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TAX TREATMENT OF ORGANIZATIONS
PROVIDING HEALTH CARE SERVICES, AND

EXCISE TAXES GN TOBACCO, GUNS AND
AMMUNr JON

THURSDAY, APRIL 28, 1994

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The meeting was convened, pursuant to notice, at 2:05 p.m. in

room SD-215, Dirksen Senate Office Building, Hon. Daniel Patrick
Moynihan (chairman of the committee) presiding.

Also present: Senators Baucus, Bradley, Rockefeller, Daschle,
Conrad, Packwood, Dole, Danforth, Chafee, Durenberger, and
Grassley.

[The press release announcing the hearing follows:]
[Press Release No. H-28, April 22, 1994]

FINANCE COMMIE SETS HEARING ON EXCISE TAXES ON TOBACCO, GuNs, AND
AMMUNITION

WASHINGTON, (C.--Senator Daniel Patrick Moynihan (D-NY), Chairman of the
Senate Committee on Finance, announced today that the Committee will continue
its examination of health care issues with a hearing on excise taxes on tobacco prod-
ucts, firearms, and ammunition, and on the tax treatment of organizations providing
health care services.

The hearing will begin at 10:00 AM. on Thursday, April 28, 1994 in room SD-
215 of the Dirksen Senate Office Building.

"Most of the major health care reform proposals before Congress contain signifi-
cant increases in taxes on tobacco," Senator Moynihan said in announcing the hear-
ing. "In addition, many Senators, including myself, have expressed a strong desire
to see increased taxes on firearms and ammunition to help fund health care reform.
Along with these issues, the Committee will also examine the tax treatment of hos-
pitals and other organizations providing health care services, including the current
community benefits standard' necessary for tax-exempt status."

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK CHAIRMAN, COMMITTEE
ON FINANCE
The CHIMmAN. A very good afternoon to our distinguished panel-

ists and our welcome guests. The Committee on Finance continues
the health care reform hearings that we have held from the begin-
ning of this year.

Today we are going to discuss two subjects. The first, is the tax
treatment of non-profit medical institutions, in the main, hospitals;
and then we will discuss some other revenue measures, including
the administration's proposal to increase excise taxes on cigarettes
and tobacco products and proposals from our own Finance Commit-



tee to increase excise taxes on guns and ammunition. So, shall we
get under way?

Monsignor, we welcome you, sir. Monsignor Charles Fahey, who
is the director of the Third Age Center, Fordham University, is
speaking on behalf of the Catholic Health Association; Dr. Hyman
is from the University of Maryland Law School, effective July 1,
1994; Mary Nell Lehnhard, on behalf of Blue Cross and Blue
Shield; John Martinez, who is executive director of the New York
State Medical Care Facilities Finance Agency; and Jerry Phelan,
who is consultant and former general counsel to the Kaiser Foun-
dation Health Plan. We welcome you all. Your statements will be
placed in the record as if read, and proceed as you like in accord-
ance with the order of witnesses.

Senator Packwood, do you have a statement?

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

Senator PACKWOOD. I have just a very brief statement, Mr.
Chairman.

Most of us do not like taxes just for the sake of taxes, and have
no desire to impose them Just for the fun of imposing them. They
are not any fun.

Second, most of us, I think, would like, if we are going to tax,
to tax similar entities similarly. But then you come to the question
of non-profit, historically charitable hospitals, or non-profit HMO's.
And in Oregon we are well familiar with HMO's, and certainly we
are familiar with non-profit hospitals and charitable.

But Kaiser has been an immense presence, I would assume, Mr.
Phelan, since World War II when the Kaiser shipyards were there
and it has grown from that until it is one of the largest coverers
of health in the State of Oregon; probably the largest.

I want to treat everybody fairly. I understand how now Blue
Cross and Blue Shield is taxed because of what we did in 1986 and
the slight difference between the way we tax them and we tax
other insurance companies, and I understand Blue Cross' argument
About those that they compete with that look more like insurance
companies than they look like health providers.

But I just want to say at the outset that I have no desire to do
any more damage to charitable hospitals and non-profit HMO's and
others than we have done in the past. They provide a community
service beyond belief, and there reaches a point where they cannot

ass their costs on. We can succeed in driving them out of business,
suppose, if we are not careful. I hope, Mr. Chairman, we will be

very careful.
The CHAIRMAN. And I am sure, with that injunction, we 'will be.

There is nothing so distinctively American as the great hospitals
which have grown up in our society. Tokeville would say, see, I told
you so; this is the way they handle their affairs.

And, in our city of New York, Monsignor, as you know, Columbia
Presbyterian was chartered by George, II, and New York Hospital
by George, III, and Fordham came along shortly thereafter. So,
whatever we do, we are not going to touch that arrangement.

Senator Chafee?



Senator CHAFEE. Thank you, Mr. Chairman. I do not have a
statement. I look forward to the witnesses.

The CHAIRMAN. Well, good afternoon again. Monsignor.

STATEMENT OF MONSIGNOR CHARLES J. FAHI.y, DIRECTOR,
THIRD AGE CENTER, FORDHAM UNIVERSITY, ) YORK, NY,
ON BEHALF OF THE CATHOLIC HEALTH A B.LTION OF
THE UNITED STATES -
Monsignor FAHEY. My name is Charles Fahey, and I tea-eht

Fordham University. I used to be President of the National Con--
ference of Catholic Charities, so I am well-rooted in the not-for-
profit field. Today I am speaking on behalf of the Catholic Health K
Association.

We have three points that I would like to make. First, CHA
strongly supports President Clinton's goal of extending universal
health coverage to all Americans. We mean coverage, not universal
access to insurance. We want to make sure people get the service.
That is very important.

Second, we want to alert the committee that tha. not-for-profit
mission in health care is being seriously threatened by the increas-
ing commercial environment in which we find ourselves operating;
a real commodification of health care, if you will.

The CHAIRMAN. Commodification of health care?
Monsignor FAHEY. Oh, yes. That's exactly what is happening.
The CHAIRMAN. Very good. Very good.
Monsignor FAHEY. From a service to a commodity, and very dan-

gerous, I think, for the public well-being.
Third, community benefit standards, such as those in the Presi-

dent's legislation, are an important first step to better focus non-
profit providers on the communities they were established to serve.
And, undoubtedly, part of our problem is some not-for-profits that
lost their mission.

My first point in regard to universal access is that it does not
mean universal coverage. Obviously, as health care wends its way
through the Congress, the question of what is in the basic benefit
is likely to erode to some extent. Not all persons will have insur-
ance coverage for all needed services.

In cities like New York we are going to have hundreds of thou-
sands of undocumented aliens with no insurance coverage. People
in my neighborhood in the South Bronx just are not the informed
consumer; they are going to need outreach and p6iple that will
work with them.

Health care itself is not really treating an arm or a leg, but, rath-
er, we're dealing with families and neighborhoods that often are
the cause of the ill health, as well as the people who will be re-
turned to them.

So, there has to be creativity in delivering healtteare services.
It is not just a simple, technical intervention in a person's life. So
we see the absolute necessity of having the flexibility, not just
funds for a particular treatment, but, rather, being able to deal
with the person, the family, the neighborhood. Not profit, taxable
exempt organizations have that creativity and flexibility. Indeed, I
think one of the weaknesses-I was part of the Clinton Health
Care Work Group on Ethics.



The CHAIRMAN. You can reveal that now?
Monsignor FAHEY. Yes, I can reveal it now. To some extent, there

was not sufficient attention paid to the question of the delivery sys-
tem in the work group. Those delivery systems are vitally impor-
tant and should have responsibility for the health of populations,
not just the health of individuals. The distinction, I think, is vitally
important.Seond, the not-for-profit tradition is threatened because, the

basic technique is being chosen for health reform is competition.
There will be an extraordinarily strong dynamic at work, if you
will. How do you take the relatively scarce health care dollars and
allocate them to investors, keep the institutions going, and be an
accountable health care plan or integrated delivery network?

Third, of course, is how do we get health care to individuals?
That is going to set up an internal dynamic as we try to shrink the
system that is going to be very difficult.

And, indeed, the point of our testimony here is that in the new
kind of health delivery systems, at least some of these plans have
a social mission and ought to be accorded the benefits of tax ex-
emption so that they will be able to be of service to a community
and to the health of populations.

Fourth, we think that the enforcement of prohibitions against
private gain for insiders through intermediate sanctions, as pro-
posed by Treasury, is a good idea. Also, we recommend granting
tax exemptions for non-for-profit health care plans that meet the
same enhanced community benefit standards as do individual pro-
viders.

Fifth, we feel that all tax-exempt health care providers ought to
be required meet an explicit standard in regard to a community
benefit.

Th Catholic Health Association supports the community benefit
standard in the President's legislative proposal. We have found
that the standards for assessing community need and planning for
community service help to focus our institutions on their commu-
nity service tradition.

You may be aware that CHA has developed a social accountabil-
ity budget that roughly 80 percent of our members now utilize. It
was first used for public accountability, now is used ante factum
to show how we use our resources in service of the community. I
think this is a very valuable kind of thing that we ought to look
at very carefully.

The CHiA~iAN. Monsignor, we have been putting together a lexi-
con of new terms as we go through here. What was that you said?

Monsignor FAHEY. Social accountability budget. Social account-
ability budget.

The CHAIRMAN. And the ante factum?
Monsignor FAHEY. Pardon?
The CHAIRMAN. Did you not use a Latin phrase there?
Monsignor FAHEY. No. It may have been my background slipped

out, you know. Just those people I live with, and so on.
So we think that establishing statutory language is good, but the

details should be left to regulation. We are not at all sure that hav-
ing an actual number used to show what community benefit is
would be useful.



We think there needs to be more flexibility especially for hard
pressed hospitals. In New York State, for example, where hospitals
are all existing on fumes at this moment there is not much of a
bottom line because of the way we have crunched the system.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much, indeed. That was a very

important statement. The Treasury has not actually brought us in-
termediate sanctions language, have they? I do not think so. You
are ahead of the curve in this regard.

Monsignor FAHEY. Yes. We think that we ought to be respon-
sible. Right now I think Treasury is hamstrung to some extent.
They have an atom bomb; take away tax exemption. What is need-
ed is some intermediary things particularly aimed at those persons
who would inappropriately benefit from the health care system
services. That is foreign to our whole history and tradition of phi-
lanthropy.

The CHAmRMAN. Itideed. Thank you very much. We will get back
to that.

[The prepared statement of Monsignor Fahey appears in the ap-
pendix.]

The CHAIRMAN. The once and future chairman, Mr. Packwood,
says today is "Bring Your Daughter to Work Day." We have some
daughters here. Mark's daughter, Sharell. I met Mark's daughter.
Where is Sharell? And Julie James, whose daughter, Elizabeth, is
in the audience. Where is Julie James? Hello. And here is Sharell.
Say hello to Julie.

Ms. Kayle. Hello.
The CHAIRMAN. Thank you for coming. If we could keep all our

testimony as succinct, we would do very well. [Laughter.]
The CHAIRMAN. Dr. Hyman, good afternoon, sir.

STATEMENT OF DAVID HYMAN, M.D., J.D., MAYER, BROWN &
PLATT, CHICAGO, IL, ASSOCIATE PROFESSOR, UNIVERSITY
OF MARYLAND LAW SCHOOL (EFFECTIVE JULY 1, 1994)

Dr. HYMAN. Mr. Chairman and members of the committee, my
name is David Hyman. I am going to be an Associate Professor at
the University of Maryland Law School starting this fall. I would
like to make a number of points about tax exemption for various
entities in the health care industry.

First off, the dollars at stake in providing for tax exemption are
significant, although they are dwarfed by the magnitude of other
tax preference issues relating to health care. Estimates of the value
of tax-exempt status for hospitals range considerably, but some-
where between $6-10 billion seems to be a consensus number.

Only about half of this amount comes directly from the Federal
FISC, but since most State and local jurisdictions take the Federal
standard as their touchstone for exemption, the Federal standard
has a broad sweep.

Second, since taxation is the rule, one needs to ask why we ex-
empt anyone from sharing that burden. The analytical justification
for tax exemption is usually made in terms of market failure. Mar-
ket failure means that the market is not viewed as a sufficient sup-
plier of the quantity or quality of some needed good or service.



Market failures result in clients seeking an entity they trust not
to exploit them, that is, non-profit providers. Non-profit providers
are viewed as more trustworthy than for-profit providers because
of the non-profit's public purpose and the limitations on private
benefit. As the Talmud put it, "we presume none sins unless he
stands to profit by it."

Health care is usually viewed as one of the best examples of mar-
ket failure.

The CHIRMAN. Now, I am going to have to ask you to go by that
Talmudic reference once more. The Talmud says?

Dr. HYMAN. "We presume none sins unless he stands to profit by
it."

The CHIRMAN. That seems to me a very shallow judgment about
human behavior, but we will leave that. [Laughter.]

Dr. HYMAN. Health care is usually viewed as one of the best ex-
amples of market failure, since there are a host of informational
asymmetries, few repeat players, involuntary participation with a
certain randomness in where services are provided, great uncer-
tainty about the quality of services actually provided, and stagger-
ingly high costs associated with bad decisions.

In order to encourage the non-profit sector, our tax system pro-
vides an undifferentiated exemption from tax. This preference con-
stitutes a subsidy whose precise value depends on the tax situation
and profitability of the particular entity that receives it.

To qualify for an exemption, a hospital must have an anti-
inurement provision to limit private benefit, and promote the
health of a class of persons broad enough to benefit the community,
commonly known as the Community Benefit Standard.

The scope of community benefit has never been articulated clear-
ly. As such, it is difficult to be precise about what it is that hospital
tax exemption is buying the Federal FISC, particularly in light of
the growing penetration of for-profit hospitals in certain regions,
many of which-by no means all-look similar in their operations
to non-profit, tax-exempt hospitals down the street.

The Health Security Act, as drafted, eliminates the need for
charity care by providing for universal coverage. Accordingly, char-
ity care would no longer be available as a justification for exemp-
tion.

The CHAIRMAN. Universal coverage for legal immigrants.
Dr. HYMAN. Exactly.
The CHAIRMAN. And resident citizens.
Dr. HYMAN. Well, Senator, if you are doing to draft a health care

plan that provides for coverage for certain people, do you want to
use the Tax Code to indirectly subsidize health care for other peo-
ple?

The CHAIRMAN. Go ahead, Doctor. You are both Dr. Hyman and
Professor Hyman. I should note that. A J.D. and an M.D.

Dr. HYMAN. Thank you.
The Health Security Act continues the Community Benefit

Standard and adds the requirement that the hospital annually sur-
vey the health needs of the community and formulate a plan for
meeting those needs, although I note there is no requirement that
the hospital actually institute that plan.



Ultimately, there is little in the way of theoretical, intellectual,
or financial reasoning to maintain the current structure of hospital
tax exemption, which provides for an undifferentiated subsidy.

Although market failure may be a viable justification for encour-
aging certain types of behavior in the health care industry, when
the only constraint is a non-inurement provision, there are strong
reasons to suspect the subsidy will be dissipated unproductively;
that is, not serving the needs that Congress might prefer it to.

A shift to focused goals, whatever those might be, whether char-
ity care or otherwise, would better serve the public interest and the
public FISC.

With respect to the extension of exemption to other entities in
the health care market, the Tax Court has upheld an exemption for
one HMO and denied an exemption to another.

Since the fundamental reason for the non-profit form to be pro-
moted is market failure and the basis for exemption is to encourage
non-profits, the success of for-profit HMO's certainly suggest lots of
people are comfortable receiving their care from a for-profit HMO,
and there is no necessity to promote non-profits with a tax exemp-
tion. Indeed, it appears unlikely that HMO's compete for patients
on the basis of whether they are a non-profit or for-profit enter-
prise.

Regardless, if you look at the structure of an HMO, it is a very
effective response to market failure. It provides for a capitated fee
structure, there is a periodic requirement for re-enrollment, and
patients are typically bundled into groups, all of which minimize
the potential for exploitation. Thus, the underlying rationale for ex-
emption is simply not applicable to HMO's.

In addition, recall that HMO's exist to provide services to their
members and not the general public, while exemption requires a
public purpose.

Now, the Health Security Act provides that an HMO can qualify
for exemption under 501(c)(3) if it meets all the other standards
and is organized along a staff model. Independent provider involve-
ment precludes an exemption. I cannot see a principled basis to
discriminate among HMO's in their attempts to get an exemption,
depending on the nature of their contracts with physician provid-
ers.

In closing, in light of the cost of exemption, we need to be clear-
headed about the reasons why we have exemptions and we need to
assess, on a continuing basis, whether they should be extended or
curtailed.

The CHAIRMAN. Finish your statement.
Dr. HYMAN. I only have one more sentence.
The CHAIRMAN. Sure.
Dr. HYMAN. Although the Health Security Act will require hos-

pitals to do more to earn their exemption, it does not address the
logic of the exemption as such in light of the changes in the health
care environment.

In addition, as I just noted, the discrimination among HMO's
seeking exemption on the basis of their contractual arrangements
with their physician providers simply defies analysis. Thank you.
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The CHMRMAN. Thank you, sir. Without being presumptuous,
could I remind you that Holmes said that "the life of the law is ex-
perience, not logic." So we will get back to that.

[The prepared statement of Dr. Hyman appears in the appendix.]
The CHmRMAN. We will hear from Mrs. Lehnhard, on behalf of

the Blues.

STATEMENT OF MARY NELL LEHNHARD, SENIOR VICE PRESI-
DENT, OFFICE OF GOVERNMENT RELATIONS, BLUE CROSS
AND BLUE SHIELD ASSOCIATION, WASHINGTON, DC
Mrs. LEHNHARD. Mr. Chairman, members of the committee, I am

Mary Nell Lehnhard, Senior Vice President of the Blue Cross and
Blue Shield Association, and I appreciate the opportunity to
present our views. I am here representing the 69 independent Blue
Cross and Blue Shield plans on the issue of taxation of health
plans under health care reform.

We believe our position is straightforward. As part of reform, we
urge you to establish a single tax rate for all accountable health
plans, and let me explain this. Today, health insurance is con-
ducted by a variety of different entities, and they are all taxed
under different rules and, in some cases, they are not taxed at all.

At one extreme are the fully-taxed commercial insurance compa-
nies, and at the other extreme are the tax-exempt HMO's and hos-
pitals that offer health insurance through organizations known as
vertically Integrated Delivery Networks.

In the middle are Blue Cross and Blue Shield plans, all of which
have been subject to Federal taxation since the 1986 Tax Reform
Act. I will mention that we do have the benefit of a statutory re-
duction which lowers our rate to 20 percent of the AMT rate until
we accumulate reserves to a certain level.

So, that is the range, 35 percent for commercial companies, 20
percent for a Blue Cross and Blue Shield plan if it qualifies for the
deduction, and zero percent for many HMO's and hospitals which
also have access to tax-exempt bond financing.

Let me explain why we think this variation in tax rates has to
change under health reform. Today all of these entities are fun-
damentally in the same business; they promise to provide benefits
for an illness or an injury in exchange for a premium or a capita-
tion amount.

They are all engaged in the insurance business, whether these
benefits are provided in the form of direct services, for example,
through an employed physician in an HMO, or by making pay-
ments directly to a provider as most insurance companies in most
HMO's do.

After reform, there will be virtually no distinctions between the
business practices of plans. All will be required to meet the same
set of detailed Federal standards in the marketplace.

At this point, health plans should be taxed the same. Without
this change, there will be a significant competitive advantage in
the health insurance business for tax-exempt HMO's and hospitals
which form these accountable health plans, even though all of the
practices are the same.

I want to emphasize, particularly with this panel, that our posi-
tion would not change the tax-exempt status of hospitals for the di-



rect care patient services. We do believe, however, that if a hospital
engages in the business of insurance, that business should be fully
taxed. Also, an HMO that collects premiums in i eturn for providing
a defined set of benefits should be taxed on its premium income.

This concludes my statement, and I, of course, would be glad to
respond to questions.

The CHAIRMAN. Thank you, Mrs. Lehnhard. We have several
views already.

[The prepared statement of Mrs. Lehnhard appears in the appen-
dix.]

The CHAIRMAN. Mr. Martinez is going to speak to us on behalf
of the National Council of Health Facilities Finance Authorities.
We welcome a New Yorker.

STATEMENT OF JOHN G. MARTINEZ, EXECUTIVE DIRECTOR,
NEW YORK STATE MEDICAL CARE FACILITIES FINANCE
AGENCY, NEW YORK, NY, ON BEHALF OF THE NATIONAL
COUNCIL OF HEALTH FACILITIES FINANCE AUTHORITIES
Mr. MARTINEZ. Thank you, Mr. Chairman. Mr. Chairman and

members of the committee, my name ic John Martinez and I am
the executive director of the New York State Medical Care Facili-
ties Finance Agency, and I am testifying today on behalf of the Na-
tional Council of Health Facilities Finance Authorities, which I will
call the National Council.

The National Council includes all of the 23 health care finance
authorities that issue tax-exempt bonds on a Statewide basis. We
do not represent specific hospitals or health care institutions. Rath-
er, the National Council focuses its efforts on issues that directly
affect the availability of tax-exempt financing to member authori-
ties to issue bonds on behalf of public and not-for-profit hospitals.

Members of the National Council have issued over $55 billion of
health care bonds to finance projects such as expansion and mod-
ernization of medical centers and clinics, the installation of comput-
erized information systems that promote efficiency, the purchase of
high technology medical equipment, and new construction of ambu-
latory care centers and hospital energy plants. The Council is con-
cerned that current tax law, with respect to tax-exempt bonds,
could work to impede the goals of health care reform.

As the providers of capital for health care facilities, members of
the National Council play an integral role in America's health care
system. We want the health care reform to work, but are concerned
tat current law restrictions on tax-exempt financings, if not re-
viewed, could cause difficulties in the implementation of health
care reform.

To address the health care needs of the underserved, particularly
in inner city ard rural communities, non-profit 501(c)(3) health
care institutions will need to provide health care in a more efficient
and cost-effective manner.

One result of health care reform that is certain is the accelera-
tion of the need to downsize the acute care system with hospitals
and other health care providers, consolidating to reduce in-patient
capacity, while filling other gaps in the system, such as continuing
care for the elderly.



The goal of this retooling is to find innovative ways to serve con-
sumers more efficiently. An important step towards accomplishing
the related goal of cost reduction can be achieved by modifying cer-
tain restrictions on tax-exempt financing through impediments to
consolidations, mergers, and innovative alternative health care pro-
grams.

We have identified four potential problem areas. I want to focus
primarily on a $150 million institution cap, but I do want to say
that other areas that are important are: the limitations on ad-
vanced refunding, the implications of redefining the 501(c)(3) sta-
tus, and the need to include health care borrowers among the small
issuers with access to the tax-exempt bond market via the initial
cap's bank deductibility rule.

The $150 million cap is an obstacle to rationalizing the health
care system. Most institutions which are important to the health
care reform plan are not hospitals; as an example, non-profit health
maintenance organizations, known as HMO's.

Yet, the current tax law limits these non-hospital facilities to
$150 million per institution in outstanding tax-exempt bonds. As
non-hospital facilities and hospitals form integrated delivery sys-
tems in response to health care reform, they will conceivably run
into the limitations of the $150 million cap. This could impede the
creation of integrated systems to provide a continuum of care in a
variety of settings, not just acute care.

At a time when we are moving toward a non-hospital delivery
system, the $150 million cap is an important disincentive to inno-
vation. Currently, there are at least five States with an aggregate
of 12 health care institutions that are at the $150 million limita-
tion applicable to non-hospitals. In addition, there are another four
health care organizations that are currently between $120-150 mil-
lion in outstanding bonds.

As an example, the New York State Association of Retarded Per-
sons, the Nation's largest provider of non-profit community-based
care, is now at the cap and cannot issue any more tax-exempt
bonds for new community facilities. This state of affairs exists at
a time when NYSARC is also coping with the consequences of the
State of New York's court-orderedmandate to de-institutionalize.

Another example, is the Boise, Idaho chapter of the American
Red Cross. Five years ago, the Boise chapter contacted the Idaho
Health Facilities Authority to discuss a need to borrow so that they
could expand, remodel, and equip their facility. Unfortunately, it
was determined that the needed loan could not be obtained on a
tax-exempt basis because the National Red Cross, which has a con-
trolling interest in each State chapter, is already at the cap.

The Boise, Idaho chapter was forced to downsize its program and
pay for it out of operating capital instead of devoting those funds
to blood bank operations. As a result, just 1 month ago the Boise,
Idaho Red Cross had to shut down completely because it is now be-
hind in training and inspection programs and will probably be out
of service for at least another month.

The National Council would like to promote the goal of health
care reform by suggesting, in addition to the definition of hospital
which is provided in the Anthony Commission Report, that the hos-
pital definition should be expanded and include, on a conceptual



basis, at least, certain facilities that are currently encouraging
more out-patient treatment and other cost-effective forms of care by
expanding the exception for hospitals to include certain of these
non-hospital health care facilities which would include things like
a clinic, a health maintenance organization--should I go on with
the list, sir?

The CHAIRMAN. Please.
Mr. MARTINEZ. A diagnostic treatment or surgical center, a com-

prehensive cancer center, kidney disease treatment center, a drug
treatment center, alcohol treatment center, a hospice, skilled nurs-
ing facility, psychiatric hospital, or a community mental health
center.

Well, we appreciate the opportunity to appear here. We would
ask consideration that the $150 million per institution cap be lifted
from not-for-profit health care projects that provide alternative care
settings that will, of necessity, be a cornerstone of national health
care reform. Thank you.

The CHAIRMAN. Thank you very much, sir, indeed.
[The prepared statement of Mr. Martinez appears in the appen-

dix.]
The CHAIRMAN. Now, the last of our panelists, Mr. Jerry Phelan,

who has had a distinguished career in this field, and is speaking,
I think, for yourself, are you not?

Mr. PHELAN. No, I am speaking for Kaiser Foundation Health
Plan, Inc.

The CHAIRMAN. Welcome, in either capacity.

STATEMENT OF JERRY J. PHELAN, CONSULTANT AND
FORMER GENERAL COUNSEL, KAISER FOUNDATION
HEALTH PLAN, INC., KAISER FOUNDATION HOSPITALS,
WASHINGTON, DC
Mr. PHELAN. Thank you, Mr. Chairman. Mr. Chairman, members

of the committee, I am Jerry Phelan. I recently retired as General
Counsel for Kaiser Foundation Health Plan, Inc.

Kaiser Foundation Health Plan, Inc. and its 11 health plan sub-
sidiaries are group practice health maintenance organizations that
serve 6.6 million enrolled subscribers in 16 States throughout the
country and the District of Columbia.

Medical services to health plan members are provided through 12
independent medical groups, and hospital services are provided or
arranged through Kaiser Foundation Hospitals, which is a separate
organization under common control with the health plan.

All of the health plans are group practice HMO's, all are quali-
fied under the Health Maintenance Organization Act of 1973, and
all are exempt from Federal income tax as charitable organizations
under Internal Revenue Code Section 501(c)(3).

We believe there are important distinctions between conven-
tional, commercial-type insurance companies and group practice
HMO's. Risk transfer and risk distribution are the defining charac-
teristics of health insurance. The defining characteristics of organi-
zations on the health plan model, on the other hand, is assumption
of responsibility for organizing and for providing health care.

It is, of course, true that health plans depend principally upon
pre-payment to provide the funds necessary to support the health



care capability that Kaiser Permanente represents, and pre-paid
dues from health plan subscribers resemble premiums charged by
convent.,anal insurers.

However, health plans differ from conventional insurers by using
our members' pre-paid dues to establish and to maintain a health
care structure that is available to serve the pre-paid membership,
as well as the community generally, an undertaking that we think
is foreign to the nature and the activities of commercial health in-
surance companies. Insurers accept and distribute the risk of the
cost of health care; health plans undertake to organize and to pro-
vide care itself.

Throughout Kaiser Permanente, the regional health plan owns
and sometimes leases medical office facilities where Permanente
hysicians and their supporting personnel conduct their office
ased practices, and provide out-patient services to health plan

members. At the end of 1993, the book value of facilities and equip-
ment owned by the health plans was $2.3 billion.

I believe it is apparent that our principal capital requirement is
for the medical office facilities that serve health plan members.
Our exemption permits the health plans to provide health care fa-
cilities at a lower cost than if the capital required to finance these
facilities were derived from after-tax dollars.

Of course, organizations such as insurance companies that do not
provide health care have no need for capital to build health care
facilities. Congress, as the prior witness said, has imposed a $150
million limit on the amount of tax-exempt bonds that can be uti-
lized by a tax-exempt organization for constructing and equipping
out-patient facilities, and we can concur that this limit should be
removed.

We believe that loss of exemption by health plans would have a
disparate impact on health plans as compared with insurance com-
panies because health plans require capital to construct health care
facilities and to purchase health care equipment, and insurance
companies do not.

A tax on health plans would be a tax on health care. Because in-
surance companies do not provide care, they simply pay for it, in-
surance companies receive a deduction from gross income for all
amounts that they pay for health care.

We feel that a tax on health plans would be a targeted tax on
a service that insurance companies do not perform, but which is
the very essence of what health plans do, which is to organize, ar-
range, and provide care.

At the end of 1993, the Permanente Medical Groups included
over 9,000 physicians, and medical groups and health plans em-
ployed over 37,000 licensed health care personnel. The health plans
alone employ more than 17,000 of these licensed health care pro-
viders, and an additional 4,000 health care personnel who do not
require licensing. Thus, health plans are substantial providers of
health care.

As we understand the position of Blue Cross and Blue Shield,
any organization that provides health care benefits on a pre-paid
basis should be classified as an insurance company and pay tax on
that basis. I believe that an unstated but necessary implication of
their position is that a health care organization would not be ex-



empt unless it charges for its services under the fee-for-service
method of payment.

I think there is widespread agreement that the fee-for-service
method of payment, coupled with broad health care benefits, has
resulted in pressure to increase costs because neither the provider
nor the patient has an incentive to economize. We think that, in
effect, enshrining the fee-for-service method of payment as a basis
for exemption of a health care organization would be a mistake.

Finally, health plans extend benefits to vulnerable populations in
many ways, such as through dues subsidy programs, the unlimited
right to convert to individual membership upon loss of group eligi-
bility, enrollment of individuals and small groups, guaranteed life-
time eligibility, irrespective of health status, absence of any limita-
tion on any pre-existing conditions and a community-based rating
system.

In conclusion, Kaiser Permanente and other group practice
HMO's are models for the organization and delivery of health care
in the United States. They are integrated health care organiza-
tions. They organize and deliver health care, as distinguished from
Blue Cross and Blue Shield and insurance plans that pay claims.

The value of integrating the financing and delivery of health care
for group and staff models of HMO's is well-known and generally
understood in the health care community, and has been recognized
in tax policy for sone time. We suggest this recognition should be
maintained.

The CHAIRMAN. Thank you, Mr. Phelan, indeed.
[The prepared statement of Mr. Phelan appears in the appendix.]
The CHAIRMAN. We have filled up now, so we want to be careful

of our time. I will be brief. I mostly want to say to Monsignor
Fahey that the "commodification of health care" is a remarkable
phrase. The beginning of this century was involved in an enormous
struggle and I think the Clayton Antitrust Act, as I recall, declared
that labor is not a commodity.

Monsignor FAHEY. Right.
The CHAIRMAN. A lot of Fordham people were involved in that

and it was a huge issue. Yet, we have heard testimony from all
manner of persons, in effect, confirming your view.

A wonderful witness, as Senator Packwood will agree, Dr.
Schultz, who heads the UCLA Hospital, described this phenome-
non, in southern California. He commented that we now have a
spot market in bone marrow transplants; someone says 80, some-
one else says 60. It is to be watched, because people are saying that
medicine is a ministry.

Monsignor FAHEY. Well, it breaks my heart to hear him talk
about industry rather than ministry.

The CHAIRMAN. Yes. Yes, sir. That is what we do.
Monsignor FAHEY. It is a disaster.
The CHAIRMAN. We are hearing you.
I would like to say to Mr. Martinez and Mr. Phelan that we are

very much aware of the $150 million cap on, how do you say, non-
hospital health care facilities, which is inhibiting some of the ra-
tionalization of health care delivery. The distinction is obviously ar-
tificial from the point of, what is health care, what happens in a



hospital, what happens in a community mental health center? They
are essentially the same things, and we have heard that very wey.

May I point out, just for the record, that Mr. Martinez has an
attachment to his written testimony that lists the States with insti-
tutions that have reached their $150 million limitation, including
California, Idaho, Massachusetts, New York, North Carolina, and
South Dakota. Those who are approaching it include New Jersey,
Colorado, Washington, and others cannot be far behind.

It is our practice to recognize the Majority Republican Leader
first when he is on hand, and you are invariably on hand.

Senator DOLE. I will wait awhile.
The CHAIRMAN. Senator Packwood?
Senator PACKWOOD. Ms. Lehnhard, let me make sure I under-

stand what Blue Cross/Blue Shield is recommending. Let us just
assume today that non-profits are not taxed and you are taxed $5
and normal commercial insurance companies are taxed $10, and
that $5 was the outgrowth of the 1986-it was not in the bill here
the law is putting in conference.

What you are saying is, you would be willing to give up your $5
status if everybody was taxed $8. Have I got it roughly right?

Mrs. LEHNHARD. Well, we are saying everybody should be taxed
the $10. We are all in the same business, we are all doing the same
thing. The gentleman from Kaiser-I am sorry, I have forgotten his
name.

The CHAIRMAN. Mr. Phelan.
Mrs. LEHNHARD. Made a point about the difference in delivery

systems. Well, if I am not mistaken, the legal basis for tax exemp-
tion has nothing to do with your delivery system, it is a test of com-
munity service.

So, the basis of your organization should not make any dif-
ference. What we are saying is that we are going to all be having
open enrollment, a standard benefit package, accepting everyone,
all the same rules, so we say we should all have the same tax rate.

Senator PACKWOOD. I did not mean to say you wanted everybody
taxed at $8 versus $10, you just want them all taxed equally. I was
assuming that

Mrs. LEHNIARD. No. We do not care what the level is.
Senator PAc KWOOD. But you would tax the hospital portion, the

delivery portion of a non-profit hospital as if they were providing
insurance.

Mrs. LEHNHARD. No. Think of a charitable hospital providing
services, charity care. We do not want to touch that; that is not our
issue. We are saying, to the extent that hospital, though, starts
selling packages of benefits to employers for a premium, they are
competing with every commercial company, they are competing
with us, they are competing with Kaiser, and that business is all
the same; it is all under the same rules.

And we should all have the same tax rules, but we would leave
the hospital delivery system alone. If Kaiser has a tax-exempt hos-
pital and they provide community services, we would not touch the
tax-exemption of their hospital.

To the extent they are selling benefits on a capitation or pre-
mium basis, a package of benefits, they are doing the same thing
we are and we feel they should be taxed like we are.



Si,,or PACKWOOD. Well, let me ask the Monsignor and Mr.
Phelan. Is that an easily divisible it4em?

Monsignor FAHEY. No. I think this would be most unfortunate.
I concur with the representative of Kaiser Permanente, that those
of us who are involved with integrated delivery networks do not see
ourselves primarily as insurers, but primarily as delivering services
to folk and, therefore, providing community ber, efit.

You know, again, if I can just be a little philosophical for a mo-
ment-

Senator PACKWOOD. Sure.
Monsignor FAHEY.-in the just society as one in which we treat

equals equally and unequals unequally in accord with capacity and
need, and inherent in the notion of social justice, is both equity and
adequacy.

And, in accord with the principle of subsidiary, if you will, the
first rule of government is adequacy. How do we make sure that
people who need services get it and get it in an economic fashion?
It really is not the primary role of government to be involved with
all the players to have an equal playing field if, indeed, that does
not serve adequacy.

And I would argue strongly for the encouragement of integrated
delivery networks, particularly those concerned with the health of
populations whether they be in a rural area or whether they be in
South Bronx, or Newark, or Patterson, or whatever the case may
be. We ought to encourage that kind of behavior in the health re-
form package and offer incentives to those who follow the long tra-
dition of this country to bring people together who offer services to
folks.

Senator PACKWOOD. Mr. Phelan, is it easily divisible? Again, I
used to be a labor lawyer representing employers, and we had a
number of contracts with Kaiser in the late 1950's and 1960's.
There is no question that we looked at it sort of like insurance for
our employees. Would that be a fair description? I realize the medi-
cal services you provide, but would you admit that that is an insur-
ance portion of the business?

Mr. PHELAN. We certainly concur that the principal financing is
through pre-payment. We visualize ourselves principally as a
health care delivery system, and the pre-payment is just a financ-
ing mechanic.

But we are in the health business and not in what we would call
the conventional or commercial insurance business, which we think
is principally limited to paying claims for health care rather than
assuming direct responsibility for its actual provision.

Senator PACKWOOD. Ms. Lehnhard, do you want to comment?
Mrs. LEHNHARD. Senator, I think that overlooks how complex the

market has become. We are merging with tax-exempt hospitals,
we-

Senator PACKWOOD. Wait. We is Blue Cross/Blue Shield?
Mrs. LEHNHARD. Blue Cross/Blue Shield. We are buying hos-

pitals, we are buying group practices, we are buying physician
practices. Under health care reform we will have to publish an out-
come status for our subscribers, how well we provide preventive
care, how we are managing their illnesses, we will be gatekeepers.
This is really direct management of an individual's full range of



health care, and we will be responsible for the outcome of their
treatment.

So, I think the distinctions, even without health care reform,
have blurred. And what is happening is, as you put together these
integrated networks, you have combinations of profit/non-profit,
and often the for-profit companies are riding the tax-exempt orga-
nization so-that the whole entity itself becomes tax-exempt.

It is very confusing, and we think you can easily break out that
part of a hospital's business that is a health insurance business. It
is the exact same principle as the unrelated business income prin-
ciple which is regularly administered by the IRS.

Senator PACKWOOD. Thank you. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you. In pursuit of our lexicon and enter-

prise, you went to law school at NYU and not at Fordham, but,
even so, you will be afforded the opportunity to define the principle
of subsidiarity. [Laughter.]

Senator PACKWOOD. In the mid-1950's, NYU did not attempt to
make those kind of distinctions.

The CHAIRMAN. Subsidiarity is a principle-let's see if I get this
right--that suggests that any activity of social purpose should be
conducted at a level as close as possible to the community itself,
and it is rarely the best idea to have the Federal Government run
the hospitals.

Senator PACKWOOD. You may recall, I am familiar with the tax-
ation of unrelated income. You may remember this, Mr. Chairman.
NYU, the law school, actually, was given the Mueller macaroni
company, the entire company. It was an immense profit center for
the law school. First, there came an intra-university fight as to who
was entitled to this money. Then it led to the whole issue of unre-
lated business income, because the law school was not really in the
macaroni manufacturing business. [Laughter.]

That may have been the start of our decision as to what to do
about unrelated business income, and we are perfectly familiar in
this Congress with taxing unrelated business income. It is a per-
petual battle. I think, in theory, Ms. Lehnhard is sort of saying,
well, if this is unrelated to the direct business of providing health
services, medical services, then it is unrelated business income.

Mrs. LEHNHARD. We are saying it is unrelated to the tax-exempt
purpose, which is providing charitable, bad debt care.

The CHAIRMAN. And I observed that Senator Packwood was deft,
indeed, in getting away from the subject of subsidiarity. [Laughter.]

Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman. Mr. Chairman, I

think that this hearing has pointed out, at least to me, some prob-
lems. When I came down here I thought, there are no problems
with this situation. For example, we are not going to embark-at
least I am not-in levying some kind of tax on St. Joseph's Hospital
in Providence, Rhode Island, or Rhode Island Hospital, or Miriam
Hospital. They are all 501(cX3) institutions and provide tremen-
dous care for the citizens of our State. So that is easy.

Then you get to the issues pointed out this morning. What hap-
pens if Rhode Island Hospital sets up a network and embarks on
an HMO? You begin with a tax-exempt institution, and so every-
thing seems to follow along that this new endeavor is also tax-ex-



empt, as opposed to somebody who was a for-profit insurance com-
pany that decided to start an HMO, and then gradually bought a
hospital and came at it from the other direction. The development
of these arrangements from each way leads to considerable confu-
sion.

And, I must say, I came here, not thinking that Mrs. Lhnhard
would have much of a point, but I am not so sure just how to han-
dle this situation. I can understand Mr. Phelan's point, but what
do we do? It does seem to me to end up with some extraordinary
inequities.

If you start from the hospital end-and, regardless of what we
do here it is going to happen anyway-the hospitals are going to
set up networks with physicians, they are going to set up HMO's,
they are going to have capitation situations, and it would all seem
to follow that that should all be tax-exempt. But how do we resolve
this?

This has been, I suppose, a disappointing day, Mr. Chairman, be-
cause I came down thinking there are few contentious issues here,
and now we find one more set of problems. Mrs. Lehnhard.

The CHAIRMAN. And not an easy one.
Senator CHAFEE. Not an easy one, no. I mean, the old issue of,

what do we do about sales taxes on the gift shop in the charitable
hospital; that is easy compared to this one.

Mrs. LEHNHARD. I was going to make the point that, where your
hospital engages in an HMO, they will have to go to the State In-
surance Commissioner and become certified for that part of their
business as an accountable health plan. The entire hospital will not
be certified as an accountable health plan, the entire hospital can-
not meet the solvency standards and all the other standards.

So we think most of the accountable health plan business will
have to occur in a subsidiary of the hospital in the first place. Even
if it did not, I made the point before you came in, the whole prin-
ciple of taxation of unrelated business income where that business
is not the same as the purpose for which the institution was grant-
ed tax exemption is a well-established practice. Given that, how-
ever, we think hospitals are going to have to put the health plan
business into a subsidiary, that has been the practice in the mar-
ketplace to date.

Senator CHAFEE. Then, Mr. Chairman, we run head-on into the
$150 million limitation that we discussed here.

The CHAIRMAN. Monsignor Fahey wanted to say something.
Senator CHAFEE. I would be glad to hear it.
Monsignor FAHEY. Could I make a comment in regard-
Senator CHAFEE. Monsignor, can you help us out on this a little

bit?
Monsignor FAHEY. Well, just a real-life example from Oregon.

How is that?
Senator PACKWOOD. Good.
Monsignor FAHEY. Or from California, too. There is a remarkable

development in health care of older persons called the "On Lok" ex-
perience, or PACE, On Lok illustrates this. It started out from a
social institution, a day care center really, not a health care insti-
tution at all.



They have established a risk-based Medicare HMO, in effect,
that is now being replicated throughout the United States. The dis-
tinction points out, that they are not primarily an insurer.

They do, indeed, accept premiums, but they are in business, if
you will, to be in ministry and to help older people, and they are
doing it extraordinarily effectively. It would seem as if they are
doing it so effectively that they are worthy in that instance, or situ-
ations that would be analogous to it, to be granted tax exemption.
It is a very economic way, a very humane way, a truly dramatic
way to change the delivery of health care.

Senator CHAFEE. Could I ask one more quick question?
The CHAIRMAN. Please.
Senator CHAFEE. Mrs. Lehnhardr would not one way of drawing

the difference-now, Blue Cross falls into a never-never land in a
way, but take a for-profit insurance company, Aetna, or Mutual of
Omaha, whomever it might be, and then they extend down the
chain; they set up an HMO, they then buy a hospital, and so forth.

Could ft not say that, well, they should be taxed because they
are for-profit, whereas the extension, working the other way up-
ward from, say, Kaiser, starting with a hospital, or Rhode Island
Hospital whomever it is, starting upward and starting an HMO
that, just as Monsighor Fahey said, their objective is never to make
a profit. If they make any money it does not go to shareholders, it
goes back into the system, reducing the costs, caring for the poor.

Mrs. LEHNHARD. Senator Chafee, we made that exact argument
in 1986 And we lost our exemption, we argued that we do not have
stockholders, we do not make profit, it all goes back into the re-
serves.

And Congress said, if you are in the commercial insurance busi-
ness and they defined it broadly, you should not be tax-exempt.
And that is what we qre saying, that any entity that sells a defined
set of benefits for a premium is in the business of insurance.

It used to be that maybe if you took individuals without medical
underwriting or small groups yota had an argument for tax exemp-
tidth. Under health care reform we are going to all be taking ever-
one, we will all have open enrollment, we will all accept the people
who are already sick. There will be no differences in our market

ractices. The only difference will be that some organizations that
ave had the exact same practices are not only tax-exempt, but

they have access to the tax-exempt bond market.
Senator CHAFEE. Thank you.
Senator PACKWOOD. Let me give you a bit of history, John, as to

how this happened; Ms. Lehnhard will remember. Taxing Blue
Cross/Blue Shield was not in the Senate bill. It was put in in con-
ference; Congressman Stark insisted upon it. Kaiser ig not in-
cl ded. Kaiser is headquartered in his district.

The CHAIRMAN. That is the prineiple of subsidiarity. [Laughter.]
Senator Baucus.
Senator BAUCUS. Thank you. Thank you, Mr. Chairman.
I would like to explore this distinction, if I could, a little bit

more. Monsignor, are you saying that non-charitable care revenue
should be tax-exempt?

Monsignor FAHEY. Would you say that a little bit more, please?
I am not sure I understand.



Senator BAUCUS. Yes. What I am really getting at is, should in-
come that a hospital receives not directly related to charitable care
be tax-exempt?

Monsignor FAHEY. Non-related business income certainly should
be taxed.

Senator BAUCUS. So you do think that the unrelated business in-
come provisions are sound?

Monsignor FAHEY. Oh, sure. Absolutely. And I think we have got
to keep the not-for-profit pure. I mean, I think part of our problem
is where there have been abuses.

Senator BAUCUS. All right. The next question then is, is insur-
ance income charitable care or is it more in the nature of unrelated
business income?

Monsignor FAHEY. Well, again, I think it is out of the motivation
of why you are in the business of getting premiums. If it is to have
profit to go back to folks that are investing in the organization, I
think that that is taxable.

On the other hand, if the organization is receiving a premium
and it is not being redistributed to anyone, and there is not an in-
appropriate kind of inurement to an individual but it is all being
invested in the care of a population, the care of the enrollees, I
think it is worthy of tax exemption.

Senator BAUCUS. Ms. Lehnhard, what is your reaction to the
Monsignor's position?

Mrs. LEHNHARD. Yes. I think you could have a charitable hos-
pital that had every good intention in the world, and they are sell-
ing insurance to three people-GM, IBM, and Kodak-for a full
premium.

And we are saying, where they do that, wall that off from the
charitable activities of the hospital-it is not related to the chari-
table purpose of the tax exemption-and tax that as unrelated
business income.

Senator BAUCUS. Your answer, Monsigor?
Monsignor FAHEY. Well, again, I think in the integrates delivery

network kind of situation we are talking about, it ain't that simple.
Of course, one of the things we are trying to avoid in all this is the
very notion of cherry picking and cost shifting, which cause all
kinds of problems. I think, if I heard it right, that is just what we
are talking about at this moment.

What we are trying to do is to get everybody in the same tent.
We are trying to enable providers of service to have the tools to be
able to do what they ought to do in a local community.

If, indeed, GM or whomever is able to come in and get a dis-
count, that is going to get shifted someplace else and somebody else
is going to pick it up, or that the providers of service are not going
to e ale to fulfill their charitable mission. A great concern within
the Catholic healthcare system, is we do all kinds of cost shifting
with everybody else.

Senator BAUCUS. Right.
Monsignor FAHEY. We try to do it on the basis of taking care of

poor people.
Senator BAUCUS. Now, on a related point here, as a practical

matter-and this is Dr. Hyman's point-why should non-profits
who are presently providing charitable care continue to receive tax-



exempt Status under, say, the Presidefit's plan when they will be
providing much less charitable care?

That is, a large portion of that care will be care where the hos-
pitals are receiving income because this will be compensated care.

hat is, under the President's p lan, theoretically, there should be
much more compensated care. If that is the case, why should a hos-
pital still be able to have total non-profit characterization and be
tax-exempt?

Monsignor FAHEY. Well, just a couple of quick comments. The
fact question, all I can say is, I hope you people are good enough
to have a comprehensive health care benefit in which that reality
that you are speaking of is realized. But I am not the least bit san-
guine that we are going to develop a universal coverage program
of a comprehensive benefit that is going to meet the needs of the
people.

Senator BAUCUS. On that point, what if the plan is essentially
successful and the vast majority' of patients to whom you are now
providing charitable care, in fact, become compensated care pa-
tients?

Monsignor FAHEY. First of all, it is awfully hard-I am not an
attorney-to deal in hypotheticals. But, on the other hand, I think
in the delivery of health care, to a large extent, we are talking
about dealing with populations, we are talking About areas, we are
talking about neighborhoods, we are talking about families.

The way in which the health care system works now is to drive
the costs down and to pay for an individual unit of service; the
whole idea of the DRG's, for example. And what we are saying, in
our view of health care, that reductionist approach, highly tech-
nical, is a most unfortunate one.

And if, indeed, we are going to deal with the health of the people
in the South Bronx, or people in Rossberg, Oregon, or someplace
else, that health care providers have to be involved with public
health, they have to be involved with a variety of community af-
fairs that either caused the illness or will sustain people out of
the-

-Senator BAUCUS. All right.
Dr. Hylnan, your reaction to all this?
Dr. HYMAN. Well, I think the point you made is really the correct

one; if ydu relieve the burden you have to ask why you are going
to continue the exemption, what is the logical reason for doing
that? And I cannot think of one.

Senator BAUCUS. Perhaps one. There are some parts of the coun-
try where, with inner city hospitals and most particularly rural
hospitals, if they have to close there is no alternative, there is no
other health care.

Under the DRG prospective payment theory, the most efficient
survive, the inefficient do not, but no big deal because if the ineffi-
cient fails there is a nearby efficient. That theory does not apply
in rural America.

Dr. HYMAN. Obviously, the system works better in downtown
Chicago where I am than it doeg in rural areas. At the same time,
I think, to throw the question back to you, is an undifferentiated
subsidy the best way to ensure the provision of health care in the
rural areas? If you want to provide that, go for a targeted credit.



Senator BAUCUS. Thank you, Mr. Chairman.
The CHAIRMAN. All right. I notice that nobody asked Monsignor

Fahey what he intended by the term reductionist, which is a very
important proposition about the DRG's. It does leave out a popu-
lation as you start getting concentrated on details.

Monsignor FAHEY. Yes. Far more, we define health care very nar-
rowly. You know, the sociologists go one way as saying, health, dis-
ease, cure, is a social event. The way the health care system goes,
it is more and more technical: we deal with an arm, a leg, a kidney,
or whatever it is; get them in, get them out; do not worry about
how they get there, do not worry about them after they leave the
hospital.

The CHAIRMAN. Yes.
Monsignor FAHEY. And what we have to do, again, is somehow

see health as a community event. I must say, I do not think we
are paying enough attention to the performance of the health care
system in terms of how it interacts with neighborhoods, families,
and a variety of other things.

What we tend to concentrate on, even in the President's plan,
how do you pay for discrete services in a very specific, concrete
way? Frankly, in the long haul, that is wrong. We are going
through an epidemiological transition from the provision of care
that is acute care to basically chronic long-term care. All of us who
are living longer all have chronic illnesses which will require the
continuing support in a whole variety of different ways.

Reductionist, technical, narrow intervention, as good as it is,
does not adequately describe or define the question of how health
care especially chronic long-term health care ought to be delivered
in this country.

The CHAIRMAN. May I just say, before we go any further, that
whatever else happens, we are not going to finance universal
health care by taxing St. Joseph's Hospital in Providence, Rhode Is-
land. [Laughter.]

Senator CHAFEE. I can assure you, you will not, as long as I am
around. [Laughter.]

The CHAIRMAN. Senator Conrad.
Senator CONRAD. Thank you, Mr. Chairman. It looks like St. Jo-

se ph's is pretty safe on this side.
Mr. Phelan, how would you respond to Ms. Lehnhard's assertion

that all health plans-the HMO's, Blue Cross/Blue Shield, commer-
cial insurance companies, and the new integrated networks-are
essentially all in the same business and ought to be treated the
same for tax purposes.

Mr. PHELAN. We think they are not in the same business, at
least we think that Kaiser Permanente is in the health care busi-
ness and pre-payment is simply a mechanism to finance that activ-
ity. And Blue Cross/Blue Shield's position, as I understand it, is
that any health care organization, to be exempt, must operate on
a fee-for-service basis rather than a pre-payment basis.

I think that, in response to that question and the question that
Senator Chafee raised, that the central inquiry is whether the dom-
inant aspect of the organization in question is health care orienta-
tion or simply a financing orientation.



As our testimony says, the principal value of health plans' ex-
emption is developing the capital to build health care facilities.
That is a need that Blue Cross or Blue Shield does not have, or
Aetna does not have, it is a need that only health care organiza-
tions have.

Senator CONRAD. Ms. Lehnhard, would you like to respond to
that?

Mrs. LEHNHARD. First of all, I would say that over 33Y3 percent
of our enrollment is in network products, either HMO's or PPO's,
and they are not fee-for-service, they are capitation. Second, I
would say that we have a tremendous need for capital.

We have to maintain, say, reserves at a level to pay 3 months'
worth of claims; Kaiser does not have to have that kind of solvency
standard. We also have to spend millions and millions for claims
systems and, as I said, we are purchasing hospitals, physician
practices, group practices.

We are doing the same things they are, with the same kind of
delivery systems. Under health care reform we will have the same
benefits, same market practices, same delivery systems, and there
will be no difference. That is our point. We have many Blue Cross
and Blue Shield plans that have HMO's that look very much like
Kaiser.

Senator CONRAD. I would like to ask any members of the panel
who want to respond for your take on the following proposition.
When the Finance Committee had its retreat, we heard from econo-
mists representing a broad range of ideological perspectives.

Virtually all of them, in my recollection, said that, providing for
tax deductibility above at least a certain cap is giving inappropriate
results. It is leading to utilization patterns which are not appro-
priate, it is having a whole series of effects in the system that add
to cost.

When I think of the tax exemption that is provided for hospitals
and I think of occupancy levels in my home town of 55 percent, two
hospitals a few blocks apart, tremendous facilities, I must say it
makes me at least ask the question, is there not a possibility that
the tax-exemption has encouraged the over-construction of facili-
ties, that we have got too much capacity in the system, partly be-
cause we have got a tax exemption?

Mr. Phelan, do you want to respond to that?
Mr. PHELAN. Well, I will respond only on behalf of Kaiser

Permanente. And that is, in our system, we build only the hospitals
that we need to take care of our members. We do not have that
particular problem.

Of course, in most of our regions we utilize community hospitals
and, to that extent, relieve any over-supply of beds in the commu-
nity rather than building our own. Our principle hospital networks
are in California.

Senator CONRAD. Monsignor?
Monsignor FAHEY. Well, I do not think there is any question but

that the country has to wring out excess capacity and redistribute
capacity as well, one way or another. Again, obviously, the admin-
istration's general approach to it at this moment is through com-
petition. I do not know whether people realize it or not, getting out



the excess capacity is going to bring excruciating choices to a num-
ber of communities.

I am from a State, of course, that has gone into highly regulated
situation, both in terms of capacity and in terms of payment. How-
ever we are going to get there. We have to wring out excess capac-
ity in buildings. We have to shift into out-patient, which is more
humane, more economic.

I think the tax-exempt question may be of some historical inter-
est, but it is really the future that we are concerned about. We
need some approach, either regulatory or competitive, that is going
to wring out unneeded capacity without having social Darwinism,
in which efficiency is only defined as-again, hear the words that
are being used here: business, return on equity; a whole variety of
things.

Many of the least efficient providers are going to bc those that
take care of the poor, are in rural areas. By their very nature they
are non-competitive in a strictly commercial business industry ap-
proach. I do not think we can afford as a nation, to lose them.

Senator CONRAD. Thank you. Thank you, Mr. Chairman.
The CHAIRMAN. All right. Now, social Darwini3m.
Senator CONRAD. I think we are against that. [Laughter.]
Monsignor FAHEY. And for subsidiarity.
The CHAIRMAN. I think we have also heard a lot of testimony to

indicate that the surplus hospital capacity is the result of advances
in medicine. The problem is, how do you deal with the side effects
of good events?

Senator Bradley, do you want to help us on that subject?
Senator BRADLEY. I am sorry. Senator Rockefeller was diverting

me from paying attention to the Chairman.
The CHAIRMAN. How do you deal with the unanticipated con-

sequences of progress?
Senator BRADLEY. No.
The CHAIRMAN. No. All right. Get that down.
Senator BRADLEY. If I could think a little bit any kind of reform

that we pass, it seems to me it is going to put pressures on non-
profit hospitals to essentially reduce those things that are revenue
losers, and that could mean reduced charity care.

And, as you know, before 1969, the IRS explicitly required char-
ity care in order to maintain and qualify for the benefits of tax-ex-
empt status, those being the charitable contribution, the bonds,
501(c)(3), et cetera.

I recognize that not all non-profits would be in this category, but
it seems to me that in a reformed environment that there would
be significant pressures for non-profits to reduce charity care be-
cause that is the best way they are going to make money.

So, my question is, would you agree that there be reinstituted a
Federal requirement that non-profits, in order to qualify for non-
profits, have to provide a certain percent of charity care?

Monsignor FAHEY. Well, in the testimony that I gave earlier, the
Catholic Health Association, in effect, says, certainly, to qualify as
a non-profit charity, you have to demonstrate community benefit in
an effective manner, and we would call for that just as we would
call for intermediate sanctions to deal with any private inurement.



Now, the specific technique in which this would be written, we
think, would be better in the IRS code rather than in a statute, be-
cause if you freeze something in a statute, you are stuck with it
in how you deal with it. You do not make a difference between
Rossberg, Oregon, or Harlem Hospital, or St. Joseph's

Senator BRADLEY. St. Joseph's.
Monsignor FAHEY [continuing]. Or Patterson, or whatever. There

would be different ways in which these hospitals would fill their re-
sponsibilities, and I think we should recognize some way of doing
it. It would be a real trick to do it, but I think the regulatory realm
of the IRS would be best.

Senator BRADLEY. But would you agree that the current standard
in this new environment should be made more explicit and
strengthened so that it is clear that entity that has non-profit sta-
tus has it because they are doing something that others are not
doing, such as providing charity care.

Monsignor FAHEY. Absolutely. And you will see in our written
testimony we have a number of suggestions.

Senator BRADLEY. Good.
Monsignor FAHEY. We concur wholeheartedly.
Senator BRADLEY. And, Mr. Phelan, tell me how you feel about

it in terms of standards for community benefit for tax-exempt
HMO's.

Mr. PHELAN. Certainly there should be a requirement of a com-
munity service obligation. Whether it should be quantified and how
it should be quantified, I do not know, or whether there should be
any quantification at all or left, as I think the Monsignor sug-
gested, to administration.

Senator BRADLEY. Well, the benefit is clearly quantifiable with
tax-exempt status, so if you are going to quantify one of the criteria
for designation, it seems there is kind of a parallelism there. I
mean, if you were a tax-exempt entity you would not be able to re-
ceive charitable contributions, you would not be eligible for tax-ex-
empt bonds, et cetera.

Mr. PHELAN. That is certainly true. I was only suggesting that
I am uncertain whether a strict mathematical measure is the nec-
essary or the best way to identify the manner in which an organi-
zation can provide community benefit.

As I said earlier in the testimony, many insurance organizations
have pre-existing condition limitations, or, if you get sick, they kick
you out. We do not have those limitations. We think that those pro-
visions are extremely beneficial to the community, but it is, we
think, impossible to quantify them.

Senator BRADLEY. If the committee and the Congress wanted to
strengthen what is required of tax-exempt HMO's in terms of
standards of community benefit, what recommendations would you
make to strengthen that?

Mr. PHELAN. Well, the Internal Revenue Service, when it acqui-
esced in the Sound Health Decision in 1981, issued a General
Counsel's memorandum. And that, together with Sound Health,
identified, I think, up to 20 or 22 factors that the IRS, under
present practice, weighs to determine whether or not an organiza-
tion meets standards for exemption.

Senator BRADLEY. Do you have anything else to add to that?
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Mr. PHELAN. No, I think it is a fairly comprehensive list.
Senator BRADLEY. Mr. Chairman, I heard the bell.
The CHAiRMAN. No. You may ask another question.
Senator BRADLEY. I think that it would be very important for us

to have the thinking of those who are responsible non-profits, both
in the HMO area and in the genuine non-profit charitable area on
this line of thought. It would be very helpful to me to make sure
that we understand and we can make sure that non-profits are
doing what we have given the tax-exempt status to do.

Mr. Chairman, I am not sure I am going to be around. I will try
to be around the for the next panel. But, if I could just make a very
brief comment.

The CHAIRMAN. Yes.
Senator BRADLEY. I know we are going to have testimony on to-

bacco and on guns, and I know that you have your proposal for
taxes on ammunition. I have some taxes on guns, and certainly I
think that the tax on tobacco-I really hope that the tobacco rep-
resentative will explain to the committee in great detail why, if he
does think that tobacco is not addictive, why he thinks it is not ad-
dictive. And, if he says it is addictive, I would like to know why
it should not bc passed.

The CHAIRMAN. Why do you not give us some questions, if that
is the case, and we will put them in the record?

Senator BRADLEY. I certainly will. But I want to say that I agree
with all of those.

The CHAIRMAN. Yes.
Senator BRADLEY. But I also profoundly would suggest that we

need to look at the tax deduction for advertising of tobacco because
there are minors in this country today that are getting very elabo-
rate Joe Camel advertisements through the mail promising that if
they buy X amount of Camels, just enough to buy more Camels,
that they will get a free subscription, and all kinds of little trin-
kets. So I would hope that the committee, as we consider where we
are going to get revenue sources, would look to that source for reve-
nue in addition to the taxes.

The CHAIRMAN. Very clearly said. That is the Senator's right,
and, in this case, a very important one. Perhaps you can stay; per-
haps you cannot.

Senator Daschle?
Senator DASCHLE. Thank you, Mr. Chairman.
I would like to revisit a couple of the answers that some of you

have already provided in response to members' earlier questions.
Mr. Phelan, Senator Conrad was asking you about the tax-ex-

empt status of Kaiser Permanente, and you answered that you felt
your tax exemption was based upon the fact that you prepay. And
I guess I would like you to elaborate, if you could. Does that mean
that tax exemption is a function of when one pays?

Mr. PHELAN. No. I think it was the other way around. That is,
I think that we are a health care delivery system and we finance
that delivery system through prepayment rather than through fees
for services.

And I am suggesting that a non-profit health care delivery sys-
tem should not be punished, as it were, if that is the right word,



for utilizing prepayment as the mechanism for funding its activities
as opposed to fee-for-service funding of activities.

Senator DASCHLE. But that is a reiteration, I think, of the point
that you made to Senator Conrad.

Mr. PHELAN. Yes.
Senator DASCHLE. I guess I am wondering why it is that prepay-

ment ought to be the criteria one judges for tax exemption. Ms.
Lehnhard was commenting earlier that at least 30 percent of their
business is also on a prepayment basis, for which there are no tax-
exemptions.

Mrs. LEHNHARD. I wo4ld say that all of our business is prepay-
ment. We do not see any difference between prepayment and a pre-
mium.

Senator DASCHLE. That is my point. How would one differentiate,
if you were in our position, between your situation, which is pre-
payment, and Blue Cross, which is also prepayment but in a dif-
ferent form?

Mr. PHELAN. Well, I would differentiate it, again, on the dif-
ference between simply financing and providing. When the Blues
get their subscribers, their policyholders' payments in the mail, I
assume they put the money in the vault and wait for the claims
to come in. When we get our subscribers' dues payments, they are
immediately applied to sustain a health care capability that is
there.

Senator DASCHLE. Let us pursue that a little bit. Does that mean
that every time somebody prepays, immediately somebody walks in
the door who has just made that payment to demand the services
rendered as a result of that payment? I mean, do you not also keep
the money, as would an insurance company, and wait for that per-
son to come in at some later date, or use the money that that per-
son paid for services somebody else may be obtaining?

I mean, you do not do this on a personal basis, do you? You col-
lect the funds, you pool those resources, you use the resources for
anybody who may subscribe to your services regardless of whether
it was their resources or somebody else who may have paid in; is
that not right? So, is that not, in a sense, an insurance function?

Mr. PHELAN. There is a risk distributing function with respect to
the health plan. There is no question about it. However, predomi-
nantly we are, again, a health care system and we have, as I said,
billions of dollars in facilities, we have many thousands of health
care personnel who are there and who have to be paid for with
those dues; conventional insurers have none of that.

Senator DASCHLE. Well, if I were answering my own question it
would seem to me that what you are suggesting is that you do not
have an intermediary; you take the money from your subscribers
and pay directly to the service providers and the care-givers, with-
out going through a contractor, which, in this case, would be an in-
surance company.

Blue Cross/Blue Shield is doing that more and more as well, as
I understand it, although there still is an intermediary for maybe
two-thirds of the business they do. But isn't that really the dif-
ference, that in your case you do not have that intermediary?

Mr. PHELAN. Well, also, there is an element of the manner in
which the money is applied. Kaiser Permanente has substantially



fixed costs. The hospitals are there, and they have to be main-
tained, and staff has to be paid irrespective of utilization, and the
same with respect to the physicians. The medical groups are paid
on a per capita basis, and those payments are made to medical
groups irrespective of utilization.

Ms. Lehnhard, earlier, mentioned that they have substantial re-
serves, o'nd we do not have substantial reserves; we are not re-
quired to have substantial reserves under State law, and that is
perfectly true. The reason that we do not have to have reserves is
because we maintain health care capability to provide benefits,
whereas insurance companies have to have the dollars to pay bene-
fits.

Mrs. LEHNHARD. Senator.
Senator DASCHLE. Ms. Lehnhard.
Mrs. LEHNHARD. Senator, one comment on the structure of Kai-

ser. It is not unlike many Blue Cross and Blue Shield HMO's. Co-
lumbia Medical Plan is a Blue Cross and Blue Shield HMO.

Kaiser, for example, is a holding company. It has a for-profit
group practice as the physician part. It is for-profit, taxable. And,
in many places, they own a hospital, in other places they pay hos-
pitals fee-for-service. In the District I think Kaiser pays hospitals
fee-for-service. We are saying there is no difference.

Senator DASCHLE. I am sufficiently confused, but thank you.
Thank you.

The CHAIRMAN. I think you are.
Senator Rockefeller, clear this up for us, would you, please?
Senator ROCKEFELLER. Mr. Chairman, I have no questions.
The CHAIRMAN. No questions.
Senator Danforth?
Senator DANFORTH. I apologize to the panel for not being here for

your testimony. Mr. Martinez, you had one point to make which I
think is a very important one, and it had to do with the $150 mil-
lion cap on tax-exempt bond financing. It is my understanding that
you believe that, because that cap does not apply to hospitals but
does apply to other kinds of health care facilities, it is disadvanta-
geous to those particular facilities, clinics, and out-patient health
care facilities of various kinds. Could you just reiterate for me the
basic point that you are making?

Mr. MARTINEZ. Very clearly, if we take a look at the need in the
urban areas and the rural areas to try to get people out of the
emergency rooms being their primary health care provider and into
community-based health care facilities, the way that we can most
effectively provide-the financing is through a tax-exempt provision
of bonding.

The CHAIRMAN. If I could just interrupt to say that Mr. Martinez
used the term "non-hospital health care facilities."

Mr. MARTINEZ. Many of the facilities that we are talking about
will not be actually run by a hospital. They may have an affiliation
with a hospital, but it will be a tax-exempt organization that will
go out and provide the actual service in the community.

Increasingly in New York, as an example, we are seeing a strong
need to have many more diagnostic and treatment centers devel-
oped, not only in New York City in the five burroughs, but in the



upstate area, which is primarily more rural, because we do not
have the delivery system.

Our State is one in which the reimbursement system pays the
capital cost of providing these types of facilities and it does not
make sense to us to have that reimbursement system which is paid
partly by the Federal Government, by the State Government, and

y local government, paid at a higher capital rate, which is what
happens when you are doing it on a taxable basis as opposed to
tax-exempt. We want to facilitate that access by ensuring that the
$150 million cap, as we move forward, will not be an obstacle to
providing that type of facility.

Senator DANFORTH. Is it an obstacle today?
Mr. MARTINEZ. We are just moving in that direction. We antici-

pate it is going to become an obstacle because many of the non-
profit, non-hospital entities that were going to become involved in
this are already at their cap, or soon will be at the cap of $150 mil-
lion.

Senator DANFORTH. Now, our Chairman has taken the position
in the past that the bond cap, where it applies to research institu-
tions, is really a disservice, it is contrary to the National interest
and we should eliminate that cap.

You would not argue that we should retain it for everybody else,
would you? In other words, if we went further than you are advo-
cating and applied it not only to health care facilities other than
hospitals, but also to universities and those that do research.

Mr. MARTINEZ. I am only suggesting that the cap be removed as
it relates to the non-hospital health care providers.

Senator DANFORTH. I know. But you would not argue against us
making it more broad, though.

The CHAIRMAN. That answer, Mr. Martinez, is that you would
not. [Laughter.]

Go ahead.
Senator DANFORTH. Well, obviously I am using this to give a lit-

tle commercial to something that Senator Moynihan and others, in-
cluding myself, have taken an interest in in the past, especially
with respect to our research universities and some of our great in-
stitutions in this country. They have reached the bond cap.

This is not a question of something in the future, they have
reached it. We have taken a position in our tax law that, too bad
for them. But their needs are for facilities, their needs are for
equipment, some of which is very expensive. The bond route just
is not there, the tax-exempt bond route is not there.

Of course, what I fear is that we will start taking, instead of one
type of facility such as yours, taking that out from this general
problem that we have, and, therefore, the pressure will be less for
solving the whole problem.

And I was simply making the point that I would hope that, in-
stead of trying to save our own skins and forget about everybody
who is disadvantaged by this bond cap, maybe we-can deal with the
whole problem.

Mr. MARTINEZ. Actually, we do see a logical linkage because
many of the health care facilities are associated with many of the
institutions of higher education, and there is a symbiotic relation-
ship there. But, because I only deal with financing for health care



facilities, I do not try to assume that I should be able to speak on
behalf of the educational facilities.

Senator DANFORTH. Thank you.
The CHAIRMAN. Thank you, Senator Danforth.
We want to express great thanks to this panel who has presented

us with new information.
Senator PACKWOOD. I need to clarify one thing.
The CHAIRMAN. Yes, sir.
Senator PACKWOOD. I made one misstatement. What was your

principle? Sub-what?
The CHAIRMAN. Subsidiarity.
Senator PACKWOOD. Well, it turns out that Kaiser is not in Mr.

Stark's district, it is next door to Mr. Stark's district. Where does
that fit in the principle?

The CHAIRMAN. That would do. All politics is mostly local, or
near local.

Senator PACKWOOD. And, indeed, I want to emphasize he was not
out to save Kaiser, he was just out to do in the Blues, as I recall.
[Laughter.]

Senator PACKWOOD. But I do want to ask one thing about Kaiser,
because I do not want to leave a misimpression. It has been 30
years since I bargained in the collective bargaining contracts. In
those days, when an employer picked Kaiser, we always had an opt
out; the employee could go someplace else if they wanted. I was al-
ways quite amazed with the satisfaction of the employees; most of
them stuck With Kaiser and stayed there.

I want to know if you still follow a policy that you had then.
When you took a group you did not attempt to exclude anybody in
the group. It was, in essence, open enrollment regardless of pre-ex-
isting condition in the group. Is that right?

Mr. PHELAN. That is correct.
Senator PACKWOOD. And you have groups as small as two?
Mr. PHELAN. I know it is three. I do not know if we go to two,

or not. But we, of course, have individual enrollment as well.
Senator PACKWOOD. Yes, I understand that. And you had a com-

munity rating system where you did not vary much more than, I
would say, about 5 percent of a big group or small group.

Mr. PHELAN. Well, for many, many years we had a pure commu-
nity rating system under which all groups with the same benefits
paid the same rate. A few years ago we went to a method that is
contemplated by the HMO Act called Adjusted Community Rating.
It is still community rating based, and there are limits on increases
from year to year.

Senator PACKWOOD. And it is a very small variance among the
groups even, as I recall.

Mr. PHELAN. I am sorry, Senator. I do not know the precise vari-
ance.

Senator PACKWOOD. All right. Thank you. Thank you, Mr. Chair-
man.

The CHAIRMAN. Thank you, sir.
As we thank our panel, let me just say that one of the things

that we have learned--certainly I have learned-in the course of
this year is we are, in fact, in the heroic age of medical discovery;
at the beginning of the century it was physics, at the end of the
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century it is medicine. Everyday we learn of something new. What
Senator Danforth was saying about the role of research universities
and institutions-most of the things you read, you would not have
been able to compose a sentence about 30 years ago.

This morning on the front page of the Washington Post, "Mice
Making Human-Like Antibodies-Medical Implications Called Stu-
pendous." Scientists have produced a genetically altered strain of
mouse that makes antibodies identical to those made in humans,
and these are the proteins that seek out and destroy microbes.

The implications for a whole :;:nge of viruses, tumors, and faulty
immune cells is extraordinary. Day by day this happens, and we
want to make sure we do not put an end to these discoveries as
we rationalize health care and do all the things that many of you
have been talking about.

This is just to say thank you. Thank you very much, indeed. I
think Dr. Hyman has views he did not fully express. We would par-
ticularly like to hear from you on these subjects. Thank you again.

[The letter of Senator Wendell Ford appears in the appendix.]
The CHAIRMAN. Now we are going to have a panel that will dis-

cuss two aspects of taxation. One of the more distinctive elements
of our hearing so far has been the question of financing this new
system, so we are going to hear from Michael K. Beard, who is the
president of the Coalition to Stop Gun Violence. Mr. Beard, good
morning. Mr. Beard is bearded.

And Richard J. Feldman, who is General Counsel of the National
Police Athletic Leagues. Mr. Feldman, we welcome you. I was a
member of the Police Athletic Leagues in New York City in the
1930's.

Dr. Robert Tollison, who is a professor of economics and director
of the Public Choice Center at George Mason University, a distin-
guished institution nearby. ,

And Dr. Kenneth Warner, who is professor and chair of the De-
partment of Public Health Policy and Administration at Ann Arbor
at the University of Michigan, who is appearing on behalf of the
American Cancer Society, the American Heart and the American
Lung Associations.

Mr. Beard, you are first. We welcome you all. Each statement
will be placed in the record, and off we go.

STATEMENT OF MICHAEL K. BEARD, PRESIDENT, COALITION
TO STOP GUN VIOLENCE, WASHINGTON, DC

Mr. BEARD. Thank you very much, Mr. Chairman. On behalf of
the 40 national organizations and the over 120,000 members of the
Coalition to Stop Gun Violence, I would like to thank you for invit-
ing us to testify today.

The coalition fully supports increasing the tax on handguns and
handgun ammunition and using the increased tax revenue to pay
for health care for two primary reasons.

First, the overall fiscal impact of gun violence, especially to
health care providers, is negative. The Nation loses more than $20
billion a year treating gun violence victims. Under the present sys-
tem, these costs are borne primarily by the taxpayers; 86 percent,
according to the most recent study.



The Coalition to Stop Gun Violence believes that it is entirely ap-
propriate to tax those who make, sell and buy handguns to cover
some of the costs. Those involved in the handgun trade must ac-
knowledge their responsibility in the violence which inevitably re-
sults from the use of this most dangerous consumer product.

Second, increasing the tax will dissuade, hinder, or perhaps pre-
vent some people from purchasing handguns. Handguns represent
a public health danger to both their owners and to society at large.
The fewer people who purchase handguns, the fewer people who
will be killed with handguns, especially children.

I am not talking simply about handguns used in crimes. Hand-
guns in the home represent a danger to family and to friends. In
my written statement, I go into some detail about the research
which has been conducted to validate this position.

But let me just state, as I have so many times in the past that
I have forgotten whom I have stolen this line from, if handguns
made us safe, the United States would be the safest society in the
world.

I would like to address a couple of iraportant points. The legisla-
tion we are discussing in no way affects hunting, hunters, or other
legitimate sports shooters. We have drawn a distinction between
handguns and long guns, shotguns and rifles, for the simple reason
that handguns are more likely to be misused than long guns.

Although handguns comprise only about one-third of the private
arsenal in the Nation, they are used in more than eight out of 10
of the gun deaths, and in a majority of all murders.

Between 1987 and 1992, the number of murders increased by
more than 3,000, an increase comprised entirely of handgun mur-
ders, as murders by all other uses declined over that same time pe-
riod.

If anyone is concerned that the assault weapon language in Sen-
ator Bradley's bill will somehow affect sporting weapons, that is
simply a smoke screen and, hopefully by next week, will be a moot
point as well.

As you know, the Senate has already approved, as part of the
crime bill legislation, a ban on assault weapons. At the same time,
the legislation specifically exempts more than 650 sporting fire-
arms currently on the market. Obviously, the U.S. Senate has no
intention of interfering with legitimate sport shooting activities.

I urge you to consider for a minute the impact that gun violence
has on our economy. Schools, which spend large portions of their
budget on metal detectors and security officers, are not spending
that money on books and teachers. The students whom these
schools graduate are not as likely to obtain the education needed
to be productive members of a work force as others.

Housing officials who spend precious resources to remove guns
from public housing complexes are using up resources that should
be used in less violent settings to build more and better housing.

Foreign tourists who are afraid to travel to the U.S. spend their
money elsewhere, and U.S. citizens who are afraid to travel to New
York City, or Newark, or any of our major urban areas, are keeping
their money instead of spending it as tourist dollars.

In Florida, we know that car rental companies are no longer
placing their decals on cars for fear that they mark the cars as a



target for armed carjackers. Too many businesses and other estab-
lishments-restaurants, office buildings, courtrooms, shopping
malls-are forced to spend large amounts of money on security and
other measures to prevent gun violence. Gun violence is a problem
the rest of the developed world does not worry about. In short, gun
violence is not good for American business.

If this legislation displaces some of the small number of workers
who derive their income from handguns, then we believe the gov-
ernment should assist in retraining them to find other work, just
as tobacco growers might be given assistance in growing other,
more useful crops. Workers who derive their livelihood from sport
shooting will not be affected by these taxes.

Thirty years ago, this Nation awoke to the dangers of tobacco,
and today tobacco use has declined dramatically. We must now re-
alize that handgun violence has reached a similar dimension as a
public health crisis.

We must educate Americans to the danger of handgun ownership
and enact laws which make it more difficult for individuals to pur-
chase handguns. The time has come to shift the societal burden of
gun violence to those who make, sell, and buy handguns and away
from the general public.

Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you, Mr. Beard.
[The prepared statement of Mr. Beard appears in the appendix.]
The CHAiRMAN. Mr. Feldman, I think, is arguing otherwise.

STATEMENT OF RICHARD J. FELDMAN, ESQ., GENERAL COUN-
SEL, NATIONAL POLICE ATHLETIC LEAGUES OF AMERICA,
EXECUTIVE DIRECTOR, AMERICAN SHOOTING SPORTS
COUNCIL, INC., ATLANTA, GA
Mr. FELDMAN. Thank you, Mr. Chairman. Let me clarify, I am

here today representing the American Shooting Sports Council. I
am the General Counsel of the National Association of Police Ath-
letic Leagues.

The CHAIRMAN. Exactly so.
Mr. FELDMAN. And we will be having our 50th anniversary this

year in Hophog, New York. I would like to invite you to attend.
The CHmIRMAN. My God, that is upscale for the PAL. But, good.
Mr. FELDMAN. On behalf of the American Shooting Sports Coun-

cil, representing the firearms industry, it is a pleasure to be here
today. The ASSC represents the manufacturers, importers, dis-
tributors, retailers, independent representatives, publications, and
other service-related entities within our industry.

The American firearms industry represents a $24 billion segment
of the Nation's economy. We employ hundreds of thousands of
American taxpayers, support additional hundreds of thousands of
American dependents, and play a vital role in the economic health
of numerous other sectors in the American economy, from
steelmakers, to over-land common carriers. We are not just another
industry, we are the quintessential American industry.

Our customers represent half of all the households in America,
and include in their numbers doctors, lawyers, union workers, sin-
gle parents, housewives, and, yes, even United States Senators. In
short, they are everyday citizens who happen to own firearms.



They commit no crimes and make no headlines; they represent
mainstream America.

As every law student has been taught and every historian to cite,
the power to tax is truly the power to destroy. Several years ago,
Congress passed a luxury tax on boats. Prior to that tax, the boat-
ing industry was a robust industry with a substantial economic im-
pact on the U.S. economy. In the few years following the imposition
of that tax, the boating industry declined to near extinction.

By raising the cost of factory ammunition beyond the reach of
the average American shooter, this tax will destroy an important
segment of America's economy. First, it will cost jobs: lots and lots
of jobs. Second, it will prevent tens of millions of your constituents
who participate in the shooting sports from doing so easily and
safely.

Third, it will harm conservation efforts because it will lower ex-
cise tax revenues, not increase them. Fourth, it will diminish fire-
arm safety training due to lower funding, which increases the num-
ber of firearm accidents in direct contradiction to raising monies to
provide for health care.

Finally, the bill will not reduce crime, nor criminals' misuse of
our products and no fair-minded individual outside the Beltway
thinks it would.

Just in the States represented by the members of this committee,
there are over 239,000 jobs and $6.2 billion which are placed at
risk by this bill. Once again, no crime would be prevented.

In addition, this bill adversely impacts the environment. The
firearms and ammunition industries fought for and supported the
existing 10 and 11 percent excise tax on firearms and ammunition
because it was earmarked for conservation purposes. Those funds
are currently used for wildlife preservation and safety training.

In conclusion, this tax is a scapegoat for the failings of the crimi-
nal justice system and a health care system run amuck. It is far-
cical to believe it would lower criminal violence, and comical to
think that the American people are so gullible as to buy into these
bait-and-switch tactics. The collateral damage done to the Amer-
ican economy and its citizens will not go unnoticed, nor easily for-
given.

Mr. Chairman, we made the funds-
Senator ROCKEFELLER. Mr. Feldman, can I interrupt you?
The CHAIRMAN. Of course you can, Senator Rockefeller.
Senator ROCKEFELLER. Was that a threat?
Mr. FELDMAN. No, sir.
Senator ROCKEFELLER. Well, could you repeat your statement,

the sentence you just read?
Mr. FELDMAN. People, when they lose their jobs-
Senator ROCKEFET LER. Well, you were reading. Read what you

said.
Mr. FELDMAN. I would be happy to, Senator.
The collateral damage done to the American economy and its citi-

zens will not go unnoticed, nor easily forgiven.
Senator ROCKEFELLER. By your organization?
Mr. FELDMAN. By the American people, your constituents, sir.
Senator ROCKEFELLER. I see. The tenor of the way you are giving

your testimony seems to me that you are very angry.



Mr. FELDMAN. Oh. No, sir. I am-
Senator ROCKEFELLER. Is there an aura of retribution that you

wish to put forward. Am I wrong?
Mr. FELDMAN. You are, sir. I am sorry if you came to that conclu-

sion from my remarks. It was certainly not intended that way
whatsoever.

The CHIMRMAN. That helps, Mr. Feldman. You were not getting
anywhere with the chairman of this committee, and had the distin-
guished Senator from West Virginia not spoken, it would have fall-
en to me to do so.

Now, smile once more for the camera and finish your testimony;
we have interrupted you.

Mr. FELDMAN. Thank you, Mr. Chairman.
We made the guns that Americans used to make this country

free. We made the guns that Americans used to fight tyranny and
genocide all over the globe. We make the guns and ammunition
that protect law enforcement and honest citizens from criminal vio-
lation.

Unless this Congress taxes us out of existence, we will continue
to make the guns and ammunition that Americans will use to keep
America free and secure today, tomorrow, and forever.

Mr. Chairman, members of the committee, I would like to thank
you for this time and the opportunity to present our views.

The CHAIRMAN. We thank you, Mr. Feldman.
[The prepared statement of Mr. Feldman appears in the appen-

dix.]
The CHAIRMAN. Now we will go to the second subject of our

panel, which is the proposed taxation on tobacco, and then we will
get back to questions about all of them.

Now we turn to Professor Tollison. I wonder if it would not be
better to hear, in the pattern we have done here, Dr. Warner and
then hear Dr. Tollison in the mode of rebuttal. I think that prob-
ably is more useful.

Dr. Warner, good afternoon, sir. We welcome you. You are speak-
ing on behalf of the American Cancer Society, the American Heart
Association, and the American Lung Association.

STATEMENT OF KENNETH E. WARNER, PH.D., PROFESSOR AND
CHAIR, DEPARTMENT OF PUBLIC HEALTH POLICY AND AD-
MINISTRATION, SCHOOL OF PUBLIC HEALTH, UNIVERSITY
OF MICHIGAN, ANN ARBOR, MI, ON BEHALF OF THE AMER-
ICAN CANCER SOCIETY, THE AMERICAN HEART ASSOCIA-
TION, AND THE AMERICAN LUNG ASSOCIATION
Professor WARNER. Thank you, Mr. Chairman, members of the

committee. I am Kenneth Warner. I am an economist at the Uni-
versity of Michigan School of Public Health. I have studied the eco-
nomic and public health aspects of tobacco for nearly two decades
at this point.

In 1989, I served as the Senior Scientific editor of the 25th anni-
versary Surgeon General's report, and, in 1992, I chaired a panel
of 26 experts convened by the National Cancer Institute for the
pilrpose of assessing the impacts of tobacco taxation.

I am pleased to be here on behalf of the three organizations that
the Chairman noted. They are united in the form of the Coalition



on Smoking Or Health, and, with 100 other health and civic orga-
nizations, they are supporting a very major increase in the ciga-
rette excise tax, on the order of $2 per pack.

In support of this objective, I would like to offer the following ob-
servations. First, a major increase in tobacco taxes is sound health
policy. Based on a wealth of economic and epidemiologic analysis,
we estimate that President Clinton's proposal to raise the cigarette
tax by 75 cents per pack would reduce consumption by approxi-
mately one-eighth, and would discourage some 3.7 million Ameri-
cans from smoking. This would eventually result in 900,000 fewer
premature deaths.

A $2 tax increase would reduce consumption by nearly one-quar-
ter, would encourage well over seven million Americans not to
smoke and, ultimately, would reduce the number of premature
deaths associated with smoking by almost two million people.

The second point. A major increase in tobacco taxes is good
health care policy. Current and former smokers consume half a tril-
lion dollars in excess lifetime health care costs. Reductions in
smoking can be expected to decrease health care expenditures.

Third. Tobacco taxes are a highly reliable source of significant
revenue, and they will be for the foreseeable future. While tobacco
taxes will decrease consumption, they will do so in a proportionate
manner considerably less than the increase of the tax rate itself.

The Joint Committee on Taxation, the Congressional Budget Of-
fice, and the Department of Treasury concur that a 75 cent ciga-
rette excise tax increase will generate $10-11 billion in net revenue

ains over each of the next 5 years, and beyond. If you look at a
2 per pack tax, you are talking about revenue gains, again, net,

on the order of about $100 billion over the next 5 years.
Fourth. It is fair to single out tobacco as a source of revenue for

health care reform. We are talking about a unique product here.
Tobacco kills hundreds of thousands of Americans each year; in-
deed, it kills more than all other consumer products combined.

Its most important ingredient, nicotine-which, by the way, is an
insecticide-is highly addictive. Significantly, virtually all new to-
bacco users are children, and the health burden of smoking is expe-
rienced disproportionately by the poor. A major tax increase would
be expected to reduce smoking most dramatically among young
people and in low-income communities.

Fifth. Tobacco taxes are a popular financing mechanism for
health reform. A recent national poll shows that two-thirds of the
American public support a $2 per pack increase in the cigarette ex-
cise tax. And, I might note, this includes 65 percent of voters in the
tobacco States, and fully one-third of smokers who support a $2 in-
crease.

Before offering a concluding observation, I want to comment,
briefly, on three arguments that are raised by opponents of a tax
increase. More detailed responses are presented in my written tes-
timony.

First, the tobacco industry claims that a tax increase will cause
major job losses. The industry is knowingly grossly exaggerating
the magnitude of job losses, if, in fact, any will occur on balance.
Our own research demonstrates that in a non-tobacco State, de-
creases in tobacco consumption will increase employment.



Money not spent on tobacco products is, instead, spent on other
goods and services, thereby generating employment in other indus-
tries. I should note that one of the Tobacco Institute's own eco-
nomic consultants made this observation to the institute in a report
written in the mid-1980's.

Second. Economists who oppose a cigarette tax increase on eco-
nomic theory grounds predicate their entire argument on the con-
ventional model of rational economic behavior. That model assumes
that adults make free, fully-informed consumption decisions. Not
one of these assumptions holds in the case of tobacco use.

Young children make the all-crucial initial consumption decision,
not adults. Thereafter, nicotine addiction means that decisions are
not made freely and consumers are certainly not fully informed.
The standard model of rational economic behavior simply does not
apply here; therefore, neither do these economists' conclusions.

Third. In addition to the flawed conceptual starting point, econo-
mists who take this approach use gross under-estimates of the ex-
ternal costs of smoking when they argue that smokers already pay
their own way through existing taxes.

To note only one example, there is some very impressive recent
research that suggests that the mortality toll associated with envi-
ronmental tobacco smoke may be more than 10 times as high as
the numbers that these economists are using in their analyses.

Clearly, members of the committee, there is a very appealing
conceptual tie between taxing the leading cause of preventable ill-
ness and restructuring health care delivery and finance.

I want to make one point very emphatically, however. Please
note that a substantial increase in the cigarette excise tax would
constitute significant health care reform all by itself, simply by vir-
tue of the enormous health benefits it would produce and the asso-
ciated decrease in the Nation's health bill that would follow. In ad-
dition, of course, it would be raising-billions of dollars to help fi-
nance the Nation's remaining health care expenses.

I think you have before you an extraordinary opportunity to do
some public health good while doing some fiscal good at the same
time. I hope that you will avail yourselves of that. Thank you.

The CHAIRMAN. Thank you, Dr. Warner.
[The prepared statement of Dr. Warner appears in the appendix.]
The CHAIRMAN. And now, to conclude our panel, Dr. Tollison,

who is a Duncan Black Professor of Economics in a hotbed of ra-
tional expectation at George Mason University, and you are ap-
pearing on behalf of the Tobacco Institute. We welcome you, Doc-
tor.

STATEMENT OF ROBERT D. TOLLISON, PH.D., DUNCAN BLACK
PROFESSOR OF ECONOMICS, AND GENERAL DIRECTOR,
PUBLIC CHOICE CENTER, GEORGE MASON UNIVERSITY,
FAIRFAX, VA, ON BEHALF OF THE TOBACCO INSTITUTE,
WASHINGTON, DC
Dr. TOLLISON. I am, indeed. I thank you and the distinguished

members of the committee. My name is Bob Tollison. I am a Pro-
fessor of Economics at George Mason University, and I appear
today on my own behalf at the request of The Tobacco Institute.



I was going to read my statement, but I think I can just go down
the points that Professor Warner raised so as to-

The CHAIRMAN. Your statement will be in the record.
Dr. TOLLISON [continuing]. Join the debate, perhaps, a little more

efficiently than if I simply read a summary statement.
[The prepared statement of Dr. Tollison appears in the appen-

dix.]
Dr. TOLLISON. Point number one. I think it is not correct to sin-

gle out tobacco as a product that uniquely has risk associated with
its consumption. I think that model and the incumbent model of
taxation that goes with it can be expanded to a -wide variety of life-
styles and commodities in the economy, and I am certainly willing
to say more about that if you want in the discussion.

Second, my understanding of this bill is that it is a finance bill,
so the second point that Professor Warner raised is really impor-
tant: will this tax increase health care costs in the long run, or will
it reduce them? He says it will reduce them.

I do not think there is very much credible evidence that that is
true, and I think studies by OTA and other agencies of the Con-
gress attest to the fact that the tax on smoking would very likely
in the long run increase health care costs and other unfunded so-
cial transfer liability programs of the Federal Government.

Senator BRADLEY. Because people would live longer, right?
Dr. TOLLISON. Under their assumption, yes.
Senator BRADLEY. Right.
Dr. TOLLISON. Right. Do we want to go into this at this point?
Senator BRADLEY. Unbelievable.
The CHAIRMAN. Sure. You tell us what you think.
Dr. TOLLISON. Well, it seems to me there are two points, Senator

Bradley. At whatever time and for whatever reason people expire,
we are not all guaranteed our 4 score and 7 years, they stand in
some net relationship to the government.

They are either "givers" or "takers" with respect to their fiscal
relationship to the government. It seems to me, if one wants to ar-
ticulate a theory that certain lifestyles expire early, then that is a
magnitude that ought to be counted in their favor in that regard.

Senator BRADLEY. Could I interrupt you there? And that means
that all the rest of us have to pay for it too, because it is our tax
dollars that are going to take care of these people who are exercis-
ing the free choice to expire at a young age because they are smok-
ing.

Dr. TOLLISON. No, quite the contrary. I think the implication of
the argument is that if you assume that smokers expire early, this
tax is going to make them expire later, according to tho calcula-
tions. They are going to live-

Senator BRADLEY. So, basically, your argument is that it will cost
taxpayers more because people will be living longer and drawing
more Social Security and more Medicare, and it, therefore, should
be the policy of government to try to not discourage those things
that allow people to live longer. Now, I mean

Dr. TOLLISON. Is it not a fact that the predominant health care
costs come at the extremely elderly ages? Is that not a fact? Is this
not a finance bill? I mean, the question-



Senator PACKWOOD. Well, let me interrupt now. I think I know
what Bill is driving at. Indeed, in terms of reducing costs in Medi-
care if we encourage more smoking, we will reduce the Medicare
cost. [Laughter.]

Senator BRADLEY. Well, no, no. By this analogy we should not
have seat belts, by this analogy we should have no safety at air-
ports, by this analogy we should have nothing that could deny
somebody the right to die earlier by their personal choice.

Senator PACKWOOD. I think Dr. Tollison is dividing this into
purely economics, if I understand what you are saying.

Dr. TOLLISON. I am simply accepting the assumptions that un-
dergird the point that Professor Warner made. You need to know
whether this tax is going to increase health care costs or reduce
them in the long run.

Senator PACKWOOD. Then let me follow-up Bill, if I can, for just
a second. "Mice Making Human-like Antibodies." Now, if this
works we are talking about extending people's lives extensively
with these mice, and are going to cause more health care costs be-
cause we are going to extend them to a longer age. Would the logic
be that we should think of these things like tobacco in the sense
of, are they going to cause us increased costs?

Dr. TOLLISON. Indeed. I am trying to follow out the assumptions
of the argument. This is not my only argument against the excise
tax.

Senator BRADLEY. Let me just ask one more question; I know the
Chairman is giving me the opportunity.

Then by this logic, you think that it is better not to intervene to-
ward the end of someone's life in order to further that person's life,
and, indeed, you agree with Mr. Kevorkian and all the others who
want to end life early.

Dr. TOLLISON. I do not see what that has to do with the discus-
sion. That is not on the table at all.

Senator BRADLEY. Well, if you did not deny them they would live
life longer and cost all of us more money.

Dr. TOLLISON. You are asking me my position about the way in-
dividuals should be allowed to behave in their private lives and the
economy. I believe in liberty. I believe that they ought to be able
to consume things, under a well-informed state-

Senator BRADLEY. Right.
Dr. TOLLISON [continuing]. Such as tobacco and take other such

risks as may lead to health care costs in the future over some hori-
zon. That is what I believe.

Senator BRADLEY. Do you believe that they have a right for a tax
subsidy to do that? Do you believe that the companies who promote
the use of tobacco by young people have a right to a tax subsidy
on advertising?

Dr. TOLLISON. Is that the question?
Senator BRADLEY. Yes.
Dr. TOLLISON I think that tobacco is a legal product and is enti-

tled to that advertising treatment, as other companies who adver-
tise are. I think that the Tax Code is complicated enough. You were
a well-respected and revered champion of broad-based, clear, un-
complicated taxation in the mid-1980's, and I would assume that
that proposal would go in an opposite direction.



Senator BRADLEY. So that, from your standpoint then, there is no
underlying tax theory argument, it is that, you know, whatever is
in the Tax Code is in the Tax Code; some things are in, some
things are out.

If you choose not to allow a deduction for advertising, people say,
this is a right of free speech. This is not a free speech right, this
is an issue of, do you have a right to a tax deduction. And my view
is, you do not have a right to the tax deduction if your activity is
luring 16-year-olds into the consumption of a product which will
shorten their lives.

And the issue of free choice, when you are 15 years old and you
get a big Joe Camel advertisement that comes into your house and
promises you, you can get shirts, you can get trinkets, just smoke
Camel cigarettes, from my standpoint, that is a matter of condi-
tioned choice.

The CHAIRMAN. Well, let us, even so, hear what it is from Dr.
Tollison's standpoint. And I did note that he comes from a hotbed
of rational expectation theory, and a very distinguished faculty it
is, too. Proceed, sir.

Dr. TOLLISON. All right. Let me proceed to Professor Warner's
third point, just in the interest of trying to join this debate a little
further. He says that the tobacco tax is a reliable tax.

I think two points are relevant in that regard. I think the esti-
mated revenues of this tax are about twice too high. The price of
tobacco products is in the CPI. It gets nicked up by this tax in-
crease by about a percent. The federally mandated programs that
are-

The CHAIRMAN. By about a percent?
Dr. TOLLISON. About a percent.
The CHAIRMAN. Wait. One full percent to the CPI?
Dr. TOLLISON. Yes.
The CHAIRMAN. Instead of 3.1, 4.1?

,Dr. TOLLISON. No, I am sorry. The weighting of tobacco prod-
ucts-

The CHAIRMAN. The weighting will go up. Yes.
Dr. TOLLISON [continuing]. Is such that this 75-cent tax increase

translates to about a percent increase in the CPI. That is my cal-
culation. I would be happy to-

The CHAIRMAN. Send them over, will you?
Dr. TOLLISON. I would be happy to provide them.
Senator BRADLEY. A percent increase. One percent.
The CHAIRMAN. It is what we call counter intuitive at this point,

but, listen, we have great respect for that operation across the
river.

Dr. TOLLISON. Well, let me just check this. I have a calculation
at .7 percent.

The CHAIRMAN. Very interesting, indeed.
Dr. TOLLISON. In, fact, I had an op-ed-
The CHAIRMAN. Which has associated cost increases in other

matters.
Dr. TOLLISON. Yes. Which must be netted out against the extra

revenues. In fact, I had an op-ed in the Washington Times on the
subject, so I would be happy to provide the calculations.

The CHAIRMAN. We would appreciate it, Dr. Tollison.



[The information appears in the appendix.]
The CHAIRMAN. AndDr. Warner will have a chance to comment.
Dr. TOLLISON. Absolutely.
The fifth point. The tax is a regressive tax. I do not think you

can kid yourself that you are not taking $400 a year away from
low-income, working class smokers by passing this bill. Now,
maybe there will be other effects through the health care reform
system that would restore that in some manner or fashion, and
Professor Warner talks about those in his statement.

But I think the only sure thing you are doing here is taking $400
a year from low-income smokers. That is for sure. The rest of it,
you really do not know if it will translate and go through in exactly
the way it has been discussed.

The next to last comment, is the good, economic theorists who
have attacked this problem, Tom Schelling of the University of
Maryland, Joe Newhouse of Harvard, Winfred Manning of the
RAND Institute.

The CHAIRMAN. Surely, Tom Schellingis at Harvard.
Dr. TOLLISON. No, he moved to the University of Maryland, sir.
The CHAIRMAN. I am sorry. Thank you, sir.
Dr. TOLLISON. And these studies are reviewed in this Congres-

sional Research Service report to the Congress. This is an excellent
review of those studies. Every one of these people who carefully
apply economic methodology to the issue of taxing smoking come
to one simple conclusion: the tax is already too high. It is too high
by about 25 cents.

The CHAIRMAN. Too high for what purpose?
Dr. TOLLISON. It is too high to cover the so called external costs,

the social costs, that smokers impose either through the health
care system, or through passive smoking, or through any other
mechanism that is deemed relevant in those analyses.

Senator BRADLEY. And that is because, after a certain tax in-
crease, there is less revenue coming in; is that it?

Dr. TOLLISON. No, I am sorry. The art form is to calculate what
those external costs are and compare them to the prevailing level
of excise taxation. The art form is to get the excise tax-

The CHAIRMAN. But that does not exclude that we use it just
purely for revenue purposes.

Dr. TOLLISON. Right.
Senator BRADLEY. How would you price out 400,000 lives?
Dr. TOLLISON. They do, sir.
Senator BRADLEY. What is the cost in your theory, on the

400,000 lives that are lost every year because of smoking?
Dr. TOLLISON. It is not my theory. They parse out what cost of

the act of smoking are, in fact, borne by smokers.
Senator BRADLEY. Well, what is the cost of a life?
The CHAIRMAN. We had Monsignor Fahey here earlier, and I

think we really ought to-
Dr. TOLLISON. Thank you. Thank you very much.
The CHAIRMAN. Dr. Tollison is an economist.
Senator BRADLEY. He is only a specialist in reductionism.

[Laughter.]
The CHAIRMAN. Why do you not wrap up, sir, so we can go on

to questions?



Dr. TOLLISON. All right. Well, I will end with that. I think that
those are the best analyses that exist. They are summarized in this
Congressional Research Service document. I would recommend that
the committee read that, if they have not.

The CHAIRMAN. We will place it in the record at this point.
[The Congressional Research Service document appears in theappendix.]9r. TOLLISON. Thank you. I will cease and desist.

The CHAIRMAN. Dr. Warner, did you want to say something?
Professor WARNER. I simply want to make some factual correc-

tions if I may, because Professor Tollison has made some state-
ments that are not accurate and I would simply like them corrected
for the record, if I may. Would that be permissible?

The CHAIRMAN. Surely. But do so with some expedition so Sen-
ator Chafee and Senator Baucus can ask questions, and Senator
Rockefeller.

Professor WARNER. I will try to be as concise as possible.
Concerning the issue of whether smoking cessation reduces or in-

creases health care costs, I used to at least contemplate the issue
the way that Dr. Tollison does, although I hope not as callously.
There is an analysis in the Milbank Quarterly in 1992 that is far
and away the most thorough, best analysis of this issue. It con-
cludes that because smokers cost so much more in each of their
ears of shortened life, on balance, they end up costing more to the
ealth care system, including, by the way, for men, during the

Medicare years.
The CHIRMAN. We had better watch this. We are going to end

up asking, what is the cost of a new baby and can we afford one?
Professor WARNER. In point in fact, in response to Senator Brad-

ley's question, Professor Tollison said that each of the studies he
mentioned included the value of the 400,000 lives lost. There is
zero value attributed to those lives. There is value attributed to
productivity and health care costs, but there is no value to life per
se whatsoever.

And, by the way, in at least one of those studies Professor
Tollison cites the author agrees tha , had he used what are now be-
lieved reasonable estimates of the effects of environmental tobacco
smoke, the tax would have to be a great deal higher; that is the
Manning study.

Professor Tollison made the statement that the estimates of reve-
nue that we provided do not account for issues like the adjustment
of the Consumer Price Index. This is not accurate, once again. The
organizations that make these estimates specifically have a sub-
stantial reduction in their estimates, which I believe to be too
large, to allow precisely for those kinds of things.

The CHAIRMAN. All right. Now, no one is going to question good
motives and good intentions here, we are trying to get the facts,
which are elusive.

Did you want to say one thing before we go to general questions?
Dr. TOLLISON. I just wondered if Manning has recanted this in

writing.
The CHAIRMAN. Well, we will get Mr. Manning in and-find out.

Thank you, gentleman.
Senator Packwood?



Senator PACKWOOD. I want to ask Mr. Beard and Mr. Feldman,
because there are two statements here that seem contradictory to
me. Mr. Beard, you say, "in an earlier study, Dr. Kellerman found
that for every self-defense killing with a handgun, 43 friends and
family members were shot to death," and then you go on with some
other language.

Now, Mr. Feldman, this is not your statement, it is from the Na-
tional Rifle Association before the House Ways and Means, but it
is another study. "Indeed, it has been estimated by Professor Kleck,
of Florida State University, that there are approximately 1.4 mil-
lion instances annually of the defensive uses of firearms in the
United States; 645,000 of them involve handguns. Professor Kleck
has noted the possibility-the possibility-that more lives are
saved by protective use of firearms than are taken in suicide, homi-
cide, and accidental misuse together; certainly numerous injuries
which would otherwise require medical care are prevented by law-
ful gun ownership."

Those two studies seem somewhat in conflict to me, although I
realize Professor Kleck says, possibly. But, still, Mr. Beard's 43 to
one ratio as opposed to Mr. Kleck's possibility seems in conflict. Are
either of you familiar with Professor Kleck's study? Mr. Beard, are
you familiar with it, too?

Mr. BEARD. Yes.
Senator PACKWOOD. Can you comment on both of those for me?
Mr. BEARD. Yes, sir. Senator, first of all, the Kleck study was

based on a public opinion poll that was done about 18 years ago.
The question was posed as to whether or not people had used a gun
in self-defense. It did not ask if it was against an animal, or if
there was a person there. It did not make any distinction.

It simply said, have you ever used a gun in self-defense. He then
took that poll and extrapolated it to reflect current statistics and
current ownership. He then made a lot of assumptions. So, it is not
a scientific survey which determined specific incidences of where
pulling a gun has saved lives or prevented someone becoming a vic-
tim.

Senator PACKWOOD. What you are saying is, it is not really a
study, it is a poll.

Mr. BEARD. It is not really a study.
Senator PACKWOOD. All right.
Mr. BEARD. It is a study of a poll that was done by a gun control

organization in Massachusetts over 18 years ago. So it is, I think,
a very suspect poll. Dr. Kleck has done some more recent research
and, again, it goes against what the rest of researchers looking at
this issue has said. Dr. Kellerman's study, which was in the New
England Journal of Medicine concluded that handguns in the home
increases chances of homicides, 13 times and suicides, 5 times.

In addition, there has been, as you probably know, a study of
studies done by Wright and Rossi where they looked at all of the
studies and concluded that the evidence was not clear, and what
was needed was another study.

Senator PACKWOOD. Mr. Felman.
Mr. FELDMAN. Well, I can tell you a poll that was done on April

18th by the Terrence Group, which asked a question, do you know
anyone who has ever had to use, but not necessarily fire a gun, in



order to protect themselves or their family? Twenty-eight percent
of the adult population said yes. That does not go to the immediacy
of how many people, that is just how many people know someone
who has.

I have, twice in my life, taken out a sidearm and pointed it at
someone when I felt my life was" in immediate danger. I did not
have to fire that gun in order to use that gun. I prevented myself
and the woman I was with at the time from being victims of a
mugging, so I am one of those statistics. Neither I, nor the per-
petrators were injured in the attack; they turned around and fled.
But that is an ad hominem. When you want to look at the statis-
tics-

The CHARMAN. No, Mr. Feldman. That is not ad hominem, that
is anecdotal.

Mr. FELDMAN. Anecdotal. The issue is one that you can look at
statistics from both sides and you can use those statistics in a
number of ways. Clearly, someone who does not own a gun cannot
have a gun they do not own used against them. I own guns. They
are in Georgia, I am here in Washington, DC. Obviously, if I was
attacked, my ownership of those guns here in the District would be
of no use, they would be of no value. I cannot use them to protect
myself, my companions, or anyone else.

So, the fact is that well over half of the citizens in this country,
or the households in this country, have a firearm in them. The vast
majority of people use guns lawfully. It is the criminal element, Mr.
Chairman. We are all on the same side. We want to take guns out
of the hands of criminals. They do not belong there. And we have
all got to do a better job in getting rid of those criminals with guns.

Senator PACKWOOD. Let me ask Dr. Tollison a question. You
make the statement that tobacco taxes are regressive. Of course,
all excise taxes are regressive, I think, except maybe excise taxes
on furs over $10,000.

The CHAIRMAN. Yotz. That was a good idea he had.
Senator PACKWOOD. Yotz. Is JB still here? Yes, he is. He did not

hear that.
So, what? Are you saying, ipso facto, if a tax is regressive it is,

therefore, bad?
Dr. TOLLISON. I think that is consistent with the history of theo-

ries of public finance that I know, that the State should strive to
finance itself with broader based progressive levies, than with spe-
cific levies on specific products.

Senator PACKWOOD. Well, then let me give you a for instance.
Let us say, in adopting a health care reform bill, we would say a
basic package, we estimate, costs $200 a month, and anything over
that we are going to tax. That also would be regressive, because
it is going to hit everybody equally, and the executive making
$100,000 with the same company policy will pay less in terms of
progressivity than the janitor making $15,000.

Dr. TOLLISON. As, indeed, the Social Security taxes, as Senator
Moynihan has long noted, is also an extremely regressive-

Senator PACKWOOD. It is, although th3 pay-out in it is progres-
sive.

Dr. TOLLISON. It is.



Senator PACKWOOD. But, on the health care benefits, the pay-out
is about the same. But should we oppose any kind of limitation be-
cause it is a regressive tax; should we oppose any kind of a tax cap
because it is regressive?

Dr. TOLLISON. I would have to say, being consistent with my
background in public finance, that you should oppose it, that these
things should be financed through broad-liased, progressive taxes.

Senator PACKWOOD. Progressive taxes. But then that leaves us
the problem that there are not enough rich and we cannot raise
enough money for long-term care, and prescription drugs, and pick-
ing up the retiree benefits of the auto workers just with taxes on
the rich. Then what do we do?

Dr. TOLLISON. Well, you are obviously asking me for my personal
and professional opinion. I thought you guys were on the right
track in the mid-1980's in which you were broadening the base, re-
moving loopholes, and lowering rates. Obviously, the level of rates
is a matter of debate and contention, but the broadening phenome-
non would bring more income to the government.

Senator PACKWOOD. While the 1986 code was slightly more pro-
gressive, even though we had lowered the rates-progressivity de-
pends upon the base and the rates. For all of the 90 percent tax
rates we had, there are lots of people that paid no taxes, despite
the 90 percent rate. But the 1986 act made it slightly more pro-
gressive-slightly, even though we reduced rates tremendously.
But the evidence from the Joint Tax Committee was, it was a
slightly more progressive code by the time we were done.

But, is that your standard for everything we are going to fi-
nance? No matter where we are in time-it is now 1994-any new
taxes should be progressive and if we pass some progressive taxes
now, in 1995 that should be the base, and any new taxes should
be progressive from 1995 and so on.

Dr. TOLLISON. Something like that would seem reasonable.
Senator PACKWOOD. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman. Mr. Chairman, it

seems to me that the efforts that are being discussed here-the
taxation of cigarettes and of ammunition-are not solely revenue
measures, but are health care measures.

Thus we are not necessarily seeking an equalization between the
income that is received and the costs that are incurred by the item
involved. Mr. Tollison, in his statement, makes the point that they
are being over-taxed. As I understand his point, it is that the
amount of revenue that is now coming in is adequate to pay for the.
damage that cigarettes do. Is that your point?

Dr. TOLLISON. Yes, sir.
Senator CHAFEE. But that is not the total objective of the exer-

cise here. The objective of the exercise is to prevent, to the greatest
extent possible, the damage that is done. It is not just to put some
price tag on a life, or the harm done to a non-smoker when he or
she is subjected to secondary smoke.

As far as the handguns or the ammunition situation goes, it
seems to me that Mr. Feldman's point is that you are going to lose
a lot of jobs here, so we should not do it. He does not talk at all
about the pain and suffering that has occurred. He does not even



get into the cost of gunshot wounds; at least I did not see it in your
statement, Mr. Feldman.

Now, the tax you provide on ammunition, Mr. Chairman, am I
correct in believing that your tax is nearly all-or maybe entirely-
on handgun ammunition.

The CHAIRMAN. Exclusively on handgun ammunition.
Senator CHAFEE. Exclusively on handgun ammunition. So the

points that you make in your statement, Mr. Feldman, do not apply
to the proposal before us. In other words-well, you do not number
your pages, which is unfortunate. You are not the only one, I might
say.

I have battled with my staff ever since I have been here to please
date their memos, say who they are from, and please number the
pages. And I am not totally successful on any of the scores. [Laugh-
ter.]

But you spend a good deal of time talking about, on page 4, I
guess it is, the more than 25 million hunters who spend in excess
of $480 million just for licenses and on their sport. But jobs in trav-
el, hotel, and shipping-those are not jobs that are affected by a
tax on handgun ammunition. I suspect that the greatest portion by
far involve hunting. And what do hunters use? They use shotguns
and they use rifles. There are not many people who go hunting
with handguns.

Mr. FELDMAN. Well, 48 States in this country allow handgun
hunting.

Senator CHAFEE. Oh, I do not doubt that they allow it. I am say-
ing that when you get into jobs, related to hotels, shipping, guide
services, taxidermists, recreational vehicles, that a tiny, tiny per-
centage of that, I believe you would concede, is associated with
handguns.

Mr. FELDMAN. No. When it comes to target shooting, and awful
lot of people-

Senator CHAFEE. No, no, no. You do not need a taxidermist for
target shooting. [Laughter.]

Mr. FELDMAN. No, of course not. But you do need to ship the am-
munition from the manufacturer to the distributor, from the dis-
tributor to the retailer. Lots of States-and New York State is one
of them-allow for handgun hunting and it is a separate season on
handgun hunting. And there are a lot of rifles that take handgun
rounds, .22 caliber, .45 caliber. I have a .45 caliber carbine that is
a handgun round, yet it is a rifle.

Senator CHAFEE. Well, we do not propose to touch the .22 caliber
rounds.

Mr. FELDMAN. My point is that lots of handgun ammunition is
capable of being fired through rifles that are chambered in that cal-iber.Senator CHAFEE. I think that it is worth noting that you have

a .45 caliber carbine, because there are so few of them around.
Mr. FELDMAN. Oh, you would be surprised, Senator.
Senator CHAFEE. Well, maybe I would be.
Mr. FELDMAN. I can assure you.
The CHAIRMAN. Mr. Feldman.
Mr. FELDMAN. Yes, sir.



The CHAIRMAN. You are talking to a U.S. Senator who was at
Guadal Canal. Would you show a little respect, please?

Mr. FELDMAN. Certainly, and not meaning any disrespect, Mr.
Chairman.

Senator CHAFEE. But, Mr. Chairman, it seems to me that what
we have got to face up to is, we have brought this panel here as
a health care panel. Health care is the subject we are dealing with.
Indeed, we have been given some pretty powerful testimony by Mr.
Beard, whom I have had the privilege of working with in the past.

And the fundamental question here, Mr. Chairman, it seems to
me, is this: the argument against doing anything about handguns
and ammunition is that it will not affect crime, that criminals will
still get guns. But does that mean we are to continue on the path
we are now, which does nothing about it? Oh, yes, we have made
steps forward-the waiting period for one. But that does not ad-
dress the proliferation of these weapons. Somehow, we have got to
turn off the spigot.

It is no coincidence that other countries of the world that are so
called civilized countries-I am referring to Canada, to the Scan-
dinavian countries, to Germany, to France, name any of them-do
not come anywhere close to te number of handgun deaths that
occur in this country. Nowhere near.

As for those who say, well, criminals will still get guns-well
they will not get them after awhile. The good people may turn guns
in, the criminals may not. But the first step is to turn off the spigot
that pours these guns into our society cut back on the abundance
of these weapons.

The second step, then, is to begin to collect these weapons that
are out there now-obviously with the exception of those used by

policemen, law enforcement officials, and the military. Somehow we
ave got to take these steps.
It does not do any good to end up with a statement-like your

stirring statement at the end-that the tax is a scapegoat for the
failings of the criminal justice system and a health care system run
amuck. I frankly do not know what you mean by either of those
statements. We are working on the criminal justice system all the
time. But many of the crimes that are committed with handguns
are not done by hardened criminals by a long shot. And I do not
know what you mean by the health care system run amuck.

Mr. FELDMAN. Senator, there are millions of people in this coun-
try that use handguns to protect themselves. And far more people
use handguns than law enforcement does to protect themselves.

I do not know. Perhaps you have some ideas on how you would
like to confiscate those guns from American citizens. I think it
would be a very difficult task and it is one that, with 225 million
lawfully owned firearms out there, I do not think very many police
that I know would enjoy trying to achieve.

Senator CHAFEE. Well, again-
Mr. FELDMAN. With these buy-back programs, Senator-
Senator CHAFEE. It is very, very facile, I think, to mingle in rifles

and shotguns with handguns, and it is just not accurate. It is not
accurate for my legislation, and it is not accurate for the Chair-
man's bill. There is a world of difference, and no one knows it bet-
ter than you do.



Mr. FELDMAN. Approximately one-third of all firearms are hand-
guns in this country.

Senator CHAFEE. That is right. And that is what we are focussing
on. We are talking about the 70 million handguns out there, with
2 million more being added to them every year. We are not touch-
ing rifles, we are not touching shotguns.

Mr. FELDMAN. How would you differentiate between ammunition
that is fired through a rifle and the handgun caliber?

Senator CHAFEE. No one knows better than you that duplication
in those areas is very modest as part of the total.

Mr. FELDMAN. How would you suggest that these guns be con-
fiscated?

Senator CHAFEE. In the Chairman's legislation, what he proposes
is an increased tax on the ammunition for handguns.

Mr. FELDMAN. But you talked about confiscating guns.
Senator CHAFEE. In my bill, which of course is not before the

committee today, we have a grace period of 6 months in which we
pay either the fair market value, or $25, whichever is greater, for
handguns that are turned in. The only way to start on this is to
start. It does no good to say it is impossible. We cannot continue
the system we have in this country now.

Mr. FELDMAN. But that is what is at issue-
Senator CHAFEE. My time is up. Thank you.
Mr. BEARD. Mr. Chairman, could I add a point?
The CHAIRMAN. Quickly, because Senator Baucus has to go.
Mr. BEARD. Under your bill, S. 1616, the excise tax would be

placed on the basis of length, not caliber. Mr. Feldman keeps talk-
ing about caliber. Your bill deals with any ammunition less than
1.3 inches.

The CHAIRMAN. Exactly, sir.
Mr. BEARD. And the Bureau of Alcohol, Tobacco and Firearms

has said that is the dividing line between ammunition for haud-
guns and any other legitimate sporting weapon. That is a very iql-
portant difference that Mr. Feldman is trying to blur here.

Mr. FELDMAN. Any ammunition that is over one inch would be
capable of being a destructive device.

The CHAIRMAN. Thank you, Mr. Beard. Mr. Feldman, would you
please reserve a moment?

Senator Baucus is next.
Senator BAUCUS. Thank you, Mr. Chairman. This is obviously

not an easy issue. I would like to begin by saying that I supported
the Brady Background Check bill, I supported the Feinstein Ban
on Assault Rifles, and am the first member of the Montana Con-
gressional Delegation to support anything to de-categorize gun con-
trol since I think Senator Mike Mansfield did in 1967 or 1968.

And I can tell you, I did it because I thought it was the right
thing to do. I can also tell you that a lot of folks in my home State
are not terribly happy with those two votes.

But the real question now is-nd this is a legitimate question
that a lot of legitimate sportsmen have-in Montana, anyway, the
sportsmen say, I do not like the background check bill, I do not like
the ban of assault rifles, but I can live with it. But what is next?
That is the legitimate question on their minds: what is next?



Well, here we are, we are faced with the potential, what is next?
And there can be a lot of what is next here in this committee and
on the floor. So, the next question is, well, which of these what
nexts is right and which of these what nexts are not right?

The question I have is, the degree to which an ammunition tax
really gets at crime. I do think, first of all, that the causes of crime
are varied and they are complex and they are very fundamental.

In my judgment, frankly, the causes of crime are, first, excessive
violence on television. I think there is way too much violence on
television in America today, which I think desensitizes Americans.

It makes Americans less sensitive to the sensibilities of people
and human values, and Americans are more casual, therefore-
some people, anyway, are-about crime and violence and they are
more likely to commit crime and acts of violence.

I think there is another cause of crime in this country, and that
is drugs--excessive drugs in this country. A lot of people resort to
crime to support the habit in one variation or another. That causes
crime.

You can add to that lack of economic opportunity. Many people
in America just do not see good, sufficient economic opportunity, in
some of the inner cities, for example. They see the short-cut, easy
way is crime.

I do also think that another cause of crime-and that is why I
supported the Brady Background Check bill as well as the Fein-
stein Ban on Assault Rifles-is there are too many of the wrong
kinds of guns that get too easily in the hands of the wrong kinds
of people. I do think that is another cause.

So are Brady and Feinstein a solution to crime in America? No,
they are not the solution to crime in America, there are lots of
other necessary solutions. Are Brady and Feinstein going to go a
long way to solving the problem? No, I do not think they are going
to go a long way to solving the problem, but I do think they will
go a partial way to solving the problem and that is why I supported
them.

Now, I see how there is a direct nexus between a background
check and catching criminals. In fact, even in my State just re-
cently-I think it was in Butte-because of the Brady bill, the po-
lice in Butte, Montana apprehended somebody.

I do not know what the total figures are nationwide, but there
are thousands of people who have been stopped, and I guess thou-
sands have even been apprehended as a consequence of background
checks. And that is good, that has worked.

The next question, to me, anyway, is this tax going to really do
much to stop crime? I was struck with an analysis just a few days
ago. This is in D.C., particularly. A lot of law enforcement officials
believe that most crime is caused by kind of a hard core group of
people with a lot of repetition, sort of recidivism. It is just finding
out who these people are who are cause for a lot of the repeat
crimes in the District.

So, when we passed the Crime Bill here in the Congress, ump-
teen billions of dollars for prisons, and boot camps, and mandatory
sentences, and more capital crimes and so forth, I think that has
some effect on addressing the problem, although most crime is en-
forced by State law enforcement, not Federal.



But I am having a hard time, frankly, seeing the connection be-
tween a ammunition tax and stopping crime, given, if we are hon-
est with ourselves, all of the causes of crime in this country.

So I am just asking you, Mr. Beard, what is the direct connection
here? As you know, the 10-11 percent tax on, I think it is rifles
and ammunition, whatever, under the Pittman-Robertson Act, goes
basically back to the States for wildlife conservation measures, and
so forth.

And there is a connection there, because most people who buy
guns and use guns are sportsmen and they very much appreciate
that the tax that they are paying goes back to wildlife conservation
and education kinds of programs.

I have a hard time seeing the connection here, frankly, between
the ammunition tax and really stopping crime, if we are really hon-
est with ourselves, what the problem really is. Would you just ad-
dress that, please?

Mr. BEARD. Certainly, Senator. You asked two very important
and distinctly different questions. The first, was about sports and
sportsmen in your State. I would remind you again that neither the
Chairman's bill, nor Mr. Bradley's bill would affect sports ammuni-
tion at all. These taxes are on handgun ammunition, not on legiti-
mate rifle, shotgun, or other ammunition. So it is not a question
of affecting sportsmen.

Senator BAUCUS. I do not mean to be argumentative here, and
I am trying not to be.

The CHAIRMAN. You are not.
Senator BAUCUS. But a lot of sportsmen use handguns. They just

do. It is easier to get in the woods, particularly thick woods, with
a handgun when you are out hunting. If you have a higher caliber
handgun you can use it for big game, for example, under certain
circumstances.

A lot of hunters take a higher caliber rifle to knock down a de.r
and elk, then sometimes they use their handgun to finally kill the
animal to get it out of its suffering or pain if it is not yet killed.
I mean, these are legitimate uses of handguns.

And I do not know where you are from, but if you were to spend
time in western States, in Rocky Mountain States, in my State of
Montana, I think you would have a real appreciation for this.
These are the questions that honest people, good people are asking.

They are asking, what in the world is going on here? They want
to do something about crime, you know. They say, all right, the
Brady bill. I see that. I do not like it so much, but that is all right.
And the ban on 19 out of 600 rifles, you know, they can kind of
see that, too.

If you start to tax ammunition, particularly to this amount, and
when they are really paying the brunt of it, and when they say, ba-
sically correctly, that if someone's going to use a gun to commit a
crime, a 30 percent tax on ammunition is not going to make a dif-
ference one way or another, it is just going to happen anyway. So
I just cannot understand it. Even though we are talking about
handguns here and ammunition for handguns here, they have an
awfully hard time doing the right thing in making this connection.

Mr. BEARD. Well, first, let me say that I was born in West Vir-
ginia and raised in Ohio, and I spend half of my time now in West



Virginia in the panhandle in the Mountain area. Most of my
friends, and almost all of my family are hunters alid I spend a lot
of time talking about this issue with ',hem, and I understand what
you are saying about the sporting use of some handguns.

With the small percentage of people who use handguns for sport-
ing and hunting purposes compared to what happens to our society,
the 36,000-38,000 lives a year that are lost, plus the billions of dol-
lars is costs us, is- -

Senator BAUCUS. Yes. But you are making the connection that
those lives will be saved if this 30 percent ammunition tax is
passed. That is a very big leap. That is what I am trying to focus
on, is that connection. I am saying these people have a hard time
seeing this connection.

Mr. BEARD. Well, I think Senator Chafee made the point very
clear, that it is not just a crime issue that we are talking about,
we are talking about a public health issue. Of those 36,000-38,000
people who died last year from handgun violence, or from gun vio-
lence, the majority of them-close to three-quarters of them-were
not killed by criminals and not killed in any criminal activity. Half
of them killed themselves.

Senator BAUCUS. I am sorry, sir. It is the same point because we
try to make the connection between the tax and abuse of the gun.
If it is crime, it is crime; if it is health related, it is health related.
So, it is the same issue.

The issue is, what is the connection between the 30 percent on
the one hand, and the handgun not used on the other, or the am-
munition not used for criminal purposes. That is just the question
I am trying to find the answer to.

Mr. BEARD. Well, it seems to me it is the same question we are
asking about with tobacco and some other consumer products. If
the use of that particular consumer product-and that is all a
handgun is, is a unique consumer product-is costing society bil-
lions of dollars, should not the people who manufacture, sell, and
use that product bear some of the cost? It seems to me that is the
only real question.

Senator BAUCUS. Well, there is a real difference there because
every cigarette harms somebody, not every bullet fired does. In
fact, by far, most do not. There is a major difference. Major. Every
cigarette has a detrimental effect on health, every single one that
is smoked. Every one. Most bullets fired do not, most handguns
used do not.

Mr. BEARD. I got involved in this issue in 1968. And, from 1968
to 1972, the number of firearms in the United States doubled in
that four-year period. Starting at that same time, the homicide and
suicide rates also doubled; they have now tripled.

It seems to me that there is a direct relationship between the
easy availability of guns and the deaths, the accidents, and the in-
juries in our society, and the change that has taken place in our
society because of.easy access to firearms.

I do not understand why it is wrong to require those people who
manufacture that deadly consumer product to pay some of the
costs, the people who purchase that deadly consumer product to
pay some of the cost to society.



As I said in my statement, the estimate is, it is roughly $20 bil-
lion a year. Senator Chafee has an estimate of $4 billion a year just
in emergency care cost, 86 percent of which has to be paid for by
the taxpayers. e

Senator BAUCUS. Yes. Again, obviously, manufacturers of hand-
guns and ammunition should pay some tax. You can use figures
like $20 billion, but the real question, again, is the causal connec-
tion. I mean, it is a bit irresponsible, to put it mildly, to just use
figures like that without addressing the core question, which is the
cause. I think the real issue here is the degree to which there is
a cause and effect. That is really what we are trying to establish
here. And I submit that that is a part of the cause of crime.

But I also tend to think that there are many other reasons that
are causing crime in America, and if we are really directly honest
with ourselves we should address those as well with as much focus
and as much intensity. And, frankly, I think one of them, as I said,
is violence on television. I just think there is way too much violence
on television still in America today, and I do think that tends to
desensitize the American population to ordinary, proper values.

The CHAIRMAN. Now, will you let me say, first of all, a friendly
word? You have caused me to come up with the idea of the return-
able cartridge. For every .45 round used to dispatch an elk, you
send it in and back comes the two cents tax. Well, it is a thought.
[Laughter.]

Senator BAUCUS. It is a thought.
The CHAIRMAN. Different places, different problems.
Senator BAUCUS. Well, we will apply the tax in New York, but

not in Montana.
The CHAIRMAN. All right. I would settle for that. We probably

take about twice as many deer in New York as they take in Mon-
tana. We do, you know. You have got nothing to eat out there, Sen-
ator. [Laughter.]

We are in deerslayer country.
But about 10 years ago-this is no longer the case-I had a bill

in to heavily tax/ban the manufacture of .25 caliber and .32 caliber
rounds. One-third of the rounds fired at New York City policemen
were .25 caliber and .32 caliber. They are the Saturday night spe-
cials. No sportsman would go near them. They have snub-noses
three inches long, they are accurate at maybe 10 yards, and use-
less, thereafter.

From an epidemiological point of view, you often go where you
least suspect. We spent years telling people, drive carefully. But,
when you have 99 million people with automobiles and some are
16-which, by definition, means you are not going to be carefil-
and some are 76-which, by definition, means you probably do not
have the best depth perception you ever had-it turned out seat
belts were a better answer.

And to get seat belts in automobiles you had to change the be-
havior of four people: the presidents of GM, Chrysler, Ford, and
American Motors. That is much easier than changing the behavior
of 99 million people.

We have a two century supply of handguns, we have a three-year
supply of ammunition. And epidemiologists would automatically
say, you go to that particular triad. On some of the rounds we are
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talking about, I would like to ask Mr. Feldman. In 1986, we man-
aged to ban that particular Teflon-coated round which penetrates
bod armor. Surely, you would have supported that bill, would younot. k

Mr. FELDMAN. Absolutely.
The CHAIRMAN. Yes. So, once you have made that concession, you

said we could talk about others as well. And we will not settle this
here, but Senator Chafee is very serious about this matter. If you
have spent a lot of time with guns, you are very careful of these
things. I was a gunner in the Navy and I took very great care with
how I handled a gun. They go off.

Mr. FELDMAN. When you pull the trigger.
The CHAIRMAN. Or, you drop them.
Mr. FELDMAN. It should not.
The CHAIRMAN. You have never been a gunner.
Mr. FELDMAN. No, I have not.
The CHAIRMAN. Yes. Well, I have been.
Mr. FELDMAN. I am the Navy.
The CIwRMAN. All right.
Senator Chafee?
Senator CHAFEE. Well, Mr. Chairman, with regard to the argu-

ment as to whether they go off when they are dropped, you know,
in the Marine Corps we spent a good deal of our time on accidental
discharges, and trying to trace them.

The CHAIRMAN. You are right.
Senator CHAFEE. And the individual's defense always was, oh, I

never pointed it at him, I just dropped it and it went off.
But, in Mr. Feldman's testimony, he talks about the failings of

tht- criminal justice system. That is something we are wrestling
with now. I mean, in the recently-approved Crime Bill, as you
know, everything but overtime parking now receives capital pun-
ishment. [Laughter.]

Senator CHAFEE. And with this crime bill we are going to build
a lot more prisons and have more policemen.

The CHAImmAN. Do not get Toll ison going, he will estimate the
savings from capital punishment. [Laughter.]

Senator CHAFEE. So, Mr. Chairman, I think this clearly is far
deeper than the failings of the criminal justice system. But my bill
is a subject for another day. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, sir.
I want to thank our panel. Drs. Tollison and Warner are going

to send us some additional data.
I want to thank you all for a very helpful and informative after-

noon. With this, we do not dispose of our subject, but we do con-
clude our panel.

[Whereupon, at 4:52 p.m., the hearing was concluded.]
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PREPARED STATEMENT OF MICHAEL BEARD

On behalf of the 40 national organizations that comprise the Coalition to Stop
Gun Violence and our 120,000 members nationwide, I want to thank chairman Moy-
nihan for allowing us this opportunity to testify here this afternoon.

Handgun violence has become a major public health concern. More than 38,000
Americans were killed by gunshot wounds in 1991, the last year for which complete
statistics are available. Tens of thousands more were wounded but survived. The
cost to our society, our economy and our health care system is tremendous.

In a report published this winter in Health Affairs two researchers at the Univer-
sity of California, San Francisco Dorothy Rice and Wendy Max, estimate that in
1990 the societal cost of gun violence totaled over $20 billion. A large portion of that
loss was born by the health care system. Health care costs alone have been reported
by Senator Chafee to total more than $4 billion ayear.

Who is paying these costs? We all are. A study in the Journal of the American
Medical Association several years ago reported that up to 86% of the costs of treat-
ing gunshot victims is born by the public. The cost of giving uncompensated -care
has forced nearly 100 trauma centers to close since the late 1980's.

Trauma center closings adversely affect us all not just victims of gun violence. As
more trauma centers close more Americans are unable to obtain the care they need
when they become victims of trauma.

The coalition to stop gun violence believes strongly that a portion of the cost of
treating gunshot victims should be shifted from the general public to those who
make, sell and use handguns. Although, we support Senator Chafee's legislation to
ban handguns, that is not the purpose of the tax legislation being discussed today.
It is simply a matter of shifting costs.

The current Federal excise tax on handguns is earmarked for a little known pro-
gram that primarily assists sport shooting programs in the fifty states. The same
is true of the current tax on shotguns and rifles. We feel it is entirely appropriate
for the tax on sporting weapons to be used for these purposes. Shotguns and rifles,
although they comprise a majority of the privately owned guns in the U.S., are far
less likely to be misused than handguns.

Handguns are the weapon of choice for those who commit gun violence in our soci-
ety. Handguns are used in the majority of all murders in the U.S. They are also
used in a majority of suicides. Unintentional shootings are almost always committed
with a handgun.

If we continue to look at gun violence and particularly handgun violence as simply
a crime issue we will never solve the problem. Most incidents of gun violence still
occur in suicides and among family members and friends. Dr. Arthur Kellerman of
Emery University in Atlanta reported last year in the New England Journal of
Medicine that the presence of a handgun in the home increases the likelihood of a
murder occurring in that home by a factor of three. Suicides are five times more
likely to occur in homes with handguns.

In an earlier study Dr. Kellerman found that for every self-defense killing with
a handgun, forty three friends and family members were shot to death. What the
American people need to realize is that handgun ownership is a bad bargain. This
brings us to the other benefit of this legislation.

If the tax on handguns and handgun ammunition is raised fewer people will pur-
chase handguns and fewer people will therefore be killed. In the past opponents of
a handgun tax have argued that such a tax would disarm only the poor. This argu-
ment is built on the fallacy that poor people or any other Americans are better off
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with more handguns. We know this is not true. On a recent weekend in Chicago
one public housing complex reported more than 300 shootings. The residents of the
Robert Taylor homes are nearly unanimous in demanding an end to the gunfire
which makes their lives the equivalent to living in a war zone. Does anyone hon-
estly believe that more handguns are the answer to violence in our inner cities?

Specifically, the coalition to stop gun violence supports both Senator Moynihan
and Senator Bradley's proposals. Each proposal distinguishes between handguns
and other firearms- Neither would adversely affect hunting or other sporting uses
of firearms. This is a very important point. Taxing handguns and handgun ammuni-
tion to pay for health care makes sense because the overwhelming majority of gun
shot injuries result from handguns not legitimate sporting weapons. Senator Moy-
nihan's tax on handgun ammunition employs an effective definition of handgun am-
munition which will not affect ammunition for shotguns and rifles.

Senator Bradley's legislation would be particularly effective in raising revenues
and preventing manufacturers from circumventing the excise tax. Two years ago
The Wall Street Journal reported on the Jennings family of California which has
cornered the market on Saturday night specials--small easily concealed, inexpen-
sive and poorly made handguns which Congress barred from importation in 1968.
Thi Journal reported:

According to federal officials familiar with the IRS probe, the alleged excise
scheme was simple: The 10% excise tax is levied only on the price charged
by the gun maker, not the wholesaler. So Calwestco and Byrco allegedly
skirted the normal tax amount by charging artificially low prices when they
sold their guns to Jennings firearms. Then, Jennings firearms in its role as
wholesaler but not gun maker, sharply increased the price and resold the
pistols to other wholesalers, paying no excise tax and reaping big profits.

Incidentally, since the Journal article ran, the Lorcin company, which was also criti-
cized in the article have-ran advertisements featuring that day's Journal with sev-
eral bullet holes in the paper.

Senator Bradley's proposal eliminates this loophole by applying the 30% tax at
each transfer prior to the retail sale. S. 1798 also raises the fee for selling guns from
the current $200 to $1000 a year. Many of the quarter of a million gun dealers, es-
pecially those who do not operate actual gun stores, would choose not to stay in the
business of selling guns. The ATF has estimated that, in fact, a majority of the cur-
rent licensees would not reapply if the fee was raised.

If the number of licensed dealers were to decline to a more manageable number,
ensuring compliance with a handgun and ammunition tax would be made much
easier.

Thirty years ago the nation began to understand the health risks posed by to-
bacco. Over the past three decades smoking and tobacco use have declined dramati-
cally. Now we are faced with another p-iblic health crisis.

Gun violence is not just a crime problem. It is not just a matter of a few bad ap-
ples spoiling everyone ease's fun. Gun violence is a public health problem which
touches all Americans.

Gun violence is also detrimental to our economy-not just in the actual costs list-
ed above, but in a myriad of other ways. When foreign tourists are afraid to travel
to the U.S. our economy suffers. When American school children spend hours in line
each morning passing through metal detectors, they are falling behind their foreign
counterparts who spend that time learning. Our economy is hurt by losing more
than 30,000 citizens each year to gun violence. I can assure you that nowhere else
in the developed world is this a problem.

Everyone who makes, sells or purchases a handgun has to understand his or her
responsibility as part of a problem which is uniquely American. Paying an increased
tax to compensate victims of gun violence is a relatively small price to pay for the
privilege of owning a handgun, especially when compared to the price paid by so
many victims.

In six states, including New York and Louisiana, gun deaths now outnumber traf-
fic fatalities. The CDC estimates that by early in the next decade this will be true
for the country as whole. Taxing handguns and handgun ammunition will not eradi-
cate gun violence. Increasing the tax will send the message that gun violence is
more than just a crime problem-it is a public health and economic problem which
adversely affects us all.
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PREPARED STATEMENT OF MONSIGNOR CHARLES J. FAHEY

The Catholic Health Association of the United States is pleased to present views
on the continued need for tax exempt hospitals after health care reform.

The Catholic Health Association is a national organization of over 1,200 Catholic
hospitals and long-term care facilities, their sponsoring organizations and systems.
Throughout our seventy-eight year history, CHA has taken a leadership role in ad-
vocating high standards of health care for all persons. Care and services to the
poor-whether it be in inner cities, in rural areas, or elsewhere-has been of par-
ticular concern to this association and our membership.

Since 1986, the Catholic Health Association has been a consistent advocate for
universal coverage in a redesigned health care system. Our health'care reform pro-
posal, Setting Relationships Right: A Proposal for Systematic Health Care Reform,
includes many of the features of the President's "Health Security Act."

CHA's proposal is anchored in six fundamental values which are rooted in the
Judeo-Christian tradition:

* Health care is a service, not a mere commodity to be exchanged for profit.
* Public policy must serve the common good.
* Every person is the subject of human dignity.
* The needs of the poor should receive special priority.
* There must be effective stewardship of resources.
* Tasks should be performed at appropriate levels of organizations.
Applied to the discussion of the Committee today, these values lead to the follow-

ing principles:
" Public policy should encourage the service orientation of the health care system.
" Focusing on the common good, not-for-profit health care providers should re-

spond to broad community needs, not solely the needs of an enrolled population.
" Every person has the right to access high quality health care services.
" There will continue to e a need for mission-driven health care providers who

view the provision of services to the poor as a moral priority.
" Local community members are in the best position to evaluate whether their

health care organizations fulfill a charitable purpose.
The Catholic Health Association has also taken a leadership role in advocating

that tax exempt, -not-for-profit health care facilities be accountable to their commu-
nities. In 1989, CHA published The Social Accountability Budget: A Process for
Planning and Reporting Community Service in a Time of Fiscal Constraint. It has
been widely used within and beyond Catholic health care. We also developed, with
the American Association of Homes for the Aging, a version of the document for
nonprofit long-term care facilities.

Last year, after consultation with Catholic and other not-for-profit health care
leaders, CHA developed and distributed "Standards for Community Benefit," calling
for development of community benefit plans that describe how the facility will ad-
dress community needs and problems, articularly those of the poor, frail elderly,
minorities and other underserved and disadvantaged persons. These voluntary
standards are attached to this testimony.

THE CATHOLIC HEALTH ASSOCIATION'S POSITION ON CONTINUING TAX EXEMPTION FOR
NOT-FOR-PROFIT HOSPITALS

The Catholic Health Association believes that the promise of health care reform
for near-universal access to health care services and elimination of most uncompen-
sated care does not alter the appropriateness or necessity of granting federal tax
exemption to not-for-profit health care organizations that provide substantial com-
munity benefits. We urge this Committee to recommend retention of tax exemption
for qualified not-for-profit hospitals.

Our testimony will describe three primary reasons for the continued tax exemp-
tion of community benefit health care organizations.

" Health care is traditionally and ideally a service, not a commodity that
responds well to competition and commercial forces. Tax exemption helps pre-
serve the service orientation of health care organizations.

" Not-for-profit hospitals will continue to have a role in serving the poor an~d
disadvantaged. Even in a most generously designed health care system, some
individuals and communities (especially rural and inner-city locations) will not
be well served. They will remain dependent on not-for-profit providers establish-
ing services in their areas.
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The community benefit role of not-for-profit hospitals goes beyond free
care to the poor. Programs and services for the broader community will con-
tinue to be characteristic of these institutions as they work both independently
and in collaboration to address community-wide health problems and needs.

STEALTH CARE AS A SERVICE

The history of hospitals is one of religious and community leaders responding to
needs of communities by creating services and shelter for the poor, sick, dying, and
elderly. The first hospitals were mission-driven in the truest sense of the term.
There was little or no compensation for services, and members of communities sup-
ported these early institutions with financial and volunteer assistance.

As the health care system changed in the types of persons served, services pro-
vided, and the availability of government and private financing, health care re-
mained and is today, fundamentally a service. It is performed best, we believ-, by
mission-driven organizations carrying out their mission in contemporary terms.

CHA shares the concern of many that commercial values and the competitive en-
vironment in which health care facilities have operated in recent years have had
a negative effect on the essential service and community orientation of many not-
for-profit health care providers.

We believe that health care reform could aggravate this competitive environment
and further encourage commercial behavior by not-for-profit health care facilities.
Health care reform, as currently being discussed, shifts financial risk from pur-
chasers of health care (government and employers) to providers. Health care plans
and providers would be forced to compete on the basis of cost as well as quality and
services. While it is hoped that these developments will result in the desired lower
cost and higher quality, they also present threats to the service and community ori-
entation of providers.

CHA recognizes that increasing economic discipline in the delivery of health care
services is essential, but intense price competition in some communities could
unleash commercial influences that overwhelm the professional and service ethos in
American health care. Unless health care reform and related policies retain and im-
prove incentives for a strong service orientation, the result could be excessive com-
mercialization and an inadequate focus on the needs of persons and communities.

Tax exemption, with its requirements for community benefit and prohibitions
against private inurement and private benefit, is one safeguard against commercial
values overtaking the professional and service orientation of individual not-for-profit
facilities and the health care system as a whole.

HOSPITALS' CHARITABLE PURPOSE CONTINUES: CARE OF THE POOR

The "charitable purpose" basis for tax exemption has historically had a dual inter-
pretation: relief of poverty and community benefit. The Catholic Health Association
believes that not-for-profit tax exempt health care organizations should and will con-
tinue to demonstrate that they serve a charitable purpose under both interpreta-
tions.

CHA believes that there will be a continuing role and responsibility for not-for-
profit, tax exempt health care organizations to serve the poor and disadvantaged.
This is because it is unlikely that even the most generously designed reform pack-
age will address all needs of all people, especially those who have historically been
underserved.

Aside from persons outside of the new health care system, we believe that univer-
sal coverage will not necessarily mean universal access to health care services, nor
will it mean universal care for all health care needs.

Persons who are poor and others currently going without health care services may
fail to properly use the new system. Lack of an ability to cope with government bu-
reaucracies and other struggles of daily living prevent many low income, low lit-
eracy and other troubled persons from taking advantage of programs and benefits
available to them now. under-enrollment in the Special Supplemental Food Pro-
gram for Women, Infants, and Children (WIC), Early and Periodic Screening, Diag-
nosis, and Treatment (EPSDT), and Medicaid give evidence of this phenomenon. It
will be necessary for health care providers te reach out to these persons and fami-
lies, enroll them into the health care system, and teach them how to use health care
services in a more effective way than they have in the past.

Another problem that will persist for persons struggling with poverty and other
hardships is that some providers may not wish to treat them, despite more equitable
financing and other safeguards designed to avoid discrimination. Tay, and predict-
ably in the future, some providers will shun persons who are poor, are part of mi-
nority groups or have certain physical or mental disabilities. Their reason may be



outright prejudice or the belief that such persons present language, literacy or other
problems that take excessive resources.

In fact, our experience shows that many low income and multiproblem persons
and families do require additional attention and services to adequately address their
needs. We havefoundthat not all providers are prepared or willing to respond to
these needs. Therefore, our communities will continue to need charitable health care
organizations driven by community needs, with an historical mission of service to
the disenfranchised and particular expertise in reaching out and providing services
to these populations. We support provisions of the Health Security Act that call for
tax exempt providers to assess the health care needs of their communities and de-
velop plans to meet those needs.

It is also likely that enrolled persons will not have all health and health related
needs met in the new system of care. Even a fairly comprehensive benefits package
may not include needed over-the-counter medicines and appliances, transportation
to health services, counselling, and some desired, but not life saving, procedures and
treatments. Low income persons enrolled in a network are likely to continue to need
some free and discounted services and supplies.

Finally, the new health care system will likely not cover undocumented aliens
who will also need care.

HOSPITALS' CHARITABLE PURPOSE CONTINUES: COMMUNITY BENEFIT

The parallel definition of "charitable" is providing benefits to the broad commu-
nity. This too, can characterize a tax exempt health care organization in a reformed
health care system because the community benefit role of not-for-profit hospitals
goes beyond serving tie poor and disadvantaged.

The Catholic Health Association believes that communities will continue to need
the type of community benefit services not-for-profit tax exempt hospitals provide
when they respond to community need and help build community-wide responses to
those needs. Such services not only affect the poor and other special needs persons,
but the broader community as well. These benefits to the broader community in-
clude policies and programs that:

" Improve the health of persons in the community; and
" Improve the overall health of the communit , preventing widespread dispe.se

and injury and acting on societal problems that tend to cause disease and in-
jury.

Not-for-profit tax exempt facilities will continue to work directly, in collaboration
with partners in their health networks or other health care providers and with local
and state health departments to address these community-wide issues. Some exam-
ples of community benefit services that will continue to be provided by not-for-profit

ealth care organizations include:

" Being part of community-wide efforts to decrease infant mortality and morbid-
ity, to protect children against vaccine preventable disease, to address the prob-
lem of violence in the community and to help homeless families.

" Reaching out to minorities, the poor and other underserved persons, whether
or not they are enrolled. This could include providing multi-lingual information
on child health or offering employment opportunities to persons who are devel-
opmentally disabled.

" Implementing programs that promote health and avoid injury and illness
through campaigns to decrease teen drinking, promoting the use of car seats for
toddlers, and instituting surveillance systems for detection of unusual incidence
of cancer, certain infection or other possible indications of systemic community
health problems.

STATUTORY GOALS

As we noted above, -.ve support provisions in the President's bill that call for tax
exempt providers to assess the health care needs of their communities and develop
plans to meet those needs. Some have questioned whether additional standards con-
cerning community benefit will be necessary. If this Committee considers additional
requirements, we encourage you to develop flexible standards that will allow provid-
ers and the Internal Revenue Service to adapt the rules to the consistently-changing
nature of the health care delivery system:

* For example, CHA believes that in addition to assessing a community's needs
and developing a plan to meet those needs, that tax exempt providers should
also be required to provide outreach and other programs to address these needs.
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" The Committee may also wish to consider requiring tax exempt hospitals to look
beyond their immediate community to assist in addressing the needs of the
medically underserved in the region. Such a requirement would serve to encour-
age providers in communities with less severe needs to share resources with
areas of greater need.

" In addition, the Committee could codify a marked distinction between nonprofit,
tax exempt providers and for profit providers. As you know, nonprofit hospitals
are not established to serve shareholders interested in receiving a monetary re-
turn on their financial investment. The Committee could reinforce this chari-
table commitment of nonprofit providers by requiring tax exempt hospitals to
use all revenues not needed to deliver health care services (or for reasonable
reserves) to improving their facilities or equipment, patient care, medical train-
ing, education or research, or to programs designed to address community
needs.

" Nonprofit tax exempt hospitals also could be required to treat individuals (such
as undocumented aliens) not covered under health reform legislation on an
emergency basis. Perhaps, this could be extended to required provision of impa-
tient and outpatient services for such persons. Such a more stringent require-
ment would have to be coupled with a financial ability standard that recognized
that there are limitations on a hospital's resources to provide such an open
ended commitment).

CHA strongly opposes, however, any requirement that charitable institutions
spend a particular dollar amount or percentage of revenues for one or more enumer-
ated charitable purposes. The needs of each community vary too widely to set a sin-
gular federal monetary standard. Such a standard would: (1) serve to shift the na-
ture of charitable activities toward the type of activity that met the quantifiable
standard, and (2) send a signal that achievement of a numerical goal was sufficient
to dispense with the organization's overall obligations to its community. Goals set
as minimums too often become the ceiling for an overall effort. Furthermore, such
an approach could tend to reward high cost, inefficient community programs and
discourage highly effective programs that may have lower costs through the use of
volunteers or efficient management, and may provide substantial savings in terms
of reduced future health care costs.

A critical aspect of not-for-profit health care organizations is that they are indeed
organized and operated as not-for-profit entities. The Internal Re,;enue Service has
testified that the current prohibitions against inurement and privE.te benefit are dif-
ficult to enforce because the only recourse available in cases of violations is complete
withdrawal of tax exemption. For this reason, CHA supports the Treasury Depart-
ment's proposed intermediate sanctions on all tax exempt organizations and "insid-
ers" that engage in private inurement or private benefit activities.

Some have questioned whether not-for-profit health care plans, both existing
plans and those emerging as the health care system is restructured, should be eligi-
le for tax exemption. CHA believes that tax exemption must be available to those

organizations that are organized and operated as nonprofit and that meet standards
of community benefit and other requirements that may be imposed on tax exempt
hospitals and other providers. The presence of not-for-profit organizations account-
able to the community will have desirous effect on health care systems and the
health of persons they are designed to serve.

As the health care system continues to evolve, we urge the Internal Revenue
Service continue scrutiny of tax exempt health care provider business practices and
continue to provide guidance in the form of General Counsel Memoranda and other
issuances that give direction to health care providers and others in the formation
of not-for-profit health care networks and plans.

SUMMARY

Even with the welcome introduction of systemic health care reform with universal
access to comprehensive health care services and improved delivery of services
through integrated networks of providers, the need for community oriented, chari-
table health care organizations will not be eliminated.

Not-for-profit, tax exempt hospitals demonstrate that they fulfill a charitable pur-
pose by continuing their founders' tradition of service, reaching out to the poor and
underserved and by exhibiting concern for the broad community. As the health care
system changes, this service orientation and community benefit role should continue
to be a dominant characteristic both for the American health care system and the
not-for-profit hospitals organized to serve it.
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CATHOLIC HEALTH ASSOCIATION
STANDARDS FOR COMIUNITY BENEFIT

As members of the Catholic Health Association of the Unued States. we share a hAistorical mission and teds'ion of
contmuntry strct. In order to contnute our tradition of providim benefit to the community, we affirm Jh:

I) The organization's mission statements and philosophy should reflect a commitment to benefit the community
and that policies and practice consistent with these documents, Including:

" Consideration of operational and policy decisions in light of their impact on the community served,

especially the poor, the frail elderly and the vulnerable.

* Adoption or charity care policies that are made public and are consistently applied.

I Incorporation of community healthcare needs into regular planning and budgeting processes.

2) The governing body should adopt. make publiC, and Implement a community benefit plan that:

• Defines the organization's mission and the community being served.

" Identifies unmet healthcare needs in the community, Including needs of the poor, frail elderly,
minorities and other medically underserved and disadvantaged person.

* Describes how the organization intends to take a leadership role In advocating commuanity.wide
responses to heslthcare needs in the community.

* Describes how the organization Intends to address, directly and in collaboration with physician, other
indiyiduas ana organizations:

particular or unique healtbcare problems of the community

healthcare needs of the poor, the frail elderly, minorities, and other medically underserved
and disadvantaged persons.

" Describes how the organization sought the views of the community being served and bow community
members and other organizations were involved In identifying needs and the development of the plan.

3) The healthcare orqanization should provide community benefits to the poor and the broader community that

are designed to:

" Comply with the community benefit plan,

" Improve health suatus In the community,

* Promote access to bealtbcare services to all persons in the community,

Contain healthcare costs.

4) The organization should make available to the public an annual community beefit report that describes the
scope of community benefits provided directly and In collaboration with othm.

Approved by te CHA Board of Trustees Aprl 30. 1992



PREPARED STATEMENT OF RICHARD J. FELDMAN

Mr. Chairman and members of the Committee, I am Richard Feldman, Executive
Director of the American Shooting Sports Council, Inc. or ASSC. The ASSC rep-
resents the manufacturers, wholesalers, importers, retailers, independent represent-
atives, publications, and any other service related organizations involved with fire-
arms, hunting, and related activities.

As every law student has been taught and every historian can cite, the power to
tax is the power to destroy.

A few years ago, Congress passed a luxury tax on boats. Prior to the tax, the boat-
ing industry was a robust industry with a substantial economic impact on the Unit-
ed States Economy. In the few years following the imposition of this tax, the boating
industry declined to near extinction, several boat builders and many boat dealers
went out of business. It is my understanding that some boat builders survived by
selling high performance boats to smugglers. The proposed excise tax increase wil
be even more devastating to the firearms industry.

By raising the cost of ammunition beyond the reach of the average American
shooter, this tax will destroy an important segment of the American industry. This
legislation, however, will have a number of intended as well as unintended con-
sequences. First, it will cost jobs and lower revenues to your states and to the fed-
eral treasury. Second, it will prevent tens of millions of your constituents, who par-
ticipate in the shooting sports from doing so easily and safely. Third, it will harm
conservation efforts because it will lower excise tax revenue, not increase it. Fourth,
it will diminish firearms safety training due to lower funding which increases the
number of firearm accidents, a direct contradiction to raising monies to provide for
health care. Finally, the bill will not reduce crime or criminals misuse of our prod-
ucts and no fair-minded person, outside the Beltway, thinks it would.

In the United states, over 25 million hunters spend in excess of 480 million dol-
lars just for licenses and 14.1 billion dollars just on their sport. The 28 million U.S.
target shooters spend a similar sum on their sport. The impact of gun collectors,
law enforcement, and military sales have not been adequately measured. Over
700,000 jobs are supported by this industry. More jobs in the travel, hotel, shipping,
guide services, taxidermists, recreational vehicle, and other industries are added be-
cause of the activities of hunters and target shooters. Fortune magazine has said
that the impact of hunting is felt more by small towns off the interstates, often
making the difference between success and bankruptcy. The economic multiplier ef-
fect of hunting and shooting sports raises the impact on the national economy to
well over 100 billion dollars annually.

Just from this committee's majority members' states, 153,947 jobs and over 4 bil-
lion dollars annually would be lost. On the minority side, over 2 billion dollars and
85,383 jobs would be lost. Thus in the states represented on the Senate finance
Committee 239,330 jobs and 6.253 billion dollars would be lost-and not one crime
would be prevented.

In addition, this bill would adversely impact the environment. The Firearms and
Ammunition industries fought for and supported the existing 10 to 11 percent excise
tax on firearms and ammunition because it was earmarked for conversation pur-
poses. Those funds are currently used for wildlife preservation. This bill would con-
iscate all of those funds and transfer them to the Health Care Trust Fund. How

long would the wildlife of the country continue to flourish?
In conclusion, this tax is a scapegoat for the failings of the criminal justice system

and a health care system run amok. It is farcical to believe it would lower criminal
violence and comical to think the American people are so gullible as to buy into
these bait and switch tactics. The power to tax is truly the power to destroy. The
collateral damage done to the American economy and its citizens will not go unno-
ticed nor easily forgiven. Therefore, the firearms industry of America strongly op-
poses this PrOposed excise tax increase. Thank you for your time and this oppor-
tunity t testify.

Name Jobs Econmic benefits

Majority!
Moynihan, NY ......................................... 34,109 $890,245,000
Baucus, MT ........... .............. ................. 8,179 I 213,462,000
Boren, OK ............................. ............... 8,767 I 228,806,000
B radley, NJ ............................................ ............................................... .... ... 7,0 14 183 ,06 1 ,000
Mitchell, ME ........................................... 5,166 134,837,000

82-283 0 - 94 - 3



Name Jos Ecomic be&fits

Pryor, AR ..... ...................................................... ...................... ..................................... 13,946 363,982,000

Riegle, M I ..................................................................................................................... 43,649 1,139,249,000
Rockefeller, WV ..................................................... ........................................................ 8,514 222,221,000
Oaschle, SO .................................................................................................................. 4,876 127,262,000
Breaux, LA 14................................................................................................................. 17,191 448.692,000
Conrad, NO .................................................................................................................... 2,537 66,227,000

Minority:
Packwood, OR 139.......................................................................................................... 13,816 360,590,000
Dole, KS ......................................................................................................................... 6,536 170,596,000
Roth, DE ........................................................................................................................ 1,451 37,876.000
Danforth, MO ................................................................................................................. 18,620 485,987,000
Chafee, RI ..................................................................................................................... 1,618 42,220,000
Durenberger, M N ........................................................................................................... 13,276 346,493,000
Grassley, A ................................................................................................................... 19,506 509,094,000
Hatch, UT ...................................................................................................................... 6,579 171,714,000
W allop, KY ..................................................................................................................... 3,981 103,907,000
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PREPARED STATEMENT OF DAVID HYMAN

Overall, the united States spends in excess of $2700 per
citizen per year, or more than 10t of the GDP, on health care.
Approximately 40t of health-related payments go to hospitals, and
45t of these hospitals are tax-exeMpt, nonprofit institutions.
HNCs and various group practice entities capture a substantial
proportion of the balance. Estimates of the value of tax exempt
status for hospitals ranges from $6 - $10 billion per year, if
one combines the benefits received from federal, state, and local
tax exemption.

The analytical justification for tax exemption is usually
made in terms of market failure. Market failure means that the
market is not viewed as a sufficient supplier of the quality or
quantity of some needed good or service. Market failures result
in clients seeking an entity they trust not to exploit them, L.a.,
nonprofit providers. tn order to encourage the nonprofit sector,
our tax system provides an undifferentiated exemption from tax.
This tax preference constitutes a subsidy, whose precise value
depends on the tax situation and profitability of the entity that
receives it.

I.R.C. 5 501(c) (3) requires an exempt entity to be organized
and operated exclusively towards a charitable end. The
organizational aspect of this test is met by having an anti-
inurement provision. For hospitals, with respect to the
operational aspect, prior to 1969 the standard for exemption was
the provision of charity care. Since 1969, the law has been that
a hospital promoted health, and thus provided sufficient
community benefit to qualify for exemption, by operating an
emergency room open to all, and providing inpatient services to
those who could pay. This is commonly known as the Icomwmnity
benefit* standard.

Because community benefit has never been defined, hospitals
were left to their own devices to decide what it was they should
do to benefit the community, and thus justify the exemption. Not
surprisingly, hospitals started doing different things,
consistent with their individualized understanding of the needs
of their community. Some hospitals continued to provide charity
care, while others found different avenues to serve the needs of
their community.

Because of concern about the choices made by particular
hospitals, and whether particular hospitals, in fact, provided a
community benefit, there have been periodic exposes, attempts to
revoke exemptions, proposals for intermediatee sanctions, and
proposals for guidelines of what ccmxstitutes community benefit.
One should also recall that for-profit hospitals are in the
market as well, and many of them .ook similar in their operations
to the nonprofit tax exempt hospital down the street. Even were
there better standards for what constitutes community benefit,
the fact that the for-profit hospital is in the market makes it
more urgent to address the question of what differentiates a
-nonprofit hospital from a for-profit hospital, sufficient to
justify an undifferentiated subsidy of the magnitude previously
mentioned.

The Health Security Act, which provides for universal
coverage, eliminates the need for charity care. Accordingly,
charity care would no longer be available as a justification for
exemption. HIowever, the Health Security Act continues the
comUmnity benefit standard and adds the requirement that the
hospital annually survey the health needs of the community and
formulate a plan for meeting those needs -- although, I note
there is no requirement that the hospital institute that plan.
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Some hospitals will probably do things tht deserve a big
subsidy, while others will do relatively little, yet both will
get the subsidy. The determination of whether the hospital has
adequately assessed and served its community is also dependent on
the hospital being audited -- an unlikely event. Finally, should
the hospital be audited, the determination of community benefit
will be made by a revenue agent with little experience or
expertise in medical matters.

In practice, for-profit hospitals don't appear to be that
much different from nonprofit hospitals, and an inurement
constraint alone should not be sufficient to make an entity tax
exempt. Ultimately, there is little in the way of theoretical,
intellectual, or financial reasoning to maintain the current
structure of hospital tax exemption. Although market failure may
be a viable justification for encouraging certain types of
behavior in the health care i industry, when the only constraint is
a non-inurement provision, there are strong reasons to suspect
the subsidy will be dissipated unproduct-.vely. A shift to
focused goals, and away from an undifferentiated subsidy, would
better serve the public interest by encouraging obviously
desirable conduct. Tax subsidies are not costless. They distort
the market and they place a greater burden on non-exempt
taxpayers. Certainly, the inability to be specific about the
operational differences that distinguish a nonprofit from a for-
profit hospital should give one pause.

A few words about the extension of exemption to other
entities in the health care market is appropriate. To date, the
Tax Court has upheld an exemption for one U40* and denied an
exemption to another. Remember that the fundamntal reason for
the nonprofit form is market failure, and the basis for exempt:.on
is to encourage nonprofits. The success of for-profit M4Os
certainly. suggests most people aren't all that concerned about
market failure, and are comfortable with receiving their health
care from a for-profit HMO. it appears unlikely that E240a
compete on the basis of whether they are nonprofit or for-profit.
Regardless, if you look at the stzuctLre of an MO, it is a very
effective response to market failure. Thus, the imderlying
rationale for exemption is simply not applicable to M40s. Zn
addition, recall that gEOs exist to provide services to their
members -- and not tha general public, while exemption requires a
public purpose.

The Health Security Act provides that if an SMO's physicians
are on staff, the HM can qualify for exemption if it meets the
other standards for exemption. But, if the physicians are not on
staff. and contract with the am to provide fee-for-service at a
piecework rate, the Health Security Act disqualifies the HMO from
receiving an exertion, based solely on the contractual
relationship between the HMO and its physician-providers. Thus,
the Health Security Act only makes things worse, because it
discriminates among HMOs in their quest for a tax exemption,
depending on the nature of their contracts with physician-
providers. There is no principled basis for this distinction.

Given the cost of exemption, one should be clearheaded about
the reasons why exemptions are granted, and assess whether .hey
should be continued, extended, or curtailed. Although the Health
Security Act will require hospitals to do more to earn their
exemption, it does not address the logic of the exemption as
such. In addition, the Health Security Act discriminates among
EMNs seeking exemption, depending on their contractual
arrangements with physician-providers, for reasons that defy
analysis. Neither of these positions are optimal.
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PREPARED STATEMENT OF MARY NELL LEHNKARD

Mr. Chairman and members of the committee, I am Mary Nell Lehnhard, Senior
Vice President of the Blue Cross and Blue Shield Association, the coordinating orga-
nization for the 69 independent Blue Cross and Blue Shield Plans throughout the
nation. Collectively, the Plans provide health benefits protection for about 68 million
Americans. I appreciate the opportunity to present our views to you on how the
Health Security Act would affect the tax treatment of health care organizations.

Blue Cross and Blue Shield Plans have a firm and longstanding commitment to
comprehensive health care reform. We support the fundamental goal that all Ameri-
cans should have affordable, comprehensive health insurance and that the unaccept-
able increase in health care costs must be restrained.

I cannot emphasize strongly enough our support for what we believe is the most
fundamental feature of health care reform: the enactment of a single set of federal
standards that will govern all health plans in the reformed market lace, forcing
uniform and fair competition on the basis of price, quality, service and sound man-
agement. This change alone will correct much of what is wrong today with our
health care system and will respond to what Americans most want health care re-
form to accomplish. It would open the doors of all health care plans to anyone who
chooses to enroll, regardless of their health care status. It would eliminate volatile
changes in premiums from year to year. Most important, it would guarantee that
health benefits cannot be taken away because of an illness or a change of jobs.
These are the first order changes that any health reform legislation mnust accom-
plish.

THE NEED FOR A NEW TAX POLICY

Health care reform will be a bold, fresh departure from the past and it will be
incomplete without an equally fundamental and comprehensive change in the tax-
ation of health care plans. The time has come to move beyond the patchwork pat-
tern of tax policies and rates for commercial insurance companies, Blue Cross and
Blue Shield Plans, HMOs and others. These tax policies have served their purposes
and now need to be replaced. We need a new approach.

We propose that a single tax policy and a single tax rate be established for all
accountable health care plans, whether for profit or nonprofit. This new policy
should contain no exceptions, no special preferences, no hidden features and no sub-
sidies. It should be guided by the simple premises that all health care plans will
be held to the same set of standards in the marketplace regardless of how they are
structured-and that the reformed marketplace will provide universal insurance
coverage.

Make no mistake, our position also provides no exception for Blue Cross and Blue
Shield Plans. We will support the phase out of the special tax status of Blue Cross
and Blue Shield Plans as part of the enactment of a uniform set of market stand-
ards for all accountable health plans. Our position underscores our flrm commit-
ment to the enactment of health reform. We are prepared to accept an end to our
special tax status to achieve something far more important to Blue Cross and Blue
Shiel( Plans and our subscribers, a reformed health care system that relies on vig-
orous and fair competition between health plans to control health costs.

The other major effect of our proposal would be the elimination of tax exemption
and " ie access to tax-exempt bond financing for all nonprofit health plans, including
nonprofit HMOs and health care plans organized by-nonprofit hospitals.

Let me be clear that this does not mean we are advocating the repeal of tax ex-
emption for nonprofit hospitals or their access to tax-exempt financing. Our position
also would not preclude hospitals or other groups of health care providers from
forming accountable health plans. What we propose is that the health plan business
of any organization, including an exempt hospital or HMO, should be taxed. This
is consistent with the principle of current law that a business activity of an exempt
organization is taxable if it is unrelated to the tax-exempt purpose of the organiza-
tion. There is no reason that the extension of this well-established tax principle to
the business of health financing should threaten in any way the quality of the serv-
ices provided by those who deliver health care.

TAX CHANGES IN THE HEALTH SECURITY ACT

The Administration's proposals for the taxation of health plans run the full gamut
from tax exemption to full taxation with no consistent policy rationale or compelling
guiding principle to explain the differences in tax treatment. It is this
unsupportable variation that we believe must be changed.
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Beginning in 1997, the Health Security Act would repeal the special tax status
of Blue Cross and Blue Shield Plans. Under provisions of the Tax Reform Act of
1986, Blue Cross and Blue Shield Plans lost their tax exemption. Plans have been
allowed to deduct a portion of their additions to their reserves and these amounts
are then subject to the alternative minimum tax (AMT) rate of 20%. Commercial
insurance companies are required to pay the full corporate 35% tax rate on com-
p arable additions to their reserves. Blue Cross and Blue Shield Plans were also al-
owed to continue to deduct 100% of their additions to reserves for unearned pre-

miums while other insurance companies were only entitled to deduct 80% of these
amounts.

Under the Health Security Act, BCBS Plans that met strict standards before the
1997 effective date of the repeal of their special tax status would be entitled to con-
tinue the lower AMT tax rate on their reserves for an additional two year period.

The Health Security Act would allow nonprofit HMOs to continue to qualify for
tax exemption. Staff model HMOs presently qualify for exemption under section
501(c)(3) which allows them access to tax-exempt bonds to meet their capital needs.
Most other forms of HMOs have been classified under section 50 1(cX4) which ex-
empts them from the payment of federal taxes but does not allow them access to
tax-exempt financing. To retain exemption, the Act would require that an HMO
meet two tests: the HMO could not offer substantial open ended benefits outside of
its network and a section 501(cX3) organization would be required to assess the
health care needs of its community and determine how to satisfy them.

Delta Dental Plans are exempt from taxation under current law and no change
would be made in their tax status by the Health Security Act.

Finally, the Act would treat for profit HMOs-and nonprofit HMOs that do not
qualify for exemption-as taxable insurance companies which would clarify that
they are in the business of insurance and are entitled to the same insurance reserve
deductions that are available to other insurers.

In summary, rather than rationalizing tax policy for all health plans into a coher-
ent whole, the Health Security Act would merely substitute a new and less rational
patchwork policy for the one we already have, squandering the opportunity to craft
a consistent tax policy that complements the objectives of health care reform. Per-
haps even more disturbing is that this approach is likely to cost the federal govern-
ment billions of dollars in unexplained subsidies for certain types of health plans.

THE PRINCIPLES THAT SHOULD GUIDE TAX CHANGES

As the committee considers the changes needed in the tax code to accompany
health care reform, we recommend that you be guided by several principles.

1. Uniformity of Treatment
We believe this committee and the Administration will conclude, as we have, that

all health plans-HMOs, Blue Cross and Blue Shield Plans, commercial insurance
companies and the new integrated networks and partnerships being organized by
health care providers-are fundamentally in the same business.

All health care plans are in the business of financing health care services for indi-
viduals who have transferred their risk of an illness or accident to the health plan.

That risk is then distributed among all others who are enrolled in the same plan.
Risk transfer and risk distribution are the defining characteristics of health insur-
ance, without regard to the almost endless number of ways that different organiza-
tions have been formed to manage those two tasks. This business is the same
whether the health plans are for profit or nonprofit companies, as Congress and the
IRS have already concluded in the case of nonprofit Blue Cross and Blue Shield
Plans and commercial insurance compares.

All health plans protect thei r enrollees from losses resulting from an illness or ac-
cident either by making payments for the services they receive or by providing the
services directly to the enrollee. Whichever route they choose makes no difference
to the insurance principle of indemnifying an individual for his or her loss. It is still
the transfer and distribution of risk.

After the enactment of health care reform, the similarity among health plans only
will be greater than it is today. They will be required to offer identical benefits,
open enrollment, community rating and meet cost containment and quality stand-
ards. Tax subsidies to encourage these same practices will no longer be needed. Un-
less all tax distinctions are eliminated, a nonprofit, tax-exempt health plan would
have a tax subsidized advantage over other companies which are engaged in the
same business under the same standards. That subsidy would equal 35% of a com-
pany's taxable income. In addition, the capital costs of staff model HMOs would con-
tinue to be subsidized by tax-free bond financing. This outcome is neither acceptable
nor Justified.
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2. Separate Tax Treatment for Health Care Financing and Delivery
We also believe that the tax code must make a clear distinction between the busi-

ness of health care financing and health care delivery. This is particularly important
if Congress intends to retain tax exemption for the care provided by nonprofit hos-
pitals. nless Congress separates these two activities, exempt health provider orga-
nizations that are rapidly entering the field of health financing will cause a signifi-
cant drain on federal revenues after the enactment of health care reform. In addi-
tion, there would be significant and unwarranted competitive advantages held by
these tax-exempt organizations.

3. Changes Coincide with Health Care Reform
Our support for fundamental change in the tax code is linked directly to the en-

actment of health care reform legislation that achieves a level playing field among
all health plans no matter how they are structured. To state our case clearly, we
support health reform legislation that establishes a level playing field among all
health plans with respect to their market conduct and we will not support a tax
policy that falls short of the same standard.

This is a singular and important opportunity for Congress to address the irra-
tional variation in the tax treatment of health care financing organizations. Without
a consistent and complementary tax policy to accompany the establishment of uni-
form standards for all accountable health plans, there can be little prospect that the
promise of health care reform-the vigorous, fair competition among allhealth plans
in the market--can be realized.

4. Moratorium on Tax Exemptions for Insurance Activities of Integrated Delivery
Systems

One of the most troublesome developments in the taxation of health plans are five
recent rulings by the IRS that nonprofit hospitals can acquire medical practices and
compete against HMOs and health insurers in the health financing business with
the benefit of tax exemption for both their health delivery and health financing ac-
tivities. These emerging arrangements, known as integrated delivery systems (IDS),
not only gain the advantage of tax exemption, they nave also become eligible for
raising capital through tax-exempt financing.

It is clearly essential that Congress sort out these kinds of issues now as you ad-
dress health care reform. For example, we believe tax-exempt bonds, which are only
available to 501(c)(3) organizations, should not be used to finance the construction
of facilities for-the health plan itself. Until issues like this are clarified, we urge
you to take appropriate actions to put a temporary halt on the further granting of
tax exemptions for the health financing activities of these integrated delivery sys-
tems. This, of course, does not mean that hospitals could not continue to be granted
tax-exempt status as they are today for their medical service business.

5. Appropriate Transition Provisions
Blue Cross and Blue Shield Plans are well aware of the difficulty caused by mak-

ing the change from tax exempt to taxable status and we understand the impor-
tance of appropriate transition provisions when an organization's tax status is
changed.

Many of the technical transition provisions that would be required for exempt
health plans that become taxable could be modeled after provisions provided to Blue
Cross and Blue Shield Plans in the Tax Reform Act of 1986. Any transition rules
should not, however, undermine the essential principle of achieving a level tax play-
ing field for all health plans.

Similarly, Blue Cross and Blue Shield Plans will require transition rules as they
move toward fully taxable status. Two provisions are particularly important. First,
the phase out- period for Plans should be gradual and available to all Blue Cross
and Blue Shield Plans. Second, Blue Cross and Blue Shield Plans and all other
health plans should be entitled to a 100% deduction for additions to premium sta-
bilization reserves just as life insurance companies are now allowed to take this de-
duction for their health insurance business.

CONCLUSION

In summary, the Blue Cross and Blue Shield Association urges t' ,F committee to
approach the taxation of health plans on the same principled basa Fo the rest of
health care reform. The old ways of financing and structuring health care are
changing every day and the change is rapid and irreversible. We need a tax policy
that looks ahead to these changes. That policy must recognize that although health
plans of the future may take many different forms, they will all be in the same busi-
ness and should play by the same set of rules. None of these health plans should
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be subsidized by federal tax revenues. These are the principles that we urge you
to support as you consider health reform legislation.

PREPARED STATEMENT OF JOHN G. MARTINEZ

Mr. Chairman and members of the Committee, my name is John G. Martinez, and
I am the Executive Director of the New York State Medical Care Facilities Finance
Agency. I am testifying today on behalf of the National Council of Health Facilities
Finance Authorities (the "National Council").

The National Council includes all of the 23 Health Care Finance Authorities that
issue tax-exempt bonds on a state-wide basis. ' We do not represent specific hos-
pitals or health care institutions; rather, the National Council focuses its efforts on
issues that directly affect the availability of tax-exempt financing to member au-
thorities that issue bonds on behalf of public and not-for-profit hospitals.

Members of the National Council have issued over $55 billion ofhealth care bonds
to finance projects such as the expansion and modernization of medical centers and
clir s; the installation of computerized information systems that promote efficiency;
the purchase of high-technology medical equipment (e.g., fixed CT scanners, OR/la-
sers, and mammography equipment); and new construction of ambulatory care cen-
ters and hospital energy plants.

THE NATIONAL COUNCIL IS CONCERNED THAT TAX-EXEMPT BOND LAW COULD WORK TO
IMPEDE THE GOALS OF HEALTH CARE REFORM

As the principal providers of capital for health care facilities, members of the Na-
tional Council play an integral role in America's health care system. We want health
care reform to work but are concerned that current law restrictions on tax-exempt
financing, if not reviewed, could cause difficulties in the implementation of healthcare reform.

To address the health care needs of the under-served, particularly in inner city
and rural communities, non-profit 501(cX3) health care institutions will need to pro-
vide health care in a more efficient and cost-effective manner. Cost reductions could
be achieved by government caps, by encouraging innovative methods of delivering
and paying for health care services, or some combination of both approaches.

One result of health-care reform that is certain is the acceleration of the need
to down-size the acute care system, with hospitals and other health care providers
consolidating, to reduce in-patient capacity while filling other gaps in the system
(such as continuing care for the elderly). The goal of this "re-tooling" is to find in-
novative ways to serve consumers more efficiently (such as ambulatory care centers
to reduce costly in-hospital stays or community health centers to reduce the use of
emergency rooms as primary care facilities).

An important step towards accomplishing the related goal of cost-reduction can
be achieved by modifying certain restrictions on tax-exempt financing that are im-
pediments to consolidations, mergers, and innovative alternative health care pro-
grams. Based on the impact the current law on tax-exempt bonds has had on financ-
ing decisions by health care facilities, the National Council has extrapolated poten-
tial problems that should be addressed under any plan for health care reform.

We have identified four potential problem areas, although the balance of this tes-
timony focuses on the $150 million per institution "Cap." The other three areas re-
late to limitations on advanced refundings that inhibit hospital mergers and consoli-
dations; the implications of redefining 501(c)(3) status; and the need to include
health care borrowers among the small issuers with access to the tax-exempt bond
market via the "initial Caps bank deductibility" rule; we would be pleased to work
with the committee to explore solutions for addressing these problems as well as
that posed by the $150 million dollar Cap.

THE $150 MILLION CAP IS AN OBSTACLE TO RATIONALIZING THE HEALTH CARE SYSTEM

Many institutions important to the health care reform plan are not "hospitals"
(e.g., non-profit health maintenance organizations or "HMOs"), yet current law lim-
its these non-hospital facilities to $150 million per institution in outstanding bonds.

I In addition to the City of Philadelphia, the following states are members of the National
Council:

Arizona; California; Colorado; Connecticut; Idaho; Illinois; Indiana; Louisiana; Maine;
Maryland; Massachusetts; Michigan; Missouri; Montana; New Hampshire; New Jersey;
New York; North Carolina; Rhode Island; South Dakota; Vermont; Washington; Wiscon-
sin
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As non-hospitals and hospital systems form integrated delivery systems in response
to health care reform (e.g., long-term care facilities or free-standing ambulatory care
facilities) they will conceivably run into the limitations of the $150 million Cap. This
result will impede the creation of integrated systems that provide a continuum of
care in a variety of settings, not just acute care facilities.

As stated in the Anthony Commission Report (at page B-3) the definition of "hos-
pital" for purposes of the $150 million Cap is virtually-unworkable in today's medi-
cal environment and is contrary to the policy of encouraging more outpatient treat-
ment and other less intensive forms of care: "Hospital" should become "Healthcare."

CURRENT DATA SUGGESTS THE IMMEDIACY OF THE PROBLEM CAUSED BY THE $150
MILLION CAP

At a time when we are moving towards a "non-hospital" delivery system, the $150
million Cap serves as an important dis-incentive to ini..ivation. Currently, there are
at least five states with an aggregate of 12 health care institutions that are at the
$150 million limitation applicable to non-hospitals. In addition there are another
four health care organizations with between $120 to $150 million in outstanding

-bonds (See Attachment A).
As an example of the perverse action of the $150 million Cap, the New York State

Association of Retarded Persons ("NYSARC")-the Nation's largest provider of non-
profit community-based care-is now at the Cap, and thus cannot issue any more
tax-exempt bonds for new community facilities. This state of affairs exists at a time
when NYSARC is also coping with the consequences of the State of New York's
court-ordered mandate to de-institutionalize!

Another example is the Boise, Idaho Chapter of the American Red Cross. Five
years ago, the Boise Chapter contacted the Idaho Health Facilities Authority to dis-
cuss the need to borrow tor expanding, remodeling, and equipping their facility. Un-
fortunately, the Idaho National Council member determined that the needed loan
could not be obtained on a tax-exempt basis, because the National Red Cross (which
has a controlling interest in each state chapter) is at the Cap! The Boise, Idaho
Chapter was forced to downsize its program and pay for it out of operating capital
(instead of devoting those funds to blood bank operations). As a result, just one
month ago, the Boise, Idaho Red Cross had to shut down completely, because it is
now behind in training and inspection programs-it will probably be out of service
for at least another month!

Health Care Reform will undoubtedly encourage the development of alternative
health care facilities (such as HMOs, family clinics, more long-term care and con-
tinuing research, and other collaborative efforts between hospitals and non-hos-
pitals) and thereby increase the need for bond issuances by non-hospitals. Further,

ational Council members have been approached by hospitals planning to extend
their operations into non-acute care functions such as neighborhood diagnostic and
treatment facilities; medical equipment acquisitions entities; ambulatory care cen-
ters; nurse recruiting services; and long-term residential care facilities.

In order to access capital in a cost-effective way, these new facilities would benefit
from affiliations with or ownership by hospitals that have healthy balance sheets.
Hospitals that might wish to lend their credit to an otherwise risky or lower-rated
venture have a limited ability to do so because of the $150 million Cap. As a result,
the National Council is concern- that more non-hospitals will approach the $150
million Cap.

THE CAP AS A BARRIER TO HOSPITAL MERGERS

While current health care delivery is based on stand-alone hospitals and multi-
hospital systems, health care reform is expected to result in a major restructuring
in which independent hospitals will be forced to merge with or acquire others to
compete in the post-reform environment. The Administration has focused on the po-
tential anti-trust issues presented by hospital mergers; attention should also be paid
to tax exempt bond limitations that may inhibit mergers.

Prior to a merger, each hospital (together with its affiliates) has its own $150 mil-
lion limit for non-hospital bonds. Yet after a merger or other affiliation (such as the
creation of a common "parent" corporation) the institutions would have a single
limit! Any bonds that exceed the $150 million limit could become taxable retro-
actively to their date of issue, an event that would constitute a default under the
typical covenants governing non-hospital 501(c) (3) bonds. This potential problem
could be exacerbated by the rule that-where a non-hospital bond is advance re-
funded-both an outstanding refunded bond and the outstanding refunding bond are
counted against the Cap.
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While corrective action (such as reduction of the amount outstanding by redemp-
tion or purchase of a sufficient amount of boads) may be possible in some cases, the
current law rule clearly presents a potential barrier to hospital mergers. Further,
the barrier is one that many hospitals-which are not close to the Cap on a stand-
alone basis, have not had the occasion to analyze (which would involve undertaking
the cost and administrative burden of allocating bond proceeds between "hospital
and "non-hospital" projects).

THE NATIONAL COUNCIL PROPOSES TO PROMOTE THE GOALS OF HEALTH CARE REFORM,
BY ADDING OTHER DESIRABLE "HEALTH CARE FACILITIES" TO HOSPITALS THAT ARE
OUT OF THE $150 MILLION CAP:

The following "conceptual" definition is based on state law that defines the pur-
poses for which health bonds can be issued. The National Council would propose to
promote the policy of encouraging more out-patient treatment and other cost-effec-
tive forms of care by expanding the exception for hospitals to include certain out-
patient "non-hospital" health care facilities (without regard to their physical loca-
tion):

1. a clinic,
2. a health maintenance organization,
3. a diagnostic, treatment, or surgical center,
4. a comprehensive cancer center,
5. a kidney disease treatment center,
6. a drug treatment center,
7. an alcohol treatment center,
8. a home health agency,
9. a hospice agency,
10. a skilled nursing facility,
11. a psychiatric hospital, or
12. a community mental health center;

CONCLUSION

The National Council appreciates this opportunity to raise this tax-exemTpt fi-
nance/health care issue presented by the $150 million Cap "on the record and
looks forward to working with you to insure that current law does not have the un-
intended result of im ending the implementation of Health Care Reform.

Specifically, in order to have an orderly evolution of health care by promoting
cost-effectiveness and efficiency, the National Council offers the following proposals
for your consideration:

1. Lift the $160-million-per-institution Cap from not-for-profit health care projects
that provide alternative care settings that will, of necessity, be a cornerstone of na-
tiona health care reform.

ATTACHMENT A-FACILITIES AT $150 MILLION LIMITATION

State Description of facility at limitation

California ............................... Health maintenance organization
Four Long Term Care Facilities

Idaho ........................................................................................ A m erican R ed C ross
Massachusetts ............................ Health maintenance organization

Medical Research facility
New York ............................... Health maintenance organization

Non-profits which provide services to mentally retarded and
mentally ill

Mounl Sinai Hospital and the Medical School
North Carolina ............................ Intermediate care facility for mentally retarded
South Dakota ............................ .A multi state nursing home

FACILITIES BETWEEN $120 MILLION AND $150 MILLION WITH NON-HOSPITAL BONDS

State Description of facility at limitatim

New Jersey ............... .................. ................... ......................... One hospital at $140 m million
Colorado ....... O...................................................................... O e community provider at $130 million issued bonds for

projects for abused children, mental retard, retirement
communities, and aizheimer patients



71

FACILITIES BETWEEN $120 MILLION AND $150 MILLION WTH NON-HOSPITAL BONDS--Continued

Stile Dscptmon of facility at limitation

Washington ............................................................................ One HMO could do a refunding of a bond issue but that
would put them above the $150 million limitation

One clinic could do a refunding which would put them
above the $150 million limitation

PREPARED STATEMENT OF SENATOR MITCH MCCONNELL

Thank you Mr. Chairman and Members of the Committee. I appreciate the opor-
tunity to give you my views on the proposed excise tax increase on tobacco products
in the President's health care proposal.

I feel compelled to inform my colleagues on the Committee of the disastrous con-
sequences of such a tax increase, not only on tobacco, but on a whole way of life.

All too often in the debate over tobacco, it is the farmer who is the forgotten part
of the industry. People criticize the tobacco industry and its "powerful" lobbY, and
broadly state 'let's end the government's involvement in the tobacco industry with-
out any regard to what happens to our tobacco farmers. The tobacco farmers in my
state have few other options.

Whatever an individual's personal views are on tobacco, the economic importance
of this crop is undeniable. In addition to 2.5 million jobs for American workers, the
sale of tobacco products generates nearly $20 billion in tax revenue, contributes over
$40 billion to the Gross National Product, and provides a t.-ade surplus of about $6
billion. A single tobacco plant generates only 61 cents in gross farm income, but it
amounts to $3.24 in federal taxes, $3.51 in state tax revenue, and more than $23
in retail product value.

Tobacco is one of the Southeast's leading industries. Leading tobacco states like
Kentucky, North Carolina, and Virginia are not the only states whose economies
benefit from tobacco. Tobacco is grown on an estimated 136,000 farms in 22 states
and in Puerto Rico. Tobacco provides jobs to countless Americans. The hundreds of
thousands of people involved in the tobacco industry buy cars built in Michigan, re-
frigerators built in Iowa, computers from California and insurance from New York
companies. Also, the billions of tax dollars supplied 1 y th" many facets of the tobacco
industry support schools, pay for roads. . .help build America. . . and sustain the
history we are all proud of In our own United States Capitol Building, the small
Senate Rotunda has its columns adorned with tobacco leaves. There is no denying
its importance.

Tens of thousands of Kentuckians earn a living from the growing, harvesting,
manufacturing, and marketing of tobacco products. Additionally, nearly $130 million
of Kentucky's tax revenue relates to tobacco production, and local governments re-
ceive approximately $5.5 million in property taxes from the value of the quota sys-
tem alone. Tobacco is a $3 billion industry in the state and accounts for more than
ore-half of the total farm income received from crop sales. Any tax increase will have
a devastating effect on both the state and the 60,000 farm families who count on to-
bacco for much of their income.

For over 200 years, tobacco has played an integral role in Kentucky's history and
economy. More burley tobacco is grown in Kentucky than anywhere in the world.
The average farmer grows less than three acres of tobacco, and there is no other crop
which provides the income tobacco does on such small acreage. The economics of this
intensively managed crop do not transfer to soybeans, peanuts, or corn. There have
been attempts to replace tobacco production with other crops; however, almost none
are economically sustaining.

It's time to put away the crystal ball and get down to reality. In Kentucky, the
reality of a 75 cent per pack increase in the excise tax on cigarettes would reduce
tobacco income by $58.8 million, the equivalent of losing 3,285 jobs. Under this sce-
nario, gross tobacco income would be reduced by more than one million dollars in
each of 16 counties, equivalent to eliminating 50 to 90 jobs in each of these counties.

It takes a tobacco farmer about 275 man-hours of labor to grow and harvest one
acre of tobacco. By comparison, it takes about three man-hours to grow and harvest
an acre of wheat. I get hundreds of letters per day from farmers who are pleading
for their lives. These families have been farming tobacco for generations. A constitu-
ent in Hodgenville explained to me that her teenage sonsI college education depends
on their father's job. However, their father's job would be lost if the tobacco tax went
through, and wit the lost job would be the lost chance for two young men to receive
a college education. A tobacco farmer in Murray stands to lose his home. A tobacco
farmer in Princeton would lose his barns and equipment. A young farmer in
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Allensville is working his way through college and he is paying for it with money
he makes by growing tobacco. Tobacco is his primary source of income from his
farm; he is a junior in college and doesn't want to have to quit because he is taxed
out of business. I could go on and on about the countless number of letters I receive
every, single day which say that tobacco feeds their families, clothes them, educates
them, houses them, the list is endless.

Tobacco is one of the most economically productive crops for the type of soil we
have in Kentucky, and researchers are yet unable to find a viable alternative. Forc-
ing farmers to leave tobacco for an unsuitable crop is irresponsible and will cause
irreparable damage to thousands of Kentuckians.

We have too many "big-picture economists" and self-appointed experts who say
farmers can find something else to grow, and not one of them has been to a tobacco
farm to even know what it looks like. If they would go with me to Morgan, Owsley,
or Wolfe Counties, where over three-fourths of their farm income comes from to-
bacco, it becomes very clear why I say there are not many alternatives. Twenty-three
counties, all in Eastern Kentucky, rely on tobacco for more than one-half of their
farm income.

Owsley County-88% of farm income is from tobacco
Wolfe County--80% of farm income is from tobacco
Morgan County-75% of farm income is from tobacco

If they could diversify they would. In Western Kentucky, where the land is flat,
they are growing tomatoes and peppers. In Central Kentucky, they have beef and
dairy cattle. But in Eastern Kentucky, where the choices are coal, tobacco, or wel-
fare, the options simply are not there, no matter what the experts say.

Beyond the farm gate, tobacco farming is immensely important to hundreds of
small rural communities. Without the tobacco program the value of farmland would
fall dramatically, local tax bases would be wiped out and the loss of income from
leasing the tobacco quota or growing the crop would reduce the standard of living
dramatically across my state. Nearly 160,000 families derive income from tobacco
production, and thousands more people earn their living in the marketing and man-
ufacturing process. This income does not provide a lavish lifestyle. It is used to put
food on the table, keep the children in school, and to pay the taxes.

The real travesty of an excise tax increase would be the impact on family farmers
who have been helping to stabilize and revitalize our rural communities. In Bath
County nearly 50% of all personal income comes from tobacco sales. That means it
keeps a steady flow of money going into the community. Bath County School Super-
intendent Bill Morgan said the district depends on the revenue from tobacco farms.
Morgan said if farmers were forced to give up tobacco for a less profitable crop, the
county's tax base would decrease, and that would mean less money for schools. It
would even mean less money in the collection plate at the church in Bath County.

If this tax goes through, how are tobacco farmers going to pay the local truck
dealership, the farm equipment store, the seed and fertilizer store, the local inde-
pendent bank, and all the other important elements in the community?

There is just no disputing the fact that Kentucky burley brings in far more money
than any other crop raised in the state. There are tobacco quotas in 119 of Ken-
tucky's 120 counties, and it is actually grown in all but five of those counties. The
1992 tobacco crop was valued at $959.7 million dollars, two times the yield of the
number-two crop in the state which, is corn.

The bottom line is this: the tobacco tax is an at,,empt to co,,trol people's actions
and thoughts about tobacco. However, we must member that the decision to use
tobacco products is up to the individual, and I do not think it is acceptable for the
government to impose additional hardships on those who do. I think the President
is wrong in singling out tobacco as the main source of revenue in efforts to pay for
health care reform.

While, I do not personally use tobacco products, the pro posed !xcise tax increase
will impact me and every non-smoker across the country. The e.:,(-,se tax on tobacco
products, as proposed by the President, will have a dramatic impact: jobs will be
ost, sales and income tax revenues will be lost, unemployment will increase, busi-

nesses will shut down, and family farmers will go bankrupt and that will affect
every one of us.

In summary, it's often been pointed out, first by the Supreme Court, that the
power to tax is the power to destroy. However, we cannot allow taxes to be used
as a blunt weapon to destroy a way of life. We cannot stand by and watch a tax
take away a family's home, bankrupt their farm, and rob their children's dreams
and opportunities. There are one hundred and sixty thousand burley families-hard-
working, patriotic, taxpaying, God-fearing-who are guilty of only one thing. produc-
ing a legal commodity by the sweat of their brow that creates net economic benefits
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for their communities, their states, and their Nation. We cannot forget the tobacco
farmers--and we cannot allow a tax to take away their way of life.

[Submitted by Senator Moynihan]

DESCRIFI71ON AND ANALYSIS OF PROPOSALS RELATING TO THE TAx TREATMENT OF
HEALIFI CARE ORGANIZATIONS AND EXCISE TAXES ON TOBACCO PRODUCTS AND
FIREARMS AND AMMUNITION

[Scheduled for a Hearing Before the Senate Committee on Finance on April 28, 1994. Prepared by the Staff
of the Joint Committee on Taxation, April 28, 1994, JCX-5-941

INTRODUCTION

The Senate Committee on Finance has scheduled a pu' iic hearing on April 28,
1994, on the tax treatment of health care organizations and excise taxes on tobacco
products and firearms and ammunition. This document,1 prepared by the staff of
the Joint Committee on Taxation, provides a description of present law and propos-
als and also a brief discussion of related issues.

Part I of the document relates to the tax treatment of health care organizations;
Part II relates to excise taxes on tobacco products; and Part III relates to excise
taxes on firearms and ammunition.

i. TAX TREATMENT OF HEALTH CARE ORGANIZATIONS 2

A. Background and Present Law

Tax-exempt organizations generally
Code section 501(a) provides that certain organizations listed in sections 501(c)

and (d) are exempt from Federal income tax. Among the organizations listed in sec-
tion 501(c) are those organized and operated exclusively for religious, charitable, sci-
entific, testing for public safety, literary, or educational purposes, no part of the net
earnings of which inures to the benefit of any private shareholder or individual (sec.
501(cX3)), and civic leagues and organizations not organized for profit which are op-
erated exclusively for the promotion of social welfare (section 501(c)4)).

Charitable organizations described in section 501(cX3) are classified either as pub-
lic charities or private foundations. In general, an organization will be classified as
a public charity if it (1) receives significant support (generally more than one third)
in the form of contributions from the general public or (2) is a church, school or hos-
pital. In addition, section 509(aX3) provides that public-charities include certain
"support" organizations which are organized and operated exclusively to benefit one
or more specified public or publicly supported charitable organizations. Public char-
ities are not subject to the special rules applicable to private foundations, such as
a prohibition against self-dealing and tax on net investment income, and contribu-
tions to public charities are subject to more liberal deduction rules than are con-
tributions to private foundations.

Charitable organizations exempt under section 501(cX3) receive four major tax
benefits: (1) exemption from Federal income tax; (2) ability to accept tax-deductible
contributions; (3) ability to benefit from tax-exermpt finarcing; and (4) exemption
from certain State and local taxes.3 In contrast, src,'ial welfare organizations exempt
from Federal income tax under section 501(c)(4) cannot accept tax-deductible con-
tributions or use tax-exempt financing, and generally are not exempt from State and
local taxes.

Hospitals as tax-exempt entities
Although Code section 501(cX3) does not specifically mention furnishing medical

care and operating a not-for-profit hospital, such activities have long been consid-

'This document may be cited as follows: Joint Committee on Taxation, Tax Treatment of
Health Care Organizations and Excise Taxes on Tobaco Products and Firearms and Ammuni-
tion (JCX-5-94), April 28; 1994.2This description and discussion is principally derived from the previous Joint Committee
pamphlet: Joint Committee on Taxation, Description and Analysis of Title VI! of H.R. 3600. S.
1757. and S. 1775 ("Health Security Act") (JCS-20-93), December 20, 1993.

sThe extent to which an organization is eligible for exemption from State and local taxes de-
pends on the laws of the local jurisdiction; while local exemption is frequently conditioned upon
Federal exempt status, it does not flow automatically from such status.



74

ered to further charitable purposes.4 However, the mere provision of not-for-profit
medical care is not, by itself, sufficient to allow an organization to qualify for ex-
emption under section 501(cX3). Rather, an organization must demonstrate that its
activities are targeted to a charitable class: The precise nature of that charitable
class has been and continues to be a source of controversy.

In 1956, the Internal Revenue Service (IRS) issued Revenue Ruling 56-185, 1956-
1 C.B. 202, setting forth the conditions that a not-for-profit hospital must satisfy
to qualify for recognition as a tax-exempt charitable organization under section
501(cX3). The IRS ruled that a hospital would be exempt if it met the following four
conditions: (1) it must be organized as a not-for-profit organization for the purpose
of operating a hospital for the care of the sick; (2) it must be operated, to the extent
of its financial ability, for those not able to pay for the services rendered and not
exclusively for those able and expected to pay; (3) it must not restrict use of its fa-
cilities to a particular group of physicians; and (4) its earnings must not inure, di-
rectly or indirectly, to the benefit of any private shareholder or individual (this last
requirement merely restated a restriction generally applicable to all organizations
under section 501(cX3)).

With respect to the "financial ability" requirement, the IRS noted that:
The fact that its charity record is relatively low is not conclusive that a

hospital is not operated for charitable purposes to the full extent of its fi-
nancial ability. It may furnish services at reduced rates which are below
cost, and thereby render charity in that manner. It may also set aside earn-
ings which it uses for improvements and additions to hospital facilities. It
must not, however, refuse to accept patients in need of hospital care who
cannot a for such services. Furthermore, if it operates with the expecta-
tion of full payment from all those to whom it renders services, it does not
dispense charity merely because some of its patients fail to pay for the serv-
ices rendered.

Three years after publication of Revenue Ruling 56-185, the Treasury Depart-
ment significantly revised its regulations interpreting section 501(cX3). The amend-
ed regulations provided that:

The term "charitable" is used in section 501(c) (3) in its generally accept-
ed legal sense and is, therefore, not to be construed as limited by the sepa-
rate enumeration in section 501(cX3) of other tax-exempt purposes which
may fall within the broad outlines of "charity" as developed by judicial deci-
sions.

5

Relying upon the amended regulations, the IRS issued Revenue Ruling 69-545,
1969-2 C.B. 117, which considered whether two nonprofit hospitals qualified for
Federal tax exemption. In establishing the so-called "community benefit" standard,
the IRS noted that the promotion of health is "one of the purposes in the general
law of charity that is deemed beneficial to the community as a whole even though
the class of beneficiaries eligible to receive a direct benefit from its activities does
not include all members of the community, such as indigent members of the commu-
nity, provided that the class is not so small that its relief is not of benefit to the
community. " The IRS specifically modified Revenue Ruling 56-185 to eliminate the
requirement relating to caring for patients without charge or at rates below cost.The "community benefit" standard, which remains the principal standard applied
by the IRS today, focuses on a number of factors which indicate that the operation
of a hospital benefits the community rather than serving private interests. In Reve-
nue Ruling 69-545, the IRS determined that the standard was satisfied by a hospital
that operated an emergency room open to all persons and provided hospital care in
non-emergency situations for everyone able to pay the cost thereof, either them-
selves, or through third-party reimbursement. 6 The hospital also had a board of di-
rectors drawn ftom the community, an open medical staff policy, treated persons
paying their bills with the aid of public programs (such as Medicare and Medicaid),

4 Although not-for-profit hospitals generally are recognized as tax-exempt by virtue of being.charitable organizations, some may also qualify for exemption as "educational organizations
because they are organized and operated primarily for medical education purposes.

:Treas. Reg. sec. 1.501(cX3)-1(dX2).*In Rev. Rul. 83-157, 1983-2 C.B. 94, the IRS clarified that the operation of an emergency
room was not a prerequisite for hospital exemption, if a State health planning agency made an
independent de' !rmination that the operation of an emergency room would be unnecessary and
duplicative, aiid provided that other factors set forth in Rev. Rul. 69-545 were present indicat-
ing that t, hospital promoted the health of a class of persons broad enough to benefit the com-
munity.

No WEEMONWhow



and applied any surplus receipts to improving facilities, equipment, patient care,
and medical training, education and research.

The community benefit standard was challenged in a class action by various
health and welfare organizations and several private citizens on the grounds that
it failed adequately to identify a charitable class. In Eastern Kentucky Welfare
Rights Organization v. Simon, 370 F. Supp. 325, 338 (D.D.C. 1973), a Federal Dis-
trict Court sustained the challenge, and concluded that Congress intended to re-
strict the term charitable to its narrow sense of relief of the poor. The United States
Court of Appeals reversed the District Court, however, and upheld the IRS' broader
interpretation of "charitable" reflected in Revenue Ruling 69-5456. The Court of Ap-
peals explained that the term "charitable" is "capable of a definition far broader
than merely the relief of the poor." The Court also noted that the community benefit
standard did not supplant the "financial ability" requirement of Revenue Ruling 56-
185 but rather represented an alternative method whereby a not-for-profit hospital
couid qualify as a tax-exempt charitable organization.

Health maintenance organizations (HMOs) as tax-exempt entities
The same community benefit standard for determining whether a hospital is a

tax-exempt charitable organization applies in determining whether a health mainte-
nance organization ("HMO") qualifies for tax-exempt status under section 501(c)(3).
In this context, the IRS has developed a fairly comprehensive list of characteristics
that distinguish tax-exempt charitable HMOs from other HMOs. Although an HMO
seeking exemption as a social welfare organization under section 501(cX4) is not re-
quired to possess all of the same characteristics as a-n HMO that qualifies for ex-
emption under section 501(cX3), its activities must generally satisfy a community
benefit standard similar to, but less exacting than, that imposed on charitable
HMOs.8

In general, HMOs represent one form of managed health care delivery organiza-
tion. Although there is case law regarding the tax treatment of HMOs, the Code
does not define an HMO. 9 In general, HMOs have structured their delivery of medi-
cal care in accordance with four basic models: (1) a "staff model" HMO employs its
own doctors and staff and serves its members at its own central location; (2) a"group model" HMO contracts with an existing group of physicians to perform serv-
ices at the HMO's central location; (3) an "IPA model" HMO contracts with physi-
cians, often through an individual practice association ("IPA"), to provide care to
HMO members at the physicians' own offices; and (4) a "network model" HMO pro-
vides care to its members through a network of independent medical groups.10

The IRS initially took the position that, while HMOs could qualify for tax-exempt
status as social welfare organizations under section 501(c) (4), they could not qualify
as charitable organizations under section 501(c) (3) because the preferential treat-
ment provided to members/subscribers represented private, rather than public, ben-
efit. However, the United States Tax Court rejected this position in Sound Health
Association v. Commissioner, 71 T.C. 158 (1978). The Court held that the programs
and facilities of the staff model HMO benefited the community because its member-
ship class was so open as to be practically unlimited; where possible membership
is so broad, benefit to the membership constitutes benefit to the community.

In response to the Sound Health Association decision, the IRS issued several
GCMs identifying certain factors which differentiate HMOs exempt under section
501(cX3) from other HMOs." In GCM 39828 (August 30, 1990), for example, the
IRS stated that the characteristics of an HMO eligible for tax-exemption under sec-
tion 501(c) (3) include: actual provision of health care services and maintenance of
facilities and staff; provision of services to nonmembers on a fee-for-service basis;

7 Eastern Ky. Welfare Rights Org. v. Simon, 506 F.2d 1278 (D.C. Cir. 1974), vacated on other
grounds, 426 U.S. 26 (1976).8 See GCM 39829 (August 30, 1990) which reviews the IRS' position regarding HMOs and con-
siders the extent to which HMOs customarily act as providers of health services or insurance.5Both State and Federal law regulate the operation of HMO. For Federal purposes, the
Health Maintenance Organization Act of 1973, Pub. L. No. 93-222, codified as amended at 42
U.S.C. 300e-300e17, defines a health maintenance organization and prescribes the manner in
which such organizations must be organized and provide health services to be qualified under
the Act and eligible for certain Federal developmental loans, grants and guarantees. In GCM
39829, the IRS suggested that an HMO's qualification under the Act could be considered as evi-
dence of community benefit, noting that the Act imposes requirements in the areas of quality
assurance, community rating and continuation of coverage that tend to suggest that the HMO's
operations would benefit the community.
10See GCM 39829 (August 30, 1990).
lAlthough general counsel memoranda may not be relied upon as precedent, these docu-

ments are made public under section 6110 of the Code and may be indicative of the IRS' position
on particular issues.



care and reduced rates for the indigent; care for those covered by Medicare, Medic-
aid or other similar assistance programs; emergency room facilities available to the
community without regard to their ability to pay (and communication of this fact
to the community); a meaningful subsidized membership program; a board of direc-
tors broadly representative of the community; health research programs; health care
providers who are paid on a fixed-fee basis; and the application of any surplus to
imp roving facilities, equipment, patient care, or to any of the above programs. The
IRS noted, however, that these factors are not all-inclusive, nor is the absence of
any one determinative of the lack of a charitable operation. 12

More recently, in Geisinger Health Plan v. Commissioner, 985 F.2d 1210 (3rd Cir.
1993), the Court of Appeals for the Third Circuit applied the factors set forth in
Sound Health Association and held that Geisinger Health Plan (GHP), a network
model HMO, did not qualify for tax-exempt status under section 501(cX3) because
its activities did not primarily benefit the community. GHP did not provide any
health services directly, but contracted to provide health services with other health
care providers (which typically were other entities related to GHP). In addition, the
Court noted that operating a subsidized dues program for 35 otherwise medically
underserved individuals did not benefit the community sufficiently to overcome
GHP's primary purpose of providing benefits only to its members. 13

HMOs as taxable entities
In fact, the majority of HMOs are not organized as tax-exempt entities. At the

beginning of 1990, there were 575 HMOs nationwide, approximately two-thirds of
which were organized and operated as taxable, for-profit businesses.14 The primary
issue for such taxable HMOs concerns their ability to deduct additions to reserves
established out of premium payments to cover accrued liabilities (so-called "incurred
but not reported" or "IBNR" claims). In general, accrual method taxpayers are not
entitled to deduct expenses until all events necessary to fix and determine the tax-
payer's obligation have occurred (the "all events" test). In addition, section 461(h)
imposes an economic performance requirement which, in general, postpones deduc-
tions until payment.

Property and casualty insurance companies are entitled to deduct IBNR reserves
without regard to the "all events" test or the economic performance requirement.
Such reserve deductions are, however, subject to certain limitations. For example,
reserve deductions by an insurance company must be discounted on a pre-tax basis
to take account partially of the time value of money, and unearned premium reserve
deductions must be reduced by 20 percent.' 5 Thus, the tax treatment of a taxable
HMO depends largely on the extent to which it qualifies as an insurance company. 16

12 See, e.g.., GCM 38735 (May 29, 1981) (concluding that staff model HMOs that have truly
open membership, directly provide services to members and nonmembers, maintain an open
emergency room, and treat patients regardless of ability to pay may be exempt under section
501(cX3)); and GCM 39057 (Nov. 9, 1983) (ruling that an IPA model HMO which arranged for
health care services through an affiliated, physician-owned IPA that controlled the HMO does
not qualify for exemption under section 501(cX3)). In GCM 39057, the IRS explicitly expressed
no opinion as to whether the HMO in question could qualify for exemption under section
501(cX4).

'The Court of Appeals remanded the case to the Tax Court for a determination of whether
GHP could qualify for 501(cX3) status as an "integral part" of an exempt organization. The inte-
gral part theory set forth in Treas. Reg. sec. 1.502-1(b) provides generally that an organization
is entitled to exemption as an integral part of a tax-exempt affiliate if its activities are carried
out under the supervision or control of an exempt organization and could be carried out by the
exempt organization without constituting an unrelated trade or business. The Tax Court noted
that a taxpayer may qualify for exemption under the integral part theory if the taxpayer per-
forms an essential service directly to its affiliates, but not if it provides such services to unre-
lated organizations. Alternatively, the taxpayer may provide services on behalf of its exempt af-
filiates directly to the class of charitable beneficiaries of such affiliates. The Tax Court concluded
GHP did not qualify for tax-exempt status under the integral part theory. Geisinger Health Plan
v. Commissioner, 100 T.C. No. 26, filed May 3, 1993.

14 See, T.J. Sullivan, "'he Tax Status of Nonprofit HMOs After Section 501(m)," Tax Notes,
January 7, 1991.16Present law also provides that property and casualty insurance companies are eligible for
exemption from Federal income tax if their net written premiums or direct written premiums
(which ever is greater) do not exceed $350,000; and further provides that a company with such
premiums in excess of $350,000 but less than $1.2 million may elect to be taxed only on taxable
investment income (and thus, generally to exclude underwriting income from tax) (sec.
501(cX 15)).

1 Under Treas. Reg. sec. 1.801-3(a), to constitute an "insurance company," a company must
be one whose primary and predominant business activity is the issuing of insurance or annuity
contracts or the reinsurance of risks underwritten by insurance companies.



Insurance activities of tax-exempt organizations
Under section 501(m), an organization described in section 501(cX3) or 501(cX4)

of the Code is exempt from tax only if no substantial part of its activities consists
of providing commercial-type insurance. Commercial-type insurance generally in-
cludes any insurance of a type provided by commercial insurance companies, subject
to certain exceptions. For example, commercial-type insurance does not include in-
surance provided at substantially below cost to a class of charitable recipients. In
addition, section 501(m)(3XB) provides that commercial-type insurance does not in-
clude incidental health insurance provided by an HMO, of a kind customarily pro-
vided by an HMO. 17

Special rules applicable to certain taxable insurance companies
When section 501(m) was enacted in 1986, special rules were added to benefit cer-

tain organizations that no longer qualified as tax-exempt organizations and became
subject to tax as insurance companies under subchapter L. Section 833, enacted con-
currently with section 501 (m), provides special relief for Blue Cross and Blue Shield
organizations existing on August 16, 1986, which were exempt from tax for their
last taxable year beginning before January 1, 1987, and which have experienced no
material change in their structure or operations since August 16, 1986. In addition,
section 833 provides special relief for certain other organizations, substantially all
of the activities of which involve the provision of health insurance, that meet certain
community-service-related requirements.1 -

Section 833 provides three special rules for organizations within its scope. First,
eligible organizations are treated as stock insurance companies. Second, section 833
exempts eligible organizations from the rule (referred to above) that is generally ap-
plicable to property and casualty insurance companies, requiring a 20-percent reduc-
tion in the amount a company can deduct for any increase in unearned premium
reserves. 19 Thus, eligible organizations are not required to reduce the deduction for
increases in unearned premium reserves. Third, eligible organizations are entitled
to claim a special deduction with respect to their health business in an amount
equal to 25 percent of claims and expenses incurred during the taxable year, less
adjusted surplus at the beginning of the year.

The transition rules in section 833 provide that no adjustment was to be made
on account of a change in such an organization's method of-accounting for its first
taxable year beginning after that date. Tbp transition rules also provide that, for
purposes of determining gain or loss, the adjusted basis of any asset of such an or-
ganization held on the first day of the taxable year beginning after December 31,
1986, was treated as equal to its fair market value as of such day. Rules were also
provided to limit adjustments to surplus that could affect the amount of the special
deduction, and to treat reserve weakening after August 16, 1986, as occurring in
the organization's first year as a taxable organization. 20

17 See GCM 39829 (August 30, 1990) for a discussion of the legislative history of the enact-
ment of section 501(m) and the HMO exception in section 501(m 13)1 (B).

iSThese community service requirements are: (1) substantially all the activities of the organi-
zation involve providing health insurance; 12) at least 10 percent of the health insurance is pro-
vided to individuals and small groups (not taking into account Medicare supplemental coverage);
(3) the organization provides continuous full-year open enrollment (including conversions) for in-
dividuals and small groups; (4) the policies covering individuals provide full coverage of pre-ex-
isting conditions of high-risk individuals without a price differential (with a reasonable waiting
period), and coverage is without regard to age, income, or employment status of individuals
under age 65; (5) at least 35 percent of its premiums are community rated; and (6) no part of
its fiet earnings inures to the benefit of any private shareholder or individual.

19 The 20-percent reduction requirement was added by the 1986 Act, effective for taxable years
beginning after December 31, 1980. The 1986 Act also required the inclusion in income ratably,
over the ensuing six-year period, of 20 percent of the unearned premium reserve outstanding
at the end of the most recent taxable year beginning before January 1, 1987. The inclusion was
required at the rate of 3V3 percent of such outstanding unearned premium reserve in each of
the first six taxable years beginning after December 31, 1986.2 0 Because increases in reserves are generally deductible by a taxable insurer, a reduction in
reserves (so-called "reserve weakening") immediately prior to the time a tax-exempt organiza-
tion becomes a taxable insurer could allow the organization to claim a bigger deduction than
it would otherwise be entitled to after it becomes taxable.
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B. Descriptive! .?f Bill (S. 1757--Sen. Mitchell and others and S. 1775--Sen. Moy-
nihan (T2'/ "Health Security Act") (secs. 7601-7603 of bill)

Tax-exempt status of hospitals, HMOs, certain parent organizations and re-
gional alliances

The bill would establish certain new requirements applicable to nonprofit health
care providers (hospitals and HMOs) seeking to qualify as tax-exempt charitable or-
ganizations under section 501(cX3).

In particular, the bill would amend the Code specifically to require that, in order
for the provision of health care services to constitute a charitable activity for pur-
poses of section 501(cX3), the organization providing such services must periodically
assess the health care needs of its community and develop a plan to meet those
needs. Such assessment and plan development must take place at least annually
and must include the participation of community representatives.

In addition, the bill would provide that an HMO seeking tax-exempt status under
section 501(c) (3) must furnish health care services to its members at its own facili-
ties through health care professionals who do not provide substantial health care
services other than on behalf of such organization.

The bil would further provide that organizations which serve as parent holding
companies for hospitals or medical research organizations constitute public charities
rather than private foundations. Thus, the bill would add to the list of organizations
described in section 509(a) any organization which is organized and operated for the
benefit of, and which directly or indirectly controls, (1) a hospital, the principal pur-
pose or function of which is the provision of medical or hospital care or medical edu-
cation or medical research; or (2) a medical research organization if such organiza-
tion is directly engaged in the continuous active conduct of medical research in con-
junction with a hospital and, during the calendar year in which the contribution is
made, such organization is committed to spend such contribution for medical re-
search not later than the beginning of the fifth calendar year beginning after the
date such contribution is made.

Finally, section 7603 of the bill would add the to-be-established regional alliances
described in section 1301 of the bill to the list of tax-exempt organizations set forth
in Code section 501(c)

,ffective date.-The provisions regarding the definition of charitable activities of
medical service providers and HMOs would be effective January 1, 1995. The provi-
sion regarding the exempt status of regional alliances would apply to taxable years
beginning after the date of enactment. and the provision regarding the treatment
of parent organizations of health care providers would take effect on the date of en-
actment.

Insurance activities of tax-exempt organizations
Under the bill, health insurance provided by an HMO would be treated as com-

mercial-type insurance if such insurance relates to care which is not provided pursu-
ant to a pre-existing arrangement between the HMO and a health care provider
(other than emergency care provided to a member of such organization at a location
outside such member's area of residence). Under this rule, commercial-type insur-
ance would include plans under which an HMO member can select any health-care
provider, the HWO pays a portion of the costs of such provider, and the member
is obligated to pay the remaining portion. Such arrangements are commonly re-
ferred to as providing "point of service" or "fee-for-service" benefits (i.e., the member
decides which medical provider to use at the point at which service is required).
However, the provision of emergency care, even if on a point of service basis, to
HMO members outside their area of residence would not constitute commercial-type
insurance.

The bill would specifically identify four types of health insurance provided by an
HMO that would not be treated as commercial-type insurance and, thus, wouldnot
jeopardize the organization's tax-exempt status. Such non-commercial-type health
insurance coverages generally address emergency situations and situations in which
a health care provider has a pre-existing relationship with an HMO whereby the
HMO exerts control over either the fee charged by the service provider or the mem-
ber's use of such provider's services.

First, insurance relating to care provided by an HMO to its members at its own
facilities through health care professionals who do not provide substantial health
care services other than on behalf of such HMO would not constitute commercial-
type insurance. Such arrangements are characteristic of "staff model" or "group
model" HMOs which hire health care providers (as employees or independent con-
tractors) to provide services to members on an exclusive basis.



Second, insurance relating to primary care provided by a health care professional
to a member of an HMO on a basis under which the amount paid to such profes-
sional does not vary with the amount of care provided to such member would not
constitute commercial-type insurance. This rule addresses situations in which an
HMO pays health care providers on a "fixed" or "capitated" basis for primary care
services rendered to members. Although such fees may be based on the number of
members served by such provider, they may not be based on the extent of services
provided to a member.

Third, insurance which relates to the provision of services other than primary
care, if provided pursuant to a pre-existing arrangement with an HMO, would not
be commercial-type insurance. This exception is intended to address situations in
which an HMO member is referred by his or her primary care provider to a special-
ist who is a member of an HMO's so-called "provider network," even if the amount
paid to the specialist varies with the amount of care provided. Unlike the "point of
service" situation described above, the HMO in these cases, rather than the mem-
ber, controls the decision regarding the appropriate health care provider.

Fourth, insurance relating to emergency care provided to a member of an HMO
at a location outside such member's area of residence would not constitute commer-
cial-type insurance. This exception would apply, for example, when an HMO reim-
burses health care providers for the provision of emergency care to HMO members,
outside of their area of residence, irrespective of whether such providers have a pre-
existing arrangement with the HMO.

Effective date.-These provisions would be effective on the date of enactment.

Definition of taxable property and casualty insurance companies
In general, the bill would redefine the scope of organizations treated as taxable

property and casualty insurance companies. Under the bill, any organization that
is not tax-exempt, is not a life insurance company, and whose primary and predomi-
nant business activity during the taxable year falls in one of three categories, would
be treated as a property and casualty insurance company. The three categories of
activities are: (1) issuing accident and health insurance contracts or reinsuring acci-
dent and health risks; (2) operating as an HMO; or (3) entering into arrangements
to provide or arrange for the provision of health care services in exchange for fixed
payments or premiums that do not vary depending on the amount of health care
services provided. The bill would modify the "primary and predominant" require-
rrent in the case of organizations that have, as a material business activity, the is-
suing or reinsurance of accident and health insurance contracts. For such organiza-
tions, the administering of accident and health insurance contracts would be treated
as part of such business-activity for purposes of determining whether the organiza-
tion's activities fall within the scope of category (1) above.

Effective date.-This provision would be effective for taxable years beginning after
December 31, 1996.

Special rules applicable to certain taxable insurance companies
The bill would repeal the special rules provided under section 833 to Blue Cross

and Blue Shield organizations and other eligible organizations, and would provide
transition rules for organizations that become subject to section 833 after the effec-
tive date (generally, taxable years beginning after December 31, 1996). The provi-
sion would treat such organizations as insurance companies, but would not specify
that such organizations be treated as stock companies.

The bill would repeal the special exception to the 20 percent reduction with re-
spect to unearned premium reserves. The bill would require inclusion in income rat-
ably, over a six-year period following the effective date, of 20 percent of the un-
earned premium reserve outstanding at the end of the most recent taxable year be-
ginning before January 1, 1997. The inclusion would be required at the rate of 3VW
percent of such outstanding unearned premium reserve in each of the first six tax-
able years beginning after December 31, 1996.

The bill would also repeal the special deduction for 25 percent of claims. A special
phase-out rule would apply to an organization that meets the community-service-
related requirements of present law for each of its taxable years beginning in 1995
and 1996. For such organizations, the deduction would be phased out at a specified
rate over the organization's first two years following the effective date; 67 percent
of the otherwise allowable amount of the special deduction would be allowed for
such an organization's taxable year beginning in 1997, and 33 percent would be al-
lowed for its taxable year beginning in 1998. As under present law, the deduction
would not be allowable during the phase-out period in determining the organiza-
tion's alternative minimum taxable in come.
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The bill would provide transition rules for organizations that become subject to
section 833, as amended, after the effective date (generally, taxable years beginning
after December 31, 1996). For an organization that is not tax-exempt for its last tax-
able year beginning before January 1, 1997 (and is taxed other than under the prop-
erty and casualty insurance company regime for taxable years beginning in 1992
through 1996), the amendments to section 833 would be treated as a change in
method of accounting, and all adjustments required to be taken into account under
section 481 would be taken into account in one taxable year, i.e., the company's first
taxable year beginning after December 31, 1996. No special transition rule would
apply to organizations that treat themselves as subject to tax under the property
ane casualty insurance company regime for taxable years beginning in 1992 through
1996.

For an organization that is tax-exempt for its last taxable year beginning before
January 1, 1997, no adjustment would be taken into account under section 481 or
any other provision for the company's first taxable year beginning after December
31, 1996, on account of a change in method of accounting required by the amend-
mc.nts to section 833. In addition, for purposes of determining gain or loss, the ad-
justed basis of any asset held by such an organization on the first day of its first
taxable year be ginning after December 31, 1996, would be deemed equal to the fair
market value of the asset on that date.

The bill would also specify that the above amendments do not affect the adjusted
basis of any asset determined under the transition rule provided for existing Blue
Cross and Blue Shield organizations in the 1986 Act (i.e., generally, that basis
equalled fair market value as of the first day of the organization's taxable year be-
ginning after December 31, 1986). In addition, the bill would eliminate the require-
ment that existing Blue Cross and Blue Shield organizations not experience any ma-
terial change in their operations or structure to be eligible for the basis adjustment,
and would further provide that, on January 1, 1997, such basis adjustment is made
permanent.

Effective date.-These provisions would generally be effective for taxable years be-
ginning after December 1, 1996, subject to the special income inclusion rule (with
respect to the repeal of the 20 percent reduction), the phase-out rule for certain or-
ganizations (with respect to the repeal of the special deduction for 25 percent of
claims), and the transition rules described above.

C. Discussion of Issues

Tax-exempt status of certain organizations
In general, tax exemption is a form of subsidy administered through the tax sys-

tent (sometimes referred to as a "tax expenditure"). It is granted to, among other
organizations, certain private organizations that conduct activities which Congress
deems to further worthy public objectives.

As a threshold matter, it is important to assess whether the subsidization of the
operation of hospitals and LIMOs, as well as regional health alliances, through tax
expenditures, rather than through direct outlays or other means of finance, is appro-
priate. In general, such subsidization means that the true coat of such activities ap-
pears understated in relation to the cost of other goods and services because they
do not appear as outlays in budget reporting. In addition, such tax expenditures are
not subject to the annual appropriations process.

The desirability of tax exemption also must be evaluated in the context of the
overall health care proposal. As described above; under present law, the provision
of medical care and operation of a nonprofit hospital in a manner that satisfies the
"community benefit" standard is considered to further "charitable" objectives. Al-
though this community benefit standard evolved in response to the expanded Fed-
eral role in health care financing through programs such as Medicare and Medicaid,
payment for medical care remained largely the province of the private sector.

The system of universal health care coverage envisioned under the bill represents
a significant quantitative, and perhaps also qualitative, expansion of Federal par-
ticipation in financing health care. Accordingly, it may be appropriate to reexamine
the circumstances under which the provision of medical care would constitute a
charitable function in such a system. Presumably, teaching institutions could con-
tinue to be eligible for tax exemption as educational organizations. However, if all
Americans have access to health care, what other activities would distinguish a non-
profit from a for-profit health care provider? For example, would nonprofit hospitals
provide charity care where gaps exist in the system of universal coverage?

These questions are particularly apt in light of the significant financial benefits
for which charitable organizations are eligible. It is not clear, for example, that al-
lowing such organizations continued access to tax-exempt financing is appropriate
in a system in which the Federal Government provides considerable direct subsidies



(for example, the Federal payments to alliances outlined in Title IX, Subtitle B of
the bill). With respect to regional and corporate health alliances, section 7902 of the
bill would provide that regional and corporate health alliances be treated as private
businesses that are not eligible for tax-exempt financing. This raises the further
question of why such alliances should be treated differently than other medical serv-
ice providers exempt under section 501(c) (3).

Finally, it is not clear whether the community needs assessment and plan devel-
opment requirements set forth in the bill are intended to replace or supplement
present-law standards for exemption. In addition, the scope of organizations subject
to the requirements is unclear. The bill states that the requirements apply to hos-
pitals, HMOs and "other entities providing health care services." A wide variety of
organizations exempt under section 501(c)(3) provide an equally wide range of
health care services. For example, a half-way house for alcoholics, a blood bank, a
childbirth education organization, a clinic-to aid drug victims, an organization that
provides home health care, homes for the elderly, andnursing homes all have quali-
fied for exemption under section 501(cX3). Do the community needs assessment and
plan development requirements apply to all of these organizations, as well as to hos-
pitals and HMOs?

Insurance activities of tax-exempt organizations
Similarly, it may be appropriate to reexamine the characterization of certain

forms of insurance provided by HMOs as commercial- or non-commercial-type insur-
ance. The bill generally appears to codify positions developed by the IRS with re-
spect to various payment arrangements established by HMOs under a health care
system very different from the one proposed in the bill.

In addition, the provisions regarding characterizing insurance arrangements as
commercial or non-commercial appear somewhat inconsistent with other provisions
of the proposed health plan. For example, the bill would characterize "point of serv-
ice" or "fee-for-service" plans offered by HMOs as commercial-type insurance. IHow-
ever, section 1402(d) of the bill would require certain health plans (e.g., those that
offer enrollees the lower cost sharing schedule described in section 1132 of the bill)
to offer fee-for-service coverage. If participants elect such coverage to the extent that
it ccnstitutes a substantial portion of such HMO's activities, the HMO could lose
its tax-exempt status.

Definition of taxable property and casualty insurance companies
The bill would expand the definition of taxable property and casualty insurance

companies to include organizations that are not tax-exempt, are not life insurance
companies, and that meet one of three tests. The first is insurance or reinsurance
of accident and health risks (a traditional activity of insurance companies). The sec-
ond is operation as an HIMO, and the third appears to encompass arrangements
similar to those which an HMO might enter into, whether or not it purports to be
an HMO (i.e., arrangements tu receive fixed payments as consideration for providing
or arranging to provide health care services, regardless of the amount of health care
services provided). Thus, the bill would treat taxable HMOs and taxable organiza-
tions that operate like HMOs as property and casualty insurance companies.

However, it is not self-evident that all taxable HMOs should be taxed as property
and casualty insurance companies. The underlying presumption appears to be that
if an HMO is not tax-exempt, its activities involve the provision of insurance serv-
ices as opposed to medical services. This presumption is based on what traditionally
has been a key distinction between HMOs and hospitals; HMOs deliver prepaid ben-
efits whereas hospitals are paid on a fee-for-service basis.

Several issues are raised in determining whether a taxable HMO (for example,
an HMO that is not tax-exempt because it is organized on a for-profit basis) suffi-
ciently resembles a property and casualty insurance company to be taxed as one.
One is whether deductions for reserves are appropriate to the operation of an orga-
nization that directly provides medical care.

A central issue in determining whether an HMO should be taxed as a property
and casualty insurer is the met hod of accounting f6r premium payments received.
In general, property and casualty insurance companies are entitled to deduct in-
creases in reserves which affect premium income. Organizations that are not insur-
ance companies, by contrast, are not entitled to deduct increases in reserves but
rather, generally account for deductions in accordance with the all events test and
the rules for determining when economic performance has occurred. The allowance
of a deduction for Federal income tax purposes with respect to reserves of property
and casualty insurance companies generally reflects the fact that payments (pre-
mium income) are generally received in a taxable year earlier than the year in
which the loss is incurred or paid.



If an HMO receives payments that resemble the premiums received by insurance
companies in these respects, it appears appropriate to tax them under the regime
applicable to property and casualty insurance companies. On the other hand, if an
HMO receives prepayments for medical services it directly provides, reserve deduc-
tions are arguably inappropriate, and the organization should not be treated as a
property and casualty insurance company. Because the manner of organization and
operation of HMOs varies and may change rapidly with business trends, consider-
ation should be given to whether one rule is appropriate for all taxable HMOs. On
the other hand, it may not be administratively feasible to distinguish among types
of payments received by HMOs.

With respect to treatment of reserves, some taxable HMOs take the position that
they are subject to taxation as propert and casualty insurance companies. Others,
however, may take the position that, although they may be subject to State regula-
tion and financial reporting requirements as insurance companies, they are not tax-
able as property and casualty insurers. Such organizations nevertheless may claim
tax deductions for reserves on the theory that the risk of loss has shifted to them.
These organizations may argue that, because they are not taxable as property and
casualty insurers, they are not subject to the limitations on reserve deductions im-
posed on property and casualty insurance companies. Thus, as a practical matter,
the regime prescribed under the bill may represent a significant change only for tax-
able HMOs that take the position that they are not taxable as property and casualty
companies.

An additional issue relates to the operation of the property and casualty company
tax regime. Treating HMOs as property and casualty insurers could be criticized on
the ground that the present-law regime for taxing such entities is flawed in certain
respects. For example, present law provides for a pre-tax method of discounting loss
reserves of property and casualty insurance companies which only partially takes
account of the time value of money. It is arguable whether taxpayers not explicitly
subject to this regime should be made explicitly subject to it without addressing its
failure to take account fully of the time value of money. Further, some might assert
that the regime of complete or partial tax exemption for small property and casualty
companies may not be appropriate for HMOs that fail to quality or tax-exempt sta-
tus under 501(cX3) or 501(cX4).

As a technical drafting matter, the statutory structure set forth in the bill appears
redundant in defining both criteria for tax-exempt status and criteria for taxable
status. Rather than simply characterizing all organizations that are not tax-exempt
as taxable, the bill would set forth one standard for tax exemption and another, dif-
ferent, standard for taxability. Conceivably, some organizations could fail to meet
either set of criteria. In addition, the taxability standards themselves could be criti-
cized as vague. Because neither present law nor the bill defines an HMO, the second
standard ("operating as an HMO') is difficult to apply at best

Tbe bill would also require that the three enumerated activities constitute the pri-
mary an-predcominant business activity of an organization. This standard is similar
to a rule set forth in Treasury regulations that describes an insurance company as
one whose primary and predominant business activity is the issuing of insurance
or annuity contracts or the reinsuring of risks underwritten by insurance compa-
nies, and has been variously interpreted in judicial decisions. While the bill does
state that administering accident and health insurance contracts is treated as part
of the activity of issuing accident and health insurance contracts or reinsuring acci-
dent and health risks (for an organization that has issuing such contracts or rein-
suring such risks as a material business activity), the bill would not specify the na-
ture and amount of other activities that a company may conduct and still be treated
as a property and casualty insurance company. Because this standard does not pro-
vide a bright-line test, without further clarification, it could be criticized as an inad-
equate basis for determining the tax status of an organization.

Finally, because the effective date of this provision would be deferred until tax-
able years beginning after 1996, additional rules may be needed to forestall opportu-
nities for manipulation of accounting items for organizations that become taxable
under the bill (or whose accounting method is changed) and, thus, become subject
to the provision. For example, the bill does not contain a rule comparable to that
provided in the Tax Reform Act of 1986 (the "1986 Act " ) to limit reserve weakening
by organizations immediately prior to the point at which they become taxable.

Special rules applicable to certain tax Lble insurance companies
Some might argue that the present-law special rules under Code section 833 (en-

acted in 1986) for Blue Cross and Blue Shield organizations that became taxable
was intended merely to ease the transition from tax-exempt to taxable status and
should now be repealed. It could be argued that sufficient tune has elapsed since
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the 1986 Act chan-ed the tax status of these organizations for them to adjust to
operation Q-s taxable entities, and that repeal of the special deduction, as provided
by the bill, is now appropriate. Others might assert that this purpose was not stated
in the legislative history, and, in fact, the provision was not temporary when en-
acted.

II. EXCISE TAXES ON TOBACCO PRODUCTS

A. Present Law
Tax rates

Excise taxes are imposed on the manufacture or importation of cigarettes, ciga-
rette papers and tubes, snuff, chewing tobacco, and pipe tobacco. The present-law
tax rates are af follows:

Cigarettes:
Small cigarettes (weighing no more than 3 pounds per $12 per thousand (i.e., 24 cents per pack of 20 cigarettes).

thousand) 21
Large cigarettes (weighing more than 3 pounds per thou- $25.20 per thousand.

sand)22.

Cigars:
Small cigars (weighing no more than 3 pounds per thou- $1.125 per thousand.

sand).
Large cigars (weighing more than 3 pounds per thou- 12.75 percent of manufacturer's price (but not more than

sand). $30 per thousand).
Cigarette papers and tubes:

Cigarette papers 23 ............................................................... 0.75 cent per 50 papers.
Cigarette tubes 24 ................................................................. 1.5 cents per 50 tubes.

Snuff, chewing tobacco, pipe tobacco:
Snuff .................................................................................... 36 cents per pound.
Chewing tobacco .................................................................. 12 cents per pound.
Pipe tobacco ........................................................................ 67.5 cents per pound.
21 Most taxable cigarettes are small cigarettes.
2Large cigarettes (measuring more than 6 inches in length) are taxed at the rate prescribed for small cigarettes,

counting each 24 inches (or fraction thereof) as one cigarette.
23Cigarette papers measuring more than 6 inches in length are taxed at the rate prescribed, counting each 2Y inches

(or fraction thereof) as one cigarette paper. No tax is imposed on a book or set of cigarette papers containing 25 or fewer
pa cigarettee tubes measuring more thin 6 inches in length are taxed at the rate prescribed, counting each 2% inches

(or fraction thereof) as one cigarette tube.

Exemptions; use of revenues
No tax is imposed on tobacco products exported from the United States. Exemp-

tions also are allowed for (1) tobacco products furnished by manufacturers for em-
ployee use or experimental purposes; and (2) tobacco products to be used by the
United States. In addition, no tax is imposed on tobacco to be used in "roll -your-
own" cigarettes.

Revenues from the tobacco products excise taxes are retained in the general fund
of the Treasury. Revenues from taxes on tobacco products brought into the United
States from Puerto Rico and the American Virin Islands are transferred ("covered
over") to those possessions if the products satisfy a domestic content requirement
with respect to the possession from which they are received.
B. Description of Bill (S. 1757--Sen. Mitchell and others and S. 1775--Sen. Moy-

nihan (The Health Security Act) secss. 7111-7113 of the bill)
Rate inc q.ase8; extension of coverage

The bill would increase the tax rate on all tobacco products by approximately
$12.50 per pound of tobacco content, and would extend the tax to tobacco to be used
in "roll-your-own" cigarettes. The new tax rates would be:

Cigarettes:
Small cigarettes (weighing no more than 3 pounds per $49.50 per thousand (i.e., 99 cents per pick of 20 ciga-

thousand). rettes).
Large cigarettes (weighing more than 3 pounds per thou- $103.95 per thousand

sand.



Cigars:
Small cigars (weighing no more than 3 pounds per thou- $38,65 per thousand

sand.
Large cigars (weighing more than 3 pounds per thousand 52 594 percent of manufacturer's price (but not more than

$123.75 per thousand).

Cigarettes papers and tubes:
Cigarette paWs -......................... 3 09 cents per 50 papers
Cigarette tubes ................................................................. 6.19 cents per 50 tubes

Snuff, chewing tobacco, pipe tobacco, "roll-your-own" to-
WaCco.

Snuff .......................................................................... .... $12.86 per pound
Chew ing tobacco .................................................................. $12.62 per pound
Pipe tobacco .... 1 .................. ........ ..................................... $13,175 pe r pound
"Roll-your-own" tobacco ............................................... ... $12.50 per pound

Exemptions; administrative provisions
The bill would repeal the present-law exemptions for tobacco products provided

to employees of the manufacturer and for use by the United States.
The bill also includes several administrative and compliance provisions. First, the

exemption for exports would be limited to products that are marked or labelled
under Treasury Department rules designed to prevent the diversion of such prod-
ucts into the domestic market Second, re-importation of tobacco products previously
exported without payment of tax (other than for return to the manufacturer) would
be prohibited and a new penalty, equal to the greater of $1,000 or five times the
amount of tax imposed would be assessed against all parties involved in any prohib-
ited re-importation. All tobacco products and cigarette papers and tubes, as well as
all vessels, vehicles, and aircraft used in such re-importations, would be subject to
seizure by the United States.

Third, the bill would extend current manufacturer inventory maintenance, report-
ing requirements, criminal penalties, and forfeiture rules to importers of tobacco
products.

Fourth, the bill would repeal the present-law exemption for books or sets of ciga-
rette papers containing 25 or fewer papers.

Fifth, the bill would limit the cover over of tobacco product revenues to Puerto
Rico and the Virgin Islands to present-law tax levels.

effective date
The provisions would be effective for tobacco products removed after September

30, 1994. A floor stocks tax would be imposed on taxed tobacco products held on
the effective date.

C. Discussion of Issues 2

Statistics relating to incidence of tobacco use
The United States National Institute on Drug Abuse estimates that, in 1991, 27

percent of the United States population currently smoked cigarettes and that 3.4
percent of the population currently used smokeless tobacco.r2 Medical research has
linked the use of tobacco products to a number of diseases--including cancer of the
lungs, mouth and throat, emphysema, chronic bronchitis, and heart disease.27 In ad-
dition, smoking is believed to be a contributing factor to low birth weight babies.
The public's increased awareness of these health hazards has led to substantial de-
clines over the past 30 years in the percentage of the United States population that
currently uses tobacco products. The incidence of smoking among males 20 years old
or older has fallen from approximately 50 percent in 1965 to approximately 31 per-
cent in 1988. Over the same period, the incidence of smoking among females 20

2The following discussion draws substantially on the analysis presented in Joint Committee
on Taxation, Description and Analysis of Title VII of H.R. 3600, S. 1757, and S. 1775 ("Health
Security Act ) (JCS-20-93), December 20, 1993.26"Current' use of cigarettes or other tobacco products is defined as use of theaproduct within
the last month. The estimate is based on a household survey. Bureau of the Census, United
States Departmeqt of C mmerce Statisti'ol Abstract of the United States. 1992.

SDepartment of~Health and Human Serices, Reducing the Health Consequences of Smok ng
25 Years of Proess. A Report of the Surgeon General, DHHS Publication No. (CDC) 898 ,
(prepublication version, January 11, 1989).
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years old or older has shown a similar though smaller decline. Table 1 details the
icidence of cigarette smoking for selected years between 1965 and 1988.

Table 1.-NCIDENCE OF CIGARETTE SMOKING, BY MALE AND FEMALE, SELECTED YEARS 1965 TO
1988

(Percentage of ndLvduals 20 years old and older]

1965 1970 1976 1980 1985 198

Fem ale ..... ...................... ............... . .. . 31 9 30 8 31 3 29 0 280 23 3
Male ......... ... . . 502 44 3 42 1 385 33.2 309

Souc Bureau of the corsus, United Stales Department of Commete, Statisctal Abstroct of the United State.. 1992.

The incidence of smoking varies by age, gender, race, levpl of education, and other
demographic factors. Individuals with more education tend to have a lower incidence
of smoking than those with less education. For example, the incidence of smoking
among individuals with college degrees was 15.6 percent in 1988, while the inci-
dence of smoking among individuals with less than a high school diploma was 32.8
percent.28 The incidence of smoking among blacks is modestly greater than the inci-
dence of smoking among whites.2 9 The incidence of smoking has fallen among all
groups.

The incidence of smoking in developed countries, including the United States, has
declined over the past 20 years. While the incidence of smoking in the United States
is not substantially different from that of other developed countries, 3 it is generally
conceded that health care costs in the United States exceed Those abroad. Such ag-
gregate data do not reveal the extent to which United States expenditures on health
care are, or are not, attributable to tobacco-related health problems.

Table 2.-INCIDENCE OF CIGARETTE SMOKING IN CERTAIN FOREIGN COUNTRIES, 1986
[Percentage of individuals 20 years old and older]

Great Australia Nwwly Swe
Britain owy Sen

Female .............. ..... ...................... 310 306 32.4 300
Male ............................................ 350 32,9 438 24.0

'Ages 20 to 70 only
Ag .s 18 to 70 only

Source John P. Piorte, internationall compenson of Trends in Cigarette Smoking Prmle." Amerkian Journal of PUliC
Hea/k, 79. Febeuy 199

Many countries tax cigarettes at a higher total rate than does the United States.
Some of this higher total tax is due to other countries' use of value-added taxes
which generally tax all consumption items. However, when the effect of value-added
or general sales taxes is removed, the cigarette taxes in the United States remain
relatively low. Table 3 shows cigarette excise taxes as a percentage of retail prices
in selected OECD countries for 1987.

Table 3.-CIGARETTE EXCISE TAXES (EXCLUDING VALUE-ADDED AND GENERAL SALES TAXES) AS
A PERCENTAGE OF RETAIL CIGARETTE PRICES IN SELECTED OECD COUNTRIES, 1987

Coutrby Tax a pment-

U n ited States ..... .......... ..................... ........ .. ... ........... ........... ....... 3 0 1
A u stra lia ................ ............... ............ ..... . .. . ........ ................. 3 2 .3
B e lg iu m . . .4.......................4... ... .. .... .. ............................ 64 .4
Fra nce .............................. ................................................... .................. . ........ . .......... . . . . ..... 4 9 .2
G e rm any ................................................. ... ........... .............. . .... .. .............. ....... .............................................. 5 9 .8
Po rtu g a l ...................................... ................. . .............. ........................................................... ........... . .... .... 5 8 .0
S p a in .................................................. ................................... ...... ........................................................................ 3 2 .8

2 8Sttistical Abstract of the United States. 1992.
"Ibid.
30See Table 2 below.
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Table 3.--CIGARETTE EXCISE TAXES (EXCLUDING VALUE-ADDED AND GENERAL SALES TAXES) AS
A PERCENTAGE OF RETAIL CIGARETTE PRICES IN SELECTED OECD COUNTRIES, 1987--Continued

Con" Tax ipea.et-
age of pmxe

United Kingdom . ... 613

Scutv Corfsssoal Budiet oKfica. "Fsdeisl Taution of Tobwco. Alcoho li BevaIeoS and Mor Fuels." e 1990.

Federal excise taxes on tobacco products are imposed in nominal terms, that is,
they do not rise -ith inflation of the general price level. Cigarette taxes, imposed
at eight cents per pack in 1951, remained unchanged until 1983. Subsequent in-
creases under the Omnibus Budget Reconciliation Act of 1990 have increased the
tax to 24 cents per pack, or three times the nominal 1951 level. The general price
level today is more than five and one half times that prevailing in 1951, implying
a substantial decline in the real (inflation-adjusted) burden of tobacco excise taxes.
On the other hand, it may be inappropriate to compare tax rates prevailing today
with those imposed during the Second World War or the Korean War.

Health policy and control of tobacco

In general

The medical research cited above has motivated many public health analysts to
advocate greater governmental action to help reduce the use of tobacco among the
population. Such non-tax action could range from increased expenditures on public
service announcements detailing the risks associated with tobacco use to increased
penalties for sales of tobacco products to minors. Some analysts advocate increasing
tobacco taxes to provide a market incentive to individuals to reduce their consump-
tion of unhealthy products. The higher prices of tobacco products resulting from in-
creases in tobacco excises taxes would be expected to reduce consumption by con-
sumers of tobacco products. Some consumers may cease using such products alto-
gether, while others moderate their current level of consumption. Among smokers,
some smokers may maintain their current rates of smoking by substituting discount
brands of cigarettes for more expensive brands. 3 1 Among smokers who crave nico-
tine, some may reduce the number of cigarettes they consume but switch to ciga-
rettes with higher levels of nicotine.

Taxes on the consumption of specific products, as opposed to broadly imposed con-
sumption taxes, distort consumer behavior by disfavoring certain goods in the econ-
omy relative to other goods. Generally, market price distortion through taxes re-
duces consumer well-being because the change in relative prices introduced by the
tax causes consumers to choose a less preferred good than they would have in the
absence of the tax. This general economic analysis is based on assumptions that con-
sumers are fully informed about the product and that consumption of the product
imposes no externalities, i.e., additional costs on society as a whole. Some public
health analysts question the validity of these assumptions in the case of tobacco use.

In addition, some public health analysts observe that, as a major provider of
health care, the Federal Government has an interest in controlling health costs, and
that tobacco use may overly contribute to the Federal Government's health and wel-
fare costs.

Informed versus uninformed choice

Some proponents of higher taxati- of tobacco products argue that consumers are
not fully informed about the true costs and benefits of the use of tobacco products,
and that consumers do not fully account for the harm such products can have on
their health. They argue that the higher prices that increased taxation will produce
are necessary to help potential consumers see the true cost of tobacco products.
They argue that this particularly may be the case among younger individuals who
do not recognize the addictive power of nicotine or who otherwise might be expected
to be less informed about the potential health dangers of tobacco use. There is evi-

3'The market share of discount brands has grown in recent years and now accounts for nearly
one third of the cigarette market. Michael Grossman, Jody L. Sindelar, John Mullahy, and Rich-
ard Anderson, "Policy Watch: Alcohol and Cigarette Taxes," Journal of Economic Perspectives,
7, Fall 1993.
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dence that younger individuals may be more likely than the population at large to
reduce their consumption of tobacco products if the price rises. 32

There is some survey evidence, however, that Ioth smokers and nonsmokers over-
estimate the probability of death and illness from tobacco use. Moreover, that sur-
vey suggested that teenagers attach a higher risk to smoking than do adults.3 3 Op-
ponents of higher tobacco taxes also argue that if the primary concern is to reduce
the demand by young individuals who may be uninformed, a tax increase is ineffi-
cient because the tax also imposes large costs on older, informed individuals who
derive pleasure from tobacco products. They argue that more targeted remedies such
as greater penalties for sales to minors may be more efficient. Some argue for both
higher tobacco taxes and greater penalties for sales to minors.

Externality

Economists say that an externality arises when the consumption (or production)
of a good by one individual imposes a cost (or benefit) on society as a whole. For
example, emissions )f volatile organic compounds from automobiles contribute to
urban smog, which imposes health and other costs on society at large. When all
such external costs (or benefits) are not accounted for by the individual purchaser/
user, there is too much (or too little) of the good produced and consumed. Recent
medical research suggests that "second-hand smoke," that is, the smoke from smok-
ers inhaled by nonsmokers, creates health risks and costs for nonsmokers.3 4 Thus,
while potential health damage of smoking is a direct cost to the smoker, second-
hand smoke creates a cost for nonsmokers for which the smoker does not account
in making the decision to smoke. Such costs are referred to by economists as nega-
tive externalities.

Economists often propose corrective taxation as a remedy for existence of a nega-
tive externality.36 The idea is that if a tax is imposed on the product that creates
the externality at a rate equal to the additional harm created by the externality,
then the market price will fully reflect all benefits and Costs to society from the
production and consumption of the product. Assuming that second-hand smoke is
an externality, a tax on smoking tobacco could improve economic efficiency. How-
ever, the difficulty is in choosing the correct level of the tax. Too great a tax could
reduce economic efficiency by discouraging more tobacco use than the harm caused
by second-hand smoke might justify. Critics of increases in tobacco taxes contend
that there are no good measures of the value of possible external harms from to-
bacco products.

Some suggest that current pricing practices for medical insurance may create a
negative externality. Whereas life insurance policy premium rates often vary based
upon whether the consumer is a smoker or a nonsmoker, medical insurance pre-
mium rates typically are the same regardless of tobacco use by the consumer. If to-
bacco users have greater insured medical expenses than other consumers, 36 then
some of the increased health costs of tobacco use may be borne, not by the tobacco
user, but by all consumers in the form of higher insurance premiums.3 7 By reducing
the incidence of tobacco use, increased tobacco taxes would reduce the magnitude
of this problem; however, given the current pricing prectices for health insurance,
the problem will exist as long as anyone uses tobacco.

32 Department of Finance, Canada, Tobacco Taxes and Consumption, June 1993 ("Tobacco
Taxes and Confumption). Also see, Eugene M. Lewit, Douglas Coate, and Michael Grossman,
"The Effects of Government Regulation on Teenage Smoking," The Journal of Law and Econom-
ics, 24, December 1981. Because nicotine is addictive, the price response of addicted consumers
should be less than that of nonaddicted consumers. It is probable that older smokers are more
likely to be addicted than would younger smokers.

3W. Kip Viscusi, Smoking: Making the Risky Decision, (London: Oxford University Press),
1992.3

4 Department of Health and Human Services, The Health Consequences of Involuntary Smok-
ing. A Report of the Surgeon General, DHHS Publication No. (CDC) 87-8398, 1986.

UThese taxes often are called "Pigouvian taxes" after economist Alfred Pigou who first pro-
posed such a policy. In the case of abeneficial externality, a subsidy would be provided instead
of a tax to encourage the behavior producing the beneficial externality.3sSee the discussion in the paraph below titled "Tobacco-related expenditures on health
care" for evidence relating to medical expenditures by smokers versus nonsmokerr

37The pricing of many employer-provided retirement annuities has an effect opposite that of
the pricing of health insurance. When a retirement annuity is valued based on averA, e life ex-
pectancy after retirement, on average, nonsmokers benefit at the expense of smokers, because
smokers have a shorter life expectancy. In the case of retirement annuities, such pricing of an-
nuities would overcharge smokers and undercharge nonsmokers. (See the discussion of social se-
curity below.)
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Tobacco-related expenditures on health care

Researchers have found that smokers of all ages require more medical care than
those who have never smoked. 38 While the life expectancy of smokers is less than
that of noijo:nokers, their cumulative lifetime medical expenditures exceed that of
those who never smoke. One estimate places this excess at $2,500 over the smoker's
lifetime. 39 Some advocates of higher taxes on tobacco products have argued that, by
reducing the demand for tobacco products, the Federal Government will reap sav-
ings, in its provision of health care. On the other hand, some have observed that
when the Federal Government's entire budget is examined, tobacco use may not im-
pose a net burden on the government. They observe that to the extent that tobacco
users have shorter life expectancies than nonsmokers, the Federal Government has
lower overall costs in the long run by making lower Social Security payments. 40

It is difficult to measure the magnitude of such health costs and savings from re-
duced retirement expenditures across individuals' lifetimes. One study has at-
tempted to measure the net external cost of smoking.4 ' This study included costs
of additional medical expenditures, +he lost production from additional sick leave
taken by employees who smoke, high ,r costs of group life insurance (from increased
mortality rates), costs from fires attributable to smoking, and lost tax revenues from
the earlier age of death of smokers. The study measured savings to society as reduc-
tions in pension payments and reduced use of nursing home care. The study con-
cluded that the net costs of smoking were less than present combined Federal and
State tobacco taxes. The study has been criticized for its failure to account for poten-
tial costs from second-hand sinoke and other potential external costs such as in-
creased litter from cigarettes or annoyance on the part of nonsmokers. With all such
calculations, the results may be sensitive to the choice of the discount rate.4 2

Other issues related to tobacco taxation
Excise taxes are perceived as imposing a larger burden on lower-income families

(relative to income) than on middle- and higher-income families. Some economists
argue that family expenditures may be a better measure of ability to pay than is
annual family income. Measured against expenditures, tobacco taxes appear less re-
gressive than when measured against income.4 3 Tobacco excise taxes also have a
varying impact on families with similar incomes, because the incidence of tobacco
use varies across families.

If increases in tobacco excise taxes succeed in reducing consumption of tobacco
products, the domestic tobacco industry may be expected to contract. 44 To the extent
that the farming of tobacco and production of tobacco products is geographically spe-
cialized, reduction in demand may lead to at least short-term economic dislocations
in these geographic areas. For example, unemployment may rise among those cur-
rently employed in tobacco farming and tobacco product manufacturing. The sever-
ity of this economic dislocation would depend in part on the ability of the affected
individuals to gain employment in different industries. Finding new employment
may require some individuals to relocate to another region and/or undergo substan-
tial retraining. The major tobacco growing States are North Carolina, Kentucky, and
South Carolina, followed by VirginiaGeorgia, and Tennessee.45

38C. Stephen Redhead, 'lortality and Economic Costs Attributable to Smoking and Alcohol
Abuse," Congressional Research Scr-ice (CRS) Report for Congress, 93-426 SPR, April 20, 1993.
These findings do not necessarily mean that the smoking causes all the additional medical ex-
penditures. Individuals predisposed to smoke may be predisposed to certain other unhealthy be-
havior, such as other drug use (alcohol, marijuana, etc.).

39 Tbid.40John B. Shoven, Jeffrey 0. Sundberg, and John P. Bunker, "The Social Security Cost of
Smoking," National Bureau of Economic Research, Working Paper No. 2234, Cambridge, MA.,
May 1987.4 Willard G. Manning, Emmett B. Keeler, Joseph P. Newhouse, Elizabeth M. Sloss, and Jef-
frey Wasserman, The Costs of Poor Health Habits, A RAND Study, (Cambridge, MA: Harvard
University Press), 1991.42 A recent Congressional Research Service report reviews both the study and criticisms of its
results in more detail. See, Jane G. Gravelle and Dennis Zimmerman, "Cigarette Tax" to Fund
Health Care Reform: An Economic Analysis," CRS Report for Congress, 94-214E, March 8,
1994.

O United States Congress, Congressional Budget Office, Federal Taxation of Tobacco, Alco-
holic Beverages, and Motor Fuels, June 1990.

44Some tobacco products are produced for export. Generally, exported tobacco products would
be exempt from proposed increases in domestic excise taxes. The extent of production for export
would mitigate the extent of contraction of the industry.4 5 Gravelle and Zimmerman, "Cigarette Taxes to Fund Health Care Reform" reviews recent
estimates of potential employment effects that may result from increased taxation of tobacco
products.

I I-
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In addition to possible economic dislocations in tobacco producing States, substan-
tial reductions in tobacco consumption may be expected to reduce the revenues of
all State governments, as all States impose tobacco taxes at the State level. At the
present, tobacco taxes are a more important revenue source for States than for the
Federal Government. In 1989, States collected $5 billion in tobacco tax revenues,
representing 1.8 percent of all State tax receipts. By contrast, the Federal Govern-
ment collected $4.5 billion in tobacco tax revenues in 1989, representing less than
one half of one percent of Federal tax receipts. 46

Higher tobacco prices should induce fewer people to begin to use tobacco products.
Thus, even if no existing tobacco users altered their behavior through time, a small-
er percentage of the population would use tobacco products. Therefore, an increase
in tobacco taxes could be expected to reduce the incidence of tobacco use in the long
run, by a greater amount than any reduction achieved in the short run. 47 In the
past, in the United States, population growth generally has made up for a reduced
incidence of smoking such that the revenue yield of tobacco taxes has increased
through time. 48 However, if higher prices induce substantial declines in the inci-
dence of smoking, the short-run revenue yield may overstate the long-run revenueyield. If the tobacco taxes are earmarked for certain programs, the potential for
10wer revenue in the long run than in the short run may be an important consider-
ation for Government policy.

II1. EXCISE TAXES ON FIREARMS AND AMMUNITION

A. Present Law

Ad valorem excise taxes
A 10-percent excise tax is imposed on the sale of pistols and revolvers by a manu-

facturer, producer or importer thereof. Other firearms and shells and cartridges are
subject to an 11 percent excise tax (Code sec. 4181). 4 9

An exemption is provided for sales of firearms and ammunition for use by the
United States Department of Defense. In addition, no excise tax is imposed on sales
by manufacturers, producers or importers: (1) for use by the purchaser in further
manufacture, or for resale by the purchaser for use by the second purchaser in fur-
ther manufacture; (2) for export, or for resale -by the purchaser to a second pur-
chaser for export; (3) for use by the purchaser as supplies for vessels or aircraft;
(4) to a State or local government for their exclusive use; or (5) to a nonprofit edu-
cational organization for its exclusive us,. In general, the effect of the State and
local government exemption is to exempt sales to State and local police depart-
ments.

Amounts equivalent to revenues from these excise taxes fund the Federal Aid to
Wildlife Program for use in making grants to support State wildlife programs.

Transfer and making taxes; special occupational taxes
Transfer and making taxes. -Present law also imposes making and transfer taxes

on certain firearms and other destructive devices. A transfer tax of $200 is imposed
on each "firearm" transferred, and a making tax at the rate of $200 is imposed on
each firearm made (Code secs. 5811 and 5821).60 The ad valorem excise taxes de-
scribed above do not apply to firearms subject to these making and transfer taxes.

Firearms subject to the making and transfer taxes are machine guns, short-length
or short-barrelled rifles or shotguns, pen guns, handguns with smooth bore barrels,
firearms silencers, mufflers or suppressors, silencer parts, machine gun receivers

4 6Tax Foundation, Facts & Figures on Government Finance, (Baltimore: The Johns Hopkins
University Press), 1991. Some local governments assess additional tobacco taxes which produced
approximately $200 million in 1988. These revenues also would be expected to be reduced by
reductions in tobacco consumption.4 7The Canadian study finds that the price elasticity, that is the behavioral response to price
changes, is greater in the short run than in the long run. The study attributes this to the habit-
ual nature of tobacco and argues that at first smokers quit, but that they eventually start smok-
ing again. (See, Tobacco Taxes and Consumption). This analysis does not appear to account for
long-run aggregate behavior, such as fewer new-starting tobacco users.

N'This is absent an accounting of tax rate increases. However, if the downward trend in the
incidence of smoking continues, lower rates of population growth in the future could cause to-
bacco revenues to fall in the absence of change in tobacco tax rates.

4"A reloader of shells or cartridges is not considered a manufacturer for purposes of the ad
valorem excise tax if, in return for a fee and expenses, the reloader reloads shells or cartridges
submitted by customer and returns the reloaded shells or cartridges, with the identical casings
provided by the customer, to that customer (Treas. Reg. sec. 53.11).

60A $5 transfer tax applies to articles defined as "any other weapon" under Code section
5845(e).



and parts designed to convert a weapon into a machine gun (generally, firearms
subject to regulation under the National Firearms Act ("NFA")).

In general, Federal, State and local governments are exempt from the making and
transfer taxes. In addition, transfers between persons subject to the special occupa-
tional tax (described below) are exempt from the transfer tax, as are transfers of
unserviceable firearms and exported firearms.

Special occupational tax.-All importers, manufacturers and dealers in NFA fire-
arms are required to register with the Secretary of the Treasury. Importers and
manufacturers are subject to a special occupational tax of $1,000 per year (small
importers and manufacturers are eligible for a reduced rate of tax); dealers are sub-
ject to a special occupational tax of $500 per year (Code sec. 5801).

An exemption from the special occupational tax is available for persons who con-
duct business exclusively with or on behalf of the United States.

Other regulation of firearms and ammunition
Firearms and ammunition also are subject to regulation under the Gun Control

Act of 1968 and the Arms Export Control Act of 1976, as amended. In general, the
Bureau of Alcohol, Tobacco and Firearnis ("BATF") administers the Gun Control Act
of 1968 and the National Firearms Act (Code secs. 5801-5872). The United States
Postal Service administers the prohibition against mailing firearms (18 U.S.C.
1715).

The Gun Control Act of 1968 ("GCA"), as amended, regulates interstate and for-
eign commerce in firearms. Under the '0CA, manufacturers, importers, dealers and
certain collectors are licensed and must maintain various records regarding manu-
facture, import, receipt, and disposition of firearms. Manufacturers and importers
of ammunition are licensed under the GCA. The GCA also prohibits the disposition
of firearms and ammunition to certain proscribed categories of persons, e.g., felons.
The "Brady Law" is also contained in the GCA. The GCA sets forth various civil
and criminal penalties and forfeiture provisions.

The Arms Export Control Act of 1976 ("AECA") regulates the importation and ex-
portation of arms, ammunition and implements of war. The AECA contains registra-
tion and permit provisions, and provides civil and criminal penalties and forfeitures.
The BATF administers the importation provisions and the Department of State and
Customs Service administers the exportation provisions.

B. Description of Bills
None of the comprehensive health care proposals introduced in the 103rd Con-

gress contain proposals for modifying the tax treatment of firearms and ammuni-
tion. However, several other bills have been introduced that would increase Federal
taxes on firearms and ammunition.

The following is a brief description of the bills that provide for increases in the
present-law excise and special occupational taxes. Many of these bills also contain
extensive non-tax provisions amending the Federal regulation of firearms and am-
munition through increased licensing fees, criminal penalties and other require-
ments. Some of these provisions may interact with the current excise and special
occupational tax regimes contained in the Internal Revenue Code; however, a com-
plete description of these bills is beyond the scope of this document.

1. S. 32 ("Violent Crime Control Act of 1993") and S. 179 ("Real Cost of Am-
munition Act")--Senators Moynihan, Chafee, and Simon

The bills would increase the rate of the present ad valorem excise tax on certain
ammunition-9 millimeter, .25 caliber and .32 caliber ammunition-to 1,000 per-
cent.

2. S. 868 ("Firearm Victims Prevention Act")--Senators Murray, Bradley,
Simon, Kerry, Moseley-Braun, Mathews, and Bingaman

The bill would increase the rate of the present ad valorem excise tax on hand-
guns, assault weapons, large capacity magazines, and shells and cartridges used in
handguns and assault weapons to 25 percent.

The bill also would impose a 25-percent retail excise tax on the sale, transfer, or
other disposition of a handgun, assault weapon, large capacity magazine, or shells
and cartridges used in handguns and assault weapons. Where the manufacturers'
tax was paid, the retail tax would not be imposed until after the first retail sale
of the article.

Revenues from the 25-percent excise taxes would be used to fund a new Health
Care Trust Fund.
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3. S. 1616 ("Real Cost of Handgun Ammunition Act")--Senator Moynihan
The bill would increase the ad valorem excise tax rate on certain handgun ammu-

nition. Centerfire cartridges with a cartridge case of less than 1.3 inches in length
and cartridge rases of less than 1.3 inches in length would be taxed at 50 percent.
A 10,000-percent rate would apply to (1) jacketed, hollow point projectiles which
may be used in a handgun and are designed to produce, upon impact, evenly-spaced
sharp or barb-like projections that extend beyond the diameter of the unfired projec-
tile; and (2) cartridges with a projectile measuring 0.500 inch or greater in diameter
which may be used in a handgun.

The bill also would impose a special occupational tax on each importer and manu-
facturer of handgun ammunition of $10,000 per year.
4. S. 1798 ("Gun Violence Health Care Costs Prevention Act")- Senator

Bradley
The bill would increase the ad valorem excise tax rate to 30 percent on handguns,

semiautomatic assault weapons and shells and cartridges used in handguns and
semiautomatic assault weapons.

In addition, the bill would impose a 30-percent transfer tax on any subsequent
sale, transfer, or other disposition of a handgun, semiautomatic assault weapon or
shells and cartridges used in handguns and semiautomatic assault weapons. The 30
percent tax would not be imposed on any such article taxed under the revised Fed-
eral manufacturer's level excise tax.

Revenues from the increased tax rates would be dedicated to a new Gun Violence
Trauma Care Trust Fund.
5. S. 1878 ("Gun Violence Prevention Act of 1994")--Senators Metzenbaum,

Bradley, Chafee, Kennedy, Lautenberg, Boxer, and Pell
The bill would increase the ad valorem excise tax rate on handguns to 30 percent

and the tax rate on handgun ammunition to 50 percent.
Revenues derived from the excise tax on handguns and handgun ammunition

would be used to fund a new Health Care Trust Fund.

C. Discussion of Issues
The taxation of firearms and ammunition

Rationale for increased taxation of firearms and ammunition

Some portion of health care expenditures is incurred to treat victims of gunshot
wounds. Because public funds often are expended to treat gunshot wounds, it may
be appropriate to charge those who purchase firearms and ammunition for the addi-
tional public expenditures resulting from such wounds. In this way, theoretically,
these purchasers would bear a greater portion of the costs of their behavior and the
purchase and misuse of firearms would be discouraged.

On the other hand, taxes on the consumption of specific products, as opposed to
broadly imposed consumption taxes, may distort consumer behavior by disfavoring
certain goods in the economy relative to other goods. Generally, economists believe
that market price distortion through taxes reduces consumer well-being because the
change in relative prices introduced by the taxes causes consumers to choose a less
preferred good than they would have in the absence of the tax. In addition, excise
taxes applied to all purchases of firearms and ammunition for the purpose of ac-
counting for the costs that arise from gunshot wounds arguably may be inefficient
because such taxes impose costs on consumers whose use of firearms and ammuni-
tion does not lead to gunshot wounds or public expenditures. The majority of fire-
arms and ammunition sales are to consumers who purchase these goods for sport
(hunting, skeet, and target shooting) or for their personal protection.

Advocates of increased taxation argue that even firearms and ammunition pur-
chased for sporting or personal protection purposes are the source of many suicide
attempts and may result in accidental gunshot wounds, and some enter the supply
of illegal weapons.6 1 In addition, firearms increasingly are being used in homicides
and other criminal activities. Advocates of higher taxes on firearms and ammunition
argue that such taxes not only generate needed revenue to finance health care re-
forms or other policies, but also further the goal of firearms control.

51 Under this view, taxes on firearms and ammunition might be interpreted, in part. as insur-
ance premiums to cover costs that arise from caring for -gunshot wound victims (because any
firearm may potentially lead to such wounds).
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The economic effects of increased taxation of firearms and ammunition

The higher prices of firearms and ammunition resulting from increases in excise
taxes could be expected to reduce purchases by consumers of these products. To
maximize this effect, it would be necessary to increase existing excise taxes applica-
ble to the purchase of new firearms and ammunition, but also to tax subsequent
transfers. Firearms are durable goods. There is a substantial market in used fire-
arms, and sales of those firearms generally are beyond the application of current
Federal excise taxes.
By increasing the price of new firearms, the market value of existing firearms

could be expected to rise as well, as consumers substitute the purchase of old fire-
arms for new firearms. For advocates of taxation as a means of firearms control,
such an outcome would have the positive effect of making the existing stock of fire-
arms more expensive to obtain,62 as well as reducing the flow of new firearms into
society. On the other hand, by increasing the price of firearms, self-manufacture and
the smuggling of weapons, wheie possible, may become more attractive. The extent
of any increase in such illegal activities would depend upon their cost compared to
increased price of legal firearms.

In practice some ammunition also is a durable good. Certain types of ammunition
can be reloaded (the spent shell casings may be recovered and -packed with a bul-
let or pellets, powder, and primer); such reloading cFn occur several times, although
not indefinitely. Reloaded ammunition is exempt from Federal excise taxes under
certain conditions (as described above in "Present Law"). As with firearms, increas-
ing the price of new ammunition through an increased excise tax would be expected
to increase the price of reloaded ammunition as well, as consumers increase their
use of tax-free reloaded ammunition. It would also be possible to tax reloading tools
and materials. Higher prices-also would make the illegal manufacture or importa-
tion of ammunition more attractive.

The overall effect of increased taxation of firearms and ammunition on health care
expenditures will depend on the effect of higher firearm and ammunition prices on
the use of firearms in legal activities (which can be the source of accidental gunshot
wounds and suicide attempts) and illegal activities (which also can be the source
of gunshot wounds). Increases in price should reduce the purchase of these goods
for legal activities and reduce the flow of these goods to illegal activities. However
there is little evidence on how levels of legal and illegal activities would respond
to changes in the price of firearms and ammunition.

The overall effect of increased taxation of firearms and ammunition on health care
expenditures also depends on the extent to which firearms currently contribute to
health care expenditures.

Issues in targeting the taxation of firearms and ammunition
The observation that the majority of uses of firearms and -ammunition are legal

and have little or no adverse medical consequences has led some analysts to explore
ways to target the taxation of firearms and ammunition at firearms and ammuni-
tion perceived to be most responsible for additional health care costs and most likely
to be used in illegal activities. These types of firearms or ammunition, or both, could
be singled out for increased taxation. Targeting certain firearms and ammunition
may further health and law enforcement policy rj*it, ves. The effectiveness of any
targeting efforts that rely on increased Federal 'tB depends in large part, how-
ever, on whether the measures are administrable and enforceable. Certain issues in
this regard are discussed further below.

Generally, there are four types of firearms: handguns; shotguns; rifles; and ma-
chine guns. 3 Firearms also can be characterized as non-automatic, semi-automatic,
and fully automatic. 6 4 Ammunition generally is characterized by its caliber (diame-
ter of the cartridge),6 5 the length of the cartridge ("long," "short,' or "intermediate"),
and by whether it is rim-fire or center-fire.

56

52 Price increases also would be expected in "black market" sales of firearms as such weapons
are substitutes for firearms purchased legally.

63 Under present law, it is legal to own machine guns unless one is a licensed collector.54 A weapon that fires each time one pulls the trigger and uses the force of the prior shot
to automatically reload the chamber is characterized as "semi-automatic. "A revolver technically
is not semi-automatic because it requires mechanical force to bring the next round to the cham-
ber after each shot. A machine gun, or fully automatic firearm, is a firearm that fires more than
one round at the pull of the trigger.

55 "Gauge" in the case of shotgun ammunition.
54A rim-fire cartridge is fired-by crushing the rim of the shell casing to ignite the gunpowder

inside the shell. A center-fire cartridge is fired by striking a center-mounted primer to ignite
the gunpowder inside the shell. Rim-fire cartridges cannot be reloaded. Center-fire cartridges
generally permit a more powerful charge and can be reloaded a limited number of times.
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Targeting the taxation of firearms

Any proposal to increase the excise tax on a defined subset of firearms must ad-
dress certain administrative and compliance issues. First, as discussed above in the
cabe of increasing the excise tax on a firearms, increasing the tax on firearms may
shift firearms transactions from licensed gun dealers to unlicensed or illegal sellers.
Currently, a substantial number of the firearms used in criminal activities are ille-
gally obtained. Although increased taxes on particular classes of firearms will in-
crease the cost of such firearms, whether obtained legally or illegally, they also may
encourage additional smuggling and illegal sale of these highly taxed items, further
exacerbating law enforcement problems with unlicensed firearms dealers, To the ex-
tent this shift in purchases occurs, a disproportionate share of those who bear the
burden of the tax arguably may be law-abiding consumers, rather than those in-
volved in criminal activities.6

7

Second, restricting the tax to those firearms associated primarily with criminal ac-
tivities and gunshot wounds, as opposed to those used in recreational endeavors,
may raise difficult definitional issues. Some experts note that it is difficult to distin-
guish firearms used for sporting purposes from those that would be subject to an
increased tax rate. For example, while handguns are not generally used in hunting
thed are used in target shooting competitions; they are also o te used in criminal
activities. Similarly, rifles maybe used in both hunting and target shooting, as well-
as in criminal activities. For instance, many hunting rifles are semi-automatic, a
feature that makes them popular for criminal use.

One way to distinguish among firearms is their caliber. However, this method
does no is inguish effectively firearms used for hunting from those used for other
purposes by their caliber. Firearms of many caliber sizes are used for hunting. Gen-
erally, small caliber firearms are used for small game and larger caliber firearms
are used for larger game. In addition, characteristics other than caliber are impor-
tant in distinguishing firearms. The caliber of the popular .22 hunting rifle is essen-
tially the same as that if the United States' military M-16. Further, as new weap-
ons of different calibers are manufactured, it would be necessary to determine
whether each weapon would be subject to tax.

Another way of distinguishing "street" weaponsfrom sporting weapons is by their
style or appearance, or by the size of the magazine the firearm accepts. However,
differential tx rates for irearms (e.g., higher tax rates on assault rifles 6 8 or higher
rates or firearms with larger magazines) may create enforceability questions, es e
cially if the tx rate differentials are large. For example, while it may be possitle-
to distinguish a handgun from a rifle, it is more problematic to between semi-auto-
matic aeidautomatic rifles. Some experts state that it is simple procedure to con-
vert semi-automatic weapons to automatic-fire weapons. For instance, gun enthu-
siast magazines carry advertisements for kits to convert semi-automatic fire wea-
ons to automatic fire.n9 As a result, what by outward appearances is a hunting rifle
becomes the equivalent of an assault rifle.

Such convertibility may make it difficult to enforce a tax that imposes a higher
tax rate on weapons capable of automatic fire than on semi-automatic fire weapons.
This problem could be addressed by subjecting such "conversion kits" to tax- how-
ever, some experts state that, in many cases, conversions can be made wita "Off-
the-shelf' parts. Similarly, small magazines often are easily replaced with larger
magazines in a straightforward procedure. In general, defining the tax base by the
outward appearance of firearms could create a secondary "conversion" market in
which it is difficult to collect the tax, and may require repeated reactions to minor
marketplace changes to ensure accurate administration of the tax. Although the tax
base of any tax may change as the marketplace changes, the narrower the defined
tax base, the more likely it is that revisions will be required.

Targeting the taxation of ammunition

As in the case of defining a subset of firearms to be subject to a higher rate of
tax, defining a subset of ammunition to be subject to a higher rate of tax raises ad-
ministrative and enforcement issues. In some cases, differential taxation of ammuni-
tion would be expected to lead to a substitution of lower tax ammunition for high
tax ammunition. This would tend to increase the price of all ammunition, implying

67 In addition, to the extent that the firearms targeted for taxation are substitutes for firearms
not subject to taxation, one would expect the tax to increase the price of the untaxed firearms
as would-be buyers substitute untaxed firearms for taxed firearms.58 1n military parlance, an "assault weapon" is a shoulder-fired, select-fire (ability to choose
single fire or fully automatic) weapon that fires an intermediate cartridge.5 It is currently illegal to convert semi-automatic fire weapons to automatic fire.

82-283 0 - 94 - 4



that part of the burden of the tax would fall on consumers of non-targeted ammuni-
tion.e

Typically the firing chamber of a firearm is designed to accept only one type of
cartndge. Therefore, it is possible to impose a higher rate of tax on ammunition de-
signed for a specific subset of firearms. For example, "short" ammunition generally
is used only in handguns. 6' The Federal Bureau of Investigation reports that, in
1992, of the 15,377 murders due to firearms, 12,489 (81.2 percent) were due to
handgunse.6 2 A tax targeted at handgun ammunition may reduce the use of such
weapons.

However, just as firearms can be put to a variety of uses (i.e., handguns can be
used for sport, personal protection, or crime), so too can a wide variety of firearms
be put to the same use (i.e., both rifles and handguns can be used for sport or in
iflegal activities). This interchangeability means that it is difficult to identify types
of ammunition that are used in all criminal activities or that are responsible for all
gunshot wounds. Substitutability also may make it difficult to predict future pat-
terns of ammunition use. On the other hand, if specific types of ammunition cause
substantial public health expenditures because of the severity of the wounds in-
flicted or the frequency of occurrence of such wounds, an increased rate of tax on
those types of ammunition could reduce public health expenditures by reducing de-
mand for, and use of, the specified ammunition.

6OTo the extent that firearms require specific ammunition, differential taxation of ammunition
also would affect the demand for, and hence price of, different types of firearms. The demand
for firearms using lightly taxed ammunition would increase relative to the demand for firearms
using heavily taxed ammunition. Thus, purchasers of firearms may also bear some of the burden
of the ammunition tax. However, because firearms purchasers are also ammunition purchasers,
this potential shifting of the tax burden may not be deemed important.

6 1Some guns designed for long ammunition can accept short ammunition; the reverse is not
true.

62U.S. Department of Justice, Federal Bureau of Investigation, Crime in the United States,
Washington, D.C., 1992. Figures reported include data from all States except Maine.
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April 27, 1994

The Honorable Daniel Patrick Moynihan
Chairman
Senate Finance Committee
Washington, D.C. 20510

Dear Mr. Chairman:

It is my understanding that on April 28th, the committee
will conduct hearings on potential sources of financing for
health care reform legislation, including excise taxes on tobacco
and tobacco products. I have a strong interest in this matter,
and would ask that this letter be made part of the committee
hearing record on this issue.

It is no secret that tobacco means jobs in my state and in
many other states in this country. Kentucky has more than 60,000
family farms which produce tobacco. Although it involves less
than two percent of the farmland in my state, it generates
approximately one-fourth of farm income. Tens of thousands of
additional jobs are involved in this industry as well, from
warehouses to processing to manufacturing to distribution and
retail sales. Many of these individuals have been communicating
to me their fears and anxieties over their jobs generated by
recent events in Washington, D.C. It is my hope that these
concerns will not be ignored by the Committee.

Excessive increases in excise taxes have generally been
rejected in the past out of concern for the impact on lower
income Americans. Excise tax increases remain among the most
regressive means used for raising revenues, running directly
contrary to the principles underlying the Budget Reconciliation
legislation passed last year. In fact, for working class
Americans with a smoker in the family, a proposed 75 cents per
pack cigarette tax increase will more than consume any tax
benefits from last year's law, including the highly commendable
expansion of the Earned Income Tax Credit. It is my hope that
the Committee will not ignore the regressive nature of excise
taxes -- an obvious consequence which has been absent from the
debate so far.

Contrary to the claims of certain groups, tobacco already is
an extremely heavily taxed and regulated commodity. I would be
interested to see evidence of greater governmental burdens being
placed upon any other single commodity or product. Taxes imposed
on tobacco products at the federal, state, and local levels
exceeded $14 billion in 1993. The Department of Agriculture
inspects and grades tobacco. The Environmental Protection Agency
registers all pesticides used on tobacco. The Federal Trade
Commission has jurisdiction over advertising. Of course, this
involves only those forms of advertising which are not already
banned. The FTC also collects information on tar and nicotine
levels in tobacco Droducts. Federal law requires that rotating
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warning labels be placed on ali packaging for tobacco products.
The Department of Health and Human Services collects information
on all ingredients which are added in the manufacture of tobacco,
and reports annually to Congress. The Bureau of Alcohol, Tobacco
and Firearms has jurisdiction over the collection of taxes
derived from tobacco products. An Interagency Committee on
Smoking and Health also issues an annual report to the Congress.

In recent weeks, a handful of Members of Congress and other
individuals have mounted an unprecedented series of attacks on
the tobacco industry, and have successfully generated a
significant amount of media attention. To do so, a change in
their strategy has been required. In recent years, many of these
same individuals argued for more taxation and regulation of
tobacco products on the grounds that individuals in this country
were not capable of making an informed decision on whether to use
tobacco products. This approach only went so far with most
Americans, many of whom believe they have sufficient information
to make such personal decisions.

Now, these same opponents of tobacco have been attempting to
create the impression that individuals using tobacco products are
helpless to control their personal decisions. These same
individuals also argue with a straight face that tobacco is
currently underregulated. I am convinced that certain
individuals and groups would prefer to modify our laws to enact
Prohibition on the use of tobacco and tobacco products, but
public opinion polls suggest that this would be a poor strategy.
The enactment of a variety of punitive measures appears to be the
next best strategy.

Americans are generally skeptical when their government
practices paternalism. Whether generated by the political right
or left, paternalistic efforts have generally failed in the past.
One editorialist commented on the recent House hearings on
tobacco, writing that "the Capitol Hill inquisition masquerading
as legislative hearings reminds me of nothing so much as a witch
hunting Joe McCarthy." Another commentator suggested that "they
are going after tobacco with a special vengeance -- almost the
way homophobes go after gays."

It is my sincere hope that the Committee will approach the
issue of tobacco excise taxes.with a sense of objectivity. I
also hope the committee will not ignore the regressive impact of
excise tax increases on lower income Americans, as well as the
severe impact which a proposed tax increase will have on
employment in my state. I do not believe it is fair or equitable
to single out one industry or region to finance a health care
reform proposal designed for the benefit of the entire nation.

Because of the obvious economic harm which an excessive
tobacco excise tax proposal will have on my constituents, I will
be unable to support any health care reform proposal which
includes a punitive level of taxation on tobacco and tobacco
products.

Sincerely,
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Senator Daniel Patrick Moynihan May 13, 1994

Chairman, Senate Finance Committee
Dirksen Senate Office Building, in. 205
Washington, DC 20510-6200

Dear Senator Moynihan:

I had the privilege of testifying on the cigarette excise tax

on behalf of the Coalition on Smoking or Health at the Committee's

April 28th hearing on health care reform financing. The Tobacco

Institute's representative, Professor Robert Tollison, testified

that the work of three prominent economists, Thomas Schelling,

Joseph Newhouse, and Willard Manning, supports his position that

the cigarette excise tax should not be increased.

As you will see from the enclosed letters, these three

prominent economists disagree with this interpretation of their

work and specifically disavow Professor Tollison's inappropriate

use of their work. Each notes his support of the proposed

cigarette excise tax increase.

As the Committee continues to deliberate on an increase in the

cigarette excise tax, I trust that you will find it noteworthy that

the three scholars whose work is specifically cited by the Tobacco

Institute's consultant as opposing that tax increase in fact

support it.

Sincerely,

Kenneth E. Warner
Professor and Chair
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May 2, 1994

Senator Daniel Patrick Moynihan
U. S. Senate
Washington, DC

Dear Senator Moyni.han:

It has been reported to me that Professor Tollison, in
testimony before the Senate Finance Committee, identified me as a
professionally qualified economist who had publicly taken a
position against any increase in the Federal excise tax on
cigarettes. It occurred to me that the statement may have
puzzled you, and because I directed for five years an Institute
for the Study of Smoking Behavior and Policy at Harvard
University my opposition to the taxation of cigarettes might be
taken seriously. So I am writing to correct the record.

As Director of that Institute I convened a conference in
April of 1985 on the subject of the cigarette excise tax. (Frank
Cantrel, Tax Consul to the Senate Finance Committee, was a
participant.) Until that time I had not made up my mind on the
issue. There are arguments in both directions that have to be
weighed against each other to arrive at a judgement, and I had
not taken the time to sort out the arguments and arrive at a
considered, judgement. But having sponsored and chaired the
conference I had given up any excuse for not having made up my
mind.

I reached t'. conclusions. One is that the arguments in
favor outweigh the arguments opposed. The second is that the
relative weight of the arguments in favor is greater, the higher
the tax. In 1985 the immediate issue was whether the modest tax
of 16 cents per pack should be allowed to revert to an even more
modest 8 cents per pack, and I couldn't see that that difference
would have much affect on smoking, especially among children.
Taxes higher by an order of magnitude are now widely discussed,
and the arguments in favor of the tax take on much more added
weight than any arguments against.

I am sure I have not at any time expressed opposition to
taxation of cigarettes and I am at a loss to understand how
Professor Tollison thought that I had.

Sincerely yours,

Thomas C. Schelling
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May 2, 1994

Senator Daniel Patrick Moynihan
Chairman
Committee on Finance
United States Senate
Washington, DC

Dear Senator Moynihan:

I understand from Professor Kenneth Warner that Professor Robert Tollison,

in a hearing before the Finance Committee, cited my work with Manning, Keeler,

and others as suggesting that cigarette taxes should not be raised. This is a

misreading of our work. At most our work shows that at current levels, cigarette

taxes cover the costs a smoker imposes on others (especially medical and pension

costs, the latter being negative because smokers die sooner). We, however, are

explicit in our Harvard Press book (W.G. Manning et al., The Costs of Poor Health

Habits, 1991) that this finding is not a sufficient reason for not raising

cigarette taxes and in fact say on page 20:

"If the primary concern in taxing cigarettes and alcohol is the revenue-

raising effect, then there is a strong economic argument for such

taxes...
"

As I hear the current debate, that is exactly the situation we are in; we are

looking for additional revenues to finance health care reform.

Our estimates of external costs are not updated for recent literature on

the effects of second-hand smoke; although it is clear that this would increase

our estimates of external costs, I do not know the magnitude of the increase.

In any event, our analytical findings are not conclusive in favor of Professor

Tollison's position, and I personally favor an increase in the cigarette tax.

sincere$ yots,;

Joseph P. Newhouse
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May 10, 1994

Senator Daniel Patrick Moynihan
Chairman
The Senate Finance Committee
United States Senate
Washington, DC 20510

Dear Chairman Moynihan,

I understand that in testimony before the Senate Finanace Committee on April 28th, Dr. Robert
D. Tollison cited the research on the external costs of smoking and alcohol use that I published with
colleagues in the late 1980's and early 1990's. Our research on the costs of smoking apparently was
quoted out of context, and cited for propositions that my colleagues and I do not support. Important
limitations and sensitivities of the findings to modeling assumptions that are discussed in detail in both
our paper and our book were apparently not mentioned, and were dismissed when raised by Dr. Warner.

I take issue with any treatment of our work that suggests that it supports the view that there are
not significant external costs associated with smoking, or that a case could not be made for higher
cigarette taxes. Because of some important qualifications on our work, we were careful not to draw
broad conclusions. Some of those qualifications are summarized here. First, we were unable to
document the dollar or human external costs of passive smoking, due to the state of research at the time
we conducted the study. Given the recent evidence on the effect of passive smoking, a revised analysis
of the external costs of smoking would clearly indicate a substantially higher level of external costs than
we were able to document. Second, the original article omitted the smoking induced costs of low
birthweight babies. This omission was corrected in the book (pages 83-84), increasing our estimates of
the costs of smoking by from two cents per pack (for Neonatal Intensive Care Unit costs) to 16 cents per
pack (including the cost of premature mortality), in 1986 dollars. Third, taking inflation into account,
especially medical care price inflation, would change our results considerably if the estimates were
translated into current (1994) dollars from the i986 prices we used.

One of the important points that we discussed in both publications was the fact that our primary
focus, external costs, is only one of several rationales for Lxing tobacco. As we noted, there are other
considerations that could suggest even higher taxes. The examples include:

I. Addiction. Smoking is an addiction acquired by teenagers for which their adult selves pay the price
in health and life-expectancy. Because teenagers heavily discount the future, they tend to undervalue the
future adverse consequences of today's smoking. Some have argued that one could use tobacco taxes to
induce teenagers to do what they as adults would chose to do - not smoke.

2. Underestimation of Risk. I'o the extent that individuals underestimate the risks associated with
smoking, one can use a tax (as well as educational and warning activities) as a way to correct for
incorrect subjective probabilities.
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3. Raising Revenue. Tobacco taxes can raise substantial revenues to pay for a variety of public
programs, including health care reform. Given the price inelastic demand' for an inessential commodity
(tobacco), an excise or sales tax on cigarettes is a particularly appealing revenue source.

For a fuller discussion of some of these issues, see the last two pages of the article in the Journal
of the American Medical Assoclaion, and the relevant sections of Chapter 1 of our book from Harvard
University Press.

In light of these concerns about the misreporting of our earlier results, I hope that this letter will
remedy the incorrect impression left by Dr. Tollison's testimony. Personally, I feel that the other
reasons are more than sufficient to argue for 4 much higher tax on cigarettes than we currently see in the
U.S. As a member of the Tobacco Tax Coalition for a Healthy Minnesota, I have been arguing for an
increase in the state's excise tax. Higher state and national cigarette taxes should deter many children
and young adults from initiating a very addictive and destructive habit, as well as encouraging some
existing smokers to quit.

If I can be of any further assistance to you in this or related matters, please feel free to call.

Sincerely yours,

Willard G. Manning, Jr.
Professor

References:
Manning, W.G., E.B. Keeler, et al., "The Taxes of Six: Do Smokers and Drinkers Pay Their

Way?" Journal of the American Medical Association 261(Il):1604-1609, March 17,
1989.

Manning, W.G., E.B. Keeler, et al., The Costs of Poor Health Habits, Harbard University
Press, Cambridge, MA, Fall 1991.

cc: Dr. Dwight Lee, Consultant, The Tobacco Institute
Samuel D. Chilcote, Jr., President, The Tobacco Institute
Dr. Robert D. Tollison

'A ten percent increase in tobacco taxes would probably generate a four to six percent fall in tobacco
consumption.
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CENTER FOR STUDY OF PUBLIC CHOICE
MSN 1D3 - George's Hall

George Mason Unisrers~ty

703) Fax: (703) 993-2323 1400 Universiry Drive
Fairfax, Virginia 22030

May 26, 1994

The Honbrable
Daniel Patrick Moynihan
Chairman, Finance Committee
U.S. Senate
Washington, D.C. 20510

Dear Senator Moynihan:

I am in receipt of a copy of Dr. Kenneth Warner's letter to you of 13 May 1994, as well as
copies of the letters he solicited from Professors Schelling, Newhouse, and Manning. With all
due respect, Professor Warner is just playing a cute little game with you and your colleagues on
the Finance Committee.

First of all, 1 did not suggest anything with respect to Professor Schelling's position on the
cigarette tax. I cited him as an economist who had not fallen into common errors in the
economic analysis of smoking. Here, I refer specifically to his paper in Preventive Medicine
(1986).

Secondly, Professors Newhouse and Manning may very well personally favor an increase
in the cigarette tax, but their published research on the issue cannot be read that way. It can be
read as I stated in my testimony -- by their calculations, the presen' tax on tobacco is too high
with respect to estimates of the external costs imposed by smokers. And, of course, these
authors are welcome to suggest how their results would work out if redone now. This,
however, they have not (to my knowledge) done, and pending such work, I suggest to you that
the Congressional Research Service (CRS) Report of March 1994, entitled Cigarette Excise Taxes to
Fund Health Care Reform: An Economic Analysis, is the best guide with respect to how issues such
as "passive smoking" would play out in a reworking of the Newhouse, Manning, type of
analysis.

So in the end, you do not have to take my word for it or Professor Warner's word; you can
simply read the CRS Report, which states - if environmental tobacco smoke has any effects at
all, the effects "would be quite small" (CRS Report, p.13).

I hope this will at least set the record straight with respect to the points raised in Dr.
Warner's letter to you. There is no case for an increase in the cigarette excise tax that can be
made with a respectable economic model.

Sincerely,

Robert D. Toilison
Duncan Black Professor of
Economics, and Director
Center for Study of Public Choice

RDT/cr

cc: Samuel Chilcote, Jr., President, Tobacco Institute
Professor Warner
Professor Schelling
Professor Newhouse
Professor Manning
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Victim, society pay price
for bullets fired in anger

By Tom MserT
(;WIBE .q'TAFF

The bullet that cut down Mark
Fulka last October costs 19 cents at
the average ammunition store; to-
day, $91,000 later and counting,
Fulks is just beginning to stand up
on his own.

A Iraduste of Hyde Park High
-with a mellow drawl and a muscular
strike, Fulks, in his 20s. often
wald* his $460-a-month &put-
ment in Mgtapsn to his $9-an-hour
job in Cambridg. Saving $1.70 in T
fare made sense before he was
"smoked" - paralyzed. nealy killed
- by a slug from a $499.96 handgun.
Now, each of his trips by ambulette
to a spinal clinic cost Massachusetts

Medicaid $125.
The buUet. .45 caliber. pierved a

$200 wooden door, then ripped uap
Fulka' new 300 writer coa it 8,160
cracked his backbone and booded
his spine. He missed Game 4 of Qe
'93 World Series. Instead, he toQ9 a
S30 ambulane ride to Boston (2y
Hospital., two $18-an-hour paru*e-
dics with him two $2 saline
plugged into his veins.

Fuika spent 16 days at City Hq-
ptal (.484), and 60 more at -
ton University Medical Cenqr
($363.676); for 16 weeks now, he *a
sweated three hours a day. thi~e
days a week, at a spinal knjury am.
ter ($5200 and counting), redisco-
verung how to walk.

VIOLENCE, Page 32
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After 6 months his bills are ap-
proaching six figures - all pod for
by the public. Nationwide, new data
show. the annual cost of treating
thousands of victims like Fulka, as
well as their lost productivity, is
about 121 billion - about the amount
being deisted in Congress for an an-
ticrime package designed to last 10
years.

"That's 19 cents for the budget.
$91.000 for the care, and hardly a
penny for prevention," said Dr. Su-
san Pauker, director of the Harvard
Community Health Plan Foundation
and a specialist in the societal costs
of violence. "hat's $91,000 times
God-k nows-how-many victims that
fou. me. all ofus must pay to pick up
the pieces. When will we invest more
money up front, to keep bullets from
wrecking the lives of people like
Mark Fulka?"

Along with 80 percent of his fel-
low victims of gunfire - the increas-
ingly random, increasingly routine
plague of poorer urban areas around
the country - Fulks' medical bills are
absorbed by the taxpayers. and by
the hospitals that continue to treat
him.

As with so many of the others,
Fulks has gone from productive citi-
zen to stran on system.

"I was no angel coming up, but I
wasn't a gangster either," Fulks
says. "Just a Boston boy. I love my
city I could never be Like those folks
sitting around on welfare, taking
government money. Now I'm in this
chair, %ith bills the rest of my life."

The bdls for so much violent
crime ricochet across American soc-
ety like the bullet that smashed two
obs and a vertebra in Fulks' upper
thorax. Over a lifetime, his wounds
and his rehabilitation and his aches
and pains could cost V.,000 to rem-
e dy, making his case costlier than
most.

But injuries like his are more
common now among city dwellers
ages 13 to 35, the Americans most
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often felled by bullets. Last year. ac-
cording to the National Center for
Injury Prevenuon. 22.000 crime vic.
tn were aled by a bullet or a
knie. 250.000 were wounded and
75,000 of those were hOspitalized for
at least a night. In Massachusetts.
2.066 were wounded and 1.86 hospi-
talized. In Boston alone. the num-
ber are '1.338 wounded and 1,150
hospitalized.

In Mission Hill and Mattapam. in
East New York and South Los An-
geles. survivors of bullets, often
seated in wheelchairs or stumbling
on steel canes. are famdar sights.
Fulk often runs into Joe Green. a
friend from the neighborhood. now
paralyzed, when the two visit their
rehabilitation clinic in the South
End. Both wl need weeks of their.
apy at $156 an hour. new $1,800
wheelchairs and 16 aluminum walk-
er; neither wl be able to work full
time for months, perhaps yews.

"When you combine response
and treatment with long-term care
and lost work hours, you have costs
most people haven't begun to com-
prehend." said Dorothy P. Rice. a
professor of health policy at the tUni-
vermty of Californua at San Francis-
co and one of the first researhers to
put a price tag on the injuries result.
ing from violent crimes.

",And &nddy. we're shooting in
the dark." she said. "So many
wounding go unreported that the
costs are probably much higher. No
question, this is a national health'
care calanity."

The story of Mark Fulks of Bos-
ton - city kid. high school grad. re-
formed thief. forklift operator. gun-
shot victims - is the story of the ca-
Iamity that one 19-cent bullet can
crewae.

SWet by a stranger
ark FuLks' bullet A., the
cheap kind a -urt tipped
plug that hu t ,n-ide it.,

target The prcier metdjaketed
models tear al the -aih,, .

More than lkelv the (P ut 'As
made tn the USA -,'1 "--iber
bullets used here -v " - . i )1

a stranger. from a .,emuiuwmajc
handgun It -Au neiant. r eone
now knows, for tie other iu%

There were loud footfall. on a
Landing that rught. the long third-
floor hallway at 760 Cummins High-
way in Matnapan. a bo%% famil.%
apartment complex 1" ,n men Aere
running, calling out for someone A
man Fuiks had just met

Fulks was arriving. in neA
clothes, on a night off from %pork to
watch the Series. Three couples -
three women and two other men -
were all barely in the door A vsoman
looked over Fulks' shoulder and sass
the running men. "'Lock the door.'
Fulks heard her say

"So I'm closing the door. they're
kicidng at the door. I'm putting m.
weight against it. trying to lock it."
Fulks said. "As I was trying to shut
it and lock it. a bullet come through
the door and hit me in my nght
shoulder. And that was that."

The meter on Fulks' life was tick-
ing. Blood ruined his coat.

Fulks made $340 a week on the
assembly line at a Kendall Square
firm. American Engineering Compo.
nents. He paid S2023 weekly in state
taxes, $44 in federal. Over a work life
spanning 33 years, averaging $13 an
hour and raising two children. some-
one like Fulka might have paid out
180.000 in federal taxes, $40.000 in
state and 120.000 in Social Securit
taxes: a total of $140.000, according
to IRS estimates.

Shootng-related bills and public
aid for Fulks could hit $140,000 for
the first year alone.

Ever)tng is being covered b%
Medicaid or by the hospitals When a
victim cannot pay his bills, Medicaid
and the hospitals will split the total.
with the costs passed on to paying
customers and taxpayers.

"I've seen the bils: I got m. bill
all over the house," Fulks said I
know that the state is taking care of
them. I didn't ask for no bullet.
didn't deserve no bullet. Right no%&
I'm a man on a mission: a mission to
get up out of this chair."

Simply weaning Fulks from his
1,800 wheelchair to a $200 set of leg
braces costs $156.60 an hour in ph%..

.la"herspy; for now, be is takng 10
hours a week. Keepinghis pain in



check and his bowels moving
smoothly costs 540 a month in medi-
cation.

The wheelchair van that fees
him from his mother's pLace on Mari-
poua Street in Hyde Park to the Bos-
ton University Medical Center in the
South End costs $125 round trip.
The ramp being built outside his
mother's building will cost about
$5.000.

He needed a new winter coat. It
cost him anomh 1200.

The costs of dolenme
hen Dorothy Rice of the
University of California
sat down to figure out the

costa of gunshot and stabbing injur-
ies related to violent crime, she
started with the emergency re-
sponse and ended with lost income
and tax revenues as a result of recu-
pertion - for an annual national to-
tal of 121 billion.

She excluded those wounded ac-
cidentally by gunfire, about 100.000
people, and in suicide attempts,
about 20,000 more.

That was for the living. She has
other numbers for the dead.

Her results, published in the
medkl journal Health Affairs. add a
fresh burden to an already swollen
health camre budget

Hillary Rodham Clinton has
mentioned treatment of violence, es-
pecially among poorer Americans. as
a growing part of the US health-care
crisis. Surgeon General M. Joycelyn
Elders, during a recent visit to Bos-
ton, said: "Violent crime among
younger men. especially young men
of color, is a national health epidem-
ic. It puts an enormous burden on
our national health-caem system."

According to Rice and others
who know the dLat health and wel-
fare costs for a single year's violence
break down this way:
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i Immediate cos. like the emer.

geney surgery and intensive care
that Fulks needed at City Hospital.
total S.5 bilon.

a Less direct costs. hke the phys-
ical and emotional therapy that
Fulks has needed since then. run
about 52 btion.

i Lost productivity and taxes.
and welfare payments and other set-
asies for those disabled in a crime.
total $16.5 bllon.

Rice has another estimate, more
intricate: the Lbfettme costs that re-
sult from a year's worth of wounded
people. Year I is the costiest to the
individual, because of immediate ex-
penses such as the treatments that
have already pushed Fulks' bills to-
ward $100,000.

But society must still pay oier
that person's lifetime. Fulks 'Alil not
match his pre-injury earmngs for
many years. Rice says that all the
people wounded in 1993 alone will
cost society an extra $47 billion in
their lifetimes.

Rice says those killed by violence
in a single year. about 25.000. repre-
sent a loss in earning potential of
SIS0 billion.

Making a Imng
ark Fulks is single and was
trying to learn a trade; in
the 14 years before he was

wounded, he was arrested five times
- three times for breaking and en-
terng, and twice for assault. Police
records show he spent six months in
prison in the 19W0s.

"I had my bad times. but God
gave me a second chance." he said.
"I have a head for business, and that
was my new goal."

Fulks was high up on the list of
sobd temporary workers at the Ster-
ling-Olsten Employment Agency.
Because of his size and strength (5
feet b inches. 200 pounds), he spent
his Aeekends on double shifts at
American Engineering, pushing a
%hpelba %o of metal plugs across a
factory floor. sometunes boxing com-
ponents as they came off the assem-
bly hne. His pay Aas 59 an hour.

1I used to call Olsten in the mid-
dle of the night and leave voice mail
sav ing I %%a., a% aable for the morn-
Mi. Fjkks aid. "You have to be ag-
gre-k,' e A hen you want work. They
liked that about me. They liked it
that I'd Aork rights and weekends."

Tom Courtney. an administrator
at American Engineering saud Fulks
had , good work recoriT and was
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popular in the factory.

But the livelihood Fulks might
have made, even as a full-time em-
ployee, would never have begun to
,o k up his medical bills. Even now.
a.- he pushes and sweats to wlk
agi. working harder than he ever
ha before. Fulks knows that the
int he might do is some light filing
for a minimal wage - maybe $15,000
A . ear'.

Nationally. according to the Na-
uonal League of Cities, the average
cous of treating any single gunshot
iiound is $14.500,

On the criminal justice side. the
Co.U are enormous, too.

Catching, prosecuting and im-
pn.,on:ng the people who shot Fulks
And the thousands of other victims -
no arrest has been made in Fulki'
cwse - has helped double the national
crnmir,al justice budget in real terms
-nce 1982, according to the Bureau
of Justice Statistics. About 3.5 cents
of every federal dollar, and 7 cents of
e' en state and local dollar, goes to
expenses related to criminal justice.
The combined total in 1992. the Jus-
tice Department says, was $74 bil-
lion

it is money Fulks says he would
ju-t as soon not see spent on him.

Wh% relive this at trul?" he asked.
Don't need it"

'Maybe I won't die'Lvung with what he went
through on the night he was
shot is hard enough for Fulka,

-hu.e once-powerful football legs
,re stiff and gimpy and barely able
to prop up his bulk,

-I nener took walking for grant-
ed.- he says. A loved to walk. I could
walk fur uiles. Boston is a walking
town"

He remembers feeling the sensa-
tion drain out of them after the soft-
nosed 19-cent bullet knocked around
inside hLs chest.

lie remembers thinking, "If I
just stay awake, if just stay awake,
I won't die, [ will not die, just maybe
I won't die."

He didn't feel the parredics
carrying him down the stars, naked

on a gurney. his
ribbons. even has
his feet. Later,
Cumnmins Highw
spend about M
stained kitchen nI

He didn't feel
the panrandxs
Hill Avenue. to
then down to Ma
into Boston City
know that they hit
the Shields Fun

6I got b
thq horn
th the
Uk~ngc
tbeMn I

for nob
-M,

many young men
services, and paS
morgue. too, wh
about 5300.

Working with
na Mouradian. at
Univemty Hospil
about life, about
he might do now
much and lost so
he rmght do wi
years.

"I want to give
teer here." he sac
over for 25 solid
about the stupid
About making so
seLf."

Mouradian sr
been an enormous
ha feet faster tha
remember, chittin
tents, honest abo
hia experiences.
there to try harder
ration.

"I don't Li tdo
body does." ie

, " clothes cut to around here are kind of like m% crew
sneakers cut Loni now. We all came in together, and
the landlord at 760 we're all progressing together
sy would have to These injuries are so complcated
to re-tile the bkod- that you just ha%e to be patient ind
oor confAent."
the potholes when Love the pain. Fulks teil- h,:
aced hun up Blue crew when they Aince Pain '- free
i'd Columbia Road. Love the pan and enjoy feeling that
sa Ave. and finally if nothing else.
Hospital. He didn't Fulks was also feeling hunirr% ,,n
id roared right Put ha way out the door last meek no"
era Home where that he can eat almost anvthini

agan. He Aws crying a movie ani• ... " ... "'. dinner, but on a fea' hundred dollar,

a month in Social Security Disabilt
,a al OM Income. he cannot do it-

He said he might ask his ahu-
lette drivers to stop by a local foi

StatS 1* - distribution center on his way home
ae of to pick up some of the free cheese

cUdn't o& that the government still hands out
. For now, he has rejected his $90

LIDS.' monthly allotment of food stamps
, Pride can be wounded only so much

"I'd like to start working again.'
.......... - e said. -Light filing, orgarizing.

that sort of thing. Pay my taxes I'm

wind up for 54,500 ready now."

the Boston city Fulks can reach back with his

ore autopsies run right arm and feel his 19-cent bullet
just under the chocolate skin. right

his therapist, We.- beside his left shoulder blade It's a
the spinal clinic at hard lump, half the size of a golf ball
tal, Fulks thought His doctors tell him that the bul-
death, about what let might grow its way out, nght
that he has cost so through hi skin. and drop at his feet
much, about what in the shower, or roll out of his bed
ji 30 more good one morning when he wakes up

Now that he's getting some feelin
at back. to volun- back. they might even give him ,of,.

i. flopping himself local anesthesia and remove it with.
push-ups. -To talk scalpel. although letting it grow out
dtty of violence, naturally would save everyone A
mething of your- 11250 surgical procedure."I'd like to show it to the guy w ho
niled. Fulks has shot me." FuLks said.
mspration, up on Then. thinking thoughts of peace.

ni anyone she can thinking about the button on hi- cap
g with all the pa- that reads. "Stop the Killing. oa e
t his injury and the Children," thinking about the

pusung everyone long walk back onto his own two
te walk An inap- legs. Fulks said: -Naw. Actually. I'd

like to show it to the guy what made
be so nerdy, no- it Wouldn't that be something, to
a Th" people show the guy his Gullet?"
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PREPARED STATEMENT OF JERRY J. PHEI AN

1. INTRODUCTION

Mr. Chairman and members of the Committee, I am Jerry Phelan. I recently re-
tired as General Counsel of Kaiser Foundation Health Plan, Inc.

II. KAISER PERMANENT

Kaiser Permanente is a group practice p repayment program conducted by closely
cooperating organizations in 12 geographic regions in the United States. Kaiser
Foundation Health Plan, Inc. or one of its 11 Health Plan subsidiaries ("Health
Plans") enters into Membership Contracts with individuals and employer oups to
arrang or provide comprehensive prepaid health care services for enrolled mem-
bers. Except for emergencies, benefits are received from Kaiser Permanente provid-
ers or through referrals made by Kaiser Permanente providers.

All of the Health Plans are group practice HMOs; all are qualified under the
Health Maintenance Organization Act of 1973; and all are exempt from federal in-
come tax as charitable organizations under I.R.C. §501(c)(3).

In each Region, Health Plan satisfies its obligations under Membership Contracts
through two major contracts:

Kaiser Foundation Hospitals ("Hospitals"), a California nonprofit public benefit
corporation, undertakes to provide or arrange hospital and rltdservices for
Health Plan members. Hospitals also is exempt from federal income tax as a chari-
table organization under I.R.C. §501(cX3). Kaiser Foundation Health Plan, Inc. and
Hospitals have common Boards of Directors.

One of 12 Permanente Medical Groups undertakes to provide or arrange profes-
sional and related services to Health Plan members. The Medical Groups are legally
separate organizations that derive approximately 98% of their revenue from serving
Health Plan members. The income of Medical Groups and Permanente physicians
is solely in consideration of their professional medical and related services.

The Health Plans have more than 6.6 million voluntarily enrolled members in the
following states: California, Colorado, Connecticut, Georgia, Hawaii, Kansas, Ohio,
Oregon, Maryland, Massachusetts, Missouri, New York, Nor'.h Carolina, Texas,
Washington, Virginia, and the District of Columbia. In addition to Kaiser
Permanente's 12 Regions, exempt group model HMOs include, among others, Health
Insurance Plan of Greater New York- HIP/Rutgers Health Plan; George Washington
University Health Plan; Health Alfiance Plan of Michigan; and HealthPartners
(Minneapolis).

Risk transfer and risk distribution are the defining characteristics of health insur-
ance. The defining characteristic of health plans on the Kaiser Permanente model,
on the other hand, is assumption of responsibility for organizing and providing
health care. It is of course true that Kaiser Permanente depends principally upon
prepayment to provide the funds necessary to support the health care capability
that Kaiser Permanente represents, and prepaid dues from Hec th Plan subscribers
resemble premiums charged by conventional insurers. However, Health Plans differ
from conventional insurers by using members prepaid dues to establish and to
maintain a health care structure tha. is available to serve the prepaid membership
as well as the community generally, an undertaking that is foreign to the nature
and activities of conventional health insurance companies. Insurers accept and dis-
tribute the risk of the cost of health care. The Health Plans accept responsibility
to organize and to provide care itself.

Throughout Kaiser Permanente, the regional Health Plan owns (and sometimes
leases) medical office facilities where Permanente physicians and their supporting
personnel conduct their office-based practices and provide outpatient services to
Health Plan members. In addition, hospitals owned and operated by Hospitals in-
clude substantial medical office facilities. At the end of 1993, the value of facilities
and equipment owned by the 12 Health Plans totaled over $2.3 billion. This figure
does not include the value of medical office facilities owned by Hospitals. The figure
does include some administrative property, but the overwhelming proportion of
property owned by Health Plans is devoted to directly providing health care. No
Permanent Medical Group or Permanente physician has any ownership interest in
any facilities or equipment used to serve members.

Because Health Plans are nonprofit and do not attempt to maximize revenue,
their only need for revenue is to support Kaiser Permanente's financial require-
ments including current expenses and capital requirements. Health Plans' principal
capital requirement is for the medical office facilities where Permanente physicians
serve Health Plan members. Health Plans' exemption permits Health Plans to pro-
vide health care facilities at a lower cost than if the capital required to finance these
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facilities were derived from after-tax dollars. Of course, organizations such as insur-
ance companies that do not provide health care have no need for capital to build
health care facilities and thus they have no need for an exemption that would per-
mit them to accumulate the capital free from tax to build health care facilities.

Congress has imposed a $150 million limit on the amount of tax exempt bonds
that can be utilized by a tax exempt organization for constructing and equipping
outpatient facilities. We believe this limit should be removed.

Loss of exemption by Health Plans would have a disparate impact on Health
Plans as compared with insurance companies because Health Plans require capital
to construct health care facilities and to purchase health care equipment, and insur-
ance companies do not. A tax on Health Plans would be a tax on health care. Be-
cause insurance companies do not provide health care (they only pay for it), insur-
ance companies receive a deduction from gross income for all amounts they pay for
health care. However, the cost of capital assets must be amortized over the useful
life of the property, and therefore such a deduction for Health Plans would be avail-
able with respect to the cost of health care facilities only over time as a depreciation
deduction. But under Kaiser Permanente's capital programs, non-deductible capital
requirements always' will exceed the current depreciation deduction for past capital
expenditures. A tax on Health Plans would be a targeted tax on a service that insur-
ance companies do not perform but which is the very essence of what Health Plans
co. What they do is organize, arrange and provide health care.

Although the Permanente Medical Groups are legally separate from Health Plans,
they have exclusive responsibility to provide or arrange all medical services for
Health Plan members. With minor exceptions, the personnel who support
Permanente physicians in their office-based practice are employed by Health Plans
in all Regions outside of California. In California, these personnel are employed by
the Medical Groups.

At the end of 1993, the Permanente Medical Groups included over 9,000 physi-
cians, and Medical Groups and Health Plans employed over 37,000 licensed allied
health personnel whose virtually exclusive professional endeavor, like that of the
physicians they support, is service to Health Plans members. The Health Plans
alone employ more than 17,000 of these licensed health care providers and an addi-
tional 4,000 health care personnel who do not require licensing. Thus, Health Plans
are substantial providers of health care.

Kaiser Permanente's financial requirements are satisfied principally through
members' prepaid dues, and the dues rate is based on the expected cost of serving
the members. The expected cost of personnel and facilities are principal components
of the budget and the dues rate. Thus, each Permanente Medical Group's budget
becomes part of the regional Health Plan's budget, as does the expected cost of
Health Plan's and Hospitals' personnel and facilities. Unlike an insurance compa-
ny's ipienues, which are applied to pay claims, Kaiser Permanentes revenues are
directly applied to support a health care capability. It is true that some services,
principally the services of referral physicians and hospitalization in the smaller Re-
gions where Kaiser Foundation Hospitals does not own facilities, are not provided
directly by the Kaiser Permanente organizations, but all these services ultimately
are performed through referrals by Permanente physicians, and Permanente physi-
cians are responsible for monitoring and managing care at all levels.

Under the Agreement between Health Plan and Medical Group in each Region,
the principal payment to Medical Group is a prospectively determined per capita
payment, which shifts the risk of the cost of physician care to the Medical Group.
Other Medical Group costs, such as the cost of specified fringe benefits, principally
retirement benefits for physicians, commonly are reimbursed on a dollar-for-dollar
basis. Other compensation provisions adjust Medical Group's compensation based on
overall regional and Medical Group financial results in relation to forecast. The
Medical Groups' professional liability' costs and the costs of their principal fringe
benefits programs, as well as Medical Groups' compensation, is provided through
their contractual arrangements with Health Plans.

Health Plans extend benefits to vulnerable populations in many ways, such as
through dues subsidy programs; unlimited right to convert to individual member-
ship upon loss of group eligibility; enrollment of individuals and small groups; guar-
anteed lifetime eligibility irrespective of health status; absence of any limitation on
pre-existing conditions; and a community rating based rating system. Moving be-
yond enrollment and rating practices, an HMO can provide community benefits in
many other ways, as the Health Plans do, such as through sponsoring health edu-
cation programs, research, care for persons covered by Medicare and Medicaid and
other public assistance programs, and in various other ways.
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II1. CONCLUSION

Kaiser Permanente and other group practice HMOs are models for the organiza-
tion and delivery of health care in the United States. They are integrated health
care organizations. They organize and deliver health care as distinguished from
Blue Cross, Blue Shield and insurance plans that pay claims. The value of integrat-
ing the financing and delivery of health care through group and staff model HMOs
is well known and generally understood in the health care community and has been
recognized in tax policy for some time. This recognition should be maintained.

PREPARED STATEMENT OF ROBERT D. TOLLISON

Mr. Chairman and distinguished members of the Committee, my name is Robert
D. Tollison. I am Duncan Black Professor of Economics at George Mason University.
I have published numerous articles and books in the field of economics, including
The Economics of Smoking (1992). 1 have served as a Senior Staff Economist on the
Council of Economic Advisers and as Director of the Bureau of Economics at the
Federal Trade Commission.

I am appearing here today on my own behalf at the request of the Tobacco Insti-
tute to comment on the Administration's proposal to increase the excise tax on ciga-
rettes in connection with health care reform. I testified before this Committee in
May 1990 on issues related to the "social costs" of smoking. Although I am appear-
ing at the request of The Tobacco Institute, the views I am expressing are my own.

President Clinton has stated that his purpose in proposing to increase the federal
cigarette excise tax is solely to help finance his health care program-not to reduce
smoking. At a press conference last November, the President stated in answer to
a question from Andrea Mitchell:

"I didn't want to raise any money from anybody to do anything other than
to pay for the health care program, although I think that higher tobacco
taxes [would] discourage use and that's a good thing. But that wasn't what
was behind it."

Accordingly, I will focus on whether the proposed cigarette excise tax increase is
justified as a means of financing health care reform. I should state, however, that
I am strongly opposed, on philosophical grounds, to increasing the cigarette excise
tax as a means of reducing smoking. Use of the tax code t-D induce conformity with
socially approved norms of personal behavior is totalitarian in its implications.

My statement has two parts. As I will explain in the first part, it would be unfair
to make smokers, and only smokers, pay through increased excise taxes for any
health care "costs" that they may impose by virtue of their chosen lifestyle, and in
any event smokers already are more than paying their way at current tax levels.
The Congressional Research Service, in a report to Congress released last month,
reached the same conclusion:

"An increased cigarette tax as a method of financing health care reform ap-
pears questionable on efficiency, budgetary, and equity grounds. The most
straightforward justification for linking the two--that smokers impose fi-
nancial costs on nonsmokers--probably has already been corrected by exist-
ing cigarette excise taxes. The revenue from the tax will be substantial but
will decline over time relative to budget-window estimates and will finance
an increasingly smaller share of health care costs. The cigarette tax will fall
on a small share of the population and will disproportionately burden
lower-income individuals compared to almost rny other revenue source."'

CRS stated that "(biased on the criterion of matching tax revenue to net external
costs, the data indicate that cigarettes are overtaxed and alcohol is undertaxed."
(CRS-6) And CRS concluded that even if a "passive-smoking cost" were to be consid-
ered appropriate for inclusion as an external cost, that cost "would be quite small,
and unlikely to raise the estimate of spillover effects above the !cvel of the current
tax." (CRS-13) CRS and the Office of Technology Assessment, both assuming that
an excise tax increase, by reducing smoking, would thereby increase life expectancy,
have suggested that reducing smoking could increase, not decrease, health care and
other government costs in the long run.2

As Will explain in the second part of my statement, the proposed tax increase,
by reducing consumption and thereby decreasing production, would result in in-
creased unemployment nationwide, with the Southeastern states being especially
hard hit. The proposed tax increase also would reduce state revenues and trigger
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additional federal spending that would substantially offset the $10.4 billion in "new"
revenues that proponents of the proposed tax increase project.

I.
Fairness. Let us assume, for the purpose of discussion only, that smokers impose

health care "costs" on society by virtue of their smoking, and that smokers are not
already paying their fair share of any such "costs" at current levels of taxation. It
would be unfair nonetheless to increase the federal cigarette excise tax for at least
threp reasons.

First, as Professor Dwight R. Lee of the University of Georgia has noted, making
smokers pay through higher taxes for the health care "costs" they supposedly incur
implies that we want our health care system to operate on a pay-as-you-go basis,
in which Americans are taxed according to the health care costs that they are
thought to incur as individuals, by virtue of their particular behaviors and lifestyles.

If indeed this is how we want our health care system to operate, it would be arbi-
trary and unfair to single out smokers. Let Congress tax every American on the
Lasis of the health care costs he or she may incur as an individual. Needless to say,
this user-fee approach would be hopelessly at odds with the "community rating"
principle that underlies the Administration's health care package.

Second, even if the justification for increasing cigarette excise taxes were to re-
duce health care costs by promoting "healthier" lifestyles and behaviors-a justifica-
tion that the President has disavowed-it still would be arbitrary and unfair to
focus solely on smokers. Fairness and consistency would require the targeting of a
long list of "risk " lifestyles.

The First Lady has dismissed this point by sugeating that smoking is the only"risky' 1 festyle that is practical to target through excise taxes. This suggestion is
obviously wrong. Poor diet, which the Surgeon General has estimated is responsible
Fcr .4 million premature deaths per year, easily can be targeted. One simply need
select those foods that have been identified as risk factors for disease-be it coffee,
butter, red meat or "snack food"-and then impose an excise tax on those products.
In the c ose of alcoholic beverages, an excise tax already is imposed.

Third, cigarette excise taxes, like all excise taxes, are inequitable. A 75-cent-per-
pack increase in the cigarette excise tax would increase the yearly tax burden of
a typical smoker by $400. But as CRS noted:

"Th cigarette tax is not horizontally equitable; it imposes higher taxes on
sinokers than on nonsmokers of equal income. The tax also is regressive,
imposing larger taxes as a percent of income on lower-income individuals."
CRS-iii)

The Congressional Budget Office reported in 1987 that a cigarette excise tax in-
crcase would hit lower-income families more than six times harder than higher in-
come families. CBO, which studied the distributional effects of excise tax increases
or beer, wine, liquor, tobacco, gasoline, airfare and telephone services, concluded
that "[ain increase in the excise tax on tobacco would be the most regressive of all." 3

A Congressional Black Caucus Task Force report released by Congressman Mervyn
D ymally (D-Cal.) stated that even a modest increase in excise taxes would "consid-
erably magnify the incidence, prevalence and the enormity of poverty in the United
Q,,ate." 4

Economic considerations. To the extent that smokers do impose any health
care "costs" on society by virtue of their smoking, they already are paying more than
their fair share of any such costs at current levels of taxation. As noted, CRS and
the Office of Technology Assessment has suggested that reducing smoking could in-
crease, not decrease, health care and other government costs in the long run.

A. SMOKERS ALREADY ARE PAYING THEIR FAIR SHARE.

1. Health Care

a. Costs to Government
In a report released in -May 1993 and reaffirmed in November 1993, OTA esti-

mated that smokers "cost" federal, state and local governments $8.9 billion in health
care expenditures because of illnesses viewed as smoking-rielated. 6 Assuming the va-
lidity of this estimate for the sake of discussion-an estimate that I believe is fun-
damentaily flawed 6-the fact is that smokers currently pay federal, state and local
governments $11.3 billion in cigarette excise taxes and another $2 billion in sales
taxea-a total of $13.3 billion. Only smokers pay this $13.3 billion. Nonsmokers do
not.
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Thus, through excise and sales taxes, smokers currently are paying $4.4 billion
more to federal, state and local governments than the $8.9 billion that OTA claims
smokers "cost" all levels of government in health care expenditures. OTA estimates
the federal government's share of these government "costs" at $6.3 billion. This
translates to 24 cents per pack of cigarettes sold--the current level of the federal
cigarette excise tax. Clearly, with respect to government costs, smokers are more
than "paying their own way' at current tax levels.

b. Private Medical Costs
OTA estimates that smokers also generate $11.9 billion in health care costs that

are not borne by the government-that is, health care costs that are paid by smok-
ers individually or through private insurance. For purposes of accurate calculations,
even this $11.9 billion estimate must be reduced to $7.5 billion by the $4.4 billion
in excess taxes that smokers pay. There are, however, more fundamental problems
with OTA's estimate.

By definition, health care costs paid by smokers are not "external" costs. Such
health care costs include co-payments, deductibles and other costs that are not cov-
ered by insurance. These costs cannot properly be included in any tabulation of "ex-
ternal costs" that smokers are thought to impose. As CRS has pointed out (CRS-
52), OTA never attempted to calculate or disaggregate these costs that are paid by
smokers.

Thus, OTA has no basis to claim that smokers do not also pay their way in the
private insurance market. In this connection, the Surgeon General has stressed tha
paucity of "actuarial data to document that nonsmokers incur fewer health care
costs" than smokers.

7

It is, in any event, inappropriate to view private health insurance premiums paid
by others as an "external cost. The premise of insurance is the sharing of risk. It
would defy this premise to isolate smokers as a "high risk" group for purposes of
financing health care reform. It also would perpetuate a discriminatory feature of
our current health care system, a feature that the Administration's reform package
seeks to eliminate.

2. Foregone Wages and "Lost" Productivity
OTA suggests that smoking results in $40.3 billion in foregone wages and $6.9

billion in "lost" productivity. Even assuming for the sake of discussion that these
estimates were accurate, the do not represent "external costs"-a point stressed by
CRS in its critique of the eTA analysis (CRS-52). And since these "costs" are not
related to health care, it is inappropriate in any case to consider them in determin-
ing whether a proposed federal cigarette excise tax increase may be justified as a
means of financing health care.

Foregone wages are, by definition, costs borne directly by the employee. They can-
not be considered costs incurred by anyone else. Thus, the $40.3 billion that OTA
assigned to foregone wages cannot be viewed as an external cost that justifies any
increase in the cigarette excise tax. And "lost" productivity, as Professor Lee has ob-
served, cannot be considered a cost at all-unless one assumes that society somehow
is entitled to maximum productivity from its members, so that anything less than
maximum effort is a social "loss."

This is, in Dr. Lee's words, "an absurd conception." As Dr. Lee stated:

"When a person is absent from work for whatever reason-to go on vica-
tion, have a tooth pulled, serve on a jury, or attend a child's school play--
there is no "cost" to society. The fact that someone does something other
than work does not represent a social loss unless we view ourselves as
'owned' by society and society is viewed as having the power to determine
how we spend our time based on its own criteria of value. This is nut my
vision of America or any other free society."

It has not been established, in any event, that smokers, as a group, are less pro-
ductive than nonsmokers when all relevant factors are taken into account. The large
majority of studies that report an association between smoking status and increased
employee absenteeism acknowledge that factors other than smoking may account for
the apparent association. As James Athanasou, an antismoking advocate, stated in
an early review article:

"Sickness absence is a complex behavioral phenomenon in which a mul-
tiplicity of health, social and psychological factors are involved. * * * Most
investigators have implicitly assumedthat the only difference between a
non-smoking and a smoking group is their tobacco habit and that any other
personal factors are equally distributed within these groups. * * * None of
the reported studies has considered the additional effects on sickness ab-
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sence of job satisfaction, attitudes to work, personality, other psychosocial
or socioeconomic variablEs and the urban factor in conjunction with the ef-
fects of smoking."8

In our own book on the subject, Kichard E. Wagner and I likewise noted that
smokers and nonsmokers are not identical in all respects other than smoking.
Among other things, smokers have an above-average representation in blue collar
occupations, they also consume on average an above-average amount of alcohol, and
they generally exercise less than nonsmokers. In assuming that people are identical
except for their smoking, various diseases and their associated costs are improperly
attributed to smoking.9 Professor Richard Ault of Auburn University and several
colleagues similarly have noted that the failure to consider other differences be-
tween smokers as a group and nonsmokers as a group has resulted in "spurious con-
clusions about the relationship between smoking and absenteeism."' 0

B. A TAX INCREASE COULD INCREASE DEMAND FOR HEALTH CARE.

It generally is assumed that health care costs would be reduced by raising the
cigarette excise tax to the level suggested by the Administration, given the decline
in smoking that would he expected to result. I am aware of no hard data on this
point. However a number of experts and government authorities assume that smok-
ers would live longer and make greater demands on the health care system if they
did not smoke, and thus believe that reducing smoking might well increase, not de-
crease, health care costs.

OTA stated in its May 1993 report, for example, that the reduction or elimination
of smoking:

"may not lead to savings in health care costs. In fact, significant reductions
in smoking prevalence and the attendant increase in life expectancy could
lead to future increases in total medical spending, in Medicare program out-
lays, and in the budgets of the Social Security and other government pro-
grams.

For similar reasons, CRS has suggested that "reduced smoking would add to the
[federal] deficit." (CRS-32)

As an economist, I am in no position to assess the validity of the assumption that
reducing smoking would increase life expectancy. But if the assumption is accepted,
the conclusion that reducing smoking could increase health care costs over the long
run seems self-evident. The point here is 'ot that any premature death assumed
to result from smoking shoul b.) regarded as a "benefit'-it obviously should not-
but that proponents of a federal cigarette excise tax increase cannot justify such a
tax increase as a means of reducing the nation's escalating health care costs.

II.

There is no dispute that the proposed tax increase would reduce consumption and
would thereby decrease production. This and other effects of reduced consumption
would increase unemployment, especially in the Southeastern states, even under the
conservative calculations of the Congressional Research Service. Reduced consump-
tion-as well as smuggling and cross-border sales from Mexico-also would substan-
tially offset the $10.4 billion in additional federal revenues that proponents of the
tax increase project, and depress state revenues.

Job losses. According to Price Waterhouse, there are approximately 681,000 jobs
in the U.S. tobacco sector of the economy.1" The tobacco sector includes tobacco
growing and manufacturing, the distribution and retailing of tobacco products, and
the industries that supply these sectors.

The Administration estimates that the proposed 75-cent-per-pack cigarette excise
tax increase would result in a 12-15 percent reduction in demand. Price Waterhouse
estimates that this would cost about 82,000 tobacco sector jobs. Along with these
lost jobs would be a payroll loss of approximately $1.9 billion. Through an inevitable
ripple effect, this payroll loss would generate a loss of nearly 192,000 jobs through-
out the economy.

The South would be particularly hard hit by these job losses. It is estimated that
nearly 40,000 tobacco sector jobs would be eliminated in 12 Southeastern states. In
the six major tobacco producing states of Georgia, Kentucky, North Carolina, South
Carolina, Tennessee, and Virginia the tobacco sector job losses are estimated to
come to approximately 33,500 jobs.

The Congressional Research Service has suggested that the "ripple effect" pro-jected by Price Waterhouse is overstated because money not spent on tobacco would
e spent on other products. (CRS-35) The ripple effect described by Price
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Waterhouse, however, encompasses the effect of unemployment in the tobacco sector
on employment in dependent sectors. Consumers may spend their money on other
things if they do not spend it on tobacco, but the effec of such substitutions would
be too diffuse to offset the effects directly felt in the tobacco sector and those de-
pendent on it.

CRS also suggests that the impact of a tax increase on employment would be
short-lived because, "[iln the long run, workers will shift to new jobs." (CRS-35) This
may prove true to some extent, but not all of the lost jobs will be replaced and few
of the new jobs will pay as well as the old ones. And it is small comfort in any case
to know that some of the lost jobs will be replaced "in the long run." In the wor,'i
of Harry Hopkins, President Roosevelt's close friend and New Deal advisor, "people
don't eat in the long run-they eat every day."

Increased federal spending. The proposed tax increase would trigger a signifi-
cant increase in required federal spending as well. Increases in federal spending
would be required as tobacco workers become unemployed because of decreased pro-
duction. A reasonable estimate of these losses is $1.72 billion.

In addition, a 75-cent increase in the cigarette excise tax is bound to have a pro-
nounced effect on the Consumer Price Index. Last year, the Producer Price Index
(PPI) fell .6 percent because of the price reduction for branded cigarettes by about
40 cents per pack. Increasing the excise tax on all cigarettes-branded and ge-
neric-would boost the CPI even more than the price reduction for branded ciga-
rettes cut the PPI.

The tobacco component of the CPI is 1.7458 percent. A 75-cent increase in the
price of all cigarettes would increase the CPI by .7 percent. That in turn would re-
quire a .7 percent increase in federal spending on all indexed federal programs, such
as the Social Security, food stamps, and federal pension programs. At 1993 spending
levels, this would amount to $3.92 billion in additional obligated federal spending.

The total quantitative losses come to $5.64 billion, which leaves only $4.76 billion
net revenue from the proposed 75-cent excise tax increase. This is less than half the
gross estimate proponents claim the proposed tax increase actually would raise.
When the multiplier effect takes effect, the net revenue from the proposed tax in-
crease is reduced even further. The problem of increased federal spending would be
aggravated further if, as some antitobacco advocates urge, the federal cigarette ex-
cise tax is indexed to inflation.

Acknowledging this problem, some antitobacco advocates have proposed removing
tobacco products from the, PI for the purpose of indexing federal programs. Rep.
Mike Andrews in fact has 1Mroduced legislation (H.R. 1246) to that end. Such a "so-
lution" has an Alice-in-Wonderland qdtality-removing from the "basket of guods"
used to compute the CPI a product consumed by 25 percent of the adult population,
solely to negate the impact on the CPI of a huge increase in the price of the ptnd.jct!

The CPI should not be politicized in this manner. Moreover, although such a Ploy
might avoid the impact on government spending produced by increases in the .iga-
rette excise tax through the CPI, this maneuver could not avoid the impact on pub-
lic or private sector contractual spending obligations linked to the existing product
mix used to compute the CPI.

Smuggling. The foregoing calculations do not reflect the further reduction in fed-
eral revenues that is sure to result from smuggling. As the recent Canadian experi-
ence shows, a large cigarette tax increase leads to an initial decline in domestic con-
sumption that is replaced with smuggled cigarettes from abroad. Domestic tax eve-
nues and production, and retail sales, wouldsuffer further as a consequence.

The 2,000 mile U.S.-Mexico border offers a significant potential for smuggling and
cross-border sales of lower-priced Mexican cigarettes. Mexican premium-category
cigarettes, which include most U.S. top brand names, currently sell for $1.35 per
pack, inclusive of Mexican taxes. After a U.S. tax hike of 75 cents per pack, sm~ug-
glers could save $9 per carton for such brands in Mexico. At this price differential,
a truck-load of cigarettes from Mexico could show a gross potential profit of
$500,000 in the U.S.

Effect on state revenues. It also should be recognized that reduced cigarette
sales from the proposed federal excise tax increase will reduce state cigarette excise
tax revenues. These revenues are currently around $6.7 billion per year. The Con-
gressional Research Service has suggested that the states will lose about $1 billion
in revenues in the first year as a result of a 75-cents-per-pack federal cigarette tax
increase, and that this loss would grow to about $3.6 billion per year decades hence.
(CRS-33) Some of this loss to the states undoubtedly would have to be made up
by the federal government. This would represent yet another source of erosion of
the net revenue the federal government would receive from the proposed cigarette
excise tax increase.
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Increasing the federal cigarette excise tax is simply not justified from an economic
standpoint. As CRS confirms, smokers already more than "pay their way" at current
levels of taxation. Making them pay more would be discriminatory and unfair. In
addition, OTA's recent report suggests that reducing smoking actually could increase
health care costs over the long run rather than reduce them. Finally, the proposed
excise tax increase would trigger additional federal expenditures that would sub-
stantially offset the new tax revenues and impose significant unemployment costs
on the economy, particularly in the South.

For all of these reasons, the proposal to increase the federal cigarette excise tax
to help finance health care reform should be rejected.
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CENTER FOR STUDY OF PUBLIC CHOICE
MSN 1 D3 - George's Hail George Mason University

4400 Universit Orive

(703) Fax: (703) 993-2323 Fairfax. Virginia 22030

May 4, 1994

The Honorable
Daniel Patrick Moynihan
U.S. Senate
Washington, D.C.

Dear Senator Moynihan:

It was a pleasure and honor to testify before the Senate Finance Committee on
April 28, 1994. As we discussed during my testimony, tobacco products are included in
the products that make up the Consumer Price Index (CPI). Thus, an increase in the
excise tax will increase the CPI by a stipulated amount based on the weighting given to
tobacco products. And an increase in the CPI will lead to an increase in mandated
federal spending will reduce the net revenues from an increase in the excise tax. The
background and basis of this argument are given in the attached items.

All the best and good luck in all respects.

Sincerely,

Robert D. Tollison
Duncan Black Professor of
Economics, and Director
Center for Study of Public choicee
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TOBACCO TAX HIKE MEANS IIGHER INFLATION, MORE
GOVERNMENT SPENDING :e rOCQUEVILLI

1',,. Cu .
Arlington, Va... New warning signs from Canada suggest that while President

Clinton's plan to raise cigarette taxes may provde a few new tax revenues, the cost to the

U.S. economy will be measured n higher inflation and government spending.

"Canada's high excise tax on tobacco failed to produce the expected tax revenue or

reduce Canadian tobacco consumption relative to that in the United States. Instead, the

tax increase led to massive cigarette sdiuggling from the U.S. and higher inflation," said

Cesar Conda, executive director of the Alexis de Tocqueville nstitution. a non-profit. non.

partisan public policy organizaton which studies economic and tax policy is-sues.

"In the wake of a major cut in Canada's tobacco taxes enacted in February, the

Canadian government reports that inflation has plunged to 0.2 percent in February, the

lowest level since 1962."

"Moreover, lower tobacco taxes will help reduce the Canadian budget since many

Canadian entitlement spending programs -- like those in the U.S. -- are pegged to the

consumer price index for inflation,' Conda said.

The contrast between Canadian and U S. public policy regarding tobacco taxes is

rather stark, he said. 'nd so are the mplcations for the U.S. economy and the Federal

budget."

Drawing upon a recent analysis of the tobacco tax increase by Professor Robert

Tollison of George Mason University, Conda said that President Clinton's proposed 75 cent

per pack tax increase would result in a significant one-tune boost in inflation. "Here's how

it works: The U.S. tobacco component of the CPI is about 2 percent. The proposed 75

cent excise tax would raise the price of a pack of cigarettes about 40 percent boosting the

CPI by .7 percentage points.'

"As the CPI goes up, inflation-adjusted federal entitlement spending programs --

Social Security, food stamps, pension programs and so forth -- will automatically rise," said

Conda -more -
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"The proposed excise tax is expected to raise about $10.4 billion in the first year. But

the higher entitlement spending and lower -evenues from tax indexing will take about S5.6

billion away, thereby shrinking the net gain to a paltry S4 8 billion."

"When it comes to increasing the tobacco tax, U.S. policy-

makers have chosen to ignore the lessons from Canada and the weight of academic studies.

In fact, a key House Ways and Means subcommittee has even one-upped Mr. Clinton's

original tax bike plan. approving a cigarette tax increase of $1.25 per pack. Such a dramatic

tax hike would cause the CPI to jump 1.3 percentage points.'

"During the 1980s. President Ronald Reagan's low-tax and anti-inflauon policies

ended the 'stagflation' of the late 1970s and early 1980s. slashing inflation from 10.3 percent

in 1981 to only 1.9 percent in 1986 and sparking the longest peacetime recovery in post-war

history. Lower inflation meant lower prices for consumer goods and higher real family

incomes." Conda said.

"Today, however, inflation is heating up. Gold prices and long-term interest rates

are rising which is indicative of the market's growing fear of future inflation. President

Clinton's income tax rate increases on labor and capital which took effect at the beginning

of this year, will eventually increase inflationary pressures because tbe existing supply of

money will be chasing a dwindling supply of goods and services in the economy -- a sure-fire

recipe for higher prices."

"To keep the inflation genie in the bottle. the Federal Reserve Board should adhere

to a strict anti-inflation monetary policy. And the Congress ought to shelve the President's

tobacco tax increase plan because it would simply add fuel to the smoldering fires of

inflation," Conda concluded.

For more information, contact Cesar V Conda, Executive Director of the Alexis de

Tocqueville Institution, 2000 15th Street North, S. 501, Arlington, Va. 22201. Phone: (703)

351-4969, Fax: (703) 351-0090.
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The Impact on (he Consumer Price Index and Federal Spending

of a 75-Cent Cigarette Excise Tax Increase

There are various estimates of the additional revenues that would accrue to the federal
government from a 75-cent increase in the cigarette excise tax. The most widely used
estimate is $10.4 billion. This is an estimate of the =. additional revenues from such a
tax increase. Actu revenues would be considerably less than balf this amount. This is
why:

The tobacco component of the Consumer Price Index (CPI) is about two percent
(1.7458 percent). Therefore, a 75-cent tax increase on cigarettes would translate into a
one percent increase in the CPI, given the mirrent price of cigarettes. A one percent
increase in the CPI will lead to a one percent increase in all indexed spending at the
federal level - Social Security, food stainps, federal pension programs and so on. At
1993 spending levels, this would amount to $5.6 billion in additional obligated federal
spending and loss of revenue from income tax indexing.

Various additional increases in federal spending would occur as tobacco workers are
displaced by a cigarette tax increase, and as a result receive unemployment benefits and
pay less income taxes. (There also would be less state excise tax revenue as cigarette
consumption declines.) A reasonable estimate of these losses is $2.46 billion.

Therefore, actual federal revenues from a 75-cent cigarette tax increase would be:
$10.4 billion - $8.06 billion = $2.34 billion. This is less than haff of the estimated gross
revenues.

There has been some discussion of taking tobacco products out of the CPI for the
purpose of indexing federal programs. This nakes no sense whatsoever. In fact, Patrck
Jackman. the chief economist for the CPI aivision of the Bureau of Labor Statistics,
recently indicated that the bureau is opposed to mcasure , at would remove tobacco
from the CPI. According to Jackman, 'The CPI is supposed to represent expenditure
patterns. You can't just unilaterally exclude something here if people are still spending
their money on tobacco."

The marketbasket of goods for compuung the CPI is longstanding and widely followed by
the economics profession and financial markets as a reliable indication of inflation. Its
adrnuustrauon has been consistent, professional and credible. Indeed, during the recent
spate of cigarette price reductions, government officials proudly touted the fall in the
Producer Price Index (PPI) as a result of a decline in cigarette prices. To include
tobacco in the PPI when it produces good news and to exclude it when it produces bad
news would be the height of hypocrisy ;nd would politicize and seriously devalue an
economically objective standard.
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Cigarette Taxes to Fund Health Care Reform: An Economic
Analyst

Executive Summary

A cigarette excise tax increase of 75 cents per pack has been proposed to
finance part of the President's universal health care program. The tax enjoys
considerable public support, would raise about $11 billion per year, and would
be relatively simple to administer because it would increase an existing
manufacturer's excise tax. The President's fiscal year 1995 budget stressed that
the tax would help pay for the additional health care costs of smoking, and
would discourage individuals, particularly young people, from smoking.

This report discusses these rationales, as well as other effects of and
concerns about the tax, organized into the topics of market failure as a
justification for the tax (i.e., economic efficiency); potential for revenue; equity;
and the job loss the tax might cause in tobacco growing regions.

One reason economic theory suggests selective excise taxes generally are not
desirable is that they distort individual choices among goods and services in the
market and impede efficient resource allocation. Circumstances may exist,
however, in which the efficiency case against selective excise taxes is stood on
its head: should market failure be present, such taxes may actually be the
preferred policy instrument to achieve economic efficiency. Such market failures
may exist for cigarettes for two reasons: spillover effects and imperfect
information. A cigarette tax is efficient if it forc s smokers to pay for costs they
impose on nonsmokers (external costs or spillover effects) or if it raises smokers'
costs to compensate for the effect that incomplete information has on their
judgment about the cost to themselves (internal costs).

An initial question is whether the spillover effects alone are sufficient to
justify the proposed increase in the excise taxes (Federal and State), which
currently average 50 cents per pack. Estimates of per-pack spillover effects
require information on smoking-related health care costs, sick leave costs, life
insurance costs, costs of fires, foregone tax revenue, costs of pensions, and costs
of nursing homes. Many of these components are subject to considerable
uncertainty due to often conflicting scientific evidence, the less-than-perfect data
used for measurement, and the presence of some nonquantifiable factors.

These uncertainties produce a wide range of estimates of per-pack spillover
effects. Mid-range estimates based upon likely assumptions suggest net external
costs from smoking in the range of 33 cents per pack in 1995 prices, an amount
that by itself is too small to justify either current cigarette taxes or the proposed
tax increase. An upper-bound estimate of net external costs would justify
current cigarette taxes and some or all of the proposed 75 cent tax increase. A
lower-bound estimate suggests smoking does not impose external costs on
nonsmokers, but rather provides net external savings to the nonsmoking
population (primarily because smokers' early death leaves their Social Security
and pension contributions unused and available to reduce future financing
demands on nonsmokers).
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One controversial component of the spillover effect calculation is passive
smoking. The epidemiological evidence on the health effects of passive smoking
is far less certain then evidence on the effect of active smoking. In addition, any
effects may be more likely to occur within families (and on spouses rather than
children). This leaves two critical issues unresolved: the magnitude of the
passive smoking effect; and whether the effect should be classified as an internal
or external cost. If one resolves these and several related conceptual and
estimating issues in favor of the option that would produce the largest passive-
smoking effect, external costs from passive smoking would be approximately 21
cents per pack. Resolving these issues in a manner that weighs the
uncertainties of both overestimation and underestimation would produce
external costs from passive smoking as low as zero to four cents per pack.

Considering passive-smoking effects to be external costs raises an additional
policy issue if a tax is used to compensate for the external costs of smoking.
Available evidence suggests the majority of smokers will not be deterred by the
tax. As a result, the majority of spouses and children of these undeterred
smokers will not benefit from reduction of passive-smoking effects, but will be
penalized because the tax will reduce their disposable family income. In this
cse, the tax would accomplish the opposite of what was intended.

These estimates of spillover effects are confined to effects that can be
quantffied-they do not account for factors such as the general distaste many
individuals feel for smoking. Regulation rather than taxation might be best
suited to deal with these spillover effects. No value of "distaste" exists to
provide guidance on the correct magnitude of the tax, the tax must be paid for
smoking even when no repelled observers are present, and it is relatively easy
to separate smokers and nonsmokers in many business and social settings. In
fact, it is arguable that a more efficient outcome may occur if private business
regulates smoking without formal government regulation.

Some argue these estimates of net external costs are inaccurate because
they do not account for the intangible costs of premature death (e.g. the grief
3f family and friends). On the efficiency grounds being discussed here, the
relevance of this issue depends upon whether the individual accurately values
the effect of this risk on his family and friend. There is no compelling reason
to believe individuals, on average, undervalue this risk. In any case, a policy
that assigned an arbitrary value for the underassessment of intangible cost of
premature death would have far-reaching implications. It would imply
imposition of the rights and preferences of groups relative to those of
individuals, a policy that could be viewed as inconsistent with certain basic
political and economic values of society. Pleasure driving, many recreational
activities, some dietary practices, and some occupations, to name just a few
activities, involve the same actuarially-validated risks of premature death and
grief. In fact, we do not impose taxes on these activities. Taxing such activities
involves value judgments that are beyond the scope of economic analysis.

A tax also may be justified on grounds of market failure if smokers have
imperfect information about the health hazards of smoking or about the
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difficulty of quitting in the future. Although surveys suggest that some smokers
are not aware of or do not accept the health hazards of smoking, available data
indicate the average smoker is aware of, or overestimates, the health risks of
smoking. Thus, there is considerable evidence that smokers seem to make their
smoking decision with knowledge about the health risks of smoking.

Evidence on the adequacy of information about the difficulty of quitting is
mixed. The major policy concern with this aspect of market failure is its effect
on young people who are less capable of making informed decisions. Imposition
of a tax to correct for their lack of understanding of the habit-forming nature
of smoking would likely be effective in reducing their participation; it also would
penalize a much larger number of adult smokers. Non-tax mechanisms, such as
educational programs and strengthened enforcement of laws restricting sales to
minors, might be better suited to deal with the problem.

While the available evidence will not support precise findings or
conclusions, the proposition that eticiency improvements justify the proposed
tax is subject to question: existing taxes exceed some reasonable estimates of
the social cost of smoking-, and the average smoker appears to have made the
smoking decision while in possession of adequate information, at least with
regard to health hazards. For those smokers who make poor decisions because
of inadequate information, such as the young, increased education and
regulation might be more effective market corrections and have fewer
undesirable economic effects than a tax.

The cigarette tax would provide a significant source of revenue. However,
the unindexed cigarette tax will finance a continually smaller share of health
care costs. Even if the tax is indexed, the relatively high sensitivity of youth
smoking rates to the tax increase will cause the total smoking participation rate
to fall gradually over time. This declining total smoking participation rate will
cause long-term cigarette tax revenue to fall gradually over time. After fifteen
years revenue would be about ten percent less than the initial $11.4 billion
annual budget-window estimate. Without further increases in the tax rate, after
many years, the revenue would decline to about two-thirds of the budget-window
estimate. This effect on revenue is separate from the effect that would result
should there be a continuation of the long-term downward trend in smoking
participation rates that is attributable to non-tax-related causes.

Equity is also an important consideration in the evaluation of tax
proposals; this issue has been addressed extensively with respect to tobacco
taxes in other studies. The cigarette tax is not horizontally equitable; it imposes
higher taxes on smokers than on nonsmokers of equal income. The tax also is
regressive, imposing larger taxes as a percent of income on lower-income
individuals.

The publicized claim of 273,000 lost jobs from the cigarette tax in the
health care proposal includes job losses from the export share of the market that
will not be i.ffected by the tax, losses that would be offset by Government
spending, and losses from workers who shift to new jobs. After eliminating job
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loses from these sources, tobacco-related job losses are estimated to be: about
7 percent of total tobacco-related jobs in North Carolina, 0.2 percent of total
State employment; about 8 percent of total tobacco-related jobs in Kentucky, 0.3
percent of total State employment; and about 9 percent of total tobacco-related
jobs in Virginia, less than 0.1 percent of total State employment. Even large
regional multipliersawmoudbeunlikely to increase these total shares of State
employment beyond one percent. Short-term regional job losses should not
necessarily determine national policies, although losses can be significant in
local areas, and some transition assistance or phase-in of the tax might be
justified.

If the Congress is interested in exploring alternatives to cigarette tax
financing, several are available. An alcohol tax would appear to be more
efficient and more equitable: the best estimate of alcohol's net external cost
exceeds current tax levels; alcohol taxes are also regressive but less so than
cigarette taxes. Increased income tax rates or base broadening would be more
equitable, and a base-broadening option such as taxing employer-paid health
care premiums also would promote economic efficiency in the health care
market. Elimination of some spending provisions in the health care proposal
could reduce the need for revenue and promote economic efficiency, e.g., the
small business subsidies for mandated premiums.

The President's budget proposal stressed the adoption of a cigarette tax to
decrease youth participation as one of its rationales. Recent research suggests
increased regulation and increased enforcement of existing regulations against
sale of cigarettes to minors might be effective, and would avoid the adverse
economic consequences that cigarette taxation imposes on the mature smoking
population. Should taxation remain the preferred deterrent, greater reductions
in smoking might be obtained if the tax was cut loose from the health care
program and its revenue earmarked for increased antismoking regulatory and
education efforts, perhaps including a system of grants to the States. Such
earmarking was a feature of California's 25 cent per-pack tax that was enacted
in 1989.
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Cigarette Taxes to Fund Health Care Reform: An Economic
Analysb

President Clinton presented a comprehensive plan for universal health care
in September 1993. Among the sources of financing proposed in this plan is an
increase in taxes on tobacco products at a rate of $12.50 per pound of tobacco
content. Virtually all of the tax (96 percent) would be collected on cigarettes.
If adopted, this tax would raise the Federal cigarette tax by 75 cents per pack,
from the current 24 cents to 99 cents. The tax increase is about 42 percent of
the current price (inclusive of existing Federal and State-local taxes).

The tobacco tax, expected to raise around $11 billion a year, will finance a
significant portion of the President's proposed health care plan as presented in
the FY 1995 budget, particularly ih the first year or two. It is a relatively
simple tax to administer, as it increases a currently existing manufacturer's
excise tax. The tax enjoys considerable public support and may be viewed by
some to be the most politically feasible alternative available. Reasons given in
the budget document for including the tax are the additional health care costs
of smoking which the tax will help pay for and the desire to discourage
individuals, particularly young people, from smoking.'

This report discusses these rationales as well as several concerns that have
been raised about this proposed tax. First, selective excise taxes normally are
not rated as desirable revenue sources because they distort consumption
decisions. A cigarette tax, however, may be desirable if it compensates for
burdens that smokers impose on others or because smokers make their smoking
decision without adequate information to assess the health costs of smoking.
In fact, the choice of a tax on tobacco to finance health care may have been
motivated by both of these links between smoking and poor health. If smokers
generate additional health costs, some of which nonsmokers pay, why not
impose a tax on smokers to offset the burden they impose on nonsmokers? And
if smokers make inadequate risk assessments, shouldn't they be discouraged
from smoking? Whether these conditions, or market imperfections, are present
is an empirical question addressed in section I.

Second, the health care program is to be a permanent program and the
permanence of its financing sources is of interest. Section II investigates the
effect of several factors on the long-term adequacy of cigarette tax revenue: the
lack of indexing of the tax; the long-term deterioration of smoking participation
rates; and per capita income growth.

82-283 0 - 94 - 5

1 Budgetof the United States Government, Fiscal Year 1995, Washington, D.C.: Unrted States
Government Prnting Ofrce, p. 187.
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A third issue is the potential loss of jobs in the tobacco industry and the
concentration of these lost jobs in regions of the country that are heavily
dependent on the growing of tobacco and the manufacture of tobacco products.
Section 1 discusses the conceptual and empirical foundation for these industry
and regional effects.

A fourth issue is the regressivity of this excise tax (that it takes a higher
fraction of income of lower-income individuals) and that it also tends to impose
different amounts of tax on people who, by virtue of having equal income, are
generally considered to be equals. These effects are well documented by
numerous studies, and this equity issue is discussed briefly in section IV.

Section V discusses policy implications arising from the analysis. Appendix
A discusses the evidence on passive smoking, Appendix B compares the
estimating procedures for various studies of the external costs of smoking, and
Appendix C explains the model used to calculate long-term cigarette tax revenue.
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I. MARKET IMPERFECTION AS A

JUSTIFICATION FOR TAXING TOBACCO

One reason economic theory suggests selective excise taxes generally are not
desirable is that they distort individual choices among goods and services in the
market and impede efficient resource allocation. Circumstances may exist,
however, in which the efficiency case against selective excise taxes is stood on
its head: should market failure be present, such taxes may actually be the
preferred policy instrument to achieve economic efficiency.

This section discusses two conditions that, if present, make a selective
excise tax on cigarettes and other tobacco products a correction for market
failure and consistent with economic efficiency: spillover effects and imperfect
information. First, cigarette smoking might impose a financial burden on the
rest of society (spillover effects). Second, people might make their smoking
decision without complete information about the negative consequences of these
products; that is, they may make a rational decision based on imperfect
information that would be irrational given complete information.

SPILLOVER EFFECTS

,It is a generally accepted fact that smoking damages the smoker's health.
The term "health costs" is a broadly defined measure which includes medical
expenditures, lost productivity from sickness and disability, and early death.
These health costs are divided into two types--those that burden the smoker
himself (internal costs) and those that burden society (external costs).2 If the
smoker possesses complete information about the relationship between smoking
and his own health, he already takes internal health costs into account in
making a decision, and no tax is justified to obtain economic efficiency. It is,
therefore, the external health costs that might justify cigarette taxation. This
section deals with the magnitude of external costs, or spillover effects. The
following section deals with the issue of whether imperfect information about
internal costs justifies a tax.

To the extent that others in society must pay part of these health
costs-increased medical expenditures (which are largely pooled through
insurance), and increased job absences covered by sick leave payments-a tax
may be justified because the cigarette price does not cover the true economic
cost of smoking. And the external costs of smoking are not limited to the health
costs of smokers. For example, smoking contributes to fires whose costs may be
borne by others if premiums on fire insurance are raised for everyone.

This brief discussion suggests two conclusions from standard economic
theory. First, smoking-related costs that are incurred by the smoker

2 These isues are also duicused in Michael Gross. Jody L. Sindelar, John Mullahy, and

Richard Anderson, 'Policy Watch: Alcohol and Cigarette Taxee, Journal of Economic
Perspectwes, Vol. 7, Fall 1993, pp. 211-222.
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directly--such as his share of medical expenditures or actual lost wages from
sick days-- se internal costs that do not justify a tax on spillover grounds,
Second, costs imposed on the nonsmoking population (external costs) can justify
a tax on spillover grounds. This conceptual case for cigarette taxation does not,
however, provide information about how large the tax must be to compensate
for the external costs. For that, it is necessary to review the literature that
measures the magnitude of these external costs.

The Manning Study

A thorough analysis of spillover effects from smoking must include a
lifetime profile of both the external costs smokers impose on nonsmokers and
the external savings smokers provide to nonsmokers. While there has been
considerable research on the overall health costs of smoking (medical
expenditures, lost productivity frodl sickness and disability, and early death),
only the study by Manning, Keeler, Newhouse, Sloso, and Wasserman (hereafter
referred to as the Manning study) measures both the lifetime external costs and
savings that are needed to gauge the efficient excise tax.' Their study uses data
on health costs of smokers (both current and former) and lifetime nonsmokers
(refened to as never-smokers) to develop the estimates.

The Manning study found that the net external costs (external costs minus
external savings) of smoking are small--smaller than the current combined
Federal and State taxes on cigarettes. Part of the reason for this finding is that
the external costs smokers impose on society (primarily because their larger
lifetime medical expenditures are not reflected in the insurance premiums they
pay or in contributions to programs such as Medicare) are substantially offset
by the external savings they provide to society: their earlier death reduces their
payout from the pension plans (including social security) to which they

3 See Willard G. Manning, Emmett B. Keeler, Joseph P. Newhouse, Elizabeth M. Slog&, and
Jeffrey Wasserman, The Costs of Poor Health Habits., A RAND Study, Cambridge. Mass.: Harvard
Unvesmty Press, 1991. The results for alcohol end tobaco appear also in 'The Taxes of Sin: Do
Smokers and Drinkers Pay Their WayO, Journal of the American Medical Asociaton v. 261,
March 17, 1989, pp. 1604-1609. The basic data for the study are from the Health Insurance
Experiment conducted by the RAND corporation for individuals under age 60 (collected from
years 1972-1982), supplemented with data from the 1983 National Health Interview Survey for
older individuals. Data are expressed in 1986 dollars.
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contribute.4 (These pension plan savings are smaller than they would
otherwise be because smokers retire earlier than non-smokers.)

In 1986 dollars, the Manning study found that the net external cost per
pack of cigarettes is 15 cents for a new (young) smoker. This estimate includes
43 cents of external costs imposed on society: 26 cents of additional medical
expenditures; one cent of sick leave costs; 5 cents of group life insurance costs;
2 cents of costs from fires; and 9 cents of lost tax revenue smokers would have
paid to finance retirement and health programs had they not died early. Offset
against these costs are external savings to society of 27 cents: 24 cents from
reductions in retirement pensions; and 3 cents from reduced use of nursing
homes. Rounding error accounts for the lost cent.

This 15 cents of net external costs equals 21 cents in 1995 dollars if the
spillover effects are adjusted using the GNP deflator; and 33 cents if the medical
expenditure and nursing home components of external costs are adjusted using
the medical services price index.6 fUnless otherwise stated, the 1995 estimate
using this medical services price index will be used for all further per-pack
calculations in this report.) The 50-cent current tax (Federal tax of 24 cents per
pack and average State and local taxes of 26 cents per pack) is 11/2 times as high
as the 33-cent tax justified by the net external costs estimated in the Manning
study.6

Notably, the Manning study suggests a much stronger case can be made for
taxing alcoholic beverages at a higher rate. It estimates net external costs of at
least 68 cents per ounce of alcohol.7 A large fraction of this cost is associated
with loss of life, medical expenditures, and property damage in automobile
accidents. Current Federal taxes on alcohol are $13.50 per proof gallon, or

4 Note that counting thee reduced costs of pension plan payouts as transfers fo the
nonsmoking population does not mean that there is a gain to society from premature death--ouch
premature deaths are costly. That is. transfers have no effect on the total cost (to smokers and
nonsmokers combined) of premature death. Because transfers are made, the cost of premature
death to the smoker (internal costs) has increased-the retirement income the smoker is losing
is higher. Costs to nonsmokers (external costs) are decreased by the same amount. This
accounting for transfers must be made in order to analyze separately the two potential market
failures identified in this report, spillover costs and imperfect information. Some have suggested
that this treatment implies that society benefits from early death, and that, for example, early
deaths from breast cancer would be treated as a savings when evaluating the desirability of breast
cancer research. This analogy is not correct. In the cas of breast cancer research, the reduction
in premature death would obviously be treated as a benefit to society.

6 These adjustments use the GNP deflator as projected by the Congressional Budget Office.

The medical services price index is taken from actual data for 1986-1992; for additional years. the
assumption is made that these costs rise in excess of the GNP deflator by the difference observed
from 1986-1992.

6 The average State and local tax of 26 cents per pack was reported in Tax Foundation, Tax

Features. vol. 37. October 1993.

7 There was not enough division of coats to separate out the medical expenditures
component of traffic accidents, so the cost could be a few cents higher.
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about 21 cents per ounce for distilled spirits; $18.00 per barrel of beer, or about
ten cents per ounce; and $1.07 per gallon on table wine, or about eight cents per
ounce. State taxes tend to be low (ranging from less than two cents to about
ten cents per ounce for distilled spirits, generally less than one cent per ounce
for beer, and from less than two cents to about 16 cents per ounce for wine).8

These data suggest that much larger taxes would have to be imposed on all
of these products if alcohol taxes were to reflect net external costs." In short,
based on the criterion of matching tax revenue to net external costs, the data
indicate that cigarettes are overtaxed and alcohol is undertaxed.10

Qualifications to the Manning Study

Because the Manning study is alone in its attempt to calculate all financial
spillover effects (both costs and savings) as a basis for assessing the economically
efficient level of tax, it is important to discuss thoroughly potential issues that
may raise doubts about the results. This section considers a variety of such
issues: the likelihood of estimation error from mcJel specification; the
sensitivity of the estimate to the choice of discount rate; the omission of passive
smoking from the external cost estimate; the proper treatment of non-health-
related external costs; some miscellaneous issues; and the consistency of the
estimate with findings of related studies. Many of these issues and caveats are
also discussed in the Manning study.

Much of this discussion is quite technical and is presented below. A brief
summary of these issues is provided for those readers who may wish to skip the
technical details and proceed directly to the information and addiction discussion
in the next section.

S Thee are rates as of September 1992. as reported in Tax Foundation, Facts and Figures
on Government Finance, 1993, pp. 256-57. Some States do not allow private sale and typically
impose taxes as a percentage of price; note also that the higher tax rates on wine are imposed only
in a very few States; most States impose taxes well below the Federal level.

9 Some argue that significant differences exist between alcohol and tobacco in that some
alcohol is consumed in moderate amounts by individuals who do not drive while intoxicated. This
nonabusive consumption does not generate external costs and should not be subject to an excise
tax whose purpose is to correct for eiternalities. It is also true, however, that the magnitude of
external effects from tobacco depends in pan on the amount of exposure in packs per day and the
number of years smoked. Those who smoke for a short period are more similar to nonsmokers
than to smokers in their health and mortality characteristics. Obviously, use of an excise tax as
an instrument to correct for external cost a o imperfect for both alcohol and tobacco.

10 Some might ask why this report does not evaJuate the other major selective excise revenue

raiser, the gasoline tax, as a substitute revenue source for cigarette taxation. A primary rationale
for both alcohol and cigarette excise taxation is control of socially undesirable costlyy) behavior.
The primary rationale for the gasoline tax is to require highway users to provide tax revenue in
exchange for the benefits they receive from highway construction.
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Estimation error-The Manning study's lower-bound and upper-bound
estimates of spillover effects are designed to account for the possibility
of estimation error. The lower-bound estimate produces net external
syingm of 14 cents per pack (recall that all estimates are adjusted to
1995 price levels). The upper-bound estimate produces a net external
cost of 53 cents. Neither of these estimates justify a 75-cent increase
in the cigarette tax which currently averages 50 cents per pack.

* Discount rate-Any study whose results involve a comparison of costs
and savings with significantly different time patterns can alter the
relative magnitudes by changing the discount rate. Raising the
discount rate from five to ten percent would increase net external costs
of smoking to 42 cents per pack. Lowering the discount rate to just
under four percent would produce net external costs of zero; below
that rate net external savings would be generated. In neither case is
a 75-cent increase in the tax rate justified on spillover grounds.

Passive smoking-Differences exist about whether passive smoking
effects are largely internal or external costs. The link between passive
smoking and disease is uncertain. The best available estimate of this
link implies external costs of no more than a few cents per pack, not
enough to justify a 75-cent increase in the cigarette tax.

.0 Non-health-related external costs-The Manning study does not
incorporate effects such as general distaste and annoyance on the part
of many for smoking. These effects cannot be quantified and may be
best dealt with through regulation rather than taxation.

Relationship of the Manning study to other studies--The Manning
study is likely to be more accurate in its estimates of the economically
effIcient level of tax because it is the only study that uses- the
appropriate analytical framework and includes all financial spillover
costs. Other studies, when considered in the appropriate framework,
are generally consistent with the Manning study.

1. Estimation error from model specification

The Manning estimate uses a procedure that attributes variations in
individuals' total lifetime health costs to smoking status, income, sex, and
various other attributes. This is a standard estimation strategy-it attempts to
control for the influence of nonsmoking factors on total health costs, thereby
isolating the influence of smoking. This is referred to as the 'base case" in the
following discussion.

The Manning study estimates an upper limit for the external costs of
smoking that arise from effects on smokers' health by attributing all the
variation in total health costs among individuals to smoking status, in effect
assuming that no other differences among individuals contribute to the observed
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differences in health costs. This "upper-bound" analysis produces net external
costs of 53 cents. This cost is likely to be an overestimate since some of the
deleted nonsmoking factors are found to be statistically significant and therefore
are likely to have some influence on total health costs. With this upper-bound
case, the conceptually desirable tax (on efficiency grounds) would argue for only
a three-cent increase in selective cigarette excise taxes.

It also is possible that the 33-cent net external cost estimate, based upon
total health costs, is an overestimate. This would occur if omitted variables
generate nonsmoking health costs that happen to be correlated with smoking.
Consider risk. Smokers are found to be more likely to engage in risky activities
and as a consequence are, for example, more likely to incur health costs from
accidents.I 1  These nonsmoking health costs to some extent would be
attributed to smoking status by the base-case methodology, even though they
are caused by differences in risk-taking rather than smoking status.

The Manning study's authors attempt to control for such bias by restricting
health costs to those thought to be related to the smoking habit (e.g., certain
cancers, respiratory illness, circulatory diseases, and ulcers). Using this
approach, they construct a "lower-bound" estimate that also eliminates any effect
of smoking on early retirement (which affects the level of pensions and foregone
taxes). Attributing variations in these smoking-related or habit-related health
costs to smoking status, income, sex, etc., and eliminating the retirement effect,
produces net external savings (external savings exceed external costs) of 14
cents. Of course, if smoking produces net external savings rather than a net
external cost, a cigarette tax justified as compensation for net external costs
would not be appropriate.

If medical expenditures are adjusted only to reflect habit-related disease,
but unlike the case just discussed the effect on early retirement from the base
case is retained, the result is a net external cost of 12 cents. If instead early
retirement costs in the base case are reduced in the same proportion as the
reduction in the change in medical expenditures moving from the base case to
the lower bound, the result is net external savings of four cents.

What is one to make of these three cases and their permutations? The
upper-bound case seems unrealistic-it comes from a clearly misspecified model
that attributes too many health costs to smoking, yet still produces estimates
of net external costs that fall far short of justifying a 75-cent tax increase. The
lower-bound estimate (and estimates adjusted to various treatments of early
retirement) could be a better estimate of spillover effects than the base case. If
the base-case model were perfectly specified (no omitted variables), it would
provide the same results for medical expenditures as the lower-bound case
(provided the latter correctly identified smoking-related health costs). Which
model provides a better estimate of spillover effects depends upon one's belief
about whether omitted variables in the base case are more of a problem than the

S.e W. Kip Viscusi. Smoking: Making the Risky Decision. New York: Oxford Universty
Pres 1992.
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measurement error incurred when separating smoking-related health costs from
total health costs.'2 Neither justifies the current 50-cer* cigarette excise tax
on the basis of spillover effects.

2. Choice of discount rate

Any study whose results involve a comparison of costs and savings with
significantly different time patterns can alter the relative magnitudes by
changing the discount rate. Discounting provides a way to compare, at a given
point in time, amounts that will be received at different points in the future.
Discounting accounts for the fact that a dollar received or spent in the future
is less valuable than a dollar received at present, since a dollar received now can
be invested at interest. The higher the interest (discount) rate, the smaller the
value of amounts paid or received in the future.

Discounting is important in thie Manning study because the external costs
of smoking accrue more quickly across time than do the offsetting external
savings from smoking. Thus, the relative importance (dollar value) of external
costs and external savings is affected by the choice of discount rate. Also, much
of the tax is paid in advance of either the savings or the costs.

Raising the discount rate from the five percent used in the base case to ten
percent increases the difference between the external costs and the offsetting
external savings from 33 cents to 42 cents. A further increase in the discount
rate has little effect on net external costs, because at a ten percent discount rate,
future ej:ternal savings are already so heavily discounted that further
discounting has a minor effect. Also, all values are reduced relative to tax
receipts, which occur earlier in time. Lowering the discount rate, has a more
powerful effect: external costs equal external savings (net external costs become
zero) at i discount rate of slightly under four percent (and at a zero discount
rate, smoking; :Jrodnces external savings of $1.18 a pack).

A zero discount rate is not reasonable, but the ten percent rate is probably
too high. A discount rate reflecting the pre-tax return on capital would probably
be around seven percent, or about halfway between the five percent and ten
percent levels."3 Because of the way in which discounting affects net external
savings, the seven percent discount rate produces results that are very close to

12 These measurement errors could arise from imperfect medical knowledge or from

miediagnos of ilines. The direction of such a measurement error is not clear. For example,
some smoking-related illnesses could be diagnosed as a non-smoking-related disease because
smoking is a contributing rather than primary cause. At the same time, phyician may be more
inclined to diagnose as smoking related the illnesses of smokers than those of non-smokers. See
Hans J. Eysenck, "Smoking and Health," in Smoking and Society, ed. Robert D. Tolison,
Lexington: D.C. Heath, 1986 for a discussion of evidence on this latter effect.

13 This seven percent rate of return is consistent with two methods of derivation: dividing
estimated net capital income by the estimated capital stock, and groeng up an estimated after-
tax return by the estimated effective tax rate.
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the ten percent rate. None of these discount rates generate net external costs
that justify current excise tax rates.

3. Passive smoking

Some suggest the Manning study underestimates net external costs from
smoking because it does not include the external costs of passive smoking. The
exclusion of these effects is not due to a failure to address the issue. These
issues are addressed in a variety of ways in the Manning study. With respect
to the data used to estimate costs for active smokers, the Manning study cuts
its medical expenditure data eight ways in a search for evidence of passive
smoking effects. It examines both total medical expenditures and the subset
associated with illnesses related to smoking, for adults and children as
outpatients and inpatients. The data analyzed indicate a statistically significant
effect for habit-related (smoking-related) inpatient medical expenditures for
adults; the data do not indicate an effect for the other categories.

Several reasons suggest it may be appropriate to omit passive smoking
effects from the calculation of the corrective tax: first, there is much less
certainty about the link between passive smoking and health than the link
between direct smoking and health; second, to the extent that evidence does
exist, it has been associated with effects within families and largely to spouses
of smokers, thereby raising questions as to whether the effect should be
considered an external or an internal cost; third, taxes may be a flawed
instrument to correct for passive smoking effects; and finally, based on available
evidence, these costs are quite small relative to current and proposed taxes.
Each of these points is discussed.

First, the effects of passive smoking on health are far weaker and less
certain than the effects of active smoking. There has been a debate about
passive smoking's effect on health; much of the discussion about this issue is
technical in nature and is discussed in Appendix A.

Second, if a passive smoking effect exists, the effect may be most likely to
occur within families."' Reasons exist for considering a family, rather than an
individual, to be the decision-making unit when designing externality-correcting
taxes. One reason is that corrective governmental action often is not desirable
for spillover effects that occur within groups that are small enough to negotiate
with each other, since members of the group can come to a mutual agreement
that maximizes welfare. Passive-smoking effects that occur within a family unit
may fit this description. This is a gray area where public policy might well
consider these effects either as internal or as external costs depending upon the

14 Although the Environmental Protection Agency issued a risk assmeent that classifies
environmental tobacco smoke as a cancer-causing agent, the epidemiological studies they use are
based on studies of passive smoking within the home, not in the workplace or in public places.
See United States Environments] Protection Agency, Respiratory Hea1th Effects of Paaswe
Smoking: Lung Cancer and Other Disorders, December 1992.
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relative bargaining strengths of those affected. The findings of the Manning
data, which tend to show that costs are more likely to be associated with adults
(who presumably have relatively comparable bargaining strengths) than with
children (who presumably would operate from a relatively weak bargaining
position) might argue for treatment as internal costs. In addition, since smoking
tends to be initiated at an earlier age than marriage, individuals generally know
whether or not their spouses will be smokers.

If the smoker or the parents together make the decisions ard there are
effects on children, there is still a reason to treat costs as internal. Many, one
hopes most, parents consider the welfare of each other as well as children in
making decisions. Thus, many family smokers should already be taking into
account, at least in part, any negative consequences of smoking for other family
members, regardless of how decisions are made.

Third, if passive smoking effects are considered external costs, equity
considerations suggest a tax remedy may not be desirable. The justification for
a tax to correct externalities is made on efficiency grounds because it is possible
to make all individuals better off. This "all win" scenario is accomplished
(assuming a net external cost) by: (1) imposing the tax on cigarette smokers,
thereby reducing their after-tax income; (2) altering smokers' behavior, thereby
making nonsmokers better off; and (3) making lump sum payments to
comperLate smokers for their tax payments. In practice, the third step is
omitted, which causes distributional effects--smokers loie and nonsmokers gain.
Many people, however, perceive this distributional effect as fair, since smokers
impose ,'oats on nonsmokers in the first place. Were a tax used to correct
spillover effects within families, however, nonsmoking family members in
families with smokers who continue to smoke will be made worse off-they
receive little or no reduction in passive smoking costs and their after-tax income
is reduced by the amount of the family's tax payments. Thus, while a tax to
reflect such passive-smoking costs might be efficient, these equity considerations
may make it less desirable.

Finally, even if all costs of passive smoking are considered to be external
and existing data are used to measure a per pack amount, the costs probably are
small relative to current and proposed taxes. The Manning study calculates a
total cost of smoking (both external and internal costs in excess of the price of
the product) that includes medical expenditures, lost productivity due to illness,
lost productivity due to early death, and costs from fires. This total cost equals
$2.53 per pack (recall that these numbers are adjusted to 1995 levels). While
the literature does not provide good data on the relationship between these
active-smoking costs and passive-smoking costs, and indeed does not really show
for certain that a passive-smoking cost exists, these total active-smoking costs
along with other data can be adjusted to make three rough estimates that are
suggestive df the general magnitude of potential passive-smoking costs.

Estimate based upon EPA's estimate of deaths from lung cancer-Although
the uncertainty of the epidemiological studies on passive smoking is discussed
in Appendix A, these results can be used to generate possible passive-smoking
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costs. Divide EPA's estimated 3000 deaths from lung cancer due to passive
smoking by the lung cancer deaths attributed to active smoking, and multiply
this 0.022 result by the per pack total cost." This generates passive-smoking
total costs of six cents per pack.

Estimate based upon EPA's estimate of child hospitalizations-A second
epidemiological-based estimate can be made using EPA estimates that
hospitalizations of young children due to respiratory disease from passive
smoking range between 7,500 and 15,000. The average hospitalization is
estimated to cost between $3,000 and $4,500.1s If these amounts are converted
into per-pack costs they would range from one-tenth to three-tenths of a cent
per pack.'"

Estimate based upon relative physical exposure to smol,,-A third
adjustment is to multiply the estimate of total active-smoking costs by the ratio
of nonsmokers-to-smokers' physical exposure to smoke and by the ratio of
nonsmokers to smokers." This calculation generates a passive-smoking total
cost of 2.5 to 5 cents per pack.

The first and third estimate might understate passive-smoking costs if the
$2.53 per pack total active-smoking cost is understated. First, if individuals are
willing to pay more than expected lost earnings for the expected change in life
expectancy (internal costs for active smokers, but external costs for passive
smokers), the $2.53 per-pack cost could rise by as much as $5 a pack, according
to Manning. Stated in 1995 price levels, this increase could be as much as $6.84
per pack. Another difficult uxea to assess is the cost of low birth-weight babies
due to maternal smoking. Some have argued that these passive-smoking costs

16 Premature lung cancer deaths attributable to smoking are estimated at 137,000 in 1989.

See United States Environmental Protection Agency (1992); and U.S. Library of Congress.
Congressional Research Servvte. Mortality and Economic Costs Attributable to Smoking and
Alcohol Abuse, Report 93-426 !3PR by C. Stephen Redhead, April 20, 1993. Note that this method
amumes that the relationship between active and passive premature deaths for lung cancer holds
for the overall ratio of health and mortality costs for all diseases.

16 Testimony of Alfred Munzer, American Lung Association, Before the Subcommittee on
Specialty Crops and Natwal Resources of the House Committee on Agriculture, July 21, 1993,
stated that 15,000 hospitaizations would cost between $45 million and $68 million.

17 Current Federal taxes at 24 cents a pack acoount for $5.7 billion; thus each penny per pack

is worth $238 million. The total cost of the hospitalizations would range from $23 million (7,500
at $3,000) to $68 millioii (15,100 at $4500). Thus, the amount per pack would be from loes than
one-tenth of a cent to less than three-tenths of a cent.

13 Kyle Steenland. "Passive Smoking and the Risk of Heart Disease," Journal of the American
Medical Association, January L 1992, Vol. 267, pp. 94-99 reports urinary cotirnne (a marker for
nicotine) in nonsmokers to be lees than one percent of that of smokers, and in nonsmokers living
with smokers, two percent or les. Since there are roughly an equal number of never-smokers and
former/current smokers, the passive cost would be one to two percent of active smoking. These
estimates may actually be somewhat high: see the discussion of biological markers in Chapter 3
of the Environmontal Protection Agency (1992). Note that this method assumes a linear
relationship betw.en exposure and disease.
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are very high, but measurement is difficult and only a small group of smokers
(pregnant women) impose these costs."M

Adjusting for these higher total active-smoking costs gives passive-smoking
costs of 21 cents per pack for the calculation based upon estimated lung cancer
deaths and 9 to 18 cents for the calculations based upon physical exposure.
These seem rather high for a few reasons. First, as stated above, the
epidemiological evidence for passive-smoking-related disease is weak. Second,
the estimates based upon physical exposure assume a linear relationship
between exposure and disease. In fact, strongly nonlinear relationships in which
health effects rise with the square of exposure, and more, have been found with
respect to active smoking (see Surgeon General's Report, 1989, p. 44). For
example, if health effects rise with the square of exposure, the effects would be
one- centh to one-fifth as large as with a linear relationship. Adjusting the nine
to 18 cents per pack to allow for such a nonlinear relationship would reduce
passive-smoking costs to a range of one to four cents per pack.

These calculations suggest that if a passive-smoking cost were to be
considered appropriate for inclusion as an external cost, it would be quite small,
and unlikely to raise the estimate of spillover effects above the level of the
current tax. Thus, it would not justify the 75-cent tax increase.

4. Non-health-related external costs; intangible coite

Some also suggest the Manning results are understated because they do not
incorporate non-quantifiable external costs such as irritation from smoke, smell,
nuisance, or general distaste. This is a complicated issue whose resolution
requires more than economic analysis. The distaste some individuals have for
smoking is difficult to quantify. The stance society should take-whether it
should protect the observer's right to be free from the sights, sounds, and smells
of others, or whether it should protect the individual's right to indulge in the
offending habit when there is no way to measure damage--is not subject to clear
guidelines. Individuals undertake many activities that others find distasteful,
and many, perhaps most, of them are not subject to government control.

In any case, a tax might not be the best approach to correct for such
behavior, for choosing the efficient level of tax relies on quantification of dollar
value and is imposed whether or not repelled observers are present. Rather,
regulations which separate smokers, allow specific smoking areas, or restrict the

19 See Joel W. Hay, The Harm They Do Others: A Primer on the External Costs of Drug
Abuse," in Searching for Alternatives: Drug.Control Policy in the United States, ed. Meivyn B.
Krauss and Edward P. Lazear, Stanford: Hoover Institution Press, 1991.
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activity in close environmentsmight be more appropriate. Such-regulations
have been shown to be effective in reducing the demand for cigarettes. 2

0

Note, however, that an argument can be made that, to achieve efficiency,
private businesses should be able to make theirown decisions about allowing,
disallowing, or separating smokers, since they must respond to the tastes of
their customers and workers. For example, owners of restaurants and bars will
modify their conditions to attract customers so that some will allow smoking,
some will not allow smoking, and some might segregate smokers from
nonsmokers. 2 1 This is a fairly straightforward argument that holds up as long
as sufficient choice is available and customers have adequate information. Some
decisions would still have to be made about public facilities that are subject to
monopoly provision. In practice, of course, many such regulations already exist,
some affecting private businesses as well as public facilities.

Some argue these estimated of.net external costs are not relevant because
they do not account for the intangible costs of premature death (e.g. the grief
of family and friends). On the efficiency grounds being discussed here, the
relevance of this issue depends upon whether the individual accurately values
the effect of this risk on his family and friends (presumably relatively few
individuals ignore these risks). There is no compelling reason to believe the
individual undervalues this risk. In any case, a policy that assigned an arbitrary
value for the underassessment of intangible cost of premature death would have
far-reaching implications. It would imply imposition of the rights and
preferences of groups relative to those of individuals, a policy that could be
viewed as inconsistent with certain basic political and economic values of society.
Pleasure driving, many recreational activities, some dietary practices, and some
occupations, to name just a few activities, involve the same actuarially-validated
risk of premature death and grief. In fact, we do not impose taxes on these
activities. Taxing such activities involves value judgments that are beyond the
scope of economic analysis.

5. Miscellaneous issues

Several other issues suggest viewing the estimates in the Manning study
with some uncertainty.

(1) The estimates indicate the appropriate tax only for a new (young)
smoker, not for the current mix of smokers. Ideally one might wish to tax each

20 Two recent studies include a "regulation index" as a determinant of the demand for
cigarettes. See Theodore E. Keeler, Teh-Wei Hu, Paul G. Barnett, and Willard G. Manning
"Taxation. Regulation, and Addiction: A Demand Function for Cigarettes Based on Tine-senes
Evidence,' Journal of Health Economics. Vol. 12. 1993, pp. 1-18; and Jeffrey Wasserman. Willard
G. Manning, Joseph P. Newhouse, and John D. Winkler. 'The Effects of Excise Taxes and
Regulations on Cigarette Smoking," Journal of Health Economics. Vol. 10, 1991. pp. 43-64

21 This argument is made by Robert D. Tollison and Richard E. Wagner, The Economics of

Smoking, Boston: Kluwer Academic Publishers, 1991



139

cigarette based on its marginal net external cost; such estimates do not exist and
such an approach is impossible to translate into an excise tax, which cannot be
varied by the age and characteristics of the purchaser. Moreover, the fact that
existing smokers have already paid taxes and had their smoking decisions
influenced by these taxes would need to be considered. The lifetime perspective
offers the only feasible method of calculating a net external cost and the
associated corrective tax. The implications of a lifetime perspective for
calculating the tax receive more attention in Appendix B.

(2) Changes in the tar and nicotine content of cigarettes may result in a
decrease in net external costs for current new smokers as compared to the cross
section of existing smokers.

(3) The share of cost borne privately may differ in the future from the
assumptions in the Manning study. In the Manning study, approximately 28
percent of the present value of lifetime medical costs and half of nursing-home
costs was paid by the smoker. It there were no cost sharing, the per-pack
amount would rise to 46 cents from 33 cents. The President's proposed health
care plan will, however, also involve some cost sharing through deductibles and
copayments. If rost sharing were 15 percent, the per-pack amount would be 37
cents; if cost sharing were ten percent, the per-pack amount would be 40 cents.

(4) The estimates include only the foregone tax revenue from early death
that is used to finance transfer payments. Exclusion is clearly an appropriate
decision for the remaining taxes that finance benefit-type goods, since the
demand for these goods is also reduced. Exclusion may be less appropriate for
those taxes that finance collectively-consumed goods (such as defense) where a
reduction in the number of consumers provides no cost savings. At the same
time, there are other collective non-market benefits (e.g. reduction in congestion)
that are not accounted for. Their exclusion raises an interesting conceptual
issue which would require subjective judgments to quantify.

(5) Interview surveys, on which some of the data are based, may be subject
to considerable errors in recall. The Manning study also prepared an estimate
based on the National Health Interview Survey for all ages. The 39-cent net
external cost is higher-due to higher sick leave costs.

(6) When comparing the spillover effects with the proposed tax at 195
price levels, the likelihood that average State taxes would increase during that
time period is ignored.

6. Relationship of the Manning study to other studies

There are other studies of the costs of smoking, particularly of the medical
expenditures component of these costs, and there are other estimates of per-pack
medical expenditures or total health costs. The Manning study is likely to be
more accurate in its estimates of the appropriate level of tax because it is the
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only study that uses the appropriate analytical framework and seeks to include
all spillover costs.

Five other studies/calculations are discussed in Appendix B. Of these, two
studies provide evidence on the magnitude of excess lifetime medical
expenditures of smokers; the Manning study's estimate of excess lifetime
medical expenditures falls between these two estimates. Others of these studies
provide calculations of per-pack medical expenditures or total health costs that
are inconsistent with the Manning results. The Appendix discussion illustrates
the conceptual deficiencies of these estimates as an indicator of net external costs
and the corrctive tax.'

This section states and explains the general characteristics of the Manning
study that make it conceptually correct. First, the Manning study attempts to
identify all financial costs and savings of smoking that are external to the
smoker. Thus, it includes medical expenditures and costs of lost productivity,
but adjusts these costs to exclude amounts that are paid out of pocket by the
smoker; that is, external costs are distinguished from internal costs. As a
consequence of this procedure, it includes changes in the smoker's payments to
society and society's payments to the smoker that result from the smoker's early
death.

Second, the Manning study controls statistically for many other attributes
that might affect observed differences in health care expenditures for smokers
and nonsmokers, such as education, income, and other health habits. (This
control does not necessarily, of course, capture all of these other factors.)

Third, the Manning study calculates the tax from a lifetime perspective,
where costs and savings of smoking are discounted over a lifetime and used to
generate a tax of equal present value. This lifetime perspective is important
because of the time-dependent nature of the smoking/health phenomenon.
Typically, individuals smoke for many years before smoking-related disease
appears; taxes are collected well in advance of additional medical expenditures,
and as a result taxes and medical expenditures have different present values.
Also, when individuals die early as a result of smoking, health and other costs
(e.g. pensions) are foregone (and thus reduced). These external savings
(foregone medicrl expenditures and pension savings) occur even later in
(expected) life and are even more heavily discounted than are smokers'
additional medical expenditures.'

2 It is important to note that the discussion of these studies here and in Appendix B is not
meant to imply that these five studies are done incorrecly. In general, the studies are not
intended to generate information suitable to estimate the efficient tax, but are simply explorations
of the available data to increase knowledge about the relationship between smoking and medical
expenditures. The after-the-fact comparison in this report is necessary, however, because the
results of thee studies are used by others to draw inferences about the efficient tax, and these
inferences cast doubt upon the validity of the Manning study estimates.
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Although the five studies discussed in Appendix B are useful for a variety
of policy issues, they all omit at least one of these three characteristics, which
renders their results for calculating the optimal tax somewhat deficient.

7. Summary

The detailed discussion of the qualifications to the Manning study suggests
reasons may exist to increase and to decrease its estimates of net external costs.
If all the adjustments that might suggest an increase in net external costs--a
higher discount rate, passive smoking effects, a smaller share of costs borne
privately, and higher lifetime excess costs found in one of the studies reviewed
in Appendix B-were assumed to be appropriate, the measured external cost
could be large enough to justify the 75-cent proposed tax addition.

But such an upper-limit measure does not appear to be the most reasonable
choice to make. Indeed, there are adjustments that also suggest the net external
cost is very small, or perhaps even net external savings-restriction of the costs
to habit-related diseases, a lower discount rate, lower lifetime excess costs found
in another of the studies reviewed in Appendix B. The range of reduction is at
least as large as the range of increase in the numbers. The 33 cent number
represents a central position between the upper and lower bounds.

Given the current state of information, Manning's base-case estimate
appears to be the one that best informs the policy decision regarding the
spillover effects of smoking.

INFORMATION AND SMOKING CHOICE

Aside from spillover effects, standard economic theory holds that a tax is
justified on efficiency grounds if individuals are unable to recognize the full
costs of smoking to themselves (internal costs). Thus, a second argument for
imposing a tax on cigarettes is that people are not informed of the hazards of
smoking and do not recognize the full cost to themselves. Or, they are not able
to make sensible choices because the consumption of the commodity is habit-
forming and they do not fully understand the difficulties of altering future
behavior.

Before discussing these two issues, it is important to understand an
important observation from economic theory: the fact that individuals engage
in hazardous or dangerous activities does not mean that they are making bad
choices. Individuals are presumed to choose activities, in accordance with their
subjective tastes and preferences, that make them the happiest. This choice
does not necessarily mean that they will maximize their health or their lifespan.
Individuals engage in all sorts of behaviors that impose some danger in exchange
for benefit (driving small cars or riding motorcycles, working in risky jobs,
eating unhealthy diets, engaging in risky sports). Thus, nothing in economic
theory precludes the notion that individuals smoke because their enjoyment of
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the activity outweighs the sum of the actual costs of purchasing cigarettes and
the internal health costs.

Some studies have found that both teenage and adult smokers tend to be
risk takers in a variety of ways (e.g., they are willing to work at riskier jobs and
they are less likely to wear seat belts).' Thus the average smoker, in
continuing a behavior that involves a health hazard, seems to be behaving in a
way consistent with other decisions he makes.

From an economist's perspective, if there is a market failure, it is not in
making a choice to engage in a dangerous or risky activity, but rather in making
that choice with incorrect information. Two aspects of this information problem
are considered in turn: whether the individual is knowledgeable about the
health hazards; and whether the individual understands the cost of changing
behavior in the future. The final subsection discusses the policy implications of
these findings.

Information on Health Hazards

An argument is frequently made that smokers may not be correctly
informed about the risks of smoking. The Congressional Budget Office, for
example, cited statistics indicating some smokers are not aware of the linkage
between cigarette smoking and various diseases.24

In a recent study, Viscusi uses two surveys of the general population-his
own and one provided by the tobacco industry-to quantify smokers' and
nonsmokers' perceptions of the health risks of smoking.2 The two surveys
yield similar results. Survey respondents were asked how many of 100 smokers
are likely to die from smoking-related diseases.

According to Viscusi, mortality statistics on smoking-related deaths indicate
the total lifetime mortality risk to smokers ranges from 0.18 to 0.36 (18 to 36
of each 100 smokers are likely to die from disease caused by smoking).26

23 VIecu (1992).

24 Congressional Budget Office. Federal TazaAon of Tobacco, Alcoholic Beverages, and Motor

Fuels. Washington. D.C.: U.S. Government Printing Office, August 1990.

2 Viscusi (1992). Portions of his book also appear in "Do Smokers Underestimate Risks?'
Journal of Political Economy, vol. 98, 1990, pp. 1253-1269, and "Age Variations in Risk Perceptions
and Smoking Decisions," Review of Economics and Statistics, vol. 73, no. 4, 1991, pp. 577-588.

26 These lifetime estimates must be derived from annual estimates of smoking-rebated disease.
The technique for preparing this esimate is discused in some detail by Viscusi. It begins.
however, with the basic data on annual deaths attributed to smoking. See U.S. Library of
Congress. Congressional Research Service. Mortality and Economic Costs Attributable to Smoking
and Alcohol- Abuse, Report 93-426 SPR by C. Stephen Redhead, April 20, 1993 for further
information on attributable deaths.
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Survey respondents perceive this risk to be 0.54.27 This perceived risk differs
somewhat depending on smoking habits-0.47 for current smokers, 0.50 for
former smokers, and 0.59 for those who have never smoked. The perceived risk
is higher for younger ages than for older ages, probably because the young have
been more heavily exposed to information on smoking and health risks. Viscusi
also finds a tendency among respondents to overstate the expected number of
years of life lost because of smoking.

To summarize, Viscusi finds that while smokers perceive smaller risks than
nonsmokers, smokers also perceive risks to be higher than indicated by scientific
evidence. Thus, while some individuals may not be aware of or may reject the
evidence on the health cost of smoking, this does not appear to be the case

overall. These results should not be surprising, as it is common for individuals
to overestimate the risk of a highly publicized discrete event that is reported
without reference to the event's frequency of occurrence in the population to
whom such an event may occur (common examples are the risks of being killed
by tornadoes or struck by lightning).

If individuals overestimate the health hazards of smoking, a tax would not
correct for imperfect information.2

Information on Habit-Formation and Addiction

In addition to inaccurate risk assessment, market failure also could result
if individuals incorrectly assess the impact the addictive properties of tobacco
will have on any future attempt to quit.

According to the economic theories applied to addictive behavior, simply
because individuals engage in I ahavior that involves habit formation or

addiction does not mean they are making a mistake, as long as the individual
recognizes the difficulty of modifying behavior in the future and the possibility
of a need for such modification.' Individuals make many decisions that are
difficult to change (and that they are probably aware are difficult to

change-marriage, job, purchasing a home, locating in a given area-without
those decisions being seen as bad choices and appropriate targets for government
intervention.

27 Much of this overestimation of risk is due to overestimation of the risk of lung cancer

2 Some argue that an individual's perception of risk differs when considering the risk for
people as a group versus the risk for him or herself. Unfortunately, no quantitative measure
exists to ascertain the extent, if any, of this dLfference. See US. Department of Health and

Human Services. Reducing the Health Consequences of Smoking: 25 Years of Progress. A Report

of the Surgeon General 1989, DHHS Publication No. (CDC) 89-8411, p. 216, hereafter Surgeon
General's Report, Chapter 4 for a dmcussion of this issue.

29 For a model of rational addiction, see Frank Chaloupka. "Rational Addictive Behavior and
Cigarette Smoking," Journal of Poliical Economy, Vol. 99, no. 4. August 1991, pp. 722-742.
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From this perspective, when smokers make a mistake it is due to a failure
of information-a failure to understand either the difficulty of altering future
behavior or the likelihood that alteration will be desired. It is not easy to assess
the extent to which this problem occurs. A variety of observations support both
the view that incomplete information is a serious problem and the view that it
is a less important problem.

Two types of evidence might shed some light on the severity of this
information problem, The first is evidence of the strength of the addiction
problem. The less pronounced the addiction problem, the less serious is any
failure to understand the problem. Second, if the addiction problem is serious,
is there evidence that individuals are aware of the problem?

1. Evidence on habit formation and addiction

The evidence supporting the problem of habit formation is straightforward.
That smoking is habit forming is essentially beyond dispute. There is also a
substance in tobacco, nicotine, that is physically addictive to some degree.10
A very large number of smokers say they would like to quit or have tried to quit
at least once,31 and quitters experience a high rate of recidivism.3 2

Individuals also continue to spend money on smoking cessation programs.

Other observations suggest, however, that addiction is not serious enough
to make smoking decisions significantly different from many other decisions in
which the government does not intervene. For example, although many smokers
have tried to quit and failed, many also have tried and succeeded, the vast
majority without help.' The number of former smokers is now as large as the
number of current smokers.

Smoking decisins also respond to changes in prices in a way that is
consistent with consumption der'ions about many other products, and increased
publicity about health risks did reduce smoking substantially. Thus, individuals
appear to be able to cease smoking when the price (either in actual cost or in
implicit, perceived health costs) increases substantially.

M This issue is discused in U.S. Department of Health and Human Service., The Health
Consequences of Smoking: NicotineAddiction, 1988, Surgeon General Report, DHHS Publication
No. (CDC) 88-8406. Another discussion that takes the position that there is a serious problem
with physical addiction and that is written for the general public is in the chapter on smoking in
Jeffrey Harris, Deadly Choices: Coping with Health Risks in Everyday Life, Basic Books, New
York: Harper.CoUins Publishers, 1993, p. 167. *

31 Seventy percent of current smokers have made at least one serious attempt to quit. 0ee
Congressional Budget Office. Federal Tazaton of Tobacco, Alcoholic Beverages, and Motor Fuels.
Washington, D.C.: U.S. Government Printing Office, August 1990.

32 For data on relapses after quitting attempts, see Harris (1993), p. 167.

33 Surgeon General's Report 11989).
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The fact that many individuals say they would like to quit is indicative of
the difficulty of breaking pleasurable habits but does not necessarily prove a
serious addiction problem. As an illustration of how one might interpret
discrepancies between statements of preferences and action, Viscusi notes that
half of the people who live in Los Angeles say they would like to leave. The fact
that they do not leave does not mean that they have no control over the
decision, but rather that they perceive the benefits of staying to be greater than
the benefits of leaving. Similarly, individuals may say they would like to quit,
but when dealing with the actual decision continue to smoke because they enjoy
it and cessation is a deprivation of an accustomed pleasure.

Indeed, some of the arguments used to support the case that smoking,
addiction, and the difficulty of changing behavior is a serious problem are
applicable to many other activities. Individuals not only engage in risky
activities, but they also fail to initiate or persist in many behaviors that would
contribute to their health (e.g. diet and exercise). When they do initiate
changes, they exhibit a high rate of failure to follow through even when
considerable money is spent on programs to attain these ends. Many overweight
individuals have made a serious attempt to lose weight and failed; many
sedentary individuals have made an effort to initiate and maintain a regular
exercise program and failed. Few suggest these behaviors justify government
intervention.

2. Evidence on information regarding addiction

Even if addiction is a serious problem, there ie no market failure if
individuals are aware of it when they make the initial smoking decision.

The argument that incomplete information is a serious problem begins with
the observation that most smokers begin early in life, typically in the teenage
years, when a lack of information or understanding may be more severe. A
survey of teenagers showed that half expect not to be smoking in five years,'
whereas data show that smoking participation generally does not decrease until
much later in life. This evidence suggests that teenagers may well have
incorrect perceptions about their ability to stop smoking.

On the other hana, some data indicate that even the very young are aware
that it is difficult to quit smoking. About 75 percent of those 14 and younger,
when queried about the difficulty of stopping smoking, identified as true the
btstement "It is very hard to stop smoking."M

3 Surgeon General's Report, 1989.

56 Viscusi (1992). It is possible that young teenagers who smoke may have different
perceptions from the average, however.
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Poicy Reuponsm

The fundamental tax policy issue is twofold. If smoking decisions are
assumed to be reasonably informed, then the government should not intervene
beyond correcting for spillover effects. If, however, the decision is assumed not
to be informed, then intervention may be appropriate and a tax might make
smokers better off in the long run if it led them to quit or fail to take up the
habit.

The preceding discussion suggests uncertainty about the degree to which
the smoking decision is a wrong decision when it is placed in the context of
individual preferences. The evidence presented suggests that there is not much
of a case for a market failure with respect to information on the health hazards
of smoking. Indeed, it is possible that individuals overestimate these health
costs, on average. Whether individuals are informed about the difficulties of
changing future smoking behavio, is much less certain.

As a correction to information problems regarding addiction, a tax has
certain shortcomings. First, use of a tax that is set properly requires a
quantification of the degree to which information is incorrect, a measure that
cannot be made based on current information and that would presumably vary
widely across individuals.

Second, the tax would be an effective deterrent to smoking primarily for
those who have not yet begun and for those smokers who are least addicted.
This is not an inconsequential step, but the tax would not be an effective
remedy for correcting behavior for those who have already made an uninformed
choice.

Finally, as in the case of spillover effects within the family, a tax aimed at
"helping the smoker" produces distributional or equity effects that blur the
desirability of the policy overall. Consider, for example, a tax of the magnitude
proposed by the health care plan. Based on the elasticities used in section II,
the short-run participation elasticity of tobacco consumption (percentage change
in share of individuals smoking divided by the percentage change in price) is
about -0.3 and the long run elasticity is about -1.2. Assuming a constant elastic
function with a 75-cent tax, about ten percent of individual smokers will quit
smoking in the short run. In the long run, the reduction will be about a third.
This is troubling because the tax makes worse off the majority of those it is
intended to help, and is particularly burdensome to lower-income individuals.

On the whole, therefore, a tax may not be the most appropriate policy
instrument to deal with the information problem. It is true that some estimates
of behavioral response suggest that taxes can elicit a large response from
teenage smokers (a reduction for the 75-cent tax increase up to a third). But
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adolescent smokers account for only six percent of all smokers. Non-tax
alternatives may be better targeted. If lack of information about addiction is the
primary problem, perhaps a better response is to disseminate information to the

- young about the dangers of addiction through educational programs in the
schools, general advertising, and perhaps through warning labels. If the age of
initiating smoking and immaturity of decision-making by young smokers seems
to be the primary problem, an approach might be to introduce stricter laws
limiting the sale of cigarettes to minors and to enforce those laws.3" To help
current smokers who will constitute the great majority of smokers in the near
and medium term, more assistance for quitting (including information and better
nicotine replacement devices) may be a desirable public policy.' Indeed, one
feature that may be desirable in a health care plan is to provide coverage for
expenditures on smoking cessation. Finally, a policy option that might help all
individuals would be the development of a less dangerous cigarette."

3 Calculated from data in National Cancer Institute, The Impact of Cigarette Excise Taxes on
Smoking Among Children and Adults, Summary Report of a National Cancer Institute Expert
Panel, August 1993.

37 It has been argued that Laws barring sales of cigarettes to minors are enforced in only two
of the 47 states with such laws. See "U.S. Urged to Escalate Tobacco War." Washington Post.
January 12. p. A16. See also the discussion in the 1989 Surgeon General's Report, pp. 587-588
and 596-608 regarding smoking policies in public schools, State laws regarding sale and possession
by minors, and enforcement issues.

" Jeffrey Harris, Deadly Choices: Coping with Health Risks in Everyday Life. New York:
Harper-Collins Publishers, 1993, suggests that nicotine replacement devices might be improved.

39 Viscusi (1992) indicates that public health officials have not encouraged such improvements,
such as a "smokeless" cigarette that would continue to deliver rucotmne and mumic actual smoking
without many other adverse effects.
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IL CIGARETTE TAXES AS A REVENUE RAISER

The proposed health care program ,is to be permanent, and the cigarette tax
has been presented as a permanent feature of its financing. One standard for
evaluating the tax might be whether it will generate revenue sufficient to
finance a constant share of the program's costs over time. If it does not, policy
discussions of the proposed health care program ought to consider what
financing source will replace cigarette tax revenue beyond the budget
window. 4

This section demonstrates that long-run cigarette tai collections, although
increasing over time, will be a diminishing share of long-term health care costs.
First, the impact of failure to index the proposed per-unit cigarette tax is
disct, sed. While real spending is likely either to grow (if the health care "price
index" increases faster than the rate of inflation) or to remain constant (if the
health care "price index" rises at the rate of inflation), the real value of every
dollar of tax revenue will decline as the price level rises. Second, it is
demonstrated that, even were the tax indexed and income growth zero, health
care costs will grow at the rate of population growth while revenue will grow at
less than the rate of population growth. This discrepancy occurs because the
sensitivity of smoking participation rates to price changes will increase over
time, which in turn will generate larger reductions in cigarette consumption and
tax revenue. The net effect on the Government's budget from reduced cigarette
consumption-the possibility that the Government's reduced medical expenses
due to smoking will offset its reduced cigarette tax revenue-is discussed. Third,
the effect of per capita income growth on health care spending and cigarette tax
revenue is discussed. Finally, an estimate is made of the proposed tax's effect
on State tax revenue.

INDEXING

To simplify exposition of the consequences of adopting an unindexed
cigarette tax, assume that the price level rises at an annual rate of four percent
and that health care costs also rise at this rate of inflation (an underestimate
given the current rate of increase in medical care prices). The absence of
indexing affects cigarette tax revenue in two ways.

Were the cigarette tax indexed ouch that the tax rate on a pack of cigarettes
always generated 75 cents in real 1994 dollars, the tax revenue collected on each
pack of cigarettes would purchase the same amount of health care at any point
in time, 75 cents worth in 1994 dollars. Why? Because both health care costs

40 Although some might argue that anticipated long-term administrative cost savings will
compensate for the long-term decline in cigarette tax revenue identified in this report, two factors
suggest this is far from certain. First, experience shows administrative cost savings to be easy to
conceptualize but difficult to achieve. The Reagan budget projections of savings from elimination
of "waste, fraud, and abuse" are instructive in this regard. Second, the estimates of long-term
cigarette tax revenue decreases in this report do not account for continuance of the long-term
downward trend in cigarette consumption, and the decrease therefore is understated.
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and revenue would increase at a four percent rate. This is not true for an
unindexed tax. After six years, the 75-cent tax on a pack of cigarettes will
purchase only 62 cents of health care; after 14 years, 45 cents; after 40 years,
16 cents; and after 53 years, 10 cents. The growing discrepancy between
nominal and real tax collections is illustrated by the solid lines in figure 1.

figure 1. Effect of Four Percent Inflation on $0.75 pet These calculations
Unit Cigarette Tax: Nominal Value, Real Value, and apply to the tax collected
Percentage Change in Real Price on each pack of cigarettes.

The number of packs will$0.8. 100 t % c R be responsive to the price
$0.8, 100 change-the topic of the

next section. Any
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$0.61 'effect declines over time.
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R" VaO O Wx this pre-tax price of $1.30
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$. -dashed line in figure 1 is

$10 the 75-cent tax divided by
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$i " 0 cigarette price. This
1 14 27 40 53 66 percentage change in real

Number of Years after Imposition of Tax price declines from 42
percent today to 28
percent in 14 years, 11.5

percent in 40 years, and 7 percent in 53 years.

SHORT-RUN VERSUS LONG-RUN PARTICIPATION RATE

Ever, if the tax were to be indexed or if there were zero inflation, cigarette
tax revenue would reasonably be expected to finance a decreasing share of
health care program cost over time due to behavioral responses of smokers. The
response of cigarette consumption to price changes is summarized by estimates
of the price elasticity of smoking participation rates and the price elasticity of
the quantity of cigarettes smoked per smoker. The participation rate elasticity
measures the percentage change in smokers divided by the percentage change
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in the price of cigarettes. The quantity elasticity measures the percentage
change in quantity of cigarettes purchased per smoker divided by the percentage
change in the price of cigarettes.

Two facts are discernible from table 1: the smoking participation rate
(column 2) is much more sensitive to price than is the average consumption of
smoking participants (column 3); and the smoking participation rate of the
young is much more sensitive to price (-1.2 elasticity for 12-17s) than is the
participation rate of other age groups (-0.15 elasticity for 36-74s).

Table 1. Price Elasticity of Smoking Participation
Rate and Quantity per Smoker, by Age

Quantity per

Age Participation Rate smoker

12-17 -1.20 -0.25

20-25 -0.74 -0.20

26-35 .0.44 -0.04

36-74 -0.15 -0.15

All ages -0.31 -0.11

Source: Department of Health and Human Services,
Reducing Health Con.sequences of Smoking: 25 Years of
Smoking, 1989. Surgeon General Report, Table 13, p. 5 3 7 .
These estimates represent a synthesis of numerous
econometric studies. See the Surgeon General's report for
a summary.

The difference in participation rate elasticity among age groups is
consistent with expectations about demand for an addictive or habit-related
product. Since one's addiction or habit dependence presumably increases the
longer one consumes a product, the ability to quit in response to a price increase
is likely to decrease with age.

These elasticity differences have important consequences for long-term
revenue collections. The 12-17s' elasticity of -1.2 suggests that a one percent
price increase would reduce smoking participation by 1.2 percent. In contrast,
the 36-74s' elasticity of -0.15 suggests a one percent price increase would reduce
smoking participation by 0.15 percent. As a result, the reduction in smoking
participants in response to the 75-cent tax would not be great in the short
run-note the weighted price elasticity of participation rates for all ages is -0.31
(53 percent of current smokers in 1992 were 36 or older). Since the 75-cent
cigarette tax represents a 42 percent increase in the average $1.80 price of a
pack of cigarettes, the number of smokers will decline in the short run by 10.2
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percent.4" When the response of quantity per smoker is incorporated, a
reduction in cigarette consumption of 15.1 percent becomes the base for the
short-run revenue estimate.

As the years march on, the population of smokers comes to be dominated
by new cohorts of 12-17s whose initial smoking participation decision will be
made in response to a -1.2 elasticity rather than the -0.15 elasticity. This
process will generate a substantial decrease in the long-run aggregate
participation rate relative to the rate in effect in the first five or six years of the
tax. The expected long-run reduction in consumption of cigarettes will be much
greater than in the short run.

As is true with econometric estimation of any behavioral parameter, the
precise magnitude of these price elasticities is the subject of considerable debate.
The estimates in table 1 are from the "traditional" framework, in which quantity
demanded is a function of current price. The long-run price elasticity is inferred
from the differences in elasticities Sy age group, as described above. Recent
research has investigated the possibility that an addictive good such as
cigarettes is subject to a much more complex demand relatio r'ship. This
"rational addiction" framework suggests that today's consumption is dependent
upon both past and future consumption.' This framework estimates short-
run and long-run elasticities directly, and finds the long-run elasticity to be
higher than the short-run elasticity, a result consistent with this report's use
of the elasticities in table 1. The rational addiction estimates, however, tend to
find a somewhat smaller difference between the short-run and long-run
elasticities than is implied by the estimates in table 1. These smaller differences
may be less accurate than the differences from the traditional literature for two
reasons: the estimates represent a time period considerably shorter than
probably is necessary to capture the full response to price; and the specification
of the rational addiction model creates serious econometric estimation problems.

The purpose of the long-run revenue projections presented in this section
is to illustrate the existence of a growing revenue shortfall over time. This
phenomenon would occur no matter which estimating framework's elasticities
are used. Obviously, numerous other factors affecting revenue sand not taken
into account here would change over the lifetime span of these revenue
estimates.

41 A simple linear calculation suggests a reduction of 13.2 percent. the product of 0.31 and the

price change of 0.42. converted into a percentage. A constant elasticity demand function is used
in this report, which produces a participation rate reduction equal to l I- {W1.80 + .75)/1-80)0311.
or 0.102.

42 See Becker, Gary S., Michael Grossman, and Kevm M. Murphy. An Emptrical Analysis of

Cigarette Addiction. National Bureau of Economic Research Working Paper No. 3322. March
1993; Keeler, Hu, Barnett, and Manning 1993); and Chaloupka t1991).
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Federal Revenues

CRS's estimates of
gross and net Federal
revenue generated by the
proposed cigarette tax for
the next 69 years are
presented in figure 2.
These revenue estimates
aisume the tax is indexed
and passed forward in a
higher price. The
estimates incorporate:
zero per capita income
growth; population
growth; and a changing
aggregate participation
rate elasticity as today's
population is aged for 69
years. This allows the
entire population (age 12
to 80, an age range that
includes almost all
smokers) to have its initial
smoking participation
response to the proposed
75-cent tax be made as a
member of the 12-17 age
group. The details of
these calculations are
provided in Appendix C.

Gross Federal
revenue in figure 2 is 75

Figure 2. Federal and State Revenue from Indexed
$0.75 Federal Cigarette Tax: Assumes Population
Growth, Increasing Participation Rate Sensitivity, No
Per Capita Income Growth
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cents times the number of packs of cigarettes sold. Net Federal revenue reflects
two adjustments: a reduction of 24 cents per pack for the existing cigarette tax
that is not collected on consumption discouraged by the 75-cent tax (the
difference between before-tax and after-tax consumption); and a reduction of 25
cents per dollar of revenue (net of the 24-cent per pack adjustment) for the lost
Federal income tax collections attributable to reduced factor incomes (capital
and labor income from cigarette sales revenue decreases by the amount of the
increased Federal cigarette tax revenue). Net revenue grows over the 69 years
from $11.466 billion to $12.353 billion.

The time path of revenue in figure 2 reflects the combined influence of
population growth, which increases consumption and revenue, and the
population's increasing participation rate sensitivity to the tax-induced price
change, which decreases consumption and revenue. The effect of increasing
participation-rate sensitivity (fewer smokers) on long-term revenue collections
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can be isolated in two ways. In figure 3, the upper revenue line is the first
year's net cigarette tax revenue ($11.466 billion from figure 2) growing in
response to increasing population." No adjustment is made for the increasing
participation rate sensitivity-the first year's participation rate sensitivity is
assumed to prevail through time. The second revenue line in figure 3 is the
same as the lowest solid line in figure 2 that incorporates both population
growth and increasing participation rate sensitivity. The difference between the
two series is attributable to the changing participation rate sensitivity. As
illustrated by the bottom line in figure 3, net tax revenue falls short of the
revenue that would be required to finance a constant share of real health care
costs (which are assumed to grow at the population growth rate). The shortfall
becomes a constant 33 percent of the upper revenue line after 56 years.

igure 3. Shortfall of Revenue from Indexed Cigarette
ax Due to Increasing Participation Rate Sensitivity An alternative view of
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43 Figure 2 net revenue in year X is multiplied by the ratio of before-tax consumption in year
X to before-tax consumption in year 1. The 505.107 billion cigarettes subject to Federal tax in
year 1 grows to 806.670 billion cigarettes in year 69.
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sensitivity." In effect, this is the revenue from a tax had it been instituted
many years ago; that is, a tax that had been instituted many years ago would
provide long-term revenue of $7.7 billion, not $11.4 billion. The difference
between the two revenue lines is attributable to increasing participation rate
sensitivity. One might say that the shortfall is the amount by which one would
overestimate long-run revenue collections if one assumed the budget-window
revenue estimate would prevail into the future. Again, the percentage shortfall
is 15 percent after 20 years, reaches 30 percent about year 43, and becomes a
constant 33 percent of the upper revenue line after year 56.

Net Budgetary Effect

Some may argue that
this estimate of a long-run
revenue shortfall from an
indexed cigarette tax is
not an important poliLy
issue because the
reduction in smoking will
lead to offsetting
budgetary savings as the
Government's medical
expenditures decline.

Several factors
suggest that reduced
smoking will not improve
the Government's
budgetary position. First,
the preceding section
indicates that the net
external cost of smoking is
less than the tax per pack.
For each pack that is not
smoked there is a loss of
99 cents (the tax) and a
gain of 33 cents (if all
external costs are borne by
the Government). Thus,
the net budgetary effect
could be an increase in the

Figure 4. Shortfall of Revenue from Indexed Cigarette
Tax Due to Increasing Participation Rate Sensitivity:
Assumes No Population Growth, No Per Capita Income
Growth
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Second, the 33-cent per pack gain may be received by private sources rather
than the Government. In fact, it seems likely that the Federal budget currently

4 Actual revenue is normalized by multiplying figure 2 revenue in year X b' the ratio of
before-tax consumption in year 1 to before-tax consumption in year X.
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benefits from smoking because of the Government's heavy involvement in Social
Security and Medicare, whose costs appear to be to,:uced due to early death of
smokers. In that case, reduced smoking would add to the deficit."

Finally, for purposes of the narrow issue of Government budgetary costs,
the appropriate discount rate should be the Government's real borrowing rate,
which is typically quite low, perhaps currently in the two percent range. 46 As
demonstrated in section I, a discount rate this low generates net external
savings from smoking, which means reduced smoking probably would cause an
increase in net budgetary costs.

This issue should be explored more carefully. This brief discussion
suggests, however, that smoking reductions induced by the proposed tax will
generate reductions in Government medical expenditures that are too small to
offset the associated reductions in cigarette tax revenue.

INCOME GROWTH

An important determinant of demand for any good or service is income. A
"normal good" is one for which consumption tends to increase as income
increases. An "inferior good" is one for which consumption decreases as income
increases. This relationship is summarized as the income elasticity of a good.
A normal good will have an income elasticity greater than zero; an inferior good
will haye an income elasticity less than zero.

Research on the demand for consumer goods suggests that both health care
and cigarette consumption are normal goods for which the income elasticity of
demand is nore than zero but considerably less than 1.0. At the moment, this
literature does not provide strong grounds for suggesting that the demand for
cigarettes will grow at a slower rate than will the demand for health care in
response to income growth. '7

46 The Govrnment/pnvate shares of medical costs for nonelderly workers might shift under
the new ryst m,-depending on how binding the percentage cape are. Under the President's
proposed health care plan, mandated payment. will be limited to a cap as a percentage of
earnings. If these caps were binding everywhere, reductions in medical expenditures would result
in smaller Government subsidies. If the caps are binding nowhere, there will be no effect.
Presumably, the effects will be binding in some cases and not in others.

46 Based on the WEFA Group forecast for 1992 through 1996 (U.S. Economic Outlook,
January 1994), the average real rate of interest t less than one percent for 3-month T-bils and
slightly over three percent for ten-year bonds.

47 See Viscusi (1992) for a summary of the cigarette literature. Wasserman, Manning,
Newhouse. and Winkler (1991) estimate the incotme elasticity of cigarette demand at different
points in time (1970 through 1985). They rmd a small negative income elasticity beginning in
1983, which if correct would generate a somewhat larger revenue shortfall than estimated above.
For a summary of the medical care literature, see Feldstein, Paul J. Health Care Economics.
Albany, New York: Delmar Publishers, 1993; and Folland, Sherman. Allen C. Goodman. and
Miron Stano, The Economics of Health & Hfealth Care, New York: Macmillan Publishing
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STATE REVENUE LOSS

As noted earlier, the States levy an average 26-cent tax on a pack of
cigarettes. The 75-cent proposed Federal tax will reduce consumption of
cigarettes. As a result, States will lose 26 cents on every pack of reduced
cigarette consumption." These State revenue losses over time are presented
in figure 2 as the dashed line at the bottom of the figure. The State revenue
loss grows from $1.0 billion to about $3.6 billion over the 69 year period.

Company, 1993. Feldatein provides a discussion of the estimation issues that plague the income
elasticity estimates for health care and leave its "true' value in a state of uncertainty.

48 After-tax consumption is 85.4 percent of before-tax consumption of 505 billion cigarettes in
year I of the tax and 65.5 percent of before-tax consumption of 806.7 bilion cigarettes in year 69.



[IL INDUSTRY EFFECTS OF TOBACCO TAXES

Questions have been raised about the effect on the tobacco industry in
general, and its employment in particular, if a tax equal to 42 percent of price
is imposed on cigarettes. The issue of job losa from any national policy needs
to be discussed from the perspectives of the national economy and the local or
regional economy.

JOB LOSS AS A NATIONAL ISSUE

The Tobacco Institute combines its own estimate of reduced demand with
Price Waterhouse's estimate of jobs attributable to tobacco to produce an
estimate of 273,000 jobs lost from a 75-cent tax.4g

These job loss estimates are argued to be too high. Studies by the Coalition
on Smoking OR Health and Arthui"Andersen indicate that almost 90 percent of
the jobs attributed to the tobacco industry by the Price Waterhouse study are
either indirectly related to the industry (e.g., jobs in retail trade or suppliers to
the industry) or are the result of multiplier or expenditure-induced jobs." The
expenditure-induced effect accounts for about two-thirds of the job loss, and is
based upon an assumption that reduced compensation (factor incomes) in the
tobacco industry will in turn reduce demand in other sectors. Other criticisms
by these groups of the job loss estimate incl ude: a possible overstatement of
effects due to use of a linear demand curve for tobacco; a failure to adjust the
estimate for already existing declines in employment and prices; and a failure
to consider exports.6

In evaluating the jobs issue, first note that the effect of tobacco taxes on
total jobs is short-run. In the long run, workers will shift to new jobs; such a
tax would not affect the overall long-run unemployment rate.

Even the short-run aggregate job lose estimate is overstated because the
assumption of a zero spending offset is not realistic. Money not spent on
tobacco by those who quit purchasing it will be spent on other commodities.

19 Tobacco Institute, Economic Impact of the Tobacco Industry and Economic Loosses Due to
475 Cents Per Pack Tax Increase. 1993; Price Waterhouse, The Economic Impact of the Tobacco
Industry on the United StaW in 1990. October 1992.

60 Coalition on Smoking OR Health. Tobacco, Health and Jobs: Myths and Realites
(undated); Arthur Andersen Economic Consulting, Tobacco Indutry Employment: A Review of
the Price Waterhouse Economic Impact Report and Tobacco Instiate Estimates of Economic Losses
from Increaing the Federal Excise Tax', October 6, 1993.

61 Some of these criticisms are more valid than others. The elasticities applied by the Tobacco
Institute are quite modest, and there is no reason that the tax-induced decline in employment in
the tobacco industry will be influenced by any secular trend already occurring. Indeed, such an
ex sng trend would make it les likely that such contractions could be absorbed by attrition.
Similarly, the fact that price. have recently fallen has no obvious implication for a tax that is still
two years from imposition.

82-283 0 - 94 - 6
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Taxes collected by the Government will be used for other purposes (lower health
insurance premiums). While it is true that a tax that reduces the deficit can
induce short-run nationwide unemployment, a tax that is offset by an increase
in income and spending elsewhere is unlikely to have much effect. 2

JOB LOSS AS A REGIONAL ISSUE

The jobs issue is a short-run, regional issue. In those areas of the country
where tobacco growing and manufacturing are concentrated, job losses would
occur. Moreover, a local multiplier effect probably exists, although whether it
is as large as that suggested by Price Waterhouse is not clear. The fact that
these losses largely will be offset by gains in other areas, however, does not
lessen the economic significance of the issue for the affected areas.

On the other hand, if a policy is judged to be beneficial to the Nation as a
whole, it ought not necessarily be abandoned simply because it produces subsets
of winners and losers. It may be preferable to cushion the blow by
simultaneously adopting policies to both compensate losers and smooth their
transition. For example, adjustment assistance to affected workers might be
offered in the form of payments and training. The remainder of this section
estimates the regional job loss for the major tobacco-producing States, to provide
some idea of the possible need for, and cost of, transition assistance.

Price Waterhouse estimated an overall nationwide employment of about
160,000 in tobacco growing and auctioning and about 50,000 in manufacturing.
About 93 percent of these jobs are concentrated in six states (North Carolina,
Kentucky, Virginia, Tennessee, Georgia, and South Carolina), with the lion's
share located in the first three.

North Carolina has 40 percent of the growing/auctioning jobs (64,000) and
43 percent of the manufacturing jobs (22,000). Kentucky has 27 percent of
growing/auctioning jobs (43,000) and about 14 percent of manufacturing jobs
(7,000). Virginia accounts for 7 percent of growing/auctioning jobs (12,000) and
a quarter of manufacturing jobs (12,000). The remaining three States are
involved mostly in growing and auctioning, each of the three has about 12,000
tobacco-related jobs. Tobacco-related jobs account for slightly under three
percent of total State employment in North Carolina and slightly over three
percent in Kentucky, but less than one percent in the other States.

If the tax is fully passed on in price and if all production is directed to the
domestic market, the expected short-run consumption decrease would generate
about a 15 percent reduction in tobacco-related jobs. But all production is not

62 Some small effect might result from the time needed for adjustment. These issues are

discussed in US. Library of Congress. Cong .-.mional Research Service. Is Job Creation A
Meanngful Policy Justification?, Report 92-697 E by Jane G. Gravelle, Donald W. Kiefer, and
Dennis Zimmerman. September 8, 1992.
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directed to the domestic market, and the job loss estimate must be reduced
substantially to reflect the effect of exports, which are not subject to the tax.

Data for 1992 indicate that about 45 percent of flue-cured tobacco -
production and 32 percent of burley tobacco production are exported as leaf
tobacco. In addition, 26 percent of cigarette production (which uses most of the
remaining 55 percent of flue-cured leaf tobacco and 68 percent of burley leaf
tobacco) is exported. These numbers suggest that exports account for 50 percent
of burley tobacco production, 59 percent of flue-cured tobacco production, and
26 percent of cigarette production. Weighting by jobs in manufacturing and
growing, and assuming that tobacco in Kentucky is burley and tobacco in the
other States is flue-cured, these export effects reduce the estimated tobacco-
related job loss by 51 percent in North Carolina, 47 percent in Kentucky, and
38 percent in Virginia. That is, demand for tobacco workers would be expected
to fall, after adjusting for export demand, by 7 percent in North Carolina, 8
percent in Kentucky, and 9 percent in Virginia.

The importance of this job loss to each State's economy depends on both
the percentage change in tobacco-related employment and tobacco-related
employment's share of total employment. Multiplying these percentages
indicates that total employment would fall by about three tenths of one percent
in Kentucky, about two tenths of one percent in North Carolina, and less than
one tenth of one percent in Virginia. Even a large regional multiplier would be
unlikely to increase any effects beyond one percent. Of course, these effects are
not evenly spread across each State, and would produce larger local effects.

Two factors might reduce the effect on jobs. The first is the possibility that
the tax will not be immediately passed on in price. Tobacco manufacturers who
are not able to alter instantaneously their capital stock may absorb some of the
tax in the short run. Second, consumers may take some time to adjust to the
higher prices.

Finally, one of the best forms of transition assistance for a major policy
change such as the cigarette tax increase might be to phase it in over a few
years. The proposed tax does just the opposite-because it is not indexed, it
begins as a large tax that declines in value over time.
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IV. THE EQUITY ISSUE

Selective excise taxes often are not considered desirable revenue raisers
because they disproportionately burden those who use the taxed products,
thereby imposing horizontal inequities (unequal taxation of those with equal
income). Excise taxes also may be considered undesirable because they tend to
impose a heavier share of the burden on lower-income individuals than does the
traditional source of Federal revenue, the income tax.

These equity issues have always been important in evaluating excise taxes
on tobacco, and have been discussed comprehensively in a recent Congressional
Budget Office study.' These equity issues are summarized below.

Cigarette taxes are especially likely to violate horizontal equity and are
among the most burdensome taxes on lower-income individuals." Only about
a quarter of adults smoke, and less than half of families have expenditures on
tobacco. Tobacco is more heavily used by lower-income families than are other
commodities, and is unusual in that actual dollars (in addition to the percent of
income) spent on tobacco products decline in the highest income quintile. As a
result, tobacco taxes impose a burden (as a percent of income) on the lowest
fifth of families that is 3.6 times the average burden and 8.0 times the burden
on the highest quintile.' In contrast, the income tax burden on the lowest
quintile is less than one-tenth the average burden.' However, these concerns
about distribution across incomes may be ameliorated by the benefits of the
health care program, which would constitute larger proportion of the income of
lower-income individuals.

6 Congressional Budget Office, Federol Taatnon of Tobacco. Beverages, and Motor Fuels.
August 1990, Washington, D.C., U.S. Government Printing Office, p. 34.

64 It is probably appropriate to focus on the amount of the tax imposed in excess of
spillover costs, however, in assessing horizontal equity.

66 Congressional Budget Office (1990), p. 29.

M Congressional Budget Office, Effects of Adopting a Value Added Tax, February 1992.
Washington, D.C., U.S. Government Printing Office, p. 35.
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V. POLICY IMPLICATIONS: ALTERNATIVE FINANCING
SOURCES AND OTHER POLICIES

An increased cigarette tax as a method of financing health care reform
appears questionable on efficiency, budgetary, and equity grounds. The most
straightforward justification for linking the two-that smokers impose financial
costs on nonsmokers-probably has already been corrected by existing cigarette
excise taxes. The revenue from the tax will be substantial but will decline over
time relative to budget-window estimates and will finance an increasingly
smaller share of health care costs. The cigarette tax will fall on a small share
of the population and will disproportionately burden lower-income individuals
compared to almost any other revenue source. On the other hand, the tax does
have considerable popular support and would help to deter the young from
becoming smokers, although stricter enforcement of restrictions against sales to
minors and prohibition of smoking in areas frequented by minors might
accomplish the same goal.

If the Congress is interested in exploring alternatives to cigarette tax
financing, several are available. First, other taxes that possess more desirable
economic effects might be considered to replace all or part of the revenues to be
derived from the tobacco tax. Second, some of the spending programs in the
health plan might be adjusted or eliminated, thereby making tax increases
unnecessary. Third, should all or part of the tobacco tax be retained, design
improvements might be considered. Finally, alternative policies to target
concerns about teenage smoking are discussed.

OTHER TAX SOURCES

An alternative revenue source that comes to mind in this context is an
increase in the excise tax for alcoholic beverages. As with tobacco consumption,
a link exists between alcohol consumption and health (both as a result of
damage due to drinking and from traffic injuries). Evidence from the Manning
study suggests that, unlike tobacco, spillover effects for alcohol substantially
exceed current taxes. Thus, substitution of an alcohol tax for the tobacco tax
would improve economic efficiency. Alcohol taxes are also regressive, but they
are less regressive than tobacco taxes. About $8.0 billion is estimated to be
collected from alcohol taxes in FY 1994 (compared to $5.7 billion for tobacco),
so that the current taxes would have to be increased by a smaller percentage to
yield the same amount of revenue. Taxes are currently lighter on beer and
wine, per ounce of alcohol, than they are on distilled spirits.

Another alternative is to increase the rates or broaden the base of the
traditional main source of Federal revenue, the income tax. Either rate
increases or base broadening would be progressive compared to the regressive
tobacco tax, and would fall broadly on all individuals rather than on a narrow
group. Thus, the income tax might be considered a more equitable source of
revenue for a national health care system. In addition, some base broadening
options would seem to be natural for health care reform because they could also
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promote economic efficiency in the health care market. A prime example is
employer-paid health care premiums, which under current law and under the
proposed plan distort consumer choices because they are excluded from the
individual's income and are deductible by the employer.

PROGRAM REDUCTIONS

The health care proposal is a very large, complicated plan, and
opportunities may exist to reduce spending. In general, tax revenues collected
under the plan are dispensed either in benefit increases to public health
programs (such as increased drug benefits for Medicare) or in a network of
subsidies woven into the plan. One subsidy would prevent mandated employer
premiums from exceeding a percentage of salaries; another would help lower-
income individuals pay for their share of program costs.

Within this network of subsidies, the set of subsidies for small businesses
might deserve particular attention. Under the proposal, small businesses will
receive special subsidies for their mandated premiums, with the subsidies based
on a sliding scale that moves with business size and wage income. The
argument for these subsidies is essentially a transitory one--concern that the
imposition of these mandated payments on smaller firms that did not already
have such plans will cause unemployment. As a permanent measure, such
subsidies are likely to be inefficient-favoring workers of small firms may
misallocate resources and generate less economic output. Due to the transitory
nature of this problem, these subsidies could be phased out over a few years.67

MODIFICATIONS TO A CIGARETTE TAX

If a cigarette tax is to be used owing to its feasibility, short-run revenue
generating potential, impact on smoking reduction (particularly among the
young), and ease of administration, policy makers are faced with a revenue
source that declines in real terms and relative to the program expenditures.

A straightforward revision would be to index the tax. While one can debate
the merits of imposing a tax in the first place, if the tax is to be imposed,
indexation would ensure that the tax maintains its real value. A tax that is not
indexed creates short-term disruption in the industry for a revenue source that
eventually will dissipate. In addition, because the erosion in real value due to
failure to index occurs slowly, an unindexed tax looks better for budgetary
purposes in the short run than in the long run. Of course, indexation could be
achieved by periodic revisions on an ad hoc basis, but it is difficult to see the
merits of such an ad hoc system as opposed to the certainty of an indexed tax
if maintenance of a fixed share of financing through the tax is a policy goal.

57 Over a long period, the small business subsidies wW eventually disappear because they are

tied to average earrings of the firm's employees, which are not indexed.



163

Even with an indexed cigarette tax, revenues from it will still decline.
Unless a similar decline in spending can be identified in the current program,
or can be incorporated into the health plan, the shortfall in the tax will lead to
an increase in the budget deficit.

POLICIES TO AFFECT SMOKING AMONG THE YOUNG

If the primary focus of the cigarette tax is to decrease youth participation
rather than to generate revenue, an alternative and more carefully targeted
approach might be increased regulation and information programs. A regulatory
approach might target restrictions in areas frequented by teenagers (such as
schools and libraries) or might include stricter laws prohibiting the sale of
cigarettes to minors. Although research on the effects of regulations has only
just begun, it suggests that regulatory policies may be effective in discouraging
the initiation of smoking among the young." Indeed, it is possible that price
responses actually are smaller than those estimated, and that some of the
measured response is reflecting the effect of regulatory policies. Such regulatory
policies might be more effective than taxes, as well as more targeted. Such
policies would avoid the adverse economic consequences that cigarette taxation
imposes on the mature smoking population. Should taxation remain the
preferred deterrent even without the revenue goal, greater reductions in
smoking would be obtained if the tax was cut loose from the health care
program and its revenue earmarked for increased antismoking regulatory and
education efforts, perhaps including a system of grants to the States. Such
earmarking was a feature of California's 25 cent per-pack tax that was enacted
in 1989.69

Wasserman, et al. (1991). included.

69 National Cancer Institute 1993).
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APPENDIX A: EVIDENCE ON PASSIVE SMOKING EFFECTS

The Manning study data do not indicate much of an effect of increased
health costs from passive smoking. These data are used to calculate the health
care costs of active smoking, but not passive smoking.60

The claim that pasive smoking results in damage to the health of
nonsmokers is based upon both theory and empirical analysis. In this view, the
theoretical case for the existence of passive-smoking effects is considered to be
sound and leads investigators to expect to find empirical support for the
proposition.

This theoretical case that passive smoking imposes external costs on
nonsmokers can be summarized in three steps: (1) environmental tobacco smoke
has the same components as smoke inhaled by smokers; (2) there is physical
evidence of some absorption of these components; and (3) a positive relationship
exists between active smoking and'additional disease and health costs.

Questions have been raised about this entire chain of reasoning, but the
focus here is the third link in the chain. This link is based upon evidence on
active smokers who report different amounts of smoking. Even the lightest
smokers among active smokers, however, experience far greater exposure to and
absorption of disease-causing agents than do passive smokers. Such evidence on
active smokers is necessary but not sufficient to conclude that a similar
relationship exists for passive smokers. It is entirely plausible that the
(unknown) health effects/physical damage function rises very little over the
range of exposure levels for passive smokers and begins to rise rapidly as the
physical damage levels experienced by active smokers are approached.

The existence of an exposure threshold for disease onset below which many
passive smokers fall is not implausible. Most organisms have the capacity to
cleanse themselves of some level of contaminants. It is for this reason that
public policy usually does not insist that every unit of air or water pollution be
removed from the environment; the damage of low levels of pollutants is
sufficiently small (through the self-cleansing process) that removal is not cost
effective. In fact, strongly nonlinear relationships in which health effects rise
with the square of exposure, and more, have been found with respect to active
smoking (see Sur-eon General's Report, 1989, p. 44). Were these relationships
projected backward to construct the lower (unknown) portion of the health
effects/physical damage function, the observed relationship might lead
researchers a priori to expect no empirical relationship. Thus, the issue raised
by this potential break in the causative chain is whether researchers should
expect to find a significant relationship between passive smoking and health
effects.

60 The Man= g study uses other data to make some calculations on the cost of cancer deaths
from passive-smoking The details of these calculations are unclear and the results appear to be
inconsistent with the remainder of the study.
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A number of epidemiological studies have messed the effects of
environmental tobacco smoke on specific diseases, with the largest body of
research focusing on lung cancer among nonsmoking wives of smokers. There
have also been a number of studies on heart disease in spouses of smokers and
general respiratory illnesses in children. Based upon these studies, several
Government agencies have, in the last few years, taken the position that
environmental tobacco smoke causes health hazards, including the Office of the
Surgeon General and the Environmental Protection Agency (EPA)."1 These
hazards include lung cancer risks in nonsmoking adults and respiratory effects
in children. EPA issued a risk assessment in 1992 that classifies environmental
tobacco smoke as a cancer-causing agent.

The positions taken on passive smoking's effects on health by Government
agencies and by the EPA 1992 assessment in paricular have been subject to
criticism by the tobacco industry and by some researchers. 2 The following
discussion of the lung cancer effect draws on the evidence presented on both
sides of the passive smoking issue with regard to the statistical and scientific
evidence.0

First, critics have questioned how a passive smoking effect can be discerned
from a group of 30 studies of which six found a statistically significant (but

61 U.S. Department of Health and Human Services, The Health Consequence of Involun",-
Smoking, 1986, Surgeon G*neral Report, DHHS Publication Number (CDC) 87-8398; and United
States Environmental Protection Agency (1992).

62 A group of tobacco growers and manufacturers has frled a lawsuit challenging the EPA

assesment as not being supported by the evidence. Among the issues -aimed is the use of
empirical work based upon exposure in the home to draw infersnces about health effects from
exposure in the workplace.

63 Theme sources include the U.S. Department of Health and Human Services, Surgeon
General Reports for 1986 and 1989; United States Environmental Protection Agency (1992), which
detail the rationales for their positions. Theo* reports also summarize the epidemiological studies
on environmental tobacco smoke, especially on lung cancer and childhood respiratory illness. The
reader is also referred to a hearing at which researchers who both supported and criticized the
EPA study appeared: U.S. Congress, House Committee on Agriculture Subcommittee on Specialty
Crops and Natural Resources, Review of the U.S. Environmental Protection Agency's Tobacco and
Smoke Study, 103rd Congress, 1st Session, July 1993. For a view that questions the passive-
smoking hazard, focusing particularly on lung cancer, and that is written for the layman, see Gary
L. Huber, Robert E. Brockie and V'ay Mahajan, "Passive Smoking. How Great a Hazard?"
Consumers' Research. July 1991, 10-15. 33-34 Huber, et al. also wrote a companion paper on
cardiovascular disease "Passive Smoking and Your Heart." Co. sumers' Research, April 1992, pp.
13-19, 33-34. Finally, see Kyle Steenland, "Passive Smoking and the Risk of Heart Dtsease,"
Journal of the American Medical Assoczaion, January 1, 1992, Vol. 267, pp. 94-99. These last two
articles provide capsule summaries of epidenuological studies on passive smoking and heart
disease Finally, see The Tobacco nstnute, EPA Report Scientifically Deficient for a summary of
the industry's criticism of the EPA report. Some cntics of the claim that passive smoking causes
disease have also raised questions about institutional bias m the Government or in the
professional journals; those issues are not addressed here
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small) effect, 24 found no statistically significant effect, and six of the 24 found
a pasive smoking effect opposite to the expected relationship.64

EPA attempted to standardize this diverse group of studies to account for
statistically important differences in their methodologies. One important
difference in the studies is the chance they accepted the absence of a passive-
smoking effect when in fact a passive-smoking effect existed. The smaller the
size of the sample (number of observations, or people, for whom data was
available), the greater the chance of making such a mistake. To correct for
these differences, EPA adjusted (weighted) the estimate of passive-smoking
effect in each study." This has the effect of reducing the importance of studies
with small sample size, studies that would tend to find less significant effects for
passive smoking, and increasing the relative importance of studies with large
sample size, studies that would tend to find more significant effects for passive
smoking.

EPA adjusted the results of eich study for misclassification bias (classifying
smokers or former smokers as never-smokers). It also made subjective
judgments about the extent to which the studies suffered from a variety of other

- statistical problems, such as confounding (failure to consider the influence of
other factors that might increase risk). Those that fared poorly in this analysis
were placed in a "Tier 4" category and excluded from the analysis of joint
significance of the studies. This procedure allowed EPA to "emphasize those
studies thought to provide better data...". (EPA, p. 5-61). After making all these
adjustments, EPA combined the studies to conclude that, as a group, the
remaining studies indicate existence of a passive-smoking effect.

Another test the EPA conducted was to examine the included studies for
evidence of a positive relationship, within each study, between risk and degree
of exposure (e.g. number of years smoked). They found such a relationship in
10 of the 14 studies for which such data were available. They also found that
the highest-exposure-level group had higher risks than other groups combined,
which was statistically significant in 9 of 16 comparisons.

One thing EPA did in its assessment is change the standard for statistical
significance from the usual standard, and the one generally used in the original
studies. Admittedly, it is unusual to return to a study after the fact, lower the
required significance level, and declare its results to be supportive rather than
unsupportive of the effect one's theory suggests should be present.

64 In this context, if 50 to 100 out of 1,000 active smokers wil die of lung cancer. 1 to 2 out
of 1,000 passive smokers wl die of lung cancer. This is based upon EPA's estimates of lung
cancer deaths from passive smoking divided by the total lung cancer deaths attributable to active
smoking, plus Viscust's reported estimates of the lifetime risk of lung cancer deaths from active
smoking.

" The weight is the reciprocal of the study's passive-smoking effect variance divided by the
sum of th,, weights fnr all studies, tumes 100
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However, this characterization masks the critical issue raised by the change
in the statistical significance standard. The test of statistical significance used
in these studies answers the following question: How large a chance,
statistically speaking, are we willing to take that we accept existence of a
passive-smoking effect when in fact a passive-smoking effect does not exist? In
effect, EPA changed the standard from accepting a chance of two-and-a-half
percent to accepting a chance of five percent. The policy implication of this
change is that there will be a greater chance of focusing resources on an
inappropriate intervention (from an efficiency standpoint).

A few other issues are worthy of mention. These studies do not have (and
indeed cannot have) very precise estimates of exposure from environmental
tobacco smoke. The data are based on interviews of the subjects or their
relatives. If errors in measurement occur in a systematic way that is correlated
with development of the disease, the effect would be to bias the results. An
example would be if those individuals who developed lung cancer (or relatives
of those individuals) remembered or perceived their exposure differently from
those who did not develop the disease.

Another concern is the possibility that some nonsmokers are actually
current or former smokers and that such current or former smokers are more
likely to be married to husbands that smoke. While EPA made some adjustment
for this effect, it is not possible to correct precisely for this problem. That is. it
remains possible that a relationship observed might reflect the effects of active
rather than passive smoking.

In addition, while EPA considered the presence of confounding factors in
its evaluation of the studies, this issue is not laid to rest. If wives of smokers
share in poor health habits or other factors that could contribute to illness and
that are not or cannot be controlled for, statistical associations found between
disease and passive smoking could be incidental or misleading. This effect could
presumably be correlated with exposure levels.

These limitations of studies are often inevitable, but they impart some
degree of uncertainty to the results, especially when relatively small risks are
estimated.

Two epidemiology studies that each covered a large number of observations
were published in 1992 after the cutoff date for inclusion in the EPA report.
The one with the largest number of observations found no overall increased risk
of lung cancer among nonsmoking spouses of smokers,6 the other found an

66 Ross C. Brownson. Michael C R. Alavanja, Edward T. Hock. and Tunothy S. Loy, "Passive
Smoking and Lung Cancer in Women," American Journal of Public Health, November 1992. vol.
82, pp 1525-1529
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increased, but statistically not significant, lung cancer risk.67 Both studies
looked at exposure levels within their samples and both found a statistically
significant increased risk among the highest exposure group in some categories.
In smaller exposure groups, the first study found an unexpected relationship (a
negative relationship between passive smoking and disease) and the second
found a positive, but not a statistically significant, relationship. It has been
pointed out that in large studies where the data are broken into several subsets
and each is analyzed separately, some associations may be statistically
significant as a matter of chance.

Many of the statistical concerns raised above with regard to lung cancer are
relevant to respiratory effects in children and heart disease in adults. Indeed,
the conclusions by these Government agencies about passive smoking and
disease are generally not extended to heart disease. The presence of other
factors that may be related to these illnesses that are not controlled for are
particularly important in the caqe of heart disease and general respiratory
illness, where the link between active smoking and the disease is not as
powerful as in the case of lung cancer. To restate this criticism, if wives or
children of smokers share in poor health habits or other factors that could
contribute to illness, statistical associations found between disease and passive
smoking could be incidental or misleading." s

The public health community, at least as represented by these Government
agencies, is of the opinion that the weight of the evidence shows that exposure
to passive smoke constitutes a small, but real, risk of lung cancer. However, the
tobacco industry, some researchers, and some others question that conclusion.

67 Heather. G. Stockwell, Allan L. Goldman, Gary H. Lyman. Charles 1. Noss, Adam W
Armstrong, Patricia A. Pinkham. Elizabeth C Candelora, and Marcia R. Brusa. "Environmental
Tobacco Smoke and Lung Cancer Risk in Nonsmoking Women," Journal of the Vational Cancer
Institute, September 16, 1992, vol. 84, pp. 1417.1422.

63 Huber. et al., (1992) and Steenland (1992), present a tabular summary of the heart disease
and passive smoking literature. The respiratory illness in children and passive smoking literature
are surveyed in Environmental Protection Agency (1992).
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APPENDIX B: COMPARISON OF ESTIMATING
PROCEDURES OF MANNING AND OTHER STUDIES

This appendix explains why the Manning study provides the best estimate
of the net external cost of smoking and the size of cigarette tax that is
appropriate to compensate for these external costs. Note that the five studies
discussed in this appendix control for the influence of age and sex. References
to the failure of these studies to control for the influence of nonsmoking factors
on external costs refer to factors other than age and sex.

RICE, ET AL.

Several studies attempt to measure the medical expenditures and other
health related costs that are caused by smoking. One of the most comprehensive
is by Rice, Hodgson, Sinsheimer, Browner, and Kopstein.s This study
identifies smokers' and nonsmokers' medical expenditures for what are thought
to be smoking-related diseases. Smokers' medical expenditures in excess of
nonsmokers' medical expenditures are estimated to be six percent of total
medical expenditures in 1980."0 The estimates are not translated into a per-
pack cost. Note that this study does not estimate lifetime medical expenditures,
includes all excess medical expenditures of smokers (not just the portion paid by
society, the external cost shara'), an j does not control for nonsmoking factors
known to influence medical expenditures. This study also estimates total lost
output due to disability and early death (costs that are largely internal).

OFFICE OF TECHNOLOGY ASSESSMENT (OTA)

The OTA uses the same methodology as Rice et al. to calculate total health
costs (external and internal). It finds smokers' excess medical expenditures (for
1990) to be only three percent of total medical expenditures."

The OTA translates these costs (both medical expenditures and lost
productivity) into a $2.59 per-pack total cost of smoking in 1990 income levels.
This cost greatly exceeds the Manning estimates of spillover effects for several
reasons.

69 Dorothy P. Rice, Thomas A. Hodgeo, Peter Sinsheimer, Warren Browner, and Andrea N.
Kopetein, *The Economic Costs of the Health Effects of Smoking, 1984," Milbank Quarterly, v. 64,
no. L 1986, pp. 489-548; they also compare their results to several other studies and fid the Rice,
et al. result. to be slightly higher.

70 Medical expenditures are taken from House Ways and Means Committee, 1993 Green Book

(Oueruiew of Enttlement Programs), July 7, 1993, p. 266.

71 Statement of Rcger Herdman, Maria Hewitt, and Mary Laschober, Office of Technology

Assessment (OTAJ, On Smoking Related Deaths and Financial Cost. before the Senate Spectial
Comuttee, on Aging, May 6, 1993.
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Most importantly, the OTA costs are not limited to and were not intended
to measure external effects. There is no offset for the lower pension and Social
Security costs of smokers, which would be appropriate to measuring external
costs. Almost two thirds of the $2.59 cost results from productivity losses from
disability and early death; the majority of these productivity costs are costs to
the individual and not spillover costs. The remainder, which amounts to 79
cents, is an estimate of smokers' total excess medical expenditure.

There are other reasons that OTA's costs are larger than the Manning
estimates. These appear upon examination of the 79-cent medical expenditures
portion of the estimate, which is more readily compared to the Manning
estimate. The Manning study's estimate of external medical expenditures
amounts to 34 cents in 1990 dollars (adjusted for the medical services price
index) for the base case and 20 cents for the estimate that restricts expenditures
to those related to smoking-related diseases (cancer, circulatory, respiratory,
etc.). Since the OTA study focused on habit-related diseases, it is appropriate
to compare OTA's 79-cent figure with Manning's 20-cent figure.

Two adjustments can be made to the OTA 79-cent estimate to make it
comparable to the Manning estimate. First, the Manning estimate accounts only
for external costs, while the OTA estimate includes both internal and external
medical costs. Manning estimated the smoker's out-of-pocket costs (excess
internal medical expenditures) to be 28 percent of excess smoker medical
expenditures. Using this 28 percent share as a guide to eliminate the internal
cost share, the OTA 79-cent estimate is reduced to 57 cents of external costs.

Second, the Manning estimate includes only the portion of these excess
costs that remain after adjusting to control for attributes other than smoking
that might influence differential health costs. This adjustment reduces costs by
about 15 percent. If that same 15 percent reduction were to be applied to the
OTA 57-cent estimate, the estimate would fall to 49 cents.

After making these adjustments, the OTA's 49-cent estimate is still 2.5
times the size of Manning's 20-cent estimate. Two additional reasons for these
differences are discussed in more detail in the mathematical discussions below,
and arise from making lifetime medical expenditure estimates based upon
observation of current differences in medical expenditures of smokers and
nonsmokers. First, this approach ignores the offsetting medical expenditure
savings from smokers' average earlier deaths. Second, it ignores the impact of
the time-dependent nature of the relationship between smoking and health care.
The health consequences of smoking typically occur many years after smoking
has commenced and may appear after smoking has ceased. To calculate the
efficient tax, one takes into account the timing of taxes and payments-taxes
come earlier. Applying current costs to current cigarette consumption does not
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adjust for this effect, as Uescribed in the mathematical discussion, and overstates
the tax appropriate to cover excess medical expenditures. 2

Because the OTA estimates do not meet any of the three criteria for
estimating external costs-identifying a complete set of external savings,
controlling for other attributes, of smokers besides smoking that might cause
medical costs, and using a lifetime perspective-they cannot be used as evidence
for the appropriate tax level to account for spillovers.

LIPPIATr

Other studies have examined the costs of lifetime medical expenditures.
Some find that lifetime medical expenditures are smaller for smokers than for
nonsmokers due to earlier death and lower future medical expenditures. One
such study is Lippiatt's7

3, which relies in turn on Oster, Colditz, and Kelly's
estimates of the costs of lung cancer, emphysema and coronary heart disease."'
The Lippiatt study has been criticized by Hodgson (see next study), who
suggests the finding of smaller lifetime medical expenditures for smokers is
attributable to using too narrow a definition of smoking-related illness, as well
as other limitations.

The Lippiatt study, whether its estimates are right or wrong, uses the same
methodology as the Manning study in looking at lifetime external expenditures,
but -is confined to estimating only the medical expenditure component of
external costs. It does not control statistically for other attributes (other than
age and sex). Its purpose is to provide a comparison to Manning's estimates of
excess lifetime medical expenditures, not to calculate a fully developed spillover
effect. This study's finding that smokers have lower lifetime medical
expenditures than nonsmokers suggests Manning's net external cost estimate
(at least, the estimate when the focus is on smoking-related diseases) may be too
high.

The Lippiatt study is an incomplete analysis that cannot be used to
measure the total spillover effect, but if its estimates were correct there would
likely be significant external savings to smoking. Even setting the medical
expenditures at zero (no difference between smokers and nonsmokers) would
lead to net external savings of 17 cents if there were no adjustment to the effect
of smoking on retirement age, and savings of 43 cents if the full adjustment

72 Of course, cigarettes smoked over a lifetime may vary individually in their effects on

health. Ideally, a tax would reflect the marginal cost of each cigarette, but such an estimate
would be difficult to make and such a tax impossible to design.

73 See Barbara C. Lippiatt, *Measuring Medical Cost and Life Expectancy Impacts of Changes
in Cigarette Sales." In Preventive Medicine, vol. 19, no. 5, September 1990, pp 515-532. This study
focused on the habit-related diseases.

74 Gerry Oster, Graham A. Colditz, and Nancy L. Kelly, The Economic Costs of Smoking and

Benefits of Quitting, Lexington, Mass.: D.C. Heath and Company, 1984.



172

were made. Moving from a net external cost of 33 cents to a net external
savings of 17 cents to 43 cents is a shift of 50 to 76 cents per pack.

HODGSON

A recent study by Hodgson finds, like Manning, that lifetime medical
expenditures are larger for smokers. 6 The Hodgson study uses the same
methodology in measuring lifetime medical expenditures as Manning and
Lippiatt. The Hodgson study finds a larger increase in lifetime medical
expenditures for smokers than the Manning base case-37 percent for males and
31 percent for females."6 The Manning study's calculations of per-pack
spillover effects reflect an estimated excess of 18 percent.

The Hodgson study does not control for the effect of nonsmoking
characteristics. In the Manning study, smoking accounts for about 85 percent
of excess medical expenditures. After adjusting for this factor, the Hodgson
estimate remains about 60 percent higher than the Manning estimate. Hodgson
did not investigate the consequences of restricting the analysis to diseases
actually thought to be related to smoking.

As in the case of the Lippiatt study, the Hodgson study does not provide a
complete set of estimates that can be used to calculate the external costs per-
pack. If all calculations in the Manning study were increased by 60 percent to
reflect the higher Hodgson estimate, the total per-pack net external cost would
be 53 cents. If only the medical expenditures component were adjusted, the net
external cost would be 62 cents. The absolute increases are 20 to 29 cents.
These amounts are somewhat higher than the current tax of 50 cents, but would
justify only a small increase in tax.

HARRIS

In recent testimony before Congress, Harris estimates that smokers' excess
medical expenditures alone add up to $3.71 per pack of cigarettes at 1995
income levels." Comparable estimates from the Manning study are 49 cents

76 Thomas A. Hodgson, "Cigarette Smoking and Lifetime Medical Expenditures" Milbank
Qu*Hy, Vol. 76, No. L 1992, pp. 81-125. This study also reviews other studies. The techruques
used by the Hodgpon study differ from those in the Manning study in a variety of ways; one which
may be a partial source of difference is the use of ten-year age intervals in the Hodgpon study.

76 The Hodgson study uses a base case with a 3 percent discount rate, but reports results at
a 5 percent rate as well. For a 3 percent rate, the costs are 32 percent and 24 percent higher
respectively.

77 Testimony of Jeffrey E. Harris. Regarding Financing Provisions of the Administration's
Health Security Act, before the Ways and Means Committee. November 18, 1993 Harris also
reports $2.32 of costs inposed on nonsmokers by smokers when he adjusts for the fact that
smokers share in the higher insurance premiums paid by everyone. This adjustment is not made
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for the base case and 28 cents for the lower-bcund case based upon habit-related
illnesses.

This $3.71 figure relies on an estimate that smokers' lifetime medical
expenditures exceed nonsmokers' costs by 20 percent, a difference only slightly
greater than the 18 percent difference Manning uses in the base case estimate.
So what accounts for the gap between Harris' per-pack excess medical
expenditure estimate of $3.71 and the comparable Manning estimate of 49 cents?

Harris' figure is not adjusted for the share of these excess medical
expenditures paid for by the smoker (internal costs). If the $3.71 is reduced by
the 28 percent internal cost share of the Manning study, it declines to $2.67, or
5.5 times as large. (This adjustment may be too large, but the objective of this
exercise is to try to reconcile the two numbers). If the $2.67 figure is adjusted
for the light difference in the two estimates of smokers' excess lifetime medical
expenditures (20 percent for Harris and 18 percent for Manning), it declines
further to $2.36.

The remaining difference between these estimates is attributable to the
upward bias that arises when the 20 percent estimate of excess lifetime medical
expenditures is converted into dollar terms by using current medical
expenditures and current cigarette consumption rather than using discounted
lifetime values. The mathematical exposition below explains that this procedure
incorrectly incorporates- lifetime medical expenditures into the analysis and
causes a substantial overestimate of external excess medical expenditures. This
overstatement is particularly likely when smoking has beep declining and is
probably magnified by the projection forward to 1995.

CONCLUSION

Although some of the other research discussed appears to produce different
results from the Manning study, none of these studies correctly estimates the
net external costs or savings translated into a per pack equivalent tax. Indeed,
the lifetime medical care studies provide some reassurance that the Manning
results are reasonable. The Manning study's estimate falls between the two
estimates reported here.

in the Manrng study; nor would it be appropriate to do so for measurng the efficient tax The
Manning study attempts to estimate the tax that will correctly price cigarettes to smokers--that
is, the costs imposed by the individual smoker on others that are not taken into account by the
smoker. If smoking ram insurance costs for everyone, the individual smoker would pay only a
tu.y fraction of the cost he is imposing since that additional cost is spread over all the individuals
in the pool.
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MATHEMATICAL COMPARISON OF MANNING, OTA, AND HARRIS
FE RATES OF PER-PACK COSTS

This section places the Manning estimating procedure in mathematical
terms and uses it as a framework for illustrating why the net external costs (and
optimal tax) estimated by the OTA and Harris studies are too large.

To illustrate how the Manning per pack calculations are made and how
they relate to other calculations, assume a simple model where individuals live
for three periods, incurring medical costs in each period. All smoking
(designated as one unit of tobacco in period one) occurs in periods one and two,
with half as much smoked in the second p ijod (to represent those who quit
after the first period). The smoker (whether or not he quits) lives only two
periods. Note that the model is not designed to represent smoking behavior, but
rather to explain the fundamental differences in the types of calculations.

The present value of health costs for non-smokers is:

(1) PVHCn = Co +C,/(1+R) + C2/(1+R) 2

C represents health costs in each of the three periods, subscripted by 0, 1,
and 2. R is the discount rate. Suppose the smoker incurs an additional cost of
Cz in the second period. The present value of health costs for the smoker is:

(2) PVHC, = Co +(C,+C.)/(1+R)

The present value of excess lI;fetime costs of health care for smokers relative
to nonsmokers is the difference between (2) and (1), or:

(3) PVHCd = C,/(I+R) - C (1+R)2

The correct tax will be a tax that sums in present value to these excess
costs. If the tax is T per unit, the present value of the tax collected will be
(remember, there is one unit of smoking in the first period and .5 units in the
second period):

(4) PVT = T + .5T/(1+R)

To determine the tax, set (3) equal to (4) and solve for T:

(5) T = (C&/(1+R)- C,'(1+R)2)/{1 + .5/(l+R)}

Equations (1) through (5) illustrate the Manning study's calculation of
excess smoker medical costs. The optimal tax per pack is then calculated by
deleting those excess medical costs paid directly by the smoker (internal costs)
and adding the smoker's non-medical external costs.

Neither the OTA nor the Harris estimates used this approach.
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OTA Esdimats

The OTA estimate of tax per pack attributed to medical care is based not
on observing the present value of cost differentials, but rather on the amount
of smoking-related health costs observed in the economy at any given time.
These total health costs that one observes in the economy at a given time can
be expressed as the sum of the costs of all the smokers 3nd nonsmokers of
different ages in the economy:

(6) TC = F(C0 + (C1+C,)/(1+G,)) + (1-F){Co + C/(1+G,) + C/(I+G,) 2))

G refers to the growth rate (of smokers and non-smokers respectively), and
F is the share of the youngest group that smokes. The growth rates are
necessary to add up the population (and associated costs) of smokers and non
smokers of different ages. Thus, if smokers are growing at growth rate G,, there
will be 1/(1+G,) smokers one period older than the youngest cohort.

The OTA estimates of health costs result from an observation of the
additional medical costs of smokers in period 2. The base of the tax will be the
actual units consumed (not the present value). The calculated tax will be:

(7) T = {C1/(+G,}/{1 +.5/(1+G,)}

Comparing (7) to (5), one can see that this method overstates the tax for
two reasons. First, there is no accounting for the offsetting savings from early
death (the second term in the numerator of equation (5)). Second, the second-
period costs are discounted at the smoker growth rate rather than the discount
rate. Two conditions have to occur for this use of the growth rate rather than
the discount rate to overstate the tax. The discount rate must be greater than
the growth rate. And the consumption of tobacco must occur earlier than the
occurrence of the medical costs. Note that since smoking has been declining, the
growth rate will actually be negative. It appears that both conditions for
overstatement are satisfied.

Harris Estimates

Now consider the effects of the method used by Harris. Harris begins with
an estimate taken from other studies of the percentage increase in lifetime
health costs due to smoking, using a ratio slightly higher than Manning's base
case estimate. In this example, this excess health cost is:

(8) (C,/(1+R) - C2/(I+R)2}/{Co + C1/(1+R) + C.A(1+R) 2}

Harris converts this number into a per-pack tax, by using observations of
shares of the population that are smokers (current and former) and
nonsmokers, observations of current consumption. and observations of current
medical costs. As is shown below, this procedure can result in significant errors
in measurement of the tax.
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A a first step, Harris converts the ratio in (8) into a total share of medical
costs by the formula F'r/(l+F'r), where r is the ratio in (8) and F' is the
observed share of smokers (and former smokers). This share is multiplied by
total observed medical costs and applied to observed consmption. After some
rearrangement, one finds this tax is equal to the correct tax (in equation (5)),
multiplied by three factors.

The first factor is the ratio of F' (the observed share of smokers) to F (the
share of the youngest group that smokes). This number will tend to be larger
than one (F greater than F) if the growth of smoking cohorts is smaller than
the growth of non-smoking cohorts. In that case, the share of the population
that is composed of current and former smokers is greater than the share of the
youngest generation that smokes. Since smoking has been declining for many
years, this value is likely to be greater than one. (There is some offset for
smokers who die earlier than nonsmokers, which reduces the observed
population share, but this effect is likely to be quite small, as it affects only a
few cohorts.)

The second factor is the ratio of the observed to the present value of
medical costs, but with the present value of the smoker's and non-smoker's costs
weighted by F' rather than F:

(9)

(Co + C,/(l+G) + FC3 /(1+G)) + (1-F)(CJ(1+G.)2))

(C0 + C1/(l+R) + F'(C/(1+R)) + (1-F')(C2/(1+R)2)}

where G represents the overall growth rate of the population (a weighted value
of G, and G. from the previous period. This ratio will also be greater than one
because growth rates are lower than discount rates.

Finally, it will be multiplied by the ratio of the present value of the units
of tobacco consumed to the observed value:

(10) (1 + .5/(1+R)}/(I + .51(1+G)}

This ratio will be less than one because the growth rate, G, is smaller than
the discount rate.

Theoretically, the product of these three ratios is ambiguous, but when
tobacco usage precedes the appearance of most illness by a large stretch of time,
the second factor will greatly outweigh the third in importance and a large
overstatement of the tax will result. Since tobacco use typically begins in the
teenage years and many individuals subsequently quit, but tobacco-related
illnesses tend to occur in middle and old age, much more discounting is involved
in (9) than in (10). As a result, the discounting that takes place in the ratio of
observed to present value medical costs is greater than in the ratio of observed
to present value of units of tobacco consumed.

With a significant difference in discount rates and growth rates and a large
difference in discounting periods, the calculated tax could be several times the
actual tax. Suppose hat we ignore the effect of F'I/F and any differences
between growth rates of smokers and non-smokers. Assume the growth rate is
one percent and the discount rate is 5 percent. If medical costs are discounted
on average for 40 years, but consumption for ten years, the tax calculated in this
fashion will be three times too big. If medical costs are discounted over 50
years, the tax will be five times too big.
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APPENDIX C: ESTIMATING PROCEDURE FOR REVENUE
PROJECTIONS

Every age between 12 and 80 is assigned the participation rate, average
consumption, participation-rate elasticity, and average-consumption elasticity
appropriate to its age group. 7-  The participation rate and average
consumption are combined with population-by-age data to provide an estimate
of total cigarette consumption for 1992. This total consumption proved to be
about 90 percent of the 504.314 billion U.S. cigarette consumption reported for
1992. Each age group's average consumption is then adjusted upward to ensure
that beginning consumption is approximately equal to 1992 cigarette
consumption.

Per capita U.S. cigarette consumption has declined steadily from 2,821 in
1979 to 2,009 in 1992. The model estimated here does not attempt to adjust the
average cigarette consumption of smokers for this downward trend (although
the downward trend in per-smoker consumption would be less significant than
the downward trend in per capita consumption due to the downward trend in
participation). The output of the model is pre-tax and after-tax consumption for
a period of 69 years, a period of time sufficient to allow the entire population
to have responded to the tax as teenagers.

Understanding this model requires explanation of two calculations: the size
of the population at any point for a given age; and the after-tax participation
rate and average consumption for a given age group as it moves in time toward
80 years of age.

SIZE OF POPULATION BY AGE

Data on mortality rates for 1991 indicate that deaths per 100,000
population increase steadily as age increases, from 25.8 for ages 10-14 to 4,806.8
for ages 75-79.' This pattern is assumed to remain invariant for the next 69
years. The population in place today at any given age is assumed to die at these
mortality rates. Thus, next year's 46s are equal to today's 45s minus the
number who die during the year they are 45. The resulting population of 46s
in year two (45 year old survivors) in turn dies at the mortality rate of 46s.

,* Partupaiuon rate and average consumption data are from several pubbcations of the U S
Department of Health and Human Services. Public Health Service. Centers for Dimsea Controi
and Preventuon. Natonal Center for Health Statistics Advance Data. No. 22L December 2,1992.
Table 2, Health United Stases 1992 and Healthy People 2000 Review DHHS Pub No iPHS) 93.
1232. Table 64 and 66; and Vital and Health Stnancs. Smoking and Other Tobacco Use; United
Sttes, 1987. DHHS Pub. No. PHS) 89-1597. Table 1 The elasucity eemuates come from the
Surgeon General's report cited in table 1 of the teAt,

7* U.S. Department of Health and Human Services. Plbhc Health Service. Center, for Disease
Control and Preventon. National Center for Health Statistics Monthly Vital Stsasmcs Report
Vol. 42. No. Z Supplement. August 31. 1993
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thereby generating the number of 47s in year three (46 year old survivors who
were 45 when the tax was imposed). This process continues until the original
45s are 80, at which time it is assumed (in order to reduce the computational
burden) that all age 80s die (nobody survives to 81). This process allows for no
immigration or emigration.

The total population grows at the Census Bureau's 60-year annual growth
rate projection (1990 to 2050, middle-series projection) of 0.72 percent. The
number of new 12s in year two is equal to the projected new population minus
all the survivors for the original 12s through 799.' The number of new 12s
in year three is equal to the projected population minus all the survivors for the
12s through 799 in year two. Continuing this process through the years, the
number of new 12s in year 69 is equal to the projected population minus all the
survivors for the 12s through 79s in year 68.

PARTICIPATION RATES AND AVERAGE CONSUMPTION

The population in each age group is assumed to respond to the implicit
price increase imposed by the $0.75 tax at the participation.rate and average-
consumption elasticities presented in table 1 on page 23. All pre-tax smokers
are assumed to respond to the tax only at the time it is imposed. But
participation-rate data indicate that an age cohort's participation rate (prior to
the 75-cent tax) increases through age 44 and then begins to decrease. Thus,
some nonsmokers below age 45 at the time the tax is imposed will begin
smoking at a later date, and some smokers.older than 45 at the time the tax is
imposed will stop smoking at a later date.

How do these nonsmokers at the time the tax is imposed respond to the 75
ce:t tax when they begin smoking at a later date (an older age)? As long as the
participation-rate elasticity for the age group the new smokers were in at the
time the tax was imposed is identical to the participation-rate elasticity for their
new (older) age group, the new smokers are subject to the same response to the
tax price increase as the original smokers in the cohort: But when the
participation-rate elasticity has decreased (see table 1), potential new smoking
participants (the difference between a higher participation rate and the previous
lower participation rate) are assumed to respond to the lower elasticity. At that
point, the after-tax participation rate for the age cohort'is a weighted average
of original participants responding at the original, higher participation-rate
elasticity and new participants responding at the new, lower participation-rate
elasticity.

Another strategy is called for when a cohort's participation rate decreases.
The weighted after-tax participation rate calculated for the cohort at a younger
age is reduced by the percentage reduction in the participation rate, thus

So in year two. total population is equal to the onginal population time (1 .0072). in year
three, the multiphcation factor is 11 + 0072)2. and in year 69. the factor is 1+- 0072)1
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a sumipg smoking dropouts are spread proportionately over original and new
smokers.

Average consumption of a cohort's smokers also changes over time. It is

assumed that all smokers in an aging cohort, whether they be original or new

smokers, consume cigarettes at the historical record of average consumption for

their current (post-tax) age, adjusted for the price elasticity of average
consumption for their current (post-tax) age. That is, if at the time the tax is

adopted after-tax consumption for a 45-year-old is X and for a 60-year-old is Y,

today's 45s will consume Y at age 60 (whether new or old smokers) and today's

12s will consume X at age 45.

PREPARED STATEMENT OF KENNETH E. WARNER

Mr. Chairman, Members of the Committee, good morning. I am Kenneth Warner,
an economist and Professor and Chair of the Department of Public Health Policy
and Administration of the University of Michigan School of Public Health. I have
studied economic and public health aspects of tobacco use for 18 years, with special
attention to the health and economic effects of tobacco taxes and the impact of re-
duced tobacco consumption. I also served as the Senior Scientific Editor of the 25th
anniversary Surgeon General's Report on Smoking and Health, published in 1989.

In 19921 chaired an expert panel of 26 economists and health policy experts con-
vened by the National Cancer Institute to assess the state of knowledge of the im-
pact of tobacco taxes on tobacco use. The report of that expert panel, "The Imp act
of Cigarette Excise Taxes on Smoking Among Children and Adults," was issued by
the National Cancer Institute in August 1993.

I am pleased to be here today on behalf of the American Cancer Society, American
Heart Association, and American Lung Association, united as the Coalition on
Smoking OR Health. The Coalition and more than 100 health and civic organiza-
tions support a major cigarette tax increase of $2 per pack. A list of these organiza-
tions is attached. The case for such an increase is compelling because it will simul-
taneously avoid a substantial number of premature deaths and raise a substantial
amount of new revenue at predictable levels for the remainder of the decade.
I will make five main points that, in my judgment, represent the consensus of

independent health policy experts who have studied tobacco taxes over the years:

1. A. major increase in tobacco taxes is good health policy. Any significant tobacco
tax increase will avoid premature deaths by reducing tobacco use. A $2-per-pack in-
crease will reduce cigarette consumption by nearly a quarter and encourage more
than seven million Americans not to smoke, thereby preventing nearly 2 million pre-
mature deaths over time. It is the single most effective way to rapidly and signifi-
cantly reduce tobacco use among children and adults.

2. A major increase in tobacco taxes is good health care policy. A reduction in
smoking would result in a less expensive health care system. The most recent and
thorough analysis of-the medical costs associated with smoking concludes that
smoking imposes an estimated $501 billion in excess lifetime health care costs for
current and former smokers (in 1990 dollars). That number grows by approximately
$9-10 billion annually due to the additional excess lifetime health care costs of the
one million teenagers who take up smoking each year.' This study takes into ac-
count the fact that nonsmokers live additional years in which they incur health care
costs, but finds that the higher annual costs of smokers more than outweigh these
costs.

3. Tobacco taxes are a highly reliable source of significant revenue and will con-
tinue to be for many years to cone. Although tobacco tax increases will reduce to-
bacco use, the tax will generate substantial new revenue because the percentage
drop in consumption is far less than the percentage increase in price.

4. It is fair to single out tobacco as a sourct -if revenue for health care reform. To-
bacco is unique. Unlike any other consumer p oduct, tobacco kills hundreds of thou-
sands of people; indeed, it kills more people than all other consumer products com-

I T. Hodgson, "Cigarette Smoking and Lifetime Medical Expenditures," Midban Q., vol 70,
pages 81-125, 1992.
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bined. Furthermore it is harmful to users at all doses and is highly addictive. Vir-
tually all new tobacco users are children and the adverse effects of tobacco use fall
disproportionately on the poor. We would expect a major-tax increase to reduce
smoking most dramatically among young people and in low-income- communities,
while simultaneously providing revenue to help extend health care to those least
likely to be served today.

5. Tobacco taxes are a popular financing mechanism for health care reform. A na-
tional poll shows that about two-thirds of American voters support a $2-per-pack to-
bacco tax increase, including 66 percent of Democrats, 63 percent of Republicans,
65 percent of voters in tobacco-growing states, 71 percent of Latino voters, 63 per-
cent of African Americans, and even 33 percent of smokers!

Two major arguments have been made by opponents of a tobacco tax increase.
They argue that a tobacco tax increase will cause major job losses and that tobacco
users are already paying their fair share. I examine each of these premises below.

A MAJOR TOBACCO TAX INCREASE IS GOOD HEALTH POLICY

Tobacco products will kill about 1,100 Americans today and every day this year-
one every 75 seconds. In all, tobacco kills more than 1 in 3 long-term users and is
responsible for about one in five of all deaths each year. It is a major cause of heart
disease, lung cancer, mouth and throat cancer, emphysema, chronic bronchitis,
chronic obstructive pulmonary disease, low birth weight babies, strokes and many
other diseases. Tobacco is, beyond question, the single greatest cause of preventable
death in the U.S.

Despite all of the educational efforts over the past thirty years and the major re-
duction in the percentage of the adult population using tobacco, 46 million Ameri-
cans continue to smoke. Even more significantly, virtually all new users are teen-
agers or younger and the average age of initial use has been getting younger and
younger. If nay is a typical day, 3,000 children too young to purchase cigarettes
legally will light up for the first time and many of them will become addicted long
before their 18th birthday.

Tobacco taxes have been shown to significantly reduce tobacco use by discouraging
young people from beginning to smoke and encouraging current smokers to quit. It
impossible to estimate with a fair degree of confidence the likely health benefits of
a $2-per-pack cigarette tax increase (or of any other tax increase). This is because
analysts who have studied tobacco taxation agree on a number of key points, as re-
flected in the consensus statement from the 1992 National Cancer Institute's meet-
ing on the subject. The points include the following:

1. The price elasticity of demand for cigarettes is between -. 3 and -. 5, with -. 4
being a reasonable mid-range estimate. A - .4 p rice elasticity means that for exam-
ple, when the price of cigarettes is raised by 10 percent, consumption of cigarettes
will fall by about 4 percent.

2. A major increase in tobacco taxes will have an effect on teenagers that is at
least as great, if not greater than its effect on adults. One of the more compelling
studies on this point found that teenagers are as much as 3 times more price sen-
sitive than adults. 2

3. The main impact of higher tobacco prices is on the prevalence of smoking. This
is important because it means that tax increases do not just encourage people to
cut back, which would provide only marginal health benefits, but to quit smoking
entirely, or not to start smoking in the first place.

By applying what we know about smoking and tobacco taxes to the current popu-
lation, we estimate that the President's proposal to increase the tax by 75-cents per
pack would reduce consumption by about 12 percent and would discourage about 3.7
million Americans from smoking. A $2 cigarette tax increase, as the Coalition on
Smoking OR Health proposes, would reduce consumption by about 23 percent, and
would discourage about 7.6 million Americans from smoking. Based on the best
available epidemiological data, we conservatively estimate that about 1 in 4 of these
people ultimately would have died of diseases caused by smoking. Thus, a 75-cent
tax increase would prevent about 900,000 premature deaths over time. A $2 tax in-
crease would prevent about 1.9 million premature deaths over time.

These estimates demonstrate that the matter before you today is not simply one
of revenue raising. It is, quite literally, a life and death issue for up to two million
Americans.

2E. Lewit, D. Coate and M. Grossman, "The Effects of Government Regulation on Teenage
Smoking," Journal of Law and Economics, vol. 24, pp. 545-569, December, 1981.
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To insure that the full benefit of the projected tobacco tax increase is realized,
Congress should take two related actions.

First, Congress should index any tobacco tax increase to inflation, to maintain the
value of the tax in real terms. The U.S. has failed to do this in the past with the
ironic result that tobacco taxes are much lower today in real terms than they were
before we knew about the death and disease caused by smoking. In the absence of
indexing, federal and state tobacco taxes fell from 51 percent of the retail price of
cigarettes in 1966 to 26 percent in 92. Another result of the failure to adjust tobacco
taxes to correct for inflation is that U.S. tobacco tax rates have fallen below those
of every other major industrialized 'nation.

Second, Congress should tax all tobacco products at approximately equal rates, as
President Clinton has proposed. Any significant discrepancy in tax rates will encour-
age the substitution of smokeless and other tobacco products for cigarettes. This
would perpetuate tobacco's public health disaster because each of these tobacco
products causes cancer and other diseases.

A MAJOR TOBACCO TAX INCREASE IS A RELIABLE SOURCE OF SIGNIFICANT NEW
REVENUE

The amount of new revenue raised by tobacco taxes is substantial and highly pre-
dictable. The Joint Committee on Taxation, the Congressional Budget Office, and
the Department of the Treasury all agree that President Clinton's proposed 75-cent-
per-pack tax increase (with equivalent faxes on other tobacco products) will generate

10 to $11 billion per year in new revenue over each of the next five years and be-
yond: Revenue estimates for a $2-per-pack tobacco tax increase (with equivalent
taxes on other tobacco products) consistently have fallen in the range of $100 billion
in new revenue over the next five years. I believe that the Joint Committee and oth-
ers have been conservative in their calculations and that the amount of new revenue
will in fact be higher.

It is important to note that all of these estimates, including my own, are conserv-
ative estimates that fully account for the expected drop in smoking and other reve-
nue effects of raising tobacco taxes. While theoretically there is a figure at which
tax irreases so dramatically increase the price and discourage consumption that ac-
tual revenue will begin to drop, none of the proposals currently being debated comes
close to that point.

A MAJOR TOBACCO TAX INCREASE IS THE SINGLE MOST APPROPRIATE SOURCE OF
REVENUE FOR HEALTH CARE REFORM

The tobacco industry argues that tobacco should not be singled out for a tax in-
crease, yet the facts suggest exactly the opposite. Tobacco is a uniquely appropriate
source of revenue for health care reform.

Tobacco is unique because it kills more Americans than alcohol, car accidents,
AIDS, violent crime, cocaine and heroin--combined.

Unlike products that are harmful to some people under some circumstances, to-
bacco is unique because it is harmful to all users at all doses. In the form of envi-
ronmental tobacco smoke, it is harmful to non-users, ranging from babies in the
womb to elderly victims of heart disease.

Tobacco is unique because it contains nicotine, a highly addictive and toxic sub-
stance that is heavily regulated except when sold for human consumption in to-
bacco products.

As Already have noted, tobacco is unique because virtually all new users of to-
bacco are children. Most smokers start before the age of 16, and at least 90 percent
start before they are out of their teenage years. The vast majority of adult smokers
say that they want to quit smoking, and most have tried, although only a small frac-
tion succeeded in any given year. Thus the decision to start smoking is made by
children not adults, and the decision to continue smoking is a result of the addictive
power o? tobacco, and not the result of a "free choice."

THE TOBACCO INDUSTRY'S ARGUMENTS AGAINST A TAX INCREASE FAIL AS A MATTER OF
HEALTH AND ECONOMICS

a. The Tobacco Industry Has Grossly Exaggerated the Number of Jobs that Will Be
Affected

The tobacco industry claims that a major tobacco tax increase will have a dev-
astating effect on jobs. This is an issue I have researched over a period of many
years. I can say with authority that the tobacco industry's claims are grossly exag-
gerated and misleading.
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The tobacco industry exaggerates its economic importance in its estimates by as-
suming that money not spent on tobacco products will simply disappear from the
economy. Of course that money will not disappear, but will be redistributed by con-
sumers to other goods and services, providing comparable employment and business
opportunities in other industries.

With a colleague, I have published a study demonstrating that total employment
in my home state of Michigan will increase as tobacco use declines. A similar in-
crease in employment would be expected in the vast majority of states as consumer
dollars are redirected toward other goods and services.

The actual number of jobs that would be affected in tobacco-producing states is
much smaller than the tobacco industry suggests. The industry's estimates, for ex-
ample, do not account for the fact that more than 50 percent of all tobacco grown
in the U.S., and more than 30 percent of all cigarettes, are exported and will be
unaffected by the tax.

Economists who have reviewed the tobacco industry's job loss estimates, including
Arthur Andersen Economic Consulting, have concluded that the industry's unrealis-
tic assumptions build on one-another in a cumulative fashion, and that actual net
job losses, if any, would be a small fraction of the number predicted. Ironically, to-
bacco companies themselves are afar greater threat to farmers and manufacturing
workers than any tobacco tax. The companies reduced manufacturing jobs by 29 per-
cent between 1982 and 1992 through increased automation, and boosted imports of
foreign tobacco from 13 percent to 35 percent over the same time period.

The tobacco sector has been in decline since the 1970s. That trend will only accel-
erate in the future. Tobacco farmers, tobacco manufacturing workers and their elect-
ed representatives need to prepare for this continued decline. In this sense, a high
tobacco tax, with a generous portion earmarked to help tobacco farmers and their
communities make the transition to other so'irces of income, may represent much
more of an opportunity than a threat. The tax increase presents an historic oppor-
tunity simultaneously to provide meaningful assistance to communities reliant on
tobacco, reduce tobacco use and help fund health care reform. It is not an oppor-
tunity that will be repeated and I urge this Committee to take advantage of it. The
Coalition on Smoking OR Health strongly supports an earmark from a $2-per-pack
tax increase to assist communities reliant on tobacco.
b. The Argument that Smoking "Pays Its Own Way" Is Fundamentally Flawed

The health policy debate about whether to increase the tax on tobacco products
has too often been sidetracked into a debate over economic theory about how to
measure the social costs of tobacco use. On one side of the debate are those who
point to the billions of dollars a year that are spent treating tobacco-related diseases
and the billions of dollars of lost productivity caused by to acco-related disease. On
the other side are those who consider only the social costs of smoking that are "ex-
ternal" to smokers and their families. In essence, this view says that tobacco-in-
duced asthana in the children of smokers is considered and implicitly accepted by
smokers as a cost of their smoking, and that this cost presumably is more than off-
set by some "benefit" they perceive themselves to be deriving from smoking. Inter-
estingly, this view attributes a major economic benefit to the death of these-same
smokers as the result of savings realized from reduced expenditures on social secu-
rity and pensions. The argument goes that these smokers die before they collect
their social security and pension, thereby saving society billions of dollars.

In my opinion it is wrong to base the decision of whether to increase the tax on
tobacco products on either of these narrow economic analyses for at least three fun-
damental reasons. First, the conventional model of rational economic behavior ap-
plies when adult consumers are in a position to make free, fully informed consump-
tion decisions. The model does not apply to an addictive product, especially when
the addiction is initiated during childhood. Cigarettes are not widgets, and the eco-
nomic assumptions that apply to the purchase of widgets do not apply to cigarettes.
Anyone who has even a modest appreciation of the discipline of psychology, the ad-
dictive nature of tobacco, and the data which demonstrate that virtually all new
smokers are children, understands that addicted smokers are not "rational consum-
ers " in the traditional sense.

Second, analyses of the external costs of smoking significantly underestimate
these costs. Even according to their own ground rules, the estimates made to date
significantly underestimate true external costs by employing very low estimates of
the health effects of environmental tobacco smoke (ETS). Impressive recent research
suggests that the death toll associated with ETS may be 10 times greater than the
estimates used in the economic analyses referenced by opponents ci'a cigarette ex-
cise tax increase.
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Finally, an economic model that assigns no value at all to the 419,000 lives lost
to tobacco every year fails to take into account the true public health cost of tobacco.
We consider human life to have value and we do not consider preventable, pre-
mature death to be an economic benefit in making other public policy decisions. If
we did, Congress would cease much of the funding for research to combat heart dis-
ease and cancer, diseases that, after all, afflict much of their damage on the retiredF opulation. This cold view of economics ostensibly views senior citizens as a pure
ability. This is inhumane and even ridiculous. Frankly, it embarrasses me to see

fellow economists demeaning our profession with such absurdities.

CONCLUSION

Congress has before it a unique and indeed uniquely desirable opportunity: a
chance to do good while doing well. The chance to do good is the impact a tax will
have on smoking and health: it will help millions of smokers and potential smokers
avoid the prison of addiction and premature death. The opportunity to do well re-
flects the cigarette tax's certain contribution of billions of dollars to federal reve-
nues.

This Committee is contemplating methods of funding health care reform. Clearly
there is an appealing conceptual tie between taxing the leading cause of preventable
illness and restructuring health care delivery and finance. But it is important to rec-
ognize that a substantial increase in the cigarette excise tax would constitute sig-
nificant "health care reform" all by itself, regardless of the fate of proposed changes
in the health care delivery and financing system. A large cigarette tax increase
would produce a public health achievement with few precedents. In the process, it
would decrease the nation's health care bill.
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COMMUNICATIONS

STATEMENT OF A. PHILIP RANDOLPH INSTITtrrE

My name is Norman Hill and I am the president of the A. Philip Randolph Insti-
tute (APRI), an organization of African-American trade unionists established in
1965 by the late civil rights and labor leaders, A. Philip Randolph and Bayard
Rustin. APRI has over 150 chapters nationwide, and I am proud that our voter par-
ticipation campaigns have brought millions of African Americans to the polls.

On behalf of our two million members, I want to express our support for President
Clinton's efforts to reform the nation's ailing health care system. All Americans are
anxious to see health care costs brought under control and universal access to
health care assured-two major goals of the Clinton program.

African American workers comprise a large proportion of the uninsured. Even
those who have health insurance live in fear of losing their jobs and the health in-
surance benefits that often are provided with employment. For this reason, we are
particularly pleased with the President's commitment to providing universal access
to health insurance benefits for all Americans. The Health Security Act includes a
provision requiring employers to pay 80 percent of an employee's insurance pre-
mium. Although this provision is controversial, we view it as one of the most impor-
tant elements of the President's plan. For those employers who cannot afford to bear
the full burden of this cost, the plan provides significant subsidies to ease that bur-
den.

APRI also applauds President Clinton's recognition that skyrocketing health care
costs must be controlled for health care reform to be successful. We believe that lim-
iting the annual increase in health insurance premiums will be a significant step
forward in reducing these costs. In addition, as fewer health plans compete for larg-
er shares of the consumer market, cost increases among insurance companies may
also be reduced.

APRI is concerned, however, that the health care access and security that we so
desperately need may come at the expense of low- and middle-income African Amer-
icans. Last year, we released a study titled Fair Taxes: Still a Dream for African
Americans. The study shows that low- and middle-income African Americans pay a
far higher share of their income in federal payroll and excise taxes as well as state
and local taxes than wealthy Americans. In fact, an African American family of four
with a combined income of $25,000 can pay proportionately almost six times more
of its income in federal excise taxes on products like gasoline or tobacco than a fam-
ily making $260,000 a year.

Whether you are African-American, Hispanic or Caucasian, if you are poor or mid-
die-class, you will pay a higher percentage of your income in all of these taxes than
if you are very rich. Our concern with the Health Security Act is that it relies heav-
ily on flat premiums and tobacco excise taxes for financing. Based on the evidence
provided in our own study, in addition to a number of studies and analyses by
groups like Citizens for Tax Justice, this legislation places an unnecessary burden
on the backs of all low- and middle-income Americans, including African Americans.

Health care reform is desperately needed, but a new health care system should
not exacerbate existing inequities in this country. Over-reliance on regressive taxes
will do just that.

As the President's health care reform plan moves through Congress, we call uPon
lawmakers to work with President Clinton to finance health care reform in a fair
and equitable manner-in a way that asks all Americans to contribute based on
their ability to pay, rather than taking more from those who can least afford it.

(186)
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STATEMENT OF THE AMERICAN AGRICULTURE MOVEMENT

Mr. Chairman and Members of the Committee:
My name is Tom Asbridge. I am National Director of the American Agriculture

Movement (AAM) an organization composed of and dedicated to the survival of
America's family farmers. We have members in 35 states who represent farmers
producing a wide variety of commodities across North America, and it is on their
behalf that the AAM submits this testimony.

Rural Americans are well aware of the problems this country is facing in the
health care debate, and we wholeheartedly support President Clinton's efforts to re-
form the nation's ailing health care system. We applaud his efforts to ensure health
coverage for all Americans, and at lower costs. Unfortunately, we feel the adminis-
tration s plan fails to consider the pocketbooks of all citizens in all regions of the
country. Yes, the nation's health care system needs an overhaul-but not at the ex-
pense of the families who farm this country's land.

The AAM has a long history of opposition to excise taxes such as those levied on
gasoline, alcohol and tobacco. These excise taxes are regressive and just plain un-
fair. It is not fair that rural men and women must pay a significantly higher propor-
tion of their income of these taxes. For this reason, the AAM supports fair taxation
for all Americans, regardless of how they earn their living.

Rural families rely heavily on the income generated from one of its most profit-
able crops-tobacco. Tobacco is one of only two crops allowed by federal policy to
return adequate profit to growers. The other is peanuts. The tobacco and peanut
programs are model agriculture programs that other commodity programs should
copy.Because tobacco is one crop that sustains so many rural families and communities

in this country, the AAM strongly opposes the President's proposed quadrupling of
the tobacco tax-the only new tax being proposed-to finance a national health care
program. This tax will only serve to wipe out thousands of farms and farming com-
munities that have already been devastated by flood, drought and past tax in-
creases.

Farmers are under siege and are being hit coming and going. Earlier this year,
we were hit with an increase in the gas tax which significantly raised the cost of
driving our products to market. Now, on top of everything else, the President's plan
seeks to add yet another tax to an already overburdened segment of the population.

It is ironic that currently, rural Americans pay a considerably larger portion of
their income on excise taxes-33% more than urban families-and yet it is these
very people who are being singled out to finance a health care program for the en-
tire nation. Have not rural families and communities been targeted enough? Is it
not time to find a more equitable way to solve the health care crisis? The AAM
thinks so.

Mr. Chairman, the AAM believes that the President's plan will set the wheels in
motion for the long road ahead in the quest for a national health care program.
Rural families and communities would like nothing more than to see the light at
the end of the tunnel in this journey. However, it cannot come at the expense of
their livelihoods, their farms and their local economies. The Senate should adopt a
more equitable plan that considers all citizens in all regions of the United State&--
not a plan that asks one segment of the population to shoulder the burden for a
national program.

Thank you.

STATEMENT OF THE AMERICAN HOSPITAL ASSOCIATION

INTRODUCTION

This country is at an historic juncture in the development of social policy. A con-
sensus is emerging around the goal of universal health coverage for all Americans.
AHA and its members have a longstanding commitment to meeting the health care
needs of this country and welcome the focus on the health status of the American
people and the health care delivery system. As the reform debate has focused on
the twin goals of access and cost containment, AHA and its members have advanced
a vision of reform to accomplish those goals. It calls for universal access, restructur-
ing of the delivery system, and adequate financing. The members of the AHA are
ready to assume their share o1 responsibility for making the necessary changes to
meet those goals. At the same time, it is important that other policies be examined
against the health policy gosis and be aligned to support their achievement.

Tax exemption of both plans and individual providers may be the appropriate
means to encourage a community service mission. It may also be the means to move
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community health-improvement efforts into a new era of collaboration with other
community organizations and agencies, particularly local public health officials,
schools, and social service agencies.

Tax-exempt health organizations should be held accountable for evaluating wheth-
er initiatives undertaken to improve health status are effective in improving it. We
support a continuous quality improvement (CQI) approach to community health sta-
tus. This approach identifies problems, designs and implements interventions, mon-
itors and evaluates the effects of those interventions, and then starts all over again.

IMPLICATIONS FOR HOSPITAL TAX EXEMPTION

With the promise of universal health insurance coverage, some are questioning
the continued need for hospital tax exemption. President Clinton's health reform
proposal rightly preserves community benefit as the standard for awarding tax-ex-
empt status to hospitals. The Administration's commitment to guarantee health in-
surance coverage to all, and the American people's support for access to health care,
place health status and the delivery of health care among the top priorities of this
country. Continuation of tax exemption for hospitals and other charitable health or-
ganizations under the community benefit standard is a means for this society to re-
inforce its commitment to universal access and health status. The award of tax ex-
emption recognizes the charitable hospital's dedication of its resources to improving
the health status of its community. It helps support the hospital to place the needs
of its community at the forefront of its decision making.

As reform progresses it will become clear what the new health care environment
requires. The charitable concept must evolve to reflect the times. The basic expecta-
tions of charitable hospitals will remain the same: to dedicate their resources to
meeting the health care needs of their community. But what specifically they must
do to fulfill those expectations will be identified community by community. Through-
out the transition, however, whether as participants in or organizers of the new de-
livery system, the work of tax-exempt hospitals and the partnerships they forge can
be expected to meet a commitment to the larger goal of improved health status.

Universal coverage does not undercut the legal basis for tax exemption. The under-
pinning for charitable tax exemption is public support for activities that serve the
larger good-a concept that encompasses the broadest range of public purposes.

The governing body of a charitable organization has a fiduciary duty to see that
the organization is organized and operated to fulfill its charitable mission; its re-
sources must be dedicated to that purpose. Any benefit that flows to private parties
must be incidental to carrying out its public purpose. When it undertakes business
commitments, those decisions must be consistent with accomplishment of its mis-
sion. When it pays for goods and services, the commitment of resources should re-
flect the value of their contribution toward fulfillment of its purpose.

Since 1969, the promotion of health has explicitly been recognized as a purpose
meriting tax exemption. Health care organizations may be awarded tax-exempt sta-
tus by demonstrating that they promote health in a manner that benefits the com-
munity as a whole. The premise underlying the community benefit standard is that
a public purpose is served by promoting health in a manner that benefits the larger
community. The promotion of health alone is not sufficient, however; how it is done,
when, andfor whom are important factors. All health care providers have a profes-
sional responsibility to provide high quality services. Tax exemption requires more.
The focus is not on what the hospital does, but whether those actions respond to
community need. Providing charity care has been only one way to demonstrate ben-
efit.

Universal coverage does not eliminate the purpose for exemption. Providing access
to coverage does not address all of the needs relatedto health status. Access to in-
surance coverage alone will' not assure access to health services. Access to health
services does not necessarily mean improved health. Focusing only on medical inter-
vention does not address the needs related to health. Universal coverage creates the
capability to pay for service, but of itself does not guarantee that services will be
available when and where needed, or that all who need services will be reached. Ac-
cess does not assure that service is received at the most effective point.

Meeting the community benefit standard means making the needs of the commu-
nity the focal point. Benefit to the community becomes the screen against which de-
cisions are made and the measure of success. The hospital must know the commu-
nity to identify its needs, and work with the community to address those needs.

For example, is information available to encourage a healthy life style and per-
sonal responsibility for health? Is there outreach and early intervention to prevent
and minimize the effects of illness? Is there support for individuals and families to
prevent institutionalization, and allow independent living?
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Responding only to medical needs falls short of addressing the larger issues of
health status. The tax-exempt provider has the responsibility to exert leadership
and take the initiative on matters of importance to health. Are efforts coordinated
to address the interdependence of the needs for food, shelter, and family planning,
with health status; to address violence in the neighborhoods, in the schools, and in
the home? Not all that is needed can or should be done by the hospital alone.

The community benefit test is still a sound and viable basis for awarding tax-ex-
empt status to hospitals. It places the focus at the local level and examines the mer-
its of individual situations against the community environment in which they serve.
The issue has been and should continue to be whether they are providing public
benefit. Has the hospital conducted itself-made decisions, used its resources, lever-
aged its influence-in ways that benefit the entire community. Exemption is given
in return for the commitment to meet the community's needs.

THE PRESIDENT'S PROPOSED NEW REQUIREMENT FOR CHARITABLE HEALTH
ORGANIZATIONS

The Administration's proposal also includes a new statutory requirement that a
charitable health care organization, with the participation of community representa-
tives, assess the health care needs of its community and develop a plan to meet
those needs. This change is consistent with AHA's vision of a reformed health care
system. AHA has proposed restructuring health care delivery by-establishing net-
works of hospitals, physicians and others that would provide a seamless continuum
of care at the community level. As envisioned by AHA, these health networks would
be responsible for maintaining and improving the health status of their enrollees.

Tax exemption of both plans and individual providers may be the appropriate
means to encourage a community service mission. It may also be the means to move
community health-improvement efforts into a new era of collaboration with other
community organizations and agencies, particularly local public health officials,
schools, and social service agencies.

Tax-exempt health organizations should be held accountable for evaluating wheth-
er initiatives undertaken to improve health status have any effect in improving it.
We support-a continuous quality improvement (CQI) approach to community health
status. This approach identifies problems, designs and implements interventions,
monitors and evaluates the effects of those interventions, and then starts all over
again.

We believe the evaluative phase of this process is essential to making the best
use of local resources and, by reporting results to the public, holds the health care
system accountable to its community.

CONCLUSION

Continuing tax-exempt status for commuii;.: benefit hospitals will make an im-
ortant contribution toward achieving the goals of universal access and improved
ealth status. Continuing tax-exempt status for certain health plans will also help

ensure that the community health systems of tomorrow maintain a similar focus on
community benefit.

STATEMENT OF THE AMERICAN WHOLESALE MARKETERS ASSOCIATION 1

I. BACKGROUND

The American Wholesale Marketers Association represents 1,300 independent dis-
tributors in all 50 states. These companies supply convenience stores and small gro-
cery stores with tobacco products, confectionery and candy, groceries, juices and bot-
tled water, paper goods, health and beauty products and other sundry merchandise.
The average AWMA members supplies 1,250 retail outlets and combined industry
annual sales approximate $42 billion.

These full-line distributors constitute a vital link in the marketing chain between
manufacturers and convenience and small retail grocer stores. Few, if any, manufac-
turers find it economically feasible to direct-sbip the small quantity of product these
retail outlets can hold in inventory. Thus, as the convenience industry grew, whole-
sale distributors have diversified their product mix to fill the needs of small retail
merchants. However, according to industry studies, these distributors are heavily

'A]l charts referenced in this statement "were prepared by Walpert, Smullan & Blumenthal,
a certified public accounting firm. The composite "XYZ Company with sales of $25 million is
based on interviews with 20 wholesale distribution companies of tobacco products.

82-283 0 - 94 - 7
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dependent on tobacco sales to keep their businesses operating, with tobacco generat-
in,62 percent of sales and 46 percent of gross profits.

Distributors of cigarettes and other tobacco products operate at razor-thin mar-
gins because of the competitive structure of the tobacco market. According to indus-
try data, distributors generally have gross profits in the range of 4-5 percent on
cigarettes and a ratio of net income to net sales of merely 0.5 percent. Manufactur-
ers enjoy strong market leverage with respect to popular brand names and have
placed the distributors on a strict supply allocation basis. Thus, the independent
distributor has a single source of supply for a popular brand name. By contrast, be-
cause of the number of distributors operating in any one market area,.there is great
competition to obtain retail customers.

I. AN EXCISE TAX INCREASE IS AN UNEQUITABLE DEVICE FOR RAISING REVENUE

AWMA opposes any further increase in the already-heavy excise tax on tobacco
products. Such an excise tax increase unfairly singles out one limited segment of
industry to bear an especially heavy burden in addressing the nationwide problem
that is the escalating cost of health care.

Consumers of tobacco products already pay their fair share of taxes. The combined
taxes-federal, state, local and sales-raise $14 billion annually. Moreover, excise
taxes are extremely regressive. This fact has been well-documented by the Congres-
sional Budget Office.

In addition, AWMA opposes the imposition of any floor stocks tax on those per-
sons below the manufacturer in the chain of distribution. Properly viewed, the ex-
cise tax is imposed on the manufacturer and paid for by the consumer in the final
product price. It is unfair to separately impose a tax on product in the hands of
intermediaries in the distribution chain between the manufacturer and the
consumer.

III. THE FINANCIAL IMPACT OF AN EXCISE TAX ON DISTRIBUTORS

A. Increased Operational Expenses
The proposed $7.50 increase in the FET will increase not only the inventory costs,

but also-the dollars in accounts receivable, the average of which is 15 days. This
is due to the time lag between paying the manufacturers for the cigarettes and re-
ceiving payment from retailers. Therefore, an additional increase in financing will
be needed to offset the increase in accounts receivable and provide working capital.
This increase in working capital is needed to replenish the cigarette inventory at
the increased cost. XYZ Company will require $976,000 additional financing
to fund the increased cost of inventory. (Exhibit A)

Tobacco distributors also have a variety of additional costs associated with pur-
chasing and holding cigarette inventory. These costs include interest expense, insur-
ance, bad debt write-offs and security. All of these costs will increase in proportion
to an increase in the Federal cigarette excise tax. (Exhibit B)

In order to fund the increased operational costs and the floor stocks tax, distribu-
tors will need to obtain additional financing. However, as demonstrated in Exhibits
C & D, the imposition of the floor stocks tax and excise tax will decrease the work-
ing capital by 14 percent and increase the debt/equity by 65 percent. Financial insti-
tutions may not be willing to lend additional capital.

B. Effect on Gross Profit.
As stated earlier, tobacco distributors operate on extremely thin margins. While

one may argue that applying this margin, approximately four percent, to the in-
creased price of a carton of cigarettes (current cost of $10.97 + $7.50 excise tax =
$18.32) will increase the profit by 30 cents per carton. However, this "gain" will be
negated by the increased operational costs. As exemplified in Exhibit E, gross profit
dollars will actually decrease forcing the distributor to cut payroll and fringe bene-
fits in order to regain the lost profit.

IV. THE DISTRIBUTOR FACES A SEVERE PROBLEM UNDER A TOBACCO FLOOR STOCKS TAX:
INABILITY TO FUND PAYMENT OF THE TAX AND THE COST OF HIGHER-TAXED REPLACE-
MENT INVENTORY

In light of thin margins, the distributor faces two problems when the federal ex-
cise tax is increased and is coupled with a floor stocks tax on inventory held by sell-
ers below the manufacturer in the chain of distribution.

First, the distributor must generate the income necessary to pay the substantial
one-time floor stocks tax itself with respect to the inventory on hand. Merely zeroing
out inventory holdings as of the effective date is not a viable option for the distribu-
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tor. Continuity of purchases must be maintained to ensure continuity of supply to
retail customers to retain credibility as a reliable supplier.

Second, since revenue from one inventory must be plowed immediately back to
fund the purchase of the next inventory, the distributor finds that at today's mar-
gins he is unable to generate sufficient income to "step up" to the first purchase of
the new higher-priced replacement inventory that includes the increased federal ex-
cise tax. (Exhibit F)

V. PROPOSAL TO INSTITUTE FAIRNESS IN IMPOSITION OF FLOOR STOCKS TAX

In order to fund both the increased inventory and the floor stocks tax, the dis-
tributor must be afforded the opportunity to apply the basic economic principle of
replacement cost pricing by selling off a sufficient amount of additional inventory
acquired at the old lower-taxed price. The distributor needs 36 days from the date
of the floor stocks tax to generate the cash needed to pay the tax. (Exhibit G)

AWMA urges the committee to consider limiting the floor stocks tax to a tax-
payer's average daily inventory over a specified period or a percentage of the inven-
tory on hand, thus allowing the distributor the ability to realize the gain needed
to pay the floor stocks tax.

st Congress be concerned that distributors will receive a windfall profit, several
business constraints will effectively prevent this from occurring. First, cigarette
manufacturers place distributors on a strict allocation basis, thus preventing dis-
tributors from increasing their inventory prior to the imposition of a federal excise
tax. Secondly, even if distributors could increase their purchases, the substantial
capital that would be required to support such an inventory increase would be pro-
hibitive. Further, cigarettes have a limited shelf life of approximately 90 days.
Hence, there would be no incentive for the distributor to acquire a supply that
would become stale.

Finally, should a distributor realize some financial gain from this proposal, fully
one-third of it would be returned to the U.S. Treasury in the form of a corporate
tax.

VI. CONCLUSION

Wholesale distributors of tobacco and other convenience products represent the
entrepreneurial spirit of this country. Many of these companies are owned by the
grandchildren of their founders. These children and grandchildren have taken the
Business from the family garage to football field-sized warehouse operations, con-
stantly adding and changing their product mix to meet the needs of today's
consumer.

At the same time the business has been growing, competition among companies
and from warehouse clubs has squeezed profits forcing many distributors to take on
greater and greater amounts of debt. The proposed increase in the federal excise tax
on cigarettes and other tobacco products and the floor stocks tax will force many
of the small to mid-sized distributors to sell their business or close their doors.
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STATEMENT OF THE BAKERY, CONFECTIONERY & TOBACCO WORKERS

INTERNATIONAL UNION
My name is Robert Curtis and I am International Vice President and head of the

tobacco sector of the Bakery, Confectionery and Tobacco Workers InternationalUnion (BC&T), which represents 125,000 hard-working men and women; I also
serve as President of the Kentucky AFL-CIO. We offer this testimony because Unit-
ed States tobacco workers are deeply concerned about many aspects of the current
health care system and the potential impact of health care reform on themselves,
their families and their communities.

As a result of hard-fought collective bargaining agreements, BC&T has secured
excellent health care benefits for our members. Generally, these agreements provide
fully-paid physician and hospital coverage as well as coverage for dental, mental
health care and other important services.

BC&T AND HEALTH CARE REFORM

We are proud of the health care protection provided to members of BC&T, particu-
larly during a time of rising health care costs and efforts by employers to cut back
on health care benefits. However, we also recognize that these benefits are not free
and that the growing cost of health care has resulted in lower wage increases at
the bargaining table.

For this reason, BC&T strongly supports President Clinton's plan to limit the ris-
ing cost of health care through statutory limitations on the annual increase in insur-
ance premiums. This provision alone is likely to save our members and all consum-
ers billions of dollars every year.

In addition, our union strongly endorses President Clinton's effort to provide uni-
versal health care protection for the 37 million Americans who do not now have
health insurance. Far too many employers fail to offer health insurance to their em-
ployees. It is about time they are required to do so. For those employers who cannot
afford to pay the entire cost of health insurance, the plan will make available sub-
sidies to employers and employees.

Finally, we applaud the President for proposing a comprehensive health care ben-
efit package that mirrors those offered by many of America's Fortune 500 corpora-
tions. President Clinton's program offers the promise of universal access to a com-
prehensive health care program in an environment that effectively controls the un-
restrained growth in health care costs.

The promise of such protection cannot be guaranteed without a stable and secure
source of funding. In our view, the plan's heavy reliance on tobacco taxes to pay for
part of the program gravely jeopardizes that promise. Experience at both the state
and national level confirms the fact that as tobacco excise taxes increase, the
amount of revenue derived from them invariably decreases. This means that the
proposed 75 cent tax on tobacco would create a widening gap between the cost of
the health care program and the revenues necessary to pay for it.

ECONOMIC IMPACT OF TOBACCO TAXES

Tobacco Taxes Unfairly Target the South. President Clinton has said that health
care reform will expand the American job base and make our nation more competi-
tive. We disagree. According to a recent analysis of a Price-Waterhouse study on em-
ployment and compensation in the U.S. tobacco industry, a 75-cent-increase in the
federal tobacco tax would cost more than 80,000 Americans their jobs. In general,
these are high wage jobs in production, manufacturing and distribution of tobacco
products.

Moreover, these jobs are primarily located in one region of the country-the
South. Our figures show that the South will lose close to 40,000 jobs or 3.5 times
as many jobs as the rest of the country if a 75-cent federal tax increase on cigarettes
is imposed. My state of Kentucky alone would suffer a projected job loss of more
than 7,000, making Kentucky the second hardest-hit state in the nation, only behind
North Carolina. Health care reform is a national program. One group of workers,
one industry and one region of the country should not be forced to shoulder the bur-
den.

Given the very high wage and benefit levels earned by tobacco industry workers,
losing these jobs has a far greater impact on local and regional economies than the
raw numbers might suggest. Because tobacco workers earn three and even four
times the wages of workers in the retail and service sectors, losing 650 jobs in Dur-
ham, as an example, is really the equivalent of losing 1900-2400 lower paying jobs
in retail or service.
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With these job losses come a significant decrease in aggregate purchasing power
and an undermining of community tax base. The result is a decline in the standard
of living within the region similar in nature to what has occurred in communities
around the country which have been devastated by massive layoffs in industries
such as steel, auto, machine tool, timber and aerospace. The irony, in the case of
tobacco, is that it would be government policy and not legitimate market forces
causing the destruction.

For the past 20 years, the South has put a premium on improving its manufactur-
ing base. But the crippling of the domestic cigarette manufacturing industry which
is what would result from tripling the excise tax, would be a serious body blow to
this effort.

Consumer Excise Taxes Are Regressive. As countless studies over the past decade
have concluded, tobacco taxes are among the most regressive taxes raised by federal
and state governments. According to studies by the Congressional Budget Office
(CBO) and Citizens for Tax Justice (CTJ), the burden of tobacco taxes is more than
five times greater on families earning $30,000 per year than it is to families earning
more than $100,000 per year. For this reason, CTJ, the AFL-CIO and countless
other progressive organizations in the United States have long opposed increases in
consumer excise taxes as a means of financing government services and programs.
It is simply an unfair tax on low- and middle-income Americans.

Retraining. Some say that retraining is the answer to the massive dislocation of
tobacco workers anticipated as a result of such an extraordinary excise tax increase.
We support retraining programs; they are a requisite element of any serious at-
tempt to put displaced workers back into the economy.

But when we discuss retraining workers in the tobacco sector in the South, we
must first acknowledge the inherent paradox-retraining programs alone cannot en-
sure that tobacco workers secure comparable employment at a comparable skill level
for comparable wages and benefits. Men and women working in tobacco manufactur-
ing facilities in my own state of Kentucky and other tobacco-manufacturing states
are the highest- paid manufacturing workers in the country.

We cannot delude ourselves into thinking that any program that retrains these
people for jobs in the service-sector economy can be judged as adequate. Most dis-
placed tobacco workers would find themselves lost in the want-ads, where they
would find only minimum-wage or part-time employment opportunities.

Limited unemployment benefits would not be nearly enough to carry these work-
ers and their families through the duration of an extended retraining program
which can take up to two years. Yet, extended retraining is encouraged by the U.S.
Labor Department because longer training programs have lead to higher-skill, high-
er-wage jobs.

These concerns lead us to the conclusion that retraining is not a panacea, and
that the best recourse for tobacco workers and the communities who depend on to-
bacco income is to preserve employment, preserve their industry and oppose exorbi-
tant increases in the cigarette excise tax.

CONCLUSION

BC&T views health care reform as a critical priority for our members, for millions
of uninsured Americans and for the nation. We support the President in this effort
and recognize the challenges he faces in Congress. Ultimately, these challenges can
be overcome as long as a majority of Americans believe the new health care system
includes universal coverage, genuine cost-containment and equitable financing.

We believe that the President's plan addresses the first two goals. However, we
remain extremely concerned that the program's reliance on tobacco taxes jeopardizes
the critical principle of equitable financing. Therefore, we encourage the Senate Fi-
nance Committee to identify other funding sources that are more broad-based in
scope, mork- progressive in design and which treat each region of the country in a
fair and equitable manner.

STATEMENT OF THE COALITION OF LABOR UNION WOMEN

My name is Gloria Johnson. I am President of the Coalition of Labor Union
Women (CLUW), the nation's only organization of trade union women. CLUW is an
organization of 20,000 members from 75 affiliated chapters, representing 7.5 million
women in unions from diverse geographic, industrial and occupational backgrounds.
Since its inception in 1974, CLU W has been a strong voice on issues ranging from
reproductive rights and affirmative action, to family leave and national health care
reform.
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The Coalition of Labor Union Women applauds the courage and commitment of
President Clinton and First Lady Hillary Rodham Clinton to take on the issue of
health care reform. Thanks in large part to their leadership, we now have an his-
toric opportunity to enact a national health care plan that will guarantee everyone
in this country access to high quality, affordable and comprehensive health care
benefits.

The Coalition of Labor Union Women is on record in support of a single-payer ap-
proach to health care reform. We have endorsed and strongly support th e American
Health Security Act (H.R. 1200 and S. 491) introduced by Congressman Jim
McDermott (D-WA) and Senator Paul Wellstone (D-MN). CLUW believes that ulti-
mately the United States will have to move to a single-payer system in order to
solve the many fundamental problems we face in our health delivery system. That
being said, CLUW is committed to passage of health care reform that meets the
principles of a single-payer system and serves the needs of working women and
their families. On close examination, the Administration's Health Security Act,
meets several of CLUW's basic principles for reform.

One of these key principles is universal access and we commend President Clin-
ton's commitment to providing universal coverage by 1998. No other health reform
proposal under consideration-other than singie-payer--comes close to achieving
this important goal.

Currently 15 million American women have no health insurance and nine million
children are uninsured. Together, women and children comprise over two-thirds of
the 37 million Americans without coverage. All too often jobs that are typically
"women's work" like food service, clerical or retail jobs have little or no health cov-
erage. Women also make up two-thirds of the part-time workforce and most part-
time jobs provide no health benefits. Women, particularly working women, will ben-
efit disproportionately from the inclusion of universal coverage in the Clinton bill.

Strong cost containment is a second principle by which CLUW evaluates any
health reform legislation. The Administration's bill effectively puts the breaks on
spiraling health care costs through statutory limits on the annual increase in insur-
ance premiums. This single feature of the Clinton bill would likely save working
women and men and all consumers billions of dollars every year.

Comprehensive benefits, including the full range of women's health care needs, is
a crucial provision of the health reform package. We applaud the Clinton plan for
guaranteeing a uniform, national benefit package that mirrors some of the best pri-
vate health plans currently available. Better still, the Administration's plan empha-
sizes preventive care services designed to keep Americans healthy rather than treat
them only after they become ill.

Delivery of routine mammograms, pap smears, pre- and post-natal health care top
the list of preventative measures that, if available to all women, could dramatically
improve women's health and save lives. This year, 44,000 women will die of breast
cancer; 13,200 of these deaths could have been prevented by early detection through
mammograms and early treatment. Nine out of 10 deaths from cervical cancer could
be prevented by early detection through regular pap smears. Similarly, 25% of all
pregnant women do not receive adequate prenatal care, a major cause of low birth
weight in infants.

The Administration's Health Security Act goes a long way to address women's
health care needs. The standard benefit package combined with routine physical ex-
aminations, preventative screenings and laboratory tests would provide millions of
American women with basic care that is currently out of reach. In the area of family
planning, the plan would offer the full rage of reproductive health services, includ-
in abortions.

tnder the Clinton plan, health security would become a reality for the nation's
65 million children. The standard benefit package covers children for well-baby and
well-child check-ups, routine immunizations, and dental and vision care up to age
18. Fully funding the Special Supplemental Food Program for Women and Children
(WIC) will help meet the nutritional needs of low-income women and children. To-
gether, these benefits would enhance not only the health of millions of children, but
also the peace of mind of their parents.

The Clinton Administration has displayed foresight and leadership by introducing
a bill that acknowledges that chronic care needs are as important as acute care. The
creation of a long-term home and community-based care program for Americans of
all ages takes the crucial first step of meeting the chronic care needs that particu-
larly burden our elderly. A new prescription drug benefit for the elderly and a com-
mitment to mental health coverage are additional elements of the expansion of cov-
erage many Americans would achieve under the President's plan.

The financing of health care reform may be the most difficult aspect of developing
a plan. Yet, vhen it comes to fairness and equity, it is also the single most impor-
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tant component of any reform package. CLUW believes that health care reform
must be financed in a progressive manner based on ability to pay. To that end, we
have consistently supported income taxes as the preferable funding mechanism for
the nation's health care program. The Administration plan's reliance on flat pre-
miums and excise taxes is a matter of much concern to the working women of
CLUW. Consumer excise taxes-whether broad-based value added taxes or narrow
tobacco taxes such as those in the Administration's proposal-are regressive, costing
those with the least the greatest share of their income. Unfortunately, working
women would bear a disproportionate burden. We would like to see the new health
care program improve rather than exacerbate this workplace inequity and hope that
this is achieved as health reform moves through Congress.

America's health care system is in critical condition aud is in urgent need of re-
form. President Clinton has taken an admirable first step by introducing legislation
that will address many of the most serious problems which exist in our current sys-
tem. CLUW applauds the Administration's efforts on three of our most important
principles for health care reform: universal coverage, comprehensive benefits and
cost control.

Thank you.

STATEMENT OF THE COUNCIL FOR AFFORDABLE HEALTH INSURANCE

The Council for Affordable Health Insurance commends the Honorable Chairman
and Members of the Senate Finance Committee for your commitment to resolving
the inequities in the American health care system. We are extremely supportive of
the Committee's attempt to address the inequitable tax treatment of health benefits
and would like to submit this written testimony for consideration by the Committee.

The Council for Affordable Health Insurance is an organization of companies and
individuals who are vitally involved with our health care financing system and its
ability to serve all segments of our population. We have researched the issue of em-
ployer-provided health benefits extensively.

Through our research, we discovered that the United States currently has two
classes of citizens--those who are fortunate enough to work for generous employers
and receive tax-free health benefits on the job, and those who are self-employed or
purchase their own and must pay for coverage with after-tax dollars. This pref-
erential tax treatment of employer-based health insurance can be attributed to the
evolution of our nation's tax policy, beginning in the 1940's. Over the years, the tax
laws have been changed to tilt more in favor of large corporations and further from
those who need help the most. (Please see Exhibit 1.) More specifically, the tax laws
have been changing in the wrong direction. Starting in 1982, the U.S. Congress has
made it increasingly difficult for individuals to deduct their medical expenses and
health insurance premiums. This has contributed to the alarming rise in the num-
bers of Americans with no health insurance coverage. (Please see Exhibit 2-A.) Pro-
viding an unlimited tax exclusion for employer-provided health benefits has also
caused an explosion in the amount of money spent on health care in the United
States. (Please see Exhibit 2-B.) This same tax policy has encouraged excessive cov-
erage for some, which in turn has resulted in over-utilization of health care services
and an increase in medical costs. At the same time, it has discouraged individuals
from sharing in their own health care expenses.

The Council for Affordable Health Insurance believes that Federal tax policy
should be modified to treat coverage that is paid directly by individuals in the same
way that employer-purchased health insurance is currently treated. This change in
tax policy would directly address the problem of the uninsured. Lower-income fami-
lies could be provided with vouchers to buy health insurance, while middle income
taxpayers would be permitted to deduct the full out-of-pocket costs of health care,
both for health insurance as well as for medical expenses. Some studies estimate
that this change alone could increase the number of insured by ten million, reducing
the numbers of uninsured by over one-fourth, at little cost to the government or the
public. If the Federal tax policy remains unchanged, medical costs will keep rising
and the number of uninsured will increase.

TAX POLICY, HEALTH CARE, AND THE UNINSURED TODAY

Federal tax treatment of health care expenses has been a major contributor to the
problems in the health care system. It has encouraged excessive coverage for people
employed by large corporations. These employees have been exempt from the eco-
nomic consequences of their health care decisions, and have driven the alarming in-
creases in the price and utilization of health care services.

82-283 0 - 94 - 8
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At the same time, the erosion of tax benefits for individually-paid premiums have
raised the number of people who can no longer afford to pay for their own coverage.
These include workers whose employers have cut back on or eliminated payment for
dependent coverage. In the 1970 s, workers whose employers did not cover them or
their dependents could purchase individual health insurance policies and deduct a
large amount of those premiums from their gross income.'

Today, most of the uninsured are full-time, year-round workers or their depend-
ents. Of the 38.5 million uninsured in 1992, 84% lived in families headed by a work-
er. Nearly 50% of these workers were self-employed or worked in firms with fewer
than 25 employees. (Please see Exhibit 3.) The rate of non-insurance is particularly
high in certain industries such as agriculture (46%), construction (32%), and retail
trade (26%).2 The uninsured are low-income with 52% of the uninsured (20.2 mil-
lion) having family incomes below $20,000. (Alease see Exhibit 3.) The uninsured are
young. Nearly 60% or 21.8 million of the total 38.5 million are under age 30.3 The
uninsured are not chronically without coverage. Half of the uninsured regain cov-
erage within four months and 70% are covered within a year. Only 15% remain
without coverage for two or more years. 4

Currently tax policy permits business to deduct the full cost of health care for
their employees, but provides only limited deductibility for individuals who pay for
their own care. This policy has resulted in a health care system that provides gener-
ous subsidies to those individuals who work for large employers, but very limited
help for the self-employed, the unemployed, people paying COBRA premiums, and
people who work for companies that do not provide coverage on the job. (Please see
Exhibit 4-C.) Ironically, this latter group are the very people who are most in need
of the kind of assistance currently available and unlimited for those who are fortu-
nate enough to work for the nations largest and wealthiest employers.

Over the years, federal tax policy has cruelly tilted ever more in favor of the large
corporations and away from the people who must pay for their own health care ex-
penses. Under current tax law, individuals may deduct health insurance premiums
and health-related expenses only if they exceed 7.5% of adjusted gross income. Most
taxpayers who purchase individuals health insurance receive no benefit from the
medical expense deduction either because they do not itemize, or if they do itemize,
they are unable to reach the floor of 7.5% of adjusted gross income except in years
of unusually large medical expenses. 5 For example in 1989 only five million federal
income tax returns claimed the medical expense deduction. This represented 15.9%
of all itemized returns and 4.5% of all tax returns filed. This reflects a substantial
decrease from tax year 1986, when the floor was at 5% of adjusted gross income.
In 1986, 10.5 million returns claimed the medical expense deduction, representing
25.9% of all itemized returns and 10.2% of all tax returns filed. 6

Corporations may treat health care as a business expense, thereby avoiding not
only personal income taxes on the benefit, but Social Security (FICA), Medicare Part
A (SECA), and state income taxes as well. Estimates of the cost to the federal gov-
ernment of this tax-free treatment of corporate health care benefits in fiscal year
1992 have been set at $33.5 billion by the Treasury Department and $37.7 billion
by the Joint Committee on Taxation. 7 Meanwhile, the self-employed individual must
pay both the Social Security (FICA) and Medicare Part A (SECA) tax and may only
deduct up to 25% of the cost of providing health insurance from personal income.
(That is, when the temporary, partial deduction is active. It currently expired on
December 31, 1993, and the self-employed have no deduction for health insurance
benefits available to them unless Congress enacts a measure that will enable them
to do so.) Part-time workers, students, the unemployed, and everyone not receiving
employer-provided health insurance receive no tax deduction at all. These Ameri-
cans must pay for all their health insurance with after-tax dollars, doubling the ef-
fective cost of the coverage. 8

Finally, the tax subsidy of employer-based insurance is not equally distributed
across all workers. Those with higher incomes and more job security are more likely

1Craig, Victoria. Federal Tax Policy: Its Effect on Health Care Costs, Coverage and the Unin-
sured, The Council for Affordable Health Insurance, October 1992.2 Employee Benefits Research Institute (EBRI). Special Reports #123, #133 and #145, Feb-
ruary 1992, January 1993 and January 1994, respectively.

8 bid.
4Swartz, Katherine and McBride, Timothy D. "Spells Without Health Insurance: Distributions

of Durations and Their Link to Point-in-Time Estimates of the Uninsured," Inquiry, Fall 1990.
6Noto, Nonna. "Tax Issues Related to Health Insurance Reform," Congressional Research

Service Report for Congress, January 2, 1992.
6 Ibid.
7 Ibid.
8 Health Solutions for America. Federal Tax Policy and the Uninsured, January 1992.



207

to receive employer-provided health insurance than those in lower-paid and less per-
manent jobs. Also, the exclusion is more valuable to higher-income workers because
taxes increase as income rises. For every 100 dollars in health insurance paid by
an employer, the employee in the 15% bracket saves 15 dollars in taxes, whereas
the employee in the 28% bracket saves 28 dollars. When state and local taxes are
added, the health care tax savings can reach as high as 35% of the total cost of cov-
erage. 9

OPTIONS FOR HEALTH CARE REFORM IN ADDRESSING AMERICA'S TAX POLICIES

Tax policy does not exist in a vacuum. It is driven by economic and political condi-
tions. And, in turn, it drives economic decisions. The health care system we have
today is in large measure the result of tax policies that have been in effect since
1939. The favorable tax treatment of employer-financed health care has resulted in
an employer-based system. The increasing restrictions on individually-paid health
care since 1982 has contributed to the decline in individually-paid health insurance
coverage.

Looking to the future of health care reform, there are four options that are possible
in federal tax treatment of health insurance for Americans

1. Business as usual--same tax policy that exists today. Providing an unlim-
ited tax exclusion for employer-provided health benefits has encouraged excessive
coverage for some, which in turn has caused ,vc.r-utilization of health care services
and an increase in medical care costs. At the s tnie time, it has discouraged individ-
uals from paying for their own health care expenses. If this situation is allowed to
continue, medical costs will keep rising and the number of uninsured will increase.
There will come a point in time when even those who have basic insurance will not
be able to afford certain health servces. This will then increase the number of unin-
sured even higher than 38.5 million.

2. Allow equal tax treatment for all health care costs--by allowing indi-
vidually-paid premiums to be treated the same as employer-paid premiums.
Most of the health care reform proposals before Congress recognize the tax treat-
ment inequities individuals and the self-employed who do not receive employer-pro-
vided health benefits are subject to. Congress should enact health care reform that
equalizes the tax treatment for coverage that is paid directly by individuals with
the deduction that is available to employer-purchased health insurance. This change
is tax policy would directly address many of the problems in the current American
health care system. Lower-income families could be provided with vouchers to buy
health insurance, while middle-income taxpayers would be permitted to deduct the
full out-of-pocket costs of health care. This change in tax structure would avoid the
burden on small businesses that would result from many of the current health care
reform proposals before Congress (such as the Health Security Act, the American
Health Security Act, and the Managed Competition Act, to name a few) and allow
individuals and employers to choose whether employer-based coverage, individual
coverage or some other group arrangement is the best approach to securing the indi-
vidual's health care needs.

3. Move away from employer-provided health benefits and shift the re-
sponsibility to the individual. Some of the health care reform bills before Con-
gress (such as the Health Equity and Access Reform Today Act) would end the link
between health care tax breaks and the place of work. This would require people
to obtain health insurance if it isn't provided by their employer. It could give gov-
ernment subsidies to low-income people and allow a tax deduction for middle-income
people.

4. Allow the creation of Medical Savings Accounts (MSA's) under any of
the preceding options. In his address before Congress last September, President
Clinton implored 'personal responsibility" to serve as a guiding principle in reform-
ing the American health care system. Yet, his reform package and several other
major reform proposals (such as the Health Security Act, the American Health Secu-
rity Act, and the Managed Competition Act, to name a few) confine personal respon-
sibility only to one's choice of health insurance coverage. In these above proposals,
each individual is personally accountable for selecting a health plan, but little else.
Faced with a menu of different policies, those persons who chose to join more expen-
sive plans pay the extra premium out-of-pocket. Other proposals only focus on
changing the tax treatment of health premiums, for example, placing a tax cap on
an employer's contribution toward health insurance. While these are both mecha-

9 Fuchs, Beth, et al. 'Taxation of Employer-provided Health Benefits," Congressional Research
Service Report for Congress, October 2, 1992.
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nisms that can and will promote more responsibility in insurance choices, they do
little to encourage people to use medical services more prudently at the point-of-pur-
chase. Medical Savings Accounts are a promising type of insurance instrument
which embody the principle of personal responsibility in a broader and more mean-
ingful way. MSAs are an insurance arrangement that give consumers a financial in-
centive to control their own health care costs by combining a high-deductible health
insurance policy with an individual savings account. The health insurance policy
provides insurance protection for large medical bills, while the savings account por-
tion of the plan, called a Medisave account, provides a source of funds to pay small
medical expenses out-of-pocket. 10

There are at least fourteen Medical Savings Accounts bills before Congress. The
Medical Savings Account would be fully portable and would assist the individual
during times of unemployment. (Medical Savings Accounts are really Section 125 or
"Flexible Spending" Accounts, except that an individual would be able to roll-over
the remaining balance at the end of the year instead of spending it or losing it back
to the employer.) These MSAs would also have beneficial system-wide effects such
as: restoring the direct relationship between patients and physicians; empowering

patients to take a more active role in their own care; reducing administrative costs
y taking insurers out of the small claims business; and bring market forces back

into the American health care system. This approach would result in the reduction
of total health care costs as individuals begin to have an economic incentive to con-
sider the cost of treatment.

CONCLUSION

One of the most urgent problems of our time is the American health care system
and its inability to address health care costs and access. The system we have today
is in large part a consequence of federal tax policy. The United States has an em-
ployer-based health care financing system because the tax laws have encouraged
corporations to provide virtually unlimited, first-dollar coverage to employees. At the
same time, the erosion of tax benefits for individuals has contributed to the growing
problems of the uninsured.

Providing an unlimited ax exclusion for employer-provided health benefits has
encouraged excessive coverage. Between 1950 and 1987, employer-contributions to
group health insurance plans rose from 0.8% to 5.1% of total compensation through
the work place. The total value of those benefits has been estimated to be as much
as $145 billion. 11 The unlimited tax exclusion also has resulted in extremely rich
benefit plans which have insulated employees from the consequences of their own
health care decisions. This has encouraged excessive utilization and an indifference
to cost, making the United States the health care wastrel of the world.

The Council for Affordable Health Insurance believes that an essential part of the
solution to the dual problems of the uninsured and health care inflation lies in mak-
in' federal tax policy equitable between employer-based groups and individually-
paid health expenses. This will result in more people having coverage and in a
greater awareness of the cost of health care services by consumers.

Enclosures.

10 Jensen, Gail A. and Morlock, Robert J. 'Why Medical Savings Accounts Deserve A Closer
Look in Health Reform." The Journal of American Health Policy, Vol. 4, No. 3, May/June 1994.

1 Fuchs, Beth, et al. "Taxation of Employer-provided Health Benefits," Congressional Re-
search Service Report for Congress, October 2, 1992.



Exhibit I

Historical Overview of Tax Policy and Health Care

Health Care Millions Covered

YEAR Spending In % GNP Blue Cross c i o . Change In Tax Code
Billions and Blue Commercial Commercial

Shield Group Non-group

1939 - Fir coupled into skigle code in
1940 3.8 4.9 6.0 2.5 1.2 1939. Section 23 estathdmedf al

Sepense deduction (M.ED.)

1950 12.7 4.4 38.8 22.3 17.3 WA

1954-1R.C. reorgantzedIn 1954 Section23
1955 17.7 4.4 50.7 38.6 19.9 nowSecion213. M.ED. for expensestat

exceed 3% AGI If under age 65-

1960 27,1 5,3 58.1 54.4 22.2 WA

1965 - MEDICARE and MEDICAID enacted

1965 38.9 5.S 63.3 65.4 24.4 Added $150 deduction for 1/2 of Insurance
6preniuns M ED for expenses that

exceeded 3% AC.

1970 67.2 8.6 80.5 75.1 26.7 WA

1975 132.9 8.3 86.4 872 30.1 WA

1982 - Eliminated the $150 dedudion for
1980 250.1 9.1 86.7 97.4 33.8 Insurance premluns Raised M E O floor from

3% to 5%
1986- ME.D. floor raised from 5%to 7.5%

1985 422.6 10.5 78,7 99.5 21.2 Added a 25% deduction for self-emloyed to
purcise health insurance

Pease ne Since Cong,ess en ed the sf.mpoyed 25% tax deducion in 1986, Conress has made the eirension , annual Must, o.,, reFRtvef - 1988 198- 1990. 1991
and 1992 N eopd on Decem.ber 31. 993. and has not been extended Since that time. the nume, of in,,du&t wthmx*Wu dhemi th Wiim P06c ha dopped to ,,.2,,.au

Sources HIAA. 1994. end Cummulative Changes in the Internel Revenue Code of 1939. 1954, end 1986
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Exhibit 2-A

MJIlions With Individual Health Insurance Policies
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Exhibit 2-B

Health Care Spending as % of GNP
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Exhibit 3

% Uninsured by Family Income (In Thousands)
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Uninsured Workers by Firm Size
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O 100-499 Employees

8 25-99 Employees

12% Self-Employed

0 Under 25 Employees
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(Source: E8RI Special Report # f45, January f994.)
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DUCKS NA'nONAL HEADQUARTERS

UNLIM CITED One Waterfowl WayMemphi, Tennessee 381202351

INC. (901)T73&3823

AASH1. To.\ 1 )FFICE
:155 Connc t ut Avvnue 'OX

May 11, 1954 Ute 60
Wah~ron. LV 't

The Honorable Daniel Patrick Moynihan 4i:.24
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

Ducks Unlimited is the largest international wetlands
conservation organization. Founded in 1937, we have over 530,000
members across the United States and have funded and performed
wetland improvement projects in all fifty states. Since
inception, DU's members have raised over two-thirds of a billion
dollars in private funds to restore, protect, and enhance the
wetland habitats of North America. This has resulted in nearly
seven million acres in Canada, Mexico, and the United States
being protected for wildlife.

We are aware of the Finance Committee's consideration of
proposals that would have the effect of decreasing the annual
revenues generated for wildlife habitat protection by the
firearms excise tax. The fact that funds are available to state
governments for habitat restoration work and research from this
tax, has helped lead our organization to pledge a portion of the
contributions received within each state to wildlife habitat work
there. We dedicate a share of our funds as matches to monies
received by states under the Pittman-Robertson program.

If Congressional action results in reducing the revenues states
receive under the Pittman-Robertson program it will not only
affect their federal share, but could compound the loss by
damaging matching environmental partnership programs that groups
like ours have with the states. We would oppose the idea of
weakening wetland restoration efforts occurring in the states
under this program by decreasing the revenues available to the
Pittman-Robertson fund.

Thank you for your consideration of these concerns. We ask that
you include this letter in the record of the Committee's recent
hearing on this issue and share it with the other members of the
Finance Committee and their staffs.

SincerelyJ .

Scott Sutherland
Director of Federal Relations
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EMBASSY OF JAMAICA
1520 NEW HAMPSHIRE AVE. N W

Wi#.SHINGTON. DC 20036

TELEPHONE 102)45246W
FACSIMILE (202) 4524XJI(

REF NO

May 9, 1994

The Hon. Daniel Patrick Moynihan
Chairman
Finance Committee
U.S. Senate
205 Dirksen Bldg.
Washington, D.C. 20510

Dear Senator Moynihan:

AttaChed is a letter that the Embassies of three Caribbean
Basin counties, including Jamaica, recently sent to the Hon. Dan
Rostenkowski, Chairman of the House Ways and Means Committee
concerning the effects that tax increases on cigars may have on
Caribbean economic development.

I am bringing this letter to your attention as well because of
your long-standing interest in and support for strong
U.S./Caribbean trade relations. As you continue the health care
debate, I thought you would want to be aware of the importance of
the Caribbean cigar industry to Caribbean Basin economic growth,
and to the U.S./Caribbean commercial partnership.

Please accept my continued best wishes and the assurances of
my highest regards,

Sincerely,

Ambassador

Attachment
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The Honorable
Dan Rostenkowski
Chairman
House Committee on Ways and Means
United States House of Representatives
Washington, D. C. 20515

Washington, April 8, 1994

Dear Mr. Chairman

We, the Ambassadors of major cigar exporting countries in the
Caribbean Basin, appreciate the strong support you have
demonstrated over the years for promoting the economic stability
and security of the people of the region through trade enhancement
initiatives such as the Caribbean Basin Economic Recovery Act, In
this regard, we are writing to bring to your attention our concern
about the pending proposal for a very large increase in the Federal
excise tax on cigars. The proposed increase (over 3004 for large
cigars; over 3,000% for little cigars) would be detrimental to our
countries' economies.

Collectively, the Dominican Republic, Honduras, and Jamaica account
for nearly 60% of the total value of U.S. imports of cigars and
cigar tobaccos. These products are an important source of foreign
exchange earnings for our countries. For example, in 1993,
Dominican exports of cigar tobacco products to the United States
reached $38 million. This represents about 10% of traditional
Dominican exports to the United States and 7% of traditional
exports to all destinations.

There are about 18 cigar manufacturers In our three countries
employing some 7,600 workers in addition to those engaged in
growing cigar tobaccos. We expect cigar production in some
countries, such as Jamaica, to double in the coming year. Such
rowth will generate hundreds of additional jobs as well as
increased foreign exchange earnings.

Due to the extreme price sensitivity of cigars, the proposed
increases would substantially reduce cigar sales in the United
States. That is, the U.S. market for cigars and cigar tobaccos
would most certainly shrink, causing economic adverse effects In
our countries. As you know, alternative uses for our productive
resources are limited. Like many sectors in our trade-based
economies, the Caribbean cigar Industry is highly dependent upon
U.S. market access and consumption for its continued viability. In
Jamaica, nearly 100 percent of annual cigar production is exported
to the United Statesj In the Dominican Republic and Honduras nine
out of ten cigars are destined for the U.S. Market.

In light of these considerations, we hope you will convey to the
other distinguished members of your Committee the concerns of your
neighbors from the Caribbean Basin about the potential for
unintended harm inherent in a large increase in cigar taxes and
that under your leadership an alternate or much more moderate
approach could be devised.

Sincerely,

H. 0 ose e1 FCarmen riza -
AJmbase dor of the
omini an Republic

E Rens A. Dendana
Ambassador of Honduras

Amb.S. ichard Bernal
Ambassador of Jamaica
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STATEMENT OF THE DISTILLED SPIRITS COUNCIL OF THE UNITED STATES, INC.

My name is Fred Meister and I am President/CEO of the Distilled Spirits Council
of the United States (DISCUS). DISCUS represents producers and marketers of dis-
tilled spirits. DISCUS and its member companies commend President Clinton for
his commitment to improving America's health-care system and his sound policy de-
cision of not proposing another tax increase on distilled spirits to help pay for this
most important endeavor.

The nation's distillers oppose any new taxes on any form of beverage alcohol. Un-
fortunately, however, recent discussions have suggested that there should be a
broadening of the financing package included in the President's plan, to include in-
creases in the Federal excise tax on alcohol in general or, in some instances, on dis-
tilled spirits in particular.

There is absolutely no justifiable basis to single out distilled spirits for another
tax hit. There are particularly strong facts and public policy arguments that support
exempting distilled spirits from an PET increase. Why is a further increase in dis-
tilled spirits taxes particularly unfair?

I. IT IS A FACT THAT DISTILLED SPIRITS TAXES WOULD NOT RAISE ANYWHERE NEAR THE
REVENUE ESTIMATED

" For the first time ever, after the 1991 8% distilled spirits tax increase, Federal
government statistics report that the government actually collected less in total
revenue-$89 million-than the year before. As a result of the 1985 distilled
spirits-only tax increase of 19%, over the next three fiscal years the government
actually collected $2.7 billion less than anticipated due to rapidly declining dis-
tilled spirits sales.

" The FET on distilled spirits is 29% higher today than it was in 1985. One dis-
tilled spirits tax increase took place in 1985 and another in 1991. Additionally,
there have been 200 state tax increases affecting distilled spirits since 1980.

" Despite these two tax increases at the Federal level, the government's own fig-
ures show that 1993 collections were $72 million less than in 1980.

" Distilled spirits are the most highly taxed consumer product in the United
States. Taxes on a typical purchase of distilled spirits total 44% of the retail
price. The federal tax burden on distilled spirits is much higher than that on
either beer or cigarettes.

" 1993 FET collections from distilled spirits were 2.4% less than in 1992.

2. A DISTILLED SPIRITS TAX INCREASE WILL NOT DEAL WITH THE SERIOUS PROBLEMS
OF ALCOHOL ABUSE, ESPECIALLY AMONG GROUPS SUCH AS UNDERAGE DRINKERS

* By increasing the tax on distilled spirits, the government is sending a wrong
message that one form of alcohol is qualitatively different from other forms of
alcohol. This undermines effective public education. Alcohol is alcohol is alcohol.

* There is no drink of moderation, only responsible practice by each and every
citizen.

* Every Federal agency understands that alcohol is alcohol is alcohol. Unlike
some products, the Federal government has recognized that an increasing num-
ber of scientific, medical studies may point to potential health benefits from
moderate consumption of beverage alcohol. The extent that there are any such
benefits is unknown, but if such benefits exist, they are equally accrued from
distilled spirits as well as beer and wine.

* The Federal government also recognized alcohol as alcohol as alcohol when, in
1988, identical health warning labels were placed on beer, wine and distilled
spirits.

• A distilled spirits-only tax will not be politically viable. Voters ac-e responsible
citizens, parents and people of logic with a strong understanding of what is good
public policy. They will support a tax policy that treats all beverage alcohol
products fairly andwill oppose one that does not.

3. A DISTILLED SPIRITS TAX WOULD DRAMATICALLY AND UNFAIRLY REVERSE CURRENT
FEDERAL TAX POLICY THAT RECOGNIZES THAT DISTILLED SPIRITS ARE UNFAIRLY TAXED

* In 1991, excise taxes were raised on distilled spirits, beer and wine. The House
and Senate Conference Report supporting that increase states, "there are sub-
stantial differences among the different alcohol beverages in present-law effec-
tive tax rates on alcohol content. The increased rates are designed to ameliorate
such differences in part."

* Despite the 1991 tax increases on beer, wine and distilled spirits, the alcohol
in distilled spirits is burdened with an FET that is twice that imposed on beer
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and almost three times the tax rate for table wine. The present FET on distilled
spirits is $13.50 per proof gallon (defined as a standard U.S. gallon containing
50 percent by volume of ethyl alcohol). The comparable FET per proof gallon
for beer is $6.45 and for table wine, $4.86.

" On a per-drink basis, the Federal tax on a typical distilled spirits cocktail is
10.5 cents, compared to 5.4 cents for 12 ounces of beer and 4.2 cents for 5
ounces of standard table wine.

" Only 31 percent of the alcohol consumed is distilled spirits, but distilled spirits
still account for 49.percent of the Federal excise tax revenue received from the
beverage alcohol industry.

4. A HIGHER DISTILLED SPIRITS TAX WILL HURT LOW AND MIDDLE INCOME AMERICANS
AT LEAST AS MUCH AS ANY OTHER TYPE OF TAX

" An excise tax on distilled spirits is just as regressive and damaging as is a tax
on beer. Beer is not the "drink of the working man or Joe Six-Pack" any more
or less than distilled spirits.

" The demographics of drinkers are virtually identical by income levels. There are
virtually as many drinkers of distilled spitits as of beer in the $30,000 and less
income range and in the $30-$60,000 income range.

5. A HIGHER DISTILLED SPIRITS TAX COULD PUT TENS OF THOUSANDS OF AMERICANS
OUT OF WORK AND JEOPARDIZE BILLIONS OF DOLLARS IN ECONOMIC ACTIVITY

* As a result of the 1985 and 1991 distilled spirits tax increases, 87,000 American
workers lost their jobs. That is more than the population of any one of 17 state
capitals. These lost jobs are represented substantially by small "Mom and Pop"
operations, because almost two-thirds of U.S. alcohol retail establishments have
fewer than five employees.

In summary, a distilled spirits tax increase will not raise anywhere near the reve-
nue estimated. A distilled spirits tax increase will not deal with the serious problem
of alcohol abuse. A distilled spirits tax increase will not meet any standard of fair-
ness. A distilled spirits tax increase will not avoid hurting low and middle income
working Americans and would put thousands of people out of work as well as jeop-
ardize billions of dollars in economic activity.

Again, the nation's distillers commend the President for his decision to exclude
istiled irits from the health care financing package. We urge the Congress to

stand by the President's decision. Thank you.

STATEMENT OF GROUP HEALTH INC. (GHI)

Group Health Incorporated (GHI) is a New York not-for-profit health service cor-
poration which provides health benefit coverage for over 2 million people. GHI is
pleased to provide this written statement for the hearing of the Committee on Fi-
nance on the tax treatment for health care organizations under the Administration's
Health Security Act (the Act).

GHI supports the President's goal of reforming the country's health care system
to expand the availability of affordable, quality insurance coverage. Not-for-profit or-
ganizations like GHI have historically played a very important role in providing af-
fordable, quality coverage for many Americans who would not otherwise be covered
by for-profit companies providing health insurance. These GHi subscribers are gen-
erall older and lower paid than average New York State residents. In large meas-
ure GHI is already part of the solution to our nation's health care problem. To help
ensure accessible and affordable health care'as well as universal coverage for all
Americans, favorable tax treatment of not-for-profits must be continued.

GHI is part of an important New York State tradition, that has encouraged the
providing of both the delivery and the insuring of health care, through not-for-profit
organizations, be they the not-for-profit voluntary hospitals or the not-for-profit
health insurers and HMO's. GHI is organized in New York under Arti le 43 of the
Insurance Law, a special section of law solely devoted to not-for-profit he Alth service
corporations. As an Article 43 corporation, GHI is subject to significant greater
scrutiny, regulation and legal restrictions than its for-profit health insura"\c com-
petitors. Further, health insurance and related activities are the only lines of busi-
ness GHI is permitted to underwrite. Moreover, these rules mandate the establish-
ment of state statutory reserve as a liability for not-for-profit insurers.

GHI was established in the late 1930's by a group of socially conscious organizers
as a means to provide access to medical care and coverage primarily to the poor,
the working class and the middle class. From its inception, GHI has maintained a
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true not-for-profit philosophy and a commitment to the community of New York
State. As a result, GHI throughout its history has been an innovator in providing
cost effective accessible coverage to its subscribers and in developing programs that
the for-profit commercial insurers initially avoided due to the unknown risks in-
volved. GHI was in fact at the forefront of developing programs in New York State
that today are taken for granted such as:

* First dollar coverage through networks of PPO styled providers. In fact with
over two million covered people and over 30,000 providers in its various net-
works, GHI is the largest PPO operating solely in one state.

* GHI was the first carrier to provide dental coverage. In fact, GHI wrote the
early accepted treatise on dental coverage.

* GH was the first carrier to provide out-of-hospital psychiatric coverage.
* GHI was the first carrier to make available second surgical opinions.
* GHI was the first carrier to pay for in-hospital medical care.
GHI continues to innovate and take similar risks, whether it be the development

of service specific PPO's, participation in government sponsored pilot projects like
the Child Hlealth Plus Program I or the development of a PPO/POS styled Managed
Medicaid program. 2 Additionally, as a community oriented not-for-profit company,
GHI has also developed programs to aid the broader community it serves. Tradi-
tional commercial health insurance carriers have shown little interest in doing simi-
lar community service initiatives due to the risk involved. Without the continued
support of the special benefits provided under current tax law, these programs risk
being adversely affected.

Examples of such programs include:

" Providing through its wholly owned certified Home Care agency health service
and health evaluations to the homeless in the Port Authority area of New York
City. This project was originally funded in 1987 in cooperation with the New
York State Department of Health. Since 1989, GHI has maintained the program
at its own cost and provided nursing, referral, support service and health eval-
uations to the homeless. GHI is the sole insurer in New York involved in
projects to extend medical care to the homeless.

" Providing dental care and service through its Albany Dental Health Facility to
poor AIDS patients and special preventive dental care to poor and underserved
children in the Albany area.

" Providing on-site training and guaranteed jobs to select students of Martin Lu-
ther King Jr. High School in New York City through a program GHI developed
and brought to this public high school.

The special contribution of not-for-profit insurers is recognized under current Jaw
which provides a deduction under Section 833 of the Interral Revenue Code (the
Code) for the difference between 25 percent of the not-for-profit organization's
claims and expenses over its adjusted surplus. The current encouragement of not-
for-profit carriers also allows favorable tax treatment for premium reserve growth
in calculating the tax liability for these health insurance organizations. For a num-
ber of reasons, retaining these special tax incentives or replacing them with cor-
responding incentives for not-for-profits, like GHI, is essential in aiding the goal of
expanding affordable health care coverage. This is so because:

1. Not-for-profits provide a competitive benchmark to for-profits in prices, cov-
erage and competitive market innovation.

2. Not-for-profits provide a competitive benchmark to for-profits in measuring effi-
ciency and administrative costs.

1 GHI is part of a demonstration project for affordable health insurance for children in low-
income families ("Child Health Plus") that provides health insurance for at least 56,000 children
in New York State. Despite repeated efforts by the state of New York to encourage all licensed
health insurers to join this program, only Gi and the state's other not-for-profit health insur-
ers have developed health insurance products for these low-income children. GHI established its
demonstration project in the medically underserved area of the South Bronx. GHrs work in this
regard was recently recognized by the International Foundation, which awarded GHI its Cre-
ative Excellence in Benefits awardfor this program.2 Another example of community service that will be at risk without special tax incentives is
GHI's voluntary program to assist Medicaid recipients. GHI has applied to the New York De-
partment of Health to establish an HMO which targets Medicaid recipients. The program will
provide affordable health coverage which might not otherwise exist. To our knowledge, there is
no commercial health insurer involved in a similar undertaking--establishing an HMO whose
target market will be Medicaid beneficiaries. Without continued favorable tax treatment for GHI
and similar organizations, high risk populations in geographically undesirable areas will have
a considerably greater difficulty being integrated into "mainstream" health plans.
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3. Not-for-profits are laboratories for innovative health insurance practices and
coverage programs.

4. Not-for-profits serve citizens who would otherwise be underserved.
5. Not-for-profits can bridge the transition to universal coverage (and fill the gap

in universal coverage if a less than 100% coverage plan is adopted).
6. Not-for-profits voluntarily serve a high percentage of small businesses and indi-

viduals.
7: Not-for-profits save Federal, state and local governments money (75% of GHI's

clients are government employees) in several ways:

a. by lower premiums
b. by providing portable coverage that reduces "out and back" administrative

costs
c. by minimizing administrative costs
d. by maximizing benefits per dollar of premium

Attached to this statement is a report submitted by the independent economic
consulting firm of J.W. Wilson & Associates that more fully addresses many of these
issues and the compelling argument of why not-for-profit health insuers continue
to deserve and need tax preferential treatment especially in an era of health care
reform. In fact, the Clinton Administration has testified previously before Congress
in favor of continued tax-exemption for hospitals and other nonprofit health care
providers, explaining that:

"The achievement of universal coverage, and resulting elimination of the
need for charity care, does not mean that the activities of nonprofit health
care providers will be indistinguishable from those for-profit providers.

[niprofit providers generally provide services to the community in addition
to the treatment of fee-paying patients. Treating patients who are unable
to pay the cost of the care is only one type of additional service that non-
profit providers offer today. Others include medical research, educational
programs, health screening, immunization, preventative care, and outreach
programs. As noted above, these preventative, community-based services
are important to meet community needs and achieve control over health
care costs." 3

This same rationale applies to the special benefits afforded not-for-profit health
insurance corporations under current law. While it is. true that the Administration's
proposal will require health insurance plans to provide open enrollment and commu-
nity-rating, this is only one feature of the not-for-profit plans that make them unique
and essential to universal coverage.

As noted, GHI historically has viewed its mission as serving the health and social
needs of the community of New York State. Throughout its 55 year existence, GH
has voluntarily initiated programs and aggressively pursued actions which clearly
address community needs and benefits. As such, GHIhas traditionally offered cov-
erage to individuals and small groups on a community-rated basis and on an open
enrollment basis without medical underwriting or evidence of insurability. As part
of the move to health care reform on both the Federal and state level, it is likely
that all companies providing health care coverage whether they be not-for-profit or
for-profit organizations, wil have to follow similar underwriting requirements. As
a result, proposals have been suggested to remove the tax preferential treatment of
the not-for-profits. GHI strongly believes that such a move would be a mistake, the
result of which would be the diminished participation or the elimination of not-for-
profit insurers in a market best served by the not-for-profits.
GHI, like most not-for-profit health service corporations, is restricted and limited

both as to its lines of business (health-related only), the use of its funds for invest-
ment purposes, its ability to raise or maintain capital, and by the State liabilities
imposed upon it. In particular, as a New York State Article 43 corporation, GHI is
required by law to establish a Statutory Reserve over and above its claims reserve.
This reserve, which is required for the protection of our subscribers and which is
funded from income, serves as GHI's only source of capital and is set at an amount
equal to 12V2% of GHI's earned premiums. Contributions to this Statutory Reserve
are required to be made at the rate of an amount equal to a minimum of 1% of
earned premium per annum until such Statutory Reserve it fully funded. This Stat-

3Selected Tax Provisions in the Administration's Health Security Act: Hearing Before the
Subcommittee on Select Revenue Measures of the House Committee on Ways and Means, 103rd
Cong. 1st Ses. (December 14, 1993) (statement of Maurice B. Foley, Deputy Tax Legislative
Counsel (Tax Legislation), Department of the Treasury).



220

utory Reserve is not a "free reserve" which a company can invade at will. If a com-
pany falls short of its Statutory Reserve requirement in New York, it must submit
a detailed plan to the Superintendent of Insurance for restoring such required re-
serves. Yet under current law, GHI's as well as other not-for-profits, do not receive
any Federal tax preference for this required liability for Federal Income Tax pur-
poses.

Therefore, GHI suggests, if Section 833 and its related provisions are to be elimi-
nated (as proposed in the Health Security Act), continued tax preferential treatment
should be given to not-for-profits in a more direct and meaningful form. A tax pref-
erence could be designed for organizations that meet certain criteria. These organi-
zations should be permitted to take their contribution to State Statutory Reserves
as a deduction for Federal Income Tax purposes or, in the alternative, that earned
income which is required for the establishment of State Statutory Reserves be taxed
at a maximum tax rate which would be equivalent to the Alternative Minimum Tax.
Under such a proposal all income earned in excess of the State Statutory Reserve
in a given year would be taxed at the full corporate tax rate. A not-for-profit should
not be subject to the full corporate tax rate for funds required to meet a state liabil-
ity.

In order to qualify for tax preferential treatment GHI proposes that a not-for-prof-
it organization meet the following standards:

(1) Be organized as a not-for-profit and operate pursuant to state law defining and
regulating not-for-profit health service corporations.

(2) Be subject to state limitations on the kinds and types of investments the not-
for-profit can make.

(3) Have substantially all activities of such organization involve the providing of
health insurance or other health related activities.

(4) Prohibit any of its net earnings inuring to the benefit of any private share-
holder or individual.

(5) Continuously operate in all markets (individual, small group and large group)
throughout its service area and provide coverage on an open enrollment basis with-
out medical examination or evidence of insurability. Additionally, individual and
small group coverage must be underwritten on a community rated basis.

(6) Incur expenses (administrative charges) of less than 15% of premium.
(7) Have no more than 10% of the earnings of such organization result from the

earnings of for-profit subsidiaries.

Such tax preferential treatment for such qualified not-for-profit health service cor-
porations, GHI believes, is appropriate and necessary for the continued viable par-
ticipation of not-for-profits in this tumultuous health care market. If what remains
of the not-for-profit health service coverage system is effectively decimated as the
result of the tax policy under health care reform, it may be lost forever and difficult
or impossible to resurrect in the future.

GHI supports fair tax treatment of health insurance plans recognizing differences
among them in servicing community needs. As recognized by the Administration,
not-for-profit health providers are distinguishable from for-profit providers because
of the additional services that not-for-profits offer. GHI is similarly distinguishable
from other health insurers. Clearly, insurance companies facing "bottom line" pres-
sures will have difficulty in voluntarily providing the creative additional services
which must exist for the more equal treatment of the disadvantaged population en-
visioned in the Administration's proposal. The removal of special tax treatment for
not-for-krofit health insurance providers would threaten the ability to maintain this
community service philosophy. Given the limitations imposed on the not-for-profits
as well as the tradition and commitment of the not-for-profits, we believe this would
be a disservice to the cause of health reform and those not-for-profit health service
corporations, like GHI, who already are part of the solution of the nation's health
care problems.

GHI thanks you for this opportunity to present this testimony and requests that
you carefully consider the results of the elimination of tax preferential treatment
for not-for-profits, as well as our alternative suggestions related to State Statutory
Reserves and the arguments set forth in the attached paper from the economic con-
sulting firm of J.W. Wilson & Associates.

Attachment.
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STATEMENT OF DR. ROBERT JOHNSTON, ON THE ECONOMIC IMPACT OF THE HEALTH
SECURITY AcT's INSURANCE COMPANY TAx PROVISIONS, ON BEHALF OF GROUP
HEALTH INC. (GHI)

Group Health Incorporated (GHI) is a New York not-for-profit health service cor-
poration which provides health benefit coverage for over 2 million people. GHI has
requested that I submit this analysis of the tax treatment of non-profit health insur-
ance companies under the Administration's Health Security Act and other proposed
health care reform legislation.

Current tax law contains special tax benefits for Not-For-Profit (NFP) health in-
surers in recognition of the valuable role they have played and continue to play in
providing affordable and high quality health insurance to the public. For a number
of reasons, retaining these special tax incentives for NFPs or replacing them with
corresponding incentives is essential in aiding the goal of expanding affordable
health care coverage. This is so because:

1. NFPs provide a competitive benchmark to For-Profits (FPs) in prices, coverage
and competitive market innovation.

2. NFPs provide a competitive benchmark to FPs in measuring efficiency and ad-
ministrative costs.

3. NFPs are laboratories for innovative health insurance practices and coverage
programs.

4. NFPs serve citizens who would otherwise be underserved.
5. NFPs can bridge the transition to universal coverage (and fill the gap if a less

than universal coverage plan is adopted).
6. NFPs voluntarily serve a high percentage of small businesses.
7. NFPs save national, state and local governments money (75% of GH's clients

are government employees) in several ways:
a. by lower premiums
b. by providing pol able coverage that redt~ces "out and back" administrative

costs
c. by minimizing administrative costs
d. by maximizing benefits per dollar of premium

CURRENT TAX TREATMENT

The Tax Reform Act of 1986 (TRA 86) eliminated the full tax exemption of NFP
health insurers. Under TRA 86, NFPs pay tax under the rules relating to non-life
insurance companies (Section 831 of the Internal Revenue Code).

However, in subjecting NFPs to income taxation, Congress recognized the special
importance of NF P health insurance providers, and crafted special rules in Section
833 of the Code, applicable to GHI and similar Blue Cros2/Blue Shield-type NFP or-
ganizations. These rules reflect the recognized role of NFPs in providing affordable,
community-wide insurance for health care expenses and recognition that these NFP
corporations provide an essential service to the community beyond that provided by
traditional FP insurers. The Section 833 benefits include exemption from taxation
of increases in unearned premium reserves and, most importantly, a deduction from
taxable income equal to the excess of (1) 25 percent of the sum of health claims and
expenses over (2) adjusted surplus. Although the Section 833(b) deduction offsets
regular taxable income, it is not allowed as a deduction against Alternative Mini-
mum Taxable (AMT) income. The result of the TRA 86 was that NFP insurers
began paying an effective income tax rate approximating the statutory AMT rate
of 20 percent.

ADVERSE IMPACT OF IEGISlATIVE PROPOSALS

By deleting these special allowances of the TRA 86, the tax provisions of the Ad-
ministration's proposed Health Security Act would drain the scarce capital of NFP
insurers and impose an income tax increase of as much as 70 percent. The Commit-
tee should understand the full significance that such a large tax increase would
have for NFP insurers. Unlike stockholder-owned firms, NFP insurers are totally
dependent on funds generated internally to provide capital reserves required by law.
Increased taxes will make it much more difficult to raise capital, starving the ex-
pansion of health insurance services. Paying the proposed tax increase can only be
accomplished by (1) reducing insurance coverage so that capital ratios do not fall
below levels required by New York state law and prudence, (2) by slowing innova-
tion and expansion of coverage, or (3) by raising rates. All of these results defeat
the Administration's objectives of expanding access to insurance coverage and con-
taining health care costs.
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RAISING TAXES ON NFP INSURERS WOULD BE INEQUITABLE

The equity of tax legislation cannot be realistically assessed without analyzing its
impact on the effective tax rate incurred by the various firms to which it applies.
The tendency of effective tax rates-i.e., actual tax expense as a percentage of
pretax income of firms-to depart from statutory tax rates by varying amounts for
different types of firms is a well-known and often highly controversial feature of the
real-world application of tax laws. The Health Security Act (and similar tax propos-
als) would sharply boost NFP insurers' taxes even though they already pay tax rates
comparable to those paid by large mutual companies (Prudential, Metropolitan, and
Principal Financial) and higher than the tax expense incurred (including deferred
tax benefits) by the largest stockholder-owned diversified health insurers, such as
Aetna, Travelers, and CIGNA. Comparative tax rates are shown on Exhibit 1.

Although the Tax Reform Act of 1986 ended NFP health insurers' statutory tax
exemption, it attempted to shield NFPs from the full brunt of the 34 percent statu-
tory tax rate. Viewed from the perspective of real world effective tax rates, this ap-
parent "special treatment" actually produced a more equal impact of taxation than
would otherwise have been the case. As shown on the attached Exhibit 1, the tax
rate paid by GHI since 1987 (20.66%), including the impact of the TRA 86 special
allowances, has averaged over four (4) percentage points higher than the effective
tax rate experienced by stockholder-owned health insurers (15.91%). As also shown
on Exhibit 1, GHI's tax rate is within approximately three (3) percentage points of
the 23.88% tax rate paid by the largest mutual firms-even though they are not eli-
gible for the NFPs' "special" tax benefits.

Forprofit insurers have opportunities to avoid taxation that are not equally avail-
able to NFP insurers. Stockholder-owned and mutual health insurers are typically
diversified across several lines of insurance, enabling the pooling of the relatively
small investment funds generated by health insurance with the larger pools of in-
vestment funds accumulated in property-casualty and life operations. This pooling
of funds, as well as the funds raised by stock companies through securities sales,
enable FP insurers to invest in more risky, less liquid, and more tax-advantaged in-
vestments than would be possible or prudent for NFP insurers. Unlike stock-fi-
nanced firms, NFP insurers cannot issue stock to make up losses on tax-advantaged
but risky investments such as real estate or common stocks. Because of the require-
ments of New York's NFP health insurer law, its need to maintain liquid resources
to meet its rapidly maturing claims, and because of its lack of access to equity fi-
nancing (mandated by state law), GHI, for example, invests almost exclusively in
high-quality Treasury and corporate debt instruments of short or intermediate ma-
turity. If the NFP insurers are hit with higher tax rates, they will probably consider
modifying their investment portfolios to shift more funds into municipal bonds and
other tax-advantaged instruments. However, because NFP health insurers do not
have life or property-casualty insurance businesses to generate investment funds
and tax shelters, tax-exempt income is not, and realistically cannot be, as important
a source of income for NFP health insurers as for FP firms.

Experience has shown that the NFP health insurer provisions of TRA 86 have
achieved their objective of narrowing the wide and inequitable variations in effective
tax rates that would otherwise exist. The result is that current tax law imposes an
effective tax rate on GHI that is similar to or higher than the rate incurred by for-
profit mutual and stockholder owned health insurers. The most likely practical re-
sult of the NFP health insurer related income tax provisions of the Health Security
Act will be to impose a higher effective tax rate on NFP insurers than on stock-
financed and mutual health insurers. Reasonable arguments can be made for sub-
jecting NFP health insurers to a lower tax rate than FP firms. Reasonable argu-
ments can even be made for subjecting NFP firms to the same tax rate as FP firms.
But surely it would be perverse public policy to impose a higher effective tax rate
on NFP health insurers than on FP insurers.

EFFICIENCY, EXPENSES AND EXECUTIVE COMPENSATION

A significantly higher percentage of GHI's premiums are paid out in benefits (and
conversely a lower percentage goes to expenses and commissions) than is true in the
FP sector of the industry. GHI pays health care benefits equal to more than 85 per-
cent of the premiums collected; the FP insurance industry total is less than 70 per-
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cent.' GHI's expenses are about 10 percent of premiums; the FP insurance industry
total is more than 30 percent.2 (See table)

Another way to view relative efficiency is to examine administrative costs relative
to benefits paid. The comparison is startling. While GHI's administrative costs are
12 percent of benefits, the industry average is 48 percent, or about than 4 times
as great. Important reasons for this difference are the sales commissions and execu-
tive compensation paid by FP insurers. For example, in 1993 the average compensa-
tion for the top five executives of large stock insurance companies was about
$1,000,000 each; for GHI it was $213,600.

BENEFIT AND EXPENSE COMPARISONS

For-profit insurers
GHI A Policies Group Pohl- Individual

ties PolIcit s

Benefits As a Percentage of Premiums ..................... 86.1% 68.1% 738% 53.2%
Expenses As a Percentage of Premiums ............................................... 10.25% 32.8% 27.7% 45.3%
Expenses As a Percentage of Benefits .......... ............................... 11.9% 482% 37.5% 86.4%

Source Best's Aggregates & Averages-kcident/ealI Insurers, and Gill Annual Report. 1993.

Other important differences that warrant special tax consideration for NFPs in-
clude the following:

NFPS ARE LABORATORIES FOR INNOVATIVE HEALTH CARE FINANCING

A. PPO's (Preferred Provider Organizations) and HMO's (Health Maintenance
Organization) were experiments brought to fruition by NFPs.

.NPs (particularly GHI) lobbied for the use of schedules of allowances in
Medicare rather than using higher usual, customary and reasonable fee provi-
sions.

C. NFPs broke new ground in providing coverage for mental health and den-
tal services-and keeping costs reasonable for those services.

NFPs HAVE UNIQUE CLIENT PROFILES

A. GHI's clients are lower income and more elderly than the average New
York state citizen.

B. A large percentage of GHI coverage is for children.
C. A much higher percentage (75%) of GHI insurance is for government em-

ployees.

CONTRIBUTIONS TO UNIVERSAL COVERAGE (PAST AND FUTURE)

Many of those covered by NFPs would not otherwise have health insurance, and
others would be payinga higher portion of their disposable income for the same cov-
erage. Even the Healt Security Act as proposed will not reach universal coverage
for years. Alternative proposals would not achieve universal coverage until 2004
- . . and some not at all.

NFP Health Insurance can continue to increase the percentage of citizens with
health insurance and bridge or narrow the transition gap if any of these plans fall
short.

I Sources: GHI 1993 Annual Statement to the New York Insurance Department and Best's Ag-
gregates and Averages for Accident and Health Insurers, 1993 Edition. GHrs paid benefits were
$906 million out of $1,052 million of premiums while the national totals for all stock and mutual
companies were $47.3 billion of benefits out of 69.5 billion of premiums.2 Sources: GHI Annual Statement and Best's Aggregates and Averages. GHIs expenses were
$107.8 million (10.25% of premiums) while the stock/mutual company total was $22.8 billion
(32.8% of premiums).
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SMALL BUSINESS AND NFPs

One of the most hotly contested issues in the current debate is "employee man-
dates," particularly for small businesses. In that NFPs like GHI offer community-
wide enrollment to small businesses, they are already assisting on that front. By
offering community-wide open enrollment at reasonable rates to small businesses,
which voluntarily purchase health insurance, GHI is helping to reduce the need for
compulsory small business mandates. NFPs can only continue to provide this vital
small business service with adequate tax incentives.

CONCLUSION

NFP insurers have played and continue to play a vital role in providing quality
health care insurance to America. The continuation of tax preferences for NFP
health insurance organizations is an important element in furthering the goal of en-
hancing affordable health care coverage for every American by preserving and en-
couraging a vibrant, innovative, competitive not-for-profit health insurance sector.

DR. ROBERT JOHNSTON & J.W. WILSON & ASSOCIATES

Robert Johhston, Ph.D., has twenty five years of public policy analysis experience:
As a professor at the U.S. Military Academy (West Point, N.Y.) and the University
of Arkansas at Little Rock, as a state legislator, as Chairman of the Arkansas Pub-
lic Service Commission (appointed by then-Governor Bill Clinton), and as an eco-
nomic consultant. He has a B.S. M.E. from Rice University, an M.A. from Oxford
University and a Ph.D. from Columbia University.

J.W. Wilson & Associates is a full-service economic counsel firm with more than
twenty years experience in insurance and other public policy issues.
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EFFECTIVE TAX RATES
GHI VS. THREE LARGEST STOCKHOLDER OWNED AND MUTUAL HEALTH INSURERS
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EFFECTIVE TAX RATES
THREE LARGEST STOCKHOLDER OWNED HEALTH INSURERS

AETNA
Income Tax
Income Before Tax

Effective Tax Rate

TRAVELERS
Income Tax
Income Before Tax
Effective Tax Rate

CIGNA
Income Tax
Income Before Tax

Effective Tax Rate

1987
161 ,1011,0410

S 1,027,900),000
15.67%

.S123,4100,0411

S444,0I0,ll000
27.71t%

S1 74,0410,000

21.35%!.

S 1114,51111,1111)
S80I4,01I,41414)

13.00%1"!.

S 102,000,040l
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1987-1992
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1 Not meaningful because pretax income was negative.

2/ Figure reflects add-back of $182.000.000 tax benefit related to prior year. Reported tax was a negative expense of (SI 58.000.000).

Data Sources: Annual Reports to Stockholders
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EFFECTIVE TAX RATES
THREE LARGEST MUTUAL HEALTH INSURERS

PEIVIENTIAL
Income Tax
Income BCfore Tax

Effective Tax Rate

METROPOLITAN
Income Tax
Income Before Tax

Effective Tax Rate

!BINCIPAiL FINAINCIAL GBOQUP
Income Tax
Income Before Tax

Effective Tax Rate

1988
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-44.3)0/
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1990
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Data Source: A. M. Best
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TOTAL
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NOTES TO EXHIBIT I

Descnrpioni of Effective Tax Rate Calculatiois

GHI Tax Rate. The calculations of effective tax rates in Exhibit I attached to this report are
derived from publicly reported financial information For Gil. the income before tax amounts
were taken directly from GHI's statutory financial statements as filed with the New York
Department of Insurance. The amounts shown for GHI's income taxes are taken directly from tax
returns filed %"th the Internal Revenue Service. Tax return amounts were slightly less than taxes
paid per GI's statutory statements because the statutory statements reflected tax liability
estimates that were subsequently revised for tax filing purposes. If the unrevised statutory tax
expense figures had been used, the computed tax rate for GiH would have been 21.79 percent,

Accounts Basis Figures for stockholder-owned firms are derived from Annual Reports to
Stockholders. which are prepared using Generally Accepted Accounting Principles (GAAP).
Figures for GHI and mutual health insurers are derived from statutory Annual Statements filed
%%ith state insurance regulators. and were obtained by J. W. Wilson & Associates from GiM1 or
through A M. Be'st's electronic data service. Figures for 1987 were not available electronically
from A M Best. GAAP financial statements for GH and the mutual health insurers are not
available

Statutory accounting is a systematic basis of accounting which is significantly different
from GAAP accounting. The most important income tax-related difference is that statutory
accounting generally reflects taxes paid in the current year and does not reflect deferred income tax
liabilities or benefits which arc recognized under GAAP accounting. The stockholder-owned firms
used in this comparison paid substantially more income taxes during 1987-1992 than their reported
GAAP income tax expense for those years because they incurred large deferred tax benefits that
%ill reduce taxes paid in subsequent years. GAAP accounting, which reflects tax benefits
incurred in the current year but whichh %ill reduce tax payments in subsequent years. more
accurately presents the econorruc substance of the tax expense for these large diversified firms.
GHI and other simular health-only insurers do not have deferred tax liabilities or benefits of a
magnitude comparable to large diversified insurers. Thus, although GFi's tax expense would
probably be different from that reported on its statutory Annual Statements if GAAP accounting
were used. J. W. Wilson & Associates does not believe that the difference between the effective
tax rate computed under GAAP accounting for GH or sirlar health-only insurers would be
substantially different from the effective rate computed under statutory accounting for such firms.
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STATEMENT OF THE HEALTHCARE FINANCING STUDY GROUP

The Healthcare Financing Study Group ("HFSG") is pleased to submit this testi-
mony to the Senate Finance Committee regarding the federal tax treatment of
health providers. The HFSG is a national trade association of investment bankers,
bond counsel, bond insurers and other firms that serve the needs of non-profit
health care institutions for capital to finance the efficient delivery of health care
services throughout the United States. This testimony focuses on (1)the importance
of allowing non-profit health providers to retain their tax-exempt status under In-
ternal Revenue Code I Section 501(cX3), and (2) the need to eliminate or expand the
$150 million volume limitation on Section 501(c)(3) non-hospital bonds issued by
these providers.

TAX-EXEMPT HEALTH PROVIDERS

The health reform debate has triggered renewed consideration of the approprate
standards for granting tax-exempt status to health care providers in the United
States. Currently, the "community benefit" standard permits hospitals and other
charitable health care providers to qualify for tax-exempt status under Section
501(cX3). This standard has been defined and applied by the Internal Revenue Serv-
ice ("IRS") differently depending upon the type of organization and the nature of
health services rendered. In the case of hospitals, for example, the IRS focuses on
whether the hospital operates an emergency room open to the entire community re-
gardless of ability to pay, accepts Medicare and Medicaid patients on a non-discrimi-
natory basis, has a governing board representative of the community served, has an
open medical staff, and/or conducts medical research and educational programs. 2
The IRS' community benefit standard does not incorporate an explicit chanty care
requirement, although provision of an open emergency room and compliance with
MedicareMedicaid regulations generally entail a substantial amount of uncompen-
sated care. For integrated health care delivery systems, which integrate the provi-
sion of hospital and physician services, the IRS applies more rigorous criteria in de-
termining whether to grant tax-exempt status. Under President Clinton's Health Se-
curity Act (the "Act"), hospitals and other health care providers exempt under Sec-
tion 501(cX3) would be required to conduct annual community health needs assess-
ments and develop a plan to meet community health care needs. The proposal at-
tempts to codify the IRS' community benefit standard.

Critics of non-profit health care providers have attempted to raise doubts as to
whether the community benefit standard is appropriate in light of the Administra-
tion's goal to provide universal health care coverage for all Americans. These critics
argue that universal coverage will do away with the need for charity care and that
some providers do not provide their communities with other benefits commensurate
with the value of the tax exemption. Others point to abuses by some non-profit enti-
ties as a reason for tightening standards for tax-exemption.

The critics have failed to consider certain fundamental benefits provided by non-
profit health care institutions. Unlike for-profit entities, non-profit health care pro-
viders must elevate their patients' interests over profit-making objectives. The mo-
tive to maximize profits may cause for-profit providers to avoid locating in a particu-
lar geographic area or avoid providing certain benefits, because to do so would be
unprofitable. By contrast, non-profits generally are obligated to serve all persons in
the community regardless of ability to pay. Non-profits typically bear the respon-
sibility of providing services in economically underprivileged areas. (A good example
is the Cook County Hospital in Chicago, which is called upon to serve an unusually
high volume of gunshot victims, who often require expensive, complex care.)

Non-profits conduct the majority of medical research and education in the United
States-compared with the minimal research and education offered by for-profits. It
is non-profits that typically offer specialized care units such as burn and trauma
centers, which are costly to operate and rarely provide commensurate return on the
investment. Similarly, the children's hospitals in the United States are non-profit,
and these facilities, again, provide relatively high-cost, low-return services for the
nation and their communities such as pediatric intensive care units, infant intensive
care units, neonatal units, and tertiary care such as treatment for congenital de-
fects, pediatric nephrology, and pediatric hematology/oncology. Increasingly, these
non-profit children's hospitals are expanding their services to the community
through outreach services and outpatient clinics. A good example is the Children's
Hospital and Medical Center of Seattle. Among the numerous community outreach

1All section references herein are to the Internal Revenue Code of 1986 (the "Code"), as
amended, unless otherwise noted.2See IRS Hospital Audit Guidelines, IRS Manual Transmittal 7(10) 69-35 (March 22, 1992).
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programs operated by this non-profit hospital are: a Children's Resource Center,
which provides child and teen health information through community education pro-
grams and a newsletter; a Parent Resource Center, which offers information and
education about children's health; and the Odessa Brown Children's Clinic, which
provides medical, dental and counseling services to children in inner-city Seattle
with programs that include a sickle-cell disease clinic, foster care medical case man-
agement, a dental clinic, health education, and nutrition counseling.

Such varied community benefits are typical of non-profit health care institutions
and should be evaluated carefully by Congress before consideration is given to pos-
sible new standards for tax-exempt status.

The HFSG understands the importance of reconciling the Administration's goal of
providing universal health care coverage with appropriate standards for tax exemp-
tion for non-profit health care providers. At the same time, it should be noted that
forces beyond the control of Congress and non-profit health care providers have led
to significant consolidation and downsizing of the United States non-profit health
care sector. Changes in health care delivery under any reform plan will only contrib-
ute to this trend. Reform is intended to, and therefore likely will, shift resources
away from tax-exempt acute care and extended care facilities into the primary and
preventive care arena. Additionally, the cost containment that is a major goal of
health reform will increase imperatives for efficiency in operations and facilities. Ex-
isting institutions will need to be merged or otherwise converted into facilities that
are more responsive to the dictates of health reform, old facilities may have to be
sold or torn down, and new facilities may have to be constructed, all of which will
require new sources of funding. The ultimate results will be increases in the effi-
ciency of health care service delivery, but achieving these desirable goals will re-
quire new and significant investment along the way.

As this trend continues, the prospect of loss of tax-exempt status under potential
new standards is daunting for non-profit health care providers. While it generally
will be difficult to measure the effects of subjecting tax-exempt health care organiza-
tions to the federal income tax, it is not difficult to show the chilling effect that loss
of tax exemption will have on the tax-exempt bond market and the ability of such
organizations to continue financing projects and operations after health reform. As
a result of the $150 million limitation on non-hospital bonds (discussed below), one
New York City provider represented by an HFSG member was recently forced to
obtain needed funds in the taxable bond market at an interest rate nearly 250 basis
points (2.5%) higher than the provider could have obtained in the tax-exempt mar-
et. Assuming a principal amount of $50 million, the rovider will be forced to pay

annual, increased interest payments of $1 million to bondholders, an increase the
or anization can barely afford.

In addition, the prospect of increased IRS enforcement efforts in the tax-exempt
bond area has already led to stricter requirements imposed on non-profit bond issu-
ers, resulting in higher financing costs and risk to issuers and bondholders. The per-
ceived increased investment risk by bond investors and the market due to loss or
potential loss of tax-exempt status has further raised the cost of financing for non-
profit facilities that are dependent on the tax-exempt bond market for access to cap-
ital. 3 Marginal cash flow and incidental profit margins previously earned by certain
non-profits have already been eliminated by such increased financing costs. The
likely result of changing the standards for tax exemption will be that many of these
facilities will be forced out of business.

It is not just health care institutions that would suffer profound damage if stand-
ards for tax-exemption were significantly changed, causing some facilities to lose
their tax-exempt status. In that event, perhaps the greatest damage would occur to
the bondholders themselves-approximately 60% of whom are individuals who pur-
chase the bonds directly or through mutual funds. In some cases, loss of tax-exempt
status by an institution can cause outstanding bonds to become accelerated and due
because of the violation of a covenant based on the tax-exempt status of the pro-
vider. In that event, individual bondholders would suffer the consequences imme-
diately and directly. Many of the investors in tax-exempt bonds are residents of the
community served by the institution. When a facility loses its tax-exempt status,
there is a double blow to the community because of the impact on the institution
and the impact on bondholders who are community residents. The federal govern-

SUnlike for-profit health providers, non-profit health care institutions are unable to rely on
the equity markets to raise funds for capital projects and working capital. Generally, sources
of equity capital afford for-profit providers broader access to capital than non-profits, placing the
non-profits at a competitive economic disadvantage. The tax-exempt bond market tends to coun-
teract this disadvantage. However, if tax exemption is at risk, the ability to issue tax-exempt
bonds disappears.
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ment even may be required to rescue investors in institutions from loss of tax-ex-
empt status, at an enormous cost to taxpayers. Clearly, the prospect of another sav-
ings and loan crisis should convince the Congress and this Committee to proceed
cautiously before implementing changes in standards for non-profit status.

Congress should carefully examine the possible consequences of altering stand-
ards for tax exemption for non-profit health providers before enacting any changes.
Failure to fully understand and weigh the consequences may lead to the unin-
tended, disastrous results described above. Moreover, changes to standards for tax-
exempt status should not be made in a vacuum. The Committee and Congress
should postpone the task of redefining the standards for tax-exempt status until the
precise extent of "universal coverage" under health reform, and the practical work-
ings of the new "universal coverage system, become clearer.

To facilitate the enactment of health reform without jeopardizing the financial
stability of tax-exempt bond issuers and bondholders, Congress could adopt ex-
panded reporting requirements for Section 501(c)(3) organizations that are not un-
duly burdensome and that would allow the IRS to gather accurate information re-
garding the activities of, and benefits provided by, non-profit health care providers.
Such information could provide a basis for the careful exploration that Congress
should undertake before considering significant changes in standards for tax-exempt
status. In the meantime, any changes in the law enacted as part of the current
health reform effort should address only those abuses involving non-profit health
care providers that are documented in the legislative record.

$150 MILLION TAX-EXEMPT BOND LIMITATION

In addition to the already emerging trend in the health care industry toward con-
solidation and down-sizing in the acute care sector, health care reform will nec-
essarily lead to mergers and combinations of diverse types of health care providers.
Current laws governing tax-exempt bond financing need to be revised to keep pace
with these changes. Specifically, the HFSG urges Congress to implement the follow-
ing changes to guarantee non-profit health care providers access to the private cap-
ital markets at the lowest possible cost to the government and the lowest risk to
bondholders.

The Tax Reform Act of 1986 imposed a limit of $150 million on the aggregate
amount of outstanding qualified Section 501(cX3) bonds, other than hospital
bonds, from which any 501(cX3) organization may benefit. In determining whether
the $150 million limitation has been exceeded, advance refundings are taken into
account. Historically, hospitals were viewed as the appropriate beneficiaries of tax-
exempt financing, and this view justified an exception to the $150 million limitation
for qualified Section 501(c)(3) hospital bonds. Because health reform, under almost
any plan, will propel a shift from acute care to primary and preventive care, and
because the population is aging, there will be increased demand across the country
for non-hospital long-term care and managed care entities. At the same time, the
existence of excess capacity in the acute care sector may require restructurings of
acute care facilities, or renovations of such facilities to become providers of primary,
preventive, or other non-acute care services. Such renovations will necessarily in-
crease overall efficiency and reduce costs in the health care system. Yet because the
resulting entities will not be "hospitals" under the current, narrow statutory excep-
tion, such beneficial restructurings will subject non-profit providers to the $150 mil-
lion cap.

The various pending health reform bills encourage the development of non-tradi-
tional, non-hospital health delivery systems, but the $150 million cap creates a pow-
erful disincentive for the creation of these new systems. While traditional non-profit
hospitals may need to shift resources into areas such as neighborhood diagnostic
andtreatment facilities, long-term residential care facilities, medical equipment ac-
quisition entities and the like, the $150 million cap restricts their ability to modify
their services in the interests of efficiency and cost-effective care. The cap also re-
stricts the ability of non-profit hospitals to merge with other hospitals. Finally, the
cap prevents many non-profit health providers that are now paying relatively high
interest rates from lowering their costs of capital through advance refundings of
their bonds, because the original bonds are still considered to be outstanding for
purposes of the cap. Because of the cap, the dramatic drop in interest rates that
occurred in the early 1990s has passed many of these institutions by. (The federal
government shares in such unnecessarily high financing costs whenever a non-profit
institution is the recipient of research funding from the National Institutes of
Health, because the increased financing cost requires a larger grant than would oth-
erwise be the case.)
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Examples of the problems caused by the cap abound. As noted above, one New
York institution represented by an HFSG member had to turn to the higher-cost
taxable bond market for a necessary project because the institution had already
reached the $150 million limitation. Many other facilities have chosen to forego ex-
pansion or reconstruction of outdated facilities in lieu of pursuing taxable bond fi-
nancing. One of the largest tax-exempt providers of long-term care in the United
States is being forced to seek taxable bond funding at exorbitan + costs because its
facilities are not considered "hospitals" under current law. Other health care edu-
cational and research systems are facing similar prospects. A major Washington
state clinic that wishes to refund existing bonds and to merge with another local
facility-steps intended to increase operating efficiency and reduce costs--can do
neither as a result of the cap. A large cancer research center in the same state-is
prevented from refunding to obtain lower interest rates because, for cap purposes,
it is considered a non-hospital institution.

The new emphasis on non-hospital care and the high likelihood that new institu-
tions will provide varied types of care makes an exception limited to "hospitals" ob-
solete. A logical solution to these problems would be to expand the exception to the
$150 million limitation to include not only hospitals but also non-hospital health
care facilities. Alternatively, the $150 million cap should be lifted in its entirety.

STATEMENT OF THE INTERNATIONAL ASSOCIATION OF FISH AND WILDLIFE AGENCIES

The Association appreciates the opportunity to submit a statement for the record
on the proposed increases to the firearms excise tax and subsequent use for various
health care proposals. The Association certainly shares the concerns of the nation
over the impacts of violent crime, but is compelled to conclude (1) that virtually all
of those who would pay this increased excise tax are not criminals but law abiding
hunters and those who shoot in competition or for sport; and (2) increasing the tax
would have little or no effect on lowering the commission of crime. However, these
proposals would seriously impact the Pittman-Robertson fund to which the firearms
and ammunition excise taxes have been dedicated since 1937, for use by the 50 state
fish and wildlife agencies for wildlife conservation purposes. Therefore, the Associa-
tion must continue to oppose any measure that would divert the firearms and am-
munition excise tax from any purpose other than for its dedicated uses through the
Pittman-Robertson fund.

The international Association of Fish and Wildlife Agencies, founded in 1902, is
a quasi-governmental organization of public agencies charged with the protection
and management of North America's fish and wildlife resources. The Association's
governmental members include fish and wildlife agencies of the states, provinces,
and federal governments of the U.S., Canada, and Mexico. All 50 states are mem-
bers. The Association has been a key organization in promoting sound resource
management and strengthening federal, state, and private cooperation in protecting
and managing fish and wildlife and their habitats in the public interest.

The Pittman-Roberts fund was established by Congress in 1937 as the original
user pay-user benefit program. It remains today a primary source of funds to sup-
plement state funds, mostly from hunting and fishing licenses, for state wildlife pro-
grams. For example, in 1994 the Pittman-Robertson Wildlife Restoration Fund pro-
vided approximately $182.1 million to the states and territories for their wildlife
and hunter education programs. This Act, originally conceived and promoted by a
coalition of sportsmen, sporting arms manufacturers, and fish and wildlife agencies,
has become the basis for successful wildlife programs in each of the 50 states. T,e
wildlife resources, and therefore present and future generations of our citizens, ben-
efit tremendously from this very successful program.

Enclosed for. your information is the fiscal year 1994 Apportionment of Federal
Aid in Wildlife Restoration Funds broken down on a state by state basis. As you
can readily see, these funds are significant to each of the states for vital wildlife
conservation and hunter education programs.

While some legislative proposals increasing the firearms or ammunition excise tax
apparently seek to legislatively protect the existing Pittman-Robertson fund, in-
creases to the firearms and ammunition excise tax (as in S. 1616 and S. 1798) and
dedication to health care programs would still have serious detrimental impacts to
the fund. First, by the impact of significantly raising the excise tax on firearms and/
or ammunition, sales to the licensed hunters and shooting sports enthusiasts will
decline significantly, and thus the money accruing to the Pittman-Robertson Fund
will decline. Secondly, these bills would place a de facto cap on the Pittman-Robert-
son Fund since they would capture all revenue above the existing percentage going
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to the Pittman-Robertson Fund. This would preclude any future increase to the fund
to be used for wildlife conservation purposes.

I enclose, for your information, some examples of letters from State fish and wild-
life agency Directors across the nation, reflecting serious and sincere concerns about
the impact of these bills. These are reflective of the concerns expressed in the con-
servation community over the effects of bills such as S. 1798 and S. 1616.

Needless to say, the diversion created by these legislative prof osals would have
a devastating effect on the future of the wildlife resources of this Nation. We also
feel that it is inappropriate to levy the burden of paying for the result of society's
ills on the legitimate firearm owners of this Nation. The Association urges you to
retain the integrity of the current dedication of the firearms and ammunition excise
tax to wildlife conservation purposes only.



234

FINAL APPORTIONMENT OF FEDERAL AID IN
WILDUFE RESTORATION FUNDS FOR FISCAL YEAR 1994

WILDUFE HUNTER
STATE RESTORATION EDUCATION TOTAL
ALABAMA 2.369,236 878,412 3.247,648
ALASKA 7.234.635 373.884 7.608.519
ARIZONA 3.299.201 796810 4.096.011
ARKANSAS 2.568.256 373.884 2,942.140
CALIFORNIA 5.215.645 1.121,652 6.337.297
COLORADO 3.674.619 716.192 4,390,811
CONNECTICUT 723.464 7 14.609 1,438.073
DELAWARE 723.464 373.884 1,097.348
FLORIOA 2.192,805 1.121.652 3,314.457
GEORGIA 2.924.474 1,121,652 4,046.126
HAWAII 723.464 373.884 1,097.348
IDAHO 2.967.476 373.884 3,341.360
ILLINOIS 2.699.352 1.121,652 3.821,004
INDIANA 2.299.150 1.121,652 3,420.802
IOWA 2.476.525 603.658 3,080.183
KANSAS 2.670.496 373,884 3.044.380
KENTUCKY 2.279.475 801,173 3.080,648
LOUISIANA 2,280.138 917,410 3.197,548
MAINE 1.671.829, 373,884 2,045,713
MARYLAND 929.661 1.039,477 1.969.138
MASSACHUSETTS 723,464 1,121.652 1,845.116
MICHIGAN 6.438.900 1.121.652 7,580.552
MINNESOTA 4.289.890 951,134 5,241,024
MISSISSIPPI 2.392,731 559.410 2.952,141
MISSOURI 3,977.361 1.112,437 5.089,798
MONTANA 4.488,983 373.884 4.862,867
NEBRASKA 2.493.138 373.884 2,867.020
NEVADA 2,728.707 373.884 3,102,591
NEW HAMPSHIRE 723.464 373.884 1.097,348
NEW JERSEY 723,464 1,121,652 1.845,116
NEW MEXICO 3.156.314 373,884 3,530.198
NEW YORK 4.477,924 1,121.652 5,599.576
NORTH CAROLINA 2.761,133 1,121,652 3,882.785
NORTH DAKOTA 2.028.361 373.884 2,402,245
OHIO 3.262.876 1,121,652 4.384.528
OKLAHOMA 2.784,269 683.841 3,468,110
OREGON 3.589.751 617,912 4.207,663
PENNSYLVANIA 6,135,117 1.121,652 7,256,769
RHODE ISLAND 723.464 373.884 1,097.348
SOUTH CAROLINA 1,603.607 757.999 2,361.606
SOUTH DAKOIA 2,465,629 373.884 2,839,513
TENNESSEE 3.583.757 1.060,286 4,644,043
TEXAS 7,234,636 1,121,652 8.356.288
UTAH 2.941,126 373.884 3.315,010
VERMONT 723,464 373.884 1.097,348
VIRGINIA 2.580,099 1,121,652 3.701.751
WASHINGTON 2.701.971 1,058.005 3,759.976
WEST VIRGINIA 1,777.300 373.884 2.151.184
WISCONSIN 4,648.340 1,063,456 5,711,796
WYOMING 2,922,025 373,884 3.295.909
PUERTO RICO 723,464 0 723,464
GUAM 241,155 62,314 303.469
VIRGIN ISLANDS 241,155 62,314 303.469
AMERICAN SAMOA 241,155 62,314 303.469
N. MARANA ISLANDS 241.155 62314 303.49
TOTAL 144.692,712 37,386.401 182,081,113
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Depament of Wildlife and Fisheries

Joe L Hemng Post Office Box 98000 Edwin WEdwads

Baton Rouge, LA 708"-9=00 overor

(50) 765-200

April 19, 1994

Honorable John B. Breaux
United States Senator
516 Hart Senate ice Building
Washington, C.)205 0

Dear SenaB

I am writ g to express my concern and strong opposition to
legislative proposal to be considered by the House and Senate that
would divert or otherwise impact funds from the Federal Aid in
Wildlife Restoration Act (Pittman-Robertson). Specifically, S.
1798 would segregate the firearms excise tax on handguns, semi-

automatic "assault weapons" and their ammunition and dedicate the
tax revenue to a gun violence trauma care trust fund. Funds would
be generated by increasing the existing excise tax from eleven
percent to thirty percent. Taxes collected above the existing
eleven percent would be dedicated for this health care initiative.
Legislation of this type, if passed, would have a devastating
effect nationally and on the Louisiana Department of Wildlife and
Fisheries and programs funded with the Pittman-Robertson fund.

A previous attempt was made to fund a similar health care
initiative by utilizing Pittman-Robertson funds. This legislation
was overwhelmingly rebuffed by state directors of fish and wildlife
agencies and the sporting public. They rightfully pointed out that
the law abiding sportsmen of this country should not be required to
underwrite a gun violence trauma trust fund that is completely
unrelated to their lawful pursuits of hunting and shooting
recreation. S. 1798 is just another attempt to tap into the P-R
fund and is, in my opinion, an insidious attempt to defanq
sportsmen's opposition by asserting that no additional money vill
be diverted from the original intent of the Wildlife Restoration
Act.

Currently, excise taxes on firearms and ammunition collected
under Section 4181 of the Internal Revenue Code of 1986, are
dedicated to the Pittman-Robertson fund. These funds are
administered by the U. S. Fish and Wildlife Service (USFWS) and
provided to state fish and wildlife agencies for wildlife con-
servation and hunter education programs. This Act, originally
conceived and promoted by sportsmen, sporting arms manufacturers
and state agencies, is the basis for the successful wildlife
programs in all fifty states, Puerto Rico, Guam, the Virgin
Islands, Samoa and North Mariana Islands. Wildlife resources, both
present and future, benefit from this successful and highly
effective user pay-user benefit program.
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I firmly believe that S. 1798 and the additive tax that it

imposes will have an immediate, direct effect by reducing sales of
arms and ammunition thus reducing P-R income and the resulting
funding to the states. Many wildlife agencies, including
Louisiana's, are operating on very austere budget. Any decline in
P-R revenue to the state will have a significant impact on the
resource and the public that enjoys this resource. I am also
concerned that an additive tax will ensure a sermanent leuls tive
sa2 that will reduce the dollars available for wildlife
conservation. This, too, will limit the state's abilities to plan
and manage resources today and into the future.

The Louisiana Department of Wildlife and Fisheries is opposed
to, and believes it is inappropriate, to amend or otherwise change
the basic premise of the Wildlife Restoration Act. We share the
concerns of the country with regards to gun violence but feel it is
inappropriate to unduly tax individuals who are not responsible for
the problem. Instead, legislation should be directed at the
criminal misuse of firearms and instituting tougher penalties and
seeing that these penalties are strictly enforced. This is a
concept that all sportsmen would embrace.

I urge you to retain the integrity of the current law for the
dedication of the firearms and ammunition excise tax for wildlife
conservation and education and continue the concept of user pay-
user benefit.

JoL. Herring

MISSOURI DEPARTMENT OF CONSERVATION

MAILING ADDRES" STREET LOCATION
P.O. Box 10 201 Wet Truman Boulevud
JCiTenon City, Missouri 65102-010 Jefferson City, MSouri

Tetkpbone: 314/751.4115

Missouri Relay Center 140&735.294 (TDD)
JERRY J. PRESLEY, Director

April 11, 1994

The Honorable John C. Danforth
U.S. Senator
249 Russell Senate Office Building
Washington, D.C. 20510

Re: S.1798 "Gun Violence Health
Care Costs Prevention Act"

Dear Senator Danforth:

I am writing to you in your capacity as a member of the Committee on Finance to share with
you my concern and opposition to S. 1798 which seriously alters the relationship between the
manufacturer's tax on arms and ammunition and lawful hunting and shooting enthusiasts.
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Historically, that tax has been dedicated for the use of state fish and wildlife agencies for
environmentally important land acquisition for public use and wildlife conservation as well as
safety and ethics education for hunters and shooting enthusiasts.

S. 1798 would irrevocably alter a relationship originally conceived and promoted by a
coalition of sportsmen, arms manufacturers, fish and wildlife agencies and passed by
Congress in 1937. That act (Federal Aid in Wildlife Restoration Act) has become the basis
for a successful wildlife program in each of the fifty states and has often been cited as a
model of a highly successful user pay/user benefit program. S. 1798 ruptures the user
pay/user benefit basis for the tax and burdens lawful citizens, hunters and shooting
enthusiasts with the costs of a social program unrelated to the original intent and groundswell
of support for the act.

The logic behind S.1798 is seriously flawed as it seeks to recover the costs of criminal
activity, carelessness and just plain inappropriate behavior. All of this flies in the face of the
intent, results and accomplishments of over fifty years operation of the Federal Aid in
Wildlife Restoration Act. S.1798 effectively caps and will eventually erode this trust fund in
a time of increasing environmental degradation and concern without even attempting to deal
with the activities that eventually result in death and injury.

It makes no more sense to tax legitimate purchasers of firearms and ammunition for victims
of firearms misuse than to tax purchasers of automobiles to pay the medical expense resulting
from criminal, careless or inappropriate use of automobiles.

The Federal Aid in Wildlife Restoration Act and the resulting dedicated fund has stood the
test of time. I implore you to protect the integrity of that act and the measurable and
immeasurable benefits that have accrued, are accruing and will continue to accrue to the
nation and its citizens through the dedicated expenditures of these funds for environmentally
sound purposes.

I believe that S. 1798 is an ill-advised and mis-directed effort to solve a real social ill. It is
also an inappropriate attempt to divert the firearms excise tax from its highly successful
dedicated purposes and uses. I hope you agree.

Sincerely,

JERRY J. PRESLEY
DIRECTOR

82-283 0 - 94 - 9
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STAT O

TEARY L SRANrSTAO, GOYvRP DEPARTMENT OF NATURAL RESOURCES
LARRY J. WILSON. otgcrop

April 19, 1994

The Honorable Charles E. Grassley
Congress of the United States
135 Hart Senate Office Building
Washington, D.C. 20510

Dear Senator Grassley:

As a member of the Senate Finance Committee I wanted to bring to your attention S. 1798
by Senator Bradley. This bill would segregate the firearms excise tax on handguns, semi-
automatic assault weapons, and their ammunition, increase the tax on those items to 30%,
and dedicate the tax revenues to a gun violence trauma care trust fund.

While we have sympathy for funding for the care of gun trauma victims it is the position
of the Iowa Department of Natural Resources that it is inappropriate to look to the firearms
excise tax for any purpose other than for its dedicated uses through the Pittman-Robertson
fund. S. 1798 would de facto cap the Pittman-Robertson fund.

I know that you understand the importance of the funds that come through the Pittman-
Robertson program to the hunters of Iowa, the wildlife management programs they depend
upon, and the hunter safety program that safely educates young hunters. It is my hope that
you will continue to support the Pittman-Robertson program and oppose efforts to use
firearms excise tax for other purposes.

n ly yours,

Larry 1. Wilson, Director

WALLACE STATE OFFICE BUILDING / DES MOINES. IOWA 503191 515-281-5145 / TOO 515-242-59671 FAX 515-281,885
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NORTH DAKOTA GOVERNOREOvard r caeGAME & FISH IErRK.LC4
Bismarc North Dakota 58501-5095DEPARTM ENT Phone: 1701) 221.6300

"Vanety in Huntng and Fs " FAX: 1701 221-6352

April 20, 1994

Senator Kent Conrad
United States Senate
724 Hart Senate Office Building
Washington, DC 20510

Dear Senator Conrad:

I am writing to request that you oppose S. 1798, the "Gun
Violence Health Care Cost Prevention Act," introduced by
Senator Bill Bradley (D-NY) on January 25, 1994.

This bill would increase excise taxes collected under the
auspices of the Federal Aid in Wildlife Restoration Act on all
handguns, and certain semi-automatic firearms and ammunition.
Currently, 10-11 percent excise taxes on these items help to
support wildlife-conservation projects across the country.
Senator Bradley's bill would attach an "additive tax" of 30
percent for the funding of treatment-for gunshot victims.

I believe the added tax will increase considerably the
cost to law-abiding citizens of their legitimate, legal, and
time-honored traditions. of outdoor recreation, and result in
a proportionate reduction in participation in these
activities. Additionally,. -I. believe it is an unfair tax
because instead of punishing criminals it penalizes law-
abiding hunters.and.target, shooters. The Federal -Aid in
Wildlife Rest6ration Act;,Ilso known as the Pittman-Robertson
Act, has been one of .the most successful federal government
programs. Since its inception in the 1930's, it has funded
recovery of many wildlife species, from game animals such as
white-tailed deer and elk to non-game wildlife such as eagles
and alligators. Sportsmen asked for this tax as a means of
funding conservation and point with pride to the many good
works it has accomplished.

While inner cities may suffer high violent crime rates,
here in North Dakota things are vastly different. Per capita,
North Dakota ranks high when it comes to the number of federal
firearms license holders and ownership of firearms. Yet,
North Dakota also ranks among the lowest in violent crime.
Senator Bradley's proposal would punish law-abiding North
Dakotans for the egregious crimes committed in urban areas.
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Automobiles injure and kill many thousands more Americans
than do guns. Using the logic in Senator Bradley's bill,
automobiles should see a commensurate 30 percent excise tax to
pay for the actions of drunk drivers. Nonetheless, we do not
hear a call for this, because society punishes drunk drivers
rather than all those who drive in a lawful manner.

Senator Bradley's bill also poses another problem in my
view. It continues the stigmatization of those who own
handguns, such as the Smith and Wesson .44 magnum, and semi-
automatic rifles, such as the Colt AR-15. This stigmatization
portrays those who own them as disreputable sociopaths because
both the gun and the owner have been labeled by the anti-gun
forces and the media as 'bad." Many of our state's hunters
use thesd guns for hunting fox, coyotes, and deer.
Additionally, many use these types of firearms for target and
match shooting on department-funded shooting ranges, which,
incidentally, they pay for with their excise taxes.
Ammunition used in the Colt AR-15 and .44 magnum handgun are
frequently used in various makes of other deer and varmint
rifles. While Senator Bradley's bill would in my estimation
disrupt present wildlife management programs, it also would
make it impossible to justify future increases for
conservation purposes. In the main, however, I believe an
equally important issue is one of protecting the rights of
law-abiding citizens. I believe that the Second Amendment was
added to the Constitution for a purpose, and I cannot state
strongly enough that law-abiding citizens should not be
penalized for the actions of criminals.

As the work continues in Congress on crime prevention
measures I hope we in North Dakota can count on you and the
rest of our delegation to help urban state senators and
representatives maintain a realistic perspective. As you well
know, North Dakota and much of the country is not like New
York City or Washington, DC. People here use their firearms
for hunting and target shooting, often with their families.
Outstanding family traditions often center around the lawful
use of firearms and associated outdoor experiences. Senator
Bradley's bill penalizes lawful firearms owners for the
actions of criminals and would have the net effect of
beginning to dismantle decades of strong conservation work
funded with firearms excise tax dollars. I'm confident you
won't allow that to happen.

If you need additional information, of if I can be of
help in anyway, please do not hesitate to contact me.

Sincerely,

K.L. Cool
Director, North Dakota Game and Fish Department
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April 21. 1994

The Honorable Paul Coverdell
United States Senate
Washington, D.C. 20510

Dear Senator Coverdell:

On November 4th of last year. I wrote to share with you my concerns regarding
diversion of funds from wildlife conservation to pay for medical care for gunshot victims.
Since then additional proposals for excise taxes on firearms end ammunition have surfaced.
None of the new proposals, that I am aware of, adequately protect existing funding of state
wildlife conservation program through the Plttrm-Robertson Act (P-R).

One, S. 1798, is of particular concern. S. 1798 takes the approach of an additive tax
to existing P-R excise taxes, supposedly Insuring continuation of funding to federal aid to
wildlife restoration. However, this new tax will have the effect of a permanent legislative
cap on the P-R excise tax.

Additionally, and perhaps most importantly, increasing the price of equipment will
drive down participation in legitimate shooting sports. Hunting and shooting enthusiasts in
middle and lower Income brackets will over time participate less. Many occasional
participants will drop out altogether. The results wil be a reduction in critical P-R funding
for wildlife conservationrprograms and a lose of recreational opportunity for millions of
Americans. These impacts are highly undesirable. I urge you to oppose any use of the
firearms excise tax other than for Its dedicated purpose of supporting wildlife programs
through the Pittman.Robrtson fund.

As I mentioned to you before, I am available to discuss this issue and others affecting
wildlife with you and appropriate staff members at any time that fits your schedule.

Sincerely,

David Waller
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April 12, 1994

THE FOLLOWING LETTER WAS MAILED TO ALL MEMBERS OF THE ALABAMA
CONGRESSIONAL DELEGATION

Dear :

Once again a member of the U.S. Senate has introduced legislation
that, if passed, would greatly harm the conservation efforts in
this country. Senate Bill 1798, "Gun Violence Health Care Cost
Prevention Act," introduced by Senator Bill Bradley is a thinly
disguised attempt to damage the Pittman-Robertson Wildlife
Restoration Program. While changed from previous bills that
directly diverted the excise tax on sporting arms and ammunition
from wildlife restoration to health care, the Bradley Bill

increases the excise tax and directs the increase towards health
care. This would effectively "cap" the Pittman-Robertson Program
forever and would force millions of honest, law-abiding sportsmen
to pay for gun violence problems created by an extremely small

minority of gun owners, many of which are not legal gun owners and

would in no way be affected by increased taxes, as our law-abiding
citizens will be.

Since its passage in 1937, the P-R Act has been the backbone of
wildlife conservation in this country. It has continued to work

extremely well during its entire 57 year existence. The excise tax
is popular with the users that pay it and all society receives the

benefits from this program. The program is still on track as

Congress intended it to be in 1937. That cannot be said of many
federal programs. I have personally been associated with the P-R

Program since 1954, which covers most of its existence, and I am

proud to regularly brag that this program is the finest example of
a federal-state cooperative program.

I continue to be both concerned and alarmed that some of our

national leaders could be so misdirected that they would risk

damaging this highly successful program to accomplish their own

objective, whether that be health care reform or something else

such as another wedge towards implementing stronger gun control. I

am convinced we must unite now to very forcefully stop these

efforts before further damage is done. I know you are aware of much

of this, and I urge you to increase your effort to resist those

that would take those destructive paths.

I would appreciate the opportunity to make you more aware of the

benefits we receive in Alabama from the Pittman-Robertson Program.

They are impressive.

Sincerely,

Charles D. Kelley



243

STATEMENT OF THE LABOR COUNCIL FOR LATIN AMERICAN ADVANCEMENT

My name is Ralph Jimenez and I am president of the Labor Council for Latin
American Advancement (LCLAA). On behalf of the 1.4 million LCLAA members, I
want to express our suppA for President Clinton's proposed health care reform
plan. The President is to be commended for taking action to resolve a serious crisis
for millions of Americans.

As the Hispanic arm of the AFL-CIO, LCLAA joins with countless working men
and women who are anxious to see health care costs brought under control and uni-
versal access to health care assured. Hispanic workers comprise a large segment of
the 37 million Americans without health insurance. Even those who have health in-
surance live in fear of losing their jobs and the health insurance benefits that often
are provided with employment.

We are proud of the union health care protection provided to members of LCLAA,
particularly in this time of escalating health care costs and efforts by employers to
cut back on health care benefits. However, we also recognize that these benefits
have an adverse affect on the cost of health care which has depressed wages and
benefits. For this reason, LCLAA strongly supports the President's plan to contain
health care costs by limiting annual increases in insurance premiums.

In addition, LCLAA strongly endorses the Administration's effort to provide uni-
versal health care protection for the uninsured. Far too many employers fail to offer
health insurance to their employees. When Hispanics and other minority Americans
are fortunate enough to find work, they rarely enjoy the benefits of health care cov-
erage. Not only does the President's plan require employers to offer coverage, it also
offers subsidies to employers who are unable to bear the full cost of insuring their
employees.

We applaud President Clinton's vision on the health care issue. But essential to
any health care plan is a source of funding that is fair and equitable to all Ameri-
cans. The President's reliance on flat premiums and excise taxes as sources of fund-
ing for health care will not only put serious reform in jeopardy, but also unfairly
discriminate against low- and middle-income Americans.

Last year, LCLAA released a study entitled Hispanics and Taxes: A Study in In-
equality, which shows that Hispanics in the United States pay a far higher share
of income in payroll and consumer excise taxes than do the very wealthy. Financing
the new health care program should improve, rather than exacerbate this inequity.
We are concerned that, to the extent the plan relies on excise taxes as a major
source of new financing, this goal will not be met.

As our study shows, federal taxes in the United States are becoming more and
more regressive. In particular, consumer excise taxes take a greater share of income
from Americans of low and moderate incomes than from the wealthiest Americans.
This policy of regressive taxation is extremely detrimental to the growing Hispanic
population in the United States, which still predominantly falls into the low- and
moderate-income categories.

The LCLAA study provides telling statistics of just how biased the current United
States tax system has become on Hispanic Americans. Following are three key find-
ings of the study:

1. A Hispanic family of four with an income of around $18,000 will pay in federal
consumer excise taxes a share of their income between 10 to 15 times greater than
a family in the richest two percent of the nation.

2. A female Hispanic head of household with one child and an income of $17,200
will pay in federal payroll taxes proportionately three times as much as a family
whose income falls in the top two percent of the nation.

3. The third major federal tax, an income tax, is much fairer for Hispanics. Still,
the income tax has undergone dramatic changes due to Reagan-Bush tax policies
of the past decade, many of which have worked to the advantage of the wealthy and
at the expense of minorities such as Hispanics.

These findings point toward one obvious conclusion: President Clinton's health
care plan relies too heavily upon regressive taxes and insurance premiums and not
heavily enough on fairer, more progressive income taxes. In essence, President Clin-
ton, like many Presidents in the past, is counting on low- and middle-income Ameri-
cans to bear the brunt of financing a plan that will benefit all Americans.

As the health care issue is debated over the coming months, please keep in mind
that it was Presidential candidate Bill Clinton who said that he would not raise
taxes to finance health care reform. We now have President Bill Clinton who seeks
to have lower- and middle-income Americans bear the financial brunt of his health
care plan.
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We all want the President to succeed in his health care reform efforts, and con-
trolling health care costs and providing universal coverage is essential to any health
care plan. But relying on flat premiums and a tobacco excise tax as major sources
of funding is an accident waiting to happen.

Thank you.

STATEMENT OF MATrIE MACK

Mr. Chairman and Members of the Committee, I am a tobacco farmer from Bran-
denburg, Kentucky and I want to share with you my concerns about the proposed
tobacco tax to pay for health care reform.

I want to start by telling you what tobacco means to me and my family.
I began farming tobacco back in 1963, when my husband brought me to Kentucky

to start our own farm. Over the years, we have built up a 100 acre farm on which
we raise cattle, corn, hay and 10,000 pounds of tobacco each year.

Our tobacco crop has been the foundation on which we built our farm and our
family. My husband and I raised four children on tobacco. The money from our to-
bacco crop has paid for their medical care, for their food and for their education.

We have also raised 38 foster children on our farm. The welfare office always sent
the "problem children" to us. I discovered that the real problem was that these chil-
dren did not have anything to do but to get into trouble. So I put them to work
on our farm-they cleaned out the barns, they helped put in the tobacco crop, they
hoed the tobacco and they helped top the tobacco. After a long days work, those kids
ate a good supper, took a shower and went straight to bed. There was no energy
left in them to cause trouble.

My own children and our foster children saved money from tobacco so that they
could go to movies or to ball games. I always told those kids: When you spend that
money, tell people you earned it from tobacco.

Tobacco is our livelihood.
Today our livelihood is being threatened. I cannot express enough how deeply con-

cerned I am about the President's proposal to increase tobacco taxes to pay for
health care reform. Farm families like mine stand to suffer a great deal if this pro-
posal becomes a reality.

I want to tell you that I support the idea of health care reform. When I was
young, I studied to be a nurse and worked for a while in the Louisville Children's
Hospital. I know first hand that our health care system is in serious need of reform
and I congratulate the President for recognizing this fact.

But the President has proposed a 75 cent per pack cigarette tax as the sole tax
to pay for health care refor This proposal asks farmers, like me, to foot the bill
for a system that benefits the entire nation. This is unfair.

It is unfair to tobacco farmers whose hard work already generates $62,000 per
acre in state and federal taxes. It is unfair to black farmers, many of whom grow
tobacco, and who historically have lost their farms at a faster rate than white farm-
era. It is unfair to my home state of Kentucky, which stands to lose over 300 million
dollars, and it is unfair to the South as a whole, which stands to lose the very foun-
dation of its economy.

The Bible says that ou earn your living by the sweat of your brow and I can
tell ou that farming tobacco makes you sweat. But farmers are accustomed to hard
work. We are also accustomed to dealing with the hardships of nature-we always
have to worry about too much rain in our crop, or not enough. But no amount of
hard work or resiliency will prepare us for dealing with the man-made hardships
that come from Washington. American tobacco farmers cannot survive this threat
to our livelihoods.

I want to invite President and Mrs. Clinton and all of the members of this com-
mittee down to Kentucky to see the people who are working so hard to make ends
meet-they are doing it with tobacco. I want them to meet tobacco farmers and their
families-face to face-and to learn just how much our crop means to us, and to
the South. If they understood that, I am certain they wouldd not insist on this unfair
tobacco tax. All we ask is the tax be spread around so that everybody pays their
fair share.

STATEMENT OF THE NATIONAL RIFLE ASSOCIATION OF AMERICA

Mr. Chairman and members of the Subcommittee, I am Tanya K Metaka, Exec-
utive Director for the Institute for Legislative Action of the National Rifle Associa-
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tion of America. I appreciate the opportunity to present the views of our more than
3.3 million members.

Jean Baptiste Colbert wrote several hundred years ago that, "The art of taxation
is in so plucking the goose as to obtain the largest possible amount of feathery with
the smallest amount of hissing." The proposals before this Committee prove that the
centuries have wrought little change in government or goose plucking-it's still a
matter of trying to find the right bird.

The NRA believes that the premise of the various proposed excise tax increases
on firearms and ammunition is flawed. For the record, we are unequivocally opposed
to increasing taxes on firearms, ammunition, or any other lawfully manufactured
product, as a penalty to recover the costs of the consequences of criminal activities.
We believe that such taxes are inappropriate in light of the impact they will have
in expanding the illicit firearms market; the impact they will have on the ability
of honest citizens-particularly those on the lower end of the economic scale-to af-
ford firearms they may need for self-protection; and the impact they will have on
established state wildlife management and education programs which are served by
existing excise taxes on firearms and other related products.

Mr. Chairman, sportsmen and women pay their own way. Like most Americans,
they don't mind paying taxes when the goals are worthy, the levies fair, and the
funds used for the purpose for which they are collected. I believe the historical
record provides ample proof of thts.

Fifty-seven years ago, at the urging of sportsmen, Congress passed the Wildlife
Restoration Act of 1937. Commonly called Pittman-Robertson (or "PR"), the Act lev-
ied a 10% excise tax on rifles, shotguns, and ammunition. In 1971, a 10% tax was
levied cn handguns. In 1.975, again with the support of sportsmen and the industry,
the law was amended to include archery equipment andraised to 11%, and a por-
tion of the revenues were channeled to support hunter safety training and range de-
velopment.

Since its passage in 1937, the PR fund has provided funding to the Federal Aid
to Wildlife Restoration Fund managed by the Treasury. 16 U.S.C. §§669 et seq.
Amounts in the Fund are allocated to state ash and game departments to support
wildlife restoration and "comprehensive fish and wildlife resources management
plants] which shall insure the perpetuation of these resources for the economic, sci-
entific, and recreational enrichment of the people." §669e. "The term 'wildlife-res-
toration project' shall be construed to mean and include the selection, restoration,
rehabilitation, and improvement of areas of land or water adaptable as feeding, rest-
ing,or breeding places for wildlife. . ." §669a.

Most importantly, all revenues from taxation of firearms and ammunition are al-
located to wildlife-restoration. §669b(a) of the Act provides:

An amount equal to all revenues accruing each fiscal year (beginning with
the fiscal year 1975) from any tax imposed on specified articles by sections
4161(b) [bows and arrows] and 4181 [firearms and ammunition] of Title 26,
shall, subject to the exemptions in section 4182 of such Title, be covered
into the Federal aid to wildlife restoration fund in the Treasury (hereinafter
referred to as the "fund") and is authorized to be appropriated and made
available until expended to carry out the purposes of this chapter. (Empha-
sis added.)

The success of this levy is such that since 1937, hunters have generated approxi-
mately $2.5 billion to support wildlife conservation and hunter safety through habi-
tat purchase and management, range development, and research on game and non-
game species. If license and user fees are included, the total is over $3 billion.

The support for these programs has come from the knowledge that the money was
placed in trust and used to help pay for the acquisition and management of wildlife
areas and related programs for the benefit of present and future generations of
Americans. There are those who disparage the idea of the hunter as conservationist,
but the simple truth is that the money from PR and from other hunting- and fish-
ing-related activities provides, according to the Wildlife Management Institute, 75%
of the average budget for state wildlife agencies. Needless to say, the benefits which
accrue to our nation are hardly monopolized by hunters and fishermen, but are en-
joyed by Americans from every walk of life.

Now it has been suggested by proponents of various revenue raising proposals-
individuals who are demonstrably opposed to the idea of Americans owning fire-
arms-that it is appropriate to raise taxes on firearms, particularly handguns and
ammunition, to recover the "health-care costs" of violence to society. The essential
premise on which the proponents base these proposals is that taxes on gun buyers
are justified because firearms are inherently bad, and that these taxes are in reality
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a form of "user fee." Several bills have been introduced in Congress which provide
for this in one form or another. We categonL--flv reject this idea. -

For instance, Senator Bradley has proposed S. 1798, the "Gun Violence Health
Care Costs Prevention Act." The Senator states that this bill is designed to "reduce
the public's share of the health care costs associated with gunshot injuries by sig-
nificantly increasing the taxes and licensing fees associated with the sale and pur-
chase of handguns, assault weapons, and the ammunition for these firearms."

S. 1798 increases the fees for most 3-year Federai firearms dealer licenses to
$3,000. It also increases the manufacturer's excise t on handguns, so-called "as-
sault weapons," and the ammunition for these firearms to 30 percent. In addition,
it establishes a new 30-percent Federal sales and transfer tax both on retail sales
of these goods by gun dealers, and on subsequent private tales. Finally, this bill
puts the revenue fr.m these tax and licensing fee increases into a trust fund for
the support of trauma centers and hospitals that have supposedly incurred large
(and mostly uncompensated) costs while treating gunshot victims.

As this Committee is well aware, the Chairman has also introduced S. 1616, "The
Real Cost of Handgun. Ammunition Act," which would increase the excise tax on
the sale of handgun ammunition-apart from .22 caliber-from 11 to 50 percent.
Handgun ammunition is defined as any centertre ammunition that has a cartridge
case of less than 1.3 inches in length.

The act would increase the excise tax rate to 10,000% on two handgun rounds:
"Black Talon', type ammunition and .50 caliber handgun ammunition for handguns
like the "Desert Eagle." The manufacturer of Black Talon has removed the ammuni-
tion from the civilian market, but the bill would still appiy to some brands remain-
ing on the market. The act also would impose a new occupational tax of $10,000
annually on each manufacturer and importer of handgun ammunitior, similar to the
occupational tax that applies to manufacturers of fully automatic firearms. The tax
would not apply to manufacturers who conduct business exclusively with police de-
partments, the military, and other government entities.

Whether it is Senator Moynihan's bill that simply, puts the additional revenue into
the general treasury, or Senator Bradley's bill that diverts the revenue for other
purposes, all such proposals imposing prohibitive taxes 3n firearms and ammunition
are an abuse of fair taxation principles and the trust fund concept. Under that con-
cept, funds are put aside to be spent on projects to benefit the payers of the tax.

Moreover, both S. 1661 and S. 1798 and al similar proposals are designed to in-
crease the excise tax exorbitantly, and punitively. We predict the effect of such in-
creases will be to greatly reduce the demand for such products. Hence, funds which
are currently directed into PR conservation efforts will fall significantly. Further-
more, these bills would effectively cap the PR trust fund from future additional rev-
enue. Such legislation would thus wreck the system of wildlife restoration funding
which has been in place for oar fifty years.

It is also instructive to note that in S. 1798 the procedural mechanisms for admin-
istering the anticipated funds are either vague or non-existent. The bill would also
construct a new source of discretionary congressional spending, with little certainty
that the money collected would be spent for its intended purpose.

Mr. Chairman, these bil*s would not only abuse the trust fund concept and impair
wildlife restoration efforts, they are grounded on faulty assumptions. Current U.S.
health care costs add up to more than $800-billk i per year. The most widely accept-
ed estimate for the cost of treating gunshot wounds is $1.4 billit j, including all in u-
ries from any type of firearm, regardless of the source of the gun, the criminal be-
havior of the person injured or the intentions of the person pulling the trigger. This
estimate includes accidents, attempted suicides, and injuries caused by criminals, as
well as injuries inflicted in lawful self-defense or justifiably by police or private citi-
zens.

By comparison, I would note that the cost of treating blood infections contracted
in hospitals-not carried into the hospital by the patient-is estimated to be $5-bil-
lion per year and to result in 30,000 deaths annually-nearly as many as the total
number of gun-related deaths annually (38,000). And there are about 40,000 motor
vehicle deaths annually, plus about two million serious injuries, with estimated
medical costs in excess of $20 billion.

To show why this tax is especially uirair, let's examine the results of a recent
article that appeared in the March 9, 1994, issue of the Journal of the American
Medical Association entitled, "A Longitudinal Study of Injury Morbidity in an Afri-
can-American Population." The study is of interest since inner city trauma centers
and young black males have been especially hard hit by violence.

This four-year study of approximately 68,000 people in west Philadelphia found
that half the population made an emergency roon. visit for one or more injuries dur-
ing the study period. But, based on that study's findings, firearms-related violence
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accounted for only 10% of the hospital admissions, while knives accounted for 8.2%
of the visits.

The point here. Mr. Chairman, is not to dispute that violence is a serious and ter-
rible problem, r - that we should take firm measures to reduce it. The point is that
firearms are a! _ -Eted with only a fraction of the uncompensated care being pro-
vided for injurie, .r .ated in hospitals, and are associated with an even smaller per-
centage of uncompensated hospital visits as a whole. In other words, we need strate-
gies to reduce injuries in general and violence in particular-but we do not need
to punish law abiding gun owners through confiscatory taxes in order to solve those
problems.

Additionally, taxes or other restrictions intended to keep law-abiding citizens from
buying and using firearms would likely increase the injury and death of the law-
abiding at the hands of criminals by reducing firearm use for protection. Since low-
income Americans are the most likely to need firearms to preserve their lives in
crime-ridden neighborhoods, prohibitive taxes on firearms would amount to a re-
gressive tax that puts them at a severe disadvantage compared to the rest of the
general population.

This is not a minor issue, either. Professor Gary Kleck, of Florida State Univer-
sity, has estimated, based on surveys conducted both by him and by others, that
there are approximately 2.1 million defensive uses of firearms in the U.S. each year.
1.6 million of those incidents involve handguns. Prof. Kleck has noted the possibility
that more lives are saved by the protective use of firearms than are taken in suici-
dal, homicidal, and accidental misuse. Certainly many injuries are prevented which
would otherwise require medical care.

It should not be necessary to point out that the vast majority of criminals who
injure people with firearms would not be payin the "user fee" supposedly created
by excise tax proposals; those who do not abuse irearms would. We know om Jus-
tice Department-sponsored surveys of felons that only about 7% of serious armed
criminals buy firearms directly or indirectly from retail outlets. We also know from
the Justice Department's victimization surveys that handguns are used in fewer
than 10% of the crimes that result in serious injuries.

On the whole, then, less than 1% of injuries inflicted by criminals would be in-
flicted by criminals who would pay the tax. On the other hand, only about one-tenth
of one percent 4f U.S. handguns are used each year to injure someone seriously.
What this boils down to is that overwhelmingly, the people who cause the injuries
would almost never pay an excise tax, while the people paying the tax would almost
never injure anyone.

Additionally, Prof. Kleck estimates that as many as 16,000 criminals are injured
in self-defense and justifiable shooting- by civilians each year; such injuries could
account for 7-25% of gunshot injuries.

Should the law-abiding gun owner alone pay for the medical treatment of a drug
dealer shot by another drug dealer, or a criminal shot in self-defense or justifiably.
It's akin to billing a car's owner for injuries a car thief suffers when crashing the
stolen car. In a sense it is worse, since injuring the criminal provides a public serv-
ice by at least temporarily preventing the criminal from committing more crimes,
and by giving the state a chance to prosecute him. What has happened to the con-
cept that criminals should pay for their crimes? These tax bills stand that tenet on
its head.

With other efforts, current or potential, to tax "users" of products which may be
misused, creating medical costs, the person taxed is the person who suffers or
causes the suffering requiring medical care. For example, most automobile injuries
are caused by and/or inflicted upon someone who paid for a car and its fuel, yet
there is no suggestion that motor vehicles or gasoline be taxed exorbitantly to pay
the costs of medical care required by motor vehicles-a figure nearly fifteen times
as high as the costs of treating gunshot wounds.

In addition, cannot imagine a policy more likely than these excise tax proposals
to expand the criminal black market in firearms. The criminals who are most likely
to misuse firearms, and most likely to acquire firearms by illegal means, will be the
least likely to notice or care about an increase in price. More to the point, not one
dollar from the sale of an illegal firearm will be put to any worthy use.

Both for honest citizens and for criminals, the market for firearms is governed by
the commonly accepted rules of supply and demand. While increased cost would de-
crease lawful self-defense uses of firearms by honest citizens, it would also bring
more illegal gun dealers into the market. Since excise taxes mean nothing to crimi-
nals, and since their demand for the tools of their trade is relatively inelastic, the
profit margins of those illegal dealers would only increase. Higher profit margins
will bring increased competition; and if we have learned anything from the illegal
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drug market of the 1980s and 1990s, or from the alcohol market of the 1920s, more
competition will only bring more violence.

To increase the tax above the existing 11% rate, even without the transfer taxes
will likely do what proponents hope: dampen lawful retail purchases. But for whom.
The exercise of Second Amendment rights will depend, more than ever, on a per-
son's income. If enacted, these proposals will certainly drive away those who can
now barely afford to participate in lawful activities such as h ,iting or target shoot-
ing. Yet it is those on the lower end of the socio-economi .,ie or w om owning
a firearm for self-protection or to put meat in the freezer .. not a luxury. Further-
more, such taxes would spill over economically, with devastating effects on every
facet of the sporting equipment industry.

And, to what end? Since the vast majority of guns and ammunition that are law-
fully purchased are not used in crimes, any new taxes will only force the lawful to
pay for the deeds of the lawless. This kind of a tax whether it is used to raise gen-
eral revenues or used to pay for a specific program, is being commonly called a sin
tax." If paying for the sin is the question, can tell you the law abiding citizen is
not the sinner. Rather, it would be more relevant, in searching for funds, to look
at the crime victims restitution fund which makes the criminal pay the con-
sequences of his crimes.

I would also like to draw your attention to another way these proposals affect only
the law-abiding citizen. Specifically, S. 1798 creates an unprecedented new federal
retail sales tax extending its reach to every firearm in existence at the time the tax
is implemented. Each private transfer after the first retail sale would be taxed at
the same rate.

It is not likely that the transfer taxes paid will recover the cost of implementing
this program. Manufacturers and importers are knowledgeable about tie present
excise tax requirements because they are already paying those taxes. But, I seri-
ously question whether the average consumer has the same knowledge, particularly
since the tax is normally "hidden"-from them in the price of the firearm or ammuni-
tion.

Thus, imposing a requirement that ordinary members of the public should file a
tax form and pay a tax on a simple transfer, particularly a transfer of a firearm
they have owned for some time, would most likely be unproductive, since law en-
forcement has little ability to police private transfers, the rate of non-compliance
will likely be very high. Furthermore, even those who do comply might not add any
net revenues to the U.S. Treasury. For instance, a $100 dollar sale with a $30 dollar
tax fee filed with Treasury is going to require a one-time paperwork burden which
will likely cost more than $30.

Experience bears this out. In California, which recently required private transfers
of firearms to comply with a 15-day waiting period and background check-but not
with an outlandish sales tax-only about % of private transfers are run through
the Department of Justice, as required by law. Even if some sales are disguised as
dealer transfers, it is clear that only a few percent comply with the law. If the same
held true nationally, the proposed private-transfer tax would cause at least two mil-
lion persons each year to break the law--partly because it would raise legitimate
concerns about the registration of firearms. Any attempt at enforcement would in-
evitably be both arbitrary and inequitable.

Mr. Chairman, many in our society are increasingly unable to determine right
from wrong. America's morgues are filled with object lessons not about the outcome
of lawful firearms ownership, but about the failure to inculcate a large segment of
society with the proper moral foundations, or failing that, to instill respect for the
law through the swift and certain punishment of law breakers.

A 1993 Luntz-Weber survey indicates that 88% of the American people believe
what the empirical evidence proves-that the criminal justice system is broken and
needs major reform. As one proof, I would point to the declining amount of time
criminals expect to spend behind bars, as documented by Morgan Reynolds of the
National Center for Policy Analysis. When the expected penalty for a murder is only
1.8 years in prison, violent crimes are not being treated seriously. Furthermore, to
suggest that there are no limits cn guns is to ignore the twenty thousand or more
existing laws governing the use and abuse of firearms.

This Congress would do a greater service to the nation, and dramatically increase
the economic security of the community, if it would address the real issue-the
breakdown of the criminal justice system-rather than seeking additional funding
to pay for the consequences of that breakdown. These excise tax proposals on the
one hand, would punish law-abiding citizens for crimes they have not committed,
and on the other hand, would rob the states of important wildlife and recreation
benefits. Hunters, fishermen and gun owners are not going to stand by and watch
a 67-year investment in wildlife conservation wither away. Probably no issue could
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better unite sportsmen and women, and all firearms owners, than these outrageous
excise tax proposals.

STATEMENT OF THE OFFICE OF TECHNOLOGY ASSESSMENT

SMO.ING-ULIfTED DEATHS AND FINANCIAL COSTS:
OFFICE OF TECHNOLOGY ASSESSM ESTIMATES FOR 1990

INTRODUCTION

Cigarette smoking causes cancer, respiratory disease, and circulatory

system disease, all conditions that contribute greatly to disability and death

in the United States. In 1991, an estimated 46 million adults in the United

States (26 percent) were current smokers and for the first time in nearly two

decades smoking prevalence had not declined (MkWR, April 2, 1993;USDUIS, CDC,

CCDPHP, 1989). Until many more U.S. residents stop or curb their smoking,

smoking will continue to be the largest source of preventable death and

disability and will burden the health care system with avoidable health care

costs.

At the request of the Senate Special Committee on Aging in early 1993,

OTA assessed the extent of smoking-related deaths and overall- financial costs

and developed estimates of the smoking-related health care costs borne by the

Federal government through the Medicare, Medicaid, and other government-

financed programs. These estimates, using 1990 data, update earlier ones

published by OTA in 1985 (OTA, 1985).

OTA relied on a computer program called SAMOEC (Smoking Attributable

Mortality. Morbidity, and Economic Costs), designed and distributed by the

Centers for Disease Control and Prevention's Office on Smoking and Health, to

estimate smoking-related mortality and economic impacts (USDHHS, PHS, CDC,

OSH; Shultz, J.M., et al., 1991).

OTA Smoking-Attributable Mortality Estimates

OTA estimates that smoking-related illness accounted for nearly one in

five deaths in 4_99.-kil-_ng as many as 417,000 U.S. residents (table l).1
'
2

These smoking-related deaths far exceed the combined number of deaths from

I OTA's mortality estimate excludes those dying as a consequence of smokeless
tobacco and passive smoking. In 1988, an estimated 3,825 U.S. residents died
from passive smoking (IHOJR, February 1, 1991) and subsequent estimates of
deaths attributable to passive smoking have been higher (Steenland, K., 1992).
OTA's mortality estimates relied on preliminary data from NCHS. CDC has
subsequently estimated 1990 smoking-attributable mortality to total 419,000
(MMWR, August 27, 1993).
2 The number of smoking-attributable deaths has declined since 1988 (i.e.,
from an estimated 434,000 in 1988) primarily because of a general decline in
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AIDS, automobile and other accidents, homicide, and suicide (173,000 deaths).

In 1990, more than one-fourth of cancer deaths, nearly one-fifth of

cardiovascular disease deaths, and one-half of respiratory disease deaths were

attributable to smoking table 1). The smoking-related mortality burden falls

disproportionately on young-to-middle aged adults. More than one-quarter of

all deaths among those age 35 to 64 are smoking-related (table 2). Because

many deaths occur at relatively young ages, there are many years of potential

life lost due to smoking. Each smoker who died as a consequence of his or her

smoking would have, on average, lived at least 15 additional years had they

not smoked. For the population at large, this premature mortality translates

into more than 6 million years of potential life lost.

OTA Smokint-Attributable Financial Cost Estimates

The greatest *costs" of smoking are immeasurable insofar as they are

related to dying prematurely and living with debilitating smoking-related

chronic illness with attendant poor quality of life. Measuring the financial

costs associated with smoking is an inexact science, but generally three cost

components are included:-

ethe direct cost of providing personal health care services to those

with smoking-related diseases;

othe indirect morbidity costs associated with lost earnings from work or

housekeeping because of smoking-relateA illness; and

athe indirect mortality costs related to the loss of future earnings

from premature death.

OTA estimates the total financial cost of smoking in 1990 to be $68.0

billion or $2.59 per pack of cigarettes sold in the United States. The total

cost of $68.0 billion includes $20.8 billion in direct health care costs, $6.9

billion in indirect morbidity costs, and $40.3 billion in lost future earnings

(figure 1) (table 3).
3 

The total 1990 cost of smoking per smoker is $1,078,

and per capita is $272 (table 4).

cardiovascular deaths. Smoking-attributable cancer deaths have increased
since 1988 (MMWR. February 1, 1991).
3 The indirect mortality estimate of $40.3 billion is based on a 4 percent
rate to discount future lifetime earnings and excludes deaths of persons under
age 35. Comparable indirect mortality costs using a 2 and 6 percent discount
rate are estimated at $46.2 and $35.7 billion, respectively. If smoking-
related deaths of persons under age 35 are included, 1990 indirect mortality
costs are estimated to be $41.9 billion (at a 4 percent discount rate).
Comparable figures for 2 and 6 percent discount rates are $49.4 and $36.6
billion, respectively.
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Direct costs-Direct costs are measured as the expenditures for

preventing, detecting, diagnosing, and treating smoking-related diseases and

medical conditions (Rice, D.P., et al., 1986). In 1990, the United States

spent an estimated $20.8 billion on health care for smoking-related diseases,

representing 3.5 percent of total U.S. 1990 personal health care expenditures.

This amounts to about $329 per smoker, $83 per capita, and 79 cents for each

pack of cigarettes sold in the United States in 1990 (table 4).

OTA estimates that in 1990, Federal. state, and local governments

together funded approximately 43 percent. or $8.9 billion, of smoking-

attributable direct costs. The 1990 Federal government share was an estimated

$6.3 billion or about 24 cents for each pack of cigarettes sold (table 5).

Estimated Medicare costs were $3.5 billion, Medicaid costs were $2.7 billion,

and spending for other governmene-funded health programs was $2.7 billion in

1990 (table 5).' Total government smoking-related direct costs were fairly

evenly split between the population under age 65 ($4.5 billion) and the

population age 65 and over ($4.3 billion) (table 5).

Indirect morbidity costs-Smoking-related disease results in productivity

losses to the economy through lost time at work (e.g., sick leave) and losL-

housekeeping services by homemakers. OTA estimates indirect morbidity costs

at $6.9 billion or $109 per smoker, $28iper capita, and 26 cents per pack of

cigarettes sold in 1990 (table 4).3

Indirect mortality costs-The foregone earnings of those dying

prematurely in 1990 from smoking-related causes amount to $40.3 billion or

$639 per smoker, $162 per capita, and $1.54 per pack of cigarettes sold in

1990 (table 4).6 The value of future earnings were discounted by 4 percent to

1990 present-valued dollars.?

4 Other Federal government smoking-attributable direct medical expenditures
include those of the following programs and agencies: Workers' Compensation;
Department of Defense; Maternal and Child Health: Vocational Rehabilitation;
Alcohol, Drug Abuse, and Mental Health Administration; Indian Health Service;
and miscellaneous general hospital and medical programs. Other State and
local expenditures include those of the Temporary Disability Program, Workers'
Compensation. General Assistance, Maternal and Child Health, Vocational
Rehabilitation, hospital subsidies, and school health (Levit, K.R. , et al,
1991; USDHHS. HCFA, ORD, 1990; Waldo, D.R., et al., 1989).
5 Methods used to calculate population daily earnings in the SAOMEC program
likely overestimate indirect morbidity costs.
6 The indirect mortality estimate excludes those dying before age 35.

7 Indirect mortality costs discounted by 2 and 6 percent rates are estimated
at $46.2 and $35.7 billion, respectively.
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Improving Estimates of Smoking-Related Financial Costs

OTA relied on techniques developed by the Centers for Disease Control

and Prevention's Office on Smoking and Health to produce these 1990 estimates.

The CDC's Office on Smoking and Health are further refining methods used to

estimate smoking-related costs (Arday, D., personal communication, November

1993). The improved direct cost estimation will rely on analyses, by smoking

status, of the 1987 National Medical Expenditure Survey (Rice, D.P., personal

communication, April 1993) and will adjust for differences in sociodemographic

characteristics that exist between smokers and nonsmokers (Novotny, TE.,

personal communication, April 28. 1993).

Factors Excluded From OTA's Estimate of Smokinx-Related Financial Costs

The 1990 OTA estimate of smoking-related financial costs does not

include all of the effects that smoking has on the economy or on all

government programs. Only the mortality toll of smoking and the effects of

smoking on direct medical care spending and the indirect costs of lost

productivity and lost earnings were estimated. Smoking currently leads to a

substantial loss of life and significant health care spending. Reduction or

elimination of smoking would improve health and extend longevity, but may not

lead to savings in health care costs. In fact, significant reductions in

smoking prevalence and the attendant increase in life expectancy could lead to

future increases in total medical spending, in Medicare program outlays, and

in the budgets of the Social Security and other government programs (Warner,

K.E., 1987). OTA has not estimated what these hypothetical effects might be.

Others have assessed these "off-setting" costs in their estimates of smoking-

related costs (Manning, W.G., et al., 1991).

CONCLUSIONS

OTA estimates that as many as 417,000 United States residents died in

1990 as a consequence of smoking and that the total financial cost of smoking

was $68.0 billion or $2.59 per pack of cigarettes sold in the United States in

1990. Reductions in smoking prevalence would lead to marked improvements in

health and gains in years of life for thousands currently dying of smoking-

related disease (USDHHS, Report of the Surgeon General, 1990). Health

education and smoking cessation programs, especially those targeted to

children, adolescents, and young adults might lead to large improvements in

longevity and thus represent significant ways to improve health and prevent

premature death. Other policies that might discourage smoking include raising

taxes on tobacco products, enforcing minor-access laws, restricting smoking in

public places, and restricting tobacco advertising and promotion (MVR, April

2, 1993).
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Figure 1--Components of 1990 Smoking-Related
Cost Estimates

Direct Costs + Indirect Costs = Total Costs

$ 21 Billion + $ 47 Billion = $ 68 Billion
(Costs of providing

health care to persons

with smoking-related illnesses)

Indirect Morbidity Costs
$ 7 Billion

(Costa of lost productivity

for persons disabled by

smoking-attributable diseases)

Indirect Mortality Costs
$ 40 Billion

(Estimates of forfeited
earnings of those dying

premature deaths from
smoking-at tributable diseases)

Source: Office of Technology Aseesementli calculated using the SAMMEC 2.1 program. 1993.
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Table I--Total Deaths 4nd Deaths Attributable to SmokLng

by Cause of Death, United States, 1990 a

Total Smokling-attributable deaths
Cause of death d sthSb  Number Percent

All causes 2.148.463 416,829 19.41

Neoplasms 505,322 148,224 29.3

Cardiovascular disease 916,007 179,436 19.6

Respiratory disease 168,203 84,872 50.5

Perinatal disease 15,237 2.215 14.5

Burns' 4,;175 2,082 49.9

'These numbers are slightly lover than those published by CDC in August 1993.
OTA used preliminary mortality data from NCHS in making these estimates. CDC
estimates that 418,690 U.S. deaths were attributable to smoking in 1990.
Total neoplasm deaths include ICD-9 codes 140-208, total cardiovascular
diseases include ICD-9 codes 390-448, total respiratory diseases include ZCD-
9 codes 10-12, 466, 480-87. 490-96, total perinatal conditions include IC-9
codes 765, 769, 770, 798.0, and total burn deaths include ICD-9 codes 2-890.
.899.
COne-half of all burn deaths are assumed to be cigarette-related (D01S, CDC,
Office on Smoking and Health, 1990).

SOURCES: Office of Technology Assessment,
program, 1993; USDHH0S, PHS, CDC,
Mortality Statistics. 1990 41(7)

Table 2--Total

as calculated using the SAMKEC 2.1
NCHS, Advance Renort of Final
Supplement, January 7, 1993.

Deaths and Deaths Attributable to Smoking by Age
and Sez, United States, 19904

Total Smokint-attributable deaths
deaths Number Percent

Total
< 1-34 150,542 3,083 2.01
35-64 454,866 121,275 26.7
a 65 1,542,493 292,471 19.0

All agesb 2,148,463 416,829 19.4

Male
< 1-34 102,882 1,855 1.8
35-64 286,762 84,804 29.6
2 65 723,370 188,937 26.1

All agesb 1,113,419 275,597 24.8

Female
< 1-34 47,660 1,227 2.6
35-64 168,104 36,470 21.7
2 65 819,123 103,534 12.6

All ages 1,035,046 141,232 13.6

These numbers are slightly lower than those published by CDC in August l93.
OTA used preliminary mortality data from NCHS in making those estimates. CDC
estimates that 418,690 U.S. deaths were attributable to smoking in 1990.
'age-specific numbers of deaths do not add to the total because of a small
number of deaths with unknown age of death.

SOURCES: Office of Tt'-'. logy Assessment as calculated using the SAIKEC 2.1
program, 1991; USD0HS, PHS, CDC, NCHS, Advance Report of Final
Mortality Statistics. 1990 41(7) Supplement, January 7, 1993.



Table 3 --Smoking-Attributable Direct and Indirect Financial Costs
by Age and Sex, United States, 1990

Direct costs
(millions of $)

age
35-64 65 + Total

Indirect morbidity costs
(millions of $)

age
35-64 65 + Total

Indirect mortality costs*
(millions of $)

3T35-64 65 + Total

Male

Female

$11,315

3,077

$3,395

2,988

$14,710

6,065

Total 14,392 6,383 20,775

'The indirect mortality cost estimates are
exclude deaths of persons under age 35.

SOURCE: Office of Technology Assessment.

$3,507

2,019

5,527

$1,171

187

1,358

$4,678

2,207

6,885

based on a 4 percent rate to discount

$25,088

8,250

$4,411

2,548

33,339 6,959 40,298

future lifetime earnings and

as calculated using the SAMMEC 2.1 program, 1993.

$29,499

10.798



Table 4 --Cost of Smoking by Type of Cost and Sex, United

Cost Percent Per Per PerType of cost by sex (millions of $) distribution capitab smoker" packd

Total $67,958 100.0% $272 $1.078 $2.59
Direct cost :Y:i. 20,775 30.6 83 329 .79

Hospital 14,419 69.4 58 229 .55
Physician 2,689 12.9 11 43 .10
Nursing home 2,332 11.2 9 37 .09
Medication 1.208 5.8 5 19 .05
Other professional 127 0.6 1 2 .01Indirect cost 47.183 69.4 169 748 1.80
Morbidity 6.885 14.6 28 109 .26
Mortality 40.298 85.4 162 639 1.54

Men. total $48,887 100.0 $196 $1.354 $1.86 b:Direct coat 14,710 30.1 59 407 .56 G
Hospital 11,533 78.4 46 319 .44
Physician 1.365 9.3 5 38 .05
Nursing home 1,137 7.7 5 31 .04Medication 597 4.1 2 17 .02
Other professional 78 0.5 0 2 .00Indirect cost 34,177 69.9 137 947 1.30
Morbidity 4,678 13.7 19 130 .18Mortality' 29,499 86.3 118 817 1.12

Women, total $19.071 100.O $76 $707 $.73
Direct cost 6.065 31.8 24 225 .23

Hospital 2,887 47.6 12 107 .11
Physician 1.324 21.8 5 49 .05
Nursing home 1.195 19.7 5 44 .05
Medication 611 10.1 2 23 .02
Ocher professional 49 0.8 0 2 .00

Indirect cost 13,005 68.2 52 482 .50
Morbidity 2,207 17.0 9 82 .08
Morality' 10.798 83.0 43 401 .41

States. 1990 (Page I of 2)



Table 4--Cost of Smoking by Type of Cost and Sex, United States. 1990 (Page 2 of 2)

Note: Numbers may not add to total due to rounding. Figures apply to the population age 35 and over.

'Discounted at 4 percent.
bTotal United States resident population as of July 1. 1990 (U.S. Bureau of the Census, Current Population
Reports. U.S. Population EstLmates- by Ae. Sex Race. and Hispanic Origin: 1960 to 1991. Table 1. pg. 4).

CSmokers include both curraen5 and former smokers as of 1990 (smoking prevalence rates: 1990 National Health

Interview Survey). Per moiker estimates for males include only male smokers; estimates for females i moe only
female smokers.
Total United States consumption of cigarettes, 1990 (U.S. Department of Agriculture. Tobacco Situation and
Outlook Report, September 1992. Table 1. pg. 4).

SOURCE: Office of Technology Assessment, as calculated using the SANNEC 2.1 program. 1993.
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Table 5--Soktug-ieLated Gaverment Spanding for Providing

personal Health Care, 19t0

Breakdown oe-" Aaount Share of
expenditures (millions of $) total

Total government sending $8,878

laval of government
Federal 6,257 70Z
State/Local 2,621 30

Government program
Medicare 3,478 39
Medicaid 2,678 30
Others 2,722 30

Age groun
0-64 4,544 51
65 and over 4,334 49

Note: Numbers may not add to total due ;to rounding.

'Other Federal Government sookin&-attributabla direct medical expenditures
include those of the following programs and agencies: Workers' C6"' uiatl;
Department of Defense;'Katernal and Child Health; Vocational Rehabitatfto ;
Alcohol, Drug Abuse, and Mental Health Administration; Indian Health Service;
and miscellaneous general hospital and medical programs. Other State and
local expenditures include those of the Temporary Disability Program, Workers'
Compensation, General Assistance, Maternal and Child Health, Vocational
Rehabilitation, hospital subsidies, and school health.

Sources: Levit, K.R., Lazenby, H.C., Covan, C.A., et al., "National Health
Expenditures, 1990," Health Care Financinr Review, 13(l):29-54,
Fall 1991, Table 12; USDHHS, HCFA, OlD, Program Statistics:
Medicare and Medicaid Data Book. 1990, HCFA Pub. No. 03314
(Baltimore, MD:1990), Table 4.23; Waldo, D.R.. Sonnefeld, S.T.,
KcKusick. D.R., et al., 'Health Expenditures by Age Group, 1977 and
1987," Health Care Financin_ Review, 10(4):111-120, Sumer 1989,
Table 3.

STATEMENT OF THE PUBLIC SECURITIES ASSOCIATION

PSA is the international trade organization of securities firms and banks that un-
derwrite and trade municipal securities, U.S. Government and agency securities,
mortgage-backed securities and money-market instruments. PSA's membership in-
cludes nearly all firms that underwrite securities issued by public and non-profit
health care organizations. As such, we take a strong interest in improving the na-
tion's health care delivery system. We commend President Clinton for his commit-
ment to health care reform and we commend Chairman Moynihan for holding this
hearing.

Our comments will focus on tax-exempt bond related issues contained in the Ad-
ministration's health care reform proposal, the $150 million limit on outstanding
tax-exempt bonds of non-profit 501(cX3) organizations and the $10 million annual
limitation on so-called "bank qualified bonds."

ROLE OF TAX-EXEMPT HOSPITALS

Our country benefits from the extensive network of non-profit hospitals and other
non-profit health care facilities. According to the American Hospital Association, in
1992, non-profits made up 60 percent of the nation's hospitals and provided 75 per-
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cent of all inpatient and outpatient hospital care. Clearly, non-profits play a vital
role in our health-care system.

Under current law, non-profit health care providers are required to maintain
strict standards of community benefit to earn or keep their tax-exempt status. While
we generally support in principle the Administration's proposal to require non-profit
health care institutions to aesess their communities' health needs annually and to
develop plans to address those needs, PSA believes that current community benefit
standards for non-profit health care facilities have served the federal government
and the general public well. Charity care is but one of the many community benefits
of non-profit institutions. Teaching institutions, specialized care and community out-
reach programs are examples of other services provided substantially by 501(cX3)
facilities. Imposing stricter standards of community benefit for 501 (cX3) health care
facilities, as some participants in the health care debate have suggested, could cre-
ate financial hardships which would negatively affect their debt ratings and cost of
capital and could make it more difficult to meet the changing needs of the popu-
lations they serve. In fact, it is necessary to review the existing restrictions on tax-
exempt bonds issued by 501(cX3) health care facilities as those restrictions may
serve as obstacles to meeting some of the efficiencies proscribed under health care
reform.

Historically, hospital revenue bonds have carried a higher rating-adjusted risk
premium in the market compared to other major categories of revenue bond issuers.
Imposing economically enervating standards of community benefit as a condition of
ongoing tax-exemption for 501(cX3) providers would raise the risk premiums re-
quired by investors in outstanding and future tax-exempt debt securities for non-
profit hospitals. If as a result of complying with stricter community benefit stand-
ards, a number of non-profit providers were downgraded below investment grade,
it is possible that all health-related bonds could be perceived as inherently more
risky. Such a perception would, in turn, raise the cost of capital for all new health
care facilities' financings. For outstanding bonds, those hurt most would be bond-
holders, whose investments would suffer a significant decline in value as a result.

Uncertainty regarding the tax status of non-profit health care facilities could also
raise concerns regarding the tax-exempt status of outstanding bonds issued under
current community benefit standards. Overall, perceived risks to bondholders--cred-
it risk and the risk that certain outstanding bonds could be declared taxable--would
increase. Higher risks to investors, even perceived risks, translate into higher fi-
nancing costs for non-profit providers that depend on access to the tax-exempt bond
market to raise capital.
We recognize that conferring tax-exemption on a health care organization rep-

resents a valuable form of assistance for which the federal government foregoes sig-
nificant tax revenues, a form of assistance that should not be granted frivolously.
We support continued application of standards for tax-exemption but stress the im-
portance of preserving the flexibility that allows facilities to tailor their services to
the unique needs of each community. We urge the Committee and the Congress to
weigh carefully the effects of any new, tighter standards against the market disrup-
tion and higher cost of capital that could result. At the very least, if Congress ulti-
mately debates stricter community benefit standards, we urge you to consider the
interests of bond holders and future non-profit issuers by protecting the tax-exempt
status of bonds issued by 501(cX3) organizations under current law.

LIMITATIONS ON BORROWING BY NON-HOSPITAL HEALTH CARE FACILITIES

The Tax Code contains a $150 million limit on most outstanding tax-exempt bonds
of non-profit 501(cX3) organizations. An exception to the limit is provided for debt
used to finance hospital facilities. However, the legal definition of'hospital" is suffi-
ciently narrow that many health care facilities, such as outpatient emergency care
clinics, community health centers and long-term care facilities, do not qualify for the
exemption. Because the Administration's health care reform proposal encourages in-
stitutions to broaden their non-inpatient focus as a means of containing costs and
providing a continuum of services in a variety of settings, non-profit health care or-
anizations will become increasingly constrained by the cap when financing non-
ospital facilities. These facilities often provide certain kinds of care more effi-

ciently-and at a lower per-patient cost-than hospitals but could ironically face a
higher financing costs due to a definition of "hospital" which has become somewhat
outmoded by health reform.

If is consistent with the spirit of the Administration's health reform plan that care
be provided as efficiently as possible. We are beginning to see consolidations and
mergers of health care organizations as a result of health care reform. Such consoli-
dations can be potentially more complicated and costly as a result of the inconsist-
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ency in definition between hospital and non-hospital facilities. Moreover, in today's
health care market, non-profit health care providers are increasingly offering serv-
ices at facilities such as outpatient clinics which at one time would never have been
offered outside the hospital setting. The $150 million non-hospital cap is a disincen-
tive to providing care as efficiently as possible.

Short of elimination of the 501(cX3) volume cap, which has successfully passed
revious Congresses, a broader limit, for example, exempting from the cap not just
hospital bonds but bonds issued for all health care facilities, would allow greater

financial flexibility for 501(cX3) health care organizations and would be consistent
with the spirit of the original 1986 cap. H.R. 11, passed by the 102nd Congress in
1992, contained a provision that would have eliminated the $150 million cap alto-
gether for all 501(cX3) organizations. Chairman Moynihan, we commend you for
your long standing support of total elimination of the volume cap and your leader-
ship in having that provision included in H.R. 11. PSA strongly supports this effort.

DEMAND FOR TAX-EXEMPT HEALTH CARE BONDS

Under current law, commercial banks are encouraged by a provision in the Tax
Code to buy tax-exempt securities issued by small issuers that sell $10 million or
less of bonds annually, known as "bank-qualified" bonds. Banks generally limit their
purchases of tax-exempt bonds to bank-qualified bonds only. The increased market
demand associated with bank purchases of qualified municipal bonds lowers the cost
of financing for small issuers by as much as 25 basis points below what they would
otherwise Iace and makes it easier for them to market their debt.

Many health care organizations do not issue bonds directly, but borrow through
financing authorities that issue bonds on behalf of many organizations in their juris-
dictions. Even though a small hospital might otherwise qualify for the small-issuer
provision and sell its bonds to commercial banks-because they issue $10 million
or less annually-that opportunity is lost because the hospital borrows through an
authority that issues bonds for many organizations and the annual issuance for
which exceeds the $10 million limit. To permit all qualified small health care facili-
ties to sell bonds to commercial banks and thus benefit from lower financing costs,
PSA urges that the $10 million limit be applied at the level of the borrower, rather
than the issuer.

We believe that tax-exempt bond financing continues to play an important role
in assisting state and local governments to leverage limited resources in order to
finance health care facilities. However, we recognize that there are areas of the
country where non-profit hospitals experience difficulty in assessing the capital mar-
kets. In an effort to address those difficulties, Senator Tom Daschle (D-SD) and
Congressman Pete Stark (D-CA) introduced a proposal to provide for Essential
Health Facilities. We noted that provisions from both bills that would provide for
federal guarantees on municipal debt, interest payment subsidies for municipal
bonds, direct matching loans, and capital grants to qualified health facilities were
included in the bill passed by the Health Subcommittee of the Committee on Ways
& Means. PSA strongly supports such measures. It may also be necessary to con-
sider other restrictions in current law to ensure they don't frustrate other goals
within the health care reform agenda.

PSA believes that responsibly crafted health care reform would benefit public and
non-profit health care providers and would strengthen the nation's health care sys-
tem overall. We look forward to working with this committee as the debate over
health care reform proceeds. Thank you for the opportunity to submit comments. We
would be pleased to respond to any written questions by Members of the Committee.

STATEMENT OF THE SMOKELESS TOBACCO COUNCIL, INC.

Mr. Chairman, my name is Jeffrey L. Schlagenhauf and I am the President of the
Smokeless Tobacco Council, Inc., an association of domestic smokeless tobacco prod-
uct manufacturers. I appreciate the opportunity to submit this statement, which ex-
presses the views of the smokeless tobacco manufacturers on the revenue portions
of the proposed Health Security Act, recently announced by the Administration. In
a startling exercise in "new speak," the Administration, in material accompanying
the introduction of the Health Security Act, makes the incredible assertion that
smokeless tobacco tax increases of 10,417% and '3,472% are "fair" and "workable."
This tax is neither "fair" nor "workable." Bluntly put, that assertion is false on its
face; the tax increases proposed on this one industry are grossly unfair and com-
pletely unworkable. They are unjustifiable, outrageously excessive, regressive, bur-
densome to one region of the country, and punitive.
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For those of you who may not be familiar with smokeless tobacco, it is tobacco
which is intended to be used in the mouth and is available in two main varieties-
snuff (moist and dry), and chewing tobacco (loose leaf, plug, and twist)-and is sold
in a wide variety of package sizes and weights. Smokeless tobacco has been enjoyed
in this country since it was frst settled over 300 years ago. Indeed, one brand of
smokeless tobacco, still a popular brand today, is one of the oldest consumer prod-
ucts in this country, having been granted one of the first trademarks issued by the
U.S. Patent Office. Today, smokeless tobacco products are used by a wide variety
of working Americans including factory workers, construction workers, others who
work with their hands, and outdoorsmen.

Mr. Chairman, as this Committee is well aware, smokeless tobacco products have
been subject to federal excise taxes for much of our nation's history. After the repeal
of the smokeless tobacco excise tax in 1965 along with excise taxes on scores of other
products, the federal excise tax on smokeless tobacco was reimposed in 1985. The
smokeless tobacco tax was further raised along with the cigarette excise tax in 1991,
and once again in January of this year. In the 1990 legislation that imposed those
increases, Congress approved a formula by which smokeless tobacco tax rates were
increased the same percentage amount as cigarette rates. This action reaffirmed
and reinforced the long held recognition of the competitive niche of smokeless to-
bacco based on historical, cultural, and economic factors.

In the recently announced proposal for health care reform, the Administration has
advocated only one new source of tax revenue-tobacco taxes--including punitive
taxes directed at smokeless tobacco. Mr. Chairman, the amount of the proposed tax
increase on smokeless tobacco is so outrageously high-10,417 percent in the case
of chewing tobacco, and 3,472 percent in the case of snuff-as to be confiscatory.
Incredibly, the Administration described the taxes as "fair" and "workable." This
outrageous tax is nothing less than an unvarnished attack on our employees, dis-
tributors, wholesalers and those who retail our products, which will result in the
loss of jobs. It is an attack on the growers of our tobacco, that will result in the
loss of farms and do irreparable harm to farm communities. It is an attack on our
consumers, who will be asked to shoulder an unfair burden of taxation.

This unworkable proposal also destroys market stability. Current law differentials
between cigarettes and smokeless tobacco products have been reaffirmed by the
Congress previously, are justified and should be maintained. If tax increases are ab-
solutely unavoidable, (other health care reform proposals do not have new taxes),
they should be broad based, not directed at one industry.

Mr. Chairman, the Administration has not only proposed an outrageously high
tax, it has also proposed to destroy the balance in taxation between the two major
categories of smokeless tobacco, moist snuff and chewing tobacco. In recognition of
the important differences between the products (traditional package sizes and par-
ticularly value added) the Congress imposed differing rates of tax on snuff and
chewing tobacco. This existing law differential must be maintained.

SMOKELESS TOBACCO-AN ADULT PRODUCT

Some anti-tobacco activists argue that higher excise taxes are necessary to dis-
courage persons under the age of eighteen from using tobacco products. They claim
that high and increasing rates of usage justify these outrageous proposals to use the
tax code to manipulate individual adult choice to suit their own views of what is
appropriate individual behavior.

The fact of the matter is that, according to a re-cent HHS report, use of smokeless
tobacco by males under 18 years of age is low, decreasing and very close to HHS's
"target" or goal for the year 2000. The 1992 Healthy People 2000 Review1 reflects
that the reported use of smokeless tobacco products (defined as use on at least one
occasion in the last 30 days) by 12-17 year old males decreased from 6.6% of that
group in 1988 to 5.3% in 1991.

Moreover, a National Institute on Drug Abuse survey published in October 1993
reported that use of smokeless tobacco by 12-17 year old males had further declined
in 1992 to 4.8%, which is very close to the 4.0% "target" for the year 2000 set in
Healthy People 2000 Review. Furthermore, the reported usage of smokeless tobacco
by the total 12-17 year old population (males and females) was 2.6% in 1992 accord-
ing to the NIDA survey.

The Smokeless Tobacco Council agrees that tobacco products should not be sold
or distributed to persons under the age of eighteen. Indeed, the Council has worked
hard for many years to inform the public that smokeless tobacco products are for
adults only. The trends revealed in the government's own surveys noted above suig-
gest that our efforts are working. A description of the Council's adults-only program,
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which has been conducted for a decade with the goal of keeping smokeless tobacco
ani adults-only product, is included with this testimony as Attachment A.

Legislatively, the Council has also supported the passage of state laws which pro-
hibit the sale or distribution of tobacco products to persons under the age of 18. The
Council also supported a provision in the Alcohol, Drug Abuse and Mental Health
Administration Reorganization Act which requires states to prohibit the sale or dis-
tribution of tobacco products to persons under the age of 18 or risk losing federal
funds for other programs. We believe these laws are the effective wa to keep to-
bacco products out of the hands of persons under the age of eighteen. In sharp con-
trast to these laws, however, excessive excise taxes unfairly punish the working
adult Americans who are our consumers.

SMOKELESS TOBACCO TAXES ARE HIGHLY REGRESSIVE

The proposed new taxes on smokeless tobacco violate fundamental principles of
equitable and efficient tax policy. The most important of these principles is vertical
equity.

Excise taxes are inherently regressive, because they impose the same tax on a
product regardless of the consumer's income level. The smokeless tobacco tax is the
most regressive excise tax due to the demographics of smokeless tobacco consumers.
Smokeless tobacco users are concentrated in the lowest income categories. Several
data sources confirm this.

For instance, in 1988 about 29 -percent of the U.S. population had family income
of less than $20,000. On the other hand, market research has established that about
36 percent of snuff consumers and 37 percent of chewing tobacco consumers had
family income of less than $20,000. This concentration is greater for smokeless to-
bacco products than for any other tobacco product.

Recent market research by Simmons Market Research Bureau revealed that 51
percent of chewing tobacco users and 42 percent of moist snuff users had family in-
comes below $30,000. Mediamarket Research Inc. established through survey analy-
sis that 57 percent of all smokeless tobacco users had family incomes below $30,000.

The announced excise tax proposals demonstrate a complete lack of any sense of
fairness by imposing the largest ercentage increase on the most regressive taxes.
As noted above, chewing tobacco as the highest percentage of low income consum-
ers-yet chewing tobacco is subject to the largest percentage increase in taxes
(10,417 percent). Snuff taxes, also highly regressive, are increased 3,472 percent.

The Administration has stated that it does not want to tax middle and lower in-
come working men and women of America, as Members of this Committee will recall
vividly from the rhetoric of the Budget Reconciliation debate. However, this proposal
is aimed directly at-those very same taxpayers. As this Committee will also recall
from the luxury tax fiasco, substantial economic harm results from product specific
taxes; harm that usually is inflicted on the American working person. This proposal
will produce widespread economic harm to middle and lower income working men
and women.

In selecting a financing system for the Health Security Act, the Administration
has chosen to ignore the lessons of the past, as well as the principle of vertical eq-
uity by selecting only tobacco taxes as a tax revenue source. And of that category,
the most regressive individual product taxes-those on chewing tobacco and snuff-
incredibly are increased the most. Certainly, Members of this Committee will reject
these regressive and punitive tax increases and pursue sound tax policy in funding
such an important program as health care reform.

THE PROPOSED EXCISE TAX DISPROPORTIONATELY BURDENS ONE REGION OF THE
COUNTRY

Sound tax policy also dictates that the burden of any new excise tax for a national
health care reform plan should be equally distributed on geographic regions across
the United States. Contrary to this fundamentally fair and sound policy, the impact
of the proposed tax increase on smokeless tobacco products will be unfair because
it will be unduly burdensome on only one region, the Southern region, of our coun-
try. Although twelve Southern states comprise about 25% of the nation's population,
they account for less than 25% of the nation's disposable income. In sharp contrast
to those shares, these twelve States will pay over half of the proposed smokeless
tobacco tax.

States bearing the brunt of the new tax are Alabama, Arkansas, Georgia, Ken-
tucky, Louisiana, Mississippi, North Carolina, South Carolina, Tennessee, Texas,
Virginia, and West Virginia. For example, Mississippi would pay a portion of the
new tax that is 6 times their share of disposable income and more than 4 times
their share of the total population. Likewise, Tennessee consumers would pay a por-
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tion of the new taxes that is over three times their share of disposable income. Yet
another state unfairly burdened by the proposed tax would be North Carolina.
North Carolina accounts for 2.4 percent of the nation's total disposable personal in-
come, yet North Carolina would pay 7.9 percent of the new tax on smokeless tobacco
products. As a final example of the extreme regional nature of the proposed tax in-
crease, Georgians would pay a share of the new tax that is over two and a half
times their national economic representation, based on disposable personal income.

These statistics clearly demonstrate that the punitive smokeless tobacco tax in-
crease proposed by the Clinton Administration would substantially violate the fun-
damental principle that tax burdens should be equitably distributed.

This tax is a prescription for regional devastation caused not by natural events,
but by deliberate, unthinking, governmental action. We cannot believe the Commit-
tee or the Congress will sanction such a single minded attack on one region of the
country. The Smokeless Tobacco Council believes it is patently unfair to ask the peo-
ple of a dozen Southern states to shoulder over half of an excessive tax burden that
might at best provide only a small fraction of the massive funding for federal health
programs benefiting the United States at large.

HEALTH CARE SHOULD NOT BE FUNDED BY A SINGLE INDUSTRY

Another important principle of tax policy is that revenue sources should be broad
based and neutral. Broad-based and neutral taxes are administratively efficient-
they raise revenue through a stable, standard mechanism. Broad-based taxes do not
distort consumer choices and, thus, provide the most comprehensive and stable reve-
nue.

Broad-based and neutral taxes are also equitable. They avoid policy choices and
discrimination based on one group's notion of appropriate individual behavior and
instead focus only on revenue needs.

The Health Security Act singles out one, and only one, industry for disparate
treatment. It attempts to pay for health care for all Americans on the backs of a
small minority of the population who choose to consume smokeless tobacco products.

EXCESSIVE TAXATION WILL CAUSE JOB LOSS

This tax will affect the thousands of people who are employed in the production
manufacturing and distribution of smokeless tobacco. The industry includes small
farmers in states like Tennessee, Kentucky, Wisconsin, Pennsylvania and Virginia.
In many cases, tobacco provides the cash margin that sustains a diversified family
farm operation. Smokeless tobacco companies employ workers in states like Con-
necticut, Wisconsin, New Jersey, West Virginia, Virginia, Tennessee, Kentucky and
Illinois. Many tobacco product distributors, convenience and "mom and pop" store
operators will be affected in large states like Texas and Georgia.

Tax increases at any level, especially the likes of those proposed, will cause the
loss of livelihoods both within the tobacco industry as well as among those who are
suppliers and providers to the industry. There will be an inevitable cascading of the
loss of those jobs and their economic harm throughout the larger farm and rural
communities associated with tobacco. That is an inescapable conclusion.

Mr. Chairman, this proposal is so arbitrary and excessive that it cannot be viewed
as the fair and reasonable exercise of a legitimate power. It is surely something
more: a cynical and zealous attempt, based on one group's judgmental views about
others' lifestyles, to punish and confiscate the business and livelihoods of the work-
ing people in the smokeless tobacco industry and to deny working adult Americans
a simple pleasure.

THE PROPOSED TAX IS ILLUSORY AS A REVENUE RAISER

By placing a huge tax on top of the excise taxes currently in place at the state
level, the proposed federal tax is largely illusory as a revenue raiser because its im-
position would create a declining revenue base. This decline would come not only
from shrinking revenues from the excise tax itself, but from declines in corporate
and individual revenue associated with the tobacco industry. If taxes on smokeless
tobacco products wet e increased to the suggested levels, large numbers of consumers
could not afford, or would choose not, to purchase such products. The net result
would be that tax revenues would plummet despite an increase in actual tax rates.

The Administration's own FY '94 budget submission is clear evidence of the effect
of higher product-specific taxes on revenue and contradicts the assertions before the
Committee that higher taxes on these products means higher revenue. Desnite a
25% increase in the smokeless tobacco tax rate imposed in January 1993 kd-
ministrations own FY '94 budget estimates that tax revenue from smokeles co
will decrease in the coming fiscal year.
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This point illustrates a conflict inherent in the proposed tax. Some proponents say
that the goal of the tax should be to influence individual adult choice (a choice con-
trary to their own) and decrease consumption of a lawful product. Others look to
the tax as a source of revenue to fund the health care reform package. These goals
conflict with one another because as consumption is driven down by higher taxes,
revenue will inevitably decline. It is time for the proponents of this punitive tax in-
crease to be honest with the Committee about their motives underlying this tax pro-
posal. Funding health care on an unstable revenue source is tax policy folly; any
tax, if mandated, must be neutral and broad based if it is to be fair and successful
as a revenue source.

"EQUIVALENCY" IS MEANINGLESS BETWEEN CIGARETTES AND SMOKELESS TOBACCO
PRODUCTS

Some have maintained that the confiscatory rates of increase on smokeless to-
bacco taxes are justified out of some notion of 'equivalency" with cigarettes on a per
pound of tobacco basis. This is merely a disingenuous smokescreen to impose mas-
sive tax increases on smokeless tobacco products. There is no meaningful definition
of "equivalency" between cigarettes and smokeless tobacco products.

Unlike cigarettes, which are uniformly packaged, there are many different smoke-
less tobacco products which are packaged in a multitude of styles, sizes, and
weights. Chewing tobacco and snuff are sold in five major product categories under
more than 150 brand names in over 35 separate packages which in turn are avail-
able in a wide variety of sizes and weights. For example, chewing tobacco comes in
loose leaf, plug, and twist forms and snuff comes in both moist and dry forms. Typi-
cal packages include bottles, pouches, plugs, packs, tumblers, bags, twists, gullets,
ten varieties of cans and so on.

Substantial differentials in rates of tax between cigarettes and smokeless tobacco
products are also warranted because the value inherent in the production of ciga-
rettes far exceeds the value created by the production of smokeless tobacco products.

Both products use essentially the same raw input-tobacco. Yet there is about 8-
to-10 times more value-added (the difference between the price-a manufacturer gets
for a pound of a product and the price of a raw pound of tobacco input) in cigarettes
than there is value-added in chewing tobacco. Rational economic policy requires that
tax rates based on weight reflect differing values. Historically, excise tax rates re-
flected value in some way. Prior to 1965, for instance, there were different manufac-
turers' excise taxes on radios, televisions, and other electrical appliances. It would
not make sense to tax a pound of televisions the same as a pound of electric toast-
ers.

Because of the relative level of regressivity between the different product cat-
egories, and the differences in product packaging and value added, there is simply
no justification for notions of per pound "equivalency." If Congress insists on include -
ing tobacco excise taxes in health care reform legislation, despite the poor tax policy
implications of such taxes, the rates of all tobacco products should be increased by
the same percentage.

A FEDERAL EXCISE TAX ENCROACHES UPON STATE TAX BASES

A large federal excise tax on smokeless tobacco products will substantially en-
croach upon state tax bases and erode the ability of individual states to generate
revenue.

This view was confirmed by the Federation of Tax Administrators (FTA) in De-
cember of 1993 when the FTA estimated the state revenue impact of the Adminis-
tration's proposal on state revenues. The FTA estimated that the Administration's
proposed $0.7 5per pack Federal cigarette tax increase would cost the states $878
million in FY 1995 excise tax revenues, a 14 percent decrease. The loss over a five

ear period totals $4.2 billion. The State Revenue Tax Offset adds another $619 mil-
lion in revenue losses, and $2.8 billion over a five year period.

The many states that derive revenue from taxes on tobacco products are able to
do so solely because of the absence of an excessive federal levy. The excessive and
punitive federal tax being discussed today would clearly endanger the effectiveness
of existing state excise taxes by infringing upon the same tax bases tapped by
states.

CONCLUSION

The smokeless tobacco industry is uniquely American. Use of smokeless tobacco
by American working people has been a custom for over 300 years. From the very
beginning, smokeless tobacco has been an all-American product; from the farmer to
the manufacturing process in the United States, to the thousands of distributors,
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stores and "mom and pop" shops that sell Lhe product, and finally to the American
working people who enjoy these products. The many men and women of the Amer-
ican smokeless tobacco industry-the growers, the factory workers, the consumers--
should not bear this unfair tax because some want to restrict adult choice. Use of
the taxing power in this punitive manner is unfair, unreasonable, and unprece-
dented. We urge the Committee to restore fairness and sensibility to the Adminis-
tration's proposal and reject this tax.

STATEMENT OF THE U.S. VETERANS RIGHTS COALITION

I am writing to express the U.S. Veterans Rights Coalition's grave concern over
the prospect of higher excise taxes, especially the current 75-cent per pack cigarette
tax proposed by President Clinton. If approved by the U.S. Congress, this wholly
regressive tax will have devastating consequences on our millions of American veter-
ans who enjoy their right to smoke tobacco products each day.

I have seen some in Congress and the Administration loosely suggest on National
Television that such an extreme rise in the cigarette tax will cause many to quit
smoking. As a Veterans' Leader who knows his fellow Comrades quite well, I can
categorically state that Veterans will NOT quit smoking because of THIS or ANY
OTHER tax. To the contrary, they will spend their rent money, meal money, pre-
scription drug money or, worse, go broke. I know Vetcins very well in this regard!
Allow me to set forth an example of how a 75-cent cigarette tax, as an example,

would adversely impact a hypothetical Veteran. If my friend were to smoke two
packs of cigarettes daily, as is common with Veterans, a 75-cent tax would represent
a $45 hit on his/her limited monthly income OR $547 annually (many elderly Veter-
ans today live on fixed incomes, such as Social Security). This, is on top of ALL the
other taxes that Veterans, like all Americans, must pay. As you can see, this Tax
will be quite a pinch on our Veterans' household incomes.

It is ironic, in a way, that the same Government who once encouraged our GI's
to smoke through War-time rations, now wants to make it a financial punishment
to exercise what still remains our Veteran's LEGAL right to smoke. Why, we won-
der, should Veterans have to suffer because a few in Washington now deem it "po-
litically incorrect" to smoke?

It is simply NOT fair!
For your information, the U.S. Veterans Rights Coalition is made up of state and

national leaders of the Veterans of Foreign Wars, the American Legion, the Disabled
American Veterans and the Retired Enlisted Association in ALL 50 states and the
District of Columbia. Our mandate is to Fight for and Protect the Rights of our Vet-
erans, including their Right to Smoke.

I am attaching, for the record, copies of resolutions passed unanimously last year
by the VFW's Southern Conference, which represents Veterans in 13 states, and
the West Virginia Department of the American Legion. These resolutions call
on the Congress "to explore options other than increase excise taxes" due to the ad-
verse financial impact they will have on our Veterans and their household budgets.
More resolutions, I am told, will be considered by VFW and American Legion groups
in the coming months and I will make those a part of the record as soon as they
become available.
I can't stress enough how much Veterans nationwide, and in our home State of

West Virginia, are concerned about such an extreme hike in the cigarette tax, since
millions of our Comrades, including myself, enjoy our right to smoke. We absolutely
cannot afford to pay any more!

I want to state that my Membership is also concerned about Health Care Reform.
But when our Government, with ALL its trillions of dollars in taxes, can't even
properly fund our VA System now, how are we to honestly believe that taxing the

eck out of cigarettes will guarantee health care coverage for the rest of our Amer-
ican citizens? 1 even saw the other day where Rep. Dan Rostenkowski said on tele-
vision that MORE taxes will be needed to fully fund Health Care Reform.

To further illustrate my- point, our V.F.W. Office in Washington advises us that
President Clinton's FY '95 Budget for the Department of Veterans Affairs only pro-
vides for a meager $500 million increase over the current year's spending. This
hardly accounts for inflation and the growing strains already being felt by the VA.
A you know, our Veteran population is rapidly aging, meaning more and more Vet-
erans are calling on their Government each day to live up to the promise given them
long ago when they went off to war. Much greater funding is needed.

I am further advised that the President s VA Budget request would slash up to
3,680 VA employees from the payroll. This would be a disaster given the reasons
I pointed out above.
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I hope you see my point. We, in the American Veterans Community DO NOT
want to see a costly cigarette tax that won't do what it is intended and only break
the household budgets of our fellow Veterans. It is easy, I guess, to target cigarettes
as the "tax of least resistance," but let me tell you that we Veterans intend to Fight
this Tax aggressively, lest our elderly and lower income Veterans lose their dignity
by going broke.

In closing, let me offer some other, much more appropriate suggestions for financ-
ing Health Care Reform. If the concept is to '"tx" products that are deemed to be
health care related, why not tax McDonald's cheeseburgers, steroids, toxic chemical
plants, automobile exhaust systems, cocaine and other illegal drugs, silicone breast
implants, police radar guns, semi-automatic weapons, cop-killer bullets, asbestos
and other items that have proven to cause billions of dollars in annual health-relat-
ed costs. These and many other products are the real culprits!

Please don't make cigarettes the scapegoat-it will- NOT solve the problem and
only cause our elderly and low-incomi Veterans to go broke. Our Veterans certainly
deserve better treatment than that. Thank you! 1

Attachments.

SOUTHERN CONFERENCE

VETERANS OF FOREIGN WARS OF THE UNITED STATES

[Alabama, Arkansas, Florida, Georgia, Kentucky, Louisiana, Mississippi, North Carolina. Oklahoma, South
Carolina, Teanessee, Texas, Virginia WV.]

Whereas, America's veterans have fought, sacrificed and, in many instances, died
so their countrymen, and themselves, could live free of excessive taxation and in-
fringements on their personal liberties;

Whereas, Congress will soon be asked to consider increased excise taxes that will
adversely impact the financial standing of many of America's veterans, especially
those on fixed incomes, while their veterans' benefits continue to be decreased;

Whereas, the intent of legislation many American veterans' groups and over 100
Members of Congress worked tirelessly to pass last November, mandating indoor
designated smoking areas within Veterans' Administration hospitals nationwide, is
tragically being ignored by the U.S. Department of Veterans Affairs;

Whereas, non-compliance of the legislation known as H.R. 5192 still causes VA
patients, including the terminally ill, elderly and wheelchair-bound to go outdoors
in the blistering summer heat or frigid winter cold in order to exercise their freedom
of choice to use legal tobacco products;

And, Whereas, veterans should be treated with the dignity and respect they so
deserve;

Now, Therefore, Be it Resolved that the Southern Conference of the Veterans'
of Foreign Wars, meeting in Louisville, Kentucky, July 9-11, urges the U.S. Con-
gress to explore options other than increased excise taxes, while also urging the U.S.
Secretary of Veterans' Affairs to completely comply with the provisions set forth in
the law H.R. 3192, calling for the establishment of at least one indoor designated
smoking area in, each VA hospital.

This is to certify that the above Resolution was passed with no opposing vote in
Louisville, KY, July 10, 1993, by the Southern Conference of the Veterans of Foreign
Wars of the United States.

AL FEHER, Secretary-Treasurer.

DEPARTMENT OF WEST VIRGINIA

THE AmERICAN LEGION

CHARLESTON, WEST VIRGINIA 25332

Whereas, America's veterans have fought, sacrificed and, in many instances, died
so their countrymen, and themselves, could live free of excessive taxation and in-
fringements on their personal liberties;

'John Payne is a World War II Marine Cor medic with over 40 years service to the American
Legion and Veterans of Foreign Wars of the U.S. He is a Past VFW State Commander and cur-
rent Commander of VFW Post #3466 in Charleston, W. Va. He is also a leader of the West Vir-
ginia Department of the American Legion.
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Whereas, Congress will soon be asked to consider increased excise taxes that will
adversely impact the financial standing of many of America's veterans, especially
those on fixed incomes, while their veterans' benefits continue to be decreased;

Whereas, the intent of legislation many American veterans' groups and over 100
Members of Congress worked tirelessly to pass last November, mandating indoor
designated smoking areas within Veterans' Administration hospitals nationwide, is
tragncally being ignored by the U.S. Department of Veterans Affairs;

Whereas, non-compliance of the legislation known as H.R. 5192 still causes VA
patients, including the terminally ill, elderly and wheelchair-bound to go outdoors
in the blistering summer heat or frigid winter cold in order to exercise their freedom
of choice to use legal tobacco products;

And, Whereas, veterans should be treated with the dignity and respect they so
deserve;

Now, Therefore, Be it Resolved that the West Virginia Department of the Amer-
ican Legion, meeting in Beckley, West Virginia, July 8-11, urges the U.S. Congress
to explore options other than increased excise taxes, while also urging the U.S. Sec-
retary of Veterans' Affairs to completely comply with the provisions set forth in the
law H.R. 5192, calling for the establishment of at least one indoor designated smok-
ing area in each VA hospital.
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