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HEALTH CARE REFORM

Testimony of CBO Director Reischauer

THURSDAY, FEBRUARY 10, 1994

House of Representatives, Committee on Energy
AND Commerce, Subcommittee on Health and the
Environment, and the Subcommittee on Com-
merce, Consumer Protection, and Competitive-

ness,
Washington, DC.

The subcommittees met, pursuant to notice, at 10 a.m., in room

2123, Raybum House Office Building, Hon. Henry A. Waxman,
chairman. Subcommittee on Health and the Environment, and
Hon. Cardiss Collins, chairwoman. Subcommittee on Commerce,
Consumer Protection, and Competitiveness, presiding.
Mr. Waxman. The meeting of the subcommittees will come to

order.

Last November Dr. Alice Rivlin, the first Director of the Congres-
sional Budget Office, testified before this subcommittee in her ca-

pacity as the Deputy Director of the Office of Management and

Budget. She presented the administration's estimates of the Health

Security Act, concluding that the bill would reduce the rate of

growth in public and private health care costs. She also testified

that between 1995 and 2000 that the bill would produce $58 billion

in deficit reduction for the Federal Government.
This morning we have with us another distinguished economist,

Dr. Robert Reischauer, the third Director of CBO. He will present
the CBO analysis of the administration bill. He will tell us that the

bill's cost containment provisions will work to reduce public and

private health spending by 7 percent or $150 billion in the year
2004 alone, compared to what we will spend on health care if we
do nothing. He will also tell us that the bill will increase the Fed-
eral deficit by $74 billion over the 1995 to 2000 period.

This is not the first time that two first rank economists have
reached different conclusions about the impact of a complex piece
of legislation, and it will not be the last. But what I hope will not

be lost in our discussion of these differences is the high level of pro-
fessionalism that both Dr. Rivlin and Dr. Reischauer have brought
to this debate. These are honest differences among reasonable peo-

ple, not postures of partisan idealogues. Indeed, given the complex-
ity of this task, I think there is a remarkable degree of convergence
between the administration and CBO conclusions.
Of course, under the rules of the House, this subcommittee is

bound by CBO's estimates, not those of 0MB, in considering the

(1)



administration's bill. The purpose of this hearing is to understand
those estimates, how they were derived, and why they differ from
those of the administration. It is not the purpose of this hearing
to attack the credibility of Dr. Reischauer or Dr. Rivlin or the agen-
cies that they represent.
Most members will recognize, Dr. Reischauer would be the first

to acknowledge that regardless of who makes the estimates of a

proposal as comprehensive as this one, extending over a 10-year
period, necessarily involves some degree of uncertainty. It is the ob-

'. igation of CBO to explain how they arrived at their conclusion and
low much uncertainty they have about their numbers.
But it is also their obligation to come to their best professional

judgment despite this uncertainty. And it is our obligation to be

guided by those estimates in our consideration of health care re-

form proposals, including not just the President's but also the alter-

natives sponsored by some of our subcommittee colleagues.
In sum, I believe the CBO's analysis confirms the basis assump-

tions of the President's plan that we can achieve universal coverage
in a way that reduces what we will have to pay for health care and
reduces the Federal deficit. While there are differences between the
administration and the CBO on the timing and magnitude of these

effects, I'm confident that we can make the necessary adjustments
to assure the plan is adequately financed.

Before calling on Dr. Reischauer, I'd like to ask Mrs. Collins, the

distinguished Chair of the Subcommittee on Commerce, Consumer
Protection, and Competitiveness, for any comments she would wish
to make. And without objection, the opening statement of all mem-
bers will be inserted into the record at this point.
Mrs. Collins. Thank you, Mr. Chairman.
Mr. Reischauer, I want to commend you for your efforts and com-

mend you for what I know will be very thoughtful testimony.
When President Clinton announced his health care reform pack-

age last year, there was one question that was raised over and
over: was it really possible to cover the 39 million uninsured and
to guarantee all Americans a meaningful health insurance benefits

package without having to raise taxes significantly? Frankly, I was
as skeptical as my colleagues. But now CBO has tried to answer
that question, and the answer is that for the most part, the Presi-

dent's numbers do add up.
Out of a national health care budget that is estimated to grow

from $1 trillion this year to $2 trillion in the year 2004, the Clinton

plan is estimated to raise the deficit by an average of $10 billion,

or about 1 percent of the Nation's health budget. As the CBO esti-

mate knows, the difference between their estimate and the Presi-

dent's is modest, and the Congress is certainly in a position to

eliminate even this deficit with relatively minor changes to the

plan.

Perhaps even better news is that, according to the CBO estimate,
the Clinton plan will significantly reduce any estimated expendi-
tures in health care. We cannot continue to devote an ever greater

percentage of our gross domestic product to health care. Rising
health care costs are eating away at the average worker's wages.
This trend would be dramatically altered, according to the CBO re-

port. By the year 2004, spending on health care will be $150 billion



less than it would be if Congress did absolutely nothing. Now,
that's a 7 percent reduction.

I also have no quarrel with CBO's advice that Congress put all

of the health care numbers on the slate as a separate part of the

budget, like we do for Social Security. As an account, I think it's

important for Congress to see the numbers it's working with and
to understand the budget implications of various proposals.

Having watched the Government throw in hundreds of billions of

dollars to bail out the S&L's when none of these liabilities ever ap-

peared on the budget, it's obvious that greater disclosure is always
the best solution.

One chapter of the CBO report that I hope will not be overlooked
is the analysis of the impact of the bill on the economy. Although
the health care plan has taken its share of criticism from business,

perhaps more attention should be given to CBO's finding on page
53. I'm going to quote. It says, "The total cost that all businesses

together would pay for health insurance for active workers would
be about $20 billion less in the year 2000 if the proposal were im-

plemented than if the current system were to continue unchanged."
Not only would businesses benefit from the plan, their workers

would also benefit. Let me also quote from page 55 of the report:

"Thus, the significant savings that the administration's proposal
would produce, compared with current policy, would be largely

passed on to workers in the form of higher wages." And despite ar-

guments that the employer mandate would create large job layoffs,
the CBO report found that unemployment would be little changed.
As a sponsor of both the President's bill and the single payer bill,

I am pleased that CBO has essentially given high marks to both

bills, particularly in their ability to provide universal coverage
while controlling costs. I have my doubts that other proposals on
the table would stand up to the same high mark, but I urge the
Director to act with all deliberate speed to provide Congress with
a similar review of other proposals so that we can see how they
compare.

I yield back the balance of my time.
Mr. Waxman. Thank you very much, Mrs. Collins.

Mr. Bliley?
Mr. Bliley. Thank you, Mr. Chairman.
Dr. Reischauer, welcome to the committee. The cost containment

features of the Clinton plan are also its primary financing mecha-
nism. If any of the estimates of entitlement savings prove inac-

curate, the overall financing of the health care plan would fall

apart like a house of cards. Why? Because it is a CPI premium cap
and the draconian Medicare and Medicaid cuts which are the plan's

principal sources of financing.
If the entitlement and other cuts do not materialize, the Federal

budget deficit will explode like a supernova. If the CBO estimates

prove to be wrong, and based on past experience that is a certainty,
hundreds of billions will be added either to the budget deficit or the
tax burden on the American public.
With regard to the premium cap, it should be understood that a

CPI target would create a tighter spending control system than
that of any other nation. No nationalized system has come even
close in limiting spending to the CPI. And in the case of Britain



and Canada, we are talking about systems that explicitly ration
care. How is this administration's plan going to accomplish these
extraordinary reductions in health care spending when even sys-
tems that ration care have not remotely approached these spending
limits?

Dr. Reischauer, we're going to ask you this question, because
CBO has scored the premium cap as 100 percent effective. Your
contention that the CrI premium cap will be 100 percent effective
is astonishing in light of your estimates of expenditure caps in
other bills. For example, in your analysis of the Stark/CJephardt
bill, you rated a gross domestic product cap, which allows much
more growth in health expenditures than a CPI premium cap, as
only 25 percent effective. And CBO rated Mr. McDermott's single
payer bill, which creates a totally nationalized system, at 75 per-
cent effective.

But let's look more closely at the CBO's contention in another
way. What you must be saying is that the complex Clinton health
care alliances will be more ruthless Federal intrusion into our Na-
tion's health care system than any single payer system, or for that
matter, any other western nationalized health care system. No na-
tionalized system in the world, even those that severally ration

care, ever approached the CPI growth rate. But the Clinton plan
will be 100 percent effective in accomplishing this goal.

In other words, your analysis implies that under the Clinton

plan, the United States must have the onerous command and con-
trol federalized system in the world. Also, your contention of 100

percent effective seems to be based on a wing and a prayer rather
than a rational economic analysis. Here's what you say on page 74.

"CBO has assumed that the controls on premiums in the adminis-
tration's proposal would be implemented as intended and the mech-
anisms used to enforce those limits would effectively restrain

spending."
But what would be the consequences of that restraint, and could

it be sustained? Let's see what the consequences have been in Can-
ada.

[Videotape played.]
Mr. Bliley. Thank you.
Finally, let's look more closely at the plan's financing for the time

period of 1995 through the year 2000. Medicare and Medicaid are
cut approximately $200 billion. The savings from these entitlement
cuts are then spent on new entitlements. The critical question is,

will the entitlement savings ever materialize?

History is the best guide. For example, since the 1990 reconcili-

ation, the initial Medicaid-Medicare estimate of the 1990 reconcili-

ation bill was off by a staggering $151 billion over 5 years. Now
let's look briefly at CBO's ability to estimate the cost of new bene-
fits. When Congress passed the Medicare Catastrophic Coverage
Act, the official CBO estimate for the new benefits was $30 billion

over 5 years. One year later, CBO estimated the cost of the benefits
at $48.3 billion, a whopping $18.2 billion increase in less than a

year.
These two examples are representative of many others, and point

to two principles of Federal budgeting. CBO tends to grossly under-
estimate the cost of new benefits and tends to drastically overesti-



mate the savings that can be squeezed from the health care entitle-

ments. When we apply these principles to the Clinton plan, we can

begin to understand that the plan could send the Federal budget
into a black hole.

Thank you, Mr. Chairman.
Mr. Waxman. Thank you, Mr. Bliley.
Mr. Wyden?
Mr. Wyden. Thank vou, Mr. Chairman.
I just hope, as this aebate goes forward, that the country will rec-

ognize that CBO has done us a service by giving solid, objective

analysis. And in particular, some of the opponents of health care
reform are now trying to use the Congressional Budget Office re-

port to convey messages that simply aren't there.

For example, I think the American people need to know that over
the course of several hearings now, Mr. Reischauer has spelled out
that the administrations' proposal would of course ensure that all

Americans have health care, the long-term Federal deficit would be

going down, health care spending as a percentage of the gross do-

mestic product would be going down, and the wages of American
workers would go up very significantly.
That strikes me as a very positive kind of message that has come

out of the analysis done by the Congressional Budget Office of the
administration's proposal. And I think my colleagues on the other
side who seem so anxious to bury the President's proposal aren't

really looking now to see that they're shoveling dirt on an empty
grave.

I look forward to our hearing, and thank you, Mr. Chairman.
Mr. Waxman. Thank you, Mr. Wyden.
Mr. McMillan?
Mr. McMillan. Thank you, Mr. Chairman.
A» the only member of the Budget Committee who's on these two

•ubcommittees, I'm especially glad to see you here. Dr. Reischauer.

My staff person said that your situation is somewhat analogous to

the pilgrim in Pilgrim's Progress, who has to work his way between
dragons, Scylla and Charybdis, I think are the correct names, only
to find when he gets through that the/ve been chained to rocks.

And I think you're somewhat in that situation. And I want to

congratulate you on having the guts to call a spade a spade, and
I think that should apply not only to the President's proposal, but
to any of the other propos2ils that should be offered in whole or in

part as alternatives.

Certainly in any discussion I've had, I've been one of those to em-
phasize from the very beginning that we need to look at them with
candor and expose all of their strong points and all of their weak
points. And I think you've attempted to do that.

I would just simply conclude this: there isn't any question but
what your analysis has surprised a lot of people, surprised the ad-

ministration, perhaps, due to the magnitude of the bottom line fi-

nancial consequences. We can talk a lot about whether or not some
of these savings would or wouldn't materialize, and the history in-

dicates that we're not very good on delivering on cost reductions
once we've adopted a plan of action. But even giving full credit for

that, you come up with about an overall $130 billion difference over



the initial 5 years. And I think that's something that we should be
concerned about.
But even further, and one area that I want to explore with you

in the questioning, has to do with what is a very key assumption,
and that is the cost of the standard benefits package. Because that

basically is going to determine an enormous flow of funds in this

country, I suppose it's the basis by which you estimated the $566
billion cost of the mandates to business out there that will flow into
the plans.

It certainly will determine the cost of Federal subsidy to business
and to individuals through health care alliances. And that's going
to be the major new entitlement program that we are going to be
faced with. Your estimate of the cost of the standard benefits pack-
age is, I think, about 10 percent higher than the President's as-

sumption of $1,900 and 20 odd dollars per capita.
There are others out there, such as Lewin, which has examined

it at some maybe 15 percent, and Hewitt Associates at 30 percent
higher. I know in trying to develop independent legislation, we've
taken a crack at it with a slightly softer benefits package than the

President's, and came up with a per capita cost that's 30 percent
higher than the President's.

We could be way off in our estimates if in fact these prove to be
true. Therefore, I hope in our testimony today we can cast some
light on the degree of certainty or uncertainty that lies behind that
estimate and its potential impact on us. Because the way the dy-
namics of the President's plan work, as I see it, with so much flow-

ing through the regional alliances, and so much power vested in

the national health board to set the price. Congress will become the
underwriter of last resort in this system over time.
And it's not exaggerating to suggest that we could well be faced,

if we underestimate, with a situation not unlike Congress being
asked to pay off deposit insurance in the savings industry over a

period of time. So I think it's important that we focus in on this

at the outset and know exactly what we're getting into.

I thank the chairman, and yield back the balance of my time.

Mr. Waxman. Thank you, Mr. McMillan.
Mr. Cooper?
Mr. Cooper. I thank the chairman and the Director.

I have no opening statement, I would just like to ask the Director
if he could at some point in his remarks address the distinction be-

tween scoreability and political sustainability.
Thank you.
Mr. Waxman. That's it?

Mr. Greenwood?
Mr. Greenwood. Thank you, Mr. Chairman.
All too often we fail to give budget issues the full attention they

deserve, and it is imperative that we thoroughly examine the Con-

gressional Budget Office's cost estimates of the Clinton health plan.
I agree with the statement by Mr. Reischauer before the Ways and
Means Committee. Mr. Reischauer testified that the receipts and

expenditures associated with the Clinton health plan should be on

budget, and it would be chicanery or trickery to do otherwise.

We need to be honest with our constituents when discussing
health care reform, and keeping the proposal on budget is the only



way to do that. However, even with on budget health care reform,
we would be engaging in the great chicanery of all if we promised
the American people a program with Cadillac benefits for the price
of a Hyundai.
The Clinton plan tells our constituents that only a small percent-

age of the population will pay higher premiums, and that employ-
ers are responsible for only 7.9 percent of payroll, when in reality,
as Mr. Reischauer discussed, the Government is responsible for all

of the costs in the end, just like any other entitlement. Ultimately
it is the American taxpayer who is on the hook, either through in-

creased premiums shared by both individuals and employers, or an
across the board payroll tax.

Earlier this week, the President criticized the Health Insurance
Association of America for engaging in "misleading propaganda" in

its television ad campaign. But I'm concerned that it is the admin-
istration that is misleading the public. In the Clinton health care

plan, individuals and employers are mandated by the Government
to pay premiums.
And if you don't pay, you suffer the punishment. Even though

the administration insists that these premiums are not taxes, I be-
lieve that the IRS operates under the same principle. If you don't
believe me, just don't send the IRS a check on April 15th and see
what happens.
We must be fair and honest with the American people. It is im-

portant for Americans to know that CBO estimates that the aver-

age employer premium will be 15 percent more than the adminis-
tration has stated. Everyone should know exactly how many people
will be paying more for their health care coverage.
Health care reform is essential, but we must openly discuss the

costs, both economic and social, of any particular reform. Other-

wise, it would be like buying a car based only on the first line of
the price sticker, without looking further for the cost of the tags,
title and freight. We need to know the real price one way or an-
other.

I look forward to having a lively and informative discussion with
Mr. Reischauer. Thank you, Mr. Chairman.
Mr. Waxman. Thank you, Mr. Greenwood.
Mr. Brown?
Mr. Brown. Thank you, Mr. Chairman.
Only a couple of comments. I welcome the CBO study, and what

that means to us and to the Nation in terms of really delving into
the costs of health care. I think that, I believe this should be on
budget, as the report suggests, but those people that talk about

honesty in budgeting as we absolutely need to be more honest with
the American people and each other, that same honesty should also
come forth in terms of what this means to the private sector, the
cost savings in the private sector, as Mr. Reischauer, you have tes-

tified to Senator Mitchell, and the things that you've said that way.
That factor absolutely has to be discussed and absolutely has to

be talked about, and it needs to part of the whole sale, if you will,
of this issue. It's important that we look at it that way, it's impor-
tant, as I say, that we put it on budget as I thought we should,
as I think this Congress needs to do on things like the earthquake,
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aid for California and everything else. We've just got to be more
honest with the American people.
But as I said, I welcome what you've said. I welcome your testi-

mony and your statements about private sector savings, what this

means overall to the American people, both on the public side and
the private side, and I think that will add a good deal to this whole

public discussion. Thank you, Mr. Chairman.
Mr. Waxman. Thank you very much, Mr. Brown.
Mr. Paxon?
Mr. Paxon. Thank you very much. Good morning.
Mr. Chairman, we have all eagerly awaited the CBO analysis of

the Clinton health care plan. I welcome Dr. Reischauer, and look
forward to his explaining the methodology and the assumptions
made in scoring the Clinton health care plan.
While I welcome the CBO's decision to score this plan on budget,

I believe the more important issue is the effect on the deficit, em-

ployment, and the impact on the American taxpaying family. The
CBO's analysis paints a picture of a health care plan that in the
words of the preliminary report before us will lower the deficit, in

the very long term, increase the cash wages of American workers,
and would alter the unemployment rate very little.

Now, certainly, all these are wonderful things. But we must not
look at the assumptions and projections in a vacuum without look-

ing at CBO's track record. All we have to do is look to the projec-
tions in the Catastrophic Care law, which we repealed, OBkA 90,
and as always, the deficit. Given this historv, the chances for a
mistake with 12 percent of the economy coula be great, and could

cost American workers their jobs, American families their savings,
and our children their future.

In addition, I would like to explore an area of particular concern
to my State and my congressional district. The Clinton plan, be-

sides projecting Medicaid cuts of $114 billion, has a generous ex-

pansion of benefits for Medicaid recipients which will be paid for

through the Medicaid reimbursement formula, which in many
States, like New York, is paid for by both State and local tax-

payers.
Dr. Reischauer, I would like to tell you a little bit about the eco-

nomic impact of the current program of Medicaid on New York. In

our State, Medicaid is reimbursed 50 percent from the Federal

Government, roughly 30 percent by the State, and the remaining
20 percent paid for by the local governments. In our area, when
Medicaid-mandated expenses go up, there are two sources of reve-

nue, either raising local property taxes and/or the sales tax.

Just this week, Eric County, my home county, which includes the

city of Buffalo, forecast an increase for fiscal year 1995 in Medicaid
of $25 million. If the increase were to be paid out of property taxes

alone, that would mean a 12 percent increase. And the county exec-

utive of that county, a Democrat and supporter of this President,
has stated that he will refuse to pay those increased costs because
of their dire impact on the economy of our community and on the

families, taxpaying families in our community.
Now, all the counties in New York face similar dire projections.

I am definitely concerned about the President's plans for expanding
Medicaid and the financing mechanisms. I certainly hope today



that the CBO and your testimony will be able to help clarify the
future of the Medicaid program, State and local government re-

sponsibility, and most importantly, the impact of this cumulative

price on the taxpayers.
Thank you.
Mr. Waxman. Thank you, Mr. Paxon.
Mr. Dingell?
Mr. Dingell. I have no opening statement at this time, Mr.

Chairman. Thank you.
Mr. Waxman. Thank you.
Well, Dr. Reischauer, welcome back to the subcommittee. I want

to take this opportunity to express our appreciation to you and
your staff for the excellent work you've done in bringing us this

thorough analysis of the President's bill. Without objection, the full

text of your analysis of the administration's health
proposal,

dated

February 8, 1994, will be included in the record, ana we would like

to ask you to proceed as you see fit.

STATEMENT OF ROBERT D. REISCHAUER, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Mr. Reischauer. Thank you.
Chairman Waxman, Chairwoman Collins and members of both

subcommittees, I'm pleased to be here to have the opportunity to

share with you the analysis of the administration's health care re-

form proposal that CBO released on Tuesday. I will confine my re-

marks to a summary of our report's major findings.
The CBO analysis deals with three aspects of the administra-

tion's proposal: first, its financial effects, that is, the likely impact
of the proposal on national health expenditures in the Federal

budget; second, the possible effects of the proposal on the Nation's

economy; and third, the question of the appropriate budgetary
treatment of the new system's fiscal flows. Before summarizing
CBO's findings, I would like to emphasize three cautionary points
related to the inevitable limitations of our analysis, and, I might
add, to other similar analyses.
The first of these is the great uncertainty that surrounds all esti-

mates of this proposal, and the estimates of all the other systemic
reform initiatives that you have before you. The administration has

put forward the most far-reaching piece of social legislation since
President Roosevelt proposed the Social Security Act some 60 years
ago.

If the health care proposal is put into effect as envisioned, the
behavior of consumers and health care providers will be altered by
new incentives. New institutions will be created and old ones will

be given significant new responsibilities. Available data and meth-
odological techniques and our underlying knowledge of how the
health care system works are not adequate for precisely estimating
the effects of this legislation.
The second cautionary point that I must emphasize is that it will

take some time before the full consequences of the proposed system
play themselves out. The complete structure will not be in place for

over a decade. For example, new dental and mental health benefits
will begin in the year 2001, and State and local governments will

first be eligible for employer subsidies in 2002. Furthermore, it will
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take many years for consumers and providers to respond fully to
the new incentives.

For these reasons, your attention should focus on the long-term
effects of the proposal. CBO's estimates extend to the year 2004,
which is the latest year for which we have any capability of making
an estimate. The farther into the future we project, the more un-
certain our estimates are likely to be.

My third and final warning is that we need to keep all of the
numbers in perspective. Some of the numbers will seem large when
examined in isolation. But when compared to the size of the econ-

omy, the baseline level of national health expenditures, the amount
the Government spends on Medicare and Medicaid, and even the

deficit, they may be relatively trivial.

With these cautions in mind, let me begin my discussion of the

likely financial effects of the proposal. As you know, two major ob-

jectives of the administration's initiatives are to slow the growth of
overall national health expenditures and to reduce the relentless

pressure that spending on the major health programs is placing on
the budget. GEO estimates that if the administration's proposal is

carried out according to its schedule, national health expenditures
will rise by between 1 percent and 3 percent above our baseline

projections over the period during which the alliance system is

being phased in.

If you happen to have a copy of our report available, this is

shown in Table 2-1 on page 26. The increase is the inevitable con-

sequence of extending coverage to millions of uninsured Americans,
increasing the generosity of the benefits that many insured people
have, and expanding services for the disabled.

By 2000, the limits placed on the growth of premiums and the
Medicare savings are sufficient to reduce national health expendi-
tures some $30 billion below our baseline level. By the year 2004,
national health expenditures should be some $150 billion, or 7 per-
cent below the baseline level.

The budgetary impacts of the proposal—that is, those on-budget
activities and Social Security—are shown in Table 2-2 on pages 28
and 29 of our report. They represent the combined effort of the

Gongressional Budget Office and the Joint Gommittee on Taxation.
Our estimates indicate that the proposal would reduce the 1995 fis-

cal year deficit by about $10 billion, because the revenue from

higher tobacco taxes would more than offset the first year's startup
costs.

The proposal would then increase the annual deficit by between
$1 billion and $32 billion during the period from fiscal year 1996
to fiscal year 2003. By fiscal year 2004, GBO estimates that the

proposal would have no appreciable effect on the deficit. If we had
the ability to project farther into the future, presumably we would
see that the proposal would reduce the deficit by increasing
amounts after the year 2004.
GBO's deficit estimates are less sanguine than those of the ad-

ministration, or those prepared by the Virginia-based consulting
firm, Lewin VHI. Both groups estimated that the proposal would
lower cumulative deficits over the 1995 to 2000 period by modest
amounts. GBO, on the other hand, shows a cumulative increase in

the deficit of $126 billion over the 1995 to 2004 period. Some might
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be tempted to exaggerate the importance of this difference, so let

me place these numbers in what I believe is their proper context.

First, $126 billion is less than 6 percent of both the deficits accu-
mulated over the last decade and the deficits projected for the next
10 years. Second, $126 billion represents less than 3 percent of the

projected Federal spending on Medicare and Medicaid during this

10-year period. Third, the numbers should be balanced against the

advantage of living in a nation in which no one lacks health insur-
ance. And finally, as I noted earlier, if the premium restraints are
adhered to, the proposal should make ever-increasing contributions
to deficit reduction after the year 2004.

Let me say a few words about the differences between the admin-
istration's and CBO's numbers—the administration's estimates of
the proposal's net cost differ by $48 billion in the year 2000, which
is the last year for which the administration has provided esti-

mates. Roughly half of this, or $25 billion, is attributable to CBO's
higher estimate of subsidies for employers.
Our estimate of employer subsidies is higher because we believe

that premiums will be about 15 percent higher than the adminis-
tration has assumed, and because we used a different estimating
methodology, one that we believe better accounts for the dispersion
of wages among firms.

There are no substantial differences between CBO's and the ad-
ministration's estimates of family subsidies. There are modest dif-

ferences in our estimates of the State maintenance-of-effort pay-
ments, the amounts that would be collected from assessments on

corporate alliances, the increased revenues from restricting cafe-

teria plans, and the other components of the proposal taken to-

gether.
Let me turn now to the second topic, probable economic effects

of the proposal. The administration's proposal would have impor-
tant impacts on the economy. But for the most part, it would not
affect aggregate economic indicators as much as the circumstances
facing different firms and workers. For example, the proposal
would have little appreciable impact on the U.S. balance of trade,
which is determined largely by the balance between national sav-

ing and investment.

However, some firms in the tradeable goods sector would benefit
while others would be adversely affected. Overall, business's cost
for health insurance would decline significantly. Business's insur-
ance premiums for active workers would drop about $90 billion
below the baseline level in the year 2004.
But beneath this figure, there would be considerable redistribu-

tion. Universal coverage would mean that those firms that now
offer insurance would no longer need to pay indirectly through
their doctors and hospital bills for the care that is given to unin-
sured workers and their families. Firms that do not now provide
insurance, however, could no longer ride free.

Community rating would mean that small firms and those with
older or sicker work forces would see reductions in their costs,
while businesses with young and relatively healthy workers might
see their costs rise. Changes in business's costs, both positive and
negative, would be shifted back onto workers in the form of lower
or higher wages. The impact of these changes on total labor supply
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is likely to be quite small, although the proposal's incentives could

significantly affect the participation decisions of certain types of
workers.
For example, secondary workers and those for whom early retire-

ment is an option could choose to leave the labor force, but this
would be a voluntary decision. Minimum wage workers outside the
health sector might see their job opportunities diminish, but CBO
believes that the number of workers affected will be relatively
small and offset in part by low-wage job opportunities created in

the health sector. Finally, some welfare recipients might be enticed
into the labor force by the proposal's incentives.

Taking all of these labor market reactions together, CBO esti-

mates that eventually—and by that I mean in the long, long run—
somewhere between one-quarter of 1 percent and 1 percent of the
labor force might prefer to stay home under this proposal. But I

should add, as a number of you have mentioned, that CBO does not

expect any significant impact on the unemployment rate.

CBO believes that the proposal would encourage firms and work-
ers to reshuffle so that more low-wage workers would be grouped
together in firms that receive employer subsidies. This sorting
could impose an efficiency cost if organizational structure were
driven by the provisions of the Health Security Act rather than by
the dictates of efficient production techniques.

Let me now move on to the final issue, which is the budgetary
treatment of the administration's proposal. CBO strongly believes

that ultimately this issue should be resolved by the Congress and
the President through legislation. Nevertheless, CBO does have an

advisory role to the budget committees on such matters, and we
must assess the budgetary dimension of every piece of legislation
for which we are asked to make a cost estimate.

Resolving the issue of budgetary treatment involves answering a
series of questions: is the program fundamentally governmental in

nature or does the legislation seek to facilitate, regulate, or guide
an activity that remains essentially private? If the activity is pri-

marily governmental, is it a Federal activity, a State activity, a
shared Federal-State activity, or some new kind of hybrid? If the
answers to these first two questions point to a Federal Grovem-
mental activity, one must decide how that activity should be dis-

played and controlled in the accounts of the Federal Government.
In trying to answer these questions, CBO has examined the de-

tails of the proposal very carefully. We have also turned to the two
main sources of guidance on budgetary classification, which are the
1967 report of the President's Commission on Budget Concepts and
the current budgetary treatment of programs that are analogous to

the President's proposal. We found that these two sources could in-

form our judgment but that they did not provide incontrovertible

answers to the questions.
After weighing all the arguments, CBO has concluded that the

proposed health alliances, as well as the various changes in on-

budget activities, should be included in the consolidated accounts
of the Federal Government. Nonetheless, because of the uniqueness
and vast size of the alliance's budgets, we suggest that they be dis-

played separately, as is the practice for Social Security.
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CBO's assessment of this issue rests primarily on our judgment
that the proposal would establish a universal entitlement to health

insurance that would be largely financed by mandatory payments
resulting from an exercise oi sovereign power. Our view is also in-

fluenced by the specificity with which Federal law and agencies
would prescrib« the actions of the alliances. We also believe that

there is a need for fiscal accountability when an activity shares

many financial flows with traditional on budget accounts, and this

also suggests the importance of including the alliances in the Fed-

eral Government's accounts.

Let me close by saying that I hope very sincerely that the infor-

mation contained in CBO's report will be used in constructive

ways, in ways that advance the debate on how we can reform our
health care system, our system of health care financing. Presidents

Truman, Nixon, Carter, and Bush all tried to address this major
national problem, but all were stymied. With each passing year,
the problem only deepens and the solutions only become more dif-

ficult. Thanks to the courage and efforts of President Clinton, the

Congress has another chance to craft a solution to this serious na-

tional problem. It would be tragic if we failed to take advantage of

this opportunity.
To that end, the Congressional Budget Office stands ready to

work with the members and staff of these subcommittees, as well

as the full committee, as you deal with these problems. That com-

pletes my statement, and I will be glad to answer the questions
that any member might have.

[Testimony resumes on p. 106.]

[The prepared statement of Dr. Reischauer follows:]
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Statement of

Robert D. Reiscbauer

Director

Congressional Budget Office

The Health Security Act is a comprehensive proposal to provide a universal

entitlement to health insurance for a broad range of services and to slow the

growth of spending for health care. To achieve these goals, it would funda-

mentally restructure the current health care system, changing requirements and

incentives for employers, consumers, insurers, and providers of care. Because of

the magnitude of these changes, the full impact on the health care system is

extremely difficult to predict.

The Administration's proposal would redesign the current system of

financing for health care, while building on its existing employer base. All

employers would be required to pay premiums on behalf of their employees, and

all individuals and families—except Medicaid beneficiaries and others with very

low income—would be required to pay at least part of their premiums. Subsidies

would be available to help employers and low-income families meet these

obligations and would also be available for retired people ages 55 to 64.

To strengthen the demand side of the health care marketplace, the proposal

would establish regional purchasing alliances through which most people who

worked for firms with 5,000 or fewer full-time employees would obtain health

coverage, as would most other people under age 65 who had no connection to the

labor force. Larger firms, firms participating in multiemployer group plans, rural

electric cooperatives and telephone cooperative associations, as well as the U.S.

Postal Service, would be entitled to establish their own corporate alliances.
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Medicare beneficiaries would generally remain outside the alliance system. States

could choose to opt out of the regional alliance system entirely and establish a

"single-payer" system of health care financing, in which the state would pay all

providers directly.

Consumers would normally have access to a choice of health plans of

different types—including at least one fee-for-service plan—that would be offered

through the alliance in the area in which they Uved. All plans would offer a

standard package of benefits, which would be slightly more generous than the

average plan currently offered by employers. To ensure that consumers could

make informed choices about those plans, alliances would provide much more

information about the plans they offered than is typically available today.

The primary objective of the proposal is to ensure that health coverage

would be available at a reasonable price to everyone and that people could not be

denied coverage because of their health status. Accordingly, strict requirements

would be placed on the enrollment procedures that health plans could employ,

requiring plans (within the limits imposed by their capacity and financial con-

straints) to accept all applicants, and prohibiting plans from excluding people

because of preexisting medical conditions. A plan's premiums could not vary for

any reason other than the type of family being insured, a requirement known as
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community rating. (Premimm for {dans (^Tiem] by ootfoaot aOUnoM ocMld, in

addition, vaiy among geogn^c areas.)

People entitled to Medicaid benefits because they also receive carii wetfan

payn^nts would continue to obtaiii coverage fh>m Medicaid but, like almoct

everyone else, would be enrolled in health plans offered through the regional alli-

ances. Others who currently receive Medicaid benefits would lose that coveraga,

but most of them would be eligible for subsidies for their premiums.

The proposal would also expand several federal programs and institute new

ones. Important among these provisions are coverage of prescription (bugs for

Medicare beneficiaries, the provision of "wraparound" health care benefits for lo^-

income children, and a new program to provide honte- and community-baaed

services for severely disabled people.

Hnancing for thete hiithrtiv<s attd tha avbtidiea that (ha MdHid
{

would pay to alliances would come fhm a wkcy of tomom. ttHy woM

include several new revenue measures, increases in incomt and ptyroD tn n-

ceipts generated by the change in the mix of eflipkiyea con^enaaflon dMt woold

occur under the ptx^x>sal, relations in the Medicare and Mwficaid pTOframi. and

assessments on premiums. States would also make maintenance-of-efFoit
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payments to alliances, reflecting their reduced obligations for Medicaid under the

proposal.

To lower the rate of growth of health care spending, the proposal would

establish a complex mechanism for limiting the growth of premiums for the

standard benefit package~an approach that, if carried out as intended, would

almost certainly be effective on that score. The |m>posal would also attempt to

limit the obligations of the federal government for subsidy payments, but that

endeavor would be less likely to succeed.

UNCERTAINTY OF THE ESTIMATES

Estimates of the interactive effects of so many complex changes to an industry

that encompasses one-seventh of the economy are highly uncertain. Assumptions,

used by the Congressional Budget Office (CBO) and other analysts, about people's

behavioral responses to new incentives are frequently based on research evidence

from small changes in the existing marketplace. In the case of the Administra-

tion's proposal, however, the entire marketplace and the configurations of the

actors within it would be changing, and there is no precedent for estimating the

effects on health spending or the economy.
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Estimating the effects of any proposal to restructure the health care system

is particularly difficult because, inevitably, the transition from the old to the new

system would take several years. Focusing on the effects of proposals in their

early years is, therefore, not very meaningful; it is the long-term impacts, when

new coverages would be fully phased in and the system stabilized, that are

important. Unfortunately, the uncertainty surrounding cost estimates increases

significantiy in the out-years. Thus, although CBO believes that the most

important estimates presented in this paper are those for 2004, they are also the

most uncertain.

FINANCIAL IMPACT OF THE PROPOSAL

National health expenditures would rise in the initial years of the Administration's

proposal—an inevitable consequence of expanding health insurance coverage to the

uninsured, increasing the generosity of the benefits that many insured people

currentiy receive, and expanding home- and community-based services for the

disabled. Over time, however, the combined effects of lowering the rate of

growth of health insurance premiums and the cuts in the Medicare program would

dominate. Thus, CBO projects that national health expenditiu-es would fall $30

billion below the current CBO baseline by calendar year 2000, and would be $150

billion (7 percent) below that baseline in 2004.
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The effects on the federal budget deficit show a similar pattern. The

increase in the deficit is estimated to reach slightly more than $30 billion in 1998,

the first year in which all states would be participating in the system, and then

begin to fall. It would rise again in 2001 and 2002 because of two additional

factors in those years: increases in the generosity of the standard benefit package

that would occur in 2001, and the subsidies, beginning in 2002, of state and local

governments in their role as employers. By 2004, however, the estimated effects

on the deficit are negligible, and CBO believes that the proposal holds the promise

of reducing the deficit in the long term. .

CBO's estimates of the effects of the proposal on the deficit differ only

modestly from those of the Administration. Because the Administration developed

estimates for the 1995-2000 period, comparisons for the out-years, which are-more

important, cannot be drawn. For the six-year period from 1995 through 2000,

though, the Administration's estimates indicate that the proposal would reduce the

deficit by about $60 billion. In contrast, CBO estimates that the deficit would

increase by more than $70 billion over that period. The difference between these

estimates is small, however, compared with the imcertainty surrounding the budget

projections.

The primary difference between the two estimates stems from the amoimt

of subsidies for employers, with CBO's estimate being considerably higher than
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the AdministntioD's—by $25 billion in 2000, for example, or about half of the

difference in the estimates of the effects on the deficit in that year. The estimates

of subsidies for employers differ for three major reasons. CBO's estimates of pre-

miums for the standard benefit package are higher than the Administration's, and

estimates of these subsidies are extremely sensitive to the estimates of premiums.

CBO also assumes that low-wage workers would cluster in firms that received

subsidies, a factor not explicidy taken into account in the Administration's

estimates of subsidies. Finally, CBO has used a different methodology than the

Administration, one that captures mc^e of the vanadon in average wages among

firms.

EFFECTS ON THE ECONOMY

Although At Administration's proposal would make fundamental changes in the

current health cart iysttm, the overall economic impact of those changes might

not be Iwge. Because the proposal would involve substantial redistributions

within the economy, however, the impact on business costs and employment might

be significant fen* individual firms and people. Similarly, though the prc^sal

would have little predictable effect on national saving and investment, or on the

balance of trade, some businesses could see their ability to compete with foreign

firms either improving or worsening.
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The propoMl would rettdn much of the current oentnl roie of etttfrfoycn

in the health insuruce fyttem, requiriiif that a large part of health inaannca

premiums be paid in the disi instance by employes. But bosinesaes' coats for

health care would be significantly reduced overall, bo(h because the proposal

would provide substantial subsidies to firms and because it would limit the growth

of premiums. For example, the total premiums employers pay for active worten

would drop by about $20 billion in the year 2000. ; ;s- •,

Although overall costs would go down, fcx' some employers—particularly

those that do not currently offer health insurance-costs would increase. Changes

in costs could also be pronounc«l among firms that currently offer insurance.

They would rise for some businesses-especially tboac witfi young and relatively

healthy work forces—as a result of the provisions for comnmnity rating.

Conversely, businesses that now face high health care costs—because they are

small and have little clout in the insurance market, have olda or skker work

forc«, or hold substantial respotnibilities for retirees-would see lower costs.

Those employen facing an increase in their premiums would probably shift

most of the added cost to their worken by reducing cash wages, much as occurs

now in firms that offer health insurance. Similarly, employees of firms that woukl

pay less would receive higher wages.
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For several reasons, the proposal would also affect people's decisions about

whether they wanted to seek work or to stay home. For instance, the proposal

would guarantee insurance for early retirees and directly subsidize the cost of that

insurance. In other words, older people would no longer have to work simply

because they needed access to affordable health insurance. A substantial number

would probably prefer the pursuits of early retirement to work, if their health costs

were not a concern.

The proposal might also tempt some other workers to leave the labor force.

With universal coverage, health insurance would be available even to non-

workers~in some cases at no additional cost. And the requirement that employers

pay insurance premiums for all workers, whether or not they had coverage through

a spouse, would encourage some people to stay out of the labor force, especially

when there is already a full-time worker in the household.

In contrast to these voluntary withdrawals from the labor force, fewer

minimum-wage workers might be employed, since their employers' costs of

compensation would often be much higher. The incentive to hire fewer minimum-

wage workers would be mitigated for small, low-wage firms, however, because

the proposal would cap their payments for premiums at levels ranging from 3.5

percent to 7.9 percent of their payroll. Moreover, the number of people involved
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would be small, and the proposed expansion of home- and community-based care

would increase low-wage employment

Other provisions of the proposal would encourage some people to enter the

labor force or improve the operation of the labor market. Some Medicaid

beneficiaries are currently deterred from seeking work for fear of losing their

health coverage. For the same reason, some workers feel locked into their current

jobs when they might prefer a different one. The proposal's universal coverage

would encourage Medicaid beneficiaries to enter the work force and would end

job lock.

Taking together all the provisions that might increase or reduce

participation in the labor force, CBO estimates that eventually between one-quarter

of a percent and 1 percent of the labor force might prefer to stay home if the

proposal was enacted. Correspondingly, gross domestic product (GDP) would also

be reduced, though by somewhat smaller percentages. These changes are not

large, falling well within the uncertainty of projections of the labor force and GDP

over the next decade.

The proposal would have one further effect on the labor market, as the

subsidies for small, low-wage firms would encourage firms and workers to

reshuffle so that low-wage workers would be largely together in small firms. The

10
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incentives for this reshuffling, or "sorting." would be strong. But sorting would

also impose two types of economic costs: the cost of disruption as firms

reorganized production, and the costs of inefficiency that would occur because the

way firms were organized would not be driven solely by {Mxxiuction

considerations.

Businesses are often concerned that a change of such magnitude as the

Administration's health proposal would affect their ability to compete in inter-

nati(Hial markets. There is little reason to expect any change in the overall

balance of trade because the proposal would not have any predictable effect on the

main factors determining it-the level of saving and investment in the United

States. Some firms would gain, however, and some would lose, depending on

what happened to their overall labor costs.

BUDGETARY TREATMENT OF THE PROPOSAL

Ever since the outlines of the Administration's proposal have become known,

policymakers and the media have expressed considerable interest in how it would

be treated in the federal budget This issue of budgetary treatment is not unique

to proposals to restructure the health care system. Every time the Congress

considers or enacts a bill that establishes a new program, the Congressional

11
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Budget Office and the Office of Management and Budget must consider whether

and how it should be treated in the federal budget For most pieces of legislation,

the call is a relatively easy one. But for some bills, such as major health care

reform proposals, some ambiguity and considerable con^lexity accompany that

assessment In this case, CBO strongly believes that the President and the

Congress should address the budgetary treatment of the proposal explicitly through

legislation. CBO' s role in the decision is strictly advise^.

Certain elements of the Administration's {ntiposal are unambiguously

federal activities that all agree should be included in the budget—for example, the

increase in the tax on tobacco, the subsidies for individuals and employers, the

expansion of certain discretionary programs, and the changes in Medicare and

Medicaid. But what about the premiums that individuals and ra^loyers pay to

the health alliances and the payments by alliances to health plans? Are the

alliances private or state entities that belong outside the federal budget? Or are

they, for most practical purposes, creatures of the federal government whose

income and outgo should all be included in the federal government's accounts?

In answering such questions, budget analysts normally consult two sources

for guidance. One is the 1967 Report of the President's Commission on Budget

Concepts. The other is budgetary precedent Because of the unique features of

12
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the Administration's health proposal, however, neither source provides a definitive

answer.

Considering the Administration's proposal in its entirety, CBO concludes

that it would establish both a federal entitiement to health benefits and a system

of mandatory payments to finance those benefits that represents an exercise of

sovereign power. In administering the proposed program, regional alliances,

corporate alliances, and state single-payer plans (if any) would operate primarily

as agents of the federal government. Therefore, CBO believes that the financial

transactions of the health alliances should be included in the federal government's

accounts and the premium payments should be shown as governmental receipts

rather than as offsets to spending. Nonetheless, because of the uniqueness and the

vast size of the program, the budget document should distingmsh the transactions

of the alliances from other federal operations and show them separately, as is the

practice for Social Security.

CONCLUSION

The Health Security Act is unique among proposals to restructure the health care

system, both because of its scope and its attention to detail. Some critics of the

proposal maintain that it is too complex. A major reason for its complexity.

13
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however, is that the proposal outlines in legislation the steps that would actually

have to be taken to accomplish its goals. No other proposal has come close to

attempting this. Other health care proposals might appear equally complex if they

provided the same level of detail as the Administration on the implementation

requirements.

Questions also arise about the capabilities of new and existing institutions

to perform their assigned tasks under the proposal, the ambitious schedule for the

development of the necessary infrastructure for the system, and the acceptability

and sustainability of the proposed cost control mechanisms. These are very

legitimate concerns but, again, they are not peculiar to the Health Security Act.

Any proposal attempting to restructure the current health care system would face

similar issues.

The ramifications of systemic changes to the health care system are quite

uncertain; even the outcomes of incremental changes are difficult to predict. As

the Congress considers the Administration's proposal and alternatives, both

comprehensive and incremental, the inherent imcertainties of change must be

weighed against the detrimental consequences of the current system—increasing

numbers of people who lack the security of insurance coverage for health care and

the rapidly rising costs of that care.

14
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AN ANALYSIS OF THE
ADMINISTRATION'S HEALTH PROPOSAL

Preface

The
Congressional Budget Office (CBO) has prepared this analysis of the Admin-

istration's health proposal in response to several Congressional requests. The report

contains an overview ot the Administration's proposal and an estimate of its effects on

national health expenditures and the federal budget The r^wrt also examines the budgetary
treatment of the proposal, its iiiq>act <m the economy, and other considerations affecting the

proposal's implementation.

More than 40 staff members in all of CBO's divisions contributed to the analysis contained

in this report Paul Van de Water coordinated the analysis of the Administration's proposal and

the preparation of the report Linda Bilheimer was responsible for Chapters 1 and S, Paul Van
de Water for Ch^ters 2 and 3, and Douglas Elmendorf and Douglas Hamilton for Ch^ter 4.

In the Budget Analysis Division, under the supervision of C.G. Nuckols, Paul Van de Water,

Michael Miller, and Charles Seagrave, contributors were Paul Cullinan, Alan Fairbank, Scott

Harrison, Jean Heame, Lori Housman, Lisa Layman, Jef&ey Lemieux, Amy Plapp, Patrick

Purcell, Kathleen Shepherd, and Connie Takata. In the Health and Human Resources Division,

under the supervision of Nancy Gordon and Linda Bilheimer, contributors were B.K. Atrostic,

Sandra Christensen, Carol Frost Julia Jacobsen, Harriet Komisar, Susan Labovich, Carla Pedone,

Murray Ross, Karen Smith, Ralph Smith, Cori Uccello, and Bruce Vavrichek. In the Macro-

economic Analysis Division, under Ae supervision of Robert Deimis and Douglas Hamilton,

contributors were Douglas Elmendorf, Angelo Mascaro, Frank Russek, and Christopher Williams;

Derek Briggs, Blake Mackey, and Michael Simpson provided able research assistance.

Contributors in other divisions of CBO included Jan Acton, James Blum, Leonard Burman,
Thomas Cuny, Ellen Davidson, Gail Del Baizo, Mark Desautels, Robert Hartman, Richard

Kasten, Rosemary Marcuss, Marvin Phaup, and Robin Seiler.

CBO would also like to acknowledge the significant help provided by the staff of other

federal agencies. The Bureau of the Census performed calculations according to CBO's speci-

fications using data from County Business Patterns. The Health Care Financing Administration's

Office of the Actuary provided other critical data and professional assistance. Staff from the

Office of Management and Budget, the Domestic Policy Council, and the Department of Health

and Human Services interpreted the Administration's proposal and explained the Administration's

estimates.

Paul L. Houts supervised the editing and production of the report, assisted by Sherry Snyder.
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Chapter One

Overview of the Proposal

The
primary objective of the AdministratioD's

prcifx>sal for health care reform, the Health

Security Act, is to ensure that everyone has

health insurance for a broad range of services. The

proposal would establish a universal entitlement to a

standard package of benefits to accomplish this

goal. Most participants would obtain their insur-

ance through regional or corporate alliances for

purchasing health care, although care provided by
the Department of Defense, the Department of Vet-

erans Affairs, and the Indian Health Service would

remain an option for some people and Medicare

would continue. The alliances would offer partici-

pants a choice of insurance plans, all of which

would cover the same services. Supplementary
insurance would be available for services not cov-

ered in the standard package and for certain cost-

sharing amounts. The costs of the plans would be

financed by premiums paid by employers and

households, subsidies provided by the federal and

state governments, and payments from programs
such as Medicaid. The new system would be fully

operational nationwide by 1998, but states would

have the opportunity to participate as early as 1996.

Another major objective of the proposal is to

restrain the growth of health care expenditures. To

accomplish this goal, the proposal includes many
Structural and institutional changes that would en-

courage competition in the health sector. In addi-

tion, it would impose limits on the growth of premi-

ums for the standard package of benefits and mod-

ify somewhat the tax treatment of employment-
based health benefits.

As part of implementing and financing the new

system, the Administration's proposal would also

completely restructure the Medicaid program, signif-

icantly modify the Medicare program, and funda-

mentally change many components of both the

private and the public systems for financing and

delivering health care. But because of its scope and

complexity, a detailed description of all elements of

the proposal is not feasible in this report. This

chapter, therefore, is limited to a summary of the

features of the proposal that bear on the new pro-

gram's likely costs, its appropriate budgetary treat-

ment, and its possible impacts on the economy. It

discusses how the proposal would achieve universal

insurance coverage, modify existing programs and

initiate others, finance the new system, divide re-

sponsibilities among govenmients and the institu-

tions that would be established, and control the

costs of health care.

The Provision of

Health Insurance

The core of the Administration's proposal deals

with defining the insurance coverage it would pro-

vide and with establishing the institutions that

would be needed to operate the new system.

Establishing a Universal Entitlement

The proposal would guarantee that citizens and

certain other people residing in the United States

would have health insurance coverage for a standard

package of benefits. Access to services in the stan-

dard package could not be denied an eligible indi-

vidual even if the required premium payments were

not made, the provider of the insurance coverage

went bankrupt, or the institutions responsible for

administering the new system failed to fulfill their
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obligations. That package would cover the follow-

ing:

o Hospital services;

o Services of health professionals;

o Emergency and ambulatory medical and surgical

services;

o Clinical preventive services;

o Mental LUness and substance abuse services;

o Family planning services and services for preg-
nant women;

o Hospice care;

o Home health care;

o Extended care;

o Ambulance services;

o Outpatient laboratory, radiology, and diagnostic

services;

o Outpatient prescription drugs and biological

products;

o Outpatient rehabilitation services;

o Durable medical equipment and prosthetic and

orthotic devices;

o Vision care;

o Dental care;

o Health education classes; and

o Certain treatcnents under clinical investigation in

approved research trials.

Coverage of some services would be phased in over

time. Dental benefits, for example, would be very
limited before 2001, and the coverage of mental

illness and substance abuse services would also

become more extensive in that year.

Although the proposed coverage of most ser-

vices is comparable with that provided by relatively

generous employment-based policies today, there are

some differences. The coverage of preventive

health services, for example, would be more exten-

sive from the begiiming than in most current health

plans, as would the mental health and substance

abuse benefits when they were fully phased in. By
contrast, the prescription drug and hospital benefits

in plans with higher cost sharing and (before 2001)

the dental health benefits would be less generous
than those that many employers currently provide.

Health Alliances

The Administration's proposal would expand the

central role employers now play in purchasing
health insurance and restructure the market for that

insurance. All employers would have to pay part of

the premiums for their employees' insurance.

Moreover, the demand side of the health insurance

market would be reorganized in order to engender

greater market power for individuals and small

firms, enable people to have a choice of health

plans at a reasonable cost, and provide incentives

for health plans to compete on the bases of both

cost and quality.

To accomplish these goals, the proposal would

establish a nationwide system of regional purchasing
alliances. Most people who worked for firms with

S,000 or fewer full-time employees, as well as most

people who were not in the labor force (including
Medicaid beneficiaries), would be required to obtain

health insurance coverage through those alliances.

Medicare beneficiaries, however, would generally

continue their coverage through that program.

Finns with more than 5,000 full-time em-

ployees, firms participating in large multiemployer

group plans, rural electric cooperatives and tele-

phone cooperative associations, and the U.S. Postal

Service would be entitied to establish separate cor-

porate purchasing alliances. Full-time employees of

firms that did so would have to purchase their cov-

erage through their firm's corporate alliance unless

they had a spouse who worked for an employer that

participated in a regional alliance. Such two-worker

families could choose to obtain their insurance

through either the corporate or the regional alliance.

Federal civilian employees would obtain their

coverage through regional alliances starting in 1998,

and the Office of Personnel Management (0PM)
would make available to them one or more supple-

mentary plans. OPM would also develop one or

more plans that would supplement Medicare's bene-

fits for retired federal workers and their dependents.
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People who are now eligible for health coverage

through certain federal agencies would still be able

to receive their standard benefits through those

agencies. Active-duty members of the armed forces

would continue to receive their health benefits from

the E)epartment of Defense (DoD). Their depen-

dents and military retirees could also obtain cover-

age through the DoD system if its resources permit-

ted. Indians could obtain coverage through the

Indian Health Service and veterans through the

Department of Veterans Affairs system. Box 1-1

describes these aspects of the proposal.

Regional Alliances. These entities would be estab-

lished by the states as either nonprofit organizations

or state agencies. They would have nonoverlapping

jurisdictions that could be a portion of a state or an

entire state but could not cross state boundaries or

Box 1-1.

Health Plans Offered Throngh the Department of Defense,

the Department of Veterans Affairs,

and the Indian Health Service

In general, individuals who are currently eligible for

health services from government agencies could

receive their standard benefits through health plans

offered by those agencies. Unlike the current situa-

tion, however, people selecting a government plan

could not simultaneously participate in another plan

covering the standard benefit package.

The Secretary of Defense would establish one or

more Uniformed Services Health Plans that would

cover at least all the items and services in the stan-

dard benefit package. Active-duty personnel would

be required to enroll in those plans, for which they

would pay minimal amounts. Other people eligible

for military health care would have the choice of

enrolling in a military plan if one was available, a

plan offered by a regional or corporate alliance (for

those under age 65), or Medicare (for those age 65

and over). Premium payments and other cost-shar-

ing requirements for people who elected to enroll in

military plans could not exceed the family share of

premiums and cost-sharing amounts in health plans

offered through regional alliances.

MUitaiy health plans would receive premium

payments from Medicare on behalf of people en-

rolled in the Supplementary Medical Insurance pro-

gram who selected a military plan. Conversely, the

Department of Defense might make premium pay-

ments on behalf of people who were eligible for

military plans but elected to participate in other

plans.

In a similar manner, veterans could elect to

enroll in health plans established by the Department

of Veterans Affairs (VA). Those plans would be

required to offer all the items and services in the

standard benefit package, and they would also pro-

vide certain additional services specifically related to

service-connected conditions. These additional ser-

vices would be available to all veterans now ehgibie

for them, regardless of whether they enrolled in a

VAplan.

Low-income veterans and veterans with service-

connected disabilities who enrolled in VA plans

would not have to pay premiums or cost-sharing

amounts, but most other veterans would pay amounts

based on rules established by the regional alliance in

the area in which the VA plan operated. VA health

plans would be authorized, but not required, to eiuoll

family members of VA cnrollees subject to their

paying the required premiums and cost-sharing

amounts. Veterans who chose to enroll in other

health plans would have no premiums paid on their

behalf by the VA VA plans would be eligible for

reimbursement from Medicare, but only on behalf of

participants who were eligible for Medicare, who

also had no service-coimected disabilides, and who

were not defined by the VA as having low income.

The Indian Health Service (IHS) would also

sponsor plans covering the standard benefit package

for eligible Indians, who would not have to pay

premiimis or cost-sharing amounts. Family members

who were ix>t otherwise eligible could enroll in IHS

plans but would be required to pay premiums and

cost-sharing amounts. The IHS would make no

payments for premiums or cost-sharing amounts for

Indians who chose to enroll in non-IHS plans.
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subdivide a metropolitan area within a state. Each

regional alliance is supposed to ensure that its resi-

dents would have a choice of the health plans that

contracted wiA the alliance, at least one of which

would be a fee-for-service plaiL The alliance would

also be responsible for ensuring that residents had

the necessary information with which to make in-

formed choices and tiliat they enrolled in a health

plan.

In general, alliances would be required to con-

tract with all health plans that met the state's stan-

dards and wished to offer insurance coverage in

their area. Regional alliances could, however, re-

fuse to contract with plans whose proposed premi-

ums exceeded 120 percent of the target for the

alliance's {)cr ct^ita premium or that had violated

previous contracts with the alliance. The alliances

would also collect funds from employers, house-

holds, and governments and make payments to the

plans chosen by participants. Finally, they would

have to meet federal requirements to keep their

average premiums at or below specified targets.

Corporate Alliances. Corporate alliances would

also have to offer participants a choice of plans,

although that choice could be more restricted than

in regional alliances. Specifically, corporate alli-

ances would have to offer at least one traditional

fee-for-so-vicc plan and at least two others of a

different type, such as health maintenance organiza-

tions (HMOs). Like regional alliances, their respon-

sibilities would include collecting and disseminating

information about health plans and their outcomes,

as weU as meeting federally determined targets for

cost contaiiunenL

Medicare and the Alliance System. The Medicare

program would generally continue to function out-

side the system of regional and corporate alliances.

Enrollment in plans offered through the alliances

would be mandatory, however, for people eligible

for Medicare if they or their spouse were employed
at least 40 hours a month. In addition, some people

could elect to stay in certain eligible plans when

they became entitled to receive Medicare benefits.

Finally, provided that they met certain requirements,

states would also have the option to integrate all

their Medicare beneficiaries into regional alliances.

Medicaid and the Alliance System. Medicaid

beneficiaries who receive cash welfare payments
would continue to be covered by Medicaid but

would receive services in the standard benefit pack-

age through health plans offered by the regional

alliances. These beneficiaries could choose any
health plan that charged an average or below-aver-

age premium, would be absolved of other payments
fot premiums, and would have special limits on

their cost-sharing liabilities. (They could choose a

more expensive plan by paying the difference in

premiums themselves.) For this group, the federal

and state governments would also continue to make

payments for benefits that Medicaid now covers but

that would not be included in the standard benefit

package.

In general, Medicaid beneficiaries who do not

receive cash payments would no longer obtain cov-

erage from Medicaid, except for long-term care and

cost sharing required by Medicare. Instead, they

would benefit both from the same subsidies avail-

able to other low-income people obtaining coverage

through the alliance and fit>m payments made by
their employers if they were working. Almost all

children eligible for Medicaid under current law

would, however, continue to be covered for those

services provided by Medicaid that would not be in

the standard benefit package.

The Single-Payer Option for States. The Admin-

istration's proposal would allow states to opt out of

the regional alliance system and establish a "single-

payer" system of health care financing in which the

state would pay all health care providers directly.

States electing that option would assume responsi-

bility for all people who would otherwise have been

in regional alliances. They could also choose to

enroll in their single-payer system all Medicare

beneficiaries and people who would otherwise have

been in corporate alliances.

Health Plans

The proposal envisions that people who obtained

their health insurance through alliances would select

from a variety of plans that contracted with their

alliance, including fee-for-service plans, HMOs, and
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point-of-service plans. Sorat people, however,

might not be able to enroll in the plan of their

choice-for example, if it was operating at capacity.

Plans would have to comply with oim of the three

cost-sharing schedules that are specified in detail in

the proposal—lower, hitter, or combination cost

ghaiing-as well as other requirements.

Requirements for Cost Sharing. Higher-cost-

sharing plans would impose both specified deduct-

ible amounts and coinstirance (calculated as percent-

ages of the providers' fees) according to a national

schedule tiiat is specified in the proposal. The use

of flat copayments would be prohibited in those

plans. Lower-cost-sharing plans would have no

deductible amounts and no coinsurance (except for

services obtained fix)m providers outside the plan's

network of providers). Such plans would charge

flat copayment amounts for particular services ac-

cording to a fixed national schedule also included in

the proposal. Cost sharing in corabination plans

would basically follow the lower-cost-sharing model

for in-network services and the higher-cost-sharing

model for out-of-network services. In all three

types of plans, maximum annual out-of-pocket

payments would be the same: $1^00 for an individ-

ual and S3,000 for a family.

Requirements for Snpplemcntary Coverage. The

proposal would place strict requirements on supple-

mentary health insurance. Insurers could not offer

supplementary policies that would duplicate cover-

age offered in the standard benefit package. Any

policies to cover services not included in the stan-

dard package would have to be available to all

applicants, regardless of their state of residence,

subject to capacity and financial constraints.'

All plans available through regional alliances

would have to offer their enroUecs supplementary

coverage for cost-sharing amounts.' Lxjwer- and

combination-cost-sharing plans, however, would

offer supplementary coverage only for deductible

unounts and coinsurance required for services re-

ceived from providers who did not have contracts

with the plan. Only enrollees in a plan could pur-

chase the supplementary coverage associated with

that plan. Premiums for such coverage would have

to be the same for aU enrollees in a plan, and they

would have to reflect the expected increase in use

of services ihat would result from the reduced cost

sharing. (Coverage of flat copayments, as opposed
to coinsurance, would not be permitted.)

Certification Requirements for Health Plans. In

otdei to contract with a regional alliance, health

plans would have to be certified by the state in

which the aUiance was located. The criteria for

certification would encompass standards for quality,

financial stability, and capacity to deliver the stan-

dard benefit package, as well as requirements relat-

ing to community rating, enrollment, and coverage.

Those for community rating would prohibit plans

from varying premiums among residents of the

alliance area (exc^t for variations attributable to

different types of families—individuals, couples,

single-parent families, and two-parent families).

The other requirements would prohibit medical

underwriting and limitations on coverage so diat no

one would have coverage denied or restricted be-

cause of a preexisting condition. Those require-

ments would be stringent; a plan could not termi-

nate or restrict coverage for any reason, even if

enrollees did not pay their premiums.'

Corporate alliances could either contract with

state-certified plans or offer self-insured plans that

met the requirements of Title I of the Employee
Retirement Income Security Act of 1974. Those

plans would have to meet requirements for commu-

nity rating, enrollment, and coverage just as plans

offered by regional alliances would.

1. Membenhip orgtnizatiocis aad employen cCena^ ncfa po&ckt
coukJ nsoia tbem to tbeir memben aad their own employees,

lespccxively.

2. Tbc proposal ippean to prohibit im^uc illiiiKyt from offering

fupplementiiy cost-sharing policies, but ofBcials of the Adminis-

IratioD have suted thai tbey intended to place no coDstnints oo

corporate alliances. In fact, the proposal pennits fiinu thai fonned

coiponie alliances to rrimbune employees for those expenses.

Requirements Relating to Essential Commimity
Providers. All health plans would initially be re-

quired to enter into agreements to pay essential

3. Plans could, however, obtain approval to limit emolbnent if they

were operating at capacity or in order to maintain their finanrial

•ability.
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conununity providers who wished to have such

agreements. Essential community providers could

either participate in the plan or receive payments
from the plan without having a participating provid-

er agreement Certification as an essential commu-

nity provider would be automatic for a wide range

of private nonprofit and public providers that re-

ceive funding under the Public Health Service or

Social Security Act.* Certified providers would also

include Indian health programs and providers of

school health services that would receive funding
under the proposal, as well as other providers and

organizations certified by the Secretary of Health

and Human Services (HHS).

The requirement for health plans to contract

with essential community providers would end five

years after an alliance first offered a health plan.

No later than March 2001, however, the Secretary

of HHS would recommend to the Congress whether

to continue, modify, or terminate the requirement

Requirements Relating to Workers' Compensa-
tion and Automobile Insurance. All health plans

diat provided services to eiuvllees through partici-

pating providers would be required to provide or

arrange for workers' compensation services for their

enrollees. Workers' compensation carriers would

reimburse health plans for those services. Workers'

compensation services could, however, be provided

through alternative means if the carrier and the

injured worker agreed.

Similarly, enrollees would generally receive

from their health plans any medical benefits to

which they were entitled through their automobile

insurance. Health plans would be required to ar-

range for referral services, as necessary, to ensure

the appropriate treatment for injured individuals.

Automobile insurance carriers would reimburse

health plans for those services. As with workers'

compensation insurance, injured individuals and

carriers could agree to alternative arrangements.

Those pvDVKlen would include community and mignnt health

centen. provider of health lervicei for the boiaelesi and people

in public bousing, family planning clinics, providen who treat

people with AIDS (acquired immune deficiency syndrome) and

are funded uiKleT the Ryan White Act, maternal and child health

providers, and federally qualified health centers and rural health

Federal Program Initiatives

and Expansions

In addition to the new program to provide universal

health insurance coverage, the Administration's

proposal would create several federal programs and

would expand others. Changes in tax policy (dis-

cussed in a later section) would also benefit some

people, such as those with large expenses for long-

term care.

Medicare's Coverage of

Prescription Drugs

Starting in January 1996, Medicare's Supplementary
Medical Insurance (SMI) benefit package would

cover prescription drugs for outpatients. This new
benefit would have a $250 deductible amount 20

percent coinsurance, and an out-of-pocket limit of

S1,0(X). The deductible and out-of-pocket limit

would be adjusted each year to ensure that neither

the percentage of individuals satisfying the deduct-

ible nor the average percentage of enrollees receiv-

ing benefits would change.

Several new program requirements would at-

tempt to restrain potential expenditures for prescrip-

tion drugs. Medicare would limit reimbursement to

pharmacists, generally paying them the lesser of the

90th percentile of pharmacies' charges for a particu-

lar drug or their acquisition cost plus a dispensing

fee. In addition, drug manufacturers would have to

provide rebates to Medicare for all nongeneric drugs

sold to enrollees.

Home- and Community-Based Services

for Severely Disabled People

The Administration's proposal would establish a

new grant program for the states to provide home-

and community-based services for people with se-

vere disabilities. Although all people who met the

disability criteria would be eligible to receive ser-

vices fit)m this program, it would not be an entitle-

ment for disabled individuals; the number actually

receiving services would depend on the amount of
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funding appropriated. Federal contributions to the

program, which would be phased in over seven

years, would be capped, and states would be re-

quired to provide some funding.

The total federal budget for the program would

be S4.5 billion in fiscal year 1996, rising to $38.3

billion in 2003. Increases in subsequent years

would reflect changes in the consumer price index

(CPI) and the size of the disabled population. As in

Medicaid, a state's share of the funding would vary

according to its per capita income, but the share

would be much lower than in the Medicaid pro-

gram, ranging from 5 percent to 22 percent of ex-

penditures for services. If states transferred severely

disabled people from the Medicaid program to the

new program, thereby reducing federal expenditures

for home- and community-based services under

Medicaid, the federal budget caps for the new pro-

gram would increase accordingly.

States would have to impose cost-sharing re-

quirements on all program participants on a sliding

scale according to income. Participants with family

income below 150 percent of the poverty level

would pay nothing; those with family income at or

above 250 percent of the poverty level would pay
the maximum cost-sharing rate of 25 percent

Expansions in Medicaid's Coverage
of Long-Term Care

Three features of Medicaid's coverage of long-term

care would change under the Administration's pro-

posal, two of which would expand eligibility for

nursing home services. At their option, states could

raise the amount of assets that may be excluded

when determining the eligibility of single individu-

als for nursing home services (the asset disregard)

from the current limit of $2,000 to as high as

$12,000. In addition, all states would be required to

grant eligibility for nursing home services to people

who would meet the income and asset requirements

for eligibility if their nursing home expenses were

deducted from their income. (States currently have

the option to grant eligibility to this group of

people, but about one-third of die states do not do

so.)

A third provision would require all states to

allow nursing home residents who are Medicaid

beneficiaries to keep at least $50 a month for their

personal needs. Because almost half the states now

set this allowance at the minimum allowed ($30),

some beneficiaries would contribute less to the cost

of their care. The federal government would pay
for the resulting increase in Medicaid spending.

"Wraparound" Benefits for

Low-Income Children

Because the current Medicaid program provides a

wider range of services than those included in the

standard benefit package, so-called wraparound
benefits (apart fix)m long-term care) would be pro-

vided to children now eligible for Medicaid. Al-

though these benefits would be financed entirely by
die federal government, states' maintenance-of-effort

payments would, in effect, pay for roughly their

traditional share of costs for these additional ser-

vices for children in families receiving cash welfare

benefits. Thus, the federal government would, in

effect, take over the financing of these additional

services only for children in families who did not

receive cash benefits.

Expenditures for these benefits would be

limited, however, based on the combined fiscal year

1993 federal and state spending for them. This

limit would be upnlated to account for changes in

the number of eligible children and adjusted by

Medicaid-specific inflation factors through 1998 and

by the "general health care inflation factor" com-

bined with the rate of growth in the population

under age 65 thereafter.'

Far tbe 1996-2000 period, tbe 'geneni bealdi can infUiion factor'

would be tbe tDcnase in tbe CPI plus specific ainounts-1.5 per-

centage points in 1996. 1 percentage point in 1997, 0.5 percentage

point in 1998. and zero in 1999 and 2000. After 2000. if the

Congress did not act, tbe default factor would be the peiuntage
increase in tbe CPI combined with tbe percentage growth in real

gross domestic product per capita. (An actuarial adjustment would

also be made in 2001.)
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Funding for Graduate Medical

Education and Payments to

Academic Health Centers

The Administradon's proposal would restructure the

current system of federal subsidies for graduate

medical education and academic health centers (and

teaching hospitals) to account fat the special costs

they incur. It would emphasize the training of pri-

mary care physicians; bodi the alliances and Medi-

care would help to pay for the training of physi-

cians. The proposal would also authorize $200 mil-

lion a year for graduate nursing education and $400

million a year for Public Health Service programs
for the training of minorities and of health profes-

sionals specializing in primary care.

A new National Council on Graduate Medical

Education would authorize the number of residency

positions, by specialty, in graduate medical educa-

tion programs that received federal funding. At

least 55 percent of residents who completed eligible

residency prt>grams would have to be in primary

care-that is, in family medicine, general internal

medicine, general pediatrics, or obstetrics and gyne-

cology. That requirement would first hold for resi-

dents entering training in the 1998-1999 academic

year.

Funding for the direct costs of ^>proved training

programs for physicians would be $3.2 billion in

calendar year 19%, rising to $5.8 billion in both

1999 and 2000. In subsequent years, the amount

would be the previous year's level increased by the

general health care inflation factor. Under the Ad-

ministration's proposal. Medicare would contribute

$1.5 billion in fiscal year 1996, $1.6 billion in 1997

and 1998, and the 1998 level increased by the CPI

in subsequent years. Thus, Medicare's relative con-

tribution would probably decline after 2000 since

total payrnents would almost certainly be rising fast-

er than Medicare's contribution.

Medicare's relative contribution to payments to

academic health centers (and teaching hospitals) for

the indirect costs of graduate medical education

would also probably decline over time. Such pay-

ments would total $3.1 billion in calendar year

1996, rise to $3.8 billion in 2000, and then increase

in subsequent years by the general health care infla-

tion factor. Of these amounts. Medicare would pay
$2.1 billion in fiscal year 1996, $2.0 billion in 1997

and 1998, and that amount inflated by the CPI in

subsequent years. The remaining funding for both

the direct and indirect costs of graduate medical

education would come as needed fivm a 1 .5 percent

assessment on total premiums paid to regional and

multiemployer corporate alliances and from part of

the 1 percent tax on the total payrolls of all other

employers who established corporate alliances.

Expansion of the WIC Program

The proposal would establish a special Treasury

fund subject to discretionary appropriations that, in

addition to the regular appropriations for the Special

Supplemental Food Program for Women, Infants,

and (Children (WIQ, would help bring the program

up to full funding by the end of fiscal year 1996

and then maintflin fuU funding levels. To that end,

the Secretary of the Treasury would credit annual

amounts to the fimd totaling $1.85 bUIion over the

1996-2000 period. These aimual amounts would be

available for spending, however, only if the regular

appropriation for the year provided new budgetary

authority for WIC at levels specified in the pro-

posal.

Public Health Service Initiatives

Activities of the Public Health Service would ex-

pand significantly in a number of areas ranging

from biomedical and behavioral research to health

services for medically underserved populations. To

accomplish that expansion, funding for a Public

Health Service Initiative would be authorized.

Financing Provisions

Premiums paid by employers and households and

payments by the federal and state governments
would finance the insurance coverage obtained

through the alliances. Employers would pay premi-
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nu for «U en^loyees who wofted U leatt 40 kmn
t mootti.' Except for Medicaid beneficiaries wbo

receive cash assisunce, noDelderty individnali and

tamlies would, ia general, be retpoosible for paying

*e part of the premium that was not contributed by

cnployen. Families with no worters, or with setf-

•oployed workers only, would be responsible for

te entire premium for the plans tbey selected.

Govenunent svbskfie* would be arailabk, hoiw-

evcr, for low-income people and for people between

Ibe ages of 55 and 64 who had retiied &om the la-

bor force. Employers, except for those that formed

corporate alliances, would be entitled to subsidies

that ensured that their payments for health insurance

premiums did not exceed certain fractions of their

payroll.

The costs of financing the subsidies, expanding

the Medicare piDgram, and augmenting various

mandatory and discretionary federal health programs

would be covered by states' ituuntcnance-of-effort

payments, higher SMI premiums, an increase in the

excise tax on tobacco, an assessment on the payroll

of firms that established corporate alliances, and

other assessments and tax changes, as well as by
various reductions in the Medicare and Medicaid

programs.

Premiums Paid to Alliances

The premiums charged by any health plan offered

through a regional alliance for the standard benefit

package could vary only by the type of family (indi-

vidual, couple, one-parent family, and two-parent

tanily); they could not vary by age, sex, or health

flatus. Premiums for plans offered by a corponae

alliance, however, could also vary by geographic

area. Moreover, the relationship among premiums
for different types of families would be fixed and

niform across all regional alliances. For exaiiq)le.

OVtVgW or TIte WtOfOSAL 9

(be premium for a couple would have to be twice

that for an individual in the sanae plan.^

Ute distributioB of premiimi payments among
flnnibes and employers would be based on the

premise that employers should pay about 80 percent

of Ibe premium for full-time workers, and families

the remaining 20 percent. The actual proportions

would vary, however, for several reasons.

Every family who enrolled in a plan offered by
a regional alliance would be assigned an 'alliance

credit amount" that would equal 80 percent of the

weighted average premium in the alliance for that

type of family. The weighted average premium for

a specific family type would be calculated by aver-

aging premiums for that family type for all the

plans in the alliance, weighting the premiums by the

number of families of that type in each plan. The

family's portion of the premium would be the dif-

ference between the premium for the plan selected

by the family and the alliance credit amount, subject

to various other adjustments, including subsidies.

In contrast, an employer's payment would not

equal the alliance credit amount because families

contain, on average, more than one worker for

whom some employe would be paying premiums.
An employer's payments would also not be deter-

mined by the premiums of tiie particular plans se-

lected by its employees. Rather, for fiill-tiroe work-

ers in a specific fb&ily type, each employer's pay-

ments would take into account the number of woik-

en of that family type in the alliance-for example,

the more two-parent families there were with two

full-time workers, ttie smaller the proportion of the

80 percent employer share any particular employer
would have to pay.*

More specifically, setting aside the possibility of

olher adjustments (such as the subsidies for firms

that ve described below), an employer's payments
would be calculated as follows:

Two netf^km tn ddkfeCQ odBr ife 18 Bid ftiB-ttne iBMiatt

miia ^t 2* wbo ar dependeoi on Aca pmnti: ikty wmid he

covtred by their parenu' pdidet eves if they were aapkiyvi.

Bad) uj
|
KJfiii aOiiiice woold have nme difcretioa, but iD piau

it otJeni withii) the same feognptic area would have to have the

lame relatioiuhip amocs premiumi for diiTercot types of familie*.

h catcalaliBt *ne paynealt, faaQics wM aamhen di(ible for

Aid to PamDies wtlfa Deyendenl Qnldren. Sapplememal Sacority

iDcome, or Medicare would be excluded. Ifi additioii. an em-

ployer'i paymeim would be scaled prupuclionalely for part-time

wurkan. defiaad to he tboae who work brtwaw 10 sod 30 hours
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o For individuals, the amount paid by each em-

ployer would be 80 percent of the weighted

average premium for single individuals in the

alliance.

o For couples, the amount would be 80 percent of

the total premium payments for couples (that is,

the number of couples in the alliance multiplied

by the alliance's weighted average premium for

couples) divided by the number of couples plus

the number of "extra workers.' Extra workers

are the fuU-time-equivalent workers in couples
with more than one working member. This

complicated formulation means that the amount

an employer would pay per worker would be

reduced as the number of workers in the alli-

ance who were part of a couple rose relative to

the number of couples. The reductions in an

employer's payments from this adjustment,

which derives primarily from the presence of

two-worker couples, would be spread among

couples without a worker or with only one part-

time or full-time worker.

o For both single- and two-parent families, an

employer's payments would equal 80 percent of

the combined total premium payments for both

family types divided by the sum of the number

of single-peuvnt families, the number of two-

parent families, and the number of extra work-

ers in two-parent families. The aggregation of

single- and two-parent families would ensure

that an employer paid the same amount for

employees in families with children, regardless

of the number of parents in the family.

Unlike employers in regional alliances, those

that formed corporate alliances would pay an

amount similar to the alliance credit amount-

namely, 80 percent of the weighted average pre-

mium in the corporate alliance for employees in

each type of family. (Because the corporate alliance

would receive payments for spouses eligible to

enroll in other alliances, however, the cost per

worker would be reduced in much the same way as

for an employer in a regional alliance.) An excep-

tion would apply to full-time workers with average

annual earnings of less than $15,000 (indexed by
the CPI after 1994). For these workers, the em-

ployer would have to pay the greater of 80 percent

of the weighted average premium or 95 percent of

the premium of the lowest-cost plan offered by the

corporate alliance that had either lower or combina-

tion cost sharing.

Employers in either regional or corporate alli-

ances could pay more than the required minimum

amoimts on behalf of their employees, but their

additional payments for the standard benefit package
could not exceed the amount of the family share for

the highest-cost plan in the alliance. If an employer
chose to [Mty more, the amounts its employees owed

would be reduced correspondingly. Such voluntary

payments would have to be equal for all employees
in the same type of family, however, regardless of

the plans that were selected. Moreover, if the em-

ployer's payments totaled more than the premium of

the plan selected by the employee, the difference

would be returned to the en^iloyee (and included in

taxable income).

Individuals and families would be responsible

for the family share of the premium-that is, the

difference between the premium charged by the plan

they selected and the alliance credit amount-unless

tfaeir employers paid more than the required mini-

mum. For most individuals and families, their

obligation would average about 20 percent of the

total premium costs, but it could be more or less

depending on whether they selected a plan with an

above- or below-average cost

Individuals and families with no worker or only

a part-time worker would be responsible for some

or all of the employer portion, as well as the family

portion, of their premiums.' The self-employed

would pay 7.9 percent of their self-employment

income or the employer portion, whichever was

lower, even if their family had another full-time

worker. (The required percentage would be lower if

they were eligible for the subsidies provided to low-

wage firms that are discussed below.)

If some employers and families did not pay the

premiums they owed to regional alliances, other

A family would not be mponiible for ibe employer share if one

ol iti mcmben was employed full time for tfail month or if two

memben worked pan time and their combined hours of employ-

ment totaled at least 120 dul month.
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employers and families in those alliances would

bear the consequences. Each yeai, an alliance

would estimate the amount of premiums that it

would be unlikely to collect, adjusted for over- or

underestimates in the previous year. It would then

adjust the premiums for each type of family by the

tame proportion in order to collect the desired total

from those expected to pay the amounts they owed.

Subsidies

The obligation to pay premiums that the Adminis-

tration's proposal would place on employers and

famiUes would be reduced by a variety of subsidies

designed to assist low-income families and em-

ployers. These subsidies would be available only

for families that obtained, and employers that paid

for, coverage through regional alliances. In other

words, employers that established corporate alli-

ances would not be eligible for subsidies and would

have to keep the amounts paid by their low-income

employees below certain limits.

Subsidies for Families. Families receiving benefits

from Aid to Families with Dependent Children

(ArDC) or Supplemental Security Income (SSI) and

people whose income was below a very low thresh-

old ($1,000 in 1994, inflated by the CPI thereafter)

would not have to pay the family portion of the

premium for plans with premiums at or below the

weighted average for that type of family. The fam-

ily's maximum obligation would rise with income

so that at 150 percent of the poverty level a family

would pay the lesser of 20 percent of the weighted

average premium or 3.9 percent of income. Pay-
ments for the family portion would be limited to 3.9

percent of income for all families with income

below $40,000 (in 1994, inflated by the CPI there-

after). If no plan with a premium at or below the

weighted average was available (for example, be-

cause all such plans were at capacity), the family's

obligation would stay the same and the amount of

the govenmient subsidy would increase.

Subsidies would also be available for individ-

uals and families who were responsible for paying

part or all of the employer share of their premiums
and for the self-employed who worked part-time

and whose remaining obligation for the employer
share was not met by the work of other family

members. The subsidies would be set on a sliding

scale and would be phased out when nonwage in-

come—which includes items such as rents, interest,

and dividends-reached 250 percent of the poverty
level.

Families in regional alliance plans who had

income below 150 percent of the poverty level

would also be eligible for reductions in cost sharing

if they Uved in areas in which no lower- or combi-

nation-cost-sharing plan was available at a cost that

did not exceed the weighted average premium for

their type of family. Families meeting those criteria

would be obligated only for the cost-sharing

amounts they would have paid if they were enrolled

in lower-cost-sharing plans. Regional alliances

would pay the remainder to the plans. Special

subsidies for cost sharing would also apply to Med-

icaid beneficiaries, who would pay only 20 percent

of the copayment amounts required by lower- or

combination-cost-sharing plans. The plans them-

selves would generally finance the cost-sharing

subsidies for Medicaid beneficiaries.

Early retirees who would be eligible for Medi-

care's Hospital Insurance (HI) benefits when they

turned 65 would receive special subsidies for their

premiums. (Early retirees would be people between

the ages of 55 and 64 who were not employed full

time.) Spouses under age 65 who were not em-

ployed and other dependents of early retirees would

also be subsidized. Retirees in these families would

be entitled to government subsidies covering the

employer share, leaving them to pay only the differ-

ence between the premium for the plans they chose

and the alliance credit amoimt The subsidies would

be reduced by employers' payments for retirees or

their spouses who worked part time. If the spouse
of a retiree worked full time, no government sub-

sidy would be necessary.

Subsidies for Firms. The Administration's pro-

posal would also place limits on the premiums paid

by employers in regional alliances. With the excep-
tion of the federal, state, and local governments,
which would not be entided to caps on their pre-

mium payments for employees until 2002, an em-

ployer's premiimi payments to regional alliance
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{dans would genenlly not exceed 7.9 pocent of

p«yroll."

SoMdl, tow-wife employen would have tower

c^w, which would vary according to both the size

of the firm and its wage level. The towect propor-

tka of peyioll (3.5 percent) would be paid by fomt

with fewer than 23 hill-time-equivaleai eqiptoyaaa

and average annual wages per full-time-equivalaat

eaaptoyee of not more than $12,000. The caa-

ployen' obhfalioii would increase to reach 7.9 per-

cent for finns with 75 or more eo^ioyees or avar-

a(e wages of more than $24,000. lliB proportioa cf

onall employen that wouM be eligible for theae

additional subsidies would fall over lime bec«Me

the wage thresholds oo which the subatdies are

based would not be indexed.

Changes in the Intcnud RcTeniw Code

Receipts from a variety of sources would finance

the Administration's proposal, although some new

tax incentives would reduce revenues. Detailed in-

fbrmatioo on the amendments to the Intenul Reve-

nue Code c(»itained in the Administration's proposal

is available in a recent publication firom the Joint

Committee on Taxation." Therefore, only a sum-

mary of those provisions is provided here.

One provision would increase the excise tax on

dgaxettes by 75 cents per pack and the taxes on

other tobacco products by approximately the same

amount per pound of tobacco content In addition,

employers that no longer had to pay for ^ir re-

tirees' health coverage would have to pay a tempo-

rary assessment Employers that established corpo-

rate alliances would be required to pay a 1 percent

payroll tax, in part to help pay for the federal grants

for graduate medical education, nursing educaticm,

and academic health centers. Multiemployer corpo-

rate M''*""^ id regional alHannea would have to

pay a IJ5 parceat aMaataaat oa fWiiiMiii for the

10. Enployai eligible id eeabUth coiponle enieBco dm ckaec M
panicipeie ia a ngiooal aUieoce would not be ejj|ibk for AaM
tubtHfW bm Hie fint four yun. The wibeiriifi wouM, howeMf.

be phued i> during tke BBB (our yean.

11. ktBt Camiat m Tiu^aa. DtMTifilam mid AmalfSti tf m*
va tf H.IL ItOO. S. 17S7. aid S. im CH-Ui Stamy Aa-i.

KS-20-93 (DKcabcT 20, 1993).

Olber provialoiis would hroodaa *e (toflwliofi

of the tu bate for tetf-employed people. PlM.

Tr bminen iecome of ihaiebolden ia S eeepora-

lioM wosid be iroaied at 'wism' iar the piapoae of

rtk"''*irg the copontioB's elijihility for ruhiidiet

of itt pfemiumi. Specifically, iadividiuit ate
owed n«OM than 2 paioeBt of die slock k ae S oar-

pontioa and who partdpeted maiariaUy IB the biMs-

aeas would have their diatribmive ihara of the

ooqxmiion's mcome from the sarvice-Mialad bwi-

aaa iiaaiad at wages for lUs pwpoae. LilBewiae.

on bvaiaeas income of Halted paiVMn ia pHiaar-

ibipc would he treated ai wages for dw same por-

poae. The addad iaooaoe of S ootporaiiaa siUfe-

holdm wd hairiaad {Mrtacn warid abo haooaie

Mbject to amptoymaat taxes. Theae changes wewld

not oaly reduce subaidiBS for enptoyan but would

alao iacnaae payroll tax receipts (as well as fotuM

benefits from Social Secmity aiKl UMOiployiBaBt

i).

Hie proposal would alao require all atate aad

local onpioyees to pay Medicare's HI payroll tax.

Cmrently, wodceri hired before April 1, 1986, in

states that do not have a voluntary participation

agreement with the federal government do not pay

this tax, although many are eligible for Medicare's

benefits through their spouse or nongoveramental

employment The increase in Medicare's revenue

from this proposal would be partially offset by high-

er future spending because more people would par-

ticipate in the program.

Two olhCT provisions would reduce subsidies

received by hi^-income retirees. Medicare aa-

rtdlees wiA modified adjusted gross income above a

qjecified duesbold amount ($90,000 for single tax-

payers and $115,000 for married taxpayers filing a

joim return) would, in efiect have to pay higW
premiums for Supplementary Medical Insunnffe

The wM'inMMw SMI pmnium for high-iacome Medi-

care ben^ciaries would cover abotA 75 percent of

the average benefiu per earollec, up from the ov-

nat level of about 25 percent la addition, higb-

ioctMBe evly retirees who would otherwiae be eli-

gible to receive subsidies £ar die emptoycr share of
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titeir heahb insurance premiums would be required

to p«y tiiat share tbenuelve*.

The Administration's proposal would leave the

tax treatment of employers' payments for health

benefits lat;gely untouched until 2004. As under

current law, the proposal would allow the exclusion

from employees' incomes of employers' payments
for the standard benefit package and for cost-sharing

amounts under the standard package, including

premiums for cost-sharing supplements. But the

proposal would expand the exclusion for employers'

payments for qualified long-term care insurance.

Beginning in 20O4, employer-paid premiums for

supplementary coverage of additional services

would no longer be excludable from employees'
income for income tax and payroll tax purposes. In

keeping with that provision, begiiming in 1997,

coverage provided through flexible spending ac-

counts would be tax-exempt only for benefits re-

lated to the standard package. Also begiiming in

that year, employers generally could not include

health benefits in "cafeteria" plans.

If employers chose to pay more of their employ-
ees' premiums than the minimum required, they

would have to make equal voluntary payments for

all employees in the same type of family. Thus, the

employer's total payment could exceed the total

premium of the plan selected by an employee. In

such a case, the employee would be entitled to a

cash rebate that would be subject to both income

and payroll taxes.

The proposal also would expand the income tax

subsidy for health insurance purchased by the self-

employed; it would do so by making permanent and

later increasing a tax deduction for health insurance

premiums. The proposal would reinstate the 25

percent deduction that expired at the end of 1993

and increase it to 100 percent of premiums for the

standard benefit package beginning in 1997 (or

1996 if the state had begun participating in the new

system).

By contrast, the proposal would put tighter

limits on deductions for taxpayers who prepaid their

health insurance premiums. If taxpayers made those

premium payments or other payments for medical

care, the benefits from which would extend for

more than a year after the payment, that amount

would be treated as having been paid on a pro rata

basis over the period in which the benefits were

received. That provision would preclude taxpayers

from claiming a large tax deduction for a lump-sum

payment for future health benefits.

Three tax provisions related to long-term care

would lower revenue. One such provision would

provide tax relief for individuals with high expeitses

for long-term care, and another would offer a tax

subsidy to encourage people to purchase private

insurance for long-term care. Taxpayers could

claim an itemized deduction for spending on quali-

fied long-term care services provided to themselves,

their spouses, or dependents for which they had not

been reimbursed, if those expenses plus their other

qualified medical expenses exceeded 7.5 percent of

their adjusted gross income. Premiums for qualified

long-term care policies would also count as quali-

fied medical expenses for purposes of itemized

deductions. And as mentioned above, the exclusion

of an employer's payment of premiums for qualified

long-term care policies from an employee's income

would be expanded; benefits received from such

policies would also be excluded from income.

Other tax provisions in the Administration's

proposal include changing the tax treatment of ac-

celerated death benefits under life insurance con-

tracts, providing tax incentives to encourage primary
care physicians to practice in areas designated as

having a shortage of health professionals, and giv-

ing tax credits for personal assistance services for

disabled workers.

Reductions in the Medicare Program

A major part of the ftmding for the proposal would

come fit>m reductions in the Medicare program.
Some of them would affect the Hospital Insurance

program, some would affect the Supplementary
Medical Insurance program, and some would affect

both. (Increases in SMI premiums for high-income
enrollees were discussed above because they would

be collected through the income tax system.)
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Spending for the HI program would be reduced

piimaiily because payment rates to providers would

be lower than under current law. Specific provi-

sions of die proposal would

o Reduce the updates to the per<ase rates used by
Medicare's prospective payment system (PPS),

which pays for inpatient hospital services, for

fiscal years 1997 through 2000;

o Fiiminaty. the adjustment to PPS payments for

the indirect costs of patient care that are related

to hospitals* medical education programs—al-

Aough a portion of the amount that would have

been paid under this adjustment would be trans-

ferred to the fund for academic health centers;

o Reduce the base payment rates for capital-

related costs of inpatient hospital services and

reduce the updates applied to those payment
rates for fiscal years 1996 through 2003;

o In states that were participating in the proposed

new health care system, revise and, on average,

reduce the PPS payment adjustment for hospi-

tals that treat a disproportionately large share of

low-income patients; and

o Reduce die updates to some payment rates for

skilled nursing facilities in fiscal year 1996.

The largest reductions in spending for the SMI

program compared with current law would result

from lower payments for physicians. The specific

provisions would:

o Establish goals for cumulative expenditures for

physicians' services. Qnrently, the target rate

of growth for each year is based on the prior

year's actual rale of growth in outlays for physi-

cians' services, without regard to the prior

year's target rate of growth. Under this pro-

posal, the growth target for outlays for physi-

cians' services would be built on a designated

base-year target (fiscal year 1994) and updated

annually for changes in enrollment and inflation

but not for actual growth in outlays above or

below the targets for prior years.

o Institute a new system for setting the target rate

of growth for payments to physicians. The new

system would both substitute the average rate of

growth in real gross domestic product (GDP)

per capita (plus 1.5 percentage points for pri-

mary care services only) for a measure of the

change in the volume and intensity of services

provided by physicians during the previous five

years, and eliminate the annual percentage re-

duction known as the performance standard

factor.

EUminate the floor on the reduction permitted in

the default update for physicians' payment rates.

Cunently, there is no upper limit on increases in

physicians' fees under the default update form-

ula, but fees cannot decrease by more than 5

percentage points.

o Reduce the conversion factor for the fee sched-

ule for services (except for primary care) pro-

vided by physicians by 3 percent in 1995. The

conversion factor is a dollar amount that con-

verts the fee schedule's relative value units into

payment amounts.

o Limit payments for physicians' services pro-

vided by medical staffs at high-cost hospitals,

effective January 1, 1998. This proposal would

establish limits on Medicare's payments for

physicians' services per inpatient hospital ad-

mission, similar to limits on payments for hospi-

tal services.

o Limit total payments for certain ouq)atient hos-

pital services to Medicare's approved amounts,

effective July 1, 1994. Medicare enrollces'

coinsurance liabilities for hospitals' outpatient

services are now based on the hospitals' actual

charges rather than on Medicare's (typically

lower) approval amount for the services. Be-

cause Medicare usually pays 80 percent of the

approved amount, hospitals often receive more

than the total ^proved amount This provision

would reduce Medicare's payments for hospi-

tals' outpatient services by the amount of

patients' extra payments for coinsurance.
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o Require Medicare beneficiaries to pay 20 per-

cent coinsurance for all laboratory services,

effective January 1, 1995. Medicare currently

does not require copaymcnts fw clinical labora-

tory services, although most other SMI services

are subject to a 20 percent coinsurance lequire-

menL

o Establish a competitive acquisition process for

magnetic resonance imaging tests, computerized

axial tomography scans, oxygen and oxygen

equipment, laboratory services, and other items

at the discretion of the Secretary of HHS, effec-

tive January 1, 1995. If competitive bidding did

not reduce average prices for those services by
at least 10 percent, the Secretary would reduce

Medicare's approved fees for those services to

accomplish the same goaL

The provisions that would affect both Hospital

Insurance and Supplementary Medical Insurance are

quite diverse. They would:

o Retain Medicare's role as a secondary payer for

disabled employees and employees with end-

stage renal disease (who would be insured

through their firms). Under current law, Medi-

care would become the primary payer for those

enroUees as of 1999.

o Establish new standards for Medicare's pay-

ments to HMOs and competitive medical plans

with risk-sharing contracts. Currently, Medicare

pays 95 percent of the average adjusted per

capita cost (AAPCC) for Medicare enrollees in

each county. The program would establish a

range around the HI and SMI components of

the AAPCC, varying from 80 percent of the

national average value up to 150 percent for

SMI services and 170 percent for HI services.

The intent would be to encourage more HMOs
to participate in Medicare while establishing

reasonable limits on reimbursement in counties

whose AAPCC is high.

o Reduce the limits on payments for routine costs

for home health services. In past years.

Medicare's payments for home health services

were limited to no more than 112 percent of

average home health costs nationwide. This

provision would reduce the limit to 100 percent

of median costs nationwide.

o Require beneficiaries to make a copayment of

10 percent of the average costs for home health

visits, excluding visits that occurred within 30

days of discharge fixjm a hospital. Currently,

Medicare requires no copayment for home

health visits.

o Require the Secretary of HHS to contract with

"centers of excellence" for the provision of

cataract and coronary by-pass surgery and other

services to Medicare beneficiaries, thereby ex-

panding current demonstration projects to all

urban areas. Medicare would contract with in-

dividual centers using a flat payment rate for all

services associated with the affected surgical

procedures. Patients would be encouraged to

use the centers through rebates equal to 10 per-

cent of the government's savings firom the cen-

ters.

Reductions in the Medicaid Program

The cost of the Medicaid program would be sub-

stantially less than under current law. The proposal

would terminate coverage for adult beneficiaries

who did not also receive cash welfare benefits and

would limit the rate of growth of the per capita

payments to regional alliances for beneficiaries who

did receive cash benefits, as discussed above. In

addition, the proposal would end Medicaid's pay-

ments to disproportionate share hospitals-those that

treat a relatively high proportion of low-income and

uninsured patients-when the state began partici-

pating in the new system.

Issues of Governance

The Administration's proposal would place new

responsibilities on the federal and state govern-

ments, create a variety of new institutions, and

specify a complex flow of resources among those

institutioDS.
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The Role ot the Federal Government

The federal government would play tfae nujor role

in designing and financing the proposed health care

system. Many of its fimctions would be the respon-

sibility of a newly created National Health Board;

other important responsibilities would fall to the

Department of Health and Human Services aikd the

Department of Labor.

Functions of the National Health Board. The
National Health Board would have the »nanrinti» to:

o Interpret the standard benefit package;

Oversee the cost containment provisions for

regional alliances and certify that those require-

ments were met;

o Develop and implement eligibility rules relating

to the coverage of certain individuals and fami-

lies;

o Develop and implement standards for a national

health information system for measuring the

quality of health care;

o Establish and assume responsibility for a system
to manage and improve the quality of care;

Develop the multiplicative factors for converting

premium amounts for individuals into premiums
for couples, single-parent families, and two-

parent families;

o Develop methods for adjusting premium pay-
ments to health plans so that the premiums
reflected the health risks of their enroUees;

o Facilitate the development of a system of re-

insurance so that plans could protect themselves

against the financial consequences of enrolling a

disproportionately large number of people with

expensive medical conditions;

o Develop capital standards for health plans that

contract with regional alliances;

Develop standards for state guaranty funds,

which would be used to pay providers in the

event that a health fUga oCTered by a legioiial

alliance failed;

o Establish criteria that states must meet to begin

participating in the system and monitor their

compliance; and

o Review doctunents submitted by the states de-

scribing their proposed health care systems and

approve or disapprove them.

Federal Initiatives to Ensure Compliance by
States. The federal government would not only
establish most of the criteria that states and alliances

would have to meet but would also have to ensure

that states met those standards. To that end, federal

plaiming grants would be available to assist states in

setting up their health care systems. The National

Health Board, moreover, would have considerable

authority to impose sanctions if necessary to enforce

the standards. If it determined that a state's non-

compliance resulted from the actions of a particular

regional alliance, the board could order that alliance

to comply and take additional measures to assure

that it did so. The board could also require the

Secretary of Health and Human Services to reduce

federal payments to states for items such as aca-

demic health centers and health services research as

a sanction for noncompliance. If, however, the

board determined that a state was sufficiently far

out of compliance that people's access to health ser-

vices would be seriously jeopardized, the Depart-
ment of Health and Human Services would take

over the operation of that state's system. (The fed-

eral govenmient would impose a IS percent sur-

charge on total premiums in those circumstances.)

Overd^t of Regional and Corporate Alliances.

The Department of Health and Human Services

would oversee the financial management of the

regional alliances. Accordingly, the department
would develop standards and conduct periodic au-

dits relating to the alliances' enrollment of eligible

individuals, their management of subsidies for pre-

miimis and cost-sharing amounts, and their overall

financial management

The Department of Labor would assimie major

responsibility for oversight of corporate alliances

and employers in regional alliances. In particular, it
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The Role of State G«Teniiiients

and AlUanccs

Ahbough Ac stnicture aod (tandards for the pro-

posed healtfa can syKeas would coma largely from

the federal govemment, Ae states and alliances

would have the m^jor responsil»lity for the day-to-

day operation of the system. Stales would also have

to help finance the new lyaiem.

KtsponsiMUtics of State G«vcraiiients. Each p«r-

ticipating stale would be required to:

o Sabont a documeat to the National Health

Board deacribiag the health ear* tystea Iha

Mate propoffld to establish;

e ErtaMish oae or avft refkxial alliances, deag-

ating the geognpkic tna that each alliance

would cover,

o Ensure that families ia each regional »lli^iv»t

had a choice of ptaas is which to caroU;

o Ensure that families were credited with any

sitbaidies for their premiums to which they were

entitled;

o EstaMiah capital standards for health plans that

BMt the federal requirements:

o PffiN'f*' standards for financial reporting, audit-

isig. aad reaerves of heahh plans;

o Pft*"'*'' Ibe standards for certifying the health

plans that regional alliances would offer, includ-

ing crilaria far quality, financial stability, aiMl

capadty to deliver the standard benefit package,

agid certify the plans to be offered;

o Hatahlith a guaranty fund to pay claims and

other debts in the event that a plan failed and,

iilBr a faitaR, ooUact an assessment of up to 2

percent on premiums to repay the obligati<xis of

the plan;

o Enstnc continuity c^ coverage for enrollees in

health plans that failed;

o Ensure that the amounts owed to regional alli-

; were collected and paid; and

o Assist regional alliances in establishing eligibil-

ity for subsidies of premiums and cost-sharing

amounts and assume financial responsibility for

erron that exceeded certain kmits.

A desigitated state agency or official would be

responsible for coordinating these activities at the

state level.

States would also have substantial financial ob-

ligations. They would pay the regional alliances for

thdr share of premiums for individuals and families

who remained eligible for Medicaid, and they would

be responsible for their share of Medicaid's spend-

ing on services not included in the standard benefit

package for that groiy.

In addition, states would make maintenance-of-

effort paynients related to the restructured Medicaid

program. Two components of these payments
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would be on behalf of people who would lose their

Medicaid coverage under the proposal. (Those

people would no longer obtain coverage from the

Medicaid program, but most of them would receive

subsidies for their premiums for the standard benefit

package.) One component would reflect 1993 ex-

penditures for services in the standard package, and

the other would reflect the part of states' payments

to disproportionate share hospitals attributable to

this group of people in that year. A third compo-

nent would be based on fiscal year 1993 expendi-

tures for children who remained eligible for Medic-

aid, excluding spending for services that would be

in the standard package and for long-term care. The

1993 amounts would be updated by Medicaid-spe-

cific factors until the fu^t year of a state's participa-

tion, and by the general health care inflation factor

combined with the projected rate of growth in the

population under age 65 thereafter.

Responsibilities of Regional Alliances. The re-

gional alliances, by contrast, would not finance the

health care system. Rather, they would serve as

conduits of funds from the federal and state govern-

ments, employers, and families to health plans.

They would be the frontline agencies that contracted

with health plans, enrolled individuals and families

in plans, and obtained and disseminated information

on the performance of those plans. Regional alli-

ances would also calculate the amounts that families

and employers would have to pay, detcnnine

whether families and employers were eligible for

subsidies, and collect payments from them. In

addition, regional alliances would have to imple-

ment the cost control provisions required by the

federal government That would include establish-

ing fee schedules for fec-for-service plans, unless

the state elected to have a single, statewide fee

schedule.

Regional alliances would also play an important

role in collecting and analyzing data. They would,

for example, have to estimate the number of work-

ers in the different types of families; those numbers

would be used in determining how much employers

would have to pay. In addition, in order to deter-

mine the weighted average premium for each family

type, each alliance would have to provide informa-

tion to the National Health Board about the market

shares of the different plans with which it had con-

tracts.

All activities of the regional alliances would be

paid for by an assessment on premiums. Each alli-

ance would determine that level annually, but it

could not exceed 2.5 percent of total premiums.

The Role of Employers and

the Decision to Form a

Corporate Alliance

Employers would have many of the same responsi-

bilities whether they participated in a regional alli-

ance or established a corporate alliance. In either

case, employers would have to pay a portion of the

premiimis for their employees' policies. They

would also have to deduct their employees' share of

the premiums from their paychecks and transfer the

funds to the appropriate alliance. In addition, all

employers would have to provide specified infomia-

tion to their employees and to the regional alliances.

Most firms with 5,000 or fewer full-time em-

ployees would have to participate in regional alli-

ances. (Some smaller firms might participate in

multiemployer corporate alliances or ones estab-

lished by rural electric and telephone cooperatives.)

Larger firms, however, would have to decide

whether to join a regional alliance or set up a cor-

porate alliance after weighing the relative advan-

tages and disadvantages of the two options. Firms

would generally have to decide by January 1, 1996.

A decision to participate in a regional alliance

would be irrevocable; however, the decision to

establish a corporate alliance could be reversed at a

later date.

Advantages of Corporate Alliances. Large firms

might choose to form a corporate alliance for sev-

eral reasons. Rrms that had already esublished

effective programs for containing health care costs

might think that they could control health spending

better than the alliance system. Rrms would also

continue to have direct input into the quality of care

their full-time employees received. In addition, they

would not be responsible for the assessments that

employers participating in regional alliances would
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have to pay if there was a shortfall in premium pay-

ments. Finally, they would not have to pay the 1.5

percent assessment on premiums for graduate medi-

cal education and academic health centers that firms

in regional alliances would pay. (Firms in multi-

employer alliances would have to pay the U per-

cent assessment, however.)

Disadvantages of Corporate Alliances. Despite

the advantages of establishing a corporate alliance,

significant disadvantages would predominate for

many large firms. The most important one would

generally be that firms that formed corporate alli-

ances would have to pay a tax of 1 percent on their

total payroll and that the tax would begin before the

regional alliances were set up. (Firms participating

in multiemployer alliances would not be subject to

that tax.) Moreover, the effective rate of the tax on

the payroll of full-time employees enrolled in plans

offered by the corporate alliance would be higher

than that, because the wages of part-time employees

would be in the tax base but the employees would

not be eligible to participate. (They would have to

enroll in plans offered by the regional alliance, and

the firms would have to make the appropriate pay-

ments to regional alliances on their behalf.)

Furthermore, a firm that established a corporate

alliance would not be eligible for the cap on its

premium payments that would be phased in if it

joined a regional alliance. Moreover, its low-

income employees who worked full time would not

be eligible for governmental subsidies of their pre-

miums, and the corporate alliance itself would gen-

erally have to subsidize premiums for full-time

employees making less than $15,0(X) a year.'^ A
firm that established a corporate alliance and chose

to self-insure might also have to make periodic

contributions (of up to 2 percent of annual premi-

ums) to the insolvency fund established by the

Secretary of Labor for self-insured health plans

offered by corporate alliances.

Large firms that had self-insured in the past

would probably experience considerably more regu-

lation under the proposal. In addition to the federal

requirements for health plans offered by corporate

alliances that have already been discussed, the Sec-

retary of Labor would specify financial reserve

requirements that those alliances would have to

meet. Their fec-for-service plans would have to use

the same fee schedules as plans in their correspond-

ing regional alliances. The growth rates of their

premiums would be subject to essentially the same

limits as those of the regional alliances. Finally, in

addition to greater regulation, such firms might find

themselves with relatively littie power in markets

dominated by large regional alliances.

Employers* Obligations for Retirees' Health

Beneflts. Regardless of whether they participated in

corporate or regional alliances, all firms that were

paying more than a specified threshold for retirees'

health benefits on October 1, 1993, would continue

to have obligations to those retirees and most of

their dependents. When the subsidies for early re-

tirees commenced in 1998, those employers would

be required to pay 20 percent of the weighted aver-

age premium for the appropriate type of family.

That obligation would continue only as long as

members of that cohort remained eligible for the

benefits of early retirees.

Because of the large financial windfall that

firms with extensive obligations to retirees would

gain under the proposal, all employers with health

care costs for retirees aged 55 through 64 in 1991,

1992, or 1993 would also be subject to a temporary

annual assessment That assessment, which would

be paid each year bom 1998 to 20(X), would equal

one-half of either the average annual health care

costs for retirees in the 1991-1993 period (increased

by the medical care component of the CPI from

1992 on) or the estimated reduction in retirees'

health care costs for the year—whichever was

greater.

The Flow of Funds Through Regional
Alliances and Health Plans

IZ No subsidy would be required if the employer'i cootributioo oov.

ered ai least 95 percent of the premium of tfae most ecoiKmtical

pUc that did not have higher cost sharing.

Regional alliances would receive funds fit)m multi-

ple sources, which they would then allocate to

health plans and to other uses. The proposal speci-

fies who would bear the financial responsibility in
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panicul&r ciicnmstances if outflows firom aDiances

exceeded inflows.

Sources of Fimds for Regioiid Alliaiica. Re-

giooal ullifnrr* would receive payments from the

following sources:

o Payments (reflecting appropriate reductions

because of subsidies) from employers;

o Payments (reflecting appropriate leductions

because of subsidies) from families for the

family share and, in some cases, for part or all

of the equivalent of the employer share;

o Risk-adjustment payments frt>m firms that were

eligible to form corporate alliances but decided

to join regional alliances;''

o Payments from corporate alliances for part-time

employees and for employees in two-worker

families who chose to participate in plans of-

fered by regional alliances;

o States' payments for AFDC and SSI beneficia-

ries, who would make up the continuing Medic-

aid population;

o States' maintenance-of-effort payments, includ-

ing those made on behalf of low-income people

who would no longer be eligible for the restnic-

tured Medicaid program; and

o Federal payments for subsidies and for Medicare

beneficiaries who were enrolled in plans offered

by the regional aUiances, as well as the federal

share of Medicaid payments for AFDC and SSI

beneficiaries.

Although Medicaid beneficiaries would be en-

rolling in plans offered by the alliances, Medicaid's

payments to alliances on their behalf would not be

related to the actual premiums of those plans.

Rather, the payments would generally be 9S percent

If peopk who would hive bees covend by plui offered by te

oxponte •UiuKx were u greater tiik Itun oihen covered by die

Rfionil lUuDce'i pUiu. die finn would ply riik-idjusied premi-

mm for die fint four years. Thil idjuitiiienl would be ptiiMd out

during die next four yean.

of what Medicsid wodd hare paid in 1993 for the

ervices in tbe ttandard benefit package, updated by

Medicaid-apedfSc iaflation facton ontil the flm

year of the stale's pwticipatioik, aad by tbe fSMral
heaMi oare taiflatioa factor tfaeiaaftei . (Tboaa

amounts would be ririmlnfl aepaiattly fbr te
AFDC and SSI popolatiou.)

Fedoal paymeott far nbakSes would, ia effect,

be residual paymeats based oa the difhicoce be-

tween an alliance's payment obligations and

amounts receivaMe from all other sources. As dii-

cnssed below, however, the proposal specifies car-

tain shortfalls between inflows and outflows that

would not be considered fetteral responsibilities and

would net be included in the calculation of those

residual amounts.

Uses of the Regioaai ADIaBces' Fands. The funds

of the regional alliances would be used primarily to

make payments to health plans and to pay the alli-

ances' administrative costs. Regional alliances

would also pay the fodenl govmmiem l.S percent

of total premiums in order to help the government
finance academic health centers and graduate medi-

cal education. In addition, these alliances would

make payments to corporate alliances for two-

worker families who elected to enroll in a plan

offered by the corporate alliance rather than in one

offered by the regional alliance.

Health plans would not. however, ivceive their

actual premium amounts. Instead, they would re-

ceive a per capita amount for each enroUee; ths

MBonnt would be based on a weighted average of

the final per capita premiums tbe plans had negoti-

ated with the ^ance and the amounts that Medic-

aid would pay for the AFDC and SSI populabons.

The weights would reflect the tdative size of those

populations in the alliance at a whole.

Regional alliances would also adjust the par

cipiu amounts to reflect the risk tt«as of each

plan's enroUces. The risk adjustments would be de-

signed to protect plans thM enrolled people whose

expected use of services was highn than that in the

alliance as a whole. Risk adjustments could also be

made for plans that enrolled disproportionaie num-

ben of AFDC or SSI beneficiaries. Plans would,

however, have to absorb part of the cost sharing
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they would generally require of participants, because

Medicaid beoeficiaries would pay only a small

portion of it

ADocatJon of Risk for Administrative and Esti-

mating Errors. Tbe payment obligations of region-

al alliances could exceed their receipts for a variety

of reasons. Short-term problems with cash flow

could result firom administrative problems, disi-ari-

ties in tbe timing of receipts and payments, and

estimating enor; .

The federal government would not accept finan-

cial responsibility for cash flow problems arising

from administrative errors that exceeded certain

limits; such errors would occur primarily in deter-

mining eligibility for subsidies. Alliances could

borrow from HHS for shortfalls resulting from such

errors, but the states—not alliances—would have to

repay the loans through increases in their mainte-

oaoce-of-effort payments.

Regional alliances could also borrow frx>m HHS
for shortfaDs arising from disparities in the timing

of payments and receipts or from errors in estimates

of the factors used to determine their inflows and

outflows. These factors would include the number

of extra workers in couples and two-parent families,

the proportion of AFDC and SSI beneficiaries in the

alliance, the distribution of families in different risk

categories, the amount of premiums that would not

be collected, and, under certain circumistances, the

distribution of enrollment in plans with different

levels of premiums. The loans would be repaid

through reductions in future federal payments to the

alliance.

In the first year of operation, however, no alli-

ance could borrow more than 25 percent of its esti-

mated total premiums from HHS. In subsequent

years, an alliance's total outstanding loan amount

could not exceed 25 percent of its premiums in the

previous year. The Secretary of the Treasury would

be authorized to advance funds to HHS to cover

loans to regional alliances, but the total balance of

advanced funds could not exceed $3.5 bUlion at any
time. Regional alliances would also be able to

borrow in the private credit markets, but they would

be prohibited from using tax-exempt financing.

Controlling Health Care
Costs and Limiting the

Financial Exposure of the

Federal Government

Besides ensuring univei^ coverage, tbe other major

goal of tbe Administration's proposal is to control

tlie rate of growth of health spending and, as a

corollary, to limit the financial exposure of tbe

federal govemmenL The proposal employs a two-

pronged approach to controUing costs: reliance on

market forces and, as a backstop mechanism, federal

control of the level and rate of growth of premiums.
It also attempts to limit federal payments to alli-

ances for subsidies.

Market Forces and Cost Containment

Competition among health plans in a regional alli-

ance is one mechanism through which the proposal

intends to control costs. Under the proposal, how-

ever, health plans would compete on a different

basis than they do today. Those in a regional alli-

ance would not be able to compete on the basis of

the benefits they offered, as do current plans, be-

cause they would all be required to offer the same

standard package of benefits, including standardized

cost sharing, to all their enroUees. Moreover, sup-

plementary policies to cover additional services

would generally have to be available to any appli-

cant, subject to cai>acity and financial constraints.

Plans would therefore compete on the basis of the

quality and convenience of their services and on the

level of their prenoiums.

Families purchasing health coverage through a

regional alliance would have incentives to select

less expensive plans because the payments that

employers would have to make would be indepen-

dent of the plans their employees selected. In prin-

ciple, families with workers who selected plans with

premiums above the weighted average in the alli-

ance would have to pay more than 20 percent of the

premium, and those selecting plans with premiums
below the weighted average would pay less than 20
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percent (That might not always be the case be-

cause of other adjustments, such as subsidies for

low-income families, or because the employer paid

more than the minimum required.) Families for

whom DO employer was paying premiums, including

oonretiiee families with no workers, would also

have strong incentives to choose plans with lower

premiums. They would have to make a trade-off,

however, if the lowest-cost plans had higher cost

sharing.

Box 1-2.

ControUing the Level and Growth of Premiams

The controls on premiums would be implemented

differesily in regioDal and corporate alliances. The

National Health Board would establish the initial

maximum per capita premium that would be permit-

ted in each regional alliance; it would also set limits

on its growth. In contrast, corporate alliances would

experience controls only on the rate of growth of

their premiums.

Setting Initial Premiums
for Plans in Regional Alliances

The following steps describe the process for estab-

lishing and enforcing the initial level of premiums
for regional alliances in states that chose to enter the

system in 1996.'

The National Health Board would set a baseline

target for the national per capita premium based on

expenditures for the standard benefit package in

1993. These expenditures would, however, exclude

spending for groups such as beneficiaries of Aid to

Families with Dependent Children, Supplemental

Security Income, and Medicare.

The target would also reflect expected increases

in use of services by people who were uninsured or

had coverage that was less comprehensive than the

standard benefit package, declines in uncompensated

care, anticipated reductions in use resulting from

higher cost sharing, and cost-sharing amounts that

would be required for services covered by the stan-

dard package. It would also include an allowance of

up to IS percent to cover the administrative costs of

A limilxr pnxcw wculd be foDowtd far illiinrrt thil bcgu
ia 1997 or 1998.

health plans and «iHnnf^« and existing state taxes on

premiums for health insurance. The board would

inflate the 1993 national baseline target to 1995 us-

ing an inflation factor based on the rate of increase

of health spending by the private sector but not more

than IS percent over the two-year period.

By die begiiming of 1995, the board would

adjust the 1995 national baseline target to establish a

target for each regional alliance that would be oper-

ating in 1996. The adjustments would account for

variations among alliances in health spending, insur-

ance coverage, and spending by academic health

centers. To obtain the 1996 targets, the baseline

amount would be increased by each aUiance's infla-

tion factor. That factor would be the general health

care inflation factor adjusted to reflect changes be-

tween 1995 and 1996 in the health slams and demo-

graphic characteristics of each alliance relative to

changes in the nation as a whole.

Health plans in a state that was planning to start

participating in 1996 would then submit their bids

for the per capita premium to each regional alliance

in which they wished to operate. Each plan's bid

would reflect its estimate of the average per capita

premium for the standard benefit package in a par-

ticular alliance. Plans submitting bids would do so

with the understanding that the board could, under

circumstances described below, subsequently lower

their bids, and they would have to accept any such

reduction.

Following a negotiation period during which

health plans might voluntarily lower their bids, each

regional alliance would submit its final bids for the

per capita premium from their health plans to the

National Health Board for review. The board would

use information from the alliance to estimate its

weighted average bid; each plan's bid would be

weighted by the expected enrollment in that plan.

The result for each alliance would then be compared
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Comparison shopping by consumers would be

easier because the regional alliances would provide
information about factors such as the quality of care

provided by each plan, and consumers would no

longer be concerned about differences in benefit

packages that were hard to detect Annual open-
enrollment periods would also facilitate moving out

of plans that consumers found unsatisfactory.

with the target for that alliance's per capita premi-
UHL

If the weighted average bid exceeded the target

for the alliance, the board would ootiiy the alliance

that it was not in compliance. It would also notify

all plans whose bids were above the target that they
would face compulsory reductions in their per capita

premiums if they did not lower them voluntarily.

The reductions would be a percentage of the amount

that their bids exceeded the target and would be

designed to lower the weighted average bid to the

target Plans with bids under the target would not

be affected.

Any plan that chose not to lower its bid volun-

tarily would have its per capita premium—that is, the

amount that would determine its funding from the

alliance-reduced by the board. As a consequence,
the plan would be required to lower its payments to

providers. Those cuts in payments would reflect the

proportional reduction in the plan's premium, ad-

justed for the anticipated increase in the volume of

services that would result from the lower payments.

Limiting the Growth
of Premiums

After its first year of participation, a regional aUi-

ance's target for the per capita premium would be

the target for the previous year updated by that alli-

ance's inflation factor. This inflation factor could

differ in two ways from the definition used in the

initial year. Fust, it would reflect any changes in

the demographic characteristics of the regional alli-

ance that occurred because a corporate alliance had

terminated and its members had enrolled in the re-

gional alliance. A second adjustment would occur if

the actual per capita premium for the alliance ex-

ceeded its target in any year as a result of more

people enrolling in high<ost plans than expected. In

this case, the alliance's inflation factor would be

reduced for the next two years so that health spend-

ing in the alliance would be reduced during the two-

year period by enough to offset the higher expendi-
tures made in the (nevious year.

After the initial year, changes would also be

made in the procedure for determining the amounts

by which bids for the per capita premium would be

reduced for a regional aUiance that did not comply
with its target To determine the extent to which a

plan's bid was too high, the board would compare
the current bid with the following amount the

previous year's bid plus the premium target for the

current year, less either the premium target or the

weighted average bid, if that was lower, for the

previous year.' Bids submitted by new plans would

be compared with the target for the alliance's per

capita premium. The remainder of the procedure
would be the same as in the initial year.

For corporate aUiances, the cap on the rate of

growth of premiums would be based on a compari-
son of the rate of growth of the three-year moving

average of per capita spending with the rate of

growth of the three-year moving average of the gen-
eral health care inflation factor. In 2001, corporate

alliances would have to start reporting their average

per capita expenditures for the previous three years

to the Secretary of Labor. If the rate of growth of

the spending measure exceeded the rate of growth of

the inflation measure in two years out of three, the

alliance would be terminated and its members would

enroll in plans offered by their regional aUiances.

The board also would estimate targets for per

capita premiums for single-payer states. If per capi-
ta spending for the standard benefit package in those

sutes exceeded the targets, the states would be re-

quired to reduce payments to providers accordingly.

In the eveoi thfti the pUn'i bid for the previous yaz had

been reduced involuaurily. the amount of thai reduction

would also be lubtncted.
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Punhennore, limitmg the exclusion of em-

ployer-paid insurance premiums from employees'

income would heighten consumers' awareness of

costs once the new system was fiilly phased in.

Employer-paid premiums would be excluded until

2004, however, and then only employer-paid premi-

imis for policies covering additional services would

be included in employees' taxable income. More-

over, the prc^>osal would substantially expand the

income tax subsidy for premiums paid by the self-

employed, further limiting the effectiveness of mar-

ket forces in containing costs.

Controls on the Level and Rate

of Growth of Premiums

To supplement the effects of maricet forces in con-

taining health care costs, the proposal includes

provisions for federal control of premiums for the

standard benefit package. The principle underlying

the proposed controls is that the national per capita

premium for the standard benefit package should

increase each year by no more than the general

health care inflation factor. For the period from

1996 through 2000, the values of that factor would

be the increase in the CPI plus specified amounts-

1.5 percentage points in 1996, 1.0 percentage point

in 1997. OJ percentage point in 1998, and zero in

1999 and 2000. After 2000, if the Congress did not

specify new inflation factors, the default factor

would be the percentage increase in the CPI com-

bined with the percentage growth in real GDP per

capita. (Adjustments would also be made in 2001

to account for at least a portion of the increase in

the actuarial value of the benefit package that would

occur in that year.)

How the controls would be implemented would

differ somewhat in regional and corporate alliances.

The National Health Board would establish both the

initial maximum per capita premium that would be

permitted in each regional alliance and the limits on

its growth. Corporate alliances, however, would

experience controls only on the rate of growth, not

the initial level, of their premiums. Box 1-2 (on

pages 22 and 23) describes the prtx«sses that would

be used to set the targets for regional and corporate

alliances, as well as the consequences of breaching

the targets.

Limits on Federal Payments
to Alliances

In a further attempt to limit the federal govern-

ment's financial exposure, the proposal lists maxi-

mum total federal payments to alliances of the fol-

lowing amounts: $10.3 billion in fiscal year 1996,

$28.3 billion in 1997, $75.6 billion in 1998, $78.9

billion in 1999, and $81.0 billion in 2000. After

2000, the limit would be the previous year's limit

inflated by the increase in the CPI combined with

the average annual percentage change in the popula-

tion for the previous three years and the average

aimual increase in real GDP per capita for the previ-

ous three years.

The proposal also includes the procedures to be

followed if federal payments to alliances were ex-

pected to exceed the limits. In particular, the Presi-

dent would have to recommend to the Congress

policies to resolve the conflict The proposal also

states that these recommendations would be consid-

ered in an expedited manner and would not be

subjected to the routine procedural hurdles that tend

to slow Congressional consideration of legislation.

Because the Congress has the constitutional right to

make and change its own rules, however, procedural

mechanisms camiot guarantee that an issue will be

considered. If the Congress took no action, the

courts might be asked to decide which portion of

the legislation took precedence—payments to the

alliances to ensure coverage of the specified benefits

or the limits on federal payments.
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Two

Financial Impact of the Proposal

Two
of the major objectives of tbe Adminis-

tration's health proposal are to slow tbe

growth in overall national health expendi-

tures and to reduce the relentless pressure that

spending for major health programs places on tbe

federal budget Between 1965 and 1993, national

health expenditures grew from 6 percent to 14 per-

cent of gross domestic product Tbe Congressional

Budget Office's (CBO's) projections suggest that

this figure will rise to 20 percent by 2004 if tbe

current system is not changed. Ov« the 1965-1993

period, fiederal spending for health iitcreased from 3

percent to 17 percent of budget outlays. Medicare

and Medicaid are the only major federal programs
that are expected to grow faster than the economy,
and their growth will begin to drive tbe budget
deficit upward again in the second half of this

decade.

Initially, the expansion of health insurance cov-

erage in the Administration's proposal would in-

crease national health expenditures, but the limits on

the growth of health insurance premiimis and the

proposed cuts in Medicare would reduce spending
for health in the longer run. By 2004, tbe proposal

would hold national health expenditures about $150

billion below tbe baseline level. CBO and the Joint

Committee on Taxation estimate that the Adminis-

tration's health proposal would increase the federal

deficit by a modest amount as tbe proposal was

phased in. But in the longer run—after 2004—it

holds out tbe promise of reducing tbe deficit

CBO has published estimates of the cost of two

single-payer plans (H.R. 1200 and S. 491) and four

bills from tbe previous Congress and will soon be

providing estimates for otber pending proposals.'

Several of those, including the Administration 's,

would make massive alterations in tbe current sys-

tem for financing and delivering health care. Esti-

mates of tbe effects of such sweeping changes on

overall health spending and its ccHnponents will nec-

essarily be much less precise than estimates of in-

cremental modifications to existing federal pro-

grams. Nonetheless, estimates of die effects of dif-

ferent approaches to health reform provide useful

comparative infcmnation on tbe relative costs or

savings of alternative proposals.

CBO's estimates of the effect of tbe Administra-

tion's health proposal on national health expendi-
tures and tbe federal budget use CBO's baseline

projections as their starting point The Economic

and Budget Outlook: Fiscal Years 1995-1999 (Janu-

ary 1994) describes CBO's current economic as-

sumptions and baseline budget projections. A CBO
memorandum, "Projections of National Health Ex-

pendinires: 1993 Update' (October 1993), sets out

CBO's baseline projections of national health ex-

penditures. Fi^ comparability with the Administra-

tion's figures, CBO's estimates assume that the pro-

posal is enacted during 1994 and takes effect on

schedule. CBO asstimes, as does tbe Administra-

tion, that IS percent of tbe relevant population
would participate in health alliances in 19%, 40

percent would participate in 1997, and 100 percent

would participate in 1998. Fmally, tbe estimates

1. CoDficsikxul Budget OfSoe, "BRimUM or RoMi Cat Propmls
bco Ibe 102ad Conpcu,' OO Pifer ()«ly 1993).
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assume that the proposed methods for constraining

the rate of growth of premiums for the standard

benefit package would be completely effective.

How the Proposal Affects

National Health Expenditures

Once the Administration's proposal was fully imple-

mented, it would significantly reduce the projected

growth of national health expenditures. Its provi-

sions for covering the uninsured, providing better

coverage for many people who already have insur-

ance, and establishing a new federal program of

home- and community-based care for the severely

disabled would increase the demand for health care

services. But the limits on the growth of health

insurance premiums and the reductions in the Medi-

care program would hold down health spending.

For the first few years after the proposal was in

place, the increases in spending would exceed the

decreases, and the proposal would raise national

health expenditures above the levels in the baseline.

From 2000 on, however, national health expendi-

Table 2-1.

Projections of National Heatth Expenditure* Under the Administration's Health Proposal,

by Source of Funds (By calendar year, In billions of dollars)

Source of Funds 1996 1997 1998 1999 2000 2001 2002 2003 2004

Private

Public

Federal

Health alliances

State and local

Total

Private

Public

Federal

Health alliances

State and local

Total

Private

Public

Federal

Health alliances

State and local

Total

614

370

169

1,163

-59

661

418

184

Baseline

712

460

200

766

505

216

824

555

234

886

610

253

952

670

273

1,022 1.095

735

295

807

318

1,263 1.372 1.488

Changes from Baseline

-157 -387 -422

1.613 1,748 1.894 2.052 2.220

-460 -510 -554 •601 -650

5
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tures would fall below the baseline by increasing

amounts. By 2004, CBO projecu that total spend-

ing for beahh would be $150 billion—or 7 percent-

below where it would be if current policies and

trends continued (see Table 2-1). National health

expenditures in 2004 would represent 19 percent of

GDP-more than a percentage point below the base-

line.

The Administration's proposal would also sig-

nificantly change the composition of national health

expenditures. A substantial amount of spending that

is now being financed by private payments and ex-

isting government programs would be channeled

through new public entities—the health alliances. In

2004, the alliances would collect almost $750 bil-

lion in premiums from employers and households,

subsidies from the U.S. Treasury, and other reve-

nues and would disburse the same amount in pay-

ments to health plans and in other expenses. Under

the proposal, private health insurance and out-of-

pocket payments would pay for $650 billion less in

health spending than in the baseline. And other

federal, state, and local government programs would

fund almost $250 billion less.

The projections of national health expenditures

by source of funds are not intended to portray the

effects of the proposal on the budgets of families,

employers, or governments. The national health

accounts allocate national health expenditures ac-

cording to who directly pays for the health insur-

ance or services—not according to who ultimately

bears the burden. Thus, the Medicare program is

coimted as a federal activity, although the program
is financed by payroll taxes, general revenues, and

premiums paid by households and employers. Simi-

larly, spending by the health alliances is shown as a

separate category, even though it is financed by pre-

miums from households and employers and pay-

ments by federal and state govomnents.

would provide federal subsidies for low-income

families and certain employers, alter Medicare and

Medicaid, establish new benefit programs for long-

term care and supplemental services for children,

restructure the system of subsidies for graduate

medical education and academic health centers, and

make changes in numerous other federal programs.

In addition, it would raise Social Security outlays

by providing subsidies for early retirees and encour-

aging more people to start collecting benefits before

the age of 65.

Higher levels of receipts by the federal govern-

ment would offset most of the additional spending.

The Administration's proposal would increase ex-

cise taxes on tobacco products, levy a payroll tax on

employers that established corporate alliances, ex-

tend the Medicare Hospital Insurance tax and cover-

age to all employees of state and local governments,

exclude health insurance from cafeteria plans, estab-

lish a temporary annual assessment on employers

that now provide health benefits for early retirees,

and make permanent the tax deduction for health

insurance premiums of the self-employed. By limit-

ing the rate of growth of health insiuance pre-

miums, the proposal would also reduce spending by

employers for health insurance, raise earnings or

other taxable income by a corresponding amount,

and increase collections of income and payroll

taxes.

On average, the Administration's health pro-

posal would increase the projected deficit by less

than $15 billion a year between 1995 and 2004 (see

Table 2-2). In the last few years of that period,

however, the proposal's effect on the deficit gradu-

ally dissipates. After 2004, the proposal could

potentially reduce the deficit

Health Insurance Premiums

How the Proposal Affects

On-Budget Programs and
Social Security

The Administration's health proposal would affect

on-budget federal spending in several ways. It

Determining the average premium to be paid to

health insurance plans is one of the most critical

elements in estimating the cost of federal subsidies.

The higher the estimated premium, the higher will

be the estimate of subsidy payments by the federal

government
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CBO's estimatiof! of the average premium fol-

lows the methodology specified in Section 6002 of

the Administntion'i prcpoul. The rarimrt* pnv
ceeds in three steps: oinilalf the initial amoont of

health spending ki the baieline that would be paid

for by premiums collected by the alliance*; inoease

that baae amcMat in proportioii to the wtpacted in-

crease in the use of health services by individuals

who are currently uninsured or who have coverage

that is less comprehensive than the standard benefit

package; and (Uvide the result by the number of

people covered by fin«nr* premiums. The calcula-

tion of the average premium excludes spending on

behalf of Mfdirajd cash recipients, for whom the

T^to2-2.
EMhMtod On-BudgM and Social SMurtty Eflaeti pf ttw AdmlnMrMlon'a HmWi PropcMal

(By «Mal yMT, in bMiew of doUwa)
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alliances would be separately reimbursed, and

spending for people who would not be participating

in health alliances, such as Medicare beneficiaries

who were not employed and members of the armed

forces cm active duty.

CBO's estimate of tbe base amount of spending
includes all baseline private health insurance pre-

miums, subsidies from state and local governments
for public hospitals and clinics, half of state and

kxal subsidies for mental institutions, all Medicaid

Tabl«2-2.
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spending for noncash beneficiaries, and federal

Medicaid payments for disproportionate share hospi-

tals. For uninstired people, CBO uses an estimate

of induced demand employing the assumptions de-

scribed in its memorandum "Behavioral Assump-
tions for Estimating the Effects of Health Care Pro-

posals" (November 1993). The estimate also as-

sumes that the Administration's standard benefit

package would initially be S percent more expensive

than the average benefit of privately insured people

in the baseline.

The estimated total premiums and employer
shares per full-time-equivalent worker in 1994 for

the four types of policies specified in the Adminis-

tration's proposal are as follows:

Single Person

Married Couple

One-Parent Family

Two-Parent Family

Total

Premium

$2,100

$4,200

$4,093

$5,565

Employer
Share

$1,680

$2315

$3,033

$3,033

These estimated base premiums are assumed to in-

crease annually according to the formula specified

in the proposal, including an additional increase of

5 percent in 2001 to cover the expansion of dental

and mental health benefits scheduled in that year.^

Employers would collectively be liable for up to

80 percent of aggregate premiums (before any sub-

sidies) under the Administration's proposal. Their

actual liability would be less, however, because

families without qualified workers would themselves

be liable for the employer share. In addition, the

percentage of premiums paid by employers collec-

tively would not be the same as the percentage paid

by a particular employer. Individual employers

would acwally pay 80 percent of the average total

premium only for single workers without children.

Because the calculation of the employer share for

each worker takes into account the number of extra

workers (working spouses) in couples and families.

CBO foDows the Administnlioii's practice of using pmniusu for

1994 to illustrate the effecu of the proposal. See Domestic Policy

Coaaai, Health Seodnry: Tht Prtiidml'i Rtpon u> du Anurican

People (October 1993), pp. 111-136.

the employers of married people and single parents

(whose employer share is calculated in combination

with that of two-parent families) would generally

pay less than 80 percent of each worker's total pre-

mium. For married couples, the employer share

would be 80 percent of the total premiimis for all

couples divide by the number of couples plus extra

workers. For one-parent and two-parent families,

the employer share would equal 80 percent of the

combined total premiums for all families divided by
the combined number of families plus the number

of qualified extra workers in two-parent families.

For example, employers would pay $2,315 for

each member of a married couple who worked full

time. If only one spouse worked full time, that per-

son's employer would pay about 55 percent of the

total premium ($4,200) for the couple. If both

spouses worked full time, each spouse's employer
would pay $2,315 to the alliance, and both em-

ployers together would pay 1 10 percent of the total

premium.

On average, families would pay 20 percent of

the premium, less any subsidies from the federal

government, but specific families would pay more

or less depending on their choice of plan. In addi-

tion, families with no workers would generally be

liable for the employer share of the premium for

their type of family. CBO's estimate assumes that

the payments of employers and families arc based

on the average premium for each type.

Corporate Alliances

Firms that formed corporate alliances and their full-

time, low-income employees would not be eligible

for federal subsidies. Therefore, the estimated num-

ber of firms with more than 5,000 employees that

would elect to form a corporate health alliance is

another important factor in estimating the budgetary

effects of the Administration's proposal.

The decision to establish a corporate alliance

would depend largely on how much a firm thought

it could save by staying outside the system of re-

gional alliances. A firm would tend to find it ad-

vantageous to establish a corporate alliance if its

average employee had a much lower level of health
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spending than the average participant in a regional

alliance. But a firm that established a corporate

alliance would also bear several additional costs: a

1 percent tax on its payroll (including the earnings

of part-time workers, who must enroll in the re-

gional alliance in any event), subsidies for pre-

miums of full-time workers earning less than

$15,000 per year, and the loss of the 7.9 perccnt-of-

payroll limit on premium costs, which would other-

wise be phased in over eight years if the firm joined

the regional alliance. In addition, because ibc pay-

roU tax would start in 1996—whereas most regional

alliances are not expected to be in place until 1998-

many firms that elected to form a corporate alliance

would have to pay the tax for two years before

receiving any benefit from their decision.

Based on data from the Bureau of the Census's

Current Population Survey of March 1993, CBO
estimates that the average firm would have to ex-

pect savings in premiums of about $800 per em-

ployee in 1996 to make it advantageous to establish

a corporate alliance rather than enroll in a regional

alliance. The firms meeting this condition employ
an estimated 23 percent of the eligible employees in

large firms. That percentage would decline in later

years as corporate managers had a greater opportu-

nity to observe regional alliances in operation and

became more willing to make what would be an

irrevocable decision to join a regional alliance.

CBO estimates that after 2001, corporate alliances

would cover 1 1 percent of the eligible employees in

large firms. CBO also estimates that about three-

quarters of the employees now covered by multi-

employer plans, rural electric and telephone cooper-

atives, and the U.S. Postal Service, none of which

would be subject to the 1 percent payroll tax, would

ultimately be in corporate alliances.

Subsidies for Employers

Employers that participated in regional alliances

would generally be eligible for federal subsidies that

would limit their required premiums to 7.9 percent

of their payroll. Small firms with low average

annual wages would benefit from limits as low as

3.5 percent of their payroll. The wage brackets for

determining eligibility for these larger subsidies

would not be indexed for growth in prices or wages.

CBO based its estimate of the amount of sub-

sidy payments to employers on County Business

Patterns data for 1990 collected by the Census

Bureau. These data cover employment and payroll

for S.l million firms. CBO has adjusted the data to

match total payroll in the national income and prod-

uct accounts for 1990 and to reflect growth in em-

ployment and wages after that year.

An employer's required premiums would de-

pend on the number of its workers who were en-

rolled in regional alliances and on their family type.

Employers would not have to pay premiums for

employees who were dependent children under 18

or dependent full-time students under 24, or for

en^loyees who worked less than 10 hours a week;

employers would pay only p)art of the employer
share for employees working between 10 and 30

hours a week. They would pay the most for

workers in one- and two-parent families and the

least for single workers. The estimate assumes that

the relevant characteristics of each firm's work force

match the average for its size and industry, as calcu-

lated from the March 1993 Current Population

Survey.

These data allow CBO to estimate each firm's

liability for premiums as a percentage of its quali-

fied payroll. They also provide estimates of fuU-

time-cquivalent employment and average wages per

full-time-equivalent employee, which determine the

maximum percentage of its payroll that the firm

must pay. The estimated federal subsidy is the

excess of the firm's percentage liability for pre-

miums over its limit, multiplied by its qualifying

payroll.

The final estimate incorporates three adjust-

ments to the figures derived from the County Busi-

ness Patterns data. It adds subsidies for employers
not included in the data—employers of agricultural,

railroad, and domestic workers; employers in Puerto

Rico; and (after 2001) state and local governments.
It removes estimated subsidies for firms choosing to

operate a corporate health alliance. And it takes

into account incentives for low-wage workers to

minimize their premium liability by clustering in

firms. As described in Chapter 4, CBO estimates

that such clustering, or sorting—including what

already appears to be taking place without the in-

82-847 0-94-3



60

32 AN ANALYSIS OF THE ADMINISTRATION'S HEALTH PROPOSAL February 1994

centives in the Administration's proposal—would

increase the amount of subsidies to employers by 9

percent in 2000 and 14 percent in 2004.

In total, federal subsidies for employers are

projected to rise from $5 billion in 1996 to $58

billion in 2000 and $102 billion in 2004. Em-

ployers with up to 24 full-time-equivalent em-

ployecs-which includes over 90 percent of em-

ployers but only one-fifth of workers-would receive

44 percent of total federal subsidy payments to

employers. This percentage would decline over

time, however, as rising wages pushed some small

employers out of the higher subsidy brackets. Pre-

mium payments would be capped for about three-

quarters of all employers, representing over one-half

of qualified employment

The rapid increase in subsidies for employers

between 1996 and 2000 primarily reflects the grow-

ing number of workers enrolled in regional alliances

during this period. Subsidies continue to grow
thereafter because employment levels rise, health

insurance premiums increase more rapidly than

wages, and state and local governments and addi-

tional employers electing not to form corporate

alliances become eligible for subsidies.

the rules specified in the proposal, CBO grouped
individuals into health insurance units, excluded

ineligible units (for example. Medicare beneficiaries

who were not employed and people in corporate

alliances), identified units that would be subject to

special provisions (for example, recipients of Aid to

Families with Dependent Children or Supplemental

Security Income, early retirees, workers eligible for

Medicare, and the self-employed), computed the

relevant measures of income and labor force status,

and determined the premium liability and subsidy

amount for each health insurance tmiL The estimate

was then adjusted to take account of people missed

by the CPS (the so-called undercount) and people

not included in the CPS universe, such as institu-

tionalized persons and residents of Puerto Rico.

Subsidies for families would total an estimated

$54 billion in 1998. $70 billion in 2000, and $95

billion in 2(X)4. The number of families receiving a

subsidy for the family share of the premium would

rise from 40 million in 1998 to more than 50 mil-

lion in 2004. Families receiving a subsidy for the

employer share of the premium (such as those with

early retirees, sclf<mployed people, or part-time

workers) would approach 30 million in 2(X>4. By
2(X)4, half of all families would receive some

subsidy.

Subsidies for Families

Under the Administration's proposal, families (in-

cluding single people) who participated in regional

alliances would be eligible for a variety of federal

subsidies. Families with low total income could

receive subsidies for the family portion of the pre-

mium. Families with low nonwage income could

also receive subsidies for the employer share of the

iwemium, for which the family would be liable if it

did not have a full-time wage and salary worker or

the equivalent In 1998 and thereafter, retirees ages

55 to 64 could have the full amount of the employer

share of their family's premium subsidized if they

would be eligible for Medicare at age 65. Further

subsidies would help low-income families pay cost-

sharing amounts.

CBO based its estimate of premium subsidies

for families on the March 1993 Current Population

Survey (CPS). Using the data from the CPS and

Total Federal Subsidies

Employers and families would pay regional alli-

ances the premiums they owed, less the amount of

any subsidy; the federal government would, in ef-

fect pay regional alliances for the subsidies, re-

duced by the states' maintenance-of-«ffort payments

to the alliances. Those maintenancc-of-effort pay-

ments would be based on 1993 spending by the

states for standard benefits for Medicaid beneficia-

ries who did not receive cash welfare payments,

payments to disproportionate share hospitals attrib-

utable to such beneficiaries, and supplemental

(wraparound) benefits for children receiving AFDC
or SSL This amount would be updated by the

projected rate of growth of Medicaid spending

through the first year of a state's participation in the

new program and thereafter by the general health

care inflation factor combined with growth of the

population.
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CBO estimates that federal payments to regional

alliances for subsidies would total S82 billion in

1998, $108 billion in 2000, and $173 billion in

2004. Those figtires exceed the capped federal alli-

ance payments specified in the Administration's

proposal; CBO believes, however, that the caps on

payments to the alliances would not be legally bind-

ing. Section 9102 of the proposal attempts to limit

federal Uability for the subsidy costs of the pro-

gram, but the limitation does not diminish the fed-

eral government's responsibilities under the pro-

posal. The proposal would oblige the government

both to make subsidy payments on behalf of em-

ployers and families and to ensure health coverage

for all eligible people. The proposal contains no

provisions for limiting those entitlements in the face

of a fiinding gap, other than providing for expedited

Congressional consideration of the matter.

Changes in Medicare

The Administration's proposal would cover outpa-

tient prescription drugs under Medicare starting in

Table 2-3.

Estimates of Medicare Program Savings Under the Admlnlatration'a Health Propoaal

(By fiscal year, In billions of dollars)
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1996. CSO based its estimate of the cost of the

prescriptioo drug benefit on the methodology de-

tailed in its study Updated Estimates of Medicare's

Catastrophic Drug Insurance Program (October

1989). The distribution of spending for prescription

drags by Medicare beneficiaries under current poli-

cies was estimated using the 1987 National Medical

Expenditure Survey, adjusted for underreporting and

for subsequent increases in drug prices and use.

Total spending for prescription drags by Medicare

beneficiaries under the proposal was increased to

reflect additional demand for drags stemming firom

the extended insurance coverage and reduced to take

into account the limits that the proposal would im-

pose on drag prices. Medicare would pay for the

portion of this spending that exceeded the specified

deductible and coinsurance amounts. Of the in-

crease in Medicare spending, 25 percent would be

covered by an increase in premiums paid by benefi-

ciaries, and the remaining 75 percent would be cov-

ered by general revenues. All things considered, the

net cost to Medicare of the prescription drag benefit

would reach $19 billion in 2000 and $28 billion in

2004.

deductibles. Medicare would also be responsible for

paying a portion of the alliance premium for Medi-

care-eligible individuals who worked part time or

retired in the middle of a year. Based on data from

the Current Population Survey, CBO estimates that

in 1998 this provision would reduce the number of

people receiving primary coverage through Medi-

care by 2.5 million, of whom about 0.7 million

would be the disabled spouses of workers. CBO
assumes that most of this group would remain en-

rolled in Medicare's Supplementary Medical Insur-

ance program to receive the secondary coverage that

it would provide. On balance, these changes would

save Medicare an estimated $6 billion in 1998, $8

billion in 2000, and $10 billion in 2004.

Other elements of the Administration's proposal

would increase Medicare spending by about $2

billion a year. Most of that increase would repre-

sent payments to the Department of Defense for

care provided to Medicare-eligible individuals who
enrolled in a health plan operated by the Defense

Department

As noted in Chapter 1, reductions in Medicare

spending would provide a major part of the funding

for the Administration's proposal. The proposed

savings would grow from $19 billion in 1998 to

$37 billion in 2000 and $77 billion in 2004 (see

Table 2-3 on page 33). Most of the cuts would be

made in reimbursements to hospitals, physicians,

and other providers of health care services. Benefi-

ciaries would also be required to pay higher premi-

imis for Supplementary Medical Insurance and part

of the cost of laboratory services and home health

care. CBO estimated the savings from these provi-

sions by applying the proposed changes in the reim-

bursement formulas and cost-sharing requirements

to its baseline projections for the types of spending

that would be affected.

Under the Administration's proposal, people

eligible for Medicare who were employed or who
were married to a worker would receive their pri-

mary coverage through an alliance rather than

through Medicare. Medicare would continue to

provide secondary coverage for benefits that it cov-

ered but that were not in the standard benefit pack-

age, including coverage of certain copayments and

Changes in Medicaid

Under the Administration's proposal, some people
who currently receive certain health benefits frx>m

Medicaid would receive them from the alliances or

from other programs instead. Medicaid would no

longer cover standard benefits for beneficiaries who

did not receive cash welfare payments, supplemental

services for poor children with special needs, or

pharmaceuticals covered by the new Medicare drag

benefit CBO's estimates of the savings from this

discontinued Medicaid coverage reflect the baseline

projections of spending for these items. The esti-

mated savings would grow from $31 billion in 2000

to $48 billion in 2004.

Medicaid would continue to cover recipients of

cash welfare payments, who would receive services

through the regional alliances, but federal payments
would be cut Initially, the federal government
would pay only 95 percent of what it would have

paid under current law. Thereafter, premiums for

Medicaid beneficiaries would grow at the same rate

as other premiums in the regional alliances. In

addition, Medicaid would no longer make payments
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for disproportionate share hospitals (DSH). Limit-

ing the growth of premiums and cutting DSH pay-

ments would save Medicaid $24 billion in 2000 and

$45 billion in 2004.

The Administration's proposal would liberalize

eligibility for long-term care benefits, speed up

payments fw services, reduce administrative ex-

penses, and make other small changes to the Medic-

aid program. Those changes would, on balance, in-

crease Medicaid spending slighdy.

Long-Term Care Benefit

The Administration's proposal would establish a

new entitlement program to help states finance home-

and conununity-bascd care for the severely dis-

abled. The proposal would limit spending for this

new program to specified amounts, plus the amount

of federal savings for home- and community-based

services under Medicaid. CBO assumes that the

states would spend about one-quarter of their sav-

ings on optional Medicaid services. Net of the

savings to Medicaid, this program would cost the

federal government an estimated $20 billion in 2000

and $40 billion in 2004.

Changes in Other Federal Programs

The Administration's proposal would also affect

several other federal programs. It would establish a

new program for poor children to provide supple-

mentary benefits not included in the standard benefit

package, restructure the system of subsidies for

graduate medical education and academic health

centers, expand the activities of the Public Health

Service, and fiilly fund the Special Supplemental

Food Program for Women, Infants, and Children.

The Departments of Defense and Veterans Affairs

would receive payments from regional alliances for

health services provided to some members of their

health plans. The Federal Employees Health Bene-

fits program would save money from the limits on

premiums, which would slow the growth of its

spending, and fit)m being relieved of part of its

responsibility for subsidizing the health benefits of

retirees.

The availability of universal health insurance

and the subsidization of health insurance for retirees

ages 55 to 64 would encourage some older workers

to retire earlier. CBO estimates that these changes

would add 215,000 more retired workers ages 62 to

64 to Social Security's benefit rolls in 2000 and

would raise Social Security outlays by $2 billion.

Over the long term. Social Security would incur no

additional costs, because benefits are actuarially

reduced for early retirement

Changes in Revenues

The Joint Committee on Taxation has estimated the

impact of the provisions of the proposal that would

affect on-budget federal revenues and Social Secu-

rity payroll taxes. By 2004, more than half of the

new revenues would stem firom increases in income

and payroll taxes on the additional taxable income

generated by the proposal. The limits on premiums
and other elements of the Administration's proposal

would sharply reduce the growth of employer

spending for health insurance. By 2004, employers

would save about $90 bUlion for active workers and

more than $15 billion for early retirees. The esti-

mate assumes that the lion's share of those savings

wotild be returned to workers in the form of higher

cash wages and that most of the rest of the savings

would be reflected in higher corporate profits.

(These assumptions, which reflect long-established

conventions of revenue estimation, are examined in

Chapter 4.) Federal revenues would rise because

the additional wages and profits would be subject to

income and payroll taxation. The additional reve-

nues would total $34 billion in 2004. Other provi-

sions that would significantly increase on-budget

and Social Security revenues include an increase in

the excise tax on tobacco ($10 billion in 2004) and

the exclusion of health insurance from cafeteria

plans ($7 billion).

How CBO's Estimates

Compare with Those of

the Administration

In its budget for fiscal year 1995, the Administra-

tion estimates that its health proposal would reduce

the deficit by $38 billion in 2000 and by a cumula-
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Table 2-4.

Differences Between CBO's and the Admlnlatratlon's Estimates of the Administration's Health Proposal

(By fiscal year, In billions of dollars)

1995 1996 199: 1998 1999 2000

Administration's Estimate of Proposal's

Effect on the Deficit

Differences

-11

SOURCES: Congrssslonai Budget Office: Office of Management and Budget

a. Less than $500 million.

-IB -38

Subsidies for employers
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estimate of premiums is higher than the Administra-

tion's because it assumes that the alliance health

plans would be responsible for a larger proportion

of national health expenditures. For example, com-

pared with the Administration's estimate, CBO as-

sumes that more services for the uninsured, which

are now funded by state and local subsidies to pub-

lic hospitals, would be paid for through alliance

plans. CBO also assumes, based on consultations

with actuaries, that the standard benefit package
would be about 5 percent more expensive than the

current average benefit package for insured people.

CBO's higher estimate of premiums explains about

$15 billion of the difference between the estimates

in 2000.

As noted above and explained in Chapter 4,

CBO concludes that providing subsidies to em-

ployers based on the employer's average wage
would create an incentive for low-wage workers to

cluster in certain firms. The Administration, in

contrast, makes no explicit assumption about the

sorting of workers into firms. This difference in

assumptions explains another $4 billion of the dif-

ference between the estimates in 2000.

The remaining $6 billion difference between the

estimates of subsidies for employers stems firora

differences in estimating methodologies. CBO
based its estimate on County Business Patterns data

for specific fuins. In contrast, the Administration

based its estimate on data for people in the Current

Population Survey and imputed an average wage per

firm to each worker in the CPS sample based on the

worker's industry, state of residence, and establish-

ment size. CBO believes that the Administration's

method of imputation understates the variation in

average wages among firms and therefore substan-

tially underestimates the number of workers in firms

that would be eligible for subsidies.

Other Differences

Other differences between CBO's and the Adminis-

tration's estimates are much smaller. The two esti-

mates of the cost of subsidies for families are quite

similar; in 2000, the Administration's allowance for

behavioral changes almost exactiy offsets CBO's

higher premiums.

CBO's estimates of maintenance-of-effort pay-

ments by the states are slightiy lower than those of

the Administration, with the difference reaching $3

billion by 2000. Maintcnance-of-effort payments

would be based on spending by states in 1993 on

behalf of Medicaid recipients who were not benefi-

ciaries of AFDC or SSI or eligible for Medicare.

CBO's estimate of the proportion of Medicaid

spending that falls in this category is derived from

data reported by the states to the Health Care Fi-

nancing Administration; it is smaller than the figure

assumed by the Administration.

CBO and the Administration differ slightiy in

their estimates of the costs of the proposed Medi-

care drug benefit and the long-term care benefit.

CBO's estimate of the cost of the drug benefit is

$2 billion higher than the Administration's in 2000.

CBO assumes a higher level of spending for drugs

in the baseline, but the Administration assumes a

larger increase in demand fixjra the new benefit.

CBO's estimate of the long-term care benefit ex-

ceeds the Administration's estimate because of

CBO's assumption that the states will spend about

one-quarter of their savings on optional Medicaid

services. Another difference in the two sets of

estimates is that the Administration's estimate in-

cludes no additional Social Security benefits for

early retirees.

The Joint Conmiittec on Taxation (JCT) has

estimated that the income from the 1 percent assess-

ment on the payroll of corporate alliance employers

would yield only $1 billion in revenues in 2000~$4

billion less than the Administration's estimate of $5

billion. In preparing its estimate, the Administration

assumed that most eligible large firms would choose

to establish corporate alliances. In contrast, CBO
and JCT have projected that firms employing only

about 15 percent of eligible employees would be in

corporate alliances in 2000. JCT has also estimated

that excluding health benefits from cafeteria plans

would gain $5 billion less in revenues in 2000 than

the Administration has calculated. The difference

arises from JCT's assumption that a smaller fi-action

of the health benefits that could no longer be pro-

vided through cafeteria plans would end up as

wages.
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Sensitivity of the Estimates

to Premium Levels

The impact of the Administration's proposal on the

deficit is highly sensitive to the assumed level of

health insurance premiums in the alliances. The

higher the average premium, the greater will be the

federal subsidy payments, the smaller the increase in

taxable incomes, and the bigger the increase in the

deficit CBO has illustrated this sensitivity by esti-

mating the financial impact of the Administration's

proposal under two additional sets of premiums: that

of the Administration, which is roughly 15 percent
below CBO's, and a set that is 10 percent higher
than CBO's.

Using the Administration's premiums, CBO
estimates that the Administration's proposal would

reduce the deficit in 1999 and later years. The
reduction would amount to $17 bUlion in 2000 and

$40 billion in 2004. The reduction in the deficit in

2000 would still be about $20 billion less than the

Table 2-5.

Sources and Uses of Funds of the Health Alliances

(By fiscal year, In billions of dollars)

1996 1997 1998 1999 2000 2001 2002 2003 2004

Nonfederal

Employer payments
Household payments
State share of Medicaid

State maintenance-of-

effort payments
Subtotal, Nonfederal

Federal

Subsidies

Federal share of Medicaid

Other federal payments
Subtotal. Federal

Total, All Sources
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Administration's own estimate, but removing the

difference in assumed premiums would eliminate

more than half of the total difTerence between

CBO's and the Administration's estimates. If pre-

miums were 10 percent higher than CBO has as-

sumed, the proposal would add substantially to the

deficit each year—$52 billion in 1998, $36 billion in

2000, and $38 billion in 2004.

Sources and Uses of Funds
of the Health Alliances

Although the Administration's proposal would have

only a modest effect on the federal deficit, the flows

of funds into and out of the regional and corporate

health alliances would be substantial (see Table

2-5). Payments to health insurance plans would

constitute by far the largest of the alliances' outlays.

Alliances would receive payments of premiums
from employers and households and maintenance-

of-effort payments and payments on behalf of Med-

icaid beneficiaries from the states. The U.S. Trea-

sury would also make payments to the alliances for

subsidies for employers and households, the federal

share of Medicaid, and premiums for federal civilian

employees and certain people eligible for Medicare.

AUiances would make payments to other aUiances

in cases in which a household could choose its

source of coverage, but these interalliance payments
would have no net effect.
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Chapter Three

Budgetary Treatment
of the Proposal

The
Budget of the United States Government

serves many purposes. Not only is the bud-

get a fuancial accounting of the receipts

and expenditures of the federal government; it also

sets forth a plan for allocating resources-bctween

the public and private sectors and within the public

sector-to meet national objectives.

Ever since the outlines of the Administration's

health proposal became known, policymakers and

the media have expressed considerable interest in

how it would be treated in the federal budget.

Some observers contend that the program would not

receive an appropriate degree of scrutiny if the

budget did not include all of its financial transac-

tions. If the financial activities mandated by the

new program were not part of the budget, they

argue, fiscal discipline might suffer, activities that

are now in the budget might be transferred to non-

budget entities that were not subject to the oversight

and restraints characteristically imposed on budget

accounts. Others fear that labeling all of the pro-

gram's financial flows as budgetary might preclude

a reasoned consideration of the proposal's merits by

raising concerns about the size of the public sector.

The choice of budgetary treatment could also affect

which Congressional committees are given primary

jurisdiction over the proposal.

The issue of budgetary treatment is not peculiar

to the health reform initiative. Every time the Con-

gress considers or enacts a bill that establishes a

new program, the Congressional Budget Office and

the Office of Management and Budget must con-

sider whether and how it should be shown in the

federal budget. For most pieces of legislation, this

is a relatively easy caU. But for some bills, such as

major health reform proposals, that assessment is

marked by some ambigwty and considerable com-

plexity.

This chapter discusses the appropriate budgetary

treatment of the Administration's health proposal,

particularly the treatment of the payments to and

firom the regional and corporate alliances. It first

examines the two main sources of guidance on bud-

getary classtfication-the Report of the President's

Commission on Budget Concepts and the current

budgetary treatment of programs analogous to the

President's plan. It finds that these sources can

inform the decision on how to treat the Administra-

tion's proposal but by themselves cannot resolve the

The second and third sections of this chapter ex-

plain CBO's view: the financial transactions of the

health alliances should be included in the accounts

of the federal government, but they should be dis-

tinguished firom other federal operations and shown

separately, as is the practice for the Social Security

program. CBO bases this view primarily on its

judgment that the Administration's proposal would

establish a federal entitlement to health benefits and

that the mandatory premiums used to finance the

new entitlement would constitute an exercise of

sovereign power. CBO's view on these matters is

only advisory; ultimately, the Congress and the

President should explicitly address the issue through

legislation to ensure the appropriate public control

of and accountability for the transactions of the

alliances.
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Guidelines for Budgetary
Classification

Certain elements of the Administration's proposal

are unambiguously federal activities that all agree

should be included in the budget-for example, the

increase in the tax on tobacco, the subsidies for

individuals and employers, the expansion of certain

discretionary programs, and the changes in Medicare

and Medicaid. But what about the premiums that

individuals and employers pay to the health alli-

ances and the payments by the alliances to the vari-

ous health plans? Are the aUiances private or state

entities that belong outside the federal budget? Or

are they, for most practical purposes, creatures of

the federal government, whose income and outgo

should all be included in the federal government's

accounts?

In answering such questions, budget analysts

normally consult two sources for guidance. One is

the 1967 Report of the President's Commission on

Budget Concepts. The other is budgetary prece-

dents. Because of the unique features of the Ad-

ministration's health proposal, neither source pro-

vides an unambiguous answer.

The President's Commission

on Budget Concepts

In March 1967, President Lyndon B. Johnson ap-

pointed a 15-member commission to advise him on

budgetary concepts and presentation. The commis-

sion issued its report in October of that year, and

the budget that the President submitted in January

1968 reflected most of its recommendations-nota-

bly, the institution of a unified federal budget The

commission's proposal to record federal credit trans-

actions in the budget on a subsidy-cost basis was

not adopted until 1990, with the passage of the

Federal Credit Reform Act. A few recommenda-

tions-for example, the use of accrual accounting

instead of cash accounting-have never been fully

implemented.

Although the Report of the President's Commis-

sion on Budget Concepts has no legal status, it

remains to this day the only authoritative statement

on federal budgetary accounting. The commission's

most important recommendation was for a compre-

hensive budget with few exclusions. To work

well," the commission stated, "the govermnental

budget process should encompass the full scope of

the programs and transactions that are within the

Federal sector and not subject to the economic

disciplines of the marketplace." The commission

recommended that "the budget should, as a general

rule, be comprehensive of the full range of Federal

activities. Borderline agencies and transactions

should be included in the budget unless there are

exceptionally persuasive reasons for exclusion."'

The commission recognized that its recommen-

dation posed "practical questions as to precisely

what outlays and receipts should he in the budget of

the federal govermnent The answer to this question

is not always as obvious as it may seem: the bound-

aries of the federal establishment are sometimes dif-

ficult to draw." The commission proposed a series

of questions to help make this determination: "Who

owns the agency? Who supplies its capital? Who
selects its managers? Do the Congress and the

President have control over the agency's program

and budget, or are the agency's policies the respon-

sibility of the Congress or the President only in

some broad ultimate sense? The answer to no one

of these questions is conclusive, and at the margin,

where boundary questions arise, decisions have been

made on the basis of a net weighing of as many
relevant considerations as possible."^

The report cited some exceptions, though, to its

recommendation of a comprehensive budget. For

example, even though the Federal Reserve System is

clearly a federal operation, the commission recom-

mended that its receipts and expenditures be ex-

cluded from the budget, in part to protect the inde-

pendence of the nation's monetary authorities. The

commission reconunended that the local receipts

and expenditures of the District of Columbia be ex-

cluded as well, even though the District is a federal

1 . Rtpon of Ac Preiitiem 'i Commission en Budget Concepts (OcJO-

ber 1987), pp. 24-25.

2. Ibid.
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enclave. The commission fiirther recommended that

government-sponsored enterprises be omitted from

the budget when such enterprises were "completely

privately owned." Because the Administration's

proposal shares some of the characteristics of these

exceptions but lacks others, no one can be sure how
the commission would have treated the health alli-

ances, had they been on the horizon in 1%7.

The commission also considered the issue of

when to offset receipts against expenditures in pre-

senting the government's fiscal totals. For fiscal

year 1993, the Department of the Treasury reported

federal outlays of $1,408 billion, federal govern-

mental receipts of $1,153 billion, and a deficit of

$255 billion. The figure for governmental receipts

includes most of the funds that the government
collects (for example, income and payroll taxes).

But the budget treats some of the govenmient's

income, such as proceeds from the sale of stamps

by the Postal Service, as an offset to its outlays.

"For purposes of summary budget totals," the

commission recommended, "receipts from activities

which are essentially governmental in character, in-

volving regulation or compulsion, should be re-

garded as receipts. But receipts associated with

activities which are operated as business-type enter-

prises, or which are market-oriented in character,

should be included as offsets to the expenditures to

which they relate." Among the various items that

should be treated as budget receipts the commission

listed both employment taxes and social insurance

premiums.'

Budgetary Precedents

Another way to inform judgment is by examining

relevant precedents. Yet this approach is also in-

complete, because the Administration's health pro-

posal differs significantly from existing programs

and because existing accounting practices are incon-

sistent

In one major instance—the unemployment insur-

ance (UI) program-the federal budget includes in

3. Ibid., p. 65.

its entirety a joint activity of the federal and state

governments. The Social Security Act of 1935 cre-

ated the UI program and established a federal tax

liability. Under the program, states are free to set

tax rates, benefit levels, and eligibility requirements

within certain limits. States that establish a feder-

ally approved UI system and impose their own pay-

roll tax receive a partial credit against the federal UI

tax. The federal tax pays for federal and state ad-

ministration of unemployment insurance, 97 percent

of the cost of employment services, and 50 percent

of the cost of extended benefits during periods of

high unemployment in a state. The state and federal

taxes alike are deposited in trust funds held by the

U.S. Treasury, and the federal budget records all of

the funds' revenues and spending.

In other instances, the federal budget includes

only part of the cost of a joint federal/state program.

For example, if a state establishes a program of

Medicaid or Aid to Families with Dependent Chil-

dren that meets the terms of the Social Security Act,

the federal government pays a prescribed share of

the costs, and the budget includes only that federal

payment. Unlike the case of unemployment insur-

ance, however, the federal government imposes no

tax or other penalty if a state fails to establish a

Medicaid or AFDC program.

The Coal Industry Retiree Health Benefit Pro-

gram is part of the federal budget, although its

funds do not pass through the Treasury. EstabUshed

by the Energy Policy Act of 1992, this program

guarantees lifetime health benefits for certain miners

and their dependents and requires coal companies to

pay health insurance premiums to two privately

managed trust funds on behalf of those miners,

including some who never worked for the compa-
nies in question. Even though the benefit plans are

nominally private and the federal govenmient plays

no role in selecting their trustees, the plans' receipts

and spending are included in the federal budget

because federal law both requires payment and de-

termines the use of the money.

The budgetary treatment of the promotional

boards for agricultural commodities is at odds with

that of the Coal Industry Retiree Health Benefit

Program. Federal law has established 17 of these

boards since 1955. The boards collect assessments
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from domestic producers (and sometimes importers

and marketers) and use those funds to promote con-

sumption of a particular commodity, such as dairy

products or cut flowers. The Secretary of Agricul-

ture appoints most of the boards, and federal law

establishes and enforces payment of the assess-

ments. Yet despite this substantial federal role, the

budget docs not include the transactions of the

boards.

Still other comparisons are possible between the

Administration's proposal and various federal regu-

latory activities. For example, the federal govern-

ment requires employers to meet conditions govern-

ing the wages and hours of workers (under the Fair

Labor Standards Act of 1938), occupational safety

and health (under the Occupational Safety and

Health Act of 1970), and the treatment of persons

with disabilities (under the Americans with Disabili-

ties Act of 1990). All of these laws impose sub-

stantial costs on employers and may affect the

amount and type of compensation that employees

receive, but the budget includes none of their costs.

Looking at these budgetary precedents does not

resolve the issue of how to treat the Administra-

tion's health proposal. The proposal bears a resem-

blance to all of the programs cited, but it also shows

significant differences. Which is the most appropri-

ate comparison? Is the proposal most like the un-

employment insurance program, AFDC or Medicaid,

the Coal Industry Retiree Health Benefit Program,

the promotional boards for agricultural commodities,

the mandates of the Americans with Disabilities

Act, or some other program? The answer is, again,

a matter of judgment. But even if the answer were

clear, a practice followed for a program costing

$200 million might not be appropriate for one cost-

ing $500 billion.

ity or transaction that remains essentially private?

If the activity is primarily governmental, is it a

federal activity, a state activity, a shared federal/

state activity, or some new hybrid? If the answen
to these two questions indicate that the program

belongs in the accounts of the federal government, a

third question arises: How should the program be

displayed in, and controlled through, the budget?

Considering the Administration's proposal in its

entirety, the Congressional Budget Office concludes

that it establishes both a federal entitlement to

health benefits and a system of mandatory payments
to finance those benefits. In administering the pro-

posed program, regional alliances, corporate alli-

ances, and state single-payer plans (if any) would

operate primarily as agents of the federal govern-
ment Therefore, CBO beUeves that the financial

transactions of the health alliances should be in-

cluded in the federal govenmient's accounts and

that the premium payments should be shown as

governmental receipts rather than as offsets to

spending. Nonetheless, because of the uniqueness

and vast size of the program, the budget document

should distinguish the transactions of the alliances

from other federal operations and show them sepa-

rately, as is the practice for Social Security. CBO's

view, as noted earlier, is solely advisory. The Presi-

dent and the Congress should ultimately resolve the

debate over the proposal's budgetary treatment

through legislation.

Why Should the Health

Alliances Be Included in

the Accounts of the

Federal Government?

CBO's Assessment

Determining the appropriate budgetary treatment of

a program like health reform involves answering not

one but a series of questions. Is the program fimda-

mentally governmental in nature, or does the legis-

lation seek to facilitate, regulate, or guide an activ-

Two factors shape CBO's view that the proposed
health alliances should be included in the federal

government's accounts-a review of budgetary con-

cepts and precedents and the need to ensure fiscal

accountability and control. In addition, the public's

perception of the nature of the new program de-

serves some consideration.
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Budgetary Concepts and Precedents

More than a govenunent regulation, the Administra-

tion's proposal specifies outcomes, dictates the

means by which the outcomes must be achieved,

prescribes the financing mechanism that must be

used, and enforces the prescribed transactions. The
first section of Title I creates a universal entitlement

to a set of benefits that are defined in considerable

detail. The benefits would not be restricted to those

who already receive similar benefits, nor would

nonpayment of premiums be grounds for a health

plan or health alliance to deny benefits. Thus, the

program does more than redefine the terms or con-

ditions of preexisting private transactions, which is

how one might characterize the miriimiim wage, for

example.

The Administration's proposal establishes an ex-

plicit financing mechanism for the standard benefit

package. It requires employers (except those large

firms that choose to form corporate alliances), em-

ployees, and nonworkers to pay premiums to the

regional alliances. A federal entity~the National

Health Board—and a set of subsidies specified in

federal law would largely determine the levels of

those payments. The premiums would be manda-

tory, although many participants would imdoubtedly

pay them gladly in return for the program's health

benefits, just as many would voluntarily contribute

to Social Security in return for that program's retire-

ment, survivors, and disability benefits. The pro-

posal would also require states to make specified

payments (for example, Medicaid maintenance-of-

effort payments) to their regional alliances.

The National Health Board and the Departments
of Health and Human Services and Labor would

play important roles in the creation and day-to-day

operation of the new health system. The board

would approve the states' health care systems, im-

pose sanctions on those systems that failed to meet

federal requirements, develop a methodology for

risk adjustment and reinsurance, set capital stan-

dards for health plans in the regional alliances,

develop standards for states' guaranty funds, and

oversee and monitor the system. The Secretary of

Health and Human Services would develop stan-

dards for the financial management of the health

alliances, audit the regional alliances, and certify

essential community providers with whom plans
would have to affiliate. The Secretary of Labor

would be responsible for the proper functioning of

the corporate alliances and could impose civil mon-

etary penalties for noncompliance.

Although the federal government would play a

very large role, the proposal would assign substan-

tial responsibilities—and leave some discretion—to

the states, the regional alliances, corporations, and

individuals. States would establish and define the

geographic boimdaries of the regional aUiances, en-

sure that the amounts owed to the alliances were

collected and paid, assist alliances in verifying eligi-

bility for subsidies, certify health plans and assure

their fiscal solvency, ensure that aU residents had

access to an adequate choice of health plans, estab-

lish a reinsurance program for health plans, and pro-
vide a gtiaranty fiind. If they chose, states could

assign the responsibilities of the alliances to a state

agency. They could also establish a single-payer

plan, which would affect the amount of choice

offered to the state's residents, the governance of

the system, and (within specified limits) the sys-

tem's financing.

The regional alliances would be charged with

making agreements with qualified health plans and

offering those plans to the residents of their areas.

The alliances would ensure that people enrolled in

health plans, collect premiums, determine eligibility

for subsidies, evaluate the performance of health

plans, ensure that the plans stayed within budget,

adjust payments to plans for different levels of risk,

establish fee schedules for services, and coordinate

activities with those of other alliances. In addition,

health plans in the regional alliances would offer

participants the option of purchasing supplementary
insurance to cover certain cost-sharing requirements
of the standard benefit package and could offer

supplementary insurance for items not included in

the standard package. As proposed, the alliances'

income from premiums and their payments to the

health plans would not pass through the Treasury's
accounts.

Large corporations would be able to establish

corporate alliances that would perform the basic

functions of regional aUiances. Large corporations
would also have some discretion in shaping the
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options that their corporate alliances offered to

employees. The Administration's proposal would

impose no limits on the amount a corporation could

initially pay for the insurance it provided to its

workers, but it does specify the minimum fraction

of the costs that the firm would have to pay and the

rate by which premiums could grow. The premi-

ums and payments would not flow though the re-

gional alliances, and the subsidies to individuals

would be largely the responsibility of the corpora-

tion, which would be required to pay at least 95

percent of the costs of insuring its low-wage
workers. The proposal would require corporate

alliances to offer at least three health plans (includ-

ing one fee-for-service plan and two others, such as

health maintenance organizations), employ commu-

nity rating, use the same medical fee schedules as

the regional alliances, and satisfy much the same re-

quirements for information as the regional alliances.

Individuals in both regional and corporate

alliances would have a choice of health plans, and

their premiums would vary according to the plan

they chose and their income. People would also

have the option of purchasing supplementary health

insurance.

Are these discretionary aspects of the proposal

sufficient to classify the new program as a regula-

tory activity or a shared federal/state program? The

answer to this question is a matter of judgment No

sharp Une separates regulatory activities that are

outside the budget from governmental activities that

are within it In this case, when the federal govern-

ment specifics not only an outcome but also how

the outcome is to be achieved, Umits the ways in

which the activity can be financed, makes a substan-

tial financial contribution, and calls for the creation

of new institutions to carry out the activity, CBO
concludes that the boundaries of regulation have

been crossed.

In partictilar, this appears to be the case with

respect to the regional alliances. Federal statute

would establish and define these new institutions.

The terms and financing of the insurance they of-

fered would be specified by federal law, and their

activities would be regulated and monitored by the

Departments of Labor and Health and Human Ser-

vices. This situation differs from cases in which the

federal government requires existing institutions-

states or businesses—to take on added responsibili-

ties and leaves open the choice of how they would

finance them.

The corporate alliances, which have many of the

characteristics of private entities, would for all prac-

tical purposes be standing in for a governmental or

quasi-governmental agency—the regional alliance. If

a large corporation chose not to establish its own

alliance, it would have to participate in the regional

alliances. If a corporate alliance did not comply
with federal regulations or became financially insol-

vent, it could be terminated by the Secretary of

Labor. If a state chose to establish a single-payer

system, it could deny the large corporations operat-

ing within its borders the option of establishing a

corporate alliance.

The important role and flexibility afforded to

states and regional alliances do not appear to be

sufficient to classify the proposal as a shared fed-

eral/state program like AFE>C or Medicaid. Indeed,

the level of federal involvement would far exceed

that of existing entitlement grant programs. Re-

gional alliances would be able to borrow from the

federal government and would receive start-up

grants from Washington. In addition, they would be

granted powers that could only flow fiwrn federal

authority. For example, they would have the power
to extract premium payments from businesses in

other states that employed their residents, even

when those businesses engaged in no activity in the

alliance's state. Federal law would establish a com-

plex set of financial flows among alliances. Those

flows would cover people who moved either tempo-

rarily or permanentiy, full-time students who at-

tended schools located in other alliance areas, and

multiworker families in which one or more workers

could be covered by a corporate alliance.

As described in Chapter 1, federal agencies

would play an important role in ensuring that states

and alliances fiilfilled the requirements specified in

the proposal. If a state did not establish a system of

alliances according to the law, or if the National

Health Board terminated its approval of a state's

system, the Secretary of Health and Human Services

would establish and operate a system of alliances

and would impose a surcharge of 15 percent on
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premiums to cover additional administrative and

other expenses. This backstop is even stronger than

the one in the unemployment insurance program,
which establishes a federal payroll tax liability that

can be largely offset by state unemployment payroll

taxes.

The universality of the entitlement distinguishes

the Administration's health proposal from programs-
such as AFDC and Medicaid. In those two pro-

grams, states have the option of not participating.

(Until 1982, Arizona did not participate in Med-

icaid.) The Administration's profrasal would require

everyone to participate; it would also require states

to make specific payments to their regional alliances

for noncash beneficiaries of Medicaid and for addi-

tional benefits for certain children receiving AFDC
or Supplemental Security Income.

The significant financial role that payments
from the U.S. Treasury would play in the new pro-

gram reinforces the impression that it would be

predominantly a federal, not a state, activity. By
2004, about 30 percent of the payments to the

health alliances would be federal subsidies to low-

income families and employers, payments for Med-

icaid beneficiaries, and the like. And the financial

role of the Treasury in the regional alliances could

grow even bigger if many Medicare recipients and

military dependents currently receiving federal

health services chose to participate in the alliances

instead. In contrast, the states would have a much
smaller financial role.

Even the voluntary aspects of the new program
do not by themselves resolve the issue of budgetary

treatment. The fact that individual could choose

the plan they wanted, and thus theVpremium they

would pay, is balanced by the constraints that fed-

eral law and regulation would place on^the benefits

and the charges. The benefits and cost sharing

would be set by legislation, and ultimately the Na-

tional Health Board would limit the average pre-

mium in each area. The voluntary nature of supple-

mentary cost-sharing insurance—people can decide

whether or not to purchase it—must be weighed

against the fact that federal law would define its

scope, coverage, and availability. Moreover, the

proposal would require that the premiums for cost-

sharing supplements take account of the increased

use of standard benefits by those people who had

purchased the supplementary coverage. Further-

more, it is worth noting that the federal budget
includes many voluntary transactions, not the least

of which is physician insurance under Medicare.

On balance, the new program seems to represent

an activity of the federal government that relies on

the exercise of sovereign power. The universality

of the entitlement, the mandatory nature of the

premiums, and the major financial participation of

the U.S. Treasury outweigh other considerations.

Although the states and the alliances would have

important roles and responsibilities, they would be

acting largely as agents of the federal government.

Fiscal Accountability and Control

The second reason for including the health alliances

in the federal govenunent's accounts is the need for

accountability and control. Since the alliances

would be agents of the federal government, their

financial flows should be subject to a level of over-

sight and control similar to that accorded programs
that are included in the federal budget.

It is particularly important that the activities of

the health alliances be subject to some fiscal re-

straints and limits as long as tight controls govern
other federal activities. Discretionary appropriations

are currently limited by caps on budget authority

and outlays. Receipts and direct spending programs
are constrained by pay-as-you-go rules. Social

Security, which is classified as off-budget, is subject

to its own set of rules, which are designed to pre-

vent the depletion of the program's reserves.

The Administration's health proposal would

establish many financial flows between the Treasury
and the health alliances. Payments would flow from

the Treasury to the alliances for subsidies to indi-

viduals and employers, for recipients of cash wel-

fare benefits, and for Medicare beneficiaries who

chose to stay in an alliance plan. The Treasury

would receive payments from the alliances for grad-

uate medical education and for participants who
chose to get their health care through plans estab-

lished by the Department of Defense, Department of

Veterans Affairs, or Indian Health Service. If the
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activities of the health alliances were not subject to

fiscal control, the restraints on federal spending and

receipts could easily be cireumvented by altering

these financial flows or creating new ones.

For example, the Congress could lower die

mandatory payments that the federal and state gov-
ernments would make to the alliances to pay for the

health benefits of Medicaid cash beneficiaries firjm

95 percent of their previous payments to, say, 75

percent If the alliances were exempted from the

budgetary discipline imposed on most other federal

activities, cutting those payments would appear to

reduce federal spending and would add room on the

pay-as-you-go scorecard, even if individuals and

employers were required to pay higher health insur-

ance premiums to cover the receipts lost to the

alliances.

Similarly, the Congress could require health

plans to cover needs and activities that are currently

provided through discretionary appropriations, such

as nutritional assistance for infants and pregnant

women. This move would free up resources under

the discretionary spending limits of the budget and

make the health alliances bear added burdens if they

were not subject to appropriate budgetary controls.

Increasing the limits on the percentage of their

payrolls that employers contributed to the regional

alliances would appear to have very different effects

on the federal government's finances depending on

how the budget treated the alliances. If the alli-

ances were included in the government's accounts,

higher employer payments would be recorded as an

increase in governmental receipts. If the alliances

were excluded, any rise in employers' payments
would be shown as a spending cut, because it would

reduce federal subsidies to the alliances.

Preventing budgetary gamesmanship requires

that corporate alliances and state single-payer

plans—not just regional alliances—be included in the

federal government's accounts. Otherwise, legisla-

tion could create the semblance of budgetary sav-

ings by expanding the corporate alliances or by

creating additional incentives for states to operate

single-payer systems. Including the corporate alli-

ances and the state plans would also avoid meaning-
less changes in the fiscal totals that could arise if

several large firms terminated their corporate alli-

ances or if the Secretary of Health and Human
Services was forced to take over a state's system of

alliances.

The Congress has several options available for

controlling the financial activities of the health

alliances. It could subject the alliances to the same

fiscal controls that govern the rest of the federal

government's activities, or set up a separate set of

controls for them, or both. Without a full account-

ing and some sort of control, however, the income

and outgo of the health alliances would escape the

scrutiny that is essential when the federal govern-
ment takes resources fit>m individuals and busi-

nesses and uses them to meet a national objective.

Public Perception

Some policymakers and citizens may wonder

whether including the health alliances in the federal

government's accounts defies common sense and

the public's perception of the nature of the new pro-

gram. Why should the government's accounts show

transactions that, for most workers, are like those

that already occur in the private sector? The answer

is that the budgetary status of a federal activity is

not determined by whether the private sector pro-

vides the same service. Very few federal programs
would be included in the budget if the criterion for

inclusion were that there be no comparable private

spending. Many federal programs that appear in the

budget are largely an extension of prior practices in

the private sector. For example, loans to businesses

and individuals, medical research, and public safety

programs are a few of the large number of federal

programs that have displaced private spending to

some degree.

Many of those people who now have employ-
ment-based health insurance might be surprised at

first to be told that they had just become partici-

pants in a major new federal program, since under

the new system they might be able to keep the same

health plans that they now have and might enjoy

much the same benefits. Currently, employers (or

unions) make payments to insurance carriers that

reflect both the employers' contributions and the

employees' premiums (if any), which are deducted
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from the workers' paychecks. In the new system,

employers would make the same sorts of payments,
but they would make them to an alliance, which

would then transfer funds to the health plans that

the workers had chosen.

What would differ is that federal law rather than

the employer would determine the benefits and

premiums. Moreover, the transaction would no

longer be voluntary. The employer could not drop
or change the terms of the health insurance benefit

Similarly, employees could not opt out of their

employment-based plan, as some do now because

they do not want to pay their share of the premium
or because they are covered under a spouse's policy.

Those people who were receiving employment-
based health insurance for the first time would

initially be more accepting of the notion that they

had become participants in a government program.
Their employers, who would suddenly find them-

selves required to make payments for their employ-
ees' health insurance, would undoubtedly feel the

same way. Many nonworking and self-employed

individuals with adequate incomes who currently

choose to remain uninsured would probably con-

clude that they were part of a government program
as well.

Why Should the Health

Alliances Be Shown

Separately?

Although CBO's analysis has concluded that the

health alliances would be more like federal agencies

than like state or private entities, it has also found

that the Administration's proposal would be imique

in its form, size, scope, and complexity. In addi-

tion, the funds earmarked for the health alliances are

not intended to be used for any other federal pro-

gram. These features of the proposal argue for

showing its transactions separately in the federal

government's accounts rather than mixing them with

other federal activities.

The institutions and responsibilities that the

Administration's proposal would create would be

unlike those of any existing federal program. The

flows of premiums and spending into and out of the

alliances would dwarf the income and outgo of

Social Security, which is ctirrendy the largest fed-

eral program (see Table 2-5). TTie complexity of

the structure would be unprecedented, with regional

alliances, corporate alliances, and possibly state

single-payer plans interacting with each other and

with numerous private health plans, Medicare, Med-

icaid, the Veterans Affairs and Indian health sys-

tems, the Defense Department's health plans for

military dependents, and the federal subsidy system.

A separate budgetary accounting would make clear

the size of the program and its effect on federal

receipts and oudays.

Like Social Security, which is treated as off-

budget but included in the federal government's

consolidated accounts, the Administration's health

proposal would be financed from earmarked reve-

nues, except for the subsidies and other explicit pay-

ments from the U.S. Treasury and the states. Seg-

regating the finances of the alliances from other

federal programs would reflect the earmarked nature

of the premiums and highlight the additional subsi-

dies required.

Several practical considerations constitute fur-

ther grounds for segregating the fmances of the

health alliances. Unlike the fimds of almost all

other federal programs, those of the alliances would

not flow through the U.S. Treasury. At least ini-

tially, then, their financial data-particularly the

reports from the corporate aUiances—are likely to be

of poorer quality than those of programs currently

in the budget The Coal Industry Retiree Health

Benefit Program illustrates this point; despite its

being in the budget, its funds do not pass through

the Treasury, and problems with data collection

have thus far prevented its inclusion in the Monthly

Treasury Statement of Receipts and Outlays of the

United States Government.

Table 3-1 illustrates the budgetary display that

CBO suggests for the Administration's proposal.

Federal outlays for premium and cost-sharing sub-

sidies, Medicare, and Medicaid, and federal receipts

fit)m income and excise taxes (see Table 2-2) would

be shown on-budget Changes in Social Security

benefits and payroll taxes would be shown off-
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budget The net outlays and nonfederal receipts of

the health alliances (see Table 2-5) would be shown

in a new off-budget category, the way Social Secu-

rity is shown today, and included in the federal gov-

ernment's consolidated totals. Because the health

alliances are expected to balance their income and

outgo, including them in the totals would have no

Table 3-1.

Suggested Budgetary Display of the

Administration's Health Proposal,
Rscai Year 2004 (in biiiions of dollars)
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Chapter Four

Economic Effects of the Proposal

Any
fundamental reform of the health care

system could have profound effects on the

structure of the U.S. economy, and the

Administration's proposal is no exception.

Supporters of the Administration's ^proach

argue that it would improve the efficiency of labor

markets by reducing insurance-related job lock and

the work disincentives Medicaid beneficiaries face.

They claim that it would also improve the allocation

of resources in the economy by increasing the effi-

ciency of the health sector and strengthen the com-

petitive position of U.S. producers, particularly

those with large health burdens for retired workers.

Critics of the proposal have argued that it would

raise business costs, devastate small enterprises, put

some low-wage workers out of their jobs, encourage

many workers to leave the labor force, and ad-

versely affect the competitive position of U.S. in-

dustry.

This chapter examines the probable impact of

the Administration's proposal on important aspects

of the economy—business costs, employment, labor

markets, and international competitiveness. The

complexity of the proposal and of the current U.S.

health insurance system makes analyzing these

topics especially difficult, and few conclusions can

be reached with great precision.

Several conclusions can, however, be drawn

with relative confidence. First, the proposal would

increase the cash wages of U.S. workers (sec Chap-

ter 2). Second, the proposal would without doubt

involve a substantial redistribution of costs within

the economy, and thus would have important conse-

quences for individual workers and firms. Third,

some low-wage workers would lose their jobs be-

cause their employers would have to pay for insur-

ance, but this group is likely to be quite small;

some others may gain jobs in community-based care

for the disabled. Finally, more workers would

voluntarily leave employment in response to new

incentives created by the proposal, and some

workers would enter employment for this reason.

Although the complexity of the proposal makes

quantitative inferences imprecise, the Congressional

Budget Office estimates that the plan might reduce

the number of people in the labor force by one-

quarter of a percent to 1 percent, though it would

alter the unemployment rate litde. Perhaps more

important than its effect on the overall labor supply,

the proposal is likely to affect the current pattern of

where people work.

The Administration's proposal would affect

labor markets both by eliminating or reducing exist-

ing distortions in these markets and by introducing

new ones. Among the distortions that would be

reduced are the tendency of the current system to

lock people into certain jobs or into welfare because

they fear the loss of insurance. It would also end

the advantages big firms have in purchasing health

insurance. These are important gains. But the

proposal would also introduce some distortions of

its own: it would encourage early retirement; it

would in some cases reduce the attraction of having

more than one adult in each family work; it would

increase the cost of hiring most minimum-wage

workers; and it would encourage the grouping of

workers in firms on income lines that may not be

efficient

On balance, the new distortions in the labor

markets could outweigh the ones eliminated; should

that happen, the productive potential of the econ-
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omy would go down, and fewer people would be

engaged in market activities that produce income.

But the potential loss of market income would over-

stale any loss to the economy. People who leave

work would be doing so from choice and would be

able to do things they could not do while woiking.

Although the value of this leisure is certainly not

zero, it is not counted in gross domestic product

A fiill accounting of the proposal's effect on the

economy would have to include its possible impact
on the efficiency of the health care system. Few
analysts doubt that the current health care system
wastes resources (see Box 4-1). The proposal hopes
to reduce many of these inefficiencies. The Admin-

istration aims to cut administrative costs, foster the

growth of health maintenance organizations and

other types of plans that might be able to reduce

costs below those of fe«-for-service providers, and

make it easier for consumers to pick more cost-

effective health plans. For the most part, this report

does not address these questions of the efficiency of

the health sector.

Finally, any proposal to reform the current

health care system would introduce its own distor-

tions while eliminating others. Evaluation of the

Adniinistration's proposal should, therefore, be

based on how its costs and benefits compare with

those of the alternatives—including current policy.

Box 4-1.

Ineffidendes in the Current Health Care System

For many economists and policymakers, the large

proportion of national income going to the health

sector—some 14 percent of gross domestic product in

1993—is cause for considerable concern. Behind this

concern is a belief that health care markets as cur-

rently structured are not efficient and are prone to

excessive and unnecessary spending.' A successful

restructuring of the health care system would correct

some of these inefBciencies.

Several factors now hinder the efficient opera-

tion of the health sector. First, consumers lack key
information about the quality and price of medical

services. Treatment costs are difficult to obtain in

advance, and comparison shopping can be costly and

impractical for sick people. Patients delegate a

considerable amount of decisionmaking to their

doctors, who are trained to provide the best possible
care rather than the most cost-effective care.

Second, the widespread prevalence of health

insurance (and other third-party payers) insulates

consumers from the full cost of medical care when

they are sick Moreover, health insurance is tax

deductible when employers offer it as a fringe bene-

fit, which reduces the incentive for workers to select

less expensive policies. Because employers pick up

Congrcuiou] Budget Office, Economic Implicaacns of

Risint HeaUt Can Cosa (October 1992).

most of the bill, most employees have little idea how
much their insurance truly costs.

Becau se of these shortcomings, health care mar-

kets are not truly competitive. Providers generally
do not compete as aggressively over price as in

other sectors of the economy. Tnct^ari their compe-
tidon focuses on the nonprice aspects of medical

care. For example, hospitals try to attract patients

by offering the best and latest medical technologies
or the most comfortable surroundings—not the lowest

price. At the same time, consumers lack sufficient

bargaining clout to offset the tendency of the system
to spend too much. The payment system is rela-

tively fragmented, and providers are able to shift

costs from large organized payers (like government)
to private payers with little countervailing power.

Perhaps most important, technological change is

very rapid in the health care sector, but market con-

straints that might ensure that new technologies are

used in cost-efficient ways may not operate effec-

tively. As long as health insurance pays for new

technologies, the private sector is encouraged to

develop any iimovation. regardless of cost, that is

likely to improve the quality of care. Other coun-

tries strictly control the supply of new technology to

the health sector. But there is no effective mecha-
nism in the current U.S. system—neither a market

nor a government regulatory plan—to ensure that the

costs of new technologies will be kept in line with

their benefits.
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Key Aspects of the Proposal
That Would Affect the

Economy

The AdministratioD's proposal contains literally

hundreds of provisions that would make fundamen-

tal changes in the delivery and financing of the

nation's health care. Nevertheless, the most impor-

tant economic effects can be traced to just a few

features.

Universal Coverage

The Administration's proposal would entitle all citi-

zens and certain other people residing in the United

States to a standard package of health insurance

benefits. Unlike the current system, benefits would

no longer depend on whether or where a person

worked.

Community Rating

Insurance premiums could not vary with age or

health status. The new system would therefore in-

corporate the cost and spread the burden for people

who present the greatest health risks.

Controls on Health

Insurance Premiums

The Administration's proposal would limit the

growth of health spending by fostering competition

and capping premium costs.

Subsidies to Employers

A firm in a regional alliance would not have to pay
more than 7.9 percent of its wage and salary payroll

for its share of health insurance; instead, the govern-

ment would pay for premimns for the standard in-

surance package above that amount Lower limits

would a^ly to firms with 75 or fewer employees

and low average wages.

Subsidies to Early Retirees

The government would subsidize the average pre-

mium for early retirees. This would reduce the

incentive to continue to work, thus changing the

size of the work force.

The Effects on Health

Spending by Business

The Administration's proposal would maintain the

central role of employers in financing health care in

the United States, but would significantly alter the

distribution of costs among businesses and workers.

After 1996, the proposal would most likely reduce

the total spending of business on health care. Of

course, businesses would be asked to pay directly

for insurance for those workers who are currently

uninsured, and the Administration's proposed insur-

ance package is more generous than many firms

currently offer. Employers who formed corporate

alliances would pay an additional 1 percent payroll

tax. But although these factors would tend to in-

crease businesses' costs, they would be more than

offset after 1996 by the limits on premium growth

and the subsidies from the government

Employers' Responsibilities

Employers would be required to pay a significant

share of the health insurance premiums for virtually

all of their employees. Health benefits would no

longer be a flexible component of employee com-

pensation but rather would become an inflexible

levy on employing workers.

Big Cost Reductions

Overall for Business

When all these factors are taken into account the

total cost that all businesses together would pay for

health insurance for active workers would be about

$20 billion less in the year 2000 if the proposal

were implemented than if the cunent system were
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to coDtiiiue unchanged.' The estimated reduction in

the cost for active workers from the proposal would

be even larger in subsequent years, reaching slightly

above $90 billion in 2004.

Businesses would also benefit from a large

reduction in costs for workers taking early retire-

menL This reduction would amount to more than

$15 billion in the year 2004, and more thereafter.

older and sicker workers and those in risky jobs.

Further, community rating would benefit smaller

firms that typically pay much higher premiums than

larger firms. This leveling of costs could benefit all

small businesses—not just those that provide insur-

ance today. With access to more affordable insur-

ance, small businesses would be better able to at-

tract workers who now demand health insurance as

a condition of employment

Diverse Effects Among
Individual Firms

Even though the plan would quite dramatically re-

duce the overall cost of health insurance for busi-

ness, it would have widely differing effects on indi-

vidual firms and industries, in some cases causing

costs to rise and in others reducing them. Three

factors account for most of the diversity.

Requiring AD Employers to Pay. The requirement

on all employers to contribute would raise spending

by firms that do not currently offer insurancc-or

that offer a less generous insurance package-to
their workers. These firms are disproportionately

small-in 1989, over 94 percent of firms with 25 or

more employees offered health insurance, but only

39 percent of firms with fewer than 25 employees
didso.^

Community Rating. Currently, the cost of health

insurance varies tremendously among firms, depend-

ing on the size of the firm and the age and health

status of its workers. Under the Administration's

proposal, insurance premiums would be community
rated, which would greatly reduce this variation in

health spending. For example, community rating

would increase the costs of firms that employ

younger and healthier workers and those in low-risk

jobs, and decrease the costs of firms employing

1. The Administnboo tbo pvrdicis thii the plan would reduce busi-

ness speodiog. compared with cunem polky, by sinuJar amounts.

By cootnst another analysis, by the consulting firm Lewin-VHL
estimated that the proposal would increase business spending by
•bout $16 billion in 2000. See Lewin-VHL TV Fmoicuil Impact

of the Heahh Stcunty Aa (Fairfax. Va: Lewin-VHL December

1993).

2. Congressional Budget Office, Airing HeaiA Can Costi: Causa,

Implicahont. and Siraugia (April 1991).

Estimating the effect of these two factors-com-

munity rating and requiring all firms to pay—on

various industries is beyond the scope of this study,

but estimates prepared by Henry Aaron and Barry
Bosworth at the Brookings Institution provide a

rough guide (see Table 4-1).' These calculations do

not capture some key aspects of the Administra-

tion's proposal. For example, they do not include

the effects of subsidies to firms, nor do they allow

for variations in the premiums among regional alli-

ances that would occur under the proposal. Most

important, they do not include the cost savings that

controls on premiums would bring about.

Nevertheless, Aaron and Bosworth's estimates

suggest that commimity rating and requiring firms

to pay would cause an enormous redistribution of

resources among workers in different industries. The
redistribution would be even greater among subsec-

tors of industries and individual firms not shown in

the table. For example, Aaron and Bosworth's de-

tailed estimates suggest that these two factors would

decrease the annual cost of health insurance by
almost $6,000 per worker in the coal mining indus-

try~but increase it by $1,300 in the retail sector.

These redistributions are not unique to the Ad-

ministration's proposal. Most proposals to reform

the nation's health care system involve some com-

munity rating, and some also require all employers
to pay. Those proposals would also rcdisTibute

large amounts of resources among firms and

workers.

Subsidies to Firms. The subsidies to employers in

the Administration's proposal would also affect how

The premiums under community rating in Table 4-1 are not identi-

cal among industries because each industry pays a different

amoum for le^te i.
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Table 4-1.

Effects of Community Rating and Requiring Flrma to Pay
on the Health Insurance Costs of Private Employers, by Industry, 1992
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cant savings that the Administration's proposal

would produce compared with current policy would

be largely passed on to workers in the fonn of

higher wages.

Why Workers Pay for Health Costs

The primary reason that workers as a group bear the

cost of employers' health premiums-and would re-

alize the savings under the Administration's pro-

posal—is that the supply of labor is relatively insen-

sitive to changes in take-home wages. Recent em-

pirical studies suggest that the total hours supplied

by U.S. workers would decline only 0.1 percent to

0.2 percent for each 1 percent reduction in their

take-home wage.* Because most workers continue

to work even if their take-home pay declines, busi-

nesses have little trouble shifting most of the cost of

health insurance to workers' real wages. Similarly,

workers gain the lion's share of any reductions in

employers' health costs.

Two recent studies of mandated benefits mirror

this view.' In one study, firms shifted 85 percent of

the cost of mandated "workers' compensation" acci-

dent insurance to workers in the form of lower real

wages; another study found that virtually all of the

cost of federal and state mandates for childbirth

coverage was passed into lower real wages.'

Of course, because labor supply is not com-

pletely insensitive to changes in wage rates, share-

Coogressioiul Budget Office. *Tuet aod Labor Supply,' CBO
Memonoduni (fonbcoming); Mark Killmgsworth. Labor Suppty

(Cambridge, England: Cambridge Uoivenity Presi. 1983); aod

James Hcdanan. *Wtaat Has Been Leaised About Labor Supply in

ifae Past Twenty Yearjr Amtriam Economic Reviiw, vol 83,

no. 2 (May 1993). pp. 116-121.

Jonathan Gnibcr and Alan B. Krueger, The Incidence of Man-

dated Employer-Provided Insurance: Lessoiu from Woriun' Com-

pensaboo Insurance,* Tax Policy and the Economy (1991); and

Jonathan Gruber, "The Incidence of Mandated Maternity Beikefita,'

Americm Economic Review (foitfacoming).

Lawrence H. Sunmier^ 'Some Simple Ecooomici of Mandated

Benefits." Amencan Economic Review, vol 79. no. 2 (May 1989),

pp. 177-183. The AdministratioD'f prtjposaJ would pn>babty have

a tmailcT efTect on real wages-and a larger effect on employ-

mcDt—than impbed by these studies. Unlike § pure employer

nuuidale, the Administratioo's proposal would entitle everyone to

insurance whether they worked or not and wtxild fi"»»^ the pro-

posal through a compulsory payment

holders would bear some of the changes in health

insurance costs in the short run. But they would

probably bear virtually none of these costs in the

long run. The United States operates in a world

economy and, if businesses attempted to shift such

costs to capital, shareholders would move their in-

vestments to other countries that offered them

higher returns.

Shareholders, however, would benefit from

reductions in the cost of retirees' health insurance.

The Administration's proposal would reduce costs

for companies that currently have large retiree

health obligations. The government would take

over a significant portion of companies' responsibil-

ity for health insurance for early retirees and drugs

for older retirees. The companies' workers and

their unions would probably fight for a portion of

that windfall, and the gain would therefore be split

among shareholders, workers, and retirees.

How Savings Might Be Distributed

Although the wages of workers (as a group) would

increase to reflect reductions in the cost of health

insurance for current employees under the Admini-

stration's proposal, the benefits would not be spread

evenly among individual workers for at least two

reasons.' First, by evening out the costs of insur-

ance, community rating would raise the costs of

employing some individuals relative to current

policy, but reduce them for others. Second, individ-

ual firms could respond differently to these changes

in costs. Some might change the nominal wages of

their workers; others might adjust their prices.

For the economy as a whole, lower prices for

some products would largely be offset by higher

prices for others.' But because individuals purchase

7. Henry Aaroo and Barry Bosworth, "Economic Issues in the Re-

form of Health Care Financing,' Brookings Papers on Economic

Activity (forthcoming).

8. Because the Administnlion'B proposal would cause the labor force

•ad output of the economy to fall slightly, the overall price level

could rise somewhal in the long nm compared with currcDI policy.

Tbe effect on output and prices would be somewhal larger m the

then fun because firms thai would face cost increases might not

be able to reduce the nominal wages of their workers. Over time,

these film would be able to bring nominal wages back in line by

lijnply not compensating tbeir woricen for general inflation.

Finally, this discussion ududes any possible actions by the Fed-

enl Reserve.

82-847 0-94-4
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different bundles of goods and services, individual

workers and consumers could experience signifi-

cantly different effects.

In some respects, the Administration's proposal
would reduce the likelihood that firms with cost

increases would raise prices. Community rating

virtually assures that competing firms would face

very different changes in their insurance costs. Un-
less most competitors in an industry faced similar

changes in their costs, it would be difficult for any
single firm to raise its prices much without losing
market share.

What Would Happen to

the Labor Force and

Unemployment?

The Administration's health proposal would sharply

change the terms of the employment bargain for

many workers, reducing some distortions implicit in

the current system and imposing others. Overall,

the proposal would probably impose greater em-

ployment-related distortions than it removed. The

supply of labor would probably fall slightly, some-

what reducing the productive capacity of the econ-

omy, but unemployment would be little changed.

In sununary, the proposal would:

o Encourage workers nearing retirement age to

retire early, by subsidizing their health insurance

in early retirement;

o Reduce the value of working for people who
receive insurance through their spouses and

currently work at firms without insurance;

o Reduce the current incentive for recipients of

Aid to Families with Dependent Children to

remain on the welfare rolls and out of work in

order to maintain their Medicaid benefits; and

o Raise the cost of hiring some adult workers who
earn close to the minimum wage, thus slightly

reducing their employment.

These direct effects of the plan-which would
result on balance in a reduction in labor supply-
would in turn produce a partially offsetting change.

Competition among employers for the reduced labor

supply would slightly raise real wage rates. But the

effect of a rise in wages would not completely
offset the direct effects of the proposal.

Increase Early Retirement

Three features of the Administration's proposal
would create significant incentives for workers

between 55 and 64 years old to take early retire-

ment First, because the proposal would guarantee
universal coverage and premiums would not vary
with health or employment status, early retirees

need not fear becoming uninsured. Thus, older

people would no longer have to work simply be-

cause they need access to affordable health insur-

ance. Most analysts would regard this as a clear

improvement over the current situation, even though
it would reduce the supply of labor.

£»econd, the proposal goes further and would

subsidize health insurance for retired people be-

tween the ages of 55 and 64. However, people in

this age group who worked full-time (or whose

spouses worked full time) would not receive this

benefit The subsidies would sharply reduce costs

for those firms that currently offer health insurance

to early retirees, and might induce them to sweeten

the other components of their retirement package.'
Aside bom any consideration of fairness, this provi-

sion would clearly reduce the incentive to work.

Finally, community rating among age groups
means that early retirees would face premiums that

even before considering subsidies, would be no

higher than those paid by younger people. Because

older people currently pay much higher premiums
than young people, community rating would signifi-

cantly reduce the savings that workers would need

to accumulate for retirement, and some might find

they could retire earlier.

Roughly half of the savings for these finns in 1998 through 2000

would be recaptured by the govenunent. The proposal includes

DO pcovinODS to recapture savings from firms aAer 2000.
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The AdministratioD estimates that the health

proposal could increase the number of retired

workers ages 55 to 64 by 350,000 to 600,000.

CBO's analysis also suggests effects in about this

range, although probably closer to the upper end or

slightly above. These estimates are roughly consis-

tent with the results of a recent study by Biigitte

Madrian of Harvard University.'"

Impose an Implicit Levy on Work

The Administration's proposal would bring about a

major change in the nature of health care costs: for

many workers, the cost would operate like a new

levy on work. However, most people's decisions

about whether to work or not are not particularly

sensitive to changes in their take-home wages or

salaries. Consequently, the effect of the proposal on

the total labor force would be relatively small and

limited largely to second workers in households in

which one person already works.

The proposal would create an implicit levy on

work because it would make health coverage uni-

versal without charging many nonworkers for the

full cost of their insurance. In other words, cover-

age under the proposal would not depend on

whether one worked and paid the premium or

stayed at home and, often, paid much less. The pre-

mium would simply reduce take-home pay without,

from the point of view of the individual worker,

buying anything.

By contrast, under the current system, em-

ployers provide health insurance to many of their

10. Briginc Midhin. Tihot Muta Efleca of Employnent-Bued
Hultb InsunDce' (FhJ^ dissertinon, Masuchuseos Institute of

Technology, Cambridge, 1993). Qupter 2. Other nudiet luggefl

much larger responses. See Jonathan Gruber and Brigitxe Madrian,

"Health Insiinnce Availability and the Retireitwnt Deciiico,*

Woridng Paper 4469 (National Bureau of Ecooomic Pcffairh .

Cambridge. Man.. September 1993): and Michael Hurd and

Kathleen McGarry, The Relationship Between Job fTlirartmjtici

and Retirement,* Working Paper 4558 (National Bureau of Eco-

nomic Research. Cambridge. Mass.. December 1993). Although

one study foimd that retirees' health insurance had liole effect tn

retirement, those results cannot be applied to the AdministmiOQ't

proposal; see Alan Custman and Tbotnas Sieinmeier. 'Employer-

Prtjvided Health Insurance aikd Retirement Behavior.' Woriong

Paper 43(77 (National Bureau of Economic Research, Cambridge,

Mass.. March 1993).

workers as pan of an impUcit or expUcit bargain,

which ensures that the cost of health insurance does

not stray too far from what most workers feel it is

worth." Thus, health insurance is a component of

compensation that substitutes for cash wages and,

therefore, has little effect on an individual's deci-

sions about whether and how much to work.

That bargain is not perfect for several reasons.

Most important, some married people who work in

firms that offer health insurance are or could be

covered under a spouse's policy.'^ For these peo-

ple, the availability of health insurance at work is

worth little. But many of these workers are not

compensated in other ways for the insurance they

do not use." This situation distorts decisions about

whether and where to work; it also partly explains

why some married women work in firms that do not

offer insurance.'*

The Administration's proposal would extend this

distorting effect on decisions about work to every-

one. However, the proposal would also reduce pre-

miums for currently insured workers because all

workers would have to pay for insurance and be-

cause administrative costs are apt to be less—partic-

ularly for small firms. On balance, the proposal

would probably impose a somewhat larger distortion

on decisions about work than exists imder the cur-

rent system.

11. Employer-paid health instiraace premiums are not inclutled in a

worker's taxable income for either iocotne tax or payroll tax cal-

culatioiu. Thus, health insurajKe benefits that have a lower value

than a fives amount of cash wages before taxe* may have a

higher value after taxes are accounted for. The statement in the

text refen to wtvken' after-tax vmluaaoo of insunoce benefits.

12. Another reason dial the employment bargain is not pofect is that

tome health care is available lo people without insurance.

Worken who p*y for insunnce effectively subsidize these 'bee

iMJeis.

13. At the few firms that o£fcr 'cafeteria' plans, woricen can substi-

tute wages or other benefits for """^**<*^ tiealdi insurance. Simi-

lar adjustments may also occur at other firms, but it is hard to

know wtiether this pbetiomeoon is widespread. If such adjust-

menu are widespread, then fewer people wiMld be in the category

described in the text

14. Patricia M. Danzoo. "Mandated EmploynKnt-Based Health Insur-

ance: Incidence and Efficiency Effects,' Working Paper 60 (Center

for the Snidy of the Ectxiomy and the State, University of CSiicago

Chicago, m., AprU 1990).
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Would everyone recognize that the proposal im-

posed a distortion? Perhaps not. Some workers

may not recognize the implicit trade-off in the cur-

rent system between employer-paid health insurance

benefits and cash wages." For these workers, the

Administration's proposal would not appear to rep-

resent such a fundamental change in the employ-
ment bargain.

Although the proposal would reduce the incen-

tive to work for many workers, the vast majority

would nevertheless remain in the labor market be-

cause they need wage and salary income to support
themselves or their families. But some people

—
especially those whose spouse is employed—have

more flexibility in their decision to work. These so-

called "secondary" workers are more responsive to

changes in work incentives because they can rely on

their spouse's income. The Administration's pro-

posal would thus reduce the participation of sec-

ondary workers in the labor force.

Encourage Medicaid Beneflciaries

to Enter the Labor Force

The Administration's proposal would reduce the

current incentive for AFDC beneficiaries to remain

on welfare. Under current rules, when a welfare

beneficiary goes to work and earns income above

certain thresholds, the beneficiary may lose both

eligibility for cash assistance and Medicaid cover-

age." Because such workers may not find employ-
ment at a firm that offers insurance, they may lose

access to affordable health benefits if they work.

The Administration's proposal, by contrast,

would make coverage universal. Thus, welfare

beneficiaries would not risk losing coverage if they

worked. Note, however, that these workers would

not receive fi'ee insurance when they went to work.

Like all other workers, they would ultimately pay

for the employers' share of insurance through lower

cash wages. Thus, the net incentive for welfare re-

cipients to work would be less than it may at first

appear.

Still, the proposal would subsidize health insur-

ance at many firms, and workers at such firms

would have to pay, at most, 7.9 percent of their

wages for insurance (and less if the firm is small

and has a predominantly low-wage work force).

Premiums at unsubsidized firms could, however,

absorb a substantial fi^ction of these workers'

wages; few welfare recipients would probably seek

jobs in the imsubsidized sector.

These workers could also receive some subsi-

dies for the family share. If the worker continued

to receive AFDC assistance, he or she would pay

nothing. Workers who were no longer enrolled in

AFDC would also receive subsidies, although they

would be required to pay a portion of the family

share.
'^ These subsidies would phase out gradually

as the worker's family income rose, reaching zero

when income was 150 percent of the poverty level.

The phaseout of the subsidy would impose an im-

plicit levy on additional hours of work.

Empirical studies show that Medicaid has re-

duced participation in the labor force." But esti-

mating the effects of the Administration's proposal

is difficult because the available studies cannot

easily be adapted to it. Nevertheless, the literature

suggests that the proposal would noticeably increase

participation of AFDC recipients in the labor force.

15. AaroD aod Bosworth, "EcoDomic Issiies in the Refonn of Health

Caxc Financmg."

16. tHfTerent thresholds apply for AFDC eligibility and Medicaid

eligibility. Medicaid coverage may be maintained for a txansitioa

period of up to 12 months after stalling work.

17. When a family no longer received AFDC, the family would also

loae the subsidy for copaymcnts and supplementary services for

the parent Supplemeotaiy services for children would be contio-

ued •> ai preienL

18. Aaron Yelowiti, "The Medicaid Notch, Labor Supply, and Wel-

fare ParticipatioD: Evidence bx>m Eligibility Expansions' (Massa-

chusetts Institute of Technology, Cambridge, September 1993);

Sandra Decker, The Effect of Medicaid on Participation in the

AFDC Program: Evidence from the Initial Introduction of Medic-

aid.-CNew York Univenity. New York. N.Y, 1993); Robert

Moffitt and Barbara Wolfe, The Effect of the Medicaid Program
OD Welfare Participatioo and Labor Supply," The Review of Eco-

fwmicj and Statistics, vol. 74, no. 4 (November 1992), pp. 615-

626; Anne E Winkler, The Incentive Effecu of Medicaid on

Women's Labor Supply,' 7^* Journal of Human Resources, vol.

26, no. 2 (Spring 1991). pp. 308-337; Rebecca M. Blank, The
Effect of Medical Need uid Medicaid on AFDC Participation,'

TV Journal if Human Resources, vol. 24, no. 1 (Winter 1989).

pp. 54-87.
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Redirect Employment of

Low-Wage Workers

The Administration's health proposal would affect

employment of low-wage workers in a variety of

ways. It would raise labor costs at uninsured finns

and would reduce the employment of some of their

low-wage, adult workers. But it would also reduce

labor costs at insured firms, which could tempt

some of them to employ more workers. At the

same time, the proposal would increase employment
of workers who provide services for the disabled

and could induce a shift toward teen and student

emplo)TnenL On balance, the Adrrunistranon's pro-

posal would probably have only a small effect on

low-wage employment.

Workers at Firms Without Insurance. The

Administration's proposal would reduce the employ-

ment of adult workers who are currently uninsured

and whose wages are close to the federally regu-

lated minimum wage. The requirement that firms

pay for insurance would raise the cost of employing

these workers, but because of the minimum wage
rules, employers would not be able to pass the in-

creased cost fully back to the workers by reducing

their cash wages. Thus, firms that could not absorb

these costs in profits or could not raise their prices

might resort to layoffs.

The amount of the cost increase for minimum-

wage workers would vary significantly from firm to

firm." Finns subject to the premium caps, and thus

subsidized, would experience increases amounting to

between 15 cents and 34 cents per hour-probably

not enough to have a serious impact on employ-

ment The increases at unsubsidized firms would be

substantially larger, amounting to about $1 per hour

(or close to 25 percent) for full-time workers choos-

ing individual policies in 1998 and almost $2 per

hour (nearly 45 percent) for workers choosing fam-

ily policies.*'

Some firms would respond to this cost increase

by raising their prices; others might pass the in-

crease on to other workers or shareholders. Some

firms would reduce employment, but the effect

would probably be relatively small. Past empirical

studies suggest that changes in the minimum wage
affect employment only modestly.^' Moreover, the

numbers of workers earning the minimum wage will

decline over time as market wages rise with general

inflation.

Workere at Insured Firins. Not all low-wage
workers would face increases in health costs. Al-

though most firms that employ minimum-wage
workers do not offer insurance to those workers,

some firms do, and these firms would most likely

see their costs go down. A finn that is subject to

the payroll cap would have to pay no more than

$700 to cover the insurance cost of a full-time

minimum-wage worker—considerably less if the firm

is small and employs mostly low-wage workcrs-and

this amount would be well below the cost of most

current health plans. Because small, unsubsidized

firms would benefit firom community rating and

from a reduction in administrative costs, many of

them would also see their costs go down. In firms

where costs could fall, employment of low-wage
workers could rise, though again not by much.

Teenagers and Students. The Administration's

proposal does not require employers to pay for

employees who are dependents and who are either

under age 18 or full-time students under age 24.

Thus, the proposal would reduce the cost of hiring

these workers relative to adult minimum-wage
workers. This provision could induce a shift toward

employment of teens and students and away from

adult nonstudent workers, although it is difficult to

estimate the magnitude of this effect.

19. For iofomuQOD on issunnce covtnge of low-wtge worten, lee

CongTcuionil Budga OfGce, Is Punuii of Higber Wijo ud
Emplc^TDcat-Based Hulih Insuiuce,' C60 Memonodum (Febni-

•ry 1993).

20. UsiDg CBO's piemium tsamaa for 1998 uk) H^imiing • 37.hour

vtti. for 52 weeks.

21. AUiioo WeUingtoo. *Effecti of the Minimum Wige oo the

Employmem Stanu of Youtbi: Ad Updue,' TV Journal of Hy-

mat Rtiourca. vol. 26. no. 1 (Winter 1991). pp. 27-4*; "New
Minimum Wtgc RescaTchj A Symposiusi,' Indiumal and Labor

Reunions Rtview, toL 46. oo. 1 (October 1992). pp. 3-88: D»vid

Canl. Liwreoce Kitz, and Alio Kiueger, 'An Evaluabon of Re-

ceot Evidence oe the EmployxDcm Effects of Minimum and

Subnunimum Wages,' WortiDg Paper 4528 (National Bureau of

EcoDotDic Researeh. Cambtidge, Mau., November 1993): Janet

Currie and Bruce Fallidc. *A Note on the New Minimum Wage
Research,' Woridng Paper 4348 (National Buieau of Economic

Rewaith. Cambridge, Maat.. April 1993).
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Personal Care Workers. The Administration's

proposal would also directly increase employment in

one low-wage area—personal care and other in-home

workers. Although most aspects of it aim to reduce

spending on health care, the proposal would sub-

stantially increase funds for home- and community-
based care, which would expand the employment of

both higher-paid and lower-paid workers in this

sector.

The proposal also could bring into the labor

force statistics—and into the gross domestic product
accounts—an unknown number of family members

who currently provide lucompensated care for the

disabled. Current rules do not permit these people
to be paid with govenmient money, and thus they

are not counted in the labor force or in GDP. The

proposal would allow these people to be paid and

thus bring them into both sets of statistics. The

recognition of the work effort of these family mem-
bers would be important to the disabled and their

families. From the national point of view, however,

this would be largely a statistical change and would

not alter the true amount of economic activity.

What Would Happen to

the Structure of the

Labor Market?

The Administration's health proposal would create

incentives for reorganizing the structure of produc-

tion. To start, these incentives would alter the num-

ber of hours that people work, and particularly the

decisions of firms to hire full-time or part-time

workers. The proposal would also allow workers to

switch jobs without losing insurance, but it might

induce some reallocation of workers among firms in

an effort to receive greater government subsidies.

Hours of Work

The Administration's proposal would affect not only

the number of workers in the economy but also the

number of hours that they work. Specifically, the

proposal would encourage a reduction in hours for

full-time workers in subsidized firms but an increase

in hours for full-time workers at some unsubsidized

firms. The proposal would also encourage a reduc-

tion in the hours of most part-time workers.

Subsidized Firms. Under the proposal, subsidized

firms would pay an implicit levy on the wages
earned by their employees from each additional

hour of work. At many subsidized firms, this levy

would equal 7.9 percent; at small firms with low

average wages, it could be as low as 3.5 percent.

The levy would apply to full-time and part-time

workers in the same way, and would be passed back

to workers in the fonn of lower wages. This provi-

sion would create an incentive for both full-time

and part-time workers at subsidized firms to reduce

dieir hours of work.

Unsubsidized Firms. At unsubsidized firms, the

proposal would impose no added cost on the wages
earned from additional hours of work by people

already working more than 30 hours per week.

Thus, at unsubsidized firms that offer insurance

today, the proposal would have no appreciable

effect on hours worked by full-time employees. At

unsubsidized firms that do not offer insurance to-

day, however, there would be a new fixed cost of

hiring additional full-time workers, which would

cause firms to use more overtime by their existing

workers.

Part-time employees at tmsubsidized firms

would face an implicit levy on hours because the

proposal prorates premiums for these workers. For

an additional hour of work by employees working
between 10 and 30 hours per week, unsubsidized

firms would generally have to pay one-thirtieth of

the basic employer premium. This amount could be

large relative to the wages of some low-wage
workers."

Workers with Very Short Hours. The proposal

might cause some firms to increase their use of em-

ployees who work fewer than 40 boMis per month

Tlie prapoul would impoK puticulariy large costt on iMit-liine

worken with jobs in own tfaAii one tmsubsidized linn. For ex-

ample, the combined employer premiums for ft worker who has

two 20-bour-a-week jobs are 33 percent more than the employer

premium for a 40-bour worker with just one job. This situation

does Dot exist for workers in subsidized firms because they pay a

fixed percentage of their salary regardless of their hours of woik.
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because neither subsidized nor unsubsidized firms

would be required to pay premiums for these woiic-

crs. The number of such woAers would probably

be small, however, and they would primarily be

workers with low training and transportation costs.

Effect on "Job Lock"

Some of the proposal's provisions would reduce

problems created by the current employment-based

system of health insurance. Under the current sys-

temu people may be reluctant to leave the safety of a

large corporation to work in a small company or

start a small business because they fear losing their

health insurance. Because the proposal would es-

tablish universal coverage and prohibit restrictions

based on preexisting health conditions, this fear

would be lifted. Workers could choose jobs that

gave them the most satisfaction and at which they

had the highest productivity, thus improving eco-

nomic efficiency.

The quantitative importance of job lock is im-

dear, however. Public opinion surveys suggest that

10 percent to 30 percent of people feel locked into

their current jobs because of their fear of losing

health insurance." But statistical studies of the ex-

tent to which this fear actually reduces job mobility

have reached mixed conclusions." Overall, the

weight of evidence suggests that job lock probably
hinders the operation of the labor market to some

degree, but the magnitude of the effect cannot be

reliably estimated.

Reallocation of Workers

Among Firms

The current system of employment-based health in-

surance influences the allocation of workers among

firms. People who receive insurance coverage

through their spouses—or low-wage workers who

place a low value on health insurance relative to

their other needs—have an incentive to work at firms

that do not offer health insurance but pay higher

wages instead. At the same time, higher-wage
workers who do not have alternative access to insur-

ance typically woiic at firms that provide insurance

coverage.

The Administration's proposal would eliminate

the allocation of labor based on workers' demand

for insurance. But the proposal would substitute an

incentive for reallocating labor (so-called "sorting")

based on wages: to take advantage of the subsidies

to firms available under the proposal, low-wage
workers would migrate to firms with low average

wages, and high-wage workers would eventually

move to firms with high average wages. As with

many other issues discussed in this chapter, the pre-

cise effects of the proposal would vary among
workers and firms (see Box 4-2).

This sorting would occur because the subsidies

are based on the characteristics of firms; subsidies

based purely on individual or family characteristics

would not have this effect, nor would a payroll lax

levied at uniform rates on all firms. Therefore,

these incentives for sorting are somewhat particular

to the financing mechanism in the Administration's

proposal. Of course, alternative schemes for financ-

ing universal coverage could also introduce new

distortions, though the precise effects would depend
on the details of any alternative."

The Incentive for Sorting. A simple example il-

lustrates how workers could benefit by moving be-

tween firms that were subsidized and firms that

were unsubsidized. If an unsubsidized firm hired an

additional single, childless worker at an annual sal-

ary of $10,000, its payments to the regional alliance

23. Erik Eckbolm. "HeaJth Beoefin Found to Daa Switcbet in Jobt.*

Tht New York Timet. September 26, 1991, p. 1; Chriitopber

Conte, Tabor Leder.* TV Wall Street Journal, June IS. 1993.

p. Al.

24. I>>ogIas Holtz-Eakin, 'Job-Iuxk: An Impedinient to Labor

Mobility?" Jerome Levy Economics Initituu ofBard College Fvb-

lie Policy Brief, vol. 10 (1993); Biigittt M«dri»n. "Employment-
Based Health Insurance and Job Mobility; Is There Evidence of

Job-I.ock?* Worldng Paper 4476 (Nadonal Bureau of Economic

Reaeaiefa, Cambridge, Mast., September 1993): Jonathan GTuba-

and Brigiae Madiian, "Limited Insurance Pt»tability and Job Mo-

bility: The Effects of Public Policy on Job-Lock," Working Paper
4479 (National Bureau of Ecoooinic Research, Cambridge, Mass..

September 1993).

Louise Sheiner. "Mandates with Subsidies; Efficiency and t>isth-

busanal Coosequeoccs' (Federal Reterre Board, January 1994).
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would rise by $2,031 (CBO's estimate of the em-

ployer share of the premium in 1998). By contrast,

a subsidized finn would have to pay only $790 to

the alliance if it hired the worker, since subsidized

finns would pay only 7.9 percent of payroll for in-

surance. If the woricer had the same value to both

firms, the subsidized firm could pay a substantially

higher annual salary—as much as $1,241 more—than
the unsubsidized firm. This is a rather large differ-

ence; it would increase the worker's salary by more

than 12 percent

The incentive would work in the opposite direc-

tion for higher-wage workers, though it might take a

long time to affect where people work. A single,

childless worker earning an annual salary of

$40,000 would have to give up $3,160 of his or her

salary for insurance in the subsidized firm (7.9 per-

cent of $40,000), and thus could save up to $1,129

each year by moving to an unsubsidized firm, where

the premium would not be based on salary.

The size of the sorting incentive would vary

among both workers and firms. In the example

above, the incentive would obviously be amplified

for workers with annual salaries above $40,000 or

below $10,000. In addition, small firms with very

low average wages would have capped rates as low

as 3.5 percent, which would further boost the incen-

tive for low-wage workers to work at these firms.

Last, the size of the incentive would depend on the

family status of the worker—workers with children

would face higher premiums at unsubsidized firms

than workers without children. At subsidized firms,

the employer share of the premiums would simply

be 7.9 percent of the worker's wages or salary

whether the worker was a single adult, or part of a

couple or a family with children.

Forms of Sorting. Sorting could take several

forms, some involving actions of workers, some

involving actions of firms, and some involving ac-

tions of both parties. For example, new workers in

the labor force could choose jobs with certain firms

rather than others. Or existing workers could quit

and move to different firms.

Firms could "outsource"-that is, lay off em-

ployees and contract with other companies for the

Box 4-2.

Sortiiig of Workers

in the Administration's Proposal

The incentive for toning under the Administia-

tios's proposal would vary among woikers, but

most workers can be classified into one of three

groups for this purpose.

Fust, the AdministratioD's proposal would

provide a substantial new incentive for sorting

among workers who place a significant value on

insurance and whose wages are flexible in the

long run. Because these workers' wages adjust

to reflect the cost of their employment-based
health insurance, these woiicers face no incentive

under the current system to leave their jobs. But

under the proposed system, those who have low

wages would seek jobs at subsidized firms, while

those with high wages would seek out unsub-

sidized firms. This group is rather large-it in-

cludes all heads of households except those with

very low incomes.

The second group of workers are those who

place a high value on insurance but whose wages
are not flexible even in the long run. Because

the prtxluctivity of these workers may not be

high enough to cover the minimiim wage plus the

cost of health insurance, they tend to find work

at firms that do not offer insurance. If the cur-

rent system is maintained, more of these workers

would be forced into uninsured firms as the cost

of health insurance rose. By contrast, the subsi-

dies in the Administration's proposal would re-

duce this incentive for sorting. This group is not

large and consists primarily of minimum-wage
and near-minimum-wage workers.

The last group consists of workers who place

a low value on insurance. The current system

encourages these workers to work at firms with-

out insurance, and again this incentive increases

as health insurance costs rise. The Administra-

tion's proposal would eliminate this incentive for

sorting because every firm would have to offer

insurance. But the proposal would substitute an

incentive for high-wage workers in this group to

move to firms with high average wages and low-

wage workers to move to firms with low average

wages. This group is fairly sizable because it

includes most secondary workers and some youn-

ger and poorer primary workers as well.
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same services. For example, a firm with high aver-

age wages, which would be imsubsidized under the

proposal, could give up its company's cleaning help

and hire an outside cleaning service instead. Alter-

natively, firms could divide themselves into subsidi-

aries with low and high average wages. For ex-

ample, a manufacturing plant could spin off its

research and development lab.

Although the proposal contains legal restrictions

on some of this sorting, they would not be totally

successful.^ The proposal would increase the Inter-

nal Revenue Service's authority over the classifica-

tion of employees and independent contractors, but

reclassification of these workers is just one of sev-

eral ways in which firms could respond to the pro-

posal. Moreover, any simple regulation is unlikely

to prevent the creation of new firms that could use

the subsidies to their competitive advantage against

existing, regulated firms.

Sorting Would Raise the Cost of Federal Subsi-

dies to Finns. When sorting occurs, workers

would be reallocated among firms in a way that re-

duced the private cost of their health insurance. But

this reduction in private cost would be exactly offset

by an increase in government spending.

Of course, it is difficult to determine exactly

how much sorting would occur under the Admini-

stration's proposal. Some restructuring along salary

lines may be occurring anyway." There are no

empirical estimates indicating the sensitivity of the

allocation of workers to incentives of this type. But

26. Eugene Steuerle. The PropoMd Segregition of Ibe I-tbar Maiket

by Economic CUu.* Tax Noiej. voL 61, do. S (November 1.

1993), pp. 621-622.

27. Because some soiting wouJd occur without any policy change, the

subsidies to firms would grow over time even if the Administn-

cion's proposal induces no additional softing. In other wonls.

what maaers for the cost of subsidies is the total amount of in-

come-based sortiDg, ixx just the amount created by the proposal

See Katharine G. Abraham. 'Restructuring the Employment Rela-

tionship: The Growth of Martet-Medialcd Work Amngemcnts,*
in Katharine G. Abraham and Robert B. McKenie. eds.. Nrw

Drvehpmtnls in the Labor Matirl (Cambridge, Mass.: MIT Press.

1990): Katharine 0. Abraham and Susan K. Taylor. Tirms' Use

of CKitside Contracton: Theory and Evidence,' Working Paper

4468 (National Bureau of Economic Research, Cambridge, Mau.,

September 1993): and Steve J. Davis and John Haltiwanger,

*Wage Dispeision Between and Within U.S. Manufacturing Plants,

1963-1986.' Working Paper 3722 (National Bureau of Eooocmic

Research. Cambridge. Mass.. March 1991).

the incentive for sorting under the proposal would

be fairly large for many people. CBO estimates that

in 1998 almost 8 million low-wage workers could

receive salary increases of 10 percent or more by

moving bom imsubsidized to subsidized firms. And
the average increase in salary for workers earning

less than $20,000 who migrated from unsubsidized

to subsidized firms would be over IS percent

CBO assumes that 20 percent of the workers

would eventually respond to a potential 10 percent

increase in their after-tax salaries; workers facing

larger or smaller incentives would have proportion-

ally larger or smaller responses. This sorting would

not occur inunediately, however. CBO assumes that

it would take 10 years after full implementation of

the proposal for sorting to reach its full extent and

estimates that sorting could increase the cost of

subsidies to firms by some $12 billion (or 14 per-

cent) in 2004, an amount incorporated in the cost

estimate in Chapter 2.

Sorting Would Alter the Effects of the Proposal

on Employment. As discussed in an earlier sec-

tion, the requirement that firms pay for health insur-

ance would reduce the employment of low-wage
workers. The sorting of these workers among firms

would mute this effect, however. Low-wage
workers who are currently uninsured would be

induced to leave unsubsidized firms where they

would face large implicit increases in the minimum

wage and move to subsidized firms where the im-

plicit
minimum wage increase would be relatively

modest This migration would limit the number of

displaced workers.

At the same time, sorting could produce some

temporary loss of employment if workers lost their

jobs and were forced to look for new ones. Ironi-

cally, the harder the government tried to prevent

sorting in the form of simple legal reorganizations,

the more it would encourage firms to sort workers

by laying them off. Of course, employers would be

trying to contract with other companies to provide

the same services, so overall demand in the econ-

omy for these workers' skills might be unaffected.

But this possibility does not mean that the same

workers would find jobs immediately, and those that

could not would experience some short-run unem-

ployment
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Sorting Could Reduce the E£Bdeiicy of the La-

bor Market. A competitive market economy allo-

cates workers to jobs where their productivity is

highest The current health insurance system dis-

torts that allocation in at least two ways. First, it

provides an incentive for workers who place a low

value on health insurance received through their

jobs to work for firms that do not offer insurance.

Second, it raises the cost of labor at firms for which

health insurance is more expensive. These distor-

tions lower the efficiency of the labor market and

the economy.

The Administration's proposal would eliminate

these distortions, but would create a distortion of a

different type, in which workers at different wage
levels would have an incentive to work for different

firms. By contrast, the current system creates no

incentive to separate high- and low-skiU workers

into different firms. And most firms currently in-

clude both low-wage and high-wage employees,

suggesting that heterogeneous wage (and skill)

structures at firms may be more efficient than the

homogeneous structures encouraged by the proposal.

This efficiency may depend partly on the nature of

production processes, which often involve people of

different types and levels of skill. It may also de-

pend on the difficulty of conducting transactions

through explicit contracts with independent firms

rather than informal arrangements within a single

firm.

If grouping workers among firms by income or

skill level is very inefficient, then the allocation of

workers encouraged by the proposal might be less

efficient than the current allocation. Also, the pro-

cess of sorting-of reallocating workers-would

entail administrative and organizational costs that

would reduce efficiency. But if the efficiency cost

of sorting were high, then the speed and ultimate

amount of sorting would be relatively low.

What Would Happen to the

International Competitive
Position of the United States?

When the government makes policy changes as far

reaching as the Administration now proposes, one

of the biggest concerns of many businesses is how

the changes might affect their international com-

petitiveness. CBO's analysis concludes that because

the proposal would affect different firms in different

ways, some firms would become more competitive

and some firms less so. But no solid conclusions

can be drawn about whether the overall trade bal-

ance would increase or decrease.

Overall Competitiveness:
The Balance of Trade

The notion of the "international competitiveness" of

the whole economy is hard to define, but what most

people mean by it, in practical terms, is a concern

that the United States may lose exports or absorb

more imports. Working by analogy with an indi-

vidual firm, it is commonly believed that anything

that increases costs would make the balance of trade

worse, and anything that decreases costs would

improve it Almost all economists disagree with

this view, however, because it neglects some impor-

tant coimections that exist in an entire economy but

do not apply to an individual firm.

At a fundamental level, the trade balance of any

country is constrained because a country, unlike a

firm, can sell abroad only that part of its production

that it does not consimie or invest itself. Hence, the

net amount of sales abroad—the balance of trade-

depends most directly, not on costs of production,

but on saving and investment." The trade balance

improves only if national saving rises, investment

falls, or both.

The Administration's health proposal would

have indeterminate effects on both national saving

and investment Thus, it is difficult to predict how

the proposal would affect the balance of trade.

National Saving. According to CBO's estimates in

Chapter 2, the Administration's proposal would

marginally raise the federal budget deficit for most

of the next decade, though ultimately it would de-

crease it A decrease in the federal deficit cone-

sponds to an increase in national saving.

28. Coogression*] Budget Office. Policies for KeJidcing ike Current-

ACCOM DeficU (Auguit 1989).
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The proposal could also affect private saving

through several channels. Fu^t, universal health

insurance would reduce some of the need of indi-

viduals to save for precautionary reasons. Precau-

tionary saving arises when individuals are uncertain

about, for example, their future income prospects,

their life span, or the amount of money they may
need to spend on medical services. In the case of

medical needs, the amount of precautionary saving

would depend on the probability of incurring out-

lays, the amount of outlays likely to be incurred,

and the cost of insurance. It would also depend on

income, wealth, and attitudes toward uncertainty.

Because the proposal would eliminate the risk of

losing insurance and facing large, unexpected medi-

cal expenses, it would probably reduce precaution-

ary saving.^ Of course, the reduction in risk would

itself improve people's well-being. Second, some

people between the ages of 55 and 64 might save

less if the profMjsal encouraged them to retire ear-

lier. This group, if they continued working, would

normally have relatively high saving rates.

At the same time, two factors would work to

increase private saving. First, some workers might

want to save more during their working years if the

proposal encouraged them to retire early. Second,

the plan might reduce some people's incentive to

spend down their assets if they exf)ectcd to need

Medicaid when they were older. The proposal

would allow states to raise the maximum level of

assets that single people on Medicaid could keep,

thus sUghtly increasing the incentive to save. Over-

all, the profwsal might reduce national saving some-

what.

Investment. It is even more difficult to predict the

effect of the proposal on investment Because re-

allocating the burden of health care costs would af-

fect industries very differently, some would increase

investment and some decrease it On net, because it

is hard to shift plant and equipment from one firm

or industry to another as one contracts and the other

expands, such shifts could increase national spend-

ing on investment while adjustments occurred. But

the effect would be very small: industries are

always growing and declining, and the additional

shifts as a result of reallocation of health care costs

would be difficult to discern. Other factors—espe-

cially changes in the health care industry itself-

could also affect investment but it is impossible to

predict whether they would cause investment to go

up or down. On balance, the effect of the Adminis-

tration's proposal on investment is uncertain.

The Competitiveness
of Different Firms

Under the Administration's proposal, the health care

costs of firms that compete directly with foreign

firms (the "tradable goods sector") would probably
decline. Those firms are much more likely than

firms outside that sector to offer health benefits

now, and they offer relatively generous benefits."

Nevertheless, this reduction in costs would not have

much effect on the trade balance.

Although prices might fall, the dollar would rise

enough to prevent the change in prices from signifi-

cantly altering the trade balance. Much of the re-

duction in health spending would be passed on to

workers in the form of higher cash wages. Some
firms might pass a portion of their health cost sav-

ings through to their prices, depending on the mar-

ket conditions they face. Thus, the prices of trad-

able goods could fall on average. But these price

declines would probably lead to a strengthening of

the value of the dollar relative to foreign currencies.

A higher dollar would offset the lower costs in in-

dustries dealing with tradable goods, keeping the

average price of U.S. goods to foreigners about the

same.'' One result would be to share the lower cost

of producing tradable goods with the whole U.S.

economy by reducing the cost of imported goods.

29. R. Clenii Hubbani. Joutlun SUniKT. and Slepiien Zeldet, The

ImporUDCc of Precauiionvy Motives in Expltinug lodividuil and

Aggregaif Savings,' Woridng Paper 45 16 (Nabooai Bureau of

EcoDomic Reseajcb, Cambridge, Mass., November 1993); Martha

Starr-McOuer, 'Health Insurance and Precautionary Saving' (pa-

per presented ai tfae 1994 annual meeting of the American Eco-

DOimc Associaboo. Botion, Mau.. January 1994).

30. See Lewin-YHL The Impact of the Health Security Act on Rrms

Competing in Intemanonal Mariceti* (paper presented U) the

Competitiveness PoUcy Cotmcil, Washington. DC December 10.

1993).

31. Henry Aarm and Barry Bocworth. "Health Care Financing and

International Competitiveoess' (paper presented to the Comprri-

tiveaess Policy CouadL Waihingtoo. DC December 10, 1993).



94

CHAPTER FOUR ECONOMIC EFFECTS OF THE PROPOSAL 67

As discussed earlier, the AdministTation's pro-

posal would redistribute insurance costs among dif-

ferent firms and industries, which could alter the

prices of their goods and services. These price

changes, in turn, could affect the international com-

petitiveness of some companies, although firms

whose costs decline by the average for the tradable-

goods sector would sec no change. For these firms,

the reduction of their health costs would be exactly

offset by the appreciation of the dollar.

But the international competitiveness of compa-
nies with larger-than-average cost reductions would

improve. Although the dollar would appreciate, the

insurance costs at these companies would fall even

more. Firms that have smaller than average reduc-

tions—or cost increases—would become less compet-

itive, however.

Conclusion

CBO estimates that the Administration's proposal

could cause the number of people working to de-

cline by about one-quarter of a percent to 1 percent,

though most of these people would retire or turn to

other activities outside the labor market. Unem-

ployment would increase only slightly among mini-

mum-wage workers. A decline in the labor force of

that magnitude would reduce the potential market

output of the economy by somewhat less, perhaps

from 0.2 percent to 0.7 percent In addition, the

proposal would probably cause low-wage workers to

move from firms where they would qualify for Utile

or no subsidy to firms where they would attract

greater subsidies. Such churning could impose

noticeable, though imquantifiable, costs on the

economy.

The proposal might also bring into the measured

labor force, and measured GDP, some people who

are now giving care to their disabled relatives. This

would largely be a statistical change and would not

significantly alter levels of economic activity.

These predictable changes in the labor force,

though important, are in any case small relative to

the normal growth and variation in the economy.
CBO projects, for example, that the labor force will

increase by some 13 percent in the next 10 years,

and the predictable ejects of the Administration's

proposal are well within the range of uncertainty of

that estimate. Further, the lower market output of

the economy somewhat overstates the economic

losses the proposal would cause. Those who left

the labor force would engage in other activities-

looking after children or enjoying leisure-that have

value but are not captured in GDP.
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Chapter Five

Other Considerations

The
Administration has developed a compre-

hensive proposal that, if implemented as

envisioned by its architects, could alleviate

the problems it seeks to address: lack of insurance

coverage. lack of access to health care, and rapidly

rising health care costs. The proposal's scope is

broad, and its attention to detail is extraordinary. It

provides a blueprint for restructuring the entire

health care system, complete in almost every partic-

ular of the design. In this respect it is unique.

As described in Chapter 1, the underlying prin-

ciples of the proposal would be to establish a uni-

versal entitlement to a standard package of health

benefits with a financing structure that would build

on the existing employment-based system. The

proposed system, however, would require all em-

ployers to make specified contributions to premiums
on behalf of their employees, thereby ending the

situation in which some employers in effect pay for

the coverage of employees in other firms. All indi-

viduals and families, except Medicaid beneficiaries

and others with very low income, would also be

required to pay at least part of their premiums.
Subsidies would be available to help employers and

low-income families meet their premium obliga-

tions. The Medicaid program as it exists today

would end, and Medicaid beneficiaries would enroU

in "mainstream" health plans, which would receive

the same premium payment for Medicaid beneficia-

ries as for any other enrollees.

People who had experienced difficulties obtain-

ing health insurance coverage at a reasonable price,

and those who feared losing coverage if they lost or

changed their jobs, would fmd that those problems

no longer existed. Families with no employed
members and employees of small firms would not

have to pay higher premiums than others in their

community for the same coverage. Employed peo-

ple would not lose their coverage when they left the

labor force. High-risk people in particular would

benefit since health status would no longer be a

factor in determining the availability of insurance

coverage or its price. Most people would have a

choice of health plans available to them, which

many do not today, and would be provided with

information to help them to make informed choices.

To constrain the growth of health care costs, the

proposal would establish mechanisms for limiting

the rate of growth of premiums for the standard

benefit package, and for setting the initial level of

premiums in regional aUianccs. If they were imple-

mented as intended, those mechanisms would be

completely effective. TTie proposal would also

attempt to limit federal obligations for subsidies.

As discussed in Chapter 2, those limits might not be

as effective.

In assessing the likelihood that the Administra-

tion's proposal would be able to achieve its goals

and establish a stable system for fmancing health

care, two important issues arise: whether it would

be possible to implement the proposal fully in the

time frame envisioned, and whether there might be

unintended consequences that could affect the

system's viability.

Policymakers and analysts can only speculate

about such questions because of the magnitude of

the institutional changes being proposed. The com-

plexity and interrelated nature of the proposal's

many components make it difficult to grasp all their

possible interactions or to determine the extent of

institutional change and development that would be

necessary. Moreover, under the proposal an entirely

new environment would evolve; the behavior and
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expectations of consumers and providers would

change in ways that one cannot fully anticipate

today. Thus, the potential for unforeseen conse-

quences—both favorable and unfavorable—would be

significant

The Congressional Budget Office's cost esti-

mate, discussed in Chapter 2, assumes that the Ad-

ministration's restructuring of the health care system
would be implemented according to the schedule

laid out in the proposal. That assumption may be

questionable, however, especially as it relates to the

capacity of the agencies that would cany out the

program and to the data requirements of the system.

The cost estimate also assumes that the pro-

posed methods for constraining the rate of growth
of premiums for the standard health package would

be completely effective. Such binding limits could,

however, have unintended consequences for the

health care system that would affect its overall

acceptability and, hence, the sustainability of the

limits.

This chapter explores these issues in more

depth. The discussion is germane, however, not

only to the Administration's proposal but also to

any proposal that would involve a major restruc-

turing of the health care system.

Institutional Capabilities
and Resources

The organizational structure of the proposed system

raises a basic question about its implementation:

Would all the agencies involved have the capabili-

ties, experience, and resources needed to undertake

their assigned tasks in the time frame envisioned?

Many of the critical tasks of setting up the system

would be performed by the newly created National

Health Board and by the regional alliances, which

would be new and untried entities. State and fed-

eral agencies would also have major new roles.

The National Health Board would have consid-

erable power and broad responsibilities for the func-

tioning of the entire system, and a large, skilled

professional staff would be essential. It would have

many difficult tasks to perform—such as establishing

a national program for managing the quality of care,

developing a national information system for health

care, establishing the initial target for the per capita

premium for each regional alliance, determining the

inflation factor for each regional alliance, estimating

the market shares for each health plan in each re-

gional alliance, developing risk-adjustment factors,

and recommending modifications to the benefit

package.

Moreover, those tasks frequently would have to

be performed on extremely tight schedules dictated

both by the effective start-up dates and the continu-

ing needs of the proposed system. For example, the

board would be required to establish a national

program for quality management within one year of

enactment and the information system within two

years of enactment On an ongoing basis, the board

might have no more than a month in which to deter-

mine whether each regional alliance was in compli-

ance with its target for the following year's premi-
ums. After 1996, the board would also have to

determine the aimual inflation factor and the target

for the per capita premium for each regional alli-

ance by March 1 of the preceding year.

The regional alliances—as the frontline agencies

responsible for orchestrating the flow of fiinds

through the health care system—would have an even

broader, and possibly more demanding, set of re-

sponsibilities. They would combine the functions of

purchasing agents, contract negotiators, welfare

agencies, financial intermediaries, collectors of

premiums, developers and managers of information

systems, and coordinators of the flow of information

and money between themselves and other alliances.

They would also have to implement the controls on

premiums under the direction of the National Health

Board. Any one of these functions could be a

major undertaking for an existing agency with some

experience, let alone for a new agency that would

have to perform them all. Some regional alliances

might succeed very well; others might be over-

whelmed by these tasks, especially in their early

years of operation.

States would also vary in their capability to

assimie their new responsibilities. Among other
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things, they would be asked to develop standards

for and certify health plans, establish guaranty

funds, and ensure continued coverage for cnrollees

who had been in health plans that failed. Conse-

quently, the responsibilities of state insurance regu-

lators would probably expand considerably. But the

states vary widely in the legal authority of their

insurance departments and in the resources that they

now devote to the regulation of health insurance.

Whether all states would be prepared to undertake

all these activities on schedule is therefore uncer-

tain.' The three-year phase-in period, however,

would give states the opportunity to increase the

capacity of their insurance departments before 1998,

if they needed to do so.

States would also play important roles in help-

ing the regional alliances to perform their functions.

In particular, they would be required to ensure that

alliances received the premiums they were owed

and help them to determine eligibility for subsidies

for premiums and cost-sharing amounts. Since

states would be financially liable for error rates

above certain limits when determining eligibility for

subsidies, they would have strong incentives to as-

sist alliances with that task. Again, however, it is

not clear that they would have the needed resources.

The proposal would allow states access to informa-

tion on lax returns from the Internal Revenue Ser-

vice to assist them in determining eligibility, but

many of the people likely to be eligible for sub-

sidies would not be tax filers.

Interstate cooperation would be essential in

order for states to meet their responsibilities effec-

tively. Cooperation would be especially important

for handling the complications that could arise in

metropolitan areas that crossed state boundaries.

The proposal recognizes this issue and includes

provisions that would permit states to coordinate the

activities of two or more regional alliances—includ-

ing alliances in different states—in such areas as

operating rules, enforcement procedures, fee sched-

ules, and contracting with health plans. Setting up

1. Set GcDcraJ AccounQDg Office. Healih liuurwKt: How Health

Cart Reform May Affea Suae Regulation, Testimony of Lesbe G.

Aronoviu before the Subcommittee on Health, House Commioee

on Ways and Means. November 5. 1993. GAO/T-HRD-94-55.

these types of arrangements could be difficult but

would be important for the effective functiotung of

some health care markets.

Similar questions of capacity and resources arise

with respect to the Department of Health and Hu-

man Services (HHS) and the Department of Labor

(DOL)—the two federal agencies that would have

major responsibilities under the proposed system.

Given the reduction in federal employment that is

under way, would HHS have the necessary

resources to oversee the financial management of

regional alliances and to take over the operation of

states' systems if they were seriously out of compli-

ance? Would DOL have the capabilities to oversee

corporate alliances and to ensure that employers

fulfilled their responsibilities in paying premiums
and withholding employees' shares? Presumably,

the funding necessary to carry out those functions

and develop those capacities would be provided

through the normal appropriation process. But in a

world of limits on discretionary spending, increased

resources for those purposes would mean reductions

elsewhere.

Information Requirements

The Administration's proposal would depend criti-

cally on timely information, much of which has

never been collected. Its data requirements fall into

three broad categories: those related to the establish-

ment of the parameters of the system that would

determine the payments to health plans, those re-

lated to managing the quality of care, and those es-

sential for the day-to-day administration and opera-

tion of the alliances and health plans. Notwith-

standing the ongoing and rapid development of

information technology in the health care ii.dustry,

it is uncertain whether the data essential for deci-

sionmaking would be available in a timely fashion.

If they were not or if important information was of

poor quality, the functioning of the system could be

compromised.

The proposal recognizes the magnitude of these

requirements. The National Health Board would be

charged with developing and implementing a

national health care information system, which
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would function through an electronic data network

based in regional centers. The information system
would provide data to meet multiple requirements in

such areas as quality assurance, information for

consumers and providers, cost containment, and

planning and policy development Establishing

even the framewoilc for such an information system
within the two-year time period envisioned by the

proposal would be a challenge.

Requirements for Establishing

Payment Parameters

Hie National Health Board would need extensive

state and local data to develop the adjustment and

inflation factors that it would use to determine the

target for the per capita premium of each regional

alliance. The data required to establish an effective

mechanism for adjusting premiums for risk would

also be considerable.

The adjustment factors that would be used to

establish the initial target for the per capita premium
for each regional alliance are supposed to account

for the variations in the health spending and insur-

ance coverage of alliances as well as variations in

the proportion of spending by academic health cen-

ters. Although data on per capita health expendi-

tures would probably be available for states,

whether that information would be available for

regional alliances is uncertain. Moreover, reliable

information on some of the proposed adjustment

factors-such as the proportion of people whose

insurance coverage was less generous than the stan-

dard benefit package—might not be available even

for states.

Initially, calculating the inflation factors would

require data on the relative changes in the demo-

graphic characteristics (age, sex, socioeconomic

status, and health status) of the population of each

regional alliance compared with those of the popula-

tion as a whole. The sample sizes of existing na-

tional surveys (such as the Current Population Sur-

vey) are too small to produce reliable data of these

types for all the regional alliances. Either the

sample sizes of existing national surveys would

have to be increased, or new regional and local

surveys would have to be undertaken. Once the

alliances were functioning, however, they would

probably collect at least some of the demographic
data as part of the enrollment pnxxss.

Under the proposed health care system, alliances

would have to adjust the per capita payments to

health plans to reflect the risk status of their en-

rollees. If that was not done or was not done well,

plans that enrolled higher proportions of sicker or

riskier individuals would be at a serious disadvan-

tage competing in the new marketplace, and incen-

tives would be strong for plans to engage in subtie

forms of risk selection.

The proposal gives the National Health Board

the responsibility for developing a methodology that

alliances would use to adjust their per capita pay-

ments to health plans for risk. The feasibility of

developing an effective risk-adjustment mechanism,

however, is highly uncertain and depends on the

answers to three questions.^

o Would it be possible to develop measures that

could distinguish the high use of medical ser-

vices that resulted because some enroUees were

poor risks from the higher use that resulted

because health plans were poorly managed?

o How precise would such measures have to be in

order to keep risk-selection activities by health

plans at minimal levels?

o If effective risk-adjustment measures could be

developed, would the information needed to

implement them be available to alliances and

health plans?

The Administration's proposal recognizes the diffi-

culties that could be encountered. For example, the

board would be required to establish by April 1995

a method for adjusting payments to health plans

prospectively to reflect the risk status of their en-

roUees, but the proposal contains an alternative

should that task prove to be impossible. Specifi-

See, for ««mple, Jcisq>h P. Newhouse. "Puientt u Risk; He«llb

Refonn ud Risk Adjusdneot,' Heahh Affairs, vol 13, do. 1

(fonhcoming): lul Testimony of Huold S. Luit Acting Ehrector,

Institute for Heilth Policy Studies, Univenity of Cilifomii at San

Francisco, before the Subcommittee on Health. House Commitlee

on Ways and Means. November 9. 1993.
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cally, the board could develop a mandatory reinsur-

ance system for health plans that would remain in

effect until a prospective risk-adjustment system
was in place.

Requirements for Managing
the Quality of Care

The National Health Board would be required to

develop a program for managing the quality of care

under the direction of a newly created National

Quality Management Council. The council would

develop national measures of performance relating

to the provision of and access to health care ser-

vices, the criteria for which the proposal specifies in

considerable detail. The council would also conduct

surveys on access to health care, use of health ser-

vices, health outcomes, and patients' satisfaction. It

would be responsible for providing an annual report

to the Congress on the performance of each alliance

and health plan and on trends in the quality of

health care.

A fundamental precept of the Administration's

proposal—one that is shared broadly by health policy

experts-is that information on the performance of

health plans and providers should be publicly avail-

able and in a standardized form that helps con-

sumers to make informed choices. Accordingly,

regional and corporate alliances would be required

to provide annual reports on each health plan's

performance using the standardized measures, in-

cluding information about individual providers on

some of tl.e measures. Those reports would also

include results of surveys of consumers on access,

outcomes, and satisfaction.

The specifications in the proposal clearly indi-

cate that tracking quality and performance would be

a major undertaking for providers, health plans, alli-

ances, and the board, and would greatly expand cur-

rent ref)orting requirements. In addition, an inherent

tension would exist between the consumers' need

for information on which to base their choices and

the demands that would be placed on plans and pro-

viders to report the required data.

Requirements for Administration

and Operations

In order to carry out their basic functions, health

alliances would need extensive management infor-

mation systems and access to national information

networks. They would also need the capabilities to

coiMJuct surveys and data analyses, or be able to

contraa for these services. One has only to review

the functions that alliances would have to perform
to realize that they would require collecting, main-

taining, and updating large amounts of information

on individuals, employers, and health plans. Exam-

ples include:

o Tracking enrollment and disenrollment in differ-

ent health plans according to the risk character-

istics of enrollees and whether they were receiv-

ing Aid to Families with Dependent Children or

Supplemental Security Income;

o Determining the eligibility of employers and

families for premium subsidies;

o Determining eligibility for reductions in cost-

sharing amounts;

o Tracking the amounts of cost-sharing payments
for low-income people enrolled in high-cost-

sharing plans;

o Monitoring the premium amounts owed by
families, taking into account their hours of

qualified employment and any changes in their

type of family that occurred during the year;

o Monitoring the premium amounts owed by

employers; and

o Tracking individuals who were eligible to enroll

in the regional alliance—such as students or

members of two-worker families-but who en-

rolled in another alliance, and making ^propri-
ate payments to those other alliances on their

behalf.

The complexity of tracking the flow of people

and dollars across alliances' boundaries highlights
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tbe need for some type of national information

system. Determining bow much families would

owe for their health insurance if they moved be-

tween alliances during the year would be particu-

larly difficult According to the proposal, the re-

gional alliance in which a family was enrolled in

December (termed the "final" alliance) would be

responsible for collecting any amounts owed by the

family, regardless of whether the family had lived in

the alliance area for tbe entire year. All the other

alliances in which the family had lived would be re-

quired to provide the final alliance with the infor-

mation necessary to determine the family's total

liability. Once the final alliance had collected the

amount owed, it would have to distribute it equi-

tably to all the alliances involved. Without an auto-

mated tracking system, that would be a monumental

undertaking.

In addition to collecting and monitoring finan-

cial information on individuals and families, re-

gional alliances would have to estimate the demo-

graphic characteristics of their eligible populations,

including the number of families of each type, the

number of extra workers in couples and two-parent

families, the proportion of people enrolled in AFDC
and SSI, and the number of people in different risk

categories. They would also be responsible for

estimating the distribution of enrollment across

health plans, as well as the total amount of premi-

ums that employers and families should pay and the

expected shortfall in premium payments. Those

estimates would be of critical importance to the

alliance because they would affect the amounts

owed by employers and families, the payments
made to health plans, and the amount paid by the

federal government for subsidies.

The Effects and Sustainability

of Controls on the Rate of

Growth of Premiums

Under the proposal, the rate of growth of premiums
for the standard benefit package would be severely

constrained for the 1996-2000 period, after which

the rate of increase would be determined by the

Congress or, if it failed to act, by a default proce-

dure tied to real per capita economic growth and

inflation in consumer prices.

Limiting the rate of growth of premiums would

undoubtedly slow the growth of health spending.

Thus, even though the proposal would provide

universal healdi insurance coverage and include

several new federal program initiatives, CBO esti-

mates that national health expenditures would in-

crease by 94 percent between 1995 and 2004, com-

pared with a projected increase of 108 percent under

tbe CBO baseline. That represents a reduction of

$150 billion in 2004. The projected slower growth
of spending would occur because of the restraints

on premiums, reductions in the Medicare program,
and other features of the proposal.

In preparing its cost analysis, the Congressional

Budget Office has assumed that the controls on

premiums in the Administration's proposal would be

implemented as intended and that the mechanisms

used to enforce those limits would effectively re-

strain spending on the services included in the stan-

dard benefit package. But what would be the con-

sequences of that restraint, and could it be sus-

tained?

Some experts believe that the targets for premi-

ums could be largely met by increasing the effi-

ciency of the health care system. According to this

view, the system has plenty of "fat"—in the form of

excess administrative costs and unnecessary use of

services—that would be squeezed out by constrain-

ing the growth of premiums. Reductions in adminis-

trative costs might be achieved by such measures as

standardizing claim forms and developing electronic

information systems. The unnecessary use of ser-

vices might be reduced by increasing enrollment in

managed care plans and promoting clinically effec-

tive methods of treatment

By contrast, others maintain that even if effi-

ciency improved greatly, achieving the premium

targets exclusively by those means would be ex-

tremely difficult and that tight constraints could

have undesirable effects on the health care system

and might prove to be politically untenable. Pos-

sible consequences might include reductions in pay-

ments to providers and less access to appropriate

services for some consumers. The latter might take
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the form of longer waiting times for nonemergency
services—including visits to physicians, diagnostic

tests, and elective surgeries-and reduced access to

new high-cost medical technologies if health plans

became more selective about the technologies they

adopted. As a corollary, research and development

in medical technology might slow, and its focus

might shift.

At a general level, both views have merits and

limitations. Opportunities undoubtedly exist for

lowering administrative costs and reducing inappro-

priate use of services in the health care system, but

trimming unnecessary spending might be difficult

without increasing spending elsewhere. For ex-

ample, although the proposal would streamline

many aspects of the administration of health ser-

vices, it also contains provisions that would entail

new administrative costs, such as additional report-

ing requirements for health plans. Increasing enroll-

ment in tightly managed health care plans-such as

group- or staff-model health maintenance organiza-

tions-might indeed reduce health spending initially

but might have little effect on the rate of growth of

spending in the longer run. In addition, some of the

methods for reducing the unnecessary use of ser-

vices-such as promoting effective treatments

through the use of guidelines for clinical practice-

could also result in increasing the ^propriate use of

services. Although the effects of the use of guide-

lines on health spending are uncertain, shifting

health care resources from less appropriate to more

appropriate usts would almost certainly improve the

overall quality of health care.

Whether adverse consequences would result

under a constrained system is also uncertain. Lower

payments to providers and longer waiting times for

some services would not necessarily have negative

effects on health outcomes, although providers and

some consumers would probably be less satisfied.

Furthermore, shifting the focus of research on medi-

cal technology could yield positive benefits if manu-

facturcR concentrated more on developing lower-

cost substitutes for existing technologies and took

the likely effects on costs into account when plan-

ning new research initiatives.

Ultimately, however, the effects of constraining

the rate of growth of premiums would probably play

out more at the alliance than the national level. The

Dew system could encompass perhaps 100 to 200

different regional alliances or markets, each facing a

target for its per capita premium. The restrictions

on premiums might be more constraining in some

markets than in others, because the existing degree

of competition in those markets and the extent to

which health plans and providers have already

achieved greater efficiencies vary widely. The

limits, therefore, might be much harder to meet in

some areas than in others. Furthermore, the effects

of the constraints on spending in any particular

market would depend on the interrelated behavioral

responses of health plans, employers, providers, and

consumers in that market to the new incentives in

the health care system.

In short, the full effects of limiting the rate of

growth of premiums would be highly uncertain. In

part, that uncertainty would arise because the re-

straint on premium growth would occur in a restruc-

tured health care system, operating under new in-

centives and with insurers and health plans facing

new forms of restrictions as well as new opportuni-

ties. Uncertainty would also stem from the hetero-

geneity of the regional alliance markets and the

probable variation in the ways their health care

systems would adapt to restraints on spending.

The fact that limits on the rate of growth of

premiums might begin to bite at different times and

in different ways in each of the various alliances

raises the issue of the political sustainability of

those limits: Would the public and policymakers
view them as an acceptable way to restrain health

care spending? The situation would be particularly

difficult because of the wide variation that currently

exists in health spending across the country~at least

some of which reflects differences in patterns of

medical practice and competitive pressures in the

marketplace.

On the one hand, to the extent that historical

spending is used as the basis for determining the

initial level of premiums in regional alliances, limits

on the rate of growth of premiums will build in the

inequalities in current spending. Some analysts

argue that such an approach would be unfair to

regions in which the health care system has already

box)me "leaner" and more efficient, since those
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regions would have a harder time meeting the

growth targets (because they have less "fat" to trim).

On the other hand, ignoring historical spending

levels and instead establishing initial premium or

spending levels according to some objective criteria

reflecting need and differences in input prices could

cause major disruptions within the health care sys-

tem in some regions that currently have high rates

of use.

The Administration's proposal has recognized

both aspects of the problem. The National Health

Board would attempt to adjust the regional alli-

ances' targets for premiums to reflect current differ-

ences in health spending and insurance coverage.

Although this approach would bmld on historical

spending patterns, it would be modified by includ-

ing the adjustment for insurance coverage. In other

words, current spending patterns would be adjusted

to account for low spending in an area that may
reflect the population's lack of insurance coverage.

The per capita amounts for Medicaid, as well as

states' maintenance-of-effort payments for current

Medicaid beneficiaries who would no longer be

eligible for the program, would also be based on

historical spending. In the case of Medicaid, histor-

ical differences in per capita spending among re-

gions may reflect differences in covered benefits

and in reimbursement rates for providers, as well as

variations in access to and use of services.

Under the proposal, the board would be re-

quired, by July 1995, to make recommendations to

the Congress on:

o Eliminating, by 2002, the variation in regional

alliances' targets for per capita premiums that

resulted from variations in practice patterns; and

o Reducing, by 2002, the variation in the pay-

ments that states would make for beneficiaries

receiving cash assistance and for maintenance of

effort that resulted fit>m differences in practice

patterns, historical differences in the rates of

reimbursement to providers, and the amount,

duration, and scope of benefits covered by M"*

icaid.

The Congress would be required to conduct an

expedited review of the board's recommendations,

which would go into effect unless a joint resolution

of disapproval was passed within 60 days. The

board's recommendations would be of extreme

interest to policymakers because they might have

the effect of raising the allowed premium levels in

some areas and lowering them in others. The board

might also recommend that some states pay more

than in the past for Medicaid beneficiaries and

maintenance of effort and that others pay less.

CBO's analysis has assumed that the limits on

the rate of growth of premiiuns would be sustained

even though they are likely to create immense pres-

sure and considerable tension. Such strains, how-

ever, would not be peculiar to the Administration's

approach. Other methods of restraining the rapid

growth of health care spending would be likely to

generate similar stresses.

Conclusion

Fundamental reform of the nation's health care

system will inevitably involve many uncertainties.

New institutions will be required, and new responsi-

bilities will be imposed on existing institutions.

Their abilities to perform will be in doubt The

behavior of providers and consumers will change as

incentives are altered. The magnitude and even the

direction of these changes are difficult to foresee.

The ramifications and consequences of even

incremental approaches to reform are not easy to

predict The complexity of the existing system and

the intense interest all Americans have in health

care issues make it difficult to anticipate the out-

come of even modest changes in existing programs.

For example, most policymakers badly misjudged

the political response to the Medicare Catastrophic

Care Act, and analysts seriously underestimated the

fiscal consequences of recent changes in the Medic-

aid program.

As the Congress considers the Administration's

proposal and other alternatives for systemic and

incremental reform, the inherent uncertainties of

change must be weighed against the detrimental

consequences that flow from the current system-

increasing numbers of peep!: r,Lo lack the security

of insurance coverage for health care and the

r^idly rising costs of that care.
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Summaries of Recent Health Care

Analyses by the Congressional Budget Office

The
Congressional Budget Office (CBO)

publications listed below are available to

Congressional staff and the general public.

To obtain copies, call CBO's Publications Office at

(202) 226-2809.

Evaluating the Costs of Expanding the CHAMPUS

Reform Initiative into Washington and Oregon

(CBO Paper, November 1993, 46 pp.)

In 1988, the Department of Defense (DoD) began

the CHAMPUS Reform Initiative (CRT) as a test of

managed care in the military. In August 1993, DoD

proposed extending a revised version of CRI to

Washington and Oregon, certifying to the Congress

that CRI would be the most efficient method of

providing health care to the two states. As required

by law, this paper reviews DoD's analysis. CBO's

findings suggest that the revised CRI benefit is

likely to cost more than DoD has estimated.

Behavioral Assumptions for Estimating the Effects

of Health Care Proposals (CBO Memorandum,

November 1993, 37 pp.)

To estimate the effects of proposals to change the

health care system, CBO must make assumptions

about the behavioral responses that might occur as a

result of new policies. This memorandum draws on

the best available research to develop a set of guide-

lines on which to base CBO's estimates. These

guidelines will be revised as new evidence appears.

Projections of National Health Expenditures: 1993

Update (CBO Memorandum, October 1993, 22 pp.)

This memorandum provides projections of national

health expenditures through 2003. It updates the

tables and figures in CBO's study Projections of

National Health Expenditures (October 1992) based

on the methods described in that study and consis-

tent with CBO's September 1993 economic assump-

tions and baseline budget projections.

Controlling the Rate of Growth of Private Health

Insurartce Premiums (CBO Memorandum, Septem-

ber 1993. 27 pp.)

This memorandum analyzes two illustrative policy

options that are intended to highlight some of the

key issues surrounding the regulation of health

insurance premiums. The first option is a "stand-

alone' measure to limit the rate of increase in pri-

vate health insurance premiums. The second option

incorporates additional policy measures that could

mitigate some of the potential adverse effects of a

stand-alone policy. (The two options are not based

on any specific legislative proposal.)

Estimates of Health Care Proposals from the 102nd

Congress (CBO P^)er, July 1993, 57 pp.)

The 103rd Congress will be considering a wide

range of proposals to expand access to health care

and control costs while maintaining quality, and
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CBO will have to estimate the effects of these pro-

posals on the federal budget. This paper illustrates

CBO's approach to preparing such estimates by

examining four health refonn bills introduced during
the 102nd Congress: H.R. 1300, sponsored by Con-

gressman Russo, establishing a single-payer system;

iLR. SS02, sponsored by Congressmen Stark and

Gephardt, expanding Medicaid and Medicare and

setting overall limits on national health expendi-

tures; H.R. 5919, introduced by the House Republi-
can leadership, embodying much of President

Bush's health reform program; and H.R. 5936,

introduced by Congressman Cooper and other mem-
bers of the Conservative Democratic Forum, estab-

lishing regional purchasing cooperatives for health

insurance and a federal program to subsidize the

purchase of private insurance by low-income people.

Trends in Health Spending: An Update (CBO
Study, June 1993. 91 pp.)

Since the early 1960s, national health expenditures

have risen rapidly despite many attempts to control

their growth. This study examines trends in the

market for health services since 1960 to provide

background information and a context for assessing

proposals to change the U.S. health care system.

The report focuses on increases in the costs of hos-

pital services, physician services, and drugs and

other medical nondurable items. It also compares
trends in health spending by the nation with trends

in Medicare spending.

Managed Competition and Its Potential to Reduce

Health Spending (CBO Study, May 1993, 58 pp.)

This study looks at whether managed competition

could constrain spending on health care by motivat-

ing consumers, insurers, and providers to be more

cost-conscious. The report identifies eight features

that are critical for achieving the full savings that

managed competition could potentially deliver,

including health insurance purchasing cooperatives,

caps on contributions by employers, and standard-

ized benefits.

Responses to Uncompensated Care and Public-

Program Controls on Spending: Do Hospitals "Cost

Shift'? (CBO Paper, May 1993, 45 pp.)

During the 1980s, the revenues that hospitals re-

ceived for treating Medicare and Medicaid patients

declined, on average, relative to what it cost hospi-

tals to treat those patients. CBO looks at the extent

to which hospitals were able to cover their costs of

uncompensated care and their unreimbursed costs of

treating Medicare and Medicaid patients during the

1980s with subsidies from state and local govern-

ments; sources other than patient care, such as reve-

nues &om hospitals' parking facilities and dona-

tions; and revenues from private patients.

Single-Payer and All-Payer Health Insurance Sys-

tems Using Medicare's Payment Rates (CBO Mem-
orandum, April 1993, 60 pp.)

The United States is a leader in medical research

and has the ability to deliver health care of the

highest quality, but critics find fault with two as-

pects of the system: a substantial number of people
lack health insurance coverage, and health care costs

are high compared with countries where coverage is

universal. CBO examines two approaches by which

both universal health insurance coverage and greater

control over health care costs might be achieved.

The first approach is a single-payer system in which

all covered health care services are insured and paid

for by a single insurer, and the second is an all-

payer system in which services are covered and paid

for by multiple insurers but all payers adopt the

same payment methods and rates.

Projections of NatioruU Health Expenditures (CBO
Study, October 1992, 70 pp.)

The rapid growth of spending on health care will

not decrease in the 1990s unless the present health

care financing and delivery system is changed. This

CBO study reviews the growth in national healdi

spending since 1965, describes CBO's methodology
for projecting national health expenditures, and ana-
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lyzes trends in spending by type of spending and

source of funds.

Economic Implications of Rising Health Care Costs

(CBO Study, October 1992. 70 pp.)

This study, a companion to the one above, analyzes

how rising health care costs significantly affect the

economy by squeezing household and government

budgets, distorting the labor market, and diverting

resources from other priorities. Because the current

health delivery system lacks a mechanism to match

benefits with costs, spending on health may not

reflect the preferences of either consumers or soci-

ety. Instead, many factors-detailed in this study-
seem to encourage excessive health spending. CBO
finds that workers have borne most of the costs of

employer-provided insurance in the form of lower

real wages and reduced nonmedical benefits. Over

the 1973-1989 period, these health costs have gob-

bled up more than half of the real gains in workers'

compensation.

The Effects of Managed Care on Use and Costs of

Health Services (CBO Memorandum. June 1992, 32

PP)

This memorandum assesses the evidence about the

effect of managed care organizations and interven-

tions on the use and costs of health services—both

for the affected populations and for the entire health

care system—focusing on managed care for acute

care services.

Selected Options for Expanding Health Insurance

Coverage (CBO Study, July 1991, 1(X) pp.)

About one in seven Americans lacks health insur-

ance. This study explores three options to expand
health insurance coverage for the uninsured: man-

dating job-based coverage, expanding the Medicaid

program, and combining the two. Each of these

options could substantially reduce the ranks of the

uininsured and keep most existing insurance arrange-

ments intact, the study finds, but spending on health

care could rise considerably.

The Potential Impact of Certain Forms ofManaged
Care on Health Care Expenditures (CBO Memoran-

dum, August 1992. 31 pp.)

This memorandum looks at what might happen to

national health expenditures and to spending under

Medicare, Medicaid, and private health insurance if

all acute care services now funded through insur-

ance arrangements were provided through deUvery

systems incorporating two specific forms of man-

aged care. One is staff-model and group-model
health maintenance organizations. The other is

"effective" forms of utilization review, which CBO
interprets to mean utilization review that incorpo-

rates precertification and concurrent review of inpa-

tient care.

Rising Health Care Costs: Causes, Implications,

and Strategies (CBO Study, April 1991, 110 pp.)

This study describes the economic factors that con-

tribute to the growth in health spending and exam-

ines what is known about the effectiveness of differ-

ent strategies for achieving greater control over

costs. The five strategies examined by the study are

cost sharing by consumers; managed care that limits

the fieedom of health care providers and consumers;

price controls; efforts to increase competition among
insurers and providers; and regulation of the market

for health services, including controls on capital and

uniform payment systems that encompass all payers.

77i« Potential of Direct Expenditure Limits to Con-

trol Health Care Spending (CBO Memorandum.

July 1992, 17 pp.)

This memorandum describes various approaches to

using expenditure limits to control health spending

and identifies some of the operational issues that

would be involved.

Updated Estimates ofMedicare 's Catastrophic Drug
Insurance Program (CBO Study, October 1989, 73

PP)

This study estimates the cost to Medicare of cover-

ing outpatient prescription drugs as required by the

Medicare Catastrophic Coverage Act of 1988. The

methodology described in this report remains appli-

cable to estimates of proposals to provide a pre-

scription drug benefit under Medicare.
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Mr. Waxman. Thank you very much, Dr. Reischauer.
Chairman Dingell has to leave to go to another committee, and

I'd Uke to ask unanimous consent that he be permitted to start off

the questions. Without objection, the gentleman is recognized for 5
minutes.
Mr. Dingell. Thank you, Mr. Chairman, and I thank my col-

leagues, also, for the courtesy.
I want to commend you. Dr. Reischauer, for a very fine state-

ment, and very careful analytical work. The theological issue of

whether a premium is a tax is not a matter of concern to me, and
I think should not be a matter to which the committee would de-

vote its attention. I'm heartened that you have declined to fall into

the traps set by opponents of health care reform. I think most
Americans understand what is really going on here.

I welcome your decision to suggest that all the effects of the
health care proposal be put on budget. We in the Congress need
to be aware of the consequences of the legislation we consider. I

hope this useful precedent covers other legislation as well, includ-

ing things like consumer and environmental legislation.
The purpose of today's hearings is to go beyond newspaper head-

lines and try and understand what we are really doing here, and
to understand what you are telling us about health care reform and
the President's proposal. Most of us have several broad goals by
which we will measure the success or failure of this proposal, and
I would like to address these questions. Doctor, to the degree you
can, I hope you will give me yes or no answers.
Does the proposal provide comprehensive health coverage for all

Americans?
Mr. Reischauer. Yes, it does.

Mr. Dingell. Does the proposal increase health care choices for

most Americans?
Mr. Reischauer. In my judgment, it would.
Mr. Dingell. Does the proposal lower the rate of increase in

health care costs?

Mr. Reischauer. Yes, it would.
Mr. Dingell. Does the proposal reverse the current cost shifting

trend?
Mr. Reischauer. Yes, it would.
Mr, Dingell. Can you tell us briefly what is the overall effect

on the U.S. economy? Do wages rise in a real sense?
Mr. Reischauer. Real wages should be positively affected by the

plan, yes.
Mr. Dingell. Does inflation fall?

Mr. Reischauer. We have not examined that question.
Mr. Dingell. Could you scrutinize it for us, please?
Mr. Reischauer. Yes, we'd be glad to.

[The following information was received:]

There is no reason to expect the administration's proposal to have any particular
effect on inflation in the long term, because the long-run growth of prices depends
fundamentally on monetary policy in conjunction with the long-run growth of poten-
tial GDP. The administration's proposal would, however, add to prices in the short

term because it would raise taxes on cigarettes. That would temporarily add some
0.6 percentage points to the growth of the Consumer Price Index (CPI) in the year
the tax increase became effective. Prices of some goods and services might also rise

in the first few years after the health proposal was put in place, if some firms whose
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insurance costs rose had difficulty reducing wage rates. In the longer run, the pre-
mium caps might slow growth of the medical component of the CPI, but it is not

possible to predict any significant increase or decrease of inflation.

Mr. DiNGELL. Does the real GNP rise?

Mr. Reischauer. There would probably be a very marginal de-
cline in real GDP associated with the fact that there would be a

slight reduction in the labor force, as I suggested. But that is not

necessarily a measure of well-being. If people voluntarily choose to

retire, most of us think that their satisfaction, their level of utility
is in fact improved. GDP is not a good measure of the social wel-
fare of the country. I would say that people who might jump on
that answer as a criticism of this plan would be making a poor
judgment.

Mr. DiNGELL. Thank you.
Now, Doctor, the effect on the Federal deficit, first, CBO rates

the effectiveness of the entitlement caps at zero percent. The Presi-
dent intended that these caps be binding, and that they would pre-
vent the proposal from increasing the deficit.

Is it correct that your estimates on Table 2-2, when compared
with the statutory Federal budget caps, indicate that CEO's deficit

projection would be substantially reduced, if not eliminated, if we
drafted the caps to be binding?
Mr. Reischauer. Yes, that is true.

Mr. DiNGELL. Well, I guess we have a little drafting yet to do.

Doctor, I thank you very much for your very kind assistance to

us. Mr. Chairman, and my colleagues on the committee, thank you
also.

Mr. Waxman. Thank you, Mr. Dingell.
Mr. Bliley?
Mr. Bliley. Thank you, Mr. Chairman.
I ask unanimous consent to distribute a chart which I will be re-

ferring to at this time.
Mr. Waxman. Without objection.
[The chart referred to follows:]
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Mr. Bliley. Dr. Reischauer, in the debate over health care re-

form, it has been frequently noted that the Federal Government
has historically underestimated the cost of health care programs.
The original estimates of the Medicare and Medicaid programs are

usually cited as the prime example.
In response, Ira Magaziner, the architect of the administration's

health care plan, has argued that that was then and this is now.

Today we have much more sophisticated modeling for calculating
such estimates. As a member who has sat on the health sub-

committee for some years, I've had the experience of observing the

performance of these new and more sophisticated models.
While the models in our scoring methods may have become more

sophisticated, I am afraid that a review of recent history proves
that the results aren't much more accurate than those in the early
1960's. I think it might be useful to take a glimpse of the Alice in

Wonderland world of CBO modeling and budget scoring for just a
few of the programs that have been enacted in recent years. All of

the people involved in health care reform, I think a trip down
memory lane might prove instructive.

Dr. Reischauer, I would like to begin this trip with the most
talked-about estimate in recent health policy, the repeal of the
Medicare Catastrophic Act, the repeal of the first significant expan-
sion in health care benefits since the enactment of Medicare and
Medicaid in 1965. While it serves as a useful example of the peo-

ples documented lack of desire to pay more for health care, it also

serves as a great example of the difficulties of estimating the cost

of these programs. Let's walk through this chart to see what the
actual CBO estimates for catastrophic were.
While the estimates for two of the benefits were relatively close

at passage and repeal, the estimates for the prescription drug bene-
fit and the skilled nursing facility benefit demonstrate the potential
for tremendously inaccurate estimates. The prescription drug bene-
fit was estimated to cost $5.70 billion in June of 1988, which was
the estimate used when Catastrophic was passed. Just 1 year later,
before the benefit was even implemented, the estimate jumped $6.1
billion to $11.8 billion when it was repealed.
The estimates for the skilled nursing benefit are even more dis-

turbing. The June 1988 estimate, which again represents the esti-

mate at passage, was a paltry $2.10 billion. The CBO re-estimate
in August 1989 was an astounding $13.50 billion, an increase of

643 percent. Therefore, 1 year after enactment of the Act, the com-
bined estimates of these two benefits grew a whopping $18.2 bil-

lion.

Dr. Reischauer, when it comes to the budget, health care entitle-

ment and estimates, there always has been and always will be un-
foreseen consequences. However, there is one area where we can all

agree. Estimates of the cost benefits will always be too low, and es-

timates of the savings will always be too high.

Yesterday when you were asked in Ways and Means Committee
hearing if you were confident that the CBO's estimates were in the
ball park, you replied that that estimates were in the same town
that the ball park was in. I'm concerned that if CBO's estimates
of the Clinton plan are off by anything close to the magnitude they
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were in Catastrophic, they won't even be in the same country.
Could you please comment.
Mr. Reischauer. I'm certainly not going to defend the accuracy

of the estimate that you've been discussing, especially since I start-

ed this hearing, noting the uncertainty, and that's certainly a point
that I've stressed every time I've appeared—that our numbers are

uncertain. Everyone's numbers are uncertain in this area.

But I would appreciate just a touch of understanding here. When
we did our estimate of the prescription drug benefit, the most re-

cent available data dealing with prescription drugs on a national

sample basis was over 10 years old. We were asked to make an es-

timate for a period that was 5 or 6 years into the future. It is ter-

ribly hard to do estimates when the Federal Government doesn't

spend enough to collect information so that policy makers and
those who serve policy makers, like ourselves, can understand what
is going on in our very complex society.

Also, a lot goes on in addition to changes in legislation. We were

quite far off in our skilled nursing facility estimate, as you pointed
out in your chart here. But it's important to realize that the De-

partment of Health and Human Services issued a new set of regu-
lations around the same time we were doing this estimate, which
are thought to have changed the behavior and the costs of nursing
homes.

Also, there are—and were—various court cases about reimburse-
ment levels. It's very hard for people in the estimating business to

predict the impacts of those administrative or judicial changes. But

your basic point, I think, is well taken. There is immense uncer-

tainty around the cost implications of systemic reform.

Mr. Bliley. Thank you.
Thank you, Mr. Chairman.
Mr. Waxman. Thank you, Mr. Bliley.
Dr. Reischauer, some of the witnesses who have appeared before

this subcommittee over the last few months have argued that the

administration's bill would have major disemployment effects. For

example, the National Federation of Independent Businesses told

us that an employer mandate for health insurance would lead to

the loss of 3.1 million jobs. These job losses, they testified, would
be concentrated in restaurants, other retail trade, and agriculture.
Do you believe that the administration's bill will result in a loss of

3.1 million jobs, as the NFIB contends?
Mr. Reischauer. No, I don't, and I think the estimates that you

refer to are highly exaggerated. They often come from a kind of

logic that is flawed, and that asks if one restaurant on a street was
forced to pay for health insurance for its employees, what would

happen? And of course, the wages for its workers would go down
a lot, and no one would want to work there, or the prices would
be so high that no one would want to eat there.

It's a different story when every restaurant faces the same set

of costs. Then you have a certain amount shifted back onto all the

workers who work in restaurants. In return, they will be getting
a benefit, which is health insurance, and maybe there will be some
small increase in the price of meals that might reduce the demand
for restaurant services slightly.
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But these are not the major impacts on employment that the ad-
ministration's proposal would bring about. Rather, the major im-

pact would be voluntary early retirement, which most of us look

upon with a certain amount of envy, not as necessarily a bad thing.
Mr. Waxman. Why would there be an incentive for early retire-

ment?
Mr. Reischauer. Right now, many people may stay in the labor

force possibly because it's the only way they can get health care

coverage, because health care coverage bought individually is rath-
er expensive, especially when you're between the ages of 55 and 64,
but at that age bracket, many people would like to scale back their

work effort. The administration's proposal has a subsidy for early
retirees and offers to pay 80 percent—the employer's share—of the
health insurance premiums.
The fact that we would have community rating under the admin-

istration's proposal means that the cost for health insurance for a

60-year-old person would be the same as a similarly situated 30-

year-old person. And so no longer would you avoid retiring early or

scaling back your work effort because you feared that you would be
without health insurance coverage.
Mr. Waxman. Well, let me ask you about another consequence of

this mandate and this legislation. Under Medicaid, beneficiaries, if

they go to work, lose their health care. Those who are on Medicaid
because they are on welfare lose their health benefits when they
go back to work. That's obviously a disincentive to work when one
of the members of the family is ill.

How could the administration's bill be modified to make the work
incentive effect for low-income people stronger, and is there a work
incentive effect in this legislation because people would have health
insurance?
Mr. Reischauer. Basically what the administration's proposal is

doing is removing a disincentive, and no longer do some people
have to work to get health insurance, because one could get it even
if one wasn't working. But for that group of people you talked
about—cash-assistance recipients

—they would no longer lose

health insurance if they began to work and went off the welfare
rolls.

Right now most of them face a series of job prospects that don't
have any fringe benefits. They are low-wage jobs, they don't pro-
vide health insurance, they don't provide pension benefits, and
there's a lot of insecurity facing them when they leave welfare.
That will no longer be the case. People will retain the same basic

insurance that they had before. Their employers will be paying
part of it. They will have to pay a little bit of it, but with the rel-

atively low wages that they could be expected to earn, there will

be considerable subsidy for their portion as well.

Mr. Waxman. So there's an incentive for greater personal free-

dom to work
Mr. Reischauer. Yes.
Mr. Waxman [continuing]. If people have health care coverage.

Would it help to reduce the cost sharing requirements that the bill

imposes on low income workers who are not receiving cash assist-
ance?



112

Mr. Reischauer. I don't want to get into what's desirable or not.

I mean, that's really a judgment call for the Congress. But it

strikes me—having said I won't answer the question, I will now an-

swer it—that in fact, the administration's proposal imposes very
slight burdens on low-income individuals and families. One can join
an HMO plan that would impose very modest co-payments. Your
contribution for the family portion of it would be means-tested so

that it would never amount to more than 3.9 percent of your in-

come, and for people with incomes below 150 percent of poverty, it

would be even lower than that. It's quite modest.
Mr. Waxman. We've talked about the benefit of universal cov-

erage in terms of holding down health care costs when everybody's
in the system. It seems to me there's obviously another reason that

you're pointing out here. If we have universal coverage, for exam-

ple, ending welfare, going on to work without fear that they'll lose

their health care benefit, taking away the disincentive to work,
which is clearly paradoxical.

Let me now turn to Mr. Steams, who is the ranking member of

Mrs. Collins' subcommittee, for the next question.
Mr. Stearns. Good morning, and thank you, Mr. Chairman, and

good morning. Dr. Reischauer.
We have a couple of charts that are going to go up here. Re-

cently, the Washington Post ran a four-part series on the disas-

trous effects Medicaid has had both on the Federal budget deficit

and the budgets of our States. One of the main themes of the arti-

cles was that the Medicaid mandates were the single principal
cause of State budget pressures and deficits during the past few

years.
[The charts referred to follow:]
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Mr. Stearns. I now want to turn your attention to the Medicaid
mandates of OBRA 89. We have the charts up there, and I believe,
Dr. Reischauer, you have a copy of them. This chart Hsts the four

major mandates passed into law in 1989. Mandatory, number one,

mandatory coverage of pregnant women up to 133 percent of the
Federal poverty line; two, mandatory coverage of early and periodic

screening, diagnostic treatment services; three, enhanced payments
for health services and enhanced pa3rments for obstetrical and pedi-
atric services.

The first column is the official CBO estimate for all States for

these benefits in fiscal year 1991. The second line is the actual
Florida Federal expenditures provided by Mr. Gary Clark, who was
the Florida Medicaid Director in 1981. Florida represents only 3.8

percent of all Federal Medicaid expenditures.
First, let's compare the totals for fiscal year 1991. CBO cal-

culated that the total Federal expenditures for these four mandates
would be $321 million in fiscal year 1991. Florida's total alone,

however, was a whopping $106 million. Let's also look at the
EPSDT line. Incredibly, CBO estimated that the total Federal ex-

penditure would be $25 million for all 50 States, while Florida ac-

tually spent $63 million, or more than double the CBO estimate
amount in 1991.

Now, the second table projects Federal Medicaid expenditures
using Florida's actual experience. We come up with a figure of ap-
proximately $2.86 billion. Therefore, while CBO projected expendi-
tures of $323 million, expenditures were closer to $2.8 billion. That
is an error of 888 percent. This staggering error not only contrib-

uted to the growth in the Federal budget deficit, which shows up
in your 1991 baseline estimate, but was a devastating fiscal blow
to the 50 States. Question number one, why?
Medicaid is a matching program with the States paying 43 per-

cent of the tab. Consequently, CBO's mis-estimate of the Medicaid
mandates lead to State budgetary havoc, not surprising. The Na-
tional Governors' Association passed a resolution in 1991 signed by
all Governors, including then-Governor Clinton, asking for repeal,

delay or modification of all these mandates.
Dr. Reischauer, could you please explain to this committee how

CBO made an error in the magnitude of 800 percent, how could

Florida, the State that I represent, have actually spent more than
double the CBO national estimate for EPSDT benefits? CBO cannot
come even close to estimating small incremental benefit expan-
sions. If CBO can make an 888 percent error with these estimates,
how can we trust the accuracy of your estimate of the Clinton
health care bill?

Mr. Reischauer. As I have said more than once in the last 3

days, there is great uncertainty surrounding all of the estimates of
the President's health care reform proposal. You have selected
some CBO estimates which don't reflect well on our ability to esti-

mate.
Mr. Stearns. I appreciate your honesty.
Mr. Reischauer. We do thousands of estimates a year, and I

could come to your committee, with a chart that showed us right
on the money.

82-847 0-94-5
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Just going through some of the specifics that you have brought
forward, I don't agree that the Florida estimates here are the same
as we would estimate for Florida. These are obviously done by the

State, which is trying to make a point. Concerning the issue of

mandatory coverage of pregnant women where you point out that
the State says the mandate costs $31 million and CBO said that
for the Nation as a whole it was $270 million—part of that is a
State option. Not all States have taken advantage of that option.
So in fact, these are not necessarily in conflict with one another.
Mr. Stearns. Wait. The Florida Federal expenditures are actual

expenditures. And even when you
Mr. Reischauer. No, I'm not disagreeing with you there. I'm say-

ing that I think you're making the point that Florida's Federal ex-

penditures were $31 million and we said that the entire country
would be $270 million.

Mr. Stearns. Well, look at pediatric services, I mean
Mr. Reischauer. Excuse me?
Mr. Stearns. Some of these other ones where the Florida spent

$4 million and you proposed $11 million for the entire United
States, and yet Florida spent almost 45 percent of what you're esti-

mating.
Mr. Waxman. Mr. Steams, your time is expired, but if you want

to respond to that, answer that last point.
Mr. Reischauer. Well, I was going to go through these each one.

Just let me say that one reason that Florida's expenditures are

high is that the State of Florida has quite a good and aggressive
outreach program that has expanded the costs in this area, it is ob-

viously based on the fact that the State thought that this was an

appropriate response.
Mr. Waxman. Thank you, Mr. Stearns.
Dr. Reischauer, we're being called to the House floor for a vote,

so we'll have to take a short recess, respond to that and come right
back.

[Brief recess.]

Mr. Waxman. The subcommittees will come to order.

Mr. McMillan?
Mr. McMillan. Thank you, Mr. Chairman.
Dr. Reischauer, could I ask you to refer to the table in your re-

port on page 26 that you referred to in your testimony, and just
to sort of get some things in perspective. I think you made a state-

ment that the year 2000 would be, would that pretty fully reflect

full implementation of most of the consequences of the plan?
Mr. Reischauer. Most, but far from all. There are a dozen or so

important provisions that are still working their way into the sys-
tem and all the effects, even by our last projection year, aren't in

there.

Mr. McMillan. What I'm trying to do here basically is to come
back to the scope of what we're doing, so that the aggregate total

of $1,613,000,000,000 would be about the aggregate cost of health
care.

Mr. Reischauer. If we leave the system the way it is right now,
that is our estimate for national health care expenditures.
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Mr. McMillan. And then you would anticipate at the bottom,
with a figure of $1,583 trillion would be the aggregate cost after

the effect of the plan.
Mr. Reischauer. Yes, really a very small reduction at that point.
Mr. McMillan. Now, within that context, you're saying that

under the existing or baseline roughly 50 percent of that total out-

lay is in the form of private expenditures today, and the balance
is Federal, State and local government?
Mr. Reischauer. Yes.
Mr. McMillan. Under the proposed plan, the private payments

would be about 20 percent, and the balance would be Federal-
State
Mr. Reischauer. This is a table that lays out really the sources

of funds that pay for health coverage.
Mr. McMillan. I understand.
Mr. Reischauer. The alliances in the post-reform panels reflect

premium payments from individuals and corporations rather than
those on the private line.

Mr. McMillan. I understand. But following the argument that

regional alliances are a quasi-governmental function, and I happen
to think much more so, that the dynamics of such would be they
would become governmental functions over this time span, you
then concentrated probably 80 percent of total health care expendi-
tures into government controlled or moderated segments, the alli-

ance's direct Federal expenditures and the State and local expendi-
tures. And the alliances themselves would be on the magnitude of

$585 billion, which you have suggested should be reflected in budg-
etary accounts, somewhat in the manner that we do Social Security
today.
Mr. Reischauer. That's correct.

Mr. McMillan. Now, the remaining government expenditures
that you show in there of $478 billion in the year 2000, I would
assume would represent the baseline extension of Medicare.
Mr. Reischauer. There would be Medicare and some Medicaid

payments as well that didn't go through the alliances.
Mr. McMillan. Which Medicaid, the long-term disability portion,

for one?
Mr. Reischauer. Yes, and some wrap-around benefits and things

like that.

Mr. McMillan. But basically in terms of income subsidy, that
would flow through the alliances.

Mr. Reischauer. The income subsidy and the payments made for
cash assistance recipients for the basic benefit package would flow

through the alliances. Of course, there's the Department of De-
fense, the Indian Health Service, and the Veterans Health
Mr. McMillan. Veterans.
Mr. Reischauer. Service which would all be in that Federal line

as well.

Mr. McMillan. CHAMPUS.
Mr. Reischauer. It wouldn't be CHAMPUS in this area, it would

probably be a modified program.
Mr. McMillan. Program would be modified?
Mr. Reischauer. Right.
Mr. McMillan. So that's then the
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Mr. Reischauer. The Federal line.

Mr. McMillan. OK, now, that $585 billion that then is in the
health care alliances, the magnitude of that is going to be a direct

function, not a direct, maybe direct in some cases, but going to be
determined by the reimbursement, the value of standard basic care
as defined by a national health board.
Mr. Reischauer. Yes. It will be influenced very substantially by

the premium levels.

Mr. McMillan. There's a chart here, and maybe we'll have a
chance to get back into this on follow-up questioning, which indi-

cates your estimate of the cost of, the President's estimate of the
standard basic package, his standard basic package for a single
person and a two-parent family, and then you've got other esti-

mates.
There's a CBO estimate, which is illustrated there as 9 percent

higher than the President's estimate for a single person and 28

percent for a two-parent family. And then we have other actuarial

estimates by Wyatt, CBO High, Hewitt and the Health Insurance
Association of America, which range all the way up to 30 percent
higher than for a single person and over 50 percent for a two-par-
ent family.

I think this is an area where we really need to focus, because it

determines the most at-risk government exposure. And it's crucial

regardless of whether we're looking at the Clinton plan or looking
at the Cooper pan or the Chafee plan or the McMillan plan or any
other. And I want to come back to this, if I may, because I think
that the dynamics of that are really important.
My time is up on this.

Mr. Reischauer. Is my time up, too?

Mr. McMillan. No.
Mr. Reischauer. I think you put your finger on a very important

aspect of this plan or any plan. I would add that Lewin-VHI also

has a set of premium estimates that are very similar to ours and
the Wyatt numbers. And we all seem to be in the same ball park.
But because of the uncertainty surrounding this issue, we have

included in our report an estimate of the cost if the premiums were
15 percent lower than we estimate and 10 percent higher, in order
to give you a feel for the sensitivity of the cost estimate to vari-

ations in premiums.
Mr. McMillan. If we could come back to that on second round,

I think that's important to focus on.

Thank you.
[The chart referred to follows:]
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Mr. Waxman. Thank you, Mr. McMillan.
Mrs. Collins?
Mrs. Collins. Thank you.
Dr. Reischauer, let me get a point of clarification here. I'm really

interested in this early retirement benefit that I see here in the
bill. Now, when I have spoken with people about this, this benefit,
the people who have come to see me about it are all people who
are currently employed.
They explain it as being, well, there's a lot of downsizing going

on in our country, and people are being laid off. And so, what they
call themselves is a kind of coalition for Pre-Medicare Coalition; I

think that is what they called themselves when they were visiting
my office. And I asked a question, well, what is that? And they ex-

plained it to me the way I've just explained it to you.
And so my next question was, was this some kind of extension,

if you will, of Medicare benefit to that particular group of people?
Mr. Reischauer. No, it isn't. It's really just a special subsidy for

those between the ages 55 and 64, for the standard benefit package
bought through a regional alliance. People wouldn't be eligible for
the Medicare system at all until they were 65. And in fact, they
wouldn't even be eligible for the subsidy unless they had accumu-
lated enough quarters of work history to be eligible for Medicare
when they did turn age 65.

Mrs. Collins. So they would be eligible maybe 10 years earlier,
if they retire at 55?
Mr. Reischauer. Yes, they could retire 10 years earlier, or they

could work part time. Many individuals, as they approach age 65,
would like to work part time but feel that if they did they might
lose the health benefits they have with an employer.
Mrs. Collins. Have you done any studies about who would bene-

fit the most from this subsidy to this group? Would it be their
former employers or would it be the retirees?

Mr. Reischauer. Well, most workers don't work for companies
that provide generous health benefits for early retirees. So if you
are an employee who already works for a company that provides
early retirement with health benefits, you would be indifferent. It

doesn't matter to you whether the corporation or the Federal Gov-
ernment is paying the bill.

In those cases, the shareholders and owners of the company
would benefit. But for the majority of people who work for compa-
nies that do not provide this kind of benefit, it would be a subsidy
or benefit to the individual.

Mrs. Collins. Well, would they be treated differently from some-

body who was age 40 who lost his or her job and could not find em-

ployment and would not be entitled to this benefit? I don't like the
word "entitled," but not receive this subsidy or this benefit.

Mr. Reischauer. If you're asking
Mrs. Collins. Because as I understand it, the universal package

would give a standard medical package to everybody, regardless of

whether or not you retired between age 55 and 65, 40 or what have

you.
Mr. Reischauer. One portion of that standard benefit package

would be paid for initially by the family or the employee and an-
other portion of it would be paid for by the employer. If you didn't
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work full time or didn't work at all, the family or the individual

would be responsible for part or all of the employer portion as well

as the employee portion. There are subsidies to make sure that nei-

ther the employer nor the employee portion imposes an excessive

burden on the family.
If you're pointing out that there is a difference in treatment,

which many might call an inequity, between those aged 55 and
those aged 54, you're right. And that's a judgment call for the Con-

gress on whether that is an appropriate form of subsidy.
Mrs. Collins. Let me move on. One of the most significant im-

pacts of the bill that CBO found is that spending on health care

would be reduced by about $150 billion in the year 2004. The re-

port also found that businesses, as I mentioned in my opening
statement, in the year 2004, would be saving about $90 billion. I'm

wondering, can you give us a sense of what other macroeconomic
effects might occur as a result of lowering of the health benefits?

Mr. Reischauer. Well, as I said in my statement, there are lots

of redistributional impacts that will occur. Some firms and some
workers would be benefitted, others would be hurt, whereas on the

whole—averaged over all workers or all firms—the impact would
be beneficial. Of course, this all depends on our ability to hold

down the rate of growth of national health expenditures while

maintaining a level of service quality that people find acceptable.
And if all this happens, according to the bill and our estimates,

people will have more money in their pockets to spend on private
items—food, clothing, entertainment, travel, whatever—and on

public services, perhaps in the form of, you know, maybe higher
contributions to the Federal Government so that we can have bet-

ter roads or a cleaner environment.
Mrs. Collins. Thank you.
Mr. Waxman. Thank you, Mrs. Collins.

Mr. Greenwood?
Mr. Greenwood. Thank you, Mr. Chairman.
Dr. Reischauer, this is a fairly technical question, but it may

have some significance. Please refer to section 6002 of the bill on

page 995. You recall that section, don't you?
Mr. Reischauer. Yes, very well.

Mr. Greenwood. There is an update limit set at 15 percent. This
is basically intended as an extension of the baseline during the
first 2 years of the bill.

Mr. Reischauer. Yes, I know, you're talking about how the ini-

tial premium level is set. And it says, "you figure out a certain

amount and then you raise it by the increase in costs, but only up
to 15 percent if they grow faster than that."

Mr. Greenwood. That's right. During the hearing when Dr.

Rivlin testified, I asked some questions about that provision. I was
curious how you reconcile annual health care cost increases of 10

percent over a 3-year period, when you were limiting the baseline
extension to 15 percent. How do you reconcile the two?
Mr. Reischauer. It's a 2-year period.
Mr. Greenwood. I understand that.

Mr. Reischauer. And I think we adjusted our numbers by 15

percent. There is some confusion within the administration, I be-

lieve, on whether 15 percent is their estimate of the amount that
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health care costs will be rising, so it wasn't intended to be con-

straining. I think in our estimate it is moderately constraining.
Mr. Greenwood. The administration got back to me after that

hearing and said that actually it's a 2-year period, not 3, and that
the figure they used is 19.4 percent instead of
Mr. Reischauer. That's what we heard, too. But we're in the

business of estimating bills as they are written and handed to us,
so that's what we did.

Mr. Greenwood. So you used the 15 percent
Mr. Reischauer. Right.
Mr. Greenwood [continuing]. For 2 years, not the 19.4?
Mr. Reischauer. Yes.
Mr. Greenwood. What difference does that make in our esti-

mates of the impact of this bill?

Mr. Reischauer. It would simply be like increasing the pre-
mium, the average premium, by about 5 percentage points.
Mr. Greenwood. So if the 19
Mr. Reischauer. One percent.
Mr. Greenwood. The difference between 19.4 and 15 being 1?

Mr. Reischauer. No, this is the new math.
Let me tell you, I don't understand the answer my staff gave me

any more than you do. But an hour from now I will.

Mr. Greenwood. Let's not reconcile this right now. But could we
expect something in writing?
Mr. Reischauer. Sure. We'll provide some calculations for the

record.

[The information follows:]

The new math, which appeared to suggest that the difference between 19 and 15
is 1, actuallv is consistent with the old math. The question is, "If there were no con-

straints and the administration's proposal based the initial premium on the actual

2-year growth in costs, rather than imposing a maximum 2-year increase of 15 per-

cent, what does CBO estimate the rise would be?" The CBO estimate is 16 percent,
not 19 percent as estimated by the administration, and 16 less 15 is 1. In other

words, the administration assumes that health costs will grow faster in an uncon-
strained system than does CBO.

Mr. Greenwood. OK, I would appreciate that.

Your report finds that the Clinton plan would add $74 billion

over 6 years to the Federal deficit. And today's Washington Post re-

ports the 0MB Director, Leon Panetta, suggested that administra-
tion officials would attempt to persuade CBO to revise its findings.
Mr. Panetta was quoted as saying that you are "subject to a lot of

discretion."

Do you think the CBO will succumb to the administration's pres-
sures and revise its estimates, or will the White House have to

bring its plan into compliance through other measures?
Mr. Reischauer. Well, I guess the honest answer to that ques-

tion is that I've had every bone in my body broken by both sides

over the last 3 months, so there's nothing left to do. I think we
have a fairly good reputation in this town of calling the shots

straight. We do the best job we can on professional analytical

grounds. We're glad to hear the input from members and the ad-

ministration. But we really do make what we think is the most ac-

curate estimate.
At times, the administration, the Bush administration, the

Reagan administration, the Clinton administration—might have in-
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formation that enlightens us in some way. I have a staff of 200, the
administration has a staff of hundreds of thousands. There are

things they know that we don't know.
And that, by the way, applies to the staffs of committees. Some-

times the staffs will bring to our attention information, data from
the States, that we were unaware of If it's new evidence that we
believe is valid, we will take it into account. We have been over
these issues with the administration at great length.
And I would say, I would actually probably thank the profes-

sional staff at 0MB and HCFA, HHS, Commerce Department and
Treasury, who have helped us understand the intricacies, explained
to us what they did, and allowed us to bounce ideas off of them.
We had a tremendous advantage in that we went third in this

game. The administration went first and had really no guidance
and were feeling their way, and had no idea whether an estimate
that came out of a very complex computer model was realistic.

Then Lewin VHI did their estimate and could compare their
numbers to the administration's. Then we came along and could
ask two groups, "How did you do this?" We could ask, "Is there a
wrinkle that we might add to this or a totally different methodol-
ogy, as in the case of our employer subsidies, that we think would
be a better approach?"
So my initial reaction to that is that I would doubt if there is

something that would come to our attention that would cause us
to change our numbers significantly, although anything's possible.
Mr. Greenwood. Thank you.
Mr. Waxman. Thank you, Mr. Greenwood.
Mr. Wyden?
Mr. Wyden. Thank you, Mr. Chairman.
Dr. Reischauer, as I said earlier, I think you all have done a re-

sponsible job. My sense is that the Clinton plan is health care in
the private sector, it is health care in the private sector subject to

regulation. And I think that opponents of health care reform are

laboring mightily to distort your work, to in effect say "Bob
Reischauer is saying the Clinton proposal is some example of the
Federal Government going berserk and trying to take over every-
thing in health care." And one of the kind of centerpieces of their

strategy is of course the idea that when employers are required to
make payments, they go on to the Federal account, as you all have
essentially said.

My question is, a lot of the other proposals seem to require that
there would be an individual mandate. And I am curious whether
you think an individual mandate should have to go on to the Fed-
eral accounts as well, and if you want to hedge on this, and I un-
derstand you might, tell me what distinctions would be meaningful
in arguing that an individual mandate shouldn't go on to the Gov-
ernment books, given the rationale you have done with the em-
ployer mandate.
Mr. Reischauer. I learned in the process of the last few months

that one should never talk about the appropriate budgetary treat-
ment of plans in the abstract; that one needs legislative language.
This is a very complicated area, it is a judgment call, and I can en-
vision individual mandates that we would not regard as govern-
mental activities. I can also envision ones that we would. And I
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just don't want to be in the position of trying to give you a 2-

minute answer to what is a voluminous question.
Mr. Wyden. I would be even interested for the record if you could

tell us what distinctions would be meaningful. That's why I asked
it in that fashion.

The other area that I'm very interested in is you all essentially
said this week that there is no evidence that administrative cost

inefficiency and inappropriate procedures have been a growing por-
tion of our national health bill, is that correct?

Mr. Reischauer. Yes. These things are very hard to measure, as

you know, but I think that's the judgment of most health analysts,
that it's nice for all of us to try blaming growing costs in the health
care sector on something that we find nonessential—administrative

waste, malpractice, inappropriate services.

But the hard and true fact of it is that most of the growth, I

think, that we are experiencing, is related to the fact that we are

receiving more and more complicated services. Medicine has diag-
nostic techniques, surgical procedures, and imaging devices that

only writers of science fiction books dreamed about a decade ago.
Now they're routine. And any effort to constrain costs confront the

basic issue that technology is a big factor behind growing health

care costs in this country.
Mr. Wyden. I have been trying to assert that to my colleagues

on both sides of the aisle over the last few weeks, because I think

technology is the Pac Man today gobbling up everything in sight
in health care. And in particular, I note that at page 52 of your
report, you state "Perhaps most important, technological change is

very rapid in the health care sector, but market constraints that

might ensure that new technologies are used in cost efficient ways
may not operate effectively."
Do you think it would be helpful in terms of addressing this tech-

nology issue if in a prudent and appropriate way the Government
was to create incentives for technology evaluations by private

firms, to make sure that it was able to get better information on
which technologies are cost effective and clinically valuable?

Mr. Reischauer. I think that's unquestionably the case, and we
already are moving in that direction. I think this committee and
other committees of the Congress have begun putting more re-

sources into evaluations of medical outcomes and medical research,
and we're far from the level that we need to be in those areas.

Mr. Wyden. My time is expired, but I think the point is, I share

your view, the Government is putting more resources in it. But

given this enormous need we're going to have, since you have stat-

ed technology is what is really fueling this enormous growth, I

think the private sector is going to need some new incentives and
will want to consult with you.
Thank you, Mr. Chairman.
Mr. Waxman. Thank you, Mr. Wyden.
Mr. Paxon?
Mr. Paxon. Thank you very much, Mr. Chairman.
Dr. Reischauer, in my opening statement I referred to the very

significant impact on local government and local residents of the

existing Medicaid program. As I understand this issue, the Clinton

plan will expand coverage to other than Medicaid recipients, pro-
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vide additional benefits and have these expenditures reimbursed
through the Medicaid formula.

Now, from the Governor's office in New York, they are reporting
an additional cost to the taxpayers of our State of $1 billion. I have
seen in the report before us that you project that the deficit will

go down, wages of workers will increase, and unemployment will
be affected very little. But that is all from the Federal level, from
the Federal budgetary perspective.
But if that is the case, and from what I remember of physics and

physical properties, what goes down on one side, Medicaid expendi-
tures and the deficit, will have a corresponding effect on States and
local governments. Now, in light, particularly, of Governor Cuomo's
comments regarding the cost of $1 billion, have you examined what
could happen to States like New York with low reimbursement for-

mulas that will be on the hook for new Medicaid spending?
Mr. Reischauer. Mr. Paxon, no, we have not. But there is some

research going on at the Urban Institute by Dr. John Hollohan
which actually tries to estimate State by State impacts of the
President's proposal, which has some rather surprising initial re-

sults in it, I think surprising to those people who live in New York,
particularly.

In addition, I would just like to point out that your analysis of
the impact of the Medicaid program on local taxpayers is certainly
a valid criticism. But New York is one of a handful of States, that

require local participation in Medicaid. In the vast majority of
States the State government picks up the entire portion of Medic-
aid.

Mr. Paxon. Doctor, of course, that would, I have for many years,
as a former county and State official, advocated very strongly that
the State should pay for the cost of the programs that they man-
date. However, the cost will still be increased for State taxpayers.
They are county taxpayers versus State, we are all the same.

Mr. Reischauer. Well, that
Mr. Paxon. It goes in one pocket and out the other.
Mr. Reischauer. That is certainly true. But we have to remem-

ber that the costs to government, or to business of this or any pro-
posal ultimately come out of the pockets of individuals. There's only
one place for the business, State, or Federal component, namely the
income of the American population.
Mr. Paxon. Doctor, you mentioned there were some surprising

initial results of the Urban Institute analysis. Can you share those
with us?
Mr. Reischauer. No, I can't, because I've seen a draft copy that

was not for citation or quotation.
Mr. Paxon. Do you have any idea how soon that will be avail-

able?
Mr. Reischauer. No, I don't. I think you could probably have it

this afternoon if you called over there.
Mr. Paxon. Then I will certainly do so.

Just to follow up on my first question regarding Medicare and
Medicaid, in the report you state, under the Reductions in Medi-
care section, "A major part of the funding for the proposal comes
from reductions in the Medicare program," and in the section re-

garding reductions in Medicaid, you say, again quoting you, "The
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cost of the Medicaid program will be substantially less under cur-

rent law." Again, how is this to be achieved, and who will pay for

what the Federal Government has supposedly saved or cut? How
do you achieve these savings?
Mr. Reischauer. The Medicare savings are similar to what the

Congress has passed over the last 6 or 7 years to reduce reimburse-
ment rates and expand co-insurance. Those savings, I think, are
real and achievable.
The Medicaid savings to States and local governments, are some-

what offset by the fact that the Federal Government will be provid-

ing income-related subsidies to many of these same individuals.

And so it becomes a fully Federal cost. In addition, there's a wrap-
around program for certain benefits that low-income children will

receive, which will become an entirely federally funded program.
Mr. Paxon. If I could just conclude, Mr. Chairman, for 1 second

here. I want to reiterate. We have a, in this case in our State, a
Democrat Governor, Mario Cuomo, and in my home county, a Dem-
ocrat county executive, who are both saying very clearly, repeat-

edly, that the President's health care reforms are a financial disas-

ter for the taxpayers of our State. The billion dollars in increased
costs on Medicaid alone, which I believe is a conservative estimate,
will have a significant job reduction impact on our State, a signifi-

cant impact on the outflow of taxpayers from our State, and this

issue must be addressed.
It is one of the most troubling concerns to the taxpayers of my

community day in and day out, week in and week out, as we have
seen our taxes increase significantly as a result of these Medicaid

expenditures. And it is certainly the fault of the State of New York
under the current administration that they have not reformed Med-
icaid. But at the same time, the reimbursement formulas are such
that we are discriminated against, the costs are heavily borne in

our State, particularly for many who have moved to New York

seeking higher social service benefits.

Thank you.
Mr. Reischauer. Mr. Chairman, could I just have a minute to

explain the new math, which was that the difference between 15

and 19 is 1? The answer to that question was that if there were
no constraints, and if that section of the bill just said "base the ini-

tial premium on the actual 2-year growth in costs," what do you
think the rise will be? My staff would estimate 16 percent, not 19

percent
—and 16 less 15 is 1. So the administration has a higher

rate of built-in growth in an unconstrained system than we do.

That's the answer, Mr. Greenwood.
Mr. Waxman. Thank you very much.
Mr. Kreidler?
Mr. Kreidler. Thank you, Mr. Chairman.
Let me begin, since we concluded with the last statement here

giving anecdotal information about the States' position on health

care reform, by pointing out that if I had the high cost of health

care experience of New York State, I'd be very apprehensive. Actu-

ally, I'd probably be here demanding that we reform the system be-

cause of it. My State, which has a history of low health care ex-

penditures, already enacted universal coverage with an employer
mandate. They're saying to the Federal Government, "Either lead
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on this issue or get out of our way," which is somewhat of a dif-

ference, I presume, from New York State.

Dr. Reischauer, you have projected a continuing growth in health
care costs for the economy, if nothing is done, almost doubling in

the next decade. Do you know of any way to reduce the growth
without universal coverage, and would any proposal that does not

guarantee universal coverage work better than the Clinton pro-
posal to bring down the rate of growth in health care costs to our

society?
Mr. Reischauer. I'm not in the business of saying one way is

better than another way. As an economist, could I imagine mecha-
nisms that would bring down the rate of growth of costs? You bet
I could. But they'd be unacceptable to the people and would prob-
ably be bad social policy.

I mean, we could say that spending on health insurance policies
is no longer a tax deductible business expense. That would be one

right there, and what would happen is probably we would get an
increase in the numbers of people without insurance in this coun-

try.
Mr. Kreidler. Given political realities of what is possible, is

there any way of doing it without universal coverage, given the re-

alities of what is possible to do to address this issue?
Mr. Reischauer. What we have said in a number of our reports

is that as long as you're going to have insurance pay for a lot of
health care, bringing everybody into the tent is a first step towards
rationalizing the system. Because if everybody isn't under the in-

surance tent, then what you do will have detrimental impacts in
the sense that changes in incentives on the folks with insurance
will manifest themselves in cost shifting off onto others, or in-

creased numbers of people lacking insurance, those with health in-

surance having to pick up the cost and so on.
Mr. Kreidler. There is broad consensus then, that health care

reform is necessary to achieve Federal deficit reduction in the long
term? CBO says that OBRA 93 will reduce the deficit in the short

term, but over the long term, health care entitlement programs will

again increase the deficit. Would you agree the President's plan
will achieve the goal of deficit reduction over the long term, and,
if some modest changes were made in his proposal, would it be pos-
sible to reduce the deficit in the short term as well?
Mr. Reischauer. As I stated, if the President's proposal were en-

acted, and it were implemented according to the legislative lan-

guage and the Congress stuck with the restraint imposed on it, im-
posed by it, we would expect after the year 2004 it to have deficit
reduction impacts. Could you transform the program in such a way
as to have deficit reduction earlier than the year 2004? Certainly.
But you would be phasing various elements of the program in at

a slower rate, reducing the generosity of the subsidies, or reducing
the generosity of the benefit package. These are trade-offs, they're
trade-off's that you, as Members of Congress, will have to make,
and we fortunately only have to estimate.
Mr. Kreidler. One of those potential changes would be the em-

ployer subsidy. If there's general acceptance that employers have
a responsibility here, perhaps taking a second look at employer
subsidies might be one way to do it. A second would certainly be
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to question whether raising the tax on cigarettes, perhaps taking
it to $2, $2.50 to $3 a pack instead of 75 cents would go a long way
to eliminating the problem of a short term net gain to the budget.
Mr. Reischauer. I think there are dozens of suggestions like

those you've just made. The question is really not whether we
couldn't estimate that they would reduce the cost of the programs,
but whether you and your colleagues would find them acceptable.
Mr. Kreidler. Thank you, Dr. Reischauer.
Mrs. Collins [presiding]. Mr. Franks?
Mr. Franks. Thank you. Madam Chairwoman.
Mr. Franks. Playing the devil's advocate, I'm a strong believer

that we should have serious welfare reform, and playing the devil's

advocate, how can we assume that a large number of welfare re-

cipients would opt to stay on welfare because of their fear of losing
health coverage by Medicaid?

I can see that it may be the case in a few instances, and I per-
sonally know welfare recipients, and many of them have told me
that that's not their main concern. Welfare reform would be. And
in Chicago, where recently we read about 20 individuals residing
in a two-bedroom apartment, I don't think that the five adults in

that apartment were concerned with losing their health care cov-

erage if they were to get a job.
Do you have any concrete proof that this would be the case, and

if so, to what percent would this be?
Mr. Reischauer. These numbers are very uncertain, as you

know. And we have suggested that under the President's plan
there would be less work disincentive for these individuals, and we
would expect some modest fraction of them to enter the labor force.

Our estimate of this is considerably lower than the administra-

tion's, and for all practical purposes in the analysis that we have
undertaken of the proposal's cost, it disappears in the rounding
error.

Mr. Franks. I think modest is even an exaggeration. Do you
have a percent? I think you're talking about a fraction of a fraction
of a fraction. Because it's—believe me, those individuals in that two
bedroom apartment, they weren't really concerned about whether
or not they were going to lose their coverage if they got a job.
Mr. Reischauer. I think I see what your concern is. Our number

is 1 percent to 2 percent of the recipients.
Mr. Franks. And you feel comfortable with being able to support

that as just a figure that you felt was reasonable?
Mr. Reischauer. It was based on the existing academic lit-

erature and studies of this kind of issue, and it is certainly a num-
ber that is surrounded by a good deal of uncertainty. But 1 percent
to 2 percent is not a large fraction of the total.

Mr. Franks. Yes, I agree, and I think the President has made
it sound as though this is a major reason why we need health care

reform, because of the fact that so many welfare recipients would
just be jumping right out there and getting a job because of the fact

that they will not have to jeopardize losing health care coverage.
I think the percent of 1 or 2 definitely flies in the face of that the-

ory, would you agree?
Mr. Reischauer. I'm not going to get into a characterization of

my theory.
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Mr. Franks. OK. A couple of quick points, couple of quick points.
How would you account for and/or evaluate the illegal alien situa-

tion, since we will be covering those individuals? Second, being a
former personnel person for 10 years, with the number of tem-

porary individuals that will now be displaced because of the fact

that most employers will take two temps and combine them into

one, how do you still come away with saying that the amount of

job loss would be modest?
Mr. Reischauer. First of all, illegal aliens or residents without

appropriate papers would not be covered by this plan,
Mr. Franks. Well, first, when I—when the First Lady did testify

before this committee, I asked her the same question. I asked her
if an illegal alien walked into a hospital, will this individual be cov-

ered. And her answer—and he will not have a card, a health secu-

rity card, her answer was yes. And we all know that in California
that's happening on a regular basis, and in my, believe it or not,
in Connecticut, in the city of Danbury, it's happening all too fre-

quently as well. I heard that it would be, that individual would be
covered. How are we paying for this?

Mr. Reischauer. That's a different question—the one you asked
the First Lady, I think she was answering the question: If some-

body with a critical condition came into a hospital needing care,
would that individual be turned away?" The answer is no.

Mr. Franks. That was the question.
Mr. Reischauer. But that is very different from being covered by

a standard benefit package that has a wide range of services.

Mr. Franks. If I may add this one point, there is an expense tied
to those individuals who are walking into the hospital
Mr. Reischauer. There certainly is.

Mr. Franks [continuing]. Who are illegal aliens, and we should
be able to quantify that expense, because it's happening on an as-

we-speak basis.

Mr. Reischauer. Yes.
Mr. Franks. Would you agree, and I think we can quantify their

figure
Mr. Reischauer. No. That is in our baseline, remember, and as

you said, it is happening already.
Mrs. Collins. The time of the gentleman has expired.
Mr. Franks. Thank you. Madam Chairwoman.
Mrs. Collins. Mr. Towns?
Mr. Towns. Thank you very much. Madam Chairwoman.
I'm concerned about the fact that with the elimination of the dis-

proportionate share program under Medicaid, what would be the

impact on hospitals that provide emergency care to the undocu-
mented?
Mr. Reischauer. Well, remember, one reason we have the dis-

proportionate share payments is that we have a lot of individuals

trooping into our hospitals, or being carried in, who don't have any
insurance coverage. This creates bad debt and uncompensated care

problems for these hospitals.
This plan and any other plan that provides for universal cov-

erage of course means that many of those individuals who are plac-
ing a tremendous burden on these hospitals would have insurance
coverage. The hospitals would be reimbursed for the care that
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they're providing, and they'd be reimbursed at higher rates than
the average that is now the case under the Medicaid program. So
I don't think anybody would argue that the situation isn't going to

get better for that type of hospital.
Mr. Towns. I have some problems agreeing with that. Because

if—my understanding, you have between $800 million and $1 bil-

lion on the plan for undocumented problems-
Mr. Reischauer. Yes, there's $800 million
Mr. Towns. In the plan?
Mr. Reischauer [continuing]. In the plan each year for sort of

vulnerable population adjustment of this sort.

Mr. Towns. The reason I have problems with it. New York State

right today spends $320 million. So if you only have $800 million
in the plan, how could we do that?
Mr. Reischauer. But New York is paying for lots of folks who

will have insurance coverage under the proposal. These hospitals,
in fact, are going to be better off, because those groups of people
that they treat now don't have insurance coverage.
Mr. Towns. Well, to be honest with you, when you look at the

undocumented population, which is growing every day, and I just
sort of feel that the hospitals like that will probably be squeezed.
And I'm not sure that we'd be better off. I'm having difficulty un-

derstanding that part. Because the numbers are increasing every
day, and if this is the only amount of money that's there, I'm not
sure.

Mr. Reischauer. I think you're pointing out the fact that the

$800 million is an uncertain number because we really don't know
what the burden of these folks will be after we have a new system.
I think that's one of the areas in which the Congress might want
to second guess the administration, based on information you could

bring from your State and maybe the Representatives from Florida

could bring from their State and other deeply affected areas of the

country.
Mr. Towns. Right. Because the administration proposal shifts

the reimbursement stream away from the hospitals to individuals

who will be insured, can you comment on concerns that have been

expressed that hospital based delivery systems like those in New
York will suffer a huge revenue loss?

Mr. Reischauer. I don't really understand that question.
Mr. Towns. If you're shifting the insurance now to the individ-

ual, where New York, as you know, it's one of the high areas in

terms of reimbursement, and now you're shifting it to the individ-

ual, I mean, how would that affect in terms of the hospital setting,
because now it's the individual that you're basically insuring?

Mr. Reischauer. If you're trying to focus your attention on the

concept that the premium caps among the various alliances of the

country will eventually be equalized, and the ability of providers in

certain parts of the country to have much higher incomes that are

not justified by higher costs will be reduced, that's true, but this

is an attempt, I think, to make the system more equitable through-
out the country. But that will be a gradual process that will take

over a decade to work itself out.

Mr. Towns. Let me just be quite candid. I'm really concerned, be-

cause when you talk about a region that has a high cost of living.



131

as New York has, that's one of the regions, and I remember when
we were trying to get a count, census counters, and we couldn't get
them in New York because of the fact that people just would not

work for that based on the other things they would have to pay as

a result of their getting involved in the work force.

So I'm sort of concerned that if we do not look at this very care-

fully that we will fmd professionals moving from one area of the

country to another, and leaving, an area like I come from, would
have a shortage.
Mr. Reischauer. I think those are concerns that you should be

examining. But I'm not here to defend the administration's pro-

posal. I didn't help draft it. I had no part in it at all. And if you're

finding fault with the administration's proposal, you should direct

that criticism to the administration.

Mr. Towns. No, I'm finding
—what I'm asking you in terms of the

fact that these numbers, you know, you, who are the ones that

have sort of done a great job in terms of putting forth some num-
bers here, and I'm impressed with that. And that's the reason why
I'm asking you these questions, because I want to get your com-
ments on some of these numbers. And I think that will be very im-

portant in terms of our deliberations. You've done a great service.

Mr. Reischauer. We don't really have the ability in my office,

with my relatively limited staff, to examine the way a program like

this would play out across the States and within the various local-

ities of each State. But that is a very important issue, and the last

chapter of our study raises some of the same questions that you are

bringing up here today.
Mr. Towns. Right.
Mr. Waxman. Thank you, Mr. Towns.
Mr. Hall?
Mr. Hall. Thank you, Mr. Chairman.
At risk of asking questions that have already been asked, I'll

ease into my questions. I thank you for appearing and for the re-

port that you've submitted.
I have real problems with the projections governments make at

all levels, and I've served at all levels. I won't reiterate how far

someone missed the estimate on the Medicaid and the Medicare
costs from 1965 to 1991, because we can have things intervene that

make those changes, and I think you very carefully laid out your
parameters when you addressed the uncertainty of the estimates,
and I understand how that can happen.
But nevertheless, we're here and we're using figures and we're

bouncing around figures that we have to rely on. And one is, for

example, the 37 to 40 million that are not covered. I guess one

question is, how many of that 37 or 40 million would require cov-

erage, would require attention?
And I'll tell you why I ask that. It seems to me that if we could

leave everybody alone that has a policy of insurance or coverage
that they're satisfied with, both the quality and the cost, and ad-
dress those who are not covered—I know that the administration's
not terribly interested in that right at this time, but it might be
a fall-back position for them somewhere down the line—don't we
need to know how much we spend on that 35 to 37 million people
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to know how much we can allocate to them if we just address that
small pool of people?
Mr. Reischauer. We do have some pretty good information on

how much health care those individuals receive now in relation to

the amount they would receive if they had an average insurance

policy in the United States.

But what you have to realize is that it is very difficult to address

the problem of the uninsured in isolation because the number of

uninsured people is a function of the costs of uninsurance. If we
provided subsidies or benefits for those 37 million individuals, em-

ployers who now provide health insurance are going to ask, "Why
should I provide this health insurance?" And their workers are

going to say "I'd rather have the higher cash wages." Then the

numbers of people without insurance who were eligible for your
program would rise. So this is a very difficult set of issues that you
face.

Mr. Hall. Well, I guess what I'd need to know is an estimate of

what that figure would yield, and if you have that in written form

somewhere, and it would take you too long to give it to me now,

just tell me you'll get it to me.
Mr. Reischauer. The problem isn't that we don't have a number,

the problem is that we have two numbers. Let us provide that for

the record.

Mr. Hall. I'll take the one I like the most.

OK, could you get something to us in that?

Mr. Reischauer. Yes. Be glad to.

[The information follows:]
If coverage similar to private insurance policies now in place were provided to

people who are currently without insurance, spending on health would increase by
about $33 billion in 1994. Since the uninsured currently use services that cost about

$46 billion, total spending on their care would rise to almost $80 billion.

Mr. Hall. One other thing. Between the administration numbers
and the numbers that you as Director of CBO released several days

ago, what's the margin of error? And I'll tell you why I ask that—
is there a possibility that the margin of error comes to the aid of

both you and the administration?

Mr. Reischauer. As an economist and somebody who studies

statistics, I treat this question with more care than you might
want. But the margin of error of the standard deviation of our esti-

mates, we have really no way of measuring. But I'm sure that they
are probably sufficiently large so that the administration's esti-

mates and our estimates are within several standard deviations of

each other.

In other words, some statistician might say that they are not sta-

tistically significant at a 1 percent level or something like that.

There is huge uncertainty around these numbers, so when we're

talking about differences of $10, or $20 billion a year in total Fed-

eral costs, that magnitude is relatively small.

Mr. Hall. Well, as in the Medicare and Medicaid figures, they
had to stand the test of 26 years. We're going to not be 26 years
in writing some type of health reform, so I think the measure of

the margin of error would be very important to us on such a short

term basis.
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I have other questions, Mr. Chairman, but I'll wait my turn

again.
Mr. Waxman. Thank you, Mr. Hall.

Dr, Reischauer, one of the differences between your estimates
and those of the administration comes from different assumptions
about how large employers, those with over 5,000 workers, would
decide to provide health coverage. Under the President's bill, they
could form a corporate alliance and provide health care coverage di-

rectly to their workers and families, or they may enroll their work-
ers in the regional alliances.

In your analysis, I understand you predict many of these large
employers, perhaps as many as three quarters of them, will elect

to have their employees covered through participation in the re-

gional alliances instead of continuing to operate their own health
benefits program. I believe this represents one of the significant
differences between your analysis and that of the administration.
You stated several times that there is great uncertainty and dif-

ficulty in trying to predict behavior when so many things are

changing. I wonder if you could tell us, what would be the effect

on your cost estimates if more of the large employers decided to
form corporate alliances, and how would your subsidy estimates be
affected?
Mr. Reischauer. Mr. Chairman, you're right, that is an impor-

tant distinction between our estimate and the administration's. The
administration, I believe, assumed that every employer who could
form a corporate alliance would, and we expected that at the begin-
ning maybe a quarter would, and at the end of the projection pe-
riod, maybe only 11 percent would. That was based on an analysis
of the benefit that an employer would get out of forming a cor-

porate alliance.

If all large employers were in corporate alliances by the year
2004, rather than the number that CBO assumed, the subsidies
would be lower by $6 billion, because corporate alliances don't get
the same employer subsidy that regional alliance employers get.
And corporate alliance assessments—assessments that pay for
medical education—would rise by $4 billion. So there would be a
$10 billion swing in our numbers.
So rather than showing a negligible impact on the deficit, there

would be roughly, a $10 billion reduction in the deficit.

Mr. Waxman. We're hearing from a lot of people who think that
we ought to lower that number of employees for which a business
could opt out of purchasing the health insurance for the employees
through the alliance. Some have suggested even as low as 100 em-
ployees might be able to form a separate alliance. If we allowed
that, would your assumption still be that most of them, even
though they had the choice, would want to purchase health insur-
ance through the alliances rather than form a separate corporate
alliance?

Mr. Reischauer. We haven't examined that. But you're talking
about a very different system. Because you're diluting the effect of

community rating when you do that. Because what will happen is

only employers with below-average risk pools will form corporate
alliances, and those employers that have older, less-healthy work-
ers or worker's families, will all be in the regional alliances, so we'll
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have a basket of good eggs and a basket of bad eggs, and we will

have, in a sense, a two-tier system. And it's a very different one
from the one that the President has proposed.
Mr. Waxman. I'm curious to understand why, if there are 5,000

employees or more, you would assume that three quarters of them
would want to go into the alliances. It would seem to me that
Mr. Reischauer. We didn't, the administration did. Oh, into the

regional alliances, excuse me.
Mr. Waxman. Yes, because it

Mr. Reischauer. Remember, the corporate alliance employer has
to pay a 1 percent payroll tax on the entire payroll. Also, the part-
time workers who work for this large corporation are going to be
in the regional alliance. They cannot be covered by the corporate
alliance, so there's going to be some administrative burden within
the corporation.
There is a period, of course, when you are paying that 1 percent

payroll tax when there may not be a regional alliance or a State

system established, and so the benefits of corporate alliancedom, so

to speak, will not be realized for 2 or 3 years, while you're paying
this tax. CBO figured out that a corporate alliance had to expect
to save $800 per worker before it became economic to form a cor-

porate alliance.

We went through the data records and tried to figure out how
many firms this would involve. And of course, there are all the

complexities of two-earner families in which one employee works
for the corporate alliance and one employee works for a firm in the

regional alliance. The family has a choice and could end up choos-

ing a regional alliance payer plan. That way, the corporation has
to involve itself with the regional alliance system.
Mr. Waxman. As you know, some of the members of our sub-

committee and other committees of the House have alternative

health reform plans that also warrant the probing analysis that

you've given to the President's plan. I talked to you before the

hearing began, we're interested in having you prepare an analysis
so we can look at the cost projections for those proposals as well.

Mr. Reischauer. Yes.
Mr. Waxman. Mr. McMillan?
Mr. McMillan. Thank you, Mr. Chairman.
I happen to believe that there is a solution to the problem the

chairman has raised, and I hope we'll have a chance to look at it.

Probably, structured individual mandates with individual subsidy
relative to income that can be transportable solves a lot of those

problems. It may raise some other questions, but that's one of the

things I hope we'll have a chance to look at.

One comment on the tobacco tax. There are $62 billion, I believe,

assumed over a 5-year period in tobacco tax in the President's pro-

posal. And that's a pretty hefty increase. The Canadians relied

heavily on tobacco tax and I noticed in the paper yesterday, they're

thinking of reducing the tobacco tax because it engendered a black

market, so that a rather substantial proportion of Canadian ciga-

rettes now are brought in outside of the tax screen, which in all

probability would occur here. So regardless of whether you're for or

against the tobacco tax, I think we should be realistic in terms of

what it can produce.
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I did want to say this in comment to a previous question. At the

end of the budget hearing yesterday, when Director Panetta was

testifying, we overlaid your re-estimates on top of the administra-

tion estimates in a chart that showed the progress of the deficit ac-

cording to yours. And I asked Mr. Panetta if that was an accurate

presentation of what you had said, and he said *Tes." And I said

"Doesn't Congress have to rely upon CBO's estimate?" And he said

"Yes." And I said "Well, is that an accurate presentation?" He said

'Tes."
So you've made some headway. We'll go back and look at that

again.
I wanted to come back to a chart that we ended up on earlier,

because I think, as you said, this is really crucial. And that is the

estimate of the per capita cost of standard basic package that

would basically drive the amount of Federal subsidy as well as the

amount of corporate payments into the regional alliances. The first

column, and we'll just focus on a single person for the sake of sim-

plicity. The Clinton plan is $1,932 per person, that's the assump-
tion.

Now, your revision of that, you used your first estimate, that is

the $2,100 per capita, which is 9 percent above the President's

plan. And there are a lot of other actuarial assumptions which are

laid out across there, and Lewin would be an additional one, most
of which are substantially in excess of the President's proposal.
And you even have one that you've labeled "CBO High Estimate,"
which is 20 percent higher than the President's. What is the basis

for the CBO high estimate?
Mr. Reischauer. It's not an alternative estimate, it's just a num-

ber that was used for simulation purposes to give you a feel for

how the total cost of the program changes as the premiums rise or

fall, and what CBO just took its best estimate and added 10 per-
cent to it.

Mr. McMillan. Well, most estimates, and we've had an actuarial

study done relative to a voucher plan that has another estimate,
that falls in the range of $2,250. So up in the range of your CBO
high estimate, it has an even lesser standard benefit package,
slightly, than the President's. So I'm inclined to think that 20 per-
cent difference is a real possibility.

Now, what is at the bottom is the effects of a 20 percent margin
of error in a, on the effects of the subsidy. So what that produces,
if you're 20 percent wrong on that, is a swing in Government sub-

sidy of $100 billion per year. Could you confirm the accuracy or in-

accuracy of that conclusion?
Mr. Reischauer. Of your bottom line?

Mr. McMillan. Yes.
Mr. Reischauer. I see your staff anxiously waiting for my an-

swer there, and I don't want to embarrass them.
Mr. McMillan. I didn't calculate this myself, so if you disagree

with it

Mr. Reischauer. It's a pretty complicated set of calculations that
would get you from one of these first two lines down to the bottom
line. And you have to have considerable computer modeling capa-
bility. We'll be glad to sit down with your staff and go through
that.
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Mr. McMillan. Well, seriously, for this or any other plan
Mr. Reischauer. Yes, right.
Mr, McMillan [continuing]. I think it would be wise to take the

assumption to do a sensitivity analysis and show what the con-

sequences of our margin of error are, because I think that's exactly
how we got into some of the problems we have today.
Thank you.
Mr. Reischauer. That's what CBO has tried to do in its report,

and if the margins that we've given you aren't wide enough, we can
do others as well.

Mr. Waxman. Thank you, Mr. McMillan.
Mr. Dingell?
Mr. Dingell. Mr. Chairman, I want to express my thanks to you

for your courtesy to me today, and Mr. Reischauer, to express to

you my congratulations and commendations. You've given us very
helpful testimony, we appreciate it.

Mr. Reischauer. Thank you.
Mr. Dingell. I would like to reiterate the request of the chair-

man of the subcommittee with regard to an analysis of the other

plans, giving us the answers to the questions. We think that's very
important, because we're essentially going to have to compare sev-

eral plans.
One last observation I would note here. The Clinton administra-

tion comes out with the lowest numbers, and the HIAA comes out
with the highest. Am I to assume

Mr. Reischauer. Surprise.
Mr. Dingell, Pardon?
Mr. Reischauer. Surprise. You never would have guessed.
Mr. Dingell. No, as a matter of fact, I'm not really surprised,

but I just wondered if I should assume that that is one of the rea-

sons why our health costs are going up so fast in this country.
Thank you, Mr. Chairman.
Mr. Waxman. Thank you, Mr. Dingell.
Mr. Bliley?
Mr. Bliley. Thank you, Mr. Chairman.
I have another chart that I ask unanimous consent to pass out

at this time.
Mr. Waxman. Without objection,

[The chart referred to follows:]
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Mr. Bliley. This chart lists CBO's effectiveness in ratings of four
bills. Point one, the Clinton bill has a cap that would lead to the
least growth in the health care system. All the other caps are more
generous, but only Clinton is scored at 100 percent.

Point two, the McDermott bill and the Russo bill of last year are

single payer bills, which totally nationalized the health care sys-
tem. However, they're only rated at 75 percent effective. Dr.

Reischauer, what you must be saying is this, at least, to me, that
the Clinton health care alliances will be a more effective Federal

regulatory intrusion into our Nation's health care system than any
single payer system by a factor of 25 percent.
No nationalized single payer system, even those that severely ra-

tion care to the elderly and ill, ever approached a CPI cap. No
other nationalized system has ever approached 100 percent effec-

tiveness. But you state that the Clinton plan will.

In other words, your analysis must imply that under the Clinton

plan, the United States will have the most onerous command and
control. State-run health care system that the western world has
ever seen. Please give me a yes or no answer if the Clinton CPI
is 100 percent effective and no single payer or nationalized system
has ever been 100 percent effective, doesn't it follow that the Clin-

ton health reform bill will set up the most onerous government reg-

ulatory apparatus that the western world has ever seen? How else

are you going to get there?
Mr. Reischauer. If I have to give you a yes or no, I'm not going

to give you an3^hing. But I will be glad to expand on your com-
ments.
With respect to the McDermott bill, the single payer plan, we

gave it a 100 percent effectiveness rating for the Federal compo-
nent. These are Federal payments made to each State. They are

appropriated amounts that are fixed at certain levels, and we re-

garded them as effective. We said States, while States are told to

match this by a certain percent, there weren't penalties if they de-

cided they wanted to spend more. So we regarded only the State
share as 75 percent effective.

With respect to the Clinton plan, we concluded that there is a
mechanism within this piece of legislation that, if adhered to, will

keep premiums and the amounts spent on this basic benefit pack-

age at the limits established by the National Health Board. CBO
then went on, in the fifth chapter of our report, to say that some

people might regard this as pretty tough medicine. Some Members
of Congress might regard this as a pretty tough row to hoe. And
one could reasonably question the political sustainability of these

measures.
But if the pressure turned out to be too great and the Congress

came back and said, "We want to relax this set of limits and this

set of feedback mechanisms that ensure that the limits are met,"
CBO is going to score you for it.

Our job is to estimate the likely impact of a program if it is car-

ried out according to the legislative language. Some legislative lan-

guage leaves some wiggle room, some areas where games can be

played. We thought in this case that there is none.
Mr. Bliley. Right. I agree with you.
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Mr. Reischauer. But that doesn't mean that there aren't going
to be tremendous pressures, and we aren't in the business of scor-

ing political sustainability.
Mr. Bliley. While you were saying that, I was conjuring up pic-

tures of that lady that was beating on that well-known chairman's

automobile, you know, when we were talking about catastrophic
health. I think that would be child's play compared to what will

happen here if all of these things go into effect.

Thank you very much. Thank you, Mr. Chairman.
Mr. Waxman. Thank you, Mr. Bliley.
Mr. Kreidler?
Mr. Kreidler. Thank you, Mr. Chairman.
One of the issues that has certainly been a part of legislative dis-

cussion, I think you probably have done some work in this area,
if the Medicare cuts in the President's bill were enacted without
universal coverage to all Americans, what would happen to your es-

timates of cost shifting, and how much more would be shifted to

the private sector to have to pay?
Mr. Reischauer. I don't have an estimate for that, but that is

a serious concern. As you know already. Medicare reimburses medi-
cal providers in this country at lower rates than private health

plans do, and it is thought that Medicare reimburses hospitals at
lower amounts than the cost of providing those services.

And there is a point where we can't keep shifting costs from the
Medicare program onto private payers without adversely affecting
the numbers of people insured. Then, of course, private insurance
costs just rise, and as they rise, more employers and employees de-
cide that they will go without this fringe benefit.

Mr. Kreidler. That was certainly part of the Penny-Kasich
amendment that was dealt with at the end of last year. There has
been a growing, significant concern to many of us that, as we make
those reductions in health care expenditures in Medicare, we're

only going to shift more of that cost to the private sector, which I

think most of us would find most objectionable. I appreciate your
comments. Dr. Reischauer.

It kind of leads into the anticipation of what's going to happen
with scoring on some of the other bills that are before the Con-
gress, and if you could come up with any likely time frame right
now for either Chafee or Cooper?
Mr. Reischauer. I've asked the bipartisan leadership of both

houses of the Congress and the chairmen and ranking members of
the appropriate committees to get together and make us a list of

priorities. We have demands for estimates of various bills and var-
ious modifications to bills that far exceed the capacity of my staff.

And I have to have some guidance about which are most important
to the Congress and which you are willing to give up. We have very
limited resources, and a lot of other things—such as reestimating
the President's budget and following the supplemental through the

Congress—must go on at the same time.
Mr. Chairman, I don't want to be rude, but I would like to know,

if I could, just how much longer the hearing will go on. I will be
glad to stay for a long time, but I did schedule an engagement at
1 p.m. downtown when I thought this hearing was going to begin
at 9:30 a.m.
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Mr. Waxman. Well, Mr. Hall indicates he's only going to take 2

minutes, and do you want a second round?
Mr. Greenwood. Yes.
Mr. Waxman. So three, five fingers, so 5 minutes more after Mr.

Kreidler is finished. He has 2 minutes left.

Mr. Reischauer. Fine.

Mr. Kreidler. If it's not fair, we'll move on, but I want to ask
if you have any thoughts about Congressman Cooper's proposal. It

probably is not going to have a major impact on the budget di-

rectly, but that depends on how that's scored from the standpoint
of whether that's going to be on line or off. But
Mr. Reischauer. We are looking at that right now. We have not

resolved the issue.

Mr. Kreidler. But let's say it is off line. Looking at what hap-

pens to Government expenditures for health care costs, do you have

any comments on that?

Mr. Reischauer. We did an early version. We estimated the im-

pacts of an early version of that bill, the one that was introduced

in the 102n(i Congress. And by our estimate, it would, at the end
of the projection period, lead to covering only one-third of the peo-

ple who were uninsured. There could be changes in the new version

that would alter that estimate significantly.
I would also add, however, that the Cooper bill does include var-

ious subsidies for low-income individuals, and those without ques-
tion would be on-budget.
Mr. Kreidler. Thank you very much.
Mr. Waxman. Thank you, Mr. Kreidler.

Mr. Greenwood, 3 minutes.
Mr. Greenwood. Thank you, Mr. Chairman.
In response to Mr. Bliley's question, you explained why you felt

that statutorily the premium caps would be 100 percent effective

in limiting insurance premiums to the CPI. On the other hand, you
don't believe that the cap on subsidy payments will succeed. I'm

concerned about this.

We currently have a number of capped entitlements in the Med-
icaid program that seem to work. For example, in 1992, Congress

placed an overall cap on Medicaid disproportionate share payments
to hospitals at 12.5 percent. Congress created several capped enti-

tlements in the 1990 reconciliation bill.

Section 9102, on page 1304, is very direct and simple. It places
dollar limits on subsidy payments. However, on page 33 of your re-

port, you state that CBO believes that caps on payments to alli-

ances would not be legally binding, and your estimates for subsidy

payments are $60 billion higher than the capped amounts in the

Clinton bill. On page 24, you give a quasi-legal rationale by stating

that the courts might decide that ensuring Federal subsidy pay-
ments to ensure coverage would take precedence over the statu-

torily limited caps.
Let me give you a parallel argument about the premium cap. All

Americans are guaranteed the benefits package in title I. Sections

5235, 36 and 37 give an individual private rights of action to en-

force State responsibilities. Federal responsibilities and alliance re-

sponsibilities with respect to all titles of the Act. These private

rights of action would give individuals all the legal standing they
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would need if they believed they were not receiving all federally-

guaranteed benefits.

Under the CPI premium cap, it is likely that health plans will

not be able to provide all of the guaranteed benefits because of the

stringency of the cap. Rationing would then necessarily occur.

Additionally, plans must remain solvent and meet reserve re-

quirements to remain in business. What happens when the plan
does not have sufficient funds to pay for all guaranteed services of

a beneficiary? What would take precedence, providing guaranteed
services or remaining solvent?

Using your argument about the capped entitlement, couldn't one

argue that the premium cap would not be legally binding if a plan
were not providing all guaranteed benefits because of the effect of

the cap? Simply put, health plans and providers will not provide
services when they're losing money on every transaction. Based on

your logic concerning capped entitlements, how could the premium
cap be legally binding?
Mr. Reischauer. You can provide all of the services in the listed

array at different levels of intensity, at different levels of quality,
and at different levels of reimbursement. There are provider reim-
bursements in other countries that furnish quite adequate health
care for their citizenry that are much, much lower than those in

the United States.

Who says a neurosurgeon in the United States has to work only
if he makes $400,000 a year? I made that number up, but it's prob-

ably not too far from the actual number. I mean, conceivably, we
would find an adequate supply of highly qualified individuals going
into neurosurgery, if their incomes were $300,000.
Mr. Waxman. Thank you, Mr. Greenwood.
Mr. Reischauer. I think you raise an interesting question, will

a system like this lead to legal challenges by individuals about the
services that their health plans are providing? Most Americans will

have a broad choice of health plans, however, and if they're dissat-

isfied with one, they could move into another. The question be-

comes particularly relevant if all plans are perceived as not provid-
ing a desirable, adequate level of services.

Mr. Greenwood. In respect for your schedule, I'm cutting my
time short.

Mr. Reischauer. Thank you very much.
Mr. Greenwood. I'd like to submit two or three other questions

that I have remaining for the record.

Mr. Reischauer. I'll be glad to answer them.
Mr. Waxman. Thank you, Mr. Greenwood.
Mr. Hall, 2 minutes.
Mr. Hall. Mr. Chairman, 1 minute.
It's high noon on health care, and I guess my question is, if we

lose any part of the administration's proposal, employer mandates,
caps, I guess I'd ask you if you've made any projections or esti-

mates on how that would affect it, and your answer is probably no,
and if you have not made any such studies on it, what's your seat
of your britches estimate of it, and your answer probably would be

significantly, is that true? Can you answer that yes or no?
Mr. Reischauer. Yes.
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Mr. Waxman. Dr. Reischauer, thank you very much for your
presentation to us. You've been very patient with us, and we've ac-

commodated you by allowing you to oe only a little bit later than

you otherwise would have been, and regret the time.

Mr. Reischauer. Thank you.
Mr. Waxman. We're going to now recess and reconvene in this

room at 3:30 to continue our hearing.
[Whereupon, at 1 p.m., the hearing was adjourned.]
[The following questions and responses were submitted for the

record:]

Responses From CBO to Questions of Hon. James C. Greenwood

After the hearing, Mr. Greenwood submitted the following questions for the

record:

Question 1. In Title VI of the President's bill, any uncollected premium or bad
debt would be added to the paying individuals' and employers' premiums. Given
that health care coverage is guaranteed to everyone even if they don't pay their pre-

miums, what assumptions did you make for bad debt? For example, what percent-

age of the population do you assume premiums won't be collected from and what
will this total dollar amount be?
Answer. As your question notes, the administration's proposal would increase the

premiums for poHcies in an alliance area by whatever percentage was necessary to

cover premiums that were not paid. Because the revenues of the alliances would not

depend on the amount of premiums that were not paid, CBO's estimate made no

assumption about the percentage of people who would fail to pay.

Question 2. The Clinton bill requires the Department of Health and Human Serv-

ices to take over the
operation

of a State's system if it is sufficiently out of compli-
ance. You noted that tnis could happen when asked whether the States or the Fed-

eral Government were ultimately responsible. Your report notes that the Federal

Government would impose a 15 percent surcharge on total premiums in those cir-

cumstances, and the bill also notes that the Secretary of the Treasury
would impose

an across the board State payroll tax. Could you discuss for us how all these Federal

takeovers and surcharges would work?
Answer. H.R. 3600 would not impose an across-the-board State payroll tax if a

State was seriously out of compliance. This provision was included in an earlier

draft of the legislation, but it is not in the final version.

If a State mUed to participate, or if the National Health Board revoked its ap-

proval of a State's system, the Federal Government would assume responsibility for

ensuring that the comprehensive benefit package was provided to eligible individ-

uals in the State. Under those circumstances, the Secretary of Health and Human
Services (HHS) would estabhsh a regional alUance in the State. The premiums
charged by that alliance would equal the premiums that would have been charged
l9y an alliance established by the State plus a 15 percent surcharge to reimburse
the Secretary of HHS for the costs of establishing and operating the system. The

surcharge would be included in the premiums that employers and families would

pay to the alliance.

Question 3. You note that CBO estimated premiums would be more expensive
than under the President's assumptions. For example, CBO estimated that the aver-

age premium for a two-parent family with children would cost $5,565 in 1994 while

the administration had estimated it would cost $4,360—a difference of $1,205.

Therefore, how many Americans will see their premiums increase under the Presi-

dent's plan? Isn't this important for members and the American public to know so

that they can make a fully informed decision?

Answer. Estimating how many Americans would pay more or less for health in-

surance under the administration's proposal requires data on the variation in health

insurance premiums among regions, both under current law and under the adminis-

tration's proposal.
Because this information is not currently available, the question

cannot be addressed until CBO completes a complex microsimulation model, which
we are now developing.

Question 4. On page 32, you discuss the administration's variety of subsidies for

families. You note that "families receiving a subsidy for the employer share of the

premium would approach 30 million in 2004." You further state that "By 2004, half

of all families would receive some subsidy." Does that mean that the other half of

all families will be paying for that subsidy through higher taxes or reduced wages
from employers who will be pajdng higher taxes?
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Answer. The answer to this question would require a complete distributional anal-

ysis of the administration's proposal. As explained in the previous answer, this in-

formation is not now available.

Question 5. On page 35, you discuss the administration's new entitlement pro-

gram for home and community based care for the severely disabled. You note that
the proposal would limit spending for the new program to specified amounts. How-
ever, you previously found that the administration's caps on regional alliance sub-
sidies would not be legally binding. Do you make that same assumption for the long-
term care entitlement? If ves, then by how much do vour estimates exceed the ad-
ministration's proposal? Ii no, then why did you make a different assumption for

the long-term care entitlement? Shouldn't the same assumption apply to this entitle-

ment as well?
Answer. The proposed long-term care entitlement would differ from the premium

subsidies in one important respect related to your question. Each State's payment
for long-term care would be limited to a proportion of a fixed dollar amount. The
subsidy payments to the alliances, in contrast, would be calculated independently
of, and would not be limited to, the cap amounts. The long-term care provision
would limit the Federal obligation to the amounts specified; the obligation for pre-
mium subsidies would not be so limited.
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