
EXECUTIVE OFFICE OF THE PRESIDENT 

OFFICE OF MANAGEMENT AND BUDGET 

WASHINGTON, D.C. 20503 

THE DIRECTOR 	 November 7, 1995 

MEMORANDUM FOR LEON PANETTA 

From: 	 Alice M. Rivlin .sbJ'" 

Director y 


Subject: 	 1996 Medicare Part B Premium Timing Issue 

This memorandum describes decisions the Administration should consider prior to 

November 15 regarding Medicare Part B premiums and seeks your immediate guidance. 


I 
\ 

. Under current1aw (OBRA 93), Part B premiums will drop on January I, 1996, and 
beneficiaries' Social Security checkslwill grow by both the amount of the premium .drop and the 
1996 COLA. If a 1996 Part B premi'um increase (including an "increase" that extends the 1995 
premium) is enacted as part ofreconbiliation, the Social Security Administrator will have to 
notify 36 million Part B beneficiarieb that their Social Security payments will be reduced because 

. their premium has risen. ". -._.......--...;;...;;......;;...--­

Moreover, if the premium increase is enacted after November 15, the Social Security 
Administration will not have sufficient time to change the checks that will go out on January 1, 
1996, and Part B beneficiaries will be overpaid because their checks Will reflect the 10wer'OBRA 
93 premium. SSA will then have to deduct from beneficiaries' Social Security checks the 
amount of the overpayment. 

Background· 	. 

During the first week ofeach month, the Social Security Administration deducts the 

Medicare Part B premium from almost all Medicare beneficiaries' Social Security checks. A 

decrease in the premium means a larger Social Security payment and vice versa. In 1996, there 

will be about 36 million people enrolled in Medicare Part B. 


The absolute dollar value of the 1995 Medicare Part B premium was set in law by OBRA 
1990. This dollar value ($46.10 per month) is equalto 31.5% of program costsin 1995. OBRA 
1993 mandated that the premium in 1996~1998 should be equal to 25% of program costs .. For 
1996, this formula yields a premium of$42.50 per month. Thus, under current law, the premium 
would decrease on January 1, 1996. 

House and Senate Medicare legislation assumes that a Part B premium increase will take 
effect January 1, 1996. SSA has informed OMB that it will be impossible to implement an 
increase in the Part B premium by January 1, 1996 if the increase is enacted after· 
November 15, 1995. Ifan increase is enacted after November 15, and the effective date 

http:of$42.50


(January 1, 1996) is not changed, the Administration -- not Congres~ -- will be compelled to 

implement a downward adjustment to over 30 million Social Security checks during 1996. 


Even ifcurrent law for the premiuin is not changed but 1996 Part B spending 

reductions are enacted after November 15, the 1996 premium could still change. The precise 

dollar amount of the premium would change because it is based on a percentage of program 

costs, which would decrease with spending cuts. Thus, it could be necessary to go back to 

beneficiaries and adj'ust the premium in any case. ' 


Options 

(1) ,Do nothing and allow the Part B premium to fall, consistent with OBRA 93., One 
. option i,s to allow the lower, 25% Part B premium ($42.50) to be deducted from January 
Social Security checks (thus increasing Social Security payments). This option is 
consistent. with the Part B premium proposal in the' President's June budget plan. It, 
would also make Congressional proposals to increase the premium in 1996 appear larger 
because they would be compared to a lower premium. This might force Congress to 
decrease savings from beneficiaries or delay implementation of the premium increase. 

One disadvantage of doing nothing is that, if Congress and the President agree after 
November 15 to increase the Part B premium in 1996, the Administration will be required. 
to issue a notice implementing an increase in the. Part B premium. and a reduction in 
beneficiaries' Social Security checks in 1996. If the effective date of the premium 
'increase is January 1, the Administration also could . have to issue a notice of overpayment 
for January-April for all beneficiaries in mid-199<5' 

. (2) 	 Maintain the premium at $46.10 per month. An alternative is to maintain the premium 
at the 1995 dollar level of $46.10 per month-- equal to about 28% of Part B program 
costs~ even assuming up to $1.5 billion in Part B prbgrarri savings in 1996. The House 
Medicare bill has 1996 Part B program savings of about $1.6 billion (CBO scoring). I 

Extending the 1995 premium into 1996 can be described as a neutral position, since it 
prevents any changes from taking place until Congress and the Administration complete 
work on a reconciliation bill that is acceptable to the President. 

A possible legislative vehicle available before November 15 is a debt ceiling extension or 
the next continuing resolution (CR). One rationale is that the 1995 premium, along with 
discretionary spending authority, is being continued for the short-term until Congress and 
the President agree on a 1996 budget. 

Please let us know how you would like to proceed. 

INote: This percentage is a preliminary staff estimate using OMB Medicare baseline, i.e" the baseline used' 
for official Part B premium detenninations. CBO estimates would differ somewhat. 



,"·' 

•• 1'''' .', "" ·w·..• 

0, 

"rH E WH ITE HO'USE 

WASHINGTON 

November 11, 1995 

MEMORANDUM TO THE P 

. From: Gene Sperling, Chris 1ennings, Nancy-Ann Min 

Subject: Medicare 31.5% Part B Premium Proposal 

CURRENT STATUS: In the'Republican reconciliation plan; around $50 billion is raised 
over seven years through setting the Medicare premium at 31.5% of Part B program costs. 
The Republican leadership correctly understands that' if this reconciliation proposal does not 
become law by mid-November, they will not be able to program the computers in time to 
implement this increase for 1anuary 1, 1996. The Republican leadership theref,?re fears that if 
they cannot pass this aspect of their reconciliation bill soon, a lower premium will be put in 
place for the beginning of, 1996 and Republicans will face the politically difficult task of 
raising premiums by $11 a month in the middle of the year. The 'Clinton balanced budge,t 
plan calls'for a 25% Part ,B premium contribution and we have opposed any attempt to allow 
the Republicans to pass their increase i~ reconciliation -- and certainly by throwing it in a 
continuing resolution. ; 

SUMMARY:REPUBUCAN 31.5% PROPOSAL: The Republicans argue that their 
proposal to impose a 31.5% Part B premium contribution simply extends current policy, since 
the $46.10 that is in place for 1995 amounts to 31.5% of Part B program costs. Yet, the 

~" 31.5% would be a clear increase above current law -- ;md iOOeed far higher than any 
4;G (gercentage since at least 1981. As discussed below, the fact that the current Part B Premium 

~~"'Ir. amounts to 31.5% is a historical accident, and does not reflect the policy choice ofany 
~,,'\,t) .Congress to have Medicare Part B premiums at a 31.5% level. 

~ Indeed, the 1990 Congress set the $46.10 amwlDt for 1995 because they feared that 
soar.ing medical costS and manipulation af the health care baseline by a RepublicanOMB 
would le.ad the 25% contributi911 level to be too high. As it turned out, this attempt 10 
protect Medicare beneficiaries backfired. When health care cost grew less than projected in 
1990, the $46.10 amount that was set into law caused recipients to pay more than 25% --­
as the $46JO monthly premium ended up amounting to 31.5% of program costs. 
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Yet, starting" in January 1, 1996, the Part B premium under both current law and the 
Clinton balanced budget proposal ,reverts to 25%~ Because the $46.10 monthly, pre~ium for 
1995 accidentally amounted to a level higher than 25%, the reversion to 25% leads premiums 
for 1996 to actually drop forthis one year from $46.10 to $42.50. As the Republican level 
would change current law by raising it to 31.5%, it would make premiums $53.50 ~-- $11 
above current law per month, or $132 a year and $264 per couple. 

BACKGROUND AND mSTORY ON PART B PREMIUM CONTRIBUTIONS: Over 
the last two decades, one of the primary policy goals for Democratic lawmakers has been to 

. PLevent Medicare premiums from increasing so much that they reduced, the real. inflation­
( (~justed purch~n~ l?O\!e~ of Social Security benefits. ~ yo~ kno~, Social Security benefits 
\\have a cost-of-hvmg- adjustment (COlA) to protect agamst inflatIOn. 

As Medicare premiums are deducted right out of the Social Security checks, if Medi~e ' 

premiums rise more than the CPl, 'Medicare premium increases can have the effect of 

reducing the real value of Social Security benefits. 


Whfdl Medicare first began, premiums were set as high as 50% of program' Costs. 
Yet, with high rates of medical inflation, premium increases grew too high and in 1972, 
Congress abandoned the 50% level, and instead linked premiums to the CPl. In 1981." 
PIeiid.ellt ReagaD and Con&ress temporarily adjusted the uDderlying law to return to a Specific 
percentage of Part B program costs -- only this time it was to a 25% levC!!. Changing to 'i 
25% contribution level did allow for increased revenues for reducing the deficit. B~use of 
that, Administrations and Congresses have been able to contribute to deficit reduction simply 
by extending the 25% level -- since wjtbout such ~xteBdeI& it ,wuid Ievett hack to,being 
li,ak;d to the CPI, '~biGlt Bisel! Jess reyetmes for the geDera1 ftmd thM a 25% contributioD 
~l. During the 1980s, Reagan or Congressional Republicans did try to raise the premium 
percentage to over 30% on several occasions, but each time it was defeated. 

In 1990, however, when Democrats were constructing the 5-year budget deal with 
President Bush, they feared that Republican OMBofficials might seek to raise premiums by 
manipulating the health care baseline. Therefore, Democratic lawmakers temporarily 
abandoned the 25% percentage level and decided it was safer to lock in specific dollar 
amounts for each of the five years in, the 1990 agreement. For 1995, the amount selected was 
$46.10 and as mentioned above, this turned out to be higher than projected -- 31.5%. Yet, it 
is crucial to. note that 1/31.5%" was never legislated by any Congress, and that intent of the 
legislation -was in reaction to fears that a 25% level would be too hard on beneficiaries. 

. In 1993. when we were putting together OBRA 1993. the,Democrats did not fear tbgt 
the Clinton OMB would mani ulate the baseline to raise Medicare remiums -- and as the. 
pad seen that using set amounts had not worked -- they returned to a 2 lJ level for the 
years in our plan that went beyond the 1990 agreement. Therefore, there were set dollar 
amount from 1991-1995, and a return to the 25% ratio for the remaining three yemof 
OBRA 1993 -- 1996, 1997 and 1998. After that -- unless there are extenders -- the law 
returns to linking Part B' premiums 'to' increases in the CPl. 
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What the Oinion-balanced budget plan does is extend this 25% for the entire period 
of the balanced budget plan. Even though we are extendirig the tradition~l 25% premium -. 
policy, this "exten.der" actually 'ves us some Part B savi . after 1998 because without our 

- 25 Y mere pre 9. 

In sum, despite the Republicans efforts to suggest that having-a 31.5% premium 
contribution is not raising premiums - it just isn't so. _The fact that the premium for 1995 
amounted to 31.5% was an accident. Indeed, while there may have been times in the 1970s 
where set premium amounts were higher than 25%, the Republican proposal would be 
legislating the highest set percentage for Medicare premiums since 19ZZ and woyld affect all 
senjors regardless of incom". 

cc: 	 ~on Panetta 
ErSkine Bowles 
Alice Rivlin 
Laura Tyson 
Carol Rasco 
George Stephanopoulos 
Pat Griffin 
Jen Klein 
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IQpiCCi Gllde Path For NatJonalli.ealth Spending ., . 
~ .' ." .' , " . . " ' ':.:~ " . .: «:~(:~~,:~. -< ~~" ..~:,' ~,: . ',': 

Proposal: Shift from annual budget targets t9 muliJ.year~~H4A/.P:~~·'::hudg~dng 

. Specifics: .. 	 Rather than ~ct & enforce budget t;a~~~;~~id~':~~~:h)'~a~'Jk~~P the. . .• ..; . ,':,~,,:, 
same end pomt but allow some yearJ9·ye~t';:vana;tions"~~xample· ~ .:" ". ,. 

, (Clintoh plan #s): Keep 5.2%, 4,7%,~.l%i~~~ge{3~,5%:as·~lide' ~.'" 
path", but firm COIltIoltolal wouldb~<i\1'ffl9.~a1lvc.2~.,8%increase in ,:::' 
spending over199&-2000 (%sare Jn1jlupH~liy¢','rip,t sti-i~tly . ,.': 
additive· so total growth is more tha.n :the:in %-~uiri of the annual . 
~vcrClgcs)... 	 ' '. I' • 

': " 

. ,First "check point" w~uld be the 3rCtyeaF~~~f?~~nr~1ale. ~()~'e tll~.' " .... 
about.3% overthe "ghde path" at tha.rp()J'h~~·~p~eFtlvcu¥ctkm would... ' 
be required .to get back towardglideJ,alh~'L~,~.Iiol:eJhan'~9t.o over; •.. ",,': 
the cumulauvc 14.7% total of the ghg<:-pa:th:,.A])5% dCVlance. : 
allowed in year 4. Budget total ful)y;'e~lJ9r~~~ri,lrYt:!ar5.... ,,'. 
Opt.ional interventi0I1S would bealitl:iori;z'~9~t~iting in the ,first ':, '~,". ," 
year, if prcmi.mn bids were 'above targets;'.'!.....: 'f . 

Rationale: 	 Hitting exact yearly spcild,ing totals :ise~lf~:t}\,cilyd.Iffic\llt even .fd~',,;, •.... , 
the fcd,eral b~dge(, which has beeriJllbvi~s..~qwi\rdJnuld~year . 
budgetmg and spending controls. .. " . 

As a pr.actical m,allcr, hea~thp~ans.(~s{~~~,!}~~~~j~~f9.S;and ~~~e feder~~ 
., .. 

." 
govcrn~nent) 	will have dIfficulty Irtim~n~~lng: ~h~;heahh '.. 

",,:." .',,.""system's sp~nding .year·w-year..p~r~~F;ttl~t~}';~~i.rir~gthc ,initial ,2 ",' 
year tranS1l1on penod when 65, mllh9:il+ .. pCl.r,~~JlIr: al:e bel.I?g added. :," 

. to private insurance rolls, benefit pa(:lsfige~~~\rti :being standardized,;' . 
premiums arc shifting from experie)ltc ·$~P\g, .w/·underwriting , 

.. to community rating or modified el:".H~'i~tlq<;:ta~(lg; indlviduals ~;,; •.. 
are switching plans. etc. A plan woO Pbe;'h..td()i;ng·~ 2nd, 'yearl ';:;;;,~: 
premilim still having onlypar.tial h:'j¢'<1-i:wt~:Tril~~?O}~ on who i~s::';i';; 
,enrollees are and what they will cos~)\.b1;HWJ6:e$tim:alc costs: ."~" . 
should impJoov{: lhcrcafLct. 'i' ." 

!J . ".'; 
. 	 ..1;.... . ,.' : ' . 

Imposing immediate price coritrols/~olHj~'e~ftptfai1uie·lO·hit 
every annual target precisely, parlichhirW~i)tb.etr'rst 2.~years, ," 
risks 'excessive and uIlnecessary jn~c(V~~\ti()il'inUle market. 

, :'i 

This approach eflectivcly conu'ols total te4~t,,~ :'Sp~~dtIlg for the 5~ : 
year implementation period to lhcsanle(tth~)lhllsthal are·CBO-': 
scoreable under annual conu'ols .• ..,.. .' .' 

, ~:.: . "- '. 

',i· . , ,: 

:;- .,.", : '"~ ... '~,' . ,"

;,> ;..;, \ 

http:prcmi.mn


______,-i~J________________________________.•
" .._-------------_ .• ............­ .•.. 

: ~ ': ' " '.~ .. . :', J,. 

I;'; . .' 

,"" 

. ". :.., 

~: Mid-course CorrectiQns To Stay On Glide Path - Jlealth,Al)'~~n(;~s 
: .' 

PrQPosal: Provid.e market-Qricntcd options for mid-cour~e~qq~~f:~iP]isjn health . 
,,': "spending, ta.rgeted at overly-expensive plans.,so~~~t;tnanaatory price ':, .' 

controls/rollbacks across-the-board are hot i'H~ededl.'··· . 	 " , ;: . . ,t ,:~.. ", '" . 
.':, ~>:~ .:, ; :' . 

~pecifi(:s: Health alliances should be givcnaUtho~~i~y ~:~fptemiutn bids' '. 
exceed glide path - to apply one or more incently.e~.fQthigh cost plans to: ' 
reduce expenses, Induding: . .;,'" . . . 

• eS13blishing upper limit on premhl~··.th~i.}..a,h ~l~,rged for the ..';: ".' ., 
standard benefit package; high-cos(;plari~.~iUpi,ih~r: liave to . '; . 

reduce their premiums LO this amourit.or ;QtQI)~:O~it of alliance; 

option: allow plans to increascdedq~,~l~l~~'(l~u(no't:'ch~nge, ' .• 

:~~e~~~~i~~ a~i~:~~lIr~::~~ll~a~~it=.U(~;p~~~~~;\~la~s 
choose thern - research shows:th~r,ll.f~h;deducdb]e 1S a, 
competitive disadvantage, so plans'H~rl~as greater market 
pressures for economy .. .. :;::':" .' .... .' .. " 

, 	 . .. 
, 	 ;. . ,.': ,.,:: :,< ,..; ~ 

,j.• 	freezing enro))ment in high-cost p~~hs·X~~·dft~:btJye~acdOn :"" ':, : 

CalPcrs applied to Kaiser); high-cost plali~ill haveJo mo(leratc .' 
,: .~ 

costs if lhey wanl more growth; , . ~.:;, 
'~ ,":.: ' "" . " 

• all~wing general negotiating authQ1i.ty;:~l:l~ ~threatQfpeing •... ; .. 
able to ba.r plans from thc alliancc ..~..a..l1i<9jgew,()111d thushavl;' :: . ' .. : 
same discretion as large emp)oyer :~ene,~1,tf~iUcC and pU1:chasirlg, .'. ", . 
cooperatives, able to usc group purchasirig:~l<>t~t to get best deals . '," 
for membaA. . " ,', 

. , , ~ ... ::' 

, "t.',· 

Rationale:. These option~ allow alliances a bro.adet~rt~y~}1?f:4t~~c:ti\1e (~lols. ..', :'r .' .' . ' •. ;,,. 
'. 	 than me Chnton plan makes avallabI~: ~tl.~H~~u~ular, they reflect· , "'... 

the view th,aL excessivc, plan pl'emiUlJls ;m,~t'b.Y,}~¢st dea~[ with by ,, ­
strengthenmg competItIve pressuTes:()n·~'t!high<~}argmg plans··, .'. 
to keep within spending targets .. ,;. . . ... ;, 

": 	." .;., 
:: " 

.. 	 . , .~ 
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IQRicj initial nuclgcl 'Issues 
... ',. 

P[opQ~al; Strengthen provisions against being "over the g1i(le: ~,#tl~' ,~p ':fa,r in year 1 &r ' ' 
2 that getting back to it starting 'in year 3 is ~60 qra;l~u:lt • particularly froto' .. ,,: 
"windfaJl" pi'ofits that come from new cove,tagc ()t,tl~e uninsured - but "" " 
without initial price cOIuml rcquiremen[s/",:., ;' , ' ,; 

SpeciHcs:" Each alliance would issue a "mini~nl1~p'xp,~~tP~';'s.~k~g:s··'notice to. . 
, 	 pro-spective plan bidders and emploYGfS prlQi':~':~~:cfh:y~~r'whiCh show " , ' 

much premiums should he reduced due tOJpr0'4~~l~'~~(hldng thdr"c:o~t~)" ',,;.: 
shifts" for U1C uninsured who will now hayc'cc)V¢tage.adminis~rative, ,:"', 
pal'C;1"WQd'fcduction~. etc. " ,,',.' ",," '., 

, :.
The al1iance actions to reduce spending. in ~ddi#6.n:~ the p,ro- , , 

competitive options outlined above, could a15'1. i~Pl~d~ spe,tlijc: actions to '; , 

deal wilh provider "windfall( that come fr~i:n fa:Upl'¢$t6 <>ff&Cl , 

additional revenues from the previously uriil1s\:lt$~,:Wl,(llprlce cuts, fqr :, ,,; , 

mO~l payers . .If a state found tha( speli9ing,~~~$Q,YAt*f!,gti4e /p.~d1JPl1rtly 

for this reasOn. it could impose a provider 4~;-w~~~~ti~o~Jdberebated to,..; ,,'" , 

providers thatsubmitterl an independent a~c\iw.i;'f¢ljqft to;,showfuat,such;' 

offsets had occured; funds from prqviders tlj.at:~61~W*'~~?ff~r su~h proof ',' 

would be split between federal and scate gqvernllj~h~6 a11(1 individual taX " 

rebates/ to offset additional expenses. " ',:;' 


. '" 	 .
Rationale: Ifannual budget conlrols, enforced thi~~.gtt~'~\~~~~~l ,price roll-, "'{' ' " 

backs, are no~ required. there is at leasl a po~sibttJ.\y,tbat 18t yca~ bids m~y '~,' 
besignifican tly over the glide path. An allian<=~)~t\~ :s.uil.¢should have R,,' ':: 

number of options for dealing with lhi~ sitllatI:m~,:«~*\Jln#ed in other ""'~" ," 
papers; these options provide specific preventiye.~¢tlQils~i~p recapture .;, ~ 
authOlity to,deal with the largest "must have"s~~pgs: tp achieve the , ' 
resU'aincd pdv~t.c :)cclor premium l.argel.~. .' , 

" ' 
, , , 

. 'I: 

'L 	 ',',. ';' , ' 

';: " 
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TOpiC; Mid-course Corrections To Stay On GUde Path - SlateS 
i 

Proposal: Each st,ate would be responsible for analyzing its;owh:l~t~:e:~hhCiare spending . 

. and for devel,oping a series of options for decision-Ill~k¢t8.;~~p'ilt.h(jw to stay . 

on the glide-paOl, jf such actions are necessary. Tl,e.sei~~f~ .wouldbe· . 


,av~i1a.b,Ie for detennining corrective action startiu!t Wi~~~e)3r~year "check 

pOlnt 	 '..~" ."";.' . . 

,," ' 

Specifics: 	 Each Slate wouJdestablish a Stale Health B6~'l'd:h)tcommissiol1) tei '. 
. assess S~Le hea!th s~ending compare~:tO 4~«g1i~I!r~set targ,cts an4 •.• 
apprOpn3Le acuons If a state wereovc(lU; '!g~~~'S .paU~j,. Th~ Board.: 
would function mU(:h like cno. whh{it.s,s~9~lf~eping and annual 
"reducing the deficit options" report tf) (;9I}~~·es~.. .... . . .. 

. 	 " ',"'" 

, ,.','.	The a.nalyses would analyze price lev~ls,·. u~¥;i~a80.ll8 for'. 
spendingincreascs 'and comparisonsfJith~U.~qr:na~lonal and·}" 

, j" 

regional <lata LO dCLCrmine where. stateispe~\~#ig.an(VOr .infl;ition 
. werc excessive, th{~ causes, and options;:foril,l>:pl~jpri~te corrective 
. lleLion; . . . ..•.~.J . : ...... 

The stale boards' would specJficaU)' bCilSlc;e,(1::,~,a.S~~$~ rQ~sonsior .•...• 
poor market performance and to reco~In~o~ra:ctiqristQstrengtllen . 
markets, as well as for government regulalc)Iyaction where' . 
market initiadves would not be successfhl ....... , . :.' . . . , 

. . .", 
..,' . ". : '' 

Rationa.le: . 	 A state·~ health spendi~~ coul~l cxceep.the.,~~}t¢~,*~,~l'~e~p~thfor 
severa] reasons" mcludmg antl-trust~olatt~ns. ~n(tl>J'1ce..t.i",illg" 
monoPQly providers. unmanaged comp~t1~fgnjamong ihSUJ:ers, 
lazy insilrers, lack of consensus on rqe<:ti¢ill;t1"¢3Ullent.It. self-deal ..... :........ . 
ing proViders, etc. Premium cap$ on itl~¢Jl~~!lr~,r~,din.~e(at?llly·. ; 
some of these probJems.The tteatmcI1t~sho~~I~fj;l the dlagl'iOSJS.. • 

or, to vary the metaphor, only the bad guys'sllOlildbe sent to lhe 
penalty box... . '.' .... '. :.. . 

::: ", 

.f; . 
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Stephen Zuckerman an,d Jack Hadle.y 
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I •. Clinton~s Cost Controls Can Work 
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C"ntrolhng medical care spending IS "lob One" 
for the Clinton adrrurustratlon's heallh care ~eiol"!'ll 
plan. System ,;mnllS from successiul cost control 
"'w help pay for extending UlSurance to (.~e 37 
rrullion ,~encans lllho don t have II.' for malung 
sure that those IIIno have It can't lose It and (or 
guaranteelll8 that every IIlsurance plan Il1CJudes a 
comprehenSive benefit package. 

;';ot surpnslIlgJy. (noes trom both the ieft .and 
nght are concentraWlg thell' firePollo'er on the 
admllustrauon's cost.(;ootrol plan. The cnu(JSI1l$ 
c.an be roughly divided IIlto two =1'$. One IS that 
the plan's cost-control features won't "'or~, The 
other. oddly enough. IS that thev "'1lI work :00 .... ~il 
and lead to ma~lVe dmuptlon 1Il the pro'1der 
system and tne rallOllJllg of care. 

What IS the admllustrauon's cost controi ~Ian' 
,lJthough often ndJculed as belllg of, bv and :or 
poue\' ... onks. the baSIC ;trategv IS qwt~ ,cmpl<! II 
hoIs t... o iJnes of atUlc~, 'The first IS 10 promote 
competlt;en among lIlsurance plans under J cJO ,on 
t~e average prerruum 1Il an area, The ;.e,:Ond " ,.) 
iln'Jt the .!.mown of new money r]o...mg o"to '~e 
;,'stem bv caPPlIlg the rate .( \',i'Jch IlhWance 
prerruum, are allowed to lIlCTease, 

T~e (iinton propos.i.l reqwres lhat lil u:swalh'e 
puns uf:er J .:omprehen,",,·e pack.l~e vi ~nefils 
and, c~Jr ..e the ;.ame prerruum to aU ':omers, 
regarde~ vi age. health h.!StOfY 'lr ~mptoyment 
;ltuatlon. ,~ccordlng to the theerv vi mdJ'l.lged 
,·ompet.tlon. With the product ;tand.l.r~ <I11d 
i11:il.lfance companIes lellS able to compo!!~ ~" re;e.:t· 
J'l!j or J"Q,dJr.g rugh nsks. competitIon ...1ll hale to 

'·.lk< tne form oj pnce and qua!lt" compellt,on, 
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:;-,i':.! J:"~ plan tholt tnt; 10 IIKr~.1:< ;1; Y<'mJum 
mc>r~ cru.n tile .:ap ailows, There IS un!e aouot tNt Ii 
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sen1Ct'; and lirru!Jllg ""hat they pay doctors.lloepuls 
and Olile r health .:are prOV1deI'5. But !hey wUJ ha ,'e 
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a....ay subscnbers. One cntlC characten:ed tlu.:;, a~ 
proach 3; "!iettlllg the llI.SUI"aIlQ! pi.lns :0 do the 
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;avmgs would be $136 billion 11\ the VeM 2000, 
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7 
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TALKING POINTS ON ECONOMIST LETTER ON PRICE CONTROLS 


DRAFT 

In an effort reminiscent of the scare tactics used in the health insurance 
industry's television campai/in, William Niskanen, former member of 
Reagan's Council ofEC9nomic Advisers, now at the Cato Institute, and John 
Lott of Wharton released a letter signed by economists criticizing "price 
controls" in the Health Security Act. This letter is inaccurate and misleading,· 
the President's plan doesn't have price controls Instead, the Health Security 
Act relies on private sector competition to control costs, with a back-up limit 
on how fast the average American's premiums can increase. As leading 
health economists will attest, the letter, which, it should be rememberefl, 
criticizes only one aspect of the plan, does not accurately reflect the content or 
effects of the spending restraints in the President's plan. 

PREMIUM CAPS ARE NOT PRICE CONTROLS 
• 	 Price controls call for government micro-management of every health care 

service, drug technology, and product. The President considered, but 
specifically rejected, a plan imposing price controls on health care. The 
President's primary strateO' for cost containment is private sector 
competition .. creating the right economic incentives to bring costs in line 
and encourage health plans to compete on price and quality. . 

• 	 The premium caps are a reinforcement measure to build d.iscipline and 
certainty into our health care system. Ifemployers are to be told they' 
have the responsibility to contribute to coverage, they deserve the 
guarantee that their premiums won't rise unchecked and that the federal 
government will not spend without accountability. 

• 	 The Congressional Budget Office (CBO) released a report in September of 
this year which stated a number of necessary ingredients to increase the 
effectiveness of premium caps in controlling health care costs without 
adverse effects, such as instituting a standardized benefits package and 
mandating guaranteed renewal of insurance policies. The Health 
Security Act includes every one of CBO's sue;Rstions for improvine; the 
effectiveness of limits on premium increases. [eBO "Controlling the Rate of 
Growth of Private Health Insurance Premiums" September. 19931 

• 	 Government won't make decisions on specific prices; health plans will 
have to decide themselves how to become more efficient in a way that 
won't drive consumers to another plan. As Stephen Zuckerman and Jack 
Hadley, two leading health policy analysts wrote, "it seems far preferable 
that insurance companies that are responsible to their subscribers make 



these decisions than having the federal government involved in detailed 
price negotiations and review procedures with individual hospitals and 
physicians." [WashiniUm Post "Clinton's Cost Controls Can Work" 1117193] 

LETTER FLAWED AND MISLEADING 

The letter contains numerous flaws and distortions -- which is probably why 
the names of the country's leading health economists are conspicuously 
absent from the list of signers. Here are just a few of the distortions and 
inaccuracies: 

Rhetoric: "Price controls produce shortages, black markets, and 

reduced quality. This has been the universal experience in the' fowr 

thousand years that governments have tried to artificially hold down 

prices using regulations." 

Reality: We agree, but our plan has no price controls. A good 

analogy is regulation of public utilities, such as electricity and water, 

which have been hailed by economists as a market-oriented, effective 

regulation. You don't see electric and gas companies running out of 

money or indiscriminately cutting off service to consumers. 


Rhetoric: "Your plan... imposes price limitations on new and 

existing drugs." 

Reality: The President's plan does not set limits on all new and 

existing drugs. What limits are in the plan apply largely to the . 

Medicare program. -- limits proposed, supported and implemented by 

past Republican and Democratic administrations alike. 


Rhetoric:' "Your plan... caps annual spending on health care." 

Reality: This statement is simply inaccurate. While the plan caps 

premium expenditures, it doesn't contain any provision to determine or 


. enforce the nation's total amount of spending for health care. \Every 

individual will have the option of following his or her doctor into a . 

traditional fee-for-service pl~ . 


Rhetoric: ."Caps~ fee schedules, and other regulations may appear to 

reduce medical spending, but such gains are illusory." 

Reality: The Reagan and Bush Admjnistrations proposed 

numerous caps in the Medicare and Medicaid programs without' 

adverse effects (and spending on these programs still grew 

astronomically). Would Msrs. Lott and Niskanen elilninate all of these 

controls? Ifso, who would they have pay the higher prices? 


RhetOric: "Your plan sets the fees charged by doctors." 



Reality: Wrong. Most doctors (all but those in the traditional fee-

for-service plan) will be paid by health pans under arrangements 

made by those doctors and health plans .- not by bureaucrats. 


Rhetoric: "The result [of govemment regulation of gasoline] ... forced 

people to waste hours waiting in lines ... " 

Reality: The .analogy to oil regulation is both false and absurd. 

Oil is a limited good. most of which is imported. Unlike both oil and 


. health. medical services are virtually unlimited. The more we're 

willing to pay for. the more of it can be produced. Unfortunately. while 

wasteful. inappropriate hospital admissions and other services costs 

lots of dollars, they don't result in better health .. just higher costs. 


Rhetoric: "We will end up with ... reduced innova.tion." 

Reality: .First, the Clinton plan specifically sets aside significant 

funding for academic health centers. Second, there are no spending 

limits on academic health centers. research institutions. think tanks. 

etc. 


Rhetoric: "We will end up with ... expensive new bureaucracies." 

Reality: The last thing the President wants is big govemment 

bureaucracies. and that is exactly why he rejected a e:oyemment-run 


. Ill.an. The Health Security Act calls for the minimal amount of new 
govemment needed to ensure that the market is operating to 
guarantee real choice. real quality and real competition. We expect 
most alliances will be run by groups of local businesses and 
consumers. 

Rhetoric: "Threat of price controls on medicines has already 
decreased research and development at drug companies, which will 
lead to reduced discoveries and the loss of life in the future." 
Reality: There is no evidence of decreased research and 
development since the President's plan was proposed. The threat of 
comprehensive reform may have caused some insurance companies 
and drug manufacturers to limit their profits and has caused hospitals 
to become more efficient. 

PRICE CONTROLS PROPOSED UNDER GOP 
. . 

• 	 It is iroD.i.c that Mr. Niskanen would lead an attack on the Clinton plan 
for price controls on health care. since Republican admjnjstrations have a 
long tradition of wage, and price controls dating back to the Nixon 
administration. Under Reagan and Bush alone, at least 63 specific caps 
or freezes in the Medicare and Medicaid programs were enacted for 



hospital fees. physician services. and states. In the absence of 

comprehensive reform, however, these cuts were simply shifted to 

businesses and consumers. {Department of Health and Human Services] 


DO THE PREMIUM CAPS WORK TOO WELL OR NOT WELL 
ENOUGH? . 
• 	 Many critics of the plan, including a number of the economists who signed 

the Lott-Niskanen letter, have criticized the Clinton plants financing in 
recent months. But if they are attacking the premium caps, they must 
believe these controls work and the plants financing works, If they dontt 
work, then they wontt cause any of the negative effects the letter claims 
they will cause. Which is it going to be? These critics need to get their 
stories straight. .: 

SERIOUS REFORM PLANS CONTAIN SIMILAR MEASURES 
• 	 Several health care plans proposed in recent years _. from conservative 

Republicans such as Senator Kassebaum and Representative Michel to 
centrist Democrats such as Senator Kerry and Representative McCurdy to 
single payer advocates such as Senator Wellstone and Representative 
Stark .- contain cost control measures to restrain the growth of national 

.health care spending. 

Michel (H.R. 3080) Under the Michel proposal, premium rates would 
be regulated by business class and limits would be placed on the 
variation of rates within a class of business. In addition, the rate of 
increase would be limited for small businesses. 
Kassebaum-Glickman (S. 325/H.R. 834 (Danforth. McCurdy co­
sponsors) Costs would be controlled by placing binding annual limits 
on the maximum allowable rate of increase in "BasiCare" premiums. 
Stark (lI.R. 200) A national health expenditure budget of the 
aggregate amount of private spending would be set annually. 
Premium rates would also be regulated, generally by using Medicare . 
methods. 
McDermott-Wellstone An "American Health Security Board" would 
specify the total spending by the Federal government and states for 
covered services. 
Kerry (S. 1446) . A Commission would control costs through a global 
budget set state by state, based on a national per capita cost 
calculation. . 
Rostelikowski (lI.R. 3205) A national limit would cap all 
expenditures except Medicare. 



1) A national board would establish "MediCORE" 
would estimate and enforce total annual national 

. 3300) This proposal would set national budgets for 
with data from states and a computation of 

costs. 
52~) National public sector health spending, which 

.aalli"' ..... at the state level. Hospitals and clinics negotiate 
determent payment rates. 

industrial country in the world has adopted some form 
~..............',.,UJ. for health care spending -- without resorting to 

Ci:1~'CU quality. According to the General AccountiJ::lg 
.........:lI".LJ.,"-LU:.c..... 
countries have had more success than the 
controlling the growth of health care spending without 

coverage or broad measures of health status." [GAO 
Control: The Experience of France, Germany and Japan" 

TH ECONOMISTS DISPUTE LETrER'S 

u:umsl@:..r.e:D.2:G~Jle.aJjA.j~ruu~!la, some of whom have 
,D:~en~pulbtii:ly~mticla1 of our plan, recognize the letter as misleading and 
distorted. They are available for comment at the attached phone 
numbers. 

Henry Aaron Director of Economic Studies, The Brookings 

Institution 2021797-6121 

Charles Schultz Brookings ~stitution. former member of the 


. . Advisers 2021797-6121 
Princeton University 609/258-4781. 

in University of Pennsylvania (Nobel laureate, 1980). 
Brandeis College. 6171737-3800. 

use (bas Cutler contacted?number?) 
Member, Council of Economic AdVisers 202/395-5036 

mailto:u:umsl@:..r.e:D.2:G~Jle.aJjA
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Peldsteia criticism 

Q: 	 Dr. Peldsteia has written that you have vastly underestimated 
the lapact of this proqr.. on the deficit. BOlf do you 
respoad? 

A: 	 First, let me say that we will get the Medicare and Medicaid 
savings that Dr. Feldstein claims vill be impossible. Broader 
employer coverage and system-wide reduction of cost growth
make these savings possible. 

In Dr. Feldstein's article, he also alleges that broader 
insurance coverage will raise utili..zation of care-· ... bout 5 
percent more than the we think it will. He assumes that the 
currently uninsured will greatly increase their use of medical 
care. In fact, however, the Health security plan encourages
savings over spending. Even if Feldstein vere right, however, 
there would be little direct impact on the government. Most 
of the cost of medical care under the Health Security plan is 
still spread over the employer based system. 

Dr. Feldstein also argues that the Health Security plan's
requirement that employers provide health insurance to their 
employees will reduce wages and cut tax revenues to the 
Treasury. Quite irrelevantly, he calculates how much revenue 
the Treasury would lose if no firms provided health insurance 
now and all were subjected to a new 7.9 percent payroll tax to 
provide such coverage. In fact, however, most people are 
already covered by employer provided insurance.' Many of them 
have more expensive coverage than the Health Security' plan 
requires. Firms whose costs were reduced by the Health 
Security plan will pay higher wages than they do at present,
providing more work incentives. 



ACCESS # 930714-0113. 

HEADLINE A Workable Alternative 


* By Martin Feldstein 
LENGTH ESTIMATED INFORMATION UNITS: 3.9 WORDS: 422 
DATE 
SOURCE 

07/14/93 
WALL STREET JOURNAL (J), PAGE A14 

There is a growing political consensus that something should be 

* 
done to extend coverage to the uninsured, to protect those who fear 
a loss of insurance, and to control the rapid rise in health care 

* costs. Doing so does not require a radical change in our health care 
system. The broad goals of increasing protection and limiting health 
costs could be achieved by three changes to our current system. 

First, require employer-provided health insurance plans to allow 
employees to coninue·coverage at their own expense when they change 
jobs ("portability") and eliminate exclusions and waiting periods 
for pre-existing conditions. Extend the 
surviving spouses and divorced spouses. 

same benefits to dependents, 
Any policy that did not have 

these features would lose the current favorable tax treatment of 
being regarded as an employer cost but not included in employee 
income. These changes would eliminate the principle concern of the 
85% of the population who now have health insurance. 

Second, use targeted programs to extend coverage to the 15% who 
are now uninsured. For example, the unemployed could be covered by 
using a fraction of unemployment benefits to pay for coverage. 
colleges and universities that receive federal funds could be 
required to provide insurance or health services to students. 
Targeted programs could also deal with most others who are currently 
uninsured. These programs involve costs and taxlike distortions. But 
since they deal with only 15% of the population, they involve much 
less interference than programs .like the White House plan, which 
would change the insurance of every American and raise marginal tax 
rates sharply. 

* Third, to help contain costs and make health care responsive to 
patients' preferences, change the tax rules that currently weaken. 
cost sensitivity. Although many employers now use managed care to 
improve the cost-effectiveness of their health benefit spending, 
their net savings to shareholders and employees are reduced by the 
tax rule that health insurance outlays are deductible as a business 
expense without any limit and are not included in employees' taxable 
incomes. 

This special tax treatment also makes employees prefer very 
comprehensive health nsurance with small deductibles and" . 
co-insurance. Any arrangement that limits the value of the tax-free 
health insurance benefits that employers can provide would encourage 
corporate shopping for better managed care plans and would encourage 
individuals to select health insurance with greater deductiblesand 
co-insurance and therefore to be more cost sensitive when they and 
their doctors choose among treatment options. 

(See relaed article: "Board of Contributors: What's Wrong with 
the Clinton Health Plan" - ­ WSJ July 14, 1993) 

End of Story Reached 
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The Clinton administration contines to ignore the harmful 
effects of high marginal tax rates. The White House now talks of a 
new 7% payroll tax to SUbstitute for employer premiums for health 
insurance. In fact~ the new payroll tax would have to be at least 9% 
just to replace existing premiums. An additional tax equal to 6% of 
payroll would be needed to pay for the administration's plan to 
extend coverage to the uninsured and "underinsured." 

The net effect of the new Clinton taxes .would be to raise the 
marginal tax rate of typical employees by more than 15 percentage 
points. The White House appears unaware that taxes do more than 
transfer money from individuals to the government. High marginal tax 
rates also distort incentives, and those distortions waste valuable 
human and physical resources. . 

The proposed new taxes would come on top of marginal tax rates 
that are already remarkably high for ordinary working people. A 
single person who earns $25,000 or a married person in a couple that­
earns $40,000 already faces a 50% marginal tax rate -- a 28% federal 
income tax rate, a 15% employer-employee Social. Security payroll tax 
rate, and a state income tax typically about 7%. The new taxes being 
considered would raise the marginal tax rate for these individuals 
to more than 65%1 

An employer who now pays $20 inwagesand payroll taxes for an 
additional employee hour delivers only $10 of extra spendable income 
to an individual whose total marginal tax rate is 50%. Adding a new 
15% tax would mean that the $20 would deliver only $7 of additional 
spendable income to the employee. Any economy in which a $20-an-hour 
employer cost gives only $7 an hour of spendable income to the 
employee is headed for trouble. 

Under the Clinton plan to replace existing employer premiums with 
a payroll tax, the tax payments would be directed by the employer to 
a health insurance provider. Proponents argue that this would 
simplify the insurance system and make it easier to deal with 
part-timers. 

Some claim that the change from premiums to a payroll tax doesn't 
really matter because "it's just another way of paying for the same 
costs." This misses the important point that a payroll tax -- unike· 
the existing premiums -- would reduce the spendable income that 
results from each incremental hour of work. 

A 9% payroll tax on top of the existing 50% marginal tax rate 
would cut the spendable income that results from an.incremental hour 
of work by 18% of what it is today •. This is true regardless of how 
the payroll tax is formally divided between employers and employees. 

The sharp decline in the reward for working the additional hour 
would induce employers and employees to reduce taxable wages in 
favor of untaxed fringe benefits, shorter hours and longer 
vacations. This means a wasteful misuse of resources, a lower tax 
base, and therefore the need'for an even higher payroll tax rate to 



raise the same amount of revenue! 
Even if substituting a payroll tax for the current premiums were 

administratively desirable, the distortions from the extra payrll 
tax would be so large that this idea should be shelved and 
forgotten. 

The Clinton plan to provide health insurance to those who are 
currently uninsured or "underinsured" is so lavish that the 
government's own experts estimate that it will cost between $100 
billion and $150 billion a year. That's equivalent to between $2,700 
and $4,100 per uni~sured man, woman and child. To finance it would 
take a tax increase equal to an additional 6% payroll tax. If the 
Clinton planners recognized the adverse effects of high marginal tax 
rates, they would scale back their plan and use employer mandates, 
not taxes, to broaden coverage. ' . 

The Clinton administration's willingness to consider increasing 
marginal rates for middle- and lower-income employees, as well as a 
35% rise in the marginal rate of wealthy taxpayers, reflects a 
fundamentally incorrect view of how taxes affect individual 
behavior. The policy officials who advocate such taxes and the 
staffs that estimate their revenue impact assume that individual 
behavior is not affected in any sUbstantial way by changes in 
marginal tax rates. That false assumption implies that higher tax 
rates produce correspondingly higher tax revenue and suggests that 
wasteful distortions of taxpayer behavior are not a problem. 

During the past20 years a sUbstantial body of research by 
economists has made it clear that this "no response'" or "small 
response" view is wrong. statistical evidence has convinced the 
overwhelming majority of the economics profession that individuals 
respond very substantially to the incentives created by tax rules. 
Much of this research is directly relevant to understanding the 

. impact of President Clinton's proposed tax hikes. 
Economists agree that.the behavior of married women is 

particularly sensitive to tax rates, an important fact since nearly 
60% of them are working. Most studies imply that raising married 
women's marginal rates from 50% to 65% would reduce their hours 
worked by the equivalent of one day a week through more part-time 
work and .a decrease in labor force participation. Yet the Treasury 
and congressional staffs ignore such employment reductions when they 
calculate the revenue effects of proposed tax changes. And the 
policy advocates ignore the distortions in behavior and the fall in 
national income when they propose massive tax rate hikes. 

statistical research by economists also shows that individuals 
who face the highest tax rates load their portfolios with untaxed 
municipal bonds and low-dividend stocks instead of more highly taxed 
bonds and that the incentive to do so would be much greater with a 
40% federal tax on investment income than with the current 32% tax. 

Fifteen years ago the staffs ot' the Treasury and Congress denied 
that the capital gains tax influenced investors' decisions about 
realizing capital gains. The mass of evidence that has accumulated 
since then has forced them to recognize that taxes do have a very 
powerful effect on the realization of gains. In analyzing President 
Bush's proposal to lower capital gains rates, the congressional 
staff estimated that the increased willingness of taxpayers to 
realize gains would offset more than 80% of the.revenue that would 



be lost if there were no impact on behavior. 
Marginal tax rates also have a powerful effect on tax deductions. 

Although no one makes charitable contributions just to save taxes, a 
large volume of research shows that the amount of charitable giving 
is increased substantially by tax deductibility. Each 10% fall in 
the net after-tax cost of giving raises the amount given by more 
than 10% and reduces taxable incomes by an equal amount. Economic 
studies also confirm that home ownership and mortgage deductions are 
quite sensitive to higher marginal tax rates. 

These sUbstantial effects of marginal tax rates on earnings, on 
portfolio income, and on tax deductions for charitable contributions 
and mortgage interest, imply that higher marginal tax rates distort 
incentives and that those distortions waste valuable human and 
physical resources. They also imply that high marginal tax rates 
reduce taxable income and therefore generate less revenue. 

These effects are particularly important for assessing the 
Clinton proposal to raise marginal tax rates on high-income 
individuals. Because of the way that proposal was designed, thee 
would be a sUbstantial distortion to incentives with little revenue 
gain. If individuals reduce their taxable income by just 10% of 
adjusted gross income in response to the sharp jump in marginal 
rates, the Treasury would collect only about one-fourth the revenue 
that would be collected if there were no behavioral response. 

Although the Treasury and congressional staffs claim that they 
take some economic response into account n their revenue estimates 

. of the Clinton plan, they refuse to say how much. They do admit that 
they completely ignore the change in employment and hours and any 
other changes that affect real income. My own estimates with Daniel 
Feenberg at the National Bureau of Economic Research imply that the 
government revenue estimators ignore almost all of the taxpayers' 
likely response. The members of Congress should demand to know what 
their revenue estimators are assuming before they enact a massive 
and damaging increase in marginal ~ax rates. 

Mr. Feldstein, former chairman of the president's Council of 

Economic Advisers, is a professor of economics at Harvard. 
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Health care finance is likely to be the most sUbstantial 
legislative battle of the Clinton presidency. The plan being 
completed by theWhite House staff would raise marginal tax rates by 
more than 12 percentage points for most taxpayers and make it more 
difficult to slow the growth of health care spending. Fortunately, 
such a radical increase in taxes is not needed to extend 
comprehensive insurance to the currently uninsured and to protect 
others against the .termination of their insurance through 
unemployment, early retirement or the loss of a spouse. 

The propoal that will soon be on President Clinton's desk looks 
something like this: 

The government will design a standard insurance package, 
specifying a broad range of covered services and the amount of 
out-of-pocket deductibles and co-insurance that patients will pay. 
Medicare will continue to provide the coverage for those over age
65. 	 . 

Current health insurance premiums will be replaced by a tax equal 
to 10% of family inome up to a maximum of $5,000 at a family income 
of $50,000. Because of the. limited taxes paid by lower-income 
families, a SUbstantial shortfall would remain to be financed. 
Although no decisions have been made about how to finance this gap, 
the likely annual cost of at least $50 billion is equivalent to a 
further one-tenth rise in all personal income tax rates. 

The effect of all this would be to raise marginal tax rates 
dramatically fo'r families with incomes under $50,000. With the new 
taxes in place, a family with $40,000 of income would face a 
combined marginal tax rate of more than 60%: the new 10% health 
insurance tax, the current 15% employer/employee Social Security 
tax, the' 28% federal income tax rate (raised to at least 31% to 
finance the projected health insurance shortfall), a typical state 
income tax rate of 6%, plus state and local sales taxes. 

In an attempt to disguise the true nature of the health insurance 
tax, the White ·House plan would describe it as a "payroll premium" 
to be paid by employers, with a complex adjustment process to deal 
with two-earner families and with nonpayroll income. But a tax is a 
tax. For families with incomes under $50,000, the payroll premium 
would require the family to pay an additional 10 cents out of every 
additional dollar of income. 

The payroll premium tax would not go to Washington but would be 
paid to state-level Health Insurance purchasing Cooperatives (HIPCs) 
that, in turn, would contract with health care providers -- health 
maintenance organizations, managed care plans run by insurance 
companies, hospital-based care systems, etc. -- to offer.the package 
of benefits designed by the government. In principle, all plans 
would 	be open to everyone without regard to pe-existing conditions. 

In my judgment, this radical reform plan is bad in four 
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significant ways. 
-- It raises marginal tax rates on the 70% of families with 

incomes below $50,000 by at least 12 percentage points: a 10% health 
insurance tax and higher income taxes to finance the $50 billion 
shortfall. Families with incomes over $50,000 would pay the $5,000 
health tax plus additional income taxes. 

-- It does not stengthenincentives to limit costs and to 
produce health care efficiently. Since patients would pay little or 
nothing out-of-pocket at the time of care, they and their doctors 
would have nO'incentive to seek lower-cost sources of care. Major 
employers that now' use preferred provider plans to negotiate lower 
costs from hospitals and physicians would no longer have any 
incentive to do so if their costs are set by the 10% payroll tax. 
The future discipline on health care spending would have to be 
increased government regulations, with an inevitable decline in the 
quality of· care and personal service. 

-- It provides no mechanism for patients and their doctors to 
express their true preferences about spending on health care. 
Personal health care now exceeds one-fifth of all consumer spending, 
with an even larger fraction for lower income families. Many 
households might prefer to spend more on housing, food and other 
things and less on health care. But with comprehensive insurance 
designed.by Washington bureaucrats, households have no way of 
influencing how they allocate their incomes be.tween health care and 
other things. . 

-- It would substantially increase future budget deficits. The 
government revenue calculations assume that the health insurance 
taxes would not alter taxpayer behavio. But raising the marginal 
tax rate to 62% from 49% on middle-income taxpayers -- a 25% 
reduction in the net-of-tax share kept by taxpayers from each 
additional dollar of taxable income -- would reduce work effort and 
cause shifts from taxable compensation to nontaxable fringe 
benefits. If this 25% reduction caused a fall of even 5% in the 
taxable incomes of affected taxpayers, the government would lose 
more than $50 billion a year in income and payroll taxes. 

The government's failure to take this into account means that 
future deficits would be "surprisingly" large by an equal amount. 
But recognizing it explicitly would reduce political support for the 
health plan by requiring even higher tax rates. Future budget 
deficits would also be enlarged by cost overruns when the massive 
cost savings that White House officials attribute to "managed care" 
do not mateialize. 

My own preferred approach to health care reform, described 
briefly in the box, accompanying this article (see related article: 
"A Workable Alternative" -- WSJ July 14, 1993), would be very . 
different. But I also want to suggest an alternative plan that is 
much closer to the style and spirit of the current White House plan 
and therefore more likely to appeal to President Clinton and his 
advisers. This alternative, dubbed he A-plan (for Alternative), 
avoids the four serious defects of the current White House proposal. 

The A-plan provides health insurance for the entire population in 
a way that limits the maximum health care costs to the same fraction 
of each family's income as the White House plan. Yet it avoids the 
large increases in marginal tax rates and the enlarged budget 

http:designed.by


* deficit. It also helps to control costs and to make health care 
responsive to the preferences of patients and their physicians. If 
President Clinton likes the current White House plan, he should like 
the A-plan even more. 

Under the A-plan, the government would specify the same range of 
covered services as under the White House plan. Employers and 
employees would pay 10% of income (up to a $5,000 maximum) to a 
HIPC, just as under the White House plan. The government would make 
up the cost shortfall from general revenue. 

Up to that point, the A-plan is essentially identical to the 
current White House proposal. But there the similarity ends. The 
critical difference is that under the A-plan'the family would 
receive a Low Claim Refund at the end of the year equal .to the 
difference between their medical bills and the amount that they and 
their employer paid to theHIPC. Thus a family with $40,000 of 
income and $1,200 of medical bills would receive a Low Claim Refund 
of $2,800. . 

The Low Claim Refund has two distinct and important 'advantages. 
First, the Low Claim Refund effectively eliminates the dramatic 

10 percentage point increase in marginal tax rates. A family with 
$40,000 of income that earns an additional $100 would pay $10 more 
in taxes but would receive $10 more in their Low Claim Refund. Only 
if the family's health spending exceeded $4,000 ould an increased 
tax payment not produce an equal increase in the Low Claim Refund. 
since only 40% of families with incomes under $50,000 have health, 
costs that exceed 10% of their incomes, 60% of those families would 
receive rebates and would therefore not face the additional 10% 
payroll tax on higher earnings. 

For most families, the Low Claim Refund would make the total cost
* of health care lower than the White House plan •. To offset this 

difference would require a larger subsidy to the HIPCs'from general 
revenue. Preliminary analysis that I and my colleagues have done at 
the National Bureau of Economic Research indicates that this 
additional subsidy could be financed with a 4% payroll tax even if 
total family health costs were the'same with the Low Claim Refund of 
plan A as they are with traditional insurance. In short, the Low 
Claim Refund cuts the 10% extra marginal tax rate to less than 4% 
for almost all families. 

Second, the Low Claim Refund would make patients and their 
doctors more sensitive to the costs of·care. Since an extra dollar 
of hospital or doctor charges would reduce the family's refund by a 
dollar, the patient would have a strong incentive to seek the most 
cost-effective care. With more than 60% of families eligible to 
receive refunds, the improved cost consciusness would be very 
substantial. with patients and doctors having a greater incentive to 
be cost-conscious, there would be less need for government 
regulation to control costs. with lower total costs, the tax rates. 
required to finance the plan would be lower. Without Bureaucracy 
Moreover, patients making decisions between more health spending and 
greater Low Claim Refunds would help to shape the style and quantity 
of care instead of relying on the political/bureaucratic process to 
determine total health spending. . 

In practice, each family would also choose an insurance policy or 
other prepayment option from the HIPC to pay for health spending in 



• • 

excess of 10% of family income. To give them an incentive to choose 
cost-effective options, families would receive rebates for low 
premium options and would pay extra for high premium options. 

There are many matters of detail about the A-plan that could be 
modified. But the fundamental difference between it and what appears 
to be the current White House plan is the Low Claim Refund. It would 
permit limiting the net health spending for each family to no more 
than the White House plan but without the adverse tax and budget 
effects and with more favorable effects on the cost and 

* responsiveness of ~ealth care spending. . 
When President Clinton decides during the next few weeks what 

plan to send to Congress, he should recognize that there are options 
that achieve his goal without higher taxes and that increase rather 

* than diminish market pressures to contain health care costs. 

Mr. Feldstein, former chairman of the president's Council of 
Economic Advisers, is a professor of economics at Harvard. 

(See related. letter: "Letters to the Editor: Clintori Plan, fo a 
Healthier America" -- WSJ Aug. 18, 1993) 
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Financing the C~inton health plan would require substantially 
more tax revenue than the administration admits. Unless there is 
rationing and government controls on the use of medical ,care, the 
expanded health insurancebene,fits would cost muchmore than the· 
plan projects. And the changes in the behavior of firms and 
individual taxpayers caused by the plan· would reduce total 
government revenue by at least $50 billion a year (at 1997 levels). 
. There are two primary reasons that the. actual insurance costs 
would exceed administration projections: Medicare and Medicaid 
savings would be smaller than projected and the public's utilization 
of medical services would be greate. 

The Clinton plan claims that caps on Medicare and Medicaid 
spending would cut the recent double-digit rates of spending growth 
to only 4% a year within five years. As a result, Medicare and 
Medicaid spending would then be 20% below the amount that is now 
projected without the Clinton plan. 

No details are given about the reductions in care that would be 
needed to, achieve these massive spending cuts. They cannot be 
achieved (as Medicare. savings have in the past) by shifting costs to 
other patients/since the Clinton health plan would be paying the 
bills for those other patients as well. Nor can a 20% cut in outlays 
.be achieved by reducing waste, fraud and abuse. It would require 
SUbstantial reductions in the actual volume of services given to the 
aged and the poor. It's not surprising that members of the . 
Democratic leadership, in' Congress have. already made it clear that 
they will oppose such cuts in health care spending. 

Even a 10% reduction in Medicare and Medicaid outlays would be a 
remarkable and unprecedented achievement. It is as large a·cut in 
these politically sensitive programs as can credibly be imagined. It 
would nevertheless leave a financing gap equal to half of the plan's 
projected 20% decline in Medicare-Medicaid outlays. At 1997 levels 
of Medicare and Medicaid spending, that's equal to $35 billion a 
year. 

The actual costs of the Clinton plan would also .exceed the 
administration's projections because utilization would increase by 
more than the administration assumes. The plan increase.s insurance 
coverage substantially: covering the 37 million who now,lack formal 
insurance, raising everyone's insurance to the standard of'the 
Fortune 500 companies, covering all pre~existing conditioris, and 
including some care for 'mental health and substance abuse. 

An increase in insurance coverage inevitably increases. the 
utilization and provision of medical services. The government 
actuaries recognize that but substantially underestimate the likely 
magnitude of the increase. This underestimation occurs because the 
actuaries base their estimates of utilization under the Clinton plan 



on experiments at the RAND Corp. in the 1970s in which samples of 
individuals were induced to swap their regular health insurance 
policies for new RAND policies that had different deductibles and 
co-insurance rates. 

The RAND analysts found that individuals with more comprehensive 
insurance used more health services. But changing the insurance 
policies for a sample of isolated individuals in this way does not 
alter the prevailing standard of care in a community. The RAND stuy 
thus measures the extent to which individuals with more insurance 
increase their demand for care but it tells us nothing about how the 
prevailing standara of care would change if 'everyone had the 
comprehensive insurance proposed in the Clinton plan. 

It is of course difficult to judge how much the increased 
insurance provided by the Clinton plan would change the prevailing 
standard of care and therefore by how much more it would raise the 
volume and i~tensity of medical care than the reactions predicted by 
the RAND experience. But the effect of providing universal 
comprehensive insurance is likely to be very substantial. Avery 
conservative estimate would be that total personal health spending 
would be increased by at least 5%, a 1997'increase of $35 billion. 

combining the administration's overoptimism about 
Medicare-Medicaid savings and its understatment of increased 
utilization implies at least $70 billion a year of extra program 
costs. This is not intended as a precise estimate, but as an 
indication of the minimum amount by which the administration's 
,current estimates understate the true financing costs. 

The only way to avoid these increased costs would be to impose a 
system of controls and rationing that denies patients the care that 
they and their doctors want. Perhaps that is what is meant by 
"global budgets" for private care. If that is the essence of the 
Clinton plan, it deserves to be the focus of our national debate. 

The administration's estimates also essentially ignore the impact 
of the plan on existing government revenue. Consider first how the 
"payroll premium" tax would shrink taxable wages and salaries and 
thereby reduce all forms of income and payroll tax revenue. 

Under the Clinon plan, employers would pay premiums of $2,240 a 
year for employees in two-parent families (and corresponding amounts 
for other types of employees), subject to a maximum payment of 7.9% 
of the firm's total payroll. 
, It is this limit of 7.9% of payroll that converts the "payroll 
premium" from a mandatory insurance premium into a 7.9% payroll tax 
that generally discourages work and encourages individuals to take 
compensation in nonpayroll form. If a firm that is subject to the 
7.9% cap adds a new employee who is paid $20,000, the 'employer must 
pay an additional "payroll premium" tax of 7.9%, or $1,580. If the 
firm increases the pay of any employee by $1,000, it must pay an 
additional "payroll premium" tax of $79. In other words, the payroll 
premium is a 7.9% additional tax on incremental wages (except for 
those firms at which 7.9% of total payroll exceeds the total 
mandated premiums.) 

The immediate effect of imposing the payroll premium tax would be 
to discourage hiring, to increase layoffs and to reduce profits in 
firms that now pay less than 7.9% of payroll for health insurance. 
The reduction in profits would not be permanent because capital 



plan. Unless voters want to pay increased taxes of at least $120 
billion a year, Congress should be working on alternative lower-cost

* ways of dealing with our health care problems. . 

Mr. Feldstein, former chairman of the president's Council of 
Economic Advisers, is a professor of economics at Harvard. 
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A recent Wall Street Journal/NBC News poll found that more people 
now think that they will be hurt by the Clinton health plan than 
think they will be helped by it. This sharp decline in the plan's 
popularity since the president's September speech to Congress has 
probably occurred because people don't like the idea that they might 
no longer be able to use their current doctors and would face 
limited .choices about medical care in the future. 

The number of people who reject the Clinton plan is likely to 
rise even higher .when the public begins to focus on the major tax 
increase that the president has proposed to finance it. 

* 
Mr. Clinton has been careful to avoid any reference'to a tax. He 

talks instead about requiring employers to pay for the health care 
of their employees. . 

But while the president can try to avoid the big T word, everyone 
knows that a government requirement to pay money is a tax. And even 
though employers would be the ones required to write the biggest 
checks, economists of all political views agree that such .' 
employment-based taxes are ultimately paid by the employees in the 
form of lower real wages. 

Specifically, the Clinton plan would require each employee to pay 
a "premium" to the state "health alliance" that the government would 
establish. Premiums would vary, with larger premiums for married 
employees than for single individuals. Mr. Clinton would also 
require firms to pay premiums that are four times what their 
employees pay (subject to a limit that would keep the total premiums 
of any firm under 7.9% of its total payroll). . 

For a typical married employee, the required personal premium 
would be $872 a year. For any couple that does not pay that much 
now, the requirement in President Clinton's plan would be a 

For firms that already spend as much on each employee as 
new 
the 

tax. 

Clinton plan requires (e.g., $2,479 for each married employee with 
. children) , there is nothing extra to pay. But if the required 
premium is more than the firm now pays, there is no avoiding the 
fact that the extra payment is a tax. For the many firms that now 
provide no insurance, the entire premium would be a tax•.Similarly, 
for the many employees who now take no insurance because they are 
covered by their spouses' plans, the entire premium would be·a tax. 
And for those employees for whom the firm now pays less than the 
required premium, the increased payment would be a tax. 

Hitting employers with a new tax like the Clinton mandatory 
premium that is based on the number of employees or the total value 
of payroll would have three ,immediate effects, with the relative 
importance of each effect differing from firm to firm. First, the 
higher cost of employees would cause some firms to fire ~ome 
employees, especially those for whom the ex;tra cost is large 
relative to their current wage. These would be'primarilY,lower wage 

* employees. Second, the higher health care costs would temporarily 



erode profits. And third, some employees might take pay cuts or 
forgo pay increases to protect their jobs. 

But although the short-term responses to the new tax would be 
different combinations of these three reactions in different firms, 
over a somewhat longer term the net ~ffect would simply be lower 
wages. Just as halth insurance premiums in the past have slowed the 
growth of wages, higher taxes to finance health premiums in the 
future would slow the ,growth of wages even more. 

Nothing else is possible. The market can provide jobs for all 
those who are now working only if the cost of employment to firms is 
no higher than it would be without the required health premiums. 
That means that the. sum of the new wage and the required health tax 
for each employee must not exceed what the firm now pays in wage and 
fringe benefits. Those who initially lose their jobs because of the 
higher mandated health premiums would put downward pressure on wages 
until this occurs. 

The key point in all of this is that the true cost of the taxes 
-- including the part that is labeled a "required employer premium" 
-- would be borne by employees, in the form of lower wages • 

.. The reduction in individuals' gross earnings could be quite 
substantial. For two-earner families with children, the Clinton plan 
would require that the premiums aid by the husband and wife· plus 
the amounts that their' employers must contribute would be more than 
$5,800. It would be' a rare family for which this would not mean a 
substantial tax increase. . 

The recent disclosure that 40% of Americans would pay higher . 
out-of-pocket premiums under the Clinton plan than they do now is 
therefore just the tip o·f the iceberg. In the end, we would also pay 
for the much more sUbstantial increased emplyer premiums by having 
to accept lower net-of-tax wages. 

, Not calling this tax a .tax is more than just politically helpful 
spin control designed to make it easier to enact the Clinton plan . 

. The president's approach is much more significant~ It would keep the 
tax out of the budget and would therefore not require congressional

* action to raise the tax in the future. As the cost of health care 
rises, employees and employers would auomatically be forced to 
increase. their "premium" payments. . ' 

The 7.9% cap on the share of wages that a firm can pay means 
that, in any firm subject to the cap, the employer premium is 
equivalent to a 7.9% payroll tax. A majority of employees would find 
themselves working for such firms under the Clinton plan. When any 
employee in such: a firm earns an additional $100, the firm's total 
payroll goes up by $100 and the firm must thereorepay an 
additional $7.90 to the health alliance. This tax on additional 
earnings reduces the reward for working more hours, for taking more 
responsibility, or for doing more arduous work. The Clinton health 
tax would not only reduce take-home pay but would also distort 
incentives. 

The 7.9% cap converts the mandatory premium into'a full-fledged 
payroll tax on employees at every earnings level. Even an employee 
whose current health benefit happens to cost his or her employer 
7.9% of the employee's income would nevertheless face a new 7,9% tax 
on any increase in the individual's earnings. 

The administration's failure to discuss the true nature of the 



.. -. 

tax increase makes it impossible to have informed public debate
* 	 about Mr. Clinton's proposals for changing our health care system. 

But even more seriously~ proposing that a major new tax not be 
called a tax is a first step toward a new form of fiscal 
irresponsibility in which future tax increases would occur 
automatically' without legislative action. 

Mr. Feldstein, former chairman of the president's council of 
Economic Advisers, is a professor of economics at Harvard. 
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Martin Feldstein's July 14 editorial page piece "What's Wrong* with the Clinton Health Plan" is just that ~- wrong. The'president 
would never sponsor, nor would Congress ever vote for, a health plan 
that woulraise marginal tax rates by 12% for most Americans. 

Mr. Feldstein's portrayal of the president's plan is 
fundamentally flawed. His doom and gloom predictions of what health 
reform will mean for families and the economy -- higher taxes, 
higher deficits, inefficient health care delivery and restricted* doctor-patient decision-making -- will be the inevitable results if 
we don't reform health care, not if we do.* Mr. Feldstein suggests the Clinton plan will include a 10% tax on 
family income and will raise income taxes 3%. The president has 
never suggested a 10% tax on family income and has stated repeatedly 
there will be no income-tax hike. 

Mr. Feldstein suggests most families -- those with incomes of 
$50,000 or less -- would pay more under payroll-based financing. He 
would have done well to read the June 1 Wall Street Journal article 
that evaluated a imilar financing approach and came to the opposite 
conclusion: families with incomes of $50,000 or below will pay less. 

The driving theory behind market-oriented health care reform is* that when providers are forced to compete on cost and quality, the 
health care industry will be driven toward greater efficiency and* more cost-effective uses of resources. In today's health care* system, the more tests and procedures doctors and hospitals do, he 
more they get paid. Under the Clinton plan, health plans would be 
paid a set amount per enrollee, forcing them to manage health care* delivery more efficiently and effectively, and encouraging 
cost-effective primary and preventive care to avoid having treatable 
illnesses turn into costly emergencies. The Clinton plan brings the 
force of the marketplace to health care, giving consumers greater* choices and forcing plans to competefr the first time on cost and 
quality. 

Failing to reform the health care system will definitely result* in an increased budget deficit. Exploding medical costs and their 
effect on Medicare and Medicaid spending have made it increasingly 
difficult to lower the deficit. The only way to cut Medicare and 
Medicaid spending is to put them under an enforceable budget. The 
only way to cap those programs without driving business and famil 
health care costs out of sight through cost shifting is to bring* 
private sector spending under a budget as well, capping t~e overall 
growth in all health care spending. That is precisely what Mr.* Clinton proposes to do. 

The so-called "A-plan" Mr. Feldstein proposes is essentially a 
tax on the. sick. Under the plan, all Americans pay the 10% payroll 
tax he derides, and an additional 4% payroll tax to finance 
subsidies.He proposes that those who don't need health care get* * money back,' while those who do need health care would pay 14% of 

http:subsidies.He


their income. Think about that: a 14% payroll tax on a middle class 
family that has a son who breaks his arm and a daughter who needs 
her tonsils out. A 14% tax on a small-business owner who gets in a 
car accident. A 14% tax on a secretary with liver disease, or a 
couple with a baby. And that's before the significant co-payments

* 	 and deductibles he recommends to bring cost-consciousness to health 
care. 

* The president's plan will guarantee health care security,
* 	 comprehensive benefits, and high quality health care at a price all 

Americans 	can afford. 

Sen. Tom Daschle, (D., S.D.) 

Sen. J.D. Rockefeller IV, (D., W.Va.) 

Washington 
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The Clinton administration's plan for fixing what ails the 
American health care system is bold and comprehensive, but hardly 
radical. Indeed, it is conservative in at least three of the senses 
of that term. . 

First, it reforms the system with minimal disruption to the basic 
mode of paying for health care that Americans are used to -­
employer-based insurance. Second, it relies primarily on market 
incentives, not government regulation, to control escalating health 
care costs. Third, it can be financed -- without smoke and mirrors 
-- primarily by reallocating resources already devoted to health 
care and does not require large tax increses. 

Almost everyone agrees that if we are to have the productive, 
competitive, flexible economy that we all want, we cannot allow the 
"health care tax" to continue rising. We are already using 14% of 
our gross domestic product to pay for health care. Every time we let 
this "tax" drift up another percentage point, we are allocating an 
additional $50 billion a year of the nation's precious resources to 
health care. Moreover, a high-growth economy requires that people be 
able to move into new jobs, but our current system locks people into 
jobs and onto welfare out of fear that they will lose their health 
insurance. Finally, hardly anyone would deny that the way we now pay 
for health care contributes to unhecess~ry cost increases and a 
wasteful use of health resources. 

Now that there is such broad consensus that the current system is 
punishing the economy what is to be done? 

The Clinton team rejected radical surgery such as a single-payer 
system or government-set health care prices in favor of 
restructuring the current system and building on its strengths. 
There are two types of evidence that such restructuring can work. 
First, health maintenance organizations and other groups of 
providers compensated on a per-capita basis have demonstrated that 
they can deliver good care for appeciably lower cost. These groups 
have incentives to emphasize prevention, .to reduce unnecessary 
procedures, tests and· hospitalizations, and to economize on the 
acquisition and use of expensive equipment. Second, big-business 
experience has shown that a large buyer can negotiate with competing 
health plans and get a much better deal than is available to 
individuals and small firms that lack market power. 

The Clinton plan would encourage doctors and other providers to 
join health plans that would be paid per-capita premiums. It would 
give individuals and small employer~ access to the market power that 
big business has used so successfully by organizing purchasing 
cooperatives or health alliances to bargain with health plans for 
the best deal. . 

The Clinton plan would ensure everyone at least a standard set of 
health benefits -- benefits that would not be at risk if an 
individual changed jobs, became unemployed or got sick. All 



businesses would have to provide health coverage, but subsidies 
would reduce the burden on small and low-wage firms. Employees would 
share in the cost, with a choice of plans and clear incentives to 
choose the most cost-effective options for meeting their health 
needs. , 

The Clinton approach reflects strong faith that consumer 
incentives, combined with buyer power and better information about 
quality and performance, can rein in escalating costs. That faith is

* 	 strong, but not absolute. If health care premiums continue rising 
appreciably faster,than other prices, "global budgets" would control 
the rate of increase of premiums. If the market incentives work -­
and the Clinton team believes they will -- then the controls will 
not be necessary.

* 	 Most of the cost of health carefor working people and their 
families would be shared, as at present, by employers and employees. 
The major new cost for the government would be the subsidies needed 
to make the insurance affordable to small firms and low-income 
individuals. ' 

These subsidies, along with new benefits under Medicare for 
~ * out-of-hospital prescription drugs and home health care for the 

severely disabled, and some other administrative costs, are expected 
to increase government health spending by roughly $130 billion by 
the year 2000, when the program is fully up and running. Revenue 
increases -- principally from a healthy increase in the cigarette 
tax -- are expected to produce only about $30 billion. The rest 
(roughly $100 billion) will come from reallocating resources that 
would otherwise have gone into existing government programs. 

These offsetting savings in other governent programs are' not, as 
some critics have alleged, vague caps or unrealistic hopes for 
reducing "waste, fraud and abuse." Rather, the administration is 
proposing specific changes in program rules that are feasible 

.precisely because of the proposed reform of the private system. 
For example, Medicare and Medicaid cover many working people. 

Under the new rules, the working elderly and the working poor would 
be covered by their employers instead. Both programs also make huge 
payments to hospitals to help them cover the cost of treating the 
uninsured. When everyone has insurance, these payments will be 
sharply reduced. 

Increases in reimbursement rates for prove would also be slowed 
-- a change made more feasible because reimbursement for all ' 
providers will be rising less rapidly. In addition, upper-income 
people would pay a large share of the heavily subsidized premium for 
physician care under Medicare. These specific changes in the 
Medicare and Medicaid rules would reduce the cost of the two 
programs by more than $100 billion in the year 2000. The cost of 
other government health programs -- for veterans, federal employees 
and military dependents -- will also grow less rapidly as some of 
their patients move into health alliances. 

Under current policies, federal health expenditures are expected, 
to be about $680 billion in 2000 -- about $465 billion of which will 
be for Medicare and the federal share of Medicaid alone. The 
administration is not proposing to reduce federal health spending -­
only to reduce the annual rate of growth from about 10% to about 5% 
by 2000 as the new system phases in. 
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In a Sept. 29 article on this page, Martin Feldstein argued that 
political opposition will make large reductions in the growth of 
Medicare and Medicaid impossible. In the ~bsence of health care 
reform, he would be right. Broadened employer coverage and 
system-wide reduction of cost growth, however, make these savings 
feasible, while the new prescription drug and home health benefits 
under Medicare make the package attractive to the elderly. 

Mr. Feldstein also argued that the Clinton plan's requirement 
that employers provide health insurance to their employees will 
reduce wages and cut tax revenues to the Treasury. Quite 
irrelevantly, he calculates how much revenue the Treasury would lose 
if no firms provided health insurance now and all were subjected to 
a new 7.9% payroll tax to provide such coverage. In fact, however, 
most people are already covered by employer-provided insurance, many 
with more generous coverage than the Clinton plan requires. Firms 
whose costs ar reduced by the plan will initially have higher 
profits and ultimately probably pay higher wages than they do at 
present. 

In either case, Treasury revenues will increase. Employers not 
now providing health insurance will have to pay more, but the impact 
on them will be reduced by subsidies. Very small firms will have 
their cost increase capped at 3.5% of payroll. A more accurate 
reading of the plan would have led Mr. Feldstein to the conclusion 
that total wages and Treasury revenue are likely to go up if the 
plan is enacted. 

There is plenty of uncertainty about the future cost of health 
care, but two current facts cannot be denied. One, the U.S. already 
has an elaborate health care system that leaves millions of people 
uncovered and whose costs are rising rapidly. Two, government 
already pays more than 40% of America's health bill. 

The question now is whether, without scrapping the entire system, 
we can introduce incentives that will make health care delivery more 
efficnt, and whether we can reallocate some of the resources now 
tied up in costly government programs to making insu~artce affordable 
for the currently uninsured. 

The architects of the Clinton plan believe that we can, and that 
we owe it to the American people to try. 

Ms. Rivlin i deputy director of the Office of Management and 
Budget. 

(See related letter: "Letters to the Editor: Clinton's Radical 
Health Plan" -- WSJ Nov. 17, 1993) 
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would move to other uses where it can earn a higher return. After a 
few years, the reduced demand for labor would cause wage rates to 
decline by the 7.9%. 

Experience shows that a tax on marginal wage and salary income 
reduces working hours, encourages the sUbstitution of fringe 
benefits for wages, and shrinks taxable compensation in other ways. 
Calculations with 'the National Bureau of Economic Research TAXSIM 
Model imply that a new universal 7.9% payroll tax would cause 
changes in behavior that reduce total 1997 wages by about $115 
billion and cut the federal goverment's tax revenue by $49 billion 
-- $24 billion less in personal income tax payments, $16 billion 
less in employer-employee Social Security tax payments and $9 
billion less in payroll premium payments. If only two-thirds of 
employees were in firms subject to the 7.9% cap, these amounts would 
be reduced by one-third. 

The Clinton health plan would reduce government revenue in other 
ways as well. Providing health insurance to everone would encourage 
more early retirement, less employment among second earners who now 
work to obtain insurance, and more shifts to the underground 
economy. All of these changes would reduce income and payroll tax 
revenue. The plan's complex system of subsidies and premium caps for 
small firms and for firms with low average wages would also 
encourage the outsourcing of jobs in ways that reduce payroll 
premium revenue. 

The combination of all these changes would probably reduce tax 
revenues by at least $50 billion a year. Adding to that the $70 
billion of extra costs implied by excess Medicare-Medicaid spending 
and by increased utilization implies a total annual financing 
shortfall at 1997 levels of over $120 billion. 

Closing a $120 billion annual financing gap would require a 
massive increase in tax rates. In 1997, $120 billion would be 18% of 
currently projected personal income tax revenue. But an 
across-the-board 18% increase in all personal income-tax rates 
wouldn't raise an extra $120 billion because higher marginal rates 
cause reductions in working hours, changes in the form of . 
compensation to nontaxable fringe benefits, and shifts to less 
onerous but lower paid work. 

Calculations using theTAXSIM Model imply that raising an extra 
$120 billion in 1997 would require increasing marginal tax rates by 
at least 24% even if those higher tax rates only reduced taxable 
income and wages by as little as 2%. A taxpayer who is now paying a 
15% marginal tax rate would face a rate of 18.6%. A taxpayer at the 
current top 39.6% personal rate would see that rise to 49% or 
higher. 

The Clinton plan promises attractive features to a wide range of 
interest groups to get their support. Senior citizens would get free 
prescriptions. Big business would be able to shed responsibility for 
the health costs of early retirees and would have health costs 
.limited t6 7.9% of payroll. Small business would get subsidized 
insurance. Most employees, and especially lower wage workers, would 
get SUbstantial improvements in their insurance coverage. All of 
this financed by increasing annual per-capita cigarette taxes by 
$60! 

The Americn public needs to know the true total cost of the 
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POTENTIAL CONCERNS WITH A TRIGGER MECHANISM 

INCREASE COSTS 

In the absence of unlversal coverage. desirable insurance reform will increase 
the cost of insurance premlums. 

• Market reforms (guaranteed issue. renewal. limits on pre-ex1sting 
conditions. etc.) will generally help those wlthserious medical 
conditions; but they will not. in and of themselves. reduce costs. 

• For example. outlaWing pre-ex1sting conditions will lead to .adverse 
selection. creating incentives for healthy indiVidUals to forgo purchasing 
coverage until needing services. 

These problems of adverse selection will make communlty rating dlfilcult 
and increase premlums. The only way to avoid this increase would be to 
allow insurers to impose pre-ex1sting conditions on those individuals - ­
which wpIbe poltically unpopP.lar. 

• Coverage.; then. will be too expensive or lilaccesslble for those needing 
servlces. 

UNIVERSAL COVERAGE DELAYED 

Most trigger proposals represent postponement of difficult decisions: studies 
reveal that market reforms alone will not dramatically reduce the numbers of 
the uninsured. Only a mandate or extremely generous subsidies will do that. 

• 	 The Robert Wood Johnson Foundation supported demonstration projects 
in 13 states that used market mechanisms such as premlum subsidies, 
·pooied purchasing and proViders subsidies to make health insurance 
more avallable have had limited success in extending insurance to the 
Uninsured. (Alpha Center. Senate Finance Committee Testimony. 
2/1/94) 
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Managed competition advocates, such as the Jackson Hole Group,have. 
historically argued that competition will work best when all are covered. Most 

, trigger proposals provide for a permissible number of uninsured. 

• 	 Since many will still be moving in an out of insurance, there will be 

fewer incentives to manage care and more energy will be devoted to 

avOiding the cost-shift from the uninsured. 


• 	 . Without universal coverage cost-shifting will continue, and it Will be 

harder to press providers for reductions. 


• 	 Also without universal coverage. uncompensated care will continue. 

Uncompensated care costs will disproportionately affect providers and 

health plans, which then distort competition. 


PoTENTIAL GAMING BY BUSINESSES 

Even with a pollcy provision to prevent downsizing by firms above 100 to avoid 
the mandate, it will be extremely difficult and expensive to enforce. 

• 	 Unsuccessful enforcement will increase federal subsidies and premiums 
for famJlles and employers. 

Ifsubsidies are offered to low-income individuals and there is no mandate, 

employers of low-income individuals will have an incentive to drop that 

coverage and let'the government subsidize the employees. 


UNFAIR. DIFFERENTIAL IMPACT ON STATES' 

• 	 . Using the percentage of the uninsured'as a trigger will lead to unfair 
treatment of states, especially those who have made efforts to cover their 
reSidents and now have relatively low percentage of the uninsured in 
their states~ 

INADEQUATE PROTECTION FOR THE POOR 

The safety net could be endangered. 

• 	 If health plans are really competing aggressively, they will fight harder to 
avoid extra costs, including the cost-shift from the uninsured. 

• 	 Providers, pressed by plans and competition for reductions. will be even 
less willing to care for the poor. . 



EMPLOYERS CURRENTLY PROVIDING COVERAGE CONTINUE TO CARRY 
UNFAIR SHARE OF THE BURDEN 

• 	 Buslnesses currently prov1dlng4ealth insurance to their employees will 
continue to be punished -- they will continue to payhlgher rates to 
compensate for those employers who do not provide coverage. 

LOSE ARDENT SUPPORTERS OF HEALTH CARE REFORM 

• 	 Core constituency groups. e.g. consumer and union groups. may find 
this approach unacceptable. 

/ 
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POSSIBLE REVERSE TRIGGER APPROACHES 

• 	 To avoid windfall payments to providers or insurers related to uncompensated 
care and Medicaid. 

• 	 To provide an opportunity for competitive forces to achieve cost containment 
goals. 

• 	 To minimize federal budgetary risk. 

Determining 'Competitive" and 'Non-Competitive" Areas 

• 	 Prior to the beginning of the first year of reform, health plans provide community­
rated premium bids for the guaranteed package of benefits. 

• 	 Based on these premium bids, geographic areas (e.g. alliance areas, or community 
rating areas) are classified as "competitive areas" or "non-competitive areas." 

~ 	 'Competitive areas" are those areas where the health plan premium bids 
demonstrate the area's ability to avoid windfall payments to providers or 
insurers through competitive forces alone. 

Specifically, a competitive area is one where the weighted average 
premium ,bid (based on projected enrollment) is less than the pre­
established premium target for the area (or possibly within a small corridor 
above the target). 

~ 	 'Non-competitive areas" are those areas where the health plan premium 
bids do lIotdemonstrate the area's ability to avoid windfall payments to 
providers or insurers through competitive forces alone . 

. Specifically, a non-competitive area is one where the weighted average 
premium bid (based on projected enrollment) is greater than the pre­
established premium target for the area (or possibly greater than the target 
plus a small corridor). 

'Reverse Trigger" 

• 	 Non-competitive areas. A "reverse trigger" mechanism applies. in non-competitive 

Page 1 



areas. In these areas, a back.-up mechanism is. necessary to avoid windfall 
payments. In these areas, premiunlscaps would apply beginning in the fIrst year 
of reform. Caps would. sunset after three years (a 'reverse trigger''), when a 
"retrospective trigger" mechanism would apply (see below).! 

• 	 Competitive areas. Premium caps do not apply at all in competitive areas.. Since 
competitive areas demonstrated ability to avoid windfall payments, caps are not 
necessary in these areas. However, a: "retrospective trigger" mechanism applies 
after the fIrst·year of reform to ensure appropriate growth in federal subsidy 
payments (see below). , . . 

. 'Retrospective Trigger" 

• 	 A "retrospective trigger" mechanism applies in competitive areas, and in non­
competitive areas afi:er the three year sunset of preinium caps. 

• 	 ,The retrospective trigger wo~ld not seek. to constrain premium increases.' Its' only 
. goal is to. ensure that federal payments for subsidies grow at an appropriate rate. 

• 	 Thereare a number of ways to structure a retrospective trigger. One approach is 
as follows: 

~ 	 If the average premium in 'an area .exceeds the premium target for that 
area, it means that federal pa:Yment~ for subsidies are also higher. The 
excess federal subsidy payments a~e recouped, in the following year. 

In the following year, the federal government reduces the subsidy payments. 
to. the area (e.g. to the alliance; the state, or the "clearinghouse) by any 
.excess paymentsfrom the previous year due to higher than targeted 
. premium levels. 	 . 

.. 	 The reduced federalpa)Tl1ents for subsidies are compensated for by 
reducing overall payments to health plans. . 

The reduced payments to plans could be targeted at: (1) High cost plans 

.. (i.e. a payment reduction equal to a perce mage of the difference between a 


plan's prior year premium and the premium target for that year); (2) High 

. growth plans (i.e. a payment reduction equal to a percentage of the 

IThere are alternative ways of describing premium caps that may be more consistent 
with the approach described here. For example, the mechani.sm couJd be described 'as a 
bidding process wh~re plans whose bids are excessive are accepted only if they lower 
their .bids. . 

Page 2 
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difference between a plan's premium increase and the targeted increase for 
the area); or (3) Some combination of the two. 

For health plans subject to payment reductions, payments to providers 
would, in tum, be reduced through a proc~ss similar to the Health Security 
Act. 

.. 	 Under this approach, employers and families pay based on unconstrained 
premium bids. However, federal subsidy payments to an area (and, 
ultimately, to plans) 'are based on constrained levels. 

.. 	 A state could be permitted (at its option) to make up the higher subsidy 
costs instead of triggering health plan payment reductions. 

• 	 A retrospective trigger mechanism could be somewh~t disruptive if ,very large 
payment reductions are necessary. This could be addressed by automatically 
activating premium caps in an area if large payment reductions are necessary 
under the retrospective trigger. 

Page 3 
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Concerns Raised About Premium Caps and Suggested Responses 

1. Data: We don't have good information on health expenditures, per resident, by state, much 
less by alliance area. Even if we can construct a national premium target that is 'right', 
alliance level targets will inevitably be too high in some places and too low (relative to 
current spending), in others. In areas where the premium target is too low, we should expect 
that all (or most) health plans will initially bid above the target, and political pressure will be 
created to raise the cap. If the cap is not raised, then there may be substantial and undesired 
disruption in the provider community (hospitals forced to layoff large numbers of people, 
physicians forced to layoff personnel and/or accept extremely large income cuts), certainly 
leading to vocal protest, and, potentially, jeopardizing access to beneficial care. 

Suggested response: We have good information on hospital expenditures, by location 
of provider, and relatively good information on 'border crossings' to convert this into 
data on per capita expenditures by location of residence. We have reasonably, good 
information on physician expenditures by location of provider, and can use Medicare 
and private data bases to estimate border-crossings and convert this into expenditures 
by location of residence. 

Further, health expenditures will increase substantially with the enactment of universal 
coverage. This increased revenue will provide some slack if estimation errors are 
made. Even if the premium caps are 'too low' in some areas, it is still likely that total 
provider revenues will be substantially higher than they would have been in the 
absence of reform. This increase in provider revenues will provide a cushion against 
mistakes, and make it unlikely that providers will be forced to layoff employees. 

2. Timing: the caps are imposed starting on January 1, 1996, well before many medical 
markets will be functioning competitively. This makes it unrealistic to expect th~ caps to be 
meL (Under the HSA, market reforms and univerSal coverage are projected to being on 
January 1, 1998 for 60% of the population.) 

Suggested response: Given the expectation of a competitive marketplace, providers and 
health plans have already begun reorganizing the delivery system for quality and 
economy. This movement will continue and accelerate after health reform is enacted. 

3. The caps will encourage health plans/insurers to bid high, since they know that if they bid 
low and make a mistake, they will not be able to recover in subsequent years by raising 
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premiums. It is likely that all plans will bid at the level of the premium cap, and there will 
be no price competition. Health plans/insurers will face large amounts of uncertainty from 
multiple sources: 

60 million new people will be covered by private health insurance (Medicaid and 
uninsured); plans have no historical experience in their own claims data to project 
expenditures for these populations; 

community rating, a new (and as yet unspeCified) risk adjustment system, and 
elimination of pre-existing condition exclusions increases health plan risk; 

for fee-for-seIViceplans, provider payments will be governed by the negotiated 
alliance wide fee schedule rather than the arrangements plans have been using 
historically; 

provider practice patterns may change as a result of requirements for direct billing and 
the ban on balance billing; 

. provider networks will change as a result of essential community provider provisions 
and centers of excellence provisions; . 

One result of this uncertainty is that plans may be prone to bid conseIVatively with or without 
premium caps. The existence of premium caps, which virtually guarantees plans that they 
cannot recover from bids that are too low, will cause all plans to be priced right at the 
premium cap. In the absence' of premium caps, some plans might be willing to price lower in 
an attempt to capture market share, knowing that if they make a mistake, they would be able 
to recover over time. . 

. .... . . 

Suggested response:' With or without premium caps, many plans are likely to bid 
conseIVatively. Without premium caps, conseIVative bids will result in additional 
windfall to plans, that may be competed away over time. With premium caps, plans 
will be constrained, on average, to the premium target, which will pre-empt windfalls 
resulting from conseIVative bidding strategies. 

It may well be that all plans will bid up to the cap initially as a response to 
uncertainty, but then lower their bids over time (or request premium increases that are 
smaller than allowed) as uncertainty is reduced and they figure out whether they are 
better off gaining market share by lowering their relative price. 

(An additional potential'response would be to modify the premium cap formula to 
allow plans that are lower than average to increase more quickly than plans that are 
above average. At the extreme, this would allow 'de novo' bidding each year. Such a 
modification would encourage lower bids, since plans would not need to be so worried 

, about being stuck in a losing position. The cost of such a modification is that high 
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priced plans would no longer even be 'guaranteed inflation, but could be forced to 
reduce their price.) 
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4. Equity: Caps based on fonnulastied to current spending will freeze in excessive 
expenditures in high cost areas and dramatically penalize areas where significant efficiencies 
have already been achieved. State-by-state limits overlook regional 'markets. In many states, 
large numbers of people move across state lines for care. 

Suggested response: The equalization conlInission proposed in the HSA wi~l 
recommend methods for reducing interstate variation in premium targets. The 
movement of people across state lines for care does not limit the ability to set per 
capita premium targ~ts for people based on their place of residence. 

5. Rationing: Caps based on 'arbitrary' fonnulas may restrain aggregate bealth expenditures 

below the level that is needed to assure adoption of new and beneficial technologies, and 

force rationing of beneficial care. ' 


, Suggested response: The level of premium caps that has been proposed is consistent 
with the growth of health expenditures from approximately 14% of GDP currently to 
approximately 16.5% in the year 2000. Most of West em ,Europe is at 9% or below. 
While there can be no ironclad guarantee, 16.5% of our income for health care in the 
year 2000 should be sufficient to buy, us all' the medical care that is likely to improve 
our health (and then some!). 

6. We have proposed a system in which competing fee-;for-seivice and PPO plans could 
have widely different fee schedules; if some plans are assessed to bring them' into compliance . 
with premium caps while others are not, then the plans that have been assessed will pay lower' 
rates to providers than the plans not assessed. This may cause some providers to refuse to 
accept patients from assessed plans, especially since providers are prohibited from balance 
billing. But since patients and consumers will not even know which providers will accept 
patients from plans that have been assessed, it will, be difficult to have good infonnation, 

, when choosing a plan, whether a particular FFS or ppO plan really gives one access to all the 
providers in the community. 

Suggested response: If a fee-for-service plan is subject to a significant assessment in 
order to comply with the premium caps but other fee-for-service plans are not subject 
to assessments, the assessed plan will almost certainly quickly exit the market. Few 
consumers will be willing to pay more for one FFS plan for a standard benefit 
package when other FFS plans with the same benefits package are available at a lower 
price. 

, Answer on PPOs, and/or HMOs 'offering POS products? 
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The Medicare Premium Differences 


Comparing the President's Bahinced Budget Plan to the Republican Plan 


" .:'. 

Year ReQublicans President.: I Difference ~r CouQle 
-, 

1996, $53.70 $42.50 ." .' ,', ,. : $22.40 

1997 ,$57.00 $47.00 ,i ' $20.00 

1998 $59.30, $51.00:. ' $16.60 

1999 , $64.10 $56.00 $16.20 

2000 $73.10 $63.00 • $20.20' 

2001 ' $80.10 $69.00 ' $22.20 

2002 $88.90 $77.00 $23;80 

Difference in Qremiums in 2002 $11.90 Premium difference 1996-2002 $848.40 
Difference Qer couQle in 2002 $23.80 Difference Qef couQle 1996 -2002 $1696.80 

Year ' ReQublicans**· President··· • , Difference Qer couQle 

1996 $51.40 $42.50 $17.80 

1997 $54.90 $45.50 ' $18.80 

. ,1998, $58.60 ' $49.5Q $18.20 

, 1999 $62.80 $53.40. $18.8 

2000 $70.70 $59.50, $11.20 

2001 $77.20 $64.60 $25.20 . 

2002 $84.60 $70.40 $28.40 

Difference in Premiums in 2002 $14.20 Difference in Premiums'1996-2002 $897.60 
Difference Qer couQle in 2002, $28.20 Difference Qer couQle 1996-2002 $1795.20 

• ReQublicans: November 1995 premiums scored off of .CBO baseline ($270 billion cut). 
** President: HCFA projection of premium ~uming $124 billion cut off of CBO 
November baseline. " 

**·ReQublicans: December 1995 CBO Baseline' Adjustment ($227 billion). 
****President: $97 billion savings in Medicare as scored by'CBO: January/February. 
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.. New Fee toO be Approi. ~116 M(jl'dhly~ .f~ I'll 
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WAshington· The Clinton Administration lalcr this month will 4nriounc~ .!In incrt:a!= in the 
Medicare Part B premium paid by seniors and a lareer hike in [he share of thE- premiuM paid 
for by taxpayen,BiD Archer, Clairmlln of the Ways And Mcms Com;l1itt~e s:ald today. 

The new premiual, effective January 1. 1991. will be approximately $116 a mouth. up from 
today', $170 total monthly fcc. Archer !4id, basin& his cstima'te DR a projection from the 
Conare.ional Budid Office. The :shure thlll senior citizens will be required to p!!y'0il! be 

,roughly $44.00 monthly, up from the current fee of $41.~O. The balsl1ce of d::e premium. 
$132, will be paid for by the taxpayers. The Lot Angiliu Tirus this; f{lomln2 aported that 
the ~cniurciti:&;enll poni:m or the Iee will b~ $43,80 in 1997. 

/1 
!.l )995. the total monthly ptemium w'u SI46.35. with •...Xp4ycrs pityin:;: 5;100.25. As I!. te&lIlt 

of this month's announcement. the taJlpayer share ot the premium will be :incyt3sed ::>2% to 
$132. The tupayer increase will result in higher defiCit spending. In 1995. Medicare Put Ii 
~pcndini WI~ $69.6 billil.ln., with SSO.S billion Iinllnc.:ed thruuuh Ih~JdkiL 

, , 

"The way to s.o.ve Medicare is to help b'othour senior citizens'nnd the r..!xt zen.erntion." 
Archer said'. "We can and we must find a bi-panisan way to do both. But we atu::;t he very 
ca~eful not to take any action that jeopardizes our nlilion'!; futUre by ell)) locirt~ en; d~i'ic;:. 
mliking it hl1'der ror,lhc nexi generliliun 11.1 be suc.:c.:e:,;~CuL" 

In 199~. seniors paid 31.3% of the cost of thc total premiuM and U!xl'l'ly.:rs. thYou~~: tL:: 
deficit. finiDc'ed the remainin2 69.:S%. In 1996. the seniOi citiun sh!.r.! WP.i: ~"dt.:=cd !C 1';%. 
incrcasina the taxpa.yer ponion to 75 %. 

Medicare Premiums 
Taxpayers Costs Jp 32% Since 1995 
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Xedicarepart B Premium and Part A Deductible 

How mucb is the Medicare Part B premium going up and why? 

The monthly Part B .premium is rising just 3 percent .;..- an increase 
of $1.30a month f·rom $42.50 to $43.80. The Part B premium covers 
the cost of doctor visits and other outpatient care. It is set by 
law at 25 percent of Part B program costs. The 3 percent rise will 
help pay for expected increases in the number, complexity, and cost 
of services provided as well as scheduled increases in Medicare 
fees to doctors and other health. care providers. 

'" 
How does this Part B premium increase compare to the Dole-Gingrich 
Medicare plan that President Clinton vetoed? 

. ­

Under the Dole~Gingric~ Medicare plari, the Part B p~emium would 
have been $13.20 more a month for every beneficiary -- that's 30 
percent higher than'the amount the premium is now scheduled to be. 
The Dole-Gingrich plan would require Medicare beneficiaries to pay 
31.5 percent .of· Part B program costs through their monthly 
premiums. 	 The President I sbalanced budget plan would keep premiums 

25 percent of Part B costs . 

. How does this increase compare with increases in past years? 

It is the smallest increase since 1990. (The Part B }?remium 
decreased in' 1996 due toa change in the law that brought the 
premium back down to 25 percent of Part B costs). This year 1 s 
modest increase reflects the success of the. Administration 1 5 
efforts to slow the growth of Medicare spending. Program growth 
declined to. 10.8 percent in FY1,995,. down from 11.4' percent in 
FY1994. 
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No. The 1997 premium is being reduced to reflect slower-than­
expected growth in Medicare spending in 1996. Part B costs in 1996.. 
are expected. to be 6.1 percent lower than was predicted when the 
1996 premium was set. We . are returning those savings. to the 
beneficiaries .in the form of lower pre~iums. 

How much is the Part A deductible going up and why? 

The Part A deduc:tible also is increasing by. 3 percent --. from $736 
$760. The Part A deductible is charged for the first day of 

hospital care in each spell of illness.· It is the only payment 
made for the first 60 days of inpatient care provided to a 
beneficiary. By ~aw the Part A deductible is'set by a formula that 
accounts for increasing costs and complexity of hospital services. 


