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FISCAL YEAR 1991 BUDGET PROPOSALS

WEDNESDAY, FEBRUARY 28, 1990

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

The hearing was convened, pursuant to notice, at 10:02 a.m. in
room SD-215, Dirksen Senate ce Building, Hon. Lloyd Bentsen
(chairman of the committee) presiding.

Also present: Senators Rockefeller, Daschle, and Packwood.

[The press release announcing the hearing follows:]

[Prees Rolease No. H-18, Feb. 26, 1990)

SeENATOR BENTSEN ANNOUNCES HEARING ON 1991 BupGET PROPOSED BY PRESIDENT
gusn—Mnmc/um, Mebicap, INcoME SECURITY, SoCIAL SERVICE PROGRAMS TO BE
'OPICS

WasHINGTON, D.C.—Senator Lloyd Bentsen (D., Texas), Chairman, announced
Monday that the Finance Committee will hold the first of three hearings on propos-
als for deficit reduction and spending initiatives contained in President Bush'’s
budget for fiscal year 1991,

e hearing will be on Wednesday, February 28, 1990 at 10 a.m. in Room 8D-215
of the Dirksen Senate Office Building. Dates of additional hearings will be an-
nounced later.

This hearing will examine proposals relating to Medicare, Medicaid, income secu-
rity and social service programs under the furisdlction of the Committee on Fi-

nance.
Louis Sullivan, M.D., Secretary of Health and Human Services, will be the only
witness at this hearing,

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

The CHAIRMAN. This hearing will come to order.

Dr. Sullivan, we are ple to have you back with us, to discuss
the administration’s budget proposals for fiscal year 1991.

The Congressional Budget Office estimates that the administra-
tion’s budget proposals would lower the payments for services
under the Medicare Program by $5.2 billion, and of that total, $3.9
billion, approximately 756 percent of it as I understand it, would
come from reducing payments to hospitals for inpatient and outpa-
tient services. $1.2 billion of the total hospital cuts would come
from reducing additional payments for teaching hospitals. About
$990 million, or 19 percent of the cuts, would come from payments
to physicians. Now the magnitude of those cuts is really of great
concern to me. It must be to you. And that is particularly true
when we think about the fact that the Medicare %rogram has made
substantial contributions to deficit reduction in the past years, and

0y



2

when we remember the fights we had over this last year and the
year before.

Last year's budget reconciliation bill alone reduced Medicare
paIyments by $3 billion in 1990, $11.2 billion over 5 years.

am just back this weekend from visiting Parkland Hospital in
Dallas, talking to them, seeing some of the services they provide,
hearing about some of the problems that they are incurring, and
the kind of losses the administration’s proposals would mean to
caring for Medicare patients. And that story I heard in Parkland is
regeated all over the country, as you know, Doctor.

just cannot believe that cuts that size recommended by the ad-
ministration are realistic. In fact, I am advised that over half of
the Senate and 280 Members of the House have written letters to
the President or to the Budget Comimittee chairman to state they
do not wish to see big cuts in Medicare this year.

Many of the specific proposals that are included in the budget
have been rejected by the Congress in previous years. And that in-
cludes cutting hospital capital payments bfy 25 percent, reducing
the indirect medical education adjustment factor for teaching hos-
pitals and requiring all State and local employees to contribute to
Medicare.

So I believe that in spite of OMB’s aspirations, $5.2 billion in
Medicare cuts for 1991 is just not in the cards. I don’t think it is
going to happen and I certainly will oppose our going that far.

I know that Medicare, under the kind of budget constraints we
face, is going to have to take its share of the cuts, but not to these
extraordinary levels, in my opinion. I don’t envy your job. I would
assume—and you don’t even have to nod your head—that you are
not enthusiastic about having to defend these proposals. I am sure
not enthusiastic about my responsibility as chairman in trying to
guide these kinds of draconian cuts through the Senate. And I
would doubt that my colleague over here on my left would be very
enthusiastic either.

So I hope that we can work together to get some reasonable level
of budget savings in the Medicare program, a level that doesn’t
bring about a major dislocation in the delivery of services to benefi-
ciaries.

Now, Dr. Sullivan, the administration’s budget also has some
provocative proposals for restructuring the delivery of care, and
these include the “Medicare Plus” recommendations and managed
care for Medicaid patients. And I look forward to hearing more
about these proposals from you today.

I hope we will be able to work with you on these initiative and
with others where we share a long-term interest and that includes
improved coverage of pregnant women and children under Medic-
ﬁi(}' I want to continue to expand that and see what we can do to

elp.

I now defer to my colleague, Senator Packwood, for any com-
ments he might have.
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OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SENATOR
FROM OREGON

. Senator PACKwooD. Mr. Secretary, I was intrigued in reading the
little addendum on page 45 of {our testimony, which was obviously
added after OMB looked at it, in which you called for the addition-
al 64-cent cigarette tax. [Laughter.]

The CHAIRMAN. You %ot my attention to that one. [Laughter.]

Senator Packwoop. I have said many.times, Doctor, if I were
king I know what I would do to the tax system. Whether it succeed-
ed or not, I would be convinced that what I wanted to do with it
was right. But if I were king and was told I could do anything I
want to the medical reimbursement system, I don’t know what I
would do. I am not sure I know the answer.

I have seen the projections from CBO and OMB on what happens
to Medicare if we do nothing. Within 11 years it exceeds Social Se-
curity in its outlay, and within 18 years—and this is before we
talked about any Jmsaible ace dividend—it exceeds Defense and
Social Security. I don’t see how this country can afford to spend 12
to 156 percent of its GNP on medical care. But I don’t know the
answer. I am intrigued with some of the things you have in your
statement. I don’t think it is quite fair for us in the Congress to
say, 110, no, no, just because what you are suggesting in some areas
may be controversial, or to some recipients may be fpainful. I don’t
think our answer can be just no, no, no. I wish I felt more confi-
dent that, of I said no to you, I would have an alternative to sug-
gest. As the Lord knows, we have tried yrospective payment sys-
tems, we have tried limitations on doctors’ fees, we have tried a va-
riety of things, and none of them seems to work as successfully as
we hoped to reduce overall costs.

So I look forward with eagerness to what you have to say. I am
willing to work with you. My mind is open on this issue. I wish I
knew the answers.

The CHAIRMAN. Thank you.

Senator Rockefeller, would you care to make a comment?

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

b Sefnator RockeFELLER. Thank you, Mr. Chairman, I would, just a
rief one.

Mr. Secretary, in a sense it is almost like a broken record, be-
cause each year we come back here, and the years that I have been
here, Medicare has been cut enormously by the administration. We
in the Congress have come back and tried to restore it. And I, like
Senator Packwood, understand the difficulty. Medicare is an enor- -
mous program, a $100 billion program, growing at 17 percent a
year. But we have sustained tremendous cuts in recent years, tre-
mendous cuts, close to $20 billion just in the recent past. In West
Virginia, our rural hospitals continue to close. They are losing an
average of half a million dollars a year. And if your budget goes
through, they will lose another $36 million and three or four more
hospitals will have to close down.

So I express grave concern with that. Also with respect to the
President’s proposals for cutting physician payments in the admin-
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istration budget, that troubles me deeply. Last year, many of us
worked very hard to achieve physician payment reform to get a fee
reimbursement schedule for physicians that was rational and pre-
dictable that would lean more toward primary care. And I think
that would and did agree very much with that. It is a much more
rational evaluation of the way physicians are paid through medical
services. But on the other hamf: in the President’s budget, overval-
ued procedures are drastically cut, leaving really very little room
to bring up the payments in some of these primary care areas that
we are talking about.

So I criticize really not only on the merits of this whole thing but
just the fact that it leaves it up to the Finance Committee and to
the Congress to come back to try to restore at a time when it is
most difficult, and instead of leading with strength, the President’s
budget has made our work much harder for us.

I worry so much that this proposal in fact could even undermine
the support for our new physician payment reform bill. The medi-
cal community in fact signed on; it was willing to support it, reluc-
tantly, with the assurances that would come about in the period of
time, 1992 through 1996. And it was afreed upon., We phased it in
for that reason. So all of these things I think are of great concern
to me,

I know very personally of your own deep commitment to—a pro-
fessional commitment and a personal commitment—to strengthen-
ing our health care system in America. I know that you want to
expand access for our (feo le, and I know that you want to help
control costs just as I do. But I also hope that you can convey to
the budget cutters at OMB that Medicare is more than just beds
and syringes and numbers. It is what our people need, what they
deserve, what we contract with them for in 1965. And this budget
does a lot of damage, Mr. Secretary.

I thank the Chairman.

The CHAIRMAN. Mr. Secretary, if you would proceed.

STATEMENT OF HON. LOUIS W. SULLIVAN, SECRETARY OF
HEALTH AND HUMAN SERVICES

Secretary SuLrLivaN. Thank you, Mr. Chairman, Senator Pack-
wood, and Senator Rockefeller.

It is a great pleasure indeed to appear before you again to dis-
cuss the priorities for the next fiscal year for the Department

which I lead.

- I would like to present a brief overview of the budget proposals
under this committee’s jurisdiction and submit for the record a
more detailed summary of these proposals.

The CHAIRMAN. It will be accepted.

[The summary appears in the appendix.] '

Secretary SuLLIVAN. It has been almost a month since the Presi-
dent submitted his budget proposal to the Congress. And, now that
the dust has settled, I hope that we can intensify our deliberations.

I believe that the American people would particularly benefit
from a new openness in the discussion about the future of govern-
ment health policy. And I seek a continuing dialogue with the
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members of this committee who are all extremely knowledgeable
about this issue.

As a physician, medical administrator and educator, I do know
firsthand that there is room for improvement in the delivery of
health services. Sometimes this means that we must spend more
money on programs such as increasing the number of minority

th professionals or promoting biomedical research or reducing
infant mortality. But if we seek to meet those needs, we must also
spend our money more wisely, particularly for government-fi-
nanced health programs such as Medicare and Medicaid.

Last year, we took a major step forward in ensuring that our
medical dollars go further by forging important reforms in the
Medicare thsician payment system. It is my hope that we can
build upon those achievements this year. Because unless we take
action to stem the growth in Medicare, which has doubled every 5
years since 1975, we will be in danger of not having the resources
available to provide for our children’s and our grandchildren’s
medical needs. ‘ .

In the context of health policy, cost-effectiveness is not an obsta-
cle to compassion, but rather could serve as its handmaiden. That
is why I resolutely believe that the health reforms in our budget
are 80 important. I realize that some of these proposals are not
novel, but nevertheless I do believe they represent sound policy.

The Federal Government needs to encourage alternative methods
of health care delivery which are becoming increasingly ﬁopular in
the private sector. A preponderance of the evidence shows that
managed care delivers quality health care in a cost-effective
manner.,

The President’s 1991 budget works toward smart shopping for
health services with three major initiatives in health care.

First, we would encourage greater use of managed care in Medi-
care and Medicaid.

Second, we would increase our focus on appropriateness of care
by implementing a new program to evaluate medical technologies
and practice patterns.

And, third, we would extend use of prudent purchasing princi-
ples to secure the best value for Medicare beneficiaries.

Let me emphasize that none of our Medicare legislative proposals
would reduce benefits. Our budget proposals achieve savings
through reforms that reduce costs for beneficiaries and taxpayers
alike. For example, the proposals would reduce coinsurance that
the elderly must pay by reducing excessive payment rates for cer-
tain physician and other part B services. Savin‘?s for seniors from
lower copayments would total an estimated $376 million in fiscal
year 1991 or about $1 a month per enrollee. These savings would
nearly double by fiscal year 1992,

I believe that access to health care for the most vulnerable
among us can also be enhanced by the application of reforms which
are both cost-effective and compassionate. The biidget contains im-
portant reforms in Medicaid which encourage the greater use of
managed care systems,

I want to address another critical health care issue that deeply
concerns the members of this panel, and that is long-term care and
coverage of the uninsured and the underinsured.
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As you all know, the President announced in his State of the
Union address that he has agapointed me to lead a domestic policy
council review of recommendations in several health care studies
underway. These studies include the U.S. Bipartisan Commission
on Comprehensive Health Care, the so-called Pepper Commission,
led by Senator Rockefeller, and the Advisory Council on Social Se-
curity, chaired by Deborah Steelman. I have also appointed a task
force chaired by our Health and Human Services Under Secretary,
Constance Horner, which is also working on this issue.

The Domestic Policy Council review and the work of the HSS
task force are extremelz imporiant because it is critical to find
ways to make our health care delivery system more effective and
more efficient if we are to address the needs of those most vulnera-
ble, as well as the needs of all Americans.

Quality, accessibility and cost are not a list of separate issues.
They are indeed one issue.

As I conduct this review, I look forward to the cooperation of this
committee, and others who are committed to improving the health
of the Nation, to make the American people aware of the signifi-
cance of this issue and their stake in it.

Health and Human Services also administers the Social Security
trust funds. Social Security is certainly not broken and it does not
need fixing, either by un ermitlxsi;lg the financial condition of the
trust funds or by making ill-advised changes.in the structure of the
Social Security Administration.

I remain firmly op to separating the Social Security Admin-
istration from the Department of Health and Human Services.
Such a proposal simply would not make sense from a management

rspective nor, more importantly, from the standpoint of our

neficiaries.

Congress, including the members of this committee, have spent

ears weaving an intricate fabric of integrated Social Security,

edicare and other services to the elderly under the single roof of
the Department of Health and Human Services. If the Social Secu-
rity Administration were torn from HHS, that fabric of services
would be ripped to shreds, disruptin? services and increasing coats
for many years to come. And the losers, Mr. Chairman, in this
process would be the Nation's elderly.

For me and for this administration, nothing is more important
than the proper management and protection of the Social Security
trust funds. The President’s 1991 budget proposes additional protec-
tion for future beneficiaries by addressing the issue of Social Secu-
rity reserves and the deficit. The pro Social Security integrity
and debt reduction fund is a sensible approach to ensure that the
Government will not spend Social Security receipts on non-Social
Security purposes. -

One of the major objectives of the &rograms under the roof of the
Department of Health and Human Services is the strengthening of
our Nation's families. As has been said, the family is the first and
most effective health and human services organization.

With the enactment of the Family Support Act of 1988, the
Reagan-Bush administration and the Congress, with the deep in-
volvement of the members of this committee, took an important
step forward in assisting low-income families to become financially
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independent. For the job opportunities an basic skills training pro-
gram, which represents one of the most fundamental reforms in
the Act, the budget provides $1 billion. This is the maximum
amount authorized by law and represents an increase of more than
half a billion dollars over the amount we estimate will be spent in
the current fiscal year.

In child welfare services and foster care, the administration’s pri-
orities are clear. We want to prevent unnecessary placement of
children outside their families, to reunite children with their fami-
lies or, when it is not in the best interest of the child, then to find
permanent, loving homes for children through adoption. Our pro-
posals reflect these priorities,

In closing, I want to express my fervent hope that, working with
ghig cgmmitbee, we can forge a compassionate and fiscally prudent

udget.
ank you, Mr. Chairman. That completes my statement. And I
would be happy to respond to questions. ,

The CHAIRMAN. Thank you very much, Mr. Secretary.

Mr. Sécretary, as I was mentioning earlier, I just returned from
my State, where I was visiting with hospital administrators. And
my State for the last 4 years has led the country in closing of hos-
pitals many in rural areas. Senator Rockefeller was commentin%
on the problems of West Virginia in that regard. And last year
introduced legislation, joined by Senator Dole, Senator Baucus, and
others on this committee, to close the basic Medicare rate differen-
tial between urban and rural hospitals, and asking your Depart-
ment to come up with a proposal for getting that done by 1995. We
also asked you to take into account severity of the illness, because
some of the urban hospitals take on the patients with more serious
problems, and treat the sickest patients in each of the DRG catego-
ries. .

Now ProPAC, as I understand it, is recommending that the
schedule be accelerated, and the differential eliminated by 1993.
They would finance that by giving a smaller rate increase to hospi-
tals in urban areas.

Do you have an estimate of the cost of eliminating that differen-
tial, and do you go along with the recommendation of ProPAC in
that regard? How would you finance it?

Secretary SuLLIVAN. Thank you, Mr. Chairman.

First of all, let me indicate that I certainly share your concern
about maintaining access to health services for all of our citizens.
We have taken note of the responsibility given to us by the Con-
gress to come forward with a plan by October 1st for how we would
close that differential. And we, indeed, will be coming forward with
such a plan, on schedule. I believe the law requires this to be im-
glerlrb%%ted, starting in 1992 and completed, as you have indicated,

y .

We do have in the interim, as you know, a number of programs
to assist rural hospitals in the administration of their programs
and in other initiatives. So we certainly look forward to working
with you in doing everything we can to address the problems that
our hospitals face, including closing that differential.

On the issue of the acceleration that, ProPAC has recommended,
I would want to review that in some detail, Mr. Chairman. And not
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having yet done that, I really could not comment further, except to
say that we would certainly do everything we can and work with
this committee to try and address that problem.

The CHAIRMAN. Well I really want to pursue this and 1 would
like to have some early comments from you in regard to how you
feel about ProPAC’s recommended acceleration to 1993 and wheth-
er that is sufficient time to make changes in measuring severity of
illness, how you would finance eliminating the differential, Ify we
can move it forward in a logical progression, I want very much to
do it because as I talked to these administrators out there in rural
areas, they say, they don’t know that they can hang on until then.
I'm concerned about areas like Brewster, TX, which is 130 miles to-
a city of any size. And having to travel that far to a hospital is
really an undue burden.

In the rural areas you have people that are generally older and
incomes are generally less. So it is not something I think we can go
at a slow measured pace about. I very much would hope that your
Department can give me a response to that and give me an earlier
one in detail.

Secretary SuLLivAN. We will be happy to get back to you with a
response, Mr. Chairman.

he CHAIRMAN. All right.

I must say to you also that when I was at Parkland Hospital this
weekend, they told me that the Texas Hospital Association reports
that over 70 percent of the hospitals in my State are losing money
on Medicare patients, 70 percent. They told me that if the adminis-
tration’s proposals were put in effect, Parkland would lose pay-
ments equivalent to the cost of treating 2,000 Medicare patients.
What do you think hospitals should do? at kind of steps do you
think they should take in trying to respond to those kind of cuts if
they are enacted? Do those kind of reductions have any justifica-
tion, other than cutting the size of the deficit?

Secretary SuLLIvAN. Yes. There are a number of things Mr.
Chairman, that our hospitals could do. One of the themes in our
budget is to establish more fprudent purchasing practices among
our hospitals for a variety of services. We do know, for example,
that some of the private sector organizations do have more efficient
and prudent purchasing practices, as does the Veterans Adminis-
tration. We think that is an example of how we could save mone
without compromising rervices. So we certainly are very concerned,
as you are, about doing everything we can to see that essential
services are preserved while we work on the other issue with you
and the other Members of the Congress on controlling the rate of
escalation of health care costs.

One other comment I would make is, as I indicated in my testi-
mony, we will be leading the review of our comprehensive health
system, which won'’t take care of this immediate problem. But cer-
tainly we do hope to come forward with some recommendations for
the President, using the input from the Pepper Commission, our
own internal task force, and the Steelman Commission, and others,
to really try and develop a more rational system that will meet the
access n of our citizens, and assure quality while addressing
the cost issue.
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The CHAIRMAN. Well, Doctor, those comments are fine in gener-
al, but I surely want to get more specifics. I defer to my colleague,
Senator Packwood.

Senator PaAckwoob. Doctor, let me ask you a %hilosophical ques-
tion because all of us have concerns about rural health. There may
be a State where it doesn’t exist—I don’t know if it does in Rhode
Island, which is small enough so that it may not have & rural
health problem—but it does in most of the States.

In January I conducted hearings on rural health in 11 towns in
Oregon. The population of the bilglgest town was 10,000; two were
less than 2,000, They all have a hospital at the moment. The 135
miles the Chairman mentioned is the exact distance you would
have to go from one particular town to the next town that has a
hospital if the first town’s hospital were to close. And there is also
a problem with doctors. One county had four doctors, one of whom
is about to quit and go to a town 50 or 60 miles away to become an
emergency room physician. There he will at least have regular
hours and only work 12 hours a day instead of 18 hours a day. The
burden that his departure will throw on the other three physicians
will be extraordinary because they have been unable to recruit an-
other physician.

One town was jumping with glee because they had recruited a
Elhysician who had been a Christian medical missionary in Africa.

e had been there a number of years, was ready to come back, and
wanted to be in a rural area, but that is an unusual situation.

I came away with one of two conclusions. If we are going to have
rural hospitals, they are going to have to be subsidized. We cannot
say theznare going to make money. They aren’t going to make
money. We may also have to subsidize nurse practitioners, certified
registered nurse anesthetists, and others going to rural areas. And
you may say, well, we will close the hospital. But if you have an
emergency, if you get into a car accident, we will have a helicopter
from the big town come get you quickly and get you to a hospital
there. Becauge there will be no hospitals in these small towns. And
the unfortunate part of that is, for 90 percent of what rural hospi-
tals do, they can do it perfectly adequately. But if a person has to
go 100 miles for treatment, it is unfortunate for the kids and the
spouse to have to travel that far to visit. I hope closing small-town
hospitals is not the answer.

Philosophically, let me ask you first, do you agree that these hos-
pitals are not going to make money? I don’t know how they are
going to make money. They will have to be subsidized one way or
the other. Maybe through a rural tax base, if the voters will vote
for it. Maybe through higher Medicare payments, where we simply
give them more money. Or maybe through tax incentijves to keep
the physicians there.

So, first, do you agree that if we are dgoing tokeep rural hospitals
they are going to have to be subsidized? Second, in your judgment,
which way should we be going in terms of rural health care?
Should we keep rural hospitals, or close them and somehow get the
patients to the nearest medical facility?

Secretary SuLLIVAN. Senator Packwood, in response to your first
question, I think that there is no question that we are going to
have to continue to provide support for our hospitals, both our
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urban and our rural. And, of course, the review that we will be re-
porting to the President on, of course, will take those kinds of fac-
tors into consideration, because we are committed to maintaining
essential access for our citizens.

Now, on the question of closure of rural hospitals I think that
really has to be primarily a local decision rather than dictated by
broad policy from Washington, because such a decision will take
into account all kinds of factors such as what are the transporta-
tion times to the nearest available facility?

Certainly we are committed to the proposition that essential
services have to be available to our rural citizens, but specific deci-
sions take into account those local factors so that there reasonable
access is available.

Senator PaAckwoob. Except, Doctor, that the decision is local only
in this sense. If the reimbursement from the Federal Government
for Medicare—and these hospitals have a disproportionately high
Medicare load because there is a disproportionate number of elder-
l{; in rural areas—is such that they simply cannot make money,
they are forced to lose money on their Medicare patients. And
these hospitals are pretty good; they take anybody. The decision to
close is not really a local decision, then. If the Federal Government
isl not helping rural hospitals pay their way, they are going to
close.

When you say is it a local decision, it is true that most of these
are tax based hospitals, and they have a tax base. But at some
stage the local citizens reach a point where they say, we can't
afford to pick up what we are losing on Medicare, and rural hospi-
tals close.

If that is going to be the decision, then lots of other things will
flow from it. You won’t have to worry about attracting doctors to
the rural areas, or about Medicare reimbursement. You then focus
your attention on rapid transportation, an entirely different
method of delivering medical services. There is hardly anyone who
would be more experienced in this than you. In your capacity as
Dean of the Medical School, you were sensational at turning out
graduates who served in rural areas. You probably have as good a
record on that as any dean in this country. ,

I really want your judgment, philosophically, on which way you
think we should go. Forgetting for the moment cost, should we
close the small hospitals and transport people to the next biggest
hospital, or next hospital of any kind, or should we try to keep
them open?

Secretary SULLIVAN. Senator Packwood, what I really meant was
that the decision should be based on local circumstances. In other
words, hospitals are very unique institutions, no two hospitals are
alike. Local factors include the size of population, the kinds of
health services that are available in nearby communities, what is
the transportation time that would be required if this particular
hospital closed? But certainly I would not feel that a blanket deci-
gion to close all rural hospitals and then simply depend upon a
transportation system to the nearest urban area would be a good
decision. I think that approach could have some very adverse re-
percussions that I don’t think any of us would want to live with.
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The real problem that all of us face, of course, is what is the crit-
ical blend here? We do have in some instances rural hospitals that
may be 20 miles apart versus another set of rural hospitals that
may be 70 miles apart. In the first case, if one of those hospitals
closes, I think that I would be less concerned than if it were the
latter circumstance because it depends upon what are the alterna-
tives here that are available. So it really represents, I believe, a
judgment based upon what the resultinf restructuring would result
in and would look like that would really determine that decision.

Senator PAckwoop. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Rockefeller.

Senator RoCKEFELLER. Dr. Sullivan, I want to pursue just a
moment on the matter I spoke about a mement ago on overpriced
procedures. Last year, we took the best estimates that PPRC could
give us, and then we cut by one-third the overpriced procedures

ased upon the expectation of the fee schedule.

Now the administration comes along and slashes an additional
two-thirds of this remaining amount. My question is, isn’t this
really putting us very close to the line on overpriced procedures?
And isn't this coming from the same administration which was
asking us to stretch out as much as possible the implementation of
the RBRVS fee schedule because we might be making mistakes,
and that we needed to be cautious? And then, in addition to that,
how are we going to be able to afford under the administration’s
proposal to increase primary care, and rural care, and inner city
care in a budget neutral manner? I just don’t understand that and
I would appreciate your comments on it.

Secretary SuLLIVAN. Yes, Senator Rockefeller.

What our proposals for fiscal year 1991 do is to eliminate a series
of anomalies in our reimbursement of physicians. We have a pro-
posal, for example, to eliminate duplicate payments to anesthesiol-
ogists. We have also incorporated into the hospital reimbursement
rates payments for physicians’ assistants, yet we have physicians’
asgistants who are directly billing there; we are proposing to elimi-
nate this duplicate payment. And a third example is the payment
for assistants at surgery. 8

Senator ROCKEFELLER. Mr. Secretary, you talk about some dupli-
cates, but aren’t you essentially in this budget then attempting to
move procedure codes directly into the anticipated fee schedule?
That is the effect of what you are doing.

Secretary SurLnivaN. Well certainly we believe that these pro-
posed reductions in payments are appropriate. And we are in no
way proposing physician payment reform, which we indeed did sup-
port because we felt—that it was appropriate, it was good policy.
And, as I indicated last year, I certainly support the concept that
physicians should be paid well for their services because of the
rigors of their training, the great degree of responsibility that we
give to them, and the stress of a medical practice.

But having said all that, I don’t believe that we, as a country,
owe a blank check to physicians. I think there is no question that
payment for services in a number of instances is_excessive. And
this has been shown by the development of the relative value fee
schedule, where we do recognize a greater value for cognitive serv-
ices: pediatricians, family physicians, et cetera. I can tell you that,
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as a medical student back in the 1950’s it was recognized by my
colleagues in medical school and by the physicians in the hospital
that the systems that we had then were totally accidental. They
didn’t have logic to them. That an opthomologist’s services were
more valuable than a pediatrician’s services, or that a family phy-
sician’s services were not as valuable as a urologist’s services. But
what we slipped into over the years was a system where we would
pay for procedures because that was the easy way out; it was easy
to pay for an appendectomy as opposed to taking care of a patient
with cardiac shock, with a heart attack, et cetera. But there are
inequities, and the physician payment reform does begin to address
those inequities as well as the bonus payments for physicians.

Senator RoCKEFELLER. Mr. Secretary, I am on yellow and I have
one quick question to ask.

Secretary SuLLIVAN. Fine.

Senator RockerFeLLER. I understand the flow of your response. I
have no time left.

The CHAIRMAN. If you have another question, please continue,
Senator.

Senator RoCKEFELLER. Thank you, Mr. Chairman.

Last year in the Energy and Commerce Committee of the House,
the Health Care Financing Administration testified basically in
favor of the concept that I have turned into legislation which
makes Medicaid home and community-based waivers really a per-
manent option within the Medicaid program. Now the quote from
HCFA was “We do not disagree with the intent of this bill to
reduce the emphasis on institutional care and to target home and
community-based services.” But the administration opposed the bill
based upon cost. We have since then worked fairly and fruitfully to
reduce costs in that waiver bill which could shift enormously the
Medicaid bias from institutional care to home and community-
based care.

Can the administration, if we reduce the costs sufficiently, be
supportive of this bill? Will the Secretary be supportive of this bill?

ecretary SULLIVAN. Well, Senator Rockefeller, I certainly would
want to review the bill and discuss that with you.

Senator ROCKEFELLER. The concept of the bill.

Secretary SULLIVAN., As was indicated last year, I don’t believe
we have any difficulty with the concept of the bill with respect to
the actual cost of the bill, we obviously must deal with budgetary
realities. But we certainly would be very pleased to work with you
on that to see if there might be a way that we could come out with
something that we could support with you.

Senator RockerFeLLER. Thank you, Mr. Secretary. I thank the
chairman very much.

The CHAIRMAN. Senator Daschle.

Senator DascHLE. Thank you, Mr. Chairman.

Dr. Sullivan, you may not be the most appropriate person of
whom to ask this question, but since Mr. Darman isn’t here, maybe
you can give me the Administration’s best rationale for a concern
that I have had ever since I first saw the President’s. Medicare rep-
resents about 10 percent of our Federal budget, but took 14 percent
of the cuts. Defense which represents about 25 percent of the
budget, took 8 percent of the cuts. Now if this were 10 years ago,
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and we were fighting the evil empire, I could understand that a
dramatic amount of additional funding might be needed for fight-
ing the evil empire. However, things have changed so dramatically
in the last 24 months, and Eastern Europe is a much different
place today than it was even a year ago.

Health care, on the other hand, as the committee’s questions
have indicated is really a different situation. The health care crises
is more severe in South Dakota than it was a year ago. Greater
and greater financial pressure is being put on hospitals and doc-
tors, yet that isn’t represented in the budget cuts. There is no sen-
sitivity to the dramatic changes taking place in health care or to
the changes in Defense. Maybe you can explain what these num-
bers are unable to explain.

Secretary SuLLivaN. Well, Senator Daschle, I am here as the Sec-
retary of Health and Human Services and cannot speak for the De-
fense Secretary or for OMB. But let me say this, ultimately, the
President makes the final call as to the budget that he sends forth.

Senator DascHLE. Well, did he explain to you, as to why we are
taking 14 percent of the cuts in Health and why Defense only takes
g %ercg?nt, even though the Defense budget is 2'2 times the Health

udget

Secretary SurLLivAN. Well, no, I have not had that discussion
with the President.

Senator DascHLE. Did you ask?

Secretary SuLLivaN. No. My responsibilities were, of course, to
try and develop a budget for the Department that makes sense, to
try and provide essential services, but work within the limitations
of the resources that are available.

On those kinds of trade-offs, I frankly don’t think that I am the
appropriate individual to respond. That is the President’s call; he is
elected to make those judgments.

Senator DascHLE. I understand that, and I don’t mean to put you
on the spot because I know you have to answer to the President,
but you are representing the President in the sense that these are
your numbers as well as his. Frankly, if we cannot get answers
from you as to why we take a greater hit in Health than we do in
Defense, given the circumstances, I don’t know what recourse we
have to get that information. And, frankly, it, concerns me a great
deal. I don’t think the cuts really represent the situation in the
world today; the completely different set of circumstances we had
just a year ago. We need an advocate in Health in the administra-
tion. We need someone who can forcefully make just as good a case
for expenditures on Medicaid and Medicare as we can for troops in
Europe, or the MX missile or anything else. You know that very
well. I would only say that I am very disappointed that a dispropor-
tionate share of cuts comes in the Health budget just at the time
when we can least afford it, and at the time of greatest opportuni-
ty. I guess I would leave it at that.

Let me ask you, why doesn’t the budget include a higher rural
update? We have made some progress in the last couple of years,
but there is no differentiation between rural and urban hospitals
and no understanding of the importance that we need to put on an
increase in the rural update this year. -
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Secretary SuLLIVAN. Well, Senator Daschle, we did, as you know,
recommend a differential update this past year for rural facilities,
which was enacted. And for this year, if the circumstances suggest -
that that would justified again this year, we will be making such a
recommendation.

Senator DAscHLE. You mean we don’t know whether those cir-
cumstances justify it today? ]
Secretary SuLLivaN. Well, we are reviewing this, and we will be
coming forward in a few weeks with that I think. It is still under

review.

But let me also make one other comment concerning the budget
that we have.

As you know, this budget was developed starting last spring and
completed, I believe, in December. Many of the chances that you
referred to that we are very heartened by—that is a reduction in
tensions in Eastern Europe and Russia—really have occurred quite
recently. As you know, the President has indicated in response to
questions in the past that although we are very heartened by these
changes, the President has exercised caution in making budgetary
changes before we have sufficient time to analyze the overall situa-
tion. But the fact is that the President, in his state of the Union
address, did charge me to lead a review of the health care system,
to look not only at costs, but also at access to health care, and the
quality of care available. I, frankly, am very optimistic and very
heartened by that. It means that the President does believe that
this is an important activity. He wants a careful review, and I cer-
tainly will be doing that. But until that review is completed, I
cannot be more specific. Certainly we are concerned about making
sure that the health care system is responsive to the needs of our
citizens.

Senator DascHLE. Well, I won't argue the point. My time is up,
but I would only say that you are more optimistic than I am that
another study is the answer. Secondly, I question how cautious we
are when we see that 14 percent of the budget cuts are in Medicare
this year, while it only comprises 10 percent of the budget. That
disproportionate cut is not cautious, in my view, and it is going to
have tremendous consequences in health care throughout the coun-
try. But it is something we will continue to talk about.

Thank you, Mr. Chairman, and thank you, Dr. Sullivan.

The CHAIRMAN. Dr. Sullivan, let me get back again to this rural
hospital-urban hospital problem.

I am in a somewhat unique position in that my State has virtual-
ly the same number of urban hospitals as it has rural hospitals. So
I guess I could be relatively even-handed in my approach. But last
year in Texas we had 13 hospitals close and only three of them
were urban. I certainly ¥ree with Senator Packwood, if I read
what he stated correctly. You are not going to be able to have ﬁll-of-
itable Medicare business in rural hospitals. And if you are talking
about a hospital that has 25 or 30 beds, the actuarial averages just
do not apply because you get surges of patients and periods where
they plateau out, and you do not have the cushioning effect of a
larger patient base that you have in major population centers. So I
don't see how they can be anything but more expensive.
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There is an urgency to the problem. I've seen my State for the
last 4 years lead the country in hospitals closing. I have had more
and more rural hospital administrators say we are just barely
hanging on, and we are concerned that we can’t hang in there for
the period of time that you begin to bring these costs together be-
tween urban and rural.

I would hope very much, now with Dr. Wilensky coming aboard,
that she could have as a first priority making recommendations to
help us consider what to do with respect to accelerating the sched-
ule for bringing the urban and rural rates together, what we
should do about measuring the severity of illness, and where the
emphasis should be. And I would strongly urge you to make that a
priority, to get back to us at the earliest considered opportunity
that you have.

Secretary SuLLIVAN. We will be happy to do so, Mr. Chairman.

The CHAIRMAN. I must tell you one of the most disturbing things
I have seen in quite a while was being at Parkland and going up to
see some of the boarder babies. And I really didn’t know what that
term means until I went up there and found that they were talking
about children that were going to be there for quite some time,
that they just cannot send home. I mean they are borders at the
hospital. And I saw babies no larger than my hand who weighed
less than a pound. I am thinking about the life of that baby and
how long it is going to last, what the results were going to be. All
of us like to think of health care in this country being a right and
not a privilege. And yet it looks like we are heading to some kind
of a rationing of health care as we see in other countries. Unless
we can do a better job of containing costs, doing what has to be
done, and supporting some of these areas where obviously the cost
cannot be borne by local taxpayers.

You talked about health care as being a local decision, but some-
times the economic circumstances are such that they have very
little option. I know of no rural town in my State that is booming.
Almost every one of them is in trouble, trying to hang in there.
And I would like to see some of the people out in some of these
rural areas, be able to stay on the farm and contribute and have a
standard of living that is meaningful, and a big part of that is the
availability of the health care.

Senator Packwood.

Senator PAckwoob. I have no questions, Mr. Chairman.

The CHAIRMAN. Mr. Secretary, we are very appreciative of your
being here.

Secretary SuLLivaN. Thank you, Mr. Chairman.

The CHAIRMAN. And we look forward to hearing. fmm you on
these questions.

Secretary SULLIVAN. Thankg

[Whereupon, at 10:58 a.m., the hearmg was concluded.]
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SENATOR BENTSEN ANNOUNCES HEARING ON REVENUE PROVISIONS IN PRESIDENT'S
BupGer AND EXPIRING Provisions; REQueEsTs WRITTEN CoMMENTS FroM PusLic

WasHiNGTON, DC—Senator Lloyd Bentsen (D., Texas), Chairman, announced
Monday that the Finance Committee will hold a hearing on the revenue provisions
contained in President Bush’s budget for fiscal year 1991 and all expiring tax provi-
sions not included in the President’s budget.

The hearing will be on Tuesday, March 6, 1990 at 10 a.m. in Room SD-215 of the
Dirksen Senate Office Building.

The hearing will address all provisions in the President’s budget affecting re-
ceipts, whether they increase or decrease revenues, with the exception of the Presi-
dent’s proposals concerning capital gains and family savings accounts, which will be
the subject of hearings to be announced later.

The President has proposed increasing Federal receipts by $21.7 billion in fiscal
year 1991. That figure includes $15.7 billion in tax increases, $56.6 billion in user fees
and other offsetting collections, and revenue losing provisions of $1.8 billion, which
include extending or establishing tax credits for research and development, low-
income housing and other purposes. :

“The objective of the hearing is to provide the committee an opportunity to weigh
the pros and cons of the Administration’s revenue proposals. We will be considering
whether the President’s proposals provide real, long-term deficit reduction and
whether his tax credit proposals represent an efficient use of Federal revenues. We
will also debate whether the expiring tax provisions are accomplishing their intend-
ed goals and are cost-effective,” Bentsen said.

e Assistant Secretary of the Treasury for Tax Policy, Kenneth Gideon, will be
the only witness at the hearing. -

Bentsen also requested written comments from the public on the President’s reve-
{;ue ptroposals and the expiring tax provisions not included in the President’s

udget.

“We want to provide the public with a full opportunity to be heard on these
issues. It is important for affected individuals, groups and state and local govern-
ments to submit their views so that the committee will be presented with both sides
of the coin on the President’s recommendations,” Bentsen said.

The President’s revenue proposals are described in the following publications:
Budget of the U.S. Government, Fiscal Year 1991 (Government Printing Office) and
Summary of Revenue Provisions in the President’s Fiscal Year 1991 B t Proposal
(Joint Committee on Taxation). The expiring tax %x;ovisions.are described in the fol-
lowing publication: Description of Tax Provigions iring in 1990 (Joint Committee
on Taxation). Since the ce Committee solicited written comments on all of the

a7



18

expiring tax provisions last year, interested parties need only prepare comments
necessary to supplement last year’'s submission.

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

The CHAIRMAN. This hearing will come to order.

No matter how you slice it, this committee is going to be charged
with raising a significant amount of revenue this year. At this
f;oint, we don’t know what the Finance Committee’s target will be.

think it is going to be very difficult to meet Gramm-Rudman and
avoid a sequester.

What we do know is that the President’s revenue proposals will
not get us to $13.9 billion, as his budget purports. You don’t have
to make a very careful examination to see that.

The Congressional Budget Office and the Joint Tax Committee
have estimated the President’s revenue proposals would raise only
$9.4 billion in 1991. That represents a shortfall of some $4.5 billion.
Based on these estimates—the ones that, incidentally, we are com-

lled by law to use the Finance Committee could probably raise
¥§.4 billion in 1991. However, we {)robably could not meet a reve-
nue target of $12 billion or even $13.9 billion, as the President has
proposed, without raising taxes. So, we are going to be looking to
the Administration to help us come up with a realistic revenue
target with a valid plan for raising enough revenue to meet that
target. We will also give the Administration an opportunity to ex-
plain the differences between its revenue estimates and the esti-
mates of CBO and the Joint Tax Committee, which are major. We
have a difficult task before us. I think the most difficult task this
committee has faced since I have been in the Senate.

I hope that we can work with the Administration in a bipartisan
manner to meet this Nation’s critical budgetary problems. With
that in mind, I look forward to receiving the Administration’s, testi-
monl on the revenue proposals on the budget.

I defer to my colleague, the Senator from Delaware, for any com-
ment he has to make.

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

Senator RorH. Thank you, Mr. Chairman.

I look forward to your testimony, Mr. Gideon, regarding the
President’s revenue ﬁrogosal in his 1991 budget. And I am particu-
larly interested in the President’s family savings account because
in many ways it is very similar to a proposal I made last year for
individual retirement accounts.

I am hopeful that this year that we can reach a consensus in this
area so that we can move ahead with what I consider to be one of
the most critical problems of this Nation, and that is savings. So I
am hopeful that in a bipartisan way that problem will indeed be
addressed.

Senator Packwood, and Minority Leader Dole, and myself did in-
troduce the President’s Saving and Economic Growth Act on Feb-
ruary 6, which, of course, includes a Family Savings Act, a capital

ains tax reduction, and an IRA withdrawal proposal for first-time
ome purchasers.
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Mr. Gideon, you are, of course, aware that there are substantial
differences between the Treasury's estimates and that of the Joint
Committee on Taxation. Unfortunately, according to the Joint
Committee, CBO has said that they will not have their portion of
the estimates done until later this week. I am hopeful that Mr.
Gideon will be able to clarify for us the reason for the differences
in the two estimates, and how the two estimating groups will be
able to help us reach a decision on these proposals based on the
revenue involved. Certainly, I commend you on your effort to raise
revenue during the next year. I have seen no other proposals that
make the effort to do so, and I suspect our committee will be hard
pressed to raise this much revenue. And you do it while offering a
number of desirable programs, including child care credits, a per-
manent R&D credit, energy tax credits, and a number of exten-
sions for expiring provisions. And I look forward to your testimony.

The CHAIRMAN. Thank you, Senator.

Senator Moynihan, would you care to comment?

Senator MoyNIHAN. Thank you, Mr. Chairman. I have no state-
ment at this time. .

The CuairMAN. Thank you.

Senator Danforth.

Senator DaANFORTH. I have no opening statement, Mr. Chairman.

The CHAIRMAN. Mr. Secretary, if you would proceed.

STATEMENT OF HON. KENNETH W. GIDEON, ASSISTANT SECRE-
TARY FOR TAX POLICY, U.S. DEPARTMENT OF THE TREASURY

Mr. GipeoN. Thank you, Mr. Chairman. I have quite an extensive
written statement which covers the budget comprehensively, and I
am here today prepared to answer questions on all of the issues
that are covered in my testimony. However, in order to get right
down to that point, I am going to read a very brief extract from my
statement dealing primarily with one of the issues that both you
and Senator Roth have raised, and that is the difference between
ourselves and the Joint Committee with respect to the revenue esti-
mates on capital gains.

‘As is now well known, the Office of Tax Analysis—that is our
professional revenue estimating group—estimates that the Presi-
dent’s capital gains proposal, if enacted, would raise $12.5 billion
over the budget period and provide modest increases in revenue
thereafter. The staff of the Joint Committee on Taxation estimates
that the proposal will lose $11.4 billion over the same period and
continue to lose money thereafter. Like others, I am both con-
cerned and surprised by the $23.9 billion gap between the Office of
Tax Analysis and the Joint Committee on Taxation estimates.
Indeed, the disparity of these estimates contrasts sharply with the
closeness of estimates made by both staffs with respect to most of
the Administration’s other revenue proposals.

Under the circumstances, I believe that it is essential for this
committee to understand the procedures used by the Office of Tax
Analysis to produce its estimates of the pr?osal. Accordingly, I am
providing in my testimony today a detailed presentation of the as-
sumptions, data, and methodology used to produce the Office of
Tax Analysis estimates. I am sure the Joint Committee on Tax-
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ation will wish to provide similar detail with respect to its esti-
mates, including the Congressional Budget Office data on which its
estimates are based.

I call on the Joint Committee on Taxation and the Congressional
Budget Office to do so as promptly as possible. -

This committee, and indeed the Congress and the American
people are entitled to detailed disclosure of the assumptions and
methodology of the estimators when the estimates vary so signifi-
cantly on an issue of major importance. Because we do not now
have the level of detail with respect to the Joint Committee on
Taxation estimates, which we have disclosed today with respect to
our own, our analysis of the factors giving rise to the difference is
not complete. However, based on our current information, we have
identified two major differences.

OTA'’s estimates imply that tax revenues from the sales of cap-
ital assets would be maximized if taxed at a -23-percent rate, that
is, that is the revenue maximizing rate. It appears to OTA that the
Joint Committee’s analysis implies that such revenues would be
maximized at a rate of around 35 gercent, significantly above the
current maximum average rate of 28 percent on ordinary income.

OTA analysts find it implausible that tax revenues from sales of
capital assets would increase if taxed at rates higher than rates ap-
plicable to ordinary income. Stated more technically, the Joint
Committee’s elasticity is lower than that used a OTA and appears
to be lower than the elasticity that the Joint Committee used last

ear, which is at a very low end of the range of existing estimates.

e think it is simply too low.

The Joint Committee estimate assumes a very large increase—
perhaps more than 50 percent from 1988, the last year for which
we have data, to 1990—in the level of capital gains that would be
recognized if there were no change in the law at all. An-increase in
this magnitude does not accord with historical experience and is, in
our judgmeat, highly improbable.

These differences take on significance because we should remem-
ber that the estimators, both at the Joint Committee and at the
Office of Tax Analysis, have been wrong on this issue before. Both
substantially underestimated the capital gains revenues which ac-
crued after the 1978 rate cut.

In addition, neither the OTA nor the JCT have included.macro-
economic or “feedback” effects in the estimates. While this accords
with standard practice of both staffs, it does not mean that such
positi(;'e effects will not occur, merely that they have not been esti-
mated.

Secretary Brady, CEA Chairman Boskin, and probably many
members of this committee share the realistic expectation that
positive economic effects will occur if the cost of capital is reduced
through a capital gains rate cut.

As Professor Martin Feldstein recently noted in testimony before
the House Budget Committee with respect to the Joint Committee
estimates, ‘“Even a microscopically small 4 one-hundredths of 1 per-
cent” increase in the annual growth rate of GNP would produce
additional tax revenues of approximately $5 billion a year. That is
more than enough to offset even the Joint Committee estimate.
Such growth would benefit all Americans, not just the sellers of
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capital assets. Indeed, we need to provide a fiscal climate conducive
to creating new jobs is what this debate ought to be about rather
than an arcane dispute about revenue estimates.

Compared to the results of most studies, OTA’s estimate of in-
duced realizations, that is, how many more sales will occur is con-
servative. Table 1 in my testimony provides detail on these studies.
And by any reasonable standerd OTA has endeavored to err on the
side of caution when estimating these behavioral effects.

Before analyzing the OTA estimate in some more detail, let me
make one point about its source.

The revenue estimates reported in the budget were produced by
the nonpolitical, professional, career, civil service staff of the
Treasury’s Office of Tax Analysis, which provides all Treasury rev-
enue estimates for other legislative and budget proposals as well. It
is worth stressing therefore that the difference in revenue esti-
mates is a professional difference of opinion. Accordingly, the esti-
matesl should be evaluated on their merits, not their political
appeal.

'able 2 to my testimony presents the disaggregated parts of our
estimates. The most interesting line of that has typically been line
2, which deals with the induced realization effects.

As I noted before, Table 1 indicates that the elasticity estimates
used by Treasulg are smaller than the elasticities found in nearly
all the studies. OTA assumed an elasticity of 1.2 in the short run,
declining to about 0.8 in the long run. As I noted earlier, the impli-
cation of this is that the average marginal tax rate that would
maximize revenues from capital gains is about 23 percent. In other
words, a rate either higher or lower than that would produce less
revenue than a 23-percent rate.

Now, while the implied revenue maximizing rate is a useful way
to convey the concept of elasticity in a form that is somewhat more
comprehensible to those of us who aren’t economists, the revenue
maximizing rate is not the ideal rate from the standpoint of eco-
nomic efficiency and growth. Instead, it is the upper limit at which
tax should be imposed. While a higher tax always imposes efficien-
cy losses on the economy by comparison to a lower rate of tax, im-
posing tax at a rate above the revenue-maximizing rate not only
causes efficiency loss it causes revenue loss as well.

OTA'’s estimates for this year do reflect a change in elasticity
from the elasticity which we used last year. Last year, we used a
long-term elasticity of 0.9 rather than the 0.8 we used this year.
We changed that elasticity under our normal process of updating
our model and in an effort to be cautious. The direction of change
would have, absent changes in the JCT’s elasticities, narrowed the
ga{) between the estimates considerably.

also want to point out that OTA has provided revenue esti-
mates only through fiscal year 1995. Any extrapolation of the base-
line beyond 1995 would either require a purely mechanical ap-
proach about estimates on economic projections or would require
an iré;iependent forecast by our staff, which we do not make of such
trends,

We believe it is appropriate, however, to state OTA’s views as to
the revenue trend expected in periods after the budget peviod. OTA
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projects that, if enacted, the President’s g)ro 1 would raise reve-
nue modestly in all years following the 1991 budget period.

Let me move now to the issue of distribution.

The purpose of the Administration proposal is to increase incen-
tives for savings and investment, and to increase the efficiency of
capital transactions. Fulfillment of these goals will benefit all
Americans. A review of Table 6 shows, however, that enactment of
the proposal would not reduce the tax burden of the wealthy.
Indeed, they would pay more.

Table 6 demonstrates that once the dynamic responses of taxpay-
ers are taken into account, the amount of taxes paid by high
income taxpayers will increase. Taxpayers with incomes about
$200,000 will pay almost $1 billion more in taxes through the cap-
ital gains tax provision. The share of taxes paid by lower and
middle income taxpayers will decline since their taxes do not in-
crease so significantly. Thus, dynamic analysis shows that a capital
gains tax cut provides a win-win situation: while high-income tax-
payers would pay more in taxes, they would be better off because
the capital gains tax rates will allow them to make investment de-
cisions with less concern about the tax impact.

The Joint Committee’s distributional table is based solely on the
static portion of its estimate. In other words, in presenting distribu-
tion tables, the Joint Committee ignores the dynamic portion of its
own estimate. The JCT table, therefore, is a distribution of the ben-
efits of a rate cut to those who would have sold capital assets in
any event, but it ignores the distribution of the additional tax paid
by those who will be induced to sell at lower rates. For this reason,
we think that Table 6 provides a more complete and accurate pic-
ture than the Joint Committee table.

Let me compare the estimates now.

Table 7 shows that the two main sources of the difference be-
tween the two estimates is the static revenue loss, line 1, and the
assumed responsiveness of taxpayers, line 2.

We understand that the Joint Committee’s baseline, which is
provided to it by the CBO, is assumed to jump over 50 percent from
1988, the last year for which we have data available, to 1990. OTA
believe’s that the extraordinary increase in capital gains realiza-
tions fprojected by CBO in this 2-year period is highly improbable.
Its effect is to raise the baseline level of realizations quite signifi-
cantly throughout the budget window, thereby significantly enlarg-
ing the Joint Committee’s estimates of the static revenue losses.

Another major difference between the OTA and JCT estimates is
that the JCT estimate appears to assume a lower level of respon-
siveness, or elasticity, by taxpayers. And as I have noted, the only
way we could replicate their elasticity was to assume a revenue
maximizing rate in our model of about 35 percent.

Virtually every study in Table 1 that allows computation of a
revenue maximizing rate implies that that revenue maximizing
rate is below the rate imposed on ordinary income. This is hardly
surprising, since just as we anticipate a portfolio effect for a rate
differential in favor of capital assets—that is, that taxpayers would
shift assets in order to get the favorable capital gains rate—one
would also expect taxpayers to attempt to shift out of capital assets
into other kinds of assets if they were taxed at a higher rate.
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The considered professional judgment of Treasury analysts is
that the JCT estiinate is simply too low. It also seems clear that
the JCT reduced its elasticity assumption from last year as well.
While both the JCT analysts and the Treasury analysts regularly
update and improve their models as new information becomes
available, this particular revision apparently caused the Joint Com-
mittee to increase the loss it estimated for the President’s proposal,
and teincreased, rather than narrowed, the gap between the two esti-
mates.

The revenue estimators at OTA are professionals who have la-
bored to produce their best judgment of the revenue effect of the
President’s proposal. I am not an economist and I share much of
the perplexity that I think members of this committee must feel
with respect to how to evaluate this important disparity.

'%t few of my personal thoughts may be of some utility to the com-
mittee.

First, elasticity is a term that speaks mainly to economists. OTA
estimators tell me that we can infer a revenue maximizing rate
from these elasticities. Specifically, OTA’s estimate implies that
revenue would be maximized if the rate were set at 23 percent and
the JCT’s estimate appears to imply that we would maximize reve-
nue if the rate were around 35 percent:Based on our historical ex-
perience with capital gains since 1978, I find it a lot more likely
that we will raise revenue through a rate cut than through a rate
increase above ordinary rates.

Second, I do not find it plausible that a 50-percent jump in cap-
ital gains realizations will occur in a 2-year period without a
change in the tax law. Yet, that is apparently what the CBO has
Erojected and, hence, what the JCT is required to include in its

ageline estimates.

Finally, lowering the capital gains tax rate will lower the cost of
capital and should promote economic growth. Even trivial increases
in GNP, as noted above, will increase revenues more than amount
sufficient to offset the JCT estimates. The prospect of increased
economic growth emphasizes the fact that this debate should not be
about technical estimating problems. It is about making this coun-
try more competitive.

Since the estimators have been unable to resolve their differ-
ences, however, Congress and the American people clearly should
have all the data, assumptions, and methodology underlyinf the es-
timates which we have placed in the record today for full public
scrutiny on our side.

We look forward to the disclosure of the same material with re-
spect to the JCT estimates and the CBO projections on which it is
based at the earliest possible time.

Thank you, Mr. Chairman. And I will now be happy to answer
questions on all aspects of my testimony, not just the revenue esti-
mating matters I covered in my oral statement.

The prepared statement of Mr. Gideon appears in the appendix.]

he CHAIRMAN. Mr. Gideon, that is an interesting statement
about the estimates of OTA and the Joint Tax Committee. But, I
had specifically stated that we would deal with the Administra-
tion’s other revenue proposals today, and that we would have sepa-
rate hearings on capital gains and IRA’s, which the members of
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this committee are all interested in. We will look at the specific
analysis by Treasury and by the Joint Tax Committee, probing into
it at some length, at that time.

But at the present, as I had advised you, I want to get to the
other revenue proposals.

Mr. GIDEON. Yes, sir. .

The CHAIRMAN. As I stated earlier, the Congressional Budget
Office has estimated that the President’s revenue proposals will
only raise $9.4 billion in 1991, compared to the Administration’s
$13.9 billion estimate.

Is the Administration prepared to give us additional revenue in-
creasing provisions for our consideration to make up that differ-
ence? Or, are lyou ready to accept a smaller revenue component?

I remember last year the Treasury proposed $600 million in loop-
hole ?closers to the committee. Can we expect similar assistance this
year

Mr. GipeoN. Mr. Chairman, that was pursuant to the budget
agreement last year. And we were, of course, happy to come for-
ward and fulfill our obligations under that eement. I am not
aware of any similar commitment this year. And at this point in
time, I am here to defend our budget é)roposals.

I might note with respect to the CBO estimates, we were origi-
nally told we would not have them until tomorrow. I understand
that they did come out yesterday. So I am at some disadvantage in
responding specifically to exactly what those might be.

Let me say this though. It is clear that we were aware of their
two significant ones. One of them is capital gains estimates which I
have discussed in some detail. Another significant area of differ-
ences has to do with the IRS management initiatives that are de-
scribed in our budget. As I understand it, the CBO is estimating
those at zero, providing no value whatever. o

Commissioner Goldberg is convinced that we can raise that reve-
nue. He presented a concrete program to us for that purpose. We
described what he is going to do in some detail in our budget docu-
ment, the testimony that we have presented today, and we intend
to monitor that and see that that revenue is raised.

The CHAIRMAN. Isn’t it always Treasury’s responsibility to txiy to
identify loopholes for us, regardless of any prior agreement? Isn’t
that a basic resﬁmsibility of Treasury?

Mr. GipeoN. Mr. Chairman, we continue to look at issues of that
sort. And in fact, later this month I expect to publish some studies
from which this committee and the Ways and Means Committee
may choose to draw inferences about loopholes that may need to be
closed. Yes, that sort of thing we continue to do.

The CHAIRMAN. I would like something more than just infer-
ences. I want you to tell us what you think should be done and can
be done. Take a stand. If there are loopholes to be closed, let us
analyze them.

Let me ask you about today’s article in the New York Times
about the big shortfall in corporate tax receipts. One of the key
goals of the 1986 Tax Reform Act—and part of what sold it—was
expectation that $120 billion in taxes would be shifted from individ-
uals to corporations in the first 5 years. But what we are finding is
that corporate receipts are substantially below that estimate. In-
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stead of the shift to corporations, corporations are actually paying
far less than was projected.

I am going to call for a hearing on March 29, to get into corpo-
rate taxes in more detail. Do you have any comment on this
matter?

Mr. GipeoN. We looked at the article this morning. We believe
that the primary cause is that corporate profits were not as high as
were projected and, therefore, if the profits aren’t there the
amount of tax wouldn’t be there as well.

It is worth noting, however, that in terms of a distributional shift
in the percent of income tax receipts, the Tax Reform Act did ac-
complish that. For example, in 1955, corporate receipts were 15.5
percent of total income tax receipts, whereas, as in 1989, they were
18.9, and indeed the year before they were 19.1. So a shift in the
burden did occur.

The CHAIRMAN. Well, I must state, since 1970 we have seen a
very substantial reduction in the share of tax revenue coming from
corporations in this country as compared to individuals and a cor-
responding increase in the amount coming from individuals, a very
substantial one. As I compare the percentage of taxes coming from
corporations in other countries with the United States, I note that
it is almost three times higher in Japan, one of our f)rinciple eco-
nomic competitors, that obviously is doing very well. Would you
comment on that?

Mr. GipeoN. Well, I am not familiar with that particular statis-
tic, Mr. Chairman. And obviously by the time of your hearing we
will then have analyzed these things and can get back to you in
more detail.

I think that one of the things that is generally agreed, however,
is that the cost of capital in Japan is lower than it is in this coun-
try.

The CHAIRMAN. For quite a different reason. Obviously one of the
reasons that the cost of capital is lower in Japan is because our
prime rate is twice as high. Of course the cost of capital is lower
there. That is part of what we are up against. That is why it is im-
portant that we be realistic in trying to bring this deficit down and
not have erroneous assumptions. That is of great concern to me.

Mr. GipeoN. Well, I think that we absolutely share the commit-
ment as a committee to bring the deficit down. I mean, there may
not be consensus on many things, but 1 think that there is a shared
consensus in terms of meeting the deficit reduction targets.

The CHAIRMAN. The problem is that, when I look at the Adminis-
tration’s proposals, they appear to be a mile wide and an inch deep.
$3.5 billion of the revenue proposals, such as the IRS management
reforms, are gimmicks, even under the President’s own standards.

As I recall, when Governor Dukakis made a similar proposal in
1988, the President accused him of wanting to put an IRS man in
every kitchen. I am surprised you haven’t made a groposal on
waste inefficiency. I guess that is what this is supposed to be. You
have another $5.8 billion of recycled proposals that have been re-
jected by the Congress before, including the mandatory Medicare
coverage for State and local workers. That proposal gives me and
many members cf this committee serious problems.
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Do you consider those to be realistic proposals that will provide
long-term deficit reduction?

Mr. GipeoN. We think that certainly those proposals, if you are
talking about the IRS budget proposals, will provide a substantial
increase in collections, and that increase in collections will last for
several years, as shown in our budget projections.

Now, I think that those management initiatives are entirely fea-
sible. They have nothing to do with putting a revenue agent in
everybody's kitchen. What they indeed say is let’s take some of the
areas where we need to intensively concentrate our resources, as in
the appeals area, as in the collections area, and let’s move the ap-
propriate resources into those areas and see what we can do in
terms of getting the money.

I will tell dyou from my own experience at the Internal Revenue
Service—and while this is Commissioner Goldberg’s management
call—I will tell you that my experience there would suggest that
these initiatives should be successful, and I think that he will suc-
ceed in getting that revenue. The good part about that, Mr. Chair-
man, is that this committee does not have to act to do that. That is
gimply mining the field that is already there. I think that can be

one.

As to the recycle proposal issue, I assume that is a reference to
the HI issue in Social Security.

The CHAIRMAN. That is one of them.

Mr. GipeonN. That remains good policy, Mr. Chairman, and Con-
gress ought to enact it.

The CuAlRMAN. Well, I find it very difficult to accept the idea
that, without hiring any additional staff or otherwise beefing u
the IRS budget, by rearranging a few desks over there—whic
could have been done a long time ago if that was apxr?riate—-you
are going to have any serious increase in revenue. And, of course,
the Congressional Budget Office, as you stated, says it will generate
nothirilg. Well, I have imposed myself on this committee for long
enough.

Senator Moynihan.

Senator MoYNIHAN. Mr. Chairman, with all the respect that Mr.
Gideon deserves and has from this committee, we have trivialized
this process. We are told that we are going to somehow improve
our revenue system by, we are asked, first of all, to believe that by
cutting taxes on capital gains you get increased revenue, and it
goes on indefinitely. We don’t believe that. We know you will get it
or 2 years maybe. But there we cut the capital gains we get reve-
nue by cutting capital gains on people who actually have capital
gains, which is obviously at one end of the population distribution,
and then you go to payroll taxes, back to payroll taxes. You have
the $2.1 billion from the OASDI, and $1.7 billion from health insur-
ance, HI, and then $900 million from speeding up collection. You
know, we once had a revenue structure that was just normal and
serious and predictable.

Now we are raising revenue by saying that by fiscal year 1990,
gou have to put your payroll taxes in the Treasury on the next

anking day after withholding. In 1991, it is the second banking
day. In 1992, it is the third banking day, and in 1994, it is the first
banking day.
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Mr. GipEoN. Can I comment on that, Senator?

Senator MoyNiHAN. Of course you can.

Mr. GipeoN. Our proposal would say that that makes no sense.
That is current law as Congress enacted it last year. We say leave
it on 1 day all the way throulgh.

Senator MoyNIHAN. Well, I know that.

Mr. GipeoN. I mean, we are straightening out a gimmick there.
Granted, it is a temporary revenue effect, but on the other hand, it
makes a lot more sense to leave it stable.

Senator MoyNiHAN. I know that. But that one-time effect. Let's
get through to the next.

Mr. GipeoN. Well, do you think it ought to migrate over those
periods of days as it would if we didn’t take this action?

Senator MoYNIHAN. No, I don’t. But I think you ought to come
before this committee with respectable proposals.

Mr. GipeoN. I mean, we labeled that a temporary time. I mean,
we said 80 in the budget documents.

Senator MoyNIHAN. Mr. Gideon, don’t argue with me. I wasn’t
arﬁxiné with you.

r. GIDEON. All right, sir. .

Senator MoYNIHAN. I inean, I am embarrassed for your situation.
I expect you are too. I mean, if we are going to raise this money by
cutting taxes on the rich and raising taxes on people who get paid
by the hour. But payroll taxes, how much do you get from payrolls?
As I understand it, you have $4.9 billion which will come from cap-
ital gains tax cut, and $4.7 billion from increase in payroll taxes.
Isn’t that right?

Mr. Gipeon. $2.1 billion and $1.7 billion from the two payroll
provisions.

Let me comment on those.

Senator MoyNIHAN. $2.1 billion, $1.7 billion.

Mr. GipeoN. Right.

Senator MoYNIHAN. And the speedup is $900 million.

Mr. GipeoN. The speedup, yes. :

Senator MoYNIHAN. Yes. There you are. If you are going to do all |
this, it is a combination of cutting taxes on ﬁeople with capital
gains. I mean, you don’t have to call them rich, but they are one
end of the cluster, one end of the spectrum. And a population of
about two-tenths of 1 percent. And then payroll taxes. Are they at-
tractive taxes?

Mr. GipeoN. The people in the capital gains portion are going to
pay more. Let’s talk about those two payroll tax provisions though.
1 think it is worth mentioning what they are.

The first one says that people who have no pension coverage
whatsoever under the States would now be covered so that in the
event that they are disabled, they would have the benefits of Social
Security. In the event that they acquire no other retirement bene-
fits, they would have the benefits of Social Security. In other
words, this is one of the last groups that does not benefit from cov-
erage in the Social Security system.

Senator MoYNIHAN. Mr. Gideon, I know that. And I would like to
see those extended. But it is the pattern of taking social insurance
coverage as a revenue device. It was not meant to be a revenue
device. The whole pattern here is to avoid decisions. And when you

30-856 0 - 90 - 2
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say that this administration, you know, we really want to deal with
the deficit, I have to say to you, sir, objectively that if we could de- -
mistify that proposition, you don’t want to deal with the deficit.
The deficit is a mode of social discipline and that serves the pur-
ses of the people downtown. And as Mr. Stockman said, it was
200 billion as far as the eye can see, and as far as we can see it is
still indeed $200 billion. The CBO shows it rising slowly to about
$300 billion at the end of the decade. We are told by the Comptrol-
ler General a few days ago that very shortly now interest pay-
ments will be the largest item in the budget. As a matter of fact, 1
think the debt service and the deficit are about equal, and that
keeps mounting, and no effort is made to lower it.

How much will the debt increase in the next fiscal year, accord-
ing to your plan, sir?

Mr. GipeEoN. I don’t have that answer, Senator.

Senator MoyNIHAN. You don’t know how much the deficit——

Mr. GipeoN. I can get that answer for you.

Senator MoyNIHAN. Can I turn around and ask? Would you give
me a moment? Does anybody know? Well, let’s find out. Does any-
body know what the debt goes up to next year? The press table;
there is an opportunity to get your name in the record here.
[Laughter.]

Without indicating approval or disapproval, how much, sir?

Senator Heinz. Would the estimate of too much be out of line?

Senator MoyNIHAN. Too much would be in order, I think. I
hereby rule. The Senator from Pennsylvania is in order.

Sir, in all truth, you come before us, I mean not to be anything
adversarial, but the thing in your mind that you are not most wor-
ried about is the debt? How much is the debt going to increase next
year? Is it a hundred billion or is it 200 billion?

Mr. GipeoN. We will get back to you on that, Senator.

Senator MoyNIHAN. Does anybody know?

[No response.]

Senator MoyNIHAN. Nobody knows. Hey, wait. A table has been
found. Not a moment to lose. The yellow light is on. How much
will the debt go? How much will the debt go? Up, up, up, up, too
much, says Mr. Heinz. Sir? :

Mr. GipeoN. I don’t have an answer for you.

Senator MoyNIHAN. Right. [Laughter.]

Well, there you are. It is a great moment in the history of the
committee.

Senator HEINZ. Gong, gong.

Senator MoyNIHAN. The point, sir, is that if you come before this
committee with revenue proposals, and have no idea how much you
are increasing the debt next year, it seems to me—but you do have
an idea of how to pick up $900 million by depositing payroll taxes
the next day or the day after, the day before, you know, the day
before you get them, or whatever like that. But that is not serious.
Thank you, Mr. Chairman.

The CHAIRMAN. Let me ask. Have we given the Senator as much
time as the Chairman took? All right. We will proceed in the order
of arrival.

Senator DANFORTH. Senator Heinz has to leave, Mr. Chairman.
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The CrAIRMAN. I would be delighted for him to go next. I would
like to also state that the Senator had an opening statement which
we will take for the record.

OPENING STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR
FROM PENNSYLVANIA

\

Senator HeiNz. Mr. Chairman, I thank my colleague from Mis-
souri for a very brief interruption. I just want to put on the record
that the Senator from Missouri, Senator Danforth, and the Senator
from New York, Senator Moynihan, and Senators Durenberger,
Symms, and Boren and I introduced S. 2025. It is legislation that
combines all 12 of the expiring tax provisions and extends them

rmanently. The administration supports 4 of the 12 at a cost of

15 billion over 5 years, versus about $22 billion over § years for
the entire package. And one of the reasons that we are calling for
a permanent extension is that, first, we extend them every year. It
is very bad public policy, as well as messy, to do it from hand to
mouth. The administration does not want to extend for more than
1 year one of the programs—the low-income housing tax credit—
which, insofar as I can tell, is probably the best housing program
we have ever had. I hope that the administration will help us write
an extender’s provision, even if it is larger than what the adminis-
tration has asked for. It’s the certainty,-and the guesswork that
ties this committee up in knots in reconciliation time and time
again, and forces the committee into a compromised position of
that is commonly called smoke and mirrors.

The best way to avoid smoke and mirrors is to get some of the
things we can and should settle behind us and make the decisions
on a permanent basis.

I thank the Senator. I don’t really have a question, Mr. Chair-
}r:gan, and I do thank Senator Danforth for letting me go ahead of

im.

Senator DANFORTH. Thank you.

d ['Iihe prepared statement of Senator Heinz appears in the appen-
ix.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Mr. Gideon, you mentioned in your testimo-
ny that the estimators at Treasury are professionals. Is that the
case? This is not a political operation in Treasury?

Mr. GipeoN. The revenue estimating staff at OTA is a completely
career staff. They are not political appointees. -

Senator DANFORTH. They are Civil Service?

Mr. GipeoN. They are Civil Service.

Senator DANFORTH. And they can’t be sacked if they do a job
that you don’t z}Fprove of?

Mr. GipeoN. They certainly can’t be. And they certainly tell me
answers that I don't like to hear from time to time.

Senator DANFORTH. Can you go to them and say, look, this is im-
portant to the Secretary or this is important to the President. The
administration’s policy is that the President favors the capital
gains cut, and see if you can come out with this result?

Mr. GipeoN. They try to help us structure thinﬁs 8o that the re-
sults will score favorably under their numbers, but on the other
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hand, what they don’t do is change their numbers in order to meet
our objectives. In other words, they tell us that if we do this or
that, we can improve the revenue performance of our proposal.

Senator DaANFORTH. But if Ivou say we want to cut capital gains
taxes and we want you to tell us that's going to increase revenue
rather than reduce revenue.

Mr. GipeoN. They wouldn’t do that.

Senator DANFORTH. They would not do that? And this is not a
Republican operation. This is not some campaign team or people
that are being rewarded with work in the Department?

Mr. GipeoN. 1t is not.

Senator DANFORTH. You inherited them,

Mr. Gipeon. I inherited it.

Senator DANFORTH. And if in the next election, say Senator Bent-
sen were elected President, his administration would inherit the
same people.

Mr. GipeoN. And his Assistant Secretary would have to deal with
the same folks.

Senator DANFORTH. So if he were to say, what would be the tax
consequences of reducing the capital gains tax, they would say it
would increase revenue.

Mr. GipeoN. Certainly, if he presented in the same proposal that
we just presented.

Senator DANFORTH. I would like to underscore what Senator
Heinz said, ﬁarticularly about the low-income housing tax credit,
and hope that the administration can find a way to support
making it permanent.

The last decade was a disastrous decade for low-income housing.
The 1986 tax legislation, whether you like it or don’t like it, as a
general principle realéy was bad for housing. And the one thing
that we did in the 1986 Act to offset the general effect of the legis-
lation on housing was to create the low-income housing tax credit.
And all of the evidence indicates that it has been very effective. I
know in my State it has been very, very effective, 99.85 percent uti-
lization last year. And I simply want to underscore the comments
of Senator Heinz. Senator Mitchell has introduced a bill that spe-
cifically deals with the low-income housing tax credit and making
it permanent. There are 74 co-sponsors including the author, of
that legislation. And it is very hard to get 74 people in the Senate
to agree on anything yet they agree on making the low-income
housing tax credit permanent.

he President took the .position in a speech in ‘Dallas that he
wanted a 3-year extension. Now, the administration has changed
its/mind and moved to 1 year. And my hope would be that the ad-
ministration would revisit it in an attempt to work with us and
make the credit permanent.

r. GIDEON. I think that we will be happy to work with you on
that issue. I think that as you will note in terms of last year, we
had serious reservations about the credit. And it was not in the
budget. This year, it is in the budget, albeit for a l-year period. I
think that as our confidence with it grows, it is an issue that obvi-
ously can be discussed.

Senator DaNrorTH. Clearly, the administration has recognized
this with respect to the R&D credit. If we can make these provi-
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sions in the tax code permanent, it is much easier for people to
make their plans than if they are existing for just 1 year at a time.

Mr. GipeoN. Well, I think that is correct. And it is particular]
important with regard to the R&D credit, where the on/off switc
m% be affecting the level of R&D.

ith the low-income housing credit, as you noted, in most States
we already had close to full utilization. For that reason, we thought
we could take another year look at it in terms of how it was work-
ing before making a final decision.

nator DANFORTH. But it appears to be working well. And I
think that there are a lot of us who feel that we really should be
doing a better job on low-income housing and that this is one way
that we could do it.

Mr. GipeoN. Well, Senator Danforth, I want to underline that we
are here to support extension of the low-income housing credits for
a year. In other words, that basically I think is a positive develop-
ment with respect to the credit.

Senator DANFORTH. An animalistic approach by the administra-
tion, where the President originally told us he wanted 3 years, and
we took that as administration policy. And in my own view, the ad-
ministration has reneged on that by now shifting down to 1 year.
And again, repeating myself and underscoring the comments of
Senator Heinz, I would rather make it permanent.

Mr. Gideon, let me preface this question by saying that, clearly,
if taxes are due and they are not paid, the Treasury and the Amer-
ican people are being ripped off. Much has been written over the
years about underground economies. Much has been written about
cash economies, cash payments, and the possibilities of avoiding
the payment of taxes by dealing in cash.

Jim Beggs presented to me some months ago what he called the
fair share transaction audit system, and I think that he has briefed
the administration on this proposal. Do you know what I am talk-
ing about?

Mr. GipeoN. I had one meeting with Mr. Beggs' group and that
was a preliminary presentation. But, yes, I am aware.

Senator DANFORTH. My understanding of it is that the technolo-
gy is available to provide those who deal with businesses on a cash
basis with some kind of a receipt which is automatically recorded
and it can be audited by the IRS. So that it is a very simple way
for the IRS to find out how much in the way of cash transactions
have occurred. And I would think that this would be one thing that
would be at least worth very careful attention by the administra-
tion. It is simply a question of compliance. It is not a question of
raising taxes on anybody. But the view of Mr. Beggs is that it
would produce a very, very large amount of revenue.

Mr. GipEoN. We are always interested in new compliance ideas.
And I think Mr. Beggs has met at this point with the Internal Rev-
enue Service. We would, of course, defer to their superior expertise
in terms of dealing with issues like this in terms of evaluating it.
But I would say that we welcome ideas that have a genuine oppor-
tunity to increase compliance. And if the results on this are that
the IRS think it is a good idea, I think you could expect us to come
back and tell you that.
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Senator DANFORTH. Could you raise the question with the IRS,
open the issue? Obviously it would make matters easier for us if
Treasury had a specific proposal on compliance. And if you could
go back and raise the question with IRS and let us know what you
think about it, I, for one, would appreciate it.

Mr. Gipeon. I will be happy to do that. I would note that in the
budget, in addition to the management initiatives, there is new
money for the Internal Revenue Service as well. And there is no
disagreement between CBO and the administration that expanding
more resources at the IRS——

Senator DANFORTH. Right. But I am not talking about the point
that Senator Bentsen made about the IRS guy in your closet and so
on. This is simply a mechanical thing that keeps track of cash
transactions on an automatic basis. So it would seem to me to be
unintrusive hut very effective if it works. I don’t know. It struck
me when he told me about it that it was worth pursuing.

Mr. GipeoN. I think that was the real question, Senator. And I
think that we look forward to further evaluation of it.

Senator DanrorTH. Thank you.

The CHAIRMAN. Senator, we will have another round of question-
ing and one after that, if the members so desire.

t me ask you specifically, Mr. Gideon, about why the adminis-
tration did not propose extending many of the expiring provisions.
These include the exclusion for emglo});er-provided educational as-
sistance, the targeted jobs credit, which I worked on several years
ago, and others on the committee have taken on and devoted a
great deal of time to, the exclusion for group legal services, the
business energy credits, and mortgage revenue bonds. Why didn’t
the administration include them?

Mr. GipeoN. Well, as you have already noted, Senator, we oper-
ate in an era of serious revenue constraints. All of the expiring
provisions are ones which the Congress has time after time chosen
not to make them permanent. That indicates at least some degree
of reservation, I think, up here, as to whether they should be per-
manent provisions in the code.

The CHAIRMAN. But when it came down to a decision, we did
extend them. But you have chosen not to even do that.

Mr. GipeEoN. That is correct with respect to some of the provi-
sions that you have mentioned. Part of that is a revenue concern,
part of it in the case of several of those provisions is concern about
the program. And the targeted jobs tax credit is one in which we
have had severe doubts as to whether that really was increasing
employment as opposed to simply giving a credit to folks who
would hire people in these classes anyway. That seems to us to be a
serious issue about the job inducing portion of that particular
credit. I think that we have had reservations about the efficacy of
some of the tax exempt bond programs.

Our attempt was simply to say, okay. With resgect to three of
these, we think they are good golicy, we think they work. Let'’s
make them a permanent part of the code. Let’s put that revenue
cost in there. .

With respect to the fourth, we have had reservations in terms of
its economic effect. On the other hand, Secretary Kemp is a great
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proponent of the low-income housing credit, and we said let’s
extend that one another year and see how it works.

And then as to the others, we made the hard choice and said, all
right, let's don’t extend these. If we have erred in that judgment,
obviously we will be corrected in this process up here. But it was
an attempt to get off the cycle of perpetual reauthorizations that I
think has been complained of properly.

It may be that the Congress will choose to reauthorize all of
these. If it does, it will be necessary obviously to pay for them.

The CHAIRMAN. Mr. Secretary, I continue to be not just amused
but somewhat astounded by the perception that this administration
is not in favor of increasing taxes. And yet, the administration has
proposed raising the airline passenger excise tax from 8 percent to
10 percent and raising the taxes on airline fuels. Don’t you consid-
er that a tax increase?

Mr. GipeoN. We think it meets our definition of a user fee be-
cause those are dedicated revenues that will be used to increase the
air transport system.

The CHAIRMAN, But then tell me, how do you feel about a gaso-
line tax? Wouldn’t that qualify as a user fee under your definition?
Or, how about a tax on all farmers to pay the Agriculture Depart-
ment’s budget. It seems to me that the administration bends its in-
terpretation to suit its objective,

Mr. GipeoN. I think we have tried to be consistent with our prin-
ciples, Mr. Chairman. I think at the same time we recognize the
need to finance some of these important activities.

The CHAIRMAN. All right. How about the gasoline tax. How do
you feel about that? Is it a tax or a user fee?

Mr. GipeoN. We think that a substantial increase in the gasoline
tax raises real problems. We think that is a tax. We have concerns
about its disproportionate impact in some States——

The CHAIRMAN. That is a tax. But if it.is imposed on airlines or
passengers on airlines, then it is a user fee. That is interesting.
That really is. They can look at definitions again.

Let’s talk about the administration’s proposed energy exploration
tax incentives. In January imports accounted for 54 percent of do-
mestic oil consumption. That is one of the highest levels ever, and
it has had an enormous impact on our trade deficit. In that light,
the administration’s proposals seem inadequate to me. In 1987, I
proposed legislation providing that, if we passed 50-percent depend-
ence on foreign oil, the President should take such steps, or recom-
mend such legislation as necessary to reduce that dependence. A
lot of people jumped to a conclusion that that meant an oil import
fee. That is not necessarily so. It can mean conservation. And I
note here that the administration has proposed eliminating tax al-
ternative sources of energy.

Shouldn’t the administration be supporting legislation that
would curtail dependence on imported oil in excess of 50 percent,
by whatever means?

Mr. GipeoN. Well, we have proposals in the budget, modest I
admit they are.

The CualRMAN. They sure are.



34

Mr. GipeoN. But the point is that they are a beginning. We have
not thus far succeeded in persuading the Congress to go with us
even that far. We think that that is a good place to start. -

The CHAIRMAN. Well, I am glad you agree they are modest, be-
cause I think they are really quite inadequate. It seems to me that
we are heading for what could be a serious crisis in this country by
the middle of this decade if there is a continued increase in the de-

endence on foreign oil. That would also increase our trade deficit.

e shouldn’t wait for the crisis. We should be trying to prevent
one.

notice the administration is proposing to increase existing fees
on securities market transactions, extending them to cover over-
the-counter transactions. The expressed intent, I understand, is to
pay the cost of the Securities and Exchange Commission, making it
a self-funded agency. But, I understand that the eurrent receipts
from existing SEC transaction fees exceed the SEC’s budget. Now
you are proposing to increase the fees {0 vaise about $80 million
this year. Doesn’t that make it a tax and not simply a fee, if you
raise more than the budget of the SEC? Would you comment on
that, please?

-~ Mr. GipeoN. We believe that those fees are appropriate in that
area. I am not aware of the precise relationship between the SEC
budget that you described, but I would be happy to get back to you
on that.

The CHAIRMAN. All right.

|The information appears in the appendix.]

The CHAIRMAN. Senator Moynihan.

Senator MoYNIHAN. Mr. Chairman, I am able to report that most
elusive and evidently inconsequential number that we were talking
about before you arrived. And, Mr. Secretary I can report to you, if
you look at page 98 on our blue book you will find that the Federal
funds deficit for 1991 is $216 billion, the same $200 billion Mr.
Stockman said you can see as far as the eye can see.

You pick up a little money on coins and things like that, so it
actually ends up at $206 billion.

Now, sir, in all truth, I mean to come before this committee and
talk about these cats and dogs and moving the day in, and pay
your deposit, your payroll taxes the day before you get them, on
the afternoon, in the morning, or whatever, and pick up at night,
and not to know that the President is proposing to increase the
debt by yet another $200 billion is to make one ask, in all truth,
what perspective are Kou dealing from?

Very shortly now the debt service will be the largest item in the
budget, larger than debt transfers and larger than Defense, larger
than Social Security.

By definition, a debt service goes to people who own Treasury
bonds and institutions. And again, one is making some generaliza-
tions. But it is on the far end. It is on the spectrum of wealth, pos-
session of wealth as against income. It is very much concentrated.
It now takes half the %rsonal income tax to pay the service on the
debt. Isn’t that right? Right or wrong?

Mr. GipeoN. That would be pretty close.
Senator MOoYNIHAN. Yes. :
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Has there ever been as much a transfer of wealth from labor to
. capital in our history? And no change in it coming. I thoughi we
were over that fever of the 1980’s, the kind of concerns that would
be normal to a country like Canada or Holland or other countries
would be normal to us. You don’t have that kind of extraordinary
transfer. You don’t let your taxation system become regressive.
You know when you are adding to the debt. You know when you
are not. We have not done anything about the deficit.
Mr. GipeoN. Well, the interest, of course, on the debt is taxable.
So we are going to tax everything,
Senator MoyYNIHAN. Oh, thank you very much, Mr. Gideon. I
didn’t know that. You learn something all the time around here. It
is $200 billion. The debt goes up $200 billion. I think the debt serv-
ice is about $180 billion. And yet when we talk about employer-
paid benefits, for educational benefits, that is not here. Now, em-
: ploi'lees takes some money who is working and going to school

nights and learning something useful and add to his productivity.
We don’t want that. We cannot afford that. We can afford to add
another $200 billion to the deficit, which will add another $20 bil-
lion to the debt service next year. Does that make any sense?

Mr. Gipeon. Well, Senator Moynihan, we have presented a
budget which meets the Gramm-Rudman deficit reduction target.

Senator MoyNIHAN. Well, yes, sir. I mean, that is the agreed
target.

Mr. GipeoN. That is the agreed target and we are meeting it.

Senator MoYNIHAN. But do you consider that the deficit under
Gramm-Rudman is the real deficit?

Mr. Gipeon. I think that as you will note in the budget presenta-
tion, as I am sure has been discussed in more detail with the
Budget Director, we have proposals to go beyond the Gramm-
Rudman deficit as well. I mean, we understand that the job is not
finished at that point. But that was the agreed on path to reduce
the deficit and we are on target.

Senator MoyNIHAN. I know you have to say that. I don’t blame
you for doing it. But it is a profound deception that we are involved
with here, a profound deception.

What if we said you are going to have the debt ceiling go up this
year. Right?

Mr. GipeoN. Later in the year probably.

Senator MoyNIHAN. No, not probably, sir. Right. What do you
say that we only let it go up by the amount of the deficit under
Gramm-Rudman,

Mr. GipeoN. My guess is that wouldn’t work,

Senator MoyNiuAN. My guess is the Federal Government would
go bankrupt. Right?

Mr. GipEoN. We would default.

Senator MoyNIHAN. You would default, yes. Well, why not. Why
don’t you get it out in the open?

Mr. GIDEON. A default?

Senator MoyNIHAN. Yes. I mean, is default better than decep-
tion? I mean, are we telling ourselves we have a deficit of what,
$32 billion, when in fact it is $206 billion, that same that Mr.
Stockman to his credit got it straight, $200 billion as far as the eye
can see. And I think the Japanese know that since they lend it to
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us. But our own people do not. I mean, it is something unseemly, I
don’t mean to seem accusatory. I don’t mean that. I really don’t
mean that. But, Mr. Chairman, it is unseemly for us to be sitting
around transferring payroll taxes to the banks electronically in the
afternoon to pick up $50 million or something and not say we have
a deficit of $206 billion. And to say that we will have fuels for air-
lines user fee, but for automobiles, oh, no.

The Chairman just said something so profound. You know, we
are now past the 50-percent point on imported oil as a percentage
of our use. There is not much oil left in the lower 48. And I don’t
ask the Chairman to associate himself with this, but any responsi-
ble government would put a 30-percent tax on gasoline immediate-
ly. But you won't.

Mr. GipeoN. Other folks who live in other places might find that
very unacceptable, Senator.

Senator MoyNIHAN. Yes. I know. I know. So the debt goes up,
and the debt goes up, and the debt goes up. You have turned us
into a debtor nation. In the 1980’s, we borrowed as much money as
we borrowed during the Second World War, tripled the debt. When
does the debt past $3 trillion? Do you have a date on that? It will
haﬁ){pen on your watch, sir.

r. GIDEON. I don’t have a date on that, Senator.

Senator MoyNIHAN. Does anybody have a date? You know, is it
next July 12? Hey, wait. We have a press table response. We have
finally found a research resource. When will it be?

A Lapy From THE AUDIENCE. It already is.

Senator MoyNIHAN. Oh, it has passed $3 trillion already?

A Lapy FrRoOM THE AUDIENCE. Yes, sir.

Senator MoyN1#AN. Oh, gosh. I am sorry. When is it going to be
4? [Laughter.]

Mr. Gipeon. I don’t have the answer to that, Senator Moynihan,
Usually my role is tax policy. The debt has not come under my
area.

Senator MoyNIHAN. At $200 billion a year times 5 equals 1, so I
would say 1995 it will be $4 trillion if the Japanese lend it to us.
Thank you, Mr. Chairman.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Mr. Gideon, what is your title?

Mr. GipEoN. I am the Assistant Secretary for Tax Policy.

Senator DANFORTH. Does the Assistant Secretary of Tax Policy
operate out of the Treasury Department or out of OMB or where?

Mr. GipeoN. Out of the Treasury Department.

Senator DANForTH. You are not the budget person, are you in
the administration?

Mr. GipeEON. No, I am not.

Senator DANFORTH. You are a tax lawyer, and your job and the
job of your staff is to attempt to put together legislation, to analyze
legislative proposals relating to taxation, but you are not one of the
budget negotiators, are you?

r. (31pEON. That is correct.

Senator DANFORTH. My understanding is that the budget negotia-
tions take place between the administration and Congress.

Mr. GipeoN. That is my understanding as well.
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Senator DANFORTH. The administration does not do it all by
itself. In fact, every time at the beginning of the year the President
sends the budget to Congress, the automatic response by one and
all is this budget is dead on arrival. Isn’t that right?

Mr. GipeonN. Well, hopefully, that is not always the response, al-
though it seems to be a chorus for many.

Senator DANFORTH. It has been the response ever since I have
been here. Whoever the President, it has always been said that the
budget is dead on arrival. And it is something that has been negoti-
ated between the Senate, but subsequently negotiated between
whatever the administration is and whoever the leadership of Con-
gress is. And they all go back in a back room, and spend weeks and
months putting together figures, and then they come out with a
proposal. So it is hardly the case that you, Ken Gideon, are the
spend galley behind the Federal debt. Isn’t that true?

Mr. GipeoN. Well, I certainly hope not.

Senator DANFORTH. All right. Thank you.

The CHAIRMAN. Mr. Secretary, I note that once again you are
proposing to impose the Medicare tax on all State and local em-
ployees. In my own State, about a half a million Texans would be
affected. I think Senator Moynihan is to be commended for point-
ing out that middle-income Americans are picking up more and
more of the tab; less and less is being picked up by higher income
Americans. But, you come up here again talking about subjecting
more people to the HI tax. That idea has been before us time and
time again. It has been rejected by the Congress. A lot of States are
affected. It is not just my State. California, Colorado, Illinois, Lou-
isiana, Maine, Massachusetts, and Ohio are also affected. That is
for starters.

What is the income level of the people that you are targeting?
And we are talking about applying this tax in States that already
have hospitalization insurance plans duplicating existing coverage?

Tell me the income level of the people that would be affected.

Mr. GipeoN. It would be all of the people who are subject to the
current Social Security wage cap, which I think is in the fifties
right now. I will have to give you the exact number as to where the
wage cap cuts off now.

The CHAIRMAN, What would be the maximum.

Mr. GipeoN. That is the maximum.

The CHAIRMAN. I think it is about $51,000 or so now. I was $300
off. It is $51,300. That is the group you are talking about; that is
the recommendation we are getting. I think you are going to have
consliderable opposition to that one; I know of one Senator in par-
ticular.

Mr. Secretary, we are a long way apart. I hope you will take af-
firmative action in proposing alternatives to revenue measures
that have been repeatedly rejected by this committee and by the
Congress. Let's see if we can work together in a bipartisan way to
try to come a lot closer than we have thus far in meeting the
Gramm-Rudman target.

Do you have any further comments, Senator Danforth?

Senator DANFORTH. I don’t, Mr. Chairman.
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The CHAIRMAN. Mr. Secretary, thank you for your appearance.
Mr. GipeoN. Thank you very much, Mr. Chairman.
[Whereupon, at 11:26 a.m., the hearing was concluded.]
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SENATOR BENTSEN ANNOUNCES HEARING ON 1991 BupnGeT PrOPOSALS; COMMITTEE TO
EXAMINE PRESIDENT'S PROPOSED SPENDING Cuts, PoLicY INITIATIVES

WasHINGTON, DC—Senator Lloyd Bentsen (D., Texas), Chairman, announced
Thursday that the Finance Committee will hold a second hearing on proposals for
spendligglcuts and proposed changes contained in President Bush’s budget for fiscal
year .

The hearig will be on Thursday, March 22, 1990 at 10 a.m. in Room SD-215 of
the Dirksen Senate Office Building.

“This hearing will provide the opportunity for interested individuals and organi-
zations to comment on pro cuts in health income security and social service

rograms contained in President Bush’s 1991 budget. In particular, the hearing will
ocus on recommended budget cuts and policy initiatives in the Medicare, Medicaid,
Foster Care, Child Support, Supplemental Security Income, Aid to Families with De-
pe%dent Children and-other-programs under the Committee’s jurisdiction,” Bentsen
sai

“I.%epresentatives of the Physician Payment Reform Commission and the Prospec-
tive Payment Commission will be among those commenting, and 'm sure the Fi-
nance Committee members will find their views helpful,” Bentsen said.

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

The CHAIRMAN. This hearing will come to order. Today we are
having a hearing on some of the spending cuts and policy changes
that have been proposed by the Administration in the 1991 Budget,
pertaining to Medicare, Medicaid, foster care, and other income se-
curity and social service programs that come under the jurisdiction
of this committee.

The Congressional Budget Office estimates that the Administra-
tion’s budget proposals would lower the payments for services
under the Medicare Xrogram by some $5.2 billion. Now that is the
largest single spending reduction proposed in the President’s
budget. And of the total of $3.9 billion, 75 percent would be
brought about by reducing‘ payments to hospitals for both inpatient
and outpatient services. About $990 million, or 19 percent, of the
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cuts would come from payments to physicians. In my view the size
of those proposed cuts are excessive.

Hospitals would be the principal source of the savings. Yet I'am
told that half of the hospitals in the country are losing money on
Medicare. In my own State of Texas it is estimated that 70 percent
of them are losing money on Medicare and the situation is deterio-
rating. Some of the proposals, such as reducing the indirect medi-
cal education adjustment from 7.7 percent to 4.05 percent, have
been rejected previously by this committee.

With regard to physicians’ payments, the Physician Payment
Review Commission suggests that many of the Administration’s
proposals would interfere with the implementation of the payment.
reform package that we just enacted. Now while I do not believe
that this committee can accept the Administration’s proposed $5.2
billion cut in Medicare, we undoubtedly are going to have to take
some steps to reduce the growth in Medicare expenditures which
increased by 35 percent between 1985 and 1989. That is more than
twice the increase in the Consumer Price Index.

We have a superb panel of witnesses this morning and I am
going to ask them to give us some guidance about these proposals
which will help us make the necessary Medicare cuts in a way that
is least disruptive to good patient care. We will also be looking for
guidance on the issue of Federal funding for foster care placement
and the Administrative activities under Title 4(E) program.

Ms. Janice Gruendel, Deputy Commission, Connecticut Depart-
ment of Children and Youth Services, will present the views of the
American Public Welfare Association on the Administration’s pro-
posal to impose a’ 10-percent limit on annual increases in Federal
matching for costs incurred by the States for foster care placement
and administration.

In addition to those witnesses who requested the opportunity to
appear today, we will be hearing from the two Commissions that
are charged with advising us on Medicare policy. Dr. Phil Lee, the
Chairman of Physician Payment Review Commission, agreed to
join us today. And although the PPRC annual report is not due
until April 1, Dr. Lee is here to discuss the Commission’s reaction
to the proposals in the President’s Budget affecting payment to
physicians. Dr. Bruce Vladeck, President of the United Hospital
Fund of New York and a member of the Prospective Payment As-
sessment Commission, will report to us on PROPAC’s annual rec-
ommendations for change in the Medicare prospective payment
system for hospitals.

I am sure today's hearings will be helpful to the committee—
they had better be—[Laughter.]

The CHAIRMAN [continuing]. As we prepare our 1991 Budget. It is
not going to be an easy task.

[T‘;le prepared statement of Senator Bentsen appears in the ap-
pendix.]

The CHAIRMAN. Senator Durenberger?

Senator DURENBERGER. No questions, Mr. Chairman.

The CHAIRMAN. Senator Rockefeller?

Senator RocKEFELLER. No questions, Mr. Chairman.
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The CHAalRMAN. May we have our first panel—Dr. Lee and Dr.
Vladeck. Gentlemen, we are pleased to have you. Dr. Lee, would
you lead off with your statement, please.

STATEMENT OF PHILIP R. LEE, M.D., CHAIRMAN, PHYSICIAN
PAYMENT REVIEW COMMISSION AND DIRECTOR, INSTITUTE
"FOR HEALTH POLICY STUDIES, UNIVERSITY OF CALIFORNIA,
SAN FRANCISCO, SAN FRANCISCO, CA, ACCOMPANIED BY PAUL
GINSBERG, EXECUTIVE DIRECTOR

Dr. LEe. Thank you, Mr. Chairman.

I am pleased to be here on behalf of the Physician Payment
Review Commission to discuss the President’s proposals to slow the
rate of increase in Medicare expenditures for physician services. 1
am accompanied by Dr. Paul Ginsburg, on my left, who is the exec-
utive director of the commission.

At the outset, Mr. Chairman, let me commend this committee for
the central and really outstanding role that it played in shaping
the Medicare reforms for physician payment enacted last Decem-
ber. You not only put the Medicare program on a sound course for
the future, but you have demonstrated to the private sector that
constructive reforms are not only possible, but they can have broad
based support.

In my statement submitted for the record I deal with three
areas. First, comments on the overall direction of the Administra-
tion’s proposals, focusing particularly on its relationship to imple-
mentation of the major reforms enacted last year. Second, review
of specific reductions in physician payments that have been pro-
posed. And third, comments on the cost estimating assumptions
used by the Medicare Actuary and the CBO concerning the re-
sponse by physicians to fee changes.

First, let me say a few words about the overall proposal. The pro-
posals come shortly after passage of the major reforms in physician
payment under Medicare, reforms that were developed by Congress
over a number of years and after very careful and very thorough
analysis. Care must be taken to avoid short-term budgetary policies
thfgt are inconsistent with the policy decisions underlying the
reform.

The commission is particularly concerned that legislating sharp
reductions in payment rates to take effect while we were in the
process of implementing the major reforms could make achieve-
ment of the reforms more difficult. Increasing the speed and mag-
nitude of reductions in fees for services slated to be paid less under
the Medicare fee schedule would exacerbate the disruption to phy-
sicians and risk limiting access to beneficiaries.

Substantial reductions in the Medicare Part B budget would
limit funds available for the payment increases for evaluation and
management services and for care delivered in rural areas due as
part of the reform. Medicare payment rates for many physician
services will change substantially over the next few years. The
OBRA-89 reductions in prevailing charges for overvalued proce-
dures will take effect next month. Then, on January 1, 1992, the
first phase of the Medicare Fee Schedule will be implemented. Be-
tween these two steps, the commission estimates that 69 percent of
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the payment changes projected under the full implementation of
11:15§2ee schedule will have been made. That is a very big step by

For many overvalued procedures delivered in localities with high
charges—for example, in New York, Miami and Los Angeles—the
cumulative reductions in payment from this point to 1992 will total
23 percent. For some physicians the limits on balance billing will
reduce their revenue for these services by an ever larger percent-
age. The Administration’s proposals would increase these reduc-
tions substantially.

We are also concerned with the impact of the Administration’s
groposals on the private sector and State Medicaid programs. By

eginning the implementation of the fee schedule in 1992 and
stretching the transition to 1996 the Congress provided time for
other payors to decide to follow Medicare’s lead and to implement
changes before the Medicare changes are complete.

If the transition were accelerated, as is called for by the Admin-
istration’s proposals, this opportunity for limiting payment differ-
entials and for the private sector to adopt the reforms would be se-
riously compromised.

Let me say a word about the specific budget proposals. If reduc-
tions are needed, we think that reductions of the IIifI)EI update for
1991, except for primary care services, is a suitable option. While
we support the reductions in overvalued procedures over time, we
are concerned that the absence of new data from Dr. Hsiao makes
the proposals risky. We would urge that this committee press the
Health Care Financing Administration to ask Dr. Hsiao to submit
the results of his studies at the earliest possible time.

If reductions are needed, we think that the proposed reductions
of anesthesiology and radiology are in the right direction, but we
are concerned that the reductions proposed are too large. While we
support the objectives of several of the other proposals, including
reduced payments in overvalued localities and payments to assist-
ants at surgery, we do not support the Administration’s proposals.
Our analysis of these and other Administration proposals are de-
tailed in my testimony.

Assumptions behind the estimates of savings a very important
issue for the committee. We have serious concerns about the as-
sumptions used bfy both the Medicare Actuary and the CBO in esti-
mating savings from payment reductions. We believe they have
overestimated the volume response to the payment reductions. The
result is that bigger reductions are proposed in the fees than we
think are necessary to achieve a savings target.

Let me conclude, Mr. Chairman, that while the need to reduce
spending continues, sharp reductions in Medicare payments for
physician services, beyond those already mandated by Congress,
carry some risk. Large reductions that coincide with the implemen-
tation of the payment reform would jeopardize some of what Con-
gress has already accomplished in last year’s legislation.

I hope that the commission’s analysis of the specific proposals
from the Administration will help the committee, both in its as-
sessment of overall budget reduction targets and its development of
specific policy options once the target has been set. The Commis-
sion stands ready to assist this committee in any way that we can.
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Thank you. :
[The prepared statement of Dr. Lee appears in the appendix.]
The CrairMAN. Thank you.

Dr. Vladeck?

STATEMENT OF BRUCE C. VLADECK, PH.D., MEMBER, PROSPEC-
TIVE PAYMENT ASSESSMENT COMMISSION, NEW YORK, NY, AC-
COMPANIED BY DR. DONALD A. YOUNG, EXECUTIVE DIRECTOR

Dr. VLapeck. Thank you, Mr. Chairman.

It is a pleasure for me to be here this morning to represent the
commission. ] am accompanied IBIy—and it is also a pleasure to be
accompanied by Donald Young, M.D., the executive director.

‘Earlier this month we submitted our 6th annual report to the
Secretary and to the Congress. You have received copies. We have
had written testimony that you have had a chance to see, I hope. I
will try to be very brief, therefore, in summarizing.

Two sets of points. First, some observations on what is happening
to hospitals under PPS and then some of our specific recommenda-
tions. I think the bottom line is that since the inception of PPS in
fiscal year 1984 the rate of increase in Medicare’s expenditures for
inpatient hospital care has clearly moderated. Much of that is at-
tributable to reductions in volume. But even on a per case basis,
Medicare expenses for inpatient hospital service have grown less
quickly than they had in the past.

I think it is also true that for the first 4 years of the PPS system,
hospitals had quite a favorable experience in terms of positive mar-
gins. But more recently, as you noted in your opening remarks, Mr.
Chairman, that situation has begun to turn around.

In our analysis the shrinkage of PPS margins and the projections
for still further movement into the negative range this fiscal year
and next is attributable largely to rates of cost increase on a per
case basis—2 to 4 percent higher than the measures of inflation
that we use in the system, not to the rate at which payments are
increasing payments because of case mix change, continue to grow
at a rate faster than the market basket rare of increase.

Our latest estimate suggests that sometime in 1989 the average
hospital under the PPS system began to experience a negative
margin and that situation has probably gotten worse since then.

We are particularly concerned, as you know, about the variabili-
ty of margins. Some hospitals continue to do very well; some do
more poorly. We believe that has to do with some aspects of the
payment system that continue to need investigation and review
and probably some reform.

With that as background, let me quickly summarize our princi-
pal recommendations for fiscal year 1991 and very briefly contrast
them with those of the Administration. We are recommending an
average update of 4.9 percent as opposed to 4.1 percent in the
President’s Budget. Our recommendation averages to an increase
of half a percentage point less than the projected market basket
which is what is called for in current law, and thus a savings of
roughly $250 million relative to current law.

Within that overall update, we are recommending different up-

_dates for urban and rural hospitals—7 percent for rural hospitals;

B
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and 4.5 percent for urban hospitals. We have an established meth-
odology we use each year to arrive at our update recommendations.
It is summarized in the written testimony, but let me just quickly
review the major components.

We project hospital price inflation for the fiscal year 1991 at
roughly 5.4 percent. That is the market basket. We believe that in-
crease in costs associated with scientific and technological develop-
ment can be funded from increases in productivity, which we are
required to consider under our statutory obligation. We believe
that central to hospital gayment and the growth in Medicare ex-
penditures under the PPS system has been the growth in case mix,

-reported case mix has actually produced more revenue than the
update factors. We are projecting about 2.5 percent increase in pay-
ments due to reported case mix for fiscal year 1991. And we believe
in fiscal year 1990 that at least 0.5 percent of the increase reported
case mix resulted from improvement in medical records, rather
from real changes in patient characteristics. We believe this 0.5
percent should be removed from the payment base. So that is how
we come to 4.9 percent. On average, given hospital margins and
given what we know about costs, we believe this is a reasonably
tough recommendation.

We also have recommended that there be different updates for
rural hospitals as opposed to urban. We share the concern, which
this committee has been in the leadership role for such a long time,
about what has happened to many of our rural hospitals under the
Medicare PPS program, and are proposing a phasing out of the dif-
ferential between the standardized amounts for rural and urban
hospitals over 3 years with one-third of that taking place in fiscal
year 1991 in a budget neutral fashion. That produces the difference
in the urban and rural updates.

Now we are also recommending an increase of 5.6 percent, for
the excluded hospitals, the psychiatric, rehab, and children’s hospi-
tals excluded from PPS.

And let me just quickly comment on two other issues on which
we spent a lot of time. We have probably spent more time on the
indirect medical education adjustment than any other issue that
has been before us in the last couple of years. As you know, the
current formula provides for a payment increase of 7.7 percent for
every 0.1 percent increase in the ratio of interns and residents to
beds. Qur empirical estimates suggest that that number may be
overgenerous. Our empirical estimates suggest that from a techni-
cal point of view that number ought to be closer to 8.2 percent.

On the other hand, we are very concerned about the teaching
hospitals. Our data show that under PPS alone they do better than
any other class of hospitals in the system. But overall, all sources
of payments, revenues from all payors, they do worse than-any
other class of hospitals.

Tge CHAIRMAN. What was the last part? What did you say that
was?

Dr. Viapeck. Under Medicare, the teaching hospitals do better
than any other group of hospitals. Under all sources of revenue as
real 1;otal entities, they are doing worse than any other class of hos-
pitals.
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We do not fully understand that. But clearly, a lot of that is at-
tributable to their role in the provision of care to the medically in-
digent and in their «ti:lpendence on the Medicare program as states
have cut back hospital payments under Medicaid. We are continu-
ing to look at that. But it is clear.that a substantial reduction in
Medicare indirect medical education payments would have a very
adverse effect on teachinﬁ hospitals wﬁich are already very close to
the margin in terms of their overall economics. Many of these hos-
pitals play a central role in the provision of uncompensated care in
many communities as well as their other very important contribu-
tions to the system and to society.

One quick last point. We have looked very carefully at the issue
of access to care in rural areas relative to our recommendations on
the standardized amounts and others. And we recently had the
benefit of a study we commissioned which seemed to suggest that
at least as late as 1986 Medicare beneficiaries in rural areas were
continuing to use Part A hospital services at a rate at least as high
as Medicare beneficiaries in urban areas. Their use had fallen since
PPS but so have urban beneficiaries.

But there is an increasing tendency on the part of rural Medi-
care beneficiaries to receive specialty services in urban hospitals.
And much of what we are seeing in the rural hospitals may be a
result of that trend. We are continuing to watch this issue, continu-
ing to look at it. We know of many individual cases where the fi-
nancial distress of rural hospitals has caused access problems. But
in the aggregate, there has not been substantial damage to the
access to care on the part of rural Medicare beneficiaries.

Obviously, we are happy to answer any questions about this or
any other part of our report or testimony. We are very grateful for
the opportunity to be here. I thank you, Mr. Chairman.
d.['Iihe prepared statement of Dr. Vladeck appears in the appen-

ix.

The CHAIRMAN. Thank you, Doctor. For one from the Nation’s
largest city to speak as you have on rural hospitals is certainly of
interest to me.

Dr. Lee, you know, this committee is charged with a responsibil-
ity of trying to reach the targets under Gramm-Rudman. As I
stated earlier, physicians will probably have to make a contribu-
tion to that effort. I know that you have expressed concern about
the effects that several of the Administration’s budget proposals
might have on the transition to the new payment system for physi-
cians.

Of the Administration’s approximately $990 million in proposed
savings from physicians services, the Commission appears to urge
outright rejection of items that CBO estimates would save approxi-
mately $285 million, and OMB estimates would save approximately
$320 million in fiscal year 1991. In addition, you suggest that many
of the remaining Froposals ought to be modified in ways that would
reduce the overall savings on the President’s Budget. )

Now if this committee heads your advice and disregards or modi-
fies some of the Administration’s proposal under their budget that
would brihg about savings, it may be necessary for us then to iden-
tify savings in other places and the physicians portion of Medicare.
In the past we have always looked to you and others on the Com-
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mission to help us shape these deficit measures so they would
make sense from a health standpoint—a health policy perspective.
And we will undoubtedly be doing that one again.

Now has the Commission in its deliberations identified any defi-
cit reduction proposals not in the President’s Budget that might
have less adverse effects on the physicians payment reform?

Dr. Lee. First, we have not-really reviewed the proposals fully
before the Commission. We plan to do that at our next hearing,
which would be the 26th and 27th of April.

The CHAIRMAN. Let me interrupt here for the benefit of my col-
leagues. I want to put a 5-minute limitation on each of us and wit-
nesses in order that we can get through the witnesses that are here
for us today. We have some excellent ones.

Dr. Lee. The first thing, I would say is that you need to take a
careful look at the CBO assumptions and particularly our analysis
and the staff analysis of those assumptions which we think really
affect the overall budget savings targets that might be imposed on
this committee from the Budget Committee. So that would be the
first thing.

Second, we believe that the MEI update, from the standpoint of
broad policy, has the least disruptive effect on the overall progress
towards fee schedule reform. In other words, that’s an area that we
think might lend itself to some further examination.

A third area is in the proposal the Administration has made
with respect to health maintenance organizations in providing 100-
percent payment under the AAPCC, and there is an $80 million
area. We think that before you make that kind of concession there
would need to be some reforms in the way the AAPCC is calculat-
ed, particularly to take enrollee medical needs into consideration
with respect to payments. That is an area that we could conduct
some additional analysis for you.

We also believe that the proposal by the Administration for prior
authorization for carriers is an area that we think is very impor-
tant. It could either be carrier prior authorization or PRO prior au-
thorization; and that is an area we could again examine in more
detail and perhaps-there would be greater savings there than had
been projected by the Administration.

There was also a GAO recommendation—a recent report—which
also recommends that reform as well as being in the Administra-
tion’s budget proposals. We also think in the area of radiology and
anesthesiology, that's an area that we need to look at more careful-
ly; and although we do not support the Administration’s proposal
with respect to assistants at surgery, there may be some alterna-
tive pﬁlicies that could achieve significant savings in those areas
we well.

The CRAIRMAN. You know, Doctor, we are in a real time squeeze.
I was meeting with Chairman Sasser on the Budget Committee,
talking about the budget resolution and trying to get our data to
them as are the other members of the other committees. So in that
time squeeze, and wanting your information and thinking that it
very well might be helpful, can you give me some feel for when you
would have that back to us? . -

Dr. LEe. Well we can do two things, Mr. Chairman. One is we
can provide information on the short term. Basically, we will do
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the analysis and forward it to the committee. We would then take
that information and put it before the full Commission at the April
hearing. But as we do the analysis, we can provide the analysis to
this committee directly and then, of course, we will give you the
Commission’s actions after the April meeting. So that we could do
that—some of it could be done on a very short term basis—I mean
getting it to you in a matter of weeks.

The CHAIRMAN. That would be helpful. Dr. Vladeck, on the ques-
_ tion of rural hospitals, as you noted this committee has been very
much involved in that and Senator Dole, and myself, and Senator
Baucus, and a number of others on the committee have joined in
trying to see what we can do to cut down the closure of rural hospi-
tals. As I recall last year I had 13 hospitals close in my State; and
10 of them were rural.

Now you’re recommending a faster schedule for the urban/rural
differential. Instead of taking the full 5 years, you recommend
doing it in 3 years, as I understand. I guess that would also mean
that we would have to give further consideration to urban hospitals
iﬁsofar as they have higher costs associated with greater severity of
illness.

Do you have any other suggestions that we might make in that
regard? Do you think that improving the measure of severity of ill-
ness would sufficiently mitigate the effects of a 3-year phase on
urban hospitals?

Dr. Vrabpeck. Well, Mr. Chairman, one of the other suggestions
that has been made relative to this issue is, as you know, is the
possibility of removing certain categories of small rural hospitals
from PPg altogether and putting them back on something more
like a cost-based system. We are reviewing that. We have a man-
dated report due by the 1st of May. I wish I could tell you what we
are going to recommend. We do not yet know. But personally, I
cannot speak for the Commission yet which have not acted, I have
real questions about the appropriateness of continuing to maintain
hospitals of say fewer than 50 beds, or whatever, on the PPS
system at all. I think the logic of the system does not work for
them.

The CHAIRMAN. The averages just do not apply if you have a hos-
pital with 35 beds. They have substantial cycles in the occupancy
and the use of those beds.

Dr. Viapick. That is my personal view as well. But as I say, I
cannot yet speak for the whole Commission on that issue.

The CHAIRMAN. I see my time has expired.

Senator Durenberger?

Senator DURENBERGER. Thank you, Mr. Chairman.

Dr. Lee, is it fair to say that the impression we should take from
your recommendations is that this would be a good year to sort of
not get too active in adjusting physician payments?

As I look through here there’s a lot of caution. It starts off by
saying that all the effort that went into physician payment reform
ought to be left to do its work. A lot of the research that we knew
was imperfect needs to get done. And that to some modest degree
some of these adjustments might be made. But your basic advice to
us is that the most important thing we are doing starts on January
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1, 1992 and goes over a 5-year period of time and do not try to
make money off of reform on doctors the way you did on hospitals.
Dr. L. Correct. As an overall statement of policy, that reflects
the Commission’s view. -

Senator DURENBERGER. Is there anything, again, given the way
we are forced to do things here where we are doing policy decisions
on budget bills, is there anything that I haven’t noticed or we
haven’t noticed that really is essential policy reform that we ought
to do durin%1 1990 or should we just do our regular budget thing
and adjust them?

Dr. Lee. I think there are some fine tuninf things, for example,
on things like global fees for surgery. We will be making some rec-
ommendations to you in that area. ause we have carefully ana-
lyzed that and have got some recommendations. But except in some
of those areas which I consider to be not major policy issues but
they are important, other than that I would say I do not believe so.

Senator DURENBERGER. Okay. Thank you. 4

Dr. Vladeck, as far as PROPAC is concerned, obviously the
annual target of opportunity is indirect medical education adjust-
ment. Now we have a figure which is as low as any I have seen,
which is 3.2 percent. It makes it a wonderful opportunity to make
money. So the question is whether that money, if we bought into
that, the money was going to be used for deficit reduction some
place in the overall; or as you recommend, if you are going to
reduce it to your 6.8 percent or you are going to reduce it at all,
make sure that it shows up somewhere else in hospital reimburse-
ment. Your recommendations being the savings to the standardized
amounts for all hospitals.

Let me just ask you in light of what you said about teaching hos-
pitals, there is nothing in here, at least that I have noticed in a
quick running through it, about disproportionate share adjustment.
What you said is the obvious, I think, for at least most teaching
hospitals, that they carry a large burden of uncompensated care
that they do take care of—the tough cases—or at least that is a
presumption—for low-income persons.

Should we be looking at something more specific to spend that
one on, say, in the disproportionate share area; and should we be
looking at disproportionate share in a broader sense than simply
the bigger, more urban hospitals? There is a lot of disproportionate
share activity going on in West Texas and rural Minnesota and a
lot of places like that. There are a lot of Medicare patients, a lot of
poorer folks that do not really get cut in on the disproportionate
share adjustment. What are your thoughts there?

Dr. Viapeck. Well I think, Senator, that is exactly the right
issue, But we have on the Commission struggled with the issue of
just how far can Medicare payment policy be used to address more
systemic or more general problems in the health care system.

rankly, we think we have %G)ne way past the Administration’s
point of view relative to that. We do explicitly, in our recommenda-
tions for this year, take into account the overall well being of hos-
pitals, some of which arises from their provision of services to un-
covered persons or to Medicaid recipients.

On the other hand, I think it is fair to characterize the Commis-
sion as being concerned that over time Medicare payment is not



49

the way, we as a nation, want to address these issues. And you can
only stretch the Medicare system so far without beginning to
create other sorts of problems if you want to solve that particular
problem through Medicare payments.

Senator DURENBERGER. The way I interpret that is that whether
we use indirect—all of these proxies are defective. I mean they do
some good, but they spread a lot of money in places where there
might be a more appropriate way to take care of it, whether it is
education or the disproportionate share. Right?

Dr. Viapeck. I think that is fair. There is a very substantial
overlap between disproportionate share and indirect medical educa-
tion. That is the major reason that number has fallen to 3.2 per-
cent.

On the other hand, neither adjustment is as yet surgically pre-
cise enough an instrument so that we could really fine tune it -
withoul having adverse impacts on particular institutions.

Senator DURENBERCER. This is on the issue of rural hospitals. Is
it fair to say—and what I hear of your recommendation—that you
are saying we are putting an awfuflot of effort into using the PPS
gystem for these very small primary care hospitals. Where we
really ought to be putting our effort is into recognizing the cost
impact on the larger rural hospitals which is a tremendous impact
when_the law of large numbers ogerates. And, that if we ever got
to a national average, between urban and these larger rural hospi-
tals, that this would be a fair way of reimbursing them because
what they do is quite comparable, and leave all these small hospi-
tals out of the PPS system. Is the——

Dr. Viapeck. Well again, sir, that is, at least until May 1, my
personal view and not yet a Commission position.

Senator DURENBERGER. All right.

Dr. ViApeck. I think the other issue that has gotten very clear
to us and one of the reasons, frankly, we recommended 3 years as
opposed to 5 for a transition is the more we look at this the more
some relatively technical problems with the wage index appear to
be causing a lot of problems for the rural hospitals. And if HCFA is
supposed to be revising that, if we could straighten out the wage
index, then maybe some of these other problems would seem less
severe and maybe we would not need to be in such a hurry to
equalize the standardized amounts.

Senator DURENBERGER. Thank you.

The CHAIRMAN. Thank you, Senator.

Senator Rockefeller?

Senator RocKEFELLER. Thank you, Mr. Chairman.

Dr. Lee, you have expressed some support for the concept of
reduce payment for overvalued localities. You say the Administra-
tion dgoes a bit far. The question I would have of you is whether we
could approach the concept of paying more to undervalue localities.
Let me be specific.

In Charleston, WV, for example, anesthesiologists, who obviously
‘are going to be reduced under RBRVS, are paid a lot less relative
to peers in directly neighboringhStates—for example, the anesthe-
sia conversion factor of $18 in Charleston compares to $20 in Ohio,
to $18 in Pennsylvania, to $17 in Virginia, which is a disparity of
25 to 35 percent. I just wonder if you have thoughts about that—
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undervalued localities and adjustments to be made potentially
within them.

Dr. Lee. During the period when we were considering various
recommendations with respect to geographic multipliers in the fee
schedule that, of course, was a major concern—was both rural
areas and then these communities that you might say are in under-
valued areas. It is our view that with the fee schedule and with the
geographic multiplier, with the correction factor that will joccur

i tﬁe fee schedule from 1992 to 1996, those inequities will be
corrected. So that the course that you have already established we
i;hink is a very sound one with respect to dealing with that prob-

em.

If we find in the course of that implementation that that in fact
does not occur, then we should revisit that question.

Senator ROCKEFELLER. So you are suggesting that overhead costs,
liability costs, et cetera, are going to be sorted out through the fee
schedule?

Dr. Lee. With the fee schedule’s correction for the geographic
cost to practice factors, we believe that those inequities that cer-
tainly exist now, and in some cases are very serious, will be cor-
rected because of the nature of the fee schedule and the corrections
that go between the specialties—the ones that overvalued and the
ones that are undervalued.

Senator RoCKerFeLLER. That will be very important then to
watch, won't it?

Dr. LEg. Absolutely.

One of the reasons we think the current Beneficiaries Survey
that HCFA will be implementing is very important is that we want
to also observe any adverse affects that may occur on access for
beneficiaries. That is why we felt so strongly that that survey
should be adequately supported.

Senator RockeEFELLER. Let me ask both of you a question on hos-
pital reimbursement. The Administration again has called for cuts
in teaching hospitals, across-the-board cuts. Now, keeping in mind
the goals that we have for physician payment reform—I mean you
cannot say that doctors are over here and hospitals are over here,
and the twain never meet. There is obviously a relationship.

Does it make sense to either of you to reexamine our program
for paying teaching hospitals and draw, in fact, distinctions be-
tween different typee of graduate medical education programs? For
example, would it make sense for Congress to consider exemptin

rimary care resident programs from reductions in payments?
hould we treat different specialties differently because of public
policy goals we are trying to achieve through RBRVS?

Dr. Lee. The Physician Payment Review Commission, as you
know, has not been formally asked to deal with that issue. But as a
g‘ersonal comment, I would agree with what I think you are saying.

hat is that there are certain specialties—primary care special-
ties—should in fact be exempted, and should be reimbursed ade-
quately for the costs of those residency programs. .

There are a number of specialties that are, in my view, in over-
supply. These are medical subspecialties, as well as some surgical
specialties and subspecialties. And in those cases, reductions, it
seems to me, are appropriate. In other words, this committee ought
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to be concerned with manpower policies because downstream if you
just unrestrictedly support those residencies, as you have in the
past you are simply compounding the problem that you have to
deal with in terms of costs of 5 years from now.

So I think that for this committee to take a look at that would be
a very wise thing to do.

Senator ROCKEFELLER. Dr. Vladeck?

Dr. Viabpeck. Well let me say three things very quickly if I
might. First, we have focused a lot of attention on the indirect
medical education adjustment over the last several years. It is just
now that the limitations on direct medical education payments
that were enacted a number of years ago are taking effect. I think
within the next year we need to look very hard at the whole treat-
ment of direct medical education expense and obviously variable
payment for different kinds of residencies could be part of that.

imilarly, as obviously the members of this committee know
better than aay.une, the single most complicated payment issue in
Medicare’s history has been the relationship between A and B in
teaching hospitals. I think it is probably, with payment reform,
time to revisit that as well.

And then the third related issue that is ﬁlou cannot encourage
primary care teaching unless we do something about outpatient
payment systems. We will be talking about that over the next
number of months. But unless the financial base is in the outpa-
tient payment, you cannot sustain a teaching program that is
based around outpatient services.

Senator RocKeFELLER. Thank you.

The CHAIRMAN. Senator Bradley?

Senator BRaDLEY. Thank you very much, Mr. Chairman.

I would like to ask about the extent to which any of you believe
that Medicare is now really being subsidized by other health care
payors. Because, you know, we have this absolute skyrocketing of
non-Medicare rates. I wondered if you saw it in that light.

Dr. LEE. Again, this has to be a personal view, Senator, not the
Commission’s view, because again the Commission has not been
asked to address that question.

But my personal view is that Medicare is not being subsidized.
The fact is that in the United States on a per capita basis we spend
40 percent more than they spend in Canada for medical care. We
have a system that is very inflated in terms of the resources that
are allocated to it; and the fact is that the private sector has not
responded as Medicare has in order to contain costs more effective-
ly means that those premium costs have risen. But I think it is the
failure of the private sector to respond, rather than Medicare cross
subsidizing or the private sector cross subsidizing Medicare benefi-
ciaries.

Dr. Viapeck. I think on the hospital payment side, it is very
clear to me that in the first 4 years of the prospective payment
system Medicare subsidized the private sector. Medicare margins
were twice as high as total margins which meant that hospitals
were making money on Medicare and losing it on their other busi-
ness.

That is no longer the case, although the extent to which that has
swung in the other direction is not clear to me with one exception.
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That is, in a number of States it is very clear that in the teaching
hogpitals Medicare is subsidizing Medicaid. Now some of us might
think that is about time. The beneficiary of Medicare generosity to
teaching hospitals, is primarily the Medicaid program.

Senator BRADLEY. But as you say, in the real world that still puts
them at the bottom.

Dr. Viabpeck. That is even so; yes, sir.

Senator BrRADLEY. So how do you account then for this non-Medi-
care skyrocketing of rates? _

Dr. ViLADECK. I think it is—— .

Senator BraDLEY. If you see Medicare being cut back, cut back,
cut back, cut back; and you see the non-Medgicare rates going up
and up and up, it is reasonable to assume that one is paying less,
the other is gaying more. There has to be some kind of indirect
subsidy there?

Dr. VLADECK. My impression is that as has been the case in Med-
icare overall, in fact, private insurance payments to hospitals,
while going up faster than Medicare payments, have not been the
principal engine driving the premium increases. That the principal
thing going on as I understand it has been that all of our brilliant
efforts in the 1980’s to save money by moving services to free-
standing centers or to physicians offices and so on and so forth
have cost the private insurance market a fortune, as well as having
an impact on Medicare Part B costs as well. And that the biggest
growth sources are out of hospital expenditures of a variety of
kind. And that is what is driving the premium increases for private
health insurance.

Senator BRADLEY. Would you describe the kinds?

Dr. Viapeck. Well everything from the very substantial growth
of diagnostic procedures in physician offices or physician-owned
free-standing settings of one sort to increases in ({Jharmacy costs
and other ancillary costs—diagnostic radiology and things of that
sort—on an outpatient basis have been the fastest growing piece of
the cost part, right behind the administrative costs associated with
competition and decentralization and all of these new entities out
there controlling costs.

Senator BrAbpLEY. Dr. Lee.

Dr. Lee. We also know on the physician side, Senator, that prices
have increased significantly—well above the consumer price index.
And second, of course, volume of services in selected areas, particu-
larly which are technology driven. And because there is no restric-
tion on the introduction of those technologies, often no evaluation
of their effectiveness, let alone cost effectiveness for procedures,
that the growth there has been very, very dramatic.

Senator BRADLEY. You think that is because of—the rapid in-
crease in price above the Consumer Price Index you think is due to
the introduction of technology?

Dr. Lee. No, I think it is due to the fact that physicians are
charging more. There are two theories, of course, about this. One is
whether the market is really working or whether they have a
target income. The target income theory is one that suggests that
they raise their prices to accommodate an income goal.

Senator BRADLEY. Dr. Vladeck, you said that you felt Medicare
was subsidizing Medicaid; and you thought that that was not alto-
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gether a bad thing. Do you think we should really seriously look at
increasing Medicaid reimbursement?

Dr. Vrabpeck. I think—and with Senator Rockefeller sitting here,
in terms of the Bipartisan Commission—I think it is increasing}_y
clear to many of us that the systematic reform in health care fi-
nancing we need in the United States has to start with the Medic-
aid program in a variety of ways. I am all for increasing the re-
quirements for say disproportionate share payments under Medic-
aid. I am very much supportive, perhaps somewhat parochially, of

- the proposal that has emerged in the House to have an AIDS dis-
proportionate share payment under Medicaid programs mandated.

But it seems to me that there is growing—I am not telling any of
ly’;ou anythin% new when I say that if we are going to straighten out

ealth care financing in this country, we have major issues around
Medicaid and those have to be addressed very soon.

Dr. Leg. There is one other issue, Senator Bradley, and that is of
course the increased physician suppl{ewhich is progressing very
rapidly. And as we increase the numbers, and particularly as we
increase the number of specialists who generate more charges than
generalists that is another factor in these expenditure increases
that are both overall and relating to Medicare.

And, in fact, of course, we have not cut back Medicare. You
simply lowered the rate of increase rather than actual cutbacks.

Senator BRabLEY. Thank you.

The CHAIRMAN. Thank you.

Senator Packwood? ~— =

Senator PAckwoob. Dr. Vladeck, in a bill involving rural health
I have suggested that we eliminate the urban/rural differential by
January 1. You indicated that PROPAC suggests 3 years and cer-
tainly not the 5 years that is in the law now.

Is your suggestion for 3 years simply a financial one or is there
an]))r reason, other than money, why it could not be moved to 1991?

r. VLADECK. If I may, sir, I think there are two issues. One is, if
you are going to move it up all our recommendations are on a
fiscal year basis and there is a lot to be said for doing it consonant
with the fiscal year. But there is a concern on our part. As I said,
we are increasingly of the view that much of the problem that has
occurred with rural hospitals under PPS has to do with the Medi-
care wage index and the way we treat wage adjustments for rural
areas. That is something that is now being revised.

It is Kossible that once that revision takes place we will recom-
mend that it is not necessary to phase out the difference between
the standardized amounts, that in fact the problem all along has
arisen in the way we do wage adjustments.

Similarly, it is clear that one of the major things that has been
going on since PPS started has been that we, or you, keep shrink-
ing the difference between the standardized amounts, but the dif-
ference between case mix keeps increasing. As we refine case mix
measures—and particularly over the next several years as we look
at relatively major reforms in the DRG measurement system—it
may well be that much of the problem of rural hospitals has been
there as well.

So our sense is that within the next 3 years we should be able to
much better address the wage index and the case mix measure-
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ment index. That is the point at which we will be able to make a
much more definitive determination on the appropriateness of the
standardized amounts issue. )

Senator PaAckwoop. Just as I came in you were talking about
hospitals with 50 beds or less. I did not quite hear what you said.

Dr. ViLApeck. Well we have been asked, I believe, to look at the
issue of whcther those hospitals should be exempted from PPS alto-
gether ~ud put back on some variation of a cost base system. We
owe yuu a report, sir, bg the 1st of May.

S:nator PAckwoob. But you were not suggesting closing them if
th sy had 50 beds or less?

Dr. VLabpECK. No, no, no. I was suggesting my personal view that
hey were not to be on PPS at all, but that does not mean they
should not get paid at all. [Laughter.]

Senator Packwoobp. Dr. Lee, let me ask you a question in re-
s)yonse to what you said to Senator Bradley. Ybelieve he asked you
if private patients are subsidizing Medicare. You said one of the
great problems is that private industry has not been tough enough
in terms of costs.

Dr. L=E. Right.

Senator PAckwoop. In rural hospital hearings that I held
throughout Oregon, hospitals whose gross was 55 to 60 percent
Medicare claimed they were not breaking even on Medicare reim-
bursement. If they are not breaking even on Medicare reimburse-
ment, and if the private sector got tougher so that hospitals got
less reimbursement on private pay patients, how would that help
the rural hospitals?

Dr. Lek. I think that we need a policy across the board. You
cannot have piecemeal policies—Medicare with one set of policies,
the private sector with another set, and Medicaid with another.
Medicaid is grossly underpaying those rural hospitals in most
States. So that unless you have an across the board policy, and one
that is consistent so that Medicare policies are the same as the pri-
vate sector with respect to fee schedules for physicians, you cannot
solve the problem in my view. We will continue to have this yo-
yoing. And when they say they lose money, it depends really, of
course, on the resource inputs into the services.

There are many physicians who are seriously, I think, underpaid,
even by Medicare, often in rural areas, often general practitioners,
because they are under the CPR system. Their payments were set
at a time when they were significantly lower. They have not been
updated. So that there are very serious inequities. That is, of
course, the reason that we recommended the comprehensive re-
forms for physician payment.

But Medicare cannot do it alone, just as Dr. Vladeck said, with
respect to the hospitals. So that we need, I think, a look at this
across the board, not just program by program.

Senator PACKwoob. In your testimony you indicated that the fee
schedule would be about two-thirds implemented by 1992.

Dr. Leke. Correct.

Senator PaAckwoob. In that case, why would there be any signifi-
cant disruption if the rest of the fee schedule were hastened?

Dr. Lee. Well we think that that is going very rapidly to do it to
that extent by 1992—69 percent by 1992 is a very rapid——
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Senator PAckwoon. Whatever disruption may occur, a whale of a
lot of it is apparently going to occur between now and 1992.

Dr. LEE. It will occur between and it will occur by 1992. We think
80.
Senator PAckwoobp. So there is no harm in a little more disrup-
tion? [Laughter.]

Just speeding things up?

Dr. Lee. Well we would have very serious concerns about that,
Senator Packwood, for two reasons. One, because of possible access
problems. And second, because it does not provide the private
sector time to consider—and we hope adopt—the Medicare fee
schedule, which we think would be a sound course for private
payors to follow.

Senator PAckwoop. Thank you, Mr. Chairman.

The CuairMAN. Thank you, gentlemen. Let me say you can see
how much interest was evoked by your testimony and the concern
of the members here. You have been very helpful to us. I note we
had devoted an hour to the comments and the questioning. I also
note I have six more panels. Thank you very much.

Dr. VLADECK. Thank you, Mr. Chairman.

Dr. L. Thank you.

The CHAIRMAN. Our next panel is Dr. Carol McCarthy, president
of the American Hospital Association, Chicago, IL; and Mr. Robert
Van Hook, who is the executive director of the National Rural
Health Association, Kansas City, MO.

We are very pleased to have you. Dr. McCarthy, would you lead
off with your statement.

STATEMENT OF CAROL M. McCARTHY, Ph.D., J.D., PRESIDENT,
AMERICAN HOSPITAL ASSOCIATION, CHICAGO, IL

Dr. McCarTtHY. Thank you, Mr. Chairman. I would like to begin
with a thank you. During the budget deliberations last year this
committee acknowledged the increasingly fragile situation of hospi-
tals and the link between that situation and the care that hospitals
provide. We are very, very grateful for that; and again, we are here
for your help.

There is no better example of a short-term budgetary consider-
ation that is going to have some untoward long-term consequences
than the President’s projected spending for Medicare for hospitals
in fiscal year 1991. If we take those funds from the dedicated trust
fund, add these cuts that are proposed to the $18 billion worth of
cuts that have been taken out of the hospital system since the PPS
payment began, we are not only going to be jeopardizing care to
Medicare beneficiaries, but, in fact, creating problems for all of us
. who rely on the hospital system in time of need.

There are some disturbing facts that must be recognized. The
first is that without any projected cuts in fiscal year 1991, the aver- -
age hospital’s Medicare margin will be between a minus 8 and a
minus 11 percent. Without any cuts in fiscal year 1991, 70 percent
of all hospitals will lose money when they treat a Medicare patient;
50 percent of those hospitals will lose more than 10 percent; and 1
out of every 4 hospitals will lose more than 25 percent.
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The second fact is- that if the President’s package of cuts is en-
gcbed, those payments by Medicare would be reduced an additional

percent.

The third is important and a direct response to the question that
Senator Bradley raised. Already the cost shift to private payors for
underpayments by Medicare and Medicaid is 10 percent, and when
that is added to the cost shift attributable to unsponsored care, we
are putting an additional 20 percent in total to the private payor’s
bill. That fact is threatening the very viability of our private insur-
ance system today.

And lastly, we are not talking about an industry with costs out
of control. We are not talking about a hospital field that can sus-
tain these kinds of cuts through improved efficiency. Since 1982
hospital services, both inpatient and outpatient added together,
have constituted between 4.2 and 4.4 percent of our Gross National
Product. They have held at that rate despite an older and sicker
inpatient population, despite the upsurge in AIDS, despite skyrock-
eting salary costs for needed manpower in hospitals, despite new
and costly medical advances, and despite the inexorable rise in the
other goods and services that hospitals have to purchase if they are
going to provide the care that is required.

And still the President calls for a price update factor of 4.1 per-
cent, when the Government itself estimates, in a market basket
that does not even reflect hospital wages, that that market basket
will increase by 5.6 percent. When we will have a 1.7-percent in-
crease in Medicare beneficiaries, leading to the same level of in-
crease in cost.

And the President’s proposal does not stop there. He calls for a
10-percent cut in outpatient payments, when PROPAC already esti-
mates that hospitals are losing 19 percent on ambulatory surgical
rates. A 10-percent cut in outpatient payments is going to be par-
ticularly severe for our rural hospitals that in their reconfiguration
have moved a greater portion of their services over into the outpa-
tient area.

The Administration also proposes a 15-percent cut in capital pay-
ments to rural hospitals and to increase that cut to 25 percent for
our urban hospitals. Not only are the past obligations that these
capital payments cover not subject to modification, but this policy
would turn all capital acquisitions that are made in response to pa-
tient care considerations into losing propositions, as well as erode
the hospital’s creditworthiness.

The Administration also proposes such deep reductions in'our
teaching hospitals’ direct and indirect, medical education payments
that if you add those to the other cuts, the averaging teaching hos-
pital would have a negative minus 13 to minus 16 percent margin
in fiscal year 1991, and that translates into a loss of more than
$300 for every Medicare patient that teaching hospitals serve.

Quickly a few words on Medicaid as well, because the program
does need substantial repair—both in its eligibility requirements,
its enrollment incentives, its financing and its reimbursement. And
this year’s call by the Administration for $25 million in additional
outlays is not going to address any of these dire needs. At a mini-
mum, we need to look toward the development of a minimum pay-
ment standard under Medicare. The reimbursement under the pro-
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gram has gotten so bad that we are actually talking about payment
oors.

Let me conclude, if I may, simply by saying that on behalf of hos-
pitals and all those they service, the American Hospital Associa-
tion asks that this committee recognize the dedicated nature of the
Medicare trust fund, that it is a “trust” fund; and the Medicaid’s
program importance to the poor people in this country; and call for
adequate payments for our hospital facilities.

Thank you very much. -

4 ['lihe prepared statement of Dr. McCarthy appears in the appen-
ix.
The CHAIRMAN. Thank you.

Mr. Van Hook?

STATEMENT OF ROBERT T. VAN HOOK, EXECUTIVE DIRECTOR,
NATIONAL RURAL HEALTH ASSOCIATION, KANSAS CITY, MO

Mr. VanN Hook. Good morning, Mr. Chairman, members of the
committee. I am Bob Van Hook, executive director of the National
Rural Health Association. I am very pleased to be here on behalf of
the NRHA'’s national membership. Last year Congress included a
host of provisions in the 1989 Reconciliation Act to improve the de-
livery of health care services in the rural area.

Several of the provisions that were included last year were origi-
nally in legislation that you, Senator Bentsen, and Senator Dole in-
troduced in early 1989 to kick off the session; and other parts were
spurred by initiatives introduced by other committee members.

The entire Senate Finance Committee has been instrumental in
seeing that these initiatives were enacted and the committee has
traditionally been a good friend of rural health. And on behalf of
rural America, I want to thank you for all your work in the past
and that appears to be continuing this year.

Although significant progress was made last year in improving
the programs affecting rural health care services more remains to
be done. Most importantly and absolutely first, NHRA opposes the
significant budget reductions in the Medicare program that the
President has proposed. The Medicare cutbacks would be especially
harmful to rural and inner city hospitals, their physicians and ulti-
mately their patients. I want you to know that we have concern
about the inner city hospitals too. We think rural hospitals share a
lot of common problems with them.

The Administration proposes large cuts in the Medicare pro-
gram. We specifically oppose:

One: the 4.1-percent update factor. The hospital updates must at
least keep pace with inflation, otherwise they become cuts in pay-
ments; and clearly rural hospitals, the majority of which are al-
ready losing money on Medicare and which, by the way, have been
losgsng money for several years now, cannot afford further Medicare
cuts.

Last year Congress passed legislation requiring the Secretary of
Health and Human Services to develop a plan for eliminating the
urban/rural differential in Medicare hospital payments and that
plan is to be implemented by 1995. However, many rural hospitals
cannot wait until 1995 for implementation. The National Rural
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Health Association believes that Congress should fully eliminate
the remaining 7 to 8 percent urban/rural differential in standard-
ize Medicare payments in the fiscal year 1991, as called for in Sen-
ator Packwood’s recently introduced legislation. We understand
that Senator Symms has introduced legislation last year.

We urge an immediate elimination of the differential because ac-
cordingl to a study performed for us by Lewin Associates the cost to
raise the rural rate up to the small urban rate is only $353 million.
That is a low price tag for equity. The National Rural Health Asso-
ciation would ogpose adjusting standardized rates based on current
costs because chronically low PPS payments tend to depress costs
over time. The old adage, “you can’t spend what you don’t have”
holds very true.

While we have serious concerns about cost-based reimbursement
methodologies NHRA recommends that Congress consider cost-
based reimbursement for all rural hospitals, especially those under
50 beds. We understand that Senator Baucus is planning to intro-
duce some legislation fairly soon in this regard. I was really
pleased to hear Dr. Vladeck make those comments earlier.

Two: President’s proposed 10-percent cut in outpatient payments
is, as Carol McCarthy has indicated, going to disastrous for
rural hospitals. Studies indicate that in rural hospitals outpatient
care is a higher percentage of total business.

Additionally, though, these outpatient Payments are essential for
helping maintain some of the essential services like emergency
medical care. Recent outpatient payment reductions have hurt
rural hospitals badly over the past several years, and we urge Con-
gress to pay rural hospitals for outpatient services on a reasonable
cost basis and resist those reductions proposed by the President.

Three: we are also opposed to the 15-percent reduction in capital
payments for rural hospitals. Many rural hospitals were construct-
ed during the 1950’s and 1960’s under the Hill-Burton program,
and badly need renovation.

Additionally, without access to capital, rural hospitals may slip
in their ability to acquire the technology that modern medicine de-
mands. NRHA encourages Congress to increase the percentage of
capital passed through for rural hospitals, rather than reducing
those payments.

There are several other policy issues that NRHA urges the com-
mittee to consider, including the following: First, as Dr. Vladeck in-
dicated, the area wage index is an important piece of the payment
problem for rural hospitals. We are pleased that there is some
work going on in that area. We consider it an even larger source of
inequity than the standardized DRG payments. And we are sup-
porting the National Advisory Committee on Rural Health’s recom-
mendation that the Congress enact legislation that would require
the l%ecretary to implement a refined area wage index very, very
quickly.

We are looking forward to working with this committee,
PROPAC and AHA in devising an area wage index that will be eg-
uitable for both urban and rural areas.

Senator Packwood’s Rural Health Improvement Act of 1990—
S.2214—and Senator Pryor’s initiative last year focused on tax
credits for primary care providers. We are very supportive of that
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and the exemption of National Health Service Corps loan repay-
ments from gross income. We think that would be very useful.

There are three other provisions in terms of payments for allied
health professionals. One would provide direct Medicare reimburse-
ment for nurse practitioners; another the establishment of a uni-
form fee schedule for certified registered nurse anesthetists; and fi- -
nally, the last would remove some of the restrictions of physician
assistant payment. We are very supportive of these provisions.

NRHA also supports the provision in Senator Packwood’s bill
that calls for review of hospital regulations for rural hospitals. We
think that this is important and without a formal review process
the burden of proof falls on rural hospitals. That is like the rural
hospital tail wagging the very large HCFA dog.

We really appreciate the work of this committee in addressing
the difficult areas of rural health care and we really look forward
to working with you in the future and sharing the goal of improv-
ing rural health and rural quality of life.

Thank you, Senator. .
d'['I]‘he prepared statement of Mr. Van Hook appears in the appen-

ix.
The CHAIRMAN. Thank you.

Dr. McCarthy, those numbers of yours were quite depressing
when we think about quality health care.

Dr. McCarTHY. Yes, Senator.

The CRAIRMAN. It is pretty obvious from what you have said you
would be really opposed to any cuts in Medicare. But you know
what happens on budgets and you know the drive that we have
facing us now in trying to achieve what the Administration pro-
posed to us.

Tell me those things that are proposed by the administration
that you think would make it most difficult for you to provide qual-
ity health care. And is it just the size of the cuts or is it the policy
direction that is disturbing you?

Dr. McCartay. What we are faced with is years of sustained
deep cuts. That is why, you know, it becomes exceedingly difficult
as you look ahead for fiscal year 1991 to say, “Well we have some
room, let’s cut here.” If you took the President’s approach on the
indirect medical education adjustment, which is as important for
the factors that our DRG system fails to measure as it is for indi-
rect MedEd, you would seriously jeopardize the continuation of our
teaching hospitals existence.

The CHAIRMAN. Does that mean you think that is the most diffi-
cult?

Dr. McCARrTHY. I think that is not a good thing to do at all.

The CuairMAN. No, no, no, no. I understand. You don’t think
any of them are a good thing to do.

Dr. McCarTHY. But what I am trying to show you is that anyone
we pick——

The CHAIRMAN. We are going to have to make some ch. ‘ces.

Dr. McCArTHY [continuing]. We are putting a system that is
under stress under even greater stress. That is why I cannot do as
we have been able to do, you know, years before, say ‘“Well, if you
were to take a little bit off here, it is not going to be felt that

30-856 0 -~ 90 - 3
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much.” Right now, these cuts are going to be badly felt. I wish I
could do more.

The CHAIRMAN. Dr. McCarthy, I understand that it is going to be
difficult, but we are going to have to make some choices. And we
would like for you to help us in that regard. We think you have
information that is value to us and I would like to know those
things that you think will make it the most difficult for you to de-
velop quality health care and deliver it.

Dr. McCartHy. I think, Senator, it will be very helpful to have
the budget mark come down and know what we are dealing with,
because we are dealing with such a delicate balance. There is not
really going to be one place you can turn to to do this. The situa-
tion in the hospital system is such today that it just has not got
something to readily offer up.

We can talk about whether we want to spread the hurt evenly or
unevenly.

The CHAIRMAN. Well just remember, Doctor, when we do it we
might have done it differently with your advice. We would like
your help.

All right. Mr. Van Hook, we appreciate your testimony. But my
understanding is from CBO that when we talk about closure of the
rates, urban/rural, that the number is closer to $400 million and
not the Lewin Associates report that you have at $350 million. I
am not sure that you just don’t want to trust the CBO or I am not
quite sure why you spent that much money when you had those
numbers available.

Mr. VAN Hook. Well, sir, we haven’t seen those numbers. Every-
one had been saying $750 million and that was the only number
anyone would taﬁ: about. I would ask Don Young and I would get
the same $750 million.

The CHAIRMAN. So that shook you up enough where you went
and hired someone to run some numbers?

Mr. VAN Hook. Absolutely. That is why we went out and hired
scmeone.

The CHAIRMAN. All right.

Mr. VaN Hook. We do not have that kind of money to throw
around either, Senator. ,

The CHAIRMAN. Well you know how strongly we feel about trying
to close the differential and we made some serious headway. If you
remember when DRG system started we were talking about a 20-
percent differential, as I recall, and now with things we have done,
- we have cut it down to 8 percent.

And you know I support the elimination of that differential.

Mr. VAN Hook. And we appreciate that, sir.

The CHAIRMAN. But the problems of rural hospitals are not going
to be solved by that last 8 percent. Because I have been listening to
these numbers that you have been giving me.

We offered a provision last year for those small rural hospitals
most dependent on Medicare to help cover their costs, and I know
you support that kind of an approach. But the House is extremely
resistent to our going to cost reimbursement for these rural hospi-
tals, even on a time limited basis as the committee approved.

Are there other avenues we ought to consider instead of just cost
reimbursement for them?
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Mr. VaN Hook. I think some of the things that were done last
gar in terms of the Eessential Access and Rural Primary Care

ospital programs were attempts to provide options for hospitals
and they may turn out upon implementation, to be useful. I think
PROPAC is beginning, to recognize that the small rural hospitals
are going to have a difficult time dealing with prospective payment
no matter how much equity there is in the system. This may bring
about a push in the House for going to cost-base reimbursement.

I think fixing the area wage index and resisting the cuts in out-
i)atient services are two essentials. There are much bigger prob-
ems for us now than the 8-percent differential.

The CuAIRMAN. Thank you.

Senator Rockefeller?

Senator RockEFELLEK. Thank you, Mr. Chairman.

Dr. McCarthy, both you and Mr. Van Hook have stressed the
groblem of capital cost. It is a very difficult and very hard issue,

ut it comes up every year. I have not sat on this committee very
long, but it comes every year and every year there is a fight and
the fight takes a long time—somebody wins; somebody loses.

Congress in the meantime has instructed HCFA to fold capital
into DRG, and to do that by 1992, and Dr. Wilenski is proceeding at
pace with that. My question of you would be: What is the AHA’s
position on capital being rolled into DRG payments? And no
matter how you answer that, wouldn’t it be better to develop some
kind of a formula to work off of, rather than going into this every
single year? And if so, how would such a formula be constructed?

Dr. McCarTHY. I guess the basic is why do——

. Senator ROCKEFELLER. Maybe you could do the first question
irst.

Dr. McCArTHY [continuing.] What is it we are seeking to do. I
can tell you that we are ready to work with Dr. Wolinski on look-
ing at incorporating capital into the price. She has offered that op-
portunity and we intend to be there sitting around the table work-
ing with her. It is very important that we do that. Because I will
tell you that since this issue first came up the American Hospital
Association has devoted incredible resources to trying to find a way
to incorporate capital. And approaches that appear superficially at
least to be workable in fact end up creating major problems be-
cause of the vastly disproportionate places hospitals are in their
capital cycles. And so this is an extremely difficult thing to do, not
an easy thing to do.

We have not found the way to do it, to be absolutely up front,
frank with you. We have not found the way to do it. We have
looked at alternatives, if the idea is to try to put an incentive into
capital payment. And we have some of those we want to discuss
with the Health Care Financing Administration.

If, in fact, what is being looked for is simply a way to effect some
budget savings, then what we are currently doing to hospitals—
that is denying all of them 15 percent reimbursement across the
board—is producing the dollars without producing massive disrup-
tion in capital cycles. Please do not take that to understand that I
think that at a time when you want to change your hospital indus-
try, at a time when you want it to be shifting over to new uses,
that this is the time to fail to pay for even past obligations. But if
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the goal is cost savings, then the current method of reducing out-
lays at least does not present massive problems.

So incorportation is just one of those things which superficially
looks awfully good. But when you get down technically to how you
would actually do it I am——

Senator RocKerFeLLER. In effect, you would really rather fight

ear by year because there is a fear that a formula might have a
: }tilfigg?t saving philosophy to it and therefore lock you into some-

ing

Dr. McCArTHY. No, no. That is not what I meant to imply at all.
Any formula you could fight for year by year in any event. That is
what we do when we are talking about ti;e DRG formulas. What I
am trying to say is that incorporating capital, because of the
nature of the facility’s obligation where a particular facility is in
its capital cycle and how it has funded its project—creates actual
technical difficulties in devising a formula. We have not been able
to devise a formula that at least starts out with some equity in it
so that whatever its future, we are not creating more problems
rather than solving them,

Senator RoCKEFELLER. All right.

f\;so, your position on cost-based reimbursement for rural hospi-
tals?

Dr. McCarty. The AHA supports cost-based reimbursement for
hospitals with fewer than 50 beds because the DRG system is a
system that is based on averages. And when you're dealing with
our very small hospitals and you're dealing with the very small
caseloads they have, the average system just does not work.

We do not believe that were you to enact that which we believe
you should tomorrow, that you are enacting a policy that is going
to keep every rural hospital alive no matter what, because you are
not. You are just getting at a way of dealing with a group of hospi-
tals that cannot operate under an average system hecause they just
do not have the numbers to make the averages work.

Senator ROCKEFELLER. A final question. If there were in fact uni-
versal health insurance—and in fact one of the things that people
have not yet particularly noticed in the Pepper Commission recom-
mendations is that the Pepper Commission doesn’t just suggest
that it would be nice if people had health insurance, it says that
they ought to. It is not a choice.

o what extent, understanding that Medicaid is the disaster that
it is and Medicare does not do the job either for hospitals, to what
extent would that be helpful? If there is a way of you expressing
that on a percentage basis, it would be helpful.
¢ 1Igr. McCarTHY. To what extent would universal access be help-

ul?

Senator RocKEFELLER. The making up of the losses that you put
out here in your testimony.

Dr. McCarTHY. Currently uncompensated care represents 6.7
percent of all hospital revenues. And unsponsored—meaning after
even a tax appropriation from a local government—after you take
out any dollars contributed whatsoever, you are still at approxi-
mately 5 percent of all revenues for hospitals that are foregone. So
that if we conceivably provide people with financial access to serv-
ices we can make substantial progress toward eliminating that
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shortfall. But we will do more for the uninsured because that 5 per-
cent is just those costs that are now incurred by people who make
their way into the system. There are so many people who never
make their way in because they do not have financial access.

Senator RoCKEFELLER. Mr. Van Hook, could you give a comforta-
ble response?

Mr. VAN Hook. Yes, I agree with Dr. McCarthy. Rural hospitals
tend to have a pretty high percentage of uncompensated care and
univirsal coverage would really be helpful. We would really like to
see that.

Part of the problem is trying to patch up a patched-up system.
We need big reform like the Commission has suggested.

Senator RoCKEFELLER. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Packwood?

Senator Packwoop. Mr. Van Hook, I appreciate your comments
about my rural health bill. I would like to snap my fingers,
produce it next week, and pass it. But it isn’t all going to pass at
once. If you had to pick out three parts that would be most critical
to your group, what would they be?

Mr. VAN Hook. The first has to be the National Health Service
Corps, which isn’t within the jurisdiction of this committee, but
ls__

Senator Packwoop. That is more important than the reimburse-
ments on Medicare?

Mr. VAN Hook. We absolutely must have the National Health
Service Corps. You cannot have hospitals without doctors. We must
have primary care doctors for rural America, and the Corps is an
essential part of that.

The provision dealing with the hospital reimbursement equity is
critical, too. We have to get that squared away.

I particularly like the tax incentives for the primary care doc-
tors, including the exemption of the National Service Corps loan
repayments. I think those are critical pieces. And I snap my fingers
for them too.

Senator Packwoob. That is a very specific answer. I would have
expected some other things to rank higher, but nobody would know
this better than you. And so I appreciate it.

Mr. Van Hook. I will go back and look a little more carefully.
That was off the top of my head.

Senator PaAckwoob. Well, take a look. Because we would be more
inclined to listen to you in this area than to anybody else. I would
hate to pick the wrong three, based on your advice.

Mr. VAN Hook. I will get right back with you on that.

Senator PaAcKkwoob. All right.

Senator Packwoop. Now, Dr. McCarthy, I sense that you want to
move to a uniform rate for reimbursement. But when Senator
Bentsen, the Chairman, quizzed you on where we should get it, you
basically said you need more morey, rather than pare here and
add there. -

Dr. McCArtHY. I am well aware that this is certainly not the
place to be sitting to say we need more money. On the other hand,
I have to say, we need more money. This is not the time to cut the
hospital system. It is the time to invest in it. I wish I had another
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.answer. If I did, and if our data showed it, I would be more than
willing to provide it.

Senator PAckwoop. Let me rephrase what the Chairman is
saying, then. I think we will not end up going as far as the Admin-
istration wants, but I would guess a $3.5 to $4 billion cut. We will
tilt somewhat toward rural hospitals because we think they have
been disfavored in the past. But so often this committee attempts
to do something rationally, but gets no help from the group whose
matter it is dealing with, and so must act on its own.

When you said that you'd like to wait and see the budget mark
come down, or words to that effect, you would be way behind the
curve if you did that. Once that budget mark comes down—once
the committee makes the best decisions it can, and we just sweat
g{ood to get to the $3.5 billion—then to undo it is almost impossi-

e.

Dr. McCArTHY. Senator, I would say this——

Senator MoyYNIHAN. Would Dr. McCarthy please permit a brief
interruption by the Chair for an observation. In response to your
statement about needing more money, it should be noted that half
the Senators present immediately left. [Laughter.]

Dr. McCArTHY. That was not my intent either.

Let me respond this way. The reason I had said that was that we
need your help in getting any reduction from that mark as low as
it can go. Things are not—as low as it can go. When you know that
mark it is a little bit easier to know how much pressure you could
possibly put on each point. If you ask me now the best approach,
all I can say is first get the cut as low as you can, and then dor't
go at any one segment with any heavy hand.

In other words, you are better off with a modest decrease in the
update for everyone. Our rural hospitals are in bad shape, but our
urban hospitals are in very bad shape. That is why I am saying, if
it has to be, keep it as low as you can. And best to look at a modest
reduction across the board, whether it is slightly less than market
update, something off of capital reimbursement across the board,
but not 25-percent cuts in capital reimbursement and the kinds of
cuts that are in the President’s budget. They cannot be sustained
without real damage. N

Senator Packwoob. If worse came to worse then, rather than
being cut $3.5 or $4 billion, would you just have us go to Gramm-
Rudman and sequester, where you would have a 2-percent cut? You
would be better off.

Dr. McCarTHY. On the mathematics, we clearly are. Even $2 bil-
lion. I am going to tell you, you are going to find now, in the eighth
{]ear into this program, that beneficiaries are going to feel the

urt.

Senator Packwoop. Thank you, Mr. Chairman.

Senator MoyNIHAN. Doctor, you will forgive me, having been
absent for your oral testimony. I have seen your written testimony.
I can only say and I say mostly for the benefit of my colleague, the
former Chairman, Mr. Packwood, that in, what, now 14 years on
this committee and having been involved in these matters, I was

“marginally involved in the establishment of Medicare from the De-
partment of Labor’s analyses. I have never seen hospital adminis-
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trators in anything like the sort of almost dazed desperation they
are now in.

They come to you from New York City where we have some of
the great teaching hospitals of the world, hospitals whose schools of
medicine go back before there was medicine—well before there was
medicine—18th century institutions—the College of Physicians and
Surgeons for example. Columbian Presbyterian will say to you, “I
don’t know if we are going to stay open.” This in an 18th century
economy which consisted of a level of wealth which we could not
imagine—we would consider it subsaharan poverty today. But we
could support those institutions nontheless. In this, almost 21st
century economy, we cannot. There is something the matter. I
mean something truly the matter.

Would you agree with what I have said?

Dr. McCartHY. Unfortunately. Unfortunately.

Senator MoyNI1HAN. We ask tough questions around here, Doctor.

Dr. McCarTHY. There is no doubt that the financial condition
and the future for the health care field, the hospital field, has
n:;er been more threatened and never been in worse shape than
today. ;

Senator MoyNIHAN. No. I have a note here of obvious conse-
quence, I think. It says, in 1988, in New York State, “Thirty-four
hospitals provided care to almost 80 percent of AIDS patients.
These same hospitals had $740 million in aggregate operating
losses last year.” That is the point—their endowments. Some of
which Fave been built up over two centuries. The New York Hospi-
tal was chartered, I believe, by George III, 1771 and their endow-
ment having been built up over two centuries or more, is beginning
to disappear.

Senator Packwoob. Mr. Chairman, I hear what you are saying
and I am sympathetic. Having spent my law school career in New
York, I appreciate the problem. But we cannot have our medical
costs going to 13 to 15 percent of GNP. There has to be an answer
but I don’t know what it is. People say Canada or Sweden have the
answer. I don’t know.

I read and I talk to people. They like the system if thel); are not
very sick but they don’t like it if they have to wait; and they don’t
like it if they don’t get great treatment. They get great treatment
in our hospitals here.

I do not know the answer. But the cost of medical care just
cannot keep going up as an ever increasing portion of our Gross
National Product.

Dr. McCARrTHY. It is a very complex challenge.

Senator MoyNIHAN. Let me ask the two witnesses. I have two hy-
potheses, and we better think about this. We cannot sit around
here trying to legislate regulations and odd things. And Senator
Danforth has raised the whole question of last years of life and the
costs associated with that, which the culture has not learned to
deal with. It is a rew problem and a new opportunity. ‘

Perhaps we are :1 a great ““S curve” that has escalated and that
we are up near an asymptotic point. Is that possible?

Dr. McCArTHY. I think what we are dealing with is an extremely
complex system. We do need to take a look at it as a whole and see
what types of reform we can introduce. But if you look at the types

/
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of things that influence the costs of medical care in this country,
everything from our liability headsets in this country and what
that does to driving the costs of care, to in fact an aging and
graying America who relies on health care services more than any-
body else, to practice changes that go on all the time—medical mir-
acles—and our need to know what works well and what doesn’t
work, and to reduce our outlays only to what works, to a system
that is so fractionated that we do have a great threat, for example,
in the private system right now because of huge increases they are
seeing in their premiums that far exceed the increases in the
actual costs of care.

So, you know, you have to sort it out, deal with it all.

Senator MovyNIHAN. Hypothesis. If we close the law schools,
would we keep the medical schools cpen? [Laughter.]

Dr. McCarTtHY. That might help. That might help.

Sene‘t?tor PAackwoobp. Are you suggesting that as a desirable alter-
native?

Senator MOYNIHAN. I have the President of the most prestigi-
ous—well one of the most prestigious—universities in the world, lo-
cated in New York City, recently observe to me the two things in
which our economy differs from the Japanese and German soci-
eties. He said, they have no law schools and no business schools.
Ar_n(cii hence, no wonder their economy works well. That is what he
said.

The second hypothesis. We had two epidemics strike in the 1980’s
simultaneously. You never get two epidemics at once. We got two
at once. And we ought to see that we are going through a public
health emergency as a result of them. AIDS—the first diagnosis of
AIDS was about 1983. That is exactly the time that crack cocaine
appeared in the Bahamas. The first article on the epidemic was in
the “Lancet” and in 1985 said we were in the midst of an epidemic
of crack cocaine—of free-based cocaine in the Bahamas.

The public health officials down there tried to tell us an epidem-
ic was coming our way. But we didn’t see it. Lawyers cannot see
drug abuse as a public health emergency. They just want to put ev-
erybody in jail. And now the Navy wants to blockade Venezuela or
whatever. This has been ruinous. If it were something more recog-
nizable as a viral disease we would say, oh, I see, we got two viral
diseases at once.

Medicaid does not reimburse any treatment costs for crack co-
caine. A pregnant woman using crack cocaine goes to the hospital
and they can treat her but they will not get any help from Medic-
aid, because we don'’t see this.

- What about the two epidemic hypotheses? Mr. Van Hook, why
don’t you answer?

Mr. Van Hook. Well clearly rural has a share of both of those
problems.

Senator MoyNIHAN. Of course.

Mr. Van Hook. Approximately 8 or 9 percent of the AIDS cases
are diagnosed in rural areas and we think there are a lot more
that are coming back home to be treated in rural areas.

Senator MoyNIHAN. You would describe this as an epidemic,
wouldn’t you?
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Mr. VAN Hook. Oh certainly, no question about it. And both of
them would have——

Senator MoyNIHAN. You would certainly, but we don’t see it
around here as an epidemic.

Mr. VaN Hook. And they have societal and health care costs.
They are both eating us up both ways, and we have to find some
wasyeto deal with it.

nator MOYNIHAN. Dr. McCarthy, would you please respond?

Dr. McCArTHY. It's one of the things we don’t even think about
as a society at large. We have border babies now—part of this
whole upsurge in crack use. :

Senator MOYNIHAN. Sure, that’s what I mean.

Dr. McCartHY. Their parents abandon them. The mother on
drugs leaves a baby, and the baby is literally growing up in the
hospital. We have to find a way to deal not only with ill bagies, but
with border babies as well. We have got really the medicalization
of social problems in this country.

! Senator MoyNIHAN. We have the medicalization of social prob-
ems,

Dr. McCARTHY. Yes.

Senator MoyniHAN. Would you accept the definition of crack co-
caine as an epidemic? Does it not occur when an epidemic comes
about when the normal restraining forces become weakened for
some reason?

Dr. McCarTny. Under those circumstances I would. Yes, Senator.

Senator MoyNIHAN. You would. So you would certainly, I think,
agree that Medicaid ought to reimburse treatment. -

Dr. McCARrTHY. Oh, indeed. We also ought to look, I think, at
some innovative program. Some of the States are looking to see, for
example, even in the AIDS area, whether the State can be permit-
ted to pay the private insurance premiums so that an individual
can remain with their private insuror and only enter the Medicaid
system, if at all, t;owardp the very end.

There are a variety of ways we need to look at dealing with it,
but we certainly have to take it on.

Senator MoyNIHAN. But if you have two epidemics, two simulta-
neous epidemics, which has never happened before—not that I
know of—epidemics break, you know, and epidemics come to an
end. They always have. But, we can’t say when. We are in a rather
extraordinary period of strain on the system. It would be nice to
see somebody ?uantify how much of the strain in the system is a
consequence of these two simultaneous—dual—epidemics of the
1980’s and now 19290’s.

Mr. Van Hook. Well part of what happens with the crack co-
caine epidemic is the rash of homicides that occur.

Senator MoYNIHAN. It is much involved with it?

Mr. VaN Hook. Right.— " ~

Senator MOYNIHAN. Sure.

Mr. VAN Hook. Those have costs as well.

Senator MoyNIHAN. May I suggest that that's something that
needs attention, that the medical profession has never treated drug
addiction as a medical problem or have not liked it. When Vincent
Dole developed methadone treatment for opium abuse he was,
thank God, at Rockefeller University and had tenure, because he
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was not welcomed. I wish I knew why. I wish the medical profes-
sion were interested. Why do they not attend to the single most ob-
vious behavioral health problem in our country right now? They do
not.

Nobody in our Public Health Service even heard people in the
Bahan;as saying there is an epidemic coming your way. Am I
wrong?

Dr. McCARrTHY. I think they are hearing it now, Senator. -

Senator MoyNIHAN. Well they are hearing it now. It has come.
But it does not fit the concept of medical.

Dr. McCarTHY. That is true. Again, it gets back to that medicali-
~ation of social problems and therefore it is a different type of a
problem and it has taken longer perhaps than it should have to be
recognized for the big problem it is.

Senator MoyNIHAN. But I mean in the end, you know, you have
a lot of confidence in the profession. It gets better.

When do you say that the random patient with the random dis-
ease, encountering the random physician was better off for the
treatment? What year do we locate that at?

Dr. McCARrTHY. I'm not sure I understand the question.

Senator MoyNIHAN. Lou Thomas'—I mean, when did hospitals
stop hurting people.

Dr. McCARTHY. I see. That’s in the category of whether I beat my
hﬁlsband every evening, and I don’t think I probably should answer
that one.

Senator MoyNIHAN. Well you should. About 4 years ago, it will
be 5 shortly, it was the 100th anniversary of the establishment of
the American Association for the Advancement of Science “Sci-
ence,” which is our journal—I was once a member of the board and
its vice-president—we had a little issue on the great developments
in science in the century. And, you know, they are not hard to
figure out.

But thére are wonderful little essays on each. And Lou Thomas
said, you know, what was the great discovery—the great invention,
discovery, event in medicine. He said it’s that we learned to stop
hurting our patients. It took the whole of the 19th century to stop,
you know, treatments that were harmful.

Lou locates this point about 1910. And since then you have had
the extraordinary development of the ability to actually do some-
thing. But by 1910 doctors knew what patients typically had but
they could not do anything about it, and they knew thei could not
do anything about it so they stopped drilling holes in skulls to let
the vapors go away, or bleeding, or whatever.

But then came the onset of actual effective treatment. This was a
new experience. So that may be something we are just getting used
to and we can settle down with.

This seems speculative. But I am more interested in these things
than I am in the regulations of taking one-tenth of 1 percent of the
median inverted progressive regression and applying it to bandage
storage depreciation.

Dr. McCarTHY. I can’t imagine why.

Mr. Van Hook. Well, Senator, for either because of choice or by
the fact that they have been forced into it by payment systems and
changes in medical practice, rural hospitals are becoming much
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more “high-touch” oriented and are, I think, moving in the direc-
tion of taking better and better care of their patients anyway. I
think there are great improvements being made.

Senator MoyNiHAN. Well the rural hospital—the nearest hospital
to where we have lived for a quarter century in upstate New
York—is a very good hospital indeed. But then some problems go
away. They have not had a rattlesnake bite in a century.

Thank you very much. You are very helpful and you know the
committee’s heart is with you. What we will end up doing under
the duress of the arrangements we have made for ourselves is an-
other matter.

Dr. McCarTtHy. We greatly appreciate your help and support,
Senator.

Senator MoYNIHAN. You are very kind, Doctor.

Mr. Van Hook. Thank you, sir.

Senator MoyNIHAN. And thank you, sir.

Now we have Ms. Janice Gruendel, who is appearing on behalf of
the American Public Welfare Association and who is Deputy Com-
missioner of the Department of Children and Youth Services of the
State of Connecticut.

Ms. Gruendel, you have the distinction of being a panel all your
own. We welcome you.

Ms. GrueNDEL. Thank you, sir.

Senator MoyNiHaAN. We welcome you and your testimony will be
included in the record as if read. So you can go ahead and summa-
rize as you wish.

STATEMENT OF JANICE M. GRUENDEL, ON BEHALF OF THE
AMERICAN PUBLIC WELFARE ASSOCIATION, DEPARTMENT OF
CHILDREN AND YOUTH SERVICES, CONNECTICUT

Ms. GRUENDEL. I want to begin with two notes that are not on
my official list of things that I wanted to say. The first is that I've
attended neither law school nor medical school.

Senator MoyNIHAN. I see. So we are safe from you.

Ms. GRUENDEL. You are safe from me. That's right.

Senator MoyNiHAN. All right. Good. This is important.

Ms. GRUENDEL. The second is that I have difficulty in doing
things in 25 words or less. So giving me an entire panel of my own
may cause you to suffer some, but I will try to be concise.

My name is Janice Gruendel. I am the Deputy Commissioner of
the Connecticut Department of Children and Youth Services, a
member organization of the American Public Welfare Association.

We have prepared detailed written testimony on the degree to
which the Health and Human Services budget request falls short of
necessary funding levels required to respond appropriately to this
Nation’s child welfare crisis.

In the few minutes that we have together today, I would like to
do three things. First, I must tell you in a very real and personal
sense about our children in crisis. Second, I would like to explain
what Title IV-E administrative costs really are and why the Ad-
ministration’s proposed cap is unwarranted administratively,
unfair across states and detrimental to children. And third, I would
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like to make an invitation for you to see what its like to be a child
protective services worker.

First, I'd like you to close your eyes and envision your own child
or your grandchildren or the child next door or perhaps the last
child you saw as you came in this morning to this session. And now
I woqu like you to envision this child bruised or beaten or sexually
assaulted or lf'ing in a two-room apartment with drug parapherna-
lia on the table or making a suicide attempt.

For many people it is hard to make the intellectual and emotion-
al bridge between the children that we all probably see every day
and the children whose conditions I've just described. But I must
tell you personally that thousands of people—child welfare people,
children’s mental health people, juvenile justice people, just like
me——

Senator MoYNIHAN. See such children all the time.

Ms. GRUENDEL [continuing]. We hear the voices and see these
faces every single day. I can tell you honestly that we go to bed at
night and we feel these kids pain. The first 8 months that I was in
this job I really didn’t sleep; and when I did I was really captured
by the pain that you feel when these children are visited upon you.

I carry a beeper 24 hours a day. I have watched babies die. There
is no way to describe that. I would not recommend it for other
people. I must tell you that once you have done these things, there
can never again be a budget decision that does not have a child’s
face behind it; and that’s the bridge; we must cross from an intel-
lectual to an emotional understanding of these children’s plight.

You all know the quantitative data as well as I do with regard to
the needs of children. Child abuse and neglect continues to rise
each year. Parental substance abuse, as you have so appropriately
referenced, is a significant issue with regard to both the level of
neglect and absolute abandonment of babies that we see everyday.

The number of children who cannot live in their own homes has
increased 30 percent in the past 3 years. And we are not talking
about 10 or 20 children, we are talking about 360,000 children an-
nually who cannot live in their own homes.

Senator MoYNIHAN. Three hundred and sixty thousand?

Ms. GRUENDEL. About 360,000 children in the country. Poverty is
such an incredible issues. In some of our cities one in two children
live in poverty. Connecticut has the remarkable distinction of being
one of the wealthiest States, on a per capita basis, and yet it has
three of the poorest cities in the country. We need to deal with
that dichotomy.

Senator MoyYNIHAN. That is a pattern, Ms. Gruendel. That we
know. In the city of New York, the richest per capita congressional
District in the country is separated by about 10 blocks from the
pﬁorest little sliver of another, with a District in between. That is
all.

Ms. GrRUENDEL. That is a national travesty, I think.

Senator MoYNIHAN. No, it is not a travesty. That is a pattern
that we have been trying to find social explanations for it for about
a century and a half, and we have not gotten very far. -

Ms. GRUENDEL. I would agree. My-concern is that we do not have
enough children to continue to throw away the generations that I
am very afraid we are.
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The second part of the time that I have I would like to talk very
specifical? about the Federal funding issues that you have in front
of you and upon which you are deliberating.

nator MOYNIHAN. Right.

Ms. GruenNpeL. The HHS budget for foster care and child wel-
fare, while it marks a significant improvement over past years, for
which we are enormously grateful, it does not adequately address
the crisis that we face. In fact, the Administration’s proposal to cap
Title IV-E administrative costs will hurt the ability of States to
p.l;gtect and care for these most vulnerable children. Let me be spe-
cific.

The Administration has proposed to cap Title IV-E administra-
tive costs beginning in fiscal year 1991. In the first year the Ad-
ministration expects a ‘‘savings” for the Federal Government of
about $161 million by taking this action. Importantly, what this
means is that these costs will be transferred to the States. Just as
an aside, this proposal also intends to take some of those savings
and use them to boost the IV-B allocations. We are taking from
Peter to pay Paul; we are not in favor of that.

The Administration has long been concerned about the rising ad-
ministrative costs in the Title IV-E program and has tried unsuc-
cessfully to cap these expenditures over the last 2 years—most re-
cently last year, which was unsuccessful. The Administration
makes two arguments to support this proposal that we cap this
particular piece of Federal funding.

The first is that the States are “gaming” the system to increase
their IV-E reimbursements. The second is that this increased
spending has not resulted in an equal expansion in the quality or
quantity of services to children.

This issue, Mr. Chairman, is extremely important for the States
“and I would like to take a few minutes to set the record straight
with regard to these two allegations.

Senator MoyNi1HAN. You take all the time you want.

Ms. GrRUENDEL. Thank you. This is great. I cannot even get this
kind of time at home. I hope they are listening.

First, HHS has never provided evidence to Congress that shows
that the States are claiming Federal reimbursement for anything
other than legitimate costs. The public record is absolutely clear.
In fact, the HHS Office of the Inspector General issued a report in
1987 called “Foster Care- Administration Costs,” and it disputes its
own Department’s charge that the States have claimed illegally
with regard to this reimbursement mechanism.

Let me tell you specifically what IV-E administrative costs are.
As a bureaucrat, I am very sensitive to the charge that we pad our
administrative budgets and that we sit at our desks and do nothing
reasonable, and we bill the Federal Government for this. That is
not true.

IV-E administrative costs provide for reimbursement for the fol-
lowing kinds of child welfare activities: Referral to service for chil-
dren who must be removed from their home and preparation for
and participation in judicial determinations. We have an obligation
when we remove a child to prove to the court’s satisfaction that the
removal was appropriate, that we are taking adequate steps to
return the child to his/her own home, and if we cannot do that we
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are seeking a way to find the child a permanent home. This action
is required under Federal law and it is a reimbursable Title IV-E
administrative expense.

Title IV-E also allows us to be reimbursed for IV-E eligible chil-
dren’s placements in foster care. Most of which I would respectfully
remind you are placements in foster family care—foster families
where we, frankly, pay families less than about 50 cents an hour to
take care of very difficult children. So we are expending a lot of
money for placements. .

Title IV-E allows States to be reimbursed for case reviews, which
is a process whereby an independent group looks at the decisions
that we make as professionals abound the lives of these children
and families to assure that the decisions are in the best interest of
}he child, that we do not do sloppy work, and that we put the child
irst.

It allows States to provide case management and supervision. 1
do not know if any of you have ever had a child removed from your
home. When that occurs it is very painful. It is extraordinarily
traumatic for all parties. Someone needs to be hooked with that
child. Someone needs to make sure that the child is getting the
services that he/she needs and the parents into whose home you
would like to return that child are getting the service they need.
These are part of the administrative dollars changed to Title VI-E.

Senator MoyNIHAN. Can I just interrupt and make a personal ob-
servation—anecdotal, but then data is often said to be the plural of
anecdote. Early one morning I stopped by a center in downtown
Manhattan where children are brought by police and other people
who are found on the streets and so forth the previous night, just
to sort of see what was going on. I had with me a New York detec- -
tive who in the best tradition of police who have to deal with the
hard side of life, was not an overly sympathetic man. He did not go
around weeping and gushing about the world. He took the world
pretty much as it is.

We got back into the car and he slammed the door and started
up the car and went roaring away. And said blank, blank. “I have
seen better recordkeeping in a dog pound.” So he found out what is
going on with these children. And that is called the absence of ad-
ministrative effort at a level you would expect.

Ms. GRUENDEL. I also—just to follow on your aside, which is prob-
ably not legal, but I will take the opening you gave me. I had the
opportunity to deliver a talk in Baltimore about 3 weeks ago and
arrived at the train station quite late at night and was picked up
by a cab driver who asked me what 1 did. It is very hard to tell
people what you do when you do what I do because first of all they
do not really care and secondly, it is hard to explain—trying to
save the lives of children.

And he asked me and I told him, and I think it provided an open-
ing for him because we spent the 15 or 20 minute ride and he ex-
plained to me how he had been abused as a child and how he was
trying not to do that with his own children. And it was a very
heartwarming experience of a different nature than yours.

But I think there is great feeling and support out there for this
issue in places that we might not suspect.
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The last two things that Title IV administrative provisions allow
States to do is to to seek reimbursement for the recruitment and
the licensure of foster homes for children. There was a trend in the
United States through about 1987 that we were making great
strides in keeping children at home. Since 1987 more children are
coming into care.

Senator MoyNIHAN. What happened?

Ms. GRUENDEL. I think that you hit on it in some important ways
when you asked questions about substance abuse. It is not the only
issue. Poverty is increasing, but substance abuse is a very major
issue for children. That trend is on the increase. Although we try

.to develop and implement intensive preservation services to keep
kids at home we are increasingly removing them.

Those children need a place to live. And Title IV allows us to get
some reimbursement for the cost of finding those homes and sup-
porting foster families. Importantly, you should know that in all
adoptions in this country, 50 percent of them come from foster fam-
ilies. So we need to continue to be able to do this and do it well.

Lastly, Title IV-E allows States to claim rate setting as an ad-
ministrative activity. Thus, it is simply not true, as the Adminis-
tration has alleged, that administrative costs in Title IV-E are
overhead costs and that they can simply be cut. That is not true.

A cap on administrative expenditures would hurt children. There
is no way around this. It will undermine the ability of the States to
carry out the mandates of P.L. 96-272. That is the law which was
passed by this august body that requires that we do the right
things for children whose parents cannot do them for them.

Senator MoyNiHAN. We like that—the august body—that is good.

Ms. GRUENDEL. I genuinely mean it. What we need now is the
support to allow us to do what it is that you and we know that we
need to do. Capping the system at a time when the State’s child
welfare systems are under extreme stress and have been dealing
with cutbacks already simply means that there will be fewer dol-
lars to provide the services that we need to provide to protect the
lives of children. We are not talking about children that we want
to make feel happy, although I would love to be able to tell you we
are doing that. We are talking about children whose lives depend
on our action.

The other reason for not capping Title IV-E is that it will penal-
ize States who have not already been able to develop a system of
claiming the legitimate expenditures that they have. Some States
have moved ahead through the use of eligibility technicians,
through much better data systems than some of the rest of us have,
and have begun the process of claiming what is legitimate to claim
under the law; many other States have not. So if we now cap the
States who are just beginning to get those systems up they will be
unable to claim reimbursement.

I would end the formal part of this testimony with an invitation
to you, sir, on behalf of the rest of the States. The beeper that I
carry works 24 hours a day. But unlike the beepers that may be on
your belt or the belts of your staff members, mine is hooked up to
Connecticut’s child abuse hotline and 24-hour emergency service.
My invitation to you, my challenge is very simple. Before you
decide that we cannot as a nation afford to fully fund the critical
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programs that prevent child abuse and neglect, that prevent de-
pendency, that prevent out-of-home care, and that protect children
whose very lives are at stake, before you do that, I would ask you
to Iput; a protective services worker on the other end of your beeper.

t occurred to me on my trip here that that would make a great
catchy slogan. But I mean it, for a day or two. You need to experi-
ence what we do. You need to feel what we feel for kids. You need
to feel what families are feeling. I think I could guarantee, humbly
guarantee, that from that point on—that is, if you are attached to
one of our beepers for even a day or two—it will never be possible
again to make decisions without the face of a child and it will be

ssible to make the investment decisions that, frankly, I think we

ave no choice but to make.

I am profoundly honored to have the opportunity to sit here
before you. I believe very deeply in the work that we need to do for
children and I thank you.
dix[The prepared statement of Ms. Gruendel appears in the appen-

Senator MoyNIHAN. We thank you, Ms. Gruendel. It is very clear
that we are—there was, if you like, a discontinuity in the 1980’s,
that we had certain trends going pretty steadily in the direction of
more children. About a third of the children in the United States
born this year or last year will be on welfare, on AFDC, before
they are 18. That means they are paupers by definition. They are
paupers.

o industrial society in the world has anything like this. Canada
would not know what we are talking about. But simultaneously,
you have the discontinuity of two epidemics.

Ms. GRUENDEL. That is right.

Senator MoyNIHAN. And we do not fully recognize them as epide-
mics. We are not good at epidemics anymore. We used to be be-
cause we had, you know—an influenza hit, you had a lot of people
die. But we have not absorbed that information and certainly the
Administration has not. You have. You live with it.

I recognize that you were here, of course, not just relpresenting
yourself, you are representing the American Public Welfare Asso-
ciation. “);e appreciate your testimony very much. We thank you.

I have a question Senator Bentsen would like to address to you. I
will give it to you in writing and perhaps you would give us a re-
sponse.

The question appears in the appendix.]

nator MoyNIHAN. I think you will find that this committee is
with you. The Administration obviously is not.

Senator Rockefeller?

Senator ROCKEFELLER. No questions, Mr. Chairman.

Senator MoyNIHAN. We thank you very much indeed.

Ms. GRUENDEL. Thank you very much.

Senator MoYNIHAN. It was very impressive testimony.

Mr. Chairman, I turn the gavel over to you, sir, as we go through
our segmented day.

Senator RockerFeLLER. Our fifth panel, Dr. Ring, Dr. Ebert, Dr.
Czarsty, and Dr. Lichtenfeld if fyou all would come forward. Jeremy
Jones, also, if you could come forward. There is no reason, I think,
to split these panels.
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Dr. Ring, we would start with you, sir.

STATEMENT OF JOHN J. RING, M.D., CHAIRMAN, BOARD OF
TRUSTEES, AMERICAN MEDICAL ASSOCIATION, MUNDELEIN,
IL, ACCOMPANIED BY ROSS RUBIN, DIVISION OF LEGISLATIVE
ACTIVITIES

Dr. RiNG. Thank you, Mr. Chairman. My name is John J. Ring,
M.D,, and I practice family medicine in Mundelein, IL. I am also
chairman of the board of the American Medical Association. With
me today is Ross Rubin of our division of legislative activities.

Mr. Chairman, we have provided your staff with some additional
materials which we request be included in the record.

Senator RoCKEFELLER. And they will be.

Dr. RinG. Thank you.

[The information appears in the appendix.]

Dr. RinG. I have addressed several important issues in my writ-
ten testimony—the proposed Medicare cuts, physician billing
limits, Medicaid expansion, the effect of Congress’ treatment of stu-
dent loans on access to care and the pending CLIA regulations.

Although I will limit my comments to the Administration’s pro-
posed Medicare cuts, I call your.attention to the written statement
which details our concerns regarding all of these issues.

The AMA recognizes the necessity for the Congress to work to
achieve the goal of a balanced Federal budget and to meet reconcil-
iation targets assigned by budget resolutions. We know that this
committee has made and will continue to make those tough deci-
sions about numerous programs.

As you well know, the Medicare program has presented you with
many difficult decisions over the years, and has suffered massive
cuts since the inception and continued use of reconciliation during
the decade of the 1980’s. This committee in its recent statement of"
“Views and Estimates” regarding the fiscal year 1991 budget ac-
knowledged the beleaguered status of Medicare. We have studied
that statement and thoroughly agree with you.

The Administration’s proposed fiscal year 1991 cuts, which come
in the wake of the sweeping physician payment reforms enacted
only 3 months ago, are not a solution to the high costs of health
care. Rather, they are the result of arbitrary attempts to find sav-
ings no matter how great the cost. This approach threatens to un-
dermine the physician payment reforms of OBRA-89, jeopardize
the availability of quality health care for Medicare beneficiaries
and overwhelm a physician community that is attempting to prac-
tice medicine while accommodating the massive payment and prac-
tice reforms just adopted.

As a result of the increasing constraints imposed on physicians
in the past decade, the practice of medicine as we know it is start-
ing to disappear. Physicians are abandoning self-employment for
salaried positions, positions that spare them the burdens of start-up
costs and office administration, and the long hours associated with
private practice. This trend is especially disturbing for the under-
served sector of this country, nearly three-fourths of which is com-
prised of rural areas.

i
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Some physicians are forfeiting the practice of medicine altogeth-
er, and young Americans are rejecting medicine as a career choice.
Medical school applications have decreased 25 percent over the
past 5 years. Physicians’ concerns about professional liability issues
and six figure liability premiums go ignored, and Medicare rewrites
the rule book every year. .

What is the relevance of all of this to the budget process? As I
stated earlier, it is not to say that bringing the Federal budget into
balance is unnecessary or impossible. It is, however, the very rele-
vant backdrop for your deliberations.

Mr. Chairman, the Administration’s proposed savings should be
rejected for three reasons. First, the Medicare program has been
subjected to over a decade of major funding cuts. Additional cuts in
fiscal year 1991 will only exacerbate the inequity of Medicare
shouldering such a massive share of Federal budget cuts.

Second, Part B has historically borne a disproportionate share of
Medicare cuts. THe reality is that Part B has been subjected to sig-
nificant cuts in the form of freezes and budget reductions, which
are detailed in my written testimony.

Third, the Administration’s proposed cuts will undermine the
payment reforms of OBRA-89. Just 3 months ago, Congress en-
acted dual landmark physician payment reforms—the Resource
Based Relative Value gscale (RBRVS) and the Medicare Volume
Performance Standards (MVPS). The RBRVS methodology is the
result of years of research and evaluation, and is designed to ame-
liorate the reimbursement inequities of the reasonable charge
system.

Implementation of RBRVS will have significant effects of trans-
ferring resources between medical specialties and geographic re-
gions of the United States. Congress crafted a 5-year transition
period to reduce any dislocations that these resource shifts might
cause. In addition, although RVRBS is methodologically sound, it
has not been implemented in any major setting. Therefore, caution
is necessary so that we can understand the impact of RBRVS im-
plexpeéntation and correct problems that arise during the transition
period.

The budget cuts destroy the concept of budget neutrality upon
which RBRVS is premised by chipping away at the payment levels
in effect when Congress enacted the fee schedule. Consequently,
the fundamental goal of RBRVS—redistribution of resources—will
be subverted; there simply will not be adequate funds available to
transfer from one specialty or region to another to compensate ade-
quately undervalued services or regions.

In conclusion, Mr. Chairman, Medicare has been subjected to
years of significant budget cuts, and we have recently attained
massive reforms in physician payment. Although we do not believe
that RBRVS is a panacea for all physician payment issues, it is a
well-grounded effort at achieving equity in reimbursement. We
urge you to prevent the undermining of RBRVS, and to protect the
program from further cuts that, if imposed, will jeopardize the
health care of the nation’s elderly and disabled.

Thank you, Mr. Chairman.

Senator RockereLLER. Thank you, Dr. Ring.

Dr. Ebert?
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STATEMENT OF PAUL A. EBERT, M.D,, F.A.C.S., DIRECTOR,
AMERICAN COLLEGE OF SURGEONS, CHICAGO, IL

Dr. EBerT. Mr. Chairman, I won't take much time except to em-
phasize a few of the points that are specific for surgery, as well as
to echo Dr. Ring’s comments. We believe the ink is barely dry on
the new physician payment reform plan. We believe the phase-in
time is very realistic. Yet, we are very concerned that there are in-
dividual citings made this year in the President’s budget that have
very little logic or definition. We have a hard time understanding
across the board why MEI updates are proposed only for primary
care. We have a lot of undervalued procedures in surgery as well
as some that are considered overvalued.

The issue of overvalued procedures continues to come up again.
But it is at its peak. It has been up for several years before. Pay-
ment for these procedures and operations has been reduced in the
past, and it seems rather strange that they constantly reappear on.
the list even though the RBRVS, per se, has not been completed for
all of gll:ese procedures. So it is a very optional type of targeting so
to speak.

Two areas concern us the most, and seem to be the poorest de-
fined and probably the most illogical. The first is the attack on the
global surgical fees. The program to reduce hospitalizations is very
positive from the hospital standpoint by reducing the length of
stay. On the other hand, the amount of work effort put into the
global care of that patient does not depend on whether it is done in
the hospital or at the doctor’s office after the patient is discharged.

Most surgeons would say that early discharge has probably in-
creased their time and effort because they have to see these pa-
tients more frequently in their office. Sometimes there is more in-
convenience to the patient and to the surgeon. The 1 or 2 days
saved by the hospitalization may benefit the hospital in the total of
a program, but it certainly does not mean it is less work and effort.
So to reduce global surgical fees based only on hospitalization
seems to be a very poor approach.

I think the assistant at surgery proposal is also flawed. The Col-
lege in its proposal several years ago and in its statement on prin-
cipals has always stated that an assistant at surgery should be the
most qualified person available, and it should be an assistant that
was present at the request of the surgeon. The surgeon should be
the person who decides whether or not they need an assistant. We
do not see how reducing the fee paid for an assistant—whether it is
a surgeon, non-surgeon or whatever type of person happens to be
present—we cannot see where that is beneficial for the quality of
care for the patient.

We are very concerned that many surgeons, if the reimburse-
ment is cut below the 20-percent level down to 12 percent, are
going to find it is not practical to be an assistant. They would
prefer to do office practice or something else. So I think that when
an assistant is needed, we would like the patient to have the bene-
fit of the best quality individual that is present, who should be re-
imbursed and compensated for that service.

We recognize very much that you do have budgetary constraints
and you have problems with the program. No one likes to propose
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any type of budgetary reduction for a program such as Medicare
when it is probably underfunded and in difficult times as it is. But
it does seem to us that if it has to be done and there has to be re-
ductions it would be more logical to do it across the board on some
type of sequestration type of approach and let the physician pay-
ment reform legislation that has recently been passed have a
chance to have an effect.

I think you very much for the opportunity.

Senator RockerFeLLER. Thank you, Dr. Ebert.

[The prepared statement of Dr. Ebert appears in the appendix.]

Senator ROCKEFELLER. Dr. Czarsty?

STATEMENT OF JOSEPH C. CZARSTY, M.D., CHAIRMAN OF THE
BOARD, AMERICAN ACADEMY OF FAMILY PHYSICIANS, OAK-
VILLE, CT

Dr. Czarsrty. Thank you, sir. I am Dr. Joseph Czarsty, chairman
of the board of the American Academy of Family Physicians, repre-
senting over 68,000 practicing family physicians, residents and
medical students. Thank you for inviting me to share with you our
Academy’s views regarding Medicare budget proposals.

First, I would like to thank the members of this committee for
your fine work during the first session of Congress to enact Medi-
care physician payment reform. The Academy believes that the
new law holds the potential for providing greater equity in pay-
ments to physicians, financial protection for beneficiaries, a meas-
ure of control and a growth of Medicare expenditures, and support
for dimproving the knowledge base on which clinical decisions are
made.

However, in order for the benefits of the reform to be realized,
the transition to, and the implementation of these four elements
must be carefully managed. We encourage you to monitor this
process to ensure that implementation is done in a manner consist-
9nfi with congressional intent and within the time frame specified
in law.

We, therefore, caution against further changes in Medicare phy-
sician payment that could alter the progress made to date. Any
modifications in the program to be consistent with, and move in
the direction of the reformed package, and assist rather than
hinder the transition. One proposal that would be positive from
this standpoint would be the increase in the MEI for primary care
services. However, many of the other proposals included in the Ad-
ministration’s budget give us great concern. I will briefly outline
these in the next few minutes.

The proposed reduction in payments for overvalued procedures
violates the spirit of physician payment reform by failing to ad-
dress undervalued services. The method has not been successful in
slowing the growth in Medicare spending to date and there is little
reason to expect that it will achieve the intended effect in fiscal
year 1991,

We have similar concerns about the proposed reductions in pay-

“ments for procedures in overvalued localities. This proposal fails to
address the perversely low payments in other mostly rural areas
and perpetuates the access problem faced by rural beneficiaries
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wliile offering little hope of effectively addressing the growth and
volume.

The proposal to limit payment to new physicians for 5 years also
is contrary to one of the purposes for developing the fee schedule—
that is to rationalize payment. Once an appropriate fee for each
service is set we believe it imperative that Medicare recognize the
fee for all physicians providing the service, regardless of the
number of years they have been in practice.

Another proposal calls for paying the same amount for a surgical
procedure regardless of whcther or not the primary surgeon elects
to use an assistant—that is with Iimited exceptions. We are con-
cerned that the proposal would create a disincentive for a physi-
cian to provide assistance at surgery and encourage surgeons to
select assistants from the hospital staff in order to keep the entire
fee. Individual situations often require that there be another physi-
cian actively participating in the patient’s surgical care and family
physicians are particularly qualified to provide this assistance be-
cause of their knowledge of their patient’s medical history.

With respect to clinical laboratory services, the Administration
proposes a savings of $60 million by reducing the fee paid for lab
services. This comes at a time when stringent regulatory require-
ments for previously unregulated labs are being developed, require-
ments that are anticipated to create considerable additional costs
for physicians’ office laboratories. These costs, coupled with fee re-
‘ductions, could create significant hardships, ultimately diminishing
the number of laboratories and threatening patient access to qual-
ity laboratory services.

I would like to change the focus from Medicare physician pay-
ment for a moment to briefly discuss the Medicaid program, specif-
ically as it relates to access to care. The Academy is increasingly
concerned about the lack of access to care by millions of uninsured
children and adults. We support efforts of the Physician Payment
Review Commission to examine the Medicaid program and we look
forward to working with Congress to develop a plan using Medicaid
as one component of providing access to insurance for all our citi-
zens.

Budget proposals affecting hospitals, particularly rural hospitals
and teaching hospitals, are also of concern to family physicians.
The failure of Medicare to pay its full share of capital costs in
rural hospitals places an additional burden on these facilities
which typically are already experiencing negative margins on their
Medicare business. The proposed reduction in payment for certain
hospital outpatient services will also disproportionately affect rural
hospitals. ‘

The changes in Medicare graduate medical education payments,
both direct and indirect, may have a negative impact on ambulato-
ry based residency programs, such as family practice. As reductions
in Medicare payments to hospitals cause them to evaluate their
commitment to medical education, family practice programs may
seem less attractive.

In summary, we urge the committee to reject Medicare budget
proposals that would disrupt the positive action taken by Congress
to reform Medicare physician payment. We further caution against
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additional reductions in Medicare payment to hospitals that would
jeopardize primary care education and impede access to care.
Thank you, sir.
[The prepared statement of Dr. Czarsty appears in the appendix.]
Senator RockerFELLER. Thank you very much, Dr. Czarsty.
Dr. Lichtenfeld?

STATEMENT OF LEONARD LICHTENFELD, M.D., PRESIDENT-
ELECT, MARYLAND SOCIETY OF INTERNAL MEDICINE, TESTI-
FYING ON BEHALF OF THE AMERICAN SOCIETY OF INTERNAL
MEDICINE, BALTIMORE, MD

Dr. LicHTENFELD. Thank you, Mr. Chairman. My name is Dr.
Leonard Lichtenfeld, and I am an internist from Baltimore, Mary-
land. I am pleased to share with you the views of the American So-
ciety of Internal Medicine on proposed budget and policy initiatives
relating to the Medicare program.

ASIM appreciates the work done by the members of this commit-
tee in developing last year’s historic consensus for physician pay-
ment reform. But this is not the time for you or for us to be com-
placent with what has been accomplished. If the Administration
has its way, the long-term benefits of physician payment reform
will be sacrificed in order to attain immediate fiscal year 1991
budget savings.

The budget borrows the language of reform while working to un-
dermine it. Instead of improving equity, further cuts will detract
from the ability of the new Medicare fee schedule to correct the in-
equities that now threaten access to primary care services, particu-
larly in rural areas. :

Since 1991 is the base year for determining a budget neutral con-
version factor for the new Medicare fee schedule, the proposed cuts
would require that the conversion factor be set at a proportionately
lower level in order to maintain budget neutrality. In that case, ev-
eryone loses.

Rural communities will be dismayed to find that the new fee
schedule does not provide sufficient incentives to attract and main-
tain primary care physicians. Physicians who hope that their pri-
mary care services will be paid more fairly will feel betrayed when
they realize that more cuts, but few or no increases, are in store. It
makes no sense for Congress to enact major reforms in physician
payment only to let those reforms be circumvented through the
budget process. -

Internists are also concerned that continued cuts in Medicare
will inevitably compromise availability and quality of medical care.
There is growing evidence that low levels of reimbursement, cou-
pled with the growing administrative burdens or hassle factors as-
sociated with the Medicare program may be beginning to harm
access.

A recent survey of internists found that growing disillusionment
with medical practice is leading established physicians toward
early retirement and discouraging new physicians from entering
primary care. The authors of the survey argue that “If withdrawal
from practice combines with the inability to attract medical stu-

-
A
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dents into the field, it is not difficult to construct a scenario in
which physicians in practice will be difficult to find.”

The RBRVS fee schedule offers the promise of reversing some of
the pessimism that may be discouraging physicians from entering
primary care. But if Congress agrees now to cuts that diminish the
proposed gains for reimbursement for primary care, the scenario of
reduced access to primary care services may be at closer hand than
many of us would like to believe.

We urge the committee not to be taken in by the Administra-
tion’s reform rhetoric and to reject cuts in Medicare Part B that
will undermine the RBRVS fee schedule. ASIM also strongly urges
the Finance Committee to oversee how the dollar conversion factor
used Yo create the new fee schedule is developed by HHS. The Ad-
ministration has signaled its intent to assume a major increase in
the volume of services under the new fee schedule in order to justi-
fy a much lower dollar conversion factor.

This would violate Congress’ intent that payments for underval-
ued services be substantially increased. Unexpected changes in
physician behavior should be factored into the conversion factor
only if there is hard evidence, based on actual trends and utiliza-
tion following the initial phase-in of the RBRVS fee schedule to jus-
tify such an offset.

ASIM also believes that Congress should reject any recommenda-
tion from HHS for separate Medicare volume performance stand-
ards and fee updates by category of services. Separate standards
and updates will undermine the RBRVS and lead the fragmenta-
tion of effort within the medical profession, rather than a unified
approach to controlling volume.

We urge the committee to address the problems being created by
the widespread down coding of evaluation and management serv-
ices by Medicare carriers. Mandating a fee schedule that pays more
for each level of service does no good if the Medicare program can
simply offset those increases by routinely downcoding those serv-
ices to a lower level of care.

Finally, the issue of reducing the administrative burdens placed
on physicians by the Medicare program should be on the Finance
Committee’s agenda for ongoing consideration. Growing physician
disillusionment with the Medicare program threatens future access
to primary care services. Congress should act now to restore some
reason and rationality to Medicare’s administrative demands,
rather than waiting until a crisis develops.

I appreciate having the opportunity to address the committee. I
would be happy to answer any questions.

q [The prepared statement of Dr. Lichtenfeld appears in the appen-
ix.] - T T

¢ Senator RockeFeLLER. Thank you, Dr. Lichtenfeld. I will have a
ew.

Mr. Jones, why don’t you go ahead?
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STATEMENT OF JEREMY M. JONES, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, HOMEDCO, INC,, TESTIFYING ON BEHALF
OF THE HEALTH INDUSTRY DISTRIBUTORS ASSOCIATION AND
NATIONAL ASSOCIATION OF MEDICAL EQUIPMENT SUPPLIERS,
ORANGE, CA

Mr. Jones. Thank you, Mr. Chairman. My name is Jerry Jones. I
am President of Homedco, Incorporated in Fountain Valley, CA.

Over the past few months 1 have had an opportunity to work
with members of the Senate Finance Committee staff and I am
pleased by their willingness to learn more about the home medical
equipment business. Homedco is a home medical equipment suppli-
er that operates in 30 States and we have 130 locations. We are in
the infusion, the respiratory care, and the home medical equipment
business.

I am here today representing the two trade associations that rep-
resent our industry—the Health Industry Distributors Association
and the National Association of Medical Equipment Suppliers.

Before I proceed, I would like to talk specifically about who
makes up our industry. Our industry is made up, substantially, of
providers of all types of health care services—hospitals, major orga-
nizations—such as the Voluntary Hospital Association in Dallas;
primary acute care facilities—such as the Cleveland Clinic and the
Baylor Medical Center—all have vested interests in the home med-
ical equipment business. That is also true of the Visiting Nurse As-
Zociatiion in major markets, such as New York City, Dallas, and Los

ngeles.

In addition to those major entities there are 2,000 to 3,000 inde-
pendent business people who are operating in a variety of different
markets and there are also a few limited number of national firms,
such as Homedco, that participate in this business. .

I think it is important for you to understand how we acquire our
business. The home medical equipment industry is a referral busi-
ness. We generally rely upon recommendations from medical pro-
fessionals, such as physicians and hospital discharge planners, to
refer patients to us for the services that we supply, on an ongoing
basis. We, very infrequently, market directly to patient users.

The fiscal year 1991 Medicare proposals from the Administration
proposes a $5.5 billion cut which represents better than 33.3 per-
cent of the total expenditure cuts proposed by the Administration.
The Medicare portion of the Federal budget is only 8.3 percent in
total. It seems to be substantially out of line.

We were pleased recently to see that the Senate Finance Com-
mittee had endorsed to the Budget Committee that the sequestra-
tion'level appears to be an appropriate level for fiscal year 1991.

With regards to the home medical equipment business in particu-
lar, the Administration has proposed cuts of $250 million. The
home medical equipment business is 1 percent of total Medicare ex-
penditures. And the Administration is asking us to assume 6 per-
cent of the total cuts overall. I do not believe that it is fair to a

- service component that (1) is perceived as being cost effective; (2)

that is one of the few true long-term care benefits that exists for 65
ear old beneficiaries and (3) for an industry that is struggling to
eep up with continuous and on-going cost containments.
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If you were to review the legislative history of our industry, you
would find out that we have experienced a continuation of freezes
and updates since 1985. Over a T-year period we have had a 1.7-
percent CPI increase. During that same period of time costs based
upon CPI have increased at better than a 20-percent level.

The administration’s proposal that we have been talking at great
length about is the proposal to develop a national fee cap structure
for reimbursement of home medical equipment preducts. To begin
with, this destroys the six-point plan methodology that was passed
as part of the reconciliation program in 1987 and was implemented
in 1989. The six-point plan architecture calls for regional rate re-
duction over the period of 1991 and 1992.

The HME business—the home medical equipment business—is
primarily a local business that is service intensive and people in-
tensive as well. Our cost factors are driven almost totally by local
factors—the geographic market that we serve, the wages, insur-
ance, and the State and local regulations under which we operate.
We are a highly regulated industry in that we have to comply with
both the Department of Transportation regulations and the FDA.

To cite a couple of examples of the t; of independent regula-
tions under which we operate. In the State of Washington, home
medical equipment services are taxed—sales tax is at a T-percent
level. In the States of Maine, Ohio and Texas, there are individual
regulations that require certain clinical standards and cualifica-
tions for providers of home medical equipment services that do in
fact deal with patients.

National rates do not reflect variations in local markets, either
by medical practitioners, by State regulation, or the lccal costs of
doing business.

In our written presentation, I have addressed other areas that
were proposed by the Administration, particularly the reduction in
payment structure from 150 percent of purchase price to 120 per-
cent; and also a proposed additional reduction of 5 percent on
oxygen. We are opposed to these initiatives in that we have already
accepltlgd a 5 to 30-percent reduction of oxygen during the last 12
months.

In addition to that I am aware that the Senate Finance Commit-
tee has interest in the competitive bidding approach to home medi-
cal equipment and I wculd be prepared to deal with that question
sometime in the future should it be appropriate.

In summary, I guess I would like to tell you that our industry is
definitely opposed to the Administration’s proposal. We believe
that the cuts should be proportional and that we represent 1 per-
cent of the business. I would also suggest that the private sector
has developed means of controlling utilization and putting incen-
tives in the proper place to reduce overall expenditures.

Mr. Chairman, I thank you for your time. I would look forward
to answering any questions, either in written form or orally, should
you require them.

The preﬁz:)x;:ed statement of Mr. Jones appears in the appendix.]

nator KEFELLER. Thank you, Mr. Jones. I will just pick up
your invitation about competitive bidding. You said you would be
prepared to address that at some future time. We are now 30 sec-
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onds after you have made the statement. I am interested in your
approach to it.

Mr. Jones. Mr. Chairman, competitive bidding is not necessarily
a new concept. It is a concept that has been discussed in the past
and has previously been tried. In fact, it was even analyzed by the
Health Care Finance Administration and it has also been utilized
in certain States. It has been difficult to manage at best.

And the reason for that is by and large to successfully bid serv-
ices in the home medical equipment business, you need to break up
the service areas throughout the United States and match them
with product providers of each one of the individual equipment
items that we supply. There are not suppliers available in our in-
dustry which traditionally handle a broad range of services. So to
designate a specific geographic area where a single supplier could
handle say 65 or 70 percent of all the services required would be
very difficult to do at best.

In addition, the industry has difficulties in dealing with this ap-
proach. We are an industry that if we do everything right we prob-
ably can collect our accounts receivable in about a 90 day period of
time. The availability of working capital to fund large increases in
business through the attainment of a contract would be difficult at
best. In fact, it might even give an advantage to some of the larger
suppliers over the smaller companies in our business.

I guess I would like to cite the recent information that has been
revealed by the Veterans Administration. For sometime the Veter-
ans Administration has been using competitive bidding for obtain-
ing oxygen service. Recently 11 of the major hospitals in the South-
eastern portion of the United States went through the JCAHO ac-
creditation process and all of them turned up with a deficiency in
their home care service area because none of the suppliers who
were servicing those areas even came close to meeting JCAHO
standards. -

In fact, in one particular situation it was reported that there was
a single employee in the entire State of Alabama that was respon-
sible for taking care of 250 individual oxygen patients.

In general, it is a very, very difficult thing to manage. From an
administrative standpoint, not only for our industry, but certainly
for the health care finance administration as weﬁ, it is a risky
strategy because there is a likelihood that rural areas and certain
beneficiary services that have been supplied in the past will
become difficult to obtain in the future.

If, however, the Senate Finance Committee feels that it is a
strategy that must be attempted and tried, I guess that I would ask
that you work with our industry in addition to working with HCFA
and let us have a substantial amount of input into the development
of the system.

We also believe, because of the vulnerability of the system as it
exists today, that the demonstration project would have to be of an
extensive period, probably a minimum of 3 years. You cannot
evaluate the impact upon beneficiaries and the success of the com-
panies in managing the working capital deficiencies that occur
without a thorough evaluation overall.

The other thing I would suggest to you is that beneficiaries will
be impacted in a competitive bidding environment and that you
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should take into consideration that beneficiaries should have some
options to at least pay for additional services out of their own
pocket should they feel it appropriate to do so.

We believe that competitive bidding is difficult. It is something
that has not proven to be successful on a mass basis in the majori-
ty of situations where it has been tried in the past.

Senator RoCKEFELLER. All right. That is a full answer.

Mr. Jongs. Thank you.

Senator RockEFELLER. And fair enough in terms of working with
you all if that should come about.

Dr. Ring, I mean if there is anything that anybody knows is that
there is a budget crisis and there is nobody more angry at the $5
billion, plus Medicare cut than myself. But we have to deal in the
world as it is. I mean, the President What was lithe cut $3 billion
from his defense budget of $300 billion and over $5 billion from the
Medicare budget of $100 billion. That is not exactly what I call
proper priority setting.

It is interesting, nevertheless, that, in the attachments to your
testimony, the American Medical Association opposes every single .
budget cut in the President’s budget except that you support rais-
ing beneficiary premiums, and you support ending payments to
hospitals for certain payments to physician’s assistants, a group of
providers for whom you opposed payment in the first place. I would
simply ask you, sir, within this context if that is an honestly bal-
anced proposal that you have given to us.

Dr. Rinc. We think that increasing premiums to patients is a
method of increasing patients’ awareness that medical care is
costly. It is my personal view that the hyperinflation in medical
care, as opposed to other items in the general economy, is driven
by excessive demand and a perception that health care is either
cheap or free. I think the AMA’s position on increasing beneficiary
participation is to increase beneficiary awareness that medical care
is not only valuable but also expensive.

With regard to the other providers that was to avoid a duplica-
tion I believe. »

Se}?a%or RockerFELLER. To avoid duplication? Could you elaborate
on that? '

Dr. RinG. I couldn’t, but Mr. Ruben can.

Senator ROCKEFELLER. All right.

Mr. RuBiN. As we understand the Administration’s rationale,

“Senator, hospitals were receiving as part of their DRG payment the

cost of having those employees on their payroll. When that was
then shifted over to direct cost it created a situation where there
was direct reimbursement for the services of the PTA as well as
that cost not having been adjusted into the prospective payment
amount.

Senator RockereLLER. Dr. Ring, do you have, in view of your tes-
timony, do you have proposals as to how, in fact, the Medicare
budget the extent that the Finance Committee will have to cut it to
some degree how we should do so?

Dr. RinG. I believe and agree with other speakers on the topic
that if cuts must be made they should be made uniformly across
the board.

Senator ROCKEFELLER. You mean Gramm-Rudman?
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Dr. RiNGg. The Graham-Rudman would be acceptable to us, if we
came to that.

Senator ROCKEFELLER. But if one follows that philosophy, that
you make cuts across the board, that is not decisionmaking, that is
sort of nondecision making. I mean there are some things that are
more important than other things and ultimately that is what
policy is all about—making those choices. If you just say every-
thing should be cut equally, in an era of financial trauma in medi-
cine, isn’t that too easy an answer?

Dr. RinG. It may be too easy an answer. The AMA does feel that
we have now reached the point where the Medicare budget cuts are
hurting beneficiaries. I think Medicare has sustained too many hits
over too many years, and that our patients are getting hurt. And if
cuts are to be made, they should be made uniformly, rather than
directed at specific targets such as our Medicare patients.

Senator ROCKEFELLER. I see.

Dr. Lichtenfeld, you suggested that the committee should consid-
er providing a greater than inflation update for primary care serv-
ices starting in 1991. That is interesting. I hope that you under-
stand that there has been an enormous amount of sympathy on
this committee, from this Senator and others, for physicians who
provide primary care services. I assume that you know that we re-
ported a physician payment reform bill last year that had a bonus
payment of 10 percent, effective immediately, and that is not an in-
consequential. That was for underserved rural and urban areas.
That is law.

You know, I understand. Everybody has to fight for their posi-
tion, but isn’'t that a bit much? We are talking—you do not dis-
agree that we are going to have to cut Medicare as distasteful as it
is to every one of us?

Dr. LICHTENFELD. Senator, I am going to step back for a moment
and say that Medicare—I \;‘(’duld"ag'ree with the proposition that
Medicare over the course of years has taken, as has been said a
moment ago, an enormous hit with respect to restriction of funds,
to the point that basic medical care—the type of care that I have to
deliver one-on-one with my patients may begin to suffer.

I think the hits have been enough. Now I am not disputing the
fact that there are difficult decisions that are going to have to be
made. I have to speak from my position as a primary care inter-
nist, recognizing the crisis that is occurring, that is coming about,
as a result of what has happened over time. I certainly understand
and appreciate, as does my organization—the American Society of
Internal Medicine—the efforts that you personally have made as
well as the members of the committee with respect to RBRVS.

But we face a real crisis in internal medicine. It is not an imag-
ined crisis. The numbers are available. They are on the table. They
are reﬁ)orted in reputable medical journals-—-the New England
Journal. Thei have been reported in the public press recentlg' in
the New York Times. We face a rapid decline in graduate medical
students entering the field of internal medicine because of a varie-
ty of perceptions and because of a—I would use the word—signifi-
cant inequity in reimbursement.

How the committee chooses to address that issue is ultimately in
the hands of you and your colleagues. I do not think, to argue the



87

position, that our situation has to be recognized is inappropriate. I
do understand the difficulty that is faced in trying to come to a
reasonable answer to a very, very difficult situation.

I think that you, yourself, alluded where the money is cut does
not make sense. What I am saying here is that we have worked
very hard on reform. The physicians have worked hard; the Con-
gress has worked hard; the PPRC has worked hard, to come to a
position where we are today where we are ready to move forward
with meaningful substantive reform. It is time to do that. What is
going on here may seriously jeopardize that reform next year and
the year after.

Senator RockeFELLER. I think that is a very fair response. What
in a sense you are all saying is that your professions are in
danger—and also, Mr. Jones, you in a different way. There is a
feeling out there that the reward, not just financial but psychic, for
being in medicine is declining and we have an era of mistrust—
every patient looking at you as a potential—you looking at them as
a potential litigant, et cetera. In other words, a part of the service
sense is gone.

Not all of that is money; and on the other hand, part of it is.
That is the point of RBRVg, to shift rewards towards primary care.
I cannot argue that. It doces not make much sense to talk about
what are we going to do to rural hospitals and updates and closing
the differentials. If people aren’t getting into the profession, and if
the very best of-our people are not getting into the profession,
money has to be a part of that.

There are a lot of places, it seems to me, including in my own
State, where people think that kids go to school and if there is a
teacher there that is fine. But what is important is that to get the
very best teacher, you have to pay people to teach; you have to re-
imburse physicians to practice. But there are other aspects as well:
this general malaise of budget deficit out of control, this new rela-
tionship between patients and doctors which is exacerbated by
medical liability—your requirements to practice defensive medicine
which is distasteful to you—sort of a departure from the original
comfort of that relationship.

Don't these aspects have to be addressed by much larger mecha-
nisms than we are talking about today? I would point right to the
Pepper Commission and some of its recommendations. I agree with
you, Dr. Ring, I think that people do have to pay their part of the
cost of health care in order to understand that overuse or abuse of
the system, is not in their financial interest. The way that they are
ﬁoing to understand that is by having to pay for part of it. And you

ave to address such things as universal access.

I mean part of the financial burden is, in fact, uncompensated
care, not only to hospitals but to doctors and very much in the
kinds of rural areas that I represent. In rural West Virginia a
family physician does not make $400,000 or $500,000, but may in
fact maip(e $40,000 or $50,000. It would depend upon the area.

So I mean really we are tinkering here, aren’t we? There is a
demand for much larger answers, much more fundamental answers
in public health policy. Is that not fair?

Dr. RinG. I think o, Mr. Chairman. I think that is one of the
reasons we at the American Medical Association supported the
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Pepper Commission report. But when you get into the broader
more philosophic aspects of the issue, that is really our profession’s
job. In every doctor there is a little bit of altruistic missionary, a
little bit of militant professional, a little bit of businessman, and a
little bit of what I hope is just temptation, but of a money grubber.

The challenge to our profession is to see to it that we stick to the
bases upon which qur art rests. Those bases are competence, ethics
and compassion. If we lose them, as a profession we lose, and more
importantly, our patients lose an awful lot.

think that in spite of all the “hassle factor” that we have heard
about, there is an awful lot good about medicine. And it is up to us
as professional leaders to see to it that it stays there.

nator RoCKEFELLER. I think that is really well said. I think it is
a really honest statement that you have made too. Because you are
describing a physician in the way that you would describe any
person in this country. In other words, a doctor does not have to be
in the business of medicine for 100 percent altruistic reasons in
order to be called a good doctor or a good person. There has to be
that mix as there does on all the rest of us. Those of us in public
service are underpaid, we feel. But our constituents certainly do
not. So there has to be a mix. I think that point is a very fair one.

I don’t really mean to be waxing philosophical here. But I do
worry enormously. In West Virginia we get help from the National
Health Service Corps which I strongly support because it is a little
bit like the way I got to West Virginia myself as a Vista volunteer.
I decided to stay because I went there for altruistic reasons and fell
in love with the State, and that was 26 years ago.

Well as you know, in the National Health Service Corps, doctors
go to a place and then they get intrigued by it and sometimes they
stay there. But the National Health Service Corps cannot do it all.
I mean that is just sort of trying to fill in the regular demand and
supply problem that you are referring to. We also have to address
reimbursement; we have to face up to medical liability, as in fact I
think we have to face up to product liability in order to make our-
selves more competitive on a manufacturing basis.

Medical liability is absolutely fundamental. We had a situation
recently in West Virginia—and I will not comment on the merits of
the case because I am not qualified to—but the jury awarded a $15
million settlement on a case and immediately the next day the
County announced that its hospital would no longer deliver babies.
We have 92 OB/GYNs left in West Virginia. Two years ago there
were 200. One-half of those are 5 years from retirement; and I
guarantee you they will all take it.

The pediatrician that brought up my wife’s and my four children
is f‘ust a superb pediatricizn. He just said 6 or 7 years ago, “The
hell with it. I have had it and 1 am getting out.” And he did. He
went to Florida and is doing other things.

We have to understand there is an instinct in this country to
blame doctors for making money or to be angry at doctors for
making money. That causes people to be hostile in some cases. On
the other hand, you cannot go through the training that you go
through and accumulate the debts that you accumulate and then
have us expect you to go out into rural areas or inter city areas
without being compensated.



89

I really think it is a dilemma. We have to make fundamental
changes in our system. We have to adopt a public posture from pol-
icymakers that says to professional medical people that you are
valued as human beings as well as professionals, and that we are
not at some kind of war. In a sense, we are all trying to accomplish
the same purpcse, which is to get health care to people who need
it, which we are failing to do in this country.

That was not a question. There will be questions of Senator Bent-
sen, and others will have to submit to you in writing.

[The questions appear in the appendix.]

Senator RoCKEFELLER. I thank you all very much for listening to
my meandering thoughts.

This hearing is adjourned.

[Whereupon, the hearing was ad_]ourned at 1:02 p.m.]
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APPENDIX

ADDITIONAL MATERIAL SUBMITTED

%

PREPARED STATEMENT OF SENATOR LLOYD BENTSEN

Today’s hearing is an opportunity for the Committee to hear comments on the
spending cut and policy changes proposed in the Administration’s 1991 budget per-
taining to Medicare, Medicaid, foster care, and other income security and social
service &rog’rams that come under the jurisdiction of this Committee.

The ional Budget Office estimates that the Administration’s budget pro-

would lower payments for services under the Medicare program by about g5.2

illion. This is the single largest %pending reduction proposed in the President’s

budget. Of the total, $3.9 billion—75 percent—would come from reducing payments

to hospitals for inpatient and outpatient services. Abut $990 million, or 19 percent
of the cuts, would come from payments to ph{{sicians.

In my view, cuts of this size are excessive. Hospitals would be the principle source
of the savings. Yet the Prospective Payment Assessment Commission tells us that
half of the hospitals across the United States lost mong on Medicare patients in
1987, and tnat the situation has deteriorated since then. Some of the proposals, such
as reducing the indirect medical education adjustment from 7.7 percent to 4.05 per-
cent, have previously been rejected by this Committee. With regard to physician
payments, the Physician Payment Review Commission suggests that many of the

inistration’s proposals would interfere with implementation of the payment
reform package that was recently enacted.

Now, while I do not believe that this Committee can accept the Administration’s
proposed $5.2 billion in Medicare speeding cuts, we undoubtedly will have to take
steps to reduce growth in Medicare expenditures, which increased 35 percent be-
tween 1985 and 1989, more than twice the increase in the Consumer Price Index.
Hopefully, our witnesses will give us some guidance about which proposals will help
us make necessary cuts in a way that is least disruptive to good patient care.

We’'ll also be looking for guidance on the issue of Federal funding for foster care

lacement and administrative activities under the Title 4-E program. Ms. Janice

ruendel, Deputy Commissioner, Connecticut Department of Children and Youth
Services, will present the views of the American Public Welfare Association on the
Administration’s proposal to impose a 10 percent limit on annual increases in Fed-
ex;al matching for costs incurred by the States for foster care placement and admin-
istration.

In addition to those witnesses who requested the opportunity to appear today, we
will be hearing from the two Commissions charged with advising us on Medicare
payment policy. Dr. Phil Lee, Chairman of the Phésician Payment Review Commis-
sion agreed to join us today. Although the PPRC annual report is not due until
April 1st, Dr. Lee is here to discuss PPRC’s reaction to the proposals in the Presi-
dent’s budget affectir‘\ig payments to physicians. Dr. Bruce Vladeck, President of the
United Hospital Fund of New York, and a member of the Prospective P?ment As-
sessment Commission, will report to us on ProPAC’s annual recommendations for
changes in Medicare’s prospective payment system for hospitals.

I'm sure today’s hearing will be helpful to the Committee as we begin our delib-
erations on the 1991 budget.

PREPARED STATEMENT OF JOSEPH CZARSTY

I am Joseph Czarsty, M.D., Chairman of the Board of Directors of the American
Academy of Family Physicians, the national medical specialty society representing

1)
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over 68,000 gracticing family physicians, family practice residents and medical stu-
dents. Thank you for inviting me to share with you today our Academy’s views re-
garding the Medicare program.

I would first like to thank the members of this committee for your exempla
work during the final hours of the first session of the 101st Congress to accomplis
Fassage of Medicare physician payment reform. The Fackage that you and your col-
eagues in the House enacted represents a thoughtful approach to addressing many
of the concerns that Congress, the medical profession and the public have shared

“about the Medicare program. You in Congress designed a comprehensive reform
package, which includes a rationalized pricing system, limits on balance billing, a
means for addressing overall Medicare expenditures and a program expanding out-
comes and effectiveness research. The new law holds the potential for providing
greater equity in physician payment, financial protection for beneficiaries, a meas-
ure of control in the growth of Medicare expenditures and support for improving
the knowledge base on which clinical decisions are made.

Family physicians are encouraged that when fully implemented the new fee
schedule should more accurately and appropriately value services, should eliminate
troublesome specialty differentials and moderate the significant disparities in pay-
ment between urban and rural areas. Furthermore, one of the major benefits of the
new fee schedule may be its influence on medical specialty and practice location
choice, encouraging more students to choose primary care specialties and practice in
rural and other underserved localities. This approach ultimately will benefit pa-
tients by providing greater access to many essential primary care services.

However, in order for the benefits of the reform to be realized and the integrity of
the package preserved, the transition to and implementation of the four elements
must be managed carefully. We encourage this committee to monitor this process to
ensure implementation is done in a manner consistent with Congressional intent
and within the time frame specified in law.

Therefore, we caution against further changes in Medicare physician payment
that could alter the _progress mac? to date. Any modifications in the program should
be consistent with and move in the direction of the reform package and assist
rather than hinder the transition, as is the case with the proposed increase in the
MEI for primary care services. However, many of the Medicare related proposals
included in the Administration’s budget give rise to significant corcern. The Acade-
my'’s views on selected aspects of the budget proposal are outlined below.

REDUCTION IN PAYMENTS FOR OVERVALUED PROCEDURES

The administration’s proposed reductions in payments for procedures that are
overvalued in relation. to the estimated resource-based fee schedule violate the spirit
of physician payment reform by failing to address undervalued services. Previous
attempts to constrain Medicare outlays through selective price cuts have only pro-
vided an incentive to increase per beneficiary volume of these services. The so-called
overpriced procedure cuts have not proven to be a successful method of slowing the
growth in Medicare spending and there is little reason to expect that the proposed
reductions will be any more likely to achieve their intended effect in FY 1991.

REDUCTION IN PAYMENTS FOR OVERVALUED LOCALITIES

In proposing only reductions in payments for procedures in localities where pay-
ments exceed the national average, the administration’s proposal has fallen prey to
the samie flaw in logic evidenced in the overvalued procedure cuts. Reductions alone
only provide ar incentive to increase volume and have proven remarkably ineffec-
tive in constraining the growth in outlays. Reducing payments in some areas while
failing to address the perversely low payments in other, mostly rural areas perpet-
uates the access problems faced by rural beneficiaries while this approach offers
little hope of effectively addressing the growth in volume.

Of additional concern regarding reduced payments in overvalued local ties is the
use of the existing geographic practice cost index (GPCI) to adjust for alleged geo-_
graphic differences in practice costs. Qur analysis of the GPCI indicates that it is
significantly flawed and that it provides an entirely disto picture of relative
practice costs. We are unaware of any data supporting the céficlusion that geograph-
ic differences in practice costs exist. In fact, if any conclusion is to be drawn from °
practice cost data, it is that rural practices are slightly more expensive than urban
practices, which is opposite to the conclusion reached by the GPCI. I hasten to
remind the committee that in OBRA 89 Congress adopted a Finance Committee pro-
vigion calling upon the Physician Payment Review Commission to study the extent
to which practice costs vary geographically and the extent to which the available
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GPCI accurately reflects practice costs. At a minimum I urge you to avoid using the
GPCI before the studies that you have requested are completed.

PHASE-IN INCREASES FOR NEW PHYSICIANS

Congress previously limited fees for new physicians for two years, at 80 and 85
percent of the prevailing charge levels. Given the historical inequities in calculation
of Medicare physician fees, these limits prevented new physicians from entering
practice and receiving payment significantly greater than established physicians
practicing in the same locality. However, the new proposal would limit payment for
nev:dphysicians over a five year period, and extend this policy under the new fee
schedule. We strongly object to this provision. A principal purpise for developing
the new fee schedule is to rationalize payment. Once an appropriate fee for each
service is determined, we believe it imperative that Medicare recognize the fee for
all physicians providing the given service. We believe it inappropriate to arbitrarily
prohibit licensed physicians providing a service from eligibility to receive the pay-
ment determined to be rational and appropriate for the particular service, and urge
you to reject this proposal as inconsistent with the intent of payment reform.

ASSISTANTS AT SURGERY

The proposed budget calls for paying the same amount for a surgical procedure
regardless of whether or not the primary surgeon elects to use an assistant. Only
limited exceptions would be allowed. The rationale cited for this proposal is based
on the wide geographic variation in the use of physicians as assistants at surgery
and in the use of primary care physicians. The proposal would create a disincentive
for a physician to provide assistance at surgery and for a surgeon to utilize an as-
sistant. It would encourage surgeons to select assistants who are nurses or hospital
staff paid bf’ the hospital because only then could the surgeon keep the entire fee.

Individual situations often require that there be another physician actively par-
ticipating in the patient’s surgical care. Primary care physicians serving as assist-
ants are in a position to recognize that there are unique circumstances surrounding
a patient’s surgery and the operative complications that may arise. Family physi-
cians are particularly qualified to provide this assistance because of their knowledge
of their patients’ medical history and the existence of multiple conditions that
might complicate a procedure. Family physicians bring to the operating room more
than just the technical ability to assist at surgery.

CLINICAL LABORATORY SERVICES

The administration proposes saving $60 million by reducing payment for clinical
laboratory services to 90 percent of the median fee schedule amounts for non-profile
tests and 80 percent of the median for profile and standardized tests. Fees above the
limit would receive no update in 1991. We would urge extreme caution in fee reduc-
tions for clinical labs at this time. Clinical laboratories in locations previously un-
regulated will soon be required to meet stringent regulatory requirements that may
threaten the financial viability of a number of laboratories. The regulations are an-
ticipated to create considerable additional costs for physician office laboratories.
These costs coupled with the proposed reduction in fees could create significant
hardships. We are very concerned that the number of laboratories may be severely
diminished, which would threaten patient access to quality laboratory services.

MEDICAID

While this statement has focused primarily on Medicare related issues, I want to
take the opportunity to briefly discuss the Medicaid program, specifically as it re-
lates to access to care.

The Academy is increasingly concerned about access to care by the millions of un-
insured children and adults and believes that a strategy to provide insurance to this

pulation should include expansion and reform of the Medicaid program. We be-
ieve that necessary changes in the Medicaid program must include uniform eligibil-
ity levels, a uniform essential benefit package, and payment levels that are consist-
ent with Medicare payment using the resource-based fee schedule. The Academ
supports efforts of the Physician Payment Review Commission to examine the Med-
icaid program and looks forward to working with PPRC and Congress to develop
approaches for reforming this program and to develop a plan, utilizing Medicaid as
a component for providing access to insurance for all Americans.
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REDUCTION IN CAPITAL AND OUTPATIENT PAYMENTS TO RURAL HOSPITALS

Because nearly thirty percent of family physicians practice in rural communities,
we share the concern expressed by many of the members of the Finance Committee
about the plight of rural hospitals. Rural hospitals do not have a sufficient volume
of cases in each DRG to achieve the ‘‘averaging” necessary to survive under PPS. As
you are well aware, the typical rural hospital is experiencing a negative margin on
its Medicare business. The loss of a rural hospital can mean the loss of all communi-
ty-based health care. The failure of Medicare to pay its full share of capital costs in
rural hospitals aggravates an already parlous situation.

We are particularly concerned about the administration’s proposal to reduce by 10
percent payment for certain hospital outpatient services and to reduce by 15 percent
capital payments for outpatient services in all but sole community hospitals. The
administration’s proposed outpatient cuts will disproportionately af‘l!ect rural hospi-
tals, which generate a greater proportion of their Medicare income from outpatient
services than do urban hospitals. A primary goal of PPS was to encourage the move-
ment of inpatient care to the outpatient setting whenever that could be accom-
plished without a decrement in quality. The increase in expenditures for outpatient
care should be regarded as an expected result and a sign of the program’s success.

In addition, the reductions in payment for outpatient services may also have a
negagigzl impact on ambulatory-based graduate medical education programs, as
note ow.

CHANGES IN MEDICARE GRADUATE MEDICAL EDUCATION PAYMENTS

The budget proposes changes in two areas relating to Medicare graduate medical
education payments. The first relates to the factor used in making indirect medical
education pa’?'ments to teaching hospitals. The proposal would reduce the IME
factor from 1.7 percent to 4.05 percent. This proposal would seriously jeopardize
many family practice residency programs. With their emphasis on primary care
services provided in an ambulatory setting, these teaching programs tend to have
costs associated with their training that differ from inpatient based programs. The
Institute of Medicine identified some of the factors contributing to the relatively
higher costs of ambulatory training compared to inpatient training such as the need
for additional space. As reductions in the Medicare indirect GME payment cause
hospitals to evaluate their commitment to medical education programs, we are con-
cerned that ambulatory-based primary care residency programs such as family prac-
tice will become less attractive to hospitals.

Similarly, we are concerned about the impact of the proposed “‘reform” of direct
GME payments. The proposal would establish a per resident payment derived from
the national average of F'Y 1987 resident salaries updated by the CPI, with primary
care residents weighted at 180 percent of the per resident amount. The proposal
would, by basing the payment on salaries alone, disregard the other important ele-
ments of direct costs of graduate education presently recognized by the Medicare

rogram, such as faculty, classroom and other costs. While the suggestion of a
gigher weighting factor for primary care programs is attractive, the recalculation of
direct costs would result in a significant payment reduction to teaching hospitals.
The anticipated effect, given the financial fragility of primary care teaching pro-
grams, would be a threat to their viability as the Medicare revenues to teaching
hospitals are further diminished.

SUMMARY

The American Academy of Family Physicians stron%ly supparts reform of Medi-
care physician payment recently enacted by Congress. We believe that implementa-
tion of this plan will result in a greatly improved Medicare payment system—im-
proved from the perspective of Congress, beneficiaries and physicians. However, we
must ensure that the transition to and implementation of the plan is consiatent
with the comprehensive reform enacted by Congress. Further modifications to Medi-
care payment and policy must be consistent with the reform in order to preserve its
integrity. We urge this committee to reject Medicare budget proposals that would
disrupt the positive action taken by Congress. We further caution against additional
changes in Medicare payment to hospitals that would jeopardize primary care edu-
cation and impede access to care.

Thank you again for the opportunity to share the views of the American Academy
of Family Physicians. We looﬁoforward to working with you as we move toward an
improved Medicare program.
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ResPONSES T0 QU=ESTIONS FROM SENATOR BENTSEN

Question. Dr. Czarsty, in your statement you suggest that past reductions in pay-
ments for physician services have created an incentive for af?ected physicians to in-
crease the volume of their services—and that such behavior has frustrated efforts to
restrain the growth in expenditures. This viewpoint is considerably different from
what the Committee heard from physician organizations during our deliberations on
physician payment reform, and it has disturbing implications. Are you saying that
there is no effective way of restraining the growth in expenditures for physicians’
services? How would you advise the Committee to address the problem?

Answer. The overpriced procedure cuts have not proven to be a successful method
of slowing the growth in Medicare spending due to per beneficiary volume increases.
What must be accomplished to reduce volume is to remove the distortions in the
incentives to physicians concerning what services to provide. We believe payment
reform creates incentives to provide less costly substitute services by increasing re-
imbursement for those services. Payment cuts in the absence of payment reform,
will not reduce volume or overall Medicare spending.

When Congress enacted physician payment reform, it adopted a package, which
includes a means far addressing overall Medicare expenditures through Medicare
Volume Performance Standards and a program expanding outcomes and effective-
ness research. By basing fee updates on how expenditure growth compares with a
performance standard, the medical Frofession is given an incentive to slow expendi-
tures growth. We support establishing separate targets based on category of physi-
cian services and believe this will enable identification, monitoring and control of
services with increased volume. In addition, practice guidelines will increase appro-
priate use of medical resources by providing physicians and payers with the infor-
mation they need to make better choices about appropriate medical care.

hShould you have any additional questions, we would be pleased to respond to
them.

PREPARED STATEMENT OF PAUL A. EBERT

Mr. Chairman and members of the Subcommittee, I am Paul A. Ebert, MD, FACS,
Director of the American College of Surgeons (ACS). The College appreciates this
oppox;)tuéxity to present its views on the President’s proposed fiscal year 1991 Medi-
care budget.

As you know, Mr. Chairman, the American Collefe of Surgeons was an active par-
ticipant in and supporter of this committee’s work last year as it developed the phy-
sician payment reform legislation that was approved by Congress last fall. We were

articularly pleased to work with gou and your staff to develop the Medicare
olume Performance Standard (MVPS) rate of increase concept, and the establish-
ment of a separate standard for surgical services. The College was, and still is, very
much committed to working with you and other policymakers to develop reasonable
approaches to public policy problems relatingego Federal programs like Medicare.

e are also committed to working with the Secretary of Health and Human Serv-
ices and his staff to implement-the new MS program and other elements of the pay-
ment plan.

However, Mr. Chairman, when we looked at the Administration’s budget a few
weeks ago, we began to wonder how interested the President’s advisers really are in
working with physician organizations to implement the new Medicare program
changes in an orderly-and=seasonable manner. It appears to us that no one in the
Administration seems to be aware of the fact that less than two months before this
budget was submitted, Congress approved, and the Administration supported, major
revisions in Medicare’s approach to physician payment.

We believe that changes in the design of a program as complex and as important
as Medicare should proceed in the most orderly manner possible. Disru(rtions should
be kept to a minimum, and changes in Medicare policy should be judged on their
long-term implications for patient access to hifh-?uality surgical and medical serv-
ices. In our judgment, the Administration’s 1991 budget proposal meets none of
these criteria and should be rejected. We recommend that Federal policymakers
give the new Medicare payment reform plan a chance to take effect before adopting
additional policy changes that could interfere with its implementation.

MEDICARE ECONOMIC INDEX (MEI) UPDATE FOR PHYSICIANS' SERVICES

Consider, for example, the recommendation in the President’s budget that an MEIl
update should be provided only for primary care services. According to the Adminis-

~—
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tration, this recommendation would improve equity in relative payment levels for
physicians’ services. But in his October 1989 report to Congress entitled Implemen-
tation of a National Fee Schedule, Secretary Sullivan observed that “significant
lead time is needed before implementation of a new payment system based fully on
RBRVS. This is needed to assure reasonable accuracy in payment determinations.”

A few months ago, Congress approved the adoption of a new Medicare fee sched-
ule plan that will make adjustments in the relative value of various physicians’
services on a phased-in basis. Congress also agreed that the RBRVS would be imple-
mented only after further research has been completed to determine exactly what
the relative values among such services are. We think that was a prudent decision.
In addition, preliminary estimates using the RBRVS suggest that some non-primury -
care services are undervalued. Thus, until the new plan goes into effect, we believe
it is appropriate for all physicians’ services to be subjected to the same update rules.

“OVERVALUED" SERVICES

We are especially disappointed with, and strongly object to, the Administration’s
plan to again single out certain procedures, including many important surgical pro-
cedures, for payment reductions on the grounds that those services are “overval-
ued” when compared with a resource-based Medicare fee schedule—a schedule that
hasn’t even been established yet.

The information and data upon which the “overvalued” progosal ia based are, in
our judgment, flawed, inaccurate, and certainly incomplete. Qur observations are
borne out by the fact that currently there are major studies under way to re-exam-
ine certain services. These studies have been undertaken because of legitimate
doubts that have been raised about the methodology and the quality of the original
research effort that was used to justify payment reductions for those services. More-
over, there are many other physician specialties that are being studied for the first
time, and the results of these studies will affect the final values assigned to all Med-
icare services. We think that this work should be completed and thoroughly evaluat-
ed before further arbitrary and selective payment adjustments are made solely for
short-term budgetary goals.

The College believes that Congress was correct last fall when it included in the
statute a specific time frame and instructions to be followed by the Secretary and
the Physician Payment Review Commission before other payment modifications are
made on the basis of limited information.

ASSISTANCE-AT-SURGERY

Mr. Chairman, the College believes that the Committee should firmly reject the
Administration’s proposal related to the use of and payment for assistance-at-sur-
gery. This proposal reflects a lack of understanding of why an assistant-at-surgery
may be needed during an operation. In addition, it proposes to simply ignore the
fact that the use of an assistant-at-surgery involves the application of skills and
knowledge that must be fairly valued and reimbursed by the Medicare program. I'd
like to spend a few moments to expand upon our concerns in this area.

The College has developed guidelines for determining when an assistant-at-sur-
gery is required for a procedure. We believe the application of the guidelines has a
direct bearing on both the quality and safety of the surgical services that are provid-
ed to a patient. The factors that a principal surgeon should consider in deciding
when an assistant is needed include:

¢ The degree to which the operation is complex and technically demanding, so
that joint efforts of the principal surfeon and one or more assisting physicians con-
tribute meaningfully to the successful treatment of the patient.

¢ The expected effect of the use of an assistant on ths patient's mortality and
morbidity, including that related to blood loss and duration of the operation.

¢ The degree to which the patient's history indicates that there is a substantial
risk of complications arising in the course of the operation that would require the
gtewices of an assistant-at-surgery to avoid the increased risk of mortality or morbid-
ity.

On the basis of these criteria, it may be possible to identify those procedures that
almost always require the use of an assistant-at-surgery, and those for which an as-
sistant is almost never re%uired. However, it should be emphasized that for other
procedures, professional judgments are necessary to determine whether an assistant
should be used in a specific case. The College believes that the responsibility for de-
termining the need for an assistant-at-surgery rests squarely with the principal sur-
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geon. Thus, it is our view that payment for assistance-at-surgery should be made
only when the services of an assistant have been ordered by the operating surgeon.

Ideally, an assistant-at-surgery should be a surgeon or an individual who has the
necessary qualifications to participate in a particular operation and who actively as-
sists the surgeon in ferforming the surgical procedure. In many teaching hospitals,
for example, surgical residents are frequenzlg available to provide such assistance.
However, an extra pair of surgically trained hands is not always available when
needed, so the individual circumstances of each particular case must dictate wheth-
er assistance from a non-surgeon is apg’xl‘opriaw.

The committee should also know, Mr. Chairman, that at least one state, New
Jersey, actually requires the presence of a physician as an assistant during major
surgery, so that the surgeon is allowed no discretion with regard to this matter. In
other areas of the country, the use of a physician as an assistant-at-surgery may be
re?uired for certain major operations by the quality assurance program of the hospi-
tal

As you know, the costs of the services of non-physician assistance-at-surgery are
covered in various ways under the Part A portion of the Medicare program, while
gayments for the services of a physician who performs as an assistant are reim-

ursed under Part B. We believe that physicians who serve as assistants-at-surgery
should be reasonably compensated for their services, as should any physician who
provides a professional service. It is also our view that a physician whose presence is
required during an operation should be paid on the basis of the services he or she
actually provides. For example, a physician who serves as a consultant should be
paid a consultation fee, and should not be paid as an assistant-at-surgery.

Finally, Mr, Chairman, in the legislation passed by Congress last year, you direct-
ed the Physician Payment Review Commission to conduct a study of Medicare poli-
cies that are related to the appropriate use of assistance-at-surgery and the payment
rules that should be applied under the new payment system. We hope that you will
wait for the results of this additional study and will reject the Administration’s ill-
conceived proposal in this area.

SURGICAL GLOBAL FEES

The budget proposal would reduce global surgical fees to reflect recent decreases
in the average inpatient length of stay among Medicare patients. In our opinion,
this recommendation makes no sense whatsoever. In the first place, we see no evi.
dence at all that pl}ﬁe\;ician time and effort related to surgical patients are linked to
the length of stay. These J)atients must be followed after the operation, and top-
erative visits are provided on an outpatient rather than an inpatient basis. In fact,
earlier hospital discharges may actually increase the amount of physician effort
that is needed to monitor and/or treat the patient during the recovery period. Sec-
ondly, the Administration seems to have overlooked the fact that increasing num-
bers of surgical procedures are performed on an outpatient basis. It certainly makes
no sense to use data on inpatient length of stay to make payment reductions for
surgical services that are typically l{:rowded on an outpatient basis.

Once again, Mr. Chairman, the Administration seems to be ignoring the payment
legislation that was passed just a few months ago, in which you directed the estab-
lishment of standard definitions and procedure codes for all physician services, in-
cluding dglobal surgical services. The values assigned to packages of services are to
be based upon yet-to-be-completed estimates of the resource inputs needed to pro-
vide those services, including those related to postoperative care. The Administra-
tion plan calls for making reductions in payments without taking any of these fac-
tors into consideration.

BUDGETARY OPTIONS

In summary, Mr. Chairman, we are very disturbed by the Administration’s 1991
budget package, because it lotally disregards the steps that have been taken to
bring about an orderly revision in physician payment policies. We recommend that
virtually all of these proposals be rejected.

Nevertheless, we also recognize that budget realities may compel the committee
to achieve budgetary savings in some form. Thus, the American Coliege of Surgeons
urges that if such actions must be made, they take the form of across-the-board fee
reductions that will be applicable to all physicians’ services for the upcoming period
prior to implementation of the new payment plan. Even the across-the-board reduc-
tions that would apply to the Medicare program under a budget sequestration order
would make more sense to us than actions that would disrupt the phased-in changes
scheduled to begin in 1992,
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Again, Mr. Chairman, the American College of Surgeons appreciates this opportu-
gity to express its views, and I would be pleased to answer any questions you may
ave.

RESPONSES TO A QUESTION SUBMITTED BY SENATOR BENTSEN

Question: In his testimony, Dr. Lee has indicated that it may be possible to refine
the Administration’s proposal to reduce payments to surgeons who use an assistant-
at-surgery by limiting payment reductions to those procedures for which an assist-
ant is clearly unnecessary. Would you care to comment on this approach?

Responsge: The Collﬁe certainly agrees, Mr. Chairman, that use of an assistant-at-
surgery should be medically necessary. The use of the assistant is explicitly intend-
ed to enhance the quality and the safety of the surgical services that are provided to
the patient. As we indicated in our testimony, the College believes it is ible to
identify those procedures, based on sound clinical judgment and experience, that
almost always require the use of an assistant-at-surgery, and those for which an as-
sistant is almost never required. We certainly think that this is a much more rea-
sonable approach than the Administration's sroposal, and we plan to share our rec-
ormendat ons in this area with Dr. Lee and the Physician Payment Review Com-
mission,

PREPARED STATEMENT OoF KENNETH W. GIDEON

Mr. Chairman and Members of the Committee: I appreciate this opportunity to
discuss with you today the revenue proposals contained in the Bush Administra-
tion’s budget for fiscal year 1991. These proposals are designed to advance the Ad-
ministration’s goals of enhancing economic growth and improving our nation’s abili-
ty to compete in an integrated world economy.

My oral remarks today will focus on Part 1 of my written testimony which sets
forth the procedures followed by Treasury's Office of Tax Analysis (OTA) in estimat-
ing the budget impact of the Administration’s capital gains proposal. Part II of my
written testimony contains a more detailed explanation of the capital gains propos-
al, the Family Saviox:fs Account, and first-time omebuggr proposals proposed by the
President and introduced in the Senate as S. 2071 by Senators Packwood, Dole and
Roth, as well as other significant revenue proposals in the budget.

PART 1.—OFFICE OF TAX ANALYSIS ESTIMATES OF THE REVENUE EFFECTS OF THE
PROPOSED REDUCTION IN CAPITAL GAINS TAX RATES FOR INDIVIDUALS

As is now well known, OTA estimates that the President's capital gains (Proposal,
if enacted, would raise revenues $12.6 billion over the budget period and provide
modest increases in revenue thereafter. The staff of the Joint Committee on Tax-
ation (ACT) estimates that the proposal will lose $11.4 billion over the same period
and continue to lose money thereafter. Like others, I am both concerned and sur-
prised by the $23.9 billion gap between the OTA and JCT estimates. Indeed, the dis-
arity in these estimates contrasts sharply with the closeness of the estimates made
y both staffs with respect to most of the Administration’s other revenue proposals.
Under the circumstances, I believe it is essential for this Committee to under-
stand the procedures used by the Office of Tax Analysis to produce its estimates of
the proposal. Accordingly, I am providing in my testimony today a detailed presen-
tation of the assumptions, data, and methodology used to produce the OTA esti-
mates. I am sure that the JCT will wish to provide similar detail with respect to its
estimates (including the CBO data on which its estimates are based). I call on the
JCT and CBO to do so as promptly as possible. This Committee, indeed, the Con-
gress and the American people are entitled to detailed disclosure of the assumptions
and methodology of the estimators when the estimates vary so significantly on an
issue of major importance. Because we do not now have the level of detail with re-
spect to the JCT estimates which we have disclosed today with respect to the OTA
estimates, our analysis of the factors giving rise to the difference is not complete.

Summary of Critical Differences in OTA and JCT Revenue Estimates
Based on our current information, we have identified two major differences.

¢ OTA’s estimates imply that tax revenues from sales of capital assets would be
maximized if taxed at a 23 percent rate (i.e, the ‘‘revenue maximizing rate”). It ap-
pears to OTA that JCT’s analysis implies that such revenues would be maximized at
a rate around 35 percent—significantly above the current maximum average rate of
28 percent on ordinary income. OTA analysts find it implausible that tax revenues
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from sales of capital assets would increase if taxed at rates hif'her than rates appli-
cable to ordinary income. Stated more technically, the JCT's elasticity is lower than
that used by OTA and a;:feara to be iower than the elasticity JCT used last year,
tvz};ifh is at a very low end of the range of existing estimates. We think it is simply
ow.

¢ The JCT estimate agparently assumes a very large increase (perhaps more than
50 percent from 1988--the last year for which we have data—to 1990) in the level of
capital gains that would be recognized if there were no change in law. An increase
of this magnitude does not accord with historical experience and is, in our judg-
ment, highly improbable.

These differences take on significance because we should remember that the esti-
mators—both OTA and JCT—have been wrong on this issue before. Both substan-
tially underestimated the capital gains revenues which accrued after the 1978 rate
cut.

Absence of Macroeconomic Effects from Both Estimates

Neither the OTA nor JCT have included macroeconomic or “‘feedback’ effects.
While this accords with the standard practice of both staffs, it does not mean that
such positive effects will not occur, merely that they are not estimated.

Secretary Brady, CEA Chairman Boskin, and probably many members of this
Committee share the realistic expectation that positive economic effects will occur if
the cost of capital is reduced through a capital gains rate cut. As Professor Martin
Feldstein recently noted in testimony before the House Budget Committee even a
“microscopically small 4 one-hundredths of one percent” increase in the annual
Frowth rate of GNP would produce additional tax revenues of approximately $6 bil-
ion per year.! Expressed as a decimal, that’s only 0.0004.

Such growth would benefit all Americans—not just sellers of capital assets.
Indeed, the need to provide a fiscal climate conducive to creating new jobs is what
this debate ought to be about rather than an arcane dispute over revenue estimates.

In addition to the macroeconomic effect of having a lower cost of capital, a lower
capital gains tax would also permit the existing stock of capital to move to more
efficient uses. Neither OTA nor JCT took these potential efficiency gains into ac-
count in making the estimates.

Effects of the Proposal on Revenues
The academic studies on the effect on Federal tax revénues of changes in capital
ains tax rates agree that capital gains tax rates do have substantial effects on cap-
tal gains realizations, although there is wide variation in conclusions about the
magnitude of the effect. Indeed, there is no disagreement between OTA and JCT
that this effect exists. It is reflected on line II of both estimates. (Tables 2 and 3.)
There is disagreement on its magnitude.

OTA's revenue estimate was made after a careful review of the major empirical
studies by experts in government and the academic community. Compared to the
results in most of the studies, OTA's estimate of induced realizations is conserva-
tive. Table Bledprovides detail on these studies. 1 would point out that the long-run
elasticity used by OTA in its present estimates is at least as conservative as every
study conducted by the U.S. Department of Treasury. Treasury economists including
Gerald Auten, Robert Gillingham, John Greenlees, and William Randolph have all
found much higher elasticities. By any reasonable standard, OTA has endeavored to
err on the side of caution when estimating these behavioral effects.

Before analyzing the OTA estimate in detail, let me make one point about its
source. The revenue estimates reported in the budget were produced by the nonpo-
litical, professional, career, civil-service staff of Treasury’s Office of Tax Analysis,
which provides all Treasury revenue ertimates for other legislative and budget pro-
posals. The OTA staff makes use of “he best data and analysis available within the

1 8peaking of the JCT estiinate, Professor Feldstein stated that: “If . . . the improved incen-
tives for saving, investment and entrepreneurship were to increase the annual growth rate of
GNP between now and 1995 by even a microscopically small 4 one-hundredths of one percent—
for example, from the CBO's estimate of an average 2.44 percent real GNP growth dper year to
2.48 percent—the additional tax revenue would be about $6 billion a year and would turn their
estimated revenue loss into a revenue gain. In short, the potential economic advantages of the
capital gains reduction are substantial and the potential revenue loss is doubtful at best. The

culty of estimating the effects of the capital gains exclusion is far too great to put any confi-
dence in the $8 billion staff estimate. But even if that is accepted at face value, the slightest
improvement in real economic performance would be more than enough to turn that revenue
loss into a revenue gain.”
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time frame allowed for revenue estimates and updates its data and methods as new
information becomes available.

Both the OTA and JCT estimating staffs vigorously defend their independence
and professionalism. It is worth stressing, therefore, that the difference in revenue
estimates is a professional difference of opinion. Accordingly, the estimates should
be evaluated on their merits—not their political appeal.

Explanation of Table 2: Revenue Effects of the President’s Capital Gains Proposal

Table 2 shows the revenue effect of significant elements of the President’s capital

ains proposal as estimated by OTA. In addition, it shows the effect of taxpayers’
havioral responses incorporated in the estimate. The comparable table published
by the JCT is attached as Table 3.

1. Effect of Tax Rate Reduction on the Level of Current Law Realizations. The
first row of Table 2 shows the revenue loss that OTA estimates would result from
reducing tax rates as provided in the President’s proposal based on the level of cap-
ital gains that would have been realized at current law rates, that is, without any
behavioral response to the new law. This “‘static” revenue loss results from applying
the proposal to all individually held assets. It is estimated to reduce revenues bK
$14.1 billion in 1991. The static loss generally grows gradually thereafter wit
growth in the overall economy.

The basis for these calculations is shown in Table 4. OTA estimates that $214 bil-
lion of net capital gains would be realized in 1990 and that this amount would grow
to $300 billion by 1995 with no change in the law.

2. Effect of Taxpayer Behavior. The second row of Table 2 shows the net addition-
al revenue collected as a result of changes in taxpayer behavior. Lower tax rates on
capital gains will induce taxpayer's to realize more capital gains than they other-
wise would have. These induced gains are composed of taxable realizations that
would otherwise have been tax-exempt because they would have been traded in a
like-kind exchanfe, held until death, or donated to charities, as well as capital gains
realizations accelerated from future years and gains arising from portfolio shifting
totapital gains assets from consumer durables or other investments.

The additional revenue from increased realizations of capital gains is partially
offset by the estimated effects of conversion of ordinary income into capital gains.
Taxpayers have found various ways to convert ordinary taxable income into capital
gains. Many conversion techniques utilized before 1986 have been eliminated or
sharply restricted by the provisions of the 1986 Act, but a capital gains tax rate dif-
ferential is likely to enzourage taxpayers to shift to sources of income which qualify
for lower tax rates. In order to make the estimate as accurate as possible, OTA esti-
mated this effect as well.

As indicated by a comparison of rows I and Ila in Table 2, OTA estimates that
revenues from induced realizations more than offset the static revenue loss on base-
line gains. This conclusion is based on the responsiveness of taxpayers to changes in
the capital gains tax rate, which has heretofore been the central aspect of the
debate over capital gains and revenue.

The measure of taxpayer responsiveness is generally characterized as the “elastic-
ity” of realizations with respect to the capital gains tax rate, defined as the percent-
age increase in capital gains realizations divided by the percentage decrease in the
overall capital gains tax rate. (Henceforth, for brevity I will refer to this measure
simg}y as the “‘elasticity.”)

OTA's assumption about capital gains elasticities is based on a review of govern-
ment and academic studies examining the question, all of which are publicly avail-
able. Even a cursory review of these studies, listed in Table 1 to this testimony, re-
veals that while there is a great deal of variation in estimated elasticities, there is a
strong consensus that tax rates have significant effects on capital gains realizations.
This result accords with intuition and simple common sense. Stated more plainly,
lower rates induce more realizations and higher rates cause taxpayers to defer cap-
ital asset sales. The decision to realize a capital gain is generally highly discretion-
ary. Hence, the decision is quite sensitive to the individual's tax environment. It is
important to note that even small differences in elasticities can have large conse-
quences for revenue estimates.

I would point out in this connection, that we have far better information with
which to predict the effects of changes in capital gains rates than we did in 1978,
when Cnngress last legislated a cut in the capital gains rate. We have considerable
data from the 1978 tax cut, as well as data from the further reduction in capital
gains rates resulting from the reduction in the top marginal income tax rate from

0 percent to 50 percent in 1981, which had the effect of lowering the top rate on
long-term capital gains from 28 percent to 20 percent. The data resulting from the
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behavioral response to these tax changes provide a rich base from which to estimate
the effects of further capital gains rate changes.

As Table 1 indicates, the elasticity estimates used by Treasury are smaller than
the elasticities found in nearly all of the studies. OTA assumes an elasticity of 1.2 in
the short-run, declining to about 0.8 in the long-run. An implication of this elasticity
is that the average marginal tax rate that would maximize revenues from the cap-
ital gains tax is about 23 percent. In other words, a rate either higher or lower than
23 percent would produce less revenue than a 23 percent rate.

ile the implied revenue maximizing rate is a useful way to convey the concept
of elasticity in a form which is more comprehensible to noneconomists, the revenue
maximizing rate is not ideal from the standpoint of economic efficiency and growth.
It is instead the upper limit at which tax should be imposed. While a higher tax
rate always imposes efficiency losses on the economy by comparison to a lower rate,
xmposlilng tax at a rate above the revenue-maximizing rate would cause revenue loss
as well. :

OTA'’s estimates for this year do reflect a change in elasticity from the elasticity
which we used last year. Laa(gqyear OTA utilized a long-run elasticity of 0.9 rather
than the 0.8 used this year. OTA changed its elasticity in its normal process of up-
dating its model and in an effort to be cautious. The direction of the change would,
absent changes in the JCT's elasticities, have narrowed the gap between the esti-
mates considerably.

For purposes of easy reference, Table b sets forth OTA’s elasticity assumptions for
this year and last year. In the OTA model, the value of the elasticity depends on the
value of the marginal tax rate—the higher the marginal tax rate, the higher the
elasticity. Hence, to allow comparability across years, all elasticities are evaluated
at a 20 percent marginal tax rate. That is, each elasticity is calculated as if the mar-
ginal tax rate were 20 percent. Table 5 also shows the marginal and average tax
rates assumed each year.

3. Depreciation Recapture as Ordinary Income. The effect of the recapture is to
. limit the exclusion for de]l)reciable assets to the increase in value over the original

cost basis of the depreciable asset. OTA estimates that depreciation recapture would
generate $4.6 billion over the 5 year budget period.

4, Effect of the Alternative Minimum Tax. Under our proposal, the excluded por-
tion of long-term capital gains will be subject to the alternative minimum tax. This
provision has a significant revenue effect. OTA estimates that it adds $2.5 billion to
revenues over the 5 year period.

The revenue estimate of the proposal is significantly affected by the recapture
and alternative minimum tax provisions. Indeed, these provisions account for the
fact that the proposal generates a net revenue gain in 1993 and later years. The
importance of depreciation recapture is due to the fact that depreciable assets ac-
count for approximately 40 percent of all net capital gains. :

Revenue Effects After the Budget Window

I also wish to point out that OTA has provided revenue estimates only through
FY 1995. This is because the estimate is based on the baseline macroeconomic fore-
cast for the United States economy provided by the “Troika,” a committee whose
members represent the Office of Management and Budget, the Council of Economic
Advisers and Treasury. The Troika baseline forecast extends only through 1995.
Any extrapolation of the baseline beyond 1995 either would require a purely me-
chanical approach (e.g, an assumption that economic trends would continue un-
changed in the future) or would involve an independent forecast of such trends.
Either approach would be arbitrary and could well result in the use of economic
assumptions inconsistent with those underlyi&% the Troika 5 year forecast. In addi-
tion, any baseline assumptions made by the OTA staff would likely create a debate
about out-year macroeconomic growth which OTA has traditionally avoided. Be-
cause of these concerns, we and the JCT, have concluded that point estimates for
periods beyond the budget window generally will not be provided.

We beiieve it is appropriate, however, to state OTA’'s views as to the revenue
trend expected in periods after the budget period. OTA projects that, if enacted, the
President’s proposal would raise revenue modestly in all years following the 1991-
1995 budget period.

Distributional Effects of the Capital Gains Proposal

The pur of the Administration pro 1 is to increase the incentives for
saving and investment and increase the efficiency of capital transactions. Fulfill-
ment of these goals will benefit all Americans. A review of Table 6 also shows that
enactment of the proposal would not reduce the tax burden of the wealthy. Indeed,
they would pay more.
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The conventional approach to measuring tax burdens is based on the amounts of
taxes paid by income class. The distributional effect of a tax change is determined
from the distribution of taxes paid before and after the enactment of the proposal.
The change in taxes paid is an indicator of the change in tax burden.

For some types of tax proposals that cause only small behavioral responses, it is
sufficient to show the amount of tax change on the original amount of income re-
ported before the tax change. However, as discussed above, all analysts agree that
capital gains realizations are very responsive to changes in tax rates. Therefore, in
analyzing the distributional effects of capital gains tax changes, the behavioral re-
sponses of taxpayers should be taken into account to obtain a reasonable estimate of
c gglges in tax payments. )

A's analysis of the distributional effects of the fully phased-in Administration
proposal on cg{pital gains takinF into account the behavioral responses of taxpayers
is shown in Table 6. (The calculations are done assuming the proposal is f{:lly
phased in at 1990 levels.) The table demonstrates that once the dynamic responses
of taxpayers are taken into account, the amount of taxes paid by high-income tax-
ga ers will increase. ’I‘axpafrers with incomes of $200,000 or more will pay almost a

illion dollars in additional capital %ains taxes. The share of taxes paid by lower
and lmiddle-income taxpayers will decline since their taxes do not increase so signifi-
cantly.

For purposes of comparison, Table 6 also shows how taxes paid would change
without taking behavioral changes into account. The distribution of changes in cap-
ital. gains taxes under the “no behavioral change” assumption appears to show that
high-income taxpayers would receive large tax reductions. Dynamic distribution
analysis, however, clearly indicates that these high-income taxpayers would pay
more in taxes.

'Thus, dynamic analysis shows that a capital gains tax cut provides a “win-win”
gituation: while high-income taxpayers would pay more in taxes, they would be
better off because the lower capital gains tax rates will allow them to make invest-
ment decisions with less concern about the tax impact. They will have chosen to pay
the additional taxes voluntarily. Taxpayers with lower incomes will not pay more
unless they also benefit from the rate cut. Overall, the result is to collect relatively
more taxes from those with higher incomes.

It should also be pointed out that in Table 6, taxpayers are classified according to
their average income over a period of years, which is referred to as “permanent
income.” A single year measure of income that includes capital gains fails to classi-
fy many taxpayers in the correct income class. In particular, the use of single year
income including gains classifies many middle-income taxpayers with large one-time
gains from the sale of a small business, a farm or a personal residence as ‘“high-
income.” As a result, the share of capital gains attributed to high-income taxpayers
is overstated. This approach counts tﬁe ains of one-time realizers and others wlxose
income is temporarily high as being high-income taxpayers. An alternative ap-
proach is to classify taxpayers by income other than capital gains. A preferred af)-
proach is to classify taxpayers by their permanent income. While ideally one would
want to compute the average income over the taxpayers’ lifetimes, available data
allow us to do so only over b years. By averaging a taxpayer's income over 5 years,
the effects of temporary income spikes are substantially reduced and overcorrection
is also avoided. This is the methodology used in Table 6.

JCT's distributional table is based solely on the static portion of its estimate. In
other words, in presenting its distribution tables, JCT ignores the dynamic part of
its own estimate. The JCT table is therefore a distribution of the benefits of a rate
cut to those who would have sold capital assets in any event, but ignores distribu-
tion of the additional tax paid by those who will be induced to sell at lower rates.
Table 6 provides a more complete and accurate picture than the JCT table.

Comparison of OTA and JCT Estimates

Table 7 summarizes the principal differences between the Treasury estimate of
the revenue impact and the Joint Committee on Taxation (JCT) staff estimate.
Table 7 demonstrates that the total difference over the 5§ year budget Reriod is $23.9
billion. The two main sources of differences are in the estimates of the static reve-
nue loss (Line I) and the assumed r:sponsiveness of taxpayers (Line II).

The static revenue loss is-obtained by multiplying the change in the average tax
rate on capital gains times the volume of realizations that would have occurred with
no change in the law. The level of realizations that would have occurred with no
change in the law is referred to as the “baseline” level of realizations. Differences in
static revenue loss estimates can result from differences in baseline capital gains
and/or differences in the tax rates used. The table shows that over the § year
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period, the discrepancy in the static revenue loss estimates is $15.7 billion. We are
not able to separate the part of the JCT estimate due to the average tax rate and
the portion due to CBO’s estimates of capital gains realizations.

As mentioned earlier and documented in Table 4, OTA estimates that baseline
capital gains would increase gradually along with growth in the economy. We un-
derstand that the JCT’s baseline, which is provided to it by the CBO, is assumed to
jump by over 50 percent from 1988 (the last year for which data are available) to
1990. OTA believes that the extraordindary increase in capital gains realizations pro-
jected by CBO for this 2 year period is highly improbable. Its effect is to raise the

aseline level of realizations guite significantly throughout the budget window,
thereby significantly enlarging JCT’s estimates of the static revenue losses.

Another major difference between the OTA and JCT estimates is that the JCT
estimate appears to assume a lower level of responsiveness (elasticity) by taxpayers.
OTA revenue estimators tell me that the only way they could replicate the& ong-
term results in their model would be to assume that the revenue maximizing rate is
around 35 percent. Recall that the comparable rate for OTA is approximately 23
percent. The implication of the JCT revenue maximizing tax rate is that the capital
gains tax rate could be raised to a level significantly higher than the current tax
rates on ordinary income such as dividends and interest, and total capital gains rev-
enue would continue to increase. As noted above, OTA is sware of no study which
suii‘gests that revenues would increase if the capital gains tax rate were significant-
ly higher than the rate of tax on ordinary income, yet that is the apparent implica-
tion of the long-run elasticities utilized by the JCT in making its estimates. Indeed,
virtually every study in Table 1 that allows computation of a revenue maximizing
rate implies that the maximizing rate is below the rate imposed on ordinary income.
This is hardly surprising since, just as we anticipate a portfolio effect for a rate dif-
ferential in favor of capital assets, one would also expect taxpayers to attempt to
shift out of capital assets if the rates imposed on them were higher than ordinar
rates. The considered professional judgment of Treasury analysts is that the JC‘%
elasticity is simply too low.

Although OTA anticipated that the JCT staff would find that the proposal will
lose revenue over the budget %eriod, OTA and I were frankly, surprised at how
large their predicted loss was. Based on JCT's analysis of last year's proposal, we
had su that the JCT would show a significantly lower loss over the budget
period 1990-1995, rather than the $11.4 billion loss recently reported. In part, this is
no doubt due to CBO's revision of baseline capital gains realizations, However, it
also seems clear that the JCT also reduced its elasticity assumption as well. While
both Treasury and JCT analysts regularly update and improve their models as new
information becomes available, this particular revision apparently caused the JCT
to increase the loss it estimated for the President’s proposal, and increased rather
than narrowed the gap between the two estimates.

The revenue estimators of OTA are professionals who have labored to produce
their best judgment of the revenue effects of the President’s proposal. I am not an
economist—and 1 share much of the perplexity of members of this Committee with
respect to how to evaluate this important disparity. A few of my personal thoughts
may be of some utility to the Committee.

irst, “elasticity” is a term that speaks mainly to economists. OTA eatimators tell
me that we can infer a revenue maximizing tax rate from these elasticities. Specifi-
cally, OTA's estimate implies that revenue would be maximized if the rate were set
at 23 percent, and the JCT’s estimate appears to imply that we would maximize rev-
enue 1f the rate were around 35 percent. Based on our historical experience with
capital gains since 1978 I find it more likely that we will raise revenue through a
rate cut than through a rate increase above ordinary rates.

Second, I do not find it plausible that a 50 percent jump in capital gains realiza-
tions will occur in a 2 year period without a change in tax law. Yet that is appar-
ently what CBO has projected and hence what the JCT is required to include in its
base line estimates,

Finally, lowering the capital gains rate will lower the cost of capital and should
promote economic growth. Even trivial increases in GNP, as noted above, will gen-
erate revenues more than sufficient to offset even the JCT estimates. The J)rospect
of increased economic growth emphasizes the fact that this debate should not be
ta'bout technical estimating problems. It is about making this country more competi-
ive,

Since the estimators have been unable to resolve their differences, however, Con-
gress and the American people clearly should have all the data, assumptions, and
methodol underly'g\f the estimates placed on the record for full public scrutiny.
We have done that today and we look forward to disclosure of the same material
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with respect to the JCT estimates and CBO projections on which it is based at the
earliest possible time.
Thank you, Mr. Chairman. I will be pleased to answer questions at this time.

PART I1.—DETAILED DISCUSSION OF THE ADMINISTRATION’S REVENUE PROPOSALS CAPITAL
GAINS TAX RATE REDUCTION FOR INDIVIDUALS

Description of the Proposal

In general, the Administration proposes that the capital gains tax rate for individ-
uals ke reduced on long-term investments by enacting a sliding scale exclusion for
long-term capital gains. The proposal provides for a 10, 20, or 30 percent exclusion
for long-term capital gains on assets held by individual taxFayers for 1, 2 or 3 years,
respectively. The three year holding period requirement will be phased in over three
years,

Holding Periods. Individuals will be allowed to exclude a percentage of the capital
gain realized upon the disposition of qualified capital assets. The amount of the ex-
clusion will depend on the holding period of the assets. Assets held 3 years or more
will quagfiy for an exclusion of 30 percent. Assets held at least 2 years but less than
8 years will qualify for a 20 percent exclusion. Assets held at least 1 year but less~—
than 2 years will qualify for a 10 percent exclusion.

As a result of the exclusion, the tax rate applicable to capital gains on qualified
assets held for at least 3 years will be 19.6 percent for a taxpayer in the 28 percent
tax bracket. Similarly, investments held by such a taxpayer between 2 and 3 years
will be taxed at a 22.4 percent rate, and assets held between 1 and 2 years will be
taxed at a 26.2 percent rate. Individuals in the 15 percent tax bracket will pay pro-
piortlio)nally lower rates of tax (13.5 percent, 12.5 percent, and 10.5 percent, respec-
tively).

Qualified Assets. Qualified assets will generally be defined as any assets qualify-
ing as capital assets under current law and satisfying the holding period require-
ments, except for collectibles. Collectibles are assets such as works of art, antiques,
precious metals, gems, vintage alcoholic beverages, and stamps and coins. Assets eli-
gible for the exclusion will include, for example, corporate stock, manufacturing and
fm'm equipment, a home, an apartment building, a stand of timber, or a family
arm,

Phase-in Rules and Effective Dates. The proposal will be effective generally for
dispositions of qualified assets after the date of enactment. For the balance of 1990,
the full 80 percent exclusion will apply to assets held at least 1 year. For disposi-
tions of assets in 1991, assets will be required to have been held for 2 years or more
to be eligible for the 30 percent exclusion, and at least 1 year but less than 2 years
to be eligible for the 20 percent exclusion, For dispositions of assets in 1992 and
thereafter, assets will be required to have been held at least 3 years to be eligible
for the 30 percent exclusion, at least 2 years but less than 3 years for the 20 percent
exclusion and at least 1 year but less than 2 years for the 10 percent exclusion.

Additional Provisions. The excluded portion of capital gains will be added back in
when calculating income under the alternative minimum tax. Installment sale pay-
ments received after the effective date will be eligible for the exclusion without
regard to the date the sale actually took place. For purposes of the investment inter-
est limitation, only the net capital gain after subtracting the excluded amount will
be included in investment income.

Depreciation deductions taken with respect to all depreciable property will be re-
captured in full as ordinary income. This provision prevents taxpayers from benefit-
ing from the exclusion grovision for depreciation deductions that have already been
claimed in prior years. To the extent that depreciable assets have increased in value
above their unadjusted basis, taxpayers will be able to benefit from the exclusion.

Reasons for the Proposal

Restoring a capital gains tax rate differential is essential to promote savings, en-
trepreneurial activity, and risky investment in new products, processes, anc indus-
tries that will help keep America competitive and economically strong. At the same
time, investors should be encouraged to extend their horizons and search for invest-
ments with longer term growth potential. The future competitiveness of this coun-
try requires a sustained flow of carital to innovative, technologically advanced ac-
tivities that may generate minimal short-term earnings but promise strong future
profitability. A greferential tax rate limited to longer term commitments of capital
will encourage business investment patterns that favor innovations and long-term
g:owth over short-term profitability. The resulting increase in national output will

nefit all Americans by providing jobs and raising living standards.
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In addition to the improvements in productivity and economic growth, a lower
rate on long-term capital gains will also improve the fairness of the individual
income tax by providing a rough adjustment for the taxation of inflationary gains
that do not represent any increase in real income. In addition, it provides relief
from the double taxation of investments in corporate stock.

Incentives for Longer Range Investment. A capital gains preference has long been
recognized as an important incentive for capital investment. The first tax rate dif-
ferential for capital gains in this country was introduced by the Revenue Act of
1921. For the next 65 years there was always some tax rate differential for long-
term capital gains. The preferential treatment for capital gains has taken various
forms including an exclusion of a fixed portion of the nominal gains, an exclusion
that depended on the length of time a taxpayer held an asset, and a special maxi-
mum tax rate for capital gains. But at no time after 1921 and before 1987 were long-
term capital gains ever taxed at the same rates as ordinary income.

By eliminating the capital gains exclusion and lowering tax rates on ordinary
income, the 1986 Act increased the incentives for short-term trading of capital
assets, This occurred because the tax rate on long-term capital gains was increased
while the tax rate on short-term capital gains was reduced. By providing for a slid-
ing scale exclusion that provides full benefits only for investments held at least 3
yeaé‘is after a phase-in period, the proposal will reduce the incentive for short-term
trading.

The Cost of Capital and International Competitiveness. The capital gains tax is an
important component of the cost of capital, which measures the pre-tax rate of
return required to induce businesses to undertake new investment. Evidence sug-
gests that the cost of capital in the United States is higher than that in many other
industrial nations. While not solely responsible for the higher cost of capital, high
capital gains tax rates hurt the ability of U.S. firms to obtain the capital needed to
remain competitive. By reducing the cost of capital, a reduction in the capital gains
tax rate will stimulate productive investment and create new jobs and growth.

Our major. trading partners already recognize the economic importance of low tax
rates on capital gains. Virtually all other major industrial nations E?rovidtr: lower tax
rates on capital gains (or do not tax capital gains at all). Canada, France, Germany,
Japan. the Netherlands, and the United Kingdom (among others), all treat capital
gains preferentially.

According to a recent study by a Boston Federal Reserve Bank economist, the in-
crease in the capital gains iax rate under the Tax Reform Act of 1986 increased the
cost of capital to corporations by 8 percent.?2 This increase in the cost of capital
tends to discourage capital formation and to misallocate resources away from pro-
ductive business investments. This study concluded that in the long run, corporate
capital would decline by as much as 5% percent because of the capital gains tax
induced increase in the cost of capital. This adverse effect of the higher cost of
equity capital has a disproportionately large effect on new corporations. Another
undesirable side effect of the increase in the capital gains tax was to increase the
advantage of debt over equity finance.

The Lock-In Effect. Under-a tax system in which capital gains are not taxed until
realized by the taxpayer, a substantial tax on capital gains tends to lock taxpayers
into their existing investments. Many taxpayers who would otherwise prefer to sell
their assets to acquire new and better investments may instead continue to hold
onto the assets, rather than pay the current high capital gains tax on their accrued
gains.

This lock-in effect of capital gains taxation has at least three adverse effects.
First, it produces a misallocation of the nation's capital stock and entrepreneurial
talent, because it alters the investment decisions that would be made in a genuinely
free market. For example, the lock-in effect reduces the ability of entreg)reneurs to
withdraw from an enterprise and use the funds to start new ventures. Productivity
in the economy suffers because entrepreneurs are less likely to move to where they
can be most productive, and because economic resources may be used in a less pro-
ductive fashion rather than transferred to other, more efficient, enterprises. These
effects can be especially critical for smaller firms, which may not have good access
to capital markets and where ownership and operation frequently go together.

Second, the lock-in effect produces distortions in the investment portfolios of indi-
vidual taxpayers. For example, some individual investors may be induced to assume

2 Yolanda Henderson, “Capital Gains Taxation and the Cost of Capital for Mature and Emerg-
ing Corporations,” Unpublished Paper, October 1989.
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more risk than they desire because they are reluctant to sell appreciated invest-
ments to diversify their portfolios.

Third, the lock-in effect reduces government receipts. To the extent that taxpay-
ers defer sales of existing investments, or hold onto investments until death, taxes
that might otherwise have been paid are deferred or avoided altogether. Therefore,
individual investors, the government, and other taxpayers lose from the lock-in
effect. The investor is discouraged from pursuing more attractive investments and
the government loses revenue.

Substantial evidence from more than a dozen studies demonstrates that high cap-
ital gains tax rates in previous years produced significant lock-in effects. The impor-
tance of the lock-in effect may also be demonstrated by the fact that realized capital
gains were 16 percent lower under the high taxz rates in 1987 than under the lower
rates in 1986, even though stock prices had risen by approximately 50 percent over
this Feriod. The high tax rates on capital gains under current law imply that the
lock-1n effect is greater than at any prior time.

Penalty on High Risk Investments. Full taxation of capital gains, in combination
with limited deductibility of caﬂital losses, discourages risk taking. It therefore im-
pedes investment in emerging high-technology and other high-growth firms. While
many investors are willing to take risks in anticipation of an adequate return, fewer
are willing to contribute “venture capital” if a significant fraction of the increased
reward will be used merely to satisfy higher tax lisbilities. A tax system that im-
poses a high tax rate on gains from the investment reduces the attractiveness of
risky investments, and may result in many worthwhile projects not being undertak-
en.

In particular, it is inherently more risky to start new firms and invest in new
products and processes than to make incremental investments in existing firms and
products, It is therefore the most dynamic and innovative firms and entrepreneurs
that are the most disadvantaged by the current high capital gain tax rates that pe-
nalize risk taking. Such firms have traditionally been contributors to America’s
edge in international competition and have provided an important source of new

jobs,

Double Tax on Corporate Stock Investments. Under the U.S. income tax system,
income earned on investments in corporate stock is generally subjected to two
layers of tax. Income on corporate investments is taxed first at the corporate level
at a rate of 34 percent. Corporate income is taxed a second time at the individual
level in the form of taxes on capital gains and dividends at rates ranging from 15 to
33 percent. The combination of corporate and individual income taxes thus can
produce effective tax rates that are substantially greater than individual income tax
rates alone. To the extent the return to the investor is obtained through apprecia-
tion in the value of the stock (rather than through dividend income), a reduction in
capital gains tax rates provides a form of relief from this double taxation of corpo-
rate income. While a lower capital gains tax rate reduces the cost of capital for both
corporate and noncorporate business, the greater liquidity of shares in publicly-
traded companies suggests that the overall effect would be to reduce the bias to-
wards noncorporate business that results from our dual-level tax system.

Inflationary Gains. AlthoxH;h inflation has been kept low under policies of the last
8 years, even low rates of inflation mean that individuals who sell capital assets at a
nominal profit are paying tax on a fictional element of profit that represents only
inflation. Hi%h rates of inflation, such as those that existed in the mid and late
1970’s exacerbate the problem. Current law taxation of nominal capital gains at the
full rates apglicable to ordinary income has the inequitable result of producing un-
intended high tax rat¢s on real (inflation-adjusted) capital gains that exzeed the tax
rates on ordinary income. This taxation of inflationary capital gains has particular-
ly been a problem for lower and middle-income taxpayers with capital gains. Howev-
er, adjusting directly for inflation through indexation would greatly complicate
income tax returns and raise a humber of difficult technical problems with respect
to pass-through entities. The Administration groposal for a sliding scale exclusion
provides a rough adjustment for the effects of inflation without creating the com-
plexities and additional recordkeeping that a precise inflation adjustment would re-
quire.

Tax Shelters. Some claim that a lower rate for capital gains will threaten tax
reform and result in a new proliferation of tax shelters. Prior to tax reform, 60 ge -
cent of long-term capital gains on assets held at least 6 months were excluded.
Under the new Administration proposal, the maximum exclusion rate is 30 percent.
Because of the smaller exclusion rate, depreciation recapture, and the alternative
minimum tax, there is little danger of a resurgence of tax shelters. In addition,
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other rule changes under tax reform, such as the limits on the deduction of passive
losses, also protect the tax system against tax shelter abuses.

Complexity. Some suggest that adopting a preferential rate for capital gains will
-complicate the business and investment tax system. However, the distinction be-
tween capital and ordinary income was kept in the Internal Revenue Code for the
purpose of limiting capital losses and in anticipation of a return of a preferential
rate. The IRS has also retained tax forms for almost all reporting requirements
with respect to capital gains, such as Schedule D (Capital Gains and Losses) and
Form 4797 (Sales of Business Property).

Holding Periods. In developing the proposal, the Administration sought to balance
its concern about locking taxpayers into their investments against its desire to dis-
courage short-term investment strategy. Accordingly, the proposal ties increases in
the capital gain exclusion rate to the period an asset is held in order to give taxpay-
ers an incentive to hold their assets longer. Taxpayers will be entitled to a maxi-
mum 30 percent exclusion if they hold their assets for at least 3 years. Any lock-in
effect is modified, however, because taxpayers will still be entitled to an exclusion
(albeit smaller) for shorter holding periods down to 1 year.

Effects of the Proposal on Revenues

Treasury's Office of Tax Analysis estimates that the proposal will raise $4.9 hil-
lion in FY 1991 and $12.5 billion from FY 1990 through FY 1995. The Joint Commit-
tee on Taxation estimates that the proposal will raise $3.2 billion in FY 1991 but
lose $11.4 billion from FY 1990 through FY 1995.

FAMILY SAVINGS ACCOUNTS

Description of the Proposal

The Family Savings Account (FSA) proposal will allow nondeductible contribu-
tions to an FSA of up to $2,500 per taxpayer with a maximum of two accounts per
family. Contributions will be allowed for single people with adjusted gross incomes
(AGIs) below $60,000, for those filing as heads of households with AGIls below
$100,000, and for married couples filing joint returns with AGls below $120,000.
These contributions will be allowed in addition to contributions to qualified pension
plans, IRAs, 401(k) plans, and other tax-favored savings plans,

Earnings on contributions retained in the FSA for at least 7 years will be eligible
for full tax exemption upon withdrawal. However, withdrawals of earnings allocable
to contributions retained in the FSA for less than 3 years will be subject to both a
10 percent excise tax penalty and to income tax. Withdrawals of earnings allocable
to contributions retained in the FSA for 3 to 7 years will be subject only to income
tax. The effective date will be January 1, 1990.

The effect of the proposal will be to increase the total amount of individual saving
that can earn tax free investment income. Generally, individuals will be able to con-
tribute to FSAs, IRAs, 401(k) plans, and similar tax-favored plans and receive tax
exemption on the investment income from each source.

The ability to contribute to an FSA will significantly raise the total amcunt of
allowable contributions to tax-favored savings accounts. The contribution limit is
$5,000 for joint return filers as compared to the $4,000 IRA limit for a working
couple with sufficient compensation. These higher total contribution limits will pro-
vide additional marginal incentives for personal saving. The higher eligibility limits
on FSAs also expand the incentives to more taxpayers.

Despite the difference in structure, the value of the tax benefits in present value
of an FSA iper dollar of contribution is equivaient in terms of its tax treatment to
the value of current law deductible IRAs, assuming that tax rates are constant over
time. Both FSAs and deductible IRAs effectively exempt all investment income from
tax. The contributions to FSAs are not deductible, but the income tax impcsed on
withdrawals from an IRA effectivelﬂ offsets the tax savings from the deduction of
the contribution (plus interest on the tax savings). Individuals who expect higher
tax rates when the funds are withdrawn will generally prefer the tax treatment of-
fered in an FSA to .hat in an IRA. Conversely, individuals who expect lower future
tax rates will generalflir prefer an IRA as a vehicle for retirement savings. However,
the FSA offers more flexibility, because full tax benefits are available 7 years after
contribution and the account need not be held until retirement. This gives individ-
uals an added degree of liquidity.

Reasons for the Proposal
The Administration is concerned that the rate of national saving and investment

is too low relative to that needed to sustain future growth and to maintain our rela-
tive economic position in comparison with the performance of other industrial na-
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tions. Addressing this problem requires that both public dissaving (the budget defi-
cit) be reduced, and that private saving be increased. Incentives provided by the pro-
posed FSA will provide an important incentive to encourage private saving.

The availability of tax-exempt savings accounts in the form of IRAs was sharply
curtailed by the Tax Reform Act of 1986. This resulted in a large decline in IRA
participation. Prior to the Act, any individual under the age of 70-1/2 could make
deductible contributions, up to the current limits, to an IRA. One of the goals of the
current proposal is to restore, and in several ways expand, the availability and at-
tractiveness of tax-exempt saving to a large segment of the population.

An additional goal of the current proposal is to expand savings incentives to
income that is saved for other than retirement purposes, while not eroding incen-
tives for retirement saving. The proposal recognizes that individuals save for many
reasons: for down payments on homes, for educational expenses, for large medical
expenses, and as a hedge against uncertain income in the future.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the proposal will lose $200 mil-
lion in FY 1991 and $4.7 billion from FY 1990 through FY 1995. The Joint Commit-
tee on Taxation estimates that the proposal will lose $300 million in FY 1991 and $5
billion from FY 1990 through FY 1995. .

PENALTY-FREE IRA WITHDRAWALS FOR FIRST-TIME HOME BUYERS

Description of the Proposal

Under current law, married taxpayers who do not participate in a qualified retire-
ment plan or who have adjusted gross incomes below $50,000 may make deductible
contributions to an Individual Retirement Account (IRA). There is a lower threshold
of $35,000 for unmarried taxpayers and for married taxpayers who file a separate
return. The deductibility of contributions for taxpayers participating in a qualified
retirement plan is phased out over the last $10,000 below the income threshold for
each income tax filing status. Taxpayers who participate in a qualified retirement
plan and have adjusted gross incomes above these thresholds may make only nonde-
ductible contributions to an IRA. Both deductible and nondeductible IRA contribu-
tions are limited to the lesser of $2,000 or the individual's compensation for the
year. Married individuals may contribute an additional $250 to a spousai IRA for a
nonworking spouse.

Withdrawals from IRAs must begin by age 70%. IRA withdrawals, except those
from nondeductible contributions, are subject to income tax. Withdrawals from an
IRA prior to age 59% are subject to a 10 percent additional tax.

To encourage home purchases without discouraging savings, the Administration
proposes that individuals be allowed to withdraw amounts of up to $10,000 from
their IRAs for a “first-time” home purchase. The 10 percent additional tax on early
withdrawals imposed under current law will be waived for eligible individuals. Eligi-
bility for penalty-free withdrawals will be limited to individuals who did not own a
home in the last 3 years and are purchasing or constructing a principal residence
that costs no more than 110 percent of the median home price in the area where the
residence is located. The effective date of the proposal is January 1, 1990.

Reasons for the Proposal

The intent of this proposal is to expand savings incentives to income that is saved
for first-time home purchases. Increased flexibility of IRAs would help to alleviate
the difficulties that many individuals have in purchasing a new home.

The attractiveness of IRAs for many taxpayers was sharply curtailed by changes
made by the Tax Reform Act of 1986 which resulted in a large decline in IRA par-
ticipation. Prior to the Act, any individual under the age of 70-1/2 could make de-
ductible contributions, up to the current limits, to an IRA. The current proposal is
designed to enhance the attractiveness of deductible IRAs by making them more
flexible. This increased flexibility will provide an incentive for more taxpayers to
save for the purchase of their home.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the proposal will lose less than
$50 million in FY 1991 and $400 million from FY 1990 through 1995. The Joint
Committee on Taxation estimates that the proposal will lose $200 million in FY
1991 and $900 million from FY 1990 through FY 1995.



PERMANENT RESEARCH AND EXPERIMENTATION TAX CREDIT

Description of the Proposal

Present law allows a 20 percent tax credit (the R&E credit) for a certain portion
of a taxpayer’s qualified research expenses. The R&E credit is in effect for taxable
years beginning after December 31, 1989. However, the credit will not apply to
amounts paid or incurred after December 31, 1990, and a special rule applies in the
case of ang taxable year which begins before August 2, 1990, and ends after-Septem-
ber 30, 1990. Under this rule, the amount treated as a taxpayer’s qualified research
expenses for the taxable year is pro-rated by the ratio of the number of days in the
taxable year before October 1, 1990, to the total number of days in the taxable year
before January 1, 1991. By limiting the amount of eligible expenses, this rule is in-
tended to provide the equivalent of a 9 month extension of the R&E credit.

The Administration pro that the R&E credit be made permanent, and that
tllx.e gpegz:il tax rule which limits the amount of eligible expenses during 1990 be
eliminated.

Reasons for the Proposal

The R&E credit provides an incentive for technological innovation. Although the
benefit to the nation from such innovation is unquestioned, the market rewards to
those who take the risk of research and experimentation may not be sufficient to
support the level of research activity that is socially desirable. The credit is intend-
ed to reward those engaged in research and experimentation of unproven technol-
ogies.

The credit cannot induce additional R&E expenditures unless its future availabil-
ity is known at the time firms are planning R&E projects and projecting costs. R&E
activity, by its nature, is long term, and taxpayers should be able to plan their re-
search activity knowing that the credit will be available when the research is actu-
ally undertaken. Thus, if the R&E credit is to have the intended incentive effect, it
should be made permanent.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the proposal will lose $500 mil-
lion in 1991 and $5.5 billion from FY 1990 through FY 1995. The Joint Commit-
tee on Taxation estimates that the proposal will lose $300 million in FY 1991 and $7
billion from FY 1990 through FY 1995.

RESEARCH AND EXPERIMENTATION EXPENSE ALLOCATION RULES

Description of the Proposal

The tax credit allowed for payments of foreign tax is limited to the amount of
U.S. tax otherwise payable on the taxpayer’s income from foreign sources. The pur-
pose of this limitation is to prevent the foreign tax credit from offsetting U.S. tax
imposed on income from U.S. sources. Accordingly, a taxpayer claiming a foreign
tax credit is required to determine whether income arises from U.S. or foreign
sources and to allocate expenses between such U.S. and foreign source income.

Under these limitation rules, an increase in the portion of a taxpayer's income
determined to be from foreign sources will increase the allowable foreign tax credit.
Therefore, taxpayers generally receive greater foreign tax credit benefits to the
extent that their expenses are applied against U.S. source income rather than for-
eigF source income.

reasury regulations issued in 1977 described methods for allocating expenses be-

tween U.S. and foreign source income. Those regulations contained specific rules for
the allocation of research and eerrimentation (R&E) expenditures, which generally
required a certain portion of R&E expense to be allocated to foreign source income.
Absent such rules, a full allocation of R&E expense to U.S. source income would
overstate foreign source income, thus allowing the foreign tax credit to apply
against U.S. tax imposed on U.S. source income and thwarting the limitation on the

foreign“tax credit. -
~ Since 1981 these R&E allocation regulations have been subject to six different sus-
pensions and i:empom?8 modifications by Congress. The Technical and Miscellane-
ous Revenue Act of 1988 (“TAMRA”) adopted allocation rules which were in effect
for only 4 months. For 20 months following the period when the TAMRA rules were
in effect, R&E allocation was controlled by the 1977 Treasury regulations. The
Budget Reconciliation Act of 1989 (the “1989 Act”) subsequently reintroduced the
TAMRA rules, once again on a temporary basis.

Under the R&E allocation rules enacted by TAMRA (and temporarily recodified
by the 1989 Act), a taxpayer must allocate 64 percent of R&E expenses for research
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conducted in the United States to U.S. source income and 64 percent of foreign-per-
formed R&E to foreign source income. The remaining portion can be allocabeﬁn
the basis of the taxpayer’s gross sales or groes income. However, the amount allocat-
ed to foreign source income on the basis of gross income must be at least 30 percent
of the amount allocated to foreign source income on the basis of gross sales.

Under the 1989 Act, these R&E allocation rules are effective for the taxpayer’s
first taxable year beginning after August 1, 1989 and before August 2, 1990; except
that the rules apply only to the portion of R&E expenses treated (on an annualized
basis) as having been paid or incurred during the first 9 months of that taxable
year.

The Administration proposes to adopt on a permanent basis the R&E allocation
rules which were first enacted by TAMRA and were re-enacted by the 1989 Act. The
proposal would be effective for all taxable years beginning after August 1, 1990.

Reasons for the Proposal

Permanent R&E expense allocation rules are essential for U.S. companies to plan
accurately the long-term costs of their R&E programs. After more than 10 years of
instability, both the U.S. Government and the affected taxpayers have a strong in-
terest in end% this controversy through the adoption of a fixed allocation system
applicable to R&E.

In addition, as evidenced by its continued support for a permanent R&E credit,
the Administration believes in the provision of tax incentives to increase the per-
formance of U.S.-based research activities. The allocation rules in this proposal pro-
vide such an incentive. Although the proposal benefits only multinational corpora-
tions that are subject to the foreign tax credit limitation, it will provide an effective
incentive with respect to such entities. By enhancing the return on R&E expendi-
tures, the proposal promotes the growth of overall R&E activity as well as encourag-
ing the location of such research within the United States.

Effects of the Proposal on Revenues

Both Treasury’s Office of Tax Analysis and the Joint Committee on Taxation esti-
mate that the proposal will lose $400 million in FY 1991 and $3.6 billion from FY
1990 through FY 1995.

ENEPGY TAX INCENTIVES

Description of the Proposal

Current law provides incentives for domestic oil and gas exploration and produc-
tion by allowing the expensing of intangible drilling costs (“IDCs"”) and the use_of
percentage depletion. These two incentives are subject to certain limitations and
their benefits are included as preferences in the alternative minimum tax (“AMT").
The cost of injectants used in tertiary enhanced recovery projects may also be de-
ducted. Current law does not provide any further tax incentives for either explorato-
ry drilling or tertiary enhanced recovery techniques.

The Administration proposes four incentives to encourage exploration for new oil
and gas fields and the reclamation of old fields. Two proposals would provide tax
credits which would be phased out if the average daily U.S. wellhead price of oil is
at or above $21 per barrel for an entire calendar year. Because future oil prices are
expected to exceed this price at some point, these credits should be viewed as inher-
ently temporary, rather than as permanent features of the tax system. The other
two proposals would enhance the incentive effects of current energy tax law.

First, a temporary 10 percent tax credit would be allowed for the first $10 million
of expenditures (per year, g:r company) on exploratory intangible drilling costs and
a b percent credit would allowed for the balance of exploratory drilling costs.
This pro would be effective for costs incurred on or after January 1, 1991.

Second, a temporary 10 percent tax credit, effective January 1, 1991, would be al-
lowed for all capital expenditures on new tertiary enhanced recovery projects (i.e.,
projects that represent the initial application of tertiary enhanced recovery to a
property). These tax credits could be applied against both the regular tax and the
alternative minimum tax. However, the credits, in conjunction with all other credits
and net operating loss carryforwards, could not eliminate more than 80 percent of
the tentative minimum tax in any year. Unused credits could be carrieci)e forward.

Third, the proposal would eliminate the “transfer rule,” which limits percentage
degletion to properties acquired by, or transferred to, an independent producer
before the property is shown to have oil or gas reserves. The proposal also would
increase the percentage depletion deduction limit for independent producers to 100
percent of the net income of each property. These changes would increase the avail-
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ability to independent producers of the percentage depletion tax incentive. The ef-
fective date of each change would be January 1, 1991.

Fourth, the proposal would eliminate 80 percent of current AMT preference items
generated by exploratory IDCs incurred by independent producers effective January
1, 1991. Thus, independent producers would be allowed to deduct 80 percent (rather
than zero, as under current law) of exploratory excess IDCs in excess of the net
income limit for purposes of the AMT. As under current law, the net income limit
would be equal to 65 percent of oil and gas adjusted net income determined without
regard to excess IDC deductions.

Reasons for the Proposal

The reduction in world oil prices and the increasing levels of oil imports over the
last several years raise energy security concerns. While oil prices appear more re-
cently to have firmed up, the nation’s increased dependence on foreign oil still
leaves the nation vulnerable to potential foreign supply disruptions. The Adminis-
tration supports an energy policy that is designed to address these concerns by im-
proving our long-term energy security and strengthening the domestic oil industry.

An increase in domestic oil and gas reserves would improve energy security. The
level of proven domestic reserves is closely related to the level of domestic explora-
tory drilling, which has fallen by 70 percent from recent levels, largely due to un-
certainty concerning low world oil prices. In addition, over the last several years,
development drilling has increased 20 percent, resulting in a substantial decline in
existing domestic oil and gas reserves. Special tax incentives are appropriate to en-
courage higher levels of exploratory drilling, which will ultimately may lead to in-
creased domestic reserves.

Current law limits the incentive effects of IDC expensing and percentage deple-
tion, particularly for independent producers, who have historically drilled a majori-
ty of exploratory wells. Current percentage depletion rules limit its use to properties
acquired by, or transferred to, an independent producer before the property is
shown to have oil or gas reserves (the “transfer rule”). This rule discourages the
transfer of producing wells that are uneconomic in the hands of their current
owners (and thus likely to be abandoned) to those who may be more efficient, more
willing to bear current losses, or better able to use the depletion tax benefits (and
thus able to continue operation of the property). By keeping marginal wells in pro-
duction, U.S. oil production would be maintained without incurring additional drill-
ing costs and wells can be kept available for possible future enhanced recovery ef-
fects.

Current law also provides that percentage depletion may not exceed 50 percent of
the net income of a property calculated before depletion. The 50 percent net income
limitation may significantly reduce the benefits of percentage depletion for produc-
tion from properties generating a small amount of net income. Raising the net
income limitation to 100 percent would allow some oil producers to claim greater
depletion deductions, thus encouraging them to continue to operate marginal prop-
erties.

The current AMT also severely limits the incentive effects of IDC expensing, par-
ticularly for independent producers. Raising the net income limit and reducing the
impact of the AMT on drilling incentives might also encourage added investment in
exploratory drilling projects.

The level of exploratory drilling (and ultimately domestic reserves) would be in-
creased by providing a program of temporary IDC credits, less restrictive rules for
the use of percentage depletion, and AMT relief, all targeted to exploratory drilling
in general, and to independent producers in particular. A temporary tax credit for
new tertiary enhanced recovery projects would also encourage the recovery of
known energy deposits that are currently too costly to'produce and which would be
lost if the wells are abandoned.

Effects of the Proposal on Revenues

Both Treasury’s Office of Tax Analysis and the Joint Committee on Taxation esti-
mate that (1) the tax credits for oil and gas exploration and tertiary recovery will
lose $200 million in FY 1991 and $1.8 billion from FY 1990 through FY 1995; (2) the
modification of oil and gas percentage depletion rules will lose less than $50 million
in FY 1991 and $200 million from FY 1990 through IY 1995; and (3) the modifica-
tion of the tax preference for IDCs in the alternative minimum tax will lose $100
million in FY 1991 and $500 million from FY 1990 through FY 1995,
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ENTERPRISE ZONE TAX INCENTIVES

Description of the Proposal

Existing Federal tax incentives generally are not targeted to benefit specific geo-
graphic areas. Although the Federal tax law contains incentives that may encour-
age economic development in targeted economically distressed areas, the provisions
generally are not limited to use with respect to such areas.

The Administration’s enterprise zone initiative would provide selected Federal
income tax employment and investment incentives for up to 50 zones selected over a
4 year period. These incentives will be offered in conjunction with Federal, state,
and local regulatory relief.

The incentives are: (i) a 5 percent refundable tax credit for qualified employees
with respect to their first $10,500 of wages earned in an enterprise zone (up to ¥525
per worker, with the credit phasing out between $20,000 and $25,000 of total annual
wages of the employee); (ii) elimination of capital gains taxes for tangible property
used in an enterprise zone business and located within an enterprise zone for at
least 2 years; and (iii) expensing by individuals of contributions to the capital of cor-
porations engaged in the conduct of enterprise zone businesses (provided the corpo-
ration has less than $56 million of total assets and uses the contributions to acquire
tangible assets located within an enterprise zone, and limiting the expensing to
$60,000 annually per investor with a $250,000 lifetime limit per investor).

The willingness of states and localities to “match” Federal incentives will be con-
sidered in selecting the special enterprise zones to receive these additional Federal
incentives.

Reason for the Proposal

Despite sustained national prosperity and growth, certain areas have not kept
pace. Enterprise zones would encourage private industry investment and job cre-
ation in economically distressed areas by removing regulatory and other barriers in-
hibiting growth. They would also promote growth through selected tax incentives to
reduce the risks and cosis of operating or expanding in severely depressed areas.

Effects of the Proposal on Revenues

Treasury's Office of Tax Analysis estimates that the proposal will lose $50 million
in FY 1991 and $1.8 billion from FY 1990 through FY 1995. Neither the Joint Com-
mittee on Taxation nor Congressional Budget Office has estimated the revenue ef-
fects of this proposal.

NEW CRHILD TAX CREDIT AND REFUNDABLE CHILD AND DEPENDENT CARE CREDIT

Description of the Proposal

The Internal Revenue Code currently provides assistance to low-income working
parents through both the earned income tax credit, (EITC) and the child and depend-
ent care credit. It is widely agreed that these credits do not adequately provide for
the child care needs of low-income families. Accordingly, the Administration has
proposed a new or modified child care credit for low-income working families (in ad-
dition to the current law earned income credit).

New Child Tax Credit. Low-income families, containing at least one worker,
would be entitled to take a new tax credit of up to $1,000 for each dependent child
under age 4. For each child under the age of 4, families could receive a credit equal
to 14 percent of earned income, with a maximum credit equal to §$1,000 per child.
Initially, the credit would be reduced by an amount equal to 20 percent of the
excess of AGI or earned income (whichever is greater) over $8,000. As a conse-
quence, the credit would not be available to families with AGI or earned income
greater than $13,000. In subsequent years, both the starting and end-points of the
phase-out range would be increased by $1,000 increments. In FY 1995, the credit
would phase out between $15,000 and $20,000. Beginning in 1996, the income thresh-
olds would be indexed for inflation.

The credit would be refundable and would be effective for tax years beginning
after December 31, 1990. Families would have the option of receiving the refund in
advance through a payment added to their paycheck.

Refundable Child and Dependent Care (,?redit. The existing child and dependent
care credit would be made refundable (but otherwise unchanged). Families could not
claim both the new child credit and the child and dependent care credit with re-
spect to the same child but could choose the larger of the two credits. The refund-
able child care credit would be effective for tax years beginning January 1, 1991.
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Reasons for the Proposal

For low-income families which rely on paid child care arrangements, child care
expenditures consume a large share of their income. On average, child care expendi-
tures constitute 6 percent of income for all families which paid for the care of their
preschool children. But, for low-income families with working mothers, child care
expenditures constitute about 20 percent of income. Further, because the child and
dependent care credit is not refundable, many low-income families cannot claim the
credit since they do not incur a Federal income tax liability. -

In addition, child care by relatives—much of which is not paid for in cash—is es-
pecially prevalent among low-income families. Over half of low-income families with
preschool children do not make cash expenditures and could not benefit from the
child and dependent care credit, even if it was refundable.

The EITC, while refundable, does not adjust, for differences among working fami-
lies in the costs of providing care according to the age of the dependent child or the
number of dependent childrer. Preschool children generally require more extensive
c{:ik{ii care services than older children who may be in a school setting for much of
the day.

The Administration’s child care proposals will increase the resources available to
low-income families, better enabling them to choose the child care arrangements
which best suit their needs and correspond to their personal values. The child care
proposal, combined with newly legislated increases in the minimum wage, will lift a
single mother of two preschool children, who works full-time at the minimum wage,
above the poverty level.

About 2.2 million working families with children under the age of 4 will initiztaelhy
be eligible for the new child tax credit. When the proposal is fully implemented,
eligibility will be expanded to approximately 1 million additional families. These
families will also have the option of claiming the refundable child and dependent
care credit, although they will not be able to claim both credits with respect to the
same child. In addition, low-income parents of children between the ages of 4 and 12
would benefit from the refundability of the child and dependent care credit if they
incur child-care expenses in order to work.

Consider, for example, a single mother of two children, ages 3 and 6. The mother
earns $10,000 a year and has no other sources of taxable income. She pays a neigh-
bor $20 a week to care for her younger child. Her older child is enrolled in a after-
school program during the winter months and a neighborhood park program during
the summer at a total cost of $500 per\year. In total, she spends $1,540 a year for
child care in order to work. Under current law, she is not entitled to claim the child
and dependent care credit. At a 30 percent credit rate on dependent care expenses,
the credit would be $462. However, she has no tax liability as a consequence of the
standard deduction and personal exemptions and therefore cannot claim the credit.

Under the proposal, the mother will be able to claim the new child credit. In 1991,
she will be entitled to a credit equal to $600. (A mother in similar circumstances in
1993 would be entitled to the full $1,000 credit.) In addition, the mother will be eble
to claim a refundable child and dependent care credit of $150 on the basis of the
expenses associated with the day care of her older child. In total, she will be entitled
to an additional refund of $750. Under both current law and the proposed changes,
she will also receive an EITC of about $990, bring her total 1991 refund under the
proposal to $1,740.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the proposal will lose less than
$50 million in FY 1991 and (at most) $250 million from FY 1990 through FY 1995.
The Office of Tax Analysis also estimates that increased outlays attributable to re-
funds payable to eligible individuals with no tax liability will be $200 million in
1991 and $8.3 billion from FY 1990 through FY 1995,

The Joint Committee on Taxation estimates that the proposal will lose less than
$50 million in FY 1991 and $900 million from FY 1990 through FY 1995.

DEDUCTION FOR SPECIAL NEEDS ADOPTIONS

Description of the Proposal :

Expenses associated with the adoption of children are not deductible under cur-
rent law. However, expenses associated with the adoption of special needs children
are reimbursable under the Federal-State Adoption Assistance Program (Title IV-E
of the Social Security Act). Special needs children are those who by virtue of special
conditions such as age, physical or mental handicap, or combination of circum-
stances, are difficult to place for adoption. The Adoption Assistance Program in-
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cludes several components. One of these components requires states to reimburse
families for costs associatod vwith the process of adopting sneciat needs children, The
Federal Government shares 50 percent of these coste up to 2 maximum Federal
share of $1,000 per child. Reimbursable expenses include those associated directly
with the adoption process such as legal costs, social service review, and transporta-
tion costs. Some cﬁildren are also eligible for continuing Federal-State assistance
under Title IV-E of the Social Security Act. This assistance includes Medicaid.
Other children may be eligible for continuing assistance under State-only programs.

The Administration proposes to permit the deduction from income of expenses in-
curred associated with the adoption of special needs children up to-a maximum of
$3,000 per child. Eligible expenses would be limited to those directly associated with
the adoption process that are eligible for reimbursement under the Adoption Assist-
ance Program. These include court costs, legal expenses, social service review, and
transportation costs. Only expenses for adopting children defined as eligible under
the rules of the Adoption Assistance Program would be allowed. Expenses which
were deducted and reimbursed would be included in income in the year in which
the reimbursement occurred.

Reasons for the Proposal

The Tax Reform Act of 1986 (the “1986 Act”) repealed the deduction for adoption
expensea associated with special needs children. Under prior law, a deduction of u
to $1,500 of expenses associated with the adoption of special needs children was al-
lowed. The 1986 Act provided for a new outlay program under the existing Adoption
Asgsistance Program to reimburse expenses associated with the adoption process of
these children. The group of children covered under the outl’zﬁ program is some-
what broader than the group covered by the prior deduction. The prior law deduc-
tion was available only for special needs children assisted under Federal welfare
programs (Aid to Families with Dependent Children (AFDC), Title IV-E Foster
Care, or Supplemental Security Income (SSI)). The current adoption assistance
outlay program provides assistance for adoption expenses for these special needs
children, as well as special needs children in private and State-only programs.

Repeal of the special needs adoption deduction may have appeared to some as a
lessening of the Federal concern for the adoption of tg)ecial needs children.

An important purpose of the Adoption Assistance Program is to enable families in
modest circumstances to adopt special needs children. In a number of cases the chil-
dren are in foster care with the prospective adoptive parents. The prospective par-
ents would like to formally adopt the child but find that to do so would impose a
financial hardship on the entire family.

While the majority of eligible expenses are expected to be reimbursed under the
continuing expenditure program, the Administration is concerned that in some
cases the limits may be set below actual cost in high-cost areas or in special circum-
stances. Moreover, inclusion in the tax Code of a deduction for special needs chil-
dren may alert families who are hoping to adopt a child to the many forms of assist-
ance provided to families adopting a.child with special needs.

The proposal when combined with the current outlay program would assure that
reasonable expenses associated with the process of adopting a special needs child do
not cause financial hardship for the adoptive parents. The pro| deduction would
supplement the current Federal outlay program. In addition, the proposal highlights
the Administration’s concern that adoption of these children be specially encour-
aged and may call to the attention of families interested in adoption the various
programs that help families adopting children with special needs.

Effects of the Proposal on Revenues

Both Treasury's Office of Tax Analysis and the Joint Committee on Taxation esti-
mate that the proposal will lose less than $50 million in FY 1991 and (at most) $250
million from 1991 through FY 1995.

LOW-INCOME HOUSING TAX CREDIT

Description of the Proposal

Under current law, a tax credit is allowed for certain expenditures with res{)ect to
low-income residential rental housing. The low-income housing credit generally may
be claimed by owners of qualified low-income buildings in equal annual installments
over a 10 year credit period as long as the buildings continue to provide low-income
housing over a 15 Xear cotrggliance period.

In general, the discounted present value of the installments may be as much as 70
percent of eligible expenditures. Eligible expenditures include the depreciable costs
of new construction and substantial rehabilitations, as well as the cost of acquiring
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certain existing buildings not placed in service within the previous 10 years and not
subject to the 15 year compliance period. The basis of property is not reduced by the
amount of the credit for purposes of depreciation and capital gain.

The annual credit available for a building cannot exceed the amount allocated to
the building by the designated State or local housing agency. As originally enacted,
the total allocations by the housing agency in a given year could not exceed the

roduct of $1.25 and the State’s population. A State credit allocation is not required,

owever, for certain projects financed with tax-exempt bonds subject to the State’s
private activity bond volume limitation. While the credits originally could not be
allocated after 1989, the Omnibus Budgilet Reconciliation Act of 1989 (OBRA) ex-
tended each State’s credit allocation authority through 1990 at a level equal to the
product of $0.9375 and the State's population.

The Administration proposes to extend the credit through 1991, and would estab-
lish each State’s credit allocation authority for 1990 and 1991 at a level squal to the
product of $1.25 and the State’s population.

Reasons for the Proposal

The low-income housing credit encourages the private sector to construct and re-
habilitate the nation’s rental housing stock and to make it available to the working
poor and other low-income families. In addition to tenant-based housing vouchers
and certificates, the credit would appear to be an important mechanism for provid-
ing Federal assistance to rental households. Because the effectiveness of this newly
designed incentive was unclear when introduced in the Tax Reform Act of 1986, it
was felt appropriate to limit its availability. While extended by OBRA through 1990
(at a reduced limit), it is useful to allow a more extensive examination of this
method of providing low income housing assistance.

Effects of the Proposal on Revenues

Both Treasury’s Office of Tax Analysis and the Joint Committee on Taxation esti-
mate that the pro 1 will lose $100 million in FY 1991 and approximately $1.7
billion from FY 1990 through FY 1995.

EXTEND SPECIAL RULES FOR HEALTH INSURANCE COSTS OF SELF-EMPLCYED INDIVIDUALS

Description of the Proposal

Current law allows a self-employed individual to deduct as a business expense up
to 25 percent of the amount paid during a taxable year for health insurance cover-
age for himself, his spouse, and his dependents. Originally, this deduction was only
available if the insurance was provided under a plan that satisfied the non-discrimi-
nation requirements of section 89 of the Code. Section 89 has since been repealed
retroactively, however, and no non-discrimination requirements currently apply to
such insurance. The value of any coverage providede%or such individuals and their
families by the business is not deductible for self-employment tax purposes. The de-
duction is scheduled to expire after September 30, 1990. For taxable years beginning
a 1?9(},9 g}ae deduction is allowed only for premiums paid for coverage through Octo-

rl, . :

The Administration proposes that the 25 percent deduction be made permanent.

Reasons for the Proposal

The 25 percent deduction for health insurance costs of self-employed individuals
was added by the Tax Reform Act of 1986 because of a disparity between the tax
treatment of owners of incorporated and unincorporated businesses (e.g., partner-
ships and sole proprietorships). Under prior law, incorporated businesses could gen-
erally deduct, as an employee compensation expense, the full cost of any health in-
surance coverage provided for their employees (including owners serving as empl?]y~
ees) and their employees’ spouses and dependents. By contrast, self-employed indi-
viduals operating through an unincorporated business could only deduct the cost of
health insurance coverage for themselves and their spouses and dependents to the
extent that it, together with other allowable medical expenses, exceeded 5 percent of
their adjusted gross income. (Coverage provided to employees of the self-employed,
however, was and remains a deductible business expense for the self employed.) The
special 25 percent deduction was designed to mitigate this disparity in treatment.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the proposal will lose $200 mil-
lion in 1991 and $2.25 billion from FY 1990 through FY 1995. The Joint Commit-
tee on Taxation estimates that the pro) will lose $400 million in FY 1991 and
$2.7 billion from FY 1990 through 1995.
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EXTEND SOCIAL SECURITY RETIREMENT COVERAGE TO STATE AND LOCAL EMPLOYEES NOT
PARTICIPATING IN PUBLIC EMPLOYEE RETIREMENT PROGRAMS

Description of the Proposal

State and local government employees are not required to participate in Social
Security (OASDI). Approximately 70 percent of State and local government employ-
ees are covered under Social Security through voluntary agreements between the
Secretary of Health and Human Services and with State or local government entity.
The State and local governments decide, within the framework of Federal and state
law, which groups of employees to cover and when coverage is to begin under Social
Security. State and local governments also determine which groups of employees to
cover under their own public retirement programs.

The Administration proposes that effective October 1, 1990, mandatory Social Se-
curity coverage be extended to those employees of State and local governments who
do not participate in a retirement program in conjunction with their current em-
ployment.

Reasons for the Proposal

State and local government employment is the only major job category not re-
quired to participate in Social Security. About one-third (7 million) of the workers
employed by State and local governments during a year are not in jobs covered by
Social Security agreements. Of these, over half (3.8 million) are also not covered by
a State or local government retirement program.

Extending coverage would provide valuable Social Security retirement, survivor,
and disability protection to state and local government employees most in need of
it—those without any protection under a State or local government retirement pro-
gram. Without Social Security protection, uncovered state and local workers and”
their families are vulnerable to unexpected tragic events, like disability or death of
a wage earner. As a result, the families could become dependent on Federal and
State welfare assistance. Therefore, the HHS Inspector General recommended ex-
tending coverage to these workers in a 1987 report.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that this proposal will raise $2.1 bil-
lion in FY 1991 and $11.8 billion from FY 1990 through FY 1995. The Congressional
Budget Office is expected to release its estimate of this proposal on March 7.

MEDICARE HOSPITAL INSURANCE (HI) FOR STATE AND LOCAL EMPLOYEES

Explanation of the Proposal

As a consequence of the Comprehensive Omnibus Budget Reconciliation Act of
1986 (COBRA), State and local government employees hired on or after April 1,
1986, are covered by Medicare Hospital Insurance (HI), and their wages are subject
to the HI tax. The tax is equal to 1.45 percent of wages—currently up to a maxi-
mum of $51,300—and is paid by both the employer and employee. Employees hired
prior to April 1, 1986, are not subject to the HI tax unless they are employed by a
state which has a voluntary coverage agreement with the Social Security Adminis-
tration.

The Administration proposes that as of October 1, 1990, all State and local ‘gov-
ernment employees be covered by HI regardless of date of employment.

Reasons for the Proposal

State and local government employees are the only major group of employees not
contributing to HI. Approximately 10 percent (2.4 million) of State and local govern-
ment employees are not covered by voluntary agreements or by COBRA. Yet, a 1989
study by the HHS Inspector General finds that nearly 85 percent of the noncontri-
buting State and local government employees will receive Medicare benefits based
on either spousal entitlement or periods of work in covered employment. Extending
coverage would eliminate the inequity and the drain on the Medicare Trust Fund
caused by those who receive Medicare without fully contributing. Further, this pro-
posal would assure access to the minority of State and local government employees
who would otherwise not be entitled to Medicare benefits.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the proposal will raise $1.7 bil-
lion in 1991 and $8.4 billion from FY 1990 through 1995. The Congressional
Budget Office is expected to release its estimate of this proposal on March 7.
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AIRPORT AND AIRWAY TRUST FUND

Description of the Proposal

The Airport and Airway Trust Fund supports the capital and operating programs
of the Federal Aviation Administration (FAA). The Trust Fund receives revenue
from taxes imposed on users of the nation’s air transportation system. These taxes
include the 8 percent air passenger tax, the 5 percent air freight tax, the 12 cents
per gallon noncommercial aviation gasoline tax, and the 14 cents per gallon non-
commercial aviation jet fuel tax. In addition, the Trust Fund receives revenue from
the international air departure tax, which was increased from $3 to $6 by the Omni-
bus Budget Reconciliation Act of 1989 (OBRA). The Airport and Airway Trust Fund
taxes are scheduled to expire after 1990.

OBRA suspended for 1 year a trigger that would reduce several of the Airport and
Airway Trust Fund taxes. The trigger would also take effect after 1990 if the appro-
priations in fiscal years 1989 and 1990 for capital programs funded by these taxes
are less than 85 percent of authorizations. The trigger would reduce by 50 percent
both the air passenger tax and the air freight tax, and it would substantially reduce
the aviation gasoline tax.

Under Gramm-Rudman-Hollings, the current services budget includes the exten-
sion of excise tax trust fund receipts and outlays at the levels in effect during the
budget year. As a consequence, the 1991 budget baseline includes the extension of
the Airport and Airway Trust Fund tax rates at their current levels irrespective of
the trigger. The actual realization of Airport and Airway Trust Fund tax receipts at
current services levels would require an extension of the taxes at their current rates
(which implies a repeal of the trigger).

The Administration proposes to raise the air passenger tax to 10 percent, the air
freight tax to 6 percent, the noncommercial aviation gasoline tax to 15 cents per
gallon, and the noncommercial jet fuel tax to 18 cents per gallon. However, the pro-
posal would not affect the international air departure tax.

Reasons for the Proposal

The Airport and Airway Development and Revenue Act of 1970 established the
Airport and Airway Trust Fund as a mechanism for financing the capital and oper-
ating programs of the FAA through taxes imposed on the users of the nation’s air
transportation system. The Airport and Airway Trust Fund taxes have never cov-
ered total FAA outlays and, in fact, are projected to cover only 60 percent of total
FAA outlays in 1990.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the proposal will raise $500 mil-
lion in FY 1991 and $4.1 billion from FY 1990 through FY 1995. The Congressional
Budget Office is expected to release its estimate of this proposal on March 7.

EXTENSION OF THE COMMUNICATIONS (TELEFHONE) EXCISE TAX

Description of the Proposal

The Omnibus Budget Reconciliation Act of 1987 extended the communications
excise tax until December 31, 1990. The tax is imposed at a rate of 3 percent on
local and toll telephone service and on teletypewriter exchange service.

The Administration proposes to extend permanently the 3 percent communica-
tions excise tax. The tax rate is substantially less than the 10 percent rate that was
in effect between 1954 and 1972, and as low or lower than the rate in effect for any
year since 1932 (except for 1980-82). The base of the tax would not be broadened.

Reasons for the Proposal

The communications excise tax was originally enacted in 1914 and has been im-
posed continuously since 1932, even though it has been scheduled to expire continu-
ously since 1959. Allowing the tax to expire will reduce Federal tax receipts by ap-
proximately $2.5 billion annually at 1992 levels.

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the proposal will raise $1.5 bil-
lion in FY 1991 and $12.7 billion from FY 1990 through FY 1995. The Congressional
Budget Office is expected to release its estimate of this proposal on March 7.
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TREATMENT OF SALVAGE VALUE BY PROPERTY AND CASUALTY INSURANCE COMPANIES

Description of the Proposal

The Administration proposes requiring that when property and casualty insurers
deduct losses which they have incurred, the deduction be reduced by estimated re-
coveries of salvage attributable to such loeses, regardless of how states treat salvage
for state reporting purposes.

Under current law, property and casualty insurers may deduct from underwriting
income losses incurred. Section' 832(bX5) provides that losses incurred are generally
computed by deducting from losses paid any increase in salvage and reinsurance re-
coverable attributable to such losses, and adding to that amount any increase in re-
serves for losses incurred during the taxable year, but still unpaid at year’s end.

Although the statute clearly requires that paid losses be reduced to take into ac-
count salvage recoverable, this reduction generally has not been made because prior
regulations provided that companies were not required to reduce paid losses by esti-
mated salvage recoveries if any state in which the taxpayer transacted business pro-
hibited the taxpayer from treating the salvage as an asset for state reporting pur-
poses. Several states have rules prohibiting the reporting of any salvage not reduced
to cash or cash equivalents.

Current law also requires that the part of the deduction for ““losses incurred” that
represents losses unpaid at the end of the taxable year must comprise only actual
unpaid losses. These unpaid losses must be based on a fair and reasonable estimate
of the amount the company will be required to pay. .

In general, the Administration’s proposal would require that salvage and reinsur-
ance recoverable attributable to paid losses must be taken into account as a reduc-
tion to such paid losses. Further, in making a fair and reasonable estimate of losses
uripaid, companies would be required to take into account estimated recoveries of
salvage and reinsurance attributable to such unpaid losses. Treasury would be given
regulatory authority to provide for the discounting of any salvage to be taken into
account. -

The proposal would apply to taxable years beginning after December 31, 1989. Ap-
plication of the proposal would be treated as a change in the taxpayer’s method of
accounting, and any adjustment to income required as a result of such change
would be spread over a period not exceeding 4 years. In all cases, the amount of the
adjustment would be the difference between the amount of unreduced loss reserves
at the end of the taxable year immediately preceding the first taxable year begin-
ning in 1990, and the amount of the unreduced loss reserve determined under this
proposal as of the beginning of the first taxable year beginning in 1990.

Reasons for the Proposal

In 1988, the Treasury issued temporary and proposed regulations to require that
property and casualty insurance companies reduce their deduction for losses in-
curred by estimated salvage recoveries, whether or not the salvage is treated as an
asset for state reporting purposes. The industry subsequently raised concerns about
the authority of the Treasury to issue these regulations. As a result, the effective
date of the regulations has been postponed.

Whether the temporary and proposed regulations are valid under current law is a
complicated issue involving many factors. While we believe that the Treasury has
the authority to issue these regulations, we recognize the possibility that, after
many years of litigation, the issue may not be resolved in our favor. We have no
doubt, however, that the policy underlying the regulations is correct. The state rules
prohibiting the reporting of any salvage not reduced to cash or cash equivalents re-
flect the generally conservative nature of state reporting measures, which are de-
signed to ensure the solvency of insurance companies. The exclusion of a significant
amount of salvage, while consistent with state regulatory ends, does not result in an
accurate measurement of income for Federal tax purposes. A more accurate meas-
ure can be achieved by requiring the matching of expected salvage recoveries
against incurred losses.

The Administration’s proposal would confirm our authority to require companies
to net salvage against their loss deductions and, thus, prevent companies from over-
stating deductions taken for underwriting losses.

Effects of the Proposal on Revenues

Both Treasury’s Office of Tax Analysis and the Joint Committee on Tuxation esti-
mate that the proposal will raise $200 million in FY 1991 and $1.1 billion from FY
1990 through 1995.
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PAYROLL TAX DEPOSIT STABILIZATION

Description of the Proposal

Under current law, employers deposit income taxes and FICA (social security)
taxes withheld from employees’ wages together with the employers’ matching
?.h%l_'f_st of FICA taxes. The frequency of payment is related to the amount of unpaid
iability.

Smaller employers pay accumulated payroll tax liabilities of $500 or more after
the end of the month; payroll tax liabilities under $500 are paid after the end of
each calendar quarter.

Until August 1990, larger employers are required to deposit payroll taxes as fre-
quently as 8 times a month. Employers who have $3,000 or more of accumulated but
undeposited payroll taxes at the end of eighth-monthly periods (periods which end
on the 3rd, 7Tth, 11th, 15th, 19th, 22nd, 25th, and last days of each month) are re-
quired to deposit at least 95 percent of such taxes within 3 banking days. The re-
mainder li:s due with the first deposit otherwise required after the 15th of the follow-
ing month. .

Beginning in August 1990, under provisions of the Omnibus Budget Reconciliation
Act of 1989 (OBRA), payment of accumulated liabilities of $100,000 or more will be
accelerated and deposits may be required more frequently than 8 times a month. An
employer who is on the eighth-monthly deposit system will be required to deposit at
least 95 percent of accumulated payroll taxes by the close of the next banking day
after anz day on which the employer has undeposited payroll taxes accumulated
within that eighth-monthly period of $100,000 or more, regardless of whether that
day is the last day of an eighth-monthly period.

From August 1990 through December 1990, accumulated, unpaid payroll taxes of
$100,000 or more trigger a next banking day deposit requirement. During 1991, such
amounts muet. be deposited by the second banking day. During 1992 and 1993, such
amounts must be deposited by the third banking day. During 1994 and 1995, such
amounts must again be deposited by the next banking day. After 1995, OBRA em-
powers the Treasury Department to issue regulations to set the deposit dates in a
similar manner in order to minimize the unevenness of the receipts effects of the
provision. It is anticipated that deposits would continue tu be required on the next
banking day.

The Administration proposes that an employer who is on the eighth-monthly de-
posit system be required to deposit at least 95 percent of accumulated payroll taxes
by the close of the next banking day after any day on which the employer had unde-
posited payroll taxes accumulated within that eighth-monthly period of $100,000 or
more, regardless of whether that day is the last day of an eighth-monthly period.
Tsl)‘geo proposal would become effective for payroll tax deposits beginning in August
1990.

Reasons for the Proposal

Most payroll taxes are withheld from the wages and salaries of employees and are
held by employers as agents for the U.S. Government. The deiay between the pay-
roll date and the date on which the withheld taxes are paid to the Treasury was
originally intended to permit employers to verify the amount of payroll tax liability
and to minimize the administrative burdens and processing costs of immediate pay-
ment for employers and the government.

In recent years, the advances in automated payroll and accounting equipment
have virtually eliminated the need for any delay between the payroll date and the
date on which the taxes are deposited by the employer. In recognition of this, Con-
gress in OBRA required many employers to make deposits on the next banking day
after they have accumulated undeposited payroll taxes of $100,000 or more. This
change is effective for amounts required to be deposited after July 31, 1989.

However, this change was not made permanent. Instead the 1 day delay applies
only in 1990, and then automatically shifts to 2 days in 1991, to 3 days in 1992, and
then back to 1 day in 1993 and 1994. After 1994, the Secretary of the Treasury is
directed to issue regulations which “minimize the unevenness” in the revenue effect
of the provision.

The automatic shift from 1 to 2 days in 1991, and from 2 to 3 days in 1992, is
inconsistent with the rationale which Congress gave for the change which it made
in 1989—that is, that advances in pai\;;oll systems make such-delays unnecessary.
Moreover, current law would place substantial burdens on employers who would be
forced to reprogram their payroll system for 4 years in a row to take account of the
shifting deposit dates.
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The proposal would change the OBRA-mandated second banking day deposit re-
quirement for 1991 and the third banking day deposit requirement for 1992 and
1993 to a next day deposit requirement. Under the proposal, the change to next
banking day deposits imposed by OBRA and scheduled to become effective in
August 1990 would be permanent and would be the only change required by employ-
ers.

The proposal to continue next banking day payroll tax deposits after 1990 would
not impose any new burdens on affected employers. In fact, since much of the
burden of payroll tax deposit requirements is from adjusting to changes, the current
proposal will ease administrative burdens gg eliminating the currently scheduled
changes in deposit rules in 1991, 1992, and 1

Effects of the Proposal on Revenues

Treasury’s Office of Tax Analysis estimates that the pro will raise $900 mil-
lion in 1991 and $2.2 billion in FY 1992, but will exactly offset these gains with
$3.1 billion in revenue losses in' FY 1993. The Joint Committee on Taxation esti-
mates that the prc;¥osal will raise $1 billion in FY 1991 and $2.2 billion in FY 1992,
but will exactly offset these gains with $3.2 billion in revenue losses in FY 1993.

PERMIT LIMITED USE OF EXCESS PENSION FUNDS TO PAY RETIREE HEALTH BENEFITS

Description of the Proposal

Pension plan assets may not revert to an employer prior to termination of the
plan and the satisfaction of all plan liabilities. Any assets that revert to the employ-
er upon such termination are included in the gross income of the employer and are
subject to a 15 percent excise tax. :

A pension plan may provide medical benefits to retirees through a section 401(h)
account that is part of such plan. The assets of a fpension plan may not be trans-
ferred to a section 401(h) account without disqualifying the pension plan and sub-
jecting the amounts transferred to income and excise taxes.

The Administration would allow the transfer of excess pension plan assets to a
401(h) account to pay current retiree health benefits without termination or dis-
qualification of the plan. The amount of the transfer could not exceed the amount of
assets in excess of 140 percent of the plan’s current liability or, if less, the plan's
current retiree health liabilities for the current year. Amounts transferred would
not be includable in gross income or subject to the excise tax on reversions.

Transfers would be permitted on an interim basis only, thereby enabling policy
makers to evaluate the effectiveness and the long-term revenue effects of this ap-
proach to satisfy retiree health liabilities.

There would be no requirement that employers purchase annuities for plan par-
ticipants.

In the event of a transfer, the pension plan would be subject to additional require-
ments with respect to pension benefits, such as full vesting, to preserve benefit secu-
rity. More specifically, only one transfer would be permitted. The transfer would
giaviagté% occur before January 1, 1993 and in a plan year beginning after December

Reasons for the Proposal

Many employers currently have substantially over-funded pension plans. At the
saime time, many of these employers are facing significant retiree health liabilities
for which current law permits limited tax-favored pre-funding. The proposal would
permit employers to use some portion of excess pension plan assets to satisfy cur-
rent retiree health liabilities under the same plan.

Employers could be expected to transfer funds from the pension portion of an
over-funded plan rather than making additional contributions to a 401(h) account
under the same plan. Since additional contributions are deductible from income,
taxable income would be increased in the short run. In the longer run, however, the
reduction in assets available to pay pension benefits could result in a corresponding
increase in contributions for that purpose. .

Effects of the Proposal on Revenues

Treasury's Office of Tax Analysis estimates that the J\roposal, without an annuity
requirement, will raise $324 million in FY 1991 and $1.2 billion from FY 1990
through FY 1995. The Joint Committee on Taxation estimates that the {n‘o 1 will
raise $300 million in FY 1991 and $1 billion from FY 1990 through FY 1995. Howev-
er, the Joint Committee’s estimates were made before the Administration clarified
that there would be no requirement that employers purchase annuities for plan par-
ticipants.
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MISCELLANEOUS PROPOSALS AFFECTING RECEIPTS

Description of the Proposals
The Administration has proposed initiatives affecting budget receipts, such as:

(1) Increase the District of Columbia (D.C.) employer contribution to the civil serv-
ice retirement system (CSRS). Effective January 1, 1991, the D.C. Government would
be required to phase-in payments for current CSRS employee cost of living (COLAs)
liabilities, as well as to pay the cost of COLAs for post-1986 CSRS annuitants.

(2) Increase ad valorem fee on shippers. The current ad valorem fee on shippers
would be increased from .04 percent of cargo value to approximately 0.125 percent
of cargo value. This increase would fully offset the cost of Corps of Engineers harbor
maintenance dredging; currently 40 percent of the cost of the program is recovered
by the fee. It would also offset the cost of certain National Oceanic and Atmospheric
Administration marine programs, including coastal mapping, marine weather, and
circulation and tide data.

(3) Increase and expand Securities Exchange Commission (SEC) fees. Effective July
1, 1990, the fee on securities market transactions would be increased from Ysoo0 to
Y220 of 1 percent of dollar volume traded, and would be extended to apply to most
over-the-counter securities transactions. In addition, the fee charged for merger or
proxy filing would be increased from Yo to Yo of 1 percent of the value of the
transaction. Similarly, the registration fee on securities offerings would be increased
from Yo to Yo of 1 percent of the value of the offering.

(4) Modify collection period of telephone excise tax. Under present law the tele-
phone tax billed to a customer in a given semimonthly period is congidered to be
collected during the second fo'lowing semimonthly period. The tax is deposited
within three banking days after the semimonthly period in which it is considered to
be collected. Under this proposal the tax would be collected during the first week of
the second following semi-monthly period and would be deposited within three
banking days after the end of that week. This change would effective for taxes
considered collected for semimonthly periods beginning after December 31, 1990.

(5) Extend abandoned mine reclamatior fees. The abandoned mine reclamation
fees, which are scheduled to expire in August 1992, would be extended. Collections
from the existing fees of 35 cents per ton for surface mined coal and 15 cents per
ton for underground mined coal are allocated to states {cr reclamation grants. Ex-
tensive abandoned land problems are expected to exist after all the money from the
collection of existing fees is expended.

(6) Establish Commodity Futures Trading Commission (CFTC) fees. Effective Octo-
ber 1, 1990, a futures market transactions fee of 11 cents per transaction would be
established to cover the cost of CFTC expenses.

(7) Change collection point of special taxes in connection with liquor occupations.
To increase compliance rates ané)e revenues, the special occupation taxes currently
levied on retailers would be eliminated and the existing taxes on wholesalers and
manufacturers would be increased effective October 1, 1990.

(8) Extend social security (OASDI) coverage to D.C. empluyees. This proposal would
extend OASDI coverage to all newly Fired D.C. employees effective January 1, 1991.
Most D.C. employees are currently covered.

(9) Extend IRS user fees. The existing fee on each rrquest for a letter ruling, de-
termination letter, opinion, or other similar ruling or dviermination filed after Jan-
uary 31, 1988 and before October 1, 1990 .would te permanently extended.

(10) Establish Federal Emergency Management Agency (FEMA) user fees. Begin-
ning October 1, 1990, 100 percent of FEMAs costs incurred as the Nuclear Regula-
tory Commission’s agent in regulating the evacuation plans of nuclear power plants
would be recovered through user fees.

(11) Extend and expand railroad unemployment insurance (UI) reimbursable
status. To prevent public subsidies from being diverted to pay for the high unem-
ployment cost of the private sector railroads, public commuter railroads were
exempt from the full railroad unemployment tax rate in 1989 and will continue to
be exempt in 1990. Instead, th~y are required to reimburse the Unemployment In-
surance Trust Fund for the actual costs of their employees. Under this proposal the
exemption provided to public commuter railroads would be extended beyond its cur-
rent law expiration date and would be expanded to Amtrak beginning in 1991.

(12) Modify Federal Reserve reimbursement. A permanent, indefinite appropriation
to reimburse Federal Reserve banks for their services as fiscal agents for the
Bureau of Public Debt will be established. This would result in a corresponding in-
crease in the deposit of earnings by the Federal Reserve System, which are classi-
fied as receipts.



122

(18) Delay for 8 monthg the Federai employee pay raise. The Federal employee pay
raise is proposed to be delayed 3 months frcm October 31, 1930 to January 1, 1991,

(14) Establish Corps of Engineers agplication fees for permits. Revised regulations
are being developed that would enable the Corps of Engineers to begin collecting
fees on requests for permits necessary for development or other activities in naviga-
ble waterways and wetlands. These fees would be effective October 1, 1990.

(15) Other. Additional proposals include an increase in the HUD interstate land
sales fee and modification of the EPA pesticide fee.

Effects of the Proposals on Revenues
Treasury'’s Office of Tax Analysis estimates that—

(1) increasing D.C. contributions to CSRS will raise less than $50 million in FY
1991 and $200-$450 million from FY 1990 through FY 1995;

(2) increasing ad valorem fees on shipgers will raise $300 million in FY 1991 and
$1.7 billion from FY 1990 through FY 1995;

(8) increasing and expanding SEC fees will raise $100 million in FY 1991 and $550
million from FY 1990 through FY 1995;

(4) modifying the collection period of the telephone excise tax will raise $100 mil-
lion in FY 1991 and $100-$300 million from FY 1990 through FY 1995;

(5) extendinl% the abandoned mine reclamation fees will raise no revenue in FY
1991 and $1 billion from FY 1990 through FY 1995;

(6) establishing a CFTC fee will raise less than $50 million in FY 1991 and $200-
$450 million from FY 1990 through FY 1995;

(7) changing the collection point for liquor occupation taxes will raise less than
$50 million per year from FY 1990 through FY 1995;

(8) extending OASDI coverage to DC emplogees will raise $2 million in FY 1991
and $53 million from FY 1990 through FY 1995;

(9) extending IRS user fees on private letter rulings will raise $60 million in 1991
and $500 million from FY 1990 through FY 1995;

(10) establishing FEMA fees will raise less than $50 million per year from FY
1990 through FY 1995;

(11) extending and expanding railroad Ul reimbursable status will lose less than
$50 million in FY 1991, 1992, 1994 and FY 1995 and zero revenues in FY 1993;

(12) modifying the Federal Reserve reimbursement will raise $100 in FY 1991 and
$500 million from FY 1990 through FY 1995;

(13) delaying the Federal pay raise will lose less than $50 billion in FY 1991 and
(at most) $450 million from FY 1990 through FY 1995;

(14) establishing Corps of Engineers fees will raise less than $50 million per year
from FY 1990 through FY 1995; and

(15) additional miscellaneous proposals included in the budget will lose, collective-
113{),9?00 million in FY 1991 and (at most) $450 million from FY 1991 through FY

The Joint Committee on Taxation has not estimated the revenue effects of these
proposals. The Congressional Budget Office is expected to release its estimate of the
proposals on March 7.

INTERNAL REVENUE SERVICE (IRS) ITEMS

In addition to the above revenue proposals, the Administration has proposed to
improve budget receipts through management reforms and increased funding for en-
forcement and collection. The Office of Tax Analysis estimates that, taken together,
the new resources and management reforms would lead to revenue increases of $3
billion in FY 1991 and $9.3 billion from FY 1991 through FY 1995. The Congression-
al Budget Office is not expected to estimate the revenue effects of this proposal.

IRS Management Reforms

The IRS currently allocates substantial resources to direct enforcement of the tax
laws. IRS has identified key milestones for implementing certain management re-
forms and is establishing tracking systems to compare performance indicators to
baseline levels of activity. In most cases, these management reforms would acceler-
ate the receipt of taxes, penalties and interest. They include the following:

The inventory of large dollar cases in the appeals process has grown over the last
few years. IRS will use a more targeted, revenue-maximizing approach in its case
selection criteria.

Closure of an additional 30-50 large dollar cases in 1991 will result in an accelera-
tion of $1 billion in receipts that generally would not be available for several years.



123

A transfer of 145 staff years from examination will allow continuation of haseline
appeals work so that reallocation to high-yield activities can occur.

Exomination FY 1991 Tax Shelter Initiative. Resources would be reallocated to ac-
celerate the examination process for tax shelter cases with attendant expedited clo-
sure of such cases. As a result, an additional 58,000 cases will be closed in 1991. This
will be accomplished by streamlining procedures and identifying tax shelter promo-
tions (which involve multiple taxpayers) rather than working on a case by case
basis. The overall impact involves a 2 year window of opportunity, and the FY 1991
estimated revenue will be $349 million.

CEP Settlement Authority. Examinations in the Coordinated Examination Pro-
gram enter the administrative appeals process on unagreed issues at the clost of the
examination. This initiative would delegate appeals settlement authority to the CEP
examiners on the basis of historical appeals settlement precedents. The result would
be an acceleration of receipts as disagreement over assessments decreases from 90
percent to 60 percent. Appeals staff will work more closely with examination staff
and technical decisions from the national office will be provided more expeditiously
so that potential appeals issues can be resolved sooner. The FY 1991 effect is esti-
mated to be $646.7 million.

Excise Tax Initiative. An additional 150 staff years of existing revenue agent staff-
ing is to be redirected from lower yielding areas to examination of excise tax re-
turns, The FY 1991 revenue effect is estimated to be $2.3 million.

Employee Plans/Exempt Organizations. This initiative focuses on the actuarial ex-
aminations of small retirement plans. Resources will be shifted from other examina-
tion and determination activities to this program, increasing the number of exami-
nations in this area from the previously planned 700 to 18,000. A recent court deci-
sion has enhanced IRS’s ability to conduct eggloyee plan examinations on single
issues of questionable actuarial assumptions. IRS will pursue closing a large number
of cases by proposing settlement conditions and soliciting amended returns from
plens which use such questionable assumptions to inflate plan contributions, there-
by sheltering income from taxes. Of the 18,000 planned examinations, 5,400 are al-
ready in progress. The revenue effect starts in FY 1990 with additional collections of
$64 million. There will be additional collections of $602 million in FY 1991.

Increase in IRS FY 1991 Enforcement Funding

The IRS currently allocates substantial resources to direct enforcement of the tax
laws. Direct enforcement encompasses activities designed to encourage accurate re-
porting of taxable income and to assess or collect taxes, penalties,.and interest
which are owed but not paid. In allocating resources to these activities, the IRS does
not simply seek to collect the maximum amount of taxes; rather, the objective is to
e%couaz;ge and enhance voluntary compliance (i.e., indirect revenue effects are con-
sidered).

The IRS has identified a number of enforcement areas in which specific problems
exist that could be resolved by the application of additional resources. The specific
programs, new budget authority and estimated FY 1991 receipts are as follows:

Examination District Office Initiative. An additional 1,049 staff years (and 127
support staff years) are io be applied to excise tax and estate and gift tax audits.
Total budget authority for FY 1991 is $77.1 million, and the effect on collections in
that year is a reduction of $18.2 million, due to initial opportunity costs.

Examination Service Center. This initiative will expand Service Center examina-
tion programs by applying an additionsl 640 staff years, with an FY 1991 budget
authority of $27.3 miilion, to a variety of correspondence audits: Schedule A deduc-
tions, deperdents, duplicated cxpenses, and deductions it excess of statatory liruits.
Collections in FY 1991 are estimated to increase by $143.6 million.

Examination Contract Training. Current training egrograms utilize experienced
revenue agents as instructors. This initiative will reduce the opportunity costs of
training by substituting contract instructors for a substantial portion of recruit
classroom training. The FY 1991 budget authority is $7.5 million, and the estimated
revenue impact for that year is $13.8 million.

Examination Claims Auditing. 'This initiative would apply 100 revenue agent staff
years (and 46 support staff years), with a budget authority of $7.9 million in FY
1991, to increase examinations of claims for refunds of taxes. There is no estimated
revenue impact for FY 1991,

Collection of Accounts Receivable. This initiative will apply an additional 1,050
revenue officer and support staff years, with total FY 1991 budget authority of $55.5
million, to the accounts receivable inventory. In FY 1991, increased collections of
past due taxes, penalties and interest will amount to $150.2 million.

30-856 0 - 90 - 5
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Returns Processing, Document Matching. This initiative would expand matching of
noncustodial agreements by applying the equivalent of 366 staff years, with budget
authority of $12.3 million, to this activity. The estimated increase in collections for
FY 1991 is $172.6 million.

Returns Processing, Depeadent SSN Matching. This initiative will expand match-
ing of dependent social security numbers by application of the equivalent of 84 staff
years, with a budget authority of $2.9 million. The estimated increase in collections
for FY 1991 is $57.5 million.

Returns Processing, Mortgage Interest Credit. This initiative will expand matching
of the mortgage interest credit by application of the equivalent of 14 additional staff
years, with an FY 1991 budget authority of $0.5 million. Increased collections in FY
1991 are estimated to be $17.5 million.

CONCLUSION

The most important aspect of the FY 1991 budget is the emphasis placed on long-
term national goals. Economic events have demonstrated the relationship between
saving and investment and the problems created by our disappointing national
saving rate. The package of incentives contained in the budget, particularly the pro-
posed capital gains tax rate reduction for individuals, the Family Savings Accounts
proposal and the proposed penalty-free IRA withdrawal for first-time home buyers,
are designed to improve the national saving rate without increasing tax burdens on
the American people.

The Bush Administration is prepared to work with Congress toward the enact-
ment of these proposals. Let me emphasize as well Treasury’s willingness to provide
whatever assistance we can as the Committee examines the Administration’s pro-
posals and the tax and economic policy issues they raise.

Attachment.
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1/ The elasticity is the midpoint of the reported long-run elusticitics for those studies
reporting a range of clasticitics for different models. The clasticitics are not directly

Table 1 -
SURVEY OF CAPITAL GAINS REALIZATIONS ELASTICITIES
. Capital Gains Realization
Studies Data Type Type Elasticity /1
Glllmgham, Greenlees, Pooled Cross-Section ~ All Capital Assets 3.80
and Zieschang (1989) Time Series, 1977-85
Feldswm, Slemrod Cross-Section, Corporate Stocks 3.75
and Y High-Income
(1980) Sample, 1973
U.S. Treasury Panel Data, All Capital Assets 1.68
(1985) 1971 to 1975 Corporate Stocks 2.07
Auten, Burman, and Panel Data, All Capital Assets 1.65
Randolph (1989) High-Income Sample,
1979 to 1983
Lindsey Pooled Cross-Section  All Capital Assets 1.37
(1987) and Time Series, .
1965-1982
Jones Time~-Series All Capital Assets t.18
(1989) 1948-1987
Darby, Gillingham, Time Series, All Capital Assets 1.07
and Greenlees 1954 to 1985,
(1988) All Taxpayers
Auten and Clotfelter Panel Data, All Capital Assets 0.91
(1982) Middle-Income
Sample,
1967 to 1973
. Congressional Budget  Time Series, All Capital Assets 0.89
Office (1988) 1954 to 1985
ice of Tax Analysis (1990) wj Short-run 1.2
Long-run 0.8
U.S. Treasury Time Series, All Capital Assets -0.80
(1985) 1954-1985 _
Joint Committee on Taxation (1989) 3/ Short-run 1.2
Long-run 0.7
Minarik Cross-Section Corporate Stocks 0.62
(1981) High-Income
Sample, 1973
Auerbach “‘Time Series, All Capital Assets 0.57
(1988) 1954 to 1986
S Council of E ic Advisors and Auten, Burman and Randolph (1989).

2/ Based on an average tax rate of 20 percent, after portolio effocu
3/ Based on announced values for last year's admi

comparable in many cases. For example, the elasticities are computed at varying

tax rates in the studics. In somo studies the clasticitics are the reault of dynamic

behavioral simultations, while in others the elasticity is computed at the ge tax

rate. In some cases the elasticities are derived from eq in the studies at

8 25.4% tax rate after tax reform. These factors account for some of lhe differences in elasticities.
Elasticities evaluated at current law tax rates would be higher for many of these studies.

fali

effects.

proposal, after p

The JCT elasticitics may be lower. this year.



TABLE 2

REVENUE EFFECTS OF THE PRESIDENT’S CAPITAL GAINS PROPOSAL

Fiscal Year ($ Billions)

ltem Ay T 1990] 1991 1992] 1993| 1994 | 1995 [1990-95
[ Loss on Existing Gains Under Plan 2 -2.1 -14.1 -14.4 -13.9 -14.7 -16.5 -74.7
. Effect of Taxpayer Behavior 2/ 2.8 19.0  16.2 13.3 14.0 14.3 79.6
a. induced Realization Effect 2.8 19.1 16.7 14.2 15.5 16.3 84.6
b. Conversion of Ordinary Income 0.0 -0.1 -0.5 -0.9 -1.5 -2.0 -5.0
(LR Depreciation Recapture -C.0 -0.3 0.5 11 1.6 1.7 4.6
V. AMT Expansion -0.0 -0.2 0.5 0.6 0.8 0.8 25
V. Effective Date Effect -0.2 0.4 0.0 0.0 0.0 0.0 0.2
Vi Total Effect of Proposal : 0.5 4.9 2.8 1.2 1.7 14 12.5
Department of the Treasury February 28, 1990
Office of Tax Analysis
1y Lines I through IV assume January 1, 1990 cffective date. Linc V.shows the effect of an cffective date of March 15, 1990.
All estimates ignore effects on economy. Details may not add to totals duc to rounding.
Y Estimates for a flat 30% exclusion are:
1A. Loss on Existing Gains Under 30% Exclsion 21 -14.3 -15.6 -16.6 -17.5 -18.4 -84.5
HA. Effect of Taxpayer Behavior Under 30% Exclsuion 2.8 19.3 18.4 17.0 16.6 17.0 91.1
Induced Realization Effect 2.8 19.4 19.0 18.1 18.3 19.3 96.9
c ion of Ordinary I 0.0 01 0.6 -1 17 23 5.8

Net Effect of Phasc-in (1+11-1A-HA) 0.0 0.1 -1.0 -1.0 0.2 0.2

921



PRELININARY
- Table 1 -
ESTIMATED REVEMUE EFFECTS OF THE ADMINISTRATION'S CAPITAL GAINS PROPOSAL
Fiscal Vears 1990-1993
[8itltons of Ooliers]
Item® 1990 1961 1982 19903 1984 1906  1990-95 .
1. Static effect of the 30% excluston®.................. -2.6 <17.7 -i6.7 -19.8 ~-20.4 -20.9 ~-100.2
11. Effect of induced resitzationsd...................... 3.0 189 144 148 13.4 13.8 7.4
11%. Eftect of full deprectation recepture................ 0.3 1.8 1.9 2.1 2.t 2.2 10.3
iv. Effect of phase-in of the 3-year holding period...... - -0.3 -2.0 -0.9 0.4 1.8 -1.2
V. Effect of treating exciuded portion of gain as

8 preference item for AMY PpUrpOSes. ... .......ocunnens -— 0.3 0.t 6.2 0.2 0.2 0.8
vi. Effective date of the propossi®. .. ... .. ... ... ... ... 01 0.6 -- - -- -- 0.7
TOTAL, Revenue Effect of the Proposel................ 0.7 3.2 -4.3 -3.8 -4.3 -3.1 -11.4

Joint Committee on Taaation
February 13, 1990

NOTE: Detalls may not 8dd to totals due to rounding.

! an estimates in this tsble are done incrementally; that
the table have besen enacted.

Tnts 1ine reflects an estimste of the proposed eaclusion
This tine reflects an estimate of the incresss in budget
more cespital gsin result of the lower tas rate.

> WN

reflect an assumed effective daste of March 15, 1880.

ta. sssuming proviaions descridbed on preceeding 1lines of

tng no ge in t behavior.
receipts attributable to taspayer dectsions to reatize

Lines I-V, above, reflect 8 January 1, 1990, effective date; tine VI represents sn adjustment to these linas to

L3t



128

' Table 4
Total Capital Gains Realized \
Under Current Law and an Across the Board rate Cut 1/
($ Billions)
Realizations Realizations Change in
Tax Under Current Under Realizations
Year Law Rate Cut 1/ Under Rate Cut 1/

1978 51 - -
1979 73 - -—
1980 74 - -
1981 81 - -
1982 90 ) - —-—
1983 123 - -
1984 140 - -
1985 171 - -
1986 326 - -
1987 P 144 - -
1988 P 165 - -
1989 E 188 - -
1990 E 214 288 74
1991 E 236 308 72
1992 E 256 315 59
1993 E 270 338 68
1994 E 286 358 72
1995 E 300 373 73
Department of the Treasury February 28, 1990

Otfice of Tax Analysis

1/ Estimates are for the full plan and assume an etfective date of 1/1/90.

'P’, Data are preliminary.
'E’, Estimate.
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PREPARED STATEMENT OF JANICE M. GRUENDEL

Good Morning, Mr. Chairman and members of the committee. I am Janice M.
Gruendel, deputy commissioner of the Connecticut Department of Children and
Youth Services and a member of the American Public Welfare Association’s Nation-
al Council of State Human Service Administrators. I appreciate the opportunity to
testify before you and to respond to the President’s FY 91 budget proposals for at-
risk children and their families.

In my testimony today, I hope to demonstrate to you that the Health and Human
Services’ budget request falls short of the necessary funding levels required to sup-
port comprehensive child and family social services to meet the crises in the child
welfare system. Second, I will show how the administration’s proposal to impose a
cap on Title IV-E foster care is unwarranted and detrimental to children under our
care. And finally, I would like to recommend that this Committee can help reestab-
lish a strong Federal commitment to children by establishing adequate budget au-
thority to support child welfare services aimed at strengthening families and im-
proving the lives of vulnerable children.

I. FINANCING COMPREHENSIVE CHILDREN'S SERVICES

A. The Child Welfare Population Today

The nation’s child welfare system is in crisis: the number of children and families
we are called on to serve is increasing at an alarming speed. The rate of reported
child abuse in 1987 was more than three times what it was in 1970; it has increased
every year for the last 20 years without exception. In 1989, child protective services
nationally received 2.2 million reports of child abuse and neglect.

The number of children placed in substitute care in the last three years has in-
creased significantly. According to data collected by APWA'’s Voluntary Cooperative
Information System (VCIS) funded by HHS, the number of children in substitute
care increased by almost 30 percent between 1986 and 1989. At the end of 1989,
there were 80,000 more children in care. The total number of children living outside
their homes in substitute care increased from 280,000 to 360,000 in those three

ears. This increase reversed the downward trend of the substitute care population
in the early 1980s.

Major new and serious social problems emerged in the 1980s, placing new burdens
on our child and family social services. According to a recent study by the Center
for the Study of Social Policy, the number of children living in poverty nationally
_increased 31 percent between 1979 and 1987. The dramatic increase in child poverty
rates, drug addiction, homelessness, AIDS, as well as the growing numbers of dein-
stitutionalized or not-institutionalized young developmentally disabled and mentally
ill persons, some of whom are also becoming parents now, puts child welfare agen-
cies on the front line seeking to serve today’s most troubled children and families.

The children coming into our system ay are significantly different from the
children we saw even 5 years ago. They are children who have been frequently and
severely abused, have difficult health problems, or are developmentally disabled. We
see a growing number of seriously handicapped infants coming into the child wel-
fare system at one end of the spectrum, and a preponderance of emotionally dis-
abled teenagers at the other end.

Workers in state child protective and welfare systems are literally under siege,
especially in large urban centers. Let me give you a few examples:

e In Philadelphia, total reports of abuse and neglect doubled between 1982 and
1986. Between 1987 and 1989 alone this number increased by 31.6 percent. City offi-
cials project that the number of reports will double again between 1988 and 1994.
They estimate that serious substance abuse is a factor in 60 to 80 percent of their
abuse and neglect reports.

The City of Philadelphia’s Department of Human Services provides services to
27,000 children each year. Of these children, 5,600 are in substitute care. If current
trends continue the Department estimates that by 1994 there will be 9,200 children
in dependent placements—an increase of 165 percent.

¢ In California, the child substitute care population has increased from 47,327
children in FY 86 to 66,763 children in FY 89—an increase of almost 20,000 children
or 41.1 percent in three years. Between 1987 and 1988 the number of children in
care increased by 20.6 percent alone.

California officials estimate that the number of cases of abuse and neglect report-
ed with parental substance abuse rose from 66,841 to 122,153—an increase of 55,312
children or 82.8 percent.
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o In New York, the number of allegations of child abuse and neglect involving
drug withdrawal among newborns increased 210 percent from 1,569 cases in 1986 to
4,878 in 1988, just two years later.

The substitute care Fopulation in New York rose by 18,242 children or 66.3 ger-
cent in just two years from an overall population of 27,504 in 1986 to 45,746 in 1988
By 1989, the substitute care population increased another 21 percent to a total of
55,359 children.

Over two-thirds of the state’s substitute care population resides in New York City.
The prolportion of children in substitute care living in New York City increased sig-
nificant Iy from 61.1 percent in 1986 to 77 percent in 1989.

¢ In Illinois, the substitute care population increased by one-third between FY 86
and FY 89. In FY 86 Illinois provided substitute care to 14,427 children; by FY 89,
the number of children in care had reached 19,296.

Despite the severity and visibility of this crisis, the Federal government has failed
to respond adequately to the dramatic changes and the needs of the troubled chil-
dren and families we serve.

B. Federal Funding Sources

In addition to significant state and local resources, states today use a variet{ of
Federal funding streams to provide protection and serve children and their families,
including the ial Services Block Grant/Title XX (SSBG/Title XX), Title IV-E
Foster Care and Adoption Assistance, Title IV-B Child Welfare Services, and a vari-
ety of discretionary child abuse grants. Despite the phenomenal increase in child
abuse reports, and the steadily rising number of children being placed in substitute
care, funding has actually declined in some cf these programs and has not kept pace
with the need in others.

1. Title XX

According to the House Ways and Means Committee, Title XX funding declined
in real terms, after adjusting for inflation, by almost $2.4 billion between 1978 and
1988, a reduction of 46 percent. If you adjust for population growth, the funding
levels actually fell during this period by 51 percent.

When it created a new Title XX Social Services Block Grant in 1980 as part of
P.L. 96-272, Congress intended funding levels for Title XX to increase. The law al-
lowed the ceiling for Title XX to increase from $2.9 billion to $3 billien in FY 82
and $100 million a year until it reached $3.3 billion in FY 1985. But deep cuts were
mace in the program when Congress passed the Omnibus Budget Reconciliation Act
of 1981 and funding has stayed well below the goals of P.L. 96-272. Last year, Con-
%re% increased funding for Title XX by $100 million—the first increase since 1984.

otal funding for Title XX, however, was cut by $38 million in FY 90 because of the
Gramm-Rudman-Hollings sequestration.

Data from 31 states submitting information to APWA’s Voluntary Cooperative In-
formation System for FY 86 indicate that well over a fourth of Federal and state
SSBG/Title funds are used directly for child welfare related services: 9.8 percent
of Title XX funding went for child protective services, 14 percent for substitute care
and placement services for children and 2 percent for preventive services for chil-
dren and their families.

Child welfare-related services are just one of many social services we provide with
SSBG/Title XX money. The pressures to serve more elderly persons, disabled chil-
dren and adults, and other needy citizens make it impossible for us to reallocate
these scarce and shrinking dollars to child welfare without cutting services to these
other populations.

The president’s budget request for SSBG/Title XX does little to address the cur-
rent need for services. The administration has requested only $2.8 billion to main-
tain funding at the FY 90 level which is not adequate to maintain current services
let alone meet the ever-increasing demand for services. APWA favors an increase of
$300 million in FY 91 and $200 million in FY 92 to restore funding to the levels
authorized in FY 80.

2. The National Center on Child Abuse and Neglect

Federal funding for the National Center on Child Abuse and Neglect (NCCAN)—
the only Federal agency mandated solely to address child maltreatment—declined
sizgniﬁcantly between 1981 and 1989. The administration’s FY 90 budget request for
$25 million is 21 percent lower than what would be needed to fund the Frogram at
the FY 81 service levels. During this same period the number of cases of abuse and
neglect doubled. Although Congress recognized the tremendous need for services in
this area by increasing the authorization levels to $40 million in FY 85, $41.5 mil-
lion in FY 86, $43.1 million in FY 87, and $48 million in FY 88, funding actually
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declined by almost $1 million between FY 85 and FY 90. President Bush’s proposal
to provide funding at the FY 90 level would cortinue to underfund these vital pro-
grams.

APWA supports full funding for the child abuse and prevention programs at the
current authorized level of $48 million.

3. Emergency Child Protzction Services

As part of a package of legislation to combat drug abuse last year Congress au-
thorized a new $40 million program of grants to assist child protective services in
dealing with the abused and neglected children of drug addicts. Unfortunately, an
appropriation was not made to fund the program. Substance abuse has become a
dominant factor in child abuse cases; this money is urgently needed by state child
protective services coping with the effect of substance abuse.

The President’s budget does not include a request to fund this critical program.
APWA supports full funding of $40 million.

4. Title IV-B Child Welfare Services

Last {ear Congress raigsed the authorization level for Title IV-B from $266 mil-
lion—where it had been since 1977—to $325 million. IV-A funding is used by states
for direct services and purchase of services for more than 60 percent of the children
in substitute cuare. In 90, Congress appropriated $252.6 million.

The president has requested an increase of $47 million to fund Title IV-A at $300
million. We support the increase. Having said that, Mr. Chairman, I would note
that we strongly oppose the manner through which HHS would fund this increase.
The budgel proposal imposes a 10 percent cap on Title IV-E administrative expendi-
tures, cutting $161 million from this program, and transferring $47 million of this
cut to the Title IV-B program. I will return to this ‘robbing Peter to pay Paul” ap-
proach in a moment.

5. Title IV-E Foster Care and Adoption Assistance

Funding requests for Title IV-E foster care and adoption assistance programs
during the past decade have been woefully inadequate. Although Congress enacted
Title IV-E as an entitlement program, legislative language in the approg;iations’
bill requires that annual appropriations be made to fund the program. HHS has
consistently underestimated the costs of the program in its budget request to Con-
gress. This budgetary practice has resulted in huge shortfalls to states who have
had to carry the cost of the Federal share of the program. At one point in 1989,
s%afes were owed as much as $800 million for undisputed, prior year foster care
claims.

The administration has requested $544 million in FY 91 to pay prior year foster
care claims. We strongly support this request. We also are encouraged that the ad-
ministration has sought to improve its budgetary practices to provide Congress with
more realistic estimates on the cost of the program. We take issue, however, with
the Administration’s argument that they are increasing funding to the Title IV-E
program by $1 billion over current services for FY 91. Over one half of this proposed
irllc_rease is money already owed to states for unpaid and undisputed prior year
claims. :

The remainder of the funding request does represent an increase, but it is mis-
leading to say that the budget request will result in $450 million more for foster
care in FY 91 than in FY 90. The administration’s baseline for FY 90 is not realistic
and should not be used as a basis to compare funding for FY 91. By the Administra-
tion’s own estimates, the baseline for FY 90 short-changes the states by approxi-
mately 277 million which will have t» be supplemented through payments of prior
year claims. By cowbining the Administratior’s FY 90 bascline with the back
claims it expects to incur, the increase in funding over current services is closer to
$239 million.

II. CAPPING THE TITLE IV-E FOSTER CARE PROGRAM

Mr. Chairman, I'd like to begin my discussion of the proposed cap to the Title IV~
E program by thanking you for your efforts last session to block the Appropriations
Committee’s proposal to cap IV-E administrative expenditures. Without your inter-
vention and the fine work of your staff, I'm afraid we would have lost the battle to
protect the integrity of the Foster Care program and our ability to adequately serve
- children. Unfortunately, we haven’t yet won the war.

The administration has proposed capping Title IV-E administrative costs begin-
ning in FY 91. In the first year, the administration expects “savings” for the Feder-
al (%ovemment of $161 million in budget authority ($121 million in outlays). What
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this means is that these costs will be transferred to the states. By FY 95, the admin-

_istration anticipates that states will be paying over $800 million more to fund the
administrative activities associated with the foster care and adoption assistance pro-
grams than in FY 91

The administration has long been concerned about the rising administrative costs
in the Title IV-E program and has tried unsuccessfully to cap these expenditures
over the last 10 years. The administration makes two arguments to support its pro-
posal: first that the states are “gaining” the system to increase their IV-E reim-
bursement; and second, that this increased spending has not resulted in an “equal
expansion in the quality or quantity of services to children.” The administration
claims that if a cap is not imposed, administrative costs will surpass maintenance
costs.

This is a critical issue for the states, Mr. Chairman, and I would like to take a few
minutes to set the record straight. First, HHS has never provided evidence to Con-
gress that shows the states are claiming Federal reimbursement for anything other
than legitimate costs. The public record is clear on this. The Office of the Inspector
General for HHS issued a report in 1987, “Foster Care Administrative Costs,”’ that
disputes the department’s chaxége that the states might have claimed illegal or inap-
propriate reimbursement. HHS Inspector General Richard P. Kusserow noted that
the large increases in administrative costs since the mid-80s were due to the time it
took for some states to gear up a new program and that in the early years there was
significant underreporting of administrative costs. Man¥ states had an artificially
low hase initially due both to their inability to claim all appropriate costs and the
absence of required pzﬁrm components.

Kusserow also pointed out that what are called administrative costs in Title IV-E
are unique and cannot be compared with administrative expenses in other programs
such as AFDC, food stamps, or Medicaid. “Title IV-E foster care administrative ex-
penses pay for service and program costs that would not be covered in other entitle-
ment programs,” he wrote. They cover a “wide variety of programs and services
that would not be viewed as administrative costs under AFDC, Medicaid, or food
stamps,” but that the states are nonetheless required to provide.

The Inspector General included the following as legitimate “administrative” ac-
tivities in foster care:

¢ referral to services;

preparation for and participation in judicial determinations;
placement in foste- care;

case reviews;

case management and supervision;

recruitment and licensing of foster homes and institutions; and
rate setting.

Second, Mr. Chairman, the administration’s claim that the states have not im-
proved or expanded services to children and their families is simply not true. The
vast majority of states have passed the Section 427 Compliance Reviews which dem-
onstrate that states have totally revam their child welfare systems to meet the
requirements of P.L. 96-272. Although the number of children in substitute care has
increased in recent years because of a variety of social and economic problems, the
number of children in care actually had declined and remained steady for man
years. Moreover, the length of time children remain in care has decreased signifi-
cantly and that was a key goal of P.L. 96-272. And finally, the states have had to
serve many more deeply troubled children in the last several years and have ex-
panded services with an increasing level of state and local funding. The Administra-
tion has no instrument to measure the quality or quantity of services provided and
has not published any document detailing their claim in this area.

Third, the Administration continues to perpetuate the misconception that admin-
istrative costs pay for “overhead costs.” A significant proportion of administrative
expenditures pay for the costs of carrying out the law and providing increased pro-
tections designed to keep children out of foster care when possible. These protec-
tions fall into the categories outlined by the Ins r General that meet the appro-
priate criteria for reimbursement under the IV-E program. States must provide the
following protections or face fiscal sanctions:

¢ an iaventory of ail children in foster care for six months under the responsibil-
ity of the state;

¢ the implementation and operation of a statewide information system;

* a case review system for each child in foster care under the supervision of the
state;

¢ & o & 0o 0
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* a service program to help children return to their families or be placed for
adoption or legal guardianship;

* and a preplacement preventive service program designed to help children
remain with their families.

In addition, states must submit cage récord data for Federal review. States are
sanctioned and suffer significant financial penalties if they are unable to meet the
following protections:

1. States must develop a case plan for each child in foster care. In addition, they
must meet nine other requirements, including establishing that the child is in the
least restrictive setting, that there is a description of services offered; that the ap-
propriateness of the placement is discussed.

2. States must provide geriodic case reviews for every child in foster care no less
than once every six months after the date of placement. The review must be timely
and must meet six additional requirements that are designed to assure that foster
children have been appropriately placed; that the state is complying with the case
plan; and that progress has been made toward mitigating the need for placement.

3. States must also meet certain procedural safeguards, including respect for pa-
rental rights pertaining to the removal of a child from the home of the parents.

A cap on administrative expenditures will hurt children. There is no way around
that. It will seriously undermine the ability of states to carry out the mandates of
P.L. 96-272 and provide important protections to children who enter the state's
child welfare system. Capping the program at a time when the number of children
entering the system is increasing significantly will make it impossible for states to
g:ovide adequate protections or services. If administrative dollars are cut, states will

forced to shift scarce state dollars to pay for these essential services (administra-
tive activities) and the overall result will be a reduction in services.

Capping the Title IV-E program will not penalize states that have already estab-
lished sophisticated cost allocation methodologies to capture what is owed them. It
will hurt those states, however, that have not yet begun to seek reimbursement for
legitimate costs under this program. In the end, a cap would create a very unequal
distribution of Federal resources, with some states reimbursed more fu]ly?(’)r certain
apgropriabe activities and others not.

apping the Title IV-E program now, in the midst of serious problems such as
increased substance abuse and child poverty rates which are having a significant
impact on the child welfare system, is simply irresponsible.

We believe it is time for the Administration to stop perpetuating the idea that
states are misusing administrative funding under the IV-E foster care program. It
is also time that the Administration stop perpetuating the erroneous assumption
that “administrative costs’ in this program means overhead. Congress intended
states to use Federal dollars matched dollar for dollar with state dollars to pay for
services to ensure protections for children under their care. This we have done.

We urge the Committee to fight the $161 million cut requested by the Administra-
tion and to seek full funding for the Title IV-E program as it currently exists.

Thank you for this opportunity to testify. I will be happy to answer questions.

RespoNES TO WRITTEN QUESTIONS SUBMITTED BY THE COMMITTEE

Ms. Gruendel, I am troubled by the statistics you cite in your testimony (pp. 2 &
3), showing really extraordinary increases in foster care caseloads. The fact that
New York's foster care population grew by 66 percent in 2 years, and other states
have also experienced major increases, would seem to indicate that something ve
serious is happening to families and children in this country. Do you see this growt!
in foster care as a temporary phenomenon? And what do you think accounts for it?

Question 1. Do you see this growth in foster care as a temporary phenomenon?

Answer. No. This growth in foster care populations is by all accounts likely to in-
crease for the next several years. According to the report, “No Place to Call Home:
Discarded Children in America,” published by the Select Committee on Children,
Youth and Families, U.S. House of Representatives in early 1990 state foster care
populations are expected to increase considerably by 1995. One estimate (Chart 1 of
the report) pr%iects an increase in the foster care population from 340,000 in 1988 to
553,600 in 1995.

tion 2. What do you think accounts for it?
nswer. Experts cite a number of factors as fueling this jucreased rate of foster
care placements. Among the factors contributing to thi: rise, according to “No Place
to Call Home,” include:
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¢ A greater rise in children entering care as compared with children leaving care;

an
¢_Evidence that children are now staying in care longer.
A number of social factors feed into the above cited conclusions:

¢ Increased reports of child abuse and neglect resulting in more determinations
that removal of the child from the home and placement in foster care is necessary.
A large number of states indicate that these children’s parents have been abusing
drugs, particularly crack cocaine.

* Parental lack of adequate housing and/or homelessness are frequently cited as
reasons why children in foster care cannot be returned to their families when reuni-
fication services have achieved positive results.

¢ Increased numbers of children in placement whose problems are such that they
cannot be satisfactorily returned to their families.

* Instability of family functioning is also a reason cited as to why children in
foster care cannot be returned to their families. Until alternative permanent place-
ment arrangements—such as adoption—are completed, these children must remain
in out-of-home care placements.

PREPARED STATEMENT OF SENATO® JOHN HEINZ

Mr. Chairman, I am delighted that we are holding this hearing today to review
the President’s budget and the expiring tax provisions.

Earlier this year, Senators Moynihan, Danforth, Durenburger, Symms, Boren, and
I introduced S. 2025, which combines all 12 of the expiring tax provisions into one
bill, and makes them all permanent. The administrations budget proposes to make 3
of the Frovisions permanent—R&D, R&D allocation rules, and health insurance for
the self employed—and it expends low income housing credit for one year.

The administration has never supported all of the extenders, and 1 doubt if they
ever will, It is time that the administration realized that Congress supports all of
the extenders, and help us to find a way to make them all permanent.

We have repeatedly extended these items. Some of the provisions have been in
the code for over a decade, and yet we only extend them for a year or two at a time.
We all know the arguments for meking them permanent. It is impossible for the
business community to rely upon these provisions when they have no idea if we are
going to extend them again, or modify them one more time. .

The provisions that the administration supports will cost $15 biliion over 5 years.
If we make all of the provisions permanent it wili cost $22 billion over 5 years. |
realize that this will not be easy—but if the administration is serious about makin,
R&D and R&D allocation rules permanent, then they are going to have to wor
with us to make all the provisions permanent.

We have to work together if we are going to succeed.

PREPARED STATEMENT OF JEREMY M. JONES

Mr. Chairman and members of the committee. I am pleased to be here today to
review the impact the administration’s pro FY 1991 Medicare budget would
have on the Home Medical Equipment ) Industry.

1. HIDA

The Health Industry Distributors Association (IIIDA), created in 1902, is the in-
dustry’s leading alliance of medical products distribution firms. HIDA represents
more than 700 wholesalers and retailers serving the nation’s hospitals, nursing
homes, physicians, clinics, home care patients and other users of medical supplies
and equipment. HIDA member companies play a key role in the delivery of quality
health care to all Americans. HIDA is dedicated to working to build the best possi-
ble health care delivery system for our Nation.

I1. NAMES

The National Association of Medical Equipment Suppliers (NAMES) is a nonprofit
association composed of 2000 suppliers of home medical equipment. Pursuant to
physician prescription, names members furnish a wide variety of equipment, sup-

lies, and services for home use, includix;g traditional items such ss wheelchairs and
ospital beds, and highly technical modalities and services such as specialized reha-
bilitation and nutritional equipment.
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II. INTRODUCTION

The Home Medical Equipment Industry serves American citizens who need medi-
cal support in their home—if disabled, to lead productive lives or, if more severely
ill, to live and to enjoy the home and its familiar surrounding rather than in a hos-
pital or nursing home.

Taking care of these citizens in their home is far more desirable and believed to
be more economical than hospital or nursing home care. Home care is cost effective
and provides patients with a better quality of life. With Congress’ decision to limit
hospital care to those who need it most, more patients are being discharged to their
homes, requiring more complete medical care.

Taking care of more patients at home obviously increases home care outlays—
even while reducing institutional health care expenditures. As the number of pa-
tients cared for at home has grown, total outlays for home medical equipment have
naturally increased. But, while total outlays have grown with the increase in benefi-
ciaries served, Medicare expenditures for HME per beneficiary have declined due to
annual reimbursement cuts.

Even while patient demands for health care and home services have grown, the
Home Medical Equipment Industry has faced a series of ad hoc reductions in pay-
ments for equipment and services. the industry has adapted. We have increased
managerial sophistication and efficiencies which have enabled us to continue serv-
ing home care patients. Now, however, the administration proposes to take $250
million out of reimbursement for this small segment of the health care industry—
that is, six percent of cuts would come from one percent of the Medicare program or
11.6 percent of the administration’s total $2.16 billion in part B savings proposals.
(The CBO reestimated the President’s budget proposals for FY 1991, reporting a 28-
percent higher cost-saving value for proposed cuts in Medicare DME spending ($320
million) than the office of management and budget’s $250 million estimate.)

We strongly object to this disproportionate reduction in HME expenditures, and
urge the committee, should Medicare reductions be necessary, to keep any HME
cuts proportional to overall cuts. After all, home care is an important part of the
health care delivery system.

Already HME suppliers are no longer able to provide beneficiaries with requested
services. Do not let this important Medicare benefit for home care further erode or
beneficiaries will suffer further, and the persons providing those services will lose
their jobs.

IV. THE ADMINISTRATION'S PROPOSALS FOR HME

A. National cap on fee schedules

The administration’s FY 1991 budget proposal would repeal the current law (six-
point plan) which implements regional fee schedules within allowed national limits
in variation, and impose a national cap at the median of all local fee schedules. In
addition, local fee schedules at or above the national cap would not receive a con-
sumer price index (CPI) update.

Since 1984, HME has received only one consumer price index (CPI) update of 1.7%
(on January 1, 1987). During the same seven years, we have had Gramm-Rudman
reductions in 1986, 1987-1988, and 1989-1990. On top of these reductions, HME re-
imbursement has been further reduced by:

(1) 1985: A delay in reasonable charge update, July through September;

(2) 1986: A freeze on all reasonable charge increases, October 1985 through De-
cember 1986;

(3) 1987: The reasonable charge update was limited by inflation-index charges of
1.7%, January 1987 through May 1987;

(4) 1988: A reduction to lowest charge level (25th percentile) from the 75th per-
centile, May 1987 through December 1988; and

(5) 1989: 5 to 80 percent reductions in oxygen reimbursement, June 1989 through
the present.

(6) 1990: A freeze on all reasonable charge increases through December 1990.

The overall impact of these various reductions means that:

(1) Medicare pays for sale items at 1983 prices with up to a 1.7% increase, less
current Gramm Rudman reductions; and

(2) Medicare pays for equipment rental items at 1986 prices, less current Gramm
Rudman reductions, with no CPI increases.
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Because the HME industriv is labor-intensive, it is essential that we receive a full
CPI update in FY 1991. As I mentioned earlier, the HME industry has received an
increase of only 1.7% (CPI) over the past 7 years.

The six-point plan fee schedule system for HME was passed as part of OBRA
1987. This major reform legislation, which completely overhauled the HME fee
schedule rules, began implementation last June. The six-point plan will phase-in re-
gional fee schedules for oxygen and most rental items beginning January, 1991. The
regional fee schedule amounts will be further reduced through a process of limits
based on allowed national variation, phased in during 1991 and 1992. Thus the
White House proposal would abandon the phased implementation of a complex new
law for an important Medicare benefit in mid stream. We strongly object to such a
change, and continue to squort the original plan congress enacted in 1987.

Regional, not national, fee schedules is the only system which makes sense for
this industry. The HME business is inherently a local business. It is also primarily a
service business, 24 hours a day, seven days a week, where labor costs are the single
greatest expense.

The costs of providing HME services are driven by local factors because HME
services are dictated by local medical practices and in some cases state regulation.
This industry is, as is all of healthcare, labor intensive. Wages and benefits, based
upon local variables, represent more than 60 percent of total expenses. That is sub-
stantially greater than the cost of our products. Other operational costs, such as
office and warehouse space, trucks, gasoline, vehicle and equipment insurance, and
heating vary enormously from one geographic region to another. The workmen’s
comp rate for driver/tech’s is 1.59 per $100 in Indiana, 3.60/per $100 in Maine and
8.13 in California. The Congress, in enacting the six-point plan reform legislation in
1987, recognized that the costs of providinEaI:ME services vary by geographic area,
and appropriately accounted for this fact. t year the Congress recognized this as
well when it rejected a national cap for HME.

Although the Medicare law refers to this important benefit as durable medical
equipment, in fact, according to a 1987 study by Ernst and Whinney, “equipment
acquisition is a relatively insignificant element of overall costs.” The costs of provid-
ing HME are therefore not simply based upon the cost of the product, but upon the
cost of providing the service in local communities.

B. MODIFY FEE SCHEDULE FOR HME RENTAL ITEMS

The administration would recalculate rental fee schedules based on average al-
lowed charges rather than on submitted charges, and would reduce rental payments
from 150 percent to 120 percent of the purchase price.

The current cap for rental items of 150 percent was adopted by Congress in OBRA
1987 only after careful consideration of all the facts and circumstances. After 21
months, suprliers may receive a small service and maintenance fee which continues
semi-annually. Suppliers receive no further rental payments, and are not reim-
bursed for replacements if the item is lost, stolen or abused. Thus, the 150 percent
provision recognized there are non-reimbursable costs suppliers will incur after the
15 month cap 18 reached.

Despite the Congress’ recognition of future additional costs, the six-point plan has
created many additional unforeseen liabilities—including major ongoing servicing
iisponsibilities, declining returns on assets—the future impact of which are still un-

own.

Demographics confirm there are more patients. Practical experience and industry
research reveal that suppliers need more capital to maintain their operations to
purchase new equipment and finance accounts receivable collection that averages 90
days. According to a definitive industry survey by Professor Ronald Stephenson of
Indiana University, average Bt;ofits and return on investment have declined by 50
percent in the last six years. Dr. Stephenson warns that current industry profits are
insufficient to fund working capital requirements as beneficiaries’ needs for services
grow.

Because of decreased revenues, higher labor costs, and slower and unpredictable
accounts receivables collections for Medicare services, the HME industry has a
severe working capital problem. The shortage of working capital prevents the indus-
try from investing quickly as demand requires. HME companies cannot gain access
to needed capital from outside resources to purchase new products for the expand-
ing beneficiary population due to low returns.

e administration’s proposal is unsound health policy and would exacerbate the
already poor financial health of the HME industry. Again, the administration’s
ideas are not new and were rejected by Congress in 1989. They deserve similar
treatment this year. - .
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C. REDUCE OXYGEN PAYMENTS BY 5 PERCENT

Although the six-point plan was designed to achieve a 5 percent reduction in
oxygen expenditures, it actually produced between 5 and 30 percent reductions
across the country. This is because the data used to calculate the reimbursement
amounts for oxygen included low-use (PRN) patients who would not be eligible
under today’s more stringent oxygen coverage rules.

The dangerously low oxygen reimbursement amounts have already limited benefi-
ciary access to these needed services in certain markets. For example, HME compa-
nies Glasrock and Lincare are closing Iowa branches, Homedco is losing money in
Jowa and is no longer willing to provide certain ambulatory oxygen services. The
Mayo Clinic has reported they can no longer discharge oxygen and ventilator pa-
tients into parts of Iowa because there are no longer suppliers in these locations to
serve these patients,

D. OTHER ISSUES

The HME industry supports efforts to reduce inappropriate utilization, but reim-
?_u;-se;nent must be at levels sufficient to provide quality services to Medicare bene-
iciaries.

(1) The office of Inspector General and utitization control

The proper way for the IG to correct program abuses is to require HCFA to cor-
rectly and precisely define medical need; not to attack an entire industry.

HCFA also needs to place utilization accountability with the individuals who con-
trol utilization—the physicians. It is the doctor who determines whether a benefici-
ary needs a particular HME service, not the HME supplier. If a particular HME
service is overutilized, the IG must analyze the medical necessity criteria on which
physicians prescribe a service. HME suppliers provide preducts and services based
on a doctor’s orders. The industry does not create need.

(2) Mandatory cssignment

Although Medicare administrative costs are very high, HME suppliers have a
very high assignment rate. One reason it is not 100% is because a supplier can not
currently take assignment and provide the beneficiary with an upgrade item that
the patient can afford and wants. It can cost a supplier $25 to process one Medicare
claim on behalf of a beneficiary. Consequently, HME suppliers do not provide as-
signment services on inexpensive products because they simply lose money on the
transaction. Many beneficiaries do not file claims for purchased items.

Mandatory assignment would actually increase government expenditures because
Medicare would be paying for items which are not now submitted to the program
for payment.

(3) Regional HME carriers

Current law (the six-point plan) authorizes HCFA to establish regional or special-
ized carriers to process HME claims. Regional or specialized carriers would result in
significant management and processing efficiencies.

V. THE ADMINISTRATION’S OTHER PART B PROPOSALS PROVIDE PRIOR AUTHORIZATION
AUTHORITY TO CARRIERS

Currently, HCFA requires Medicare carriers to aggressively identify claims for
HME that should not be paid or should be paid at a lower level. These activities,
payment or program safegiards, may occur prior to the carrier decision to pay a
claim (i.e). prepayment) or subsequent to the carrier decision to pay a claim (i.e. post-
payment).

Requiring prior authorization on all HME payment claims would be unwieldy, im-
practicable, and only further delay payment on claims.

V1. CONCLUSION AND RECOMMENDATIONS

In conclusion, the HME industry strongly opposes the administration’s $250 mil-
lion in proposed HME cuts.

Suppliers of HME play a vital role in allowing many of our citizens, who might
otherwise require hospital or nursing home care, to remain at home. These suppli-
ers recognize the need to establish standards for payment under Medicare part B.
The HME industry also recognizes that, due to growing budget deficits, reductions
in expenditures in Medicare part B are unavoidable and is prepared to take its pro-
portional share.
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The HME industry urges, however, that any cuts in HME reimbursement be
made in a manner least disruptive of patient care and consistent with the frame-
work created by the HME reform law as passed in OBRA ’87.

We as a nation ought to be encouraging home health care options, not ruling
them out. This is true not just for fiscal reasons—it's less expensive to keep people
at home than it is in an in-patient facility—but for quality of life reasons as well.
Surely, if peO{)le can be properly cared for in the comfort of their familiar surround-
ings, we should be encouraging care at home. -

We thank you for this opportunity to testify and look forward to working with
you to find needed savings without disruption to quality patient care.

Enclosure.

Homebco,
Fountain Valley, CA, April 11, 1990.

Ms. Laura WiLcox, Hearing Administrator,
Senate Committee on Finance,
Washington, DC.

Dear Ms. Wilcox: I very much appreciate the opportuni?' to respond to Senator
Bentsen’s question from the March 22 hearing on the Administration’s FY 1991
Medicare budget proposals.

Senator Bentsen asked whether the home medical equipment industry has shifted
its position on receiving a full consumer price index (CPI) update.

Industry’s position has not in any final sense “shifted.” It has, however, necessari-
3' evolved to take into account the results of last Fall’s reconciliation process.

BRA 89 not only fully eliminated a PCI update for FY 1990 for all items of HME,
but also imposed further Gramm-Rudman reductions throughout FY 1990. HME
was subject to a 2,092 percent Gramm-Rudman reduction from October 1, 1989
through March 31, 1990; and a 1.4 percent reduction from April 1 through Septem-
ber 30, 1990. The magnitude of this action was unanticipated, and greatly exacerbat-
ed our experience of prior years. Perhaps you will recall that in the past seven
years, the HME industry has received but one single CPI update (1.7 percent in
1987). During that same time, CPI costs have increased at least 20 percent.

It is the cumulative and unanticipated effect of years of virtually no CPI recogni-
tion that I was addressing in my testimony. In short, we simply cannct survive
much longer without an appreciable recognition of a CPI update.

Further, the HME industry is actively developing specific targeted legislative pro-
posals which preserve the integrity of the Six-Point Plan reform legislation and
would support the need of the Committee to achieve specified savings from the
HME industry. As soon as the Budget Committee has set the budget guidelines for
Medicare savings, we will share these proposals with the Finance Committee.

In closing, I would also emphasize that we strongly sup(})ort a “proportionality”
approach to Medicare deficit reduction in which our industry absorbs no more
budget cuts than its proportionate share of Medicare expenditures.

If we can be of any further assistance, please do not hesitate to contact me, (714~
755-5600) Cara Bachenheimer, HIDA Director of Government Relations (703-549-
4432), or Corrine Parver, NAMES Vice president, Government and Legal Affairs
(703-836-6263).

Sincerely,
JEREMY M. JONES, President and Chief
* Executive Officer.

PREPARED STATEMENT OF PRILIP R. LEE

Mr. Chairman, I am pleased to be here on behalf of the Physician Payment
Review Commission to discuss the President’s proposals to slow the rate of increase
in Medicare expenditures for physicians’ services. The Commission’s 1990 Annual
Report to Congress-will be submitted next week and I would be pleased to appear
again before the Committee to discuss it.

In previous years, this Committee and others have asked the Commission for its
advice on how to meet the targets for Frogram savings set out in the Joint Concur-
rent Resolution on the Budget. Many of our suggestions have been incorporated into
budget reconciliation acts. We are pleased to have been asked this year to partici-

te in the process at a much earlier stage, when broad decisions on sPending for
R;edicare have not yet been made. Our assessment of the Administration’s proposals
may be of use to you in your negotiations on the overall reduction in Medicare.



139 -

My statement has three parts. The first comments on the overall direction of the
Administration’s proposal, focusing particularly on its relationship to implementa-
tion of the major payment reform enacted last year. The second reviews the individ-
ual proposals for cuts in physician payment. The final section discusses the cost-esti-
mating assumptions use(i by the Medicare Actuary and by the Congressional Budget
Office (CBO) concerning responses by physicians to fee changes.

COMMENTS ON THE OVERALL PROPOSAL

The Administration has proposed reductions in Part B of Medicare totalling $2.2
billion, or 4.6 percent. These proposals would reduce a projected 11.2 percent in-
crease in outlays to a 6.3 percent increase of $2.8 billion. However, various estimat-
ing assumptions, including a substantial increase in the volume of services in re-
sponse to fee constraints, mean that a reduction in payment rates much larger than
4.6 percent is encompassed in these proposals.

ese budget proposals come shortly after the passage of major reforms in physi-
cian payment under Medicare. Care must be taken to avoid meeting budget goals in
ways that are inconsistent with the ‘folicy decisions underl'ying the reform or that
call into question-the Congress’ steadfastness and its good faith in implementing a
reform that was years in the making and was supported by both physicians and
beneficiaries and by the Administration.

The Commission is particularly concerned that legislating sharp reductions in
pag'ment rates to take effect while we are in the process of implementing a major
reform of physician payment could make the achievement of the objectives of the
reform more difficult. Increasing the s and magnitude of reductions in fees for
services slated to be paid less under the Medicare Fee Schedule would exacerbate
the disruption to physicians and the risks of limitations on access for beneficiaries.
Moreover, substantial reductions in the Medicare Part B budget would limit the
funds available for the crucial payment increases for evaluation and management
services and for care delivered in rural areas.

Medicare payment rates for many physician services will change substantiallfv
over the next few years. The OBRA89 reductions in prevailing charges for overval-
ued procedures will take effect next month. Then, on January 1, 1992, the first
phase of the Medicare Fee Schedule will be implemented. Between these two steps,
the Commission estimates that 69 percent of the payment changes projected under
the fully implemented fee schedule will have been made. For many overvalued pro-
cedures delivered in localities with high charges (for example, New York, Los Ange-
les, and Miami), the cumulative reductions in payment from this point to 1992 will
total 23 percent.! For some physicians, limits on balance billing will reduce their
revenue for these services by an even larger percentage. The Administration’s pro-
posals would increase these reductions substantially.

Unless other payers follow the lead of Medicare in restructuring their pattern of
physician payment, the difference between Medicare payment rates and those of
other payers might be substantial for some services in gome communities. While ini-
tial indications suggest that many private payers and state Medicaid é)rograms will
follow Medicare’s lead, it will take some time before they actually decide on and
im;lement payment changes. By beginning implementation of the fee schedule in
1992 and stretching the transition out over a number of years, the Congress provid-
ed time for other payers o decide to follow Medicare’s lead and to implement their
changes before the Medicare changes were complete. This will minimize discrepan-
cies in payment rates. If the transition were accelerated, as called for by a number
of the proposals in the Administration’s budget, this opportunity for limiting pay-
ment differences would be lost.

SPECIFIC BUDGET PROPOSALS

The Commission has discussed the specific proposals in the Administration’s
budget and is concerned that many of them are inconsistent with the payment
reform that was enacted last year with the support of the Bush Administration.
With payment reform following a schedule carefully worked out in the Congress last
year, su uent budget requirements are best met through broad-based constraints
on payment. Some of the specific proposals either accelerate gayment reductions to
too large a degree or make changes that are at odds with the basic philosophy of

1 Take, for example, a service that is slated to decline by 45 percent in a locality under the

fully implemented fee schedule. Its ent will be reduced by 15 percent under the overvalued

gggedulre golicy and an additional 8.25 percent (15 percent of 556 percent of the payment under
policy).
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ggyment reform-—to determine payment. on the basis of relative resource costs.
me of the proposals affecting narrow categories of services do have merit, howev-
er.
Update Only for Primary Care Services

The Administration has proposed to eliminate the annual update in the MEI for
1991 except for primary care services. The Commission strongly supports the exemp-
tion of primary care services, which it first suggested for OBRAS7. A reduction in
the MEI update for all other services is a way of meeting budget reduction targets
that is consistent with the payment reform.

Reduce Payments for Certain Overvalued Procedures

The Administration proposes further reductions in prevailing charges for the
services identified as “overvalued” in OBRA89. OBRAS89 reduced payments by one-
third of the amount by which the procedure was estimated to be overvalued in each
locality up to a maximum of 15 tpercent. This proposal would reduce payment for
these procedures by two-thirds of the remaining amount up to a maximum of 25
percent.

The Commission has concerns about these deeper cuts in the same procedures at
this time. When the Commission developed the recommendation last year at the re-

uest of this Committee, it advised that payments be reduced by no more than one-
third of the difference between current levels and the amount projected under the
fee schedule. The judgment of one-third reflected the preliminary nature of the data
that were used to estimate the fee schedule. These data come from the physician
work estimates in the first phase of the study by William Hsiao and colleagues and
the Commission’s initial refinements to estimates of practice costs. These data will
be augmented and refined further prior to the implementation of the Medicare Fee
Schedule in 1992.

Because of limitations in the data, the Commission judged that it would not be
prudent to reduce payments beyond one-third. Larger reductions risk overshooting
the final fee schedule levels. This could pose risks to beneficiary access for those
services and detract from the credibility of the physician payment reform. In addi-
tion, limiting the percentage reductions in payment for overvalued procedures miti-
gates inequities between those specialties studied in the first phase of the Hsiao
study and those that were not.

Since that time, nothing has changed to give the Commission increased confidence
in its estimates, nor is there data for estimates for additional specialties. The Hsiao
team has not yet delivered results from the second phase of their study. Thus, at
this point in time, the Commission does not have any better data to develop esti-
mates of the fee schedule than it did last spring. The Commission would prefer that
reductions for overvalued procedures be based on stronger estimates. This will re-
quire additional data, From our understanding of the progress of the second phase
of the Hsiao study, it is our belief that Dr. Hsiao could soon deliver to HCFA the
results for most of the specialties being studied. This would permit estimates of
Medicare Fee Schedule amounts to be developed for additional services and revi-
sions to be made for some of the estimates for services studied in the first phase. We
urge the Congress and HCFA to press Dr. Hsiao for early delivery of results for
most of the specialties studied in the second phase of his research rather than wait-
ing until all of his studies have been completed, which could be as late as next year.
Early delivery would also assist the Health Care Financing Administration and the
goménci}xlsseaori in their tasks to prepare for the timely implementation of the Medicare

ce ule.

Reduce Radiology and Anesthesia Fees

The Administration is proposing reductions in payments for radiology and anes-
thesia services.2 For all localities in which the conversion factors for these existing
fee schedules exceed the current estimate for the overall Medicare Fee Schedule,
the Administration proposes to eliminate the difference, up to a maximum reduc-
tion of 25 percent.

The Commission supports reductions in payments for radiology and anesthesia,
but is concerned that the proposed reduction is too large. While the Commission has
not yet developed a precise estimate of the change in the overall conversion factors
for these fee schedules, the Administration’s working assumption that these services
will be reduced by at least 10 percent under the Medicare Fee Schedule appears to

- 2 The Administration’s proposal did not include reductions for pathology services, which also
appear to be overvalued. -
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be reasonable. We also support the Administration’s incorporation of a geographic
adjustment, so that reductions will vary by locality.

Reducing payment rates the full distance to the levels projected for the full fee
schedule, up to a maximum of 25 percent, is too extreme. It goes far beyond the
overvalued procedure policy, which moved payment only a fraction of the distance
to the fee schedule and which affects a much smaller portion of the services provid-
ed by the physicians who perform them. Presumably, this proposal would reduce
paymean:; for virtually all Medicare services provided by radiologists and anesthesiol-
ogists.

Technical Components of Diagnostic and Radiology Tests

The Administration proposes to cap payments for the technical components of di-
agnostic and radiology tests at the national median. While this parallels the ap-
proach taken for clinical laboratory services, it is not consistent with the resource-
based approach to the Medicare Fee Schedule. First, geographic differences in the
costs of providing these services should be recognized in the payment system, but
this proposal would not adjust for such differences before applying a cap. Second,
large changes in payments for technical components should await the Commission’s
estimates of costs for these procedures, which are being developed over the next
year with data from large medical practices.

Reduced Payments for Overvalued Localities

The Administration proposes to reduce payments for procedures in “overvalued”
localities, that is, localities in which the prevailing charge after adjustment by the
geographic practice cost index (GPCI) exceeds the national average. The reductions
would not apply to services for which payment is expected to increase under the fee
schedule and to services affected by the other budget proposals of the Administra-
tion. The maximum reduction would be 25 percent.

While the concept of reducing payment for services in overvalued localities has
merit, the specifics of this proposal raise problems. First, the magnitude of the re-
duction seems too large t¢ put into effect during so short a period of time. Physi-
cians in some localities could experience reductions of up to 25 percent for many of
their services. The magnitude far exceeds the speed of the transition to the Medi-
care Fee Schedule developed by the Congress.

Second, the lack of any estimates at this point on the final fee schedule amount
for many of the services that would be affected by this proposal leads to a high risk
of reducing payment for particular procedures too sharply. The proposal excludes
both those services projected to increase under the fee schedule and overvalued pro-
cedures. Most of the services remaining are those not yet studied by Dr. Hsiao,
those judged overvalued by less than 10 percent (some of which could turn out to be
properly valued or even undervalued once additional data are available), and those
gor w{uch the data were too questionable to be considered for the overvalued proce-

ure list

Reform Payments for Assistants at Surgery

The Administration proposes to subtract payments for assistants at surgery from
the payment to the primary surgeon. The proposal is based on evidence of substan-
tial geographic variation in the use of physicians as assistants at surgery and on the
substantial use of primary care physicians in this capacity.

The Commission shares the Administration’s assessment that the use of a physi-
cian as an assistant at surgery is often unnecessary, but advises against the adop-
tion of this proposal for two reasons. First, there are certain surgical procedures
that virtually always require a surgeon as an assistant. For these procedures, the
proposal is equivalent to an additional 20 percent fee reduction to the primary sur-
geon, except for procedures performed in teaching hospitals, in which surgical resi-
dents routinely provxde assistance. Second, the pro could be interpreted as call-
ing for “fee splitting,” an arrangement that is strongly at odds with deeply-held pro-
fessxona.l principles.

The Commission plans to explore two alternatives to the Administration’s propos-
al. First, lists of surgical procedures could be developed for which no payment would

31t is important that mm ies to reduce payment for radlology such as the one proposed by
the Administration, are limited in their application to the professional components of services.
Data from the Hsiao study, which are the basis for the ad)ustmeut of the conversion factors in
the Radiology Fee Sched e, apply only to the professional services delivered by radiologists and
other phyuicians, not to the technical services that are often combined with them in payment.
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be made for assistants at surgery.® These could be developed by reference to data on
incidence of use of assistants at various geographic locations. For each CPT code in
which assistants are seldom used at a substantial number of nonteaching hospitals,
Medicare would not pay for any assistants. The second alternative would have hos-

itals pay for assistants at surgery. The primary surgeon would negotiate with the
ﬁospita.l as to whether an M.D. assistant or an operating room nurse should be pro-
vided for an operation, either of which would be paid by the hospital. Medicare pay-
ments to hospitals under the Prospective Payment System would have to be in-
creased slightly to cover these costs.

Reduce Surgical Global Fees

The Administration proposes to reduce surgical payments by 2 percent (or proce-
dure-specific amounts where data are available). The rationale is that as lengths of
stay have declined over time, the number of postoperative visits have declined and _
that global fees for surgery have not been adjusted to reflect this.

The Commission has two problems with this proposal. First, a much more accu-
rate treatment of global payment for sg;fery will be implemented only one year
later, when the fee schedule values are calibrated to reflect a uniform definition of
the global service. Second, the Commission’s calculations that were used by Con-
gress in OBRAB89 for overvalued procedure reductions incorporated 1989 estimates
of resources incorporated in the global service. Applying the proposed reduction to
these procedures would amount to double counting.

Lower Payment Rate for New Physicians
This proposal would extend previous policies to apply more stringent limits on
payments to new physicians. The Commission has advised against this policy in the!
gast and maintains that position. With Medicare slated to pay on a fee schedule
asis instead of reasonable charges, the proposal has even less merit than in the
past. The Commission sees little reason to pay each new physician less than others
for four years.

Voluntary Hospital Physician Participation

The Administration has proposed that hospitals have the option to become “Medi-
care participating physician medical staff hospitals.” Hospitals could sign an agree-
ment under which they would guarantee that physicians would accept assignment
for emergency services, radiology, anesthesiology, pathology, and consultations. Hos-
pitals would be free to advertise their status.

The Commission has not yet discussed this proposal, but I suspect that it will
react very favorably to it. The Commission has long had concerns about balance bill-
ing in situations where the beneficiary has no choice of physician. It also has ap-
plauded the participating physician program for increasing assignment. This propos-
a{l may contribute to increases in assignment where beneficiaries have no choice of
physician.

ASSUMPTIONS BEHIND ESTIMATES OF SAVINGS

The Commission has been concerned for some time about one of the assumptions
used by both the Medicare Actuary and the CBO in estimating savings from pay-
ment reductions. Both organizations assume that reductions in physicians’ real (in-
flation-adjusted) fees will induce physicians to increase the volume of services pro-
vided to Medicare patients. They assume that induced increases in volume will
offset 50 percent of the initial outlay reduction from decreases in fees, This means
that in order to reduce outlays by b percent, fees must be cut by 10 percent. While
the notion of a volume response to changes in fees does have a basis in the research
literature, we suspect that the magnitude of the offset is too large.

Examination of recent Medicare data raises doubts about the magnitude of these
offsets. Data from the most recent Trustees’ Report shows that between 1984 and
1989, real Medicare fees for physicians’ services declined by 24 percent.® But volume
of services grew at about the same rate it has since the mid-1970s and, in fact, at a
slower rate than in the early 1980s. While other factors, such as technological
change undoubtedly played roles, it is instructive that during a period in which
Medicare payments were cut sharply, the trend of volume increases did not change

4 The Commission has only recently begun to take up issues of payment to certified registered
nurse anesthetists (CRNAs) and thus is not yet ready to comment on the Administration’s pro-
posal in this area. .

5 In previous legislation, the Congress prohibited payment for assistants in cataract surgery
unless specifically approved in advance by the Peer Review Organization.
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?}?ticegbg. The 12 percent volume offset that had been projected is not apparent in
ese data. '

Other factors lead one to question whether the offset is too large. Medicare fee
reductions to date have focused on major surgery. Given the risks of surgery and
the role played by referring physicians, a strong volume response to reductions in
fee levels seems questionable. Additionally, increased scrutiny of surgical procedures
by Medicare could lead the magnitude of any response to be smaller than in the

past. -
CONCLUSIONS

While the need to reduce Federal spending continues, sharp reductions in Medi-
care payment for physicians’ services at this point carry substantial risks. Large re-
ductions that coincide with the implementation of payment reform would jeopardize
some of what the Congress accomplished last year.

I hope that the Commission’s analysis of the specific proposals from the Adminis-
tration will help the Committee both in its assessment of overall budget reduction
targets and its development of specific policy options once the target has been set.
The Commission stands ready to assist with further analysis and development of
specific options.

PREPARED STATEMENT OF J. LEONARD LICHTENFELD

I am J. Leonard Lichtenfeld, MD. As an internist in private practice in Baltimore,
Maryland and President-elect of the Maryland Society of Internal Medicine, I have
been directly involved with Medicare policies on both the national and state level. I

“am pleased to share with you the views of the American Society of Internal Medi-
cine (ASIM) on proposed budget and policy initiatives relating to the Medicare pro-
gram.

Let me begin by expressing ASIM's heartfelt thanks and commendations for what
this committee has already accomplished. The physician payment reform package
adopted by Congress in OBRA ’89 would not have come about without the support,
persistence and initiative of the members of the Finance Committee. We particular-
ly appreciated the willingness of Chairman Bensten and Subcommittee Chairman
Rockefeller to consider all views in developing a historic consensus for reform.

But this is not the time for you—or we—to be complacent 'with what has been
accomplished. OBRA ’'89 represents a blueprint for reform. But the decisions that
Congress makes now on proposed cuts in Medicare Part B will have a direct effect
on whether or not the high expectations surrounding last year’s physician payment
reform package are, in fact, met. The Finance Committee also has a responsibility
to oversee HCFA’s implementation of the new fee schedule to assure tat Congress’
intent to eliminate historical inequities in payment is preserved.

Let me elaborate on our specific concerns.

FY 1990 PROPOSED MEDICARE CUTS

If the administration has its way, the long-term benefits of physician payment
reform will be sacrificed in order to attain immediate I'Y 1991 budget savings.

By calling for $2 billion in cuts in the Medicare Part B program, the budget
threatens to deny patients the benefits—such as improved access to care in rural
co;‘nmunities—intended by Congress when it ena Medicare physician payment
reform.

The budget borrows the language of reform while working to undermine it. The
administration justifies many of its proposed cuts, such as the proposed reductions
in overpriced procedures, under the guise of improving equity. But no one should be
fooled. Instead of improving equity, further cuts will detract from the ability of the
new Medicare fee schedule to correct inequities that now threaten access to primary
care services, particularly in rural areas. Since 1991 is the base year for determir-
ing a budget neutral conversion factor for the new Medicare fee schedule, the pro-
posed cuts would require that the conversion factor be set at a proportionately lower
level in order to maintain budget neutrality. The Congressional Budget Cffice
agrees that further cuts in overpriced procedures “would lower the base for setting
new rates for all physicians.” This would reduce any gains in Medicare gyments or
undervalued services under the new RBRVS Medicare fee schedule. (Source: CBO,
Reducing the Deficit: Spending and Revenue Options, February 1990.) In that case,
everyone loses.



144

Rural communities will be dismayed tc find that the new fee schedule does not
provide sufficient incentives to attract and maintain primary care physicians. Physi-
cians who hoped that their primary care services would be paid more fairly will feel
betrayed when they realize that more cuts—but few or no increases—are in store. It
makes no sense for Congress to enact major reforms in physician payment—only to
let those reforms be circumvented through the budget process.

Internists are also concerned that continued cuts in Medicare will inevitably com-
promise availability and quality of care. Medicare was cut by $36 billion over fiscal
years 81-87, and by billions more over the past two years. So far, the medical profes-
sion’s commitment to providing patients with the care that they require has insulat-
ed beneficiaries from the consequences of those cuts. But one only needs to look at
the Medicaid program to conclude that when insufficient resources are devoted to
medical care, patient care sooner or later will suffer.

There is growing evidence that low levels of reimbursement, coupled with the
growing administrative burdens—or hassle factors—associated with the Medicare

rogram, may be beginning to harm access. A recent survey of internists in New

ork State found, for example, that internists feel increasingly pessimistic about
the future of medical practice. Thirty-six percent agreed with the statement that “If
I were given the opportunity to retire in the next year, I would give it serious con-
sideration.” Eighty-four percent disagreed that “the future environment will prob-
ably improve and become more rewarding over the long-term.” The authors of the
study conclude that more and more senior physicians-the most productive, skilled
members of the profession—are leaving private practice for administrative and sala-
ried positions. Students and residents, thg{ report, share the same negativism, with
the result that fewer are selecting internal medicine. Most importantly, the authors
argue that “If withdrawal from practice combines with the inability to attract medi-
cal students into the field, it is not difficult to construct a scenario in which physi-
cians in practice will be difficult to find.” (Source: Hershey, McAloon, and Bertram,
“New Medical Practice Environment: Internists’ View of the Future,” Archives of
Internal Medicine, August 1989.)

Their concern is supported by the difficulties internal medicine residency pro-
grams have experienced in recent years in attracting a sufficient number of resi-
dents, and bﬁ the growing anecdotal reports of practicing internists leaving practice,
restricting the numbers of Medicare patients that they are willing to see, and dis-
couraging gounger physicians from entering primary care.

The RBRVS fee scheuule offers the promise of reversing some of the (pessimism
that may be discouraging physicians from entering primary care. But if Congress
agrees now to cuts that diminish the promised gains in reimbursement for primary
care, internists will understandably feel betrayed. In that case, the scenario predict-
ed above—that it soon may be difficult for patients to find physicians in practice,
particularly if they are a Medicare beneficiaries—may be closer at hand than many
of us would like to believe. If Congress errs on the side of cutting Medicare too
deeply, with the result that an insufficient number of physicians enter primary
care, it may take another 15 {,ears to correct the problem. ASIM urges the Finance
committee not to be taken in by the administration’s rhetoric of reform. Substantial
cuts this year in Part B will directly take away from the promised gains in 1992 for
underpriced services. While we fully recognize the need to make aplpropriate reduc-
tions in fees for ove?riced procedures once the RBRVS fee schedule is implement-
ed, applying the RBRVS methodology prematurely to justify the administration’s
budget cuts—without applying it to increase fees now for underpriced services—is
highly inappropriate.

e also urge the committee to heed the warnings about pending access problems
if the Medicare program continues to be cut each year and if the regulatory burden
on physicians continues to grow unabated. Beneficiaries have a right to expect that
Congress and the medical profession will act now to maintain access to services,
rather than waiting until the crisis is here.

ASIM is pleased that the ranking minority member of the Finance committee,
Senator Bob Packwood, has introduced legislation, S. 2214, that begins to address
the real concern about access to care in rural communities. His bill would allow the
full increases in reimbursement expected by the RBRVS fee schedule to take place
all at once on January 1, 1992, rather than being implemented in stages as mandat-
ed by OBRA ’89. Although Congress is unli Klg to reopen the timetable for imple-
mentation of the new RBRVS fee schedule, ASIM appreciates Senator Packwood's
effort to highlight the urgency of the problem facing rural physicians. Short of
moving up full implementation of the fee schedule, other measures—such as provid-
ing f%r 2d greater than MEI increase for primary care services in 1991—should be
considered.
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In addition to ASIM's strong opposition to the overall magnitude of Part B cuts
proposed by the President, we are particularly concerned about the proposal to per-
manently extend limits on reimbursement to new physicians. In the past, limiting
payments to new physicians to a percentage of prevailing charges was rationalized
on the basis that they lacked their own customary charge profile, and that was
unfair to established physicians to set the charges of new physicians at a level that
was higher than many of their colleagues already in practice. Once the RBRVS fee
schedule is implemented, however, there is no need to develop a methodology for
establishing customary charges for new physicians. Fairness and administrative
simplicity would argue for new physicians to receive the same level of reimburse-
ment as any other physician for a service involving the same resource costs. We
urge the committee to reject this proposal.

CALCULATION OF THE DOLLAR CONVERSION FACTOR

As the committee is aware, the new fee schedule is the product of the RBRVS and
a dollar conversion factor. The manner in which the initial dollar conversion factor
is calculated will therefore determine if the new system truly improves reiruburse-
ment for undervalued cognitive-or evaluation and management—services, or if it in-
stead perpetuates and exacerbates existing inequities.

For years, many physicians have worried that even if Congress agreed to an
RBRVS, it would ultimately be implemented by HCFA in a way that simply slashes
physician fees across-the-board. If the dollar conversion factor is set too low, few (if
any) evaluation and management services would see any real increase in reimburse-
ment, while surgical and diagnostic procedures would be subject to severe reduc-
tions.

Clearly, that is not the intent of the Commission or Congress. But it may be the
intent of the administration. Although OBRA '89 specifies that the conversion factor
for 1992 must be established in a “budget neutral” manner, which would permit
real increases in payment for underpaid services and locales, there is considerable
discretion given to the Secretar)y of the Department of Health and Human services
on how such a “budget neutral” conversion factor is to be calculated. The Secretary
is permitted, for example, to consider “unexpected behavioral changes” in establish-
ing the conversion factor.

The administration’s October 1989 report to Congress, titled “Reports to Congress:
Medicare Physician Payment,” suggests that the administration intends to assume
that volume will increase substantially under the RBRVS fee schedule, in order to
justify a much lower dollar conversion factor than would otherwise be required to
maintain budget neutrality. The administration argues that “Many analysts believe
that a resource-based fee schedule could trigger a significant increase in volume, as
physicians who face payment reductions under the fee schedule attempt to offset
reductions by increasing billings. This, in turn, could lead to a major increase in
Medicare exrenditures. As a practical matter, some behavioral adjustment must be
made when setting the fee schedule conversion factor.”

Later, the report states that “It is the position of the Department that the 50 per-
cent response (50% increase in volume) is the most likely (behavioral response to
the new fee schedule).” Finally, the administration argues that “strong arguments
can ’l’ze made to support the view that there are relatively few undervalued serv-
ices.

If the administration is permitted to assume a significant “behavioral offset” in
establishing the initial dollar conversion factor, all or most of the gains for under-
valued cognitive services would be lost. This would not only violate the intent of
Congress in enacting the new law, but would also permanently strip the new system
of any credibility with the physician community.

ASIM strongly urges the Finance Committee to oversee how the dollar conversion
factor is developed by HHS to preserve Congress’ intent that payments for underval-
ued services be substantially increased. The Committee should specifically reject the
inclusion of any “behavioral offset” in establishing the initial conversion factor.
“Unexpected changes in physician behavior” should be factored into the conversion
factor ox;lfr if there is hard evidence, based on actual trends in utilization following
the initial phase-in of the RBRVS fee schedule, to justify such an offset. Medicare
volume performance standards, as mandated by OBRA ’'89, provide a means for
making such adjustments. The administration’s apparent intent to assume “a
priori” a substantial increase in volume should be recognized for what it is: a thinly-
veiled attempt to use the new reform package simply as a budget-cutting tool,
rather than as a means to improve equity, access and quality.
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MEDICARE VOLUME PERFORMANCE STANDARDS

OBRA '89 cequires the Secretaery to grcyoze separate ~olume performance stand-
ards for surgery and other services, and gives the Secretary broad discretion to pro-
pose separate standards for other categories of services and separate conversion
factor updates by categories of services. The Secretary’s recommendations for the
FY 1991 MVPS must be submitted to Congress next month.

ASIM believes that ideally there should be one volume performance standard and
one cenversion factor for all physician services. If physicians who commonly pro-
vide’ one cabegorﬂ of services are allowed to negotiate a more favorable standard,
and by doing 8o obtain a more favorable fee update for those services than for other
categories of services, the relative values and equity established by the RBRVS will
be undermined over time. If one category of services consistently receives relatively
higher dollar conversion factors than other services, those services would once again
be paid disproportionately better for the time, effort, skill and overhead involved
than for services requiring comparable work. The same inequities and distortions
that the RBRVS was designed to correct would return. It seems illogical to us to
sgend ears of effort developing the RBRVS, only to immediately begin changing
the relative relationships established by that scale based on a totally untested
system of volume performance standards.

In addition, instead of working together as a profession to collectively identif
ways to appropriately control the volume of all physician services, the incentive will
be for the profession to fragment into separate camps whose primary interest is to
negotiate the most preferential target—and fee update-—for their respective serv-
ices. Individual specialties will understandably try to narrowly define the services to
be included in the standard that covers their most commonly performed services, so
that high volume items are included in some other standard. If, for example, utiliza-
tion of certain diagnostic procedures done by both internists and surgeons have in-
creased at a rapid rate, surgeons will have every incentive to attempt to exclude
. such procedures from the surgery standard—while internists will have every incen-
tive not to want such procedures included in the category of services affecting pay-
ments for visits and other services. Undesirable behavioral responses—such as doing
more of services in another category in order to offset reductions in the utilization
of services in the category that most affects your “specialty—are probable.

The result will be that instead of working together to solve the problem, each spe-
cialty will try to shift the problem—and blame—to someone else. At a time when it
is critical that the profession stand together, we will instead have fragmentation
and divisiveness.

ASIM believes that Congress should reject any recommendation for separate
standards and fee updates by categories of services, and instead should enact a
single FY 1991 volume standard encompassing all physician services.

DOWNCODING OF SERVICES

ASIM also strongly urges the Committee to address the problems being created by
the widespread ‘“downcoding” of evaluation and management services by Medicare
carriers. Internists nationwide are finding that carriers routinely are downcoding
intermediate, extended and comprehensive visits to lower levels of care. As a result,
::ihe ez:llready low levels of reimbursement for cognitive services are being further re-

uced.

We have no disa%'eement with targeting for intensified review physicians who are
truly billing for a higher level of service than is appropriate. But services that are
billed and coded correctly are also being denied. A recent report hy the HHS Inspec-
tor General states that it is the opinion of the department that physicians should
bill no higher than a “limited” visit ag their usual or routine visit, x&a’gardless of
their specialty or the complexity of their patient case mix. (“Problemis With Coding
of Physician Services: Medicare Part B,” January 1989). Apparently, this determina-
tion was never communicated to physicians or carriers, except in the case of the
Dallas regional office. Many carriers, in fact, advised internists to bill for their typi-
cal visits at an intermediate level. (The IG reports that half of the carriers in prac-
tice r ized codes other than limited or brief as the “most correct” for billing for
“routine” visits). Now HHS appears to be intent on requiring carriers to downcode
any bills for regular visits that are higher than a limited visit.

IM categorically rejects the conclusion that a “limited” visit is the appropriate
code for the typical service rendered by an internist or internist-subspecialist. Since
internists ?f'pically see older, sicker and frailer patients requiring relatively more
time and effort, billing for a higher level of service is often merited. We also object
to HHS making this determination without any consuitation with ASIM or other



147

representative organizations. We further object to applying this determination to
physicians who had been advised by their carriers to bill for a higher level of serv-
ice, or had in practice been authorized to do so. It is patently unfair for the program
to tell physicians to bill things one way, later change its mind—and then hold physi-
cians’ financially liable for doing what they were told to do in the first place! Had
internists known years ago that only a limited visit would be recognized in the
future, they would have increased their fees for this level of service to assure an
appropriate charge for the work involved. But they did not know, could not have
known. Now, with MAACs in effect, they are unable to raise their fees for the serv-
ice. The result is to significantly lower reimbursement for the same evaluation and
management services that the RBRVS fee schedule is designed to increase.

Mandating a fee schedule that pays more for each level of service does no good if
the Medicare program can simply offset those increases by routinely downcodin
those services to a lower level of care. Downcoding of services is one way that HH
can undo through implementation the intent of Congress in mandating the RBRVS
fee schedule.

We believe that it is critical that Congress take action to prevent further arbi-
trary downcoding of services or collapsing of codes. Until the study of evaluation
and management codes is completed, HHS should be prohibited from enforcing an
directive to reimburse at no higher than a limited level for so-called “routine”
visits. Further, HHS should be required to consult with affected physician special-
ties on defining what will be considered a “routine” visit for their specialty until
the study is completed. Physicians should also be held harmless for billing practices
that were in compliance with the practices and policies of the carriers at the time
the service was rendered. Once the new refined codes are completed, specific direc-
tion should be given to carriers on the levels of service that appropriately should be
recognized by the carriers as constituting “routine” visits for each specialty.

\

REDUCING ADMINISTRATIVE BURDENS

The issue of reducing the administrative burdens placed on physicians by the
Medicare program should be on Finance Committee's agenda for ongoing consider-
ation. Although not exclusively payment-related, many of the administrative bur-
dens imposed on physicians have come about as part of efforts to reform the pay-
ment system. Many more such requirements may come about as a result of imple-
mentation of the new payment system. The requirements that physicians file all
claims for beneficiaries and use ICD-9 codes are two examples of administrative re-
quirements that were recently mandated by Congress.

Judging from the letters, phone calls and resolutions from ASIM members, the
administrative burdens—or hassles—asgociated with the Medicare program and
other payers are now the biggest concern of internists, even exceeding concern over
inequitable payment. Physicians are tired of review programs that require them to
justify every decision they make on behalf of their patients, but that seem incapable
of disciplining those physicians who are truly abusing the program. They are tired
of having to go through reconsiderations and appeals in order to get paid for their
services. When they win on reconsideration, they know it has no long-term benefit,
since the next claim for the same service, on the same patient, with the same diag-
nosis, will still be denied. They are frustrated with rules that change every day.
They are concerned with the program’s indifference or hostility to professional
input. They are angry about a never-ending deluge of new requirements—some well-
intentioned, many not—that have no relationship to the way medicine is really
practiced, or that are extremely costly or difficult to comply with.

Why should this matter to (%ngress? Because, as discussed earlier, if enough phy-
sicians become completely disillusioned with the Medicare program, patient care
will suffer. Few would disagree that when factory workers, teachers, government of-
ficials, nurses, office workers or businessmen become frustrated, angry and disillu-
sioned with their jobs, their productivity and commitment diminishes. The same, of
course, is true for physicians. The medical profession’s commitment to their patients
so far has protected the public from any harm that otherwise would have resulted
from the government’s policies. But if the administrative burdens required to serve
Medicare patients increase unabated, ASIM has no confidence that this will contin-
ue to be the case in the future.

CONCLUSION

In conclusion, let me commend you again on what you have already accomplished.
Enactment of the Medicare fee schedule is an historic achievement. But the final

~
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verdict on this reform will depend on how it is implemented. ASIM urges the Com-
mittee to:

¢ Reject the administration’s attempt to rationalize further cuts in Medicare Part
B as being consistent with long-term reform. Congress should preserve the intent of
OBRA '89 by rejecting proposed cuts that would undermine the gains in reimburse-
ment for undervalued services expected of the RBRVS fee schedule.

* Oversee how the conversion factor is developed by the administration, so that
undervalued services and localities receive appropriate increases under the new fee
schedule. “A priori” assumptions of major volume increases should be rejected.

* Reject separate volume performance standards and conversion factor updates
that will lead to new inequities and fragmentation of the profession’s collective re-
sponse to the volume issue.

¢ Direct the administration to desist from arbitrarily downgrading reimburse-
ment for “routine” visits that are billed at a higher level than brief or limited. A
moratorium on such downcoding should be mandated until HHS has consulted with
physician specialties on how routine visits will be defined and until the AMA/PPRC
coding study is completed.

» Put the issue of physician disillusionment with Medicare's administrative bur-
dens on your agenda for future hearings and legislation. Failure to do so jeopardizes
the professional heritage of the next generation, and perhaps the one after that.

Based on the administration’s own record, ASIM has htiic zonfidence that the ad-
ministration intends to implement the RBRVS fee schedule mandate in the manner
intended by Congress. We hope we are wrong. But by providing appropriate over-
sight and rejecting ill-conceived budget cuts, this committee can help assure that
the benefits of the reform are not abandoned in the process of implementation, not-
withstanding the administration’s true objectives. ASIM has confidence that the
members of this committee are committed to bringing to fruition the imore equitable
reimbursement system for which we have all fought so long.

PREPARED STATEMENT OF CAROL MCCARTHY
INTRODUCTION

Mr. Chairman, my name is Carol McCarthy, president of the American Hospital
Association (AHA). On behalf of AHA’s nearly 5,500 member hospitals, I am pleased
to testify on Fiscal Year (FY) 1991 budget proposals affecting hospital payments
under Part A of the Medicare program and affecting Medicaid.

During budget deliberations last year, Congress acknowledged hospitals’ increas-
ingly fragile situation and the toll that years of Medicare cuts and Medicaid pay-
ment shortfalls have exacted. We appreciate your Committee's recognizing that ever
greater demands are being made of hospitals, that Medicare payments fall further
below actual costs with each passing year, that meager Medicaid payments are only
partially covering care for the poor, and that rising unsponsored care costs are in-
creasingly difficult {for many hospitals to bear. With its efforts to temper proposed
Medicare spending reductions last year, Congress signaled an understanding that
hospitals have contributed disproportionately toward Federal deficit reduction. AHA
also applauds the Medicaid expansions in the area of coverage for pregnant women
and children. This year, however, Congress and hospitals face an even greater chal-
lenge as the Administration seeks to save billions more in Medicare spending reduc-
tions.

The Administration proposes tax increases and spending reductions totaling $36
billion in FY 1991. Of that amount, Medicare would absorb $5.6 billion in reduc-
tions. Breaking it down further, $3.4 billion would be taken from Part A payments
to hospitals and, of another $2.2 billion that would come from Part B, more than
$700 million would affect hospital outpatient payments. The budget proposal would
require hospitals to absorb $4.1 billion in total reductions.

Medicare expenditures constitute approximately 8 percent of total Federal out-
lays, but cutbacks in Medicare payments in the Administration’s budget for FY
1991—8$5.6 billion—constitute about 36 percent of total proposed spending cuts.

The Administration’s budget does not propose any mandatory expansions for the
Medicaid program. The budget does propose a modest managed care initiative and
recommends §§5 million in new spending authority.

The past six years have seen substantial Medicare funding cuts, and hospitals
have contributed more than their fair share to deficit reduction. Too many hospitals
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have reached the point at which their ability to continue providing high-quality
care to our most vulnerable citizens is at risk.

AHA is also troubled that government continues to limit payments to hospitals
even though payments from the Hospital Insurance Trust nd are financed
through dedicated revenues. In fact, Medicare Trust Fund reserves are used (as are
Old Age, Survivor, and Disability reserves) to mask the deficit’s size by offsetting
losses in the operating budget.

FINANCIAL STATUS OF HOSPITALS

Hospitals need Congress’ continued support in FY 1991. They are in a precarious
financial position. Overall patient operating margins in 1990 are hovering
around zero percent, and the aggregate Medicare PPS operating margin is ex
to be between negative 7 percent and negative 9 percent. AHA projects that for FY
1991, aggregate PPS operating margins, before proposed cuts, will decline further,
ranging from negative 8 percent to negative 11 percent. R

edicare payment policies are having a deleterious effect on all types of hospitals.
In 1991, before proposed cuts, more than 70 percent of hospitals are projected to
suffer losses treating Medicare patients. More than half of all hospi will have
PPS deficits of 10 percent or more, and one-fourth will have PPS margins of nega-
tive 25 percent or more.

Sinking PPS margins suggest that hospitals are subsidizing care for Medicare pa-
tients through other payers. This raises questions about the strategy underlying
Medicare payment policies and the effects these policies are having on the entire
health care system. Some mag believe that Medicare cuts affect providers only, or
Medicare beneficiaries only, but duality and accessibility of care throughout the.
system are at issue.

Because Medicaid payment levels in most states fall far below cost, nospitals with
large Medicaid populations generally experience substantial payment shortfalls.
When added to the increasing burden of uncompensated care that most of these hos-
pitals face each year, these shortfalls jeopardize the survival of those hospitals that
serve a disproportionate share of the poor. Hospitals serving a large number of per-
sons with AIDS (PWAs) provide a striking illustration of this problem. Because 40
percent of PWAs eventually become eligible for Medicaid and because AIDS is a
particularly expensive disease to treat, Medicaid underfunding seriously undermines
the financial stability of hospitals providing care to large numbers of PWAs.

The gap between revenues and expenses cannot continue to widen without dire
consequences. Despite years of declining margins and mounting Medicare and Med-
icaid payment shortfalls, hospitals so far have maintained their long-standing com-
mitment to providing high-quality care to patients wherever and whenever needed.
But many hospitals may no longer be able to meet this commitment if reductions
proposed in the FY 1991 budget are enacted. Many hospitals already have been
forced to make difficult choices regarding the services they offer. To remain viable,
many have had to close needed community services, including trauma care, obstet-
ric, and other units.

rojects that the effect of two of the President’s Eproposals-—redming the
PPS update factor and the indirect medical education (IME) adjustment-~would be
to depress PPS operating margins in FY 1991 to at least negative 12 percent and as
much as negative 15 percent. A full accounting of the effect of all proposed cuts
would lower PPS margins even more. The package of cuts would result in a 6 per-
cent reduction in Medicare hospital payments in FY 1991. Several years and many
billions of dollars of payment reductions already have occurred. The New England
Journal of Medicine reported last year that Medicare payments to hospitals in FY
1990 were already $18 billion 1288 than it is projected they would have been in the
absence of PPS. . .

These reductions would come at a time when the pressures facing hospitals are
greater than they were a year ago. Costs of goods and services used to render the
quality of care expected by the American public are increasing rapidly, even as un-
sponsored care for the uninsured and underinsured grows. In addition, many hospi-
tals are reimbursed for care provided Medicaid patients at levels far below the cost-
of providing the care. These reimbursement shortfalls are particularly pronounced
in the case of outpatient care, resource-intensive services such as trauma and neona-
tal intensive care, and care for AIDS patients.

The $4.1 billion in cuts from rog’ected spending for FY 1991 would hurt all hospi-
tals, but the greatest harm would fall on teaching facilities. Cuts affecting all hospi-
tals include a 4.1 percent update factor (about 1.5 percentage points less than pro-
jected inflation), limits on payment for capital-related expenses, and lower payments
for outpatient services. In addition, for teaching hospitals, the President would
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lower IME payments, cap the intern- and resident-to-bed ratio at FY 1989 levels,
and cut graduate medical education payments.

Further cuts in Medicare payments for hospital services to the elderly and dis-
abled at this juncture also would add to the uncertainty and unpredictability that
have come to characterize PPS.

FAé’l‘s ABOUT RISING HOSPITAL COSTS

As the downward trend in PPS aggregate margins indicates, increases in costs of
providing hospital services to Medicare beneficiaries annually eclipse increases in
Medicare payments. Unfortunately, the Administration’s budget is based on the
faulty assumption that hospitals are responsible for cost increases and can afford to
absorb cuts through operational efficiencies.

In fact, hospitals have managed and are managing costs under severe financial
constraints. They are doing so without compromising access to and quality of care.
For example, hospital spending as a percent of gross national product has remained
constant at about 4 percent since 1982, and real annual growth in hospital spending
has been held to about 2 percent since 1985. Hospital expenditures have been the
slowest growing component of personal health care spending since 1982.

In addition, hospitals have moved to provide care in the most efficient and appro-
Eriate settings. Outpatient visits now exceed the number of inpatient days of care in

ospitals. Much of the decline in inFatient use and the complementary increase in
outpatient care is the direct result of incentives by PPS and private insurers. Hospi-
tals and medical staffs now are encouraged to emphasize cost efficiency in treating
patients. The shift from inpatient to outpatient care also was facilitateg by the phe-
nomenal technological changes of the past decade, allowing hospitals to treat more
illnesses on an outpatient basis. Nearly one-half of all surgeries are now performed
on an outpatient basis, up from less than one-fourth just a few years ago.

Along with this shift to outpatient care, hospitals have modified inpatient capac-
ity, reducing community hospital beds 71,000 or 7 percent since 1983 and cutting the
time inpatients are hospitalized. And even though hospitals today are treating more
acutely ill patients who re<iuire more technologically complex care, they are doing
so more efficiently. Hospitals have held the aggregate staff-to-patient ratio constant
since 1982. Considering the more seriously ill inpatient population, staff productivi-
ty has improved since 1982, and hospitals are managing costs better.

But costs are increasing, largely because of factors beyond the control of hospital
management. Prices hospitals pay for resources (especially wages) needed for pa-
tient care are rising faster than prices in the rest of the economy. The Consumer
Price Index climbed about 29 percent from FY 1982 through 1989, but the PPS hos-
pital market basket index increased 36 percent. But the PPS market basket index
still understates the rate of inflation hospitals face. The indicator Medicare uses to
measure increases in hospital labor prices fails to accurately capture these changes
because it is based, for the most part, on wages in other parts of the economy that
are unrepresentative of hospital wage structures. Hospitals face shortages of essen-
tial personnel, particularly nurses and other technical staff, that have forced wages
and benefits up faster for hospitals than for other businesses. AHA estimates the
PPS market basket index understates the actual rate of hospital inflation 2 to 3 per-
centage points per year.

Today's typical inpatient also requires more intensive treatment than the typical
patient five years ago. Patients requiring less complex and, therefore, less expensive
treatment are now cared for on an outpatient basis. Likewise, those now admitted
as inpatients are more expensive to treat, often needing more procedures and a
higher level of skilled support personnel. Nonetheless, hosuitals still have improved
staff productivity.

In addition, patients are receiving new and better treatments. While advanced
technologies yield substantial benefits in the form of reduced pain or risk, many
have also added significantly to the cost of care. In most instances, these additional
costs are not reflected in rates paid to hospitals.

Projected growth in Medicare spending is subject to the same cost pressures, pres-
sures largely beyond the control of hospital management. In FY 1991, Medicare
spending for hospital insurance benefits is expected to increase 9.2 percent. Of this,
5.6 percent is attributable to inflation or higher prices hospitals must pay for labor,
drugs, and medical supplies. The number of beneficiaries eligible for Medicare Part
A benefits is ex to grow 1.7 percent in 1991 as the population continues to
age. If the population continues to spend the same amount per person as the cur-
rent population spends, one could expect a relatively proportional increase in Medi-
care outlays. Another 1.5 percent of growth in Part A spending is attributable to FY
1991 expiration of the current 15 percent reduction in capital payments, assumed in
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baseline Medicare spending estimates. The remaining growth is attributable to an
increase in the Medicare case-mix index, which measures the increase in payments
a{ltgls costs of treatment resulting from the changing mix of patients admitted to hos-
pitals.

The rationale underlying the Administration’s budget fails to recognize these ex-
ternal cost pressures. Rather than reflect legitimate needs of Medicare beneficiaries,
it forces hospitals and their medical staffs into a position of having to ration care.
Hospitals cannot continue to provide more care with fewer resources. Inadequate
hospital payments can mean that a necessary procedure cannot be provided, and
that someone does without care they want or need. It is unconscionable to expect
hospitals to dictate whether someone receives medical care on the basis of economic

! considerations. By underfunding health programs for the poor, aged, and disabled,
government is shifting responsibility for assuring access to high-quality care for
these groups onto the shoulders of hospitals.

As a result, signs of a deteriorating hospital system abound. Growing numbers of
uninsured and underinsured Americans translate to an escalation in unsponsored
care. In 1988, hospitals provided $8.3 billion in such care, up from $3 billion in 1980.
Convincing other payers to share those costs has become more difficult.

Another major problem for hospitals, in part related to unsponsored care, is provi-
sion of trauma care. Availability of specialized trauma care has diminished in
recent years, particularly in urban areas, as the combination of start-up and annual
operating costs and poor payment has become too great a burden for many hospitals
to bear. Many trauma~™victims=are-uninsured or rely on Medicaid, which usually
does not cover costs. Consequently, many hospitals have had to choose between clos-
ing trauma centers or discontinuing other services.

BUDGET PROPOSALS: IMPACT OF CUTS

Against a backdrop of continued, largely uncontrollable financial and demand
pressures on hospitals, the President proposes $4.1 billion in further Feductions in
growth of Medicare payments to hospitals. Adequate Medicare payments are essen-
tial to hospitals’ financial stability and their ability to provide quality care. Medi-
care and Medicaid account for nearly half of gross patient revenue, and hospital op-
erating margins follow the pattern of Medicare PPS margins, suggesting that inad-
equate Medicare payments are a key cause of hospitals’ financial troubles.

The President’s proposed package includes the following cuts for FY 1991:

¢ A 4.1 percent update factor for all hospitals (less than the rate of inflation);

¢ A 15 percent to 25 percent cut in payments for capital-related expenses;

* A 10 percent reduction in hospital outpatient payments; and

* A reduction of the indirect medical education adjustment (IME) to 4.05 percent.

The President’s proposed Medicaid managed care initiative would:

¢ Provide enhanced Federal matching rates for states to promote use of managed
care over traditional fee-for-service arrangements;

¢ Allow states to implement managed care programs without applying for a
waiver; and

¢ Relax enroliment requirements for certain Medicaid HMOs.

Inadequate Update Factor

The President proposes to save $640 million in FY 1991 by limiting the increase in
the FY 1991 update factor to 4.1 percent for ail hospitals, whether urban or rural.
This is about 1.5 percentage points less than the currently projected increase in the
FY 1991 market basket index.

As in previous years, this update would fall short of the projected rate of inflation
faced by hospitals. More troublesome, this proposal departs from the long-standing
practice of using the market basket index to determine the update factor. Instead,
the update factor would be set arbitrarily, a precedent that would effectively divorce
hospital payment from actual economic conditions. -

The President’s budget proposal fails to recognize the need to continue to move, at
least incrementally, toward elimination of the standardized rate differential. AHA
continues to support a single base rate for all hospitals. AHA recommends providing
payments above the rate of inflation for rural hospitals in order to move the system
toward eliminating the disparity between payments to rural and urban hospitals
and applauds the Ranking Minority Member, Senator Packwood, for his legislation,
$.2214. In addition to eliminating the differential in FY 1991, the bill would also
address many of the other problems facing rural health care providers.
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Cuts in Payments for Capital-Related Expenses

The larﬁest spending cut in hospital payments in FY 1991, $1.5 billion, would be
achieved by maintaining the current 15 percent reduction in capital payments to
rural hospitals and increasing to 25 percent the reduction in that payment to urban
hospitals. Capital payments would be reduced for both inpatient and outpatient de-
partments. The President’s plan also assumes that payments for capital will be in-
corporated in PPS beginning in FY 1992.

Paying hospitals less than the full cost of ca‘fital is not an incentive to evaluate
capital investments more judiciously. Capital decisions are driven by patient care
considerations. Today's capital-related expenses result from previous years’ invest-
ment decisions made in compliance with existing laws and regulations. Past obliga-
tions, unlike current operating expenses, are not subject to modification. The Presi-
dent’s proposal turns all capital acquisitions into losing propositions, with concomi-
tant effect on patient care. Such cuts, coupled with other proposed budget changes,
also will erode hospitals’ creditworthiness, inhibiting their ability to finance capital
needs.

Reduced Payment for Hospital Outpatient Departments
Payments for hospital outpatient services would be reduced 10 percent across-the-
beginning in FY 1991, and reductions would continue each year. PPS, howev-
er, dlready provides incentives for hospitals to treat patients more efficiently. Hospi-
tals have responded to those incentives by moving patients to outpatient settings
when possible, resulting in perhaps the most significant health care trend of the
1980s. This major shift in the setting of health care services has yielded dramatic
declines in hospital inpatient days and increases in outpatient visits. Coupled with
improved technology, it means that today many procedures can be completed quick-
ly, efficiently, and cost effectively, with benefits accruing to providers, payers, and
patients alike.

The proposal to cut outpatient anments flies in the face of incentives Congress
emphasized in creating PPS and the peer review organization program. ProPAC es-
timates that hospitals already are subject to potential losses of 19 percent under am-
bulatory surgery center payment rates. Further increasing proposed cuts sends a
conflicting message to hospitals as they follow Medicare’s directive to deliver care in
the most efficient settings.

Reductions in outpatient payments will have a severe impact on rural hospitals.
In addition to following the incentives of PPS, rural hospitals have taken the oppor-
tunity to shift more and more patients to outpatient settings as part of their recon-
figuration efforts. Outpatient services have become a mainstay of hospital care in
rural communities, enabling hospitals to remain open and ensuring access to care.

Lower Indirect Medical Education Adjustment

Teaching hospitals would be hardest hit by the budget proposals. These hospitals
are responsible for proper training of future medical professionals and are often at
the cutting edge of innovative medicine. They also tend to serve more acutely ill
patients and a larger share of indigent and low-income patients. These services al-
ready are recognized with a PPS payment aggustment. Teaching hospitals’ Medicare
margins historically have been higher than Medicare margins for other types of hos-
pitals, primarily because of the special adjustment. However, when compared to
other hospitals on the basis of total performance, teaching hospitals fare poorly, re-
porting the lowest total margins of all hospitals. The President’s proposals would
further depress margins for teaching hospitals. In FY 1991, PPS margins would
reach a low of negative 13 percent to negative 16 percent. .

The factor used in making IME payments to hospitals would be reduced from 7.7
percent to 4.05 percent. Such a reduction would exacerbate teaching hospitals’ vul-
nerable financial situation and could affect access to care, particularly for the large
numbers of indigent and low-income patients they serve.

The IME adjustment is essential to the survival of teaching hospitals. It was in-
tended not only as a means of compensating these facilities for additional costs asso-
ciated with teaching programs, but also to adjust for additional costs attributable to
more seriously ill, more expensive to treat patients, for whom DRGs do not fully
account. In FY 1989, margins for major teaching hospitals would have been four
times lower, negative 30 percent, without the IME adjustment. The American Asso-
ciation of Medical Colleges attests to declining margins for teaching hospitals. AHA
data show that PPS mamfor teaching hospitals have declined dramatically since
FY 1986. Furthermore, projects that in FY 1991, with no chanlges in current
hospital payment policg, the average teaching hospital will have a PPS margin of
negative 9 percent. If the President’s IME proposal were enacted, the average teach-
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ing hospital’s PPS margin would drop to negative 14 percent. This translates to an
average loss for teaching hospitals of $300 per Medicare patient.

AHA RECOMMENDATIONS AND CONCLUSBIONS

. Proposals to restrict Medicare payments worsen hospitals’ already perilous finan-
cial condition. Current payments for services fail to cover costs of treating Medicare
patients. Medicare patients receive the same high-quality care as private paying pa-
tients, yet the Federal Government pays substantially less than the costs of care.
Fair government payment for hospital services is essential. To that end, on behalf of
AHA, I offer some specific recommendations for improvements in inpatient and out-
patient payment policy under Medicare.

Medicare Inpatient Payment Policy

Prices should be recalculated based on costs defined to include elements of uncom-
pensated-care expenses and a return on investment. Between recalculations, stand-
ardized amounts should be updated by the rate of increase in market basket infla-
tion. This price-setting method ensures predictability for hospitals and maintains
PPS cost-containment goals by preserving incentives for cost-effective and cost-effi-
cient deliverIy of care.

A single “base” rate (elimination of urban/rural rate differential) should be set
for all PPS hospitals and be-adjusted for patient characteristics, differences among
hospital markets in prevailing resource prices, and variations in resource use that
are beyond hospital management control. Such a rate would pay hospitals based on
types of patients treated and resources used and would take geographic location into
account only to adjust for variations in resource prices. Movement to a single-rate
system should include a hold-harmless provision that protects hospitals from pay-
ment reductions resulting solely from movement to a single rate.

A revised hospital market basket index, whose labor component is based solely on
hospital wage inflationary trends rather than trends in other sectors of the econo-
my, should be adopted.

roblem DRGs should be refined to improve PPS sensitivity to differences in pa-
tient characteristics. Refinement is needed for DRGs that account for a high volume
of Medicare admissions and that show substantial differences in costs among hospi-
tals, or that contain diagnoses or procedures that differ substantially from the aver-
age of other diagnoses or procedures included in the DRG, or that have been identi-
fied as incorrectly classified by hospitals or physicians.

A comprehensive index should reflect variation in prices hospitals pay for all
types of resources, labor and nonlabor, especially energy/utilities and liability insur-
ance. Pending enactment of a non-labor adjustment, regional payment floor provi-
sions due to expire Oct. 1, 1990, should be extended.

Swing-bed opportunities should be expanded to all urban and rural hospitals for
transitional care/skilled nursing care for Medicare beneficiaries.

Medicare Qutpatient Payment Policy

A Medicare outpatient payment system should be established based on per-proce-
dure average operating cost limits (based on hospital costs only, by region) as a tran-
sition to a procedure-based fee schedule.

Exception or exemption opportunities should be provided for sole-source providers
in both urban and rural settings.

It should be assured that legitimate cost differences across settings and proce-
dures are identified and taken into account for various types of outpatient services
in establishing the system of per-procedure cost limits and ultimately a per-proce-
dure fee schedule system.

Medicaid Policy

Substantial Medicaid reform is needed to make the program responsive to recipi-
ents’ needs. Congress should look toward development of a minimum payment
standard to assure that all Medicaid payments for services come closer to meeting
the cost of providing them so that every recipient has reasonable access to any nec-
essary hospital treatment in a timely fashion.

Further, Medicaid should be decoupled from cash assistance programs and moved
toward Federal financing with uniform eligibility standards and coverage. Elements
of a restructured Medicaid program should include:

¢ A minimum national Medicaid eligibility floor, set at 100 percent of the Federal
verty level and pruvidindg for an orderly phase-in for moving the national floor to
%’0 percent of pover'y; an
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¢ Phased in, required coverage of pregnant women, infants, and children up to
185 percent of the poverty level.

Reform in eligibility policy, enrollment incentives, financing and reimbursement,
and service coverage also are required to address Medicaid shortcomings. Many of
the poor are eligible for Medicaid coverage but nct enrolled, largely because proving
eligibility is too complicated and burdensome. Medicaid’s full potential cannot be re-
alized without uniform, simple procedures for eligibility determination. Qutreach

. hospital enrollment pﬂfgrams would be one way to close the enrollment/eligibility

gap.

lgor the long term, AHA recommends expansion and revision of the Medicaid pro-
gram into a separawely funded and administered program with three parts, each
with distinct funding sources:

¢ Acute care coverage for the medically indigent not eligible for Medicare;
¢ Supplementary acute care coverage tor Medicare beneficiaries; and
¢ Long-term care coverage for low-income individuals.

CONCLUSION

AHA trusts that in addressing the immediate task of meeting deficit reduction
targets, Congress will not lose sight of long-term consequences tﬁat yearly budget-
ary decisions have on the delivery of health care services. Providing health care for
the aged, disabled, and poor helps maintain our social safety net, but budget-driven
decisions threaten to compromise that commmitment. Hospitals cannot continue to
sustain Medicare payment reductions and redistributions and inadequacies in Med-
icaid payments of the magnitude of those in previous years, but must, instead, have
adequate, equitable, and predictable payment systems.

RESPONSE TO A QUESTION SUBMITTED BY SENATOR BENTSEN

Question. Dr. McCarthy, your statement indicates thut hospitals and medical
staffs are ercouraged to emphasize cost efficiency in treating patients. Physicians
have a large impact on hospital costs by ordering lab tests, x-rays, and other serv-
ices. A recent issue of Hospitals magazine reports that some hospitals have had suc-
cess in controlling cost by providing individual physicians with information about
how their use of hospital resources compares witﬁ other physicians treating similar
patients. Yet, it is a minority of hospitals—only about 25%—that are taking this
type of approach. Given the financial pressure they are under, why aren’t more hos-
pitals taking this approach? Are there steps we should be taking legislatively to en-
courage more hospitals to work with their physicians this way?

Answer. It would be premature, given the current state of knowledge and the re-
sources available to hospitals, to require that hospitals profile physician resource
use. Legislation requiring such profiling would be out of step with the conclusions of
much current health services research with respect to the most productive way to
focus data development and analysis. Researchers in this field believe that better
physician practice guidelines are the key to more efficient use of health services.

ngress took an appropriate first step last year when it created the Agency for
Health Care Policy and Research to encourage the development of data bases, re-
search methods, and appropriateness standards that can be used to improve the effi-
ciency and quality of care in hospitals. Congress should take the next step now and
consider (a) assuring adequate access to capital so that hospitals can upgrade their
computer capability, (b) grants to hospitals to improve their data systems, (c) sup-
port for private sector development of physician practice gnidelines, and (d) in-
creased funding for research to develop ways to iniegrate Fospital date svstuins, to
improve data feedback to physicians, to acfj{ust data for patient risk, and to effect
appropriate changes in physician practice.

The Hospitals survey did show that half of responding hospitals already do some
sort of physician profiling. However, as the question states, fewer than 25 percent of
all hospitals share physician profiles with their physicians. This could well reflect
the opinion of some administrators that resource use is not affected by physician
practice patterns (as opposed, say, to patient needs or hospital factors). Hospital ad-
ministrators also may not believe that simple feedback of profiling data is the most
efficient way to change physician behavior.

The hospital industry is beginning to look at adopting “continuous quality im-
provement” management practices which aim at reducing internal variations in re-
source use. Technical limitations prevent many hospitals from profiling physician
resource use, including lack of integrated data systems, computer hardware, and
trained data analysts. In addition, hospitals need (a) a sizeable and representative
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comparison group to generate meaningful comparative data that represent physi-
cian practice, (b) sufficient clinical information to adjust for differences in patient
conditior;, and (¢) reliable information about treatment outcomes in order to assess
the impact of the variations in resource use. The AHAs Hospital Research and Edu-
cational Trust, through its Quality Measurement and Management Project, is devel-
oping ways to supply hospitals with meaningful comparative data as well as the
management tools needed to use such data to improve patient care. Yet we expect it
to be several years before we have everything required to make this a viable prac-
tice.

PREPARED STATEMENT OF SENATOR DAVID PrYOR

Mr. Chairman, I appreciate your holding today’s Finance Committee hearing to
examine how the President’s budget proposal would affect health, income security,
and social service programs. As Chairman of the Senate Special Committee on
Aging, I would like to take this opportunity to briefly discuss how this budget pro-
posal would affect older Americans.

President Bush’s FY 1991 budget is similar in many ways to his predecessor's. As
were the Reagan budgets in previous years, it is full of very optimistic economic as-
sumptions that minimize the actual size of the deficit. According to the Congression-
al Budget Office, OMB's projections understate the FY 1991 deficit by $70 billion.

The Administration’s budget also slashes many of the same programs that were
targeted in the past for spending cuts. The greatest amount of deficit reduction
comes from entitlements and other mandatory spending. Over one-third of the
President’s deficit reduction comes from domestic programs, many of which have
been already cut to the bone. According to CBO, domestic spending overall is re-
duced by $13 billion in FE 1991, with these cuts coming from the Medicare program,
retirement COLAs, Veterans’ services, food and nutrition programs, etc. In other
words, those programs aimed at helping many of our most vulnerable citizens—chil-
dren and the elderly.

A close look at some of the Admir.istration’s policies leave many wondering if the
right hand knows what the left hand is doing. Their budget proposal would cut Med-
icare by more than $5 billion. Yet tlie President has asked both Secretary Sullivan
and the Steelman Commission to examine ways to expand access for the uninsured
and long-term care for the elderly and disabled. The President’s proposals for de-
fense spending are even more confounding. Many Americans thought that the
changes in Eastern Europe and the Soviet Union would bring with them a “Peace
Dividend,” a cut in defense spending that could be used to bolster many of our do-
mestic programs. Unfortunately, the Peace Dividend does not exist. On the con-
trary, the President’s budget cuts defense spending by a mere $3 billion.

The $5.1 billion in Medicare cuts are aimed primarily at providers through reduc-
tions in payments for capital, for the indirect costs of medical education, and for
outpatient department services, as well ag a lower-than-anticipated PPS update.
Payments to physicians will be cut some $1.1 billion. The Administration is once
again using the tired argument that cuts aimed at providers do not harm benefici-
aries. However, it has become apparent that asking providers to continue to shoul-
der the burden of Medicare cuts will ultimately affect beneficiaries’ access to health
care services.

Although most of our attention regarding health care is usually devoted to the
Medicare program, particularly during budget deliberations, I am also concerned
about the Medicaid program. As iny colleagues on the Finance Committee know, 1
am deeply concerned about the ordeal that States face in attempting to try to get a
fair deal for prescription drugs for low-income Americans under the Medicaid pro-
gram. -

We have committed ourselves to containing costs as best we can, as evidenced by
the budgetary decisions we have made over the past few years. Federal and state
health budget cuts have fallen on virtually all parties: Beneficiaries, hospitals, doc-
tors, nursing homes, pharmacists and others. There is one ‘exception, however the
drug manufacturers.

As a result of a year-long investigation that the Special Committee on Aging has
conducted, it is clear that not only have the manufacturers evaded cost-containment
efforts, but that thiisre(frices have scared dramatically. Between 1981 and 1988,
while the CPI incre 28 percent, prices for prescription drugs increased by 88
percent. And, the drug industry is no small Medicaid beneficiary: By 1988, Medicaid
paid $3.3 billion for prescription drugs—more than for physician payments.

30-856 0 - 90 - 6
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Many States have attempted to negotiate with manufacturers to get the same

Krices for prescription drugs that hospitals and health maintenance organizations
ave been able to get for years, using standard prudent business practices. Yet,

nearly all attempts have been utterly rebuffed by the manufacturers. They evident-
ly do not believe that the taxpayer is entitled to the same prices that hospitals,
HMOs, and others get.

As my colleagues on the Finance Committee know, I intend to offer legislation to
ensure that the Medicaid program is treated equally by the manufacturers in nego-
tiating fair drug prices. This will give us the opportunity to save some $300 million
in the Medicaid program. I look forward to working closely with Secretary Sullivan
and HCFA Administrator Gail Wilensky to accomplish just that.

Medicare and Medicaid are not the only areas affected by the President’s budget
proposals. With respect to Su glemental Security Income (SSI), the Bush budget
would charge States a total of ? 5 million in the coming fiscal year, an amount that
will increase to $165 million annually by fiscal year 1993, in new administrative
fees. The costs of the fee would likely be passed onto program beneficiaries—those
least able to pay—through reduced assistance.

When only half of those eligible for SSI—a prcygram of financial aid to disabled
and aged individuals living in poverty are actually participating in the program, the
Bush budget would provide no additional resources for program outreach. Last year
I introduced legislation to require that the Social Security Administration (SSA) es-
tablish an SSI outreach program. Also, SSI outreach has been a stated priority of
SSA Commissioner Gwendolyn King. Without needed resources, how can the new
Commissioner be expected to fulfill this objective?

The President’s budget also proposes dramatic cuts in social services, such as the
Community Services Block Grant CSBG). Recycling a previously rejected proposal,
the Bush budget would virtually eliminate the CSBG program, which serves as the
lifeline to an array of programs across the nation providing health, nutritional, and
employment assistance to the poor, elderly, and infirm. President Bush does not
make up for these cuts anywhere else: he proposes only a meager increase in Social
Services Block Grant spending. The low-income home energy assistance program,
(LIHEAP) would also be cut. LIHEAP faces the sixth consecutive year of cuts; it
would lose $365 million in funding, which represents a reduction of 25 percent.

Mr. Chairman, the Aging Committee staff has prepared an information paper
summarizing the President’s FY 1991 budget proposals as they relate to programs
serving older Americans. Senator Heinz and I are pleased to release it today. I
would like to request that the executive summary of this paper be placed in the
record after my prepared remarks.

The staff’ report details the extent to which the President relies on vulnerable
populations of Americans to shoulder budget cuts. These Americans are not selfish

ple. They are willing to do their fair share when it comes to deficit reduction,

ut they will not and should not accept being disproportionately singled out. If we

are going to be serious about reducing the budget deficit, everyone must contribute.

So far, the President has not illustrated any willingness to support comprehensive

budget reduction approaches that meets this criteria. It is time to rethink that posi-
tion.

The miracles that have been occurring around the world over the past several
months should inspire us to reassess our priorities. We now have far more danger-
ous enemies to fight—poverty, hunger, drugs, and disease, to name but a few. I hope
we can count on the Presideat to be our ally, and not our opponent, in this battle.

PresipENT BusH’s PrRoposeD FY 1991 BUDGET FOR AGING PROGRAMS
[Senate Special Committee on Aging Staff Report, March 1990}

PREFACE

This information paper, prepared by the staff of the United States Senate Special
Committee on Aging, analyzes the full range of fiscal year 1991 budget proiwsals
affecting older Americans. It outlines President Bush’s proposed budget, regulatory
initiatives, and legislative reforms for aging programs for the coming fiscal year. In-
cluded are the proposed budgets for Medicare and Medicaid; income and retirement
programs; Veterans benefits; health and social service programs; and education,
training and research programs.

In each program area, the proposed spending and revenue levels for FY91 through
FY93 in the Bush budget are analyzed against current service projections, as meas-
ured by the Office of Management and Budget and the Congressional Budget Office,
where available. -
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SECTION I.—HIGHLIGHTS OF BUDGET PROPOSALS AFFECTING AGING PROGRAMS

Many of the President’s initiatives for aging programs have been proposed by the
former Administration and rejected by the Congress. Other Bush proposals are ex-
tensions of savings and revenue initiatives which have already been enacted into
law. Major cuts are targeted at Medicare ($5.2 billion), housing (3210 million), low-
income energy assistance ($264 million), Senior Community Service Employment
(Title V of the Older Americans Act, at $29 million), Community Services Block
Grant program ($363 million), and civil, military, and railroad retirement benefits
($2.1 billion).

Previous Proposals: Reductions in payments to Medicare providers (extensions and
deeper cuts in provider payments along the same lines as the Omnibus Budget Rec-
onciliation Act of 1987); extension of Hospital insurance (HI) payroll tax (and Medi-
care coverage) to all state and local employees; cuts in medical education, housing,
energy assistance programs; the elimination of selected health, social service, legal
aid, professional training, and housing programs; and the elimination of the Federal
retiree lump-sum pension option and a one-year freeze, followed by a reduction, of
the COLA for Federal civil and military retirees.

New proposals: Incentives to enroll Medicare and Mediceid beneficiaries in man-
aged-care programs; and, establishment of a Family Saving Account Plan to pro-
mote savings and long-term economic growth.

BUSH BUDGET: FY 91—MARCH, 1990 CBO ESTIMATES

Request m Difference
{In billions of dollars)

MEDICARE 1220 116.8 —52
Part A (HI) 64.5 62.5 -30 -
Part B (SMI) 41.2 49.3 -21
Reduce funding for Part A Capital, Indirect Medical Education, & PPS updates and Part B non-frimary care physicians &

overpriced procedures.

MEDICAID. 454 45.1 -.30

Increase spending by 12% over FY90 allocations. Enhance match for states that enroll Medicaid recipients in managed care,
and beginning in 1992, reduce payments for states that continue to use traditional fee-for-service.

{In millions of dollars}
Veterans Health * 12,5719 * 12,160 419

Increase pay for health professionals. Require co-payments for VA outpatient visits, prescription drugs, and cost recovery for
treatment of non-service connected disabilities from service-connected veterans who have health insurance (savings of

$112 million).
* OMB number
NiH 7,930 7,900 30
NIA 249 250 ~1

Increase the NIH budget by $354 million above the 1990 level. Increase NIA budget by $9.4 million. Reduce nuraber of new
NIA grants (194 in 1989, 156 in 1990, and 153 in 1991). Direct 30% of grants for Alzheimer's research.

HRSA 1,587 1,838 —251
Reduce grants for health care students, with the exception of minority programs which are expanded.
SOCIAL SECURITY 265,800 265,800 0

No major benefits change. Raise $2.3 biflion in FY 1991 by exterding Social Security coverage to all state and local workers
who are not covered under a different pension system and for D.C. employees hired after Jan. 1, 1991.

s8I 14,632 14447 185

Raise $55 million in FYS1 by charging states a fee for the administration of their SSI supplemental program. 18 states
affected. Also “paper” increase of $255 million in FY 91 as a result of accounting change.

RAILAOAD RETIREMENT 4312 4435 - ~63
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BUSH BUDGET: FY 91—MARCH, 1990 CBO ESTIMATES—Continued

Request m Difference

Privatize RR Retirement, e!iminaie Tier Il COLA in FY 1991 and change Tier If COLA formula thereafter to a CPi-1 formula.
Also finance 25% of Federal windfall through the rail pension trust fund (estimated savings of $80 million).

FEDERAL CIVILIAN AND MILITARY RETIREMENT
Civilian 31,905 33,996 -2,091
Military 22,335 22,976 —641

Eliminate FY 1991 COLA for Federal civilian and military retirees and reduce thereafter the COLA to CPI — 1%. Civil service
retirees can no longer remove their contributions as a lump sum.

VETERANS COMPENSATION, PENSIONS, AND BURIAL BENEFITS

Pensicns 3,847 3817 -30
Compensation 11,7961 11,934 —138
Burial 140 140 0

Make COLA automatic instead of annually legislating COLA. Assumes a January 1991 COLA of 3.9%. Save $171 million by
placing a limit on estates of mentally incompetent veterans.

PENSIONS BENEFITS
PGBC 264 264 0
PWBA 90 n 13

No major changes for the Pension Benefit Guaranty Corporation (PBGC). Increase funding to Pension Welfare and Benefits
Administration for more pension enforcement and protection activities.

OLDER AMERICAN ACT 748 VL] -31
Reduce funding for Title NI programs (community-based services) by 4.0% and Title VI (Native American grants) by 3.7%
COMMUNITY SERVICES
CSBG. 0.042 412 —363
SSBG 2,802 2,988 —188
Senior Employment (Title V of OAA) 343 372 -29

Eliminate Community Service Block Grants (except for a homeless program). Increase funding for Social Service Block
Grants, but far short of the amount necessary to offset CSBG cuts. Cut FY 1991 funding for Senior employment by $29
million and freeze thereafter.

ACTION VOLUNTEERS 121 123 -2
Increase stipend for Foster Grandparents from $2.15 to 2.35 per hour and maintain total service hours.

HOUSING/ENERGY ASSIST. j
Section 202 ' 220 430 -210
CHSP ; 0 6.3 —-63
LIHEAP 1,100 1,463 ~363

Reduce sharply section 202 elderly housing (from 8,368 units in FY 90 to 3,967 units in FY 91). Fund 3,000 units of
leased housing. Eliminate Congregate Housing Services Program. Continue multi-year cuts ofLow-Income Home Energy
Assistance Program (from a FY 85 funding level of $2.1 billion to a FY 91 funding level of $1.1 billion).

TAX EXPENDITURES IN AGING-RELATED AREAS

No major tax change in allowable deductions for health, housing credit, income security, and support for the aged and the
blind. Tax deductions provided by the government for pensions ($57 billion in 1989) represents the single largest tax
expendlture of the government. The third largest government expendnure goes to employer contributions for medical
insurance premiums and medical care ($32.4 billion i in 1989).

PREPARED STATEMENT OF JOHN J. RING

Mr. Chairman and Members of the Committee: My name is John J. Ring, MD. I
am a physician in the practice of family medicine in Mundelein, Illinois. I am also
Chairman of the Board of Trustees of the American Medical Association. With me
today are Ross Rubin and Denise Andresen of the AMA’s Division of Legislative Ac-
tmtxes The AMA is pleased to have this opportunity to testify before you regarding
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the Administration’s very serious proposals to cut up to $5.5 billion from the pro-
jected Medicare budget for fiscal year 1991.

Mr. Chairman, the AMA recognizes the necessity for the Congress to work to
achieve the goal of a balanced Federal budﬁ: and to meet reconciliation targets as-
signed by previous budget resolutions. We know this Committee has made and will
continue to make tough decisions about numerous programs. As you well know, the
Medicare program has presented the Congress with many difficult decisions over
the years, and has suffered massive cuts since the inception and continued use of
reconciliation during the decade of the '80s.

This Committee, in its recent statement of “Views and Estimates” regarding the
fiscal '91 budget, acknowledged the beleaguered status of Medicare, and made the
following insightful statements:

The Medicare program has over the past several years borne much of the
burden of deficit reduction. While that program does represent a major ele-
ment of Federal spending, it cannot continue to absorb major cutbacks
without damaging the health care system in ways which will ultimately be
harmful to the nation.

We heartily agree with the Committee.

The Administration’s proposed fiscal year '91 savings, which come in the wake of
the sweeping physician payment reforms enacted only three months ago, are not a
solution to the high costs of health care. The proposed savings are not the product
of a reasoned and deliberative analysis of how to provide better and more efficient
health care to the nation’s elderly and disabled. Rather, they are the result of arbi-
trary attempts to find savings no matter how great the cost.

This short-sighted approach, which may produce some immediate savings, threat-
ens to undermine the physician payment reforms of OBRA-89, jeopardize the avail-
ability of quality health care for Medicare beneficiaries and overwhelm the physi-
cian community that is attempting to practice medicine while accommodating the
massive payment and practice reforms just adopted.

The plight of physicians in today’s budget-driven environment is aptly illustrated
by the trilogy of articles published recently in The New York Times. Bearing titles
such as “Changes in Medicine Bring Pain to Healing Profession” and ‘“Practice of
Medicine is Undergoing Change, Demoralizing Doctors,” the message is clear: physi-
cians are reeling from the inordinate payment and practice changes of the 1980s. As
one of the articles explained, the

feeling of being shackled by rules and overseers is nearly universal among
doctors today, experts inside and outside the profession say. Doctors say
they are overwhelmed by 'paperwork, prohibited by insurance companies
from doing procedures and subjected to scrutiny by group employers like
healtl;) mml"r;tenance organizations that can even include scheduling of rest-
room breaks.

As a result of these factors, the practice of medicine as we have known it is di-
minishing. Physicians are abandoning self-employment for salaried positions that
spare them the burdens of start-up costs and office administration and the long
hours associated with self-employment. This trend is especially disturbing for the
underserved sector of the country, nearly three-fourths of which is comprised of
rural areas.

Some physicians are forfeiting the practice of medicine altogether, and young
Americans, daunted by the inordinate burdens of practicing medicine in today’s en-
vironment, are rejecting medicine as a career choice. In fact, medical school applica-
tions have decreased 25% over the past five years. Physicians’ concerns about pro-
fessional liability issues and six-figure liability premiums go ignored, and Medicare
rewrites the rule book every year.

As noted by Dr. William Roper (former Administrator of the Health Care Financ-
ing Administration, former Domestic Policy Advisor to the President and now Direc-
tor of the Centers for Disease Control), the “growing disenchantment of the average
doctor” is disturbing. To quote Dr. Roper, we should not treat doctors “as if we can
abuse them and think we have lost nothing by it. I fear that the loss of faith by
doctors will make them less caring and compassionate.”

What is the relevance of all this to the budget-making process? As I stated earlier,
it is not to say that budget savings are unnecessary or impossible. It is, however, the
very relevant backdrop for your budget deliberations. We recognize, and the medical
community recognizes, your need to find ways to curtail the escalating Federal debt.
We urge you, however, to proceed cautiously in imposing additional cuts and
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changes at a time when Medicare and the physicians that service the program are
struggling to accommodate radical budget cuts and practice reforms. _

The AMA is not alone in these concerns. On Februar‘y 20, 1990, the AMA and 32
specialty societies published in The Washington Post “A Message to Congress on
Medicare” expressing grave concern over the impact of further cuts on the Medicare
program and its beneficiaries (attached as Appendix I). We urge you, Mr. Chairman,
to proceed cautiously in imposing further cuts on this program. We also urge you, in
evgh;:ting the Administration’s proposed cuts, to consider the following three
points.

MEDICARE HAS HISTORICALLY BEEN SUBJECTED TO A MASSIVE SHARE OF FEDERAL BUDGET
cuTs

The Medicare program has been subjected to over a decade of major funding cuts.
Each major budget reconciliation bill has drastically reduced Medicare funding, as
illustrated by the following table.

Medicare

Fcal yoar | il
dotlars)
0BRA-82 1982 $3.2
TEFRA 1983 1133
DEFRA 1984 6.1
COBRA 1986 143
OBRA-86 1987 30
OBRA-87 1988 & 89 59
TOTAL 358

1 Over 3 years.

Additional cuts in fiscal year ’91 will only exacerbate the inequity of Medicare
shouldering such a massive share of Federal budget cuts, and, as the Committee
noted, will be detrimental to our nation’s health care system. Absent a determina-
tion to apply an across-the-board approach to freeze all Federal spending, we cannot
endorse further Medicare cuts. \

PART B OF MEDICARE HAS HISTORICALLY BORNE A DISPROPORTIONATE SHARE OF
MEDICARE FUNDING CUTS

We challenge the erroneous assertions of the press and public that physicians
have been relatively insulated from past budget cuts. Contrary to press statements
that Part B is “the only place that hasn’t experienced the crunch,” the reality is
that Part B has been subjected to significant cuts in the form of freezes and budget
reductions. In fact, relative to respective program sizes, Part B has absorbed a dis-
proportionate share of the total cuts made in the Medicare program.

at Part B has a long history of budget cuts is borne out by the following facts:

® Medicare reimbursement and fees were frozen for most physicians for 40
months from July 1983 to 1987;

¢ Medicare reimbursement for selected procedures was cut across-the-board by a
total of 12% in 1987 and 1988, and special limits were imposed on physician fees for
these procedures;

¢ The Medicare allowed amount for an office visit is only 79% of the amount ac-
tually billed by physicians to other patients (according to our 1989 survey); and

» Physicians presently are the only profession subject to Federal price controls,
the maximum allowable actual charge program.

Both Part A and Part B were cut substantially by the successive budget reconcili-
ation bills enacted during the 1980s. (A summary of recent actions limiting physi-
cian reimbursement and ¢ es is attached as Appendix I1.) The sum of the budget
savings estimated by HCFA for ORA (1980), OBRA-81, TEFRA, DEFRA, COBRA,
and OBRA-86 is approximately $18.2 billion for Part A and $13.4 billion for Part B
(United States General Accounting Office, 1988).1 This represents a 6.9% reduction

1 This GAO study is the most recent study available. We urge Members of the Committee to
request GAO to upgate the study.
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in cumulative Part A outlays and a 10.9% reduction in cumulative Part B outlays.
Thus, relative to the respective program sizes, Part B was cut about one and one-half
times more than Part A.

In fact, recent data obtained from HCFA show that, during the period from 1986 to
1989, the rate of increase of actual Medicare cash disbursements for physician serv-
ices has been cut in half. The same is true for total Part B disbursements during
that period. By contrast, total Part A disbursements accelerated during this period
and, for the first time in a decade, the Part A expenditure growth rate for 1989 ex-
ceeded the Part B rate (see Appendix III).

Nevertheless, in a $96 billion program, some savings can be found and revenues
can be obtained. If there is to be no across-the-board measure, and if you decide that
Medicare spending cuts are unavoidable, we believe that any reductions made in
Medicare should be do?e in proportion to actual outlays.

THE PROPOSED FISCAL YEAR ‘91 CUTS WILL UNDERMINE THE LANDMARK PAYMENT
REFORMS OF OBRA-89

Just three months ago, Congress enacted dual landmark physician payment re-
forms: the Resource-Based Relative Value Scale (RBRVS) and the Medicare Volume
Performance Standards (MVPS). RBRVS supplants Medicare’s historical “reasona-
ble charge” method of physician payment with a fee schedule. MVPS will, for the
first time, allow Congress and the profession to monitor the volume of physician
services provided to beneficiaries.

As you know, the RBRVS methodology is the result of years of research and eval-
uation, and is designed to ameliorate the reimbursement inequities of the reasona-
ble charge system. RBRVS, which will take effect in 1992, is to be implemented in a
budget-neutral manner.

Implementation of RBRVS will have significant effects of transferring resources
between medical specialties and geographic regions of the U.S. Congress crafted a
five-year transition period to ameliorate any dislocations that these resource shifts
might cause. In addition, although RBRVS is methodologically sound, it has not
been implemented in any major setting. Therefore, caution is necessary so that we
can understand the impact of RBRVS implementation and correct problems that
arise during the transition period.

Despite the magnitude of the OBRA-89 physician payment reforms, the Adminis-
!:rafi«:in proposed $2.2 billion in Part B cuts immediately after enactment. These cuts
include:

¢ reducing payments for certain procedures and localities; .
« allowing a full Medicare economic index update only for primary care services;
¢ reducing payment for radiology and anesthesia services; and

¢ reforming payments for assistants at surgery and surgical global fees.

By proposing these and other cuts,2 the Administration is proposing to undermine
RBRVS before the methodology is even implemented. The budget cuts eviscerate the
concept of budget neutrality upon which RBRVS is premised by “chipping away” at
the payment levels in effect when Co:g‘ress enacted the fee schedule. Consequently,
the fundamental goal of RBRVS—redistribution of resources—will be subverted;
there simply will not be adequate funds available to transfer from one specialty or
geographic region to another. As a result, individuals residing in underserved areas
such as rural areas will likely remain underserved.

In addition to undermining the budget neutrality requirement of RBRVS, the pro-
R}{)‘s,egscuts are simply inconsistent with effective implementation of RBRVS and

. These reforms are the product of innumerable hours of study, refinement
and honing; it would be ultimately inefficient and disruptive to “tinker” with their
foundations before they are implemented.

Although the proposed budget cuts are of paramount importance, they are not our
only concern. We would like to take this opsortunity to call to the Committee’s at-
tention several other vital issues. First, the OBRA~89 physician payment provisions
contain a serious internal inconsistency. As stated previously, RBRVS will be imple-
mented in 1992, and will base payment on the resources required to {)rovide medical
services. In addition, OBRA-89 replaced the existing Maximum Allowable Actual
szgfe (MAAC) program—which limits physician billings by a complex formula
b upon 1984 actual charges—with a phased-in cap equal to a percentage of the
RBRVS resource-based payment amount (115% by 1993).

ZA cot;flete listingut:f the Part B cuts and the AMA’s recommendations regarding those cuts
is attached as Appendix IV.
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The inconsistency in this scheme is that RBRVS will not be implemented until
1992, yet the billing limits, which are supposed to be based on RBRVS payments,
will be implemented in 1991. For 1991 only, therefore, the cap will be 12?;'0 of the
existing CPR system. The 1991 cap could cause serious reductions in the fees physi-
cians are allowed to charge in 1991, especially the fees for the ‘“‘undervalued”’ eval-
uation and management services, and services provided in traditionally under-com-
pensated rural areas.

Although we do not believe that physicians should be subject to arbitrary billing
limits, we recognize that the new system is designed to establish limits based upon
defined amounts reflecting the shift between services and regions. We believe that
the new system, however, is seriously flawed in that its implementation precedes
implementation of RBRVS, and urge that legislation be incorporated in the pending
reconciliation bill to delay implementation of the new billing system until 1992.

Second, we urge the Committee to expand the Medicaid program to cover infants,
children, and pregnant women, and to establish uniform eligibility requirements.
Medicaid currently covers only 40% of the poor, and expansion is essential to inter-
rupt the “poor health of the poor” cycle that poverty perpetuates.s

Third, we urge the Committee to consider the extreme negative impact of Con-
gress’ treatment of student loans on access to health care. In 1986, Congress revised
the tax code to eliminate by 1991 student loan interest deductibility. In OBRA-89,
Congress eliminated the loan repayment deferral to which medical residents had
previously been entitled during their residencies.

These two actions significantly affect access in two ways. First, bit with the dual
penalties of nondeductibility and forced repayment during residency, many resi-
dents are now facing monthly loan payments of $500 to $700. This financial burden,
quite staggering to residents typically earning $2200 to $2300 monthly, is forcing
residents who would otherwise serve rural and other underserved areas to secure
high-paying positions. The motivation is obvious: economic survival.

Congress’ treatment of student loans affects access in a second way. Individuals
contemplating medical careers likely will be dissuaded from pursuing them because
the training necessitates incurring gignificant debt, yet the government forces re-
payment of that debt at a time when. physicians have severely limited incomes. We
urge the Com:aittee to recognize that educational loans are investments in the
future of this country’s health care system, and eliminate the financial penalties
placed on resident physicians.

Fourth, we alert the Committee to scrutinize the forthcoming regulations imple-
menting the Clinical Laboratory Improvement Amendments of 1988 (CLIA-88). As
detailed in Appendix VI, and based upon our review of an unpublished preliminary
draft of the regulations, we are very concerned that the Department of Health and
Human Services intends to adopt rules reflecting an inappropriate and unduly rigid
interpretation of the legislation that will increase costs and lead to decreased access
to services.

CONCLUSION

In conclusion, Mr. Chairman, Medicare has been subjected to years of significant
budget cuts, and we have recently attained massive reforms in physician payment.
Although we do not believe that RBRVS is a panacea for all physician payment
issues, it is a well-grounded effort at achieving equity in reimbursement. We urge
you to prevent the undermining of RBRVS, and to protect the program from further
C\é{,:dthat, if imposed, will jeopardize the health care of the nation’s elderly and dis-
abled.

At this time, we will be pleased to respond to your questions.

APPENDIX 1.—A MESSAGE TO CONGRESS ON MEDICARE

As organizations of physicians whose members serve the medical needs of the el-
derly and disabled, we are gravely concerned for the future of Medicare. On behalf
of our patients, we hope that the integrity of the progrem will not be further com-
promised in the coming Congressional budget deliberations.

During the past decade, Medicare has contributed more than any other domestic
program to spending cuts. To continue these drastic reductions can only have a dele-
terious effect on the level and quality of care delivered to Medicare patients.

3 Our x)rolpoae.l to expand Medicaid is one of 16 proposals contained in our “Health Access
America” plan to enhance and restructure the health care system to provide access to all Amer-
_ icans. See Appendix V.
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Yet the Administration proposes cuttin% an additional $5.5 billion from Medicare.
The proposed cuts are patently unreasonable.

The medical cominunity appeals to Members of Congress and concerned citizens
to consider the negative impact of continued spending cuts for Medicare patients.

American Academy of Dermatology

American Academy of Facial Plastic and Reconstructive Surgery
American Academy of Famil; Physicians

American Academy of Neurology

American Academy of Ophthalmolog{

American Academy of Otolaryngic Allergy

American Academy of Obolaryn%zg)igy Head & Neck Surgery, Inc.
American Academy of Physical icine and Rehabilitation
American Medical Association

American Association of Neurological Surgeons

American College of Cardiology

American College of Chest Physicians

American College of Emergency Physicians

American College of Nuclear Physicians

American College of Obstetricians and Gynecologists
American College of Rheumatology

American Congress of Rehabilitation Medicine

American Group Practice Association

American Psychiatric Association

American Society for Dermatologic Surgery

American Society of Addiction Medicine

American Society of Cataract and Refractive Surgery
American Society of Clinical Oncology

American Society of Clinical Pathologists

American Society of Internal Medicine

American Society of Plastic and Reconstructive Surgeons, Inc.
American Urological Association, Inc.

College of American Pathologists

Congress of Neurological Surgeons

Joint Council on Allergy and Imunology

Medical Group Management Association

Renal Physicians Association

Society of Nuclear Medicine

APPENDIX I1.—PHYSICIAN REIMBURSEMENT RESTRAINTS UNDER MEDICARE

Since the inception of Medicare, Congress and the Department of Health and
Human Services have taken actions that have resulted in reductions in Medicare
reimbursement for services provided by physicians for Medicare beneficiaries. The
result of these actions has been that physician reimbursement under Medicare con-
sistently has been compressed to a point where the maximum Medicare reimburse-
ment rate, the “prevailing charge,” usually does not reflect the actual prevailing
charge for these services.

In 1969, prevailing charge levels were lowered from the 90th percentile to the
83rd percentile of customary charges. In 1970, prevailing charge levels were lowered
to the 75th percentile of customary charges. For the second half of the 1971 fiscal
year, physician’s customary charges were based on the physician’s median charge
during the 1969 calendar year.

In August 1971, nationwide wage and price controls were imposed. While these
controls were lifted seveoteen months later for most of the economy, they still were
retained for physicians for an additional fifteen months—until May 1974.

In 1972, Congress established further restraints through use of an economic index
as a means to limit the rate of annual increase in prevailing charge levels. In 1976,
the Medicare Economic Index (ME}) as used to set the prevailing charge limits using
gxscal yea{9}373 charge screens that were based on physicians’ charges during calen-

ar year .

Starting with the Deficii Reduction Act of 1984 (DRA) further and substantial
limits were imposed on physician reimbursement and charges for services provided
Medicare beneficiaries. The DRA modified physician reimbursement in the follow-
ing ways:

Two classes of physicians were created: “participating” physicians who agreed
to accept all Medicare claims on an assigned basis and “non-participating” phy-
sicians who may continue to accept assignment on a claim-by-claim basis;
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Medicare maximum reimbursement levels for physician services, customary
and prevailing charge levels, were frozen for the period of June 30, 1984 to Sep-
tember 80, 1985 (if no freeze had been imposed by the DRA, the economic index
Y9°8l:lil)d have allowed a 3.34% increase of prevailing charge levels on July 1,

The scheduled July 1, 1984 increase in fee profiles was eliminated, and the
future annual update in fee profiles was delayed from July 1 to October 1, with
the next increase set for October 1, 1985; and

Fees for services provided Medicare beneficiaries by “non-participating physi-
cians” were frozen during this 15-month period. (Participating physicians were
allowed to increase their fees for Medicare beneficiaries, but they are not al-
lowed to collect this increased fee because of the agreement to accept assign-
ment on all Medicare claims.)

The Emergency Extension Act again froze physician payment levels at the rates in

- effect on September 30, 1985 for 45-days. (This Act prevented a 3.15% increase from
being applied to Medicare prevailing charge levels on Octcher 1, 1985.) This Act also
rolled back the actual charge levels allowed physicians who “participated” in-FY85
but who had not agreed to ‘“participate” in FY86. Further legislation extended the
E;(stgnsion Act, with fee and reimbursement levels again frozen through March 15,
1986.

The Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) yet again
extended the Medicare reimbursement freeze: (i) the freeze on Medicare reimburse-
ment and charges for non-participating physicians was continued through December
31, 1986; and (ii) the freeze in the customary and prevailing charge levels for partici-
pating physicians was allowed to end May 1, 1986, with the prevailing charge in-
crease for participating physicians set at only 4.15%.

The Omnibus Budget Reconciliation Act of 1986 (OBRA-86) made substantial
modifications in physician reimbursement and fee limits.

Reimbursement—Both participating and non-participating physicians were al-
lowed an equal 3.2% update in Medicare prevailing charge levels beginning
January 1, 1987. Beginning on January 1, 1987, prevailing charges for ncn-par-
ticipating physicians were set at 96% of the prevailing charge levels allowed
participating physicians.

Fees—The freeze on actual charges of non-participating physicians expired on
December 31, 1986 and was replaced by Maximum Allowable Actual Charge
(MAAQ) limits. Each MAAC is determined by a complicated formula applicable
to every charge of every individual physician. Physicians are subject to substan-
{:ial penalties for violation of MAAC limits. MAAC limits are determined as fol-
ows:

If the physician’s actual charge for any given service is at or above 115%
of the prevailing charge (as determined from year to year), the actual
charge for that service may be increased by no more than 1%. If the actual
charge is less than 115% of the prevailing charge, that charge may be in-
creased by the greater of 1% or as follows:

January 1, 1987—charge increases were limited to 1/4th of the differ-
egce between the actual charge and 115% of the Medicare prevailing
charge;

January 1, 1988—charge increases were limited to Ysrd of the differ-
egce between the actual charge and 115% of ti-: Medicare prevailing
charge;

January 1, 1989—charge increases are limited to Y2 of the difference
betdween the actual charge and 115% of the Medicare prevailing charge;
an

January 1, 1990 and subsequent years—actual charges may be in-
creased to 115% of the Medicare prevailing charge.

OBRA-86 reduced prevailing charge levels for cataract surgery by 10% in
1987 plus another 2% in 1938. A limit of 4 base units for anesthesia services
related to cataract surgery also was set. Special limits on fees for these services
also were imposed, with actual charges limited to % the amount by which the
charge exceeds 1256% of the new prevailing charge in 1987 and to 125% of the
prevailing charge in 1988 and thereafter.

The Omnibus Budget Reconciliation Act of 1987 (OBRA-87) made further substan-
tial modifications in Medicare payment for physicians’ services:



165

Three-Month Frecze—Prevailing and customary charge levels were main-
tained at the levels in effect during 1987 during the three-month period.ending
on March 31, 1988. Also during this three-month period, MAACs were kept at
ih? s;;;xtxgmunt determined for 1987. 1988 MAACSs did not go into effect until Xpril

Sequestration—The Gramm-Rudman-Hollings sequestration reduced pay-
ments for physicians’ services by 2.324% through March 1988.

Medicare Economic Index (MEI)—For services provided by partici?ating phy-
siciana after March 31, 1988, the MEI increase was limited to 3.6% for primary
care services and 1% for other physicians’ services. Increases for the services of
non-participating physicians were set at 0.5% less than the increase allowed
participating physicians (3.1% and 0.5%). For physicians’ services furnished in
1989, the increase for participating physicians is to be 8% for primary care serv-
ices and 1% for othor phiysicians’ services. The increase in 1989 for non-partici-
pating physicians will be 0.5% less.

Reductions in Prevailing Charge Levels—The following physicians' services
provided after March 31, 1988 were subjected to “reasonable charge” reductions:
bronchoscopy (Codes 31622-31626), carpal tunnel repair (Code 64721), cataract
surgery (Codes 66830-66985), coronary artery bypass surgery (Codes 33510-
33528), knee arthroscopy (Codes 29880-29881), diagnostic and/or therapeutic di-
lation and curettage (Code 58120), knee arthroplasty (Codes 27446-27447), pace-
maker implantation (Codes 33206-33208), total hip replacement (Codes 27130~
27132), suprapubic prostatectomy (Code 55821), transuretheral resection of the
prostate (Code 52601), and upper gastrointestinal endoscopy (Codes 43235-
43239). The 1987 prevailing charge levels for these services initially were re-
duced by 2%. Further reductions of up to 15% were implemented according to a
sliding scale formula for services between 85% and 150% of the national aver-

age.

Where a non-participating physician’s allowed charge is reduced by the appli-
cation of this provision (or for cataract procedures, or physician supervision of
certified registered hurse-anesthetists), the physician may not charge the benefi-
ciary more than 125% of the reduced allowed amount plus one-half of the
amount by which the physician’'s MAAC for the service for the previous 12-
month period exceeds the 125% level. In subsequent years, the maximum al-
lowed charge will be set at 125% of the prevailing charge. here a physician
“knowingly and willfully” imposes a charge in violation of this provision, the
Secretary is authorized to apply sanctions (civil money penalties, assessments,
and five-year barring) against the physician. These charge reductions will not
apply to services furnished after the earlier of December 31, 1990 or one year
after the Secretary reports to Congress on development of the RVS.

Payment for Physician Anesthesia Serr:.es—In determining the amount al-
lowed for the medical direction of two or more nurse anesthetists (in which
services are provided in whole or in part concurrently) for services provided
after March 31, 1988 and prior to January 1, 1991, the number of base units
recognized for the medical direction (other than for cataract surgery or an iri-
dectomy) will be reduced from current levels by: 10% where the medical direc-
tion is of two nurse anesthetists concurrently; 25% where the medical direction
is of three nurse anesthetists concurrently; and 40% where the medical direc-
tion is of four nurse anesthetists concurrently. here the anesthesia services are
for concurrent cataract surgery or an iridectomy procedure provided after De-
cember 31, 1989 and before January 1, 1991, the number of base units that will
11)8 recognized for the medical direction will be reduced from current levels by

%.

Fee Schedules for Radiologist Services—Medicare payments for radiologist
services will be the lesser of 80% of the actual charge for the service or the
amount provided under a fee schedule. “Radiologist services” are defined to in-
clude radiologic services performed by, or under the direction or supervision of,
a physician who is certified or eligible to be certified by the American Board of
Radiology, or a physician for whom radiologic services account for at least 50%
of his or her Medicare billings.

Radiology Charge Limitations—Where radiolo%ist services are provided by
non-participating physicians or suppliers after 1988 and where payment: is
made pursuant to the fee schedule, the maximum amount that may be billed
will be subject to a “limiting charge.” The limiting charge will applgy as follows:
in 1989—125% of the amount specified in the fee schedule; in 1990—120% of
the amount specified in the fee schedule; and after 1990—115% of the amount
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smcified in the fee schedule. are a charge is “knowingly and willfully” imposed
above the limiting charge, sanctions may be applied.

_ Limits on Payment for Ophthalmic Ultrasound—Effective for services provid-
ed after March 31, 1988, the prevailing charge level for A-mode ophthalmic ul-
trasound procedures may not exceed 5% of the prevailing charge level estab-
lished for extracapsular cataract removal with lens implantation. Limits on
actual charges for this service also a%?ly.

Customary Charges for Services of New Physicians—For physicians who do not
have adequate actual charge data, customary” charges are to be set at 80% of
the prevailing charge for the service in the area. (Previously, these charges
were set at the 50th percentile of customary charges in the area, an amount
usually above prevailing charge levels.) This limit is not applicable for primary
care services or for services provided in designated rural areas.

The Omnibus Budget Reconciliation Act of 1989 (OBRA-89) made the following
significant modifications to physician payment under Medicare:

Physician Payment Reform—Beginning in 1992, payment for ;)hysicians’ serv-
ices, for which payment presently is on a “reasonable charge” basis or in ac-
cordance with the radiology fee schedule, will be based on the lesser of the
actual charge for the service or the amount determined under the fee schedule
for a particular year.

Medicare Volume Performance Standard (MVPS) Rates of Increase-—By April
15 of each year (beginning with 1990) the Secretary will present to Congress a
recommendation on MVPS rates of increase for all physicians’ services and for
each category of such services for the upcoming fiscal year.

Extension of Sequestration--The 2% sequestration reduction in payment will
be maintained and extended to March 31, 1990. After this date, a 1.3% partial
sequester will continue throughout the fiscal year. (The Part A sequester of 2%
is continued through December 31, 1989, with a 1.3% partial sequester continu-
ing throughout the fiscal year.)

Delay in Update and Application of the Medicare Economic Index

¢ Updates—Part B payment increases or adjustments scheduled to occur as
of January 1, 1990 (i.e., adjustments to customary or prevailing charges, fee
schedule amounts, MAACS, and other limits on actual charges) shall be
postponed until April 1, 1990. In lieu of any increase or adjustment from
January 1, 1990 to March 31, 1990, the amount of payment and limits for
all Part B covered services (other than ambulance and clinical diagnostic
{%%%rabory services) will be the same as those in effect on December 31,
¢ Medicare Economic Index (MEI) Percentage Increase—The percentage in-
ﬁ;ease in the MEI for services furnished in 1990 (after March 31, 1990) will

s the full percentage increase (5.3%) as would otherwise be determined
for primary care services (office medical services, certain eye examina-
tions, emergency department services, home medical services, skilled
nursing, intermediate care and long-term care medical services, and
pur§ing home, board home, domiciliary or custedial care medical serv-
ices);

¢ 2% for other services (not including primary care services); and

* 0% for radiology, anesthesia and “‘overvalued” services.

Reduction in Payments for Overvalued Services—Medicare payment for
certain physicians’ services provided from April 1, 1990 through December
31, 1990 and identified as “overvalued” will be reduced.

Reduction in Payments for Radiology Services

o Fee Schedules for Radiologists’ Services—The conversion factors used
to compute fee schedules for radiologists’ services (excluding portable x-
ray services) furnished in 1990 (after March 31, 1990) shall be 96% of
the factors applied as of December 31, 1989,

Customary Charge Levels for New Physicians—In determining customary
charge levels for g ysicians’ services furnished in 1990 and beyond (on and
after April 1, 1990) by “new” physicians—-ph&iicians for whom adequate
actual charge data are not yet available—the Secretary shall set customary
charge levels at the start of the second calendar year in the practice at no
higher than 85% of the prevailing charge levels.
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Payment Limits for Services Furnished by More Than One Specialty—The
Secretary shall designate certain surgical, radiological and diagnostic physi-
cians’ services that: (1) account for a high volume of Part B expenditures;
and (2) have varying prevailing char%es, depending upon the specialty of
the %l(\lysician furnishing the service. For any such designated service per-
formed after March 31, 1990 the prevailing charge may not exceed the pre-
vailing charge or fee schedule amount for the specialty that furnishes the
service most frequently nationally. Where a non-participating phé:ician
provides one of these services after March 31, 1990, special MAACs will
afply. (The charie may not exceed 125% of the reduced allowed amount
? us one-half of the amount by which the physician’s MAAC for the service
or the previous year exceeds the 125% level in the first year, and 126% of
the reduced amount in subsequent years.)

Balance Billing Limitations—For 1991 the limiting charge shall be the
lesser of 1256% of the prevailing charge levels or the MAAC amount. In
1992, the limit shall be the lesser of the MAAC amount or 120% of the fee
schedule amount for non-participating physicians. For years 1993 and after,
the limit shall be 115% of the non-participating physicians’ payment sched-
ule. If a non-participating physician knowingly and willfully bills on a re-
g:gted basis an actual charge in excess of the limiting charge amount, the

retary may a{)ply sanctions against the physician.

Effective April 1, 1990, payment for physicians’ services provided benefi-
ciaries who are eligible for medical assistance, including qualified Medicare
beneficiaries, will only be made on an assigned basis.

Physician Submission of Claims—Physicians and suppliers shall submit
claim forms (whether or not the claim is assigned) for care provided to Med-
icare patients on or after September 1, 1990. Claims must be submitted
within one year and no charge may be imposed for completing and submit-
ting such forms. If a gh]ysician fails to submit an assigned claim as re-
quired, the Secretary shall reduce the amcunt otherwise paid by 10%. If a
nonassigned claim is submitted sanctions would apply.

APPENDIX IIl.—ACTUAL MEDICARE CASH DISBURSEMENTS, FISCAL YEARS 1981-1989

1986 1987 1988 1989
Dollar outlays (millions):

Part A benefit payments $49,018 $49,967 $52,022 $57,433
Inpatient hospital 46,055 46,840 48,187 52,384
Skilled nursing facility 582 623 120 2,193
Home health 2,195 2,281 2,261 2,534
Hospice 35 63 90 120
PRO activity 151 154 164 202

Part B benefit payments 25,169 29,937 33,682 36,867
Physician 18,553 21,926 24,243 26,150
Outpatient 4922 5,780 6,456 1,329
Home health 47 48 56 48
Group practice plans 953 1,336 1,952 2,218
Independent labs 694 847 975 1,122
Total benefit payments 74,187 79,904 85,704 94,300
Administrative expenses. 1,716 1,736 1,972 2,154

Total outlays 75,903 81,640 87,676 96,454
Percent chance from previous year:

Part A benefit payments 19 41 104
Inpatient hospital 1.7 42 14
Skilled nursing facility 10 156 204.6
Home health 42 -11 121
Hospice 80.0 429 333

Part B benefit payments 189 125 95
Physician 182 10.6 19
Outpatient * 174 117 135
Home health 21 16.7 -143
Group practice plans, 40.2 46.1 136
Independent labs 220 151 15.1
Total benefit payments 19 13 10.0
Administrative expenses 12 136 9.2
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APPENDIX [1,—ACTUAL MEDICARE CASH DISBURSEMENTS, FISCAL YEARS 1981-1989—Continued

1986 1987 1988 1989

Total outiays 16 14 100

Source: Tables provided by HCFA Office of the Actuary and Office of Budget Administration.
Mwmmﬁwmmwww

1 86% of outpatient services are provided in haspital settings.

2/2%

APPENDIX IV.—AMA ANALYSIS OF THE ADMINISTRATION’S PROPOSED
FISCAL YEAR 1991 BUDGET FOR HEALTH PROGRAMS

The Bush Administration’s Federal bud%et for fiscal year (FY) 1991 projects a def-
icit of $63.1 billion, based on revenues of $1.170 trillion and outlays (spending) of
$1.233 trillion. The projected deficit for FY91 is below the $64 billion deficit ceiling
set by the Gramm-Rudman-Hollings law.

The FY91 budget requests $464.2 billion in outlays for HHS. This amount repre-
sents an increase in total outlays of almost $27.4 billion (6.3%) compared to current
estimates for FY90. The largest component of the HHS budget—approximatel
60%—is for Social Securitﬁutlays of $280.3 billion (an increase of about $17.6 bil-
lion [6.7%] over estimated FY90 outlays).

The budget again ets the Medicare program for major cuts and proposes
neatgr $5.5 billion in Medicare “savings.” Including these proposed savings, the pro-
jected outlays for the Medicare program are $110.5 billion (an increase of $4.9 bil-
ion [4.6%] over the estimated FY90 outlays). The Federal share of Medicaid outlays.
is estimated at $44.9 billion (an increase of about $4.7 billion [11.7%] over FY90).

The budget request for the Public Health Service is $15.4 billion, an increase of
$1.3 billion (9.2%) over the estimated FY90 appropriation.

MEDICARE

During the 1980s, the Medicare program has been subjected to numerous, and
often arbitrary spending cuts. The Kssociation continues to be concerned that such
cuts threaten access to and quality of care for Medicare beneficiaries. The Associa-
tion o&posee any additional arbitrary reductions in either Part A or Part B of Medi-
care. However, the Association continues to support certain revenue-enhancing pro-
posals, including raising the Part B premium to at least 35% of program costs and
requiring all state and local government employees to pay Hospital Insurance taxes.

A. Part A Provisions

The FY91 budget contains proposals to reduce Part A outlays by nearly $3.4 bil-
lion in 1991, and $22.3 billion over five years.

1. Increase Payments to Medicare's Risk-Contracting Health Maintenance Organi-
zations (HMOs) (Costs of $100 million in Part A and $80 million in Part B in 1991)

The budget proposes to increase payments to Medicare’s risk-contracting HMOs
from 95% to 100% of the estimated per capita cost to Medicare for beneficiaries
served by fee-for-service providers (the adjusted average per capital cost-— ).
A portion of the increase would be used to reduce beneficiaries’ premiums (directly
or through rebates), and the remainder would go to the HMO for the purpose of
expanding benefits or reducing premiums.

DISCUSSION: Under current law, Medicare pays. risk-contracting HMOs at a
level equal to 95% of the AAPCC. The proposed increase would be used to increase
HMO revenue and reduce beneficiary costs and increase the attractiveness and
availability of managed care options. The Association notes that a recent GAO study
concluded that raising the payment rate for at-risk HMOs would increase program
costs without any significant benefit. The study, ordered by Rep. Stark (D-Ca),
found that factors other than payment rates (such as low Medicare enrollment) are
driving HMOs out of the risk contract program. The Association also questions the
appropriateness of further government action to encourage one method of health
care coverage over other coverage mechanisms.

AMA POSITION: The AMA recommends opposition to this proposal.

2. Reduction in Capital Payments (Savings of $1.580 billion in 1991)
Under current law for the period January 1—September 30, 1990, capital pay-
ments to certain hospitals are reduced by 16%. The budget proposes to continue this



169

ﬂuction for rural hospitals, and to increase the reduction to 26% for urban hospi-

DISCUSSION: The Association is concerned that inappropriate reductions of cap-
ital cost reimbursement could have a severe negative impact on the ability of pa-
tients to obtain needed medical and health care services. The Association Xoes not
believe further capital cost cuts are appropriate until the effect of recently imposed
cuts can be assessed. The Association further believes that an{ budget proposal re-
garding hospital capital cost reimbursement must be carefully assessed to ensure
that institutions can provide needed patient services, and that adequate transition
time is provided to meet existing capital cost obligations.

POSITION: The Association recommends opposition to further hospital cap-
ital costs reductions.

19(3.1 )Pmspective Pricing System (PPS) Update of 4.1% (Savings of $640 million in
The budget proposes a PPS update of 4.1% (market basket minus 1.5%).

DISCUSSION: The AMA supported the concept in the original PPS legislation of
allowin%man annual PPS update of market basket plus 1%, with the 1% being for
new technology. Although the Association is cognizant of the need for savings from
all sectors of the budget, the market basket represents cost increases of goods and
services that hospitals must buy in an uncontrolled market. The Association cannot
support an ad,Lustment below the market basket based on the current patient care,
economic and hospital climate.

AMA POSITION: The AMA recommends support for a full market basket increase
in the PPS adjustment.

4. Reduction in Indirect Medical Education (IME) Payments (Savings of $1.03 bil-
lion in 1991)

The budget proposes decreasing IME payments by lowering a factor in the pay-
ment formula from 7.7% to 4.05%.

DISCUSSION: The Association notes the recent history of cuts in the IME pay-
ments, and has serious concerns about the future effect on health care if there are
further reductions in these gayments. Expenditures on graduate training should be
viewed as investments in the future health care of America. The Association be-
lieves that there should be no further reductions in this payment amount without a
thorough analysis, based on reliable statistical data, on whether such cuts would be
deleterious to teaching hospitals and their patients.

AMA POSITION: The Association recommends opposition to IME payment reduc-
tion below 7.7%.

5. Reform Graduate Medical Education (GME) Payments (Savings of $170 million
in Part A and $35 million in Part B in 1991)

The budget praoi)oaes to establish a “per resident’” GME payment amount derived
from the national average of FY 1987 residents" salaries updated by the CPI. Pri-
mary care residents would be weighted at 180% of the per resident amount, non-
primary care residents in their initial residency would weighted at 140%, and
noxi- Or;mary care residents beyond their initial residency period would be weighted
at. %. )

DISCUSSION: Currently, Medicare payments to hospitals for their medical resi-
dents vary due to historical patterns in hogpital accountinﬁ. The Association sup-
ports full funding for the direct costs of medical education through salaries and sti-
pends, etc. In addition, the Association opposes differential G payments based

upon specialty.
edAl\;ItKe;OSI%‘ION: The Association recommends opposition to the proposed funding
reduction.
6. Can Intern- and Resident-to-Bed Ratios (IRB) at FY89 Levels (Savings of $10
million in 1991)
The budget proposes to cap IRB ratios at FY89 levels.

DISCUSSION: The %osed cap is intended to prevent hosl’)itals from closing beds
solely to raise their ratios, thereby reaping “windfall” payments. Although
some hospitals miﬁll:t close beds solely to increase their IRS ratios, the Association
believes this is unlikely. Furthermore, a universal IRS cap at FY89 levels would ar-
bitrarily disregard legitimate IRB changes and could act as an arbitrary disincen-
tive to hospital merger and growth. .

AMA P(gSITION: The Association recommends opposition to this provision.
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B. PART B PROVISIONS

The FY91 budget contains proposals to reduce Part B outlays by $2.2 billion in
FY91, and $23.9 billion projected over five years.

1. Part B Premium .

The budget proposes to set a floor on the rate of increase for the Part B premium
each year, beginning in calendar year 1991, at the level that would be necessary to
finance 256% of the program.

DISCUSSION: The Association notes that the premium originally was designed to
fund 50% of Part B expenses, and believes that an increase in the Part B premium
to fund at least 35% of program costs is more a%gropriate.

AMA POSITION: The Association recommends support for a premium floor of at
least 85% of program costs.

2. Updates

a. Medicare Economic Index (MEI) Update Only for Primary Care Services
(Savings of $450 million in FY91)

The budget proposes to provide full customary and prevailing charge level up-
dates for 1991 only for primary care services, with customary and prevailing
charge updates frozen for non-primary care services. The budget also proposes
to implement a 1991 consolidation of customary and prevailing charge screens,
currently scheduled to be used in 1992 as the basis for the transition to the re-
source-based fee schedule. )

b. Reduce Payments for Certain Overvalued Procedures (Savings of $110 mil-
lion in FY91)

The budget proposes to reduce payments for overvalued procedures by two-
thirds of the remaining amounts by which they are overvalued, up to a maxi-
mum reduction of 25 percent. (OBRA-89 reduced gayments for selected overval-
ued procedures by one-third of the amount by which they were determined to
be overvalued compared to an estimated resource-based fee schedule, up to a
maximum reduction of 15 percent.)

¢. Reduce Payments for Overvalued Localities (Savings of $50 million in FY91)

The budget proposes to reduce payments for certain procedures in localities
where payments are overvalued relative to the national average, once the aver-
'ai%e has been adjusted to account for differences in practice costs among areas.

e maximum reduction for any procedure in a locality in 1991 would be 25
percent.

DISCUSSION: These proposals present issues where there is a long history of ar-
bitrary payment reductions. Indeed, this history of payment reduction was one of
the reasons for Congressional support for the implementation of a Medicare pay-
ment system based on a resource-based relative value scale (RBRVS). Noting AMA
support for an RBRVS payment mechanism, as further refined and developed, the
Association believes that the process is in place to develop appropriate reimburse-
ment for these services. Additional cuts, especially with the RBRVS scheduled for
implementation in the near future, would be arbitrary and short-sighted. Such cuts
would also increase dislocations that the transition, adopted by the Congress, is de-
signed to limit and thus ameliorate concerns about access to services.
alsAMA POSITION: The Association recommends opposition to these three propos-

8. Reduce Radiology and Anesthesia Fees (Savings of $230 million in FY31)

The 1991 budget proposes to reduce radiolog{aas‘ng anesthesia fees by the amount
that current fees exceed an estimated resource-| fee schedule, with a 25% maxi-
mum reduction in any locality in 1991. The budget also proposes to lfp:g the same
amount for anesthesia services whether an anesthesiologist or a certifi istered
nurse anesthetist (CRNA) performs the service. Under this proposal, edicare
would pay the anesthesiologist for medical direction an amount equal to the differ-
ence between the payment the anesthesiologist would have received for personally
performin%ethe service and the CRNA payment. Medicare payment for CRNAs
would not be reduced.

DISCUSSION: The Association believes that payment for these services would
best be determined through the use of a resource-based relative value fee schedule.
The Association also notes the significant difference in anesthesia care provided by
an anest}neeiogeogist and a CRNA, and strongly opposes basing payment for this care
at a single rate. )
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AMA POSITION: The Association recommends opposition to this proposal.

4. Reform Payments for Assistants-at-Surgery and Surgical Global Fees (Savings of
$170 million in FY91)

The budget proposes to pay the same amount for surgery regardless of whether
the primary surgeon uses a surgical assistant to whom Medicare would make a sep-
arate payment. The payment to the prim: physician would be reduced by the
amount of payment to the assistant surgeon. The budget also proposes to reduce sur-
gical payments by either a procedure-specific amount (where data are available) or
2% across-the-board. :

DISCUSSION: The Association notes that while some abuses may occur in the use
of surgical assistants the proposal would jeopardize the quality of care that a Medi-
care beneficiary may receive. This is especially important where a procedure re-
quires more than one physician, including team procedures and operations when
multiple procedures are being performed. Furthermore, the Association believes
that a reduction in surgical global fees at this time is inconsistent with the transi-
tion to the RBRVS based payment schedule.

Al;IA POSITION: The Association recommends that this proposal be strongly op-
posed.

5. Phase-in Increase for New Physicians (Savings of $50 million in FY91)

OBRA 87 set limited customary charge levels for new physicians at 80% of pre-
vailing levels, and OBRA ’89 continued to phase-in customary charge level increases
by limiting Payments to second year physicians to 85% of the prevailing charge.
The budget proposes to continue to phase in customary charge level payment limits
for new physicians as follows; 90% for third year physicians, 95% for fourth year
physicians, and 100% of the fee schedule for fifth year physicians. The budget also

roposes to extend this policy to other practitioners reimbursed on a fee-for-service
asis.

DISCUSSION: The Association continues to believe that fee schedules should not
differentiate for years in practice.

AMA POSITION: The Association recommends opposition to this proposal.

%ﬁhnical Components of Diagnostic and Radiology Tests (Savings of $60 million
in )

The budget proposes to apply a cap at 100% of the national median for the techni-
cal component of radiology services and diagnostic tests, similar to the cap on carri-
er-specific fee schedules for clinical laboratory diagnostic tests.

DISCUSSION: The Association believes that the use of caps and median national
charges to establish payment levels is inappropriate as no consideration is given to
the actual cost of providing the services in various localities.

AMA POSITION: The Association recommends opposition to this proposal.

1. Physician Assistant (PA) Offset (Savings of $5 million in FY91)

The budget proposes to eliminate duplicate payments for PA services furnished in
hospitals by offsetting them from the hospitals’ Medicare payments. An exception
would be made for inhospital PA services furnished in manpower shortage areas.

DISCUSSION: While the Association previously opposed direct payment for PA
services, it notes that duplicate payment for the same services should be avoided.
The Association is opposed to double payments, even for hospitals located in man-

- power shortage areas.

AMA POSITION: The Association recommends continued opposition to direct pay-
ment for PA services, but as long as PA services are directly reimbursed to hospi-
tals, the Association recommends support of this proposal to end duplicate payment
for all hospitals. /

8. Voluntary Hospital Physician Participation (no cost)

The budget proposes to allow hospitals the option of voluntarily becoming ‘“Medi-
care Particﬁmting Physician Medical Staff Hospitals.” These hospitals would con-
tract with Medicare to guarantee that assignment would be accepted for the follow-
ing physician services: emergency, radiology, anesthesia and pathology services and
consultations.

DISCUSSION: The Medicare participating physician program would be more of-
fensive under this pro than it is currently gﬂs that all physicians in the respec-
tive specialties would be required to abide by the decision of the majority to “par-
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ticipate.” The Association reaffirms its opposition to the Medicare participating phy-

sician program.
o POSITION: The Association recommends vigorous opposition to this propos-

9. Reduce Hospital Outpatient Payments (Savings of $670 million in 1991)

The budget proposes a 10% across-the-board reduction in Medicare payments for
certain hospital outpatient services, beginning in 1991. In addition, the budget pro-
poses that capital payments for outpatient departments be paid at 85% of costs for
rural hospitals and 75% of costs for urban hospitals. No reduction is proposed for
sole community hospitals.

DISCUSSION: The Association is concerned that the arbitrary reduction would in-
advertently have an adverse effect on outpatient services in various settings. The
Association is also concerned that inappropriate implementation of changes in cap-
ital cost reimbursement could have a severe negative impact on the ability of pa-
tients to receive needed medical services. Any proposal affecting outpatient services,
one of the fastest growing components of Medicare, must be closely monitored to
assure that institutions can properly provide needed services for patients, and that
any such proposal provides for an adequate transition to allow institutions to meet
already committed capital cost obligations. ’

AMA POSITION: The Association recommends opposition to this proposal.

10. Durable Medical Equipment (DME) Proposals (Savings of $250 million in 1991)

* National Cap on Fee Schedules—For all fee schedules for DME, prosthetics and
orthotics, the budget pro to limit Medicare payment to the median of the.fee
?chedule amount for each item, with a fee update only for those items below the

imit.

o Modify Fee Schedule for DME Rental Items—The budget proposes to change the
fee schedule for this rental category from average submitted charges to average rea-
sonable charge to make it consistent with other DME categories. In addition, the
budget proposes to limit total monthly payments to 120% of the recognized pur-
chase price (reduced from 150%).

* Reduce oxygen payments by 5 percent—OBRA '87 established a fee schedule for
oxygen based on 95% of the local average amount reimbursed by Medicare in 1986,
The budget proposes to reduce the reimbursement amount by 5%.

o Fee Schedule for Enteral Products and Supplies—The budget proposes to estab-
lish a fee schedule for enteral nutrients and supplies based upon wholesale and
retail price information.

DISCUSSION: The Association supports payment levels for these DME services
that are adequate to assure patient access to medically necessary DME. However,
the Association is concerned that there are abuses in the use of DME and recom-
ﬁgglds further analysis to assure that only medically necessary DME is covered by

care.

AMA POSITION: The Association recommends continued monitoring of access to
and payment for medically necessary DME.

11. Competitive Bidding

The budget proposes to give ‘‘serious consideration” to conducting competitive bid-
ding demonstrations to determine payment levels for clinical laboratory services.

DISCUSSION: The Acsociation reaffirms its policy of opposing the use of the com-
petitive bidding 8rocess to establish payment for physician services.

AMA POSITION: The Association recommends opposition to this proposal.

12. Clinical Laboratory Services (Savings of $60 million in FY91)

The hudget proposes to reduce the Medicare payment limit to 90% of the median

fee schedule amounts for non-profile tests and 80% of the median for profile and
standardized test packages, with fee updates only for fees below the limit..

DISCUSSION: The Association is concerned that the use of the national “median”
to establish payment levels in areas of high labor and other costs would be inequita-
ble, as the payment level would automatically be adjusted downward with no consid-
eration as to the actual cost of providing the tests.

AMA POSITION: The Association recommends opposition to this proposal.

1951)% Provide Prior Authorization Authority to Carriers (Savings of $64 million in
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The pud_get proposes to extend to Medicare carriers the authority to require prior
authorization for medical services and/or equipment. *

DISCUSSION: This proposal would result in duplication of effort in that the Peer
Review Organization now carries out prior authorization. Granting this authority to
the carrier, which in most circumstances lacks medical expertise, would result in
increased administrative burdens, duplicative efforts, and an additional level of
review by untrained personnel.

AMA POSITION: The Association recommends opposition to this proposal.

14. Catastrophic Health Insurance (CHI)

The budget proposes that the monthly CHI flat premium revenues collected in
1989 and currently in the SMI trust fund be transferred to the HI trust fund to
tl)gfgsgt the costs of CHI hospital and SNF benefits paid from that trust fund during

DISCUSSION: The Association believes that this proposal, which transfers funds
from one account to another to pay for services provided under the now repealed
Medicare Catastrophic Coverage Act, should be supported.

AMA POSITION: The Association recommends support of this proposal.

APPENDIX V.—HEALTH ACCESS AMERICA
THE SIXTEEN-POINT PROPOSAL

The AMA proposal is a blueprint for extending access, controlling inappropriate
health care cost increases, and sustaining the Medicare program to assure proper
health care for all. It is summarized as follows:

1. Effect major Medicaid reform to provide uniform adequate benefits to all per-
sons below the poverty level.

2. Require employer provision of health insurance for all full-time employees and
their families, creating tax incentives and state risk pools to enable new and small
businesses to afford such coverage.

3. Create risk pools in all states to make coverage available for the medically un-
insurable and others for whom individual health insurance policies are too expen-
sive and group coverage is unavailable.

4. Enact Medicare reform to avoid future bankruptcy of the program by creating
an actuarially sound, prefunded program to assure the aging population of contin-
ued access to quality health care. The program would include catastrophic benefits
and be funded through individual and employer tax contributions during working
years. There would be no program tax on senior citizens.

5. Expand long-term care financing through expansion of private sector coverage
encouraged by tax incentives, with protection for personal assets, and Medicaid cov-
erage for those below the poverty level. .

6. Enact professional liability reform essential to reducing inordinate costs attrib-
utable to liability insurance and defensive medicine, thus reducing health care costs.

7. Develop professional practice parameters under the direction of physician orga-
nizations to help assure only appropriate, high quality medical services are provid-
ed, lowering costs and maintaining quality of care.

8. Altér the tax treatment of employee health care benefits to reward people for
making economical health care insurance choices.

9. Develop proposals which encourage cost-conscious decisions by patients.

10. Seek innovation in insurance underwriting, including new approaches to creat-
ing larger rather than smaller risk spreading groups and reinsurance.

11. Urge expanded Federal support for medical education, research and the Na-
tional Institutes of Health, to continue progress toward medical breakthroughs
which historically have resulted in many lifesaving and cost-effective discoveries.

12. Encourage health promotion by both physicians and patients to promote
healthier lifestyles and disease prevention.

13. Amend A or the Federal tax code so that the same standards and re-
quirements apply to self-insured (ERISA) plans as to state-regulated health insur-
ance policies, providing fair competition.

14. Repeal or override state-mandated benefit laws to help reduce the cost of
health insurance, while assuring through legislation that adequate benefits are pro-
vided in all insurance, including self-insurance programs.

15. Seek reductions in administrative costs of health care delivery and diminish
the excessive and complicated paperwork faced by patients and physicians alike.



174

16. Encourage physicians to practice in accordance with the highest ethical stand-
ards and to grovide voluntary care for persons who are without insurance and who
cannot afford health services.

APPENDIX VI

February 20, 1990.

GAIL WiLENSKY, Pu.D., Administrator,
Health Care Financing Administration,
200 Independence Avenue, SW,
Washington, DC

Dear Dr. Wilensky: We are taking the extraordinary step of reacting formally to
an unpublished draft of a Notice of Proposed Rulemaking (NPRM) on the Clinical
Laboratory Improvement Amendments of 1988 (CLIA-88) because of our shared con-
cern that the Department may adopt an inappropriate and unduly rigid interpreta-
tion of the requirements of the legislation. Particularly as the NPRM pertains to
regulation of physicians’ office-based testing, it would unnecessarily jeopardize pa-
tients' access to needed services. We understand that this draft may have been
changed and that the regulations eventually will be proposed for public comment,
but in view of the fundamental importance of these regulations to patients, labora-
tories, physicians, distributors, and manufacturers of—laboratory testing systems,
we wish to make you aware of our concerns and recommendations before the pro-
posed regulations reach you for approval.

We believe that CLIA-88 provides sufficient flexibility for the development of bal-
anced, reasonable regulations. To achieve that goal, we would like to meet with you
as soon as possible to provide our assistance as you formulate direction for your
agency.

CLIA-88 expands Federal regulatory oversight from approximately 12,000 tradi-
tional sites (hospital and interstate labs) to all physician office laboratories and
other testing facilities. Estimates range as high as 300,000 sites to be affected by
these regulations. This expansion of regulatory oversight will put an enormous
burden on the Department and challenge the ability of the agency to fairly and ef-
fectively regulate this many laboratories. Implementation of the law will also place
a substantial burden on the medical profession and laboratory community. All par-
ties—regulators, regulated and the patients we serve—share a common interest in
implementing the law in the most cost-effective and practical fashion.

The NPRM working draft is totally unresponsive to CLIA-88 goals and would lead
to results diametrically opposite from those intended by Congress. Indeed, the draft
NPRM would create an oversight system that v/ould require by far the largest share
of resources to be directed to identifying «nd regulating the simplest diagnostic test-
ing. If implemented as written, the regulation would render physicians incapable of
providing access to the clinical benefits of timely, convenient testing for patients in
their offices.

The draft regulation would place most physicians and other laboratories perform-
ing the simplest office-based testing, such as routine clinical chemistry, in the same
category as the largest hospital and interstate labs offering the most complex test-
ing. For example, the solo practitioner doing the occasional finger-stick hemoglobin
would be faced with the same requirements for CLIA compliance as the laboratories
at the Johns Hopkins Medical Center: the same standards for quality assurance,
qualitfr control, proficiency testing, inspection, patient test management, and per-
sonnel.

In order to avoid this kind of result, we offer as guidance a set of principles that
form the basis for accreditation of physicians office laboratories conducted by the
Commission on Office Laboratory Assessment (COLA).! COLA is a voluntary educa-
tion and accreditation program that reflects the efforts of specialists in laboratory
medicine and primary care physicians to assure that office-based teating produces

*high quality results. In particular, the COLA program provides a valuable model for
addressing the types of testing commonly performed in physicians’ offices. We look
forward to discussing the relevance of the COLA program to your regulatory activi-
ties.

We believe that the fees which would be necessary to maintain regulatory over-
sight based on the kind of framework that a COLA model would entail would be far

1 COLA is sponsored gﬁ the American Academy of Family Physicians, the American Society of
Internal Medicine, the College of American Pathologists, and the American Medical Association.
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more reasonable than the biennial fees beginning at two thousand dollars ($2000)
per site which are reportedly under consideration by the agency.

Furthermore, a workable approach to regulation of labs such as physician office
labs, given the great variety of technologies commonly found in these settings, must
take ir;tgi account the technology actually employed rather than the substance being
measured.

We urge you to refrain from publishing any NPRM until all essential elements
for implementing CLIA-88 are described in the proposal. For example, the draft
NPRM fails to address key issues such as the criteria for private sector (deemed
status) accrediting bodies and requirements for those organizations that wish to be
recognized as acceptable proficiency testing programs. [he quality of public comment
should be much better if commenters understand how the entire regulatory system
zyill work rather than comment on individual, disjunctive portions of the regula-

ions.

Finally, we believe that this regulatory program clearly constitutes a major rule
under Executive Order 12291—given that estimates of inspection fees alone now run
to almost $200 million—warranting careful analysis of the costs and benefits of
every aspect of the proposed implementing regulations.

Please understand we are not challenging the requirements of CLIA-88, nor do
we seek an inappropriate delay in publication of the regulations. Many of us worked
very hard assisting Congress in drafting CLIA-88 to ensure that quality control pro-
visions for physician office laboratories were enacted. We would like to work with
you to see the law implemented in a responsible fashion which achieves the intent
of Congress in a practical and effective way.

Sincerely,
AMERICAN ACADEMY OF DERMATOLOGY
AMERICAN ACADEMY OF FACIAL PLASTIC AND RECONSTRUCTIVE SURGERY
AMERICAN ACADEMY OF FAMILY PHYSICIANS
AMERICAN ACADEMY OF OPINALMOLOG Y
AMERICAN ACADEMY OF PHYSICAL MEDICINE
AMERICAN ASSOCIATION OF CLINICAL URoOLOGISTS, INC.
AMERICAN COLLEGE OF PHYSICIANS
AMERICAN COLLEGE OF RHEUMATOLOGY
AMERICAN MEDICAL ASSOCIATION
AMERICAN SOCIETY FOR DERMATOLOGIC SURGERY
AMERICAN SOCIETY FOR GASTROINTESTINAL ENDOSCOPY
AMERICAN SocieTY OF CLINICAL ONCOLOGY
AMERICAN SocIETY OF HEMATOLOGY
AMERICAN SOCIETY OF INTERNAL MEDICINE
AMERICAN UROLOGICAL ASSOCIATION, INC.
HeALTH INDUSTRY DISTRIBUTORS ASSOCIATION
HEALTH INDUSTRY MANUFACTURERS ASSOCIATION
JoINT COUNCIL ON ALLERGY AND IMMUNNOLOGY
RENAL PHYSICIANS ASSOCIATION

Attachments.

STATEMENT OF THE AMERICAN MEDICAL ASSOCIATION TO THE PHYSICIAN PAYMENT
RevIEW COMMISSION

[Presented by James S. Todd, M.D., January 18, 1990}

Re: PPRC 1990 Report to Congress

Mr. Chairman and Members of the Commission: My name is James S. Todd, M.D.
I am the Senior Deputy Executive Vice President of the American Medical Associa-
tion. The AMA appreciates this opportunity to appear before ggu today. Today’s
hearing will cover issues to be included in your 1990 report to Congress. I want to
emphasize how much the AMA values the continuing opportunity to meet with the
Commission to further our common purpose in improving Medicare ph‘ysician pay-
ment policy. We can be justifiably proud that the physician payment reform legisla-
tion recently adopted by the Congress reflected so many policy recommendations de-
veloped by our respective organizations in recent years.

In our testimony today, we will present our views on the key issues to be consid-
ered in your 1990 Report to the Congress. On many issues we appear in substantial
agreement. These include comg}etion of an RBRVS-based payment schedule, im-
provement of clinical care, and Medicaid expansion. For some specific issues, howev-
er, such as refinement of the RBRVS, practice costs, and geographic cost multipli-

“
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ers, we have suggestions on detailed policg implementation. Finally, in a few major
insthnces, most notably further balance billing limits and MVPS implementation,
we continue to hold strongly divergent views.

MEDICARE FEE SCHEDULE

Refining the Scale of Relative Work

Evaluation and Management Services
We are pleased with the substantial rrogress that we have made in this endeavor.
It provides a concrete, workable model for future collaborative efforts between the
AMA and the PPRC we look forward to continued progress.

Surgical Global Services

We have been supportive of, and impressed by, your efforts to define a standard
global payment policy for surgical services under a national Medicare payment
schedule. We do have a few concerns, however, about your plan to assign relative
values to those global services. First, most observers of payment reform have as-
sumed that the primary data needed to fully estimate global fees, and unavailable
from the Harvard RBRVS study, were for care provided prior to and after hospitali-
zation. In contrast, the PPRC’s effort will assign relative values to the entire global
fee, only retaining original Harvard RBRVS estimates for the intra-operative period
(and scrub time). Like the PPRC, we have identified problems with the Harvard es-
timates of pre- and post-work. Nevertheless, we do not have sufficient information
to judge whether the method proposed by the Commission to estimate within-hospi-
tal pre- and post-time work is clearly superior to estimates that will be available
upon the completion of Phase II of the Harvard study.

1t is clear that, with your proposed process, a substantial fraction of the relative
work values for surgical services will be estimated through a model and method sub-
stantially different in many respects from Harvard's. These departures are especial-
ly notable in data collection and in the apparently more limited definition of within-
hospital pre- and post-time as being comprised of visits rather than all distinct in-
hospital physician services. These new methods may alter the eventual impacts on
variouvs specialties.

We are especially interested to learn much more about how you will validate the
considerable data provided by surgical specialty societies. We hope that their work
is not overshadowed by validation data that may not be fully representative of phy-
sician practices. For example, the PPRC may utilize data from only those Medicare
carriers that have chosen not to include office visiis in global fees. Such data, how-
ever, may not be representative of actual physician practices. Similarly, the fact
that data may be available from some HMOs and multispecialty groups does not
make them universally applicable. Perhaps of greatest concern is the questionable
presumption that a panel of “financially disinterested physicians,” whoever they
might be, is a valid method to judge data on the practices of physicians that might
be very different from their own. We hope that, in assigning these relative values,
lil}_e Harvard, you will follow an open process of review, constructive criticism, and
refinement.

Review and Refinement of the Scale of Relative Work

You have outlined a process that should meet the key goals associated with pro-
ducing relative work estimates agpropriabe for use in a Medicare payment system.
We appreciate your inclusion of the AMA in this effort. We will comment briefly on
the process that you have outlined.

The first step, in which relative values for surveyed services are refined, is criti-
cal. We do believe that your proposed requirement that data to support a specialty’s
position must be either available or “generated easily” in order to correct an RVS
estimate is overly strinfgent. It should be sufficient for a specialty to identify the
reasonable likelihood of a problem. The burden should then be on the PPRC or
HCFA to demonstrate that the methods used have adequately addressed the prob-
lem in question.

We are also concerned about an inherent bias in the process to raise relative
values because suggestions of ‘‘inappropriately high” relative values are less likely
to emerge in this review. Given budget constraints, such a bias will lead to offset-
tin, gayment reductions in other services. The planned advisory panel is clearly the
PPR(C’s answer to this problem, and we have several suggestions to enhance such a

el’s usefulness. First, we suggest that the panel will be most productive and
ave the greatest standing if its members are both nominated by, and at some level
formally representative of, the specialty societies that represent the specialty inter-
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ests of physicians. Next, we beiieve that a substantial number of panelists should be
nominated directly by the AMA to inject the broad physician perspective that will
facilitate compromise. Finally, we s?ﬁﬁst that this panel, as in the current PPRC/
AMA Evaluation and Management ) coding process, be jointly convened by the
AMA and the PPRC.

Step two, refinement of cross-specialty links and extrapolations, is also necessary
for the completion of a final RBRVS. Again, we appreciate your inclusion of the
AMA in this process. The third step, refinement of relative values by each specialty,
is a logical progression from the preceding activities and we also have some sugges-
tions. First, we propose that this step be a joint effort of the PPRC and the AMA in
order to provide an overall physician viewpoint. As with the ongoing EM process,
the AMA would be responsible, with the PPRC, for convening these specialty panels
and for providing joint oversight. We also urge you to clarify that the primary pur-
pose of this stage is to revie w extrapolated values. Using a consensus process to alter
the refined relationships M tween surveyed services would tend to undermine the
fundamental basis of the RE.RVS. .

Finally, we suggest a caution regarding the proposed constraint, during this
review, of ‘budget neutralit.” within a specialty/category of service combination.
Although such a constraint w:ll obviously ease the work of these (;)anels, it may un-
fairly penalize physicians for continued inadequacies in charge databases used for
extrapolation. For example, the “budget” for a specialty may itself be biased down-
ward by charge data that, however refined, do not correlate with relative work.

The fourth step, final interspecialty refinements, is really too preliminary for
useful comment at this time. We would, however, suggest that considerable thought
is needed before a value for a non-EM service provided by multiple specialties is
simply assigned a mean relative value. If resource cost data reveal meaningful
inter-specialty differences in relative work, and coding revisions are not warranted,
ilt fr}]ay be xlxecessary for the Commission to rethink its firm position against specialty

ifferentials.

Payment for Radiology, Anesthesiology and Pathology Services

The physician payment reform legislation requires that the current Medicare ra-
diology RVS and anesthesiology-Relative Value Guide (RVG) be integrated into the
overall Medicare RVS. Unfortunately, it is not clear on how such integration is to
be achieved. We urge the PPRC to work to ensure that these RVSs are fully linked
to the overall RBRVS through valid cross-specialty relationships developeX by the
Harvard research team. In addition, we believe that any remaining concerns regard-
ing the nuclear medicine relative values in the radiology RVS must be resolved
before this RVS can be considered applicable to all radiology services as defined in
the legislation. Finally, our interpretation of the legislation is that the separate pa-
thology fee schedule is to be superseded by the full RBRVS payment schedule. We
hope that the PPRC and HCFA will give appropriate weight to the RBRVS restudy
of pathology services currently being conducted at Harvard.

Practice Costs

Considerable work is still in progress in the measurement and allocation of prac-
tice costs. Since nonphysician costs are responsible for between 40 and 50 percent of
overall resource costs, this work will have a critical impact on the new payment
schedule. Thus, we have an intense interest in your work on this subject. Nonphysi-
cian costs will affect the new payment schedule in three dimensions: (1) relative re-
source costs across procedures; (2) payment differentials across geographic areas;
and (3) updates in the payment level over time. Detailed and reliable information,
directly reflecting medical practice, must be collected and used in all three dimen-
sions.

e Although .we. applaud. the. attention .that the Commission is giving to analyses of
practice cost issues, it remains unclear that the funding and efforts devoted to ap-
propriate data collection by the PPRC and HCFA will be sufficient to produce and
maintain a credible payment schedule. At stake is the viability of the new payment
system and physician and patient confidence that the new payment schedule truly
reflects actual resource costs.

Refining the Method for Estimating Practice Costs
The conceptual modification that was made early last year in the method of allo-
cating practice overhead across procedures, moving away from simply allocating
these costs proportionately with total work, resulted in a major improvement to the
relative value scale. However, a major component of work that remains to be report-
ed relates to distinguishing direct nonphysician costs associated with specific proce-
dures from true overhead. At present, it is our understanding that the Commission
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is relying extensively on data from a few large multispecialty practices for this pur-
posa. Since practice circumstances vary so widely among pl.ysicians, we are uncer-
tain that such data will be unbiased. For this reason, we encourage you to either
develop methods for validating the representativeness of the data being used or
engage in much more extensive data collection.
Options for Including Professional Liability Costs

Integration of professional liability insurance (PLI) costs into the payment sched-
ule is of special concern because of the variability and volatility of Pl'.‘:l premiums,
This characteristic requires that the component of payment covering PLI costs accu-
rately reflects differences in average premiums by risk classes and rating territo-
ries. Although not requiring differentiation of payments at the individual physician
level, it does require that the portion of overall payments reflecting PLI costs reflect
variations by risk class and rating territory in sufficient detail and that this compo-
nent be upg;ated more fre?uently than other components. It is our view that PLI
costs should be directly included in the payment schedule as opposed to being treated
with separate periodic lump sum payments.

Geographic Payment Policies

We continue to support geographic payment variations based on an accurate geo-
graphic practice cost index (GPCI) to reflect differences in physician practice costs.
In this regard, there are two key points we wish to reiterate from testimony pre-
sented to the Commission last year. First, geographic multipliers should reflect valid
and demonstrable differences in medical practice costs. Continued reliance on prox-
ies of sometimes questionable validity and timeliness will produce lingering doubts
about the credibility of geographic differentials in payment levels. A commitment of
resources to the necessary data collection will do much to overcome these doubts.

Secondly, in considering alternative methods of defining the locality boundaries
for Medicare payment areas, evidence of geographic differences in resource costs
should be balanced against Egtient access and the need to minimize administrative
complexity. In some states, both resource cost data and patient access may indicate
that there should be more than one gayment area in the state, whereas in other
geographic areas, the data might indicate that a single state, or even multiple
states, could be combined into one locality.

Finally, we support your efforts to better understand the extent to which current
GPCI methods and data accurately reflect she practice costs associated with rural
practices. We have already provided PPRC staff with AMA data that bear on this
issue, and stand ready to provide whatever additional help that we can to help
insure access to rural medical care.

Beneficiary Financial Protection

We are pleased that the Commission chose not to recommend mandatory assign-
ment in its 1989 report, and that assignment will not be mandated under the new
Medicare payment schedule adopted by Congress. The legislation does, however,
impose limits on physicians’ actual charges that are far more stringent than is war-
ranted by your own data and analyses on access and assignment and we continue to
oppose these limits. In addition, ﬁx sicians will be required to accept assignment for
services provided to Medicare Q patients (i.e., those whose coinsurance and de-
ductibles are paid by Medicaid).

The impact analyses presented in your 1989 report found that charge limits of
115% above the Medicare payment schedule would reduce balance billing below cur-
rent levels by 73%. and that the percentage of Medicare patients receiving more than
$500 in balance bills in a year would be reduced virtually to zero. With the payment
schedule for non-participating physicians established at 95% of the payment sched-
ule, the effective charge limit on unassigned claims under the new payment system
will be less than 110% of the payment schedule. Hence, balance billing will be re-
duced more than 78% below current levels.

In view of the severe new restrictions on balance billing in the payment reform
legislation, we believe that an)i‘}xl‘ecommendations for additional constraints would
be unjustified and ill-advised. There is no evidence to suggest that special restric-
tions on balance billing are warranted in those situations in which patients’ choice
of physicians may be limited and identifying such situations in an administratively
practical and equitable fashion would be virtually impossible. On the contrary, the
major effect of imposing special restrictions might be to further limit choice rather
than to provide meaningful additional “beneficiary protection.”

Certainly, there is no meanianul basis for consigning all of the services of radi-
ologists, anesthesiologists, pathologists, and emergency thsician,a to this cate%og
or singling them out for special restrictions. Balance bills for th:ir services will al-
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ready be greatly cut by new charge limits applied to (frequently reduced) payment
levels. Also, since the Medicare payment schedule will not include specialty pay-
ment différentials, it would be inequitable to permit physicians in one specialty to
balance bill to the charge limit for a service while precluding physicians in another
specialty from doing so for the same service. Mandating assignment in certain set-
tings and circumstances could also create undesirable incentives by, for example,
encouraging patients’ use of emergency departments for non-emergencies and en-
couraging use of inpatient radiology services rather than outpatient services. Final-
ly, we urge close attention to the impact of balance billing limits on access to physi-
cian services.

Payment to Limited License Practitioners

Incorporation of limited license practitioners into the new Medicare payment
system is a complex issue. With the move from CPR to an RBRVS-based payment
schedule, the applicable principles become murky. It is clear to us, however, that
there is no ready theans to apply an RBRVS-based 8ayment schedule beyond MDs,
DOs, and oral and mazxillofacial surgeons. The RBRVS methodol has been devel-
gged for these professions only. It relies on cross-specialty links whose major meth-

ological requirement is that they are agreed to by physicians who share sufficient-
l{ deep similarities in background so that they can agree upon links that require
the same physician work. In addition, the PPRC’s recommendation to omit specialt;
trainin%from the RBRVS, adopted by the Congress, would require reconsideration if
the RBRVS is applied to disciplines with training very different from that of MDs
and DOs. Thus, application of the new payment system to limited license practition-
ers should be approached carefully. The PPRC should avoid futile attempts to incor-
porate such providers directly into the RBRVS and instead should emphasize pay-
ment levels that are appropriate given MID/DO pa‘yment levels and the actual
training, service content, practice costs, and markets of these providers.

CONTROLLING EXPENDITURES AND IMPROVING CLINICAL CARE

Medicare Volume Performance Standards (MVPS)

In contrast to our areas of convergence, we are in profound disagreement with
your 1989 recommendation for expenditure targets (ETs) to tie Medicare physician
payment updates to expenditure growth. Your stated premise was that ETs, al-
though reflecting broad budgetary concerns, cculd be met by reducing services “of
little or no benefit,” without threat to access cr quality. Recognizing that ETs, by
design, provided no incentives for individual paysicians to chanie their behavior,
you asserted that ET-related “collective incentives” would lead physician organiza-
tions to engage in activities to alter physician p.-actice. We know of no evidence to
support this vague theory. We continue to reject the notion that physicians require
“collective incentives” to improve medical practice and furthermore are uncon-
vinced that an ET-t “collective incentive” would necessarily and directly be
transferred to individual ghgsician behavior, especially within the current anti-trust
climate regarding the U.S. health care industry. Thus, we were extremely gratified
that Congress chose to enuct Medicare Volume }erformance Standards (MVPS)
rather than ETs. In choosing this name, and its ar.companying policy design, Con-
gress clearly and unambiguously rejected the ET approach, most notably the full
automatic link between expenditures and paymer.c updates.

This legislation clearly demonstrates Congres.ional intent to act every year to es-
tablish the MVPS and the payment update. It also requires that HHS and the
PPRC recommend annual and payment updates. Of greater importance,
these recommendations must be accompanied by detailed analyses of expenditures,
utilization, and access; factors that have yet to be completely understood. In addi-
tion, Congress will also certainly avail itself of the views of the AMA and other

oups representing J)hysicians and their Medicare patients. Thus, Congress will

ve ample time and means to reach carefully conside-ed decisions. Further, the
legislation suggests that both HHS and the Congress will begin their deliberations
at the full Medicare Economic Index (MEI) in order to retain the resource base of
the payment schedule.

’I’& clear Congressional intent should guide the PPRC’s own work on MVPS,
which should reflect the circumscribed role volume standards are intended to play
in setting conversion factor updates. In cular, efforts to develop sub-national
standards and updates must be viewed with considerable skepticism.

Congress can and will use MVPS-related data to make informed payment updates.
Certainly these decisions will continue to reflect budget pressures. But we believe
that the principal means by which Medicare should target suboptimal utilization
are efforta within the scope of the newly established Agency for Health Care Policy



e

180

and Research and through enhanced medical review. The medical profession has not
needed ETs or MVPS to act effectively in this area. Likewise, the Federal Govern-
ment has increasingly demonstrated its own ability to act to reduce services of little
or no benefit without aiming new “collective incentives” at physicians.

The PPRC has a critical role in the annual MVPS and the conversion factor
update. Many who supported ETs, including some within medicine, argued that
since ETs would reflect all of the components underlying legitimate expenditure
growth (i.e., inflation, growth in enrollees, technology, access, etc.), they would fur-
nish a proper basis for payment ug::tes. Indeed, the MVPS provisions detail such
elements for consideration by the Secretary. No doubt analysts will generate num-
bers for each of these factors. We believe, however, that it will be guite difficult to
develop acceptably precise estimates for each major component in s manner allow-
ing their sensible combination in the formula underlying th: MVPS. This may be
particularly true-for elements such as technology change and unnecessary utilization
where attempts to provide quantification have been quite controversial and uncon-
vincing.

Clearly, Congress has identified an alternate path, the “default” mechanism used
if it does not establish the MVPS. This default merely sums price and enrollee
growth and the five year annual average of volume/intensity and reduces them by a
fixed percentage, ultimately 2%. The promise of the finely honed MVPS may simply
recede over time to this more prosaic default approach. But we should not pretend
that it is anything more and we urge the Commission to address these issues fully
in its 1990 Report to the Congress.

We also urge you to be especially wary about fettering physicians and their pa-
tients to attainment of any particular budget-driven MVPS. There is simply no
reason to think, for example, that the volume/intensity growth in any year should
be the “five year annual average of volume/ intensity growth minus 2%.” This may
be a reasonable policy goal on average. It may even be attainable over time. But it
has no real relevance to the true apf)ropriate level of volume in any given year. To
pretend otherwise, and to create elaborate structures to link physicians to such
standards, will only breed cynicism among physicians and endanger Medicare pa-
tients.

There is a better way. Later this morning, I will meet with you again to discuss
our views on the improvement of clinical practice. Also, as you know, we are prepar-
ing a separate document for your use on the legal issues associated with practice
parameters.

Sub-National Volume Performance Standards
Specialty and Type-of-Service MVPS

-Although some physician organizations have supported specialty ETs and volume
standards, we believe that all physicians stand to lose from such approaches. In par-
ticular, specialty and type-of-service standards and updates underniine the funda-
mental professional commonalities shared by physicians. They encourage clinical
and socioeconomic fragmentation. They offer the illusion that only smaller more
specialized groups can achieve the best outcomes for their patients and members.
They undermine fundamental premises of effectiveness research and practice pa-
rameters by focusing on intra-specialty treatment decisions. They place physicians
in a narrow target at greater risk that their target will be exceeded as a result of
unforeseen treatment advances or forecasting error. For example, between 1982 and
1987, surgery accounted for 42% of Medicare physician expenditure growth, with
much of the growth concentrated in a few specialties and procedures. In a surgical
MVPS, all surgeons, and only surgeons, would have borne the risk associated with--—
these few services. Finally, such standards may stifle innovations in care by discour-
aging greater than anticipated growth in particular clinical modalities, “holding
h@rmleg;’t'hexpenditurea on services and specialties that exhibit little volume/inten-
sity growth. -

oreover, specialty and type-of-service standards with differential payment up-

dates undermine the root premise underlying payment reform, basing payments on
relative resource costs. Such updates raise the specter that the full cross-specialty
RBRVS can never be updated because relative payments will increasingly reflect

- non-resource factors as a matter of policy. A specialty-level MVPS could retain re-

source-based payments within a sﬁecialt . But the aim of the RBRVS was never
simply to create within-sl‘geci%l:{ BRVSs. That goal could have been satisfied at
much lower cost to the Federal Government and the medical profession. Instead,
physicians have been told that an RBRVS payment schedule was so essential that
payment differentials not basdd in resource costs must be eliminated, even at the
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risk of potentially severe financial dislocations. It is inconceivable that this princi-
ple could now be casually discarded.

Also, specialty MVPS, even without differential pa‘y;ment updates, pose many of
the same obstacles that led the PPRC and many within the medical profession to
avoid specialty differentials. For example, how do you identify a specialist or a spe-
cialty service? is a surgeon and what is surgery? These questions assume crucial im-
portance if a specialty MVPS is intended to encourage peers to work together on
utilization, Moreover, how can you reject specialty differentials based on training as
violating a principle of equal payment for e service while allowing differentials
based on performance against a “volume standard?”

How would a specialty or t; f-service MVPS be established and updated? We
outlined above our concerns that many MVPS components will be very difficult to
estimate. These factors will be even more elusive for specialty or type-of-service, es-
pecially in the stifling context of competition for shares of an overall MVPS. Sepa-
rate MVPs calculations would require profound and radical sccial judgments on the
proper conﬁ*uration of medical practice. Simply basing volume standards on past
trends is still disturbing, consigning low growth services to a low growth allowance.
Such an approach is especially questionable if payment reform is intended to alter
incentives to provide certain services. In sum, specialty and type-of-service volume
standards will prove woefully inflexible in the face of rapid changes across such ar-
tificial boundaries in patient demand, medical practice, and technology.

Congress has, of course, given HHS discretion to recommend different updates by
categc;g' or group of services. It has required HHS to calculate a surgical M , and
allowed the Department to define additional service categories by regulation. Inher-
ent in this authority is the ability to recommend against differential updates. We
hope that the PPRC’s experience with the surgical MVPS will provide important
insights into the question of additional MVPS categories. We ask that you be very
careful in evaluating HHS recommendations for differential updates based on the
surgical MVPS or any other factor.

Geographic MVPS

The payment reform legislation clearly established the hard won principle that
geographic payment differentials shall be based on resource cost differences and
access considerations. At the same time, the Secretary must report to Congress by
July 1, 1990 on the feasibility of geographic MVPS. We understand that there are
substantial issues of data adequacy and geographic variability in utilization and its
year-to-year %rowth. In addition, of course, are broader questions, like proper state-
level rates of technology change. Our understanding is that the PPRC would deal
with such issues through a variety of complex adjustments. For example, your 1989
Report suggested the option of differential updates only for areas of highest or
lowest utilization. Such attempts to moderate the effects of a geographic MVPS only
serve to suggest that perhaps this is not the best route.

The state is still a large unit in which to influence physician behavior through
MVPS. Incentives clearly will be diluted almost as much as at the national level.
Indeed, a state MVPS will require adjustments that further diminish these incen-
tives. At the same time, these adjustments will needlessly explode the complexity
and administrative requirements of the new “simg ified” payment system. What
will state MVPS realgsproduce? And at what cost? Certainly we need experience
with the national MVPS before taking such an untried step.

Group “Carve-Outs’” }

The Secretary of HHS also has a Congressional mandate to study MVPS ‘“carve-
outs” for groups of physicians, and is to report by April 15, 1991. The PPRC must
review and comment by May 15, 1991. Clearly many technical issues exist, and we
eagerly await these reports. But analyses to date leave us very concerned. We espe-
cially challenge the logic of the under%ing notion that “efficient physicians” should
be removed from the general MVPS. Even if a separate MVPS would only reward
truly efficient practices, and not those with less ill patients, a carve-out will make
thos»;‘%xgsicians least able to increase clinical “efficiency” most subject to the over- -
all , which will be increasingly difficult to meet. It would discriminate against
physicians for whom joining a group is neither feasible or appropriate. Finally, it

ight subject those Medicare patients that have chosen not to join an HMO or PPO
&lfinancial incentives that they have chosen to avoid.

PHYSICIAN PAYMENT IN THE MEDICAID PROGRAM

The AMA continues to vigorously support expansions in the Medicaid program as
one component of a comprehensive national strategy to provide adequate health in-



182

surance for all Americans. The Medicaid program is falling far short of its goal of
providing a medical care safety net for those in need. An estimated 60 percent of
individuals who live in families with incomes below the Federal poverty level—
about 20 million people—are not covered by Medicaid.

We share your concern that inadequate payment levels may discourage physicians
and other health care providers from participating in the Medicaid program. Hence,
as part of our broad Medicaid reform proposal, and in the context of adequate fund-
ing, we se\gport setting Medicaid physician payment rates at Medicare levels to im-
prove Medicaid beneficiaries’ access to needed care. Of course, we urge the Commis-
sion to proceed cautiously in making lv})elr:?rsician payment recommendations that, in
the absence of such comprehensive icaid revisions, could have adverse conse-
quences for eligibility, access, and benefits.

Our support for an RBRVS has focused on Medicare. Beyond support for setting
Medicaid payments at Medicare levels, we have not formally considered whether or
not an RBRVS per se would be appropriate for Medicaid. In evaluating this issue, it
is essential to consider how patient access might be adversely affected if an RBRVS
were put in place with ‘“Medicaid budget neutral” conversion factors. Medicaid pay-
ments are generally so far below private sector and current Medicare levels that
RBRVS-based payments derived from current Medicaid funding levels could threat-

en Medicaid patients’ access to procedurally-oriented services.
CONCLUSION

The AMA appreciates this opportunity to express its views to the Commission.
You have clearly assumed a burdensome responsibility and the AMA will be pleased
to provide all of the assistance that it can to help assure that implementation of
physician payment reform is equitable and rational. I will be pleased to respond to
any questions.

Enclosure.

STATEMENT OF THE AMERICAN MEDICAL ASSOCIATION TO THE SUBCOMMITTEE ON
SeLECT REVENUE MEASURES, COMMITTEE ON WAYS AND MEANS, U.S. House or Rep-
RESENTATIVES, FEBRUARY 22, 1990

RESTORATION OF THE DEDUCTIBILITY OF INTEREST ON EDUCATIONAL LOANS

Mr. Chairman and Members of the Subcommittee: My name is Mark S. Litwin,
M.D. I am a resident physician in my fifth year of a six-year residency program in
urological surgery at Brigham and Women's Hospital in Boston, Massachusetts. I
am also Chairperson of the Governing Council of the American Medical Associa-
tion’s Resident Physicians Section, which represents the concerns of the Associa-
tion’s resident physician members. With me is Stacey Carry, M.D. a resident physi-
cian in her fourth year of a five-year residency program in pathology at the Univer-
gity of Utah Affiliated Hospitals in Salt Lake City. Accompanying us is David L.
Heidorn, J.D., of the AMA’s Department of Federal Legislation.

I feel privileged to appear before you to say that the American Medical Associa-
tion appreciates this opportunity to share with the Subcommittee on Select Revenue
Measures the Association’s concerns about how recent Federal tax and budget meas-
ures threaten the ability of some otherwise excellently qualified individuals to
become physicians. Unless these measures are reversed, the availability of physi-
cians to deliver necessar{emedical care in some areas of the country and in some
medical specialties could be severely limited.

First, the phase-out of educational loan interest deductions instituted in the Tax
Reform Act of 1986—which classified both educational loans and loans to purchase
consumer goods as ‘“consumer loans’—took away from resident physicians and
young physicians starting up medical practices the ability to deduct interest pay-
ments on these loans. Interest deduction softened the blow of beginning to pay back
medical educational debt that, in recent years, has risen beyond anyone’s imagina-
tion—from a mean level of $19,700 for each individual with such debt in 1981 to
$42,200 in 1989.

Now, ijust as these young physicians are beginning to feel the full extent of the
Tax Reform Act's impact on their personal budgets, Congress, in an effort to find
budget savings of its own through the Omnibus nciliation Act (OBRA) of 1989,
reduced the ability of resident physicians to defer re?ayment of their major student
loans while they complete their n edical education in residency programs.
As a result, many resident, phricians this year will have to begm making loan pay-
ments of between $500 and $700, which they did not expect when they entered the
loan agreements. ’

-
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We know that a great many resident Khysicians, including Dr. Carry, have in-
comes and living expenses that make such payments impossible and make it diffi-
cult for them to complete their residency training programs. Further, some bright,
highly qualified young people now looking to medicine as a career and some medical
students already in training will not be able to become physicians because they lack
the financial resources to carry them through the long and, now, even more finan-
cially burdensome medical education process.

We are well aware that the student loan deferment issue is not a direct responsi-
bility of this Subcommittee. However, the AMA urges that, when considering the
restoration of the student loan deduction, the members of this Subcommittee consid-
er the overall financial situations in which many young physicians, especially resi-
dent physicians, now find themselves and how these recent changes will affect
where young physicians decide to practice medicine and the kinds of patients they
will be able to serve. These economic issues will even determine whether some
young people will choose to become physicians at all.

Student Loan Interest Deductions

The American Medical Association endorses the statement of the Student Loan
Interest Deduction Restoration Coalition (SLIDRC), from whom you also are hearing
testimony today. This nation’s tax laws reflect in many ways our national character
and concern, such as the support given families through tax exemptions for depend-
ents and charitable giving through tax deductions. Home ownership is favored by
allowing taxpayers to deduct interest on home mortgages. Through the Tax Reform
Act of 1986, Congress, in part, sought to limit our reliance on debt by phasing-out
deductions for interest on consumer loans. Unfortunately, the wide sweep of that
policy treated educational loans the same as consumer loans for automobiles and
department store credit card purchases.

e fail to see the similarity between consumer debt and educational debt. At a
time of wide-spread concern over education and its importance to our competitive-
ness in a global economy, we cannot afford a message that educational loans are the
_ same as consumer loans. As the SLIDRC statement points out, the estimated $700

million in revenue that would be lost over five years if the deduction were restored
would be a cost-effective investment in the econcmic benefits that would follow from
a better-educated workforce. Mr. Chairman, education loans are investments in our
nation’s human capital. Such investments in our future need to be encouraged
through tax policy, not discouraged.

Deferment of Resident Student Loans

Prior to the enactment of the OBRA of 1989, resident physicians in training pro-
grams that had a major affiliation with a university—about 75 percent of the more
than 81,000 resident ph{lsicians on duty in the United States—were able to be con-
sidered as having “in school” status, thus qualifying them, as others in school, for a
full deferment of the Stafford Student Loans and other student loans under Title IV
of the Higher Education Act during their residency training. As a budget measure
projected to save the Federal Government $10 million a year, OBRA of 1989 prohib-
ited resident physicians from being classified as “in school.” As a result, resident
physicians, who generally require between 3 and 6 years, even up to 7 years, of resi-
dency training, with fellowship programs that follow for some specialties, are limit-
ed to a two-year deferment under an internship classification.

Impact on Health Care

Resident physicians and young physicians are disheartened by these recent
changes in tax and budget policy. The denial of “in school” status, coupled with the
elimination of student loan interest deductions, will make the repayment of loans
during residency training that much more onerous. In turn, this will threaten the
ability of many resident physicians to complete their medical training. It should
follow that some young physicians will be forced to establish medical practices not
where they are needed, in underserved rural and inner-ity areas, but in areas
where they are certain to earn higher incomes to pay off the large debts they have
accumulated to become physicians.

According to the American Association of Medical Colleges, in 1988, 83.4 percent
of all medical graduates, or those who are ready to enter residency training pro-
grams, had educational debt, with an average total indebtedness of $38,489 ($42,200
in 1989). Of those with debt, 24 percent had a total educational debt of over $50,000.
We have heard of some resident physicians with $30,000 in student loans. Monthly
student loan repayments of at least $500 to $700 for resident physicians would not
be uncommon on typical monthly salaries of $2200 to $2300.
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For resident physicians who do not receive financial support from their parents,
who are raising families, or who have spouses who are students or wh> otherwise
cannot a{n-ovide adequate supﬁrt, an extra $500 to $700 a month does not suddenly °
materialize in their budgets. This is especially true for those who may be in residen-
¢y programs in urban areas or areas near large universities where housing costs can
be especially high. Dr. Carry is one such resident physician who finds herself in an
economic situation that, beginning in July, will vary difficult. She will share
with you her thoufhts and concerns on how these policy changes will affect her life
and professional plans, which are to practice her specialty in pathology in an under-
served area in the West. The AMA has spoken to many residents in similar circum-
stances and is in the process of finding out just how extensive their problems are.

Conclusion

The AMA is committed to the principle that qualified individuals who want to
become physicians, no matter their financial or social backgrounds, should have the
opportunity to do so. The inability to deduct student loan interest and to defer stu-
dent loan repayment while completing a medical education will keep some other-
wise deserving individuals from becoming physicians and force too many of those
who are financially able to become physicians to chooge medical practices in more
lucrative specialfies and in geographic areas that already may be well served.

Mr. Chairman, the current tax policy on educational loans is short-sighted and
should be changed. Restoring student loan interest deduction would be one way that
this Subcommittee could help to ensure access to necessary health care in all areas
of this country and to ensure that medical education is available to all those who
are qualified, not an economically select few.

DR. GARRY'S STATEMENT

Mr. Chairman and Members of the Subcommittee: I am one of the many resident
Ehysicians affected by recent changes in Federal tax and budget policies that Dr.

itwin describes. I honestly do not know how I am going to complete my medical
education or how I am going to begin a practice in the type of community that I
have pictured for my family.

I am in my fourth year of a five-year residency program in pathology at the Uni-
versitfv of Utah Affiliated Hospitals in Salt Lake City. My goal has been to practice

‘pathology in a smaller town in the West. This most likely would be an underserved
area, as many areas of the West are. .

Let me give you an idea of the economic situation that I find myself. From my
residency program, I currently. receive a salary of $1653 a month. My husband is a
geologist and an excellent finish carﬁenter, but a severe back injury has limited him
to a geology consuiting business with an average monthly income of $350. Our com-
bined monthly income of $1858 has been barely adequate to cover our current
;g')%xéthly expenses that average $1786 a month, including a mortgage payment of
In July, due to the sudden, unexpected change in the student loan deferment
policy, I am facing an additicnal monthly payment of $568 on my student loans,
which have added up to a total of $26,600 in government insured loans. Although I
expect my monthly salary to be raised about $145, we are still facing a deficit of
more than $350 a month.

Forbearance, an option residents were given at the same time the “in school” de-
.ferment was taken away, may be a last resort to get me through one more year of
residency, but the interest accumulated through any forbearance period will drive
up my monthly payments when I begin practicing. I also have close to $11,000 in
non-government loans from several non-profit or%anizations and private investors
?h}?:d need to be paid back within several years after my residency training is fin-
ished.

Given this situation, I do not know how I will be able to accept a position in a
rural community where there is a higher need for pathologists and where my hus-
band and I would like to settle, I look at the debt I have accumulated and my situa-
tion tells me to get as high-paying a position as possible.

I hope that will not be true. It's not why I went into medicine. But it is beginning
to seem like some of the disillusionment that I hear from older physicians may be
true. I will get through this somehow, but sometimes I wonder if it has been worth
it. I am concerned that potential physicians who are behind me in the education
glrfgrces? and are making career decisions will decide that medicine is not worth these

ifficulties.

We again urge this Subcommittee to restore the student loan interest deduction.
It will not solve every problem I have as a resident physician or will face as a young '
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practicing physician, but it will help address some of my financing concerns. it
would also reflect the commitments to education and adequate access to health care
that I know we all share.

Dr. Litwin and I will be happy to answer any questions you have.

AMERICAN MEDICAL ASSOCIATION,
Chicago, IL, June 13, 1990.

Hon. Lroyp BENTSEN, Chairman
Committee on Finance,

Dirksen Senate Office Building,
Washington, DC

Re: Hearing of March 22, 1990, Follow-up Response

Dear Senator Bentsen: This letter responds to the question you have submitted to
me as a follow-up to my appearance for the AMA before the Committee at the
March 22, 1990 hearing on the Administration’s budget proposals for Fiscal Year
1991. Specifically, this letter responds to your question regarding the dilemma Con-
gress faces in evaluating proposais to achieve “savings” from physician reimburse-
ment through either an across-the-board cut or a cut that exempts primary care
services and effectively increases any cuts imposed upon other services.

As you well know, the AMA does not support further cuts in payment for physi-
cians’ services under Medicare, for all of the reasons set forth in our formal state-
ment to the Committee on March 22, 1990. However, we do feel the responsibility to
answer your specific question.

¢ In the interest of fairness, the AMA believes that if Medicare “savings’ need to
be generated from payments for physicians’ services, this should be accomplished
via an across-the-board action.

Both of the past two budget reconciliation acts have exacted significant reductions
in reimbursement for so-called “overvalued” services. At the same time, the roughly
16% of Medicare payments for a narrowly defined grouping of primary care services
have been allowed payment updates. At this time, with the physician payment
reform initiative scheduled to begin implementation in 1992, we believe that pay-
ment for all physicians' services should be eligible to receive the maximum update
possible through an increase in the Medicare Economic Index.

A major concern of the AMA is that further service- or specialty-specific reduc-
tions and differential updates in 1991 are inconsistent with the directions set just
last year by Congress in mandating a detailed, formal transition to the resource
based fee schedule beginning in 1992. The scheduled phase-in recognizes that adjust-
ments with potentially dramatic shifts will be made in payment levels and provides
a carefully considered plan to phase-in these changes. Therefore, large 1991 reduc-
tions for certain services or geographic areas could compound the differentials and
severely disrupt the availability of care for certain services or in certain areas. We
also are concerned that service- or specialty-specific actions for 1991 run the risk of
over-shooting changes that will be brought about by the phase-in of the new pay-
ment schedule.

An alternative approach that in large part would pe consistent with the theory of
equal across-the-board treatment between services would be to allow a greater reim-
bursement increase for those physicians whose services are under-reimbursed due to
the location where they provide services. To some degree, Congress has addressed
this issue by allowing a bonus payment for services provided in designated Health
Manpower Shortage Areas. A differential across-the-board update policy that would
allow a greater reimbursement increase for those physicians in historically under-
reimbursed geographic areas, typically those physicians in rural America, would
work to maintain access levels in the very parts of the country where unrealistic
Medicare reimbursement levels are forcing physicians to reconsider their ability to
provide care to the elderly and disabled. "

As you deliberate on these and other budget matters that will have a direct
impact on health care delivery, we welcome the opportunity to be of assistance.

Very truly yours,
JouN J. RiNG, MD, Chairman, Board of
Trustees.

P
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PREPARED STATEMENT OF Louis W. SuLLIvAN

Mr. Chairman and members of the Committee, I am honored to aﬂaear before you
today to discuss the budget priorities for Fiscal Year 1991 that President Bush and I
have for the Department of Health and Human Services. With your permission, I
would like to submit this statement for the record to accompany my oral remarks.
In this statement, I will present President Bush's budget proposals affecting pro-
grams within the jurisdiction of the Finance Committee.

INTRODUCTION

The 1991 budget for the Department of Health and Human Services (HHS) of
$464 billion will enable the Department to continue support for its program respon-
gibilities, including providing essential benefits and services for the nation’s most
vulnerable individuals and families—the elderly, the sick, the disabled, and the

r.

Under current law, this budget represents an increase of 7.7 percent compared to
1990. Entitlement programs, which make up 95 percent of the total HHS budget,
will grow at a rate of 7.8 percent. However, when new legislation is considered, the

wth in entitlement programs is limited to 6.4 percent. Programs whose funding
is discretionary, such as some of those administered by the Public Health Service,
will have a budget increase amounting to 7.4 percent over 1990 levels. Both of these
increases entitlement and discretionary-—are well in excess of the 4.2 percent the
Administration currently estimates for inflation in 1991.

Carrying out the De{)artment’s mission requires prudent management of all HHS
programs, but especially the entitlement programs use of their size and rates of
growth. Spending smart for our entitlement programs helps both to provide re-
sources to fund additional benefits for those entitlement programs and to create op-
portunities for support of other ke{\ goals. Spending smart can help provide the re-
sources to improve access to health care, especially for minorities. It can move us
closer to President Bush's goal of making the Head Start experience available to all
eligible four-year-old children. It can create the resources for saving lives through
drug abuse prevention and treatment. It permits us to invest in the future health of
all Americans through biomedical and behavioral research.

Mr. Chairman, let me now summarize the priorities that President Bush and I
have for the Department of Health and Human Services for the 1991 Budget.

MEDICARE AND MEDICAID

We are making legislative proposais that would reduce Medicare outlays by $5.5
billion in 1991 compared with current law. These proposals would reduce the annual
rate of growth of Medicare from 9.9 lpercent to 4.6 percent. In addition, we are pro-
}lg%sing egislative changes that would increase Medicare revenues by $1.9 billion.

us, our Medicare proposals would reduce the deficit by $7.4 billion in 1991. Total
Medicare outlays in 1991, including the effect of regulatory and legislative propos-
als, are estimated at $110.5 billion.

Federal mandatory Medicaid expenditures under the 1991 budget would increase
by $4.8 billion, to $45.0 billion, a 12 percent increase over the 1990 level. Three hun-
dred million dollars of the 1991 increase in Medicaid spending will fund the recently
enacted mandatory expansion of Medicaid to cover pregnant women, infants and
young children from families with incomes up to 133 percent of the poverty level,
which is consistent with the President’s proposal last year. We have proposed no
further mandatory expansion at this time, but will continue to encourage States to
use the authority they now have to fund care for this population with incomes up to
185% of poverty. : -

Cur 1991 budget for Medicare has four mnajor themes: (1) encouraging managed
care, (2) assuring appropriate care, (3) preparing for physician payment reform, and
(4) assuring prudent purchasing practices. -

In the category of managed care, we are proposing increased expenditures. To
assure appropriate care, our budget would significantly increase funding for re-
search activities under the newly created Agency for Health Care Policy and Re-
search, which this Committee was iistrumental in creating. This research would
gelp us to gain knowledge about the effectiveness of medical practices and proce-

ures.

To prepare for physician payment reform, we are proposing a number of legisla-
tive changes, extendgn those changes madeel:r the Congress in the Omnibus Budget
Reconciliation Act of 1989 (OBRA 89) designed to prevent building into the new pay-
ment system the inequities of the current system. To assure prudent purchasing
practices, we are proposing to establish Medicare payment rates that reflect costs
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incurred by efficient providers. Public and private sector payers are increasingly
using prudent purchasing methods.

In OBRA 89, the Congress ¢nacted measures aimed at improving equity in Medi-
care payment levels for services. Many of these measures reduced Medicare p%iy-
ment levels for services, because excessive payments are as inequitable as insuffi-
cient payments. This budget continues and expands the thrust of OBRA 89. We are
proposing additional actions aimed at improving equity in payment levels for both
physician and non-physician servic?s.

ealth care costs are one of the' fastest growing segments of the Federal budget.
Medicare benefit costs have doubled every five years since 1975, and current projec-
tions indicate that Medicare expenditures will exceed spending for Social Security
soon after the turn of the century. In 1991, apgroximately 31.4 million people aged
65 or older and 3.3 million peorle under 65 with disabilities or who suffer from end-
ctage renal disease (ESRD) will be covered by Medicare. To assure the financial sol-
vency of such an important program, we must be prudent in the services we pur-
chase on behalf of these beneficiaries, and we must be observant in our duty to con-
serve the Medicare trust funds. I firmly believe that the Administration’s 1991
budget serves the Medicare program and its beneficiaries well in these respects.

ENCOURAGING MANAGED CARE

Medicare

In the 1991 budget, we are proposing to encourage a major expansion in the en-
rollment of Medicare beneficiaries in managed care programs. We believe that man-
aged care offers beneficiaries a number of advantages over fee-for-service Medicare,
including ease in coordinating care in an increasingly complex health care system.
Frequently, managed care systems, particularly HMO's, emphasize preventive care
services. In addition, managed care systems are frequently able to provide addition-
al services as a means of attracting customers and—especially when coupled with
Medigap insurance—have a significant incentive to eliminate unnecessary and inap-
propriate services.

Our managed care initiative includes two Medicare proposals:

» Increase Payments to Medicare's Risk-Contracting Health Maintenance Organi-
zations (HMOs).—(Costs of $100 million in Part A and $80 million in Part B in 1991)

Medicare now pays risk-contracting HMOs at a level equal to 95 percent of the
estimated per capita cost to Medicare for beneficiaries served by fee-for-service pro-
viders, called the adjusted average per capita cost (AAPCC) To encourage greater
use of health maintenance organizations (HMOs), the budget proposes to increase
the Medicare payment level for risk-based HMOs from 95 percent to 100 percent of
the adjusted average per capita cost (AAPCC). This change would increase the at-
tractiveness and availability of managed care options. A portion of the increased
%ayments would be provided directly to beneficiaries in the form of a rebate by the

MO. The remainder of the payment increase would be provided to the HMOs and
would allow them to expand benefits or reduce enrollece premiums.

* Medicare Plus—Under this proposal, the Department would encourage the in-
troduction of Medigap policies that combine Medigap and Medicare services into one
package provided by a managed care plan. Medicare beneficiaries enrolling in
‘Medicare Plus” plans could expect to receive Medigap coverage reduced premiums
compared with coverage under standard Medigap policies. As the cost of purchasing
Medigap policies continues to increase, we believe that the Medicare Plus option is a
very valuable one for beneficiavies. we also believe that beneficiaries would benefit
from the quality and coordination of services Medicare Plur plaus would provide. By
coordinating Medicare services with a Medigap insurance plan, Medicare Plus pro-
viders would have a built-in incentive to reduce unnecessary utilization of services.
L;I‘edicare beneficiaries would be notified by HCFA of the availability of the plans in
their area.

o Medicaid Managed Care (Cost of $25 million for FY 1991)—To improve access to
high quality health services for Medicaid enrollees, the budget includes a legislative
proposal that will increase and enhance the use of managed care. Enrollment in a
managed care plan would ensure Medicaid beneficiaries including a physician/case
manager to serve as their primary source Of care and coordinate any special serv-
ices they need.

This proposal would:

¢ Provide enhanced Federal matching rates for States to promote the use of man-
aged care over traditional fee-for-service arrangements. Initially, only increased

30-856 0 - 90 - 7
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managed care enrollment would receive enhanced matching, Gradually, this en-
hancement would apply to all managed care enrollment and would be combined
with a reduction in matc| ents for certain recipients not enrolled in man-
aged care programs. The uction would not apply to rural or medically under-
served areas or to institutionalized individuals and could no more than offset the
cost of enhanced matching for managed care.

¢ Allow States the option of implementing mandated managed care programs
{:)l;rough_ rt;l:ieir State plan without having to apply for waivers. Quality reviews would

required.

¢ Relax specific enrollment requirements for certain Medicaid HMO's,

We believe that these proposals will assist states in developing an atmosphere in
which managed care programs can flourish and provide improved access and higher
quality health care to the Medicaid population.

PART A—HOSPITAL INSURANCE

Growth in Medicare expenditures for inpatient hospital Services has continued to
moderate under the Prospective Payment System (PPS). Restraint in the PPS
update factors has also reduced excessive average hospital operating margins. How-
ever, there remain subsidies in the payments to hospitals under Part A which are
clearly unwarranted. The budget contains proposals to reduce Part A outlays by
almost $3.4 billion in 1991 and $22.3 billion cver five years. In addition to continu-
ing FY 1990 policies relating to capital, the budget strives to protect rural hospitals.

* Reduce Caén'tal Payments to Rural Hospitals by 15 Percent and Urban Hospitals
by 25 Percent (Savings of $1,530 million in 1991)

Current law provides for a 15 percent reduction in capital payments to hospitals
between January 1, 1990 and September 30, 1990. This payment provision, however,
does nut maintain the payment reduction after I'Y 1990. This proposal would contin-
ue the FY 1990 level for small rural hospitals (under 275 beds) in recognition of
their unique status in assuring continued access to quality care. For urban hospitals
and large rural hospitals, the 1991 payment level would be reduced by 25 percent.
Savings reductions will continue in the outyears with the implementation of pro-
spective payment for capital, scheduled to begin in FY 1992.

Paying hospitals less than their full cost of capital provides them with a strong
incentive to evaluate the effect of capital investment on reductions in operating
costs. Such an incentive is necessary in order to adequately restrain growth for this
last major class of hospital costs still paid as a “pass through” on a reasonable cost
basis. Incorporating capital into PPS at 100% will establish the proper incentive to
ensure capital expenditures are cost-effective.

¢ Set the Prospective Payment System (PPS) Update ai Market Basket Minus 1.5
Percent which is an update of 4.1 (Savings of $640 million in 1991)

Although the rate of increase in outlays for inpatient hospital services has contin-
ued to slow in recent years, efficiencies in the hospital system can still be achieved.
A PPS update that averages 1.5 percentage points less than the full market basket
will encourage further efficiencies while providing hospitals with an overall update
that is sufficient to maintain high quality health care.

o Eliminate Return on Equity (ROE) Payments to Skilled Nursing Facilities
(SNFs) (Savings of $70 million in 1991)

Current law requires payment of a return on equity (ROE) for proprietary skilled
nursing facilities (SNFs?. E;luity includes all capital, net of depreciation, used for
patient care, including loans from investors. SNFs are the only class of providers for
which Medicare pays ROE, largely because they are still paid on a cost basis. We
are proposing to eliminate these payments.

* Reduce the Factor Used in Making the Indirect Medical Education Paymenté to
4.05 Percent (Savings of $1,030 million in 1991)

Medicare pays teaching hos'ﬁitals for indirect costs associated with approved
intern and resident programs. The payment adjustment is based on a formula that
relates the operating costs per case to the number of interns and residents per bed.
The budget proposes to reduce the factor used to calculate the indirect medical edu-
cation palgrment from 77 percent to 4.05 percent.

GAO, ProPAC, IG, CBO and HCFA have produced studies that indicate that the
appropriate adjustment is well below the current 7.7 percent. Based on these stud-
ies, the Department has concluded that reducing the adjustment factor to 4.05 per-
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cent would result in payments that more accurately reflect percent would result in
payments that more accurately reflect the estimated effect of teaching programs on
average operating costs per case.

¢ Reform Graduate Medical Education (GME) Payments (Savings of $170 million
in Part A and $35 million in Part B in 1991)

This proposal would establish a per resident payment derived from the national
average of FY 1987 salaries paid to residents updated by the CPI. Interns and pri-
mary care residents would be weighted at 180 percent of the per resident amount,
non-primary care residents in their initial residency period would be weighted at
140 percent, and non-primary care residents beyond the initial residency period
would be weighted at 100 percent. This proposal would decrease the present diversi-
ty in GME payments that has resulted from historical patterns in hospital account-

ing.
Payment for the direct costs of medical education for nurses and allied health pro-
fessionals would not be affected by this proposal.

e Cab Intern- and Resideiii-to-Bed (IRB) Ratios at FY 1989 Levels (Savings of $10
million in 1991)

Currently, there is no limit on the IRB ratio used to determine the indirect teach-
ing adjustment. The budget proposes to cap the IRB ratio at FY 1989 levels. This
proposal will discourage hospitals from closing beds solely to raise their IRB ratios
and reap “windfall” payments.

The budget also includes the following Part A revenue proposal:

* Include Under Medicare State and Local Employees Hired Before April 1, 1986
(Revenue Increase of $1,866 million in 1991)

COBRA mandated Medicare coverage and payment of Hospital Insurance taxes
for new State and Local government employees hired after March 31, 1986. The
budget proposes making Medicare coverage and Hospital Insurance taxes mandato-
ry for all State and Local employees, including those hired before April 1, 1986.

This proposal would ensure that Medicare coverage would be available to all State
and Local government workers. In addition, it would remove an inequity in the fi-
nancing of Medicare coverage. Many State and Local employees become eligible for
Medicaré on the basis of short periods of work during which they are covered by
Social Security (or because of their spouse’s eligibility) whereas most Medicare bene-
ficiaries make contributions to the Hospital Insurance Trust Fund during all of
their working years. The Office of the Inspector General examined a sample of retir-
ees from State and local agencies not covered by Medicare and found that and local
agencies not covered by Medicare and found that approximately 85 percent of the
retirees were nonetheless enrolled in Medicare Part A. Since these individuals re-
ceive full Medicare benefits, this proposal would ensure that these individuals con-
tribute their fair share to the Hospital Insurance Trust Fund over time.

PART B—BUPPLEMENTARY MEDICAL INSURANCE

In the Omnibus Budget Reconciliation Act of 1989 (OBRA 89), Congress enacted a
three-part physician payment reform—Medicare volume performance standards, a
resource-baseg fee schedule, and beneficiary protections. These measures will help
to restrain growth in the volume and intensity of services, improve equity in pay-
ment levels for physician services and provide financial protection to beneficiaries
from physician charges. Consistent with the implementation of physician payment
reform, the Congress reduced Medicare payment levels for certain overvalued proce-
dures and services.

This budget continues and expands the thrust of OBRA 89. Prior to implementa-
tion of the new Medicare payment system, we are proposing additional actions
aimed at improving equity in payment levels for over five years. With these propos-
-als, growth in Medicare Part B benefit costs is estimated to be 6.3 percent in FY
1991, compared with an 11.2 percent increase without the proposed legislation.

Let me emphasize that none of our legislative proposals would reduce benefits.
Our Part B legislative proposals would reduce the medical costs of beneficiaries by
reducing the coinsurance amounts that they must pay; these costs would be reduced
by reducing excessive payment rates for certain c{)hysician and other Part B services.
Savings from lower copayments would total and estimated $375 million in 1991, or
about $1 per month per beneficiary. These savings would nearly double in 1992. Let
me also add that limits on extra billing, enacted by the Congress last year with
strong Administration support as part of physician payment reform, will save Medi-
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care beneficiaries an estimated $1.5 billion a year, or about $4 per month per enroll-
ee ,

Physician Payment Proposals
The savings initiatives regarding é)eayment to physicians are as follows:
¢ Update Only for Primary Care Services (Savings of $450 million in FY 1991)

To improve e%tlnity in relative payment levels for physicians services, for 1988,
1939 and 1990, the Congress provided full updates only for primary care services.
For 1991, we are proposing to provide full customary and prevailing charge updates
orly for primary care services and to freeze for 1991 the customary and prevailing
charge update for non-primary care services. We are also proposing to implement in
1991 a consolidation of customary and prevailing charge screens, currently sched-
uled to be used in 1992 as the basis for the transition to the fee schedule.

FY. lggcli)uce Payments for Certain Overvalued Procedures (Savings of $110 million in

In OBRA 1989, the Congress reduced gayments for selected overvalued procedures
by one-third of the amount by which they were determined to be overvalued com-
pared to an estimated resource-based fee schedule, up to a maximura reducsion of 15
percent. For 1991, we are proposing to reduce payments for overvalued procedures
by two-thirds of the remaining amounts by which they are overvalued, up to a maxi-
mum reduction of 25 percent.

* Reduce Payments for Overvalued Localities (Savings of $50 million in FY 1991)

In OBRA 1989, the Congress determined the geographic practice cost index (GPCI)
that would be used under the fee schedule. The Congress also applied a GPCI in the
overvalued procedure reduction.

For 1991, we are proposing to reduce payments for certain procedures in localities
where payments are overvalued relative to the national average, once that average
has been adjusted to account for differences in practice costs among areas. The max-
imum reduction for any procedure in a locality in 1991 would be 25 percent. The
procedures covered would exclude those covered by our other proposals (i.e. overval-
ued procedures, radiology, anesthesiology and technical components) low volume
procedures, or procedures the payment for which is expected to increase under a
resource-based fee schedule.

* Reduce Radiology and Anesthesia Fees (Savings of $230 million in FY 1991)

In OBRA 1989, the Congress reduced payments for radiology and anesthesia serv-
ices: radiology fees were reduced by 4 percent and a change was mandated in pay-
ment for anesthesia time. For 1991, we are recommending reductions in Medicare
payments for radiology and anesthesia services in order to further reduce their
overvaluation.

We are proposing that radiology and anesthesia fees be reduced by the amount
that current fees exceed an estimated resource-based fee schedule. The fee schedule
would be estimated by reducing the 1990 national average conversion factor by 10
percent (lees than the full amount we estimate these services are overvalued). The
maximum reduction for any locality in 1991 would be 25 percent. .

In addition, for 1991, we are proposing to pay the same amount for anesthesia
service, regardless of whether an anesthesiologist personally performs the anesthe-
sia service or medically directs a certified registered nurse anesthetist (CRNA) who
furnishes the anesthesia. Accordingly, Medicare would pay the anesthesiologist for
medical direction an amount equal to the difference between the payment if the an-
esthesiologist personally performed the service and the Medicare payment for the
CRNA. The Medicare payment for CRNAs would not be reduced. "

o Reform Payments for Assistants-at-Surgery and Surgical Global Fees (Savings of
$170 million in FY 1991)

For FY 1991, we are proposing that Medicare pay the same amount for a surgery
regardless of whether or not the primary surgeon elects to use an assistant-at-sur-
gery to whom Medicare makes a separate payment. The Medicare payment for the
primary surgeon would be reduced by the amount of the Medicare payment for the
assistant-at-surgery used by such surgeon. Limited exceptions would be allowed.
This proposal is based on the wide geographic variation in the use of physicians as
assistants-at-surgery and on the substantial use of primary care physicians as assist-
ants-at-surgery, which suggests that the use of a physician as an assistant-at-sur-
gery, as opposed to other medical personnel, is largely at the discretion of the pri-
mary surgeon.

edicare payments for surgery reflect a global fee that inclydes the surgery as
well as in-hospital visits and post-discharge visits by the surgeon. For 1991, we are
/

—_
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also proposing to reduce Medicare payments for surgical global fees to account for
the reduced number of inpatient visits by the primary surgeon because of the reduc-
tion experienced in length of stay of Medicare beneficiaries over the past few years.
The reduction would be either a procedure-specific amount (where data are avail-
able) or 2 percent across-the-board. .

¢ Phase-in Increases for New Physicians (Savings of $50 million in FY 1991)

OBRA 1987 limited the fees of new physicians to 80 percent of the prevailing
charge, except for l{)x’imary care services and services in rural health manpower
shortage areas. OBRA 89 continued, for one year, to phase in increases for new phy-
_siciar}\‘s by limiting payments to second year physicians to 85 percent of the prevail-
ing charge.

e are proposing to continue to phase in Medicare payment increases for new
hysicians, for 1991 under prevailing charges, and for 1992 and thereafter under the
ee schedule. Payments would be 90 percent for third year physicians, 95 percent for

fourth year physicians, and 100 percent of the fee schedule amounts for fifth year
ghysicians. e are also proposing to extend this policy to other practitioners reim-
ursed on a fee-for-service basis.

; 'F%'efgélli)cal Components of Diagnostic and Radiology Tests (Savings of $60 million
n

Currently, Medicare pays technical component fees associated with diagnostic and
radiology services over and above the professional interpretation associated with
such service to cover the equipment, technician and supply costs associated with
these services. For 1991 we are proposing to apply a cap at 100 percent of the na-
tional median of the technical component of radiology services and diagnostic tests,
&i}:'lui;lar to the cap on carrier-specific fee schedules for clinical laboratory diagnostic

Because of the wide dispersion in current geographic payments for radiology and
diagnostic tests, we believe that a cap is appropriate. If the tests can be provided in
half the carriers for a fee less than the median, they should be able to be provided
in other carriers at the median.

* Physician Assistant Offset (Savings of $5 million in FY 1991)

OBRA 1987 authorized direct Medicare payment for certain services of physician
assistants (PAs) and also authorized reductions in Medicare payments otherwise
made to hospitals and nursing homes in order to eliminate estimated duplicate pay-
ment for costs attributable to direct billings for PA services. For 1991, we are pro-
posing to eliminate duplicate payments for PA services furnished in hospitals by off-
setting them from the hosgpital’s Medicare payments. An exception would be made
for PA services furnished in hospitals located in manpower shortage areas.

* Voluntary Hospital Physician Participation (No Cost)

Currently, physicians have the option to voluntarily sign Medicare participation
eements whereby they agree to accept assignment for all services provided to
edicare beneficiaries for the following year.

For 1991, we are proposing to allow hospitals the option to voluntarily become
Medicare participating physician medical staff hospitals. A hosﬁital would have the
opportunity to sign an agreement with Medicare whereby the hospital would guar-
antee that assignment would be accepted for the following physicians’ services pro-
vided in that facility: emergency services, radiology, anesthesia and pathology serv-
ices and consultations. A hospital would be free to advertise its status as a Medicare
participating medical staff hosgital and thus attempt to improve its competitive po-
sition. Beneficiaries choosing these hospitals would receive additional linancial pro-
tgction in situations where they today have little choice of the physicians providing
these services.

NON-PHYSICIAN PROPOSALS

* Reduce Hospital Outpatient Payments (Savings of $670 million in 1991)

In order to improve equity in Medicare payments for all Medicare services, we are
groposing a 10 percent across-the-board reduction in Medicare payments for certain

ospital outpatient services, l:;finnin in 1991. Hospital outpatient services are the
fastest growing segment of Medicare Part B, and this spending growth must be con-
trolled. In addition, as an extension of the policy enacted by the Congress in OBRA
1989, we are recommending that capital payments for outpatient departments be
paid at 85 percent of costs for rural hospitals and 75 percent of costs for urban hos-
pitals. No reduction would be made in sole community hospitals.

¢ Durable Medical Equipment (DME) Proposals (Savings of $260 million in 1991)



192

In order to improve equity in Medicare ‘palyment amounts for DME, we are pro-
posing a number of changes, including the following:

—National Cap on Fee Schedules. For all fee schedules for DME, prosthetics, and
orthotics, we are proposing to limit Medicare payment to the median of the fee
schedule amount for each item. In addition, we are Krofosing to provide a fee
update only for items below the limit; fees above the limit would receive no
update in 1991, Extremely wide variation exists in fee schedule amounts for
DME. If the item can be provided in half the carriers for a fee less than the
median, they should be able to be provided in other carriers at the m.dian.

—Modify Fee Schedule for DME Rental Items. OBPA 1987 created a new payment
system for DME based on fee schedules for six categories of DME. One of the
categories coyered items such as wheelchairs and hospital beds and provided for
payment on a rental basis only. Although the fee schedules for the other five
cawiories of DME were based on average or allowed charges, the fee schedule
for this rental category was based-on average submitted charges.

We are proposing to change the basis for the fee schedule for the DME rental
items to averaﬁe reasonable charges and thus make this fee schedule consistent
with the other five categories of DME.,

This proposal would also limit total monthly rental payments for these items to
120 percent of the recognized purchase price (rather than 150 percent under current
law). A supplier could receive 10 percent of the recognized purchase price for the
first 8 months of rental and 7.6 percent durlnme following 12 months.

—Reduce oxygen payments by 5 percent. OBRA 1987 established a fee schedule for
oxygen based on 95 percent of the local average amount reimbursed by Medi-
care in 1986. We propose to reduce Medicare payment amounts by an additional
6 percent based on evidence that current Medicare reimbursement for oxygen is
still unreasonably inflated. The HHS Inspector General examined this issue and
found Medicare payment rates for oxygen to be considerably higher than that of
other public and private payers.

—Set fee schedules for enteral products and supplies. Fayment for enteral prod-
ucts is currently consolidated at two Medicare carriers and is the lowest of the
actual, customary, or prevailing charge, the lowest charge level or the inflation-
indexed charge. Market data show that Medicare payment levels are consider-
ably above available market prices. We propose to establish a fee schedule for
enteral nutrients and supplies based on wholesale and retail price information.

o Clinical Laboratory Services (Savings of $60 million in FY 1991) ‘

In OBRA 1989, the Congress limited Medicare payments for clinical laboratory
services to 93 percent of the median fee schedule amounts. In order to improve
equity in Medicare payments for clinical laboratory services, we are proposing to
reduce the limit to 90 percent of the median fee schedule amounts for non-profile
tests and 80 percent of the median for profile and standardized test packages. We
are proposing to provide a fee urpdate only below the limit; fees above the limit
would receive no update in 1991. In addition, we are proposing to require independ-
ent labs to report the price charged to the ordering physician when that same test is
performed for a non-Medicare patient. This information would be used to reduce
carrier fee schedules in subsequent years.

o Competitive Bidding—As a more long term solution to the issue of determinin,
appropriate Medicare payment levels for durable medical equipment and clinica
laboratory services, the Department will b:_'#iving serious consideration to conduct-
ing competitive bidding demonstrations in 1991,

lg;mhvuide Prior Authorization Authority to Carriers (savings of $64 million in

We are proposing to extend to Medicare Part B carriers the authority to require
prior authorization for medical services and/or equipment. Peer Review Organiza-
tions currently have this authority for hospital admissions and certain surgical pro-
cedures; however, carriers currently have no effective mechanism to curb the provi-
sion of services even when there is strong evidence of a history of over-utilization.
Carriers currently have utilization review authority, but they do not have authority
to require prior authorization,

o Extend ESRD Secondary Favor Period (Savings of $30 million in 1991)

For ESRD-eligible beneficiaries who have employer-sponsored health insurance,
we are proposing to extend the period that Medicare is secondary payor beyond the
current 12-month period to 18 months. During these additional 6 months, the em-
ployer plan would pay full primary benefits.
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e Part B Premium

The Part B premium rate was originally designed to cover 60 percent of the cost
of the Part B program. However, legislation in 1972 limited annual increases to the
rate of increase in the Social Security coet-of-living adjustment (COLA). The portion
‘1’5 ﬁrogram costs covered by the premium gradually fell to a low of 24 percent in

Since 1984 the Congress has set the premium at a level designed to finance 25
percent of the costs of the Part B program. This provision has been extended
through 1990, after which the method for setting the premium rate is scheduled to
revert to the method in effect prior to 1984.

The FY 1991 budget contains a proposal to set a floor on the rate increase each
year, beilnning in CY 1991, at the level that would be necessary to finance 25 per-
cent of the program.

Catastrophic Health Insurance (CHI)

Late lastdrear the Congress repealed the Catastrophic Health Insurance portion of
Medicare. CHI, which was enacted in 1988, expanded the hospital and skilled nurs-
ing facility (SNF) benefits in Part A of Medicare and set a maximum on out-of-
pocket expenses in Part B. In addition, it created a new outpatient prescription drug
program in Medicare. The Part A benefits were in effect in CY 1989 and the other
g:rts of the program were due to be phased in over the next two years. CHI was to

financed entirely by a combination of tax-related Supplemental premiums and
monthly flat premiums.

With the repeal of Catastrophic Health Insurance, those few beneficiaries that
paid the susglemental premium in 1989 (by withholding or prepayment) can claim a
refund in 1990. The monthly flat premium was collected during 1989 in anticipation
of Part B benefits and was deposited in the SMI trust fund. No benefita were paid
under the Catastrophic program from the SMI trust fund. Therefore we are propos-
ing that the monthly flat premium revenues now in the SMI trust fund be trans-
ferred to the HI trust fund to offset the costs of CHI hospital and SNF benefits paid
from that trust fund during 1989.

MATERNAL AND CHILD HEALTH

As part of our continuing effort to imbprove the health of mothers and children,
we are proposing an appropriation of $678.6 million in FY 1991 for the Maternal
and Child Health Block Grant program administered by the Health Resources and
Services Administration of the Public Health Service. This represents an increase of
$26 million over the Fiscal Year 1990 appropriation. We are further proposing that
this additional $25 million be used to suipport a special “‘one-stop shopping” grant
initiative targeted at improving the delivery of health care services to pregnant
women and infants. Under this initiative, an estimated 75-100 grants are expected
to be made to states or to community-based organizations that can demonstrate ade-
gualtteh plans to alleviate infant mortality problems and provide better access to

ealth care.

S8OCIAL BECURITY ADMINISTRATION

OASDI Program

The 1891 budget reflects continued improvement in the financial position of the
Federal Old Age, Survivors, and Disability Insurance Trust Funds resulting from
implementation of the Social Security Amendments of 1983. This legislation set in
place the structure for restoring the financial soundness of the trust funds. I want
to acknowledge that Members of this Committee played a major role in shaping the
historic 1983 compromise. In view of the success of this agreement, it makes no
sense to unravel it.

The 1983 agreement on financing Social Security &romised that there will be suf-
ficient funds for benefits today and in the future. Under the 1983 legislation, the
cost of the retirement of the "baby-boom’ generation would be partially borne by
the baby-boomers themselves through the building up of trust fund reserves. The
1991 budget reaffirms that principle. The budget protects the benefits of current
beneficiaries while continuing to build reserves that will help finance future Social
Security benefits well into the next century.

The President's 1991 budget proposes additional protection for future beneficiaries
by setting up a Social Security Integrity and Debt Reduction Fund. The proposal
would essentially require that the Treasury annually outlay into a special fund an
amount equal to the annual- surplus in the Social Security Trust Funds. That fund
would then be used to retire existing debt. The proposal would be phased in by 30

—
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percent in FY 1993 and fully implemented in FY 1994. The proposal would have no
effect on Social Security benefits, income, or Trust Fund balances.

Many proposals have been put forth regarding Social Security in recent days.
Most have been in the context of budget deficits, but some have dealt with other
aspecte of Social Security. All of us charged with responsibility for the Social Securi-
ty programs want to make them work as well as possible, not only for current bene-

iciaries, but also for those of the future. And we can honestly and with good will
disagree about the best way to accomplish our shared goals.

However, there are two issues about which I feel very strongly—Social Security
financing and an independent Social Security Administration. In regard to changing
Social Security financing, we must use caution before we advance proposals that
would retroactively rescind the 1990 Social Security payroll tax increase. I am con-
vinced that the President’s proposal provides a comprehensive solution toward ac-
complishing the dual tasks of protecting the trust funds and retiring a portion of
the national debt. In addition, this Administration has made it clear that we are
willing to consider other proposals which would protect the trust funds.

I remain firmly opposed to separating SSA from the Department of Heaith and
Human Services. The overriding issue is what kind of administrative structure will
help SSA to best serve the public. There is no clear evidence that independence
would improve public service—SSA's service is significantly better today than it was
a few years ago. The organizational upheaval that would result from independence
would divert attention from performance of 8SA’s basic mission, and this would be
wrong from a management standpoint.

Additionally, removal of SSA from HHS would undercut the President’s role as
manager of the Executive Branch and eliminate many economies of a large govern-
ment department. Finally, I know that Congress, including members of this Com-
mittee, has spent years trying to better integrate the various J)rograme under the
HHS umbrella--Social Security, SSI, AFDC, Medicare, Medicaid, etc.—and it would
largely defeat these efforts to remove the biggest of these programs from HHS,

utlays of the Social Security Administration constitute more than 60 rercent of
total spending by HHS. In 1991, OASDI outlays will increase by $15.7 hillion (from
$249.4 billion in FY 1990 to $265.0 billion in 1991). This increase is accounted for
bg three factors. The average number of persons receiving Social Security cash ben-
efits—39.4 million retired or disabled workers and their dependents and the survi-
vors of deceased workers this year—is expected to grow by 649,000 beneficiaries in
FY 1991. In addition, benefit levels will be somewhat hiiqher, due to higher earnings
of newly entitled beneficiaries and the annual cost of living increase, estimated at
39 gercent payable in January 1991,

This increase in outlays will be more than offset by increased income to the
OASDI trust funds. OASDI tax revenues in FY 1991 will reflect the increase in the
annual tax base to $51,300 and the increase of 0.28 percent in the combined employ-
ee-employer Social Security tax rate that took effect this year. Under current law,
Social Security trust fund revenues are expected to exceed expenditures for FY 1991
by more than $80 billion. As of January 1990, the trust funds represented about 76
percent of the year's expenditures and these funds will continue to grow.

OASDI legislative recommendations reflected in the President’s FY 1991 budget
include new proposals as well as several items that were recommended last year but
not enacted. New legislative proposals include the following:

* Extend Social Security coverage to about 3.8 million employees of state or local
governments who are not covered by a State or local retirement program. This pro-
posal, which was recommended by the HHS Inspector General in his September
%3{871 S;'ge{mrt, would raise income to the Social Security trust funds by $2.3 billion in

¢ Permit a child who is adopted by the surviving spouse of a deceased worker to
receive benefits based on that worker's earnings if the child was either living in the
worker’s home or receiving one-half support from the worker at the time the worker
died. This proposal should make it easier for children adopted after the worker’s
death to qualify for Social Security benefits,

* Provide authority for the Internal Revenue Service to withhold income tax re-
funds from former Social Security beneficiaries who have failed to cooperate in re-
%aying their outstanding overpayments. A similar rog:wsal was included in the

* House-passed reconciliation bill (H.R. 3299) last year. We hope it will be enacted this
year,

¢ Limit reimbursement for the travel of claimants’ representatives to the maxi-
mum that would be allowed for travel within the geographical area served by the
office conducting the hearing (or reconsideration proceeding). This proposal is
needed to curb a growing abuse whereby attorneys, many of whom are under con-
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tract to large insurance firms, travel great distances to accompany claimants or
beneficiaries to a local hearing office. Although the fiscal im{mct of this propcsal is
not such that it is separately identified in the budget, we believe it is a significant
initiative. A similar pro was included in th:dpackage of Social Security propos-
als that the Senate Finance Committee forwarded to the Senate Budget Committee

in October 1989, but was not included in the “stripped” reconciliation bill last year.

In addition to these new legislative proposals, several unenacted provisions from
our FY 1990 package, forwarded to the Congress last June and reflected in our FY
1991 budget, deserve special mention:

¢ We continue to support the extension of Social Security coverage to certain em-
gloyees of the District of Columbia—newly hired teachers, judges, policemen and

remen. Newly hired general employees of the D.C. government were covered as of
October 1, 1987.

* The budget again reflects the elimination of the so-called “normalized” tax
transfers to the Social Security trust funds. This provision, enacted in 1983, is no
longer needed and gives rise to siwﬁcant bookkeeping difficulties,

¢ The budget also reflects our 1990 pro 1 for modifying the present law re-

uirements for pre-effectuation review of favorable disability determinations by
tate agencies to enable us to better focus the reviews on decisions that are most
likely to be incorrect.

These last two proposals were included in the package of Social Security proposals
forwarded by the Senate Finance Committee to the Senate Budget Committee in Oc-
tober, 1989, but was not included in the reconciliation bill last year.)

SUPPLEMENTAL SECURITY INCOME (SSI) PROGRAM

Some 4.6 million aged, blind, or disabled persons with low incomes and resources
receive Federal SSI payments and/or federally administered State supplementary
payments. Nationwide, a{)proximately 2 million of these persons receive federally
administered State supplements. The SSI program is the income source of last
resort for aged (66 and older) blind, and disabled persons with low incomes. The pro-
gram provides a national minimum benefit amount for individuals and couples.

tates may choese to supplement the Federal payment and have these supplements
administered by SSA.

The maximum Federal benefit amount, adjusted for the January 1990 COLA, is
$886 per month for an individual and $5679 per month for a couple. We currently
anticipate that this amount will increase to $401 per month for an individual and
$601 per month for a couple when Fayments are adjusted for the estimated 3.9 per-
cent COLA payable in January 1991,

Generally, amounts paid to recipients vary from the standard benefit according to
the amount of other income received (e.g., earnings and Social Security benefits) and
living arrangements of the recipients (e.g., residence in one's own home, the house-
hold of another person, or in n nursing home which meets Medicaid standards)

Benefit payments in the 1991 budget reflect an estimated increase of $1.843 bil-
lion over 1990. The 1990 appropriation included 11 monthly benefit payments, com-
pared to 12 monthly gzyments in FY 1991. Since October 1, 1989 fell on a Sunday,
the Payment for October was on Sertember 29 and counted against FY 1989—thus
the “11 month year” for FY 1990. I would like to bring to your attention a major
initiative that the Social Security Administration is undertaking in the SSI pro-
gram. We have launched a major outreach initiative to ensure that all persons who
may be eligible for these benefits, including the homeless, are aware of them and
have the opportunity to apply. We are also continuing to pursue initiatives designed
to strengthen ihe potential for disabled persons to work and become self suspporting.

The 1991 budget includes a lggislative proposal that would charge States for

1 State supplementary payments.

Federa! administrative services for

FAMILY SUPPORT ADMINISTRATION

With the enactment of the Family Support Act of 1988, the Administration and
Congress took an important step forward in assisting low-income families become
financially independent. The Job Opportunities and Basic Skills Training (JOBS)

rogram 18 the cornerstone of the Family Support Act of 1988, legislation that the
(E,‘ommittee on Finance began crafting in early 1987. The objective of JOBS is to en-
courage and assist AFDC recipients to acquire the skills and self-confidence they
need to become sgelf-supporting. 'I‘hrousl; the JOBS program, 27 states are providing
recipients of Aid to Families with Dependent Children, especially young single
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mothers, with enhanced opportunities to participate in education, job training, and
work activities. All states are required to implement JOBS by October 1, 1990. -

For the Job Opportunities and Basic Skills Training program, the budget provides
one billion dollars.-This is the maximum amount authorized by law and represents
an increase of more than half a billion dollars over the amount we estimate will be
spent this year. We also estimate that $489 million in Federal matching funds will
be provided for child care services under the Act. This is more than double the
amount estimated for 1990 and 28 times the level of child care spending for partici-
pants in AFDC work programs in 1989.

I am optimistic about the potential of the JOBS program because it gives States
several new tools to help recipients become self-supporting. The Family Support Act
allows states to pay for child care costs and other work-related expenses for AFDC
recipients who are dparticipating in JOBS activities. In addition, recipients who leave
the welfare rolls due to work may receive transitional child care assistance and
Medicaid beginning April 1, 1990. Finally, this Department has develo a close
working relationship with the Department of Labor, the Department of Education
and the Department of the Interior to ensure that our efforts are coordinated, We
are encouraging the same type of coordination at the state and local levels to avoid
duKlication and to maximize the use of all available resources.

nother key focus of the Family Support Act is strengthening of the Child Sup-
port Enforcement program. We continue to make good progress in the program as a
result of these provisions. Collections on behalf of all families are projected to be
$6.8 billion in 1991, a 29 percent increase over FY 1989 and a 48 percent in-
crease over FY 1988, These figures reflect agyressive implementation b}‘; the states
of several key provisions of this Act—primarily immediate wage withholding and
the establishment of mandatory support guidelines, as well as the impact of recently
promulgated Federal standards for program operations.

Even though we have seen great increases 1n support collections, some states still
are performing poorly and parents are being allowed to shirk their financial respon-
sibilities—often at the expense of the taxpayers. In order to move the Child Support
Enforcement program forward at a more rapid pace, we are proposing three legisla-
tive changes. These legislative proposals are expected to produce net savings of $10
million in FY 1991, and $160 million over five years (1991-1996). Increased family
income from these proposals would decrease benefit costs under other Federal pro-
grams by $50 taillion in FY 1991 and $330 million over five years.

® Child Support Enforcement Cost Recovery

First, we are proposing that non-poor families who benefit from child support
services help taxpayers pay for the services. States would be required to recover a
portion of these costs from both absent and custodial parents based on their respec-
tive ability to pay but only after current support obligations are satisfied. Addition-
ally, the current $25 application fee ceiling would be replaced with an income-tested
sliding scale fee for non-AFDC individuals. No fees or costa would-be charged to in-
dividuals with income below 150 percent of the poverty line.

¢ Child Support Services for Additional Recipients of Federal Assistance

Second, we are proposing legislation that would require recipients of assistance in
other Federal programs, such as Food Stamps, to cooperate in the establishment of
paternity and child support enforcement as a condition of continued receipt of Fed-
eral Assistance. The Food Stamp program would be the first program to incorporate
this additional requirement with savings for the Department of Agriculture project-
ed at $560 million in FY 91.

¢ Increase Efficiency in States’ Child Support Enforcement Programs

Finally, we are proposing to limit the amount of Federal funding for administra-
tive costs for those states that are inadequately pursuing support on behalf of fami-
lies on welfare. The current financial structure, including incentive paéments, has
been deficient in altering the behavior of states that perfurm poorly. Capping the

~Federal match for administrative costs will stimulate these states to increase collec-
tions and to be more efficient.

The proposed legislation would cap the amount of Federal funds available to
States for administrative expenses of their support enforcement programs at 100
percent of their support collections on behalf of AFDC families. From FY 1992
through FY 1999 for States that are ineffective, this cap would be progressively low-
ered to 66 percent of the level of their AFDC collections. Currently, State's CSE ad-
ministrative costs are matched on an open-ended basis.
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A new program is being proposed this year to be administered by Family Support

Administration. We will ge seeking an amendment to the Social gecurity Act fgg a

new broad-based cash assistance pro%ram to Puerto Rico—called the Fiscal Assist-

ance to Puerto Rico program. This $825 million program will be designed to give the

gommonwealth broad flexibility in meeting the needs of its it low-income popula-
on.

HUMAN DEVELOPMENT SERVICES

In child welfare services and foster care, the Administration’s priorities are clear.
We want to prevent unnecessary placement of children outside their families, reuni-
fy children with their families, or when that is not possible, find permanent, loving
homes for children throuih adoption.

Our Xroposals reflect these priorities. First, contingent upon enactment of foster
care administrative cost reforms, we are requesting $300 million for Title IV-B
Child Welfare Services, including a transfer of $47 million from Title IV-E foster
care. This 19 percent increase will provide relief to Child Welfare systems, strained
By large numbers of dysfunctional families entering the system, especially those af-

icted with substance abuse related problems. These additional funds will provide
services to foster and adoptive children, as well as those at risk of being removed
from their homes. This increase in funding reaffirms our commitment to preven-
tion, reunification and adoption efforts.

In conjunction with this increase, we are proposing to limit the rate of growth of
administrative costs of the Title IV~E Foster Care program to no more than 10 per-
cent per state per year. Between 1981 and 1991, the administrative costs under the
Foster Care program will have increased a staf)gering 2800 percent, from $30 mil-
lion in 1981 to a egrojecbed $882 million in 1991. During the same period, the number
of children served increased only 99 percent, and the maintenance payments to sup-

rt these children increased about 233 percent. Unless we take some action, admin-

trative costs will continue to grow at an unacceptable rate. This proposal will
leave maintenance payments to children, as well as training funds for foster care
parents and case workers, as entitlements.

In addition, we are requesting $644 million to reimburse states for their prior
year claims under the Foster Care g;ggram, and we are requesting $38 million in
additional monies to fully fund the Social Services Block Grant program. These re-
quests complement our ongoing efforts to emphasize the prevention and reunifica-
tion services that help to keep families together.

Head Start

Mr. Chairman, although the Finance Committee does not have jurisdiction over
the Head Start program, I would like to make a few comments about it. A major
expansion of the Head Start program is included in the President’s 1961 Budget.
Making the Head Start experience available to all eligible children four years old
and their families is the foundation for fulfilling President Bush's commitment to
ive all children an equal start in life. The largest spending increase-—~a 36 percent
ncrease—in the history of the program will allow up to an additional 180,000 chil-
dren to enroll in Head Start. B{ participating in the comprehensive Head Start pro-
gram, these disadvantaged children will receive the extra help they need to start
school ready to learn. President Bush's 1990 Budget, his first budget, began the
grocess for Head Start expansion, calling for an increase of 95,000 additional chil-
ren, Congress was unable to provide for this full request; however, the President’s
commitment to expansion of the Head Start program remains strong in the 1991
budget request of $1.9 billion.

PREPARED STATEMENT OF RoBERT T. VAN Hoox

Mr. Chairman and Members of the Senate Finance Committee, my name is
Robert T. Van Hook and I am the executive director of the National Rural Health
Association (NRHA). I am very pleased to be here today on behalf of the NRHA's
diverse national membership.

Last year, Congress included several provisions in the 1989 Reconciliation Act to
improve the delivery of health care services to rural Americans, including: (a) a sig-
nilln)cant increase in the rural hospital update; (b) physician Fayment reform; (c) ex-
pansion of the Ruril Health Clinics Act; (d) improvements in Medicare reimburse-
ment for sole community hospitals; and (e) the establishment of the Essential Access
Community Hospitals and Rural f’rimary Care Hospital Programs. Several of the
provisions that I just mentioned were originally included in legislation that was in-
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troduced by Senators Bentsen and Dole in early 1989 and other iparta were spurred
lé)‘; initiatives introduced by other committee members. The entire Senate Finance

mmittee was instrumental in seeing that these initiatives were enacted, and the
committee has traditionally been a very good friend to rural health. On behalf of
rural America, thank you

Although significant progress has been made in improving the pro%;ams effecting
the delivery of rural health care services, more remains to be done. First and moet
importantly, NRHA opposes significant budget reductions in the Medicare program.
Medicare cutbacks would be especially harmful to rural and inner-city hospitals,
physicians and ultimately, their patients. The Administration proposes a $56.6 g’illion
reduction in the Medicare program; $3.4 billion would come from Part A payments
to hospitals and $2.2 billion would come from Part B. Other Medicare reductions
that are proposed in the President's budget include:

(a) a 4.1 percent update for all hospitals with no distinction made between
urban and rural. If this update factor is adopted by Congress, the update will
fall well below the inflation rate;

(b) a 10 percent cut in outpatient services; and -~

(¢) a 16 percent reduction in hospital capital payments.

NRHA strongly opposes these three proposals for the following reasons:

(a) Update: The hospital update must at least keep pace with inflation, otherwise
it becomes a cut in payments. Clearly, rural hospitals, a majority of which are al-
ready losing money on Medicare, cannot afford further Medicare cuts. Last year,
Congress passed legislation requiring the Secretary of Health and Human Services
to develop a plan for eliminating the urban/rural differential in Medicare hospital
anments and that plan will be fully implemented by 1995, However, many rural

ospitals cannot wail until 1995 for implementation. NRHA believes that Congress
should fully eliminate the remaining 7-8 gercent urban/rural differential in stand-
ardized Medicare hospital payments in FY 91 as called for in Senator Packwood's
recently introduced legislation. We urge an immediate elimination of the differen-
tial because, according to a recent study Kerformed for NRHA by Lewin Associates,
the cost to raise the rural rate up to the small urban rate is only $353 million.
NRHA would og%ose adjusting standardized rates based on current costs, because
chronically low PPS payment rates tend to depress costs over time. The adage, “You
can’t spend what you don't have” holds true.

Generally speaking, the Prospective Payment System (PPS) does not work well as
a payment methodology for the smallest rural hospitals because they do not have
the large numbers of cases that are essential for the DRG—based system to properl
function. While we have serious concerns about cost-based reimbursement method-
ologies, NRHA recommends that Congress consider cost-based reimburgement for all
rural hospitals under 50 beds. In its second annual report to the Secretary of HHS,
the National Advisory Committee stated that hospitals under 50 beds have shown to
be the most financially vulnerable under PPS. The report further stated that since
these hospitais tend to be low cost providers, the impact on the Medicare budget
would be minimal.

(b) Outpatient payments: Hospital outpatient charges are a higher percentage of
total charges for rural hospitals than for urbans, Studies indicate that rural hospital
outpatient services account for 360 percent of all rural hospital charges compared to
18-22 percent for urban institutions. Additionally, outpatient reimbursement is es-
sential for maintaining access to rural emergency care and other essential services.
Recent reductions in Medicare payments, such as for outpatient surgery and labora-
tory services, have had a disproportionately negative impact on rural hospitals, and
the additional 10 percent cut proposed in the President’s budget could have a disas-
trous impact on access to rural health care services. NRHA urges Congress to pay
rural hosritals for outpatient services on a reasonable cost basis and to resist any
additional reductions in payments for outpatient services.

(c) Hospital capital: Many rural hospitals were constructed during the 1950s and
19608 under the Hill-Burton Program and are in need of renovation. Additionally,
without access to capital, rural hospitals may slip in their ability to acquire the
technology that modern medicine demands. Medicare pays for approximately 50 per-
cent of patient care in rural hospitals and therefore, accounts for a large percentage
of their caﬁital expenses, Capital payments for moet rural hospitals is pegged at 86
percent of historical costs. NRHA encourages Congress to increase the percentage of
capital cost pass-through for rural hospitals rather than reducing capital payments.

ere are additional policy issues that the National Rural Health Association
urges the committee to consider including the following:
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¢ Area Wage Index: Although J);:gress has been made regarding the urban/rural
differential in Medicare standardi eed};ayments, there is another component of the
Medicare payment equation that n to be examined—the area wage index. The
area wage index is a considerably larger source of inequity than the standardized
DRG payments. NRHA is exploring the National Advisory Committee on Rural
Health’s recommendation that the Congress should enact legislation that would re-
auire the Secretary to implement a refined area wage adjustment that better re-

ects actual variations in wages for &'ofessional and nonprofessional employees. It
is my understanding that in tember, HCFA will issue refinements for calculat-
inﬁ the area wage index. NRHA looks forward to working with this committee,
PROPAC, and AHA in devising an area wage index that will be equitable for both
urban and rural areas.

¢ Senator Packwood’s Rural Health Improvement Act of 1990 (S. 2214) and Sena-
tor Pryor’s initiative last year focus on an interesting concept; tax credits for cer-
tain primary care providers. Senator Packwood would extend this tax credit to any
provider (which is defined as a physician, ph?'sician assistant, or nurse practitioner)
providing primary health services in a rural area for a period of 5 years. His bill
would also exempt National Health Service Corps loan regaYmente from gross
income. NRHA supports this provision of Senator Packwood’s bill, as well as several
other relevant provisions which I will mention later in this testimony.

e Nurse practitioners are imgortant to the delivery of health care services in
rural areas. They are licensed by states to perform medical services that are not
performed by traditional nurses. Nurse practitioners are able to provide approxi-
mately 80 percent of the services usually provided by primary care physicians. Most
states require nurse practitioners to work in collaboration with a physician. For this
reason, NRHA supports direct Medicare reimbursement for nurse practitioners.
Senator Packwood has included this provision in his proposal and Senator Daschle
introduced a bill regarding this concept last year.

¢ NRHA also supports the establishment of a national uniform fee schedule for
Certified Registered Nurse Anesthetists at the annually-adjusted rate of $14 for
services under the medical direction of a physician and $21 for services that are not
Lnedlici‘alb};il directed. This is also included in Senator Packwood’s omnibus rural

ea 11l

* NRHA was very pleased with the critical role that committee members, includ-
ing Chairman Bentsen and Senators Rockefeller, Durenberger and Mitchell played
in passing physician ﬂpayment reform last year. We are hopeful that this reform will
have the intended effects of adequately rewarding doctors for providing high quality
rrimary care services regardless of specialty or geographical location. NRHA would
ike to see the 6 year implementation process speeded up to two or three years.

¢ Senator Packwood’s bill includes a provision to remove the restriction on pay-
ment for physician assistant (PA) services to allow a physician assistant to provide
services in a rural area regardless whether the area has received a health manpow-
er shortage area (HMSA) designation. This will appropriately expand incentives for
PAs to g;actice in rural areas.

¢ NRHA is also supportive of the provision in Senator Packwood’s bill that calls
for a review of hospital regulations affecting rural hospitals. This is a process that is
critically needed at this time. Since the advent of PPS, many regulations have been
put into effect without careful consideration of the consequences to rural hospitals.
Also, the changing rural health care environment is requiring hospitals to make ad-
aptations that were not relevant when the regulations were adopted. The state of

alifornia has recently gone through a similar regulatory review process with very
positive results.

There are two additional provisions in Senator Packwood’s proposal that this com-
mittee does not have jurisdiction over, but which are extremelzy important to rural
health care delive& including the increased funding (to $25 million) for Area
Health Education Centers and authorization of $26 million for preventive health
grants to county health departments.

Also, as you know, an adequate supg}y of health professionals is needed for prac-
tice in rural and underserved areas. You can have doctors without hospitals, but

ou can't very well have hospitals without doctors. We must have a revital Na-
{ional Health Service Corps to help us meet the critical needs of rural America.
Senator Packwood has made this a major focus of his bill and Senator Daschle intro-
duced a proposal regarding the National Health Service Corps.

The National Rural Health Association truly appreciates the work of this commit.
tee in addressing the difficult issues facing rural health care. However further
action is needed so that rural Americans, which comprise 25 percent of the popula-
tion, will continue to have access to high quality health services which are an essen-
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tial part of their economies and their quality of life. You have proven in the past
that you share this goal. I look forward to working with all of you toward this end.

PREPARED STATEMENT OF BRUCE VLADECK

Good morning Mr. Chairman. My name is Bruce Vladeck and I am a member of
the Prospective Payment Assessment Commission and the Chairman of its Subcom-
mittee on Hospital Productivity and Cost-Effectiveness. I am pleased and honored to
represent the Commission here today to discuss our recommendations. I am also
pleasd to be accompanied today by Donald A. Young, M.D., the Commission’s Exec-
utive Director. -

The Commission’s most recent recommendations are contained in our sixth
annual report to the Secretary of Health and Human Services, which was delivered
to the Congress and to the Secretary earlier this month. Dr. Young or I would be
happy to answer any question about any aspect of the report, as well as about our
statement today. My testimony today briefly higl::lilght our Report, beginning with
some background on'the financial status of hospitals under PPS, and then describ-
ing our principal recommendations for fiscel year 1991.

BACKGROUND

Mr. Chairman, Medicare's prospective payment syatem (PPS) has been in place
now for six years. As you know, PPS was intended to control expenditures by gving
hospitals financial incentives to improve efficiency and productivity in the delivery
of services to Medicare beneficiaries. And indeed, since the inception of PPS, the
rate of increase in the Medicare program’s expenditures for inpatient hospital serv-
ices has moderated. Much of this decline in spendinf has resulted from decreases in
hospital admissions. Still, after adjustilr)xg for inflation, Medicare payments per ad-
mission have risen more slowly since PPS than before.

At the same time, while hospitals did well financially in the early years of PPS,
the more recent experience has been less favorable as a result of the relationship
between continued large increases in hospitals’ costs and constrained Medicare pay-

ments,

In the first year of PPS, perhaps because.hospitals anticipated a reduction in rev-
enues, costs per case increased less rapidly than in prior years. Since then, however,
the rate of increase in costs per case has returned to previous levels. (EXHIBIT 1
shows these cumulative cost and payment trends graphically.)

The Commission is concerned that hospitals have not continued to control their
costs as well as they did in the first year of PPS. One possible reason is that the
high margins in the first few years of PPS reduced hospitals' incentives for contain-
ing costs. It may also be that hospitals have not significantly influenced their physi-
cians’ tendency to use more services, and have instead tried to maintain their finan.
cial ition by expanding services that generate additional revenue. A possible
complicating factor is the large decline in hospital admissions. As admissions de-
crease, f;x costs must be distributed across fewer cases, thereby increasing per-
case costs.

On the revenue side, it's also important to recognize that hospital payments in-
crease both because of annual updates and because of changes in reported case mix
across DRGs. As you know, payments automatically increase as the reported mix of
patients across DRGs becomes more complex. Since PPS began, the reported case
mix has increased dramatically, thereby contributing to the increase in payments.
Thus, over the first five years of PPS, payments per case increased about four times
faster than the annual update factor.

In the first two years of PPS, payments to urban hospitals increased at a higher
rate than payments to rural hospitals, due to faster growth in reported case mix in
urban hospitals. Since then, however, that pattern has been reversed. As a result of
the higher updates that the Congress enacted for rural hospitals, as well as other
statutory changes, payments to rural hospitals have increaseé at a greater rate than
payments to urban hospitals. (EXHIBIT 2 shows changes in payments and costs for
urban and rural hospitals.)

While PPS was never intended to directly match payments with costs, there is
much to be learned from the Commission’s monitoring of hospitals’ financial condi-
tion under PPS. As an indication of financial condition, we typically look at hospital
PPS oﬁratilr)ng margins—PPS8 operating revenues in excess of Medicare operatinﬁ
costs. The PPS margin figures we use, it should be noted, exclude both revenues an
costs associated with capital and direct medical education, as well as all costs and
revenues from non-Medicare patients.
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In the early years of PPS, hospitals exﬁerienced large PPS margins, because PPS
payments were so far in excess of costs. More recently, however, PPS margins have
declined. Our latest estimates suggest that average PPS margins fell to zero or
below in 1989 and have decre even further this year. This is because, again,
anments have been rising slightly above the rate of inflation, yet costs per case
ave increased at twice the rate of inflation. Even last year, when PPS payments
increased more than 2 percentage points above inflation, margins continued to fall.
They will continue to fall unless per-case costs are reduced or Medicare provides
substantial additional payments. (EXHIBIT 8 shows PPS operating margins.)

In order to discharge the Commission’s responsibilities concerning access to care
for Medicare beneficiaries, we also examine hospitals’ total margins. The relation-
ship between PPS and total margins has changed substantially since the beginning
of PPS. In the first three years of PPS, total margins were roughly half the level of
PPS operating margins. In the fourth year, total margins were still below the PPS
ogeratmg margins, averaging roughly 4 percent. In the fifth year of PPS, and for
the first time since PPS began, total margins were higher than the average PPS
operating margins. In other words, in the first four years of PPS, net Medicare pay-
ments contributed substantial% to the financial overall well-being of hospitals. That
is no longer the case. (EXHIBIT 3 shows total margins.)

We have also comgared margins across hospitals of different types. For each year
of PPS, average PPS margins have been lower for rural hospitals than for urban
hosé)itals, although the absolute difference has been narrowing. In the fifth year of
PPS, rural hospitals had average PPS margins of minus 3.3 percent while urban
hospitals had average PPS margins of 2.7 percent. (EXHIBIT 4 shows urban and
rural PPS margins for the fifth year of PPS.) This difference is not found when you
examine hospitals' total margins in the fifth year of PPS. Rural hospitals had aver-
age total margins of 3.5 percent and urban hospitals had average total margins of
3.4 percent. In addition, 1n all years of PPS, rural hospitals’ average total margins
have been positive.

The Commission is very concerned by the considerable variability in margins
acrogs hospitals, Data from the fourth year of PPS indicate that almost half of the
hospitals incurred losses under PPS, while more than 10 percent had positive mar-
gins in excess of 18 percent. We believe that this wide variability of hospital finan-
cial performance suggests there are significant areas in which further improvement
in the 