addressed this issue in the regulations, leaving
5,000 affected rehabilitation facilities in a total quandary, with the possibility for
grave financial repressions. Section 89 raises other problems for people in vocational
rehabilitation facilities who are employees. It seems implicit in Section 89 that em-
ployers are hiring employees because it is in the employer's interest to do so. In
providing work and incomes for disabled people, vocational rehabilitation facilities
are not guided by this motive. Rather, their purpose is a social one, to afford em-
ployment and dignity for people with disabling limitations. Under these circum-
stances the value of impuoing the requirements of Section 89 to their client popula-
tion must be gauged by whether it expands or restricts potential benefits to them.

Most vocational rehabilitation facilities employ staff to provide training, supervi-
sion, counseling, and other services to disabled people served by the entity. These
employees would and should be covered by Section 89 to the same extent as other
employees subject to the law. Persons with disabilities who are served by the facility
pose special problems. Application of the tests set forth in Revenue Ruling 65-165
,niy partially address this problem. Institutions employing large numbers of person
with disabilities who have completed a rehabilitation program face, difficult choices
if Section 89 is applicable to such persons. Many are covered by Medicare and Med-
icaid.
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The economic effect of whether a person is an employee for purposes of withhold-
ing or Social Security is quite different from that of mandating participation in
health and accident insurance, for example. In the latter case a physically or men-
tally disabled person may be an uninsurable risk on an individual basis and the
presence of a substantial number of such persons in a facility may render the entity
itself uninsurable or dictate premium rates that are not economical. Many such per-
sons are entitled to Medicare benefits as a result of being disabled for two years or
for Medicaid benefits as a result of their incomes or because they are beneficiaries
of the Supplemental Security Income Program under the Social Security Act. There
are complex interrelationships between income, disability and physical/mental con-
dition in the eligibility standards and benefits in these programs. For example, the
Medicare and Medicaid Acts provide that group or nther health insurance is now
the first payor. Yet, under certain circumstances persons with disabilities are al-
lowed to retain Medicaid coverage while working after periods of rehabilitation or
in a sheltered environment.. (See Section 1619, Social Security Act.) There are over
5,000 affected rehabilitation providers serving well ?ver 400,000 people in these cate-
gories.

In some cases special waivers have been granted to permit them to work without
loss of these publicly supported health care programs. Requiring that the rehabilita-
tion facility cover the full cost of such insurance will likely force, not the expansion
of benefits for clients with disabilities, but rather the elimination of benefits for
staff.

We do not hiae sufficient information on the contemporary practices of various
facilities to provide a comprehensive statistical analysis of this problem, but it cer-
tainly exists. It is compounded by the fact that persons with disabilities often are
uninsurable or are insurable only at high rates and with "preexisting condition" ex-

"clusions. It is unclear whether such an exclusion would be regarded as discriminato-
ry per se under Section 89. It would also be a cruel irony if Federal law made the
staffof a rehabilitation facility uninsurable as a group or priced them out of the
market by requiring inclusion of disabled clients, who in many cases are covered bypublic programs. NARF supports provision of benefits especially health benefits, for
persons with disabilities but doee believe the Internal Revenue Code is the proper
forum for tackling this problem.

We strongly suggest that persons served by rehabilitation facilities be excluded
from Section 89 as not being the type of "employees" to whi,-h the law is addressed.
We suggest that this exclusion extend to both persons in active training programs
and those in sheltered or supported employment programs. At a minimum, certain
definable populations should be excluded. These should logically include persons em-
ployed under Labor Department certificates pursuant to Section 14(C) of the Fair
Labor Standards Act, persons receiving Supplemental Security Income payments,
persons receiving Social Security Disability Insurance benefits and persons other-
wise qualified for state Medicaid benefits. These groups are not exhaustive of the
persons served in vocational rehabilitation facilities, but they constitute a consider-
able portion thereof.

It is our intention to supplement these comments as further information on the
matter is developed. It is urgent that Section 89 not result in losses of benefits for
current staff and impairment of services to persons with disabilities. To do so would
defeat some of the original intent of Section 89. Those are the likely results of appli-
cation of the law to clients in programs operated by vocational rehabilitation facili-
ties. We recommend that H.R. 1864 be amended to assure that it does not inadvert-
ently have the same result as current law.

Therefore in summary, NARF makes the following recommendations for final
action to amend Section K):

1. NARF is requesting that the Committee direct the Internal Revenue Service to
issue a ruling defining employees fi-,r vrposes of Section 89, using Revenue Ruling
65-165 and subsequent private letter rulings as the basis for this regulation. Such a
regulation should note that where the purposes of work is therapeutic and is part of
a rehabilitation plan for the individual and the individual is not producing at levels
that would be expected of regular employees and the other indicia of an employ-
ment relationship are not present then the person with a disability would not be
considered an employee for the nonprofit service provider for purposes of Section 89.

2. NARF recommends that certain categories of employees be excluded for pur-
poses of Section 89 only. As noted we suggest that this exclusion extend to persons
in s.tive training programs and those in sheltered or supported employment pro-
grams. At a minimum, certain populations should be excluded. These tire persons
employed under the Department of Labor certificates issued pursuant to Section
14(0) of the Fair Labors Standards Act, persons who are receiving Supplemental Se-
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curity Income payments, persons receiving ,3xxial Security Disability Insurance Ben-
efits, and persons otherwise qualified for state Medicaid benefits. While this is not
an exhaustive list as noted above it constitutes a number of the persons served in
vocational rehabilitation facilities.

:3. NARF recommends the Committee seek to delay the effective date of this provi-
si'n until one year after final regulations are promulgated with a statutory dead-
line for such final regulations based on any change in the statute made by the Com-
mittee. This would allow adequate time for all affected parties to have a better un-
derstanding of the final statute and any final regulations.

STATEMENT OF THE NATIONAL AsSOCIATION OF STATE AUDITORS, COMPTROLLERS, AND
TREASURES

I am testifying today as president of the National Association of State Comptrol-
lers which is part of a larger umbrella organization, the National Association of
State Auditors, Comptrollers and Treasurers. NASACT, as the name implies, i3 an
association comprised exclusively of over 130 state fiscal officers, approximately half
of whom are elected state officials.

Because state comptrollers are the chief accounting officers of their states, the
burden of testing compliance with section 89 falls on them.

We are very pleased to have the opportunity to testify today on behalf of state
governments and to support the nondiscriminatory objectives of section 89. There
are very few, if any, states that have discrimiratory employee benefit plans. Unfor-
tunately, perhaps, highly compensated employees are not endemic to state from a
survey that we recently conducted, there were several questions about the present
section 89 that are not addressed in H.R. 1864.

The questions involve seven areas:

1. Reporting entities
2. Time for compliance
3. Excluded employees
4. Excluded benefits
5. Employee contributions
6. Union agreements
7. District of Colombia

1. REPORTING ENTITIES

State governments consist of three separate but equal branches. Each branch
should be tested for compliance as a separate entity. In addition, state legislatures
have created specialized boards, commissions and authorities which have the right
to set their own salaries and benefit plans. Such units should be responsible for
their own compliance with section 89. H.R. 1864 should define "separate lines for
business" for governments as it does for the private sector. Nondiscrimination in
health and life benefits should apply within each homogeneous unit. We would be
glad to work with the committee in defining reporting entities within state

2. TIME FOR COMPLIANCE

Because some benefit plans are established by state legislatures, they would have
to be changed statutorily. Generally, the legislative process is slow and some state
legislatures meet only every two years. We suggest that governments be given until
December 31, 1991 to comply with section 89 it any of their plans prove to be dis-
criminatory.

3. EXCLUDED EMPLOYEES

States operate facilities in which prisoners, students, patients and other work
while they are incarcerated, studying or being treated. These types of employees
should be excluded from testing requirements because they are not covered by bene-
fit plans.

Inactive, former and retired employees should be excluded if they are not entitled
to postemployment benefits, other than pensions, or if the provider of benefits is not
controlled by the employer, such as a trust fund.

We do not know what a "leased employee" is. If it means a person who works for
a temporary help company, clearly, the employer is the temporary help company
and not the government. If it means an independent contractor such as an attorney,
engineer, consultant, etc., the government is not the employer either. In both cases,
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the testing requirements should be on the employer and not on the government. In
both cases, the government treats them as vendors and it would be difficult to dis-
tinguinh them from other vendors.

4. EXCLUDED BENEFITS

It is not clear as to what constitutes a "tuition reduction agreement." Tuition re-
imbursements to enhance job-related skills should be excluded. Physical examina-
tions, if required by the job, such as for police officers and fire fighters, should be
excluded.

5. EMPLOYEE CONTRIBUTIONS

We would like to suggest that the $10 and $25 employee contributions be indexed
to increases in medical care cost and not to wage increases.

Part-time employees should be tested separately. If a part-time employee contrib-
utes the same amount as a full-time employee, the part-time employee is paying a
larger percent of his or her salary than the full-time employee. For a reduced cost,
the part-time employee could be covered for reduced benefits.

6. UNION AGREEMENTS

We recommend that, rather than mandating that union employees be tested sepa-
rately, the employer be given the option of testing union employees separately or as
part of its total workforce.

Because some union contracts run for three years or more, compliance for union
employees should be delayed until a new contract is negotiated. because each union
contract is negotiated separately, there can be no guaranty of uniformity of benefits
or contributions.

7. DISTRICT OF COLUMBIA

Lastly, I would like to talk about a special problem with regard to the District of
Columbia and section 89. Up to and through September 30, 1997, District employees
enrolled in the federal health and life insurance programs. Employees first hired
after that date are covered by health and life insurance plans administered by the
District of Columbia. The District cannot test the employees covered in the federal
program which is administered by the United States Office of Personnel Manage-
ment. We would like to suggest that the Federal Government include District em-
ployees hired before October 1, 1987 in its testing of its own plans and the District
will test its own plans for employees hired on and after October 1, 1987.

If H.R. 1864 addresses the foregoing seven concerns of the state governments, we
believe that a fair and equitable law will result.

Our members have a commitment to sound financial planning for their states.
This includes a concern for their employees and the provision of equitable health
benefits. We u "ge the committee to provide additional relief to state and local gov-
ernments in th,. form of further simplification or exemption.

Thank you, Mr. Chairman. I would be happy to respond to questions.

STATEMENT OF THE NATIONAL CONSTRUCTORS ASSOCIATION

The National Constructors Association (NCA) appreciates the opportunity to ad-
dress the Finance Committee regarding a subject of great concern to its member-
ship, Section 89. The NCA is made up of many of the nation's largest firms engaged
in the design and construction of major commercial, industrial arid process facilities
worldwide. We initially would like to commend the Committee for its willingness to
address the difficulties and complexities within Section 89 to make it workable for
both the construction industry and the business community as a whole. The NCA
has two principal concerns about Section 89: the treatment of multiemployer plans
and the nondiscrimination rules.

1. WHAT ARE MULTIEMPLOYRR PLANS?

Multiemployer benefit plans differ from single-employer benefit plans in the way
that they are funded and administered. Under a multiemployer plan, two or more
employers contribute to a pooled fund on behalf of that part of their workforce cov-
ered by a particular contract agreed to through the collective bargaining process.
The benefits purchased from the fund are selected and administered, not by the em-
ployers, but by independent trustees.
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Multiemployer plans are common in certain labor-intensive industries, such as
the construction industry. The practice in the construction industry is for employers
to request workers through union hiring halls. These workers typically work for
many different contractors during the year, often for short periods, and may work
for the same contractor several times in the same year. Each contractor keeps pay
records only for the periods of employment with that contractor. Pursuant to collec-
tive bargaining agreements, these employees may receive medical insurance, life in-
surance, and other benefits through a multiemployer plan.

Under a multiemployer plan, each employer is obligated by a collective bargain-
ing agreement to contribute a fixed dollar-and-cents amount per hour worked. The
employers' contributions are pooled and used by the multiemployer plan trustees to
purchase medical insurance and other benefits for the covered employees. Typically,
employees are not required to contribute to multiemployer plans. Ordinarily, the
contractors and unions do not negotiate the type or amounts of benefits that will be
provided. Individual contributing employers exercise no control over multiemployer
plan benefit design, such as the division of funds between health and other benefits
and the different options within each benefit plan. The trustees are appointed by
labor and by management, are independent fiduciaries and do not take instructions
from the employers. The trustees select insurance carriers and the types and
amounts of coverage provided and can change coverage without the employers'
knowledge. Employers are generally unaware of the details of the insurance cover-
age provided or how the payments are allocated between health insurance, life in-
surance and other benefits. Further, multiemployer plans are subject to the Taft-
Hartley Act and to regulation by the Department of Labor.

2. TREATMENT OF MULTIEMPLOYER PLANS UNDER SECTION 89

The rules of Section 89 do not work well when applied to multiemployer plans.
Employers should not be held responsible in particular for meeting the 'qualifica-
tion" requirements relating to the form of pian documents, notification to employ-
ees, enforceability of benefits, indefinite maintenance, etc. Generally, the multiem-
ployer plan trustees, who control and administer the benefits, are in a position to
see that these requirements are satisfied. Employers simply lack control over plan
design and administration of multiemployer plans.

Section 89 requires that a substantial amount of information has to be collected in
order to avoid tax penalties. To prove that its plans satisfy the nondiscrimination
requirements, an employer would have to determine which employees are highly
compensated. The employer would also have to determine the type of health bene-
fits (core coverage, family coverage, etc.) received by each employee, and the value
of each type of health coverage.

Multiemployer plans, particularly in the construction industry, cover employees
who may work for many different employers during a single year. Neither the plan
trustees nor any one of the employers know an employee's total compensation for
the entire year. Presumably, determination of whether an employee is highly com-
pensated is based only upon the wages paid by the particular employer. See I.R.C.
414(q). If this interpretation should not be correct, and an employee's compensation
from all of his different employers must be considered, neither the employer nor the
trustees could comply with the statute.

Employers also do not know how much of their contribution to a multiemployer
plan will apply to each of the benefits subject to testing. Although Section 89 allows
an employer to treat the actual contribution to a muliemployer plan as the "em-
ployer-provided benefit," there are troublesome exceptions that could allow this rule
to be undermined. Moreover, the employer would still have to calculate the alloca-
tion of the contribution among different types of benefits, which requires informa-
tion that the employer does not possess.

3. THE NONDISCRIMINATION RULES UNDER SECTION 89

Under Section 89, employees who normally work less than 17 hours per week
are excluded from consideration. 17 hours per week is not a realistic measure of
part-time employment in most industries. 25-30 hours per week would better reflect
industry practice. Moreover, it is not clear whether this rule excludes all employees
who work an average of less than 17 hours per week or only those who work less
than 17 hours. "Casual" employees may work more than 17 hours per week
during some weeks but few or no hours during other weeks. Unless part-time em-
ployees are excluded on the basis of average hours worked, no part-time rule will
adequately address the problem of casual employees.
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In reality, the 90 percent eligibility test is not a nodhcrimination requirement.
Nondiscrimination should not mean that a specified percentage ot employees must
be eligible, but only that the percentage of highly compensated employees who are
eligible must not be substantially greater than the percentage of rank-and-file em-
ployees who are eligible. As applied to a qualified savings plan, for example, the
pension plan rules presently require only that the percentage of rank-and-file em.
ployees who are eligible be at least 70 percent of the percentage of highly compen-
sated employees who are eligible. A savings plan for which 70 percent of rank-and-
file employees were eligible would automatically qualify. Moving the Section 89
rules towards the qualified plan model would provide adequately for nondiscrimina-
tion without, in effect, mandating universal coverage.

The legislation introduced in the House of Representatives, H.R. 1864, would in-
troduce a ceiling on employee contributions as a test of nondiscrimination. Inprinci-
pIe, the NCA has no objection to such a test, provided that this test would truly
replace most of the onerous percentage tests that apply under current law and pro-
vided that the ceiling is properly indexed. The House legislation falls short by pre-
serving the 90% test and in using an inadequate inflation index.

4. RECOMMENDATIONS

Multiemployer benefit plans collectively bargained in good faith should be ex-
cluded from both the nondiscrimination and qualification rules of Section 89.

The definition of part-time employees should be changed from 17 1/2 hours per
week and should be clarified to include any employee who works an average of 25
hours or less per week dui ing the testing year.

The 90 percent eligibility requirement should be reduced to 70 percent and/or the
eligibility requirement should be satisfied by any employer that provides core
health coverage to comparable percentages of highly compensated and rank-and-file
employees.

Any ceiling on employee contributions to qualified core health plans should be
tied to an index that realistically represents increases in the cost of health coverage.
We advocate using the increase based on a reasonable percentage of insurance pre-
miums as a good index. In addition, we recommend that the law make clear that
contributions to pay for coverage that must be offered to comply with the health
care continuation coverage requirements of COBRA should be disregarded for thisputpbe

Tee NCA appreciates this opportunity to address the Committee regarding its

concerns about Section 89.

STATEMENT OF THE NATIONAL CONVENIENCE STORES, INC.

(Submitted by V.H. Van Horn, President and Chief Executive Officer)

Mr. Chairman and members of the Committee, I am Pete Van Horn, President
and CEO of National Convenience Stores, Inc., based in Houston, Texas. I am here
today not only on behalf of my company, which employs over 8,000 workers in the
state of Texas, but also on behalf of the National Association of Convenience Stores,
of which I am a former chairman of the Board. NACS is a trade association repre-
senting 2300 companies operating 54,000 convenience stores and providing over half
a million jobs.

Although NACS represents convenience store companies of all sizes, I'd like to
take a few moments to profile the typical NACS member. According to a 1987
survey, 60 percent of NACS retail members are companies with 10 or fewer stores.
Those companies own an average of just over four stores and employ an average of
approximately 30 employees.

Fully 88 per cent of NACS retail members are companies with fewer than 50
stores. Those companies own an average of roughly 10 stores and employ on the av-
erage fewer than 100 employees.

Given those numbers, I feel secure in saying that few, if any, industries have felt
the impact of Section 89 as harshly as the convenience store industry since the law
took ef on January 1. On behalf of the industry, I want to thank you for holding
these hearings, and we hope the Committee recognizes that changes in Section 89
are imperative.

The purpose behind the law was, as NACS understands it, in two parts. Congress
believed that the bill would encourage employers to extend their health and life in-
surance benefit plans to more employees and not limit coverage to higher-income
workers. The bill also had a revenue-generating purpose, as tax revenue would be
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generated from discriminatory benefit plans as well as from plans that do not meet
the new qualification rules for tax-free status.

After fewer than five months of operating under the law it is not clear that it
effectively serves either purp . Indeed, NACS believes that the two goals were
mutually exclusive from the beginning. If the law succeeds in inducing employers to
offer benefits to more employees, benefit plans will become non-discriminatory and
will generate no revenues for the federal treasury. On the other hand, if employers
continue to eliminate benefit plans entirely to avoid the costs and uncertainty of
discrimination testing, tax revenue will increase, but so will the number of unin-
sured Americans.

The convenience store industry is concerned over aspects of both the nondiscrim-
ination tests and the qualification rules of Section 89. Although there seems to be
broad support for changing the discrimination testing, we are concerned that the
qualification rules will be left alone. We echo the comments of many other business
groups that have objected to Section 89, and we would like to explain the effects of
the law on our industry.

The convenience store industry does not operate on a high profit margin. Any
added costs of doing business are either passed on to the consumer or, if absorbed by
a company, result in the elimination of unprofitable stores and the jobs they cre-
ated.

Section 89 imposes substantial costs on the convenience store industry. Simply de-
termining whether a covered benefit plan discriminates in favor of highly-compen-
sated employees can cost even a small company $10,000 or more That cost will be
duplicated for each separate plan a company offers. As the law says that even a
slight difference in benefits provided under a plan can have the effect of treating
one plan as two or more, the costs imposed by Section 89 on small companies are far
more disproportionate to the purposes it serves. Many smaller companies will not be
able to survive the costs imposed by the law.

It is obvious from my opening remarks concerning the size of the average conven-
ience store company that NACS is concerned as an association about the impact of
Section 89 on small businesses. We do not believe, though, that.the unfairness of the
law is limited to smaller companies. Large convenience store chains also are affect-
ed by Section 89 in ways that hurt their ability to complete in the marketplace.
Larger companies have more employees and may offer a greater variety of benefits
than small companies. As a result, their costs of discrimination testing are magni-
fied.

In addition, many convenience store chains operate in more than one state or
more than one geographic region. Section 89's penalties for not offering comparable
benefits to lower and higher income employees fails to take into account regional
difference in costs of living and other economic considerations. In order to compete
for workers in some parts of the country, a chain may have to offer costly fringe
benefits to prospective employees. Penalizing the same chain for not offering simil 4
benefits to workers in other parts of the country where competition for workers is
not as high, while not penalizing local food retailers which idso may not offer any
benefits, can pose an almost insurmountable competitive disadvantage on the larger
chain. The result would be to force the larger chain out of some markets and to
eliminate jobs from economically disadvantaged regions.

Other federal laws allow for regional differences in compensation. The Davis-
Bacon Act, for example, requires federal construction contractors to pay their em-
ployees no less than the wages that are prevailing for similar work in the same
'city, thwn, village, or other subdivision" in which the work is to be performed.

Similarly, the Walsh-Healey Government Contracts Act and the Service Contract
Act require other federal contractors to pay employees no less than the wages that
are prevailing for similar work in the same "locality." The failure to take that into
account in Section 89 imposes substantial hardships on large chains and their em-
ployees.

The most devastating impact of Section 89 has been the decision of many compa-
nies to discontinue their employee benefit programs entirely rather than face the
uncertainty and potentially disastrous tax liabilities of the law. Obviously, this ap-
proach takes benefits away from lower income employees who may not be able to
afford to buy their own, and defeats one of the purposes of the law. Further, there is
no guarantee that even higher-paid workers will use the additional income to pur-
chase health insurance. The result will surely be an increase in the number of unin-
sured Americans.

The only way to resolve completely the problems created by Section 89 is to
repeal it in its entirety and start on a clean slate. Section 89 has so many funda-
mental complexities and inequalities that any effort to amend it short of a complete
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repeal would be meaningless and would only add to, rather than subtract from, the
severe problems it. creates. NACS favors a complete repeal of Section 89, and would
be willing to work with Congress to develop a workable alternative.

The qualification rules, although not as complex as the non-discrimination rules,
are probably more inequitable. The effect of those rules is to tax all benefits re-
ceived by even low income employees through no fault of their own if their employ-
e," made a mistake in implementing the plan. A failure to comply with the qualifica-
t:jn rules will result in the taxation of all benefits received under the plan. An em-
ployee earning $13,000 per year at a company which provides benefits to lower-paid
wo kers may find that every dollar received in benefits is taxable income. The Inter-
ral Revenue Service regulations establish limits, based on income, that any individ-
ual will be required to include in taxable income, but those limits appear nowhere
in the statute. NACS believes that the qualification rules are too harsh, too burden-
some, and unnecessary to serve the law's purposes.

The bills introduced to date in the Senate to amend Section 89 fall far short of
roviding the necessary relief from the burdens imposed by the law. Both of those
ills-S. 595 and S. 654-leave intact the vast majority of Section 89 and merely

carve out minor changes in its provisions. H.R. 1682 also proposes only minor
changes in Section 89.

Short of a complete repeal, NACS must agree with the approach taken by Mr.
Rostenkowski in the House. His bill, H.R. 1864, proposes to rewrite completely the
discrimination provisions of Section 89. Although NACS does not agree with the
provisions in Chairman Rostenkowski's bill imposing an excise tax on employers for
plans that fail to satisfy the qualification rules, and although NACS would like the
opportunity to work with the Congress in developing the final bill, NACS is in
agreement that a total revision of the discrimination rules is necessary to make the
law workable and less burdensome on employers. If that is done, NAGS believes Sec-
tion 89 will no longer indtice employers to discontinue health benefits in favor of
higher salaries for high income employees, and will achieve some of the purposes of
the original bill without imposing undue costs on employers.

Thank you, Mr. Chairman and members of the Committee.

STATiEMxNT OF THE NATIONAL COORDINATING COMMITrIF FOR MULTIgMPLOYRR PLANS

(Submitted by Robert A. Georgine, Chairman)

My name is Robert A. Georgine and I am testifying in my capacity as Chairman
of the National Coordinating Committee for Multiemployer Plans.

The Coordinating Committee was organized shortly after the passage of ERISA in
1974, to represent the interests of the more than nine million working men and
women, and their families, who are covered by multiemployer plans. The Commit-
tee's affiliates include more than 190 pension funds, health and welfare funds, and
related international unions.

We support the approach of H.R. 1864 ("Bill"), which is being considered in the
House, to simplify the extraordinarily complex nondiscrimination rules applicable
to employee welfare benefit plans under section 89 of the Internal Revenue Code. If
interpreted and implemented in an appropriate and workable fashion, this Bill
would vastly simplify the testing burdens imposed on most employers contributing
to multiemployer plans. However, if interpreted or implemented without due regard
to the unique nature and circumstances of multiemployer plans, the Bill could
impose insurmountable burdens on multiemployer plans and be completely unwork-
able. Thus, the primary purpose of my testimony is to describe the unique nature of
multiemployer plans and the interpretation of the Bill that is most appropriate and
workable for such plans.

In addition, I would like to point out that, under current law, employers test the
coverage they provide to members of a collective bargaining unit and the coverage
they provide to other employees together. In some cases, the result is that the cover-
age an employer provides under a multiemployer plan helps the employer to satisfy
the Code section 89 requirements with respect to other, nonmultiemployer plans.
We suggest that you give consideration to permitting employers to elect to test their
collective bargaining unit members and their other employees together for this pur-
pose. However, the increased burdens of such combined testing should not be im-
posed on errol.yers that do not elect it.

Finally, I 'vil suggest a few technical changes to make the section 89 rules more
workable fcr multiemployer plans.
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I. rHE UNIQUE NATURE OF MULTIEMPLOYER PLANS

One of the things that makes multiemployer plan coverage unique from a section
89 perspective is the independence of the plan from any particular contributing em-
ployer. The plan's trustees design and administer all aspects of the benefit program.
They set the eligibility rules, determine the specifics of coverage (covered services,
coverage limits, etc.), decide whether the plan is to be insured or self-insured, etc.
The plan may have hundreds of contributing employers. Some plans have contribut-
ing employers numbering in the thousands. A contributing employer typically does
little more than send in its periodic contributions with whatever backup informa-
tion is required to enable the plan to identify the employees to whom the contribu-
tions relate.

Employers, other than those on the boards of trustees, typically are not well in-
formed about the details of the coverage provided under the multiemployer plans to
which they contribute. Many of them may be contributing under agreements pro-
duced through collective bargaining in which the individual companies did not par-
ticipate, because it was handled on their behalf by employer associations. Employers
ordinarily do not have sufficient information to value the coverage provided to their
employees for purposes of the section 89 nondiscrimination tests.

Another distinguishing characteristic of most multiemployer plans is the mobility
of the employees they cover. Often their participants will only work for a brief
period for any one contributing employer, though they are working continually in
the industry during the year. For example, a construction worker may work for var-
ious contractors during a month, moving from one to another as he completes the
specific job for which he was hired on each project. Many of these employees would
never qualify for health coverage from any one employer. The multiemployer plan
adds up their short periods of service with each employer and gives them coverage
based on the aggregate.

Multiemployer plans are, by definition, maintained pursuant to collective bargain-
ing agreements. The overwhelming majority of their participants are union-repre-
sented rank-and-file workers. Typically, only a smali proportion-if any-of these
workers are highly compensated employees. The plans provide uniform beneTits in
relation to contributions,' are virtually always noncontributory (100% employer-
paid), and rarely, if ever, offer individual employees different coverage options
(other than an HMO option).

Multiemployer plans do not have and ordinarily cannot get information about
their contributing employers and their workforces necessary to test for compliance
with Code section 89. The plans do not have information on the management struc-
tures of contributing employers or on the salaries and pay scales of employees, in-
cluding employees who are not covered under the plan. In addition, they do not
have information about leasing or affiliated service group arrangements in which
contributing employers may be involved They therefore cannot determine which, if
any, covered or noncovered employees of those employers are highly compensated.

Contributing employers would be extremely resistant to providing this informa-
tion to the plans, the boards of trustees of which are required by law to be made up
50 percent of union representatives and 50 percent of employer representatives who,
in most cases, are highly placed in the management of competitors of contributing
employers. Fui other, as a practical matter, it would be impossible to compile and
process this information for the hundreds of contributing employers that participate
in the typical multiemployer plan.

Plans also do not have information about other plans maintained by contributing
employers. Thus, they cannot determine whether those other plans cover individ-
uals who would otherwise be excludable for purposes of section 89 testing. Such cov-
erage would prevent similarly situated employees in a bargaining unit covered
under a multiemployer plan from being excludable. Similarly, contributing employ-
ers would have no knowledge of or control oser the plan's eligibility rules.

In addition, multiemployer plans have a fixed income. In the section 89 context,
this is significant both from the employers' and the plans' perspectives. These plans
are funded based on contribution rates fixed in collective bargaining agreements,
which typically require employers to contribute a set amount based on some meas-

I Some plans, particularly regional or national plans, offer different benefit packages For dif-
ferent rates of employer contributions. The choice is not made by individual em ployees, but by
the various employers and unions through bargaining. Thus, for instance, if one group negoti-
ates a $0.75 per hour contribution, that might entitle the employees of that emp'oyer to benefit
plan A, while a $1.00 per hour contribution rate would make them eligible for the more gener-
ous benefit plan B.
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ure of the activity of covered employees. The standard, for example, is a require-
ment of $x per hour worked by an employee covered by the bargaining agreement.
Those contributions are payable, typically, on all employees in the bargaining unit
without regard to their coverage under the plan (This contrasts with an insured
single employer health plan, where the employer does not pay premiums on behalf
of an employee until the employee is covered. Of course, in a self-funded single em-
ployer plan, employer contributions are generally made as covered employees incur
claims.) On the other hand, because of multiemployer eligibility rules, coverage is
provided under the plan for some people for whom employers make no contribu-
tions.

From the plan's point of view, it is important that the employers only contribute
what the collective bargaining agreements require them to, even if it turns out that
the plan actually needs more. If the information that employers need for section 89
compliance is difficult and expensive for plans to develop, it could create real hard-
ships for plans to provide it. Even if plans had the capability of assembling section
8S data, some may not be able to afford it without cutting the level of coverage.

1i. A WORKABLE SEPARATE TESTING RULE

We support the approach taken in the Bill, to provide for separate testing of bar-
gaining units. The current law nondiscrimination rules make a dramatic departure
from established policy, in that they require employers to count the benefits provid-
ed to union-represented workers through multiemployer plans in testing whether
their other benefits are discriminatory. The NCCMP believes this approach is wrong
as a matter of principle. We believe employers and unions should be free to bargain
in good faith on behalf of one group of employees without affecting the pay or bene-
fits of others working for the company.

A. Multiemployer Plan Valuation Rules
We are also encouraged to see that the Bill includes the special rule of current

law permitting an employer to treat the contributions it makes to a multiemployer
plan on behalf of an employee as the employer-provided benefit of such employee
under the plan. As we understand it, an employer would be treated as providing
coverage to (and only to) the employees with respect to whom it actually made con-
tributions. The value of that coverage for a testing year would be the hourly rate of
the contributions paid on the testing day, computed on an annualized basis. Multi-
employer plan participants with respect to whom an employer does not make contri-
butions are treated as not covered. These include, for example, retirees and former
employees.

This rule is crucial to workable section 89 testing of multiemployer plan benefits.
As discussed above, the plans and the contributing employers are completely inde-
pendent of one another. Typically, an employer's involvement with a multiemployer
plan begins and ends with the periodic payment of the contributions required by the
collective bargaining agreement. The plans' labor-management boards of trustees es-
tablish the plan of benefits. They determine eligibility and coverage rules, financing,
etc. Most employers, other than those on the boards of trustees, are not well in-
formed about the details of the specific benefits the multiemployer plans provide, or
even which of the employees v ith respect to whom they contribute are actually cov-
ered under the plan. Indeed, they would have no need for that specific information
in running their business.

An employer that is aware of all of the details of the specific coverage rules and
benefits of a multiemployer plan to which it contributes would still be unable to
determine which of the employees with respect to whom it contributes are actually
covered. This is because, as discussed above, coverage under a multiemployer plan
depends on service with all employers contributing to the plan. The specific employ-
er for which an employee is working at the moment will not have information about
that employee's service with other employers. Further, in many multiemployer
plans, there are "hours banks" that permit employees who have had more hours
than necessary for coverage during one period to push some of those hours forward
to obtain coverage in a subsequent period during which the employee would other-
wise not be covered. Again, an employee's current employer would not necessarily
be aware of that employee's past service for another contributing employer that can
be used for this purpose.

The special multiemployer plan rule permits employers to test for section 89 com-
pliance based on information they have available. The only information a typical
employer has is the contribution he makes per employee. It is therefore appropriate
to permit such employers to test on this basis. In addition to being a workable solu-

20-998 - 90 - 9
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tion, such testing, in the typical multiemployer plan, provides a good approximation
of the results that would be obtained if actual coverage were tested.

B. Applwation of the Multierployer Plan Valuation Rule to the Bill's Tests
We urge you to retain the multiemployer plan valuation rule discus.,d above for

purposes of any revised section 89 rules. In particular, in the context of a separate
testing approach such as that that would be provided under the Bill, we urge you to
provide that this special rule would be applied as follows. (The following example is
based on the nondiscrimination test set forth in the Bill, but could be adapted to
whatever nondiscrimination test the Senate develops.)

1. Employer-Based Testing
Firmt, and most importantly, the responsibility to test for compliance with the

nondis crimination requirements of section 89 should rr-ain with each individual
employer contributing to a multiemployer plan. As discussed above, plans do not
have, and ordinarily cannot get, information relating to management and salary
structure of employers, employees not covered by the multiemployer plan, and other
plans naintained by employers, all of which is crucial to section 89 testing.

On the other hand, only the employers have access to information necessary to
determine which, if any, of their employees are highly compensated. Contributing
employers have information about the other plans they maintain. They will prepare
the Forms W-2 for their employees and are therefore the appropriate parties to de-
termine section 89 compliance and, if necessary, to include additionalamounts in
employee income tor purposes of FICA and federal income tax. Finally, thanks to
the multiemployer plan valuation rules described above, the employers have infor-
mation, in the form of required contributions, necessary to value the coverage pro-
vided under multi!mployer plans to which they contribute.

2. The Testing Process
a. A Bargaining Unit That Includes No Highly Compensated Employees Should

Automatically Pass the Tests.-Each employer would proceed to test as follows: The
ernployer would determine, based only on compensation paid by that employer
(without reference to compensation paid to any of its employees during the year by
any other employer, regardless of whether or not such other employer contributes
to the same plan), which of its employees in a particular collective bargaining unit
are highly compensated. If there are no highly compensated employees in the collec-
tive bargaining unit being tested, the section 89 requirements should be satisfied
with respect to that bargaining unit.

b. Bargaining Units Including Highly Compensated Employees.-If there are one
or more highly compensated employees in the collective bargaining unit, the em-
ployer will then have to pass the following three tests.

(1) The employer is required to make contributions for at least 90 percent of the
nonhighly compensated employees in the collective bargaining unit, other than ex-
cludable employees.

(a) For this purpose, the determination of which employees are excludable
should be made separately for different bargaining units and for the nonbar-
gained group. Thus, for example, the fact that a multiemployer plan has no
minimum service requirement should not affect the excludability of short serv-
ice employees under other plans maintained by the employer and vice versa.
Under current law, multiemployer plan eligibility rules do no affect employers'
exclusions. It should be made clear that separate testing for union-represented
employees under H.R. 1864 leads to the same result.

(b) In addition, for this purpose, a determination of whether an individual is
excludable as a part-time worker should be made on the basis of annualized
hours or other equivalences. Thus, for example, if an employee did not have
thirteen hundred hours of service (25 hours times 52 weeks per year) during a
testing year, that employee would be excludable as a part-time worker. If plan
eligibility is measured on a monthly basis, 100 hours would be the equivalent
exclusion threshold.

(2) The plan does not req uire either pre- or post-tax employee contributions above
the levels specified in the Bill for any active employees (excluding contributions for
COBRA coverage). An employer should be deemed to satisfy this requirement if it
obtains written assurance from the plan that no such contributions are required.
We note that it would be useful to make it clear, in legislative history or statutory
language, that COBRA contributions are not relevant.

(3) The employer must not pay an hourly contribution rate for any highly com-
pensated employee in the collective bargaining unit that is more than 133 percent of
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the highest contribution rate paid by the employer for 90 percent of the nonhighly
compensated employees in the collective bargaining unit

Note that the special rules for muitiemployer plans discussed above require the
employer contributions to be adjusted, for purposes of section 89 testing, if the allo-
cation of plan benefits between highly compensated employees and other employees
under a multiemployer plan varies materially from the allocation of employer con-
tributions to such plan. This adjustment will provide a basis for necessary adjust-
ments for entertainment and a few other industries where employer contributionsare set at a percentage of pay, rather than on a cents-per-hour or similar basis, but
coverage is nevertheless uniform. Thus, in these, few special situations, employer
contributions provide a grossly exaggerated estimate of the value of coverage provid-
ed to highly compensated employees.

If the contributions the employer makes with respect to employees in a collective
bargaining unit pass all three of the tests described above, no additional amount
will be included in the income of any highly compensated employee of the employer.

We believe that, if interpreted and implemented as described above, the Bill
would provide appropriate and workable rules for testing coverage under multiem-
ployer plans for compliance with section 89. We are confident that virtually all mul-
tiemployer plan coverage will comply with the new rules on this basis. The prob-
lems our plans have had with the section 89 rules do not arise due to any discrimi-
nation or abuse within the plans. These plans are not discriminatory. The vast ma-
jority of their participants are rank-and-file union workers, who are not highly com-
pensated and the benefits for those in each bargaining unit are uniform. The prob-
lem, instead, has been the enormous, and, in some cases, virtually impossible,
burden of testing this coverage to prove that it is, in fact, nondiscriminatory.

.I. Definition of "Professionals"
Under the Bill, the special multiemployer plan valuation rule described above

would not apply to any employer maintaining a multiemployer plan "if such em-
ployer makes contributions to such plan on behalf of any individual perfr rming
services in the field of health, law, engineering, architecture, accounting, actuarial
science, financial services, or consulting or in such other fields as the secretary may
prescribe." Similarly, separate testing of bargaining units would not apply to a bar-
gaining unit more than a de minimis number of the employees in which "perform
services in the field of health, law, engineering, architecture, accounting, actuarial
science, financial services, or consulting or in such other fields as th.' secretary may
prescribe."

This language, however, could be construed to include a far broader group of indi-
viduals tha,,-i the professionals it is intended to define. For example, orderlies, nurs-
ing assistants, and other nonhighly paid individuals perform services in the health
field. Unions, plans, and some contributing employers may employ staff attorneys
who are not highly paid, but who perform services in the field of law.

Accordingly, we suggest that the intent of this provision would be better served if
the group were defined as follows:

"professional employees who on any day of the plan year perform profes-
sional services for the employer as a certified or other public accountant,
actuary, architect, attorney, chiropodist, chiropractor, investment banker,
medical doctor, dentist, optometrist, osteopath, podiatrist, engineer, psychol-
ogist, stockbroker, veterinarian or in such other professional capacity deter-
mined by the secretary."

Similar language has been proposed by the Department of the Treasury to imple-
ment nondiscrimination provisions for pension benefit plans.

In addition, we suggest that this group be limited to individuals who are highly
compensated within the meaning of Code section 414(q). This will achieve the de-
sired result of preventing discrimination in favor of highly paid professionals, while
making this needed relief available to other groups.

We also suggest that, for purposes of both the special multi mployer plan valu-
ation rule and the separatetesting rule, the "professional" rule be applied on a bar-
gaining agreement by bargaining agreement basis. Thus, the denial of the special
rule to a bargaining agreement that includes professionals would not preclude the
employer's use of the special rule with respect to other bargaining agreements cov-
ered under the same multiemployer plan, if such other agreements did not cover
professionals.

Finally, we suggest that, for purposes of both the special multiemployer plan eval-
uation rule and the separate testing rule, a two percent de minimis rule should
apply for purposes of the "profesmional" rules. Thus, if not more than two percent of
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the employees in a bargaining unit are "professionals," the bargaining unit should
be treated as not covering professionals and the special valuation and separate test-
ing rules should be available with respect to that unit. This is included in the Bill's
provision for separate testing for union- represented employees, and in proposed
Treasury regulations for pension plans.

Ill. ELECTIVE COMBINED TESTING

As not-ed above, we believe that separate testing of collective bargaining units is
appropriate, both because of the special c; nsiderations that apply to a collective bar-
gaining situation and because of the practical problems that arise in testing multi-
employer and single employer plan coverage on a combined basis.

Nevertheless, many employers provide substantial and valuable health coverage
to nonhighly compensated employees under multiemployer plans. It seems inequita-
ble to permit employers who provide valuable health coverage to their salaried non-
highly compensated employees in a nonbargained situation to take credit for that
coverage when testing the coverage they provide to their highly compensated em-
ployees, but to deny employers who provide coverage to their nonhighly compensat-
ed employees th:-ough the collective bargaining process the same opportunity.

In many, if not most, cases, this opportunity would not be available, as a practical
matter, to employers contributing to multiemployer plans, simply because the
burden of combined testing is too great. However, there may be some employers
that would find combined testing, using the multiemployer plan valuation rules de-
scribed above, reasonably workable, and that need to count this coverage to help
their other plans pass the nondiscrimination tests.

We, therefore support the position taken by other groups that such employers
shall be permitted (but not required) to elect to test their collective bargaining unit
employees and their other employees on a combined basis.

IV. QUALIFICATION REQUIREMENTS

We also urge you to consider exempting multiemployer plans from the qualifica-
tion requirements of Code section 89(k). In addition to ERISA, which provides most
of the same participant protections as section 89(k), all multiemployer plans ,must
meet comparable standards under section 302(cX5) of the Taft-Hartley Act.

These plans are required under the Taft-Hartley Act to be in writing. In addition,
under Taft-Hartley, there are protections to prevent the diversion of funds to pur-
poses other than the benefit of employees. These plans, by definition, are main-
tained pursuant to collective bargaining agreements, which are legally enforceable,
and employees may sue to enforce their Taft-Hartley protections directly. The min-
uscule percentage of employees covered under multiemployer plans who are not cov-
ered pursuant -.o collective bargaining agreements are covered pursuant to partici-
pation agreements, which are also legally enforceable. Collective bargaining agree-
ments typically run at least three and often more years. Thus, the plans to which
contributions are made pursuant to such agreements will be in effect for at least the
one year required to satisfy the permanence requirement of section 89(k). Finally,
these plans are subject to Title 1 of ERISA, which requires summary plan descrip-
tions and other types of notice to participants. The u,,ions, which bargain these
plans, are also anxious to make certain that the employees are aware of the benefits
that have been bargained.

The protections described above likely will not fit exactly all of the technical re-
quirements of Code section 89(k). However, raken together and added to ERISA,
they provide several layers of similar and adequate protections. It is therefore not
necessary to impose on multiemployer plans and the employers contributing to such
plans the burdens of compliance with Code section 89(k).

We therefore urge you to exempt multiemployer plans from the qualification re-
quirements. These requirements are largely redundant in the context of multiem-
ployer plans. which are subject to several other laws designed to achieve a similar
purpose. In addition, because of the unique nature of multiemployer plans, the rules
would be unworkable and would create inequitable and unnecessary burdens.

If you have any questions, or if we can be of further assistance, please call Vivian
H. Berzinski (872-8610) of our professional staff.
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STATEMENT OF THE Nxw YoRK STATE DEPARTMENT OF CIVIL SERVICE

iSUMITrrED BY WALTER D. BROADNAX, COMMISSIONERi

The New Yor-k State Department of Civil Service is the agency which has been
designated by Governor Mario Cuomo to lead the State's Section 89 compliance ac-
tivity. We want to make two major recommendations regarding Section 89: tha.t the
current statute be simplified; and that Congress rethink the appropriateness of ap-
plying laws of this type to public sector benefit programs in general, and especially
to those of New York State.

To assist in the State's compliance effort, we organized an inter-agency steering
committee, comprising representatives from the Governor's Office of Employee Rela-
tions, the State s Retirement System, the Comptroller's Office, and the Division of
the Budget. The Committee members have a high level of expertise both in benefits
administration and in compliance with legislative mandates. We sought guidance
from several independent consultants. Despite this array of expertise, we find that
we are still far from a clear understanding of many of the activities and issues we
must address in order to fully comply wit Section S9's current requirements. Even
with respect to those activities we have agreed are required by the statute, we find
that we are unsure that they can be accomplished in time to meet all the compli-
ance deadlines of' the current law even as recently extended. The one thing that is
clear, however, is that the application of mandates such as the nondiscrimination
tests of Section 89 to the benefit programs maintained within the public sector of
New York State seems unnecessary to the achievement of its stated objectives, and
excessively burdensome to the State's taxpayers, whose very interests the law pur-
ports to protect.

New York, as an employer, does not object in principle to the underlying premise
of Section 89. Clearly, the use by employers of tax-exempt benefit plans to provide
benefits which discriminate in favor of highly compensated employees is a public
policy issue that must be addressed. In this respect, Section 89 holds forth some
laudable objectives. It is also part of an understood social policy agenda which is
targeted at increasing the availability and access to a broader array of benefits for
all workers in this nation. Again, this objective is both acceptable and laudable.

Our concern is the work load and cost impact of this statute and regulatory action
by the Internal Revenue Service upon New York State and other publ emloyers.

The public sector benefit plans in New York State which must be tested under
this law have origins, design and ongoing oversight which are so different from pri-
vate sector benefits administration that the inequities meant to be eliminated by
Section 89 are consistently absent. The authority for our programs resides in public
statute and regulation. P1ans are developed through collective bargaining agree-
ments, then subjected to legislative scrutiny and oversight prior to implementation
under the laws of the State. Union representation throughout the public sector
work force in New York is greater than 90%. Collective bargaining agreements and
long-established administrative policy uniformly require full disclosure statements
and plan descriptions similar to those mandated by the Section 89 qualification
standards.

The concept of discrimination, wherein benefits are accorded to highly compensat-
ed employees on a different eligibility basis or contribution level than to nonhighly
compensated employees is foreign to public sector plans; everyone from the Gover-
nor to the entry level clerical assistant is covered by the same eligibility re uire-
ments and contribution formulae. Therefore, to subject public sector employers ben-
efit plans to criteria and testing intended to identify benefit disparities among pri-
vate sector employers, is an unnecessary and extremely expensive administrative
exercise.

Furthermore, it is unclear how some of the terms and conditions in Section 89
language apply to the public sector. For example, the concept of "a line of business"
has been understood by private employers as they work within the framework of
rules, regulations, reporting requirements, etc., but it does not have any clear, gen-
erally accepted meaning in State government. Each New York State agency, such as
the Department of Correctional Services, the Department of Health, the Depart-
ment of Motor Vehicles, has a separate and distinct mission. Do we treat each State
agency, with its separate mission, as a separate line of business? Must we then have
separate qualifying plans and discrimination testing for State employees in each of
these "separate lines of business?"

We are also concerned by the lack of clear definition of the term "employer" as it
applies in the public sector. In addition to distinct executive operating agencies,
there are three separate branches of State government. What criteria should be ap-
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plied to establish the parameters of the State's "employer" status? These are but
two examples of the kind of clarifying questions that the public sector needs ad-
dressed under Section 89.

Des pite all of the preceding, New York State has begun the task of qualifying
State benefit plans within the special context of Section 89. We support the qualifi-
cation standards of Section 89 as worthwhile, as evidenced by the fact that they
closely resemble many of our existing standards. But for an employer as large and
con pex as New York State, the task is formidable.

Health plans centrally administered by the Department of Civil Service currently
cover some 320,000 employees and retirees of State government and more than
700,000 of their dependents. In addition to the health plans, of which there are 30
currently offered, we also administer various separate dental, vision, hearing and
life insurance plans, all with different participant demographics. Once the data
about the plans is merged, most of them can be qualified with reasonable effort
through reference to, and incorporation of, existing documents.

In addition to these centrally administered plans, however, there are numerous
other localized benefit plans available to State employees, and also many union ben-
efit fund-administered plans, which are supported by employer monies allocated
through collective bargaining. It is unclear to us which, if any, of these plans must
be qualified and tested under Section 89. It is unclear whether, or why, we are re-
sponsible for the work, especially with regard to the union-administered benefit
funds over which the State has no administrative control whatsoever. The Depart-
ment-administered indemnity health insurance plan is also available on an optional
basis to employees of local governments. Some 175,000 employees of about 900 sepa-
rate local government employers are currently enrolled, but it is unclear what
impact local administration of our plan might have on the State's compliance activi-
ties.

Although the State maintains detailed data about its benefits plans and much of
this data can be used to meet the intent of the statute, to fully comply with exact
Section 89 requirements, we must aggregate this data from disparate sources and
from all of our employment sites, compile all plans in a different written format,
and then test first for qualification and then for discrimination. These start-up
tasks, including the ongoing maintenance of compliance documentation, are very
substantial and will be costly for this government, as well as for the towns, villages
and school districts, which, although participating in our health plan, must conduct
separate testing specific to their own work forces.

By the first deadline under the statute, modified by IRS to October 1, 1989, New
York must, as an employer, provide notice in accordance with the law to all of its
employees of all qualified plans. The compilation of data and the production of the
materials necessary to produce written notices which conform exactly to Section 89
specifications and distribute such notices to more than 300,000 employees is, in and
of itself, an extremely costly effort. Besides being largely duplicative of existing no-
tices, it may simply be impossible to achieve by October I. Admittedly, the statute
provides for a good faith effort, but this government does not wish to find itself in
noncompliance with a federal statute, especially one with such onerous and far-
reaching financial penalties for both the State and its employees.

Once beyond the qualification requirements, we believe the very technical nature
of the nondiscrimination testing of the current law, coupled with the complexities of
the regulations recently issued by the IRS, has virtually no applicability to public
sector benefit plans in New York State.

We support current proposals to simplify the discrimination tests. But compliance
with even these simplified requirements will necessitate expenditure of taxpayer
monies by both State and local government entities to verify what is already implic-
it in the nature of our benefit plans since existing laws and government practice
involving public employers and employees in New York State do not allow discrimi-
nation in favor of highly compensated employees.

The cost to compile a substantial amount of data, to develop entirely new commu-
nication channels to all of our employees, and to design complex new and ongoing
reporting and data collections systems will not translate into improved benefits for
State and local government employees, nor will it result in new revenue for the Fed-
eral gov,-rnment. Rather, it will substantially increase our administrative expenses
which wil, result in ultimately producing higher premium costs to be paid by public
employees and public employers, all of which translates into substantial new ex-
penses for the taxpayers of New York State.

Unlike private business, we are not able to pass the cost of compliance on to a
separate cohort called "customers." Our "customers" are also our employers, and
yours-the taxpayers of this State and country.
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Nor does New York State have the "avoidance" option afforded to the private
sector by Section 89 which is to simply report benefits as taxable income. Private
sector employers who choose this route typically increase overall compensation to
employees to make good the extra tax burden which falls on them. In the public
sector, "compensation" is established by collective bargaining and legislative action.
We must protest Federal actions which could interfere with or influence this State
prerogative.

To summarize, we offer three recommendations.
First, and emphatically, simplify the current discrimination testing requirements.

The simplification tests of Representative Rostenkowski's April 13 Congressional
bill seem eminently more reasonable and meaningful to achieving the stated goals
of Section 89, although even that proposal has shortcomings which we have com-
mented upon to the House Ways and Means Committee.

Second, extend the compliance deadlines to give IRS a chance to provide meaning-
ful guidance, especially to the public sector, and to give employees the opportunity
to achieve meaningful compliance.

Third, exempt public sector employers such as New York State from Section 89,
and from future legislation dealing with employee benefits, because we do not re-
ceive any tax advantages from providing employee benefits, and because we already.
have elaborate mechanisms to prevent the creation of discriminatory benefit plans.

Thank you for your thoughtful consideration of this matter. We are available to
assist you in any way we can to better understand the problems this legislation cre-
ates for New York State and other public employers within our jurisdiction. You
can truly assist us by taking appropriate congressional action.

POTOMAC ELECTRIc POWER COMPANY

Washington, DC., May31, 1989.
Senator LLOYD BENTSEN,
Chairman, Senate Finance Committee,
US. Senate,
Washington, DC.

"- : Proposed Legislation to Simplify Section 89
Dear Mr. Chairman: Potomac Electric Power Company (Pepco) provides retail

electric service to 1.8 million people in a 640 square-mile service territory in the
Washington, D.C. metropolitan area, including the District of Columbia and major
portions of Montgomery and Prince Georges's counties in Maryland. As a provider
of health and welfare benefits to over 5,400 employees, we are very interested in the
Senate Finance Committee's current efforts to make the Section 89 nondiscrimina-
tion rules more efficient and workable. In this regard, we respectfully submit the
following comments relating to proposed Section 89 legislation.

TESTS SHOULD BE BASED ON AVAILABILITY

The fundamental intent of Section 89 was to ensure consistent and fair availabil-
ity of health and welfare benefits to all employees. Pepco, like most electric utility
companies, complies with this intent by making its health programs available to all
employees on an equitable and affordable basis. While the freedom of choice inher-
ent in such plans precludes discrimination, it also eliminates the employer's ability
to control benefits utilized by either highly compensated or rank-and-file employees.
Thus, such a plan could conceivably fail a utilization-based discrimination test. We,
therefore, strongly recommend that the Section 89 nondiscrimination tests be based
on the availability of benefits to employees rather than on the benefits actually uti-
lized by employees since the latter test may not fairly determine discrimination in
situations where all benefits are available to all employees.

LEASED EMPLOYEE S SHOULD BE TESTED AT THE LEASING ORGANIZATION LEVEL

The current Section 89 requirement that recipient organizations include leased
employees in their nondiscrimination testing requires the collection of considerable
data on such employees which is not currently available and creates an onerous ad-
ministrative burden. In situations where the leasing organization provides bona fide
benefits to the employee, these requirements are unnecessary to achieve the goal of
the nondiscrimination provisions. We recommend that leased employees be excluded
from the recipient organization's testing if such leased employees are offered afford-
able core health care benefits by the leasing organization. Accordingly, nondiscrim-
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ination testing of such benefits should occur at the leasing organization level based
upon the health and welfare benefits available at such entity.

The Section 89 Simplification Act, H.R. 1864, currently under consideration in the
U.S. House of Representatives provides a safe harbor with respect to certain leased
employees if such employees do not make up 20% of the employer's workforce.
Should the Senate adopt similar provisions, we strongly recommend that the 20%
restriction be eliminated and that such legislation provide a reasonable period of
transition to allow employers an adequate period of time to modify existing contrac-
tual arrangements. The elements of such transition period would include, in our
view, the following:

(1) An overall moratorium on the application of the leased employee rules to
Section 89 for the year 1989.

(2) The application of the leased employee rules to Section 89 for the year
1990 based upon the availability of a core health plan, whether or not such plan
meets any qualification rules for maximum employee contributions.

(3) New leased employee rules would be fully effective in year 1991.

DEPENDENT CARE ASSISTANCE PROGRAMS

Current law allows Dependent Care distancece Programs to be tested under
either the nondiscrimination rules of § 89 or § 129. The present § 129 average bene-
fits test is based on benefits actually received by employees and may not fairly de-
termine nondiscrimination where plans are available to all or a large portion of
company employees. This is especially true where the employee population consists
of older or younger employees who do not have dependents and thus do not partici-
pate in the program. For these plans, nondiscrimination is better determined under
a § 89 test based on availability. For this reason we strongly recommend that any
proposed legislation to simplify Section 89 include a Dependent Care Assistance Pro-
gram nondiscrimination test based on availability and that employers be allowed to
choose to test such programs under either Section 89 or Section 129 as allowed
under current law.

BARGAINING UNIT PLANS

H.R. 1864, the proposed legislation currently under consideration in the U.S.
House of Representatives, requires bargaining unit employees to be tested separate-
ly under Section 89. Should the Senate adopt similar legislation, we request that
this provision be altered so that employers may elect to test bargaining unit plans
separately. This election is needed because separate testing may not fairly deter-
mine nondiscrimination in situations where the same health care plan is available
to both bargaining unit and non-bargaining unit employees. Considering the re-
quirements to include leased employees in nondiscrimination testing, the impor-
tance of this election cannot be under-emphasized. We strongly believe the intent of
Section 89 would be better served if any provision to require separate testing of bar-
gaining unit employees be made elective on behalf of the employer. Such election
could be a one-time, irrevocable election if necessary.

SALARY REDUCTION AMOUNTS TREATED AS EMPLOYEE CONTRIBUTIONS

H.R. 1864, the proposed legislation currently under consideration in the House of
Representatives, contains a benefits test which is designed to ensure that highly-
compensated employees do not receive a disproportionately higher level of employ-
er-provided benefits than rank-and file employees. For purposes of this test, salary
reductions made by highly-compensated individuals under a cafeteria plan are to be
treated as employer contributions. Should the Senate adopt similar legislation, we
recommend that the proposed benefits test be modified so that salary reductions are
treated as employee contributions for both highly compensated and non-highly com-
pensated employees. To treat these amounts as employer-provided benefits only for
highly-compensated employees is simply inequitable and distorts the amount of
actual employer-provided benefit provided to all employees. We believe equal treat-
ment of all employees for purposes of this test is fair and appropriate.

INDEXING OF MAXIMUM EMPLOYEE CONTRIBUTIONS

H.R. 1864, the proposed legislation currently under consideration in the U.S.
House of Representatives, would index maximum employee contributions to the cost
of health premiums to changes in the average wage index. Should the Senate adopt
similar legislation, we recommend that the index be based on medical costs rather
than average wages. A medical cost index would be a more appropriate index be-
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cause premium costs are linked to changes in health care costs which are tradition-
ally significantly higher than changes in average wages The use of the wages index
would gradually decrease the employers ability to share the cost of health benefits
with employees. As a result, health programs will become too costly to be main-
rained by many employers. To avoid this problem, we recommend that maximum
employee contributions be indexed to changes in health care costs.

lepco sincerely appreciates this opportunity to present our views on these com-
plex and !mportant Section 89 issues Your consideration of our concerns and our
recommendations is appreciated.

Yours truly,
I)ENNIS It WRAASE.

SFRCO INC.

,January d1, 1989.

lion l)-rE l)OMENICI,
US ,cnatc,
l"ashingt,,n. IX'

In regard to the IRS Section 89 rules, I have spent two days trying to understand
the requirements and comply with this new rule. At this point I can only ask for
your help in eliminating this additional burden. Small business owners are already
inundated with countless Government forms and paperwork. In the operation of two
small businesses employing approximately 100 people I currently spend 2 days per
week average in complying with "COBRA," "ERISA," "IRS" and many other State
and Federal rules. Now comes "Section 89". If this burden cannot be repealed then
please help me to understand and comply. I do not understand how to even begin. I
have a small Guard Contract at White Sands Missile Range with approximately 84
personnel. There are two owners who would be included in "HCE". This work force
is covered with a Collective Bargaining Agreement. Only full time personnel are
covered for health benefits which the company pays 100%. Full time personnel de-
pendent coverage is co-insured 80% paid by company and 20% paid by employee.
There are 55 full time employees currently on the payroll. Part-time personnel can
participate if they pay for the coverage themselves and their dependents. The part-
time work force presently numbers 20.

Full-time and part-time categories are as defined in the Collective Bargaining
Agreement.

There are in addition to the above, nine supervisory personnel for which the com-
pany pays both the employee and dependent coverage 100%.

The same percentages and number of personnel apply to the Dental Plan, Vision
Plan, and Group life insurance.

To help you help me, I've provided you with a copy of the Section 89 Rules.
The second business is a retail furniture store which employees 15 to 20 person-

nel. I have had a health plan for these employees for the last six years. With Sec-
tion 89 1 feel it would be much simpler to cancel the health plan. This would also
save $2,000 per month. It is also impossible to comply with Section 89 in the absence
of regulations.

As described in attachment this new law can only be described as outrageous,
costly, complex, confusing, and counterproductive. It is time for all law makers to
realize that small employers must have help. Everyone must remember that before
the employee can get paid, or have paid benefits, the employer must have the
money.

Please, please help us.
JERRY L. FAMBROUGH, President.
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STATEMENT

OF

SHEET METAL AND AIR CONDITIONING CONTRACTORS'

NATIONAL ASSOCIATION, INC.

(SMACNA)

HR 1884

The initial version of Suction 89, and recent regulations published by the IRS. are
clerly unvorkable and unrealistic vhen applied to construction industry setting.

Although the stated purpose of NR1864 is to simplify the anti-discriminstion rules
applicable to certain employee benefit plsns, it does not recognize, as it should,
circuastances where there is no evidence of so-called discrimination. if Congress
is interested or concerned with discriminatory benefit plans which are typically
implemnted in major corporate settings, and in certain areas such as health, lay,
engineering. architecture, accounting, actuarial science, financial services or
consulting. then Section 89 legislation and associated regulations should be
specific to firm size or the area of operation.

With specific reference to provisions of U11864. SHACKA offers the following
coonentse

o A i~rexation of Plans (Section 893b)(2)(C]1

In this section there is a requirement that employers *may elect to treat any
group of 2 or more health plans as I plan if - (I) each of such plans is
available to the same group of employees vith the same eligibility
requirements .... I In circumstances where employer maintain one plan through a
collectively bargained agreement and another for employees not represented
under the terms of the agreement. it is virtue ly iposible for non-
represented employees to be eligible for cover Se under the multi-employer
health benefit plans. in such circumstances, aggregation of plans is not
available to SACI(A members, or for that mAtt r any union construction
contractor.

0 RecuIrm*nts - In General (Sectlon 89(C)(111

The 90Z eligibility test should be changed to a 702 test which is consistent
with pension coverage rules.

0 Qualified Core Health Plan [Section 89(C)(2)1

S)ACKA also believes that the initial level of $10 to $25. and in fact any
level established in federal legislation will tend to undermine cost
contairment programs where employees are asked to assume a portion of
increased health care cost (if for no other reason than to ensure that
employees monitor health care charges or fees).

o Cost of Livina Adiustment fSection 89(C)(B)CA)1

SKACNA believes that the use of an average wagie index is inappropriate and
that the most appropriate Index is one that has relationship to health care
costs which in recent years have been double digit vith no sign of abatement.

0 Setcial Rule for Multi-Employer Plant (Section 89(e)(3)(D)l

The special rule for multi-employer plans is meaningless unless the provision
on treatment of union employees applies only to single employer bargaining
units. ulti-employer plans by definition cover union employees.

o Treatment of Union Employees fSection e9(e)(8)l

SMACHA believes that R1664 represents a stop backward with the provision to
prohibit employer use of plane established for union employees. This rew
prohibition is unrealistic and unwarranted. Adaptation or modification of
plan design and benefit levels to comply with Section 89 requirements is
dependent on plan control and SHACKA members as well as other union
construction industry employers, vill be denied the right to adapt or modify
because they are sponsors and contributors to health care plans established
for union employees. As noted earlier in this statement, only plan trustees
control plan design and benefit levels.
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In addition and unless Congress intended to impose additional taxes on union
employees. hI1864 should be modified to designate ulti-employer plans
covering union employees to be non-highly compensated plans. If Congress
fail* to make this chan;o skilled union workers in a supervisory positions cAy
be subject to increased income tax burdens for so-called discriminatory
benefits.

based upon UJIAC1A's research of negotiated wage, health and welfare
contribution levels (attached), it is evident that certain union sheet "etal
workers. onsite construction employees, are or soon may be subject to
additional income tax under the provisions of K1R1864 when coupled with the
definition of highly compensated employees.

SKAC' finds it difficult to believe that additional texation of construction
wor' -s is consistent with the interest of Section 89. Such additional
taxation does, however, conform with those who maintain that Section 89
represents a hidden agenda. namely the first step toward taxation of fringe
benefits as a way to generate alleged tax revenues of $32 billion.

As a mtter for additional research. SJIACHA recommends that Congress assess
the impact of Section 89 on union electticLans, pipefitter. and plumbers.
especially those working in high cost of living/wage areas.

In this section, there are also provisions regarding the definition of a
*qualified bargaining unit'. Neither V11864 nor the Secretary of Treasury
should seek to redefine what a *qualified bargaining unit' is, since existing
labor law and federal agencies have already established such criteria.

EXACKA is a national trade association representing over 5.000 contributing
contractors employing well over 100.000 union shot metal workers. SKACMA members
specialize in the fields of heating, air conditioning, air pollution control, solar
energy installation, architectural sheet metal and other metal applications.

HEALTH BENEFITS IN CONSTRUCTION

SXACNA rombers contribute on a per hour basis to multi-employer health benefit plans
established under the tetm of collectively bargained labor agroements. Under those
agreements, employers contribute to a pooled-fund on behalf of the work force.

Xulti-employer funds are jointly trusteed by equal ntmber of representatives from
labor and management, with trustees retaining control over health benefit plan
design and benefit levels.

SKACHA members ere aware of only the level of contribution for health benefits as
agreed to in the collectively bargained agreement.

Additionally. SXACKA member firms aljajmantain *in-house* single or group employee
health benefit plane for supervisory or managerial employees not covered by labor
agreements.

SECTION 89 AND CONSTRUCTION INDUSTRY HEALTH BENEFITS

The stated purpose of Section 59 legislation and subsequent regulations is to make
health care benefits available on a nondiscriminatory basis to the maximum number of
employees.

SMACMA members contribute on the average of almost $2 per hour for employee health
benefits. That $2 equates to an average of almost $3,500 on a yearly basis and that
amount provides excellent health care benefits to the more than 100,000 union sheet
metal workers employed by SXACNA members.

Based on information available to SHACMA regarding health benefit plans for non-
represented employees, it is evident that coverage is similar if not the same as the
coverage provided under the multi-employer plans.

Industries or sectors within an industry with such a factual situation should be
excluded from coverage under Section 59. At a minimum, an industry or sector should
be given the opportunity to petition for an exemption from Section 89 requirements

Recognizing that superior health care benefit programs are provided to 99.91 of
SMACNA member union and non-represented employees, there Is an acceptable and a
justifiable argimont that owners and officers, those who risk their not worth with
every construction project bid, are entitled to additional benefits. These mail
business firms have established liberal health care coverage for employees, and
owners or officers should not be ponlized for assuming the risks of doLng business.
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It is that very concept of rewrd. or incentives that formed the foundation for the
econoic system under which this economy exists. Unfortunately, rewards or
incentives are nov being described as Odiscriminatory' unless the additional benefit
for risk-taking is available to those already covered by health care benefits. That
description under the circumstances Is unwarranted.

CONCLO N

&4ACKA is encouraged by the willingness of Congress to revisit this issue and urges
either repeal of Section 89 or etgnificant modifications to simplify Section 89'8
Lmp'pentation, including an exemption where the vast majority of the employer's
work force is covered by one or more multL-employer benefit plans providing health
care benefits which other vise moet other provisions of the eligibility test proposed
In NRIS6A.

ANNUAL INCOME
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STATEMENT OF SIMSON [NVEsTMENT COMPANY

(Submitted by Joseph L. Leitzinger, Vice President, Public Affairs)

Simpson Investment Company is the holding company for Simpson Paper Compa-
ny, Simpson Timber Company and Pacific Western Extruded Plastics Company. We
manufacture pulp and paper products, lumber, plywood, doors, and extruded PVC
plastic pipe in California, Michigan, Ohio, Oregon, Pennsylvania, Texas, and Wash-
ington States

BACK(GROUNI)

Simpson has S,000 U.S. employees. All employees who are hired for regular jobs
(i.e., will work 90 days or more) have medical and life coverage. Benefit costs repre-
sent a higher percentage of pay for lower-paid employees than for higher-paid em-
ployees because of the .ost of our medical plan (an average of $2,800 per year for
1998-89). We have 5,50J employees who are covered by collective bargaining agree-
ments with seven different unions. Medical plans and other benefits vary by union
and by location. We 11ave 26 medical plans, numerous HMO's and 2,100 employees
who are covered by ynulti-ernployer health and welfare trusts. Simpson has 29 work
locations. Employees are paid out of one of three payroll systems. We have no
common employee data base with Information on all employees. Simpson does not
collect all the data required to run the Section 89 test, i.e., scheduled hours of work
each week, marital status, whether the employee has coverage under a spouse's
medical plan. whether an employee has eligible dependents, employee relations data
on independent contractors ("Kelly Services," contract janitorial workers, security
guards, etc.). Costs to collect and maintain this data would be high and have no
value for other purposes.

To date, Simpson has spent $50,000 in outside consulting fees, plus hours of inter-
nal staff time trying to understand the regulations and identify the data necessary
to comply with them. In 1989, we expect to incur $80,000 in consulting costs to run
the test, and $40,000 each year thereafter. This does not include internal computer
time, nor staff resources.

A rough cut of our compliance with the test based on the data we collect on our
existing data systems, and on the proposed regulations, indicates that Simpson will
pass the test for medical plans. We appear to fall it on the life insurance plans be-
cause collectively bargained employee groups have lower life insurance benefits
than do our non-union employees. The non-union plan is based on competitive com-
parisons. The collectively bargained plans reflect the union desires to spend compen-
sation dollars in medical and other areas. If we fall the test on the life insurance
benefit, which requires additional taxable income to be imputed to highly-paid em-
ployees, it will generate very little added tax revenue since the value of life insur-
ance over $50,000 is already subject to taxation under current IRS regulations (Sec-
tion 79).

CONCLUSIONS

There are easier ways than Section 89 of assuring that employers provide equita-
ble benefits to all employees. A continuation of tax-favored treatment of company
expenses to ftnd benefits is a strong incentive, as are competitive pressures as em-
ployers seek to hire from a shrinking labor pool. Section 89 regulations require such
a complex computer system that small businesses will in fact be discouraged from
providing benefit plans to employees because of their inability to comply with this
regulation.

Expending resources in the form of money and time to install data systems which
add expense, but not value, to a company's product or service, make the U.S. less
competitive internationally, and this is exactly what these regulations require.

ANALYSIS OF LEGISLATION TO SIMPUFY SECTION 89 AND H.R. 1864

Section 89 is an important issue for Simpson. It places significant cost bureA.... On
employees to understand the regulations and to identify the -',ta necessary to
comply with them, does not provide benefits to employees, and in oa.. case generates
little added tax revenue.

We have commented to Members of Congress before on Section 89 that the follow-
ing actions should be taken, in order of priority:

1. Repeal the adt in its entirety.
2. If repeal is not possible, at least adopt the following changes:
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a. Have the IRS work with a group of employers to simplify the regula-
tions so they are compatible with data systems that employers typically
have

b. Exclude collectively bargained groups from the law as their benefits
are governed under the National Labor Relations Act, and cannot be uni-
laterally controlled by the employer.

3. If neither of the above is possible, delay implementation of Section X9 until
final regulations are published and employers have time to understand them
and set up data systems to comply with them.

We have beer, encouraged that the complications of Section S9 have been realized,
and that HR 1864 has been introduced to simplify some of the compliance require-
ments.

We are pleased by the following effects of HR 1864
1. Simplifying the eligibility test; although -.:j 80'% testing factor would have

been preferred to the resolution's 90% level, Simpson should pass at 90%,
2. Returning group life insurance from Section 89 to Section 79 tax treatment,
3. Redefining part-time employees as those who work 25 or more hours per

wceek (Simpson provides coverage at 20 hours per week), and
4. Measuring plans of collectively bargained groups separately. lWe are as-

suming the proposed law would test each bargaining unit separately. This is im-
portant given varied benefit packages negotiated on a unit by unit basis to meet(local needs.)

We are very concerned about the following as affected by HR 1864:
1. The price of the health care options in a cafeteria plan, rather than the net

difference between company provided funding and the price, is used in the Eli-
gibility Test and Benefits Test,

2. Cafeteria benefit plans, salary reduction premium arrangements and medi-
cal reimbursement accounts are unfairly attacked by the proposed 1:33% Bene-
fits Test,

3. The $10 per week individual and $25 per week family premium caps do-not
reflect geographic or plan design differences,

4. The indexed premium caps won't track with changes In the cost of medical
coverage,

5. The application of the rules to prior employees (retirees) is unmanageable,
and

6. The revised provision on "leased employees" in the test will still be diffi-
cult to satisfy based on limited information about these nonemployees.

Here is how these areas of concern affect Simpson employees, and our suggested
remedies:

CAFETERIA BENEFITS PROGRAM TREATMENT

All of Simpson's 2,500 nonunion employees, whether hourly or salaried are eligi-
ble for the same benefits options under the company's cafeteria benefits program.
This program includes at least three medical coverage options at each of our 29
work locations and an additional one or two health maintenance organization
(HMO) options where they are available. Simpson provides each employee, by line of
business, with the same amount of health care benefit dollars to spend on his or her
choice of a family health care option. Any residual dollars may be taken as taxable
compensation or grouped with other company-provided or salary reduction dollars
to buy other benefits, such as:.employee and dependent life insurance, short-term
and long-term disability coverage, health care and dependent care reimbursement
accounts or additional vacation.

On the face of it, Simpson's plan should easily satisfy the Eligibility Test. It ap-
pe-irs, however, that the test will focus on the total price of the health care options
within the flex plan rather than on the employee's cost after applying the company-
provided benefit dollars to purchase "core medical coverage" (i.e., the net cost).

Wt, suggest that for cafeteria benefit plans the measure should be whether the
emp yer-provided medical funding, plus any added employee premium, is adequate
to purchase "core medical coverage" within the limits of the law. Further, since the
total co6t of the coverage in a cafeteria plan is paid by salary reduction, that only
the net c st of core coverage be considered for compliance with the $10 and $25 em-
ployee premium limits of Eligibility Test. This net cost approach most closely meas-
ures the true cost to the employee for coverage.

,
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BENEFITS TEIST

rhe 133% Benefits Test is flawed by the unequal treatment of salary reduction
amounts for highly compensated v.s. all other employees. As we understand the pro-
posed test, only the highly compensated employees would have salary reduction
amounts included in valuing coverage. This would be compared with the cost of
medical coverage alone for all other employees.

We suggest the salary reduction amounts of all employees, not just the highly
compensated, be included so the Benefits Test taxes highly compensated employees
only if they use the salary reduction option to a greater extent than all other em-
ployees.

As described above, Simpson is providing all employees with the same amount of
benefit dollars to spend on family health care coverage. It is sufficient to purchase
"core health coverage" plus dental coverage. But, the Benefits Test as currently
written creates bias against cafeteria benefits programs, salary reduction arrange-
ments and medical care reimbursement accounts. This could be corrected if our sug-
gestion is adopted

EMPLOYEE-PAID PREMIUM CAPS

We understand the objective of the employee-paid premium caps is to assure the
availability of affordable health care. However, the long-term result of the $10 indi-
vidual and $25 family caps being indexed to wage growth rather than medical cover-
age cost may be to reduce the levels r.f coverage provided. Health care cost increases
have consistently been much greater than wagc growth or increases in the CPI.

Simpson's cafeteria plan health care premium cost increased 22% in 1988 and
42% in 1989 while wages advanced about 4.5% each year. If the employee cost of
coverage were to approach the HR 1864 limits, or if the aggregate cost of coverage
gets too high, Simpson would have to consider reducing the coverage available in
order to be able to continue to offer health care to its employees.

The premium caps also fail to recognize potential plan design or geographic differ-
ences in the cost of coverage.

We suggest that any caps retained in H.R. 1864 be expressed as a percent of pre-
mium cost, such as 33% of the cost of individual coverage and 50% of the cost of
family coverage. This allows recognition of geographic medical cost differences,
avoids excessive cost shift to employers and reduces the risk of mass plan design
changes.

FORMER EMPLOYEES

Applying Section 89 to retirees and other former employees is unmanageable.
Simpson offers health care coverage to its nonbargaining unit retirees. About 475
are enrolled and many cover their spouses. Their retirement dates range from the
early 1960's to the present. There were no highly compensated employee definitions
when most of them retired. Many retired before ERISA. Neither Simpson nor its
consultants have determined how the Section 89 rules can be meaningfully extended
to that group.

We suggest such rules be eliminated from the proposal, or at a minimum, delayed
until the first day of the plan year following the issuance of final regulations for
former employees, and there' be applicable only to people retiring on or after (he ef-
fective date.

LEASED EMPLOYEES

We appreciate the relaxation of the leased employee rules in H.R. 1864, but feel
they don t go quite far enough.

Simpson does not hire "leased employees" from another organization to avoid
benefit plan costs. We occasionally contract with independent logging firms, or wood
chip haulers, and security guard or janitorial service companies for specific services,
but we do not "lease" employees for our regular business operations.

We suggest that if "leased employee" represent less than 20% of the workforce
they be excluded entirely from the testo We do not now gather the information on
"leased employees" required to conduct these tests. Obtaining statements from
"leasing organizations" certifying "core medical coverage in compliance with H.R.
1864" would be burdensome.

We appreciate very much the opportunity to have this testimony entered into the
record for the May 9 Committee Hearings. Also, the Committee's efforts to simplify
the Section 89 regulations are gratefully acknowledged. Simpson would be pleased
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to provide any further as-istance and/or support to the Senate Finance Committee
in these efforts

STATEMENT o, rime SMALL. 3USINESS ('oLtN(i. OF AMERICA

iSubrnitted by Paula A. ('alimafdei

Mr. Chairman and Members of the Committee, my name is Paula A. Calimafde,
and I am entering this statement into the record on behalf of the Small Business
Council of America (SB('A), a nonprofit, nonpartis -2n national organization which
represents the interests of small business organizations on Federal tax and employ-
ee benefit matters. The Small Business Council of America is a member of the
Small Business Legidative Council, a coalition of nearly one hundred trade and pro-
fessional associations representing the interest of over four million small businesses.

The subject of these hearings, Stction 89 and the proposed modifying legislation,
is of major concern to small business owners and the outcome of your findings and
whatever corrective measures you undertake, be they outright repeal or major sim-
plification of this extremely complex and unwieldy statute, will significantly impact
every small business ovner who now provides or may be considering providing
health coverage to his or her employees.

The Small Business Council of America applauds the efforts of those members of
Congress, most notably, Senator Pryor, Senator Domenici, and on the House side,
Congressman LaFalce and Congressman Rostenkowski, Chairman of the House
Ways and Means Committee, for introducing legislation tha* would repeal or modify
Section 89. Hopefully, these hearings and the corresponding hearings held earlier in
the month by the House Ways and Means Committee will help you to better under-
stand the difficulties faced by employers in trying to comply with the pre-sent law
and will provide you with alternatives which will help Congress to realize its objec-
tives without unduly burdening employers with additional paperwork and regula-
tions.

The Small Business Council of America, an organization composed of small busi-
ness owners and leading tax experts from all over the country, endorses the state-
ments set forth in the testimony submitted by the Small Business Administration
which address the misconception that small employers tend to discriminate in the
provision of health benefits. As the Small Business Administration has shown, if a
small business does offer health coverage, it more frequently offers such coverage to
all of its workers than do large firms event though doi;ig so place, a much larger
cost burden or small employers. Not only does small! business pay move for health
insurance coverage as compared to large businep:j, but its costs of compliance with
Section 89 and the proposed regulations are fa: greater. It would be a gra',e injury
to the employers of small business if they ar forced to discontinue providin,' group
health care because the cost of complying ,,ith this new law is simply too high.

We have been told that one of the problems facing Congress in it+ attempt.; to
make changes which will simplify this legislation is that such changes must net
affect substantially the revenue estimates that are based on current law. However,
one IRS spokesperson speaking at the recent American Bar Association Tax Section
Conference in Washington, D.C., stated that the revenue estimates did not take into
consideration the numerous hours of professional time required from lawyers, ac-
countants, consultants and other benefits professionalss to determine whether or not
an employer's plans pass or fail the discrimination tests. This time costs money, in
professional fees or salaries of persons hired who must administer the tests. In addi-
tion, there is the expense of meeting the qualification requirements, in preparing
the notices and written plan documents that will satisfy the regulations. These fees
and salaries are expenses which are deductible from an employer's income tax. If
the experience of the members of the Small Business Council is representative of
the general population, it is likely that the revenue loss from these added deductible
expenses cut in deeply to any projected revenue enhancement. As one small busi-
ness employer complained, he had spent $3,000 on discrimination testing only to
find that he was in compliance. And his costs to date did not take into consideration
the costs of complying with the qualification requirements.

We are not suggesting that the goals of broad based and nondiscriminatory health
care coverage which Congress has attempted to achieve in Section 89 are not lauda-
ble. We are, however, suggesting that there has to be a way to achieve this goal
which will not require employers to undertake the mountains of paperwork, the
countless hours of testing or data collection, or the prohibitive costs of hiring bene-
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fits professionals to perform the tests, particularly when there is evidence to suggest
that the rampt discrimination feared by some just does not exist.

Thus, we have prepared this statement for the record to offer suggestions for
areas which we believe must be addressed in any modifying legislation. In addition,
we endorse the positions of the Small Business Legislative Counsel, the U.S. Cham-
ber of Commerce, and the Small Business Administration which were set forth in
testimony presented to this Committee.

The Small Business Committee of America strongly supports the inclusion of the
following points in any legislation on Section 89. We believe these points merit seri-
ous consideration in order to alleviate the worst administrative problems and in-
equities faced by small businesses when dealing with Section 89:

- We support the move towards design based testing that is proposed in several of
the bills before Congress. Design based testing will go a long way towards relieving
the administrative burden in complying with Section 89 by allowing an employer to
look at the plan itself rather than employee demographics to determine whether
there is a discrimination problem.

* The availability test of a health care plan must be fair to a very small compa-
ny-for instance, a company with 5 employees must offer health insurance to all 5
to pass a 90% test-a small company should be required to have insurance available
to a majority of the non-highly compensated employees (and only those that are in-
surable) rather than be subject to a very high percentage test which operates unfair-
ly in the context of a very small company. At the very minimum, the 90% test
should only be applied to employees who are insuruble. It is not unusual for an in-
surance carrier to pick and choose which employees employed by a small business it
will insure. In the example above, if an insurance company refuses to insure one
employee because he or she is deemed to be an unacceptable high risk, then the
small business will flunk the 90% test through no fault of its own and even though
the company is offering insurance to everyone who is insurable. A test which re-
quires coverage of no more than 70% of an employer's non-highly compensated em-

lo yees, or which requires coverage of a fair cross-section of both highly and non-
igh ly compensated employees would be more equitable. It is difficult to see the dis-

crimination in an employer's covering no more than 50,% of its highly compensated
employees and 50% of its non-highly compensated employees. Congress should also
give serious consideration to an exception for very small businesses in the form of
an exemption from the requirements of Section 89 for all employers with fewer than
50 employees. We believe that such employers are least able to absorb the added
cost that com pliance with this law imposes.

Any employee contribution limit should be based on a percentage of health care
cost rather than a set dollar limitation. Rapidly escalating health care costs are one
of the largest employee benefit expenditures faced by employers. The U.S. Small
Business Adrmiristration estimates that the health care costs for small business
range between 10 to 40 percent higher than that of large business. Also health care
costs vary widely depending upon factors outside the company's control. These fac-
tors include such items as geographical location, age of employees, risk of business
and size of business. The insurance premium for single coverage in Oxford, Mary-
land will be significantly lower than a similarly situated company in New York
City. With as dollar limit, similarly situated companies will absorb substantially dif-
ferent costs based on factors beyond their control. Use of percentages will create far
greater equity amongst all businesses, but small businesses in particular. And such
costs rise at a much greater rate than the CPI. Unless an employer has a mecha-
nism by which it can share thoae costs if they become too burdensome, it is conceiv-
able that many employers may not be able to afford to provide this benefit for many
more years. We would recommend a maximum cost payable by the employee of
40%, with 60% being provided by the employer.

* If modifying legislation adopts a dollar limitation on acceptable employee costs
rather than utilizing the preferred percentage method, then the required employee
contributions should be increased to take into account the business reality faced by
small business: extraordinarily high health care costs. Such dollar limitations
shoula be set at a level which does not place Undue burdens on small employers. A
dollar limit of $.5 per week for family coverage is not workable for small employers.
Mweover, any dollar limitation should be indexed not to wage growth, as prvided
for in Conr,Tessman Rostenkowski's bill, but rather, should be indexed to the rising
medical care cost.

* Administrative costs and complexity should be kept to a minimum in order to
keep our nation's small businesses competitive and viable. The concept of "snap
shot testing" should be included in any final legislation. Employer provided benefits
would be determined as of a designated date rather than being tracked throughout
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the year. Small business is not able to "shop" its health care coverage so that the
likelihood for abuse created by such a major simplification is remote. Snap shot test-
ing would save countless dollars and time for small businesses. The importance of
this issue simply cannot be overstated.

• The qualification rules appear to duplicate the rules set forth in Title I of
ERISA and therefore seem to be a doubling up of requirements. Further, the 34%
excise tax appears to be out of line with the other penalty provisions of the tax code.
For instance, the penalty based on underpayment of tax due to negligence is subject
to a penalty of only 5%. The Section 89 penalty for non-compliance with qualifica-
tion rules should be no greater than 5%.

- The effective date of new Section 89 should be no earlier than 6 months after
the Internal Revenue Service publishes regulations on the topic. If the effective date
is prior to the release of regulations, then the regulations should only have prospec-
tive application.

The Small Business Council applauds Congress' attempt to recognize the problems
faced by all business and small business in particular in their efforts to comply with
Section 89. We are hopeful in the future that technical staff driven legislation will
be reviewed carefully to assess its impact on small business and that a cost benefit
analysis will be undertaken. Most importantly, the proposed legislation should be
analyzed to ensure that the goals or intent of the legislation is implemented in the
most cost effective way for small business. Small business is the engine powering
our economy today, but it is not an indestructible one. Its strength lies in the entre-
preneurial spirit of its owners, a spirit which can be crushed by the avalanche of
laws, regulations and paperwork burdens being thrust upon small business by Con-
gress-not to mention the stiff penalties lurking out there to be assessed against an
unsuspecting employer for often de minimis failures to comply. On behalf of small
business, we implore you not to slow down this engine needlessly by even one more
overly complex and costly regulation.
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STATED OF

Small Busiroess legislative CouncZil

we appreciate the opportunity to comiret today on the subject of Interral
veu Code Section 89.

The raall Business Legislative Council (SBLC) is a penrent, inendt
coalition of nearly one hundred trade and professional associations that share
a common ooitment to the future of small business. Our mewbers represent
the interests of over four million small bus ires in manufacturing,
retailing, distribution, professional and technical services, onstivxtion,
transportation and agriculture. A list of our members is attached.

First, we must commend the Chairman and this Coamittee for recognizing the
serious problem Section 89 has created for small business. This hearing is a
positive start, and in our view signals much good faith upon %hich ve may be
able to build a solution to resolve this dilemma. We believe the nature and
extent of the problems created by current Section 89 is apparent to almost all
parties. We do not believe it is necessary for us to rehash those problems.
Both the Senate and House Committees on Small Business have held hearings on
the subject. The records of those proceedings have documented the harsh
results Section 89 will prodce if not repealed or revised. We would rather
discuss the good faith efforts put forth by Senator Pryor and Representative
Postenkowski to seek resolution of this dileama.

From our extensive discussions with small business owners throughout the
nation, we come to the inescapable conclusion that we must be extremely
careful to ensure any solution, which is not anlply outright repeal, will meet
the concerns of the small business commmxty on the first go around. Section
89 has sent tremors deep and wide through the small business oommxiity. W
understand the conoems of the proponents of the original Section 89 and Uile
no small business owner would quarrel with the need to address the fundmutal
health care policy of this nation, we know small business will scrutinize any
activity in Section 89 with the utmost care. We comunicate their concern not
as a sword, but to ccrstruct a framework for our cmments on the process.
While there are many similarities between Sen. Pryor's and Chairman
Rostenkowski's proposal w& have cheen H.R. 1864 as the refeerne point for
our comments. This is simply an arbitrary decision and is no reflection of
the relative merits of one over the other. We believe the coepts behind our
remarks transcend the specific mechanics and apply to both proposals.

The most dramatic icrprovemeat accomplished by H.R. 1864 is to provide a
high degree of certainty, and simplification, in the process by incorporating
elements of a "design-based" solution. Replacing the several
nondiscrimination tests with a single test is a significant improvement.

The key to any eligibility test is defining the pool of employees. It
seem to us an eligibility test can be set around any number, 70 percent, 80
percent or 90 percent, and a compliance "cliff* will always exist. 7te impact
of creating a "cliff" can be eased by addressing three issues. These
fundamental problems are to determine what constitutes a full-time worker,
dealing with the criteria for what constitutes wex wting circumstances which
allow a small business owrer to provide overage to an individual, otherwise
excludible, and perhaps most izortaMt to recognize factors, outside the
control of the employer, thxAt prohdbit employee participation in a health
plan.

There seems to be urlversal agreemet that full-time workers are employed
for at least 30 hours . week. Any standard of less than 30 hours will pro*A
extraordinary harsh results. Wo fear that result will be a vibstantial
increase in the cost of health insurance for all employees or the elimination
of valuable part-tine positions.

Second, in the universe of the smallest of small businesses with twenty or
fewer employees, e. 90 percent test can prouxe inadvertent, but harsh results.
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For example, if a five-person firm is to meet the test, 4.5 wrkers would have
to be covered ard the only way such a small firm could comply, is to cover
five out of five employees.

TLird, the law should include a simple method for excluding those wrkers
who, under any circumstances, would be ineligible for coverage. In :-.ost such
cirucistances, it is the insurance ccvpany that informs the small busiest
owner a certain individal cannot be included under a plan.

As to the definition of higrdly carpensated employees, if the issue is
affordability, ownership is not necessarily an indicia of prosperity in a
small business. As provided in the House proposal for officers, an
acocmrodation should be made for owrers not earning in excess of $45,000.

Any bill should include a clear, concise definition of core coverage.

We would hope the Committee would consider further simplification of the
qualification rules. In particular, we would prefer a design-based standard.
Fcr example, the IRS regulations on what constitutes "legally enforceable"
contemplate an ongoing, cutbersmce evaluation. Certainty is lirportant to a
small business.

With regard to tie benefits test, we believe the House bill sets
unrealistic parameters. The bill copares the lowest premium of the nonhighly
cxpen sated employees to that of the highly compensated employees. We believe
this is an extremely severe test that will produce harsh results.

The heart of H.R. 1864, in our opinion, is the requirement that an
employer cannot ask an employee to contribute to health coverage in excess of
certain, specified amounts. Putting aside for a moment whether this is an
appropriate public policy, let us assume, hypothetically, that such a concept
will be accepted by small business owners.

We believe the most likely result of implementation may be contrary to the
stated objectives of the legislation, and will discourage small employers frcrn
providing health insurance. We believe this will be particularly true in the
case of family coverage. The reason we believe this will happen, is that
mandating a limit on the employee share creates a "cost cliff." Under pre-
Section 89 law, an employer phased in health coverage, beginning, most likely,
with enployee-only coverage. As the oarpany grew and profits permitted, it
expanded coverage and absorbed additional costs.

I

The decision to provide coverage is determined by the owner's ability to
pay. The prudent business oner is not likely to make a drastic commitment
until he or she is confidflt the ompany can handle the costs. Often, given
the significant cost of dependent coverage, the company starts by contributing
only a small share of family coverage, perhaps only 20 percent, but it does
offer the employee the opportunity to secure coverage. kgain, as time goes
on, the package is improved. H.R. 1864 eliminates that flexibility. In a
sense, the decision becomes an "all or nothing" decision. The result is that
an owner will postpone the decision to provide any coverage until he or she is
confident that the company can consistently and comfortably handle the costs
of coverage. The proposal, as drafted, is too rigid to encurage employer
activity. Fixed dollar limits only serve to delay coverage. Also, geographic
variations make dollar limitations unworkable.

It is not unusual for pruiums to be set on an individual basis in small
firms. It seem unfair to penalize an employer if an employee has a medical
condition that requires the payment of as significant additional premium for
coverage. A system that provides flexibility in the sharing of the
responsibility will, mre likely, encourage employers to provide coverage.
Therefore, we would urge the use of percentages to provide an incentive to
M employers to provide coverage.

Second, w would suggest that wage growth is not the propr index for
making future adjustments in the contribution levels. Health care cost
inflation is probably in the top three of small business owner's overa
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problem. No amount of planning or budgeting has helped a small business
o r in this regard. If there is one lament we hear time and tire again, it
is, "When is this going to stop, my insurance carrier has just advised me of
another 30, 50 even 70 percent increase in my costs." Any index, to be
useful, mast be linked to those unpredictable costs.

Finally, we come to the issue for which there is no easy answer. Te
problem is, H.R. 1864 moves a step closer to imposing employer responsibility
for employee welfare, which small business owners perceive to be unnecessary
and unwarranted government interference. Small businesses value their
employers and we believe, voluntarily, attempt to do whatever they can to
address their needs. This rust be accomplished, however, within the cxntext
of the owner's judgment of what the business can acoxluodate to survive and
prosper.

We know the taxpayer is already making a significant tax expenditure to
encourage employers to provide health insurance coverage. It is the
incrurental change, advanced by the House bill, to which small business owners
will object. It is the perceived limitation on the small business owner's
flexibility in the management of the business that is the cause of significant
concern.

It has been our philosophy, in recent years, to make every effort to
disseminate infonration to small business on new regulatory program as
quickly as we can. We do this through compliance guides and seminars. The
Lmigration and Naturalization Service's (MNS) 1-9 program and MHA's
Hazardcs Cimi cation (HCS) program are two examples of program for which
SBL undertook major eckcation initiatives. We believe it is our
responsibility to accept the mantle of leadership and promote cooperation
between the goverrrent and small business. On occasion, our efforts to •
educate reveal the flaws in these regulatory schemes.

Typical of the response we have heard from small business, is the story
told to us by Valerie Hansen, Chief Executive Officer of Big Buck Building
Centers of Racine, Wisconsin. Valerie is a member of an SBLC member, the
National Lumber & Building Material Dealers Association. Her compar y is 50
percent retail, with two traditional full-service lumber yards, and 50 percent
wood-products ianufacturirg, with a truss plant and architectural millwork
company. In 19138 her cray's gross sales were $11 million. The company
currently employ 88 people; 80 are full-time and sae of the employees are
covered by union contracts.

It is an established caqpany, having tam founded sixty years ago by her
grandfather. That means they have survived the Great Depressions, World War
II, material shortages, wdge and price controls, inflation, and sky-high
interest rates.- one year in the early 1980' s, their home town of Racine
issued only one residential building permit. As she says: "We are resilient
folks in a highly oupetitive industry."

As a small business owner, her goal is to serve her customer's needs in a
timely fashion and at a fair price. She has cteerved that: "As a lumber
dealer, I DOW to focus on my customers and the efficient purchasing and
delivery of goods. I also mist focus on employee growth, team building,
inproving productivity, and leading the oompany through its seventh decade."

With regard to Section 89, her company has already invested $3,000 in
preliminary data collection and in simply trying to understand the
regulations. Her best guess is that she may be able to finish the actual test
and comply for $7,500 or roughly $94 per person. At the current corporate tax.
rate of 34 percent, she estimates this will cost the federal government $2,550
in tax revenue. She anticipates no ultimate liability to her company from
Section 89.

Her current annual cost for providing employee health coverage is
$189,000. And health care is just one of many employee benefits the company
provides.
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Haw significant can the cost of providing health insurance be on her total
business? The nuiters, based on patterns that already exist, are
illustrative. Her analysis is based on information from the top half of the
lixber and building material industry -- in other words, good, solid
companies.

Over the past several years, the average employer cost of providing health
care be:Rfits in her indtLstry has averaged 1.8 percent of gross sales. Her
health care costs have averaged 2.0 percent of gross sales. Assuring a 5
percent increase in gross sales volume per year, and assuming optimistically
they experience a 5 percent increase in gross profits per year, how long will
it take until the very viability of the business ii threatened if the cost of
health care benefits increases 20 percent per year, while all other expenses
(such as salaries, insurance, etc.) are held to 5 percent increases?

She tells us it would be seven years. She estimates that in seven years
the top firm in her industry will face operating losses instead of profits,
with health care coverage as the only item out of balance to other basically
inflationary increases. It can certainly be argued that 20 percent is a
conservative number. Many small businesses have experienced premium increases
in the 50+ percent range and limitations on the coverage of the insurance they,,
can afford. This extrapolation is based on continuing to cover the employee
group as it is presently defined, without the additional mandates of Section
89.

Her company has completed a Section 89 "pre-test' to develop basic date on
her employees. In doing so, they looked at all W-2 employees for two years.
One hurxdred-ninety-five errployees were examined and fornr were oapleted for
each. About one-half were union members, being fairly evenly divided between
the Teamsters and Carpenters Unions. The preliminary analysis is that neither
union contract, as presently structured, will meet the Section 89
requirements. Both involve health plans controlled by an indepennt group of
trustees. The current Teamsters' contract expires July 1, 1989. The contract
is traditionally for three years and involves multiple employers covering two
counties in southeastern Wisconsin.

Her conclusion, after reviewing the likely impact of Section 89 on her
business, was to tell us: "Small business persons are vitally concerned about
affordable, quality health care for themselves and their employees. For the
most part, wall business owners know their aplofies on a personal level.
And, ultimately. we know that our employee's best interest is directly served
by maintaining a viable business. Mandates, like Section 89, diminish small
businesses' ability to be profitable and do little to meet the individual
needs of employees."

WIe believe any regulatory scheme should allow small business owners an
opportunity to bring their program into compliance. Whether it is the OSHA
HCS program or Section 89, the penalties should be prospective, contingent
upon failure to comply within a certain tine frame once an agency has served
warning upon the individual capany.

We believe that Congress should not require sall businesses to Jump
through the "hoops" at every turn. Once a small business owner has brought
his or her program into cxnpliance, the owner should be permitted to rely on
its efforts without going through the machinations necessary for compliance,
year in and year out. In effect, we nexe a "stand-still" agreement with the
goverrernt, good for a period of time.

The final problem we have with the current Section 89, is the lack of
effective cxuuxdcation by the r . Congress and the IRS must ensure
that small business oilers understand their responsibilities befo the
effective date and this commuication must consist of more than notice of the
effective date. As I indicated earlier, we understand we have a
responsibility as well. While not perfect, the INS' 1-9 program is a good
model of how to ocmu-micate. The INS did undertake a major effort to inform
the business public of the requirements through the dissemination of written
and video material. In fact, if I recall correctly, the INS used the IRS list
of business establishments for distribution of this information.
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In the case of Section 89, we believe this would have reimd the
likelihood of mass hysteria. For example, moot small business owners
automatically assme Section 89 applies to all benefits. They assme it
applies to automobiles, vacations, tickets to events or ui1,ershin p in clubs.
Clear, simple information, in advance would have eliminated some major
headaches. Unfortunately, small businesses are still working to coply with
the relatively reent changes in fringe benefit rules, ad in many instancea
do not fully understand which benefits are includible or excludible from tle
employee's ince. This confusion includes the proper application of
definitions of working condition fringe benefits and de minrmis fringes. We
believe early dissemnination of this type of information is essential.

Section 89, as it is presently structured, fuels a dilemma with which
small business is confronted on an all too frequent basis. Complicated
regulatory requirements create an underground community of owers who say,
"This is just too difficult, I'll take my chances and wait to see if they
catch me." We do not want that to happen, and we believe most small business
owners do not want it. we know some cmers will eliminate jobs if Section 89
is left as it is. Others will simply eliminate every eployee's benefits.
The way to ensure compliance is to be realistic and flexible in the
developnert of laws and regulations.

We find a new underourrent within t,,e small business ounixdty. Under the
patina of optimism, lies a layer of frustration. For the first time in a
decade, we have heard small business owners suggest the price of doing
business is just too high, and the price of doing business is paperwork and
regulation. In this nation, we assume entrereneurship has perfect
elasticity; that is, no matter what the oost of entry, more Americans will
want to own the American dream. It may not be so. A few examples of the
relatively new regulatory scheffes with which small business must comply
include the 1-9 program imposed by the Immigration Reform and Control Act; the
Hazardous Communication Standard Program the urground storage tank.
prcqranv the hazardous waste program created by the PCM several other tax
omplianoe item, such as the passive/active rules; new transportation
licensing requirrents; plant closing notification rules; polygrah-iise
restrictions and notice; and, new credit card disclosures. State and local
governments ham also initiated unprecedented oversight of business.

Small business hs always taken the attitude, "We' 11 survive it." This
tine, let's not make their job any more difficult, let them go about the
business of doing business, not government homework. Thank you.

June 8, 1989

The Honorable 1loyd Bentsen, Chairman
Senate CcmTmittee on Finance
United States Se-ate
SD-205 Dllrsen Senate Office Building
Washington, DC 20510

Dear Mr. Chairman:

I wish to offer some canTents on your bill to revise Internal revenue
Code section 89, S. 1129. We are pleased to see that many of our concerns
with prior proposals, wich wc have expressed to you, have been ackiressed,
in whole or part, by your bill. while repeal has been our preferable
course, we appreciate the fact chat the concerns of srrall business werce

heard and recognized by you. Putting aside the debate over the principle,
wr see a few significant tectuicai problEvo remaining in S. 1129.

Fist, we still believe the appropriate threshold for the inclusion of

a worker for testing purposes is 30 hours a week. While you have
addressed thi3 problem, the bill does so in a way that underscores the
problems created by Section 89 in the first place. S. 1129 includes both
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a special rule for employees working 25 to 30 hours a week and a
transition rule for snall businesses. It adds up to complexity. In most
firms, and for insurance purposes, full time employees work at least 30-
hours a week. We urge you to adopt this single, bright line based on
long-standing prat ice.

Second, the aggregation rules of S. 1129 will leave many small business
owners bewildered. We understand that, in sane cases, those aggregation
rules work to the benefit of the highly ccmpensated employees, but the
rules do require owners to undertake some exacting computaticas. The
aggregation rules cannot be explained without considerable effort. We
would suggest that S. 1129 tries to accomplish too many social objectives
in one leap. We believe there has not been any evidence introduced that
demonstrates small businesses abuse the tax code to the extent suggested by
the adoption of current Section 89. Somehow the right balance has to be
struck. We fear the aggregation rules of S. 1129 remain too complex.

As you know, we believe the issue of "medically uninsurable" to be an
important one. We are pleased to see that you have included a provision
in the bill. We offer the suggestion that the Congress' up-front guidance
on how the term is defined will be important.

As to the definition of a highly coEpersated employee, we beli-e-ve, as
with officers, owners should not aut~xtically be considered highly
compensated. There are too many small business owners making less than
$45,000 annually to justify the extra burden.

The final area for which guidance will be necessary, is to ensure that
business, Congress, and the IRS will all be in agreement as to what
constitutes "are eligible to pazt.icipate."

Mr. Chairman, we appreciate the fact that your bill moves from actual
participation to eligible to participate. Likewise, we believe altering
the 90-percent test to be based on all employees rather than just nonhighly
ccTuensati employees is more realistic. Other positive provisions

* * Individual eating

9 Percentage test for affordability
" Permitting'employers to correct flaws without penalty

1PF4zxit-tfng employers to offer coverage to individuals in otherwise

excludible employee categories

* Addressing the medically uninsurable problem for small employers

Again, Mr. Chairman, we appreciate the fact that, although we may
disagree as to the best course of action to deal with Section 89, you have
demonstrated the willingness to listen to the concerns of small business.

We hope our comments are helpful to you as you proceed to mark-up.

Sincerely,

S. Satagaj
President
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SPBA is th-e-ns ALaEsocisauon of independent Tilrd Piny Administration firms (TPAs) of employee benefit plans. It is
esumated " one.thrd (O'17 I US. workers, from ev cry size and fonat of employment. we covered by employee benefit
plans managed by such firms. O've& 90% of the TPA firms known to be ehigible (or SPBA have joined. Fums must be

,ndependm at the Board level and dcurv, least 50% of the inform from TPA services

SPBA member TPA firms openu. much hit.,ndcpcndcn1 CPA or law firms...rovidnj contnuing professional ostasi clams
and benefit plan adrminisuo for scvcral client employers and benefit pW Most of the plais include some degree of self-
funding. SPBA is unique., no( only in the large percent of benc1it plans resented. but als because it includes every size and
type o employment, such a small busrAess, big corpatuons. union, non-unio. association.sponsored plans, and evuy industry
& profession. Thus. SPBA is known for its candid insaghs its broad pcrspctive, and tt ii has no "axe to gnnd' for or against
any par-icular industy or type of plan

SPBA rnmbership has grown over 70(t in the past7 year. with a currew roster o( ut 400 TPA firms. Thus growth mirror
the expanding demand for TPA senivctsan lage part because of th leading role SPBA members have pLaycd in successful health
cost rmenm efforts. 1co-ffi€cici adminisuraon techniques for pension & heath bendit plans, and attwnuon to complex
govewnem OcvLa= ,qwmwcm

Mr. Chairman, and members of the Commite my name is Richard Raup. I am

President of Business Administrators and Consltants., Inc., a Third Party Administration
firm specializing in employer-provided health insurance plans. These comments arm

subnmied on behalf of the Socety of Professional Benefit Administrators (SPBA), the

national association of over 400 Third Party Adminisation fu.s, of which I am

Chaimnana These frus administer employee benefit plans for small and large employers,

state and local governments, union and non-union plans, and association-sponsored plans.

I would like to begin by commtending you, Mr. Oairman, on requesting comrrients

concerning Internal Revenue Code Section 89. The tine and effort you are taking to

understand the numerous problems confronting employers with respect to this law is

greatly appreciated

The Society of Professional Benefit Administrators has been encouraged by the

introduction of bills that would simplify the Section 89 statute. SPBA applauds Senator

Pryor and all the co-spon of S. 65-4 for recognizing the onerous administrative burdens
imposed by the statute and thereby creating a safe harbor for some employer.. SPBA also

welcomes the introduction of LR. 1864 that would significantly reduce the time-

consuming and costly data collection burdens of the present Statute.

20-99W - 9o - 10
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The vowing commtau discuss issues that have not yet been resodved in the pedng
Section 89 legislsoo. In additn, thte comments provide suggestions for amending
H.R. 1864.

Qualification Requirements

Pres t-law Section 89(k) requires ta certain employee beAf plans (t.. accident or
hea plans under Sectidos 105 L-A 106, g rpo m lie inwanoe plans und Section 79.
,depende care atsisance pmrmpg ander Section 129(d), caeeris plans un Section
125(c), friae beafit program providing no-addizial-cos services, qualied emplye
discount, and empkoer-operaed eating facilities under Section 132) satisfy tve
nxpurects!w 1) di pin musg be in wrlWng 2) employees mus receive rsnable
notifion of the besefi avail under k plan 3) ,b empk"es' right wx a the plan
must be legally adfceable 4) the pln must be maintained for the exclusive benefit of
emplyees; 5) the plan rust be established with the inino of being mutaind for an
W eln, peiod of dime.

Siacm these reqununenu appear io be reasonable and rmrighfcrward, many employers
assumed that they would not poe any problems for plans. However, that assuption was
band on the Section 89 stam and lezislative history as contained in the Genera
Explanation of the Tax Rdcrm Act of 1986, wrisen by the Joint Coonu on Taxatm
After the issuance o IRS p,-osed regulations, the difficulties with these requbinet
becae anv.ezt for the fir time.

The prok4emn wirb the qualification n ireq nens is that they place an unnecssary
burden on evpoyers ao determine how their plans, which are already in compliance wi Ih
sini rules under the Enpoyee Retremnt Irmm Secrty Act (ERISA), must be
changed io comply. As staed in the IS proposed regulations, the repouting notificadon
and wrin plan documnem req emeP u ame "in addition to, and not in lieu of, any
rtAiretments odezwise imposed on emplo~werovided benefu plans by ride I of ERISA
orany odr provision of law" (p. 91B). Consequently, employers must spend die and
retxes mmai tie new IRS proposed rules with those under ERISA. as contained in
Deparmnt of Labr rme-is (29 QR 12520.-404). When employers ask th ves
if thdis a ded expense is onecessy given the exissence o( parallel equre u under
ERISA, they am nable lo deive an answer and tLs conclude that the time and money
requ rd so perorm this mipaison Is nt weU spenr.

If tie qualificatin m"ments dim differ from thme under the A Depszmim of
Lab rgulatons ve an Iporta p se, thi the effW emp mas expend is
justified. However, if these diffetees fail to save any neas purroee, rhe the
qualifrcatio ann m deserving of dit sameo criticismn diet puesat-law
nwNscrinin rules have ivo cd. That is, the nmeqWa U forc emplys so wasI
re .me in an effort io prove something to the IRS dw themloyier already knows.
Ealoycr sroy resent having iD satisfy these s qumen s when they have already
sai siruiLar loquienes for the pszmnt of Ls

Emplows mad plan athydnisman mougn= a tha e requirements under the
De parmnt of Labor regulations with repect to the writing. repouing and otifation of
mpLyw wvlfem plas wae established for vatid reasons. The prosocton o( plan
painpants it cagqoyee benefit plans s a wev-mspocud pwpee of Ae gulations. The
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Depamc nt of Labor gave careful cons-ration to these rules, reflected on co nets from

plan admirdstators and based on those responses, issued fired regulations that were

acxpted b, employers.

In contrast, when employers ask themselves why the IRS has issued proposed

regulations that differ from Dep-rtment of Labor rules, they are unable to find any reason
other tha. to raise revenue. MAny employers believe that the IRS is purposely trying to set

a trap for th- unwary. For example , a struggling .mall employer who can not afford to hie

a berefit ttorey and simply does not have the time to spend analyzing the new IRS

S,-ction 89 proposed regulations will rrost Likcly assume, based on an initial reading, that

iie s.urnxary plan description required uynl.r Department of Labor rules will satisfy the

Sccdon 89 notic. requirement. If this sarall employer is unable to he-ar the speeches of IRS

,0 'I'easury Department officials who have been warning employers to closely examine

tkw cortwnts of the summary plan description t: ensure Section 89 compliance, this small

employer is most likely to be ensnared in the qu.-ification trap.

Notificatnn. Under the notification requireri'tnt i6 the Section 89 proposed regulations, all

eligible individuls must receive notice of the tezus of the plan "prior to the fit day on

which coverage is prunided under an insured ot irsranty-type plan or benefits are

available undei' any other type of plan and prier to the effective date of any material

amendment, extension or modification ot sucb coverage or benefits, and no later than a

rasonable time prior to the availability of any election vtb rrpevet to participation under
such plan"(Q&A 5 (gX 1)). In the followi'ig paragraph, Q&A 5 (gX2), the proposed

regulations permit a period of 60 days to satidy t. notio- :quirement if there is a
modification to the plan (including any chan-: il plan design).

These regtu tft; cmfit with similar" rules under Department of Labor regulation.
While the "mateaW trm" of a plan that yast be included in the IRS notice t also

requhAd in the I poznuen. of'Labor ru. ..ry plan des riptin, the Dcparnt of Labor
regulations give ermplo/ers 10 cays to furnish this inforarufm to plan paricipat.as under a
newly 1 ,lished pLan snd 210 days in th. case o4a zoification toal;n atlready in
existence. In many cases, thNs knj.,h of time is not needed. However, 'he Department of

Labor provided this period fos th. exoep6c.l cases whe an employer nd insurer or third

party glministratr (TPA) can no agree on the legal wording of the plaiL

The process of coox:sing the correct wording for rbe sunnmey pLtn description can be
protracted. For example, on MArth I an employer decid-s to establ. h a new plan for
employee with coverage beginning on April I. The insurer or TPA ptepares a msmmary
pla description draft which is sent to the employer for arovL It is not n al for
the insurer or TPA to take one to two weeks in preparing tLh dm't When he. draft
summary plan ecription arrives in the employer's offi, tide cmpk.,y" usually does not
drop all pressing ss mautrs to examine the document. Insrad, the employer may

need one to two we to thoroughly rad the &wx.ument and ,eel -AM nt in sending it to
the next level of rm% , the employer's benefit attorney. By the ruame the attorney receives
the draft docun-eny the effective dae of the plin (April 1) has ahey arrived. If the
attorney approvw.s the draft, the insurer or TPA needs et caust a week to ten dayh for
copying document and mailing it to the employer for distribution to emplo. es.
However, if the attorney objects to certain, provisions, the summary plan descripi x) is
returned to be insurt or TPA for iedrafling and 6e approval process begins again. This
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approvaJ process may seem excessive or unnecessa y; however, it is no more excessive or
unnecessary than the IRS and Tre.sury Department approval process for regulations.

Delays in the effective date of coverage will result front the IRS notification

requirement- If an employer decides on March I to create a new plan for employees with
n April I effective date, insurers and ThAs will have to inform the employer that coverage

should not become effective undl all parties (the employer, beneti attorney, etc.) have
agreed on the technical language of the summary plan description. The employer must be
warned 1.M if the padres can not agree before the effective date of the coverage or within 60
days after the effective date of any futur plan modificaions, the employer may be in
violation of the qualification requirenarlts.

While the Section 8. -. wed reguJtions provide a correction period of 90 days in the
c-. of a de miniis faLv with respect io the notification requirement, this grace period
fails to reduce iployers' anxiety. For an employer to use this grace period, the employer
must demonstrae that a good faith effort - made. A clear definition of a good faith
effort is not provided in the proposed regulations. Employers an concerned that their
definition of a good faith effort may not coincide with IRS' derinition. The proposed
regulation empower the IRS to use discretion when enforcing this good faith compliance
provision and leave the employer subject to the whims of IRS auditors.

In creating the nodfication aquirew under Section 89(k), Congress attempted to
ensure that employers would inform plan p. 'cipants about the overages available.
However, it is customary for employes to provide employees with summarizs of available
plans differentt from summary pla, descptons) prior so election piods , ,,t
employees may make informed decision , as to which benefit plan would n't nheir

individual needs. These summaries at usually about tuee pages in length avd do not
contain all the information that is required in the surmnary plan description. Based upon
these summaries, employees, have enough information to select a benefit plan without being
bunie&." with numerous sunmmry plan descriptions that employees would never hve the
time or curiosity to read. Aft- an employee select a benefit plan, the surnary plan
descripi.:'- foUows within 120 days and upon rex:i. ,he employee can then become well-
vcrse- ia the details of ti, plan.

The Department of Labor reg,,ladons knowledgee the practices in operating an
employe.- benefit plan by reqring summary plan descriptions to be given to plan
participants. By contrast, the I, ,ru;osed regulations require that all eligible employees
(defined as those individ,,Ils who atic,pate under the plan or are described in tie plan as
eligible tb particiaxe) must reeivt "not ce" of the terms of the plvn As mentioned above,
eligible employees are not interested in receiving dtiled information about a plan until they
ae actually participating in the plan.

Moe importantly, employees have traitionally considered the irceipt of detailed plan
information to signify that coverage is in effect. Employes are concerned thai employees
wh, receive numerous notices describing different benefit plazu will asstune that tLey are
covered urner all these plans.

Recommendation: SPBA strongly uges that an employer be peamitted to satisfy the
nodfication requirem by providing a very brief summwy (approximately thr pages) of
the plans available to employees The idormation coatained in this summary should be



263

coinmtm with the information that employers are presently furnishing to employet prior
to the effectve daz of coverage and not as deuiled as the summary plan description.

Under the IRS Section 89 proposed regulations, a list of items that must be included to
fulfill the notificatim rtquiremnt is provided. One such item is a summary of the wrms of
the plan. To an experienced bernfits admiritntrwt, a nmary cf the terms of the plan
means at leas a twety to thiry page documnx: 1 Tb e xtnt to which these items must be
described in the "notice" shoud be claified truough Section 89 legislation.

NOTE: Attached is a chart corwrriag the IRS Secdon 89 proposed regular ns w*h the
Deparr.vu of Labor regsuuins/or sumnaryplan descriptions.

Single Written Documen - Under the IRS Section 89 proposed regulations Q&A 3 (c) (3),
the single written document must include any information or term required by any other
arplicable provision of the Code or accompanying regulation. This is another area of the
proposed regulations where employers believe that the IRS is purposely sting a trap for
thoe who lack knowledge about all applicable Code provisions.

Recommendation: SPBA requests that the IRS be required to list the applicable Code
provisions that must be included in the single written document so that employers will not
have to be concerned about an unintended oversight.

Lerally Enforceable - Under the legally enforceable requirement as described in the IRS
proposed regulations, employers are prohibited from exercising scretdon with respect to
granting or denying coverage and eligibility to employees unless the discretionary methods
used are clearly explrened in the plan documents and communicated to plan participants.
For example, health coverage chat is conditioned on a qualified medical opinion of a
Physician ard a managed care proV-arn are considered permissible discretion. The
purpose of this rule is to prevent an employer from favoring certain employees over others
with respect to the receipt of employee benefits after the terms of the plan have been
established and explained to participants. At first glance, it would be difficult to argue
against a rule having such an honorable intenL However, situations that arise in the
ordinary operation of employee benefit plans demand a change in the impermissible

discretion rules.

Whle the IRS recognized that the legally enforceable requirement had to contain
safeguards to protect the viability of managed care programs, the IRS failed to see the need
for employer disceon in other areas. For example, an employee's claim is denied under
the plan and the cCUployee appeals the denial under ERISA review rights only to be told that
the plan is not required to pay the claim. Frustrated and convinced that the plan language
' .. icaed otherwise, the employee decides to file suit against the employer for
mist'reseacing the benefits provided under the pla. The employer, conemed about the
cost of legal advice to defend the plan language, chooses to pay the employee's claim
instead. However, the employer can not make this choice without considering the
consequences under the kgally enforceable requiremmt. If the employer fails to ameMd the
plan document to reflect the new covem provided to this one employ= or fails to
continue the new coverage for at least 12 continuous months, the employer will be in
violation of the qualificaton rtquirmnts and subject to a penalty tax.
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Recommendation: SPBA urges that an employer be allowed to pay the type of claim

rw.tnoned above without having to expand coverage to all plan parncpants for a 12-month

period.

In addition to the situation described above, there are other circumstances that warrant a

relaxation of the legally enforceable requiremenL For example, an employer may choose to

assist a sick lower-paid employee with medical claims that ae no; covered under the

company plan. However, the employer can no( afford to extend this benefit to all

employees for 12 consecutive months. Under the IRS rule, employers will no longer be

able to help employees when they are in need for fear of incurring a penalty tax. Although
Congress focused on eliminating discretion in favor of the highly compensated employees
when creating the legally enforceable requirement, this rule will probably hurt nonhighiy

compensated employees more often.

Indefinite Period of Time- A benefit that is in effect for 12 consecutive months is
considered to have satisfied the requirement that a plan be established with the intent of
beiui mam"A for an indefinite period of time. The IRS proposed regulatons perit a
plan with coverage in effect for less than 12 months to satisfy this requirement if the
employer can demonsrate that there is a substantial business reason for modifying or
termuaing the plan. However, changes in insurance carriers or health care providers am
not considered valid reasons for modifying or terminating plans.

While the IRS must be commended for giving financially distressed employes a
reprieve from the 12-rnonth rule, the IRS overlooked other circumstances that deserve
special .tramnL For example, a small employer contributes to a group plan because the
cost of providing coverage to employees is otherwise prohibitive. If the group plan
experiences finnial difficulty and can no longer pay claims, the small employer could be
kIh with substandal unpaid claims and may be unable to find other coverage at a reasonable

CosL

Recommendation: SPBA urges that the qualification penalty tax be removed when an
employees group plan becomes insolvenL

Reporting RequiremenLis

Present-law Secticai 89 amends Internal Revenue Code Section 6039D by expanding
the definition of a "fringe benefit plan" to include plans under Section 79 (group-term life
insurance). Section 105 (amounts received under accident and health plans), Section 106

(conributi s by employers to accident and health plans) and Section 129 (dependent care
stance programs). Mir to the passage of Section 89, Section 6039D applied only to

plans under Section 120 (group legal services), Section 125 (cafeteria plans), and Section
127 (educational assistance plans).

This represents a dramatic change because Section 6039D requires all employers to file
an annual retumn/report (Le., 5500 Form). Unlike the Department of Labor regulations on
5500 Forms, Secdon 6039D permits no exemptions for plans with under 100 participants.
Thus, small employers providing health insurance plans to employees will now, for the
first time, be burdened with having to fide annual reports. This will take time and resources
that small employers simply can not afford to sacrifice on bureaucratic paperwork
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Recommendation: An exemption from Sectioti 6039D should be provided to plans

having fewer than 100 participants.

Recommendations for H.R. 1864

Em1oee Contribution Rairs - Irdexing the employee contribution rates to average wage

growth poses isurmuntable problems. With the rapidly escalating health care inflation
rate employers will be required to pay an increasingly greater portion of health insurance
costs. If the employer is forced to absorb these rising costs and thus shelter employees

from this national problem, the employer will respond in one of three ways: I) eliminate
coverage; 2) raise deductibles; or 3) reduce the level of benefits offered. In raising
deductibles, another form of ds ;-inanon will surface because only higher-paid
employees will be able to afford to pay the deductibles. To prevent ths, RR. I 64 should
be amended to index the employee contribution raeS to the medical inflation rate or replace
mployee dolr limits with an employer-paid percent of the total health care cost

Another problem with the employee contribution rates concern plans that empoi
composite rates. Under these plans, single employees and employees with families pay the

same amount for health insure e even though they derive different benefits. RR. 1864
should be amended to permit the existence of composite raw funding stnuctures where the
composite rate doe; not exceed the averge of the maximum single and family employee

contribution rates.

e ..in at - H.R. 1864 retains the present-law nondiscriminatory provision requirement
for the selection of a testing date. Under this requirement, any provision of a plan may be
deemed discrminatory even if the plan passes the numerical tondiscrimination tests. Since

this is a subjectve test, employers are concerned that the IRS may challenge any testing

date the employer has chosen. Employers fear they will have to defend their choice of
testing dates every day of the year. H.R. 1864 should be amended to provide the employer
with more security in his choice of testing dates; the IRS' power to challenge testing dates

should be checked.

State and Local Governments - HR. 1864 amends thedefinition of highly compensated

employees so that an employer does not have to consider an officer a highly compensated
employee when no officers are receiving compensation in excess of $45,000 a year. While

this amendment was included in R.R. 1864 to facilitate Section 89 compliance for state and
local government plans, problems still remain Branches within state and local
governments usually have very different benefit structures primarily because the benefits
are funded from different taxes. For example, the benefits provided to employees in one

branch of government may be funded by a lean state motor vehicle tax, while the benefits
for another branch may be funded by a fat sales tax. If these branches can not pass the
separate line of business test, they must be aggregated for testing purposes and may not
pass the benefits test under ILR 1864. FLL 1864 should be amended to allow state and
local governments to test separately regardless of whether they can pais the separate line of
businesm test.

CaLft ia lhA - K.R. 1864 pyes major problems for cafeteria plaLs As the bill is
preently worded, the use of salary reduction plans is prohibited. As the cost of health
in &ranc has risen, employers have turn d to the salary rrdtuctioa anang.em in an effort
to control cost and tirby have been able to sutin the ese= of plans.
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VItaLxm MP&kS- KR. 1864 retains the prsmnl-aw re forcdeterning the value of
employur-provukd bendits. Under this rule, an employer may use pmrum cost or any
reasonable vahlation meo until the Scretary of the Treasry issues valuation table.

HR. I864 thoul1 be amended to allow valuation based on premiti'n cost even after thewe

tables am issued

Thank you, Mr. Chairman, for giving careful consideration to my testimony. I look

forward to funherdiwjussions with you concerning this important matter.

P SOCIETY OF PROFESSIONAL BENEFIT2033 M Street, NW 0 Suite 605 9 Washington, D.C.
ADMINISTRATORS

20036 * (202) 223-6413

Side-by.Side Comparison or the Department or Labor Requirements
for Summary Plan Descriptions and the Internal Revenue Service

Section 89 "Writing" and "Notification" Requirements

DOL IRS

Timing Of plan
information to
participants

Timing of
modifications to
participants

Plan information
available upon
request

In general. the summary plan description
mst be ditrbue to paticipanu within
120 days after the effecuve dae or a newly
extblahed plan.

A summary of any plan modificaLion
whethere a substanial change in coverage or
simply a clarficauon) must be provided to
plan pfrtictpems no lar than 210 days
after the close of the plan yu in which the
modificaion was adopted This mmmary
mrA be fled with the Seaetary of Labor no
Lat than 2 10 days ater the cloe of the plan
yeam wiiich the modLlcatim wu adopted.

The plan admiustruor mum furniuh cwti
mateia oo individl piticipcts upon their
requem. The plan adminisorao mum make
certain maieal available to iw c ianu and
beneficiaries for inpection at reasonable
times and places The adminisrtaor slall.
upon written request of any panicipanx or
beneficiary, furnish a copy of the latest
updated summary plan description, plan
description, and the amu annual nport, any
terminal report, the bargaining agrnemem,
trust agreement, contract, or other
instruments under which the plan is
esmblishod or operatd. The a&iihistrator
shall make copies of the pkn descripion and

In general, all "eligibk individuals' must
receive a "nort" containing a summary of
the plan prior to the first day an
whkh coverage Is provided and prior
to the effective date of any
amendment, extemsiom or
modification of bemeflts, ad no
later tha a reaosabl time prior to
the availability of any elections.
The *mc" mus €omam a tatuem that a
*mn written docuam." expaming furt
the provisions in the "notice,* is available
for upecton and that the term of the
"no we "eplk y enforcea."

A plan mod'fscaticon mum be provided to plan
partcipants no later tham 60 days after the
effecive daf of the modification. While the
iRS would prefer to have plan participants
notidfed of modifciom prior to the effective
date (as noted in the regulations), a 60 day
pare period is pwrmied.

A "single writen document* (including all
relat document icorporased by reference)
must be available for inspection. This
document mutt provide explanation of the
'notic' (mentioned above). Provided tha
the "notice' is given to participants prior to
the first day of coverage, the "single written
document* need not be complete until 120
days after the effective daie of the new plan
or modification. The employer need not
provide a copy of the 'single written
docunnet" to all 'eligible individuals" unless
they request the information. Note: If the
"notice' requirement is aot satisrd, the
'"single written document' along with all
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t eat anuai repot and th bagauinsn
avwueint. trs agp.emal. O raci or hr
inmrumenu uder which the plan wu
estabhsbed o is operated available for
examination by any plan particpant or
beneficiary in the principal otfce of the
&adustranx ard in such other places as may
be necesary w make available al petneint

norinatim to al puucipait

What olloWs is a overview of thOe cWA
of a summary plan description. The
ammy pin descripon sh13 indude: the

Qume and a(eu o the employer or rums
of the plan (for a olecively bug pan
a SttemeM that a complete list Of the
employees ad employee organize,

mongrtg the Tpm may be atined moo
writen wmqucnjothe plao ,Asss ). the
type or admiuistratioe of the pLan, e.g.
contract administration. insurer
administraon if a pan is maintained
prsuant to a collective bargaining
agr4mee.l. a statement that the Plan is
maiwnea as n.h ad that a copy of any
such agreemeat xAsy be obtained by
partic pats and beceficiames upon writm
reqvue "biipty reqiemmet including a
statemmm of the conditions pertainn to
ebgibility ad a deamait or mmnary of
the benefits (in the can o a medical ce
plan providing exteasive ch!,'ules of
bmeft - a pnd ... kW
Lf refereme a made io derlled achedois of
benefit w4tich an arvaible witiot co to
my pwbc who so reque s, a mamm

,ntidying cr, mm wikh may ranuk
in disqualWttsos, ioelib y, r dealm
Ion, forte n or a of mny bew
tha a participtm or beaficiwy miht
otherwise; reasonably expect the plan to
prvide on the basis of the deecptin of
bcstefus; the avoe of convibutious io th
plan and the ma by which the DmnUm or
conuributiOui is q*awed. the Wdtty of any
funding median wd for th accwmulmim or
assm to4;h which beneits ae provided
the procetm to be followed in presenting
claims for benefits uoder the plan and the
reom availab under the pL&n for the
redress o( claims which w denid in whole
or btair; the satemrn of ERISA rigts; a
Smma7 or the plan's Wtma precede.

IRS

midrifMaons must be in wnitn prior to the
frst day of covarWe

What must be
included in plan
information?

267M

The 'notice" that must be provided to
"eligbe indviduals must contain a fair Nd
comply summary of the tewm of the plan
that are rawably likely to be of
significance to an "eliSible individuaL
These rains must include at least the
foowiaf a smr description of who is
ediibe an tc in the plan. a general
descflpioa a( the coverage or coverage
offend (inclading the genal types of
benefu proved under the plan, basic
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STATEMENT OF SOUTHWESTERN BELL CORPORATION

Senator Bentsen, our appreciation goes to you and members of your committee for
the opportunity to submit our testimony. Our appeal is for immediate and effective
relief through the passage of legislation that will significantly simplify nondiscrim-
ination testing under Section 89. We applaud Senator Pryor's efforts with the intro-
duction of S. 654 since it is the first reasonable effort at significant simplification. A
design based test such as Senator Pryor's and that proposed by Chairman Rosten-
kowski will enable us to dispatch with the cumbersome rules and time consuming
and costly activities of data gathering and testing.

Do not mistake our support as an attempt to exempt ourselves from the nondis-
crimination goals that comprise the very backbone of Section 89. Rather, by utiliz-
ing a design based (i.e., an eligibility based) test, we are required to assess the actual
availability of the plan to the nonhighly compensated as compared to the highly
compensated employee in order to make a fpir and objective assessment of our plan
design. We support the eligibility based test proposed by S. 654.

Based on our experiences, we feel that significant simplification is warranted.
Southwestern Bell Corporation supports S. 654 proposing simplification of Section
89. However, the following areas continue to be of great concern to Southwestern
Bell Corporation:

* The simplified health arrangement rule should apply to base plans. Employee
options (HMOs) should automatically be deemed nondiscriminatory if the base plan
passes.

- The definition of "same type of plan" should not be restricted to plans having
the same employer-provided benefit. Employers with multiple operating units with
various plans should consider plans that meet the applicable premium outlined in
the bill as plans of the "same type."

a The simplified health arrangement rule should include provisions relating to
89(g)5 to clarify it can be applied on a separate line of business basis.

* Employee contribution limitations are artificially low. Limits such as those pro-
posed in the H.R. 1864, $10/$25 per week for single and family coverage, are more
reasonable and are still in reach of working Americans.

We offer you the following experience as further substantiation of the claim that
Section 89 under present law, is far too complicated, costly, and cumbersome for em-
ploy ers.

We administrative burden and consequent cost imposed on employers with unde-
niably nondiscriminatory plans (as the following example will illustrate) will only
continue to erode United States tax revenues. Significant simplification is needed.
Simplification should maintain the true intent of Section 89, while providing the
necessary relief to those whose intent was clearly not to discriminate by virtue of
their plan design.

Southwestern Bell Corporation (SBC) based in St. Louis, is an international com-
munications corporation with approximately 65,000 employees and 26,000 retirees.
Through its six principal subsidiaries, Southwestern Bell Corporation provides tele-
phone network services, telephone equipment, cellular mobile telephone service and
equipment, paging service and equipment, and directory publishing and commercial
printing.

During the first quarter of this year, Southwestern Bell Corporation cormpleted its
first preliminary testing using 1988 data on its managed medical plan, that is its
base plan, CustomCare, along with the 47 related health maintenance organizations
(lIMOS). These HMO options are an alternative to the base plan, CustomCare, for
eligible employees.

rior to testing, we assumed that other than the effort and expense of data collec-
tion and compilation, Section 89 would pose no problem for CustomCare due to its
nondiscriminatory plan design.

CustomCare's nondiscriminatory design features include:
* CustomCare is available to all employees (high and low paid) on the same basis.

(There are no differences in eligibility, company contributions, benefit levels, etc.)
* CustomCare does not require any employee contributions by the employee or

immediate family dependents, although we support the concept of employee contri-
butions as outlined in Chairman Rostenkowski s bill H.R. 1864. Also, as we complet-
ed the exercise of valuing the plans to prepare for testing, it was determined to
have a higher value than the available HMO options.

* Southwestern Bell Corporation makes the same company contributions for the
HMOs as it does for CustomCare. However, employees voluntarily electing an alter-
native HMO with a premium cost that is greater than the CustomCare Company

/
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contribution are responsible for paying the difference by way of employee contribu-
tions.

CustomCare, at the time of data collection, had a participation rate of approxi-
mately 72% of all employees eligible to participate in CustomCare.

This percentage was derived by dividing the total number of e lffployees electing
CustomCare by the total number of employees eligible for CustomCare. The remain-
ing employees voluntarily elected to participate in one of the 47 HMO options.

In performing the preliminary tests, Southwestern Bell Corporation utilized the
higher value plan rule in order to aggregate plans and perform the 80% coverage
test. We recognize that there are other available testing and aggregation options,
one of which now appears to be more applicable, i.e., the safe harbor employer cost
comparability rule. But, the proposed regulations clarifying this rule had not been
released as of the date of testing.

Southwestern Bell Corporation was able to use the 80% coverage test for single
coverage and passed with a substantial margin. However, we were unable to apply
the 90% coverage test and were barely able to apply the 80% coverage test for
family coverage under the higher value plan rule as explained below.

We offer you the following test results only to establish the point that the Section
89 tests as written do not address the design or intent of a clearly nondiscrimina-
tory plan, but rather focus on employee choice.

In applying the higher value plan rule, it was determined that Southwestern Bell
Corporation's margin of passage was only 1.7%. This figure was derived by dividing
the percentage of nonhighly compensated employees receiving family coverage
(44.7%) under Southwestern Bell Corporation's highest valued plan by the percent-
age of highly compensated employees receiving family coverage (54.7%) under the
same plan.

Family coverage was almost discriminatory even though all employees could have
elected CustomCare at no cost. If as few as 75 highly compensated employees were
to make election changes (i.e., electing CustomCare family coverage), it would have
prohibited us from using the 80 coverage test unless we utilized an additional layer
of complex aggregation rules.

This assumption is based on the fact that these election changes would result in
highly compensated employees acquiring family coverage. (Since there is no charge
for family coverage, it is reasonable to assume that all employees [highly compen-
sated employees and nonhighly compensated employees] with families would elect
family coverage.)

This test, when applied to noncontributory plans, simply measures family compo-
sition by income level. For Southwestern Bell Corporation it seems to prove that we
are "almost guilty" of failing to sponsor welfare plans which insure that nonhighly
compensated employees will have families in the same proportion as highly compen-
sated employees. To manage this test, we would need to adjust work force composi-
tion or incomes for events such as marriage, death, divorce, childbirth, etc. This
hardly seems to be the intent of welfare plan nondiscrimination rules. The close
margin on the higher value plan rule using 1988 data may force Southwestern Bell
Corporation to look toward additional aggregation and testing options such as the
more burdensome three-part test in 1989, requiring costly additional data collection
just to prove that an incontestably nondiscriminatory plan does not favor the highly
compensated. The aforementioned example produces another obstacle that must be
taken into consideration. Using the higher value plan rule, we would have been
forced to track highly compensated employee election changes during the entire
plan year. This effort would include changes that result from marriage, divorce,
childbirth, death, and job relocations. We fully support recent efforts both by Mem-
bers of Congress and groups such as the Section 89 coalition in proposing changes to
the current regulations which would require compliance on a single testing date.

To we have spent well over $100,000 for outside consultation, plan valuation and
testing. This figure does not include our internal costs which are in excess of our
external costs. We project that these intenial and external costs will be duplicated
with our ongoing efforts during the remainder of 1989.

The expenses incurred by Southwestern Bell Corporation fur conducting the non-
discrimination tests result in additional operating expenses to the company which
ultimately increase the prices of our products and services to Southwestern Bell
Corporation's customers. Additionally, expenses for conducting the nondiscrimina-
tion tests are deductible business expenses. Thus, where employers conduct nondis-
crimination tests and pass, an erosion of United States tax revenues is realized as
no discriminatory excess is imputed, yet business deductions are permis3ible.
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Likewi-;e, tax revenues are affected where an employer conducts the tests and
fails unless the imputed income and corresponding individual tax rates are greater
than the employer's applicable deduction.

A close examination of the employee profile revealed that Southwestern Bell Cor-
poration's ability to aggregate plans and apply coverage tests is threatened by two
principle factor:

(1) Demographics and
(2) Employee voluntary selection of less valuable options (based on their pref-

erences) even though the most valuable option is noncontributory.
The very nature of CustomCare's plan design supports the argument that a clearly
nondiscriminatory plan can be construed as discriminatory under Section 89 meth-
odology based solely on demographics and employee choices.

We appreciate the opportunity to express our views to you and your committee.
We are committed, as you are, to the efforts directed at simplification of Section 89
and are, therefore, available to you or members of your staff should you require as-
sistance in this effort.

STATEMENT OF THE STATE AND LOCAl. GOVERNMENT BENEFITS ASSOCIATION

Mr. Chairman, thank you for the opportunity to present a written statement to
the Senate Finance Committee concerning the problems state and local govern-
ments have under section 89. The State and Local Government Benefits Association
(SALGBA) represents benefits administrators of 31 states, 16 counties and 31 cities.
The members of SALGBA deliver benefits to 2 million employees and more than 3
million dependents from coast to coast. Through plans that range from traditional
indemnity plans to cafeteria plans, our members deliver benefits to such diverse
groups of employees as policemen, part-time bus drivers, professors and clerical
workers

Because we represent state and local governments, SALOBA members have con-
straints and concerns that may be different from private sector employers. We often
have to contend with both statutorily mandated benefits and budget limitations. In
addition, we have to balance the benefit needs of our employees with the economic
concerns of our taxpayers. SALGBA has been closely watching the efforts to simpli-
fy action 89. We support the efforts of Senator Pryor, as well as those of Chairman
Rostenkowski, to simplify and streamline nondiscrimination testing under section
89. These bills, h however, raise problems in several areas that we believe should be
addressed. We ask the Committee to take the concerns described below into, account
as it develops its own legislation.

WORKABLE AVAILABILITY TEST

SALGBA believes that a workable availability test is critical to simplified section
89 testing. In order to make such a test workable, however, five problem areas must
be addressed.

Affordability: SALGBA believes that limiting affordable benefits to those costing
$10 or less per week for individual coverage and $25 or less per week for family
coverage (indexed to average wage growth) is too restrictive.

Some state and local government plans charge employees more than those
amounts for coverage now, and many more will need to do so in the very near
future. Despite the fact that these plans do not meet the proposed affordability re-
quirements, they-typically provided very broad coverage of nonhighly compensated
employees. As such, the amounts charged employees, although greater than the pro-
posed limits, are clearly affordable.

In addition to raising the initial dollar limits, SALGBA believes that these
-amounts should be indexed in a manner that reflects the growth of medical costs.
Such an index would preserve the allocation of costs between employers and em-
ployees as the costs increase. In contrast, indexing the amounts to wages shifts a
significantly larger percentage of the cost to employers over a relatively short
period of time.

WHO 18 A COVERED EMPLOYEE?

Should substitute teachers be covered? The hours normally worked by excludable
part-time employees are calculated by disregarding periods of unemployment. Al-
though reasonable in most contexts, when applied to bona fide substitute teachers
who are replacing permanent teachers on a temporary basis, the rule does not work.
Because such substitute tWachers have absolute control over which days they work,
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but tend to work full time on days they elect to work, most substitute teachers are
considered full time employees under the part-time rule even though, as a class,
they generally work less than half-time. SALGBA supports excluding such substi-
tote teachers for testing purposes.

What part-time employees should be covered? Although raising the threshold for
excludable part-time employees from 17'/2 to 25 hours is an improvement, many of
the part-time employees of state and local governments work more than 25 but less
than 30 hours per week. Providing benefits to such employees would be extremely
costly and, in some cases, would require legislative authorization. SAL ;BA supports
raising the threshold for excludable part-time employees to 30 hours per week.

Should the separate testing rule be included in proposed legislation? State and
local governmen' s are often legally required to provided benefits for certain part-
time employees, but not for others (e.g., bus drivers who work only 15 hours per
week receive statutorily mandated medical benefits in one jurisdiction). Under cur-
rent law the separate testing rule allows employers to disregard employees in the
part-time, seasonal, short-service and under-age categories even though some, but
not all, employees in those categories are eligible for the same type of benefits-if
the tests can be satisfied by such employees considered separately. In contrast, H.R.
1864 eliminates the separate testing rule. SALGBA believes the separate testing
rule should be included in any legislation which replaces current section 89.

Who is an employee? Are prisoners in state penitentiaries employees because
they are paid minimal amounts to work in-and around the institution? Are shelter
employees, who are physically or mentally handicapped but who are paid for work
by the state or local government, employees? Are volunteer fire fighters who are
paid stipends or allowances employees?

Governments do not provide these groups employment in the traditional employer
context, rather these people are employed to relieve unemployment, to provide tem-
porary emergency services or to otherwise fulfill governmental responsibilities.
Under I.R.S. Notice 89-23 government employers can exclude such groups when ap-
plying the nondiscrimination rules for 403(b) annuities. SALGBA supports extending
that exclusion to section 89 testing.

Who is the Employer? There are detailed rules for the private sector describing
the circumstances in which disaggregation of employers is possible. There are no
such rules for the public sector, and without them public sector employers are faced
with tremendous uncertainty: Must they test on a jurisdiction-wide basis? If not, on
what basis can they disaggregate?

SALGBA supports the application of the good faith standard in the Technical and
Miscellaneous venue Act of 1988 to this area until a reasonable period such as one
year, after regulations with guidance on this matter have been issued.

What about Public Employers with Cafeteria Plans? State and local governments
sponsor many cafeteria plans that allow employees to buy benefits using salary re-
duction, which is uniformly available to both highly and nonhighly compensated
employees. H.R. 1864 treats salary reduction as employee contributions when made
by nonhighly compensated employees and as employer contributions when made by
highly compensated employees.

SALGBA believes, however, that salary reduction which meets any applicable
dollar limitations and which is matched by adequate employer contributions should
be included in determining the value of benefits available to nonhighly compensated
employees. In addition, cashable credits, that is employer contributions which can
be taken in cash, should be treated as what they are-employer-funded benefits.

Highly Compensated Employees: Under H.R. 1864 employers must be able to
identify highly compensated employees and track, on a daily basis, their benefits. If
the availability test under Ht.R. 1864 were modified to apply the 133% rule to com-
pare the average benefits available to nonhighly compensated employees with the
average benefits received by highly compensated employees on a snapshot, -Mtwday-
a-year basis, the data gathering burdens would be substantially reduced for all em-
ployers. In addition, from the employees' perspective, testing based on average bene-
fits is much more predictable: employees who become highly compensated based on
overtime pay or moving ex pnses are less likely to find themselves suddenly taxed
on their health benefits. SALBA supports such an outcome.

ALTERNATIVE COVERAGE TEST

Even with the improvements described above, an availability test will not work
for all employers-there will always be some employers in the public, as well as in
the private, sector that deliver nondiscriminatory benefits to their nonhighly com-
pensated employees, but who fail the design-based availability test.
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SALGBA believes that such employers should be given the option, to test their
health plans under a simplified coverage test. While some will say that this in-
creases the appearance of complexity, in fact it will have no impact, on the vast ma-
jority of employers-if workable availability test is enacted. In addition, such cover-
age-based testing could be made significantly simpler than under current law.

In sum, SALGBA believes that a workable availability test, with an optional cov-
erage test, would best serve the interests of federal, state and local governments.
Thank you for the opportunity to submit this written statement.

STATEMENT OF UNION OIL COMPANY OF CAIJFORNIA (UNOCAL)
Unocal welcomes this opportunity to offer written comments for the record as

part of the senatee Finance Committee hearings on revisions to Section 89 of the In-
ternal Revene Code of 1986.

Unocal is not opposed to reasonable and simplified nondiscrimination require-
ments for core medical plans. However, the scope and extreme complexity of Section
89 go far beyond what any employer, whether small, medium or large, can realisti-
cally cope with. Revisions to Section 89 are urgently needed to encourage employers
to continue to provide quality health care programs instead of discouraging these
programs as the present Section 89 rules do. Unless Section 89 undergoes major re-
visions, the provision should be repealed.

Unocal supports the spirit of S. 654, offered by Senator David Pryor, in attempt-
ing to provide the necessary relief for employers, but the bill as presently written
does not go far enough. Specifically, we believe the bill needs improvement in four
major areas:

I. Employee contribution maximums must be realistic and directly related to esca-
lating medical plan costs;

II. More realistic classification of employees and "leased employees" should be used
in the eligibility testing procedure;

III. A narrower definition of "leased employee" than is currently contained in Sec-
tion 414(nX2) should be adopted; and

IV. Pre- and after-tax contributions to a medical plan should not be accorded differ-
ent treatment.

I. EMPLOYEE CONTRIBUTION MAXIMUMS MUST BE REALISTIC AND DIRECTLY RELATED
TO ESCALATING MEDICAL PLAN COSTS "

Unocal believes the srfe harbor provided by the simplified health arrangement
proposed in S. 654 is too narrow to be of value to most employers. The employee
contribution maximums of $6.70 a week for employee-only coverage and $13.40 a
week for dependent coverage are too restrictive and will disqualify many employers
who provide quality health care plans for all employees and/or have employees at
locations with high medical costs. Even if employee contributions remain below
these dollar maximums during the first year or two, the rapid escalation in medical
costs would soon surpass the modest indexing provided by cost-of-living adjustments
or increases in the minimum wage, thereby jeopardizing the safe harbor. The end
result is that employers would than be faced with four choices:

(1) Absorb most of the increases in medical plan costs in order to retain the
safe harbor.

(2) Pass on part of the costs to the employees, give up the safe harbor, and
attempt to comply with Section 89 testing requirements which are essentially
unworkable.

(3) Reduce the cost (and quality) of medical plan coverage by increasing de-
ductibles, increasing "out-of-pocket" limits, increasing employee co-pay percent-
ages, etc., in order to keep employee contributions below the allowed maxi-
mums.

(4) Eliminate medical plan coverage.
In a highly competitive business environment, alternative (1) is not viable. Alter-

native (2) places the employer in the same position that both industry and govern-
ment officials recognize today as an intolerable situation. Alternatives (3) and (4) are
more likely courses of action by employers, but are exactly the opposite of the policy
orinally intended by Congress.

Unocal believes that the simplified health arrangement portion of S. 654 should
be modified as follows:
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e The maximum contribution by all full-time employees should not exceed 40% of
the employer's total COBRA contribution rate;

9 The plan must be made available to at least 80% of all Non-Highly Compensat-
ed (NHC0 employees (90% if leased employeese s are excluded);

* The maximum contribution by par-L-time NHC employees should not exceed one
and one-half times the contributions of full-time employees; and

s The testing requirements should apply to core health plan coverage only, i.e.
medical plans. (Core health plan coverage means a plan providing basic/major medi-
cal or comprehensive medical coverage, including prescription drug coverage, but
excluding dental and vision care plans and physical examination programs.)

Unocal believes the above changes will provide employers with proper incentives
to retain quality medical plans. A percentage-of-cost formula results in employee
contributions which are plan-specific and automatically recognizes actual plan costs
which vary considerably depending on employer location and plan quality. Such a
percentage formula also automatically recognizes the varying contribution struc-
tures of most plans, i.e., employee-only, employee and one dependent, employee and
two dependents, etc.

A percentage-of-cost formula also provides a method for recognizing future in-
creases in medical costs. This would be preferable to indexing employee contribu-
tions to the minimum wage level which is a potentially controversial topic. It is im-
probable that escalation of the minimum wage level would reasonably correlate
with rising medical costs, particularly because of the political sensitivity surround-
ing upward changes in the minimum wage.

In summary, employees who want quality plans would prefer to pay a fair share
of those costs and retain quality coverage, rather than be subjected to gradually
deteriorating plan brought about by government testing regulations that are ob-
scure to the employees.

II. MORE REALISTIC CLASSIFICATION Or EMPLOYEES AND "LEASED EMPLOYEES" SHOULD
PC USED IN THE EuGliBimrY TESTING PROCEDURE

Unocal believes the employee "population" used in the eligibility testing process
should be revised to reflect the realistic concept that an employer has less of an
obligation or incentive to contribute toward medical plan costs of employees who
provide services on a lesser basis than full-time employees. Unocal suggests a 3-tier
employee-definition:

* "Full-time" employees mean those -who normally work 32 hours or more per
work week;

0 "Parttime" employees mean those who normally work 24 hours or more, but
less than 32 hours per work week; and

* "Casual" employees mean those who work less than 24 hours per work week.
For eligibility testing purposes Unocal suggests:

* Full-time employees should be included in the test;
" Part-time employees should be included in the test, but would be expected to

contribute a somewhat greater share of the plan cost because of fewer hours
worked; and

• Casual employees should be excluded from the test.
One of the most troublesome areas of eligibility testing deals with "leased employ-

ees." A "leased employee" is an employee of a contractor performing services for a
recipient employer. Nevertheless, such "leased employee" is treated as being the
employee of the recipient employer for purposes of Section 89. As discussed more
filly in Section "IN" below and in Attachment A, an employer recipient is currently
faced with a major problem of identifying a "leased employee" because of the
present definition of that term in the code.

Unocal strongly urges that the following classifications be excluded from the test-
ing requirements:

* Leased employees (as redefined by Section "III," below), unless the leased em-
ployee population exceeds 25% of the employer's full-time and part-time employee
population.

e Employees and leased employees covered by alcollective bargaining agreement.
These individuals have already bargained for, and are receiving, a competitive wage
and benefit package.
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Il1. A NAa5 .OivKR DEFINrrON OF "LASED EMPLOYEES" THAN IS CURRENTLY
CONTAINED IN SwrnoN 414(nX2) SHOULD BE ADOPTm

If a plan eligibility test based upon a percentage of an employer's employees is to
remain a part of Section 89, we strongly urge the Committee to narrow the defini-
tion of "leased employee" in Sectiun 414(nX2). This problem must be addressed to
avoid an enormous and virtually unsolvable problem facing nearly all employers in
complying with Section 89. For purposes of Section 89, a "leased employee" is treat-
ed as an employee of the "recipient" (i.e., the employe,- to whom services are
deemed to be rendered). Thus, Sections 89 and 414(n) are inextricably related and
cannot be viewed as separate provisions dealing with separate matters. As discussed
in Attachment "A" to these comments, the problem is that the definition of "leased
employee is so broad that it could include vast numbers of non-employee workers
who should not properly be classified as leased employees of an employer. Unless
the definition is modified, employers attempting to apply the eligibility test are
faced with a monumental and nearly impossible task of identifying and obtaining
information relating to such workers.

IV. PRE-TAX AND AFTER-TAX CONTRIBUTIONS TO A MEDICAL ILAN SHOULD No-r BE
ACCORDED DIFFERENT TREATMENT

The fourth and final area of major concern is that of employee pret.ax contribu-
tions made to a medical plan through a Flexible Spending Account or ' Ier volun-
tary salary reduction program. The proposed "Aggregation Rule" under q .54 indi-
cates that pre-tax and after-tax corAributionil would be treated different ']y fur test-
ing purposes. Unocal strongly disagrees with the view that pretax conrxioutions are
inherently discriminatory and believes that reconsideration is appropriate. Unocal
believes than internal Revenue Cede Section 125 adequately covers pCtential dis-
crimination under pretax arrangements and additional requirements are unneces-
sary.

In conclusion, we compliment the Committee in its effort to examine Section 89.
Further, we applaud the efforts to develop S. 654, as a big step in the right direction
to untangle the maze of data collection, recordkeeping and testing required by Sec-
tion 89. However, we would also add that, if the relief is too narrow and inflexible,
the relief will be more imagined than real, and most employers would continue to
be faced with the morass of Section 89 rules as they exist today. We believe this will
ultimately result in the reduction or elimination of medical coverage for many em-
ployees who are provided with quality coverage though their employers. As men-
tioned earlier, this would be the opposite result of that originally intended by Con-
gress. Therefore, we urge careful consideration of our suggested changes to help re-
solve a very complex and unworkable situation for employers.

Thank you for this opportunity to make our views known.

ATrACHMENT A.-DIscUsSION OF "LEAsED EMPLOYEE" PROBLEM

The "leased employee problem became particularly onerous as a result of the
provisions of the Tax Reform Act of 1986, which amended Section 414(nX3) to in-
clude, inter alia, Section 89, as a provision subject to the "leased employee" provi-
sions of Section 414(n).

Section 414(nX2) defines a "leased employee" as follows:
"Leased Employee" . . . the term 'leased employee' means any person who is

not an employee of the recipient and who provides services to the recipient if-
"(A) such services are provided pursuant to an agreement between the re-

cipient and any other person (in this subsection referred to as the 'leasing
organization'),"(B) such person has performed such services for the recipient (or for the
recipient and related persons) on a substantially full-time basis for a period
of at least 1 year (6 months in the case of core health benefits), and

"(C) such services are of a type historical performed, in the business
field of the recipient, by employees."

This provision was enacted with the Tax Equity and Fiscal Responsibilit Act with-
out hearings or opportunity for public comment. In 1986 the Treasury Department
testified before Congress as to the purpose of the leased employee rules, indicating
that the intent was to prevent avoidance of the rules governing qualified pension/
plans through leasing of employee services. However, the only example given wai
the leasing of nurses or other staff by a doctor. . I

pp F 1,
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Because the statutory definition of "leased employee" is entirely too broad, it
sweeps in as potential leased employees a vast number of workers which common
sense indicates should be excluded. The definition can be shortcut simply to say that
any individual who performs a service for the recipient under any form of an agree-
ment for a period of one year (or 6 months in the case of tests for health plans is a
leased employee if the work being done is a type that employees in the business
field of the recipient (not the recipient alone) have performed. When one analyzes
this definition in the context of the infinite variety of everyday business transac-
tions which affect even a modest sized business, then virtually every worker per-
forming any service which benefits the recipient could be at least a potential leased
employee of that recipient. Thus, the employer must first identify such worker' and
obtain information in order to determine whether they meet the tests to be classi-
fied as a leased employee for purposes of the Section 89 eligibility test.

It is not difficult to identify and classify as a potential leased employee an individ-
ual who is supplied to a business client by an organization which is in the business
of supplying workers to be supervised by that business client in a manner similar to
an employee. Secretaries, clerical personnel, bookkeepers, etc. are examples. Howev-
er, major conceptual problems arise when one ventures away from this factual situ-
ation to identify non-supervised individuals as leased employees. The reason is that
the "recipient" is contracting for a service to be performed, or goods to be supplied,
by a third party and is not simply entering into an agreement to have workers sup-
plied by such organization. In other words, the third party organization is in the
business of, and holds itself out not as furnishing personnel, but as providing serv-
ices or supplying goods. Workers are supplied by the third party organization to per-
form the service being contracted (or to supply the goods), and the job performance
of the supplied worker is supervised by the outside organization and not by the re-
cipient-client. .Unless the underlying statutory definition of "leased employee" is
changed to take account of this factual situation, the entire concept of "leased em-
ployees" and areas to which the concept is applied are in chaos.

Even a modest sized business can have dealings with dozens or hundreds of third
party organizations which render services either on or off the recipient's business
premises using many of their own employees to perform the services or to supply
goods. It is likely that in many if not most cases the recipient has no idea who these
workers are and would be utterly shocked if informed that such persons could be
deemed to be such recipient's employees. This situation is magnified greatly in the
case of a large corporate business dealing with thousands of third party organiza-
tions which provide an infinite variety of services through their own employees.

The foregoing may be referred to as the "bona ride service arrangement' problem
which is facing nearly every business which deals with the complex tests under Sec-
tion 89. Every such business, large or modest-sized, is faced with the same problem:
is it necessary that information regarding names of workers, hours of work, benefit
payments, salary levels, plan options, etc. be obtained from every person or organi-
zation which has provided workers performing services or supplied goods to the re-
cipient? To do this would require enormous amounts of time and money. It is far
from clear that such parties would be willing to provide the information that would
be needed by the recipient-client either because of a perceived sensitivity to disclos-
ing such information or due to the effort involved in supplying the data. Even the
supplier of the service or goods to the recipient would itself become a "recipient" of
services or goods which it received from others with whom it had business transac-
tions providing services or goods. The amount of paperwork that would have to flow
back and forth among U.S. businesses to satisfy a literal reading of the present defi-
nition of "leased employee," as well as the requirements that records be kept for
identifying leased employees, is beyond comprehension.

In a bona fide service arrangement where the recipient contracts with a third
party organization for the servicegr for goods, it is the third party organization
which exercises supervision and control over the job performance of the workers
supplied to carry out the service or to supply the goods. The statutory definition of
"leased employee" does not properly take into account the distincttaff between an
agreement simply to supply workers and an agreement to provide a bona fide serv-
ice or to supply goods using the third party's own workers. This distinction, howev-
er, is monumental when viewing the extent to which a recipient is required to
obtain information.

If the concept of "leased employee" is to remain in the Code, the definition must
reckon with this distinction and should include some reasonable test which differen-
tiates between, workers whoso job performance is and is not supervised or controlled
by the recipient. Unless this is done, employers will be constantly faced with uncer-
tainty even after expending huge amounts of time and money to gather informa-

I
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tion. If a recipient does not supervise and cqmtrr a worker's job performance under
well-accepted common law principles, that~should be a proper basis to exclude such
wori er as being a leased employee of the recipient. On the other hand, to prevent
abusive situations, former employees who are performing services to the recipient
on substantially the same basis as previously performed, but who are nominally em-
ployed by third parties, may have to be treated as leased employees

The third element of the present "leased employee" definition providing that the
service performed is one "historically performed" in the "business field" of the re-
cipient is, as a practical matter, unworkable as a limitation. It is not the recipient's
own experience that is determinative; rather, it is the "business field" of the recipi-
ent. The term "business field" is undefined and could be one field for one particular
job and a different field for another job. For example, security guards and food han-
dlers are used by nearly all sizable businesses in all business fields, not in just a
single field. If the guard or food handler provides services to a retail women's store,
is the entire field of the U.S. to be viewed, or the "retail industry" in general, or
only the "business field" compri !ng other retail women's stores?

There is no known, reliable information service available in the United States to
determine whether a particular job is performed within the "business field" by em-
ployees of other businesses comprising the business field, even assuming one could
identify the correct "business field." In essence, the definition of "leased employee"
establishes a requirement which cannot be met and thus reflects highly question-
able tax policy. As a result, the definition of "leased employee" really has only two
elements: did the worker perform services under any form of agreement and did the
worker perform services to the recipient for at least one year (or only months when
health care plans are being tested)? When this shortcut but essentially practical ver-
sion of the definition is coupled with the "bona fide service arrangement" problem
discussed earlier, it can be seen that an employer is indeed faced with a nearly im-
possible task due to a definition which is far too broad in scope.

RECOMMENDATION

The definition contained in section 414(n) should be narrowed to include those
workers who have some real indicia of an "employee." The definition should differ-
entiate between workers who are subject to supervision of job performance by the
recipient and those workers who are not.

The "historically performed" portion of the definition of "leased employee" should
be repealed. Such portion establishes a "business field" test for the employer which
is unnecessary and too vague for practical application. Even if one couldidentify the
requisite "business field," there is no known, reliable information readily available
for an employer to determine whether a particular ,ob is performed by employees of
other business firms comprising the "business field.'

STATEMENT OF THE U.S. SMALL BUSINESS ADMINISTRATION

(SUBMITED BY FRANK S. SWAIN, CHIEF COUNSEL FOR ADVOCACY)

Mr. Chairman and Members of the Committee on Ways and Means: As Chief
Counsel for Advocacy of the U.S. Small Business Administration, I am pleased to
appear before you to discuss small business problems with Internal Revenue Code
Section 89 and to offer suggestions for improving H.R. 1864, a recent proposal to
simplify the law. Although Section 89 apr.;es to many facets of the fringe benefit
package, its impact on health benefits is our primary concern, and it is appropriate
that the Committee has chosen to expeditiously review this law. Your Committee is
to be commended for holding these hearings and for keeping the record open to sug-
gestions for meaningful reform.

As you know, Section 89 was never intended to stimulate additional benefit cover-
age, either health care or life insurance; rather, Section 89 was meant to promote
more equitable distribution of benefits, where the firm and its employees receive tax
subsidies for the provision of those benefits. It is premised on the belief-that the
subsidy alone-the exclusion of such benefits from employees' gross income-will
induce the highly compensated employees to compel the employer to extend benefits
to all employees of the firm. Section 89 sets the parameters for treatment of employ-
er sponsored fringe benefit plans to ensure that the substantial tax expenditure for
excluding the value of health coverage from income, $36 billion, is efficiently used.
It is this subsidy approach upon which the voluntary, employer-sponsored health
benefit system is based.
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Although few disagree with the concept behind these tax policy goals, businesses,
large and small, have appropriately criticized the means to accomplish these goals,
specifically the method adopted for testing equitable distribution. Section 89 is
overly complex, costly to comply with and to administer, and will impose unneces-
sary burdens on an already stressed employer-sponsored health benefits system. For
many small employers, the paperwork and compliance costs of Section 89, together
with uncertainty of compliance, will outweigh the tax benefits of the underlying
subsidy, and discourage, rather than encourage the provision of health benefits. The
goals of Section 89 can be served only through simpler, alternative approaches,
which will ensure benefits are equitably distributed without overly burdensome ad-
mjnistrative-and compliance costs.

I believe that meaningful legislative reform of Section 89 must:

e Dispense with the complex testing arrangements and alternative minimum par-
ticipation test in current law and adopt a design-based approach.

* Eliminate the requirement that employees actually participate in the health
plan in favor of a requirement that the firm make the plan available to a certain
proportion of its employees.

" Reduce data requirements, paperwork and compliance burdens.
" Adopt in the statute costing method for determining value.
" Raise the threshold for part-time workers.
" Eliminate any set dollar amount thresholds in favor of simpler percentage tests

which directly reflect changes in health care costs.

H.R. 1864 advances reform of present nondiscrimination rules. Two alternatives
that might be considered, however: (1) replacing the dollar amount for maximum
employee contributions with a percentage of minimum employer contributions de-
signed in a way to assure affordability; and, (2) developing transitional rules to
phase-in the coverage of part-time workers and the minimum employer percentage
contribution.

I. EMPLYER-PROVIDED HEALTH BENEFITS IN SMALL FIRMS

I would like to direct my remarks here today to the effect of current law and the
recently introduced legislative proposal on small business health benefits. Health
care coverage and maintenance of the voluntary, employer provided health benefit
system is of great concern to this Administration. Before discussing the relative
merits of H.R. 1864, however, I would like to dispel a common misconception that
has fueled much of the debate on Section 89: that small employers tend to di& cimi-
nate in the provision of health benefits.

While it is true that about three-quarters of the working uninsured and their de-
pendents are found in small firms, our studies show that small firms with health
benefits more frequently offer coverage to all their employees than do large firms.
About 44 percent of small firms with fewer than 100 employees versus less than 25
percent of large firms (more than 100 employees) indicate that all employees are
eligible for health insurance coverage' (chart 1). Small firms that do not extend
health care to their employees, on the other hand, fail to do so because they can not
afford the high insurance cost. variable or lower profitability make it difficult to
incur these costs. 2

Part-time and,8wasonal workers in small firms are also more likely to have the
opportunity for coverage. In large firms, 76 percent of part-time workers 3 and 59
percent of seasonal and temporary workers 4 are excluded from health coverage
compared with 68 percent and 49 percent, respectively, in small firms. Furthermore,
part-time and seasonal workers are more likely to be found in small firms. Part-
time employees working less than 35 hours comprise almost 30 percent of the small
firm workforce compared with about 16 percent in large firms.5 Largely as a result
of the higher proportion of part-time workers, labor turnover is also much higher in

'ICF Incorporated, Health Care Coverage and Costs in Small and Large Businesses (Washing-
ton, D.C.: prepared for the U.S. Small Business Administration, Office of Advocacy, Under
Award No. SBA-9267-AER-85, April 15, 1987), p. 111-18.

ICF Incorporated, op. cit., pp. Ill-l, 111-15 to 111-16.
s Ibid, p. 111-16.
4 Ibid., p. 111-16.
' The State of Small Business: A Report of the President (Washington, D.C., U.S. Government

Printing Office, 1986), p. 145.
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small firms. About 27 percent of workers in small firms move emery year compared
with 15 percent in large firms.6

The Committee should also recognize that when small firms extend benefits to
their employees, they also tend to pay a larger share of the premiums. About 52
percent of small firm workers in firms with fewer than 100 employees versus less
than 43 percent of large firm (more than 100 employees) workers indicate they pay
nothing for health insurance (Chart 2).

Premiums are also costlier for employers in small firms. Small firm employers
pay average monthly premiums about 10 percent higher for single coverage than
large firm employers-$87 compared with $80. For family coverage the premiums
are over 20 percent higher-$183 compared with $152 (Chart 3).

11. PRESENT LAW ADVERSELY AFFEC7S SMALL BUSINESS

Health benefits are very important for small employers. The costs of benefit pack-
ages aria increasing at a time when the growth rate of the workforce is decreasing.
These benefit packages are particularly important for attracting and retaining
workers. After paid vacations, health insurance is the most common fringe benefit
offered by firms. Of the nonagricultural, private wage and salary workers, 50 mil-
lion employees, or 62.5 percent, have direct employer-provided health plans. Firms
of less than 100 employees cover approximately 15 million workers in this category.

Tax policy changes in 1986 attempted to more closely connect the receipt of tax
subsidies for health benefits for highly compensated employees with that of the
larger workforce. However, the approach used in the Tax Reform Act premised fair-
ness in actual receipt of benefits by non-highly compensated employees at the distri-
bution point, rather than simply assuring nondiscriminatory availability. By relying
on receipt for the nondiscrimination test, employee choice became a controlling
factor for small employers, and made it possible for small groups to be in com pl-
ance one day, and out of compliance the next, without changing their plans. For
small business, where 14 percent of employees who are offered health benefits de-
cline coverage, workforce changes and employee choices can greatly affect a firm's
ability to meet the nondiscrimination requirements.

Small employers are disadvantaged by the imposition of complex and costly com-
pliance measures added to spiraling health care costs. Small employers who are
aced with an exceedingly difficult legal maze, and a volatile health insurance

market will limit their exposure to such a market by restricting or withdrawing em-
ployer sponsored coverage.

Furthermore, present law significantly disrupts small employer relationships with
traditional providers of insurance information, i.e. insurance agents. Small employ-
ers rely upon these sources of information since they do not usually utilize employee
benefit experts. Though such cost is deductible, so is the cost of employer-provided
premiums. For employers for whom health insurance is marginally affordable, de-
ductible premiums would be displaced by deductible plan services, thereby reducing
actual health care spending for employees.

Our knowledge of health benefits among small firms leads us to conclude that af-
fordability and access is key to the formation of small business health insurance
plans, and that the necessity of delivering a broad group to the insurance carrier in
order to receive or continue coverage controls how small business offe-- 'ealth ben-
efits. The failure to offer any health plan whatsoever does not reflect discriminatory
practices, but the failure of the underlying tax incentives to adequately stimulate
the provision of health care. Section 89, in its present form. ". impose additional
costs at a time when small firms need it least.

111, CONSIDERATIONS FOR REFORM

The costs of compliance with current Section 89 are disproportionately imposed on
small employers who already experience health costs of between 10 to 40 percent
higher than large employers-discouraging, rather than encouraging the provision
of health benefits. The steps toward simplification as drafted by this Committee are
indeed valuable, especially tne restructuring of nondiscrimination rules to address
availability rather than -actual receipt. Such -restructuring dramatically decreases
the data and recordkeeping requirements.

There are other problems endemic to the small business market that affect the
higher premium rates. The fact that small business has higher per capita premium

6 Berkeley Planning Associates, Labor Turnoier and Worker Mobility in Small and Large
Firms (Washington, D.C.: prepared for the U.S. Small Business Administration, Office of Advo-
cacy, under Award No. SBA-2092-AER-87, December 1988), p. 3.6.
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costs, higher employee turnover rates and greater use of part-time employees aso
increases administrative costs for small firms relative to large firms.

Small firms are much less likely to self-insure, which means that their policieti
must reflect both the limitations of size and the cost of state-mandated health bene-
fits in their insurance policies. They are far less likely to be able to effectively con-
trol their costs as large firms by negotiation or by self-insuring.

The small employer market also seems to pay a substantially larger contribution!
for single en.ployee coverage and much smaller for dependent coverage. Small em-
ployers are more likely to hire young single workers. In fact, two-thirds of all ertry
level workers are hired by small firms, and 66 percent of all workers ages 16 to 24
are employed by small firms. The Committee should recognize these essential com-
ponents of health insurance premium costs as they consider H.R. ]i864.

IV. H.R. 1864-FURTHER CHANGE NECESSARY FOR SMALL BUSINESS

H.R. l 64 would succeed in addressing several important policy concerns of small
employers, while furthering the essential purposes of existing law. Most notably, the
proposal would greatly reduce complexity, paperwork burdens and, ultimately, the
costs of providing health care by small employers over current law. Yet, while the
proposal represents a substantial improvement over current law, alternatives should
be considered in at least two important areas: (1) achieving affordability through the
establishment of minimum employer contributions determined on a percentage
basis and (2) developing transitional rules to ensure a smooth phase-in of maximum
contribution amounts and for the part-timers threshold.

Among the improvements to Section 89, the bill would prrmit a firm to more
easily determine compliance with the distributional requirements by adopting a
design-based approach. This will allow firms to initially determine what changes
must be made in the plan in order to comply with Section 89, and will allow insur-
ance comn ies to develop products that match these, parameters. The design ap-
proach will also dispense with the need for audit and testing throughout the year by
permitting easier analysis. An attendant advantage would be reduction in the data
collection requirements by requiring the firm to track only the highly compensated
employees. A design-based approach will also eliminate needless roadblocks to com-
pliance by supplanting the requirement of actual participation by a percentage of
employees in a firm with a test based upon availability.

Second, the proposal would equate costs with the value of a plan and continue
efforts to develop a more complex system for valuation. While current law and the
regulations anticipate a valuation table based on actuary studies, there is greater
authority ani ogic in permitting employers to use a costing system to determine
value, paz4ic..~ for small employers. However, value should equate with cost
where the rn.n- services are available, i.e. HMO's. The purpose for emp hasizing
value idtI. .' the.-i costs in Section 89 is to alleviate problems that could develop
from difl .,nceo irk cost, but not value, in different geographical areas Small em-
ployers, .iwiver, are generaiy ,located in one geographical area. Valuation will
merely aed another layer of needless complexity.

Third, the proposal would redefine highi compensated employee" (HCE) byes-
tablishing a more easily understood salarU aseline. The identification of HC is
fundamental for purposes of determining if a firm "discriminates" in their favor.
The current 'aw's three-tiered approach for purposes of determining who is a HCE
added greatly to the expense of running the test and to the uncertainty of a firras's
compliance v;ith Section 89 when the fitatus of HCE's changed.

Finally, the propo al makes needed advances to the issue of affordability by rais-
ing the threshold level of Darttime workers that must be offered benefits. The ques-
tion concerning the appropriate limits of coverage to part-time employees is often
couched as a philosophical debat, on the extent of employer responsibility. Far
more than just a philosophical question, the extension of benefits to part-time work-
ers raises real problems of adverse selection and affordability of the plan to all
workers. Insurance companies know that part-time workers are generally gr' ater
health risks, and either do not permit them to participate in group health plans or
raise rates accordingly.

The proposal, however, raises significant issues. To stimulate affordability, the
proposal sets a maximum employee contribution by a set dollar amount. This contri-
bution would be indexed to the social security wage base. The theory is that as med-
ical expenses escalate, the maximum required employee contribution will increase.
However, increases in health care costs bear no connection to this index, and could
cause considerable noncompliance as health inflation rates escalates beyond the
index.
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In addition, the test does not take into consideration changes in health care costs
for geographical locations. For small employers, who are all rated by such factors as
geographical location, this will cause a great deal of disparity nationwide. The
dollar value approach will allow the subsidy to be applied disproportionately across
firm sizes. Furthermore, because small rirms experience health care cost of between
10 to 40 percent higher than do larger employers a constant threshold for all firms
will permit larger companies, with lower health care costs, to contribute a smaller
share to their employees plan. Finally, indexing will add another layer of complex-
ity for compliance and administration.

An alternative approach would be to use a percentage of employer contribution to
the employees' health care premium costs. No indexing will then be needed, but the
required employer contribution will increase with actual employer health care costs
consistent with affordability.

Another essential improvement is to raise the part-time exception. We have heard
from employers around the country that insurance companies do not insure employ-
ees who work fewer than 30 hours. New Hampshire has the only state law requiring
insurers to make insurance available to employers for workers below 30 hours. In-
surance companies assume that part-timo workers who elect coverage are an ad-
verse selection problem. We must note, however, that maintaining the limit at 25
hours presumes employment practices and insurance company practices will be al-
tered to apply below the 30 hours range.

,CONCLUSION

We are concerned that the dolla limitations for employee contributions might
build in to the legislative proposal a level of inflexibility to the year-to-year changes
in insurance premiums, as well as the geographical differences in health insurance
premiums. A percentage of cost appach may also alleviate the need for indexing.
Premium costs will track the rise irt health care inflation, and take into consider-
ation the fluctuation in the market iue to geographical location which so greatly
affect small employers.

As noted previously, we believe consideration should be given to a transition rule
so that the market will not be unuly jolted by changes to the law.

Future innovative efforts in plan design will be affected by rising health care
costs, the need to carefully'manage these costs, and new government regulations
such as Section 89.

This concludes my prepared remarks. I would be pleased to respond to your ques-
tions.
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STATEMENT OF THE WASHINGTON BUSINESS GROUP ON HEALTH

The Washington Business Group on Health (WBGH) was established in 1974 to
give major employers a credible voice in the formulation of federal and state health
policy. Vhen WBGH began, its membership consisted of five companies. Today, as
an organization whose growth and diversity reflects corporate interest and sophisti-
cation in the health arena, WBGH works with both the home office and Washington
based representatives of more than 150 of the Fortune 500 corporations. WBGH
members direct health care purchasing for 40 million of their employees, retirees
and dependents.

The WBGH has been concerned with the health policy implications of the Section
89 Non-discrimination Rules since early in 1986. Our staff has worked closely with a
"Section 89 Committee" made up of the corporate staff who will be responsible for
implementing Section 89.

As an organization whose members are deeply concerned with the overall prob-
lem of access to care for the uninsured, we are convinced these rules will inhibit
increased health benefit coverage for the employed. It would be foolhardy for any
business currently not offering coverage, to begin to do so in light of tiese rules.
Furthermore, there is preliminary evidence that some employers may &v p coverage
as a result of these rules.

Following is a summary of our concerns regarding the Section 89 rules and their
effect on revenue, small and large business, the changing workforce and dependent
coverage:

1. Revenue-While it may be true that the S. 89 rules will raise small amounts of
revenue by taxing certain benefits of the highly paid, we believe that in the long
run more revenue will be lost than raised. Large companies that offer health insur-
ance estimate implementation costs at millions of dollars. These dollars are tax-de-
ductible and will increase the revenue loss associated with the provision of health
benefits, yet there will be-no additional health care benefits provided. S. 89 is
merely a highly inefficient form of taxation of benefits.

Furthermore, as tax policy, S. 89 is contrary to the desired social policy outcome
of expanded coverage. The S. 89 rules send a confusing message to employers: the
Congress and the Administration want you to offer health insurance but you must
also comply with an enormously complex set of regulations. Yet, if you don't offer
coverage you are free from any compliance burden. This is not good tax policy or
good social policy.

2. Small Business-A large percent of the uninsured are workers and their fami-
lies (55% are workers and 32% are non-working members of workers' families). A
majority of these workers are in the small business segment of the workforce (ap
proximately half of all the uninsured are in small businesses with fewer than 25
employees). While there is debate on how to cover the uninsured, all agree that we
must find more affordable ways for small business to offer health insurance. For the
60% of businesses with 25 or fewer employees that do offer coverage, the adminis-
trative burden of 5.89 is particularly onerous. These businesses usually do not have
personnel devoted solely to health benefits with expertise to administer these tests.
Since many small business owners are already overwhelmed with the complexity
and cost of health insurance, these rules can only exacerbate the problems within
the small business community. At a time when there are many employers that do
not offer benefits at all, it is wasteful to expend these kinds of resources scrutinizing
those who do offer benefits.

3. Large Business-Equally frustrated are large employers who feel that they are
doing what the government wants them to; that is, they are offering health benefits
to their employees. Now they must spend huge amounts of dollars and human re-
sources to prove that these benefits are non-discriminatory. In a small informal
survey (March 1989) of WBGH members on Section 89 compliance issues, WBGH
determined that almost all of the respondents have begun procedures to comply
with Section 89. The survey findings may or may not represent the business commu-
nity in general given the relatively small number of corporate respondents (n= 45).
However, the information illustrates how companies are beginning to comply with
Section 89. These respondents are already averaging costs of $70,000 just for the
first two months of compliance, with the cost increasing upwards to $300,000. Under
the current version of S. 79 the average compliance cost per year for these compa-
nies is $150,000, with a range from $15,000 to $450,000

In order to comply, large employers are spending most of their monies on hiring
outside consultants, attorneys, and accountants. These outside firms must be hired
in order to assist companies in wading through the maze of complicated Section 89
compliance tests. Once again these expenses are deducted by firms as the cost of
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doing business and these dollars will certainly offset the small amounts of revenue'
which will be gained by taxing the benefits of the highly compensated. Further,
there has never been any documentation of a vast problem that warranted regula-
tion. Surely, if there are only anecdotal examples of abuse, these rules are an exag-
gerated solution.

4. Addressing the Needs of a Changing Work Force-Health costs have once again
seized the headlines-we are experiencing unprecedented inflation rates in medical
costs. Companies are searching for new and more aggressive methods to control
spending and preserve quality.

At the same time the workforce is changing. Women and minorities will continue
to account for an increasing percentage of the labor market.

Both these trends have led employers to offer more diversified health programs.
Health plans that can be tailored to employees' needs can reduce the waste of
health care dollars. For example, certain HMOs may offer rich pediatric benefits
while indemnity plans offer physician choice to enrollees. These plans may attract a
varied employee population (i.e. young families may opt for the HMO and older
workers with ongoing health problems may choose the indemnity plan). These popu-
lations may vary in salary level (it would be natural to assume that older workers
are on average more highly paid) because the plans genuinely attract those at dif-
ferent stages of life. However, these plans may end up being "valued" at very differ-
ent levels causing difficulty when running the S. 89 tests. Thus, the S. 89 tests will
encourage companies to eliminate choice and/or try to streamline benefits so that
they are close enough in "value" to be aggregated. These S. 89 driven decisions may
not allow employers to take into account variations that make sense for their em-
ployee population.

5. Dependent- Care-Research has shown that the lack of dependent care is a large
contributor to the problem of the uninsured. Children account for 33% (12.2 million)
of the uninsured. Of these 12.2 million children there are approximately 2.3 million
uninsured children whose parents are working and do have coverage. Often these
children are not covered because the coverage is not extended to them or the contri-
bution rates are too high. Furthermore, 8 million of these uninsured children are in
families of uninsured workers. Under S. 89, companies that fully subsidize depend-
ent coverage are provided administrative ease through new safe harbors. These safe
harbors are a favorable aspect of the technical changes made under the Technical
and Miscellaneous Revenue Act of 1988 (TAMRA). Companies that do not offer de-
pendent coverage are obviously exempt from having to calculate dependent benefits
under the testing requirements. Unfortunatel employers who can only partially
subsidize dependent care coverage must test dependent coverage and are given no
administrative relief under the new safe harbors. Clearly, this is the wrong message
to be sending to an employer that wants to help defray the cost of dependent cover-
age but cannot afford the cost of full subsidization.

SUMMARY

Congress, faced with the crisis of the uninsured must carefully balance strategies
that encourage the expansion of employer provided health benefits with the need to
efficiently raise revenue. It is the belief of the WBGH that the S. 89 rules only exac-
erbate the already growing reluctance of employers, particularly small employers,
to offer health benefits with virtually no economic gain. While it is fair for policy
makers to require oversight of a tax favored program, it is short sighted to design a
system which aggravates a broad public policy problem. It is truly disheartening to
see the enormous time, energy and talent of employers and congressional and execu-
tive branch staff being spent on these rules rather than on designing positive strate-
gies for expanding health coverage.

It is our belief that all parties would be better served by directly attacking the
problem of the uninsured and making the difficult choices necessary to solve a prob-
lem of such magnitude and importance for this country.

STATE OF WISCONSIN, DEPARTMENT OF EMPLOYS TRUST FUNDS

Madison, Wisconsin, May 8, 1989.
VANDA McMURTRY, ESQ.,
Chief Counsel Senate Finance Committee,
US. Senate,
Washington, DC.
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Dear Mr. McMurtry: On behalf of the Wisconsin Department of Employe Trust
Funds, I write to submit our written statement in lieu of a personal appearance to
testify about H.R. 1864, a bill to simplify the nondiscrimination rules applicable to
employee benefit plans under Section 89 of the Internal Revenue Code.

Generally, the Department of Employe Trust Funds, which is the state's public
employee benefit and public pension plan administrator for all state and almost all
local government employees, strongly supports appropriate efforts to simplify Sec-
tion 89. We recognize the purposes of this law. Unfortunately, we find that the
present Section 89 and the Internal Revenue Service's recently proposed regulations
as they apply to state government are limited in scope and raise many more com-
plex issues than these regulations clarify. Several state employees have already con-
centrated several hundred hours to study and begin to understand this legislation at
significant cost, and we have much more to do. When the deadlines arrive for the
state to act under this law, we expect to make reasonable, but uncertain judgments
with our fingers crossed about the state's approximately 53,000 present employees
and 14,000 former employees who are covered under approximately 3400 health
plans and a few hundred life insurance plans based on Section 89 definitions. We
believe our health and life insurance system is inherently nondiscriminatory. Be-
cause of the character of our system and because of the possible significant tax con-
sequences to our dedicated employees resulting from any judgment errors we may
make under this very complex andunclear law, we request your help.

The state of Wisconsin is a large public employer. As a single employer the state
consists of the legislative, the executive, and the judicial branches. These include
the legislature itself; the executive, which includes approximately 62 state agencies,
and the University of Wisconsin system, which consists of the University of Wiscon-
sin-Madison, 12 other four year campuses, and 13 two year campuses; and the judici-
ary, which includes the supreme court, four courts of appeals, and 209 trial courts of
record. These institutions rely on more than 53,000 persons who for the most part
work in the cities of Madison and Milwaukee and the rest, in the 70 other counties
around the state. These dedicated employees receive health insurance age under
what we believe total approximately 3400 health plans, life insurance under several
hundred life insurance plans, and for the University of Wisconsin system, several
other benefit plans unique to the university's special circumstances.

The Wisconsin Legislature requires the state to provide substantially equivalent
medical and hospital health benefits and life insurance benefits to all its eligible
employees. The Legislature delegates to the state's Group Insurance Board the au-
thority to implement these benefits. The Group Insurance Board includes the gover-
nor, the attorney general, the secretary of the Department of Employment Rela-
tions, and the commissioner of insurance, or their designees, and five other persons
who participate in the system including a teacher, a nonteacher, a local government
employee, a retiree, and another whom the governor appoints. The Board basically
establishes comparable health benefits under the state's indemnity plan and its nu-
merous HMOs at relatively similar costs and offers to all eligible employees any one
of these plans under the same terms and conditions without any regard to the em-
ployee's salary level. The Group Insurance Board similarly implements the state's
life insurance program. In each case, the Board offers these plans consistent with
any applicable federal laws. The Department of Employe Trust Funds administers
these benefit programs as a public trust. Secs. 40.01, 40.51, 40.52, and 40.70, Wis.
Stats.

We support the efforts of Representatives Dan Rostenkowski and Thomas Foley
and their colleagues to simplify Section 89 in their current proposal. While we be-
lieve their reasonable approach moves Section 89 in the right direction, we think
they do not do enough to recognize the inherently nondiscriminatory character of
some public employer benefit plans such as Wisconsin's plans. We do not propose
that the Senate Finance Committee and the Congress exempt governmental plans
from Section 89. Rather, we propose that this Committee and the Congress recognize
in Section 89 that the public employer benefit plans that a legislature mandates are
inherently nondiscriminatory because the legislative process with its competing in-
terests virtually assures that all public employees, regardless of their position and
compensation, receive comparable health-anIT-e insurance coverage.

We therefore respectfully urge the creation in Section 89 of a presumption for
very large public employers to recognize the inherently nondiscriminatory character
of such public benefit plans. We recommend the establishment of a conclusive pre-
sumption that the health and life insurance plans of any public employer employing
more than 5,000 active employees are nondiscriminatory when a legislature either
itself or through a government agency requires a public employer to make available
to all active employees their choice of any one of two or more of all available plans
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on the same terms and conditions without any regard to the employee's compensa-
tion. We think such presumption would recognize both the Congress's interests
under Section 89 and, at the same time, the very large public employers' interests
in their unique employer circumstances where a legislature requires a public em-
ployer to offer such comparable health and life insurance benefits to all employees
on the same terms and conditions without regard to any employee's compensation.
Moreover, we view such presumption as a rule that may encourage similar govern-
ment employers to establish such inherently nondiscriminatory health and life in-
surance plans. The Department believes this is good public policy consistent with
Section 89 that goes beyond the technical requirements of this law. We respectfully
urge you to consider very seriously adopting such a proposal.

We are forwarding a copy of our letter to U.S. Senators Bob Kasten, (R., Wis.) and
Herbert Kohl, (D., Wis.); Committee on Ways and Means Member Rep. Jim Moody,
(D., Wis.) and the other members of the Wisconsin congressional delegation; Wiscon-
sin Governor Tommy G. Thompson, and the state's legislative leaders.

If you have any questions, please contact us.
Thank you for your consideration.

Sincerely,
KzvIN B. CRONIN, Chief Counsel.
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