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EXECUTIVE OFFICE OF THE PRESIDENT
- OFFICE OF MANAGEMENT AND BUDGET

WASH!NGTON D.C. 20503

THE DIRECTOR : Novembeér 7, 1995

MEMORANDUM FOR LEON PANETTA

L 4
From: , Alice M. Rivlin /
Director _

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.

;
Under current law (OBRA 95), Part B premiums will drop on January 1, 1996, and
beneficiaries’ Social Security checks will grow by both the amount of the premium drop and the
1996 COLA. If a 1996 Part B premium increase (including an “increase” that extends the 1995
premium) is enacted as part of 'recon«;:iliation, the Social Security Administrator will have to
notify 36 million Part B beneficiaries that tl}eix;_S_g::_ial’ Security payments will be reduced because

{

Moreover, if the premium increase is enacted aﬁervNo‘vember 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 lower OBRA

"~ 93 premium. SSA will then have to deduct from beneﬁmanes Somal Security checks the

amount of the overpayment.
Background -

During the first week of each 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 Sc:t‘ in law by OBRA
1990. This dollar value (346.10 per month) is equal to 31.5% of program costs in 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. If an increase is enacted after November 15, and the effective date
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(January 1, 1996) is not changed, the Admi_histration -- not Congresé -- will be compelled to
implement a downward adjustment to over 30 million Social Security checks during 1996.

Even if current law for the premium 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
A beneﬁcxanes and adjust the premium in any case.

Options

(1) Do nothing and allow the Part B premium to fall, consistent with OBRA 93. One
' option is 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 1mplementat10n of the premium mcrease

One disadvantage of doing nothing is that, if Congress and the President agree e_lfter
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
beneﬁcnarles Social Secunty 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-Aprll for all beneﬁc1anes in m1d-1996

.('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 program savings in 1996. The House
Medicare bill has 1996 Part B program savings of about $1.6 billion (CBO scoring).'

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.

"Note: This percentage is a preliminary staff estimate using OMB Medicare baseline, i.e., the baseline used -
for official Part B premium determinations. CBO estimates would differ somewhat.
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MEMORANDUM TO THE PRESJDENT
) ’ L Emn'i& Gene Sperling, Chns Jcnnings, Nancy-Ann Min
Subject: - Medicare 31.5% Part B Prémium Proposal

¢

CURRENT STATUS: In the Republican rcconcﬂlanon plan, around 350 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 January 1, 1996. The Republican leadership therefore 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 budget
plan calls for a 25% Part B prcmium contribution and we have opposed any attempt to allow
the Republicans to pass their increase m reconcxhatlon —— and certainly by throwing 1t in a
continuing resolution.

SUMMARY: REPUBLICAN 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 ——and-indeed-far higher than any
percentage since at least 1981. As discussed below, the fact that the current Part B Premium
% amounts to 31.5% is a historical accident, and does not reflect the policy choice of any

Congress to have Medicare Part B premiums at a 31.5% level.

Indeed, the 1990 Congress d that

soaw@%mumumwm@%mom
would lead the 25% contribution-level to be too high. As it tumed out, this attempt to
protect Medicare beneficiaries backfired. When health care cost grew less than pm]ccted in
1990, the $46:10 amount that was set into law caused recipients to pay more than 25% ~—-
as the $46.10 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 premium for -
1995 accidentally amounted to a level higher than 25%, the reversion to 25% leads premiums
for 1996 to actually drop for this 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 HISTORY ON PART B PREMIUM CONTRIBUTIONS: Over
the last two decades, one of the primary policy goals for Democratic lawmakers has been to
Q prevent Medicare premiums from increasing so much that they reduced the real, inflation—

adjusted purchasing power of Social Security benefits. As you know, Social Security benefits
have a cost—of—livi’ng- adjustment (COLA) to protect against inflation.

As Medicare premiums are deducted right out of the Social Security checks, if Medicare
premiums rise more than the CPI, Medicare premium mcrcases can have the effect of
reducing the real value of Social Security benefits. : *

edicar were set as high as 50% of program costs.
Yet, thh high rates of mcdxcal inflation, premium increases grew too high and in 1972,
Congress abandoned the 50% level, and mstcad linked premxums to the CPI. In 1981,

ess _temporaril law to return to a Spccxﬁc
tage of Part B costs —— only this time it was to a 25% level. Changing to a

 25% contribution level did allow for increased revenues for reducing the deficit. Because of
(&;ﬁq"\(‘@ that, Administrations and Congresses have been able to contribute to deficit reduction simply

%M( by cx:cndmg thc 25% levcl —_ smccmﬂmut.such_meadmould—men.back_m_hmgg
4“*6(’ J;__cl

Ve

Dunng the 1980s, Rcagan or Congrcssmnal Repubhcans d1d txy 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 OMB officials 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%. Ye, it
is crucial to note that "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 pufting together OBRA 1993, the Democrats did not fear that
the Clinton OMB would manipulate the baseline to raise Medicare premiums —— and as they
had seen that using set amounts had not worked —— they returned to a 25% 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 years of
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 '

2 .
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What the Clinfon balanced budget plan does is extend this 25% for the entire period A'
of the balanced budget plan. Even though we are cxtcnding the traditional 25% premium ..

policy, this "cxtcndcr" actually glves us some Part B savmgs after 1998 bccausc w1thout our -

In sum, despite the chubhcans efforts to suggest that havmg a 31 5% prcmmm ,
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 prem_&ns.&mm.yld_ﬂfﬁc___u

seniors rcgardless of i mcomgs

cc: Leon Panetta T o

Erskine Bowles

Alice Rivlin

Laura Tyson

Carol Rasco )
George Stephanopoulos -
Pat Griffin

Jen Klein
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be required to get back toward glide path, ¢ more than 8% over.
gt pa 1 5% dcwancc
allowed in year 4. Budget total fully;cnfo din’ ycar 5...
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year, if prcmmm bids werc ‘above urgcts - -

V‘ely difﬁcun even fm
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Topic: Mid-course C orrcctions To Stay On Glide Path - Hcah.h lhanccs
Proposal: Provide market-oriented options fOr nnd~c0ursc corl ecuons in health
S spendmg, targeted at overly- c;pcnswc plans $0 that -mandatory prlce
controls/rolibacks across~thc—board are not nccdc(i: o

Specifics: Health alhancce should be gnvcn aumox ity = pr¢mium bids =~ :.:_'
exceed glide path - 10 apply one or more incentivi ';_for }né,h cost plans LO ' '
- reduce expenses, Including: e

* establishing upper limit on prcmmm ‘thg ‘n chargcd for the - :
standard benefil package; high-cost ;piané il kither havé to
reduce their premiums to this amount, or rop ut of dlhancc,

-option: allow plans to increase. d,ed
-any benefits) 10 meet premiuin ca
to remain in alliance £ gives individnals o'pportunity to
choose them - research shows' that high' deductible isa. . "
competitive disadvantage, so plan st has gicatcx market © i

- pressures for economy L ‘

bles :(hut not chang ;.; ’
Jlows high-¢ost ‘plans *

eﬁccﬁsfc action

. frcczmg enro lmcnt in high-cost pLahs j¢ :
111 have to modcratc C

s

CalPcrs applicd (o Kaiser); high-cost pla
costs if they want more gxowth S

. allowing general ncgotiaung authon . MU" thrcat of” bcmg
able to bar plans from (he alliance.;.alliaj ould thus have .
same discretion as large employer bencﬁ office and pu1chasmg
cooperatives, able to usc group purchasing .A,_.‘louL 75 get bcst d(,als B
for members. B

5f fchuve lools o :
cular, they reflect
“best dealt with by'
hzgh-chargmg plans

Rationale:. Ihese Lﬁﬁom allow alliances a broadef arr
_ than the Clinton plan makes available. 1n
the view that excessive plan premiums: mé
strengthening competitive pressures: on- ﬁ’l{',‘

o keép within spending rargets
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__{Qg_q;aL Strengthen provisions against being “over the ghde»,

Specifics: Each alliance would issue a mmlmum‘ expeciod

Rationale: If annual budget controls, enforced throug

Y igb'::ffax"in"yéar 1 &:
2 that getting back to it starting in year 3 is26o dithicult- - particularl from S
“windfall” profits that come from new coverage’ 0 lhc uninsurcd '

without mmal pnu, control rcquucmcn(s ', S

savings notice 10
a(‘ year which show :
educing their “cost 5

prospective plan bidders and employers prior i
much premiums should be reduced due toprovis

- shifts” for the uninsured who will now hai?c covgr: g adminisrramc '
paper work’ uductwns, cLe. é ‘ '
~The alliance actions to reducc spcndmg, in gd(h to Lhc ro-

competitive opuons outlined above, could ajsg mdh,xcle specific ac{ions 0
deal with provider “windfalls” that come ﬁom fai res 1o offset U
additional revenues from the previously uninsu ¢d with' pricc cuts for = o
most payers. If a state found thal spending; wa Qg:: ahc glide path, partly
for this reason, it could i impose a provider tax, whig] WOuEd be rebated to
_ providers that submitted an independent audito: ,t‘cp rt to show that such
offsets had occured; funds from providers that-could fiot offer such proof
would be split between fedcral and state govern t§ and mdwidual tax -
rebates, to offset addmonal expenses. :

_;);cnual pucc roll:
backs, arc not required, there is at least a possibility that 1st year bids may
be significantly over the glide path. An alliance dnd state should have i
number of options for dealing with this situation ;Ii_ifx;c'd in other
papers; these options provide spcaﬁc pzcventwe ciiofnis and recapture
authority to deal with the lar gcst “must have” bd_,‘ngs 10 achlcvc the
restrained private scclor prcmmm wgus o : :




lop jg,; Mid-course (:orrcdions To Stay On Glide Path - Staws = e

Proposal: Each state would be Tesponsible for analyzing its "Qw
and for developing a serics of options for decision-imake

Ith care spending. "~ -
it how to stay

on the glide-path, if such actions are nccessary. These fepor s would be.

\avallable for determining corrective action stmrungL mch :

pomt

Spcciﬁcs: ‘

Rationale:

- Each state would establish a Statc Hcallh B arg:
‘assess state health spending compared to
‘appropriale actions if a state were over: us- “glic

\ ‘would funcuon mu(h hke C BO wnh n,s S(,

spending increascs and compansons w

_ were excessive, the causes, aud opuons fc)r
~actdon. "

- several reasons; including dnti-trust viclali

' penally box...

'Brd ycar “chbeck'

commismon) W
nally-set targets and -
path”. The Board ...~ '
Lepmg and annual . ©

regional data to determine where state:|

The statc boards would specifically be aské
poor market performance and 1o recormnment
markets, as well as for government rcgulato:y acuon whexc
maka inltld[\\’(“b would not be succcssiul RENT

A state’s health s ending could cxcced Lhc

monopoly providers, unmdnagcd compediic 4m0ng insurérs,
lazy insirers, lack of consensus on medic ‘catments, scl( dcal
ing providers, etc. Premium caps on the | s‘igrc,r; can getat only
some of these problems. The trcatmcm -8 ox’lfi‘ it the dtagnos:s
or, 1o vary the metaphor, only the bad guys s'hould be sent to the
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Stephen Zuckerman and Jack Hadley ,
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Clinton’s Cost Controls Can Work

Controlhng medical care spending 1s “job One”
for the Ciinton adrmurustration’s heajth care reform
plan. System savings from successful cost control
wiil help pay for extending wnsurance to the 37
mullion Amencans who don't have 1it.- for making
sure that those who have it can't lose it and for
guaranteeing that every wnsurance plan includes a
comprehensive benefit package.

Not surpnsingly, cntks ffom both the feft and
nght are concentraung thewr firepower on the
admurustration’s cost-conurol pian. The cnuaisms

can be roughly divided into two camgps. One 15 that

the plan's cost<ontrol features won't work. The
other. oddly enough. 1s that they will work 100 weil
and lead to massive disruption wn the prosider
system and the ratiorung of care,

What 15 the admurustraton’s cost controi slan?
Although often ndiculed as being of. bv ang for
policy wonks. the basic strategy 15 quite sumple. It
has two lnes of attack. The first is (0 promote
competiticn among insurance pians under 2 <ap on
the average premuWT N an area. The seond i o
umyt the amount of new money fowing o "he
svstem Dv capping e rate at which wosurance
premuums are allowed (o increase.

he Clinton proposal requares that A wisurance
plans ofter 1 comprehen~ive package of benefis
and. charge the same prermuum (o all comers.
regarcless of age, health tustory or employment
situation. According 1o the theory of managed
competition, with the product standarduzed and
insurance companies less able to compete hy reject-
ng or avouding hugh nisks, competition wii have o

“ake the form of pnce and quality competinon.

[nsurance pians will attract customers and prosper
s orasiding value for money

In ~pite of the promuse of managed competiuon. it
iy remuns a theory. Tu put teeth vt o, e
s plan Ul unpose 3 financal peran n any
nacraee plan that tnes (o ucrease 15 Jremuum
more than the cap adows. There s bltle doudt that ¢
{aced with constrained revenues. nsurance plans will
et tnew expenses. Each plan will dede the dest

©way to do thus. nciuding constragung the overuse of

wervices and limiung what they pay doctors, hospitals
and otner health care providers. But they will have
every gicenyve to do i 1 a way that doesn't e
away subscnbers. One cnte charactenzed tus ap-
proach 15 “getting the mnsurance plans o do the
Jovernment's durty work.” However, « seems far
preterable that msurance comparues that are respon-
sibke to thewr subscribers make these decsions than
having the federal government nvolved 1 detased
price negotiations and review procedures with indy-
vidual hospitals and physicians. As another critc put
it, “That's like bombang from 30.000 feet. You can't
se¢ whom you Ill”

In reabry, the adminustration’s cost<contanment
goal 1s modest. ts ongmal esurmate 15 that annual
savings woud be $136 bulion v the vear J000.
That's a lot of money to anvone. But let's put it nto
perspectve. At the time this estimate was made, the
Congressional Budget Office proected that health
care would absord 18.9 percent of GDP by the year
2000. The Clinton plan would brng that down 1o
17.3 percent. We currently spend 14.3 percent of
GDP on heath care, whie no other indusinaized

ity wpends mure than 10 percent. Thus, the
Clinton plan’s dracoman” costonladonent combtna-
won of more compeulon nd (aps oft Jremuum
growih permuts sbout a J pergent wirease 1 the
share of GDP gowng (o heaith. Ths rian does not try
10 shrnk health spending reiative {3 ahere we are
now. No heaith care jobs »Ul be it thuugh fewer
new jobs may be added n the fur.re.

How wil the system respund fw inese con-
strants? The specter of sick patients Deny unable
10 receve care 18 compietelyiartetched. The LS.
health system 15 fraught with yefivences and
excesses that have no measurable heaith benefits.
The constraints on spending growth will, for exam-
ple. force more trage (o reduce the estymated
15-30 percent of duagnostic tests and surgenes that
may be unnecessary. Pru ate nsurers wl no longer
be willing to pav providers prces that are 3040
percent above Medicare. nor should thev. Prownd-
ers will be able to sumive with lower prices for
private patients, becayse umuversal coverage will
mean an end {0 uncompensated care 4nd low prices
for Medicaid beneficanes.

Studes of the present system have shown that
hosgetal costs are 10-13 percent hugher than they
would be ¢ all faciives produced -2nues more
efboently, and Uus excludes sawngs that would
accrue rom ot produnng wuiecessary servces.
Imposing fnancal pressure Uirough caps on premi
ums means some hospitals wil sale bk ‘thewr

"nvestments in buidings and equipment—uw fuh are

often underutilued —and reorganuze thewr staffs.

Our own curent research on 3 nationwide.

sampie of alrmost 1.450 hospials suggests that they
respond to financial pressure prmanly tv control
ung costs. The 25 percent of hospitals with the
lowest profits in 1987 expenenced cost ncreases
of 13.3 percent between 1987 and 1989 compared

w0 a0 dverage of 1T 5 perc ¥ St AN
the tughest profit<. {n consrast, wir morm Fad
hospitals. ot revenves grew at sirtuaily s
rate. about 21 percent over the three _xel:-‘ 3t
oosbadm;s.non MOralLy 3t ‘or Mediare -
tents umproved sughtiv: and the shares of =uaz L.
patients vovered Yv Medicare and Memcas -
creased by about J percent.

Pagents wil 1lso need 10 change. Thes =30 ..
1o acvept a less-nilensive approach o dugross -
eliment as currently practiced 1 e besteug.
HMOs, And they may also need (0 consider wnerner
a fugh-cost health plan s worth the extra monev !¢ -
18 not, consumers will be able to choose 3 iess . s
heaith plan. People may not Uke “hese .za-:
simply because change can be wxomiorace . .-
ever, Amencans will no longer feur osing res
coverage ( they become very sick or cse ey +.5n

How fast would spending grown degn 1o 5.
side! If the speed with which nospitals ave -
sponded to Mediare's prospecire sayment -
temn, other rate-settng systems and ‘owereg-sr-: -
1$ 2 guade. the answer 1§ almost yTunediatery W\ -
provders are pad less. they move quekly to .
thewr expenses and organuze service delvery — -
efficientlv. When Medicare phased 1 18 o170
Uve pavment system between 1982 ang .=
hospitals that {aced the greatest potental ngr. .
loss heid therr expense growth 1o one-thurd !
hospitais facng prospects of fmancal gan. .
percent compared with 10.2 percent. Hospiui-
Califorrua that faced strong competitive pres,.:-
3s well as prospective losses from PPS actuaih .
thew costs by 4.3 percent between 1983 and (e
The annual increase in the volume of o~ -
“overpriced procedures” provided to Meacare -
eficianes by physicans fed from 93 perce-:
1986-87 to 2.4 percent in 1988-89 1 response -
2.4 percent cut 1 average fees. Given thys ea-
and congressional action within the next .- 1:
svstem should be abie to adust by tne ceqr |,
without mapr adverse consequences.

The Clinton proposal amms 0 alter ywent:.~-

a combinauon of regulatory and marxet or -
Some cntcs would rather see much greater
ance on changes o the tax treatment :t °--
INSUrance prefmiums as the way 1o vhange -
tves. Despite ity wnitelectual appeal to some

is brtle evidence to show that thus approac= -
succeed. On the other hand, even thougn . -
systems of regulated spending and price . -~
have good track records of controthng costy
do not have widespread pobtical suppor: -
people view such systems as admmustrauselss -
densome. inflexibie and ikely (0 lead 0 o
ravonung. The Clinton propowal rebes on o v
uon among plans, but rmurs the amount 3 ‘s . -
sdized dollars that can fow into the svstem .
requires the development of a potentialy reg—. -
ry framework for limuting total soending. T.»
compromise. But. s acceptabulity and e
<ess may be greater than sither pare e -

Stephen Zuckerman is a sewwor researcn
assocuate at the Urdan [mstitute. face Hao |
co-director of the Center for Health Poiicy
Studies at Georgetown Univernity Schaol
Medicine
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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 campaign, William Niskanen, former member of
Reagan's Council of Economic 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 lzmtt
on how fast the average American's premiums can increase. As leading
health economists will attest, the letter, which, it should be remembered,
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
speclﬁca]ly rejected, a plan imposing pnce controls on health care. The
President's prim for n men ri
competition -- creating the right economic incentives to bring costs in line
and encourage health plans to compete on price and quality. .

e The premium caps are a reinforcement measure to build discipline and
certainty into our health care system. If employers 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
mandatmg guaranteed renewal of insurance pohmes Ih_e_Hgalth

[CBO "Controlling the Rate of

Growth of Private Health Insurance Premiums" September 1993]

o 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." [Washington Post "Clinton's Cost Controls Can Work™ 11/7/93]

.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 four
thousand years that governments have tned to artlﬁmally 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.. unposes price hmn:amons on new and
existing drugs."” v

. 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 axmual 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. Yﬁvery
- 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 Administrations 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 eliminate all of these
controls? If so, 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 government regulatmn 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 mnovatlon "

Reality: -First, the Clinton plan specifically sets aside algmﬁcant
funding for academic health centers. Second, there are no spending
limits on academic health centers, research institutions, think tanks,
etfc.

Rhetoric: "We will end up with...expensive new bureaucracies.”
Reality: The last thing the President wants is big government

bureaucracies, and that is exactly why he rejected a government-run

- plan. The Health Security Act calls for the minimal amount of new

government 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 ironic that Mr. Niskanen would lead an attack on the Clinton plan
for price controls on health care, since Republican administrations 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



hosp‘ital 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 plan's financing in

 recent months. But if they are attacking the premium caps, they must

believe these controls work and the plan's financing works. If they don't
work, then they won't 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 (H.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.

McDemott-WelIstone An "American Health Security Board" would
specify the total spending by the Federal govemment 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. _
Rostenkowski (H.R. 3205) A national limit would cap all
expenditures except Medicare.



£5. 3300) This proposal would set national budgetsvfor
alculated with data from states and a computanon of

hanism for health care spending -- without resorting to
*decreased quality. According to the General Accounting
dustrialized countries have had more success than the

3 controlling the growth of health care spending without

ng coverage oOr broad measures of health status." [GAO
iding Control : The Experience of France, Germany and Japan”

TH ECONOMISTS DISPUTE LETTER'S

mtionally re enowned health economists, some of whom have
- been:publicly:critical of our plan, recogmze the letter as misleading and
dlStOl’ted They are available for comment at the attached phone
numbers.

Henry Aaron Director of Economic Studies, The Brookings
Institution 202/797-6121
) Charles‘Schultz Brookings Institution, former member of the

Klein University of 'Pennsylvam'a (Nobel laureate, 1980).
Hman Brandeis College. 617/737-3800.
vhouse (has Cutler contacted?number?)
fer Member, Council of Economic Adusers 202/395- 5036
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r-leatein Criticism

Dr. Feldstein has written that you have vastly underestimated
the impact of thia program on the dcticit. How do you
respond?

First, let me say that we will get the Medicare and Medicaid
savings that Dr. Feldstein claims will 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 utilization of care--about 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 were 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 provxded 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.
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A Workable Alternative

By Martin Feldstein
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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 doés 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 same benefits to dependents,
surviving spouses and divorced spouses. 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 Amerlcan and raise marginal tax
rates sharply.

Third, to help contain costs and make health care responsive to
patlents' 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 1ncluded in employees’ taxable
incomes.

This special tax treatment also makes employees prefer very
comprehen31ve 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 deductibles and
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)
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Tax Rates and Human Behavior
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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%!

An employer who now pays. $20 in wagesand 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 ex1st1ng 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 uninsured 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 w1111ngness to consider increasing
marglnal 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 problen.

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 of 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 tax rates.

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

End of Story Reached
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Health care finance is likely to be the most substant1a1
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.
Medlcare will contlnue 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
dramatlcally for 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 famlly to pay an addltlonal 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-ex1st1ng condltlons

In mny judgment thls radlcal reform plan is bad in four



51gn1f1cant 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 stengthen incentives 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 1ncomes between health care and
other things.

-- It would substantlally 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, 19%3), 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 populatlon 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
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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 the HIPC. 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 health care spending.

When President Cllnton 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: Clinton Plan, fo a
Healthier America" -- WSJ Aug. 18, 1993)
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Financing the Clinton 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 insurance benefits 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. : A

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 spendlng cuts. They cannot be
achieved (as Medicare. savings have in the past) by shlftlng costs to
other patients, since the Clinton health plan would be paylng 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 spendlng, that’s equal to $35 bllllon a
year. :

The actual costs of the Cllnton plan would also exceed the

administration’s projections because utilization would increase by
more than the administration assumes. The plan increases insurance
coverage substantially: covering the 37 million who now lack formal

' insurance, raising everyone’s insurance to the standard of' the

Fortune 500 companies, ccverlng all pre-existing condltlons, and
1nc1ud1ng 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 comprehen51ve
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 standard 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 intensity 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. A very
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 nonpayreoll 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 ofvat 1east $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.

End of sStory Reached
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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 llkely 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 b1g T word, everyone
knows that a government requirement to pay money is a tax. And even
though employers would be the ones requlred to write the blggest
checks, economists of all political views agree that such

~employment-based taxes are ultlmately 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 new tax.

"For firms that already spend as much on each employee as the
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.

Hlttlng 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 some

- employees, especially those for whom the extra 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 effect 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 premiunms.
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 1n1t1ally lose their jobs because of the
higher mandated health premiuns 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 of the iceberg. In the end, we would also pay
for the much more substantial increased emplyer prem;ums 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
equlvalent to a 7.9% payroll tax. A majority of employees would flnd
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 thereore pay 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 admlnlstratlon 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 systemn.
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.

End of Story Reachéd
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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 woul raise 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 includé 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 payrcll-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 efflclently and effectively, and encouraging
cost-effective primary and preventlve 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 compete fr 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 the overall
growth in all health care spendlng That is pre01sely what Mr.
Clinton proposes to do.

. The so-called "A-plan" Mr. Feldsteln 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., §.D.) '

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

Washington

End of Story Reached
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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 regulatlon, to control escalating health
care costs. Third, it can be financed -- without smoke and mirrors
-- primarily by reallocatlng resources already devoted to health
care and does not require large tax increses.

Almost everyone agrees that if we are to have the productlve,
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 allocatlng 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 unnecessary 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 employers access to the market power that
big business has used so successfully by organizing purchasing
cooperatives or health alliances to bargaln 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—effectlve options for meetlng 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 prémiums 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- flrms 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.



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 absence 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
1rrelevantly, 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 hlgher 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 systen,
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 insurance 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 Edltor: 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 1mp1y 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 ianayroll 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 regquire 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 pald work.

Calculations using the TAXSIM Model 1mp1y 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 to 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 universal coverage, desirable insurance reform will increase
the cost of insurance premiums.

] Market reforms (guaranteed issue, renewal, limits on pre-existing
conditions, etc.) will generally help those with serious medical
conditions; but they will not, in and of themselves, reduce costs.

. For example, outlawing pre—e}dsting conditions will lead to adverse

selection, creating incentives for healthy mdividuals to forgo purchasing
coverage until needmg services.

These problems of adverse selection will make community rating difficult
and increase premiums. The only way to avoid this increase would be to
allow insurers to impose pre-existing conditions on those individuals -~
which will be poltically unpopular.

L Coverage,; then, will be too expensive or inaccessible for those needing
services.

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.

e The Robert Wood Johnson Foundation supported demonstration projects
in 13 states that used market mechanisms such as premium subsidies,
~pooled purchasing and providers subsidies to make health insurance
more available have had limited success in extending insurance to the
uninsured. (Alpha Center, Senate Finance Committee Testimony,
2/1/94)
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'Managed competltion 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
avoidmg the cost-shift from the uninsured.

e  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 policy 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 families and employers. ‘

I subsidies 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'

e - 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
° Businesses currently providing health insurance to their employees will

- continue to be punished -- they will continue to pay higher 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.

it
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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.

o To minimize federal budgetary risk.

Determining ' ompetitive" "Non-Competitive" Are

. 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 not demonstrate 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"

L Non-competitive areas. A 'reverse trigger” mechanism applies. in non-competitive

Page |



areas. In these areas, a back-up mechanism is necessary to avoid windfall
payments. In these areas, premiums caps would apply beginning in the first year
of reform. Caps would sunset after three years (a "reverse trlgger"), when a

‘"retrospectlve 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 approprlate growth in federal subsidy
payments (see below) , ,

A 'retrospective trigger" mechanism applies in competitive areas, and in non-

‘competitive areas after the three year sunset of premium caps.

The retrospective trigger would not seek to constrain premium increases. Its only

_goal is to ensure that federal payments for subsidies grow at an appropriate rate.

There are a number of ways to ‘structure a retrospective trxgger One approach is
as follows: :

> If the average premium mn an area exceeds the premium target for that
area, it means that federal payments for subsidies are also higher. The -
excess federal subsidy payments are 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 payments from the pre\qous ‘year due to hlg,her than targeted
_premium levels

> The reduced federal payments for subsxdles 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 percentage 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

'There are alternative ways of describing premium caps that may be more consistent
‘with the approach described here. For example, the mechanism could be described as a

bidding process where plans whose bids are excessxve are accepted only if they lower
their bids. :
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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 turn, be reduced through a process 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 somewhat 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 lay off large numbers of people,
physicians forced to lay off 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 expcndlturcs
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 lay off employees.

2. Timing: the caps are imposed starting on January 1, 1996, well before many medical
rnarkets will be functioning competitively. This makes it unrealistic to expect the caps to be
(Under the HSA, market reforms and universal coverage are projected to bcmg on

Ianuary 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 feé—for-ser;viceplans, providcr 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 prov1sxons
and centers of excellence provisions;

One result of this uncertainty is that plans may be prone to bid conservatively 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
conservatively. Without premium caps, conservative 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 conservative 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 longcr even be guarantccd inflation, but could be forocd to
rcduce their price.)
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4. Equity: Caps based on formulas tied 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 markcts In many states,
large numbers of pcoplc move across state lines for care.

Suggested response: The equalization commission proposed in the HSA will
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 targets for people based on their place of residence.

5. Rationing: Caps based on ‘arbitrary’ formulas may restrain aggrcgétc health expenditures |
below the level that is needed to assure adoption of new and beneficial technologies, and
force ranonmg of beneficial care.

. Suggested response: The lcvel 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 Western 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 mcdxcal care that is likely to improve
our health (and then some!).

6. We have proposed a system in which competing fee—for-service 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 information,
-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
pnce ‘

~Answer on PPOs, and/or HMOs ‘offering POS products?



- Rstimated 25% Part B Monthly Presdios :
with Preseident’'s Balanced Budget Plan Part B Savings

1996 1997 1998 1999 - 2000 . 2001 2002
Gross 25% Premium : $43.70 $46.20 $53.20 $59.10 $67.20 $74.30 S87.80
-0ffset for Part B Savers. -0.20 -0.90 -1.50 - -2.,20 ~2.90 ~3.70 -~-4.50
Net 25% Premium $43.50 $45.20

$51.70 $56.90 $64.30 570.60 $78.30

Gross premiums are CBO estimates. Offsets for Part B savers based on Administration
estimates. ‘ N :
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The Medicare Premlum leferences
Companng the Presndent's Balanced Budget Plan to the Republlcan Plan

Year Republicans - President ... Difference per Couple

1996 . $5370 - $4250 0 o 1$2240
1997  $57.00  $4700° - $2000
1998  $59.30 $51.00 $16.60
1999 . $6410 - $5600 . $16.20
2000 ° $7310 . $6300.- . $2020
2000~ $80.10 $69.00 $2220

2002 - $88.90 $77.00 3 . $23.80

Difference in premiums in 2002 $11.90 Premium difference 1996-2002 $848.40
Difference per couple in 2002  $23.80 - Difference per couple 1996 —2002  $1696.80

Year : Regublicans* ** President**** _ Difference per couple -

. 1996 $51.40 $4250 81780
1997 = $5490 - $4550° . 81880
1998, $5860° 34950  $1820
199 $6280  $53.40 $18.8
2000 . $7070 $59.50 $1120
2000 . $7720  $6460 . . $2520
- 2002 . $84.60 . $7040 . . © $28.40

Difference in Premiums in 2002 $14.20. Difference in Premiums 1996-2002 $897.60
Difference per couple in 2002 ~$28.20  Difference per couple 1996-2002  $1795.20

- * Republicans: November 1995 premiums scored off of . CBO baseline ($270 billion cut).
. ** President: HCFA projection of premlum assummg $124 bllllon cut off of CBO ‘
November baseline. .

| ***Republicans: December 1995 CBO Baseline' Adjustment ($227 billion).
****President: $97 billion savings in Medicare as scored by CBO: January/February.
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in Metﬁcare Promiumg Later this Vioars

.New Fee to be Apprax $176 Movik
Seniors Will Pay $44, Taxpayers to Pay ‘,132 (

Washington - ‘The Clinton Administration latcr this month will anniounce n increzss ia the
Medicare Part B premium paid by seniors and a larger hike in the share of the premium paid
for by taxpayers, Bill Archer, Chairman of the Ways and Mezns Commintze said today.

The aew premium, effective January 1, 1997, will be approximately $176 2 moath, up from
today's $170 total monthly fee. Archer said, basing his cstimate on a projcciion from the
Congressional Budget Office. The share that senior citizens will be required to pay" will be
_toughly $44.00 monthly, up from lhe current fee of $42.50. The balance of (ke premium,
$132, will be paid for by the taxpayers. The Los Angeles Timas this moming repoited that
the senior citizens portion of the fee will be $43.80 in 1997.

11 1995, the total monthly premium was $146.35, with *1xpixyc'rs peyinz $100.25. As ¢ yesult
of this month's announcement, the taxpayer share of the premium wiil be incraased 32% to )
$132. The taxpayer increase will result in higher deficit spending. In 1993, Medicare Part B
spending wus $69.6 bllllun_Wllh $50.8 billion finunced through the Jeficii. '

“The way to save Medicare is to help both our senior citizens and thé naxt zeneration,”
Archer sald. "We can and we must fifid a bi-panisan way to do both. But we must be very
careful not to take any action that jeopardizes our nstion's future by exploding nz deficil,
meking it hazder (or the next generstion (0 be successful.” '

In 1995, scniors paid 31.5% of the cost of the total premium and taxpaycrs, theouet: the

deficit, flnanced the remaining 69.5%. In 1996, the senioe citizen shar: was rzduced 10 23%.

increasing the taxpayer portion to 735%.

Medicara Premiuims
Taxpayers Costs Jp 32% Since 1995
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Hedicaré'Part B Premium and Part A‘Dednctible

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

The monthly Part B premium is rising just 3 percent -- an increase
of $1.30 a month from $42.50 to $43.80. The Part B premlum 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 Medlcare
fees to doctors and other health care providers.

How does this Part B premium increase compare to the Dole-Glngrlch
Medicare plan that Pre51dent Cllnton vetoed?

Under the Dole-Glngrlch Medlcare plan, the Part B premium 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’'s balanced budget plan would keep premlums
at 25 percent of Part B costs.

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

It is the smallest increase since 199%90. (The Part B premium
decreased in 1996 due to a change in the law that brought the
premium back -  down to 25 percent of Part B costs). This year's
modest increase reflects the success of the Administration's
efforts to slow the growth of Medicare spending. Program growth
declined to. 10 8 percent in FY19%5, down from 11.4 percent in
FY1994 : o '

Wasn't the premium supposed to increase by 9 percent? Are you
holding down premiums for political reasons? :

No. The 1997 premium is being reduced to reflect slower-than-
expected growth in Medicare spending in 1996. Part B costs in 1996
are expeécted. to be 6.1 percent lower than was predicted when the
1396 premium was set. We are returning those sav1ngsito the
beneficiaries in the form of lower premiums.

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

The Part A deductible also is increasing by 3 percent =-- from $736
to $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 law the Part A deductible is set by a formula that
accounts for increasing costs and complexity of hospital services.



