stimates of different reform provisions present different

challenges for analysts. In some cases, estimates of the

effect of certain reform provisions on the federal budget

are relatively straightforward because only a few factors
are necessary for estimates and good data and research exist on
critical inputs and assumptions. In other cases, the estimates are
complicated by the large number of factors involved, the scarcity
and quality of data, and the lack of information on behavioral re-
sponses to various changes under the reform. Under such circum-
stances, analysts often have to make subjective or somewhat un-
certain assumptions in the estimation process. Differences in
assumptions and data sources are often the major reason why ana-
lysts' estimates differ. Although different methods of estimation
may also lead to variationsin estimates across analysts.

This chapter reviews various estimates of the Clinton Admin-
istration’s Health Security Act to examine in more detail how and
why analysts' estimates differ. The Health Security Act has vari-
ous provisions that would affect both government spending and
receipts, and therefore serves as a useful example of how health
reform might affect the federal budget. *The chapter will describe
three much-discussed estimates of the act: by the Clinton Admin-
istration (50,51), by the Congressional Budget Office (CBO)
(38), and by Lewin-VHI (13), a private consulting firm.

'So far, the Clinton Administration’s Health Security Act has received the most pub-
licly available program-specific analyses of its federal budgetary effects.

Estimates
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Health
Security
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Much attention has focused on the Clinton Ad-
ministration’s estimate that the Health Security
Act would reduce the federal budget deficit by
$58.5 billion, while Lewin-VHI projected a much
lower reduction of $24.6 billion, and CBO pro-
jected that the net effect would be a deficit in-
crease of $74 billion from 1995 through 2000. It
should be noted, however, that estimates of the ag-
gregate budgetary effects may overestimate the
degree of consistency across analyses. Analysts
can come up with different estimates of specific
reform provisions, but arrive at similar aggregate
budgetary effects. For example, an analysis with
relatively higher estimates of both federal expen-
ditures and revenues may have the same aggregate
level budgetary impact as any analysis with rela-
tively lower estimates for both expenditures and
revenues.

The analysis in this chapter will be organized
around the specific reform provisions in the
Health Security Act. Since the Health Security
Act contains a relatively large number of reform
provisions that will directly or indirectly affect
federal outlays and receipts, the discussion will
focus on three major areas of federal outlays:

. expenditures associated with employer and
family subsidies;

. expenditures associated with Medicare pre-
scription drug benefits and the long-term care
program for severely disabled individuals;, and

= savings from Medicare and Medicaid.

It will also focus on three major areas of federal’
revenues:

= new taxes on tobacco products, additiona reve-
nue from income and payroll taxes, taxes on
corporate alliances and an early retiree assess-
ment;

- recovered tax expenditures from limiting the
tax exclusion of heath benefits; and

. revenue loss from new tax expenditures
associated with the tax deduction for self-
employed health insurance premium.

Estimates for other reform provisions such as the
various public health initiatives, new administra-
tive and start-up functions and savings from the
VA, the Department of Defense, and federal em-
ployee health programs that will also affect feder-
al outlays and receipts are not examined in detail.
The choice of specific reform provisions dis-
cussed in this report is based on the relative size of
the expenditures or revenues involved. The provi-
sions reviewed make up more than 85 percent of
the estimated federal budget effects (both in terms
of additional outlays and revenue). Figure 2-1 pro-
vides an overview of analysts estimates of the
act’ s major reform provisions.

SOURCES OF INFORMATION

Since the introduction of its health care reform
proposal in September 1993, the Clinton Admin-
istration has released four mgjor documents de-
picting its estimates of the effect of the Health Se-
curity Act on the federal budget.

The Health Security Act of 1993: Documenta-
tion of Federal Budget Effects (50), released by
the Office of Management and Budget (OMB) in
December 1993, provided estimates for all major
reform provisions that affect federal spending.
Based on the same expenditure estimates, Rivlin,
Cutler, and Nichals, al officials of the Clinton
Administration, published an article, “Financing,
Estimation, and Economic Effects,” in the spring
1994 issue of Health Affairs ( 18). The article pro-
vides the same set of estimates as the December
1993 OMB document, but it contains additional
discussion of the general methodology that the
Clinton Administration used to arrive at its esti-
mates.”’ Additionally, the Office of Tax Analysis
in the Treasury Department also prepared a docu-

2There js also various Congressional testimony by Clinton Administration officials regarding the projections and financing issues. All of the

testimony relied on the same set of expenditure estimates, which appeared in the December 1993 OMB documentation, and they will also be

referred to as the Clinton Administration’s December 1993 estimates.
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FIGURE 2-1: Projections of Federal Budget Effects Under
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a The percentages shown in the figure are the differences relative to the Clinton Administration's projections
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SOURCE Ottice of Technology Assessment, 1994



12 | Understanding Estimates of the Impact of Health Reform on the Federal Budget

ment, Estimating the Impact of Health Reform on
Federal Receipts, describing the general method-
ology used by the Clinton Administration in its es-
timates of the revenue effects under the Health Se-
curity Act (49).°

Another document containing the Administra-
tion's most recent estimates was the FY 1995
budget proposal, Budget of the U.S. Government,
FY95 (51). Because the underlying assumptions
about the future of the economy and related fac-
tors used in the Clinton Administration’s esti-
mates were changed between December 1993 and
February 1994, there are some differencesin the
Clinton Administration’s two estimates of the fed-
eral budget effects of health reform.‘The revision
is an example of how an overall estimate may
change due to new projections of inflation, inter-
est rates, and other macroeconomic factors. This
background paper deals with the most recent esti-
mates.

OTA’S analysis of CBO'’s estimate of the Health
Security Act is based mainly on a CBO report, An
Analysis of the Administration’s Health Proposal,
released in February 1994 (38) and a related reve-
nue estimate released by the Joint Committee on
Taxation, Summary and Estimated Revenue Ef
fects of Tax Provisions of the Administration’s
Health Security Act (43).

OTA’s andlysis of Lewin-VHI's estimate is
based on a Lewin-VHI report, The Financial Im-
pact of the Health Security Act, released in De-
cember 1993 (13).

Compared with analyses of other mgjor legisla-
tion, federal analysts have released relatively
more information about the methodology used to
estimate the effects of health reform (7). However,
most of the information federal and private ana-
lysts have released so far provides only a general
description of their methodology. With a few rare

exceptions, analysts typically do not publish in-
formation on the specific input parameters and a-
gorithms (i.e., basic analytic steps) that they used.

Without such information, it is extremely diffi-
cult to account for the differences in analysts esti-
mates. In most instances, OTA can only infer the
major factors that may have contributed to the dif-
ferences based on its understanding of the general
methodol ogy.

ESTIMATES OF FEDERAL OUTLAYS

| Expenditures for Subsidies/Discounts

To ease the burden of insurance costs on individu-
als and expand insurance coverage, the Health Se-
curity Act would provide subsidies for premiums
and cost-sharing to early retirees, low-income
families, and employers. Employer subsidies
would be determined by firms h-ms health insurance
costs, payroll, and size. Specifically, the Health
Security Act would place limits on insurance pay-
ments by employersin regiona alliances on a dlid-
ing scale from 3.5 to 7.9 percent of the payroll, de-
pending on the size and average wage of the firm.

Differences in Analysts’ Estimates

Analysts estimates of federal subsidies represent
the single largest budgetary item in the estimated
additional Federal expenditures under the Health
Security Act (from 40 to 60 percent, depending on
different analysts estimates). The estimates also
account for the greatest variation across analysts
estimates of federal budget effects. In absolute
monetary terms, the largest difference in analysts
estimates is the employer subsidies, with the dif-
ference between CBO and the Clinton Adminis-
tration amounting to approximately $86 hillion
for the six-year period 1995 to 2000. Table 2-1

3 Inthis background paper,ota does notdistingUiSh between documents with the Same estimates and will refer to them as the clinton

Administration’s December 1993 estimates.

4The Clinton Administration attributes the diifferencesin two estimates to the fact that its MOSt recent projections arebased 0N the economic
assumptions in the 1995 budget proposal, while the earlier projections are based on the economic assumptions in the 1993 midsession review

(51).
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E Al s LA A VT

Lo SUDSIdiES, 1995 to 2000 (S billions)

Lewin-VHI vs.

CBO vs. Clinton Clinton Lewin-VHI
Premium subsidy Clinton Congressional Administration Administration vs.CBO
estimates Administration Budget Office Lewin-VHI $ (%) $(“/0) $(“/0)
Family subsidy $1930 $217 $195,5 $24 (12,4 %) $25 (1 3%) -$21.5 (-99%)
Employer subsidy 931 179 1429 859 (92 3) 49.8 (53 5) -361 (-20.2)
“Cushion” 412 NA NA NA NA NA
Total gross subsidy 3274 396 3384 686 (21) 11 (34) -576 (-14 5)

KEY . NA = not applicable

SOURCE Office of Technology Assessment, 1994, based on data from Lewin-VHI, Inc., The Financial Impact of thedealth Securi
ty Act (Fairfax VA. Dec. 9, 1993), U S Congress, Congressional Budget Offlce, An Analysis of the Administration's Health Proposal

(Washington, DC February 1994), U S Executive Office of the

President, Off Ice of Management and Budget, Budget of the U.S.

Government, FY95 (Washington, DC U S Government Priting Office, February 1994)

provides a detailed comparison of analysts' esti-
mates for the various types of subsidies.

The estimates of federal premium and out-of-
pocket subsidies essentially are determined by
three critical factors:

the estimated premium levels in the first year of
reform for health plansin regional alliances,
assumptions about the growth rate of pre-
miums, and

the baseline estimates of eligible families and
firms, assumptions about future digibility, and
assumptions about the behavioral responses to
the subsidies.

The Estimated Premium Level

The relationship between the regional alliance
premium and the estimates of federal premium
subsidies is intuitive. Higher premium levels will
lead to an increase in premium subsidies for both
employers and families, other things being equal.
Because of the uncertainty of determining, a prio-
ri, the premiums for the “standard benefit pack-
age” and thus the cost of the subsidy program, the

*In many instances, the Clinton Administration’s reform proposal
term care grants to states and premium subsidy payments to regional

Health Security Act capped the amount of total
federal payments for premium subsidies to the re-
gional alliances (section 9102).°The act also
specifies the method for estimating the average
premium level for the “standard benefit package”
under the regiona alliances (section 6002) and es-
tablishes limits on the growth rate of regional a-
liance average premiums.

The general methodology used to estimate the
premiums takes into account the baseline spend-
ing for the covered benefits, the inducement ef-
fects among the previously uninsured and under-
insured individuals, and the number of persons
with different family structures covered by re-
gional alliances.

The premiums CBO estimated were on average
15 percent higher than those of the Clinton Ad-
ministration and about the same as those esti-
mated by Lewin-VHI. Table 2-2 shows a compari-
son of the average premium levels under the
regional alliances estimated by the three analyti-
cal groups. Differences in the methods and data
used account for the differencesin premium esti-
mates.

has placed a cap on federa spending for specific programs (e.g., long-
aliances). Other analysts mayor may not accept the capped amount in the

legislation as a “reasonable” estimate for the specific federal spending, The spending caps specified in the legislation are based on what the
Clinton Administration has projected the spending levels would be to achieve its policy objectives. Other analysts might contest whether the
projections are based on “appropriate” data and/or methodologies. In the case of the premium subsidy, for example, CBO'S estimates suggest
that it believes the Clinton Administration has underestimated the premium costs under the reform as well as the size of the population eligible

for the premium subsidies.
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TABLE 2-2: Estimates of Average Annual Regional Alliance Premiums Per Workerd

Clinton Administration CBO Lewin-VHI

1994 dollars 1994 dollars 1998 dollars
Single person $1,933 $2,100 $2,732
Married couple 3,865 4,200 5,464
One-adult family 3,894 4,095 5,172
Two-adult family 4,361 5,565 5,975

*The Clinton Administration and CBO'’s estimates are for average premiums in 1994, whereas Lewm-VHI's premiums re-
flect the average regional alliance premiums in 1998, taking into account the effect of premium cap prescribed in the-

Health Security Act

SOURCE. Office of Technology Assessment, 1994, based on data from A.M. Rivlin, D .M. Cutler, and L .M. Nichols,
“Financing, Estimation, and Economic Effects, " Health Affairs 13(1) 30-49, 1994, Lewin-VHI,, Inc , The Financia/
Impact of the Hea/th Security Act (Fairfax, VA. Dec. 9, 1993), U.S. Congress, Congressional Budget Off Ice, An
Analysis of the Administrations Hea/th Proposa/ (Washington, DC. February 1994)

The Clinton Administration’s premium esti-
mates are based on the March 1992 Current Popu-
lation Survey (CPS) and the expenditure and uti-
lization data reported in the 1987 National
Medical Expenditure Survey (NMES).’Since the
sum of health care expenditures reported in the
NMES is less than the comparable totals reflected
in the National Health Accounts (NHA), the ex-
penditure data are adjusted to be in line with the
1994 NHA. To estimate expenditures under re-
form, analysts at the Health Care Financing Ad-
ministration (HCFA) further adjust the predicted
utilization and expenditure figures to account for
the changes in health insurance coverage and out-
of-pocket costs for health care among the unin-
sured and underinsured population that would oc-
cur under the Health Security Act. Finaly, to
account for the fact that uncompensated care is ex-
pected to disappear with universal coverage, the
estimated premiums are adjusted downward to re-
flect the effect of reduced cost-shifting ( 18).

CBO provided only brief discussion in its re-
port on how it derived its estimates of the pre-
miums under the Health Security Act. No in-
formation on the data sources for the estimates
was presented in their report. However, CBO ana-
lysts indicated to OTA that the premium estimates

were based on the March 1993 CPS (which pro-
vided demographic and income data) and the 1987
NMES (which provided information on the use of
health care services) (9).

According to CBO, the premium estimates
were derived from baseline spending on private
health insurance premiums and all other health
care spending for individuals who could be cov-
ered by regional alliances under the Health Securi-
ty Act. The baseline spending was then adjusted
for two factors. First, CBO increased the basdline
spending in proportion to the anticipated changes
in utilization by currently uninsured people. Sec-
ond, CBO increased the base amount by another 5
percent to reflect its assumption that the standard
benefit package would be 5 percent more expen-
sive than the current average benefit package for
insured people. In comparing its own premium es-
timates with those of the Clinton Administration,
CBO suggested that the Clinton Administration’s
calculation did not include certain public spend-
ing such as state and local subsidies to public hos-
pitals for the uninsured people. Also, the Clinton
Administration estimate was not adjusted to re-
flect private health insurance data.

Lewin-VHI derived its premium estimates us-
ing the expenditure data reported in the 1987

6 Both the HCFA and the Agency for Health Care Policy and Research (AHCPR) within the Clinton Administration have developed their
own estimates of the premiums under the reform. The Clinton Administration used the HCFA premiums in all of its estimates of the subsidies as
well as the federal budgetary and national health expenditure effects of the reform, therefore the discussion here will foeus only on HCFA’S

analysis.



NMES and then adjusted the NMES data on
household health care spending to reflect the com-
parable totals in the NHA. The NMES hedlth care
spending data were further adjusted to reflect
higher premium payments and cost-sharing re-
quirements reported in the 1991 Health Insurance
Association of America (HIAA) employer survey.
Based upon areview of documentation provided
by the Clinton Administration, Lewin-VHI sug-
gested that five factors account for the fact that its
premium estimates are 15 to 17 percent higher
than the Clinton Administration’s:

. the fact that Lewin-VHI accounted for aging of
the baby boom population (i.e., a faster growth
of the elderly population that tends to use more
health services), while the Clinton Administra-
tion did not,

. Lewin-VHI's assumption that HMO premiums
would be higher than the fee-for-service pre-
miums because HMOs require little patient
cost-sharing,

. Lewin-VHI lower adjustment for uncompen-
sated care,’

= the fact that Lewin-VHI estimated higher unit
costs for care to newly insured persons, and

- the fact that Lewin-VHI made additional ad-
justments of the NHA (which was used as a
benchmark for current spending) with private-
sector data sources (22).

The Growth Rate of Premiums

In addition to the differences in premium esti-
mates in the first year of reform, another issueis
the growth rate for premiums. If the growth in pre-
miums is much higher than projected, the federa
subsidies will increase substantially. The Health
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Security Act would cap on the growth rate of pre-
miums for the standard benefit package under the
regional alliances such that it would not exceed
the population growth and inflation factors speci-
fied in the legidation.

The Clinton Administration’s subsidy esti-
mates were based on the assumption that under re-
form premiums would grow only at the rates spe-
cified in the Health Security Act. CBO aso
assumed that the growth rate of premiums under
the regional alliances would not exceed the legis-
lated level. In other words, the premium limit set
forth in the Health Security Act would be 100 per-
cent “effective.” Although CBO discussed the un-
certainty of the impacts of the limits on the quality
of care and access to care it did not elaborate on
why it assumed the premium limit would be 100
percent effective.’

As detailed in a separate OTA report (45), Le-
win-VHI assumed the premium cap would be
about 85 percent “effective” (21). According to
Lewin-VHI, the aging of the baby boom genera-
tion and the higher failure rate of health plansin
the regional alliances would force the premiums
to grow above the proposed target rates.

Analysts assumptions about the effectiveness
of the premium limit were based large] y on a judg-
ment of how the various cost control mechanisms
are designed and whether they will support the
limit specified in the legislation. As discussed in
the previous OTA report Understanding the Esti-
mates of National Health Expenditures Under
Health Reform, there is evidence that some gov-
ernment cost-control mechanisms have reduced
the growth of certain type of expenditures (45).
Analysts may have taken this evidence into con-

"Currently, private sector premiums reflect some of the costs to providers of uncompensated care due to cost-shifting. Presumably, with
universal coverage these costs would no longer exist. In their calculation, Lewin-VHI assumed that only hospital uncompensated care would
disappear under reform while the Clinton Administration assumed that both hospital and physician uncompensated care would disappear.

8 CBO'srationale for the |(X) -percent effectiveness rating may be based on the fact that the Health Security Actnot only specified the proc-
ess for setting the initial premiums and the premium targets in subsequent years, it also went further to define the “penalties’ for breaching the

premium targets.
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sideration. However, there is currently no direct
empirical evidence to validate the effectiveness of
premium limits per se in containing the growth of
health care costs, or, more specifically, the in-
creases in health alliance expenditures.

Eligibility and Behavioral

Responses to Subsidies

Estimates of total federal subsidies also hinge on
assumptions about the behaviora responses to the
subsidies, which in turn affects the estimates of
the numbers of families and firms eligible for sub-
sidies. These issues place a great demand on the
data system, especialy in the case of estimates of
employer subsidies.’ There is, however, no con-
sensus among analysts on the appropriate sources
for firm-level data for the estimation of employer
subsidies.

To estimate the employer subsidies, the Clinton
Administration used the CPS and imputed an av-
erage wage per worker (50). In contrast, CBO ob-
tained the firm-level payroll information from the
Census Bureau’ s 1990 County Business Patterns
data, adjusted for the growth in employment and
wages over time (38). CBO suggested that the
Clinton Administration’s method of imputation
understates the variation in average wages among
firms and led to an underestimate of the baseline
number of workers in the firms eligible for subsi-
dies (38). Lewin-VHI has suggested that CBO'S
method overestimates the costs of the subsidies by
underestimating the number of low-wage workers
who are in single family households (and there-
fore would receive lower subsidies).

CBO assumed that the subsidy provisions
would create incentives to cluster, or sort, low-
wage workers into firms with lower average pay-
roll to minimize premium payments and maxi-

mize federal subsidies.” Although empirical
research is lacking, CBO assumed that such sort-
ing would affect 20 percent of the workers poten-
tially eligible for the subsidies within the 10-year
period after reform. CBO did not present any addi-
tional rationale for this particular assumption.

The Clinton Administration, in its estimates of
the cost of the subsidies, did not directly model the
effect of behaviora responses to the subsidies.
Rather, its estimates rely upon a separate allow-
ance, or “cushion,” equal to 15 percent of the esti-
mated total subsidy. The Clinton Administration
suggested that this 15-percent contingency would
cover potential behaviora responses to the subsi-
dies. There is, however, no explanation in the
Clinton Administration’s document why it chose
this particular figure. In a personal correspon-
dence with OTA anaysts, a Clinton Administra-
tion officia indicated that the 15 percent figure
was derived from two factors. First, an assump-
tion that under health reform there could be
changes in employment patterns such as greater
“outsourcing.” Second, the potential impacts on
subsidy costs were estimated with an alternative
assumption of 2 percent unemployment under
health reform (6)."

Lewin-VHI's document did not clearly indicate
whether it incorporated behavioral responses in its
estimates of the employer subsidy.

1 Expenditures for New Benefit Programs

The Health Security Act would establish two ma-
jor new benefits. prescription drug reimburse-
ment under Medicare Part-B and federal grants to
the states to provide community-based long-term
care for individuals with severe disabilities. The
degree of variation across analysts estimates of
the cost of new benefits depends, in part, on the

9 Because the Health Security Act capped employers’ premium spending on the basis of average payroll and firm size, information on the

distribution of average payroll across different firm size is a crucial element in the estimates of employer subsidies.
10 This is because the Health Security Act capped the employers’ premium payments (to the regional ali anceﬁ) on a didi Ng scale from 7.9 to
3.5 percent of the payroll. Asthe size and average payroll of the firm decreased, the levels of federal premium subsidies would increase.
11'The Administration correspondence, however, did not identify the magnitude of theoutsourcing effect that the Clinton Administration
had assumed to formulate the level of “cushion.” Additionally, the 2 percent unemployment effect does not reflector capture the (specific)

behavioral responses pertinent to the premium subsidies,



way the programs are designed and the payment
mechanisms specified in the legidation.

Differences in Analysts’ Estimates:
Medicare Drug Benefit
Analysts' estimates of the Medicare Part-B pre-
scription drug benefit represent less than one-fifth
of the estimated new federal expenditures pro-
posed under reform. In absolute monetary terms,
the largest difference in analysts' estimates is less
than $14 billion for the six years from 1995
through 2000. In relative terms, as shown in table
2-3, the Clinton Administration’s estimated costs
of the Medicare drug benefit program are much
higher than Lewin-VHI's, and dlightly lower than
CBO'S.

The estimates of federal outlays for the Medi-
care Part-B prescription drug benefit are deter-
mined by three factors:

- the baseline expenditures for prescription drugs
by the potential beneficiaries,

o the assumption about the demand elasticity for
prescription drugs (i.e., the inducement effect
due to insurance coverage), and

 the number of eligible beneficiaries and the par-
ticipation rate of the eligible population.

TABLE 2-3: Estimates of Federal Expenditures for New Benefit Programs, 1995-2000 (S billions)
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The estimates of the Medicare drug benefit il-
lustrate how even when analysts estimates are
close, they may still be subject to some uncertain-
t y. The Clinton Administration, for example, used
a lower baseline expenditure for prescription
drugs but a much larger demand inducement effect
than CBO. Although both inputs differ from
CBO’ S inputs, they tend to offset each other and
thus CBO and the Clinton Administration arrived
at similar estimates. Using the Clinton Adminis-
tration’ s lower baseline expendituresand CBO'S
lower demand inducement effect would result in a
lower projection of the federal expenditures than
the Clinton Administration has estimated. Simi-
larly, using CBO'’ S higher baseline expenditures
and the Clinton Administration’s higher demand
inducement effect would result in a projection of
expenditures even higher than the $73 bill ion esti-
mated by CBO.

Baseline Expenditures for
Prescription Drugs

Analysts' estimates of baseline spending for pre-
scription drugs by Medicare beneficiaries are
based on data reported in the 1987 NMES. The
figures are adjusted for the increases in prices and/
or utilization between 1987 and the base year of

Lewin-VHI vs.

CBO vs. Clinton Clinton Lewin-VHI

Benefit Clinton Congressional Administration Administration vs. CBO
provisions Administration  Budget Off ice Lewin-VHI s (“10) $(“10) $ (%)
Medicare prescription $691 $73 $593 $39 (56 %) -$98 (-14 2%) -$137 (-18 8%)
drug benefit

Community-based 567 61 64.7 4.3 (7.6) 80 (14 1) 376 1)
long-term care

benefit program
Total 1258 134 124,0 82 (66) -18 (-1 ,4) o (-7 5)

SOURCE Off Ice of Technology Assessment, 1994, based on data from Lewm-VHI, Inc , The Financial Impact of the Health Security
Act (Fairfax, VA. Dec 9, 1993), U S Congress, Congressional Budget Office, An Analysls of the Administrations Health Proposal
(Washington, DC February 1994), U S Executive Office of the President, Off Ice of Management and Budget Budget of the U S
Government, 1795 (Washington, DC U S Government Printing Office, February 1994)
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the projection. ~ Since al analysts have obtained

the data on prescription drug spending from the
same data source, their estimates of baseline ex-
penditures presumably would not differ signifi-
cantly. CBO, however, reported that its estimated
baseline expenditures are higher than those of the
Clinton Administration (38). CBO’'S higher base-
line prescription drug expenditures may result
from its adjustment for underreporting that it be-
lieved existed in the 1987 NMES data. Neither the
Clinton Administration nor Lewin-VHI reported
making any sort of adjustment for underreporting
of prescription drug expenditures.

Demand Elasticity for Prescription Drugs

Not al Medicare Part-B beneficiaries have private
supplementary insurance that covers prescription
drugs. Thus, analysts have to account for the addi-
tional demand for prescription drugs that insur-
ance would induce among those previously with-
out prescription drug coverage. Analysts differed,
however, in how they accounted for this induce-
ment effect.

The Clinton Administration assumed that each
dollar of new Medicare prescription drug cover-
age would induce an additional 60 cents of pre-
scription drug spending (50).

CBO based its estimate on its earlier study of
the Medicare catastrophic drug insurance pro-
gram (28), which suggested that different “in-
ducement effects” must be considered for three
separate groups of Medicare enrollees; 13

~ Those who already have prescription drug cov-
erage, either through Medicaid or private sup-
plementary insurance, would not increase their
utilization of prescription drugs.

. Those with supplementary insurance to cover
the copayment and deductible for physician

services but no drug coverage would increase
their use by 7 percent.

8§ Those without any supplementary insurance
would increase their use by 60 percent.

Clearly, the Clinton Administration has as-
sumed a much higher inducement factor than
CBO for Medicare beneficiaries who currently
have supplementary insurance to cover the copay-
ment and deductible for physician services but no
coverage for prescription drugs (60 versus 7 per-
cent). There are no differences between the Clin-
ton Administration and CBO in their assumptions
about the inducement effects for the other two
groups.

Lewin-VHI used a somewhat different ap-
proach to estimate the additional demand and
spending for prescription drugs by Medicare
beneficiaries currently without drug coverage. Le-
win-VHI used information on prescription drug
utilization by Medicare beneficiaries who had pri-
vate prescription drug coverage before the reform
as areference to adjust for the prescription drug
utilization of those previously without prescrip-
tion drug coverage.” The different approach
adopted by Lewin-VHI may account for the differ-
ence between Lewin-VHI’s estimate and those of
CBO and the Clinton Administration (nearly$14
billion and $10 billion). However, Lewin-VHI did
not report the inducement effect implied by their
analysis so the source of the difference is difficult
to isolate.

Participation Rate Among
Potential Beneficiaries

The Clinton Administration assumed that 500,000
high-income Medicare beneficiaries would disen-
roll from Medicare Part-B because of the pro-
posed increase in premiums, while al of the re-

12 Analysts have used different years as their base year for projection. Both the Clinton Administration and CBO used 1994 astheir base

year. Lewin-VHI adjusted its 1987 expenditures to 1992 figures.

13 The 1989 CBO study based its conclusions on the Rand Health Insurance Experiment. See CBO (28) for details.
14 | ewin-VHI based its estimates on the Health Benefits Simulation Model (HBSM) it had developed. Depending on whether any actual

service utilization occurred, the adjustment of utilization can either be based on a her-decking technique or on aduplicating approach. For a
detailed description of the Health Benefits Simulation Model, see Lewin-VHI (13).



maining beneficiaries would be covered by the
new prescription drug benefit. Neither CBO nor
Lewin-VHI considered the possible disenrollment
effect, but rather assumed that all Medicare Part-B
beneficiaries would remain in Medicare Part-B
and accept and participate in the drug benefit pro-
gram.

Differences in Analysts’ Estimates:
Long-Term Care Benefit
Asin the case of estimates for the Medicare drug
benefit, analysts estimates of the proposed com-
munity-based long-term care program represent
less than one-fifth of the estimated additional
federal expenditures under the Health Security
Act. As shown in table 2-3, in absolute terms, the
largest difference among anaysts' estimates is $8
billion for the period from 1995 through 2000.
There is, however, one major difference be-
tween the Medicare prescription drug benefit and
the new long-term care program for severely dis-
abled individuals. The former is essentialy part of
an entitlement program, while the latter is de-
signed as a federal grant program to states. The
total amount of federal appropriation and the
phase-in schedule for the long-term care program
are specified in the Health Security Act. For the
fiscal years from 1995 through 2000, the states
would receive $4.5 billion, $7.8 billion, $11.0 bil-
lion, $14.7 billion, and $18.7 billion, for a six-
year capped total of $56.7 billion. ’s The Clinton
Administration used these figures as its estimates
of the federal outlays for the long-term care pro-
gram.
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Since total federal spending for the program
would be capped, one might assume that the esti-
mates of federal expenditures would be the same.
CBO, however, stated that federal spending for
the long-term care program would be higher than
the amount prescribed in the legidlation. Accord-
ing to CBO, states would spend about one-fourth
of their savings from the elimination of their long-
term care expenditures under Medicaid on other
optional Medicaid services not mandated by the
federal government. As a result, the government
would have to spend more matching funds on the
Medicaid program. Whether states would actualy
respond as CBO assumed is hot certain.

Lewin-VHI stated that its figures for the long-
term care program expenditures were the amounts
budgeted in the legidlation. Nevertheless, Lewin-
VHI'S numbers differ from those in the legislation
by $8 billion. One explanation for the discrepancy
is that Lewin-VHI's figures include other outlays,
such as tax incentives for long-term care and other
provisions that liberalize the Medicaid personal
needs allowance. Another explanation is that the
figures represent Lewin-VHI’s own estimates of
federal expenditures for the program instead of the
budgeted amounts stated in the legislation as sug-
gested in the Lewin-VHI document.

Potential Variations in Estimates
of the Long-Term Care Program

Although the long-term care program is not an en-
tittement program for individuals under the Health
Security Act, the Clinton Administration has based
its capped budget amount on the assumption that

15 This capped budget amount does not include the effect of state transfers of Medicaid enrollees to the new program, which was estimated

separately to have a $13 billion to $14 billion offset effect. The capped budget amount aso does not include the additional federal outlays from
tax incentives for long-term care and other provisions that liberalize the Medicaid personal needs allowance, which the Clinton Administration

projected at approximately $5.5 billion from 1995 through 2000(5 | ).
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the program would provide benefits to all partici-
pating eligible individuals."The expenditures
were derived from the estimated participation
rates and average annual costs across population
groups with different underlying disabil- ities.
However, al the input parameters in the Clinton
Administration’s estimates, especially the size of
the severely disabled population, are likely to be
subject to uncertainty. 1T analysts used different
assumptions for any of the input parameters, they
would arrive at different estimates of the expendi-
tures for the long-term care program.

The three estimates reviewed here suggest that
analysts do not perceive the long-term care benefit
as an entitlement program. Because the long-term
care benefit is a capped federal-to-state grant pro-
gram, assumptions about eligibility, utilization,
and costs per unit of service are not relevant toes-
timate federal spending. However, if the size of
the eligible population is understated while feder-
al funding is capped, services for part of the eligi-
ble population would have to be denied, or the
states would have to decide whether to provide the
benefits out of their own funds. Hence, the initial
estimates of the size of the eligible population
could become extremely important for federal and
state policy makers.

| Savings from Existing Public Programs
(Medicare and Medicaid)

To provide funding for the new benefit programs,
the Health Security Act would increase Medicare
Part-B premiums, establish anew Medicare Hos-
pital Insurance (HI) tax for state and local gover-
nment employees, reduce Medicare payments to
hospitals and physicians through numerous
changes in the current reimbursement formulas,
and increase Medicare patient cost-sharing for
certain services.”

Medicaid would be substantially restructured
under the Health Security Act. Current Medicaid
noncash recipients would be excluded from Med-
icaid coverage and incorporated into the regional
aliance heath plans (with income-based pre-
mium subsidies from the federa government).
The individual mandate provision would require
individuals who are no longer eligible for Medic-
aid coverage and not covered by employment-
based insurance to purchase private health insur-
ance. Most other beneficiaries would maintain
their Medicaid coverage under a capitated pay-
ment system in the regiona aliance health plans.
The growth of Medicaid costs would be limited to
the growth of insurance costs in the private sector

16 The Clinton Administration estimated that there are 3. million severely disabled individuals who would be eligible for the long-term care

benefit, with the elderly accounting for about 73 percent of the eligible population, the mentally disabled 9 percent, and others about 18 percent
(50).

17 Many factors, including the validity of the survey data used to identify and project the population with Severe disability, and the Stringe”
cy and enforcement of eligibility criteria, would affect the baseline estimates of how many individuals among different population groups
would be eligible for the benefit. OTA is currently conducting a separate study on the eligibility criteria of the federally-mandated long-term
care program.

18 M3Or changes in Medicare Payments to providers prescribed in the Health Security Actinclude: reducing capital payments to hospitals;

lowering indirect medical education adjustment payments to hospitals; reducing in the hospital market basket index update factor; and limiting
the growth of physician payments to the growth rate of gross domestic product. In addition, payments for disproportionate share hospitals,
which are additional payments to hospitals that serve a disproportionate share of low-income beneficiaries, under Medicare (and Medicaid) will
be eliminated due to universal coverage. The Health Security Act would also impose a 20-percent and 10-percent patient cost-sharing for labo-
ratory and home health services, respectively.
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TABLE 2-4: Estimates of Federal Savings from Medicare and Medicaid, 1995-2000 ($ billions)

Lewin-VHI vs.

CBO vs. Clinton Clinton Lewin-VHI
Medicare and Ciinton Congressional Administration Administration vs. CBO
Medicaid savings Administration  Budget Office Lewin-VHI $ (%0) S (%) $ (%)
Reduced payments $88 4a $81 $79.9 -$74 (-84%) -$85 (-9.6%) -$1.1 (-1 4%)
to providers
(Medicare)
Additional Part-B 17 6° 15 14,9 -26 (-15) -2.7 (-15) -01 (-0 1)
premium/HI tax
(Medicare)
Imposing patient 162 15 270 -12 (-74) 108 (66 7) 12 (80)
cost-sharing
(Medicare)
Others (Medicare) 22a 3 2.1 08 (364) 01 (-4 5) -09 (-30)
Total Medicare savings 1183 112b 1239 -63 (-53) 56 (4 7) $11.9 (106)
Total Medicaid savings 608 54 667 -68 (-11 2) 59 97) $127 (235)

“The Clinton Administration's February 1994 document did not provide information on these separate sources of savings For lllustrative purposes,
the three iftgures shown here are drawn from the Administration's December 1993 estimates Figures from the February 1994 estimateslf available,
would be lower than what are shown here

*Total savings shown are lower than the sum of individualsavings sources due to rounding

SOURCE Off Ice of Technology Assessment, 1994, based on data from LewlIn-VHI, Inc., The Fmancial Impact of the Health Security
Act (Fairfax, VA Dec. 9, 1993), U S Congress, Congressional Budget Office, An Analysis of the Administration's Health Proposal
(Washington, DC February 1994), U S Executive Off Ice of the President, Off Ice of Management and Budget, Budget of the U.S.

Government, FY95 (Washington, DC U S Government Printing Office, February 1994)

because the beneficiaries would be insured
through the health plans within the regional al-
liances. Disproportionate share hospital payments
(DSH) would be eliminated.” States would be re-
quired to return to the federal government savings
realized from transferring certain beneficiaries out
of Medicaid to the regional aliances.

Differences in Analysts’ Estimates

Medicare and Medicaid savings represent a signif-
icant portion (about one-half) of the estimated
source of funds under reform. As shown in table
2-4, the Clinton Administration, CBO, and Le-
w in-VHI estimates of savings from both Medicare
and Medicaid are reasonably close. CBO’S and the
Clinton Administration’s estimates of Medicare

savings differ by only approximately $6 billion, or
5 percent, while their estimates for Medicaid sav-
ings differ by approximately $7 billion, or 11 per-
cent, for the period from 1995 through 2000.
There are, however, some variations in the pro-
jected savings from specific sources. Lewin-VHI,
for example, projected substantially higher Medi-
care savings from patient cost-sharing for labora-
tory or home health services than either the Clin-
ton Administration or CBO. Lewin-VHI’s higher
estimates of Medicare savings from patient cost-
sharing may have resulted from a much larger de-
mand elastic it y for the laboratory and home hedlth
services than that assumed by the Clinton Admin-
istration and CBO. However, none of the three in-
dicated what demand elasticity they used.

19 Disproportionate share hospital (DSH) payments are payments provided by Medicare and Medicaid to hospitals that serve adispropor-

tionate share of low-income beneficiaries. The Health Security Act proposes the elimination of payments for DSH based on the assumption that
under reform insurance coverage will be universal and hospitals will not be burdened by uncompensated care for the uninsured popul ation.
Hence, there will be no need for the special payment factor currently added to the payment formula for the DSH hospitals.
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The Clinton Administration projected much
higher Medicare savings from reducing payment
to providers than CBO and Lewin-VHI. It may be
that the Administration assumed higher growth
rates for the Medicare baseline expenditures than
CBO and Lewin-VHI and thus estimated greater
savings from the reduced payments.

ESTIMATES OF FEDERAL REVENUES”

| Revenues from New Taxes

The Health Security Act is expected to bring in
additional tax revenues from:

.a 75-cent per pack increase in the federa excise
tax on cigarettes and an additional excise tax of
$12.5 per pound of tobacco content for other to-
bacco products;

. additional individual and corporate income
taxes because of higher individual income and
corporate profit resulting from lower health in-
surance premiums and lower out-of-pocket
health care expenses,

* | -percent payroll assessment from corporate al-
liances, and

= a temporary assessment on employers for early
retiree subsidies.

Differences in Analysts’ Estimates:

Tobacco Taxes

Analysts' estimates of the additional federa reve-
nues from tobacco taxes represent an important
funding source under the Clinton Administra-
tion’s reform proposal (15 to 20 percent, depend-
ing on different analysts estimates). Table 2-5
provides an overview of three different estimates

of various new tax revenues under the act. As
shown in this table, analysts estimates of tobacco
tax revenues are basically the same. CBO and Le-
win-VHI’s estimates only differ by 1 to 2 percent
from those of the Clinton Administration.

The estimation of tobacco tax revenues is es-
sentially based on three mgjor pieces of informat-
ion: baseline tobacco consumption, the new
product prices resulting from additional taxes, and
the reduction in tobacco consumption following
higher prices. The mgjor source of uncertainty in
this case is how consumers will respond to higher
prices.

Lewin-VHI suggested that, based on an esti-
mated -0.4 price elasticity of demand for ciga
rettes, the additional tax would decrease demand
for cigarettes by 18 percent. Although neither the
Clinton Administration nor CBO indicated what
they assumed about the price elasticity of demand
for tobacco products, the agreement of the three
estimates suggests that analysts adopted similar
assumptions about the magnitude of consumer re-
sponse.

Even though analysts appeared to agree on their
estimates of the revenue effects of a 75-cent excise
tax on cigarettes, one should view the estimates
with caution. First, a 75-cent per pack or larger tax
increase falls outside the range of current U.S. tax
rates on tobacco products. Extrapolating consum-
er behavioral responses (with a constant elasticity
assumption) outside the existing tax rate range
may underestimate the decline in consumption be-
cause the elasticity of demand for cigarettes pres-
umably would fall with higher prices (i.e., a de-
mand elasticity of less than -0.4 may have to be
assumed). As aresult, analysts' estimates of the

20 The estimates of federal revenues within the federal agencies are generally performed by different agencies that gener. ated estimates for
expenditures. Within the executive branch, revenue projections are traditionally done by the Treasury Department. Within the legislative
branch, revenue projections are performed by the Joint Committee on Taxation (JCT). Since the discussion of health care reform has largely
been focused on the expenditure-related issues, substantially less information is available regarding the revenue effects under the Health Securi-
ty Act. The Clinton Administration’s primary documentation on the federal budget effects of the act (50), for example, was devoted in its entirety
to expenditure-related items. A recent document released by the Treasury’s Office of Tax analysis, Estimating the Impact of Health Reform on
Federal Receiprs (49), discusses only the general methodology of revenue projection used by the Department. The document provides no actual
projection figures. This OTA report draws the Clinton Administration’s revenue projections from the FY 1995 budget proposal (51). CBO's
estimates of the revenue effects under the Health Security Act actualy come from the JCT analysis, Summary and Estimated Revenue Effects of
Tax Provisions of the Administration’s Health Security Act (43). The JCT analysis, however, provides only limited information about how ana-

lysts derived the estimates.
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TABLE 2-5: Estimates of New Tax Revenues from income, Payroll,

and Tobacco Products, 1995-2000 (S billions)

Lewin-VHI vs.

CBO vs. Clinton Clinton Lewh-VHI
New tax Clinton Congressional Administration Administration vs. CBO
revenues Administration Budget Office Lewin-VHI $(“10) $(Y") $ (%)
Excise tax on $67,4 $68.5 $658 $11 (1 .6%) -$16 (24%)  -$27 (-39%)
tobacco products
Effects of universal 284 24 -37 -44 (-15.5) -32.1(-113.0) -27.7 (-1 154)
coverage, cost
containment, and
premium subsidy
Assessment for 242 8 330 -16.2 (66 9) 88 (364) 25,0 (312.5)
corporate alliances
Assessment for 114 13 121 16 (14) 07(161) -09 (-69)

retiree subsidy

SOURCE Office of Technology Assessment, 1994, based on data from Lewin-VHI, Inc , The Financial Irnpact of the Health Security
Act (Fairfax, VA Dec. 9, 1993), U S Congress, Congressional Budget Office, An Analysis of the Administration’s Health Proposal
(Washington, DC February 1994), US. Executive Office of the President, Office of Management and Budget, Budget of the U.S.
Government, FY95 (Washington, DC. U S Government Printing Office, February 1994)

revenues that would be produced by additional to-
bacco excise taxes may be overstated.

In addition to the effect of higher prices, smok-
ing may aso be affected by antismoking regula-
tion. A recent study by Wasserman and col-
leagues, suggests that smoking behavior responds
to regulation (52). As antismoking regulations
(e.g., restrictions on smoking in public places) in-
crease, cigarette consumption may decrease fur-
ther. Furthermore, since smoking is an acquired
habit both price and regulation may work not only
to reduce the tobacco consumption of current
smokers but also to decrease the smoking popula-
tion in the long run by reducing the number of new
smokers .21

Differences in Analysts’ Estimates:

Taxes on Individual or Corporate Income
Taxable income, from individual wages or corpo-
rate profits, is expected to rise if health reform re-

duces the growth of employer spending on health
benefits and insurance premiums (which currently
are excluded from employee's taxable income).
However, the variation in the estimates of addi-
tiona tax revenues expected under the Health Se-
curity Act illustrate the uncertainties underlying
the estimation process. Analysts' projections of
tax revenues from income changes differ by more
than $32 billion (or, in relative terms, by more
than 110 percent) for the period from 1995
through 2000. As shown in table 2-5, both the
Clinton Administration and CBO estimate that a
substantial amount of additional tax revenues
would be generated ($28.4 billion and $24 hillion,
respectively) because of higher taxable incomes
resulting from cost containment, lower premium
spending, and universal coverage.”Lewin-VHI,
by contrast, projects no additional tax revenues
and that the federal government would in fact ex-
perience a $3.7-billion lossin tax revenues.

21|f the smoking population decrease overtime, tobacco taxes may not be a sustainable source of revenues over an extended period of time.
The Congressional Research Service (CRS) recently undertook an economic analysis of cigarette taxes and health care reform. CRS’s study
suggests that since young smokers are more price sensitive than older smokers, long term cigarette tax revenues will fall to two-thirds of the

level of current estimates in all analyses (41).

22 The actual figure listed in CBQ's Teport is $25 billion, which results from rounding the JCT's estimate for each year (38). The $24 billion

tax revenue reported here is derived from JCT's more detailed analysis (43).
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Estimates of the potential additional tax reve-
nues from higher personal or corporate income
can be ascertained by comparing current employer
health spending and estimated employer health
spending under the Health Security Act.” Ana-
lysts may differ in their estimates of spending un-
der both the current system and under reform.

The Clinton Administration estimated that,
without comprehensive reform, employer spend-
ing on health insurance premiums would increase
from $180 hillion in 1994 to $303 billion in 2000.
Under the Health Security Act, employer pre-
mium payments would be only $276 billion in
2000, or $27 billion less than under current law.
Similarly, CBO calculated that al businesses to-
gether would pay $20 billion less for employee
health benefits in 2000 under the act (38). It is as-
sumed that all the savings in premium payments
would then be subject to either corporate or per-
sonal income taxes.

Lewin-VHI estimates that under the current
system private employer health spending would
increase from $185.0 billion in 1994 to $254.2 bil-
lion in 1998 and to $293.2 hillion in 2000. Under
the Hedth Security Act, employer spending
would be $283 billion in 1998 and $309 billion in
2000. Thus, contrary to what the Clinton Admin-
istration and CBO estimated, Lewin-VHI esti-
mated that employers would actually spend $29
billion and $16 billion more on health benefits in
1998 and 2000, respectively. Compared with the
other two analyses, Lewin-VHI has assumed low-
er employer premium spending under the current
system and a higher employer spending under the

reform.* Since it is assumed that employers will
offset the higher spending with wage reductions,
higher premium costs result in aloss of both in-
come and payroll taxes.”

Differences in Analysts’ Estimates:

Corporate Assessment

Under the Health Security Act, large employers,
those with 5,000 or more employees, may elect
not to participate in the regiona alliances and
form their own corporate aliances. These corpo-
rate alliances would be subject to a 1-percent pay-
roll assessment because they presumably would
benefit from reduced cost-shifting resulting from
the universal coverage provision of the Health Se-
curity Act. According to the Clinton Administra-
tion’s estimates, the assessment on corporate al-
liances represents more than 6 percent of the tota
expected revenues to be used to fund the reform.

As shown in table 2-5, CBO'’ S estimate of the
revenues from the corporate assessment is nearly
67 percent less than the Clinton Administration’s,
while Lewin-VHI's estimate is about 36 percent
more than the Clinton Administration’s. In abso-
lute monetary terms, estimates of additional reve-
nues from the 1-percent payroll tax range from
CBO'S $8 hillion and the Administration’s $24.2
billion to Lewin-VHI’s $33.0 billion.

Estimates of revenues from the corporate pay-
roll assessment hinge on analysts' assumptions
about the participation rate of corporate alliances.
This in turn is determined by each firm's own
evaluation of the relative costs of the two options
(i.e., regional versus corporate alliances), as well

23 Depending on the assumption of how the potential savings would be distributed between employers and employees, the savings can be
subject to either corporate or individual income taxes. In the latter case, the estimation of tax revenues would require additional information on

the distribution of taxable income across income tax brackets.

24Lewin-VHI's baseline estimates of employer spending apparently were based on a slower average annual growth rate than that used by
the Clinton Administration (approximately, 8.0 percent versus 9.1 percent, according to OTA’S calculation). Lewin-VHI also assumed a 17 per-
cent higher initial premium level and a higher premium growth rate than the Clinton Administration.

2511 should be noted that although Lewin-VHI estimated that the higher premium costs and employer mandate would result in a $17.9 billion

loss of federal tax revenues, they estimated that universal coverage and premium subsidies would have a positive effect on income and are
expected to generate $14.2 hillion in tax revenues. Taken together, however, Lewin-VHI estimated that the federal government would still face a
$3.7 billion loss in tax revenues from changes in premiums under the regional alliances, cost containment, premium subsidies, and universal

coverage.



as such factors as corporate philosophy about em-
ployee benefits and the fact that a decision to par-
ticipate in aregional alianceisirreversible. The
costs under the regiona aliances reflect analysts
estimates of average health plan premiums given
reform, while the costs under the corporate al-
liances reflect analysts estimates of baseline em-
ployer health spending and additional administra-
tive costs. Analysts who assumed relatively high
regional alliance premiums and relatively lower
baseline employer health spending estimate a rel-
atively larger number of corporate alliances.

The Clinton Administration did not indicate
exactly what participation rate it assumed but said
that it assumed that “most” of the eligible employ-
ers would elect to form their own corporate al-
liances and thus be subject to the payroll tax.

CBO esti mated that onl y arelative] y small por-
tion of the eligible firms would find corporate a-
liances financialy attractive. According to CBO,
atypica firm would have to be able to save at least
$800 per employee for health benefits, compared
with the standard benefit package in 1996, to con-
sider forming a corporate alliance financially
more attractive than joining a regiona alliance.
Based on data from the March 1993 CPS, CBO es-
timated that the firms meeting the corporate al-
liance criterion employ only 23 percent of the em-
ployees in eligible large firms, and the percentage
would decline further in later years.

Lewin-VHI assumed that all unionized work-
places eligible to choose corporate alliances
would do so. while the participation rate among
the non-unionized firms would depend on the rel-
ative costs of the two options.*Overall, Lewin-
VHI assumed that 60 percent of the eligible em-
ployers would still find corporate alliances a
financ ially more attractive option than regiond al-
liances. Given the similarity of their premium es-
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timates, one plausible explanation for why Lewin -
VHI and CBO estimated different participation
ratesin corporate alliancesisthat Lewin-VHI as-
sumed lower current employer benefit expenses
than CBO and thus higher expected savings under
the corporate alliances.

Differences IN Analysts’ Estimates:

Retiree Assessment

Under the Health Security Act. early retirees aged
55 to 64 who are not working full time and are eli -
gible for Medicare at 65 would receive special
subsidies covering their employer share of the
premiums. From 1998 through 2000, employers
who benefit from the subsidy because they no
longer have to pay for these benefits directly are
required to “return” to the federal government
some of the savings realized. Specificaly, the
Health Security Act would impose a temporary
assessment on employers with base period retiree
health costs. The assessment would equal 50. per-
cent of the greater of: 1) the adjusted base period
retiree health costs for a given calendar year, 2) the
amount by which the employer applicable retir-
ee health costs were reduced due to the enactment
of the Health Security Act.

Compared with other sources of funding for re-
form. the potential revenues from the temporary
assessment on early retiree subsidies represent a
relatively small portion of federa receipts. As
shown in table 2-5, analysts estimates differ by as
much as 14 percent. but the absolute difference is
only $1.6 billion for the six-year period from 1995
through 2000.

Since the assessment for retiree subsidies is
based on the employers liabilities for- retiree
health benefits before reform. analysts estimates
of potential revenues from the assessment are
based on estimates of employers’ baseline retiree

26 Lewin-VHI's document does not indicate why it assumed that all unionized workplaces would opt for corporate alliances. One possible

explanation is that unionized workplaces traditionally have preferred to have more direct control over their own benefit programs. Under the

regional alliance option, both the employers and employees would have less control over their benefit programs.
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health liahilities. Variation in analysts' estimates
thus reflect different estimates of the baseline re-
tiree health liabilities currently borne by the em-
ployers. None of the analysts provided any de-
tailed information on the subject.

1Revenues from Recovered Tax
Expenditures

In addition to new tax revenues from a higher ex-
cise tax on tobacco products, and potential y, from
higher incomes and wages, the Health Security
Act would attempt to raise additional funds from
recovering certain health-related tax expenditures
under current law.” For example, the act would
no longer allow the use of tax-exempt cafeteria
plans for employer-sponsored health benefits.”
In addition, after 2004 the tax exclusion for health
insurance premiums would be limited to the costs
of the standard benefit package. Because the cafe-
teria plan provision represents the magjor source of
revenues among all tax expenditure related provi-
sions in the Health Security Act, the discussion

here will focus only on the cafeteria plan provi-
sion.

Differences in Analysts’ Estimates
According to the Clinton Administration, repeal-
ing cafeteria plans for health benefits would yield
nearly 8 percent of the funds needed to finance re-
form. As shown in table 2-6, however, analysts
estimates of the amount of tax expenditures that
could be recovered differ significantly, both in rel-
ative and absolute monetary terms. CBO’S esti-
mate, for example, is $21.4 billion less than that
of the Clinton Administration’s, a difference of
more than 68 percent.

Estimates of recoverable tax expenditures from
repealing the cafeteria plan for health benefits de-
pend on:

= the baseline tax expenditures under the plan
(and the distribution of such tax expenditures
across individuals at different tax brackets),
and

TABLE 2-6: Estimates of Recovered Tax Expenditures, 1995-2000 ($ billions)

CBO vs. Clinton Lewin-VHI vs. Clinton Lewin-VHI
Clinton Congressional Administration Administration vs. CBO
Administration Budget Office Lewin-VHI $ 10) $ (%) $ (%)

Recovered tax expenditures (from repealing cafeteria plan for health benefits)

$31.4 $10 $17.0 -$214 (-682 %) -$14,4 (-45 9%) $7.0 (70 o%)

SOURCE Off Ice of Technology Assessment, 1994, based on data from Lewin-VHI, Inc , The Fmancla/ Impacf of the Health Security
Act (Fairfax, VA Dec. 9, 1993), U S Congress, Congressional Budget Office, Analysis of the Administration's Health Proposal
(Washington, DC February 1994), U S Executive Office of the President, Off Ice of Management and Budget, Budget of the U S
Government, FY95 (Washington, DC U S Government Printing Office, February 1994)

27 According to CBO, which basedits estimates on data from the JCT and the OMB, totalfederal health-related tax expenditures have grown
from $19.7 billion in 1980 to $44.2 billion in 1990, and are expected to grow to $127.8 billion in 2000 under current law (29). However, these
expenditures include not only the exemption of employer-paid health insurance premiums, but also various deductions such as medical ex-
penses and charitable contributions as well as untaxed Medicare health insurance benefits.

28 Under the Health Security Act, the present-law exclusion for employer contributions to health benefits would still be preserved. The
rational e for disallowing the use of tax-exempt cafeteria plans (and the flexible spending accounts) for health benefitsisto limit employees”
ability to shelter their shares of the premiums and out-of-pocket expenses in tax-exempt funds when a tax cap for health benefitsisin place.



« assumptions about behavioral responses to
changing plans.2?

Although some published data exist on the
magnitude of tax expenditures associated with
employer-paid insurance premiums (29,39), no
detailed information is available on the tax expen-
ditures associated specifically with health bene-
fits under the cafeteria plans.3? Neither the Clin-
ton Administration nor CBO has reported its
estimate of baseline tax expenditures associated
with cafeteria plans nor its assumptions about
whether individuals will increase other forms of
tax-exempt compensation.

If the Clinton Administration assumed that all
current health benefits under cafeteria plans
would be replaced with taxable wages, the $31.4
billion of recover-able tax expenditures it pro-
jected represents the baseline estimate of this par-
ticular tax expenditures. CBO, by contrast, stated
only that it assumed that a fraction of the cafeteria
plan health benefits would actually end up as
wages, Compared with the Clinton Administra-
tion’s implicit assumption, CBO has assumed that
more individuals would opt for other tax-exempt
benefits rather than additional wages.

Lewin-VHI estimated baseline health-related
tax expenditures under the cafeteria plans to be
$34.0 billion from 1995 through 2000, all of
which could be recovered if employers did not al-
ter their employee compensation packages. How-
ever, Lewin-VHI assumed that employers and em-
ployees are likely to shift the compensation into
other nontaxable forms of benefits, such as pen-

Chapter Z Estimates of the Health Security Act | 27

sions, that could still be included in cafeteria plans
under reform. Specifically, Lewin-VHI assumed
that only haf of the potential revenues it projected
($17.0 billion, from 1995 through 2000) would be
realized and the other half would be shifted to oth-
er nontaxable compensation.

| Lost Revenues from New Tax
Expenditures

Under the tax code, self-employed individuas are
allowed to deduct only 25 percent of their health
insurance costs. Under the Health Security Act,
they would be allowed to deduct their health in-
surance premiums in full.

Estimates of baseline income tax liabilities
among self-employed individuals are unlikely to
differ significant] y. The number of people who are
self-employed, their insurance expenses, and cor-
responding income tax brackets can be obtained
from the Statistics of Income, an income tax data-
base maintained by the Internal Revenue Service,
and from such other federal household surveys as
the CPS. Additionally, individual behavioral re-
sponses to this particular tax code change are un-
like] y to be amajor factor in analysts estimates of
the potential revenue lost.’1

As shown in table 2-7, the estimates by the
Clinton Administration, CBO, and Lewin-VHI
differ at most by only about $1 billion from 1995
through 2000. Because of its relatively small ef-
fect on the overall budgetary impacts under health
reform, differences in analysts' estimates of this
new tax expenditure does not represent an area of
particular concern.

29 The behay ioral responses in this respect reflect an assumption about the possibil ity thatemploy ers and employees might replace the bene-
tits currently paid for through the cafeteria plans with other tax-exempt benefits rather than with wage compensations. If one assumed that the
employ ¢’ stotal compensation remained unchanged, and the employ ee preferred other tai-exempt benefits rather than wages, there w ould be
substantially less additional w age compensation subject to taxation, and accordingly less tax expenditures w ould be recos ered.

30 The Department of Labor collects information on the number of employers offering cafeteria plans, the number of employees participat-

ing, and the types of options offered through the plans. However, it does not collect information on expenditures under cafeteria plans or how

many cafeteria plan participants choose health insurance as part of their cafeteria plan benefits.

3 i possible that certain part-time workers may face incentives o become self-employed because of the favorable tax treatment of the

insurance expenses of self-employed individuals. However, because only arelatively small number of individuals are involved, this is not likely

to be significant in the estimates of new tax expenditures.
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TABLE 2-7: Estimates of New Tax Expenditures, 1995-2000 (S billions)

CBO vs. Clinton Lewin-VHI vs. Clinton Lewin-VHI

Clinton Congressional Administration Administration vs. CBO
Administration Budget Office Lewin-VHI $ (%) $ (%) $ (%)
$8.9 $8 $79 -$09 (-1 0.1%) -$10 (-11 ,2%) -$0.1 (-1 .3%)

SOURCE Off Ice of Technology Assessment, 1994, based on data from Lewin-VHI, Inc, The Financial Impact of the Health Security
Act (Fairfax, VA Dec 9, 1993), U S Congress, Congressional Budget Off Ice, An Analysis of the Administration’s Health Proposal
(Washington, DC February 1994), U S Executive Off Ice of the President, Office of Management and Budget, Budget of the U S
Government, FY95 (Washington, DC U S Government Printing Office, February 1994)



